
AGENCY
Agency involves an actor (“Agent”) doing something while working for someone else (“Principal”)

· 3rd party trying to hold P to an agreement based on A’s conduct or an express agreement

· 3rd party trying to hold P liable for A’s torts 

· Ex post concern – what happens in the lawsuit? 

· Ex ante concern – how does P structure his relationship with A to avoid liability?  

LIABILITY OF PRINCIPAL TO 3rd PARTIES IN CONTRACT
In civil law nations, the relationship is written down in the public record and is always binding
· Not so in U.S. so question becomes → 
· Is the person with whom I am dealing able to bind the company? – AND – 

· What are the dimensions of their authority?
Actual Agency 

· Agency that was intended to be created by the principal 

· Ask: did P intend for this to happen – is P’s intent objectively discernable? 

· Expressed 
· Implied 
· What did A understand P to mean?  Look to surrounding circumstances
· i.e. I hire someone to buy lumber at the lumber yard.  That’s all I say and they have my acct billed or they hit someone in the truck driving there. 
Cases turn on whether the principal exercises control over the person →

· Whether agency relationship is created is not dependant on the intent of the parties involved

· Gordon v. Doty (older control model)
· Doty let coach of football team use her car if he drove it, coach injured Gorton while driving ∆’s car (nothing expressly said about loaning or borrowing car) 

· Held: was agency relationship 

· An agency relationship results when one person allows another to act on his behalf  and subject to his control (does not have to be in business context)

· It does not matter how careful the owner of the car is in picking the driver, or the factory in picking the machine operator, liability still rests with the owner – care taken in choosing does not matter!

· Restatement of Agency §1 “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” 

· A. Gay Jensen Farms Co. v. Cargill, Inc. 
· Cargill financed Warren, went further b/c C had right to inspect W’s books, W needed C’s permission to encumber its assets, W had to make improvements directed by C, W Ked on C’s behalf, C interfered w/ daily operations and internal affairs of W  

· Held: C, by its influence and control over W, became principal w/ liability for transactions entered into by W

· Manifestation of consent requirement is objective – can be proved by circumstantial evidence of control

· An agency relationship can arise even where P subjectively intended no such relationship, or absent true mutual consent  

· Although parties did not call it agency and did not intend legal consequences of agency relation to follow 

· Where relationship to be proved by circumstantial evidence, P must be shown to have objectively consented to agency relationship – C did so by its operational control of W, W fulfilled its part by acting on C’s behalf in procuring grain  

How do we draw the line b/w who is liable and who is not liable in the K situation? 

· Mill Street Church of Christ v. Hogan  

· Bill Hogan hired by Church to paint, then hires his brother to help, brother injured 

· Issue is one of status for purposes of worker’s compensation (have to be an employee by actual authority to get benefits) 

· Held: Bill Hogan ad actual implied authority to hire brother 

· Party alleging agency has burden of proving 

· Look to circumstances of case – whether A reasonably believed P wished him to act in certain way, or to have certain authority 

· Prior dealings b/w P and A (church allowed Bill to hire help in past), and nature of task to be carried out (job too big for one person) are factors to be considered 

· Case could have gone either way depending on court 

When put an Agent out onto the street w/ authority (express or implied) almost always going to be some penumbral region of apparent authority from trade practices, surrounding circumstances, course of dealing that will bind you 

· Hiring someone to act on your behalf carries with it risk!

Apparent Authority / Apparent Agency

· Can be used to describe the creation of agency OR the dimensions / scope of the agent’s authority
· Results when P manifests to 3rd party than A is authorized and 3rd party reasonably relies on the manifestation 

· P by words, conduct or other objective manifestations “holds out” person as agent

· Can be created by several different means (but the only way to cut off apparent authority is by notifying people in some way)
· Course of dealings 
· Hypo:  Siegel hired X, X gone out and bought lumber 2 or 3 times that is then sent and billed to Siegel.  Siegel then fires X, or job is finished.  X then goes to same lumber yard, orders lumber and has it billed to Siegel.  Is Siegel bound? 
· Yes – X has power to bind Siegel b/c of course of dealings

· Siegel has dealt w/ lumber yard before, they do not have to verify X’s authority again b/c this would not be conducive to business – the purpose of agency is so that P does not have to be constantly bothered about such things 

· Only way Siegel can stop X’s authority is by terminating the relationship AND telling world the relationship is terminated (notice) 

· Hypo:  Idiot son of rich parents forges mom’s signature on check which goes to bank and is paid.  Check comes to mom w/ bank statement and she has options (1) call bank, say forgery and shouldn’t be honored (2) is silent  
· (1) no apparent authority 
· (2) is apparent authority – course of conduct if mom doesn’t object until 4th time, bank can say son had apparent authority 
· Surrounding circumstances 
· Trade practice 
· Lind v. Schenley Industries 
· Representation
· Words 
· Hypo:  P authorizes A to say car has 50,000 miles and has been inspected (does and has) but nothing else. Agent makes other reps. 
· P is bound on assumption b/c A was authorized to make some reps. can make others – apparent authority arises from reps. 
· To avoid liability, P has to put in writing what A authorized to do 
· Acts (Watteau v. Fenwick)  
· Taco Bell liable for e. coli on theory of both apparent agency and estoppel → no way that they want to put signs on all their restaurants “abandon all hope ye who enter here” b/c want brand name recognition and uniformity
Apparent Authority as a means to determine SCOPE of Agent’s Authority → 

Even though prudent person should insist on written K, not unreasonable for person in Π’s position to rely, in world of commerce, on representation of someone in 3rd party’s position due to trade practice 
· Lind v. Schenley Industries Inc. 
· Π promoted, told by VP of company to report to Sales Manager, Π relied on manager’s statements re. commission, later told manager had no authority to offer commission 

· Held: By virtue of positions of VP and Manager in the company, even if they did not have actual authority, had apparent authority to hire someone on terms described b/c in line w/ trade practice 

· Complex balancing of relationships 
· When the best practice would be for the 3rd party to get assurance of authority (i.e. from co. president and in writing) does not follow that principal is free from liability b/c of trade practices, course of dealing etc.

· Three-Seventy Leasing Corp. v. Ampex Corp. 
· Kays, salesman of Ampex, negotiates a deal w/ 3rd party, 370, on behalf of Ampex, Kays does not get K approved by supervisor 

· Surrounding facts and negative inaction (i.e. silence / no action taken by Ampex during period of time) have to be examined to determine if Kays was agent of / scope agency to Ampex 

· Kays was salesperson of ∆ - reasonable for 3rd party to assume salesman has authority to bind his employer to sell 

· Unless 3rd party told otherwise, reasonable to assume agent has apparent authority to do those things which are usual and proper to the conduct of the business which he is employed to conduct 

· When you put someone into world in position of salesman, must act quickly through a procedure to demonstrate wither an affirmative or negative reaction to the K (approve or don’t) quickly or you will be bound

Inherent Agency Power 
· Power bestowed upon A b/c he is appointed by P as the type of agent who usually possesses such power 

· Based on reasonable foreseeability rationale – whether P could reasonably foresee that an agent would take the action he did? 
· When a person hires another and vests in him the appearance of authority, he is liable for the hirees actions (Kidd v. Thomas A. Edison) 
· Inherent agency vested by appearances i.e. uniforms, representations, locations etc. or by virtue of A’s position
· When you put someone in position on which public normally relies, you are going to be bound (Watteau v. Fenwick) 

· Courts almost invariably say P bound by what that person appears to be to a 3rd party
· Suggests there is a danger in hiring someone to work for you – distribution of liabilities incurred, need to control your employees, security over uniforms etc.

· IAP cuts across all other types of authority – it can be part of actual or apparent authority or not part of either. 

· Watteau v. Fenwick  

· Person appeared to own bar, but did not b/c there was actually an undisclosed principal who owned it 

· Held:  If you make someone look like he owns the place, he has all the apparent authority of someone who actually owns the place 

· There is no way a 3rd party could know that there was someone behind the Agent 

· P, while undisclosed, has made A appear to be the principal and vested him w/ all the authority the principal would have 

· Even though P may have restricted A’s authority, the pubic (a 3rd party) does not know this 

· Restatement of Agency § 194 – an undisclosed P liable for act of an A done on his account if usual and necessary in such transactions, although forbidden by P

· Restatement of Agency § 195 – undisclosed P who entrusts A w/ management of his business is liable to 3rd persons w/ whom A enters into transactions in the usual course of business even if A’s actions are contrary to P’s directions 
· Kidd v. Thomas A. Edison Inc.  

· Fuller employed by ∆, was he able to make K w/ Π on terms which did so?

· If we say Fuller was a typical impresario who looked like the usual type who hired singers then this case is an easy one of apparent authority 

· But Hand went on to discuss inherent agency power 

· Policy reasons – to emphasize does not matter if A disregarding P’s instructions, so long as 3rd party did no know, b/c supposedly P has to an extent assured himself of A’s reliability and is to be bound by A’s minor deviations so long as A acting w/in general scope employed to act within 

Ratification 
· A person may affirm or ratify a prior act supposedly done on his behalf by another that was not authorized at the time it was performed. 

· Causes the agent’s act to be treated as if the principal had authorized it from the outset 

· Court will insist that when party against whom ratification is charged (principal), either speaks or acts (so intent to be bound), and principal has to act w/ adequate knowledge of what went on 

· Hypo:  Someone who is not agent or not authorized.  A acts purporting to act for P, sells property and receives $, but there is no nexus b/w A and P (meaning no basis for holding A was authorized, or had apparent or inherent agency power to act for P).  P subsequently accepts benefits of K.  

· P has retroactively authorized A to act as an agent – ratification! 
· Assuming P knew terms of K?
· Botticello v. Stefanovicz 

· ∆s married, owned land jointly.  One ∆ entered into agreement w/ Π over land.  
· Held: Other ∆ did not ratify agreement b/c facts don’t show had intent to ratify or full knowledge of material circumstances 

· Ratification defined as “the affirmance by a person of a prior act which did not bind him but was done or professedly done on his account” 

· Requires acceptance of the results of the act w/ an intent to ratify and w/ full knowledge of all the material circumstances

· Further before receipt of benefits constitutes ratification, the other requirement for ratification must be present – so if original trans. not purported to be done on behalf of principal, fact principal receives its proceeds does not make him a party to it 

Estoppel 
· Requires a representation in words or deed upon which the 3rd party relies to his detriment 

· Key is detrimental reliance by 3rd party 

· At that point, the one who made the representation is estopped to deny that representation 

· Hypo:  3 men in a room who are not partners.  One (B) says to 3rd party “we are partners in this business” and others say nothing.  Next day, B goes out and makes K w/ 3rd party in name of other two guys.  Others are estopped from denying K b/c they said nothing and 3rd party relied on this representation to his detriment. 

· When P negligently or intentionally causes a 3rd party to believe that his agent has authority to do an act that is actually be beyond his authority, and 3rd party detrimentally relies on P’s conduct, P is estopped from denying agent’s authority 

· Apparent authority makes P a contracting party w/ 3rd party w/ rights and liabilities on both sides 

· Estoppel only compensates 3rd party for losses arising from his reliance, creates no enforcement rights in P against 3rd party 

· Hoddeson v. Koos Bros.  

· Π shopping in ∆s furniture store.  Bought furniture from man she assumed was salesperson, gave $ but did not get receipt.  Furniture never came, store had no record of sale, Π unable to identify man amongst stores salesmen. 

· Held ∆ can be liable for acts of imposter
· Imposter salesperson did not have express or implied authority, Π unable to prove appearance of authority created by actions of alleged principal – apparent authority created here solely by manifestations of imposter alone 

· Nevertheless, where proprietor of business by dereliction of duty allows one who is not his agent conspicuously to act as such and ostensibly transact proprietor’s business in the establishment, appearances lead person of ordinary prudence to believe impostor was in truth the proprietor’s agent, proprietor cannot defensively use imposter’s lack of authority to escape liab. 

Agent’s Liability on the K 
· A enters into K w/ 3rd party and on the face of K it purports to bind P.  If in fact A does not bind P for whatever reason, then A is going to be bound for breach of warranty of authority. 
· A signing as Agent for P is a warranty of authority, which A breaches if A does not really have such authority 

· i.e. A is not agent, or A is not actually or even apparently authorized, or (as in Atlantic Salmon) P does not exist 

· Normally in this situation, if there is an issue w/ respect to the authority of the agent, want to join A and P (assuming jurisdiction and venue proper) and sue in the alternative 

· Claim #1: P is bound by actual, apparent, inherent authority of A; or 

· Claim #2 : In the event court finds P is not bund, then argue A is liable to 3rd party for breach of warranty of authority 

· Disclosed Principal 

· An agent who purports to K for a disclosed principal is not personally liable on the K.  Agent negotiates K in the name of P and A is not a party to K.  Parties’ intent is P be bound. 
· Undisclosed or partially disclosed principal 

· Both agency and principal’s identity are not disclosed – an agent acting on behalf of undisclosed or partially disclosed principal is personally liable on the K itself 

· Atlantic Salmon A/S v. Curran 

· Πs thought were dealing with corp., in reality corp. did not exist, seek to recover $ owed to them from ∆ individually

· Held ∆ personally liable on the K 

· Unless otherwise agreed, a person purporting to make a K on behalf of un- or partially-disclosed principal is a party to the K 

· To avoid personal liability, duty upon agent – the agent must disclose he is acting in a representative capacity and the identity of his principal 

LIABILITY OF PRINCIPAL TO 3rd PARTIES IN TORT 
In K, agent entering into K for principal saying he has the authority to do so, so often in writing that A acting directly for P – in tort have no such writing 

So two questions critical : 

1. Was the agent / actor under the physical control of the principal?

2. Was this within the scope of his employment? 

In all following tort liability cases, court looks at facts of each – very context specific

Servant versus Independent Contractor 

Was operator an employee (a servant), or an independent contractor (i.e. a franchisee) → turns on control!
Operator held to be an employee on facts → OLD MODEL BASED ON CONTROL
· Humble Oil & Refining Co. v. Martin
· Car left at station Humble (∆) owned, rolled away before anyone at station touched it an injured Martins.  ∆ argues not liable for Πs’ injuries b/c service station operated by an independent contractor 

· Held: ∆ liable b/c master-servant relationship existed b/w ∆ and operator of station 

· Whether a party is an independent contractor or an employee is a ? of fact 

· Chain of physical control – Humble owned station, exercised financial and operational control of enterprise, set hours, provided products and set prices, paid substantial portion of operating costs, little discretion given to operator 
Facts demonstrate independent contractor relationship

· Hoover v. Sun Oil Co. 
· Π injured when car caught fire while being filled by station employee at station owned by Sun Oil, operated by Barone

· Held: ∆ not liable b/c facts show Barone independent contractor 

· Barone made no written reports to ∆, he alone assumed risk or profit or loss in operation of business, set stations hours, pay scale and working conditions, his name posted as proprietor 
· Test to be applied is whether alleged P retained right to control day-to-day operation of the station? 

· Sun had no control over day-to-day operations

· While Sun’s representative made suggestions to Barone to improve sales and marketing, was under no obligation to follow Sun’s advice 

Franchisor / Franchisee Relations

How does Principal avoid imposition of liability b/c risk (as indicated by Humble) will be imposed?

· One possibility is to draw up K in such a way as to deny the existence of a control relation 

· Desirable to attempt to specify how parties view their relationship BUT the parties to the K are P and A, not the injured 3rd party

· So whatever the parties would like to call their relationship, the 3rd party certainly not bound by it and can argue other facts demonstrate control rel.

· So courts look at liability not as one governed by K, rather by substantive / de facto relationship b/w P and A, examining the control P had over A in practice

· So structure relationship so there is as little control as possible 

· A franchise relationship but w/ a considerable degree of movement and flexibility 
· i.e. True Value Hardware – stores use the name but always go under their own name too, set own prices, hours etc. 

· As opposed to McDonald’s which exercises a lot of control over franchisees 

· There is a trade-off b/w liability and control / representations
· In some situations, franchisor cannot afford to sacrifice such control 

Control is test – nature and extent of control, some control not enough to impose liability on franchisor → under modern test Holiday Inns would be liable like McDs based on apparent agency and representations made & estopped from denying 
· Murphy v. Holiday-Inns, Inc. 
· Π injured when slipped on water while staying at Holiday Inn Motel, ∆ claims no liability b/c did not own premises and had no relationship w/ owner other than license agreement permitting use of name Holiday Inn 

· Held:  Franchise agreement (incl. reg provisions) did not create agency relationship 
· Regulatory provisions of franchise agm’t did not give franchisor day-to-day control over operations of motel  

· Typical franchise K - ∆ allowed motel to use trademark, fee paid for use, but right to profit and risk of loss borne by motel, further motel agreed to certain reg. provisions

· Purpose of reg. provisions to achieve system-wide standardization of the business identity, uniformity of service and optimum public goodwill 
· ∆ had no power to control expenditures, room rates, hiring/firing, wages, working condition, productivity etc. 

In creating a franchisor/franchisee relationship, knowing the uncertainty of risk, it is most efficient for the parties to not leave risk open-ended, rather to choose upon whom the risk will fall and impose upon that party the cost of the risk 

· But this agreement will have no effect on franchisor b/c they are covered by insurance 

· The insurance company will defend lawsuit b/c if it becomes clear in these cases the big corp. can be sued then the image to the jury is that the corp. has a lot of money 

Apparent Agency found to exist in a franchise relationship → Looking to REPRESENTATIONS
· Miller v. McDonald’s Corp. 
· 3K is a franchisee of McDonalds. 3rd party Π injured biting into hamburger

· Held: McDonald’s liable on the theory of apparent agency
· Π went to McDonald’s under assumption McDs owned it 
· K said specifically that franchisee independent contractor and McDs should not be liable for any damages incurred by franchisee 

· But McDs does not want to disassociate from franchisee b/c wants to control stds / quality of restaurant 
· Franchise agreement required franchisee to act in certain ways that identified it w/ franchisor, franchisor imposed requirements as part of maintaining an image of uniformity of operations and appearance for franchisor’s entire system
· ∆’s very insistence on uniformity of appearance / stds designed to make public think of all McDs as part of same system, that makes difficult for public to tell whether at restaurant owned or merely franchised by McDs gives rise to apparent agency
· Could also argue estoppel 
· Since it represents to public through centrally imposed uniformity that franchisee is part of its business, McDs estopped from then claiming franchisee is an independent contractor 

Scope of Employment
· For Respondeat superior to apply, employee must have committed tortious act w/in scope of employment 

· Restatement sets forth factors to be considered to determine if act occurred w/in scope of employment i.e. act’s similarity to acts employee authorized to perform; the time, place and purpose of the act; whether act commonly performed by employees; extent of employees departure from normal methods, extent to which employer’s interest / employee’s interest was involved; etc. 

Liability attached to employer for employees acts that are reasonably foreseeable (where employee engages in conduct that one could argue beyond the range of employment)
· Ira S. Bushey & Sons, Inc. v. US 
· US has ship in dry dock owned by Π for repairs.  Seaman returning form shore leave drunk turned wheels, letting in water and caused ship to damage dock. 
· Held: Seaman’s conduct not so unforeseeable that employer cannot be held liable 

· Propensity of seamen to drink while on shore well known, immaterial that precise action could not be foreseen 

· Risk that seamen coming and going from the ship might cause damage to the dry dock, either intentionally or negligently, enough to make it fair that ∆ bear loss 

· Case not operating on traditional doctrinal notion of resp. superior (i.e. scope of employment / serving employer’s interest) or control analysis (esp. as case is one of intentional conduct) but on notion of foreseeability (so almost strict liability for torts of employees so long as can make connection in time / space b/w conduct and employment)
Way of looking at liability that extends beyond the notion of control 

· Manning v. Grimsley 
· Fans heckling Orioles pitcher who then threw ball at them, hitting Π
· Held Orioles could be liable for pitcher’s assault and battery 

· Responsibility arising not from fault (of ∆ team) but from sense of initiating conduct which gave rise to the injury (i.e. running a ship, playing a team)

· Some types of work where an employee considered by the courts to be on duty at all times – thus an employer should screen his possible employees to make sure that employee not someone who will cause the employer to pay for an injury for which the employee is at fault 

Narrow conception of agency 
· Arguello v. Conoco, Inc.
· Πs alleged employees of Conoco branded stores discriminated against them 

· Court finds no agency 

· Court says for liability Πs must est. agency relationship b/w Conoco and branded stores by showing Conoco given consent for branded stores to act on its behalf and that branded stores are subject to the control of Conoco

· Says nothing about apparent agency by representation (Stanley: seems erroneous) 

· Actions while ∆s performing normal duties as clerks 

· Does not lead to auto. conc. acting w/in scope of employment, remanded 
Liability for Torts of Independent Contractors 

Employers of independent contractors not liable for their torts under theory of Respondeat superior, but in some situations may be held responsible based on employer’s own negligence or as a matter of public policy 

No way to avoid liability as an owner when you are doing something that is considered inherently dangerous, even if you have hired an independent contractor
· Majestic Realty Associates, Inc. v. Toti Contracting Co. 
· Parking Authority hired Toti (an independent contractor) to demolish building it owned, during demo chunk fell onto adjacent building owned by Π’s damaging it 
· Held: Parking Authority liable for act of independent contractor if activity hired for was inherently dangerous 

· Park Auth. gave Toti complete control over job, so basis for liability cannot be agency 

· Generally when an independent contractor engaged, employer will not be liable unless the employer (1) retains control of the manner and means of doing the work; (2) engages an incompetent contractor; or (3) work contracted for is inherently dangerous 

· Does not matter how much care you exercise, as owner still liable 

FIDUCIARY OBLIGATIONS
Have relationship b/w P and A (or employer/employee) that when P engages A and entrusts A with some work, there emerges out of the relationship an obligation that A has to P 

· The nature of the relationship determines the extent, depth and range of the fiduciary obligation 

· Status (as an Agent or employee) brings about the fiduciary relation whereby A owes P obligation of faithful service 

· When P hires A the status relationship carries with it entrustment (maybe of P’s name, knowledge, secrets, reputation) which puts A in position of benefiting from that relation

· But might do damage to P if A uses that information etc. for his own benefit i.e. Town & Country House & Home Service Inc. 
· Anything that A obtains as a result of his employment belongs to the principal – effectively barring the retention by A of secret profits, advantages, and benefits absent P’s consent 

· Viewed as protective rule → when you put someone in a position of trust, he is bound by that position of trust and cannot take something for his benefit w/in that position that he would not otherwise have received outside of that position 

· Hypo: X works in GM’s engineering dept. Are his inventions property of GM? Yes.  Now suppose makes invention at home instead of office?  Employer still going to own invention so long as the invention has anything to do w/ the work man is employed to do. 

· Normally, US courts tend to expand rather than contract fiduciary obligation

Fiduciary obligation can be negative → fiduciary not to act in any way damaging to whom he owes a fiduciary obligation 
· Town & Country House & Home Service Inc. v. Newberry 
· After ∆s left Πs employ, set up own cleaning business directly competed w/ Π’s and solicited Π’s customers 

· Held: ∆s cannot solicit Π’s customers 

· Π’s customer list could not have been easily obtained, rather was painstakingly complied by Π w/ considerable effort and expense 
· Would have been different had ∆ gone out and solicited new customers from a pool of potential customers available to both Π and ∆, however Πs customers were only ones ∆s solicited 

Fiduciary obligation can be affirmative → fiduciary is required to account over to P any benefit that may come from the Principal, even if P is not damaged 
· Reading v. Regem 
· Π sergeant in British Army, was paid lots of $ to escort lorries past checkpoints in uniform, military authorities discovered and took $ 
· Held Π not entitled to recover $
· Matters not that the master has not lost any profit, nor suffered any damage, nor does it matter that the master could not have done the act himself 
· If A unjustly enriched himself by virtue of his service w/o his master’s sanction, not allowed to keep secret profits – this is b/c he got the money solely by virtue of position he occupied as a result of service 
· Would be different if position merely afforded the opportunity from getting it and disclosing opportunity to P 
· General Automotive Manufacturing Co. v. Singer   
· ∆ employed by Π as general manager, ∆’s employment K required he not engage in any other business during employment.  Π alleges violated duty of loyalty by taking orders that were too large for Π to handle, giving them to other shops and keeping profit 
· Held: ∆ breached fiduciary duty to act solely for benefit of Π by failing to inform Π of existence of orders and retaining secret profit
· ∆ had fiduciary duty as agent of Π to exercise utmost good faith and loyalty, instead acted in own self-interest and adversely to interests of Π
· Liable to Π for amount of profits earned 
PARTNERSHIPS
A partnership is a residuary entity 

· If 2 or more people carry on a business as co-owners for a profit they have a partnership, whether or not they agreed to one, or even know they have one (RUPA § 202(a)) 
RUPA § 301(1) 

· Each partner is an agent of the partnership for the purpose of its business 

· An act of a partner, including the execution of an instrument in the partnership name, for apparently carrying on the ordinary course of business or business of the kind carried on by the partnership, binds the partnership, unless the partner had no authority to act for the partnership in the particular matter and the person w/ whom the partner was dealing know or had received notification that the partner lacked authority

· So everyone is an agent and can bind all other partners (in ordinary course transactions), whether or not even know have created a partnership 

· Automatic status relationship 

· §301(1) characterizes partners as having both actual and apparent authority co-extensive in scope w/ the firm’s ordinary business  

RUPA § 101 Definitions (tells you also what law is)

· (6) “Partnership” means an association of two or more persons to carry on as co-owners a business for profit (formed under §202 or predecessor law) 

· When drops under two persons, no longer a partnership 
· (10) “Person” means an individual, corporation, business trust, estate, trust, partnership, association, j-v, gov’t…or any other legal or commercial entity”
· If entity were a corp., its establishment would have to be filed and info. about it would have to be available (persons who formed it etc); if partnership, there is no filing at all, blind to public 
· (7) “Partnership Agreement” means the agm’t, whether written, oral, or implied among the partners concerning the partnership, incl. amendments 

· (8) “Partnership at will” means a partnership in which partners have not agreed to remain partners until the expiration of a definite term or the completion of a particular undertaking

· Presumptively every partnership is an at will partnership 

· To find for a definite term or particular undertaking must be clear evidence of an agm’t b/w partners that partnership has (a) a maximum duration or (b) terminates at the conclusion of a particular venture whose time is indefinite but certain to occur 

· (9) “Partnership interest” means all of the partners interests in the partnership, incl. partner’s transferable interest and all management and other rights 

· Rights as a partner set forth in partnership agreement, but all disaggregated (interest in cash flow, revenue, assets, property etc) 
· So when say someone is a 10% partner does not make sense b/c would have a 10% interest in all of these 
RUPA § 103(a)
· Except as otherwise provided in (b), relations among the partners and b/w the partners and the partnership are governed by the partnership agreement.  To the extent the partnership agreement does not otherwise provide, this Act governs relations among the partners and b/w the partners and the partnership 

· RUPA fills in only where partners do not agree
· One of the things not prohibited is for partnership agreement to specify what State law shall govern the partnership 
· So partnership agreement can specify the relation b/w the parties AND the law which will govern the partnership 
· Tremendous difference in interpretation of statute by State courts 
· i.e. one of the most powerful reasons for DE’s dominance is depth and sophistication of DE incorporation law b/c clarity in these cases most important thing 
RUPA § 103(b)
· What the partnership agreement may not do 
· (1)  Vary the rights and duties under § 105 (requirement of filing), except to eliminate duty to provide copies of statements to all of the partners 
· (2)  Unreasonably restrict the right to access to books and records 
· Right of partner to get access to books and records of partnership is essentially an unalienable right b/c impossible for a partner to enforce his rights or protect his interests w/o access to 
· (3)  Eliminate the fiduciary duties of loyalty (may identify specific activities that do not violate if not manifestly unreasonable); (4) unreasonably reduce duty of care; (5) eliminate the obligation of good faith and fair dealing 

· To ensure a fundamental core of fiduciary responsibility 

· None of fiduciary duties may be eliminated entirely 

· (6) Vary power to dissociate as a partner – § 602(a)
· Every partner has the power to withdraw from the partnership at any time, which power cannot be bargained away 

· (7) vary right of court to expel a partner – §601(5)
· Right of partner to seek court expulsion of another partner cannot be waived

· (8) vary requirement to wind up partnership business in cases specified in §801(4-6)

· Basic idea is the whole structure is on of K 

· Have to begin w/ well-structured agreement and issues arise going to be ones of interpretation 

How do you know when a complicated set of relations gives rise to a partnership? 

· i.e. Fenwick v. Unemployment Compensation Committee 
· Chesire hired by ∆, later entered into agm’t b/c Chesire wanted higher salary, named a partner but question was she a partner or not? 
· Held: Agreement did not constitute partnership
· Court looks to intent of the parties (where agreement not conclusive looks to other evidence) i.e. right to share in profits, obligation to share in losses, ownership and control of partnership property and business, community of power in administration, language of agreement, conduct of parties towards 3rd persons, rights of parties on dissolution
· Court found element of co-ownership essentially lacking here 
· Martin v. Peyton (see below)
Start w/ language of § 202
· (A) Except as otherwise provided in (b), the association of two or more persons to carry on as co-owners a business for profit forms a partnership, whether or not the persons intended to form a partnership
· May inadvertently create a partnership, despite expressed subjective intention not to do so 
· Attribution of co-ownership important b/c involves power of ultimate control 
· (C) In determining whether a partnership exists the following rules apply 

· (1) Joint tenancy, tenancy in common, joint property, common property or part ownership does not by itself est. a partnership, even if co-owners share profits mad by the use of the property 

· So no presumption of partnership that arises out of joint ownership 
· Passive co-ownership of property by itself, as distinguished from carrying on of a business, does not est. a partnership 
· (2) The sharing of gross returns does not by itself est. a partnership, even if the persons sharing them have a joint or common right of interest in property from which the returns are derived

· (3)  A person who receives a share of the profits of a business is presumed to be a partner in the business, unless the payments were rec’d in payment:
· (i) of a debt by installments or otherwise;

· (ii) for services as an independent contractor or of wages or other compensation to an employee;
· (iii) of rent;
· (iv) of an annuity or other retirement or health benefit to a beneficiary, representative, or designee of a deceased or retired partner;
· (v) of interest or other charge on loan, even if the amount of payment varies with the profits of the business, including a direct or indirect present or future ownership of the collateral, or rights to income, proceeds, or increase in value derived from the collateral; or
· (vi) for the sale of the goodwill of a business or other property by installments or otherwise.
· So sharing of profits is a rebuttable presumption of a partnership 
RUPA makes no attempt to answer in every case whether or not a partnership is formed

· Whether a relationship is more properly characterized as that of borrower / lender, employer / employee, or landlord / tenant is left to the trier of fact 

Every act of a partner binds all other partners (§ 301) so partners could be unlimitedly liable for the debts of the partnership 

· Martin v. Peyton 

· Creditors of firm sought to hold ∆ lenders liable for the firms debts, claiming the loan agm’t was really a partnership agm’t 
· Basic agrm’t seems to be a lending one, but coupled w/ lots of control and potential for ownership 
· Held:  No partnership formed 
· Profit sharing is an element of partnership, but not all profit sharing arrangements indicate existence of partner relationship 
· Nor is language saying no partnership is intended conclusive 
· Entire agreement / circumstances will be looked at by court 
· Often a question of degree – where provisions taken together may cover so wide a field will hold partnership exists 
· HYPO: Shopping center w/ two large stores and one small store.  Almost std. form of lease that store in shopping center has – they pay a base rent plus an override.  Base rent = $1000/month plus override equal to 1% of store sales for month.  Benefits tenant b/c shifts risk in that if have bad month, rent lower.  Benefits landlord b/c high quality retail space.
· Landlord’s return dependant in significant degree on business of tent so has incentive to help tenant by proper maintenance, advertising etc.  Instead of landlord being passive, in effect making landlord a participant in the business doing what he can to maximize the return of the business 

· Problem is § 202(a) – anytime there is a kind of participation / share in the business, there is potential that someone (landlord) who takes that percentage will, by virtue of that taking / participation, end up being held a partner and therefore liable for the activities of the tenant

· Case of Martin v. Peyton comes in 

· Relationship clearly one of creditor / debtor, but each of stipulations made verged on est. partnership and ∆s barely escaped being held liable for partnership’s debts 

· Standard loan agreement includes series of covenants and conditions so that creditor has a degree of control to examine co. and protect its credit 
· § 202(c) – denial of presumptions

· Not automatic that gross returns establish a partnership – but might 
· Not automatic that share of profits establish a partnership – but might 

· Inherent ambiguity in § 202 left to trier of fact 
· So for lender to avoid being held a partner, solution to insist on incorporation of the partnership before lending AND to write as many protections into lending agm’t as possible
· Lender safer if partnership incorporated b/c want to make sure there is no entity in which lender could be construed a partner and therefore liable for debts of 

· But not foolproof and does not protect against litigation 

· Due to ambiguities in § 202 litigation about potential liability of a wealthy creditor (even if litigation will probably fail) can be used as a way to impose costs and push settlement on a party who might not otherwise be liable 

Mere use of word “and partners” opens door for litigation and potential liability, even if facts pretty clearly demonstrate there was no partnership (so when not partners, do not use the word ‘partner’!)
· Southex Exhibitions Inc. v. Rhode Island Builders Association 
· Π and ∆ entered agreement stating “∆ wishes to participate in such shows as sponsors and partners,” later issue over whether partnership existed

· Held: No partnership existed 

· Partnership notoriously imprecise term, definition especially elusive in practice 

· Labels parties assign to relationship, while probative, not necessarily dispositive 
· Since partnership can be created absent any written formalities whatsoever, its existence normally assessed under a “totality-of-the-circumstances” test 

· While profit sharing is prima facie evidence of existence of a partnership, and ∆ failed to show any of enumerated exceptions of §202(c)(3) applied, finding of partnership not compelled in light of other factors indicating absence of intent to form a partnership (i.e. lack of mutual control over business operations, failure to file partnership tax return, failure to prescribe loss-sharing) 
Partnership by estoppel → message of the case is to choose partners wisely b/c a bad partner can ruin a firm (there is a lot of risk involved in partnerships).  If multiple branches, the potential exposure is the destruction of the entire firm unless the holding of Young sticks. 
· Young v. Jones  

· Family of partnerships (PW-US, PW-Bahamas) organized separately, investments made relying on audit report made by PW-BH b/c had PW on letterhead, bore PW trademark and signed only PW.  Is PW-US and its individual partners liable by estoppel b/c reliance on act (representation) of apparent partnership?

· Held: No 

· UPA a person who represents himself, or permits another to represent him, to anyone as a partner in an existing partnership or w/ others not actual partners, is liable to any person to whom such a representation is made who has, on faith of the representation, given credit to the actual or apparent partnership. 

· Court narrowly reads estoppel and says no b/c no credit given here to alleged partnership, just reliance on a misrepresentation to give credit to a 3rd party 
· Seigel: many other cases where partnership has been held to liability 

· This is a strange holding, but based on policy b/c court did not want anyone relying on a PW opinion from a worldwide office to be able to bring an action in the US and recover 

· PW could also be held liable under theory of franchise system as is also a classic case of agency independent of partnership 

· HYPO:  Suppose Cravath, where letterhead says local office not affiliated w/ any other office.

· But firms do not want this b/c they want identification w/ other offices of their firm

· So solve this by LLP 

· Most important characteristic of is that partners of the LLP are not liable out of their personal assets for the debts of partnership arising out of professional malpractice (distinction drawn b/w partnership and individual partners)
· But this does not really solve problem b/c partners still stand to lose the core element of their fortune which is their capital interest in the partnership b/c the partnership will lose all its assets 

The Fiduciary Obligations of Partners 
RUPA § 404 
· (a) The only fiduciary duties a partner owes to the partnership and the other partners are the duty of loyalty and the duty of care set forth in subsections (b) and (c)

· The only duties a partner owes are the fiduciary duties of loyalty and due care 

· (b) A partner's duty of loyalty to the partnership and the other partners is limited to the following:

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

· (2) to refrain from dealing with the partnership in the conduct or winding up of the partnership business as or on behalf of a party having an interest adverse to the partnership; and

· (3) to refrain from competing with the partnership in the conduct of the partnership business before the dissolution of the partnership.

· Duty not to do damage, not to compete, not to take opportunities for yourself
· Violation of the duty of loyalty is an intentional act – cannot be otherwise 
· Meinhard v. Salmon
· Π and ∆ joint-venturers in lease, near end ∆ approached by owner and executed a new lease for himself w/o telling Π
· Held: ∆ violated duty of loyalty by taking partnership opportunity for himself 
· Opportunity came to ∆ during course of venture, w/ regard to property subject of the venture, w/o telling co-venturer, b/c was manager of venture – clear violation!

· Courts impose huge cost for violation like this
· Note the outcome of this case was based on status relation of co-venturers, now under RUPA based on K law

· Contractarian view of firm is that it is considered to be a collection of people carrying out an activity with a nexus of K relations b/w actors – so relations b/w members do not one automatically arises as a result of status, rather arises as a result of Ks 

· (c) A partner's duty of care to the partnership and the other partners in the conduct and winding up of the partnership business is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of law.

· Direct successor to issues in Bane v. Ferguson 
· Standard is one of gross negligence 
· Reaction to language of Cardozo in Meinhard that partners are trustees – they are not!  Took standard too far – reigned in by § 404 to

· Bane v. Feguson
· Π retired partner in law firm, pension plan ended if firm dissolved w/o successor entity.  After Π retired, ∆ members of firm’s managing counsel merged firm w/ another.  Merger disaster and firm dissolved w/o successor. 

· Held: Π has no claim for violation of duty of care 

· A partner is a fiduciary of his other partners, but not of his former partners 

· The withdrawal of a partner terminated the partnership as to him 

· Stanley: Case involves classic contractual obligation to pay

· If the firm merges, collapses, has no money then there is no way to pay him 

· When promise to pay is contractual and payment not made, left looking for another remedy 

· Here ∆ trying to get partners deemed individually liable based on violation of duty of care b/c the partnership has no money to pay him 

Exit problem involves how much money people who are leaving get, what portion of the business they have access to, whether they may practice their profession after they leave etc. 
· Claim violation of fiduciary obligation to firm – but really about old partners wanting money and new partners wanting to take clients 

· Meehan v. Shaughnessy
· ∆ partners left old firm to start own, taking many of Π’s clients w/ them.  Πs allege violation of fiduciary duty of loyalty by handling cases for own benefit, not partnerships, and secretly competing w/ partnership 

· Held: ∆s violated fiduciary duties 

· Fiduciary duty of a partner does not prevent partner from secretly preparing to start own law firm – provided do not otherwise violate fiduciary duties in so doing 
· ∆s obtained unfair advantage over former partners by denying they were leaving so could prepare notices to clients wanted to take, not giving former firm list of clients intended on taking AND most importantly not telling clients that could stay w/ firm 
· Used their position of trust and confidence to the disadvantage of former firm – court gives lower valuation to their withdrawal pymt
§ 404(d) obligation of good faith and expulsion of a partner 

· Lawlis v. Kightlinger & Gray

· Alcoholic partner expelled from partnership by majority vote of partners. Partnership agreement had no cause expulsion clause (whereby partner could be expelled by partnership vote w/o notice or hearing)
· Held: Π not expelled in bad faith 

· When partner expelled, his expulsion must be in good faith for dissolution to occur w/o violation of partnership agreement (UPA §31) 
· Where remaining partners deem necessary to expel a partner under no cause clause in partnership agreement freely negotiated and entered into, act in good faith regardless of motivation if that act does not cause a wrongful withholding of $ or property legally due to expelled partner at time expelled 

· For Cause vs. No Cause provisions in partnership agreement 
· For cause – have to face realities people want explanation, but if have for cause requirement then not just matter of demonstrating cause at partnership vote, becomes a potentially litigable issue in an action for accounting by expelled partner (who will not mind smearing law firm’s name and burdening them w/ high costs b/c he his out anyway) 

· No cause – Very entry into partnership is an act of faith and ultimately if you don’t trust a partner to act well, then your liability is on the line b/c of this continuing relationship, which is already a reason for them to no longer be a partner.  If gets to point where majority of the partners decide a partner is not to be trusted, then should be able to expel him.  Also, organization is an economic one so if a partner is not being economically viable then don’t want to air dirty laundry in litigation, just want to get rid of him. 
Partnership Property  

Entity view of partnership →
RUPA § 201 A partnership is an entity distinct from its partners 
· Does not mean partners are immunized from individual liability if the partnership does not have assets – but otherwise, partnership is liable for the partnership debts 

· No “new” partnership just b/c membership changes 
RUPA § 203 

· Property acquired by the partnership is property of the partnership. not of the partners individually

· When there is an entity transfer of the partnership, all of the partnership property is carried w/ it
· When there is a conveyance of partnership interest, it carries w/ it all the assets and liabilities of the partnership 
· Putnam v. Shoaf
· Π sold her interest in partnership to ∆s, Π later asserted claim to $ recovered from previously unknown embezzlement by employee during time she was a partner
· Held: Π cannot recover as had no personal interest in unknown $ - she conveyed her interest in the partnership cannot now claim profit
· Real interest of a partner is partner’s interest in the partnership (share of profits / losses)
· Co-partner owns no personal specific interest in any specific property or asset of partnership.  Partnership owns the property or the asset    
RUPA § 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 

· Once property has been conveyed to a partnership, a 3rd party (i.e. personal creditor of a partner) cannot collect they conveyance as a debt of one of the partners
· But may collect on a partner’s interest in the partnership (b/c share of profits / losses and right to receive distributions is personal property per § 502)
Management of the Partnership 

RUPA § 401 – default rules if not otherwise specified in partnership agreement re. finance / management duties
· § 401 is subject to complete replacement by partnership agreement 

· So to the extent you can agree on these issues at the outset, litigation potentially can be avoided 

· (a) Each partner is deemed to have an account that is
· (1) credited with an amount equal to the money plus the value of any other property, net of the amount of any liabilities, the partner contributes to the partnership and the partner's share of the partnership profits; and

· (2) charged with an amount equal to the money plus the value of any other property, net of the amount of any liabilities, distributed by the partnership to the partner and the partner's share of the partnership losses.

· Diagram of way in which partner’s contributions and distributions are dealt with – capital accounts 
· Each partner has his own separate capital account 
· Partner’s account = + contributions + profit share – distributions – losses 
· Added to capital account contributions he made to partnership (i.e. if contributed $10k is credited w/ that amount), also added is his share of profits, minus distributions and losses  
· Financial interest in partnership capital (capital acct) can always be described in dollars

· Partner’s interest in profits / losses always defined by some formula or structure 

· (i.e. entitled to 10% of profits, or 1/0, or could be in dollars i.e. entitled to $100,000k) 

· (b)  Each partner is entitled to an equal share of the partnership profits and is chargeable with a share of the partnership losses in proportion to the partner's share of the profits

· Share of profits not work-based, they are equally divided unless otherwise specified

· % interest in losses is that same as % interest in profits unless specify otherwise 

· So presumptively 60% interest in profits = 60% interest in losses too

· (c)  A partnership shall reimburse a partner for payments made and indemnify a partner for liabilities incurred by the partner in the ordinary course of the business of the partnership or for the preservation of its business or property.

· Obligation to reimburse partner for expenses or liabilities incurred by partner in ordinary course of business 
· Entity liability (partnership liable) when partner incurs a liability or enters into a transaction for the benefit of the partnership (Moran ex rel v. JAX Restaurant)
· (d) A partnership shall reimburse a partner for an advance to the partnership beyond the amount of capital the partner agreed to contribute

· (e) A payment or advance made by a partner which gives rise to a partnership obligation under subsection (c) or (d) constitutes a loan to the partnership which accrues interest from the date of the payment or advance.

· (f) Each partner has equal rights in the management and conduct of the partnership business.

· Presumption of RUPA in absence of any phrase to contrary is management and control per capita
· Presumption of partnership democracy – one person, one vote 
· As opposed to corp. where based on # of shares held
· Because partners have a special fiduciary relation of obligations different from shareholders, also potentially unlimitedly liable for debts of partnership so general presumption of equality for management 
· If don’t like default rule, write your own in partnership agreement 
· Partnership agreement can spell out as basis for right to vote (also affecting sub-§ (j)) anything that is not manifestly contrary to public policy 
· i.e. can have voting by age, subject, profit-sharing, per capita etc., can have voting and non-voting partners 
· Can also designate control to certain partners and not others 

· (g) A partner may use or possess partnership property only on behalf of the partnership.

· Reinforces §§ 201, 203, 501 entity view that partnership that partnership owns the property not the partners 
· (h) A partner is not entitled to remuneration for services performed for the partnership, except for reasonable compensation for services rendered in winding up the business of the partnership.

· If you are going to have compensation to a partner other than profit sharing (i.e. paying a partner a salary) then should be included in partnership agreement 
· Standard case is partnership running, hired people to take care of things who then leave so one of the partners steps in and fills the void.  Makes the partnership a lot of money, then asks partnership to pay for services rendered.  Partnership responds w/ § 401(h) and they win, unless otherwise specified in partnership agreement. 
· (i) A person may become a partner only with the consent of all of the partners. 

· Need unanimous consent for one to become a partner 
· Intimately tied w/ the liability of all partners for the actions of one partner.  Not going to let someone be bound by the actions of another, unless they previously consented for that person to be a partner and to be bound by their actions.  
· So requires 100% consent of all partners unless otherwise specified in partnership agreement 
· (j) A difference arising as to a matter in the ordinary course of business of a partnership may be decided by a majority of the partners. An act outside the ordinary course of business of a partnership and an amendment to the partnership agreement may be undertaken only with the consent of all of the partners.

· May = shall!
· All differences arising in the ordinary course of business shall be decided by a majority vote 
· An act outside of the ordinary course of business requires a unanimous vote 
· Amendments to the partnership agreement need unanimous vote too  
Taking Away Actual / Apparent Authority of a Partner 

If partnership does not provide for partner to be removed, then have a problem (especially in a two person partnership) – only way to surely terminate liability is to dissolve partnership and notify world
· National Biscuit Co. v. Stroud 
· ∆ and partner owned grocery store.  Nothing in partnership agreement about management functions or authority of each partner.  ∆ told Π company he would no longer be responsible for any bread sold to store.  At request of other partner, Π sold bread to store. 

· Held: Equal partner cannot escape liability by notifying creditor he will not be responsible for partnership debts incurred – what either partner does w/ 3rd party binding on partnership 

· Acts of a partner w/in the scope of the partnership business binds all partners 

· Majority of partners can make decision and inform creditors thereafter majority will not be liable for acts of minority in contravention of decision 

· Here there could be no majority b/c only 2 partners 

Compare with
· Summers v. Dooley
· Π and ∆ in partnership trash collecting business.  Π approached ∆ about hiring 3rd person.  ∆ refused but Π hired a 3rd person anyway, paying him out of his own $, ∆ refusing to pay him out of partnership $.  Π bought suit to recover $ he paid 3rd man. 

· Held:  In 2 person partnership, 1 partner (over the objections of other) cannot take action that will bind partnership 

· Where equal partners exist, or default presumption of §401(f) exists b/c partnership agreement is silent, differences on business matters must be decided by a majority of the partners 

· Here one partner did not idly acquiesce, continually voiced objection

HYPO:  A, B, C partners.  A and B agree C is trouble, and C is in fact acting in manner damaging to partnership.  A and B concerned C will enter into Ks potentially damaging to partnership.  Meet as partnership and deny C power to represent partnership, take away C’s agency to act as a partner. 
· This does not take away C’s apparent authority as a partner

· RUPA § 301 – partner is an agent and only way can deny that power is (1) to deny his agency in fact, AND (2) to convey / give notice to 3rd parties have denied his agency in fact 
A and B vote to deny C authority and send out notice to the world, publish in paper C no longer has authority to represent partnership. C still have authority to represent partnership?
· Cases divided whether partners can vote to remove the power of a fellow partner in the absence of an express provision in partnership agreement
· Implicit is if partnership agreement silent § 301 means every partner is an agent and an attempt to remove a partner runs into management provisions of § 401 by which majority partners can only do something in ordinary course of partnership business

· So can tell world a partner is not authorized – but w/o a unanimous vote of the partners then he is still authorized (and this obviously will not occur when one partner being ousted) 

· If removal of the power of a partner to represent the partnership is seen as an extraordinary measure, then you need unanimity and cannot have that when one partner does not want to be kicked out 

· However, if partnership agreement provides for the power to remove partnership powers by majority then that solves problem 

· If partnership agreement does not specify – only way can be sure have terminated liability is to dissolve the partnership 

· This will not avoid liabilities already incurred, but will avoid liability for that which has not yet occurred 

· Also have to ensure notice of dissolution is given to the world! 

§ 401(c) means entity liability when any partner either incurs a liability or enters into a transaction for the benefit of the partnership 

· Moran ex rel v. JAX Restaurant 
· Π partner brings son into restaurant and brings him into kitchen w/ her so she can make pizzas for restaurant, he reaches into machine and hand crushed.  She was needed in order to carry in the activities of restaurant and son injured.

· Held:  Partnership liable, partner indemnified b/c acting in the ordinary course of business for partnership so conduct bound partnership 
· Does not matter that the conduct also served personal purposes (watching her son)
· HYPO: Image she was a partner and carelessly and stupidly dumped a pizza on a customer.  Customer was burned.  Partnership liable?

· Of course – as a generic matter when a partner enters into a K, transactions, carries on the course of the partnership’s business in physical way or any kind of business of the partnership, the partnership will be liable 

A partnership relationship is dangerous b/c it subjects you to liability for the careless and sometimes intentional acts of a partner 

· So ask yourself (1) do you even want to get into this relationship? and (2) do you want to form relationship as a partnership and not some other entity?

· Very difficult to terminate someone’s authority – even if the partners agree to do so 
· HYPO:  Law firm w/ X # of partners, associate elevated to partner.  Distinction drawn in some partnership agreements b/w so-called junior and senior (or participating and non-participating) partners, i.e. no equity interest and no management control.  Even if you internally have this rue about non-participating partners, the rest of the world believes that any partner has the authority to do anything a partner can do – and liability follows. 

· § 401 is subject to complete replacement by partnership agreement so draft well! 
If the partnership agreement does not guarantee you something, then you are not guaranteed it

· Partners are free to make any agreement that suits them (so long as doesn’t dip below minimums in § 404) but once they have made their bed, they must lie in it!

· However, partners can air the dirty laundry of the firm in litigation 

· Day v. Sidley & Austin
· Π angry that after merger co-chairman appointed and office re-located by executive committee that managed firm per partnership agreement 
· Held ∆s did not act illegally 

· Partnership agreement gave complete authority to exec. committee to decide questions of firm policy, such as what they did  

· Π bound himself to well-defined contractual agreement when executed partnership agreement, clearly provided for management authority in executive committee and majority approval all necessary for merger 

Partnership Dissolution
Partner can cease to be a partner by withdrawing, retiring, dying, bankruptcy, being adjudicated insane 

· Dissociation (two options upon):

· (1)  Partnership can continue per § 701
· The partner who has left gets paid off and the remaining partners continue as partnership; or
· In practice, courts in equity are not going to dissolve when multiple partners, even if one partner demands winding up, unless not practicable for partnership to go on i.e. 2 person partnership and both want business – then will put up for judicial sale and highest bidder will get it  

· (2) Partnership can terminate 

· “Winding up” (aka dissolution under RUPA) happens when one of events occur under § 801, otherwise partnership continues 
· §801 if partnership at will and partner wants out (other than one dissociated under §601(2)-(10)) then winding up, or if judicial decree of winding up

· The assets of the partnership are collected up and sold. 

· Liabilities are satisfied.  

· The partners are paid in accordance with their interests 

Unless there is a partnership agreement which has a stated term, partnership presumptively deemed at will and any partner can rightfully leave at any time 

· At will = not only have the power but the right to leave 

· When partner leaves rightfully he can simply be paid off OR has the right to demand a winding up of the partnership 
· Winding up / dissolution of partnership at will → Page v. Page 
· Π and ∆ partners in linen supply business not profitable.  Π wants to dissolve, ∆ contends cannot b/c was for term (until debts of business paid back)
· Held:  Partnership at will, so can be wound up
· Some cases do hold that partnership for term exists until debt repaid, but only where evidence shows this intention 
· Evidence here shows at will partnership so Π can dissolve upon express notice to ∆, but dissolution must be in good faith 
· If later proved not in good faith, Π liable for damages 
· Term = have the power but not the right to leave 

· When partner leaves wrongfully, does not have the power to demand a winding up and is also subject to damages, (reduction of his interests commensurate with damages found) 

Also possible for partner to go into court and seek judicial dissolution whether at will (i.e. Owen v. Cohen) or for term 
RUPA § 601 Dissociation (only if partnership agreement silent will default rules of § 601 apply)
A partner is dissociated from a partnership upon the occurrence of any of the following events:

· (1) the partnership's having notice of the partner's express will to withdraw as a partner or on a later date specified by the partner

· A partner’s expression of a dissociation IS a dissociation 
· A partner always has the power to dissociate
· § 602(a) gives a partner the power to dissociate at any time, regardless of the partnership agreement 
· If partnership agreement is at will (for indefinite time) then not wrongful to dissociate at any time 
· If partnership agreement specifies the duration, then partner can dissociate before that time has expired, but will be wrongful per § 602(b)
· (2) an event agreed to in the partnership agreement as causing the partner's dissociation 

· Event can be anything
· (3) the partner's expulsion pursuant to the partnership agreement;

· Partnership agreement can call for expulsion
· Can stipulate for cause or not, so long as done w/ good faith as required by § 404(d)
· (4) the partner's expulsion by the unanimous vote of the other partners if:

· Unanimous vote almost never a possibility, unless there is some provision made in partnership agreement 
· (i) it is unlawful to carry on the partnership business with that partner;

· (ii) there has been a transfer of all or substantially all of that partner's transferable interest in the partnership, other than a transfer for security purposes, or a court order charging the partner's interest, which has not been foreclosed;

· (iii) within 90 days after the partnership notifies a corporate partner that it will be expelled because it has filed a certificate of dissolution or the equivalent, its charter has been revoked, or its right to conduct business has been suspended by the jurisdiction of its incorporation, there is no revocation of the certificate of dissolution or no reinstatement of its charter or its right to conduct business; or

· (iv)a partnership that is a partner has been dissolved and its business is being wound up;

· (5) on application by the partnership or another partner, the partner's expulsion by judicial determination because:

· Can have partner expelled as a judicial matter if partner engaged in conduct relating to the business that makes it not reasonably practicable to carry on business of the partnership with that partner 
· Expulsion for such misconduct makes partners dissociation wrongful under § 602 and may also support judicial decree of dissolution under § 801
· (i) the partner engaged in wrongful conduct that adversely and materially affected the partnership business;

· (ii) the partner willfully or persistently committed a material breach of the partnership agreement or of a duty owed to the partnership under 404; or

· (iii) the partner engaged in conduct relating to the partnership business which makes it not reasonably practicable to carry on the business in partnership with the partner;

· (6) the partner's:

· (i) becoming a debtor in bankruptcy;

·  (7) in the case of a partner who is an individual

· (i) the partner's death;

· (ii) the appointment of a guardian or general conservator for the partner; or

· (iii) a judicial determination that the partner has otherwise become incapable of performing the partner's duties under the partnership agreement;

RUPA § 602 Partner's Power to Dissociate; Wrongful Dissociation
· (a) A partner has the power to dissociate at any time, rightfully or wrongfully, by express will pursuant to Section 601(1)

· If rightful, partner entitled to be paid under § 603 and §§ 701-5) 
· If wrongful, partner still entitled to payment but payment LESS damages (§ 602(c) and §§ 801-3)
· (b) A partner's dissociation is wrongful only if: 
· (b) carefully sets out what is wrongful, may give rise to damages under (c)
· (1) it is in breach of an express provision of the partnership agreement; or

· (2) in the case of a partnership for a definite term or particular undertaking, before the expiration of the term or the completion of the undertaking: 

· (i) the partner withdraws by express will, unless the withdrawal follows within 90 days after another partner's dissociation by death or otherwise under Section 601(6) through (10) or wrongful dissociation under this subsection;

· (ii) the partner is expelled by judicial determination under Section 601(5);

· (iii) the partner is dissociated by becoming a debtor in bankruptcy; or

· (iv) in the case of a partner who is not an individual, trust other than a business trust, or estate, the partner is expelled or otherwise dissociated because it willfully dissolved or terminated.

· (c) A partner who wrongfully dissociates is liable to the partnership and to the other partners for damages caused by the dissociation. The liability is in addition to any other obligation of the partner to the partnership or to the other partners.

Right to dissolve due to significant disagreements b/w partners – petition court in equity for judicially supervised sale of entire entity (worth more whole than in pieces)
· Owen v. Cohen
· Π and ∆ partners in bowling alley at will, lack of harmony b/w two caused profits to decline and ∆ conducted himself in way not reasonably practicable to carry on business w/ him.  Court ordered judicial dissolution.
· Held: judicial dissolution warranted b/c parties no longer able to carry on business to their mutual advantage 

· General rule is trifling and minor differences / grievances which involve no permanent mischief will not authorize court to decree dissolution 

· Court may order dissolution where differences such a nature and extent all confidence and cooperation b/w parties destroyed and/or where one by his misbehavior materially hinders carrying on of business § 801(5)
· A partnership dissolved “on application by a partner for judicial decree that (i) economic purpose of the partnership 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 w/ that partner; (iii) it is not otherwise reasonably practicable to carry on the partnership business in conformity w/ partnership agm’t 

· Why did Π file suit seeking judicial dissolution rather than simply giving notice and demanding a winding up?
· If you wind-up by self-help, open up the possibility that ∆ going to have a case to say he did nothing wrong and you wrongfully dissolved partnership – so your self-help could create a litigable issue about whether dissolution equitable, even though you have the right under certain circumstances to demand dissociation and winding up
· This is a case where you don’t want to act until you have gone to court!

Breach of partnership agreement 
· Collins v. Lewis 
· Π and ∆ entered partnership agreement whereby Π put up money for cafeteria, ∆ to manage and develop.  Construction costs more than anticipated and Π eventually refused to pay any more.  Π sued for judicial dissolution of partnership. 

· Held: Π does not have the right to dissolve partnership 
· Π has the power not the right to dissolve w/o damages b/c his conduct is source of partnership’s problems and amounts to breach of partnership agreement. 

· Π can either continue partnership agreement or dissolve and subject himself to damages for breach 

· Stanley:  Standard remedy here would be to decree judicial winding up, put partnership up for judicial sale, whereby partners and/or 3rd parties may bid on it

· Here court did not do that b/c case suspicious i.e. one partner seems to have enough money to buy into partnership at sale and get the other partner out.

· When court sees one party w/ overwhelming econ. power using it to force out other party, court may deny dissolution and force parties to come to own solution.  Alters bargaining arrangement b/c party w/ greater econ. power who wishes to dissolve will be liable for damages if breaches.  

· Court in equity has right to protect oppressed party w/ less econ. power

The Consequences of Dissolution 

Buying-In 
· Prentiss v. Sheffel 
· 2 Πs and ∆ had partnership at will.  Πs alleged ∆ derelict and judicially approved sale of partnership assets held.  2 majority partners who excluded 3rd purchased assets of partnership at dissolution sale as high bidders. 

· Held:  Partner may bid at judicial sale of partnership assets 

· Once it is determined there is a winding up, anyone may purchase assets

· This maximizes the return on the business

· Even if the party that feels oppressed is unable to afford the partnership b/c the oppressing party has more money, the oppressed party’s share of partnership will be bought for more anyway and he will actually benefit more from the sale 

Buying-Out
· Disotell v. Stiltner 
· Equal partnership b/w 2 men w/ no written partnership agreement.  ∆ owned land, Π bought ½ of it from profits that would come from hotel when built.  Complete breakdown in relationship 

· Held:  Do not always have to liquidate in winding up, can buyout as ordered here

· Gives one partner right to buyout other partner at court determined price 

· Says buyout has to be at fair market value, but ideal way to determine this is to put up for judicial sale to willing buyers, not court determining amount 

When partnership is larger than two people however, buyout becomes preferred option 

· If there is clause in partnership agreement re. buying-out court will enforce most of the time b/c much less rational in large partnership to mandate the sale of the whole partnership 

So partnership agreements typically have w/ some method of valuation for buy-outs, can be structured:

1. Fixed price 

a. If a partner leaves, shall be paid X dollars

i. Advantage – there is no ambiguity 

ii. Disadvantage – it may turn out the price is too high or too low

1. Agreement if entered into in good faith and w/ full knowledge at the time is binding (bound by K entered into absent fraud/duress!) 
a. G& S Investments v. Belman
b. Πs and deceased had partnership, deceased began using cocaine, went nuts, died. 

c. Held: buy-out agreement terms valid and binding even if agreed upon price is more or less than actual value of interest at time of buy out 

2. Formula 

a. Can be a lot of different things – all an attempt to fix a number on a dynamic basis so that value changes as the partnership grows or shrinks etc. so number floats w/ changing circumstances

i. Often see something called “book value” or “accounting value” 

1. Number that occurs on the accounting records 

2. Capital account as reflected on the books of the partnership – would reflect everything (all transactions) that have occurred provided it is properly maintained so is unambiguous

a. Disadvantage –  inward accounting measurement that doesn’t necessarily reflect current value

i. What if there are things in growth of firm that are not reflected in the capital account and may undervalue assets of the partner 

b. Also may be seriously affected by choices of accounting principles, so if going to fix amount a partner can get based on accounting values, may want to fix the accounting principles that are going to be applied 

ii. Often see a formula based on earnings / revenue 

1. Come much closer to the real value of the interests 

2. Disadvantage – closeness is offset by their ambiguity 

a. Can be dispute about what the revenue has been, what fair market value is 

iii. Often see a (real) “market value” which is a trading market so closing price as of day of death

iv. Or replacement / fair market value 

3. Wise deciders 

a. Choose appraisers or accountants to determine the value 

Partnership agreement not always respected at dissolution 
· Pav-Saver Corp. v. Vasso Corp.  

· Partnership agreement that is relatively clear in its terms re. term and payout 
· Court says wrongful termination necessarily invokes UPA

· Stanley:  this is wrong, where there is a partnership agreement that is what is invoked, not the default provisions of UPA 

· Makes one wonder about extent to which court will respect partnership agmt 

· However, language could have been clearer to prevent equitable discretion of court from intervening

Partnership agreement also not fully respected in law firm dissolution context – so want to draft an agreement that covers all bases (to extent possible)
· Meehan v. Shaughnessy  

· Courts more likely to alter outcome based on their conception of way lawyers did and should act professionally – held to a higher standard of care

· This is esp. true b/c lawyer viewed in special relationship of trust to client and clients should be fully informed re. representation options

· Here partners fashioned division method to allow practice to cont. and minimize disruptive impact 
· Court steps in though and imposes UPA provisions b/c of ∆s breach of fiduciary duties found by court – so lowers withdrawal payment 

The Sharing of Losses
Kovacik v. Reed (overruled) 

· In the event of a failure of the partnership, where one partner contributed money and the other services or work, the one who does not contribute money and did not agree to contribute to any losses does not have to share any financial losses
OVERRULED by profit / loss sharing presumption of § 401(b)

· Losses are shared even when one or more partners do not contribute any capital 

· However, under RUPA, nothing prohibits partnership agreement from allocating a value to services rendered and recognizing as a contribution to partner’s capital account services rendered to the partnership
· i.e. “Shall have credited to account the fair value of services” is common (to have service partners who get a capital acct in return for services rendered) 

LIMITED PARTNERSHIPS
Can be formed by agreement – oral, written – no filing required and existence does not turn on a filing 

· Problem is that the residual entity will be a partnership (subjecting partners to liability for the debts of partnership) unless satisfy certain statutory formalities to achieve desired statutory protections 

· In limited partnerships, limited partners’ debt obligations are limited to their initial contributions and not personal assets 
· Have to file doc. under LPA to achieve that 

· Two or more persons, have one or more general partners and one or more limited partners 

HYPO:  A, B, C, D have partnership.  Goes south and eventually its losses have wiped out the partnership capital account to zero.  Partnership determines it will wind-up b/c can’t continue. Liabilities $1 mil, assets $200k, so $800k undischarged debts 

· In partnership, all the partners have to pay in to discharge the debts.  

· If a few cannot pay and one partner rich, then he alone has to pay – the pocket is whichever one has the money.  

· If A is the rich investor, A is potentially liable for the entire amount of the debts of the partnership (A can sue other partners, but they can declare bankruptcy and A is screwed) 

· So unlimited liability partnerships are dangerous for the wealthy 

HYPO #2:  If A, B, C are LIMITED partners and D is a GENERAL partner, and if the limited partnership is properly organized, the only partners who are subject to personal liability for the debts of the partnership is/are the general partners. 

· So there is an insulation of liability for the limited partners 

· Perfect vehicle for raising funds from wealthy investors who want to get return but not much liability – so what is invested is RISK and nothing more (they can only lose their initial investment)

Three Aspects of Limited Partnerships 

· (1) Have to file 

· If you don’t file, it does not work 

· (2) As originally conceived, offered a trade-off → in return for getting limited liability, you gave up control 

· General investor: had management and control power 

· Passive investor: could make money but had no control 

· (3) Holzman v. De Escamilla says if you exercise control / management you make yourself ipso facto a general partner, open to personal liability 

· A limited partner will not be liable unless in addition to the exercise of his rights and powers as a limited partner he takes part in the control of the business

· Ways to be liable:

· Don’t form the LP properly 

· Have your name listed  in cert. of limited partnership as GP 

· Participate in control of the partnership (but see § 303) 
RULPA § 102
· (1) Name shall use the words “LIMITED PARTNERSHIP” without abbreviation 

· (2) Title may not contain name of a limited partner (unless also name of a general partner) 

RULPA § 201
· (a) The filing requirement – must execute a certificate of limited partnership and file it in Office of the Secretary of State 

· Certificate of limited partnership must contain 

· (1) Name of limited partnership 

· (2) Address of the office and address for service of process

· (3) Name and business address of each general partner 

· (4) Latest date upon which LP to dissolve 

· (5) Any other matters general partners decide to include 

· For all intents and purposes filing does not tell us much!

· Same in state corp. filings – does not contain much info. you’d like to know, rather just enough to find out whether org. exists and to sue 

**Federal system is about maximum filing and accountability for publicly traded entities (max. amount of info available) → very different from state system for private entities 

RULPA § 303
· (a) Essentially reverses Holzman 

· Limited partner is NOT liable for obligations of a LP unless he is also a general partner, or, in addition to the exercise of his rights and powers of limited partner he or she participates in the control of the business (sounds like Holzman) 

· BUT 

· If limited partner participates in the control of the business, he is liable only to persons who transact business w/ the LP reasonably believing, based on the limited partner’s conduct, that he is a general partner 

· So only if 3rd party reasonably believes you are a general partner does participation and control make you a general partner 

· Requires knowledge and belief on part of 3rd party 

· (b) Goes even further saying a limited partner does not participate in the control of the business solely by doing one or more of following (provides a list of permissible controls): 

· i.e. being an agent, consulting and advising, attending a meeting, voting on certain matters etc. 

· This is due to changed circumstances whereby investor needs to have some control to protect investment 

· Argument Holzman outdated; no reason why should connect limited liability w/ inability to speak about management of partnership 

Limited Liability Partnerships

In a law firm, there is no way to have a limited partnership b/c a partner is inevitably going to exercise management and control 
· So LLPs variant of a general partnership that qualifies under provisions of indiv. state laws 

· a) Has to engage in a profession that is regulated and permitted to be established as an LLP i.e. medical, dental, accounting, law.

· b) Has to file as an LLP. 
· State may have varying requirements on the nature of the filing including stuff on the individual partners.

· c) Has to call itself an LLP

Usual rules apply for the individual liability of the partners WITH AN EXCEPTION.

· Exception is that a liability arising out of the professional conduct (malpractice) of a member of the firm (or the firm) cannot cause personal liability of a partner beyond his contribution to the firm unless that partner participated in that particular malpractice

· One purpose is to create a barrier for professional misconduct.

· But also based on nexus of Ks theory (same as with limited partnership, partnership agreements) 
· If these people agree to a liability structure which is part of a statute that is publicly available and public is advised in their connection with this organization then that’s the liability structure. Clients who deal with the firm accept as a contractual matter that there will be no extended personal liability of the firm beyond the person with whom they deal individually.

CORPORATIONS
A corp. incorporated in a state carries w/ it the laws of that state, regardless of where it is operating 
· DE popular b/c law is archaic (lots of precedent so incredibly predictable / stable), but can adapt at lightening speed b/c of expert bar and Court of Chancery chosen for expertise (sophisticated and no tolerance for delay / dilatory cases) 

In US, when a corp. is incorporated in another state, it is deemed “foreign”

· When doing business in another state, required to file in that state a copy of its articles of incorporation 

Incorporation 
RMBCA § 2.01
· Incorporator (the signatory to the articles of incorporation) files the articles of incorporation w/ secretary of state 

· Then disappears when the corp. is established – so very ephemeral role 

· Need only one incorporator 

· Corporations can be formed very quickly (within minutes) 

RMBCA § 2.02
· Articles of incorporation must include:

· (1) Corporate name 

· Must include identification that it is a corp. (i.e. “corp.” “inc.” “co.”)

· Also cannot be too similar to the name of another corp’s name

· (2) # of shares corp. authorized to issue 

· (3) Street address of corp. and name of initial registered agent 

· (4) Name and address of each incorporator 

· Articles of incorporation may include:
· (1) Names / addresses of individual’s serving as initial directors 

· (2) Purposes 

· (3) Powers 


· Do not have to state what the corp’s purposes or powers are – silence means broadest default presumptions apply:

· Purposes are presumptively anything that is legal for a business corporation (also presumption corp. for perpetual duration unless otherwise specified)

· Powers are anything that it is legal for it to do

· (4) Control structure 

· i.e. can put provision into a.o.i that certain individual’s are members of the board of directors until they die and can only be changed by a unanimous vote of shareholders – a means of locking in control structure 

· Once adopted articles of incorporation cannot be changed except by vote of the shareholders  

Classic promoter’s K, formation by estoppel where one party estopped from denying existence of corp. 
· Southern-Gulf Marine Co. No. 9 v. Camcraft, Inc.
· Π, corp. not yet formed, enters into K w/ ∆.  ∆ effectively binds itself to corp. 

· Issue is whether bound party can get out of K b/c corp. either was not formed or was formed under law of a different jurisdiction than originally stated

· Held: ∆ estopped from denying the existence of the corp. 

· One who contracts w/ what he acknowledges to be and treats as a corp., incurring obligations in its favor, it estopped from denying its existence, particularly when the obligations are sought to be enforced; ∆ should not be allowed to escape performance by raising an issue as to the character of the organization to which it is obligated, unless substantial rights affected 

· HYPO:  Situation reversed – if corp. is not organized / defectively organized and bound party sues A as liable on the K personally.  A says not personally liable b/c says B knew it was a corp. 
· A is personally liable on the K

· Due to fact A done business before a corp. exists and corp. does not have a right to K until it exists 

· Unless you file, there is no corp. and if you do business before you file, personal liability attaches 

The Corporate Entity and Limited Liability 
A corporation is a separate legal entity, apart from the individuals that may own it (shareholders etc) or manage it (directors, officers etc.) 

· The owners / shareholders have limited liability – debts and liabilities that are incurred by the corp. belong to the corp. 

· Unless disregard of corporate form or fraud and injustice would result → then courts will pierce the corp. veil 

Piercing the corporate veil 

· Walkovsky v. Carlton (horizontal corps.)
· Π injured when hit by cab, seeking recovery from Seon Cab Corp. (the owner of the cab that hit him), other corps. owned by Carlton and Carlton as individual.  Π alleged corps. operated as a single entity and existence of multiple corp. structure was a fraud on the public who might be injured by cabs
· Held: No specific allegations in complaint to show corp. form disregarded 

· Incorp. permitted to enable proprietors to escape personal liability but are limits: courts will pierce corp. veil to prevent fraud or inequity, or where control of corp. used to further personal rather than corp.’s business

· Two possible situations where corp. could be treated as agent and veil pierced to reach principal 

· (1) Corp. is a fragment of larger corp. combine which actually conducts the business 
· Only larger corp. entity, not individuals, would be held liable 

· (2) Corp. dummy for indiv. stockholder/s who are really carrying on business in their personal capacities for personal not corp. ends  
· Stockholder/s would be liable 

Organize corps. horizontally or vertically to limit the ability of a potential Π to recover against, or liquidate the assets of, a combined entity 

· If all cabs put together into one corp., Π had potential to recover a lot more 

Also, ∆ could easily liquidate a smaller corp. w/ only one or two cabs, give proceeds from sale of medallion to shareholders b/c not available to Πs

If one corp, Π could’ve gotten all of the cabs – much more damaging

Three separate legal doctrines could invoke:

1. Enterprise liability 

a. The notion of enterprise liability means that regardless of anything else that is done, all parts of a corporation, including subsidiaries, should be joined together as one entity

a. i.e. Sea-Land – fundamentally what dealing with in this case is an element of fraud, so one of the rare cases where the separate corporate form is disregarded 

b. Barring elements of fraud or overreaching, separate corp. entities will be respected as such 
c. Very hard argument to make – have to show i.e. that have a corp. parent who owns 100 subs all owning 1 or 2 cabs, court will treat them all as pieces of one entity if parent repairs all cabs, buys all parts, pays all bills etc. 
2. Respondeat superior (agency)

a. Danger, particularly when dealing w/ corp. controlled by a sole shareholder, is Π can sue ∆ (sole shareholder) as principal with corp. as their agent 

a. Nothing in the law says an agent has to be a person – a corporation can be an agent for its shareholder 

b. Looking to exercise of active control by the shareholder over what the corp. does 

c. Runs squarely contrary to the notion of being able to organize a corp. as an entity of limited liability 

a. Complicated question of distinguishing cases where corp. is to some extent controlled by the sole shareholder but is not an agent – and where corp. is so controlled as to be an agent 

d. To protect against sole shareholder being deemed principal and a corp. its agent is to mechanically follow certain requirements 

a. Way a parent company avoids liability as a principal for a subsidiary being deemed an agent is to have for each corp. separate boards, separate bank accounts, hold separate meetings and keep separate records, and most importantly ensure in the nature of the holding out to the public there is not a holding out that the parent company is doing business for the subsidiary 

1. i.e. Bristol-Myers, Bristol-Myers was holding itself as the backer of the breast implants produced by MEC and got fucked 
3. Disregard of the corporate entity (“piercing the corporate veil”)
a. Look to a combination of factors – Sea Land 
a. Standard Π must meet if a K Π is higher than if a tort Π →
1. If a 3rd party chooses to enter into a K with a corporation, the word corp. means limited liability so burden normally on 3rd party to assure him/her/itself of the financial position of the corporation 

b. Sea Land two-part test:

1. (1) Shared control/unity of interest and ownership

a. Looking at the technical characteristics of the entity, standard features of how operated 
b. Disregard if separate personalities of corp. and individual (or other corp.) no longer exist 
c. Factors to consider include:
i. Failure to maintain adequate corp. records or comply /w corp. formalities 

i. i.e. Separate a.o.i’s, bylaws, different offices, separate meetings, minutes etc. 

ii. Commingling of funds or assets 

iii. Undercapitalization

iv. One corp. / indiv. treating the assets of another corp. as its own  

2. (2) circumstances such that adherence to separate corporate fiction would sanction a fraud or promote injustice 

a. Functions more in the contract context than on tort side 
b. HYPO: K situation in which dealings b/w Π and corp. in which corp. misleads Π about its assets and liabilities and resources.  Corp. presents false balance sheets, income statements, tax returns in response to inquiries by 3rd party.  Then would have a corp. that doesn’t have assets, and in absence of assets corp. furthering a fraud 

c. Someone involved in a tort, getting into a taxicab or hit by one, does not ask to see a balance sheet etc
i. So tort cases look to 1st prong about how the business of the corp. is carried on 

i. On K side, have to assure yourself all the formalities of corp. conduct have been carried out 

ii. On tort side, not much can do – the corp. has to assure it can meet liabilities or statutory requirements thereof 

Piercing corp. veil where has been an abuse of corp. privilege, allows Π to go up chain from subsidiary to parent 
· Roman Catholic Archbishop of San Fran v. Sheffield 
· Here Π not shown cannot recover by another means than piercing corp. veil, not to protect every unsatisfied creditor but to prevent bad faith inequalities 
· Must be shown corp. not only influenced and governed by parent, but that there is such a unity of interest and ownership that separateness has ceased AND adherence to fiction of separate entities would sanction fraud or promote injustice 

· Consider:  commingling of funds and assets of two entities, holding out by one entity that it is liable for the debts of the other, identical ownership in two entities, same offices and employees, and use of one as mere shell or conduit for another 
Note: Theory making parent liable for acts of subsidiary does not mean that where parent controls several subs then each sub liable for actions of others → but if can get to parent by piercing veil, then b/c holds all assets of subs usually, can take assets of subs 
· In re Silicone Gel Breast Implants Products Liability Litigation 
· Parent corp. expected to exert some control over subsidiary – but when controlled to the extent sub is merely an alter ego or instrumentality of parent then veil pierced 
· Evaluate totality of circumstances to determine whether sub is mere alter ego 
· Parent and sub have common officers / directors 

· Common business depts.

· File consolidated tax returns and financial statements 

· This is a must in US – have to do this

· Parent finances sub 

· Parent caused incorp. of sub 

· Sub operates w/ grossly inadequate capital

· Parent pays salaries and other expenses of sub out of its accts.  

· Parent uses subs property as its own 

· This is the kiss of death for parent!

· Daily operations of two not kept separate 

· Sub does not observe basic corp. formalities i.e. keeping own books, holding meetings 

· DE does not require add’l showing of fraud or inequality if sub is found to be mere alter ego 
· See also distinction b/w K and tort cases 

Shareholders of closely held corporations make mistakes and do not observe the formalities of corporate structure – i.e. use corp. bank accts as their own, do not hold meetings, talk to customers as if they are the corp. rather than the corp. being the corp., fail to take minutes, fail to get letterhead for the corp. etc. 

· Need to put the fear of god into such shareholders to not do these things, or they will be held individually liable! 

Shareholder Derivative Actions 
Certain decisions are inherently made by the board of directors 
· Under certain circumstances and subject to certain limitations / remedies, shareholders are given the power to force the corp. to bring an action 

NYBCL § 6.26
· (a) An action may be brought in the right of a domestic or foreign corporation to procure a judgment in its favor, by a holder of shares or of voting trust certificates of the corporation or of a beneficial interest in such shares or certificates.

· Can bring action if you are holder of shares in a domestic or foreign corp. 

· Haul the corp. into court to bring an action against some 3rd party, incl. member/s of board of directors 

· (b) In any such action, it shall be made to appear that the plaintiff is such a holder at the time of bringing the action and that he was such a holder at the time of the transaction of which he complains, or that his shares or his interest therein devolved upon him by operation of law.

· Made to appear = complain asserts w/ particularity (see §(c) also)

· Contemporary ownership requirement – as of the date of the suit, Π owns the shares 

· If Π owned shares at time of wrong, then sold them, cannot bring suit 

· Contemporaneous ownership requirement – Π has to have owned the shares at the date of the alleged wrong 

· Don’t want people buying shares just to sue corp. and also had to have owned at time to get access to books and records of that period 

· To get around this requirement, could buy one or two shares of lots of different companies and hedge your bets OR lawyer will get together a group of people who owned shares at the time and organize them as a class 

· These people may or may not have brought suit, lawyer doing it for fees b/c major part of derivative suit $ not in recovery, but in legal fees
· (c) In any such action, the complaint shall set forth with particularity the efforts of the plaintiff to secure the initiation of such action by the board or the reasons for not making such effort.

· Demand Requirement – have to set forth particular facts showing when Π made demand on the Board of Directors 

· Allows the corp. first shot to resolve the issues if it so chooses by exercising its business judgment 
· In demand not-excused case if board says:

· YES:  Board will bring the suit, no longer derivative, no longer shareholder’s case b/c Board now has control of it.  

· Board cannot then decide not to bring the suit §(d) b/c then demand would be meaningless 

· NO:  Automatically means suit can proceed – but not always

· If suit not meritorious or motivated in bad faith (i.e. to harass corp. out of desire for settlement money, inconvenience) board can stop suit
· Standard for corp. saying NO is the business judgment rule
· If exercise in compliance w/ bus. judg. rule then done 

· If not, then Π has to show why Board’s decision not in compliance w/ business judgment rule 

· Board rejecting the demand is entitled to presumption of the business judgment rule unless Π can allege facts w/ particularity creating reasonable doubt that board entitled to benefit of presumption (Grimes)  
· (d) Such action shall not be discontinued, compromised or settled, without the approval of the court having jurisdiction of the action. If the court shall determine that the interests of the shareholders or any class or classes thereof will be substantially affected by such discontinuance, compromise, or settlement, the court, in its discretion, may direct that notice, by publication or otherwise, shall be given to the shareholders or class or classes thereof whose interest it determines will be so affected; if notice is so directed to be given, the court may determine which one or more of the parties to the action shall bear the expense of giving the same, in such amount as the court shall determine and find to be reasonable in the circumstances, and the amount of such expense shall be awarded as special costs of the action and recoverable in the same manner as statutory taxable costs.

· Settlement Approval requirement to prevent strike suits through court supervision and ensure any benefit of suit goes to the corp. 

· Before, shareholder of foreign corp. would bring an action derivatively against corp. claiming $1mil.  Even if corp. could win, would incur huge legal fees.  So corp. would meet w/ Π and settle case by direct payment to Π (less than would be required in legal fees to defend suit).  Corp. ended up poorer, hurting other shareholders, and Π ended up richer w/o other shareholders even knowing. 
· (e) If the action on behalf of the corporation was successful, in whole or in part, or if anything was received by the plaintiff or plaintiffs or a claimant or claimants as the result of a judgment, compromise or settlement of an action or claim, the court may award the plaintiff or plaintiffs, claimant or claimants, reasonable expenses, including reasonable attorney's fees, and shall direct him or them to account to the corporation for the remainder of the proceeds so received by him or them. This paragraph shall not apply to any judgment rendered for the benefit of injured shareholders only and limited to a recovery of the loss or damage sustained by them.
NYBCL § 6.26
· In any action specified in section 626 (Shareholders' derivative action brought in the right of the corporation to procure a judgment in its favor), unless the plaintiff or plaintiffs hold five percent or more of any class of the outstanding shares or hold voting trust certificates or a beneficial interest in shares representing five percent or more of any class of such shares, or the shares, voting trust certificates and beneficial interest of such plaintiff or plaintiffs have a fair value in excess of fifty thousand dollars, the corporation in whose right such action is brought shall be entitled at any stage of the proceedings before final judgment to require the plaintiff or plaintiffs to give security for the reasonable expenses, including attorney's fees, which may be incurred by it in connection with such action and by the other parties defendant in connection therewith for which the corporation may become liable under this chapter, under any contract or otherwise under law, to which the corporation shall have recourse in such amount as the court having jurisdiction of such action shall determine upon the termination of such action. The amount of such security may thereafter from time to time be increased or decreased in the discretion of the court having jurisdiction of such action upon showing that the security provided has or may become inadequate or excessive.

· Requires Π own > 5% of outstanding shares or shares have value in excess of $50,000 or has to put down a deposit for reasonably costs for which corp. may become liable incl. legal fees of the corp

· This § becoming obsolete b/c requirements are small change by today’s stds

Questions to ask: (procedural issues can function as an early trial on the merits) 
· Question 1:  Is this derivative or direct?

· Direct: go to #3
· If the benefit is one that flows to the shareholders directly / alleging shareholders deprived of some right 

· Actions to demand payment of dividends 

· Actions to preserve voting rights

· Derivative: go to #2

· If benefit is to create a judgment in favor of the corp.

· Actions to hold directors and officers liable 
· Question 2:  Is demand excused or does this go to a SLC?

· SLC: case almost always dies here 

· Demand excused: go to #3 

· Question 3:  Litigation on the merits, does the shareholder state a cause of action?
Different factual situations:

1. Π brings derivative action and pleads w/ particularity that demand is excused 

2. Π makes demand and demand is rejected, and Π says can proceed despite or notwithstanding rejection of demand

3. Π makes demand and Board (a) establishes a special litigation committee or (b) uses a litigation committee already in place
Where Π alleges demand excused, or demand made and rejected, to allow the action to proceed court is going to look to:

· (1) Independence 

· (2) Process 

· What did the Board or committee do?  What process did they employ?  Did they examine the issues fully?
Demand excused or demand made and rejected, to allow action to proceed Π must show:
· Grimes v. Donald (DE approach when demand excused)
· A stockholder filing a derivative suit must allege either that board rejected his pre-suit demand that the Board assert the corp’s claim; or allege w/ particularity why stockholder was justified in not having made the effort to obtain board action 

· If demand is made, Π cannot then assert that it was excused 

· One ground for alleging with particularity that demand would be futile is that a reasonable doubt exists that the board is capable of making an independent decision to assert the claim if demand were made 
· Independence Test

· If Π wants to plead demand excused or where demand made and rejected that rejection ought to be ignored, Π must allege w/ particularity why there is reasonable doubt that the board would not be able to exercise an independent decision because
· (1) majority of Board has material familial or financial interests 
· (2) majority of Board incapable of acting indep. for some other reason such as domination or control 
· (3) underlying transaction is not a product of a valid exercise of business judgment 
· Does not matter that Π is an outsider – has to use “tools at hand” to find facts w/ particularity 

· SEC filing mat’l 

· Media

· Shareholder’s right to inspect books/records to investigate possibility of corp. wrongdoing 

· Marx v. Akers (NY approach when demand excused)
· Demand not made by Π
· NY approach Π must allege w/ particularity that demand would be futile b/c
· (1) majority of directors are interested in the transaction, or 

· (2) directors failed to inform themselves to degree reasonably necessary about the transaction or 

· (3) the directors failed to exercise their business judgment in approving the transaction b/c so egregious on its face

Special Litigation Committees
Two options available to corps. 

· (1) Have standing litigation committee, consisting of people who are not members of the board (outside the operational structure to est. their independence), have no significant role in the management of the corp., but are delegated powers of the board re. lawsuits 

· (2) Create SLC either after the action is filed or in contemplation of the action 

· Auerbach v. Bennett (NY approach)
· SLC created in response to institution of the action; SLC determined action should not proceed, SLC decision to bring or not bring action b/c of alleged wrong 
· Two part NY standard that has to be passed to allow action to proceed 

· Court says substantive decision by SLC of whether or not to pursue an action to recover for wrong in first tier is within the province of the business judgment rule
· Only thing court can do it inquire into investigative methods used by SLC which go to whether SLC acted in good faith 
· (1) Independence – who is on the committee/structure of 
· (2) Process for substantive decisions committee makes 

But outcome of SLC ought to give one pause b/c so tied in background to members of the Board

· Zapata v. Maldonado (DE approach more permissive in allowing suits to proceed)
· SLC terminated action, able to?
· Two (really 3 part) DE test:

· (1) Court should inquire into independence and good faith of committee (corp. has burden of showing was SLC indep.) AND

· (2) The bases supporting its conclusions aka process

· If court finds not independent, or has not shown reasonable bases for supporting conclusions, or is not satisfied for other reasons i.e. good faith of committee then can deny motion 

· (3) Court should determine applying own business judgment 

· DE approach is court is final arbiter 

· Even if SLC follows all the steps, the court can step in and impose its judgment for the SLC and the litigation will proceed 

Because of enormous power of SLCs DE courts carefully scrutinize independence 

· In Re Oracle Corp. Derivative Litigationm 
· Members of SLC too tied w/ Board members (from past history to school ties etc) to legitimately make impartial decision  

· Look at impartiality and objectivity 

Corporate Purposes
A corp. is a creature of the state and the state reserves the right to change the rules applicable to an already existing corp. 

· A.P. Smith v. Barlow

· Corp. incorporated then many years later there is a statute passed that changes some aspect of corp. law – namely corp’s now able to make charitable contributions
· Cert. of incorp. does not give the corp. authority to make contributions, then years later statute passed giving corp. general authority to make these contributions 
· Issue is whether now allowed to make? 
· Yes – shareholders do not have any vested right in existing corp. law 
· See RMBCA § 3.02(13) corp. can make donations for the public welfare or for charitable, scientific or educational purposes 
· Public policy to encourage corp. giving – cts very tolerant of accepting bus. judgment of corp. officers re. charitable donations that they feel will benefit corp. in long run 
· See RMBCA § 3.02(15) to make payments or donations, or do any other act, not inconsistent w/ law, that furthers the business and affairs of the corp. 
Board of directors usually has sole authority to allocate payment of dividends – no shareholder intervention in Board’s decision unless stands for something oppressive, not for corp. purposes 

· Dodge v. Ford Motor Co.  

· Dodge Bros. bought into co. and owned 10% of stock, not enough to be on Board but enough to capitalize venture for Ford 

· Ford wanted them out, but didn’t want to buy them out so decided to freeze them out 

· Ford announced be no special dividends paid, instead profit would be re-invested into company 

· Object was to cut off stream of income to Dodge Bros. and force them to sell out to him at a discount price 

· Stands for proposition that when there is an oppressive majority shareholder who is using reduction or elimination of dividends for purpose of forcing minority shareholder into position of selling out at a low price, the court will use equity power to step in and dividends will be paid 

Board of directors of corp. has the right to exercise its business judgment in any matter, as it sees fit, w/o interference by the court – even if decision may not have been the correct one unless bad faith shown
· Shlensky v. Wrigley 
· Corp. alleged to be acting in manner that does not maximize profits of the corp. 

· Absent allegation of fraud, illegality or conflict of interest in making decision then business judgment rule applies to decision re. policy and business management 

· Decision may not have been the correct one, but not for court to determine 

· Directors elected for their business capabilities and judgment 
· Court in equity not always going to bail you out – could have protected himself by a exit clause in shareholder’s agmt i.e. buyout arrangement 

Directors and Officers; DUTY OF CARE
The standard of care a reasonable person would take under similar circumstances 
· Argument why this standard should be lowered for officers and directors:

· For the same reason we have business judgment rule – risk component – the role of Board of Directors of a corp. is to generate profit and the earning of profits by the business enterprise is a function of taking risks.  

· In the absence of risk-taking, profits going to be lower and if shareholders do not want such risk-based profits, then should not invest in shares 

· Is of course a constraint on risk taking

· A director may take certain investment opportunities if not constrained by duty of care, and vice versa, some does not take b/c so constrained 

· Risk and care are a form of trade-off 

· BUT b/c of the risk inherent in the nature of a Board of Directors, the standard of care should be lowered 

· Very close to being eliminated – Smith 
Court holds business judgment rule applicable for failure to state a claim – despite how suspicious the transaction is! 

· Kamin v. American Express Co.
· AmEx bought stock that declined in value, lost $25 mil.  Option to either sell it and recognize loss for tax break or distribute stock to shareholders as dividend in kind 

· Πs bring an action for violation of duty of care under business judgment rule b/c corp. throwing away tax credit 

· Held:  No claim of fraud or self-dealing, nonfeasance – mere errors of judgment are not sufficient as grounds for courts interference b/c the powers entrusted to corp’s management are largely discretionary 

· Directors are entitled to exercise their honest business judgment on the information before them and to act w/in their corp. powers.  

· That they may be mistaken, that other courses of action might have differing consequences, or that their action might benefit some shareholders more than others presents no basis for the superimposition of judicial judgment, so long as appears directors have been acting in good faith 

· Not enough to allege directors made an imprudent decision – have to show uniformed, bad faith or self-dealing
· Real reason (which court said only speculative) is that the directors and officers of AmEx wanted earnings overstated so that compensation would be increased 

NYBCL § 717 (a) A director shall perform his duties as a director, including his duties as a member of any committee of the board upon which he may serve, in good faith and with that degree of care which an ordinarily prudent person in a like position would use under similar circumstances.

· Standard that looks to whether the director or officer was attentive to her duties and observed business judgment 

· Not reasonable person std. – std. of what reasonable person in a like position and under like circumstances would do 

· Don’t want people on Board to be risk-averse b/c facing ordinary reasonable person std. 

· Business judgment rule also response to fact courts may unintentionally confuse risk w/ std of care and thereby dissuade corp. directors from taking risk we want them to take b/c that is nature of doing business and making profits 

Business judgment rule is very powerful → absent clear case of bad faith or self-dealing / fraud / arbitrary action  

· Business judgment rule – presumed that in making a business decision, the directors of a corp. act on an informed basis, in good faith. and in the honest belief that the action taken was in the best interests of the co.” 
· Π has to overcome presumption in pleadings through specific factual allegations

· Board needs to inform itself and adequately deliberate to be sheltered 

· Auerbach and Zapata showed this requirement in context of SLC

· Business judgment translates into an examination of the process by which directors arrived at their decision (not the correctness of the decision made)
· Procedures:

· Collection and evaluation of information 

· Impartiality 

· Bringing in experts where appropriate 

· Reliance 

· Directors are entitled to rely in good faith on other corp. officers 

· Adequate deliberation time 

· Keep records

· Give all a chance to talk at meeting/s

· If Board did not collect and evaluate information or deliberate, then will be deemed not to have met std. of care so not met std. to be protected by business judgment rule 

· Fairness of the transaction giving rise to allegations is a defense but has to be proved by ∆s invoking it as a defense 
Duty of care claim w/o duty of loyalty claim – standard of care is not that of ordinary negligence, gross negligence – challenging whether directors informed themselves properly  
· Smith v. Van Gorkom 
· Corp. reacting quickly and stupidly to emergency situation that corp. was going to be taken over.  Defense to takeover is so-called white knight defense where corp. finds a white knight to come in and buy them out rather than an outsider, advantage being that the insiders can then keep jobs 
· Πs claims:

· (1) board did not satisfy business judgment rule in its deliberations (which would normally be expunged by a shareholder vote) but in this case 

· (2) information supplied to the shareholders was so insufficient that it did not cure any violation of the business judgment rule made by the Board in voting to approve buy-out 

· Π has to rebut the presumption of the business judgment rule protects by showing decision was an uninformed one 

· Held: Board violated the business judgment rule → Board did not adequately inform itself (and violated duty of disclosure re. shareholders) 
· Court asks “DID THE BOARD INFORM  ITSELF AND PAY ATTENTION?”

· Very fact determinative – but basically asking what is the process by which they arrived at their decision 

· Did not get any documentation at all, acted under pressure, w/o much notice, at very short meeting on the basis of oral presentations, did not reserve any way to stop the transaction or go out and seek other offers 

In wake of decision, DEL GEN CORP LAW § 102(b)(7) 
· Raises to K level director’s immunity from liability 

· Provided that does not limit liability for breach of duty of loyalty or for acts/omissions not in good faith / intentional misconduct or breach of law (fraud)

· Shareholders have overwhelmingly accepted provision of such into articles of incorp. 
Should claim be dismissed b/c there is a § 102(b)(7) provision?

· Brehm v. Eisner
· Employment K gave incentive for CEO to be terminated w/o cause b/c got a ton of money; Πs claim Board failed to properly inform itself re. K 

· Fact that it was a lousy K will not suffice → Π has to demonstrate was a lousy K AND board did not pay attention to its terms / was not informed 

· Holds complaint insufficient to est. cause of action 

· In re Disney litigation, 2nd action brought, subsequently

· Ct. holds there was enough of a demonstration based on the facts that the Board of Director’s willfully failed to pay attention to their function 

· Not that they violated business judgment rule, but that they intentionally turned away from their duty

· Extends beyond holding of Brehm to get past § 102 

· Says case could be made at trial that old and new boards intentionally failed to examine, intentionally looked the other way – so violated not the business judgment rule but the duty of good faith 

· Trial
· Says that the practices of the Board were terrible, but were not terrible enough to justify liability 

· Ultimate holding in Disney is that the Board can rubber stamp the decision of a CEO – troublesome to Stanley 

· Standard of care imposed that really is very very low 

· Ct. offers rationale that don’t want to deter risk-taking when actions in good faith 
Nonfeasance can lead to violations of the standard of care b/c director has duty to be familiar w/ company and its activities (review financials / attend meetings etc)
· Francis v. United Jersey Bank 
· Closely held corp. being looted by sons of Π, she did nothing to inform herself 

· Directors are under a continuing duty to keep informed about the activities and policies of the corp. – not detailed inspection, but at least general monitoring 
· Shareholders have the right to expect directors will exercise reasonable supervision and control over policies and practices of corp. 

· Ignorance is no excuse – have a duty to inspect and inspection may give rise to duty to inquire further into matters revealed by initial inspection 

· Being on the Board carries risks so have to be attentive   

However the oversight standard is quite low 
· In re Caremark Int’l Derivative Litigation 
· Corp. engaged in systemic structure of bribery that yielded guilty plea in criminal proceedings, nevertheless court determines settlement appropriate 

· Essentially says directors cannot be held liable for systemic violations of law 

· Only a sustained or systemic failure of the board to exercise oversight – such as an utter failure to attempt to assure a reasonable information and reporting system exists – will est. the lack of good faith that is a necessary condition to liability 
· Π has to show ∆ knew or should’ve known violations occurring, ∆ took no steps to prevent or remedy & ∆’s actions proximately resulted in losses complained of 

Directors and Officers; DUTY OF LOYALTY 
Essentially a director who sticks his hand into corp. till and takes money 
· Rule of undivided loyalty 

· Transactions giving rise to an inference of personal trans. of directors w/ their corps. or ones that may produce conflict b/w self-interest and fiduciary obligation are closely scrutinized but not necessarily void
NYBCL § 713

· (a) No contract or other transaction between a corporation and one or more of its directors, or between a corporation and any other corporation, firm, association or other entity in which one or more of its directors are directors or officers, or have a substantial financial interest, shall be either void or voidable for this reason alone or by reason alone that such director or directors are present at the meeting of the board, or of a committee thereof, which approves such contract or transaction, or that his or their votes are counted for such purpose:

· (1) If the material facts as to such director's interest in such contract or transaction and as to any such common directorship, officership or financial interest are disclosed in good faith or known to the board or committee, and the board or committee approves such contract or transaction by a vote sufficient for such purpose without counting the vote of such interested director or, if the votes of the disinterested directors are insufficient to constitute an act of the board as defined in section 708 (Action by the board), by unanimous vote of the disinterested directors; or

· Form of disinterested director approval 
· (2) If the material facts as to such director's interest in such contract or transaction and as to any such common directorship, officership or financial interest are disclosed in good faith or known to the shareholders entitled to vote thereon, and such contract or transaction is approved by vote of such shareholders.

· Form of disinterested director approval 
· (b) If a contract or other transaction between a corporation and one or more of its directors, or between a corporation and any other corporation, firm, association or other entity in which one or more of its directors are directors or officers, or have a substantial financial interest, is not approved in accordance with paragraph (a), the corporation may avoid the contract or transaction unless the party or parties thereto shall establish affirmatively that the contract or transaction was fair and reasonable as to the corporation at the time it was approved by the board, a committee or the shareholders.

· Entire Fairness Test 

3 Part Test in § 713 for interested transactions 

· (1) Form of disinterested director approval 

· Full disclosure of the facts of the transaction, value of transaction and nature of the interests followed by a vote of disinterested directors 

· Interested directors can be present in the room during the vote, but cannot vote

· Vote by disinterested directors has to be sufficient 

· If it is, then this solves the problem of the interested transaction and can proceed 

· (2) Form of disinterested shareholder approval / ratification
· Full disclosure of the facts of the transaction, value of transaction and nature of the interests to shareholders, followed by shareholder vote 

· Problem is shareholder vote takes time to achieve in large publicly traded corp. 

· If possible to get shareholder approval, then level of protection is greatly increased 

· Burden shifts to Π to prove challenged transaction was unfair

· In DE, all shareholders allowed to vote (incl. interested ones) so rule is that where there is a dominant shareholder or one w/ a significant interest (benchmark at 20%), then the court will examine into the fairness of the transaction unless the vote of the shareholders does not include the interested shareholder 

· (3) If neither of the above, entire fairness test applies 

· Court examines the financial terms of the deal 

· Not about process or whether the transaction looks pretty 

· “Entirely Fair” = fair by a high standard based on an evaluation of the financial terms of the del by the court 

· Fairness determination can be made only in a trial on the merits 
· ∆ directors have the burden of proving that the K or transaction was fair and reasonable as to the corp. 

· Lewis v. S.L. & E., Inc. 
· LGT used property owned by SLE at very reduced rent – claim is that in entering into the lease the directors violated duty of loyalty b/c were on the side of landlord and tenant, setting up a lease at low price, benefiting only the shareholders of the tenant 
· K b/w a corp. and an entity in which its directors are interested may be set aside unless the proponents of the K est. affirmatively that the K or trans. was fair and reasonable to the corp. 

Corporate Opportunities 
1. When is it a corporate opportunity?

a. Corp. has an interest, expectancy or financial ability to pursue, closely related to corp’s business 
i. Business opportunity which the corp. is financially able to undertake, from its nature is in line w/ the corp’s business, is of practical advantage to corp., is one in which the corp. has an interest or reasonable expectancy

1. No single factor dispositive, have to balance all factors as apply to case

b. Director or officer must analyze the situation ex ante to determine if opportunity is one rightfully belonging to corp. 

c. Cannot take an opportunity corp. able to financially exploit, integral to business of corp. or in which corp. engaged (EBay) 

i. In line w/ corp’s business when involves an activity to which corp. has fundamental knowledge, practical experience and ability to pursue 

2.  Assuming it is a corporate opportunity, how does the executive or director discharge his or her duty under the corp. opportunity?

a. Simply do not do it!  -or- 

b. Follow some procedure whereby you are immunized from a breach of the duty of loyalty 

i. i.e. presenting the opportunity to the Board creates a kind of “safe harbor” 

ii. This is the situation in Broz v. Cellular Information Systems 
1. Situation rare b/c most of the time the corp. will take the opportunity that you present to it when assuring not violating corp. opportunity doctrine 

2. Also says b/c opportunity was presented to ∆ in his individual capacity lessens burden on ∆
Dominant Shareholders 

Being minority shareholder is risky b/c the only protection you have is one based on some sort of fairness std. 

· Sinclair Oil Corp. v. Levien  

· Π owned 97% of stock of SinVen Oil, for own purposes Π wanted to dry up SinVen and bring all cash up into Π and reallocate business of SinVen 

· Court first asks whether parent / sub trans as a conflict of interest transaction to which test of entire fairness should be applied
· Self-dealing when parent, by domination of sub, causing sub to act in such a way parent receives something to the exclusion / detriment of minority stockholders to which entire fairness std should be applied 
· Ct. says Sinclair rec’d nothing to the exclusion of minority shareholders of SinVen 

· Stanley: this is not right though b/c while minority may have gotten cash, they lost the monies they would have made in future from SinVen investing and continuing to generate a profit 

· Since no self-dealing, business judgment rule applies 

· Absent fraud or overreaching, discretion in granting dividends entirely w/in purview of directors 

· So no fiduciary duty in granting dividends just in withholding them to freeze people out (Ford) 

· Zahn v. Transamerica Corp. 
· Corp. sells shares to make money, originally sold B at a relatively low price, paying relatively high dividend to A and relatively low dividend to B.  But what corp. doing by their plan is that when stock gets very valuable and the dividend becomes burdensome, setting a ceiling on the value of A shares.  However, A shares have a right to convert into B shares.  

· Shares out there, then revelation that assets increased dramatically in value, at this point A worth double than B and corp. calls at $60, insisting that the value is $60.  They do not disclose or give enough information for people to realize that there is a lot more assets.  

· In effect, put out a series of stock, one of which raises money from public at an early stage with very attractive features but then it runs out of steam b/c of option for corp. to call it.  

· However, with callable stock, usually option to convert it.  

· Corp. wants them to be converted b/c the stock carries less in dividend requirements to the corp.  

· However when directors called stock, no one knew what the directors of the corp. were doing so there was a violation of the fiduciary duty  

· The directors were controlled by majority shareholder and were acting only for its benefit – not for the benefit of the corp. 
Shareholder Ratification 
· Fliegler v. Lawrence 
· Ratification by shareholders of an “interested transaction” although less than unanimous shifts burden to Π to demonstrate that terms are entirely unfair

· However under DE law all shareholders can vote on transaction so b/c a majority of the shares were cast by interested shareholders (the ∆’s) court examines the entire fairness of transaction by looking at the economics of it 

· In re Wheelaborator Technologies 
· Waste was dominant shareholder of WTI, merger proposed, board held special meeting to consider, listened to investment bankers and lawyers. Interested directors left room and did not vote on merger.  Πs claim board’s violated duty of loyalty

· Iin any transaction in which there is the potential for a fairness inquiry (major acquisition, merger, sale of block of stock) good counsel is to get in the first place expert independent advice as to valuation and then for Board to evaluate it carefully, record this evaluation fully, and disclose this careful evaluation openly to the shareholders 

· It is unlikely if this is done that the court will even entertain a case then challenging this transaction 

· Conditioned on receiving majority of the minority stockholder approval 
· Std. still ordinary fairness but with ratification by majority of minority shareholders burden shifts to Π to demonstrate that the merger was unfair 

FEDERAL SECURITIES LAWS: DISCLOSURE AND FAIRNESS

Disclosure Regulation 

· Places disclosure requirements on issuers.  Provides investors with adequate information.

· Only public data we have in any depth on companies comes from SEC filing requirements and structure of public disclosure created by SEC

· Securities Act of 1933

· IPOs, issuers, the primary market  

· Securities Exchange Act of 1934

· Trading on the exchange, the secondary market 

THE SECURITIES ACT OF 1933

What is a Security?
§2 (a)(1)

· Very broad definition of security → but key is the expectation of profits by the efforts of others
· Unless something is a security does not fall w/in federal regulatory regime

Some kind of investment (investment Ks) in which people are asked to invest their money in a common enterprise and in which they expect a return based on the collective efforts of others 

· i.e. bonds, stocks, debentures, options, limited partnership interests, collected interests in property expected to be sold and profits divided, collective interest in art works expected to be sold at a profit to be divided, collective interest in race horses, oil fields, coin collections, bulls expected to be sold for profit 

· Ask → is this the kind of collective investment in which the investor is remote from control and depends on the actions of others to generate a return on his investment? 
· Mentioned specifically in the Act?

· Type of interest commonly thought to be a security?

· Investment K or participation in a profit-making venture?

· Is management principally provided by a 3rd party other than the investors?

· Court in Robinson says not a security b/c investor had exercised meaningful control! 

· Or, even if investors are active in management, does control of capital rest w/ a 3rd party and investors do not exercise meaningful control?

Registration requiirements 

§ 5 lays out a timetable →
· Before filing 

· Can do nothing per §5(c)

· After filing 

· Can send out preliminary prospectus information, provided clearly marked as such per §5(b)

· After the effective date of the registration statement 

· Only then can you sell securities per §5(a), but must provide prospectus w/ security
§ 5 

(a) Sale or delivery after sale of unregistered securities

Unless a registration statement is in effect as to a security, it shall be unlawful for any person, directly or indirectly

· (1) to make use of any means or instruments of transportation or communication in interstate commerce or of the mails to sell such security through the use or medium of any prospectus or otherwise; or

· (2) to carry or cause to be carried through the mails or in interstate commerce, by any means or instruments of transportation, any such security for the purpose of sale or for delivery after sale.

· Prospectus contains a digest of the most important information from the registration statement 

(b) Necessity of prospectus meeting requirements of section 10 of this title 
It shall be unlawful for any person, directly or indirectly—

· (1) to make use of any means or instruments of transportation or communication in interstate commerce or of the mails to carry or transmit any prospectus relating to any security with respect to which a registration statement has been filed under this subchapter, unless such prospectus meets the requirements of section 10 of this title; or

· (2) to carry or cause to be carried through the mails or in interstate commerce any such security for the purpose of sale or for delivery after sale, unless accompanied or preceded by a prospectus that meets the requirements of subsection (a) of section 77j of this title.

· Cannot do anything until you file, but once you file you can’t sell until there is a prospectus that meets the requirements of § 10 and can’t distribute information unless there is a prospectus that meets § 10 

· Once you have filed a document you can issue it to buyers in preliminary form – so called “preliminary prospectus”
· Has to bear legend down it in red that says it is a preliminary prospectus and no sale can be made until it is final 

· Called a red-herring prospectus, aka a herring 

(c) Necessity of filing registration statement

· It shall be unlawful for any person, directly or indirectly, to make use of any means or instruments of transportation or communication in interstate commerce or of the mails to offer to sell or offer to buy through the use or medium of any prospectus or otherwise any security, unless a registration statement has been filed as to such security, or while the registration statement is the subject of a refusal order or stop order or (prior to the effective date of the registration statement) any public proceeding or examination under section 77h of this title.§5(a)

· Mandatory all inclusive registration requirement  

· But has to be jurisdictional nexus – has to be interstate commerce or the mails 

· Not intra-state ?

· If you are going to make a public offering you have to file a registration statement with the SEC 

· If you have not filed a registration statement you cannot do a damn thing 

· If you do something without having filed a registration statement you will go to jail 
· The SEC technically has 20 days to review registration statement

· If initial offering (first time registrant), SEC makes comments on filing – can either accept their comments or they will order an issue to stop, meaning you cannot sell your securities 

· Changes you make start the 20 days running again 

· May take first time registrant 2-3 mos. to get registration statement accepted by SEC before can sell 

· SEC not reviewing reg. statement for substantive correctness

· Rather reviews facially asking whether it provides, in their view, adequate disclosure to investors

· Looks to see whether financial statements are complete, audited, footnotes complete, commentary to opinions not too optimistic or hides risk factors

§ 4 Exempted Transactions  

· 4(1) exempts people who are not an issuer, underwriter, or dealer.

· 4(2) exempts offerings that are not public.

· Burden is on the party claiming that the law doesn't apply to prove that the law doesn't apply.  

· If you are going to try to avoid the operation of Section 5, you have to prove that you fit within Section 4.  
· You have to prove that you're not an issuer, underwriter, or dealer or that the offering was not public 
· Whether offering is private or public is a question of fact, court considers:

· The need for the protection of the Act to these particular purchasers

· Level of sophistication of the offerees 

· Access to investment information 
· Must be shown that offerees were given or had access to the same kind of info that would’ve been contained in a registration statement 

· Must be in or have close relationship to offeror or its management 

· The number of offerees

· More offerees there are the more it looks like a public offering 

· The size (amount) of the offering 

· Manner of the offering 

· Doran v. Petroleum Management Corp. 
· Sophisticated investor purchased security, Π says was public offering not exempted
· Held: In absence of findings that each offeree had been furnished information about the issuer that registration statement would’ve disclosed or that each offeree has access to such information, cannot conclude offering was private 

· Ct. SEC v. Ralston Purina Co.
· Sale of stock in company to what were termed ‘key employees’ – question is what were the key employees?  They were those identified by the Ralston execs as those who had worked w/ company and deserved to be offered the stock

· SEC says violation of § 5 b/c no prospectus was supplied to them and no registration statement was filed 
· Defense invoked by Ralston was that this was a private offering, private sale only to certain individuals  
· Court held that the applicability of §4(2) turns on whether the persons affected need the protections of the Act → therefore turns on the knowledge of the offereees 

· Not about what information is given, but when you need assurance and validation of the information 

· § 4(2) is an exception to the assurance and validation requirement  (§ 5) 

· HYPO:  If employees are given information in a multi-media room and there is a choice to buy or not when they exit, is this permitted?

· Premise is as long as the necessary info. required by ’33 Act (that which would be in reg. statement and prospectus) is communicated to potential buyers then should be no objection to this offer

· SEC would not accept this b/c there is an assurance problem 

· The only way we would know the room provides the necessary information is if the room was filed w/ the SEC 

· Then the filing of the room itself would be the reg. statement and passing through the room would be the prospectus 

· Larger question → is this the kind of offeree and these the kind of circumstances / investment in which protection of federal securities laws are necessary 

· So look to the potential buyer/s and the circumstances of the transaction

· If lots of offerees, tends to suggest broad scale distribution to an anonymous public naturally suggesting need protection of federal securities laws 

· If people unrelated and unrelated to company, natural to say need federal securities requirements 

· If all offerees are people that know about the company, are employees of the company or in a position to know about the company (company insiders who are in a position to get the necessary and relevant information on their own), then the protections not necessary 

· Who is in such a position? 

· If a company is issuing bonds with Bank of America, the securities laws do not apply b/c while if a private individual asked the company to see financial records, the company would say no.  But if a bank or insurance company asks to see the records, it would receive them.  Due diligence examinations obviate the need for formal filing.

· HYPO above:

· In the case of the common law of §4(2) the black room will not work b/c the woman who is working on the assembly line does not in the nature of things have that kind of necessary information about the company and have the power to demand it – so federal securities laws step in to protect her 

· Basically we ask is this the kind of person, and is this the kind of offering, in which the need as est. by Congress for filing and prospectus is required 

Where one of private offering exemptions apply advise company to demand disclosure is made to protect itself:
· Irrespective of what the bank asks for, tell client to insist that the bank puts together a hard document that contains all the information that would otherwise be provided in the registration statement 

· Provide buyers of the securities the same information would have provided to them had you filed a registration statement 

· There is a vast difference w/in federal securities law structure, even if you provide the same information, if you provide it in reg. statement or if you provide it in the context of private offering 

· If it is not filed as a registration statement § 11 liabilities do not apply

Difficult to discern accurately point at which becomes statutorily required that you register from point at which the protection is not provided by the nature of the circumstances 

· Very few people today rely upon so called common law §4(2) exceptions – 

· Not really for small in # of people or small in $ terms 

· Only when dealing w/ top executive, very small handful of people who know the company very well, or sophisticated institutional investor is reliance on §4(2) practiced 

· Because if are wrong that your offering is protected and found to have violated §4(2) then violated §5 and criminal sanctions apply; and SEC’s power under §8 to tell you to stop selling; and bring into play §12(a) liability for violation of §5 

· Bottom line, if you are relying on §4(2) better make damn sure you are w/in its protections b/c it is often interpreted differently by courts and you are in choppy water relying on it 
· Even in the absence of a regulatory requirement to file under §4 – way to protect the issuer is to provide as much information as possible and to provide the offeree a mirror image of what would be in a prospectus
Sale of Securities in Practice →
· Corp. approaches an underwriter (i.e. Goldman, Merrill) who are in the business of dealing on a large scale w/ financial instruments and one of their most profitable activities is dealing w/ IPOs of financial instruments 
· Two principle ways in which underwriter undertakes to sell shares: 

· (1) Firm commitment underwriting 

· Underwriter says they will buy the whole issue – if the public doesn’t buy it, it is mine 

· (2) Best efforts underwriting 

· Underwriter says will use their best efforts to sell the stock and if it does not sell then the stock goes back to the corp. 

· If you fail once at best efforts underwriting, then you are basically dead as an underwriter 

· Underwriting pays so well b/c it is high risk –if you fail, go under 

· So burden on underwriter for pricing is very important – wants the stock priced to sell so they don’t go under, but wants it priced so that they can make money for themselves and the company 

· The underwriter organizes an underwriter group who buys the shares 

· The underwriter group then organizes a dealer group who will sell these shares to the public 

· Actual underwriting process is a process of pre-sale b/c the corp. approaches the underwriter and the underwriter’s dealer group organizes a distribution and allocation structure for the stock while the corp. is filing w/ the SEC and preparing preliminary prospectus, 

· So effectively b/w filing and effective date the underwriter and the dealer group pre-sell (cannot actually sell b/c that is illegal per §5) the securities by contacting their clients and telling them what they can buy.  
· No one can be bound until the registration statement is effective and the prospectus is final. 

· Underwriters are trying to figure out what is the pricing of the stock and what it should sell for b/c as soon as the stock goes out it is going to start trading 

· If on the morning when the reg. statement effective and sale commences the stock price starts going up, and the market price holds, then people quickly buy it at the prospectus price that they were offered in pre-sale – this is how investment banks make their money

§11 Civil Liabilities on Account of False Registration Statement 

§ 11(a) Persons possessing cause of action; persons liable
· In case any part of the registration statement, when such part became effective, contained an untrue statement of a material fact or omitted to state a material fact required to be stated therein or necessary to make the statements therein not misleading, any person acquiring such security (unless it is proved that at the time of such acquisition he knew of such untruth or omission) may, either at law or in equity, in any court of competent jurisdiction, sue

· (1) every person who signed the registration statement;
· Everyone who signed reg. statement 
· (2) every person who was a director of (or person performing similar functions) or partner in the issuer at the time of the filing of the part of the registration statement with respect to which his liability is asserted;
· Every person who was a director of the issuer
· (3) every person who, with his consent, is named in the registration statement as being or about to become a director, person performing similar functions, or partner;
· Every person who is named (w/ his consent) as about to become a director 
· (4) every accountant, engineer, or appraiser, or any person whose profession gives authority to a statement made by him, who has with his consent been named as having prepared or certified any part of the registration statement, or as having prepared or certified any report or valuation which is used in connection with the registration statement, with respect to the statement in such registration statement, report, or valuation, which purports to have been prepared or certified by him;
· Every “expert” who gives a certificate that part of the registration statement was prepared by him 
· (5) every underwriter with respect to such security.

· Imposes liability for material misstatements or omissions 

· Material = those matters which average prudent investor needs to know before can make an intelligent / informed decision whether or not to buy security 

· Comes down to a question for the trier of fact 

· Unless ∆s can show that they had (after making a reasonable investigation of the facts) reasonable grounds to believe and actually did believe that the statements made were accurate (due diligence defense)
· ∆s must show:

· (1) Actually believed that the statements were true 

· (2) Belief must be reasonable 

· (3) In order for belief to be reasonable, must have made a reasonable investigation into the facts supporting the statements made

· § 11(c) reasonableness is that requires of a prudent man in the management of his own property 

· Usually keyed to ∆’s position / profession / expertise though 

· Apples only when an offeror is offering for public sale a newly issued security and is selling under registration process of ’33 Act 

· When does apply, very high standard of care and liability imposed on everyone associated with the transaction 

· Sets for the standard for violation of the information requirement → very heavy burden of liability

· No privity bar 

§ 11(b)
· Reverses the burden of proof, puts the burden of proof on the one who made the representation (BarChris) 

· (3)(A) Standard for those signing reg. statement other than issuer is that you investigate and had reasonable grounds to believe and did believe that the statements were not misrepresentations 

· Must affirmatively investigate! (standard of affirmative investigation)

· This is a totally unique standard – found nowhere else 

· (3)(B) Reasonable investigation and belief standard is that applicable to an expert in that setting (i.e. the degree of investigation and belief that a lawyer would exercise if you are a lawyer, that of an accountant if you are an accountant) 

· Escott v. BarChris Corp. 
· Detailed examination of an underwriting that went bad and all the liabilities – everyone gets stuck 

1934 SECURITIES EXCHANGE ACT
§ 12(g) 
· Differential disclosure based on no. of shareholders 

· Below 500 you are invisible, below the radar – there is no disclosure requirement 

· When in operation of 12(g) then the periodic reporting requirements of § 13 and § 14 

· Have to file an annual report on form 10-K

· Have to file quarterly reports on form 10-Q 

· And a proxy statement on a proxy form w/ the SEC

· Subject to SEC review and public review 

So core of ’34 Act is a filing requirement 

· Unlike ’33 Act which requires one-shot filing of Form S-1, ’34 Act imposes a continuing filing requirement 

· ’34 Act also picks up civil and criminal penalties (like ’33 Act) for the failure to file, filing misleading information or filing with material omissions

§ 10  

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national security exchange -

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

· No right to sue though in §10, was only criminal remedy – until 1946 

· Cardon v. National Gypsum Co.  

· Π brings state law claim based on misrepresentation (but for this have to show special relationship b/w buyer and seller to create fiduciary obligation) 

· So Π’s lawyer says this was a security, purchase of a security and falls w/in § 10 and SEC Rule 10b-5 which is an elaboration of §10 

· Mrs. Cardon (Π) says ∆ violated (b) and (c) of Rule 10b-5 – omitted a material fact and in so doing was fraud or deceit upon her 

· Then she makes the argument that § 10 and Rule 10b-5 intended to prohibit the kind of conduct that the ∆ engaged in and to protect people like her that were the subjects of that conduct, so even though § 10 and Reg. 10b-5 is criminal in nature, the court ought to imply a civil damage remedy on behalf of the injured party against the wrongdoer 

· The court did so and held was civil remedy under § 10 and Rule 10b-5 

· A private cause of action exists for violation and is an essential tool for enforcement of the Act’s requirements 

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 the mails or of any facility of any national securities exchange,
(a) To employ any device, scheme, or artifice to defraud,
(b) To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or
(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.
Basic v. Levinson 

· Basic made 3 public statements denying it was engaged in merger discussions, when in fact was 

· Πs are former shareholders who sold stock after 1st public statement and before suspension of trading when merger was announced, Πs claim ∆s made 3 false or misleading public statements in violation of §10(b) and Rule 10b-5, and Πs were injured by selling stock at artificially depressed prices in market affected by ∆s misleading statements 

Two issues in Basic → materiality and fraud on the market 
(1)  Materiality 

· Key language in 10b-5(b) “To make any untrue statement of a material fact or omit to state a material fact necessary in order to make the statements made, in light of the circumstances under which they were made, not misleading” 

· When does a statement or omission become material? 

· TSC v. Northway → “an omitted fact is material is there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote” 

·  “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” OR “”whether a reasonable man would attach importance in determining choice of action in he transaction in question”
· Substantial likelihood that a reasonable investor would consider it important in considering whether to buy or sell or how to vote
· Reasonably high std, but not outcome determinative 

· Π does not have to show would have changed the vote w/ respect to proxy statement, or w/ respect to 10b-5 would have changed the decision to buy or sell 

· Π on 10b-5 motion does not have to show that he would or would not have bought or sold if fact was revealed 

· Two corps. in discussion regarding a merger, very difficult for corps to respond to questions about such a proposed merger 

· When plans are underway and negotiations have been started, two answers are acceptable and one is not 

· Acceptable – we are having preliminary discussions, we have started talks, we are thinking about it

· Acceptable – we are not talking to you 

· Unacceptable – we are not doing anything 

· 10b-5 DOES NOT MANDATE DISCLOSURE – BUT PROHIBITS MISLEADING DISCLOSURE

· Tension b/w desire not to disclose and prohibition of rule 10b-5 against misleading disclose 

· 10b-5 doe not mandate in any way at all that info about pending mergers be disclosed, companies engaged in governmental secret Ks or research to be disclosed 

· 1st consideration: sometimes the revelation of the information could cause damage in the marketplace just as non-disclosure could 

· i.e. if research does not lead to viable product, merger doesn’t happen
· 2nd consideration: don’t want to give information to the competition

· i.e. situation in Basic could become that once an offer is made for a company, matter of price and if Basic reveals it is in negotiations may blow out of the water the possibility of having private negotiations b/c another company might come in and offer more 

Violation in Basic was not the non-revelation of the information, was the fact that corp. had information that the court ultimately found to be material and they misstated the information → they lied!
· Company does not have abstract obligation to disclose it but cannot:

· (a) mis-disclose information (say they are not doing it); and 

· (b) cannot stay silent and buy up stock in order to get the benefit of an upcoming merger (Texas Gulf Sulphur) 

· So once information is deemed material, you can not misstate it, and you cannot trade on it because it is inside information – avoid violation by saying nothing (until have to) or by saying the truth 
· Materiality does not force disclosure, but it does negatively affect what you can do.
· When you are in the position of representing client in major transactions 

· (a) dead silence is the order of the day 
· (b) when creeping up to the point that it is serious, then have to watch transaction for the timing to make a public disclosure 

· To be safe disclosure warranted if asked about the transaction
· Material info. is very hard to keep quiet 

· So when someone comes to company b/c has heard rumblings, could say no comment (but this is not certain to still be non-violative of 10b-5), so the best advice is to disclose the information 

· One thing can never do is make a falsehood
· Violation in Basic was the misstatement even though did not buy or sell on it
Has to be purchase or sale of security 
· Blue Chip Stamps v. Manor Drug Stores (pg. 467) 
· Language in 10b-5 “in connection w/ the purchase or sale of any security” 
· Has to be as a condition of violation a material misstatement by a person in connection w/ a purchase or sale of security by that person 
· Blue Chip holds → “In connection w/” requirement can be satisfied by a purchase or sale of securities by the person injured 

To bring a private civil damage action for violation of 10b-5:

· (1) misstatement or omission of a material fact 

· (2) reliance 
· (3) purchase and/or sale by the Π or Π class 

· Arguments made by ∆ Basic are that merger negotiations do not become material until there is an agreement in principle 

· In merger discussion, at anytime the deal can fall through, gradual progression to an agreement – so question of when becomes material gets very complicated 

· Court in Basic says that may be convenient for the corp. to hide the information prior to agreement in principle, and they do so i.e. not reveal it, but they CANNOT say it doesn’t exist (cannot misstate it) 

· (2)  Fraud on the market (used to prove the reliance element)
· ∆ Basic made statement to the world that it was not engaged in merger, 

· Π argues does not have to show that read or relied statement made by ∆ Basic b/c what that statement did was presumptively affected the marketplace of shares and by participating in that market Π has been affected by that statement

· Π owned shares in Basic, misstatements were made by Basic about the merger, drives down price of Basic’s stock on the exchange, Π’s sell after the misstatement, therefore suffer the effects of the misstatements b/c all sold into the marketplace 
Theory is based on the hypothesis that, in an open and developed market, the price of a company’s stock is determined by the available material information regarding the company and its business…misleading statements will therefore defraud purchasers of stock even if do not rely directly on the misstatements 

· Argument is that the reliance is the reliance on the market, that the market in effect is altered, disturbed or manipulated as a result of material information or misinformation that is supplied to it, Π as a result of this altered market buys or sells and therefore has a cause of action 

· “Because most publicly available info. is reflected in the market price, an investor’s reliance on any public material misrepresentations, therefore, may be presumed for purposes of a Rule 10b-5 action.”

· Any showing that severs this connection could rebut this presumption 

· i.e. that market makers were privy to truth, that news of merger discussions credibly entered market and dissipated, or that Πs would have sold shares anyway w/o relying on integrity of market 

· SCOTUS tacitly accepts some variation of efficient market hypothesis – that the market price in a market of open buyers and sellers rapidly reacts to / impounds (impounds = reflects in its price) material info. that is made available to it (called semi-strong form of the efficient market hypothesis)

· Window of 15 mins market then reacts 
· So release of info. by Basic, which is misinformation, drove the price of Basic stock down and people buying into the market at that point have been deceived by the market price due to the misinformation supplied by Basic 

No release of information to the public – no case for fraud on the market 
· West v. Prudential Securities, Inc. 

· A stockbroker decided to tell some of his clients to buy the stock b/c was going to go up as company was to be acquired.  He lied, there was no acquisition impending
· The information was not “public” it was only acted upon by a few of his clients 

· Strong form of the efficient market hypothesis 

· Non-public information does not affect the market price, or at least it does not affect the market price rapidly 

· In Basic court did not insist upon proof that press release affected price b/c deep body of empirical data that demonstrates the effect of public info on the market 

· In West the court does insist on proof (which there is none) b/c the empirical data suggests private information does not affect the market price 

Narrowing the expansion of Rule 10b-5 →

· Blue Chip Stamps v. Manor Drug Stores 
· Offering doc. was unduly pessimistic, potential buyer did not buy b/c of this, and turns out later buyer says would have bought it and could have bought 
· Holding – Non-buying or non-selling in private civil action does not give rise to a claim under Rule 10b-5

· “In connection w/” requirement of Rule 10b-5 means Π’s claim dependant on Π having bought or sold  

· Ernst & Ernst v. Hochfelder

· Claim accountants violated Rule 10b-5 b/c made misleading statement 

· Held – Rule 10b-5 standard is not due care, it is scienter 

· Dealing with intentional misconduct so fact someone negligently prepared the financial statement does not bring it w/in the scope of Rule10b-5 (negligence does not satisfy scienter requirement) 

· Need intentional misconduct to deceive, manipulate or defraud – otherwise will be directed to state law not Rule 10b-5 

· Later held recklessness will also satisfy the scienter requirement for civil damage action 

· Central Bank of Denver v. First Interstate Bank   

· No liability for those who aid and abet violation of 10b-5
For 10b-5 and federal securities laws apply to deception/fraud, or manipulative scheme (artificial manipulation of market activity to mislead investors), material misstatement of information or omission of information in connection w/ purchase or sale of security for action to stand – not to general breaches of fiduciary duty
· Do not reach to business purpose, fairness of transaction, fiduciary violations etc. 

· This is relegated to state law
· Santa Fe Industries Inc. v. Green  

· Minority shareholders bought action in federal court based on a violation of 10b-5

· Πs theory was that federal law violated b/c done to freeze out minority therefore lacked any justifiable business purpose, also low valuation was a fraud actionable under 10b-5 

· Court finds not omission or misstatement in the info. statement accompanying notice of merger, provided w/ all relevant info
· Held: 10b-5 and at §10 they were all designed to deal w/ the issue of misrepresentation, fraud, schemes to defraud, Πs claims fall under state law 

· Not intention of Congress to regulate beyond that or occupy the field normally occupied by remedies at state law 

· Deutschman v. Beneficial Corp.  
· An option is a security for purposes of Rule 10b-5 
· B/c holders susceptible to market fluctuations in price of stock they hold options for, so susceptible to deceptive practices
INSIDE INFORMATION
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 the mails, or of any facility of any national securities exchange, 

(a) to employ any device, scheme or artifice to defraud 

a. Fraud is a high std

b. This case does not seem to fit w/in it 

(b) to make any untrue statement of a material fact, or omit to state a material fact….

a. Basic v. Levinson was an untrue statement of a material fact 

(c) to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person 

a. This is the hook in TGS – what makes it so is the word “act” – something much broader than a statement (b is statement) and deceit is not as strong a term as fraud 

b. So implication from TGS is that the use of material inside info in the purchase or sale of shares fits w/in the notion of 10b-5, and probably w/in prohibition of (c) 

· Purchaser or seller who purchases or sells win possession of material non-public information violates Rule 10b-5 w/o any representation made at all! 

· Violation not b/c of silence, nor would act be violation w/o the information → it is the combination of the two that creates a violation of 10b-5

· SEC v. Texas Gulf Sulphur 
·  ∆ buys land, finds lots of ore but keeps it secret, did not make a misstatement or one that needed to be corrected, but they bought in possession of material non-public information 
· Bought shares before press release issued 

· Held:  Anyone in poss’n of material inside info must either disclose it to the public, or if he cannot do so b/c of corp. confidence, then must abstain from trading or recommending the securities while the information remains undisclosed 

· Forbid insider trading before any announcement made (before the 30 mins of frenzy when some inevitably making money and others not) 

· Of course do have people other than ∆s implicated in case who were buying based on non-pub. info i.e. drillers, employees, reporters 

· Note – Blue Chip Stamps rqmt not relevant to TGS b/c not a private civil damages action, nevertheless the in connection w/ rqmt satisfied b/c ∆s bought stocks

The Core of 10b-5 is a legislative purpose that all investors should have access to identical information regarding their financial transactions.  This makes any action based on this information "fair game."

· Criticisms: 

· Creates an expectation gap – don’t want rule that makes people think market is unrigged when rule is in fact imperfect 

· No real victims – people already own not hurt b/c price goes up, people who have yet to buy not hurt b/c can choose to buy or not based on price 

· Responses → equitable fairness & economic considerations (underlie ’33 and ’34 Acts)

· May damage not only the market place but also the overall efficiency of the market place

· If market operating on basis of info known to some and not others then the market is not operating efficiently b/c all the traders are not in 

· Investors may not be willing to enter market if doubt trading is fair, lack confidence in market, then the market may wither b/c trades will not be made 
Duty to abstain arises b/w corp. shareholders and employees of the corp. – no such relationship b/w ∆ and shareholders of corp. whose shares he traded so no duty to “disclose or abstain”
· Chiarella v. U.S.  
· ∆ employed as printer, acquiring corp. made every effort to keep identity of tender offer corp. secret from printer, but printer ingenious and figured out identity and bought stock in.  Tender offer announced, ∆ sold stocks for profit.

· Held:  ∆ did not violate §10 or Rule 10b-5 b/c was not an “insider” of the corp. whose shares he made a profit on 

· No liability b/c was not an insider to corp. whose shares bought and did not become an insider to offeror corp. by virtue of info. they gave him 

· Dirks v. SEC
· ∆ good guy investigating a fraud he suspects, throughout investigation discussed his findings w/ clients and investors, some who sold their holdings in co. perpetrating fraud 

· Held:  ∆ not liable 
· Duty to disclose before trading does not arise from mere possession of material non-public info, such a duty arises from the existence of a fiduciary relationship 

· No duty to disclose where person who traded on inside info was not corp’s agent, fiduciary or person whom the sellers of securities places their trust and confidence – only some persons under some circumstances will be barred from trading while in poss’n of info 

· BUT tipee assumes a fiduciary duty to the shareholders of corp. not to trade on info when the insider who told him has breached his fiduciary duty to shareholders by disclosing info. to tippee and tippee knows or should know there has been a breach 

· To determine if insider breach, look to purpose why info leaked – if insider will personally benefit, directly or indirectly, from his disclosure then breach, absent some personal gain no breach by insider and no derivative breach by tippee 

Compare w/
· U.S. v. O’Hagan 
· ∆ partner in big law firm, representing Grand Met buying Pillsbury.  Bought call options for Pillsbury stock before tender offer announced.  After announced, sold call options and stock making huge profit 

· Held:  ∆ liable for fraud b/c violated fiduciary duty to principal by trading on material non-public info. he was entrusted w/ 

· Misappropriation theory – person commits fraud in connection w/ securities transaction (violating §10 and 10b-5) when he misappropriates confidential information for securities trading purposes in breach of fiduciary duty owed to source of information  
· Fiduciary’s fraud is consummated not when gains info. but when he uses info from principal to buy or sell securities 

· Fiduciary runs in a chain from Grand Met to Dorsey to Dorsey attnys not to trade on info

PROXY FIGHTS 

Shareholders CANNOT choose pres, vp etc. – all they can do is choose the Board who sets policies 

When shareholders do not attend meeting in person they designate someone to vote for them = their proxy 
· Designating someone as your proxy does not give them discretion to vote as they wish, they have to vote the way you instructed them to

· Despite fact form says you designate X to vote for you, the legal impact is have voted in manner you specify (est. an agency relationship)
· Shareholders receive proxy solicitation notice and proxy card
· Can designate someone else as proxy and change your vote, the subsequent proxy always controls 

· Can also show up at the meeting, cancelling the proxy previously designated 
If corp w/in registration regime, 3 docs have to go out to the shareholders as a condition for soliciting proxies: 

· (1) Proxy Statement 

· Company required to give a commentary on everything to be considered at the meeting 

· Represents an immensely complex and large amount of information 

· (2) Annual Report 
· Must accompany or precede proxy statement 
· (3) Form of Proxy 
· The doc. on which you vote 
· Detailed requirements for what information in necessary to be incl. on this card 
If a majority of the shareholders withhold their votes on candidates, under present corp. law they are elected anyway even if only receive a single vote in favor 

Presumption that management has the right to finance proxy contests of management’s candidates 
Funds limited only if looks like corp. is buying votes →  Comes down to whether expenses reasonably calculated to inform shareholders – attnys fees, ad campaigns, proxy contest materials all ok (the only things that are not ok are things that look like buying votes i.e. dinners, plane flights, bribes)

· Levin v. Metro-Goldwyn-Mayer Inc. 
· Πs claim ∆s (certain members of Bd) wrongfully committed the corp. to pay for expenses to win their bid for corp. control 

· Held:  proxy statement was not misleading, told shareholders corp. was paying for all costs in connection w/ management’s solicitation of proxies 

· ∆s employed no unfair or illegal means to solicit proxies – court’s primary concern is that the stockholders be fully informed b/c decision over continuance of current management (and by implication their policies) rests w/ shareholders 

· Here shareholders were fully informed and was reasonable for one group of directors to hire special attnys, PR firm etc., costs disclosed in proxy statement
Reimbursement of expenses → ok to reimburse everyone from corp. treasury 
· Rosenfeld v. Fairchild Engine 
· Both sides in proxy fight were reimbursed.  Old board recompensed by new board, and new board reimbursed itself out of corp. treasury.

· Held:  in a contest over policy corp. directors have the right to make reasonable and proper expenditures from corp. treasury for purposes of persuading stockholders to support their policies
· When directors act in good faith in a contest over policy (always a policy contest though!), they have the right to incur reasonable & proper expenses for solicitation of proxies and in defense of their corp. policies, they are not obliged to sit idly by 

· Reimbursement not allowed when est. money have been spent for individual gain or private advantage and no in the belief such expenditures are in the best interests of the corp.
Proxy fights are winner take all operation under Rosenfeld rule

· Insiders have no incentive to minimize their expenditures and the court is going to hold that is ok (unless illegitimate expenses) 

· Outsiders have a great incentive to spend a lot b/c if they win they get it all back, however if lose, lose all their money 

· Two fold problem created:

· (1) very high entry cost to wage a proxy contest, and better be prepared to lose it all if you are an outsider, so have to have money to do so 

· (2) winner take all, loser lose everything 

Alternative is put together financing group and buy the corporation, debt-financed or otherwise by tender offer

· So that you have a lot of stock and a tremendous amount of influence 

· The proxy mechanism is too expensive and too risky 

· It is better strategy to buy stock and ownership of the corp. than it is to attempt to oust the insiders by voting directly 

· The proxy contest has been replaced over the years with the buy out by other corps. leading towards even further conglomeration 

Private Actions for Proxy Rule Violations 
Per Santa Fe a claim under § 14 must be for a failure to disclose or mis-disclosure (disclosure of misleading information)

· A claim is not cognizable merely for bring unfair or for violating state laws.

Private enforcement of the proxy rules provides a necessary supplement to SEC action 

· JI Case Co v. Borak
· Merger b/w two corps, allegation proxy statement was misleading in violation of § 14(a), is there a civil action?
· Held:  Private right of action exists to enforce § 14 

· Purpose of § 14(a) is to prevent management or others from obtaining authorization for corp. action by means of deceptive or inadequate disclosure in proxy solicitation and to protect investors 

· Victim is victimized by fraud, caused nearly always monetary / voting ability damage

· So tying in civil implied right of action is as close as one could come to the idea of extending enforcement potential out to the victim from the gov’t 

If the vote has taken place then it becomes a near impossibility to unscramble what has taken place

· Remedial problem is a measure of damages in 10b-5 – so easy to deal with 

· In 14, implied civil remedy if the vote is defective is to prevent it or undo it 

· Preventing it is much easier than undoing it

· So question then becomes if the vote has taken place, is there any remedy even available that will fix the problem? 

Causality is a requirement – can prove through materiality, but Π does not need to show reliance on materially misleading facts, AND that the proxy votes were essential to the accomplishment of the transaction
· Mills v. Electric Auto-Lite Co. 
· Merger, Πs bought suit to enjoin ∆ from voting proxies it had solicited, claiming that proxy statement was misleading
· Held:  Πs need to show that the votes of the shareholders which were solicited by proxy were “necessary and indispensable to the merger” but not that they necessarily relied on materially misleading facts cont. in proxy statement 
· Question is how to establish causality between misleading proxy statement and subsequent merger:

· If Π proves that the proxy solicitation contained materially misleading facts, then does not have to prove reliance on those facts for purposes of voting – has to also show that proxy votes necessary to approve trans. 
· Where omission or misrepresentation is found to be material, Π need only demonstrate that the proxy statement itself, not the particular defect in the proxy statement (misrepresentation or omission), was an essential link in the accomplishment of the transaction – causality test is whether the vote is essential to the transaction

· If ∆ shareholder has enough stock to approve transaction regardless of proxy vote, then the vote is not essential and fails the causality test under Mills
Fairness of the merger is not a defense to an action under § 14(a), which would be a defense under state law for interested transactions

· Fact that the transaction was fair does not mean that there is not a remedy under § 14 

· Even if no remedy is found for violation, the Court finds that attorneys’ fees may still be awarded to Π

VOTING
With a large corp., shareholders are not concerned at an individual level about how they will be dealt w/ if want out, management control, what they do if retire or die etc. b/c what they are doing is buying and selling a tradeable instrument 

· What they want is someone else to manage the company in such a way that generates profits for them – they don’t want to manage or be inside, they just want money – if want out, just have to sell! 

However, in a corp. where only A, B, C does not work b/c the responsibility is not delegated to someone else, they make money for themselves, they are concerned about their individual relationships  

· At the close corp. level (small #) the concerns and relationships are different than in a large corp.

· Can have classes of shares:

· Voting 

· Voting shares are worth demonstrably more b/c the voting shareholders can control the corporation and distribute corporate assets and jobs and benefits to whomever they please. 

· Can influence the business and this translates into economics 

· Non-voting 

· Voting only on certain issues 

HYPO:  A puts in $50k, B $200k and C $100k and they are going to give A 50% of control. Why?

· A is an expert – expertise;  A has clients;  A has IP or invention to contribute;  A has Ks

· A and B and C each contribute a different package from the others – in terms of money and areas of expertise 

· In closely held corps, can have financial interest allocated one way and control allocated to another

· No one would complain about this in partnership b/c partnership agreement allocates control based on finances if wish 

· In corp. voting is normally allocated by shares, so one of the ways we achieve a differential in power is to use voting and non-voting stock 
· No requirement in any state that shares have to have a vote 

· Stroh v. Blackhawk
· Class A stock gets dividends and voting rights, class B only voting rights 

· Object of capital structure was one in which ownership interests in the assets were not the same as voting interests – so created a class of stock that had no interest in the assets 

· Allocated these “voting only” shares to shareholders wanted to have control 

· This is not fraud – legal 

A shareholder vote can only be held if there is adequate notice 

· Exception is if ALL the shareholders consent, they can act w/o notice → this can be done in a closely held corp. 

Shareholders cannot act unless there is present by proxy / person or otherwise a quorum of those entitled to vote (more than half are represented)

· i.e. a condition of shareholder action is that if 1 million shares, need 500,001 shares to appear at the meeting 

Shareholders vote on:

(1) Directors 

· Need a quorum of those entitled to vote 
· Directors elected by plurality 

· Tally the votes for each candidate and the top vote getters are elected period. 

· i.e. 15 spots to fill, even if none get a majority of the votes, the top 15 are elected 

· Directors running at large 

· HYPO:  corp. going to elect a board w/ 5 directors, 1000 shares outstanding – there will always be 5000 votes
· # of voting shares is the no. of outstanding shares x no. of candidates to be voted on 

· Top 5 get elected and the rest of them do not get elected – not as if candidate 1 running for position 1 etc. – they are all running for the five positions so the top vote getters win 

· A shareholder cannot vote all shares for one candidate – has to be divided b/w the candidates 

· i.e. shareholder A has 3000 shares has to vote 600 for candidate 1, 600 for candidate 2, 600 for candidate 3, 600 for candidate 4 and 600 for candidate 5.  Shareholder B has 2000 shares so will vote 400 for candidate 1, 400 for candidate 2, and so on… 
· A’s will be elected – there is no minority representation at all 

· Whoever has most voting shares always elects the directors (unless face a voting block of minority shareholders) 

· Democracy has no relationship to corps. – it is dollars that matter! 

(2) Important corp. matters i.e. merger / dissolution / amendment to the articles of incorporation
· Most states require a majority vote – not a majority of a quorum but a majority of the total outstanding shares 

· i.e. if 1 million shares outstanding, if 500,001 present at meeting then need all to vote in favor to allow the action 

· Whenever send shareholders a proxy solicitation involving an important corp. matter, invariably a tremendous effort by corp. to get the votes altogether b/c failure to attend the meeting actually or by proxy in this case is a negative vote 
· If group of dissenting corp. wants to stop a merger, then they tell enough not to show up b/c those then count as negative votes and action cannot pass 

· A corp. can attempt to frustrate a shareholder vote on a particular matter 

· Wisconsin Bd. v. Peerless 
· 3 proposals, passed 2 and corp. adjourned decision on 1 b/c if polls closed at the annual meeting it would not have passed.  Did not tell that voting was still open on proposal, except kept soliciting votes from shareholders corp. thought would be in favor of proposal.   Proposal then passed but barely. 
· Held:  Π can challenge adjournment of shareholder meeting when Π can est. adjournment was for purpose of thwarting shareholder vote (where primary purpose was to interfere w/ or impede exercise of shareholder’s franchise and stockholders not given a full and fair opportunity to vote)
· If Π est. that adjournment was for purpose of thwarting shareholder vote, corp. Board has burden to demonstrate a compelling justification for its actions 
· In the event that the terms of the proposed amendment or merger adversely affect the rights of a class of shares, the amendment shall not be passed w/o the vote of a majority of that class of shares – so there is a special class vote that not only gives a majority vote to the class but enfranchises them to vote even if they are not entitled to 
· Mandatory vote by stock even if it is non-voting 

(3) Approval of an interested transaction by directors, approval of a pension plan etc. 
· General rule is that on a matter requiring shareholder approval if there is a quorum present, then if there is a majority vote of those present (the quorum) the action is approved 
· i.e. 1 mil share outstanding, 500,001 present at meeting, need majority of those to pass 

· Exceptions being majority of a disinterested group etc. 

CLOSELY HELD CORPORATIONS

§ 620. Agreements as to voting; provision in certificate of incorporation as to control of directors
· (a) An agreement between two or more shareholders, if in writing and signed by the parties thereto, may provide that in exercising any voting rights, the shares held by them shall be voted as therein provided, or as they may agree, or as determined in accordance with a procedure agreed upon by them.
Ringling Bros. v. Ringling 
· E = 315 (2205), H = 315 (2205), N = 370 (2590) 

· N would always be able to control the board assuming that he votes all of his shares for each candidate, however by agreement E & H agree to vote together so that they will elect the whole board and N will elect no one 

· Such agreement is both legal and specifically enforceable 

· But note that this substitutes one inequity for another

· To solve use cumulative voting → can vote any no. of your shares for any no. of your candidates 

· Can divide your voting shares as you wish to endorse one or more candidates only 

· Formula to guarantee someone election to board under cumulative voting = 
· (voting shares x # of positions to be elected) / (# of positions + 1) 
· (7000) / (8) = 875
· HYPO:  3 shareholders in corp. A, B, C want to ensure that each is elected to Board.  So arrange a Board of directors w/ 3 people and divide voting stock among voting shareholders 1/3 each.  Chart shows if there is more than 25% of voting stock held by shareholder w/ board of 3, then can guarantee election of his candidate.  So if vote strategically, will have elected who want. 
Hypo:  Our object is to put together a corp. w/ these 3 people on the Board, can do by cumulative voting as in chart above; or pre-Ringling could use a voting trust in which took shares and put it into a trust w/ trustee;  or enter into a written agreement. 

· Which is better?  Stanley likes cumulative voting 

· Written Agreement – if sign an agm’t b/w A B and C what happens if the circumstances change, one leaves, someone else comes in -  a fixed agreement has the issue of what to do w/ successors b/c only binds the original parties to it.  
· Also enforcement costs b/c have to do it in court.  If just have an agm’t and one of the parties says I don’t want to do it, then have to go into court, pay legal fees etc. 

· Cumulative voting – does not have to be enforced if it is in place – it is self enforcing b/c you simply vote!  

· Voting trust is a halfway measure – if A B and C created voting trust and conveyed shares to a trustee, the trustee would actually have legal title to the shares.  To ensure trustee follows the directions, under US law the trustee has personal liability for not following directions.  So going to vote shares in a particular way unless a lawsuit is brought to enjoin trustee from voting shares in a particular way.

· A voting trust comes close to self-enforcement.  These trusts are therefore cheap and have been very widely used.  BUT 9n many states, the existence of and terms of the voting trust are registered and can be found out.  Voting agreements and cumulative voting can't be found out because the information is not public.  Also, you could have an agreement among some but not all the shareholders, as in Ringling Bros.
· (b) A provision in the certificate of incorporation otherwise prohibited by law because it improperly restricts the board in its management of the business of the corporation, or improperly transfers to one or more shareholders or to one or more persons or corporations to be selected by him or them, all or any part of such management otherwise within the authority of the board under this chapter, shall nevertheless be valid:
· Agreement has to be in the articles of incorporation (public) 

· Can have an agmt eliminating board altogether and est. shareholders as managers, or a general manager for the corp. 

· Can designate officers, what salaries are, whether dividends will be controlled by shareholders, policies, termination of directors, corp. management etc. 

· Cannot change rights of shareholders to have access to corp. books and records 

·  (1) If all the incorporators or holders of record of all outstanding shares, whether or not having voting power, have authorized such provision in the certificate of incorporation or an amendment thereof; and
· (b)(1) Have to have absolute unanimity
· (2) If, subsequent to the adoption of such provision, shares are transferred or issued only to persons who had knowledge or notice thereof or consented in writing to such provision.
· (b)(2)  Maintenance of the unanimity requirement, if shares come into hands of someone else, then they have to agree also 

· If Shares are sold or transferred to someone who does not have knowledge or notice then the agreement will be terminated as to everyone!

· Galler v. Galler 
· Shareholder agreement requiring the appointment of particular individuals as officers or employees of the corp.
· Can have a provision in the articles of incorp. that restricts the Board or delegates the Board’s responsibilities – if not in the AOI then does not get protection of §620(b)

· Will not work as a simple agreement (voting can be done by agreement per §(a))
§620(a) gives you the power to make these agreements 

§620(b) gives you the authority to make a K that is very bad – AND it will be enforceable 

· i.e. make X president for 20 years, and X becomes certifiably insane – you’re stuck w/ him as the president for the term 
· i.e. can write into aoi a provision that requires a unanimous vote on something –real effect of a unanimity requirement is to create dispute – b/c expressed another way is a veto power for every shareholder 

· Very dangerous tool 

§620(b) puts a great burden on shareholders to produce something that is good!

· Don’t be too specific – keep them more flexible 

· Death of shareholder, retirement, sale of shares and dispute – provide for an affirmative mechanism whereby somebody can do so 
· Eliminate potential for a longstanding dispute 
· Worst are family disputes – eliminate / resolve by going public so everyone gets their money

·  (c) A provision authorized by paragraph (b) shall be valid only so long as no shares of the corporation are listed on a national securities exchange or regularly quoted in an over-the-counter market by one or more members of a national or affiliated securities association.
· Valid only so long as NO shares are listed on exchange
· (d)
· (1) Except as provided in paragraph (e), an amendment to strike out a provision authorized by paragraph (b) shall be authorized at a meeting of shareholders by (A) (i) for any corporation in existence on the effective date of subparagraph (2) of this paragraph, two-thirds of the votes of the shares entitled to vote thereon and (ii) for any corporation in existence on the effective date of this clause the certificate of incorporation of which expressly provides such and for any corporation incorporated after the effective date of subparagraph (2) of this paragraph, a majority of the votes of the shares entitled to vote thereon or (B) in either case, by such greater proportion of votes of shares as may be required by the certificate of incorporation for that purpose.
· (2) Any corporation may adopt an amendment of the certificate of incorporation in accordance with the applicable clause or subclause of subparagraph (1) of this paragraph to provide that any further amendment of the certificate of incorporation that strikes out a provision authorized by paragraph (b) of this section shall be authorized at a meeting of the shareholders by a specified proportion of votes of the shares, or votes of a particular class or series of shares, entitled to vote thereon, provided that such proportion may not be less than a majority.
· (e) Alternatively, if a provision authorized by paragraph (b) shall have ceased to be valid under this section, the board may authorize a certificate of amendment under section 805 (Certificate of amendment; contents) striking out such provision. Such certificate shall set forth the event by reason of which the provision ceased to be valid.
· (f) The effect of any such provision authorized by paragraph (b) shall be to relieve the directors and impose upon the shareholders authorizing the same or consenting thereto the liability for managerial acts or omissions that is imposed on directors by this chapter to the extent that and so long as the discretion or powers of the board in its management of corporate affairs is controlled by any such provision.
· §620(f) – corp. is still an entity of limited liability for its investors, but does shift to the shareholders whatever duty of care / loyalty would ordinarily be exercised by the directors 
Do have the contractual ability in §620(b) to eliminate some of the structures which distinguish a corp. from other entities 

· If going to adopt among shareholders a §620(b) agreement, have to see that other formalities that characterize the corp. are adhered to w/ even more stringency to avoid liability of the shareholders 
· See to it that there is at least once a year a meeting of shareholders that is documented
· That the corp. has separate accounts 
· That make sure doing business as corp. (identifiable)

· In closely held corp. w/ § 620(b) agreement lock in all other corp. formalities as powerfully as you can! 

· Make sure you NEVER use the word partners – or estoppel will come into play and liability will ensue

Throws the issue of corp. control into what could be called private ordering, the law of the parties / K 
· Most important thing is to make sure agreement locks you in only so much as you want to be locked in and allows you to exit / get out if you want to
1

