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I. Agency

a. Agency Generally
i. “’Agency’” is the [fiduciary] 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.” Gorton v. Doty (69 P.2d 136 (Id. 1937); p.1) Teacher volunteered her car for use to transport football players to game. Coach drove, car wrecked, player injured. Court held that the coach was the agent of the teacher in driving her car.

ii. Three principal forms of agency exist: principal/agent, master/servant, and employer/independent contractor. Gorton v. Doty (69 P.2d 136 (1937) p. 1). 

iii. “A creditor who assumes control of his debtor’s business may became liable as principal for acts of the debtor in connection with the business.” Jenson Farms v. Cargill (309 NW2d 285 (Minn. 1981); p.7) Cargill lent extensive credit to Warren, a grain elevator, which was overextended. Cargill got excessively entangled in Warren’s business – decision making, reviewing the books – and when Warren went under, other creditors went after Cargill as Warren’s principal. Court agreed, held that Cargill was entangled enough in Warren’s business that it was acting as Warren’s principal and therefore was liable for Warren’s debts.

iv. If a person contracts to acquire property from a third person and convey it to another, that person is only an agent of the third person if there is an agreement that the person is to act for the benefit of the third person and not himself. Jenson Farms v. Cargill (309 NW2d 285 (Minn. 1981); p.7)

v. Factors indicating a party is a supplier and not an agent are “(1) That he is to receive a fixed price for the property irrespective of the price paid by him. This is the most important. (2) That he acts in his own name and receives the title to the property which he thereafter is to transfer. (3) That he has an independent business in buying and selling similar property.” Jenson Farms v. Cargill (309 NW2d 285 (Minn. 1981); p.7)

b. Liability of the Principal to Third Parties in Contract
i. “Implied authority is actual authority circumstantially proven which the principal actually intended the agent to possess and includes such powers as are practically necessary to carry out the duties actually delegated.” Mill Street Church v. Hogan (785 SW2d 263 (Ky. 1990); p. 14) Church Board hired Bill Hogan to paint the church; in the past, Bill had been allowed to hire his brother Sam to help. This time, Board encouraged Bill to hire Gary Petty, Bill hired Sam, Sam got hurt and sued. Church argued Bill had no authority to hire anyone and so wasn’t liable. Court found Bill had implied authority to hire Sam.

ii. “Apparent authority […] is not actual authority but is the authority the agent is held out by the principal as possessing.” Mill Street Church v. Hogan (785 SW2d 263 (Ky. 1990); p. 14)

iii. Actual authority is authority that the principal expressly or implicitly gave to the agent. Lind v. Schenley Industries (278 F2d 79 (3d Cir. 1960); p. 16) Lind, working for Schenley, was made assistant to Kaufman, who promised various benefits. Lind sued over benefits promised but never received; Schenley argued Kaufman didn’t have authority to promise the benefits, nor had Schenley acted to imply that Kaufman did. Court found for Lind on inherent authority theory.
iv. Apparent authority is authority that the principal acts as though the agent has, but in reality he may or may not have it. Lind v. Schenley Industries (278 F2d 79 (3d Cir. 1960); p. 16)

v. Implied authority can be either actual authority implicitly given by the agent, OR authority “arising solely from the designation by the principal of a kind of agent who ordinarily possesses certain powers (AKA inherent authority). Lind v. Schenley Industries (278 F2d 79 (3d Cir. 1960); p. 16)

vi. “An agent has apparent authority to bind the principal when the principal acts in such a manner as would lead a reasonably prudent person to suppose that the agent had the authority he purports to exercise.” 370 Leasing v. Ampex (528 F.2d 993 (5th Cir. 1976); p. 22) 370 negotiated with Ampex to purchase computer hardware; Kays, an Ampex salesman, sent documents to 370, who executed them. Ampex did not. Court found the documents were a solicitation that turned into an offer when 370 signed, but Ampex never accepted that offer; however, found Kays’ later memo about delivery dates was acceptance, and found Kays had apparent authority and therefore bound Ampex to the deal. 
vii. “An agent has the apparent authority to do those things which are usual and proper to the conduct of the business which he is employed to conduct.” 370 Leasing v. Ampex (528 F.2d 993 (5th Cir. 1976); p. 22)
viii. Unless a third party to a contract knows of a limitation to the agent’s authority, that actual limitation “will not bar a claim of apparent authority.” 370 Leasing v. Ampex (528 F.2d 993 (5th Cir. 1976); p. 22)
ix. Undisclosed principals are liable for the acts of their agents when those acts are done on the principal’s account and if those actions are usual and necessary, even if the actions are forbidden by the principal. Restatement (Second) of Agency §§ 194, 195. 
x. Inherent agency power is a term used “to indicate the power of an agent which is derived not from authority, apparent authority, or estoppel, but solely from the agency relation and exists for the protection of persons harmed by or dealing with a servant or other agent.” Restatement (Second) of Agency § 8A

xi. A general agent is “an agent authorized to conduct a series of transactions involving a continuity of service.”  Restatement (Second) of Agency § 161

xii. “The principal is liable for all the acts of the agent which are within the authority usually confided to an agent of that character, notwithstanding limitations, as between the principal and the agent, put upon that authority.” Watteau v. Fenwick (1 QB 346 (1892); p. 25) Humble sold brewery to Fenwick but remained on as manager. He was supposed to have the power only to buy beer and water for the business, but bought other goods as well. Watteau, the supplier, sued Fenwick as the principal; Court found that even though the principal was undisclosed to the supplier at the time of the contract, and even though Humble went outside his actual authority, he had apparent authority and therefore Fenwick was liable for his actions.

xiii. “The scope of any authority must […] be measured, not alone by the words in which it is created, but by the whole setting in which those words are used, including the customary powers of such agents.” Kidd v. Thomas Edison Inc. (239 Fed. 405 (SDNY 1917); p. 28) Fuller, employee of TE, contracted with Kidd to perform in singing recitals. TE placed limitations on what Fuller could contract for, but Fuller went outside the limitations, so claimed it wasn’t bound to the contract with Kidd. Court found the limitations on Fuller weren’t customary, Kidd had no reason to expect them, and therefore Fuller’s actions bound TE.
xiv. “It makes no difference that the agent may be disregarding his principal’s directions, secret or otherwise, so long as he continues in that larger field measured by the general scope of the business instructed to his care.” Nogales Service Center v. Atlantic Richfield (126 Ariz. 133 (1980); p. 31) AR lent NSC money to build a truck stop; agreement included terms on gas purchases and what facilities truck stop would have. AR rep promised gas discount, but that didn’t happen; NSC sued. Court held that the rep bound AR on theory of inherent authority. 
xv. There are three elements to proving an agency relationship exists: “(1) a manifestation by the principal that the agent will act for him; (2) acceptance by the agent of the undertaking; and (3) an understanding between the parties that the principal will be in control of the undertaking.” Botticello v. Stefanovicz (177 Conn. 22 (1979); p. 36) Walter and Mary were tenants in common on a piece of property. Walter leased his portion, included option to buy. Mary told Walter she wouldn’t sell for less than a certain price, but was no part of the lease agreement. Walter didn’t tell tenant that he didn’t own property outright, nor did he ever indicate he was acting as his wife’s agent. Tenant tried to exercise option, was refused, and sued for specific performance. Court held that Walter wasn’t acting as Mary’s agent and she didn’t later ratify the lease, specific performance couldn’t be ordered against her.

xvi. Ratification is “’the affirmance by a person of a prior act which did not bind him but which was done or professedly done on his account”(quoting Restatement (Second) of Agency, § 82) [and] requires acceptance of the act’s results with intent to ratify and with full knowledge of all the material circumstances.” Botticello v. Stefanovicz (177 Conn. 22 (1979); p. 36)
xvii. “Where a party seeks to impose liability upon an alleged principal on a contract made by an alleged agent […] the party must assume the obligation of proving the agency relationship. It is not the burden of the alleged principal to disprove it.” Hoddeson v. Koos Bros. (47 NJ  Super 224 (App Div 1957); p. 40) Hoddeson ordered furniture from a supposed salesman in a furniture store, paid cash, didn’t get a receipt. When checked back later, no record of order; appeared the salesman was a con artist who walked off with the cash. Court found furniture store liable for the order because it was the proprietor’s duty to protect its customers from such con artists.
xviii. Types of authority: “(1) express or real authority which as been definitely granted; (2) implied authority […] to do all that is proper, customarily incidental and reasonably appropriate to the exercise of the authority granted; and (3) apparent authority, such as where the principal by words, conduct, or other indicative manifestations has ‘held out’ the person to be the agent.” Hoddeson v. Koos Bros. (47 NJ  Super 224 (App Div 1957); p. 40)

xix. If an agent wishes to avoid liability as a party to a contract, it is the agent’s duty to reveal the existence and identity of the principal. If the principal is non- or partially disclosed, the agent is liable as a party to the contract. It is the agent’s responsibility to reveal the principal, not the third party’s responsibility to discover the existence of the principal. Atlantic Salmon v. Curran (32 Mass App Ct 488 (1992); p. 43) AS sold product to Curran, who was claiming to be an agent of Boston Seafood Exchange., which was actually a “doing business as” for Marketing Designs. Curran never paid AS, and AS sued Curran personally; Court found for AS

c. Liability of the Principal to Third Parties in Tort
i. Servant versus Independent Contractor

1. Respondeat Superior: a master/employer is liable for the torts of its servants/employees. Master/servant relationship exists when (a) servant agrees to work on behalf of the master, AND (b) servant agrees to be subject to master’s control in the manner in which the job is done and not just the result of the job.
2. Servants are not the same as independent contractors. 
a. Agent-type independent contractor: one who agrees to act on behalf of the principal but is not subject to the principal’s control over how the job is done (e.g. carpenter who, with homeowner’s permission, buys lumber for the contracted job on the homeowner’s credit)

b. Non-agent independent contractor: one who operates independently and enters into arm’s-length transactions with other (e.g. carpenter who agrees to build a garage for a homeowner)

3. Humble Oil v. Martin (148 Tex 175 (1949); p. 48) Woman left car at Humble, a station operated by Schneider, for repair and it rolled into the street and hit Martin. Martin sued Humble, who argued no liability because Schneider not Humble’s agent. Court disagreed, found master-servant relationship.
4. A franchisor may be held to have actual agency relationship with its franchisee when the franchiser controls, or has the right to control, the franchisee’s business. Hoover v. Sun Oil (58 Del. 553 (1965); p. 50) Sun Oil owned a gas station operated by Barron. Station employee attended a car, which caught fire; Sun Oil was sued for damages. Court found no liability, relationship more like landlord/tenant than master/servant. 

5. “When an agreement, considered as a whole, establishes an agency relationship, the parties cannot effectively disclaim it by formal consent.” Murphy v. Holiday Inns (216 Va. 490 (1975); p. 53) Murphy was staying at a Holiday Inn, operated by a franchisee, when she slipped and fell. Sued franchiser. Court held that no master/servant relationship existed. 
6. “In determining whether a contract establishes an agency relationship, the critical test is the nature and extent of the control agreed upon.” Murphy v. Holiday Inns (216 Va. 490 (1975); p. 53)

7. A franchise contract “does not insulate the contracting parties from an agency relationship. If a franchise contract so regulates the activities of the franchisee as to vest the franchiser with control within the definition of the agency, the agency relationship arises even though the parties expressly deny it.” Murphy v. Holiday Inns (216 Va. 490 (1975); p. 53)

8. If a franchise agreement “goes beyond the state of setting standards, and allocates to the franchiser the right to exercise control over the daily operations of the franchise, an agency relationship exists. Billops v. Magness Construction Co. (391 A.2d 196 (Del Supp 1978); p. 58) Billops rented a conference room at the Hilton, paid in full, got receipt, but on day of conference Hilton staff demanded more money and disrupted event when Billops refused. Billops sued franchiser. Court held that franchisee was the agent of the franchisor, so liable for staff’s actions. 

9. “Manifestations by the alleged principal which create a reasonable belief in a third party that the alleged agent is authorized to bind the principal create an apparent agency from which spring the same legal consequences as those which result from actual agency.” Billops v. Magness Construction Co. (391 A.2d 196 (Del Supp 1978); p. 58)

10. “What is reasonable foreseeable [in the context of respondeat superior] is quite a different thing from the foreseeably unreasonable risk of harm that spells negligence. […] The employer should be held to expect risks […] which arise out of and in the course of his employment and labor.” Ira Bushey & Sons v. US (398 F2d 167 (2d Cir 1968); p. 61) Navy sailor went out on shore leave, got drunk, came back to ship, opened valves, boat slid, dock damaged. Dock owner sued US as principal. Court held that master/servant relationship existed, so gov’t responsible, even though the actions causing damage were outside scope of sailor’s employment, because they were reasonably foreseeable.

11. “Restatement § 228(2) provides that a servant’s use of force against another is within the scope of employment if the use of force is not unexpectable by the master.” Manning v. Grimsley 643 F2d 20 (1st Cir. 1981); p. 66) Pitcher at a baseball game was being heckled, threw ball at crowd. Ball went through fence, hit Manning, who sued pitcher and the team (employer). Court held for plaintiff.
12. “To establish an agency relationship between [a franchiser and franchisees], the plaintiffs must show that [the franchiser] has given consent for the branded stores to act on its behalf and that the branded stores are [subject to franchiser’s control].” Arguello v. Conoco (207 F3d 803 (5th Cir. 2000); p. 69) Class action against Conoco for acts of racial discrimination at Conoco-brand gas stations. Court held there was no agency relationship between Conoco Inc. and the branded gas stations. 
13. An employer can’t be found to have ratified an employee’s actions unless employer knew of the act and adopted, confirmed, or failed to repudiate it. Arguello v. Conoco (207 F3d 803 (5th Cir. 2000); p. 69)

14. A principal is not liable for the negligence of the contractor during the performance of the contract unless the principal retains control over the “means and manner” of the work being contracted for, if the principal hires an incompetent contractor, or if the work contracted for constitutes a nuisance.” Majestic Realty v. Toti Contracting (30 NJ 425 (1959); p. 76) Majestic owned \buildings adjacent to property owned by Authority, who hired Toti to demolish one of its buildings. In the process, Toti negligently demolished one of Majestic’s buildings. Court found Authority liable for the acts of its independent contractor because the work contracted for was a per se nuisance.

15. “If a servant takes advantage of his service and violates his duty of honesty and good faith to make a profit for himself […] then he is accountable for it to his master.” Reading v. Regem (2 KB 268 (1948); p. 81) British soldier earned extra money by acting as a security guard for presumably illegal activities; wore his uniform while doing so. Crown discovered the bribery and claimed the money as his principal. Court upheld the seizure.  
16. If an agent violates his duty to his principal and engages in business practices for which he earns a secret profit, he must account to his principal the amount illegally received. General Automotive v. Singer (19 Wis.2d 528 (1963); p. 84) GA employed Singer, who did rainmaking for GA; when he knew GA was booked, would refer clients to competitors and get kickbacks. Court held Singer owed to GA the profits he made because he violated his fiduciary duty as GA’s agent.

17. “Even where a solicitor of business does not operate fraudulently under the banner of his former employer, he still may not solicit the latter’s customers who are not openly engaged in business in advertised locations or whose availability as patrons cannot readily be ascertained but whose trade and patronage have been secured by years of business effort and advertising, and the expenditure of time and money […]” Town & Country House v. Newbery (3 NY2d 554 (1958); p. 88) Newbery worked for T&C, broke away and started competing business; T&C sued for unfair competition. Court held for T&C.
II. Partnerships 

a. Partnership Generally
i. A partnership is an association of “two or more persons to carry on as co-owners a business for profit.” Uniform Partnership Act (1914) § 7.
ii. Sharing in profits is prima facie evidence of the existence of a partnership, but not if the profits are received by a party as employee wages, as rent, as annuity to the representative of a deceased partnter, as interest on a loan, or as consideration for a sale. Uniform Partnership Act (1914) § 7. 
iii. Joint tenancy or common ownership does not establish by itself a partnership, whether or not the co-owners share in profits from the property.  Uniform Partnership Act (1914) § 7.
iv. Parties who are not partners to each other are not partners as to third parties.  Uniform Partnership Act (1914) § 7(1).
v. Partnership by estoppel: A party who represents himself, or permits another to represent him, to a third party as a partner (whether to a partnership or to others who aren’t in a partnership), is liable to the third party who, in reliance on the representation, gives credit to the partnership.  Uniform Partnership Act (1914) § 16(1).
vi. Elements relevant to determining if a partnership exists: intent of the parties, right to share in profits, obligation to share in losses, sharing ownership and control of property and business, language in the agreement, conduct towards third parties, and rights upon dissolution. Fenwick v. Unemployment Compensation Comm. (133 NJL 295 (1945); p. 92) Fenwick and Chesire drew up a contract under which Chesire would work for Fenwick, who retained control of business, but the K called the two partners. Court held the K was an employment agreement, not partnership.
vii. To prove a partnership, parties may introduce as evidence a written agreement, testimony as to an oral agreement, or circumstantial evidence. Martin v. Peyton (246 NY 213 (1927); p. 97) A banker-broker firm, KN&K, was in financial difficulties, and Peyton et al. offered to become partners in the business. That offer was rejected, but a new agreement arose in which Peyton et al. would lend KN&K money, receive speculative stock in return, and also get 40% of profits till loan repaid; Peyton et al. had rights to inspect KN&K’s books and veto any proposals deemed too speculative. Court determined this arrangement was not a partnership.
viii. Because a partnership can be created even in the absence of a partnership contract, the existence or non-existence of a partnership must be evaluated in light of the totality of the circumstances. Southex Exhibitions v. Rhode Island Builders Assn. (279 F3d 94 (1st Cir. 2002); p. 102) Agreement between RIBA and SEM on home shows; each party had rights and obligations, profits were to be shared, and agreement called the parties partners. Southex acquired SEM’s interest, disagreement over terms with RIBA, and RIBA dissolved agreement. Court held agreement was not a partnership.
ix. Partnership by estoppel – see UPA sections quoted above. Young v. Jones (816 F.Supp. 1070 (DSC 1992); p. 107) Plaintiffs made an investment deposit on the basis of a financial statement that was later found to be falsified. The statement had been certified by a Bahamian accounting firm identified in the audit letter as Price Waterhouse. Plaintiffs claimed PW-Bahamas and PW-US operated as a partnership; defendants argued they are separate organizations. Court found no evidence that investment made on belief of a partnership between PW-Bahamas and PW-US, so no partnership by estoppel. 
b. Fiduciary Obligations of Partners
i. The duty of loyalty a partner owes to the partnership and the partners is limited to (1) accounting to and holding as trustee for the partnership any property, profit, or benefit derived from partnership business, (2) refraining from dealing with the partnership as or on behalf of a party with interests adverse to the partnership, and (3) refraining from competing with the partnership.  Revised Uniform Partnership Act (1994) § 404(b).
ii. “A partner’s duty of care to the partnership and the other partners in the conducting 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 the law.” Revised Uniform Partnership Act (1994) § 404(c).
iii. “Unless authorized by the other partners, […] one or more but less than all the partners have no authority to do any […] act would would make it impossible to carry on the ordinary business of the partnership.” Uniform Partnership Act (1914) § 9(c)(3).
iv. Dissolution is caused, without violation of the partnership agreement, by the expulsion of any partner from the partnership in accordance with the power to do so granted under the partnership agreement. Uniform Partnership Act (1914) § 38.
v. A partner has an obligation to disclose, upon demand, “true and full information of all things affecting the partnership to any partner.” Uniform Partnership Act (1914) § 20.
vi. “Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty.” Meinhard v. Salmon (249 NY 458 (1928); p. 111) Salmon and Meinhard  created joint venture in a business in property leased to Salmon by Gerry; parties agree that Salmon and Meinhard were partners with fiduciary duties to each other. At time of lease renewal, Salmon entered into a new agreement with Gerry without informing Meinhard of the new agreement or including him as a partner in it. Meinhard argued for a piece of the new agreement. Court agreed found Salmon had violated fiduciary duty to Meinhard. 
vii. “A partner is a fiduciary of his partners, but not of his former partners, for the withdrawal of a partner terminates the partnership as to him.” Bane v. Ferguson (890 F2d 11 (7th Cir. 1989); p. 117) Bane, a lawyer at ILB when it adopted a retirement plan, retired and received pension benefits under the plan. Later, ILB merged and the merged firm went under, causing cessation of the pension plan. Bane sued, claiming ILB’s managing council violated its duty to him. Court found no fiduciary duty to a retired partner. 
viii. Partners owe each other a fiduciary duty of “the utmost good faith and loyalty […] As a fiduciary, a partner must consider his or her partners’ welfare, and refrain from acting for purely private gain.” Meehan v. Shaughnessy (404 Mass. 419 (1989); p. 119) Meehan et al. were partners at PCD, left to start their own firm, and then sued PCD, claiming PCD owed them money under the partnership agreement. PCD counterclaimed, claiming breach of fiduciary duty and tortious interference. Court found Meehan et al. had acted improperly in the way they solicited clients from PCD; remanded for further findings.
ix. A fiduciary may plan to compete with the partnership so long as in the planning, he does not otherwise violate his duties to the partnership. Meehan v. Shaughnessy (404 Mass. 419 (1989); p. 119)

x. “Where the remaining partners in a firm deem it necessary to expel a partner under a no cause expulsion clause in a partnership agreement freely negotiated and entered into, the expelling partners act in “good faith” regardless of motivation if that act does not cause a wrongful withholding of money or property legally due the expelled partner at the time he is expelled.” Lawlis v. Kightlinger & Gray (562 NE2d 435 (Ind.App. 1990); p. 127) Lawlis, a partner at K&G, told partners he was an alcoholic. Agreement drafted under which he’d get treatment and retain his partnership position; agreement specified no second chances. He started drinking again and partners did give him a second chance, but then fired him, with severance, two years later. Lawlis sued, claiming breach of fiduciary duty. Court disagreed, found no breach.
c. Partnership Property
i. Co-partners do not own any asset of the partnership; the partnership owns the asset and the partners own interest in the partnership. Their interest is an undivided interest, a pro rata share of the net value of the partnership. Putnam v. Shoaf (620 SW2d 510 (Ct.App.Tenn. 1981); p. 134) Putnam sold her partnership interest in a failing business to Shoaf. Business later recovered a substantial judgment against a thieving employee; Putnam sued, claiming the money paid to partner Shoaf rightfully belonged to Putnam. Court disagreed; holding that she sold her partnership interest and therefore any rights she had in the business.
ii. A partner’s possessory right does not exist absent the partnership. Putnam v. Shoaf (620 SW2d 510 (Ct.App.Tenn. 1981); p. 134)
d.  Rights of Partners in Management
i. “What either partner does with a third person is binding on the partnership.” National Biscuit Co. v. Stroud (249 NC 467 (1959); p. 142) Stroud and Freeman partners in a grocery store. Stroud said he’d no longer be liable for purchases made from NBC, Freeman made purchases anyway, but Stroud wouldn’t pay. Court found Stroud was liable because Freeman’s actions were within the scope of the partnership and Stroud, not being a majority of partners, couldn’t prevent Freeman from acting.
ii. “Every partner is an agent of the partnership […] [and] all partners are jointly and severally liable for the acts and obligations of the partnership,” unless the partner has no authority to act in that particular matter and the third party knows of the restriction. National Biscuit Co. v. Stroud (249 NC 467 (1959); p. 142) (emphasis added)
iii. Business differences regarding ordinary partnership business may be decided by a majority of partners, and an act in contravention of such an agreement shall not bind the partnership unless the act was agreed to by all partners. National Biscuit Co. v. Stroud (249 NC 467 (1959); starts on p. 142) (emphasis added)
iv. Business differences regarding ordinary partnership business may be decided by a majority of partners, provided that the partners have no other agreement speaking to the issues.  Summers v. Dooley (94 Id. 87 (1971); starts on p. 144) Summers and Dooley partners in a garbage removal business and did the work themselves. S wanted to hire a third person, D said no, S did it anyway, and D refused to pay the third guy from partnership funds. S sued.  Court found D couldn’t be held liable because a majority of partners hadn’t consented to the action
1. Note: Summers seems to contradict National Biscuit. Both dealt with two-partner businesses, but National Biscuit upheld liability to the non-consenting partner, and Summers did not. The difference appears to be that in National Biscuit, the non-consenting partner wanted to change the partnership’s pattern of behavior (i.e., stop ordering from NBC) whereas in Summers the non-consenting partner wanted to keep things as they were (i.e., no employee hired). 
v. “The essence of a breach of fiduciary duty between partners is that one partner has advantaged himself at the expense of the firm.”  Day v. Sidley & Austin (394 F.Supp. 986 (DDC 1975); p. 146) Day was a partner at S&A. E-board announced merger plans, partners (including Day) voted to approve. After merger, Day’s office location moved and he was made co-chair, rather than chair, of his office. He sued. Court found he had no rights to what he lost under his partnership K, and merger was allowed under the partnership K, so no violation of fiduciary duty. 
vi. “The basic fiduciary duties are: 1) a partner must account for any profit acquired in a manner injurious to the interests of the partnership, such as commissions or purchases on the sale of partnership property; 2) a partner cannot without the consent of the other partners, acquire for himself a partnership asset, nor may he divert to his own use a partnership opportunity; and 3) he must not compete with the partnership within the scope of the business.”  Day v. Sidley & Austin (394 F.Supp. 986 (DDC 1975); p. 146)
e. Partnership Dissolution
i. Courts shall decree a partnership dissolved upon application by a partner when it can be shown that a partner “has been guilty of such conduct as tends to affect prejudicially the carrying on of the business,” that a partner willfully or persistently breaches the partnership agreement, or that any other circumstances exist that make dissolution an equitable solution. Uniform Partnership Act (1914) § 32.
ii. When a partnership contract does not specify a definite term or particular undertaking, the partnership may be dissolved at the will of any partner. Uniform Partnership Act (1914).
iii. When a partner or partners dissolve a partnership in a manner not in accord with the partnership agreement, partners who didn’t cause the wrongful dissolution have the right to damages for breach and the right to continue the partnership business if they wish, provided they pay the dissolving partners for their interest in the partnership at the time of dissolution, less any damages caused by the wrongfully-dissolving partners.  Uniform Partnership Act (1914) § 38.
iv. If a partner withdraws in a manner not in accord with the partnership agreement, the partnership isn’t necessarily dissolved. If it isn’t, the remaining partners must buy out the withdrawing partner for his/her interests in the partnership assets, less any damages for wrongful withdrawal. Revised Uniform Partnership Act (1997) § 701.
v. “Each partner is entitled to an equal share of the partnership profits and is chargeable with a share of partnership losses in proportion to the partner’s share of the profits.” Revised Uniform Partnership Act (1997) § 401(b)
vi. Dissolution upon bad acts by a partner – see UPA § 32 above. Owen v. Cohen (19 Cal.2d 147 (1941); p. 154) Partnership in bowling alley; one partner managed and one partner financed. Disagreement over how business to be run; conflicts affected profitability. Owen (financing partner) sued for dissolution. Court found Cohen at fault for the disharmony and ordered dissolution.
vii. “[T]here is no such thing as an indissoluble partnership only in the sense that there always exists the power, as oppose to the right, of dissolution. But the legal right to dissolution rests in equity, as does the right to relief from the provisions of any legal contract.” Collins v. Lewis (283 SW2d 258 (Tex Ct App 1955); p. 157) Partnership agreement to open café; Collins to finance and Lewis to manage. Cost overruns in preparing to open and in running the business; Collins said Lewis mismanaged and Lewis said Collins micromanaged. Collins sued for dissolution. Court found that under the partnership agreement, dissolution proper only if and when Lewis failed to pay Collins back on the agreed-upon terms. Lewis hadn’t breached the terms, so dissolution not granted on those grounds; further, by refusing to make the mortgage payment, Collins was actually in breach. 
viii. “A partner at will is not bound to remain in a partnership, regardless of whether the business is profitable or unprofitable.” Exercising the power to dissolve, however, must be exercised pursuant to the fiduciary duty of good faith. Page v. Page (55 Cal.2d 192 (1961); p. 162) Partnership in linen business initially unprofitable. Major creditor a corporation owned by one partner, plaintiff here. Partnership turned profitable, but P still wanted to dissolve. Court found that there was no definite term specified in the partnership K, so P could dissolve at will. 
ix. A partnership at will may be dissolved when a partner is frozen out or excludes from the “management and affairs of the partnership.” Prentiss v. Sheffel (20 Ariz. App. 411 (1973); p. 165) Three-person partnership-at-will. Two partners excluded the third from business decisions  (as court found, because they couldn’t work well together, not out of bad faith attempt to acquire business). Partnership was declared dissolved by the courts; those two partners then purchased partnership assets from the court-ordered sale. Court held such a purchase was proper. 
x. A partner is not prohibited from bidding on partnership assets at a judicially-ordered sale. Prentiss v. Sheffel (20 Ariz. App. 411 (1973); p. 165)
xi. “There is no relation of trust or confidence known to the law that requires of the parties a higher degree of good faith than that of a partnership. Nothing less than absolute fairness will suffice.” Monin v. Monin (785 SW2d 499 (Ky App 1989); p. 168) Brothers Sonny and Charles had a partnership to haul milk; the major asset was their contract with Dairymen. Sonny told Charles he wanted to dissolve; also notified Dairymen of contract termination and said he wanted to bid on new K, but didn’t tell Charles that. Sonny and Charles had private auction of assets (equipment, routs, and non-compete agreement), Charles won, but Dairymen hired Sonny. Charles sued, arguing breach of fiduciary duty. Court agreed.
xii. Dissolution in contravention of partnership agreement – see UPA § 38 above. Pav-Saver v. Vasso (143 IllApp3d 1013 (1986); p. 171) Pav-Saver a partnership formed by Dale (contributing work), PSC (contributing patents and trademarks), and Meersman (contributing money). This agreement dissolved and replaced with identical one between PSC and Vasso. PSC tried to terminate pursuant to agreement, Vasso physically ousted Dale and assumed management, and PSC sued for dissolution and a return of its patents and trademarks. Court found PSC wrongfully dissolved, Vasso could continue the business and keep the trademarks, and PSC would get liquidated damages. 
xiii. Partners are presumed to have intended to share equally in the profit and loss of the partnership business, regardless of any inequality in money fronted by the partners, absent agreement to the contrary. Kovacik v. Reed (49 Cal.2d 166 (1957); p. 177) Contracting partnership, Reed to superintend and share in profits, Kovacik to finance. No specification on what would happen if lost money on the contracting job. Job did lose money and Kovacik sued when Reed refused to pay Kovacik half the loss. Court found Reed not liable for losses.
xiv. When one partner contributes money and another labor, “neither party is liable to the other for contribution for any loss sustained. Thus, upon loss of the money the party who contributed it is not entitled to recover any part of it from the party who contributed only services.” Kovacik v. Reed (49 Cal.2d 166 (1957); p. 177)
1. Note: this holding of Kovacik is specifically rejected by the Revised Uniform Partnerhship Act § 401(b). 
xv. When a partner dies, retires, resigns, or goes insane, the remaining partners may continue the business provided they purchase the interest of the withdrawing partner according to the buyout provision in the Articles of Partnership – the partner’s capital account plus the average of the prior three years’ profits/gains actually paid to the partner. G&S Investments v. Belman (145 Ariz. 258 (1984); p. 181) Partnership in apartment complex. One partner got involved in drugs, rarely worked, and when did, pushed for bad investments. Partners sued to dissolve; while suit was pending, that partner died. Court held that the filing for dissolution was not an effected dissolution, but the partner’s wrongful conduct gave the court power to dissolve, and partners had to buy out the partner’s interest. 
xvi. “[A]bsent a contrary agreement, any income generated through the winding up of unfinished business [of a dissolving partnership] is allocated to the former partners according to their respective interests in the partnership.” Jewel v. Boxer (156 Cal.App.3d 171 (1984); p. 185) Law firm dissolved; partners formed new firms. Had no K on what to do with fees incoming from active cases of the old partnership. Court held fees were to be allocated among former partners based on their partnership interests.
xvii. “[A] partner who separates his or her practice from that of the firm receives (1) the right to his or her capital contribution, (2) the right to a share of the net income to which the dissolved partnership is currently entitled, and (3) the right to a portion of the firm’s unfinished business, and in exchange gives up all other rights in the dissolved firm’s remaining assets.” Meehan v. Shaughnessy (404 Mass. 419 (1989): facts on p.119, this segment starts on p. 190) Partners in a law firm left, formed own firm, solicited clients from old firm. Court held the withdrawing partners violated fiduciary duty, and remaining partners had the right to payment of a fair charge for any case removed from their firm.
f. Limited Partnerships
i. “A limited partner shall not become liable as a general partner, unless, in addition to the exercise of his rights and powers as a limited partner, he takes part in the control of the business.” Holzman v. De Escamilla (86 Cal.App.2d 858 (1948); starts on p. 196) Limited partnership went into bankruptcy. Limited partners participated in decision-making, wrote checks, had to countersign general partners’ checks. Court held that the limited partners were general partners in fact and thus liable for partnership’s debt.
III. The Nature of the Corporation
a. Promoters and the Corporate Entity
i. “One who contracts with what he acknowledges to be and treats as a corporation, incurring obligations in its favor, is estopped from denying its corporate existence, particularly when the obligations are sought to be enforced.” Southern-Gulf Marine v. Camcraft (410 So.2d 1181 (La.App. 1982); p. 201) Letter of agreement that Camcraft would build a ship for SGM specified that SGM was a US corporation. SGM not actually incorporated at the time of the K, later incorporated in Cayman Islands; SGM informed Camcraft of its Cayman incorporation. Camcraft didn’t deliver the boat, SGM sued, and Camcraft argued K void b/c of the incorporation issue. Court held for SGM, said Camcraft’s substantial rights not affected by the issue.
ii. “[A party], having given its promise […] should not be permitted to escape performance by raising an issue as to the character of the organization to which it is obligated, unless its substantial rights might thereby be affected.” Southern-Gulf Marine v. Camcraft (410 So.2d 1181 (La.App. 1982); p. 201)
b. The Corporate Entity and Limited Liability
i. Piercing the corporate veil is allowed whenever necessary “to prevent fraud or to achieve equity. […] [W]henever anyone uses control of the corporation to further his own, rather than the corporations business, he will be liable for the corporations acts.” Walkovsky v. Carlton (18 NY2d 414 (1966); p. 206) Plaintiff run over by a cab, which was owned by a corporation whose sole stockholder owned ten like corporations, each with a couple cabs. Plaintiff sued stockholder, claiming the fractured corporate entity was an attempt to defraud the public. Court disagreed, said there was no cause of action to pierce veil.
ii. There are two requirements that must be met before the corporate veil can be pierced: such a “unity of interest and ownership” that the corporation and the individual are not separate personalities, and circumstances are such that not piercing the veil would “sanction a fraud or promote injustice.” Sea-Land Services v. Pepper Source (941 F2d 519 (7th Cir. 1991); p. 211) SLS shipped peppers for PS, who didn’t pay its bill and later was dissolved. SLS sued, attempting to pierce corporate veil and get payment from stockholder; SLS was also attempting to reverse-pierce defendant’s other corporations. Court found first part of test satisfied, remanded for findings on the second part.
iii. There are four factors involved in reverse-piercing: “(1) failure to maintain adequate corporate records or to comply with corporate formalities, (2) the commingling of funds or assets, (3) undercapitalization, and (4) one corporation treating the assets of another corporation as its own.” Sea-Land Services v. Pepper Source (941 F2d 519 (7th Cir. 1991); p. 211)
iv. A third prong (in addition to unity of interest/ownership and sanctioning fraud/promoting injustice prongs) may apply. If it is reasonable under the circumstances for a particular type of party, a financial or lending institution, to do a credit check of the corporation, and such a check would have revealed the undercapitalization, that party is deemed to have assumed the risk of undercapitalization. Kinney Shoe Corp. v. Polan (939 F2d 209 (4th Cir. 1991); p. 217) Polan formed two corporations, Industrial and PI; neither had officers nor held meetings; both were undercapitalized. Kinney leased building to Industrial, which subleased to PI. Kinney sued for unpaid rent, attempted to pierce veil, hold Polan liable. Court agreed piercing veil was appropriate.
v. “Grossly inadequate capitalization combined with disregard of corporate formalities, causing basic unfairness, are sufficient to pierce the corporate veil in order to hold liable the shareholder(s) […]” Kinney Shoe Corp. v. Polan (939 F2d 209 (4th Cir. 1991); p. 217)
vi. “[A] parent corporation is expected – indeed, required – to exert some control over its subsidiary. Limited liability is the rule, not the exception. […] However, when a corporation is so controlled as to be the alter ego or mere instrumentality of its stockholder, the corporate form may be disregarded in the interests of justice.” In re Silicone Gel Breat Implants Product Liability Litigation (887 F.Supp. 1447 (NDAla. 1995); p. 221) Bristol bought MEC; they had a parent-subsidiary relationship and Bristol was involved in MEC’s day-to-day business. MEC eventually shut down by Bristol. MEC was sued in tort over breast implants; plaintiffs wanted to pierce veil and go after Bristol. Court found it couldn’t grant summary judgment to Bristol, issue of “alter ego” to be decided by jury.
vii. To determine if a subsidiary is merely the alter ego of the parent, the court must evaluate the totality of the circumstances, considering factors like: if they have directors or officers in common, if they file consolidated taxes, if the subsidiary is undercapitalized, if the subsidiary gets all its business from the parent, if the parent uses the subsidiary’s property for its own, if the parent pays expenses or wages for the subsidiary, if their daily operations are commingled. In re Silicone Gel Breat Implants Product Liability Litigation (887 F.Supp. 1447 (Ala. 1995); p. 221)
viii. When determining if veil-piercing is appropriate in a parent-subsidiary situation, no showing of fraud is required under Delaware law. In re Silicone Gel Breat Implants Product Liability Litigation (887 F.Supp. 1447 (Ala. 1995); p. 221)
ix. “[L]imited partners do not incur general liability for the limited partnership’s obligations simply because they are officers, directors, or shareholders of the corporate general partner.” Frigidaire Sales Corp. v. Union Properties (88 Wash2d 400 (1977); p. 229) Mannon and Baxter limited partners in Commercial and also directors and shareholders of Union. Union was Commercial’s only general partner. Commercial breached contract with Frigidaire, who sued and tried to pierce Commercial’s and Union’s veils. Court refused to pierce veil, found that Mannon and Baxter “scrupulously separated” their actions on behalf of Union from their personal actions, and Frigidaire never had cause to believe Mannon and Baxter were general partners in Commercial. 
c. Shareholder Derivative Actions
i. “[A] stockholder who brings suit on a cause of action derived from the corporation assumes a position […] of a fiduciary character. He sues, not for himself alone, but as a representative of a class […] [The state is not obliged] to place its litigating and adjudicating process at the disposal of such a representative, at least not without imposing standards of responsibility, liability, and accountability which it considers will protect the interests he elects himself to represent.” Cohen v. Beneficial Industrial Loan (337 U.S. 541 (1949); p. 232) Cohen, owner of .0125% of BIL stock, alleged corporate mismanagement, filed shareholder derivative suit. State law required shareholders owning so little stock to post bond for corporation’s defense costs in case shareholders lose; P challenged law. Court found law a reasonable exercise of state power.
ii. “[I]f the injury is one to the plaintiff as a stockholder and to him individually and not to the corporation, the suit is individual in nature and may take the form of a representative class action.” Eisenberg v. Flying Tiger Lane (451 F2d 267 (2d Cir. 1971); p. 236) Suit to prevent merger and reorganization. Corporation demanded bond for costs, pursuant to state law on shareholder derivative suits. Court held the action was personal, not a shareholder derivative, so no bond required.
iii. When the plaintiff is charging that management is interfering with the rights and privileges of stockholders and is not challenging management’s acts on behalf of the corporation, securities for costs cannot be required. Eisenberg v. Flying Tiger Lane (451 F2d 267 (2d Cir. 1971); p. 236)
iv. “Directors may not delegate duties which lie at the heart of the management of the corporation.” However, “an informed decision to delegate a task is as much an exercise of business judgment as any other […] [and] business decisions are not an abdication of directorial authority merely because they limit a board’s freedom of future action.” Grimes v. Donald (673 A.2d 1207 (Del.Sup.Ct. 1996); p. 241) Grimes, shareholder in DSC, believed employment agreement between DSC and Donald, CEO, was bad. Grimes asked Board to abrogate the agreements; Board refused. Grimes attempted shareholder derivative suit and claimed that his suit was excused from legal requirement of asking Board to sue. Court held employment agreement not an abdication of Board’s duty, and Grimes couldn’t argue his suit was excused when he had asked and had been refused. 
v. When a claim of harm belongs to the corporation, it is the corporation, through the Board, that must decide whether or not to pursue the claim. Shareholder derivative actions impinge on the Board’s managerial freedom; therefore, when a shareholder files a derivative action, he/she must show either Board rejection of his/her pre-suit demand, or justification why demand wasn’t made (AKA excusal). Grimes v. Donald (673 A.2d 1207 (Del.Sup.Ct. 1996); p. 241)
vi. “The basis for claiming excusal would normally be that: (1) a majority of the board has a material financial or familial interest; (2) a majority of the board is incapable of acting independently […]; or (3) the underlying transaction is not the product of a valid exercise of business judgment.” Grimes v. Donald (673 A.2d 1207 (Del.Sup.Ct. 1996); p. 241)
vii. Demand may be excused for futility when a complaint alleges that a majority of the Board have interests (either self-interest or loss of independence of a non-self-interested director because of control by a self-interested director) in the challenged transaction, or that a majority of the Board wasn’t fully informed of about the transaction, or that the challenged transaction was so egregious as to not be a product of sound business judgment. Marx v. Akers (644 NYS2d 121 (1996); starts on p. 249) Marx filed shareholder derivative suit without pre-suit demand as required by state law; suit alleged waste of corporate assets and self-dealing by directors. Court found demand excused, but complaint dismissed because there was no wrong to corporation. 
d. The Role of Special Committees
i. Courts are not equipped to evaluate “what are and must be essentially business judgments.” Auerbach v. Bennett (47 NY2d 619 (1979); p. 256) GTE management conducted internal investigation of contributions to politicians, gave results of investigation to Board. Outside auditor hired, found wrongdoing. Report made to SEC and shareholders. Board created litigation committee to determine what action should be taken on behalf of corporation. After more investigation, committee decided not to litigate. Court found Board and its committee acted properly and its decision not to litigate was protected by business judgment rule.
ii. Stockholders, as a general rule, cannot be allowed “to invade the discretionary field committed to the judgment of the directors and sue in the corporation’s behalf when the managing body refuses.” Zapata Corp v. Maldonado (430 A.2d 779 (Del. 1981); p. 261) Board created investigation committee that recommended action be dismissed. Court remanded for further fact-finding on independence and good faith of the committee.
iii. If the Board wrongfully refuses action, a shareholder may have the right to initiate action and may sue on behalf of the corporation without demand, when it is apparent that demand is futile.  Zapata Corp v. Maldonado (430 A.2d 779 (Del. 1981); p. 261)
iv. A Board may legally delegate authority to a committee of disinterested directors when the Board finds that it is tainted by the self-interest of a majority of directors. Zapata Corp v. Maldonado (430 A.2d 779 (Del. 1981); p. 261)
v. An action must be dismissed if a committee of independent and disinterested directors conducted a proper review, considered a variety of factors and reached a good-faith business judgment that the action was not in the best interest of the corporation. Zapata Corp v. Maldonado (430 A.2d 779 (Del. 1981); p. 261)
e. The Role and Purposes of Corporations
i. A corporation may participate in the creation and maintenance of community, charitable, and philanthropic funds as the directors deem appropriate and will, in their judgment, contribute to the protection of corporate interests. AP Smith Mfg. v. Barlow (13 NJ 145 (1953); p. 270) Corporation wanted to donate to Princeton University; shareholders objected. Court upheld corporation’s judgment to donate.
ii. Directors have the power to declare the amount and frequencies of dividends, and courts will not interfere in those decisions unless it is clear the directors are guilty of fraud, misappropriation, or that they are refusing to declare a dividend when the corporation has a surplus of net profit and can distribute it to shareholders without detriment to the business AND such a refusal is such an abuse of discretion as to amount to fraud or breach of good faith to shareholders. Dodge v. Ford Motor Co. (204 Mich. 459 (1919); p. 276) Ford was a very profitable car maker; Dodge owned 10%. Ford cancelled its special dividends program in favor of a reinvestment policy. Dodge objected, offered its 10% for sale to Ford, who refused. Dodge sued, alleging the new policies were an abuse of discretion. Court partially agreed, ordering dividend paid but allowing some reinvestment.
iii. It is not the function of the courts to resolve a corporation’s questions of policy and management, and the judgment of directors will be accepted by the courts unless those decisions are shown to be tainted by fraud. Shlensky v. Wrigley (95 Ill.App.2d 173 (1968); p. 281) Wrigley, owner of Chicago Cubs, refused to have night games on Wrigley field. Shlensky, a shareholder, sued, claiming decision was an abuse of discretion, and didn’t initiate demand, claiming Board capture by Wrigley. Court gave deference to Board, dismissed Shlensky’s suit.
IV. The Duties of Officers, Directors, and Insiders 

a. The Duty of Care
i. “Courts will not interfere with [the business judgment of the Board] unless it first be made to appear that the directors have acted or are about to act in bad faith and for a dishonest purpose. […] More than imprudence or mistaken judgment must be shown.” “Kamin v. American Express Co. (383 NYS2d 807 (1976); p. 316) AE bought shares in DLJ, ended up losing most of its investment. Declared a special dividend to distribute DLJ shares in kind. Shareholder derivative suit arguing that the shares should instead be sold for the tax advantages; AE refused and dividend was paid. Court found for AE, said no bad faith in AE decision.
ii. “The determination of whether a business judgment is an informed one turns on whether the directors have informed themselves, prior to making a business decision, of all material information reasonably available to them. […] the concept of gross negligence is the proper standard for determining whether a business judgment reached by a board of directors was an informed one.” Smith v. Van Gorkom (488 A2d 858 (Del.Sup.Ct. 1985); p.320) Trans Union’s CEO, Van Gorkom, approached Pritzker with proposal to sell Trans Union; CEO didn’t inform Board, just company controller. Pritzker set up deal and CEO took it to management, who hated it; CEO took it to Board anyway, and merger went through. Shareholders sued; Court found for shareholders, saying Board’s decision wasn’t an informed one.
iii. The business judgment rule presumes that, when making a business decision, the directors are informed and take the action in the belief that the action is in the best interests of the corporation. This rule applies when there is no evidence of fraud, bad faith (authorizing the action for some reason other than to advance the corporation’s welfare), or self-dealing.  In re Walt Disney Co. Derivative Litigation (supplement) Board hired Ovitz as new co. president, he didn’t work well with other management; he was eventually ousted & received the not-for-cause termination payment specified in his contract. Directors believed Eisner had power to fire Ovitz, and Board never voted on the firing or did an investigation to see if cause existed for the firing. Court held Ovitz did not breach his fiduciary duties or commit waste by his being terminated because he was not involved in that decision, and once he was terminated, he was entitled to the termination benefits under his employment contract.
iv. A plaintiff who fails to rebut the presumption of the business judgment rule, is not entitled to any remedy unless the transaction constituted waste, that is, the transaction was so one-sided that no businessperson of sound judgment could conclude the corporation received adequate consideration. In re Walt Disney Co. Derivative Litigation (supplement)
v. Directors must “discharge their duties in good faith and with that degree of diligence, care and skill which ordinary prudent men would exercise under similar circumstances in like positions.” A lack of knowledge about the business or failure to monitor the corporate affairs is not a defense to this requirement. Francis v. United Jersey Bank (87 NJ 15 (1981); p.349) Pritchard inherited 48% interest in reinsurance company; she and her two sons were directors. She wasn’t involved in day-to-day ops and knew almost nothing about the business. Sons misappropriated millions and corporation went into bankruptcy. Court held Pritchard had duty of care and breached it. 
vi. Director liability for breach of duty of care may arise in two contexts: from a Board decision that was ill-advised or negligent, or from “an unconsidered failure of the board to act in circumstances in which due attention would, arguably, have prevented the loss.” In re Caremark International Inc. Derivative Litigation (698 A2d 959 (Del.Ch. 1996); p. 355) Caremark, a health care corporation, had contracts that raised spectre of kickbacks, changed policies to avoid kickback problems. Internal audit revealed compliance with policy, but Caremark tightened procedures anyway. Firm and some officers indicted; shareholder derivative suit alleging breach of duty of care. Court approved settlement for reorganizing Caremark’s supervisory system.   
vii. If a director “exercises a good faith effort to be informed and to exercise appropriate judgment, he or she should be deemed to satisfy fully the duty of attention.”  In re Caremark International Inc. Derivative Litigation (698 A2d 959 (Del.Ch. 1996); p. 355) 
viii. “[A]bsent grounds to suspect deception, neither corporate boards nor senior officers can be charged with wrongdoing simply for assuming the integrity of employees and the honesty of their dealings on the company’s behalf.” In re Caremark International Inc. Derivative Litigation (698 A2d 959 (Del.Ch. 1996); p. 355) 
b. The Duty of Loyalty
i. A director’s personal dealings with the corporation to which he owed fiduciary duty, which may produce a conflict of interest, “are, when challenged, examined with the most scrupulous care, and if there is any evidence of improvidence or oppression, any indication of unfairness or undue advantage, the transactions will be voided.” Bayer v. Beran (49 NYS2d 2 (Sup.Ct. 1944); p. 368) Corporation advertised on a radio program; suit alleged that directors bought the advertising in order to support career of a singer on the program, who was also the wife of the company’s president. Court found no evidence the Board knew the wife was on the program until after the advertising was approved, and there was no evidence of breach of duty in the decision to advertise.
ii. A corporate transaction in which directors had an interest other than that of the corporation is voidable unless the directors can show the transaction was fair and reasonable to the corporation.  Lewis v. SL&E Inc. (629 F2d 764 (2d Cir. 1980); p. 373) Lewis was principal shareholder in SLE and LGT. LGT leased property from SLE, and when lease expired, no new lease; LGT continued paying same rate of rent. Lewis transferred SLE stock to kids (two of whom were SLE officers and shareholders already) with the agreement that if they weren’t also owners of LGT by a certain date, they’d sell their SLE shares to LGT. When date came, one kid refused to sell, believing SLE’s value was lower than it should’ve been due to disarray in SLE management and the low rent LGT was paying. Shareholder derivative suit alleging corporate waste by grossly undercharging LGT. Court agreed, said kid didn’t have to sell stock without an upward adjustment in SLE value to reflect fair rental value of the property to LGT.
iii. A director may not seize for himself, when it would present a conflict of interest between the director and his corporation,  an opportunity which his corporation is financially able to undertake, is in the line of the corporation’s business, is an opportunity in which the corporation has an interest or a reasonable expectancy of interest, and is of practical advantage to the corporation.  Broz v. Cellular Information Systems (673 A2d 148 (Del. 1996); p. 377) Broz owned RFBC, a cell phone service company, and was also on the Board of CIS, a competitor. CIS was in financial difficulty and selling its cell service licenses. A cell service license was available for sale from another ocmpany, and Broz was interested in it. He talked to CIS CEO, who told him CIS didn’t want that license. PriCellular interested in acquiring CIS. Broz and PriCell both put in bids on service license, and CIS knew PriCell was interested in that license. Broz got the license. PriCell completed acquisition of CIS, then sued Broz for breach of duty. Court found Broz had acted properly toward CIS, making sure it wasn’t interested before bidding, and he had no duty to PriCell. 
iv. A parent owes fiduciary duty to its subsidiary in parent-subsidiary dealings. When fiduciary duty is combined with self-dealing – when parent is on both sides of transaction – the intrinsic fairness standard and not the business judgment rule applies. This standard involves “a high degree of fairness and a shift in the burden of proof.” The burden would be on the parent to prove that its dealings with the subsidiary were objectively fair.  Sinclair Oil Corp. v. Levien (280 A2d 717 (Del. 1971); p. 385) Sinven a partially-owned and not wholly independent subsidiary of Sinclair, an oil exploration company. Shareholder derivative suit alleging Sinclair caused Sinven to pay out such excessive dividends that Sinven was harmed. Court found no self-dealing, so business judgment rule applied, and under that rule, dividends were OK.
v. “The majority has the right to control; but when it does so, it occupies a fiduciary relation toward the minority, as much so as the corporation itself or its officers and directors.” Zahn v. Transamerica Corp. (162 F.2d 36 (3d Cir. 1947); p. 389) Transamerica acquired majority of Axton-Fisher Class A and B stock. Shareholder derivative suit claimed Transamerica knew A-F was holding assets valued on the books at $6 million but was actually worth around $20 million, and wanted to seize the value itself, so T redeemed Class A stock for $80/share and then liquidated A-F, selling the asset and keeping the profit. If Class A holders had participated in the liquidation, they would’ve gotten $240/share. Court found self-dealing by Transamerica, so transaction voidable.  
vi. When a majority of shareholders ratify a transaction and dissenting shareholders initiate suit, the burden shifts to the dissenting shareholders “to demonstrate that the terms are so unequal as to amount to a gift or waste of corporate assets.” Fliegler v. Lawrence (361 A.2d 218 (Del. 1976); p. 395) Lawrence, president of Agau, a gold and silver exploration venture, had a leasehold on property. Offered leasehold to Agau, Board decided acquisition not possible at that time, so leasehold transferred to USAC, a closely-held corporation owned by Lawrence. Agau later exercised its option to acquire USAC by delivering shares of Agau in exchange for all issued shares of USAC; this action submitted to shareholders, majority of whom approved. Dissenting shareholders sued. Court found they failed to show the transaction was a waste.
vii. Directors have the fiduciary duty to “disclose fully and fairly all material facts within its control that would have a significant effect upon a stockholder vote.” In re Wheelabrator Technologies Inc. Shareholders Litigation (663 A.2d 1194 (Del.Ch. 1995); p. 398) WMI acquired majority interest in WTI; under the merger agreement, WTI shareholders would get shares in both companies. Merger approved by Board and shareholders. Shareholder suit alleged proxy statement about merger was materially misleading. Court disagreed, found no breach of duty.
viii. Ratification decisions involving the duty of loyalty are those between a corporation and its directors (“interested” transactions), or between a corporation and its controlling shareholder. In the former, an “interested” transaction will not be voidable if approved in good faith by a majority of disinterested stockholders, and the objecting stockholder has the burden of proving that no businessperson of sound judgment would find that the corporation received adequate consideration. In the latter, “in a parent-subsidiary merger the standard of review is ordinarily entire fairness, with the directors having the burden of proving that the merger was entirely fair. But where the merger is conditioned upon receiving “majority of the minority” stockholder vote, and such approval is granted, the standard of review remains entire fairness, but the burden of demonstrating that the merger was unfair shifts to the plaintiff.”  In re Wheelabrator Technologies Inc. Shareholders Litigation (663 A.2d 1194 (Del.Ch. 1995); p. 398)
c. Disclosure and Fairness
i. Securities Act (1933): principally concerned with the primary market, that is, the sale of securities from the issuer to investors. The Securities Act has two goals: mandating disclosure of material information to investors, and preventing fraud.
1. Defines “security” as “any note, stock, treasury stock, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement, […] investment contract, voting trust certificate, […] any put, call, straddle, option, or privilege on any security, certificate of deposit, or group or index of securities […], or in general, any interest or instrument commonly known as a ‘security,’ or any certificate of interest or participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to or purchase, any of the foregoing […]” Securities Act § 2(a)(1)
2. Private placements under Securities Act § 4(2) and Regulation D:
a. Rule 504: if an issuer raises no more than $1 million through securities, it may sell them to an unlimited number of buyers without registering the securities.
b. Rule 505: if an issuer raises no more than $5 million, it may sell to no more than 35 buyers 
c. Rule 506: if issuer raises more than $5 million, it may sell to no more than 35 buyers, and each buyer must pass certain tests of financial sophistication
3. Securities Act § 11: principal express cause of action directed at fraud committed in connection with the sale of securities through the use of a registration statement. § 11 cannot be used in connection with an exempt offering because the material misstatement must be in the registration statement. Defendant carries the burden of proving its misconduct did not cause plaintiff’s damages. There is no privity requirement, so potential defendants are everyone who signed the registration statement, every director at the time the statement became effective, and every expert involved in statement’s preparation.
4. Securities Act § 12(a)(1): imposes strict liability on sellers of securities for offers or sales made in violation of § 5, e.g., where seller fails to properly register the security, or where the seller fails to deliver a statutory prospectus. Remedy is recission: buyer recovers consideration paid, plus interest, less income received.
5. Securities Act § 12(a)(2): imposes civil liability on any offeror or seller of a security in interstate commerce, who makes a material misrepresentation or omission, and can’t prove he didn’t know of the misrepresentation or omission. Prima facie case has sis elements: sale of security, through mail or interstate commerce, by means of prospectus or oral communication, containing a material misstatement or omission, by the defendant who offered/sold the security, and which the defendant knew or should have known of the untrue statement.
ii. Exchange Act (1934): principally concerned with the secondary market, that is, sale of securities between investors. 
1. Effectively, all publicly traded, and some closely held, corporations are required to file Exchange Act reports.
a. Form 10: filed once, making disclosures similar to what would be in a Securities Act registration statement
b. Form 10-K: filed annually, containing audited financial statements and reports of previous year’s activities.
c. Form 10-Q: filed in first three quarters of each year, containing unaudited financial statements and reports on material recent developments.
d. Form 8-K: filed within 15 days of certain important events affecting company’s operations or financial condition.
2. Exchange Act § 10(b) (see p. 443): “It shall be unlawful for any person, directly or indirectly, by use of […] interstate commerce or the mails or of any facility of any national securities exchange, to use or employ, in connection with the purchase or sale or any security […] any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the [SEC] may prescribe […].”
3. Exchange Act Rule 10b-5 (see p. 444): promulgated under § 10(b), states, “It shall be unlawful for any person, directly or indirectly, by use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange, 
a. “(a) to employ, any device, scheme, or artifice to defraud, 
b. “(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 light of the circumstances under which they were made, not misleading, or 
c. “(c) to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, 
d. “in connection with the purchase or sale of any security.”
iii. An investment contract under the Securities Act is “a contract, transaction or scheme whereby a person invests his money in a common enterprise and is led to expect profits solely from the efforts of the promoter or third party.” Great Lakes Chemical Corp. v. Monsanto Co. (96 F.Supp.2d 376 (D.Del. 2000); p. 405) Great Lakes purchased NSC Monsanto and Monsanto’s wholly-owned subsidiary STI; later sued, claiming Monsanto and STI failed to disclose material information. Monsanto argued that Great Lakes hadn’t purchased securities, so failed to state a claim. Court agreed: there was investment, but not in a common enterprise and profits not expected based on efforts of the promoter.
iv. Five common features of stock: right to receive dividends contingent on apportionment of profits, negotiability, ability to be pledged, voting rights in proportion to number of shares owned, and ability to appreciate in value. Great Lakes Chemical Corp. v. Monsanto Co. (96 F.Supp.2d 376 (D.Del. 2000); p. 405)
v. Four factors are relevant to determining if an offering is an exempt private placement: the number of offerees and their relationship to each other and the issuer, the number of units offered, the size of the offering, and the manner of the offering. The first factor is the most critical; the more offerees, the more likely the offering is public. Doran v. Petroleum Management Corp. (545 F.2d 893 (5th Cir. 1977); p. 417) Investor bought limited partnership interest in an oil drilling venture and then wanted to back out. Question was whether the sale was a private offering exempted from Securities Act registration requirements, as exemption is described in § 4(2). Court found that only the last three of the four factors present, so the offering was not exempt.
vi. “It is a prerequisite to liability under § 11 of the Act that the fact which is falsely stated in a registration statement, or the fact that is omitted when it should have been stated to avoid misleading, be ‘material.’ […] [Material matters are those which] an investor needs to know before he can make an intelligent, informed decision whether or not to buy the security.” Escott v. BarChris Construction Corp. (283 F.Supp. 643 (SDNY 1968); p. 426) Securities Act § 11 shareholder derivative suit alleging registration statement of debentures contained material false statements and omissions. Court agreed, considered and rejected affirmative defenses, found for plaintiff.
vii. “[T]o fulfill the materiality requirement, 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. […] Materiality will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity.” Basic Inc. v. Levinson (485 US 224 (1988); p. 444) Basic in merger talks in 1976; in 1977 and 1978, Basic publicly denied it was in merger negotiations, but in late ’78, announced merger. Suit a Rule 10b-5 action on behalf of shareholders who sold in ’77 and ’78. Court remanded after determining what rules of reliance and materiality lower courts should apply.
viii. Reliance, an element of a rule 10b-5 cause of action, may be proved by a rebuttable presumption supported by the fraud-on-the-market theory, which states that parties who trade in shares do so based on the reliability of the price set by the market, and the material misstatements or omissions affected the price to plaintiffs’ detriment. Basic Inc. v. Levinson (485 US 224 (1988); p. 444) 
ix. Fraud-on-the-market theory to prove reliance does not apply where the false statements are not public and do not reach the market. West v. Prudential Securities (282 F.3d 935 (7th Cir. 2002); p. 457) Rule 10b-5 class action arising out of stock broker’s statements to clients that a bank was going to be acquired when, in fact, it was not; clients bought stock in reliance on his tips. Court held fraud-on-the-market theory inappropriate here because statements not public and therefore didn’t affect the market, and decertified the class.
x. “A statement is material when there is 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 available. […] The securities laws approach matters from an ex ante perspective: just as a statement true when made does not become fraudulent because things unexpectedly go wrong, so a statement materially false when made does not become acceptable because it happens to come true.” Pommer v. Medtest Corp. (961 F.2d 620 (7th Cir. 1992); p. 462) Medtest developed a medical process and was applying for a patent and working to make the product marketable. Shares held among the company’s founders and their friends and relatives; some sold to Pommer. Only valuable if company paid dividends, went public, or was purchased. None of those things happened. Pommer sued, claiming fraud under Rule 10b-5. Court agreed: statements about patent application and pending purchase by another company to be materially misleading. 
xi. A claim of fraud or breach of fiduciary duty made under Rule 10b-5 can only be sustained if the conduct alleged “can be fairly viewed as ‘manipulative or deceptive’ within the meaning of the statute.” Santa Fe Industries v. Green (430 US 462 (1977); p. 466) Santa Fe acquired 95% interest in Kirby, and then used DE short-form merger statute to acquire remaining 5%. Minority stockholders sued to set aside merger, alleging 10b-5 violation in a fraudulent appraisal of Kirby’s assets. Court found the transaction was not deceptive or manipulative, so no Rule 10b-5 violation.
xii. “The only standing limitation recognized by the Supreme Court with respect to § 10(b) damage actions is the requirement that the plaintiff be a purchaser or seller of a security.” Deutschman v. Beneficial Corp. (841 F.2d 502 (3d Cir. 1988); p. 472) Deutschman sued under Rule 10b-5, alleging CEO and CFO made false statements about Beneficial to prop up the stock price; however, Deutschman didn’t purchase stock, he purchased options, which trial court said didn’t give him standing under Rule 10b-5. Appellate court disagreed, remanded for trial.
d. Inside Information
i. A corporation’s directors owe “the strictest good faith” to the corporation “with respect to its property and business,” but do not act as trustees for the individual stockholders. Goodwin v. Agassiz (283 Mass. 358 (1933); p. 477) Agassiz et al., directors of Cliff Mining, knew a geologist thought there were copper deposits under CM land. Exploration had not yet yielded results and had ceased. Directors wanted to buy options in another company with land adjacent to CM’s, knew options would be more expensive or unavailable if geologist’s opinion was known. Goodwin saw an article about exploration ceasing and sold his CM stock (publicly traded on Boston Stock Exchange). Directors, meanwhile, were buying more CM stock in belief that it would go up if geologist was correct. Goodwin sued, arguing that the keeping secret of the geologists’ report was a breach of duty to stockholders. Court said directors committed no fraud, that they didn’t breach fiduciary duty to corporation, and owed no fiduciary duty to stockholders.
ii. “The essence of [Rule 10b-5] is that anyone who, trading for his own account in the securities of a corporation,” who is privy to information “intended to be available only for a corporate purpose and not for the personal benefit of anyone may not take advantage of such information knowing it is unavailable to those with whom he is dealing, i.e. the investing public.” SEC v. Texas Gulf Sulphur (401 F.2d 833 (2d Cir. 1969); p. 480) Texas Gulf did exploratory drilling, found promising site on land it didn’t own, and ordered employees who knew about the results to keep quiet about them while land purchase was negotiated. Employees began buying TGS stock. Rumors spread that TGS had found a site; TGS issued press release that the company hadn’t found anything definite and more exploration was needed. Land purchased and drilling completed. Major ore strike found. Company directors bought lots of TGS stock, then issued press release disclosing ore discovery. Stock went way up. Court held the trades were 10b-5 insider trading violations, remanded on whether first press release was a 10b-5 material misstatement violation.  
iii. “The basic test of [a material misstatement] is whether a reasonable man would attach importance in determining his choice of action in the transaction in question. […] [This includes] any fact which in reasonable & objective contemplation might affect the value of the corporation’s stock or securities.” SEC v. Texas Gulf Sulphur (401 F.2d 833 (2d Cir. 1969); p. 480)
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