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I. Agency

a. The Creation of Agency Relationship

i. Introduction

1. Agent – a person who by mutual assent acts on behalf of the principal and is subject to the principal’s control.
a. Special Agent – an agent authorized to conduct only a single transaction (or a series of transactions not involving continuity of service) 
b. General Agent - authorized to conduct a series of transactions involving a continuity of service where, acting in the usual course of business, commits acts that are USUAL & NECESSARY.
2. Principal – the person for whom the agent acts
a. Disclosed principle – At the time of the transaction between the agent and 3rd person, the 3rd person (1) knows that the agent is acting for a principal and (2) knows the P’s identity. 
b. Partially Disclosed P – The 3rd person knows the A is acting for a principal, but doesn’t know the P’s identity

c. Undisclosed P – The agent is dealing with the 3rd person purports to be acting on his own behalf. 

3. Agency relationship – Exists when (1) the principal manifests the agent shall act for him, (2) the agent accepts the undertaking, and (3) the understanding of the parties is that the principal is to be in control of the undertaking
a. Agreement need not be a formal or written K (consideration not required)
b. Control doesn’t have to actually exercised, but simply that the P has the power to control the A. 
c. Test is the substance of the relationship, intent is only a factor.
d. Three Elements of an Agency Relationship: 
i. Mutual agreement
ii. A must be acting on behalf of the P
iii. A must act subject to the P’s control
4. Agency Law governs the relationships between: 
a. Agents and Principals
b. Agents & Third Persons with whom an agent deals, or purposrts to deal, on a P’s behalf
c. P’s and third persons when an agent deals, or purports to deal, with a 3rd P on the P’s behalf. 
5. Restatement of Agency (2nd) will be considered “our law” for this course as most cases still deal with the 2nd. 
ii. Agency v. Gratuitous Bailment

1. Gorton v. Doty

a. Facts: Coach was agent of appellant teacher; control was present. 

b. Issue: Was there enough control to have agency relationship in existence? 

i. Agent acts on P’s behalf and is subject to his control for his benefit. The right to control is enough.
ii. Court is focusing on the control element of agency test

c. RAG: Court’s mistake; not for the benefit of; P is not liable for the detail of the work under his control – the coach was merely a IC of teacher, not agent. Court was clearly wrong. 
i. P is only liable for the torts of agent if agent is servant or employee. This case is completely wrong, no control and no benefit. 
iii. Agency v. Creditor-Debtor Relationship

1. Rule: §14O – A creditor is a principal when he assumes control of his debtor’s business for their mutual benefit. 
a. Ignores the benefit half of agent test. 
2. Gay Jenson Farms Co. v. Cargill, Inc.

a. Facts: Warren was the agent (supplier) who owed Cargill the P $1 million. Cargill continues to loan Warren, the grain operator money, even though they are not paying it back. 
b. Issue: Can Cargill be liable for debts of Warren, as Warren’s principal? 

c. Holding:  The Court held that Warren was the agent and was held liable for the debts of Warren. 
i. Must ask – is Warren subject to Cargill’s control? Is Warren running the grain elevator for their own benefit or for the benefit of Cargill? 

d. Policy: How much control should a creditor have? A creditor crosses the line to being held as a principal when they begin to operate the affirmative day-to-day affairs of the business. Only exercising veto power does not cross the line…. 

e.  Rule: §14K – A supplier is an agent only if it is agreed that he is to act primarily for the benefit of the buyer. A purchaser b/c principal of its supplier when: 
i. Fixed price – regardless of price buyer paid for the grain
ii. Attaining title 
iii. Independent business beyond what it sells to Cargill. 
iv. ***14K emphasizes transaction in the benefit but ignores the control half of the test. 
f. Exam Analysis: R§1standard: 
i. Was there a mutual agreement?
ii. Was Warren acting on behalf of Cargill?
iii. Was Cargill exercising control?
iv. Agency v. Contract Relationship

1. Green v. H&R Block, Inc. 

a. Facts: HR Block gives out IRS Refund loans – gives loans to customers for a large percentage of money and IRS will send the refund directly to HR. HR is getting a kickback from the lending company for offering these services to their clients. 
b. Issue: Is HR Block its customers’ agent? If so, they owe to them fid-duties to disclose these kickbacks.
c. Holding: HR is an agent to customers with regards to the loan and thus, owes to their clients fid-duties.
i. Court reasoned that clients controlled HR Block for their benefit. However, you can argue against it. 
d. RAG: Under Rest. 391, H&R can be the agent of conflicting parties (the bank & its clients) 

e. Independent Contractor – “A person who contract with another to do something but is NOT controlled by the other nor subject to the other’s CONTROL of physical conduct. He may or may not be an agent” R§2(3)

b. Liability in Contract**Most important section of Agency!
i. The Principal’s Liability to Third Parties

1. General Rule – P’s are liable for the acts of their agents only when the agents are acting with a type of authority – implied actual, express actual, inherent, and apparent authority. 
2. Express Actual Authority

a. Actual Authority – P’s words or conduct would lead a reasonable person in the A’s position to believe that the P wishes the agent to act

b. Express Actual Authority R. 26 – P specifies minutely what agent is to do. Unless special rules apply, authority to do an act can be created by written or spoken words or other conduct of the P which, reasonably interpreted, causes A to believe the P desires him to act on the P’s account.  P tells A exactly what to do. 
i. Test: what a reasonable person in A’s position would think? 

c. Williams v. Dugan

i. Facts: K authorized Williams to pay all taxes in Bessy’s name. It doesn’t say he can borrow $ to pay taxes. Does he have authority to do so? 
ii. Holding: No, granting a general blanket clause is overly-broad and borrowing money is not included.

iii. However, he has the power to mortgage the property. He has implied authority b/c a reasonable person would think he had authority.

1. Policy – courts will typically never grant general clauses b/c they worry about seriousness of borrowing money. 

3. Implied Actual Authority & Apparent Authority

a. Implied Actual Authority R 26 – Whether a reasonable person in the A’s position would assume/interpret from all of the P’s manifestations to him (like conduct, previous dealings, etc.) that he had the authority to do something.

b. Apparent Authority R 27– Manifestations of the P to a 3rd party (or manifestations by the A of the 3rd Party that the P authorized A to employ) would lead a reasonable person in the 3rd Party’s position to believe that the P had authorized the agent to do. 

i.  Not possible where P is UNDISCLOSED – 3rd Party has no notice that A is acting for P. 

1. Disclosed – 3rd party has notice that A is acting or a P & notice of P’s identity
2. Partially disclosed/unidentified – 3rd party has notice that agent is acting or a P but no notice of P’s identity
c. Comparison with implied actual authority – usually if there is implied actual there is also apparent authority b/c reasonable 3rd parties & A’s draw same conclusions. 
i. Exception – A letter to an A limiting his authority that a 3rd party never receives. 
d. Essco Geometric v. Harvard Industries

i. Facts: Purchasing manager engaged in a K without authority from President. No express authority for K’s over $50 per memo. 

ii. Issue: Did Gray have either express actual or apparent authority to bind the company to the K? 

iii. Holding: A reasonable person could conclude that Gray acted per his actual express authority via his position and prior acts. 

1. Implied – No, Gray could do as much as his predecessor Best could do in that office, except for the memo. (remember, from A’s view)
2. Apparent – Yes, 3rd Party doesn’t know about the memo; custom of the industry, purchasing agents have the authority to make such sales.  

4. Inherent Authority

a. Inherent Authority Rest 2d 161 – only available for a general agent; agent may bind a P even where agent had neither actual nor apparent authority. Operates much like respondent superior in torts. Undisclosed principal only. 
i. General agent – authorized to conduct a series of transactions involving a continuity of service where, acting in the usual course of business, commits acts that are USUAL & NECESSARY. 

1. Even if they are forbidden by the P, the other party reasonably believes that the A is authorized to do them and has no notice that he is not so authorized. 

ii. Special Agent – authorized to conduct only a single transaction, or only a series of transactions not involving a continuity of care. 

iii. ***3rd Restatement doesn’t adopt inherent authority!
b. Kidd v. Thomas Edison, Inc. 

i. Facts: Agent booked “tone test” recitals. 
ii. Issue: Did the employee have inherent authority to bind the company to the K? 
iii. Holding: Court says he did. He was a general agent to a fully disclosed principal. 

1. By engaging in activity that would cause most people to believe he has the authority to do this, he naturally is charged with inherent. 
c. Morris Oil Co. Rainbow Oilfield Trucking, Inc. 

i. Facts: Morris sues Dawn for Rainbow’s failure to pay $25K under their K for installation of a diesel fuel bulk dispenser that took place in the ordinary course of business.
ii. Rule: RS2 194 – A P is liable for usual or necessary acts done in transactions by the A, if P authorized A to do transactions, even if P forbids specific acts. 

1. Policy – Morris mislead. You would assume that a big company like Dawn had capacity to buy the fuel necessary for business and make P liable for the costs of doing business

2. Estoppel and Ratification would also apply

iii. Exam Analysis: 

1. Was Rainbow Dawn’s agent?

a. Was Dawn in control? Right to control?

b. Was it for Dawn’s benefit?

2. Then, assuming R is D’s agent, then did D have express actual authority to act? 

a. In the ordinary course of business?

b. Reasonable A interpret authority?

3. Assuming it’s not in the ordinary biz, then did R have implied actual authority? 

a. Remember if no express actual authority, can be no implied actual

4. Did R have apparent authority?

a. When P is undisclosed, no AA

5. Did R have inherent authority

a. Undisclosed P

b. Was R a general agent?

5. Ratification

a. Ratification 82 – Where agent lacks actual, apparent, or inherent authority, P will be bound to 3rd party if A purported to act on P’s behalf and the P, with knowledge of the material facts either: 

i. Affirmed the A’s conduct by manifesting an intention to treat such conduct as authorized (express); OR

ii. Engages in conduct that is justifiable only if he has such intention (implied)

1. P basically creates authority which wasn’t there before

b. Evans v. Ruth

i. Facts: Evans hired by oral K by Lumber to haul stones. When he went to collect pay, L didn’t pay him. 
ii. Issue: Did L ratify his unauthorized act by furnishing the work slips and verbally acknowledging that she will pay him?
iii. Holding:  Although E relied primarily on oral K w/A, it was sub ratified by the P and is enforceable. 

1. Evans had no way o fknoing that L had sublet work to an IC. 

iv. Exam – Did express ratification exist? Did implied ratification exist? (reasonable person test)  

c. Botticellow v. Stefanovicz

i. Facts: Coupled owned farm as tenants in common. H sold to Botticellow, but he only owned half. B didn’t know that the H only owned half of property. 
ii. Issue: Did the H act as the W’s authorized agent in selling the property?
iii. Holding: No A relationship existed b/c wife never authorized him to act on her b/h as A. Being married doesn’t establish agency relationship. 
1. **Remember, under 2nd R, you can’t have ratification if the P is undisclosed, so if there is no actual authority there will be no ratification. 

2. **3rd R allows ratification even if P is undisclosed

6. Estoppel 

a. Agency by Estoppel – Person has not made a manifestation that actor has authority as an agent and therefore would not otherwise be liable for a transaction is liable to 3rd party who was induced to make a detrimental change in position b/c the transaction is believed to be on the person’s account if putative P: 

i. Intentionally or carelessly caused such belief in P; OR

ii. With notice of such a belief & its potential effect, failed to take reasonable steps to notify the 3rd party of the facts. 

b. Hoddeson v. Koos Bros***One of RAG’s favorite! 
i. Facts: Hoddeson purchased furniture at a store but got no receipt; she never got her furniture. 

ii. Issue: Did the fake salesman have apparent authority? 

iii. Rule: Estoppel covers omissions to act. This kind of estoppel is more like saying there is a duty for the store to use reasonable care to protect customers. 
c. Summary of two other ways that a P may be liable even without ANY type of authority

i. Ratification – express or implied

ii. Estoppel theory

ii. The Agent’s Liability to Third Parities

1. Standard: Where A has actual, apparent, or inherent authority such that the P is bound, the A’s liability depends on the disclosure of the P
a. Disclosed P 2d §320 –If A contracts with a 3rd party on b/h of a disclosed P, the A is not liable on the K absent a contrary agreement. 
b. Undisclosed 2d §322 – A is liable even though P is also liable. A purporting to act upon his own account, but in fact making a K on account of undisclosed P, is party to K. Can force you to choose which one to sue, can’t sue both. 
i. Majority Rule – A is discharged upon judgment against P (Single Judgment Rule) 
ii. Minority Rule – A is discharged once judgment is satisfied 
c. Partially Disclosed R2d § 321– If agent contracts with 3rd party on b/h of a partially disclosed or undisclosed P, the agent is normally liable on the K. Liabilities are alternate. (jointly & severally liable) 
d. Where the agent does not have actual, apparent, or inherent authority such that the P is bound, agent is liable. 
2. Van D. Costas v. Rosenberg 

a. Facts: Jeff Rosenberg signed for Magic Moment, as agent for Seascape. The reason for liability under 321, is that we want A’s resources to satisfy the K because the 3rd party doesn’t know P’s creditworthiness. 
b. Issue: Did Jeff sign K as agent for undisclosed P (Seascape)? 
c. Holding: In order to avoid personal liability, Jeff should have disclosed not only he is an agent of S, but also disclosed the identity. 
i. **Trade name doesn’t count as good enough disclosure!

iii. The Third Party’s Liability to the Principal 

1. General Rule – Reciprocal liability where P is liable to the 3rd party (if agent acted with authority). 3rd party is bound if P is bound. 302
a. Exception 304 – P is undisclosed and either the P or the A knows that he wouldn’t do if he would have known who the P was. Hirsch case is a good example of this.  
b. Hirsh v. Silberstein

i. Facts: Silberstein purchased a lot from Hirsch and immediately conveyed to Crosses, a black family. S’s now want the land back, they are racists. 
ii. Issue: Is Hirsch liable as 3rd party for concealing undisclosed P, the Crosses? (no)
iii. Holding: There was no fraudulent concealment or inducement and H had no legal duty to disclose. 
1. But because Silberstein the agent could not have known they were racists, they would not have know they would not have dealt with him. 
2. Should have put in contract, no undisclosed P’s. 
iv. Liability of Agent to Principal

1. Standard: If an A takes an action that she has no actual authority to perform, but the P s nevertheless bound because the agent had apparent authority, the A is liable to the P to resulting damages. 
v. Liability of Principal to Agent

1. Standard: If an agent has acted within her actual authority, the P is under a duty to indemnify the agent for payment authorized or made necessary in executing the principal’s affairs. 
c. The Agent’s Duties to the Principal 

i. Tarnowski v. Resop

1. Facts: T sues A for commission and damages arising from A’s breach of fid-duty.  A accepted a bribe. 

a. Merely rescinding the K did not make P whole; he also had business losses, investigation fees, and attorney fees. 

2. Holding: The Court awards the P contract damages to make him whole again plus breach of fid-duty damages to pay back the bribe money

a. Recovery on breach of fid-duty makes P better than whole – deters disloyalty by A

b. Whether he had any losses or not – A would still have to pay for breach of fid-duty
3. Rule: All profits made by an agent in the course of an agency belong to the P, whether they are the fruits of performance or of a violation of an agent’s duty.  

4. Standard: An agent is a fiduciary, a person who is required to act for the benefit of another person on all matters within the scope of their relationship. 

a. An agent has 2 fid-duties to a P: 

i. Loyalty – to act in the best interests of P

ii. Care – to perform tasks of P with all reasonable care

iii. Obedience – Subject to P’s control

5. Holding: As part of these fid-duties, all profits earned by an A during the course of agency, whether in/outside scope of business, or with or without authority, belong to the P regardless if the transaction was profitable or if the P suffered no damages. 

a. P and A are free to contract for A’s commission; anything else belongs to the P

b. Rationale – precludes having to investigate nature of A’s loyalty

6. Standard:  A is liable where he acts without authority (breach of warranty)

a. If P revokes actual authority, A may still be liable to P for damages where apparent but not actual authority exists. This rule with inherent is unsettled. 

d. The Principal’s Duties to the Agent

i. McCollum v. Clothier 

1. Facts: McCollum brought action against Clothier to recover under implied K for services rendered by P in securing bidders on and buyers of machinery and equipment sold for benefit of D at sheriff’s sale after foreclosure. 
2. Holding: A Principal must pay for the reasonable value of his services plus expenses, there is an implied contract. 
3. Standard: If A has acted within actual authority, P has a duty to indemnify for payments that were authorized or made necessary in executing affairs. 

e. Imputing an Agent’s Knowledge to the Principal

i. Standard: 282(1) – A P is not affected by the knowledge of an agent in a transaction in which the agent secretly is acting adversely to the P and entirely for his own or another’s purpose, unless: 
1. The failure of the A to act upon or to reveal the information results in a violation by the P of a contractual or relational duty; 
2. The A entered into negotiations within the scope of his powers and the person with whom he deals reasonably believes him to be authorized to conduct the transaction; OR
3. Before he has changed his position, the P knowingly retains a benefit through the act of the agent which otherwise he would not have received. 
ii. Cenco v. Seidman & Seidman

1. Facts: SH brought class against the corporation and auditors, alleged violations of securities fraud. 
2. Issue: Whether Cenco is liable for fraud planned by its managers? 

3. Holding: A company is deemed to know what its agents know (unless the agents were acting adversely to the company) Here, there is no adversity of interest, so Cenco is deemed to be knowledgeable. 
a. Mixed motives – even when A acting in self-interest, must be entirely for own benefit to be acting adverse to the company

b. Open issue – what about knowledge of lower-level employees? 

i. 3 Rest 5.03 – So long as A is acting within the scope of his employment, P is bound by his knowledge.

f. Termination of the Agency Relationship

i. Standard: The P always has the power to terminate, but based on what the contract says, he may or may not have the right to do so. It’s a power/right distinction. Even if he breaches the contract, as long as damages are paid. 

ii. Hunt v. Rousmanier’s Administrators

1. Facts: R was lent money and as security executed power of attorney on two ships which gave the lender power to make and execute a bill of sale
2. Issue: Does the power of attorney retain efficacy after death? (No)
3. Rule: A power of attorney ceases w/life of person giving it, except: 
a. If a power is coupled “with an interest” it survives the person giving it, and may be executed after his death. 

b. The interest be in the thing itself (title to item, not proceeds) 

4. Holding: Exception doesn’t apply here, not coupled with an interest. 

a. When coupled w/interest, no longer acting as A, but now as P

5. To avoid confusion 3R uses “termination of powers given as security” 

II. The Partnership

a. Formation

i. Partnership – an association of two or more persons to carry on as co-owners a business for profit. See UPA §6, RUPA §101(6) 
1. For purposes of our class, RUPA will be considered “the law”. 1992- but all p-ship analysis will start with UPA since this was the law when these cases were being decided.
ii. Rules for determining existence of a P-ship. Does the relationship evidence an agreement to be partners?? When no express P-ship agreement exists, a relationship will only be considered a P-ship if four elements are present - See UPA §7:
1. Agreement to share profits is “prima face” evidence of P-ship, but inference disappears where profits received in payment as a debt by installments or otherwise
2. Agreement to share losses
3. Mutual right of control or management of the business 
4. Community of interests (rarely used, no one knows what that means!) 
iii. The four-element tests departs from RUPA §202(a) which simply says, “Except as otherwise provided in subsection (b), the association of two or more persons to carry on as co-owners a business for profit forms a P-ship, whether or not the persons intended to form a partnership.
1. RUPA §202(c)(3): A person who receives a share of the profits of a business is presumed to be a P in the business, unless the profits were received in payment of debt by installments or otherwise. 
iv. Exam Analysis: Always look to see whether the group is actually a partnership. 
v. Partnership v. Creditor-Debtor Relationship

1. Martin v. Peyton

a. Facts: A banking partnership was in financial difficulties, so they entered into an “agreement” with a few individuals to loan them liquid securities to get more cash. In compensation for the loan, they were to receive 40% of the profits of the firm until the loan was paid off and the return was made.  

i. The men did not believe they were b/c partners, but rather just “lenders”. However, intent doesn’t matter, but rather the nature of the relationship. 

b. Issue: Whether they are partners and whether they operated as co-owners of a business for profit? The Court looks to the key provisions of the loan agreement for answers…. 

i. Share Profits

1. Yes – even if reason is repayment of loan

2. No – there was a ceiling on the amount that would be shared, so they were not true business partners
ii. Sharing Losses

1. Yes – if business fails, outside creditors will take securities

2. No – theoretically, it is the company’s job to pay own bills

iii. Control

1. Yes – veto power

2. No – only had negative power and could not suggest business ideas. 

c. Holding: The court says there was no affirmative control here – veto power alone doesn’t give them enough control to consider them partners. They also didn’t have affirmative control to bind the company to any transaction or make the company do something

i. However, RAG thinks the better reason was there was no intent to be partners in this situation. 

d. Standard: Test for whether a P-ship has been formed is based on whether the parties intended to have the kind of relationship which the law characterizes as a p-ship, not whether the parties thought they were actually partners. 

i. Court will give some weight to the parties’ intent

ii. Informal creation is a unique aspect compared to other business entities

e. Standard: Powers that investors have such as seeing books, the right to be consulted on big decisions, veto power, and even the right to make other P’s resign & b/c P’s themselves is not sufficient for them to be considered a P. They do not have the right to control day-to-day business of P-ship. 

vi. Partnership v. Employment Relationship

1. Standard: Firing a partner for the purpose of keeping the business or profits to oneself is a breach of fid-duty. 
2. Beckman v. Farmer

a. Facts: Three L’s had joint practice and received large settlement fee after Farmer left. 
b. Issue: Was the joint practice a partnership? 

c. Factors that pointed to the existed of a P-ship: 

i. Sharing profits

ii. Sharing losses – Beckman guarantees all loans
iii. Control – Beckman included Farmer on some decisions, but unilaterally fired Farmer’s secretary

iv. Agreement – yes, firm name, taxes, and lease

vii. Partnership v. Independent Contractor Relationship

1. Zieglar v. Dahl

a. Facts: Several men create ice fishing service. They hired 2 other men and extended a “P-ship proposal” but never signed. 
b. Issue: Were Zieglar and Kirsh partners? 
c. Holding: They failed to satisfy the element s of intent and co-ownership required to form a P-ship.  

d. Standard: To form a P-ship, three elements must be satisfied: intent, co-ownership, and profit motive. Adds in intent. 
2. RUPA §202 adds to definition “whether or not the person INTENDS to form a P-ship” Did they intend to be co-owners of a business? 

viii. Partnership by Estoppel

1. Standard: RUPA §308 if a person purports to be a partner, or consents to being represented by another as a partner, and a 3rd party relies on that representation, the person is liable to the 3rd party. 
a. If the representation is public, the person is liable even though he is unaware of the representation of the claimant, 
i. If P-ship liability, then there is liability as partner
ii. If no P-ship liability, then the person is liable jointly and severally with any other person consenting to the representation
iii. LOOK at UPA & RUPA differences here in book
2. Cheesecake Factory v. Baines

a. Facts: Cheesecake says they wouldn’t have entered the K if they would have known Baines was just a corp and not a P-ship. 
b. Issue: Was there reliance in this case? 
i. Yes – there was no way for a 3rd party to know whether they were a partner or a corporation (not registered with the state); creditor would not have extended credit BUT for the representation
ii. No – creditor could have simply run a credit check
c. Holding: Reliance is required to establish public misrepresentations of a P-ship. Publicly, he held himself out. 
d. RUPA §308(a) requires RELIANCE whether the misrepresentation is public or private. 
ix. Aggregate v. Entity Status

1. Standard: UPA – Aggregate theory: as soon as partner leaves, partnership will be dissolved. P-ship is sum of persons who comprise
a. Can’t contract around this requirement
b. Old P-ship should have included in the contract that any new partnership would have same rights as old P-ship
2. Standard: RUPA – P-ship is viewed as an entity. P’s unanimously agree not to dissolve the partnership when a partner decides to leave. 
3. Fairway v. Development Co. Title Insurance Co.

a. Facts: Title Co insured Fairway against defective title, but Fairway later found an encumbrance. Says they are only liable to Fairway 1 and not 2nd P-ship. 
b. Holding: Any change in the personnel of P-ship will result in dissolution, under UPA. Therefore, no K existed with new one/ 
i. **Remember, this would be different under RUPA! 

x. Federal Tax Consequences
1. P-ship is taxed on a pass-through basis

a. Net income or loss from P-ship is allocated among the P’s & then carried over to each P’s individual return

b. Benefits of “pass-through” taxation: 

i. No double taxation (tax at P level) 

ii. Losses may shield other income

c. Disadvantages: 

i. P taxed whether or not there is a cash distribution 

b. Management & Control 

i. Standard: RUPA §301 Each partner is an agent of the P-ship for the purpose of its business. 
1. An act of a partner for apparently carrying on in the ordinary course of the business binds the P-ship, unless the partner had no authority to act to the P-ship in the particular matter AND the 3rd party had notice that the partner lacked authority
ii. RUPA §301-303 is subject to a Statement of P-ship Authority filed with SOS. 
iii. RUPA §401 (UPA §18) Partners Rights & Duties
1. (b) Default profits and losses – each partner is entitled to an equal share of the p-ship profits and is chargeable with a share of the p-ship losses in proportion to the P’s share of the profits. 
2. (c) Management – A p-ship shall reimburse a P for payments made & indemnify a P for liabilities incurred by the P in the ordinary court of the business of the P. 
3. (f) each P has equal rights in the management and conduct of business
4. (j) (absent an agreement) business differences between the partners may be decided by a majority of the P’s. An act outside the ordinary course of business of the P-ship and an amendment to the P-ship agreement may be made only with consent of other partners. 
5. UPA §18 is substantially similar
iv. Summers v. Dooley

1. Facts: Summers and Dooley entered into a P-ship agreement. Do couldn’t work anymore so S was the only P actively running the business. D hired a replacement, but S wanted to hire a third person as an employee of the P-ship, but D objected. S still hired the 3rd person. 
a. S sued for reimbursement of the employment costs of the 3rd person under UPA §18(b)

2. D argues UPA §18(h) ( all decisions regarding ordinary matters of the business require consent of the majority of the partners. 

a. Each partner gets one equal vote regardless of investment in the p-ship unless altered by the P-ship agreement. 

3. S argues UPA §18(e)( all partners have equal right in the management and conduct of the P-ship business. 

a. Therefore, S has just as much of a right to hire someone as D does and by refusing to hire, S can’t carry on the business of the P-ship
b. D’s rebuttal to this argument is that this reading of the statute directly conflicts with 18(h)

i. Most would side with this argument and say that §18e only means to say that all P’s have a right to be consulted on P-ship decisions, but they might not get to have their view followed b/c of §18h
4. Holding: The court follows 18h and states that a majority didn’t consent to the hiring. He made it clear and actively objected. Therefore, S had no right to hire the third person. 

5. Apparent Authority Hypo – if third party sued Dooley for not paying wages, apparent authority says that all parties in a p-ship are liable. 3rd party could recover against Dooley. Dooley could recover against Summers the principle if he is solvent.
a. §18h is just a default rule that can be contracted around 

v. Bank v. International Business Machines Corp.

1. Facts: IBM had veto power where arbitration contract is unclear. Trust could not force arbitration. 
2. Holding: An amendment to managerial authority must be very clear to overcome presumption of default rules – an extraordinary matter requires unanimous consent. So, IBM’s veto is absolute b/c proposal involves an acquisition in real property, instead of refinancing. 
c. Financial Rights & Obligations

i. Partnership Accounting

1. Standard: If sold for cash, absent an agreement, each partner is entitled to receive an amount equal to his or her capital account, and each partner contributing only personal services is not entitled to any share of P-ship capital pursuant to dissolution. 
a. However, there may be an express or implied agreement that personal services qualify as capital contributions.
b. Draw = cash contribution and must be determined by a majority of the partners.  
ii. Sharing Profits & Losses

1. §401(b) Standard: Default profits and losses – each partner is entitled to an equal share of the P-ship profits and is chargeable with a share of the P-ship losses in proportion to the P’s share of profits. 
a. Default Rule: Losses follow profits unless there is an agreement to the contrary.

b. Despite this default rule, courts to hold in equity that labor should not count as liability when there is loss by implying that the laborer agreed only to risk his labor. See Kessler
2. Schymanski v. Conventz

a. Facts: P’s agreed to build fishing lodge, 50/50 basis. S put in large cash contribution and C’s put more non-cash contributions. 
b. Issue: Should C’s personal services be treated as a non-capital contribution? 
c. Holding: When C drafted agreements that they would substitute cash for labor contributions, these documents implied a modification of the P-ship agreement. 
d. Standard: In the absence of an agreement otherwise, a P contributing only personal services is ordinarily not entitled to any share of P-ship capital pursuant to dissolution. 

i. But where personal services may qualify as capital contributions where an express implied agreement b/t party exists. Get contribution for services. 
3. Kessler v. Antinora 

a. Facts: P’s entered into a Joint Venture P-ship agreement to build and sell a home. K said how profits would be divided, but silent as to losses. K put up cash, A did all labor. 
b. Holding: Where a house sold at a loss, losses should not be split according to their share of the profits. According to K, K would only be repaid from proceeds of sale, not by A personally. 
4. Exam: These two cases above indicate there has been an agreement to alter the default rule to help the minority party. 
a. Basically, the service partner wins in both scenario. The service partner doesn’t get credit if there are losses, but they do get credit if there are profits. This is equitable rule. 

b. Remember: If the K is silent as to losses, the profits follow losses by default. 

iii. Liability to Third Parties

1. RUPA: P-ship can be sued in own name, jointly & severally liable for all obligations of P-ship. 
2. Standard: RUPA §301(2) Actual authority – any act that maybe authorized by the other partners. 

3. Standard: RUPA §301(1) Apparent authority – Each partner is an agent of the P-ship for the purpose of the business…for apparently carrying on in the ordinary course of the business of the kind carried on by the P-ship unless

a. The partner had no authority to act for the P-ship in the particular matter; AND

b. The person with whom the partner was dealing with knew or had received notification that the partner lacked authority. 

c. Consider a 3rd party’s experiences dealing with similar business of the same “kind”. 

4. UPA §4(3),9,13-15,17
a. P-ship can’t be sued, joint & several – sue all or some, or joint only, must sue all partners. 
5. Extra Hurdle for Creditors in a P-ship
a. A creditor may not collect his judgment against a P unless: 

i. Separate judgment against the P, AND

ii. Satisfied the exhaustion requirement of the P-ship; 

iii. P-ship is bankrupt; 

iv. P waived the exhaustion requirement by K, Court waives it, OR P is independently liable to P. 

6. Liability in Contract

a. Burns v. Gonzalez

i. Facts: B and G P’s in radio station ad agency. B got a loan from Burns. Should G also be liable as P-ship obligation? 
Holding: Claimant did not fulfill burden of proving act of agent was in the “usual way” in which advertising agencies transact business.
1. Bosquez didn’t have authority to issue a note to Burns and bind the P-ship, therefore Gonzalez was not liable. 

7. Liability in Tort

a. Standard: P-ship is liability to a 3rd party in tort/contract for wrongful acts or omission of P’s, acting WITH AUTHORITY, OR in the ordinary course of the P-ship business. 
b. Sheridan v. Desmond

i. Facts: I & D owned as tenants in common a bldg that leased to night club. D also owned property next door; blocked the fire exit doors to night club. 
ii. Issue: 1.) Did D’s tort occur w/in ordinary scope of P-ship biz? And 2.) Did I authorize his actions? 
iii. Holding: D’s actions weren’t w/in ordinary scope & I didn’t authorize, thus I wasn’t liable. 
8. Standards in UPA/RUPA

a. UPA §13-15 – When liability is joint and severable, P may sue the P’s together or jointly

i. When is joint, must sue P-ship altogether

ii. UPA makes substantially easier to sue in tort than in K

iii. No exhaustion rule 

b. RUPA §104(a) – Unless stated otherwise, principles of law and equity supplement this Act. 
c. RUPA §201 – A partnership is an entity distinct from its partners

d. RUPA §305 – A partnership is liable for loss caused by a partner’s conduct in the ordinary course of business of partnership or with authority of the P-ship in both contract and tort. 

e. RUPA §306(a) – Partners are liable jointly and severally for all obligations of the P-ship unless otherwise agreed; except 

i. A person admitted into an existing P-ship is not personally liable for any P-ship obligations incurred before the person’s admission; AND

ii. An obligation incurred while a limited liability P-ship is solely the obligation of the P-ship

1. Once the P-ship assets are exhausted, each partner becomes individually liable for the debt.

f. RUPA §307 (a) specifically provides that a P-ship may both sue and be sued in its own name. (remember the entity status vs. the aggregate status of UPA) 
9. Enforcing Partnership Liabilities Against Partners

a. Thompson v. Wayne Smith Construction Co. 

i. Facts: T was in P-ship w/ 2 others. P-ship entered enter K with WSCC for building home & after dispute, WSC sued for breach of K. 
ii. Issue: Is T liable individually for the full amount of the P-ship’s debt? (yes) 

iii. Holding: Under the “Exhaustion Rule”, a P-ship creditor must first exhaust P-ship assets before pursuing individual assets of the other P’s. WSC did this, therefore T is individually liable for debt. 

iv. To establish individual liability – prove a separate K; or prove the P assets have been exhausted.  RUPA gives creditors joint & several liable but also has exhaustion that UPA doesn’t have, b/c aggregate theory. 
10. Indemnity & Contribution Standard: if a P pays a p-ship obligation, he is entitled to be indemnified by the P-ship UPA §18(b); RUPA §401c

a. If the P-ship unable to pay, the other P’s must pay according to their loss-shares

d. Ownership Interests & Transferability

i. Partnership Property

1. RUPA Standard: A partnership is its own entity. See RUPA §201(a). Property acquired by a partnership is the property of the P-ship and not of the partners individually. See RUPA §203.
2. UPA Standard: Under UPA §8(3), which reflects the aggregate theory, the P-ship can’t own its property directly. Although 8(3), real estate MAY be acquired in the P-ship’s name. 
a. A P-ship cannot use the P-ship property for non-partnership purposes
b. Cannot assign interests in p-ship property

3. Standard: Although a partnership interest is assignable, a p can’t make an assignment of his P-ship interest that would sub the transferee as a P in the transferor’s place, b/c no person can be a P without the consent of the rest of the P’s.  
4. Standard: RUPA §204(a)  Property belongs to the P-ship is acquired in the name of the P-ship or one or more partner with an indication in the instrument transferring title of the existence of a P-ship. 
5. Standard: RUPA §501 A partner is not a co-worker of a P-ship property and has no interest in P-ship property which can be transferred. 
6. Conveyance
a. Standard: RUPA §301 Partnership property may be transferred by a partner in the P-ship name if: 
i. The title in the P-ship name if they have authority under S303; 
ii. By the partner in his name if the property is held in that name and indication of P-ship
iii. By the partner in his name if property is held in his name
1. There’s no limitation to real property like in UPA
b. Standard: UPA 10 Title to P-ship property may be conveyed by:
i. Either partner in the P-ship name when title in the P-ship name
ii. Either partner in his own name where title in the P-ship name and authority under 9.1; 
iii. A partner in his own name where the property is in that name; 
iv. A partner in his name of P-ship name when P-ship not just in his name and has authority under 91 and passes equitable interest. 
7. Kay v. Gitomer

a. Facts: Tenants in partnership (couple). K sold lot by K & E w/o E’s consent. 
b. Issue: Was the lot owned by Kay and E as tenants in pp? (yes, intent to use property as cap contrib. for pp) Did the K of sale, signed by only K, bind the p-ship? 
c. Holding: K had actual authority to sign the K for the p-ship. 
d. Gitomer has an equitable interest under UPA §10(4). This is sloppy b/c not good as legal title which will prevail. RUPA is better and all transfers will count and there is no distinction b/t legal & equitable time. 

ii. Admitting New Partners v. Assigning Partnership Interests

1. Standard: RUPA §401(i) A person may become a partner only with the consent of all the other partners. 
a. Courts are reluctant to enforce a contract around this rule unless intent of the parties is clear. 
b. The assignee of a P-ship interest doesn’t b/c a P, has no right to information. However, as long as P-ship continues, the assignee has a right to P-ship distributions and on dissolution a right to receive the assigning P’s interest.
2. Standard: RUPA §502 the only transferable interest of a P is the P’s share of the profits and losses of the P-ship and receive distributions – personal property interest. 
3. Standard: RUPA §801(a)  provides that a transferee of a P’s transferable interest is entitled to judicial dissolution of the P-ship
a. At any time in a P-ship at will; AND
b. After expiration of the P’s term or the completion of the undertaking in a P-ship for a particular undertaking
4. Rapoport v. 55 Perry 

a. Facts: Two families owned 50% each of a P-ship. Later the R’s assigned a 10% interest out of their share to the adult children. Other P’s refused to recognize the children as new partners. 

i. Here, the parents can assign interest to kids w/o consent but can’t make kids P’s w/o unanimous consent. 
b. Rule: It takes unanimous consent to make a new partner unless there is a prior agreement. RUPA §503: 
c. Standard: A partner has a property right in his interest in the partnership and can assign his interest in profits and losses and the right to receive distributions. RUPA §502
1. The right to participate in management though, is the property of the partnership itself. 

2. An assignee may be made without consent, but he is only entitled to receive the profits of the assigning partner. 

iii. The Rights of Partner’s Creditors

1. Standard: You can freely assign partnership interests, but you can’t assign to a person your status as a partner. This means that P’s can use their interest to secure a debt to creditors but the assigning P will remain a P. 
2. Hellman v. Anderson

a. Facts: F/c sale of Anderson’s interest in the P-ship. 
b. Holding:  A debtor’s interest in p-ship may be f/c’ed upon & sold, even though other P’s don’t consent to sale, provided the f/c doesn’t unduly interfere with the p-ship biz.  
c. Standard Seizure of a Partner’s Property: (UPA 28(2) & RUPA §504(b)) 
i. Step #1- Judgment

ii. Step # 2 - Creditor achieves a charging order – which is a lien on the judgment debtor’s transferable interest in the P-ship. 
1. Gives creditor a right to be paid in distributions

2. But, b/c P-ship doesn’t have to make distributions, of little use

3. Debtor partner retains the rights of management, ordinary & extraordinary votes 

iii. Step #3 - Foreclosure [other option is forced bankruptcy] RUPA §504 (b) Court MAY order this to happen at any time
1. Still doesn’t force p-ship to make distributions

2. This is a discretionary matter – the court will consider the likelihood of creditor getting paid & likely disruption to the P-ship. 

3. RUPA doesn’t require approval by the parties

iv. Step #4 Forced Judicial Dissolution

1. Under both UPA §32(2) and RUPA §801(6), anyone who buys at f/c sale is entitle to force dissolution if they receive no distributions after f/c sale
2. Courts tend to grant this option

v. Step #5 Bankruptcy [if all else fails]
1. Upon bankruptcy, a partner is dissociated from the partnership. RUPA §601(6)(i)
2. The other partners may buy out the dissociated partner’s interest in the P-ship. RUPA §701(a) 

vi. Outcome - Hopefully, Creditor receives debtor partner’s share of the P-ship 
e. Fiduciary Duties

i. The Common Law

1. Meinhard v. Salmon

a. Facts: M cuts S out of a deal on a new lease agreement. Salmon effectively stole an opportunity for greater investment from Meinhard, who was his partner. Once the lease was over, Salmon pursued a redevelopment plan that was offered to him while they were still in a P-ship together. P’s owe each other … “the duty of the finest loyalty. A trustee is held to something stricter than the morals of the marketplace. Not honesty alone but the punctilio of an honor the most sensitive.”
b. Standard: While partners are not true fiduciaries, their relationship entails several fid-duties which can’t be changed by contract. They must not usurp business opportunities belong to the partnership from your partner .See RUPA §103(b)
i. Duty of Loyalty – cannot steal business from one another. This reduces the risk of doing business, but also undermines efficiency.

ii. Duty of Care

iii. Duty to Inform each other of material facts. UPA §20
c. Compared to UPA, RUPA §404 (b) limits fid-duties of a partner to loyalty and care and explicitly provides that acting in own interest is not a violation. 

i. RUPA §404(e) – A partner doesn’t violate their duties to the P-ship just b/c their conduct furthers their own interests

ii. RUPA §103(b)(3) – The duty of loyalty is mandatory and it can’t be contracted away via a written P-ship agreement, but the P-ship agreement CAN define reasonable standards of what constitutes loyalty. 

d. Suits by P’s against P-ship have been limited to suits for an accounting UPA §22, or for dissolution as a result of language in UPA §13.RUPA §305 permits suits by P’s against P-ship in tort or any other theory

e. Policy Reason: Due to the level of intimacy and economic vulnerability, partners would be able to take advantage of one another. This rule protects minority partners against majority oppression. But, as dissent writes, is this overly broad? 
ii. Codification of Fiduciary Duty and Contractual Waiver

1. Standard: RUPA §103b(3) A fid-duty cannot be waived, but: 
a. It can be defined by indentifying specific types of activities that do not violate the duty of loyalty, and
b. Acts that would violate the duty of loyalty may be authorized or ratified by the P-ship. 
2. Standard: RUPA §404 A partner owes the fid-duties of loyalty and care. 404d requires good faith and fair dealing when discharging any duties owed to the P-ship. 
a. §404 e acting in one’s own interest does not violate the duty of loyalty
b. §404f allows transactions with the partnership
3. Singer v. Singer

a. Facts: S had P-ship; made specific amendment to agrmt said it would be ok for P to compete w/p-ship, just as if not members
b. Issue: Did this violate the P’s fid-duty not to compete? (no) 
c. Holding: B/c of the P-ship’s specific agreement, the P-ship K’ed away its rights to expect a non-competitive fid relationship with any of its P’s.  
d. RAG: This case practically eliminates the duty of loyalty and is an extremity. Does it fit within the standards of UPA or even RUPA? 404b duty of loyalty, can’t compete??
4. Delaware’s Law
a. There is no limitation on ability to waive fid-duties by agreement. Singer then, would not be an issue. This is default rule and is unique. If all agree, will not owe fid-duties at all. 

iii. The Duty of Loyalty

1. Standard: RUPA §404(b) A partner’s duty of loyalty to the P-ship & other P’s is limited to…acting as an adversary with the P-ship
a. RUPA §103(b) lists what may not be waived under this act
2. Enea v. Superior Court

a. Facts: D’s were not categorically allowed by 404e to lease property to themselves at less than market value. This would depend on whether this was a breach of loyalty which was done on behalf at the expense of the P-ship. 
b. Holding: So long as a transaction is consistent with 404b and 103b, you may transact with the P-ship under 404f 
c. Broad Reading 404: Taking away anything that would be considered profits would be considered violating the duty of loyalty. §404(e). (Furthering own interest doesn’t violate duty of loyalty) 

d. Narrow Reading 404: Doesn’t violate the duty if they had unanimous consent – they all did it here. 

e. RUPA §404(f): A P may transact w/ P-ship when the obligations of the P are the same as those of the person who is not the P. Under UPA, no SD w/o unanimous consent. They should have been leased to P’s at FMV. 

iv. The Duty of Disclosure

1. Standard: RUPA §403(b) – Every partner has the right to access the P-ship’s books and records. §404 c: P-ship has an affirmative duty to disclose to a partner any information required for the proper exercise of the partner’s rights and duties, and to furnish on demand any other information that are not unreasonable under the circumstances. 
a. This may not be eliminated by the P-ship agreement. 
2. Walter v. Holiday Inns

a. Facts: Buy-out transaction, majority P sells out to min P. 
b. Issue: Is there any duty to make a disclosure? (no) 

c. Standard: At common law, the partnership has a fid-duty to disclose to a P material facts. 

i. Materiality is whether a reasonable investor would have wanted to have this information when they made their decision. 
1. Factors include; the degree of access to the P-ship records, sophistication of the complaining partner, qualifications of those preparing information, purpose for which the information was intended, degree of bias reflected.  

d. Holding: Court finds immaterial
i. The financial projections (speculative) 

ii. Cash flow projections (Plaintiffs could have found them)

iii. And, the audit report (P’s could have accessed it) 

e. RAG: Court was wrong here, the test is not whether the information is speculative, but whether a reasonable person would have found material 1 and 3. (most would!) 

i. Yes – material – it was done to negotiate the buy-out, so it was obviously an important factor in their calculation. 

v. The Duty of Care

1. Standard: RUPA §404(c) A partner’s duty of care to P-ship and other P’s in the conduct and winding up of the P-ship business is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or knowing violation of the law. 
2. Bane v. Ferguson

a. Facts: Partners, who lacked bad faith for merging, caused a former partner’s pension to be terminated.
b. Holding: Partners have a reasonable duty to be careful in a P-ship but as long as a P is fully informed, the P-ship is protected by the business judgment rule. Fid-duty does not apply to former partners. 
vi. Duties on Leaving the Partnership

1. Standard: You may do the prep work for moving to the new firm, including hiring new employees, but this must be balanced with the duty to work for the benefit of your current firm.
a. You can tell clients you are leaving, if you give the firm fair warning so they may also compete for the clients’ business.  
2. Meehan v. Shaughnessy

a. Facts: 3 P’s leave firm taking over 100 clients. They secretly sent letter to clients asking their authorization to take cases w/them & they denied they were leaving P-ship when asked.  
b. Issue: Did the P’s breach their fid-duty by unfairly acquiring assent to remove clients to their new firm? 

c. Holding: Yes, it was an unfair advantage and it was a breach of their fid-duties. BOP on defense that the clients would have shifted to them regardless and looked at circumstantial factors. 

d. REMEDY: The firm could deduct overhead costs for the clients taken but attorney’s bills include overhead costs, so it is difficult to distinguish. 

vii. Remedies

1. UPA Standard: UPA §22 An accounting action involves an all-encompassing review of the P-ship’s affairs and the P’s obligations to each other. It doesn’t require dissolution under UPA. A P has a right to accounting when: 
a. If he is wrongfully excluded from the P-ship business or possession of its property by his co-partners
b. If the right exists under the terms of any agreement
c. As provided by §21 – every partner must account to the P-ship for any benefit derived by him without the consent of the other partners from any transaction connected with the P-ship
d. Whenever the circumstances render it just and reasonable
2. RUPA Standard: RUPA §405 Actions by partnerships & partners: 
a. A P-ship may bring a claim against a partner for breach of the P-ship agreement or for a violation of a duty to the P-ship, causing harm to the P-ship
b. A Partner may bring a claim against a P-ship or another partner for legal or equitable relief with or without accounting to: 
i. Enforce the P’s right under the P-ship agreement
ii. Under the Act, including 401,403, or 404; articles 6,7,8 or 701 right to have interest purchased and 801 right to dissolution and winding up 
iii. Enforce the individual rights of the partner
3. Dunn v. Zimmerman

a. Facts: Breach of fid-duty of loyalty by a P against another. 
b. Issue: Whether a formal accounting is required in an action at law b/t partners? (yes, typically) 

c. What is an accounting? 

i. An all-encompassing review of all p-ship’s affairs & at the end anything not complained about can’t be complained about again. Meant to resolve everything. 

d. Holding: General rule is that an accounting is generally a prereq to action at law that arises from affairs of P-ship. 
i. Exception: if the dispute is narrow as far as scope and time, then you don’t have to go through the whole accounting

e. RUPA abolished the rule that legal claims b/t P’s can only be brought in an accounting action. 

f. Dissolution

i. UPA: Aggregate Theory: Dissolution results when any partner leaves the P-ship UPA §29. 
1. Majority – Dissolution can’t be prevented by agreement. For example, agreement that expulsion of a P will not result in dissolution. 

ii. Dissolution – a change in the relation of P’s caused by any P ceasing to be associated in the carrying on (as distinguished from winding up) of the business
1. Rightful dissolution – UPA §31(1) 
a. By the termination of the definite term of agreement
b. By the express will of any P when no term is specified
c. By the express will of all P’s who have not assigned their interest either before or after specified term
d. By expulsion of any P from the business bona fide under the power conferred by agreement
e. By any event which makes it unlawful for the business to be carried on
f. Death of any partner
g. Bankruptcy of any P or the P-ship
h. Decree of court under §31(5) UPA  
iii. Events Causing Dissolution

1. Page v. Page

a. Standard: P-ships are terminable at-will UPA §31.1.b

b. Facts: Bros. had P-ship in linen supply biz & as soon as they made a profit, 1 bro wanted to dissolve the P-ship. 
c. Issue: Whether the P-ship was at-will or a term P-ship?  

d. Holding: Court determines this was not a P-ship by term. What they claim was a term, was no more than a hope P-ship earnings would pay for all necessary expenses. Default is at-will.  

i. UPA §31(1)(b) dissolution of the P-ship occurs by the express will of any p where there is no fixed term. 

1. LIMIT – b/c of fid-duties there is an implied duty of good faith. 

e. Rule: You can’t expel a partner or dissolve a P-ship for the purpose of stealing their share of the business. Still owe fid-duties not to steal each other’s business. RUPA changes result?
2. Bohatch v. Butler & Binion 

a. Facts: Jr. P was expelled as a P for reporting suspected over-billing Pennzoil by another Sr. P; reduced distribution w/o notice
b. Issue: Whether fid-rlshp b/t P’s creates an exception to the at-will nature of P-ships? 

c. Holding: The firm didn’t owe a duty not to expel her. Although fid-relationship b/t P’s, P’s have no obligation to remain partners. Trust relationship is necessary b/t P and the court refuses to make an exception for whistleblowers.

i. But Page – can’t steal P’s business? Firm says they didn’t fire her to steal her share; fired her b/c nuisance 

ii. B/c of this reasoning, they don’t owe her comp damages.

d. Dissent: Bad policy – partners have a duty to mitigate known violations by other L’s in their firm, for the protection of clients. 

i. Partners may dismiss her, but they must compensate her in tort damages, including punitive. 

ii. RAG: not fair, letting P-ship steal her share of the biz. 

e. Would this case come up differently under RUPA? Yes – b/c §701(a) says she should be bought out by the P-ship. 

i. RUPA §710(a) If a P is dissociated from a P-ship that doesn’t result in dissolution, the P-ship will purchase the dissociated P’s interest in the P-ship at a determined buy-out price.

ii. Bottom Line – if you are a whistleblower partner, you can’t be screwed. 

iv. Consequences of Dissolution

1. Any partner, according to his own will, can seek dissolution in contravention of the agreement between partners §31(2) UPA
2. Dreifuerst v. Dreifuerst 

a. Facts: TC ordered an in-kind of order of assets but the P’s wanted cash. 
b. Issue: Whether, absent a written agreement to contray, a P to the dissolution and windup of P-ship, can force a sale of the P-ship assets? 
c. Holding: Yes, absent unanimous agreement, court would not order in-kind distribution. RUPA §601 and UPA §38
i. When the dissolution is wrongful, breaching partner must pay breach of K damages and has no right to his share in the business. 
d. Holding: Lawful dissolution gives each P the right to have the business liquidated. (in cash if they want) That is default. 
i. Same agreement under UPA & RUPA 
v. REM: Per Page, a P-ship is dissolvable for will AND they have right to have entire P-ship sold! 
vi. Wrongful Dissolution

1. Drashner v. Sorenson

a. Facts: P is drinking a lot, not doing his P-ship duty & drawing $ from the P-ship for personal use b/y P-ship agreement. 
b. Holding: A penalty for wrongfully dissolving a P-ship includes a distributive share that does NOT reflect goodwill of biz. 

i. Court dissolves P-ship b/c it’s not reasonably practicable to continue biz. It’s been constructively dissolved by the P’s actions.  Plus, this was a P-ship for term, so there was no right to dissolve it yet. 
c. Rule: There are substantial penalties for one who wrongfully dissolves. §38 UPA 

i. Liability to other partners for damages for breach of agreement

ii. Valuation of interest in P-ship discounted for goodwill 
iii. Remaining P’s have right to continue business or liquidate, regardless of desires of departing P

d. RUPA §701(b) is different – wrongfully dissociating partners get a “buyout” price that represent the greater of the going concern or liquidation value at the time of dissociation. Goodwill is rejected! 

2. The Expulsion of a Partner
a. Expulsion of a Partner without good cause is wrongful dissolution §31d
b. A p-ship agreement may lawfully provide for the expulsion of a partner without cause. §31d
c. Expulsion cannot be in bad faith – to prevent a P from exercising rights under agreement
3. Winding up §30: A dissolution commences with the winding up of a P-ship
a. Period after dissolution but before termination when P-ship finalizes affairs
i. After dissolution, assets are sold, liabilities of the P-ship paid in this order. See UPA §40
1. Non-P creditors
2. P Creditors
3. P in respect to capital contributions
4. Distribution of remaining profits
4. Termination – completion of the winding up process and end of the p-ship as a going concern.
a. §40 d ( if the P-ship assets are insufficient to satisfy the P-ships liabilities, the P-ship must contribute according to their loss shares (relative to profit shares) 

5. UPA §33 – Dissolution terminates all authority of the P’s to act for the P-ship except: 

a. To wind up the P-ships affairs

b. When the dissolution is by bankruptcy or death of a partner, if no knowledge of the dissolution 34

c. With respect to 3rd parties (apparent authority - §35) 

6. Rights to the P-ship Property UPA §38

a. Partners can agree by unanimous consent not to liquidate the business upon dissolution, unless the dissolution is against the P-ship agreement

b. A partner, who has not breached the P-ship agreement is entitled to wind up the P-ship and force liquidation, and to receive his portion of the proceeds in cash

7. A successor P-ship succeeds to the liabilities of its predecessor §41-1

a. 17 – a new partner’s liability for P-ship obligations incurred before his admission may be satisfied only out of P-ship property 

vii. RUPA: Partner Dissociation
1. Entity theory: A P-ship is an entity distinct from its partners §201
2. Certain events will lead to dissociation. See RUPA §601
a. A P has the power to dissociate, rightfully or wrongfully, by express will. 
b. A partner becomes dissociated when: 
i. The P-ship has notice of the P’s express will with withdraw §602 wrongful/rightful
ii. An event agreed to in K occurs
iii. P is expelled per the P-ship agreement (w/d at P’s express will b/c end of P-ship term or b/f completion of purpose for which P-ship was formed)
iv. P expelled by court order
v. P engaged in wrongful conduct that adversely/materially affected business
vi. P willfully committed material breach of the P-ship agreement or a duty of care, loyalty, good faith, fair dealing owed to P’s/ship under §404
vii. P b/c bankruptcy debtor
viii. P dies
c. Wrongful dissociation §602 An event of dissociation is rightful UNLESS is specified in §602(b) as wrongful: 
i. Breach of an express provision of the agreement
ii. For term P-ships, before expiration of term
iii. Anything else is rightful
iv. §602 (c) a P, who wrongfully dissociates, is liable to the P-ship and P for damages
d. §703 Dissociated Partner’s Liability
i. Liabilities incurred before dissociation continues
ii. Liabilities incurred after dissociation where 3rd party thought he was a partner continues for 2 years 
3. Some dissociations cause dissolution. See RUPA §801 
a. A partner may dissolve an at-will P-ship at anytime
b. §801 (2) A P-ship for a term or particular undertaking is dissolved when: 
c. At the expiration of the term or on completion of the undertaking
i. By unanimous agreement of the partners
ii. Within 90 days of dissociation of at least half of the remaining partners when a partner has wrongfully dissociated himself under 602(b)
iii. An event specified in K occurs
iv. An event makes it unlawful to carry on P-ship business
d. After dissolution, p-ship continues only to winding up §802
e. A court decrees dissolution because: 
i. The economic purpose of the P-ship is likely to be unreasonably frustrated
ii. A P has engaged in conduct so that it is not reasonably practicable to carry on the business in conformity with the P-ship agreement
iii. Or it is not reasonably practical to carry on the business in conformity with the K
f. Settlement of obligations with creditors. §807 Winding up: 
i. A partner creditors are equal to outside creditors when P-ship assets are sold
ii. Same as UPA §30b
g. No distinguishing of identity as under UPA
4. If the partner is dissociated without dissolution and winding up, P-ship shall buy out the dissociating P according to the value of his interest. See RUPA §701
a. Business valued – greater of liquidation or going concern value §701
b. Departing P gets same share whether departing rightfully or wrongfully §701 b, but can be held liable for damages if dissolution is wrongful. §701c
c. Remaining P’s have ability to continue the business if made by unanimous agreement
5. Distributions in Dissolution & Effect on Service P’s
a. The Process

i. Split losses among capital accounts
1. Default: losses follow profits, if no agreement on profits, split losses 50/50 §18 UPA
2. Where any P has a negative balance on capital account, must bring that balance to zero §18a 
3. After all external and P creditors are paid, distribute capital accounts §40
ii. Big issue is whether courts will treat the value of P’s services as a capital contribution. Courts have tended to apply inconsistent treatment: 
1. Profit situation – implied agreement to make value of services a capital contribution
2. Loss situation – agreement that services are not a capital contribution and capital contributor sustains the entire loss; capital contributor is the “money man’” who should sustain all the loss
III. The Corporation

a. Introduction

i. Comparing the Partnership and the Corporation

1. Limited Liability
a. Shareholders (SH) can’t be held personally liable on corporate obligations
b. In P-ships, individual P’s can be held personally liable
2. Free transferability of ownership interests (creating new members) 
a. Ownership interests – shares of stock, freely transferable
b. P-ship requires unanimous vote (UPA §18g) to add new P’s
3. Terms of Existence
a. Corporation is perpetual – it exists until it is dissolved (which requires formal procedures)
b. Whereas, P-ship can be dissolved at will 
4. Leadership
a. Corporations have centralized management under the discretion of the board of directors (BD) 
b. Whereas in a P-ship, everyone participates 
5. Formation
a. Corporations are NEVER formed by accident – you must choose where and what state to incorporate
b. P-ships  can be formed wherever the arrangement conforms with the law’s view of P-ships 
b. Formation

i. Incorporation and its Aftermath

1. Internal Affairs Doctrine – Law of the state where a corporation (C) incorporates is the law that governs all the internal affairs of C. 
a. Small C’s (closely held C’s) are likely to incorporate where they do the majority of their business b/c of the overlap in franchise & doing business tax
b. Large C’s are unaffected by the franchise tax & incorporate in state that has most manager-friendly laws
2. Delaware (DEL) is by far, the most successful state in attracting incorporation of publicly held C’s b/c it has the most manager-friendly laws in the country. 
a. Policy evaluation to understand reasons for DEL’s success: 

i. Race to the Bottom Theory
1. States fall all over each other to get franchise tax dollars & must produce more manager-friendly laws to receive C’s business
2. The end result is negative for SH
a. SH rights plans, prevents SH from receiving the benefit of takeover
b. Entrenches management
c. Leads to federalization of corporate law
ii. Race to the Top Theory
1. The near universal acceptance of DEL law is evidence of superiority & efficiency of DEL law
2. Characterization of “manager-friendly”
a. In both Blasius & MM, court have bent over backwards to protect SH
3. Reasons why other states, like Nevada, who have tried to adopt versions of DEL law have been less successful is they lack infrastructure of DEL – talented bar, bench, etc. 
ii. Organizing a Corporation

1. Filing a certificate of incorporation
a. Must be filed with SOS DE §101
i. A C can be incorporated to conduct or promote any lawful business purpose
ii. Process is defined in §102 
b. Contents of Certificate of Incorporation DE §102(b) may include: Name, Address, Purpose for which you were organized, number of shares, rights & obligations of each class, name of registered agent, anything else (but remember it’s public domain and it’s difficult to change – require BD & SH vote) 
c. Corporate existence begins upon filing. DE § 106
d. §108: After filing the COI the incorporators of temporary board members shall meet to adopt the by-laws and elects board members. 
e. §109 By-laws: SH have power to adopt/amend by-laws, can also give this power to the Board if in COI, and you can put whatever you want in them as long as not illegal
iii. Financing the Corporation

1. Basic Model of Corporate Finance
a. Bonds/Indentures: A promise by the company to pay a certain amount on a certain date.
b. Stocks – Two Forms
i. Preferred Stock – Hybrid stock that combines the ownership element of common stock and the senior nature of debt. There is no promise of repayment like bonds have
1. Gives holders “preference” in the event that the directors are able and willing to pay a dividend
2. Often carries a periodic dividend – before dividends are paid out – must first go to them.
ii. Common Stock – conceived as equity interests in the C so the holders are the owners of the Co. 
1. Lowest on the totem pole as far as payments are concerned. 
2. Investors require higher return & usually carries voting rights, but that is not a requirement
iv. Promoters’ Contracts 

1. Promoter – a person who gathers the needed people and assets to transform an idea into business. 
2. Standard: Where the promoter makes a K for the benefit of a contemplated C, the promoter is personally liable on the K& remains liable even after the C is formed. 
a. Exception – 3rd Party knew Corp. didn’t exist & agreed to look only to the Corp. 
3. Liability of Corporation Standard: A Corp. only becomes liable on a promoter K if it “adopts” the K.
a. Similar to “ratification” in the agency context, but does not travel backward in time.
b. Promoter is not released unless the parties agree. 
c. Unless there is an express or implied novation agreed to by the 3rd party, substituting the C for the promoter under new K.
i. Courts will require unequivocal evidence of the 3rd party agreeing to novation. 
4. Illinois Controls, Inc. v. Langham

a. Facts: L invested a new device & entered into a corp. w/B individually and B inc. to form Illinois Controls, Inc. Under the K, BI would market the product but they didn’t do that here. 
b. Issue: What are BI’s obligations & is B personally liable? 
c. Holding: Both B as a company and B as a promoter are liable. 

i. B is liable b/c it accepted the benefits conferred by the K with knowledge of its terms & B personally is liable b/c the corp. never formally adopted the K, and the K doesn’t make the corp solely responsible for those obligations. 
d. Standard: The BOP is heavy, so normally the promoter will continue to be liable unless it’s clear a novation occurred. 

v. Defective Incorporation 

1. Standard: A de jure Corporation is a C organized in compliance with the requirements of the state of incorporation
a. Status is established upon filing
b. C against all the world, including the state (except AG) 
c. Substantial compliance is enough to satisfy requirements 
2. Standard: A de-facto corporation exists when there is insufficient compliance to constitute a de jure corporation in a challenge by the state (quo warrento proceeding), but steps taken toward formation of a C are sufficient to treat the enterprise as a C with respect to 3rd parties. 
a. Three Elements: 
i. Statute under which incorporation is possible (not really important b/c it’s possible everywhere)
ii. A “colorable” good faith attempt to incorporate
iii. Enterprise purported to act like you were a corporation – you must actually use/exercise corporate powers
3. Who may be held liable? If the C is neither de facto, de jure, nor C by estoppel, then courts differ on which SH may be liable: 
a. Model Act §2.02 – all those who assume to act for the C are liable , which means managing SH are liable while passive ones retain limited liability
b. General trend eliminates liability for those who don’t actively participate in the management of the business. 
4. Standard: C by Estoppel is an amalgam of three theories – those purporting to act for the C have represented to a 3rd party that the C has been lawfully formed. Then the party changes position/relies to their detriment. Three Branches of Corporate Estoppel: 
a. Branch #1 Real Estoppel – C can’t get out of the deal after making a representation to a 3rd party
b. Branch #2 Technical Estoppel – A 3rd party can’t get out of a deal on the theory that the C didn’t really exist b/c he achieved the results he bargained for (this is more corporate law, not estoppel)
c. Branch #3 The 3rd party can’t sue the promoter to hold him personally liable (also corporate, not true estoppel) 
i. Liability of Would-be SH is protected as if it were a de jure C
ii. As a matter of equity, the 3rd party, having dealt with the enterprise as if it were a corporation is “estopped” from treating it as anything else. 
5. Modern Acceptance of Doctrines: 
a. DEL Standard: First two branches of estoppel doctrine are codified in DE §329. Neither a C or 3rd party sued by a C can assert the defense of Estoppel
i. 3rd branch has been accepted as a matter of CL
ii. De facto doctrine exists 
b. Model Act States Standard: Accepts two branches of Estoppel, but SH/Promoter are not protected from liability, however: 
i. Exception: MA 2.04 provides limited liability for SH who didn’t know it hadn’t been incorporated
ii. Otherwise, those who purported to act on behalf of the C and who knew there was no incorporation are jointly & severely liable. 
iii. Also, they do not accept de facto incorporation, You are only a C once the COI is issued by the SOS and once it is issued, you are a C, regardless of any clerical error
1. No opportunity to assert questions about a C’s existence b/c filing is “conclusive proof” that incorporation was proper. MA §2.03
2. Under DEL law, filing is only prima facie evidence; de facto C is therefore a permissible defense. See DE §106 
6. Cantor v. Sunshine Greenery, Inc. 

a. Facts: B, on b/h of SG entered into a lease with C on Dec. 16th. However, the corp. was officially filed with SOS until Dec. 18th. B never paid for this lease. 
b. Issue: Was there a de facto corp. in existence at the time of lease agreement? (yes) Can C impose liability individually on B as a promoter? (no) 

c. Holding: SG was a de facto corp. and therefore, C is estopped from imposing liability on B personally. See elements above. 
7. Robertson v. Levy

a. Facts: L was to buy R’s biz & executed a bill of sale on 1/8, but the cert. of incorp. wasn’t filed until 1/17. R sues L on the loan that defaulted & expenses for the lease. 
b. Issue: Is the president (L) personally liable on the obligation entered into with R before the COI was issued? (yes) 

i. Is R estopped from denying the existence of the corp. b/c he accepted a first installment pymnt on the note? (no) 
c. Standard: Before the COI, the individuals who act as a corp. w/o authority are J&S liable for all debts/liabilities incurred; after the COI is issued, only the corp. can be liable. 
d. Holding: Therefore, L is held personally liable b/c he acted on b/h of the corp before the COI was issued. 
i. The court here follows Model Act (TX), DEL is a CL jx (Sunshine) in which estoppel is recognized. 

vi. The Ultra Vires Doctrine

1. Ultra Vires are transactions outside the sphere of activities in which the C can engage. 
a. A remnant of the 19th century, where the state’s job was to keep corporations within the limit of the purposes for which they were former. 
b. Today, UV only an issue when conduct doesn’t benefit the corp. in any matter. 
2. Classical Doctrine
a. B/c a C exists only within its charter, any transactions other than those which seek to maximize SH’s economic wealth are UV (like – donations to charity, etc.) 
i. Example: Train company was not authorized to build railroads so all contracts on that matter are void. 
3. DEL Standard: C’s are authorized to make donations for public welfare or charitable, scientific, or educational purposes as well as to enter into transactions that help the government. See DE §122 (9) DEL practically abolishes any notion of the UV doctrine. 
a. Some states, like Connecticut, provide that a C may consider other constituencies, such as the community, when making determinations of the C’s best interest. 
b. DEL hinted at such a power in Unical, but subsequently limited such considerations to requiring a rationally related benefit to SH in Revlon. 
4. However, §124 ( a corporation is not allowed to use UV nature of its action to escape an obligation under a K. 
5. Modern Doctrine: Goodman v. Ladd Estate 

a. Facts: SH of Westover seek to enjoin W’s reimbursement to Ladd for guaranteeing a BD’s loan. Westover was in the business of selling mortgage insurance but the loan they guaranteed to W was for his personal use.
b. Issue: Are the SH’s entitled to equitable relief? (no) 

c. Holding: The agreement is enforceable even though UV, and they can’t get relief b/c the SH which they bought shares is the person who procured the note to begin with. (Tainted Shares) 

d. Rule: The classic UV doctrine has been severely limited by state law; b/c a company can be formed for “any lawful purpose” the only activities that are UV are those with NO CORPORATE PURPOSE. DE §102 

i. General powers of officers, directors, and SH limited to powers & privileges necessary or convenient to the conduct of business purpose set forth in certificate of incorporation. See DEL §121
ii. A corporation can guarantee debts, make donations for public welfare, lend $ for corporate purposes. §122
iii. Only potential use of narrow corporate purpose clause would be so minority SH could keep majority in check

6. As a result of the “any lawful purpose” language, the modern UV doctrine is now circumscribed in statute. DEL §124 – A corporation is not allowed use the UV nature of its own conduct to escape its obligation.
a. Proceeding by SH against the corporation §124(1) 
i. Contract must be executory on the C’s behalf – which is a contract in which duties of one or more of the parties have not yet been completed. 

ii. 3rd party to contract must be party to the lawsuit

iii. Court will only enjoin the performance if it is equitable to the 3rd party

1. Reliance, but not expectation damages

2. A court will not enjoin a K under §1241 if it would be unfair to the third party

iv. Proceeding by the C against an incumbent or former officer or director of the C for loss due to his unauthorized act §124(d)

1. This is the largest value of UV today 

v. Tainted Shares Rule: If you buy shares from someone who couldn’t challenge (b/c they participated in the UV act) you are prohibited from challenging it as well. 

1. Caveat – you had to know about the UV conduct b/f you purchased

2. End-around – arrange for min SH who did not participate in act to challenge. But, proof that C put SH up to challenge will undermine challenge

vi. A proceeding by the Attorney General 

b. Creditors never have the right to sue for UV acts

c. If SH unanimously approve conduct, they can’t sue for UL act at all. 
i. If they didn’t do this, they can still only sue for an injunction b/f the conduct takes place. Afterwards, they are screwed. 

d. §102(a)(3) – Corp. can limit purpose in COI to just any “lawful business activity” That makes it easier in this respect. 
7. Dodge v. Ford Motor Co. 
a. Facts: D, as min SH, demand more special dividends from HF. HF claims he doesn’t have to give them b/y what is required & he intends to put $ toward benefiting customers & employees. 
b. Issue: Does HF have to distribute surplus dividends as demanded by the SH? (yes) 
c. Standard: A corporation has a legal duty to maximize SH value & not act for the general benefit of the public.  

i. UV to sell cars too cheaply and be good to your employees. If he would have made up a reason (e.g., goodwill) it would have been covered by BJR. He lost b/c he told the truth!! 
8. AG Smith v. Barlow
a. Standard: A corporation may do something that benefits non-SH groups so long as the impact on SH is minimal. Court upheld corp.’s gift to Princeton b/ c it was an incidental gift. 
c. Management & Operation

i. Allocation of Power

1. Standard: DGCL §141(a) unless otherwise provided in the articles of incorporation, the business of the corporation shall be conducted by and under the BD. 
2. Charlestown Boot & Shoe Co. v. Dunmore

a. Facts: SH want directors, W&D to take O’s advice in winding up the business; they ignore & lose money & are sued by the SH. 

b. Standard: Directors have full discretion in using their own judgment unless the AOI or by-laws limit them DEL §141(a)
c. Potential SH remedies where belief exists that directors are not running business properly: 

i. Vote out directors the next time they are up for election

1. This remedy may not be of use where SH want immediate action though 

ii. Sue directors for negligence 

1. But, high transaction costs, directors might just be judgment proof, etc. 

iii. Remove directors from the BD

1. Unless COI otherwise or the C’s directorships are staggered, directors can be removed without cause. DEL §141(k)(i) 
a. Staggered boards allow change to happen more gradually by preventing a majority of SH from making wholesale changes to board. §141(d) 

b. This is often more advantageous to removing “with cause” b/c removing “with cause” requires D receive elements of DP

2. Remedy is limited to SH & not D’s

3. Split of authority on whether court can remove directors for cause. 

iv. Add a director

1. Where the certificate of incorporation provides for a fixed number of directors, SH would need to amend the certificate

a. Such action requires a majority SH votes as well as director approval DE §242
b. Normally though, the certificate doesn’t contain such a fixed number

2. Other option is to amend the C’s by-laws

a. SH may adopt, amend, or repeal by-laws without director approval. DE §109

b. Next, proposed amendment would need to be voted on at a SH meeting. §211

i. But see the model act (and Texas) under which SH holding 10% of the C’s stock can call a meeting; this % can be increased in the certificate of incorporation, but directors can’t prevent anyone holding more than 25% calling meeting

c. But, any action which would otherwise require a meeting can be accomplished via a written consent without a meeting, prior notice, or a vote if signed by min number of holders required to win a vote if a meeting were held. §228

i. In all matters other than election of D, vote of majority of shares is required to win. §216

3. Still, under default rules, BD fill vacancies on the BD. §223

a. Thus, before adding D by written consent, SH must amend by-laws to provide that SH will fill Board vacancies

v. SH remedies for influencing corporate officers. §142

1. BD has power to chose & remove officers. §142

2. Since most C’s would be unwilling to amend by-laws to endow SH with this power, SH’s best remedy is to issue a precatory resolution

a. Non-binding resolution that the SH don’t have confidence in the president

3. Removal of Directors 
a. Standard: DGCL §141(k) any director may be removed with or without cause by a majority of the SH at a SH meeting. 
ii. Interference with the Shareholder Franchise See §102, 109, 141, 212, 228, 242
1. Stroud v. Grace

a. Blassius Rule: Even though the Board has the mechanical power to achieve this change in corporate governance, conduct that interferes with SH voting is not reviewed under the BJR but instead must meet a standard of compelling justification. 

b. Facts: Milliken brothers control the majority of the shares. They want to amend the charter to outline qualifications of the directors. They also amend the bylaws changing the procedure of nominating candidates for the board. The amendments were approved by 78% of the shares entitled to vote. 
c. Milikens are trying to take over company at the Stroud’s expense. The proposed amendment listed 3 categories of qualifications for people they’d consider as potential board members.

i. People with sub experience (must be board majority at all times

ii. Beneficial SH of the C (must be at least 3 on the board)

iii. The CEO, COO, and president (must be at least 3) 

d. These new qualifications handicap Strouds b/c Milikens have more connections , they are just passive investors. 

e. §141(b) says that the certificate or bylaws can contain the qualifications for directors. §242(b) says no amendment to the charter can be effected without SH approval.

i. Burden is on them to prove charter amendments were not properly adopted, or prove fraud, or misconduct

f. Holding: SH vote was fully informed and valid; Court holds that the Blassius “compelling justification” only applies when the primary purpose of the board’s action is to interfere with or impede the exercise of SH franchise. 

i. Differs from Blasius b/c there’s a lack of imminent harm. COI was vague and subject to abuse – Court says just come back to court if you are actually abused. 

2. Example of a Blasius violation: 

a. Canceling a SH meeting

b. Must show a compelling justification (can’t be paternalistic)

i. E.g., postponing the meeting few weeks to provide more information to SH for more informed voting. 

3. MM Companies v. Liquid Auto 

a. Facts: MM company owned 7% portion of Liquid Auto. LA controlled the board. 

b. Holding: Blassius test applies in this case b/c the amendments (to expand number of directors) approved by LA vote were only made to dilute the effect of the vote of 2 new MM directors.

i. Amendments were made solely to weaken MM’s voting power and were made only after LA knew the MM directors would get elected. 

iii. Formalities Required for Board Action

1. Standard: Directors must act at a duly convened meeting at which a quorum is present. §141(b) 
a. Does the BD have to have a BD meeting? 
i. §141(f): they don’t HAVE to unless the COI or bylaws say so, provided all B members consent in writing
ii. §141(b): implies that meeting IS required 
1. Courts have taken approach that meeting is required b/c president might otherwise visit BM individually to solicit votes.
iii. §141(i): video/web/phone conferencing is acceptable alternative
2. Quorum Standard: §141(b) the default rule is the majority of the Board must be present; may be altered to as low as 1/3rd or as high as they want by the by-laws. 
a. This is measured by the total number of authorized seats, So, if there are vacancies, they still count toward the quorum. 
b. Formal notice is not required for any regular board meeting
i. Only required in case of special meeting at which point notice of date, time and place must be given to every director. 
ii. Ex: if there are 9 BD seats total, 5 is quorum
iii. If 2 are dead and seats aren’t filled, it still takes 5 for quorum b/c requirement is based on the total # of directors fixed in certificate §141(b) 
3. Voting Standard: §141(b) Assuming a quorum is present; the vote of a majority of those present is required to take action. 
a. Even when someone abstains, this is effectively a “no” vote b/c those abstaining are included in determining what the majority is
b. Requirements can be altered by AOI or by-laws. Limit though is that you have to require at least more than 50% or else both sides could win. 
4. Standard: The failure to follow the formalities rend the action of the BD of a publicly-held corporation void: 
a. Result is less clear cut in a closely-held corporation (CHC) where, depending on the circumstances, courts may uphold informal board action.
5. Committee Standard: Boards can delegate decision-making authority to committees. Almost anything can be delegated. 
6. Gearing v. Kelly

a. Facts: M owns 50% of the stock of corp. and she stayed away from SH meeting for purpose of preventing a quorum & setting aside the election of a new director. 
b. Issue: M wants the court to order a new election. 

c. Holding: Court will not order new election b/c M’s refusal to attend meeting knowingly frustrated corp. action. 
iv. The Authority of Officers

1. Standard: officers are appointed and removed only by the BD. §142
2. Generally, the authority of officers mirrors the law of agency. 
a. Standard: Majority rule is that the president has apparent authority to bind his company to contracts in the usual and regular course of business, but not contracts of “extraordinary” business. 
b. Minority rule – In Texas, the President has little or no apparent authority, so it’s crucial to make certain, when dealing with officers they have authority. 
3. Lee v. Jenkins Brothers

a. Facts: L alleges that Pres. Promised that the corp. would give him pension “no matter what happened” regardless of staying until 60 or not. He is fired at 55 and gets no pension. 
b. Issue: Did the agreement ever happen? Nothing in writing.
c. Holding: Evidence insufficient to support a finding that Pres. Promised L pension that did more than protect his rights under pension plan. 
d. Analysis:

i. Was there an agreement?

ii. Was the agreement enforceable? 

1. Did the Pres have authority? Express actual authority? Implied actual? Apparent? 

a. Is this an ordinary or extraordinary act? 

e. Basic Rule – Pres. Has authority to take ordinary, but not extraordinary actions. L should have gotten BD authorization.

v. Shareholder Action

1. Formalities Required for Shareholder Action

a. Standard: Notice of place, time, and date is required for the annual meeting of SH §222

i. Notice of special meeting must describe the purpose is called §222

ii. Notice provided to SH of record on a designated record date prior to the meeting. §213

1. Only those SH who are record holders on the record date may vote

2. Record date fixed by the bylaws or by the BD

b. Quorum Standard: §213 majority of shares entitled to vote constitutes a quorum and that can be changed 

i. Showing up by proxy is equivalent

ii. Can alter this default rule, but can’t be less than 1/3

iii. Ex: If there are 1,000 shares, 501 SH are needed 

c. Voting Standard: Unless otherwise provided, common SH have 1 vote for every 1 share. §212(a)
i. Of the SH quorum, to carry motion you need a majority of voting shares PRESENT – abstaining votes count as no

ii. Often, corporations will issue dual-class, super voting stock (weight voting stock) to enable a control group to control the C with a minimum investment. 

iii. Ordinary Business: §216 majority of shares present at meeting. (TX ( majority of those voting) 
iv. Fundamental Transaction: DEL majority of those shares entitled to vote

v. Electing Directors: §216 plurality wins from votes taken

1. Candidates who receive the highest number of votes are elected, up to the max number to chosen at the election, even if they receive less the majority of the votes of those present at the meeting

2. Straight v. Cumulative Voting See §214 
a. Straight Voting: A SH can cast, for each candidate for election to the board, a number of votes equal to his number of shares

i. Under this system, 51% ownership gives you 100% of the power b/c you can outvote the opposition on every matter and no one can stop you
ii. Delaware default rule (but cum is allowed) 

b. Cumulative Voting: a SH can cast for any single candidate, or for two or more candidates, as he chooses, a number of votes equal to his number of shares he holds times the number of directors to be elected. 

i. Results in reasonably proportionate board rep

ii. Benefit – provides the min SH with access to happenings at director’s meetings and access to company information via the director’s rights

1. Enables min to avoid result where board acts, without a meeting, by unanimous written consent §141(f) 

3. Voting Out A Director 

a. Math formula for determining number of shares needed to elect a director

i. Min number of shares needed to elect a particular number of directors

1. X =((s*n)/(d+1))+1
a. X = Min # shares needed

b. S = total # shares that will be voted at meeting

c. N = # of D’s desired to be elected

d. D = total # D to be elected]

ii. Legal importance of formula: you can’t remove a director without cause…if the number of votes cast against his removal would have been sufficient to elect him §141(k)

iii. Max number of directors that can be elected by a group controlling a particular number of shares

a. N = x*(d+1))/s 

4. Informational Rights See §220
a. Skouras v. Admiralty Enterprises

i. Facts: S wants access to the records b/c he claims there is mismanagement by the BD & claims SD by giving themselves too many perks. 
ii. Rule: SH has a right to see records in DEL if he proves he has a proper purpose. Investigation of mismanagement would be a proper purpose, but you have to have some evidence of it b/f you see books.

1. Proper purpose: “purpose which is reasonably related to such person’s interest as a SH”

iii. §220(b)(2) says he gets the records of the parent company and any subsidiary if they are relevant. 

d. Altering Corporate Norms by Corporate

i. Voting Agreements See §141, 151, 212, 218
1. Ringling Bros.-Barnum & Bailey v. Ringling

a. Facts: 3 SH: 2 min SH agreed they’d vote together (each owned 350 shares) and North owns 370 shares and if they’d disagreed, they’d go to an arbitrator and agreed they’d vote as he decides.

b. Issue: Was either party empowered to the A’s decision? (no) 

c. Rule: A voting agreement which enables SH to name each other directors and take a majority of the board is not illegal

i. Codified by DE §218(c) which requires that such agreements be in writing an designed by the parties thereto

ii. While voting agreements are generally held to be valid, such will be deemed invalid if based on a private benefit such as a side payment (vote selling is illegal) 

d. Rule: Voting agreements are problematic b/c they require court enforcement and the court doesn’t always fix the problem

i. Modern trend towards granting specific enforcement rather than money damages. 
2. Self-enforcing Voting Mechanisms

a. Voting Proxies

i. Self-executing remedies utilized by parties where they are concerned about needing to requires specific enforcement for breach of K. 

ii. Governed by agency law, it is a general rule that a P can terminate an agent’s authority at will unless the agent hold s the power “coupled with an interest”
1. Coupled with an interest – ensures person with authority has best interest of company at heart

2. Different interpretations of what it means

a. Some jx require proxy holders to have an interest in the stock itself which is the subject matter of the proxy

b. Others take broader view, enough that proxy holder has an interest in the company, not necessarily shares themselves

iii. DE §212(e) says that a proxy can be irrevocable provided: 
1. It says it is irrevocable; AND
2. Only so long as it is couple with an interest in law sufficient to support an irrevocable power
iv. The interest couple with can be an interest in the stock itself or an interest in C generally
3. Voting Trusts

a. A device which SH separate – voting rights in and legal title to, their shares from  beneficial ownership of the shares
i. Process – authorized by §218 

b. Like a voting agrmt, except it’s self-enforcing and never secret

c. Where a voting agreement creates an irrevocable proxy, b/c voting rights have been separated out form the other attributes  of the stock, the Court may deem such agreement in substance a voting trust:
i. Result will be invalidation for failure to follow formalities required of voting trusts under §218

ii. Conversely, some cases have found a voting agreement exists where the parties thought they had created a voting trust. As a result, failure to follow statutory formalities is not punishable.

d. DEL is unusual in that portions of statutes have independent legal significance. This means that a P can’t pop up to a challenge on a voting agreement on the grounds that: 
i. It meets the statutory definition of a voting trust

ii. It doesn’t meet the statutory standards for a voting trust

iii. Therefore, it’s invalid

4. Classified Stock and Weighted Voting
a. Under §212(a), the default rule is 1 share, 1 vote

b. Classified voting schemes present one of the simplest ways for min SH to have rep on the BD. 

i. Result – different classes carry voting power that differs considerably from investment

c. It’s not illegal to grant a class of stock with voting right, but no property rights in the corporation

d. An amendment to the COI to created classified stock requires a majority o 

ii. Controlling Matters Within the Board’s Discretion See §141 
1. McQuade v. Stoneham

a. Facts: McQuade, a min SH , is angry b/c the majority fired him from his directorship and officer against an agreement b/t McQuade, Stoneham, and McGraw all SH in NY Giants. Their agreement said that Stoneham (who had most shares) would vote for the other 2 as directors plus three others.
b. Issue: Is the agreement to put McQuade on the board valid? 

c. Rule: An agreement among SH to make each other officers is illegal in so far as it abrogates the directors’ duty to use their independent judgment 

i. DE §141(a) it is the job of the board to manage the affairs of the company, and SH can’t tell the board who is an officer

ii. DE §218 (c) permits SH to agree to their agreement

d. Issue: But can SH agree to make McQuade an officer by way of agreed upon vote?

i. No, they would be hamstringing themselves as BDM on the issue, b/c their duty is to the corporation

ii. If the contract WERE enforceable, that would be unfair to minority SH who are entitled to assume the directors were running corporation in the C’s best interest, not McQuades. 

e. In actuality, however, it’s not so hard to create an agreement among SH which constraints the BD’s ability to fire officers

i. Option #1 – amend the COI to have classified stock

ii. Option #2 – amend the COI to require unanimous board approval to fire an officer per §141(b)

iii. Option #3 – amend the COI per §344 to b/c a statutory CHC which, per §350 is permitted to have a written agreement among SH which impinges on the discretion of the directors

1. In so far as §141a enables restrictions to be placed on directors in the COI (which can be made by simple majority) this seems to enable a work-around. 
f. If everybody who was a Giants SH voted to restrict the board’s conduct, that would be ok b/c no minority is disadvantaged

i. §350: a written agreement b/t SH is not invalid b/c it relates to the conduct of the business such that it restricts or interferes with the power of the board.

2. Clark v. Dodge

a. Rule: Another NY case which upholds a SH agreement which seemingly impinges on the power of the BD by requiring that Dodge, majority SH and director continue Clark in his role as general manager. 
i. But, in Long Park the same court invalidated a SH agreement which provided “the management of all theaters leased or operated by Trenton or any other sub is vested in SH agreement without approval of directors, and this management may not be changed by the directors but only provided in section 4”

1. Long Park represents the DE rules in so far as the Court is loath to approve a SH agreement which “sterilizes” the BD in violation of 141a

iii. Supermajority Quorum and Voting Requirements See §109, 141(b), 216, 242
1. Standard: Supermajority quorum and voting requirements (up to and including unanimity) are legal at the board §141b and SH levels 216
2. Frankino v. Gleason

a. Facts: F wants to regain control of the board, even though he already has 55%. But bylaws say there will be 6 directors, and article 9 says that 80% vote is required to change the bylaws. 
i. F gets written consent to get rid of article 9’s supermajority requirement (only 51% required to amend article 9). So amend 9 to say article 3 can be changed with a regular majority. Then amend article 3 to say there can be more board members.

b. Then, he’d have to amend the rule that directors fill the vacancies, and then he’d nominate his friends. 

i. He won’t be able to amend the COI b/c requires board action §242(b)

c. To prevent him from doing this, they should have also said it take an 80% vote to amend number 9 (before only 3 required 80% to change) Article 9 only required 51%

i. This is malpractice by lawyer who drafted these agreements. Other than in the certificate, you must protect the supermajority provision by saying it also requires a supermajority vote to be amended. 

d. Holding: Must look at the language of the bylaws to see which articles require supermajority vote to amend. 

iv. Share Transfer Restrictions See §202 
1. Allen v. Biltmore Tissue Corp. 

a. Facts: Both contract and property law operates when transfer restrictions are at issue, restrictions on alienability, RAP. The P’s contract stated that if he died the C could buy back his stock. 
b. An agreement that says you may NEVER sell your stock is a classic example of an illegal restrain on alienation. 

c. First Option Agreement: Bylaws say that if a SH wants to transfer their stock, they have to give the C the first option to buy back the stock at the price the SH paid for them. 

i. The restriction must be reasonable, property RAP law, can’t tie up property for too long in future. 

ii. C even offers to buy it back for more than the purchase price, but it’s still just a fraction of the present value, the stock is worth more than the original purchase price. 
d. Under this agreement, no one would ever sell or transfer their stock. This is almost an absolute transfer restriction, which is unreasonable and illegal. Court says it’s reasonable? 

e. Holding: Court says it’s reasonable b/c so long as the price was reasonable at the time of the contract, it doesn’t matter that it b/c unreasonable later. This is the law everywhere, even if at the time you try to sell the stock, there is a huge disparity in value. 
f. Restriction law prohibits almost nothing! Why do we permit this?

i. Why don’t we allow them to K that they offer the stocks back at FMV first?

1. Problem is that this applies to CHC, so there may not be a real market for the shares, they will disagree on what the FMV is

2. When they disagree, litigation ensues and there’s uncertainty.
v. Operation and legality of Share Transfer Restriction

1. Standard: Agreements are strictly construed.  Should be very specific.  Must be reasonable to be valid.  §202(c)(1)-(5) list restrictions on transfer that are okay, there is a CL gloss over 202 that all restrictions must be “reasonable” Reasonable restrictions are valid and enforceable
2. First Option agreements 202(c)(1): Corporation has first option to buy back shares.Most popular method for determining option price is Capitalization of Earnings:  
a. Avg. of company’s historical earnings over some period of time (3-5 years), multiplied by an appropriate number to arrive at fair value for the company.  Then divide by number of shares.  
3. First Refusal Agreements 202(c)(2): SH can negotiate a sale with a third party for any price. Prior to the sale, shareholder must offer the shares to the company for that price the third party was willing to pay.  
a. Better way to find market value, but still might not get fair value because no one wants to buy shares with a restriction.  

b. Collusion is also a problem. Shareholder gets his buddy to offer a very high price.  

4. Consent agreements 202 (c)(3): Must get consent to sell your shares.

a. Consent must be reasonably withheld and given. Not allowed to refuse everything.

5. Buy-Sell agreement 202 (c)(4): Mandatory agreement: Shares will be sold, or automatically transferred upon the occurrence of stated events or circumstances (i.e. death, termination of employment).

6. Prohibiting Transfers to Designated Persons 202(c)(5): Forbids sale to designated persons or classes of persons. 
vi. Statutory Close Corporations: DCGL 141(a), 342-343, 350-351, 346, 355.
1. Closely Held Corporations: a subset of private corp characterized by:
a. Less than 30 shareholders
b. Restrictions on transferability of share
c.  Corporation shall make no public offering of its shares. 
2. If these conditions are met, the corporation simply states that it is close in the certificate of incorporation.  342(a).
3. Existing corporations who meet these requirements can also elect to become close by amending their certificate. DCGL 344.
4. Once they are statutorily close, the shareholders have greater power to vary corporate norms by contract:
a. Restrict power of board of directors DCGL 350
b. Elect that shareholders, not directors, will manage the business (unanimous vote) 351.
c. Elect that shareholders with x amount of shares can decide to dissolve the corporation.  355(a)
d. These are rarely used.  Less than 5% of corporations are close. 
5. Zion v. Kurtz

a. Facts: NY case dealing with a DEL corporation. This agreement gives SH Zion a veto power over any actions by the BD. This would likely be illegal in a non-statutory closed C b/c it sterilizes the BD. 
i. This DEL C didn’t specify they were close in their certificate
b. Holding: This court gives them the benefit of the doubt and treats them as a CHC and enforces the agreement allowing SH to restrict board action. 
c. ***DEL disagrees with this result – dicta in Nixon v. Blackwell indicates that if you don’t take advantage of the statute and elect to be a statutory CHC, you can’t have the BENEFITS of one. 

i. DEL would find the veto power to be a sterilization of the BD and therefore, illegal, b/c they didn’t specify. 

e. Limited Liability and Piercing the Corporate Veil See §102(b)(6)
i. Policy Justifications for Limited Liability

1. Standard: §102(b)(6) The AOI may include a provision imposing personal liability for the debts of the C on the SH to a specified extent; otherwise, the SH shall not be liable for the payment of the C’s debts. 
a. Thus, SH risk is limited to their investment
b. Limitation on manager liability is derived from agency law
c. Promotes risk taking – SH liability would force ultra-diligence in researching stocks
ii. Tort Cases

1. Walkovszky v. Carlton

a. Facts: Carlton owns a cab company. He has 10 C’s, each holding 2 cabs per C. One of his cabs hits P and P wants to reach the assets of the other C’s holding cabs by “piercing the veil” and his theory is that Carlton committed fraud. 
i. P wants to pierce the veil in two ways: 

1. Horizontally: Makes the other cab C’s liable for the action of the C that owned the cab that hit P

a. Law in TX, not in DEL
2. Vertically: Make Carlton personally liable for the liabilities incurred by the C. 

b. Veil Piercing Standard: Courts will disregard the corporate form whenever necessary to prevent fraud or to achieve equity. **Look at the general rules of agency ( whenever someone uses control of the C to further his own rather than the C’s business, he will be liable. 
i. Strongest factors: fraud, commingling funds; siphoning off funds; undercapitalization, injustice. 

c. Holding: Court determines that the P does not have a claim b/c they allege no allegations that he conducted the business in a personal capacity. 
d. §4 Uniform Fraudulent Transfer Act:

i. A transfer is fraudulent when: 
1. It’s taken by a debtor with the intent to put the funds somewhere the creditor can’t get it; OR

2. The debtor is getting something without giving value in return, and the debtor was: 

a. About to put the business in a position with a deal where it would be insolvent

b. The debtor realized they’re taking on debt way beyond their ability to pay

ii. If your company remains or b/c undercapitalized, the above provision makes it fraud to siphon out funds

2. Minton v. Cavaney

a. Facts: Kid drowned in corp.’s swimming pool; corp has no $; P’s want to sue C personally for the death of the child.  
b. Issue: Whether it’s appropriate to pierce the veil? 

i. Inadequate capital, by itself is not enough to pierce the veil. Also, failure to follow formalities can also play into it, but it is not enough by itself. 

c. Holding: Here, the court determines piercing was appropriate: corp. inadequately capitalized AND didn’t follow formalities

d. Standard: Many courts will hold that inadequate capitalization plus failure to follow procedures would be enough to pierce. 

i. TEXAS – explicitly states that failure to follow formalities is not enough

ii. ***Siphoning is always a justification though, but beyond that it is up for grabs, and will depend on how the judge feels. 

e. Look for – 1) undercapitalization, 2.) siphoning off resources, and 3) failure to follow formalities 

iii. Contract Cases

1. Perpetual Real Estate Services v. Michael Properties Inc. – Virginia law
a. Facts: PRE and M Properties are partners. P-ship sued for breach of K. PRE settles the claim, and they seek contribution for MPI and M personally – M is the sole SH. 
i. They split the profits 50/50 so liability is the same

ii. PRE wants to pierce the CV to get to M personally. He was siphoning off money of the C, he didn’t follow formalities, and he did not pay dividends. 

b. Holding: Court says that despite all of that, there’s no evidence that he has used the corporation to disguise any wrongs. 
i. Fraudulent transfer: take money out without reasonable consideration, and there is not enough money to settle possible future obligations. 

c. Without proof of fraudulent transfer (no records), there is no reason to go beyond the parties in the agreement that MP, not M would indemnify PRE. The limited liability was a bargained-for part of the K.


i. They COULD have agreed to make him personally liable, they didn’t. 

d. Standard: Don’t pierce veil here b/c it is a K case, not tort. (tort victims don’t have ability to bargain) Courts will rarely pierce the corporate veil in a contract case. 

i. Considerations – sophistications of the parties, capacity to investigate the credit of the C or SH. 

e. Courts are split – some say can’t pierce unless proof of actual fraud (TX), others treat K cases same as tort. Middle ground is above case in Virginia. 

iv. Parent-Subsidiary Cases

1. Standard: It is much more difficult to pierce the veil in order to hold the parent C liable for the debts of a wholly owned subsidiary.
a. Where the parent company is not running the day-to-day business and otherwise observing proper parent company etiquette, the creditors should have been on notice as to the liability of the party it was dealing with. 
b. How was much CONTROL does parent exercise???
2. Standard: Where a parent company takes over the operations of a subsidiary, that parent company is liable for its own misconduct
a. Natural first question – is the parent liable for anything it did personally wrong?
3. Presumption that D/O holding positions with a parent and subsidiary “change hats” to represent 2 corp. separate despite common ownership. 
v. Equitable Subordination 

1. Standard: when a C is in bankruptcy, debt claims that a controlling SH has against the C may be subordinated to the claims of other persons, including the claims of preferred SH, on various equitable grounds. 
a. Another remedy is to redress improper conduct, but only appropriate where sins are of a lesser order of magnitude 
i. SH only loses out on investment if it has already made as opposed to veil piercing where liability exceeds investment
ii. Requires a lesser showing of misuses of the corporate form; thus, undercapitalization alone may result in equitable subordination: BOP seeking subordination
iii. A lesser remedy than fraudulent transfer where penalty is to avoid the transfer. 
2. Costello v. Fazio

a. Facts: 3 partners create P-ship, they decide to incorporate…2 of the partners pulled out all of their capital contribution except for 2K each. So they pulled out 45K from P-ship, leaving it undercapitalized. 
b. Fraudulent transfer? They don’t have consideration, and they are not likely to be able to settle obligations with $6k. They are losing money. No problem of proof, we know amount taken out. 

i. They knew company was failing – in anticipation of incorporation, they stripped the company of all its capital, to the detriment of the C and it’s creditors, for their own personal gain. 
ii. They should not get paid before other creditors. 

c. Holding: Unfair to pierce the veil here b/c they put the money back into the corporation. They never took money out of company, but they took their capital out and made it a loan, which is wrong, but they put it back. 
d. PV would be overkill. Equitable subordination is proper; other creditors’ debts will be settled b/f their promissory notes. 

f. The Traditional Role of Fiduciary Duty

i. The Duty of Care and the Business Judgment Rule

1. Standard: Directors always have a fid-duty of loyalty & care to SH. Unlike partners, directors are true fid’s and must act for corp. selflessly. 
a. There is no duty to creditors unless insolvent or there is a special trust relationship if corp. is acting like a bank, etc. 
2. The Oversight Context

a. Francis v. United Jersey Bank 

i. Facts: Mother and 2 sons are directors of re-insurance brokerage which did not keep separate accounts & sons began “taking” loans from C’s treasury. Loans left C w/out $ and mother did little as director. 

ii. Issue: Whether the mother can be personally liable for a breach of fid-duty by letting her sons steal $ from C? 

iii. Standard: Breach of duty of care requires a finding that she had a duty to clients, that she breached duty, and that the breach was proximate cause of their losses. 

1. Duty – directors always have duty to SH

2. Breach – all directors are responsible for managing the business & affairs of C, as she never did anything, duty was breached 

3. Causation – Must determine reasonable steps a D should have taken & whether that course of action would have averted a loss. 

a. Act or failure to act must be a sub factor in producing harm. 

b. Here, court finds her actions contribute to corruption. 

c. Where it is reasonable to conclude failure to act would produce a particular result & result has followed, causation may be inferred.


4. Standard: General obligations of a director include understanding the business, keeping informed of the activities of the corporation, general monitoring of a C’s affairs and policies, and regularly reviewing financial statements. 

iv. DEL Causation – If P establishes breach of DC, showing overcomes presumption of rule & establishes prima facie case of liability, even without showing of injury. 

1. Burden shifts to D’s to show transaction was entirely fair. 

3. The Decision-Making Context

a. Substance: The Basics of the Business Judgment Rule

i. Standard: In the decision-making setting, directors are obligated to use care in making decisions that affect the C’s welfare. BJR basically provides that a substantially unwise decision by a director will not by itself constitute lack of due care.
b. Four  Requirements: Rational business purpose, no SD, informed decision, and good faith. 
i. Rational Business Purpose – if D can articulate ANY RATIONAL business purpose for conduct (not even that you did it for that reason)
1. This is lower than “reasonable”
ii. No Self Dealing (SD) - D’s can’t have an “interest” in the deal apart from everyone else. 
1. §102(b)(7) doesn’t allow limiting: 
a. Acts & omissions not in good faith or which involve intentional misconduct or a knowing violation of law
b. Transactions where D derives improper personal benefits
iii. Informed Decision – A D must not act too quickly, or fail to study. To determine if BJR is an informed one: 
1. You must engage in an investigation; AND
2. Have no conflict of interest
iv. Good Faith – can’t make a decision you know violates the law
c. Standard: If any of the four requirements are violated, then the BJR will not protect the decision and a higher standard, “Entire Fairness Standard” (EFS) will apply
d. Entire Fairness Standard: Requires a showing of fair dealing & fair price
e. Schlensky v. Wrigley

1. Facts: SHs argue that they have been damaged by the BOD for failing to implement lights in Wrigley stadium and allow night games

2. Holding:  Cannot recover because of the business judgment rule. 

4. The Justifications for the Business Judgment Rule

i. Policy in favor of BJR: 

1. Good – promotes risk, nobody is looking over the director’s shoulder

2. Bad – encourages stealing money for yourself at the expense of the SH

5. Process: Smith v. Van Gorkum “ThE Duty of Care case”
a. Facts: Directors were selling the business in an LBO. They never perform an adequate study stating how much C was worth to the SH, or potentially to the other C.. The deal was very fast and never hired an i-banker for help in transaction

b. DEL BJR Standard: Director liability is predicated upon concepts of gross negligence

i. Under this standard, it’s pretty clear to the court they breached duty of care.  
c. Court says the Board breached duty of care: 

i. Didn’t adequately inform themselves as to CEO’s role in forcing sale at $55

ii. Uninformed as to intrinsic value of the company

iii. Grossly negligent in approving the sale of the company upon 2 hours consideration

d. Standard: You do not breach your duty of care if you hire an investment banker to do a study about the price of stocks for the cash-out merger. You may not enter a transaction without first performing a study conducted by experts. 
i. Reality check – can give you whatever numbers he likes. 

e. DEL Standard: May not have to hire banker b/c of the lenient DE §102(b)(7) which allows provisions limiting the personal liability of a director to the corporation or the SH of the corporation for monetary damages for breach of fid-duty as a director. 

ii. The Duty of Loyalty 

1. Standard: Directors and officers are required to put the corporations interest ahead of their personal interests. 
2. Conflict of Interest Transactions

a. Standard: These commonly arise in two principal contexts: 
i. Directors or officers enter into contract or other transactions with the C, including C for compensation
ii. Director or officers take potential C opportunities for themselves
b. SD trans. are not per se illegal b/c it might be beneficial to the corporation and thus, there are statutory “escape hatches”
c. A transaction is not illegal if: 
i. Escape Hatch #1 §144(a)(1)
1. Disclosure of Material Facts
a. Regarding everything that gives rise to the COI
b. Regarding everything related to the transaction itself
2. Majority of Disinterested Directors Approve the Transaction
a. Usual rules for quorum and voting are required
i. Common or interested directors count toward the quorum
b. Within the quorum, a majority of the disinterested directors must approve of the transactions
i. This majority can be as little as 1 if only 1 DD remains
ii. Disinterested – no financial interest in the transaction, position in 3rd party company, close family relationship, etc.
ii. Escape Hatch #2 §144(a)(2)
1. Disclosure of Material Facts
2. Approval by SH
a. Statute doesn’t require them to be disinterested
b. But, Flieger (DEL) has read a disinterested requirement into this
i. To meet this, the self-interested transaction must meet approval by a majority of the disinterested SH
ii. As in case of directors, need not themselves form a quorum or majority
iii. Escape Hatch #3 §144(a)(3)
1. Transaction must be fair
a. Interpreted as the same standard as the Entire Fairness Test
i. Fair Dealing – process by which transaction was completed was designed to ensure entrance into the transaction is in the C’s interest (lack of disclosure violation)
ii. Fair Price (and terms) 
2. Approval by the Board, a committee of the BD, or SH
a. But, this element is not necessary where there is a 50/50 deadlock among the BD
d. Cookies Food Products, Inc. v. Lakes Warehouse Distributing, Inc. 

i. Facts: SH derivative suit against majority SH, Herrig, who used auto parts distribution network to sell BBQ sauce. Alleged self-dealing transactions: distribution and warehouse agreement, royalty on taco sauce, consultant fee
ii. Rule: Exception to Hatches #1 and #2

1. Assuming SD is not otherwise illegal, achieving director or SH approval under 1 and 2 will ordinarily revive the protection of the  BJR. 

2. In cases where there is a majority SH however, even where hatches 1 and 2 have been satisfied, the BJR will not be revived until the entire fairness test has been satisfied. 

iii. Instead of the director needing to prove entire fairness, here the plaintiff will have the burden to prove the transaction wasn’t entirely fair. 

1. Rationale – the majority SH controls minority 

e. Marciano v. Nakash

i. Facts: Interested director transaction. Nakash gave the company a loan worth 2.5 million wich means that Nakash has the first claim as creditor when the corp liquidates. Whatis going on is that the Nakashes actually helped the corp. survive, the loan was on fair terms, plus without the loan the BOD would remain deadlocked and would stifle the corp. 
ii. Holding: If you satisfy none of the self dealing “escape hatches” under 144 you can still win if you prove that your actions comply with the intrinsic fairness test. The facts are specific here that there are 2 directors and it is a deadlock. 
3. The Corporate Opportunity Doctrine( Three Tests: Line of Business, Interest/Expectancy(TX) Test, and ALI test
a. Standard: Test to determine whether a corporate opportunity has been wrongfully appropriated. Differences in tests that are used.
i. All tests – First you must establish from the facts that the fid- relationship existed
1. 2nd – argue the existence of the corporate based on the following common law tests to determine whether a business opportunity has been wrongly appropriately 
ii. All Three Tests: 
1. Did the insider receive the offer in a corporate capacity?
2. Did the insider use the corporate resources to investigate or develop?
3. Is it in the line of business or closely related to the line of business? 
b. Line of Business Test
i. A fid can’t take an opportunity that is the same line of business as the C if the C is financially able to undertake it.
1. Issue: Whether the opportunity was so closely associated with existing business as to bring transaction w/I class of cases where director’s transaction would throw him into competition w/C? 
c. Interest/Expectancy Test (Texas)
i. Whether it could be expected by the C that this was a C opportunity as determined by its existing business relationships
1. Proved using minutes at meeting for evidence, favorable to C’s
d. ALI Test – see the next case
e. Northeast Harbor Golf Club v. Harris
i. Facts: Harris was president of golf club; contacted about land opportunities because she was the president. Harris decides to buy the land herself rather than for the Club…she didn’t disclose this to the BD.
1. The C sues her for stealing C opportunity
ii. Issue: Whether she usurped a C opportunity? 
iii. Rule: Court adopts ALI §5.05 Definition of Corporate Opportunity
iv. Definition of Corporate Opportunity
1. Any opportunity to engage in a business activity of which director or executive becomes aware:

2. In his capacity as director/executive
a. He should reasonably believe that the offeror expects it to be offered to the corporation

3. As a result of his use of corporate resources
v. Any opportunity to engage in a business activity of which director or executive becomes aware and knows it is closely related to the business in which the corporation is engaged or is about to become engaged

f. Once a corporate opportunity has been identified:

i. Director must disclose the opportunity to the board

ii. The opportunity is rejected

1. By disinterested directors in a manner that satisfies the BJR or by disinterested shareholders

a. Here, party challenging the corporate opportunity bears the burden of proof

2. If board is not disinterested, rejection must satisfy the entire fairness test

a. In this case, party that took the corporate opportunity has the burden of proving the rejection was fair

iii. Only then, can the director pursue the opportunity

iv. This disclosure element, which brings the ALI in synch with existing law of self-dealing, is the unique aspect of this law

g. Remedy:  Directors holds the opportunity in constructive trust for the corporation

i. Turns over her ownership and corp. will reimburse her for the purchase price

h. DE’s Corporate Opportunity Doctrine is set out in Guth v. Loft, Inc. (DE 1939)

i. Guth Test Standard: A corporate officer may not take a business opportunity for his own if: 

1. The C is financially able to exploit the opportunity

2. The O is within the C’s line of business

3. The C has an interest/expectancy in the O; AND

4. By taking the O for his own, the C fid will be placed in a position inimical to his duties to C

ii. Defense: D/O may take the C O if: 

1. C not financially capable 

2. O was presented to D/O in his individual and not corporate capacity

3. The C holds no interest or expectancy; AND

4. The D/O has not wrongfully employed the resources of the C in pursuing/exploiting the O

iii. Analysis: 

1. Is it a corporate opportunity? 

a. Line of business test

b. Interest/Expectancy test

c. Note – no factor is dispositive, look at totality of circumstances

2. Is there an affirmative defense?

a. C has bypassed opportunity or ones like it in the past?

b. Financial inability?

3. If it is a C O and there are no defenses, has the BD approved or rejected the transaction? 

4. The TX and DE tests are majority law

5. Ostrowski v. Avery

a. Facts: Small wheel manufacturer opens a separate company for manufacturing small wheels while using the resources of the original corporation and not disclosing to the shareholders that he was doing this. 
b. Issue: (1) Is the majority shareholder a fiduciary (2) Is there the existence of corporate opportunity? 

c. Holding: (1): Yes majority shareholder owes a fiduciary duty (2) Used the business purpose test and determined yes. 

d. “Avowed Business Purpose Test”: (Majority rule) This is a combination of a line of business tests and interest/expectancy tests: 
i. Whether the business opportunity was one in which the complaining corporation had an interest or an expectancy growing out of an existing contractual right? 

ii. Whether there was a close relationship between the opportunity and the corporation’s business purposes and current activities?

iii. Whether the business areas contemplated by the opportunity were readily adaptable to the corporation’s existing business, in light of its fundamental knowledge, practical experience, facilities, equipment, and personnel?

e. “Avowed” means how the corporation holds themselves out publicly or to the SH/BD.

i. E.g., in the Harris case, golf course never avowed that they were in real estate business to the public. 

f. ***The “avowed business purpose test” just as ambiguous as the line of business test. 

g. Holding/Majority rule: Even if there is the existence of a corporate opportunity, the court might decline to impose liability if there was adequate disclosure. 

iii. Executive Compensation and the Waste Doctrine

1. Standard: Executive comp. in CHC is set by the BD, and in typical one, all of the directors also serve as officers of the company. When determining EC, directors are often establishing their own compensation.
a. This is most important self-dealing are b/c it’s unavoidable, subject to much abuse
b. Compensation agreements are significantly influenced by tax concerns: wages are tax deductible, dividends paid to SH are not. 
c. Actions on behalf of the corporation may be brought in an effort to recover the excess or “unreasonable” amount of compensation paid to executives
i. Duty of loyalty claim
ii. A procedural duty of care claim asserting that a board was grossly negligent in the procedures it used, in the information it considered in setting EC
iii. A substantive duty of care claim asserting that a board committed a “waste in setting executive compensation”
1. §144(c) discusses the Marciano case that say s in a deadlock if you can satisfy none of the escape hatches it’s still okay if you prove it is fair. 
2. Way too high: Disparity between salaries of CEO’s and average employees in other countries, b/c protect by the BJR. 
a. Solution: create a compensation committee composed of non-executive directors b/c they have no stake in the decision; hire outstanding consultant; approved by a majority of the disinterested BD
3. Challenging the Compensation of Executives
a. In PHC, rarely challenged b/c 1.) approved by disinterested directors and 2.) represents a small percentage of earnings
b. But, in CHCs, these circumstances are less likely to exist, therefore challenge occurs more often: 
i. If the IRS suspects that compensation in the form of salary (rather than dividends) is unreasonably high
ii. By SH in derivative actions where there is a lack of pro rata salaries among SH
c. Wilderman v. Wilderman

i. Facts: President increases his salary very much. Can he unilaterally increase his salary? 
ii. Holding: Yes, to some extent he can unilaterally increase his saltery. BOP on the President to prove that his salary was reasonable considering the facts of the situation. It is very hard to define what reasonable is. Must pay back the excessive payments. Looked at profitability, looked at what other corps have done, look at comparable businesses. 

iv. Duties of Controlling Shareholders

1. Conflict of Interest Transactions

a. Standard for COI Transactions Tests: First, you have to see the type of self interest to apply the proper test
i. Either there is a benefit that the majority SH receive and the min SH do not receive = apply the Intrinsic Fairness Test; OR
ii. There is not a disadvantage to the minority SH = apply the Business Judgment Rule 
b. Standard: Parent/Subsidiary Self-Dealing, then you will apply the Intrinsic Fairness Test:
i. Step #1 - Define the standard: Self-dealing happens when the majority receives a benefit that the min SH did not receive
ii. Step #2 – If yes, apply the entire fairness test.
1. Intrinsic Fairness Test: “a high degree of fairness and a shift in the burden of proof”
a. Must prove two things – fair price & fair dealing (Burden is on controlling SH to prove) 
c. Board of Directors Decision – Apply the BJR
i. Step #1 – Define the standard: if the director can articulate any rational business purpose for the conduct (not even that you did it for that reason) .
1. This is applied where there is not a disadvantage to the minority SH. 
d. Sinclair Oil Corp. v. Levien

i. Facts:  Sinclair owns 97% of Sinven’s stock. The P is complaining about three count. Payment of dividends – Sinclair is causing Sinven to pay out dividends in order to create cash for themselves instead of reinvesting it back into the company. 

ii. Holding: Breach of contract between the parent and subsidiary is not enough if it doesn’t disadvantage the minority SH. There must be a disadvantage to the min

1. The BJR will apply: when there is no self-dealing involved, There is no contract b/t a director and C or visa versa. 

iii. In this case, everyone was paid out dividends, so weren’t the majority and minority treated the same? 

iv. Bedrock DEL law principle: the ONLY thing Court will look to is the equality of treatment of the shares. 

v. 1st Claim: Improper distribution of dividends that drained the company. Court must decide if SD:

1. SD ( Entire Fairness Test

a. Fair Dealing
b. Fair Price
2. Not SD( BJR, justify the decision with a rational business purpose

3. DEL Test: Were all shares treated equally?
a. DEL will never look b/y the effect the action had on the shares themselves. (other states not like this)

b. Applying this test, the court determines shares were all treated equally, and no SD. No benefit to majority at the exclusion of minority.

vi. 2nd Claim: Sinclair usurped C O doctrine. But there was no breach of CO – none of the O’s came to Sinven, but rather directly to Sinclair and S had no duty to cut Sinven on the deal.
vii. 3rd Claim: Sinclair set up a supply contract with Sinven where Sinclair agreed to purchase all oil produced by Sinven. Furthermore, Sinclair didn’t comply with provisions requiring them to buy a minimum and SInven didn’t enforce: 

1. Clearing SD – Derived a benefit to the exclusion of minority SH; furthermore caused Sinven not to enforce its contractual right of min purchases

a. Getting on-competivie business from Sinven which will greatly benefit their own business

b. Apply Entire Fairness Tests: 

i. Fair Dealing

ii. Fair price 

viii. Rule: A self-dealing transaction between a controlling shareholder and the corporation exists where the majority receives a disproportionate benefit when compared to the minority

2. Sale of Control

a. The General Rule: Controlling SH can sell shares at a premium and keep profit for himself. It is understood that a part of the premium price is the privilege of directly influencing the corporate affairs. 
b. Zetlin v. Hanson Holdings, Inc
i. Facts: Z owns 2% of stock and majority owns 44.4%.  In sale, majority got more than double what Z received ($15 to $7) as a control premium.  Z sues because he think he has an equal opportunity to share in the control premium.
1. Court states the Zetlin is wrong and tha tthe has no right to control premium
ii. Rule: A controlling stockholder is free to sell, and purchaser is free to buy, that controlling interest at a premium price
iii. Control premiums are justifiable because the purchaser is acquiring control of the corporation. Benefits
1. Managers will do what you say
2. lowers agency costs and risk
3. Can replace management
4. Synergy with existing business
5. Self-dealing (legally)
iv. This is a property right of the majority and therefore, the minority has no right to share in it
c. The Looting Exception. Exception to the Zetlin Rule
i. Standard: You cannot sell the corporation to a party that is likely to loot the corporation, and if you do, the penalty is draconian. 
ii. Gerdes v. Reynolds

1. Facts: O/D and maj SH of RI control of C to Prentice & Brady who looted $900K from C. 
2. Rule: The sale of control in gross excess of the true value may result in a breach of fid-duty where the controlling SH fails to undertake a sufficient investigation as to the purchaser’s motive and the purchasers subsequently loot the corporation. 
3. Factors which tend to indicate looting – excessive premium, excessive interest in liquid assets, insistence on immediate possession of such assets, and a lack of interest on how assets work. 

d. Other Exceptions

i. Standard: You can turn over control of the board, but only if you have control.
ii. A sale of control can’t involve the conversion of corporate opportunity. 
v. Indemnification and Insurance

1. Standard: Analysis to decide whether a director can be indemnified: 
a. Step #1 – Was the person who was sued in their capacity as a director of officer?
b. Step #2 – Do any of these automatic bars play in? If no, move to the next step.
i. Automatic Bar #1 – Was act committed in bad faith?
ii. Automatic Bar #2 – Was the act in a manner opposed to the interest of the company? 
c. Which category protects a director? §1459a, 145b, or 145f
i. §145(a) – Permissive indemnification for 3rd party actions
1. Acted in good faith; AND
2. Acted in a manner not reasonably opposed to the corporation’s best interest (not liable)
ii. §145(b) – Similar indemnification provision for derivative suits 
iii. §145(c) – mandatory indemnification provision if successful on the merits for an (a) or (b) type claim
iv. §145(f) – a provision for §145(a) is not exclusive. How does 145a and f fit together? 
1. Can give people additional rights beyond §145, but can’ do anything that violates or is inconsistent with §145(a). 
a. §145a sets out the outer limits of permissible indemnification – can add but can contravene 
v. §145(g) – okay to buy insurance that indemnifies directors even if you don’t satisfy the terms of §145(a). 
1. This is why 145f is read so narrowly. §245a trumps 145f, 
vi. But even if a C can buy it, most insurance won’t cover acts that the D/O personally benefitted in the K. 
2. Waltuch v. Conticommodity Services, Inc. 

a. Facts: W was sued as an individual by the CFTC. He lost one of his suits; provision says it will cover his legal fees regardless of good faith. 
b. Issue: §145(f) if you read this to say that the C’s could write agreements to indemnify under ANY circumstances, then the good faith requirement of §145(a) would be meaningless.

i. How can 145a and 145f be read consistently?

c. Holding: The court reads 145f to say that you can do anything you want by way of indemnification, provided it does not violate the whole of §145.
i. Example: you could have a provision in your COI that REQUIRES indemnification allowed by 145, whereas the language of the statute is permissive. 

ii. Also, §145(g) says that if you buy insurance for your directors, you can indemnify them for things that the statute doesn’t allow. 

d. Here, Waltruch did get his expenses paid for the other part of his suit b/c he succeeded “on the merits or otherwise”. 

g. Dissension in the Closely Held Corporation

i. Deadlock: Wollman v. Littman
1. Facts: P and D are 50/50 SH. D is now trying to steal the business. B/c the D’s don’t need the L’s anymore. But the L’s still need them. The D’s are seeking to dissolve the corporation, they argue that this is justified b/c it would violate the principals of equity. 
a. Their plan is to dissolve the business and start up their own business w/o the Littmans

2. Holding: Just as in Page v. Page, you can’t dissolve the P-ship for the purpose of stealing the P-ship from the other partners, you can’t dissolve a corporation for the purpose of stealing the corporation. 
a. The board in this case is deadlocked via their irreconcilable differences, hence the C is paralyzed

b. Court can’t dissolve the business b/c that will give the “bad” party exactly what they want. 

c. What can the court do in this case?
i. Can appoint a custodian ( BD is completely displaced & custodian has all power §226

ii. Can also appoint a provisional director ( sits has a tie-breaking vote on the board…definitely less harsh remedy. §353
3. In DEL, §273 is the only statute conferring court the affirmative authority to dissolve a corporation – applies where there are 2 SH each owning 50% on the company
a. No other provision gives court same authority. DEL courts will use a limited equity power to dissolve, but only in most extreme circumstances b/c they want to be the least intrusive into corporate affairs. 

ii. Oppression
1. The Minority Shareholder’s Plight

a. How to Freeze-Out a Minority SH
i. Fire him from his officer/employment position
ii. Then, withhold dividends
iii. Deny him access to information by kicking him off the Board of Directors
iv. Engage in self-dealing
v. Finally, offer to buy him out at a cheap price – at a fraction of what the stock is actually worth 
2. Protecting Minority Shareholders from Oppressive Majority Conduct

a. Protection Through Contract

i. Standard: A min SH who is cognizant of the risks of oppressive majority conduct could seek to protect his financial and participatory rights by contract before committing his capital to the venture. 
ii. Nixon Standard: In DEL, closed corporations should make protections through contract. This essentially means that the court in DEL won’t grant additional protections like dissolution to protect them. 
b. Protection in the Absence of Contract: Breach of Fiduciary Duty: 
i. Donahue v. Rodd Electrotype: Old Standard in MASS, and now only followed in CA “Equal Opportunity” 
1. Facts: Rodd sold his stock back to the corporation for 800, Donahues argue it was an unlawful distribution. Donahue own 20% and Rodds owns 80%. Donahues haven’t been given an “equal opportunity” to sell their stock back to the corporation like Rodd has.  
2. Standard: Controlling SH does owe a heightened fid-duty to protect minority SH which is even a broader duty than an ordinary fid-duty. – Think Meinhard standard. 

a. More a duty to act fair then to act selfless
3. The Court must first decide which rule to apply, BJR or EFT? 

a. Clearly self-dealing, therefore, do not apply BJR

b. Entire Fairness – fair price, fair dealing

4. Donahue Standard for fair: Equal Opportunity Rule – similar cases should be treated similarly. Minority SH should have an equal opportunity to sell a reasonable # of shares to the corporation at an identical price as the controlling SH. 

a. EXAM***To argue EO doesn’t apply – argue why the P is not in the same position as the D

i. Bonus was part of a retirement plan and not part of benefits for being an employee

ii. Fair = everyone gets treated the same

5. Policy Reasons – It’s good because it protects interests of min SH. It’s bad b/c it gives too much power to minority. 

a. Could create perverse incentives for min SH to engage in illegal conduct and be abusive to majority. 

b. Decreases maj’s flexibility to run business. 

c. Wilkes v. Springside Nursing Home, Inc.: The current Standard Now in MASS – CLASSIC FREEZE OUT SCHEME
i. Facts: Wilkes, one of 4 directors at a NH, is fired from his officer position in a classic freeze-out scheme. The Court abrogates the “EO” test laid down in Donahue in favor of a new test.
ii. Rule: The actions of a controlling group of SH are not said to breach a fid-duty where:  

1. There was a legitimate business purpose for this action(burden on majority); AND if so,

2. There was no less harmful alternative course of action (burden on minority) 
iii. In this case, the Court overrules Donahue out of a concern that the previous standard unduly hampered the majority’s effectiveness in running the corporation. 

iv. While Donahue focused on the minority, the Wilkes standard changes the perspective of “fairness” to a focus on the majority. 

1. However, Model act & TX retained minority focused, you have breached your duty to minority if you have upset the reasonable expectations that minority had when they invested. 

v. Holding: In applying the test, the court determines that there was no legit business purpose. This was a true freeze-out scheme designed to pressure W into selling his shares at a cheap price.

1. ***Note: in applying Wilkes tests, the outcome will depend on the given facts and whether there is a legit business purpose. 

d. Merola v. Exergen Corp.Applies the Donahue Standard but comes out Differently 
i. Facts: Merola, former VP and minority SH was fired, asserted that controlling SH violated fid-obligation.
ii. Rule: Illustrates a case where minority SH of a CHC is terminated, but the controlling SH didn’t violate fid-duty

1. Unlike in Wilkes, where the minority SH was frozen out and the expectation is the only way to receive a return on investment is through salary, in this case, the P was offered FMV for his stock by the controlling SH. 

iii. Although there was no legit business purpose for the termination of the P, the termination was not for financial gain of the majority or contrary to public policy

1. Controlling group in CHC must have some flexibility to run their business

2. An employment decision – not freeze-out

iv. Why is this consistent with Wilkes?

1. There is no-freeze-out

2. Firing him is not stealing money or putting him out in any way b/c he’s getting $ from FMV

3. ***Remember to argue inconsistent for exam!

e. Smith v. Atlantic Properties

i. Facts: Minority SH refuses to vote in favor of dividends despite being fined by the IRS. 
ii. Rule: The court states there are certain times in a CHC context where the majority SH need to be protected from the minority SH

1. The 80% provision effectively reversed the normal roles by giving the minority a substantial amount of power. 

iii. Rule: A minority SH who holds a veto power over the majority has a fid-obligation to the majority. 

1. This obligation requires the min SH to exercise his power in accordance with BJR and in general to make decisions that are reasonable

2. Wilkes Test ( Was there a legit business purpose? Less restrictive alternative? 

iv. Holding: Court determines that SH’s adamant refusal to vote for any sort of dividends despite the threat of penalties violates the fid-duty he held toward his fellow SH.(he was also engaged in SD transactions) 

v. In this case, the court was willing to “look behind” the min SH voting and determine that he was engaging in a level of self-dealing

1. Unlike the court’s approach in this case, DEL has a strong view that you should never look behind the effect on the shares of the SH
f. Dissolution for “Oppressive Conduct”: In re Kemp & Beatley, Inc. New York Standard 
i. Facts: C had the habit of paying “bonuses” based on stock ownership. These aren’t really bonuses, they’re dividends for favorable tax treatment. 
1. P’s are long-term senior employees with sub stock holdings. Once they are fired, the C changed the bonus policy to being tied to employment status rather than stock. 
a. P’s stock is rendered worthless.
ii. New York Standard for Oppressive Conduct: When the majority conduct substantially defeats a reasonable objective expectation of the minority SH. 
1. Looks to the reasonably expectations of the investor and whether they’ve been frustrated. 

iii. Difference from Mass standard: Wilkes asks whether or not the majority did something wrong.  
iv. Holding: The Court holds that it is oppressive conduct to fire these P’s b/c they had reasonable expectation of their investment affording them the job, and return on their stock. 
1. DEL: the Nixon case holds there are no special duties owed by SH to one another in CHC 

2. Remedies: the court decides to give them the option of either buying them out at a fair price or dissolving the company. 

g. Franchino v. Franchino

i. Facts: There was no recognition or firing him from his employment or position or removing him from BD b/c these do not affect his interest as a SH. 
ii. Holding: Limits a SH’s recovery for oppression for damages in his capacity as a SH.

iii. Case is wrong by saying that it would render the statute meaningless if they found a connection b/t employment and SH status. 

1. Michigan case and leg there has not changed statute to make employment a factor.  
h. The “No Special Rules” Approach Nixon v. Blackwell: DEL SC rejects both the equal opportunity & fid-duty principles!
i. Facts: Min SH are unhappy about the ESOP and key man life insurance policy b/c it gives the majority SH more liquidity to the controlling SH
ii. Court uses the Fairness Test – b/c D’s are on both side of the transaction, thus BJR can’t apply

1. Fairness Standard: fair dealing b/t parties and fair price (good business deal) and remember it is self dealing director’s burden to prove fairness. 
iii. Rule: So long as stock is purchased at a fair price, no special rules applicable to CHC, unless you b/c a statutory CHC then you can take advantage of those rules. 

1. A CHC does NOT have to treat employee and non-employee SH alike, and treating them different is NOT a breach of fid-duty

2. But, unlike Donahue  there was no real “freeze-out” so it’s difficult to assess how the court would hold if confronted with a case more on point. 
iv. Nixon does at least stand for the principal that not ALL minorities have to be treated equally. Manager-friendly 

v. What is the benefit that you get by being a statutory CHC?

1. You get to run your company by K

2. Allows much greater freedom for C to K for its preferences

3. Wide ability to protect yourself by K

4. 102 – articulate preferences in the AOI

i. Reconsidering the Role of Contract in Oppression Disputes

i. Gallagher v. Lambert

1. Facts: P is employed by C and purchases stock subject to a mandatory buy-back provision if the employment ends. He is fired just before that date, so the buy-back price for the stock is lower. Breach fid. 

2. Holding: No breach of duty for firing. D abided by the terms of the K. Court focused on the fact that he was an at-will employee, so he can be fired for any reason. 
a. Good faith doctrine is narrowly applied, unless you imply an extra-contractual duty, the court will not apply that for you. HARSH! 

3. Reasoning: G entered into a freely negotiated K and got what he bargained for so there is no reason for the court to step in and invalidate the K

a. Limitation in the future: he doesn’t challenge the fact that he was fired, just the repurchase price
4. Note: Seems inconsistent with Kemp, same court that decided that case. This is the most protective of minority rights in the US. 

a. NY broadly protects minority SH rights, yet case held above. ????

5. The outcome of this case depends on what kind of case you think it is

a. Pure transfer ( law is clear that discrepancies between book value and fair value makes no difference

b. BOFD( if they breached their duty of GF&F then you can argue he should have received his fair value. 

iii. Deadlock 

1. What is the greatest form of relief?

a. States like N think there are much wider remedies than just compensatory relief. NY thins you should broaden the relief b/c Ps shouldn’t be forced to work with the Ds against their will, esp if relationship has disintegrated b/t hem. 

2. Disillusion standard: an equitable remedy (never mandatory) and if there is a less restrictive remedy, then the corp. should not be dissolved. 

a. Voluntary disillusion: not ordered or compelled by ct or state, you have the right to do this if you comply with the following: 

i. §275 – what you need to do in order to have the right to voluntary disillusion:

1. Get the approval of a majority of the BOD

a. The approval of a majority of all of the outstanding shares of stock entitled to vote 

2. § 35 – statute provides that a corporation can be dissolved upon a specified event or at a specified time if such provisions are included in the articles of incorporation. 

b. Involuntary disillusion: ordered or compelled by ct or state; allows a shareholder to petition for court-ordered disillusion 

i. Modern involuntary disillusion statutes typically allow a shareholder to petition for court-ordered dissolution on various grounds, including director or shareholder deadlock, misapplication or waste of corporate assets, and fraudulent, illegal or oppressive actions by directors. 

ii. § 273 – DE statute very narrow, only allows shareholder to petition for involuntary disillusion for deadlock ( De has a limited involuntary disillusion statute authorizing shareholders of a corporation “having only 2 stockholders each of which owns 50% of the stock” to petition for involuntary disillusion.

1. Deadlock = 50% owned by 2 distinct groups  that are at odds with each other so that effective management is impossible. 

2. So, probably not judicial authority to dissolve the corporation is based on deadlock alone. 

3. Court could decide to dissolve as an equitable remedy

a. But not if dissolving would violate the principals of equity & participate in the breach of fiduciary duty (Littman)

b. Just as you cannot dissolve a partnership for the purpose of stealing the pship from the other partners (Page v. Page) you cannot do this in a corporation either under Littman! 

c. Administrative disillusion 

i. Disillusion for noncompliance with certain requirements of the state, such as failure to pay taxes or fees. 

ii. Under most statutes, a state official (e.g. secretary of state) is empowered to bring a proceeding for dissolution.  But under some statutes like DE, the dissolution is automatic. 

d. Appoint a provisional director 

i. A neutral third party who is appointed by the court and vested with the rights and powers of a director to vote at board meetings. 

ii. § 353 – Appointment of a provisional director 

1. can only use it if you’re a statutory closed corp in DE (eligible to be a close corp under DE law and met all the requirements.

iii. Less harsh remedy than a receiver b/c not allowed to shift the control of the business away from the owners. 

e. Appoint a custodian/receiver 

i. Manages the affairs of the corp until the conflicts are resolved. 

ii. More severe remedy than a provisional director because takes over the management of the business entirely. 

iii. DE 226 & 352 – appoint a custodian or receiver problems: 

1. Potential negative impact it will have on the company’s relationship with creditors, customers and suppliers b/c they may view the appointment to mean that the company is financially troubled. 

2. There might be a limited source of funds 

3. May not generate a fair value for the business 

iv. Possible good things: 

1. A punitive damages types of relief might be inadequate 

2. The court is not destroying a profitable corporation for the public interest in a profitable firm 

iv. Remedies for Dissension

1. Moving Beyond Dissolution

a. After successfully proving oppressive conduct, courts can offer a wide-range of remedies. Courts are not limited to dissolution. 
b. Exam Analysis: 
i. Is there oppression? 
1. NY & TX Standard = Reasonable expectations of the SH Test
2. MA Standard = Whether there was a legitimate business purpose test
c. Remedies 
i. Disillusion – the ultimate, the rest of the remedies are less harsh because they are not as drastic, letting the business continue. 
ii. Buy-out: Minority might think it is a better solution than disillusion because allows minority SH to be compensated and walk away, they don’t have to be oppressed any longer
1. Majority
a. Pro buy-out( they get to keep running the business
b. Con of buy-out ( the large capital requirement to buy out the minority shareholder 
2. Note on Mandatory Buyouts
a. Unlike NY and TX which grant disillusions based on oppression, in most states there are NO statutes permitting dissolution on the grounds of oppression. 
b. DE courts have common law power to grant dissolution, at least in extreme cases (Nixon)
c. Nice question whether that CL power in DE extends to simple cases of oppression instead of egregious cases – ct hasn’t ruled on it yet. 
3. Nixon is an open question right now, b/c under the DE law, only compensatory relief can be granted. 
4. Reminder of holding of Nixon:  court says that the entire fairness test would apply to public shareholders but holds that there are NO special duties owned to minority SHs in closely held corps.  (Benefit of closely held corp- running it by contract!)
iii. Injunction
iv. Appoint Custodian/Receiver 
1. Has authority to exercise ALL powers of the BOD and effectively replaces the BOD as the decision-making body 
2. Purpose I to maintain status quo in the biz and preserve operations 
3. More severe remedy b/c takes over the management of the business entirely 
4. In TX if the court grants a receiver then there is a 1 year gap between granting a receiver and the remedy of dissolution. 
v. Appoint Provisional director 
1. Neutral 3rd party, vested w/ power to vote at board meetings
2. Purpose is to act as an arbitrator by breaking voting deadlocks
3. Less harsh remedy b/c not allowed to shift control of the biz away from owners 
2. The Concept of “Fair Value” is Two Approaches 

a. Approach 1 ( Fair value = Fair Market Value – what a purchaser on the market would be willing to pay for the shares.
i. Minority discount 

1. Discount accounting for the fact that minority shares inherently lack control 
2. Majority rule = there is no minority discount. 
3. Why? Because the only reason that the minority is selling is because they are oppressed. They never wanted to sell in the first place, but they have to now.  It is better to give the boondoggle to the oppressed minority than the oppressor majority. 
4. DE standard is majority rule: Rejects the use of minority and marketability discounts in the appraisal contest. (Cavalier Oil Corp. v. Hartnett)
ii. Marketability discount

1. Discount because shares are difficult to liquidate
2.  The cases are split as to whether there should be a marketability discount 
3. Marketability discounts do not make sense when the controlling shareholder is the purchaser in an oppression-related buyout b/c the discount for lack of control is mute in this case b/c intervenor already had control of the shares.  
4. ALI STD for marketability discounts –No discount for marketability unless extraordinary circumstances are present. (Follett).
a. When considering whether to apply, ask if it is too much of a burden on the majority to pay the full value of the minority’s stock.
b.  In considering extraordinary circumstances exception, ct can consider factors such as:
i.  Whether SHs had oppressive conduct or devalued corp.
ii. Whether oppressed SH had addt’l remedies
iii. Whether buy-out would be unfair to remaining SHs
iv. Undue burden on the corp.
c. Whether buy-out is fair & equitable to all parties. 
iii. Approach 2 ( Fair value = Pro-rate share of a company’s overall value 
1. No discounts for lack of control (minority disc.) or lack of liquidity (marketability disc.) 
iv. Pay attention to the facts of the case and whether the award is realistic for the circumstances 
1. A minority SH who brings a disillusion action should not receive less than he would have received had the dissolution been allowed to proceed just b/c the controlling shareholder wants to invoke the buy-out remedy (Allied Corrugated Box Co.) 
b. Brown v. Allied Corrugated Box Co.

i. Facts: Ps filled for involuntary disillusion of Allied, alleging fraud, failure to pay dividends, unfair competition and excess salary. The rule justifying a minority discount for lack of control is mute in this case b/c intervenor Gerald Brown already had control of the shares.
ii. Holding: Rule: A minority shareholder who brings an action for disillusion should not receive less than he would have received had disillusion been allowed.
c. Advanced Communication Design v. Follet

i. Facts: TC found the FV of Follett’s shares to be 1/3 of the value of ACD as an enterprise, w/o discounting for lack of marketability (valued at 475K). ACD appeals, arguing that a marketability discount should be applied to the valuation.

ii. Issue: Did court err in declining to apply a marketability discount (ie, is the exception for extraordinary circumstances met in this case? (yes). 

iii. Holding: Min Ct adopts the ALI std re marketability discounts for minority shares. Rule: no discount for marketability unless extraordinary circumstances are present.
h. Securities Fraud
i. Security is a fungible, negotiable instrument representing financial value (including stocks, bonds, and mutual funds) 
ii. For elements of securities fraud – see the section on Securities fraud for the elements, etc. 
i. Fundamental Transactions

i. Certificate Amendments
1. Standard: §242 certificates may be freely amended subject to 2 broad requirements: 
a. An amended certificate may contain only such provisions as may be lawfully contained in an original certificate of incorporation
b. If a change in the rights of shares or SH, or an exchange, reclassification, or cancellation of shares or rights is to be made, the provisions necessary to effect such a change must be set forth in the amendment. 
2. To amend the certificate, you must know 2 things: 

a. The percentage of quorum 
b. How to measure the vote
i. Three ways to measure the SH vote, depending on the statute: 
1. Majority of outstanding shares
2. Majority of quorum entitled to vote
3. Majority of SH actually voting
ii. DEL – majority of SH entitled to vote (50%) 
iii. TX – 2/3 majority of all shares entitled to vote (66%) 
3. Shanken v. Lee Wolfman

a. Facts: Texas case. There was three classes of stock. They were going to vote for increases of shares for each class. Class A & B voted for the change, class C voted against. Class C didn’t want class A and B to be able to add shares without his vote. 

b. Class voting S242(b)(2): you get a class vote if your class rights are specifically changed. 

i. You divide into classes to specify different rights per classes. Here, they had differently weighted votes for BD voting. 

c. When class voting is needed, there are two requirements – TX & DEL
i. The certificate amendment must be approved by the requisite % of shares entitled to vote

ii. Also approved by the requisite shares of each class entitled to vote separately

iii. But look carefully at the class in question, may not need a class vote. 

d. Standard: You don’t get a class vote unless your class rights are specifically changed. 

e. Holding of case: Court holds they could add shares without vote. Here, the court differentiates b/t reorganizing and restructuring the stock, which requires class voting, and merely increasing the number of shares in the aggregate, which doesn’t require. 

i. Here there was no stock split, all the old shares stay the same, doesn’t change his underlying rights. 
ii. Bylaws Amendments

1. Bylaws are typically adopted by the BD at the initial meeting of the board. 
2. Standard: In DEL, the power to adopt, amend, or repeal bylaws is in the hands of the SH entitled to vote. Or, BD might have the power if the power is granted to them in the certificate of incorporation. 
3. Keating v. KCK Corp

a. Holding: DEL Law, if bylaws are amended by custom and usage, that is enough. Formalities aren’t required. The course of conduct is enough to amend the bylaws and is just as good as following formal procedures. 
i. Policy – in CHC, formalities are almost never followed to the letter, there’s not general counsel watching every step

ii. Contra: Nixon v. Blackwell – says that we should assume that all CHC should have access to L’s and protect themselves. 

iii. Certificate Amendments

1. Must be filed with the SOS, just as AOI b/c it is a publicly-filed document. 

2. Different than amending bylaws – which can be done by custom and practice, not the same with AOI. 

iv. Sale of Assets

1. Transactions Triggering Shareholder Rights

a. Sale of Substantially All Assets §217
i. Generally, DE §271 says that every corporation may sell all or substantially all of its assets
ii. All or Substantially all: 
1. Katz (DE) – the sale of a company’s Canadian operations that comprised 51% of total assets and 45% of net sales, but which had been the only profitable element of the enterprise for the last 2 years, met the test. 
2. Hollinger (DE-2004) – In an effort to return a plain language interpretation, court refused to find a sale within the meaning of S271 in which Hollinger sold 50% of its operation
a. It depends on how profitable remaining 50% assets are
b. Approval: Requires BD approval as well as the vote of a majority of outstanding shares
i. This is in contrast to the normal voting rule of majority of shares present
ii. Rationale – give the SH the benefit of the bargain where a sale has the potential to substantially change the nature of that investment and this decision is otherwise protected by the BJR. 
c. Exception: §271 doesn’t apply to corporations whose ordinary course of business is selling asset
i. In DEL, there are no appraisals for a sale of assets, only mergers §262(b)
ii. Texas: SH vote is needed for sale of all or sub all company’s assets other than in the ordinary course of business (2/3 vote)
1. Ordinary course of business exists where a company is left with any assets at all after the sale and doesn’t dissolve
2. Permits corporations to sell assets without SH approval by retaining nominal assets after the sale. 
d. Rudisill v. Arnold White and Durkee

i. Facts: AW sold all their assets? Was this in the “regular course of business?” 
ii. Holding: Yes, in the reg. course of business. STD: Texas statute widely interprets “usual and regular course of biz.”  According to TX statute, “not in the ordinary course of biz” means that you’ve liquidated and you’re not in biz anymore! So practically everything is considered to be in the course of ordinary biz.
iii. TX ct clearly reverses the DE cases that say 50%is good enough…Rag says why the court gave so much weight to the legislative history is beyond him.

iv. Amazingly, even though they sold almost everything the firms own, the court still held it wasn’t substantially all of their assets!

v. Rags thinks holding is crazy.

2. Appraisal Remedy §262
a. General Standard: It’s a remedy for SH who object to a corporate transaction that allows them to receive the fair value of their shares as determined by a court. 
i. Rationale – available b/c the nature of a SH’s investment has been changed 
ii. Problem – it only takes into account value of stock pre-merger, it disregards the value and synergies of transaction
b. Eligibility for Appraisal Rights
i. In the event of a merger/acquisition, a SH may be entitled to appraisal rights for the fair value if: 
1. Made a written demand on C for an appraisal prior to the meeting at which the transaction was voted on
2. Did not vote for transaction
3. Tried to reach an agreement on value, and if not, filed action with Court seeking appraisal within 120 days after effective date of merger (court will determine FMV) 
4. Continuous SH through the effective date of merger
c. Delaware Block Method §262(h) Steps: 
i. Look at three values
1. Determine market value of C’s stock
2. Determine value of the C’s net assets
3. Determine the C’s “earning value”
ii. Court assigns weights to each of 3 values, depending on reliability of each factor
iii. This has actually fallen out of favor 
d. Piemonte v. New Boston Garden Corp.

i. Facts: SH sue for judicial determination of “fair value” of their shares on the eve of a merger
ii. Rule:  §262 governs Delaware valuations, §262(h) says that shares are valued aside from any value arising from accomplishing a mergers, so the “s shares should be appraised with the added value of the looming merger.

e. This case illustrates application of the Delaware Block Method of valuation which is a weighted average of: 

i. Market Value – look at most recent purchase and sale transaction

ii. Earnings Value (Capitalization of Earnings) – Look at past earnings (3-5 years) and arrive at an average

1. Make certain adjustments, take out extraordinary gains/losses and arrive at earnings per share

2. Price-Earnings Ratio: Share Price/Earnings Per Share – the investment return sought; a measurement of the degree of risk the purchaser is willing to undertake 

iii. Apply a multiplier to ascertain prospective financial condition – generally use other comparable corporations to identify average rate of return

1. But compare with Discounted Cash flow valuation – which requires the discounting the present value of all future receipts and salvage value which arguably involves more judgment making

iv. Net Asset Value – take all assets of company, add up, and divide by shares

3. Freeze-out Transactions

a. Farnsworth v. Massey

i. Facts:  100% sale of assets to a new company. New company owned 100% of the old majority SH. The minority SH is essentially frozen out. The old corporation dissolves.
ii. Holding: As long as you follow the statute/black letter law, it is not a freeze-out.
1. RAG: this holding is strange b/c DE courts typically protect SH even if they are being frozen out. Here the SC of TX allows SH to be blatantly frozen out. 

iii. Standards to determine whether there is a breach of fid-duty: 

1. NY Standard for oppressive conduct (Kemp) – when the majority conduct substantially defeats the reasonably expectations of the minority SH

2. MASS Standard (Davis) – looks at it from the majority’s perspective – legit business purpose? 

iv. Today: Texas appraisal statute says that an appraisal is the exclusive remedy for a SH, absent fraud. 

4. Mergers

a. Merger: a combination involving the fusion of two constituent corporations pursuant to a formal agreement executed with reference to specific statutory merger provisions under which one corporation (the survivor) succeeds to the assets and liabilities of the other corporation by operation of law
i. Steps: §251
1. Preliminary agreement
2. Board AND vote of the majority of the outstanding shares by both constituents
3. Filing of articles of merger
4. Stock of surviving corporation is exchanged for stock of disappearing corporation
ii. In most agreements, authority is given to the boards to abandon
iii. If SH approve, file merger agreement with SOS §103
iv. Consolidation: Identical to a merger except that constituents fuse to form a new corporation
1. Triggers voting and appraisal rights in the shareholders of both constitutents
b. Small-Scale Mergers: §251(f)
i. No S/H vote of a surviving constituent corporation required unless forth in certificate if:
1. Agreement does not amend the certificate of incorporation of the constituent
2. Each share of stock of the constituent is identical post-merger
3. Surviving corporation neither issues stock OR amount of shares to be issued does not exceed 20% of total shares outstanding prior to effective date of merger
c. Short-Form Merger: §253
i. Merger can be effected by a simple vote of parent’s board if:
1. Parent corporation is at least a 90% shareholder in subsidiary
2. Bd. adopts a resolution to merge
3. Certificate of merger filed with the Sec. of State
4. Shareholders of subsidiary advised of §262 appraisal rights, but no vote 
5. Shareholders of parent are neither afforded an appraisal nor are they permitted to vote because very little change in investment; at worst, paying the 10% minority to go away 
d. Appraisal

i. In DEL, SH always have a right to appraisal in a merger, but not for a sale of assets. §262(b)
ii. Exceptions to always having the right to an appraisal: 
1. No appraisal rights for SH in surviving corporation for a small-scale merger 
2. No appraisal rights for SH’s of parent corporation in a short-form merger (but SH of the sub corporation do have appraisal rights)
3. No appraisal rights for SH of a PHC – based on efficient market theory
e. De Factor Mergers

i. Two new kinds of combinations, stock-for-assets and stock-for-stock, trigger questions about how to characterize these transactions: a purchase and sale of assets or merger?

ii. De Facto Merger: A theory which looks to the substance of a transaction whereby one constituent sells assets in consideration for shares of stock of the surviving corporation, which would not otherwise trigger appraisal rights for the shareholders of the asset selling constituent under §262(b), as a merger in fact and therefore deserving of appraisal rights, and in the 2nd step, asset seller agrees to dissolve

1. De facto merger theory is a form of shareholder rights; under the Internal Affairs doctrine, court will apply this theory if plaintiff is a shareholder in a corporation whose state of incorporation recognizes this theory

iii. Where the de facto merger does not apply:

1. Constituent that purchase assets does not become liable for seller’s obligations

2. In a statutory merger, surviving company does become liable by operation of law

iv. Stock-for-Stock: Survivor does not become directly liable, although acquired corporation is now a subsidiary and carries its obligations along

v. Selling constitutent must provide for a shareholder vote under §271, but does not need to provide appraisal rights under §262(b)

f. DE does not recognize the de facto merger theory. Hariton v. Arco Electronics, Inc. (DE 1963) 

i. Facts: Arco (DE) sells its assets in consideration for 283,000 shares of Loral (NY) and then agrees to dissolve and distribute the shares to its shareholders

1. But, permitting the selling corporation to do an end-run around the merger statute  by casting the form of the transaction under §271 cuts against the very reason for providing voting and appraisal rights in a merger transaction

ii. Court relies on the doctrine of independent legal significance to justify reading §271 separately from appraisal right requirement for mergers §262(b)

1. Rationale: Provides certainty for boards; don’t need to worry that a court will later recharacterize their transaction as a merger

iii. But, legitimate rights of shareholders and creditors were a statutory merger actually completed are fairly easy to do an end-run around:

g. Asset Selling Corporation: SHs lose appraisal rights

h. Stock selling corporation: SHs lose both appraisal and voting rights

i. This rule says form prevails over substance

ii. TX follows this rule as well
i. Policy: Evidence that DE is racing to the top? or Does the trampling of Shareholder rights in favor of managerial discretion/enabling prove racing to the bottom?

5. In states that do accept the de facto merger doctrine, court adopts a 2-step analysis. Farris v. Glen Alden
a. Has there been a sale of assets of one corporation in exchange for securities?

b. Do the consequences of the transaction give rise to concerns for which the merger statutes, which provide appraisal and voting rights, were seemingly addressed?

c. Especially prevalent where the smaller company acquires the assets of a larger corporation and the shareholders of the surviving company see their influence and the value of their shares dramatically reduced

6. Even where a SH vote is otherwise not required, might need a SH vote if:

a. Transaction requires amendment of certificate to issue more shares of stock

b. Corporation is listed on the NYSE
v. Freeze-out Mergers
1. Freezeout: A corporate transaction whose principal purpose is to reconstitute the corporation’s ownership by involuntarily eliminating the interest of minority shareholders
2. Forms: 

a. Dissolution Freeze-outs
b. Sale-of-Assets Freeze-outs
c. Debt Merger
d. Cash-out Merger
3. A minority shareholder in a publicly held corporation who is subjected to a freezeout by the majority through a cash-out merger transaction has remedies in both appraisal and BOFD
4. Even if the merger is fair, the transaction is invalid under Mass law if the purpose of the merger is solely to eliminate the minority SH interest.  (Coggins) 
a. What we are debating is whether it is a property rule or a liability rule. 
i. Is it a breach of fiduciary duty to get rid of a minority SH w/o their consent? (liability view of shares ( Mass view
ii. Is it fair to get rid of minority SH so long as you give them a fair price & fair dealing? (property view of shares ( De view) 
b. Mass Test: Must satisfy both the legit biz purpose test & the entire fairness burden 
i. Was the merger for a legit biz purpose?
ii. Under the totality of the circumstances, was it fair to the minority? 
iii. BOP is on the controlling SH to prove that the transaction does not violate fiduciary duties 
iv. But even if it is fair, the transaction is invalid under Mass law if the purpose of the merger is solely to eliminate the minority SH interest. 
c. DE approach: it is enough to satisfy the entire fairness test (fair dealing and fair price).  
i. Regardless of whether your sole motivation was to freeze out the minority shareholders (eliminated the business purpose test). 
ii. No need to show a legitimate purpose for getting rid of the minority SHs (Weinbarger case- the facts of this case were a  public corp, but still applies to closely held corps) 
5. Dissolution
a. Grato v. Grato

i. Facts: Grato involved family trucking companies. Basically transferred all the first 2 company’s assets into a new company…wanted to get rid of mom & son, so didn’t tell them.. it was a fraudulent conveyance.
ii. Holding: Valuation of P’s interest in the biz should be based on value of the biz as operated under the old corporate entitles, just prior to the disillusion. 
1. Why is this case different from Coggins (get present value for stock)? 
2. Here the minority shareholder got the FV as of the date you were frozen out. Court’s remedy here implies that the court’s remedy is consistent with DE law, saying that there was nothing wrong with getting rid of them per se, just that you should have paid them FV as of the day you got rid of them. 
iii. Cf: Mass: Even getting rid of them for the purpose of freeze out is illegal (Coggins—so they get PV). 
1. Note: Both of these cases are totally inconsistent with Farnsworth (which says that so long as statutory requirements are followed, its okay. 
iv. It can be considered a breach of fiduciary duty freeze people out even if you follow the statute (this can be accomplished 3 ways)
1. Cashout Merger 
2. Dissolution (Grato-illegal disillusion) 
3. Transfer of assets for the purpose of freezing out the minority shareholder 
j. Derivative Suits

i. Derivative Suit: A suit by a minority SH brought on behalf of the corporation to enforce a corporate cause of action against officers, directors, and 3rd parties
1. Extraordinary procedural complexity in order to minimize frivolous suits
2. As contrasted with direct action: Brought on a SH’s own behalf either against corporate fiduciaries or the corporation itself
3. Ask who would the relief benefit in this case? If it benefits individual = direct suit. If it benefits corporation = derivative suit. 
ii. Procedural Requirements: 

1. Standing: A SH must at time action is begun and during the pendency of the action 
a. A SH may lose standing when his corporation merges with another  during pendency of action
b. Creditors ordinarily have no right to bring a derivative suit unless a corporation is insolvent 
2. Personal Defenses: Corporate defenses which bar a SH from bringing a derivative suit due to factors not related to the merits of the action
a. A SH is barred form bringing a DA if she: 
i. Participated in the wrong, consented to the wrong, acquiesced in the wrong by failing to object
b. Tainted Shares Rule: the transferee of a SH who is barred from bringing a DA due to a personal defense is also barred
3. Corporation is a defendant in a lawsuit for purposes of establishing diversity.
iii. Direct v. Derivative Suits

1. Barth v. Barth

a. Facts: Minority SH sues President and Corporation for actions, involving self-dealing, which reduced value of shares. 
b. Holding: In some jurisdictions, in the case of a CHC for suits against the majority, the court has the discretion to allow a direct action against the corporation, even if it is technically a DA, if to do so would not offend the policy rationale for requiring DA including: 
i. Protecting creditors of the  C

ii. Limiting a multiplicity of suits against the C

iii. Ensuring a fair distribution of proceeds if the P wins

c. This is the law in Texas: if a company has over 35 SH, court has discretion to treat DA as a direct. 

2. DE doesn’t allow this type of judicial discretion – can’t look behind effect on the shares to the effect on the shareholders. 

3. Distinguishing Classic Suits: 

a. Derivative – Wrongful act that depletes corporate assets: Self-dealing, breach of duty of care, excessive compensation, corporate opportunity usurped for D/O’s own benefit

b. Direct – Wrongful act that interferes with the incidents of ownership such as voting rights or the right to receive dividends. 

4. Individual Recovery 

a. General Rule: The recovery goes back to the corporation rather than directly to the SH who were harmed. See Bangor Punta exception though. 

5. Three over-arching Views: 

a. Ohio – if two parties involved, it’s basically a suit between two parties, so considered a direct action

b. DEL – Nothing special about CHC, so no exceptions. Must file a derivative suit subject to the procedural requirements.

i. DEL courts prefer derivative mechanism b/c recovery will be put back into the corporation & help creditors

1. Efficiency – prevents multiple law suits

c. ALJ – (Majority, including TX & Indiana) Discretion to treat a derivative claim like a direct action. Can do so if: 

i. The action won’t unfairly expose the C of the D’s to a multiplicity of actions

ii. Won’t materially prejudice the interests of creditors; OR

iii. Won’t interfere with a fair distribution of the recovery among interested persons. 

iv. Demand on the Board of Directors

1. This is the key procedural hurdle in a DS. Where Plaintiffs fail to make a demand, if they lose on the question of whether demand was excused, they will try and argue the suit was direct rather than derivative. 
2. General Standard: In bringing DS, a SH must plead with particularity his efforts to make a demand on the BD unless demand is excused b/c its futile. Plead with particularity – must have some facts to support your claim, can’t simply get around making a demand by suing entire BD
a. Futile – BD is unable to make a decision that would be protected by the BJR because: 
i. Failed to satisfy the duty of loyalty (by engaging in a self-interested deal) or
ii. Could not satisfy the duty of care (by failing to engage in reasonable procedures to investigate the transaction) 
b. When demand is made: 
i. If refused by the BD, decision is protected by the BJR; suit is barred
ii. If accepted, then suit b/c corporation’s suit
c. When demand is excused: 
i. DEL – P must allege with particular facts that raise a reasonable doubt that: 
1. Majority of directors are disinterested and independent; OR
a. Naming BD member as D isn’t enough
2. Challenged transaction was the product of a valid exercise of due care (didn’t follow adequate procedures & investigations); OR
3. The acts are so gregarious on their face so they could not possibly be the product of sound business judgment
a. Terms of transaction itself give rise to an inference that the BJR could not be satisfied. 
ii. NY – basically follows DEL standard
iii. ALI: Universal Demand
1. Demand required in ALL cases
2. If board decides not to bring the suit, then court will take up question of whether this decision was a valid exercise of BJ
3. In this case, futility is really about “exhaustion” of all efforts
4. Texas law 
d. Board’s response once the suit is allowed to go forward: form an independent litigation sub-committee to evaluate whether to move to dismiss the suit:
i. Even if entire BD is sued, BD may enlarge itself and add new directors
ii. Nature – comprised of law professors, retired judges, etc
iii. ISC may then choose to dismiss the suit. Impact of this decision: 
1. NY: A symmetrical result- before dismissing, court examines whether ISC acted independently with due care: 
a. If yes, then court will not review the merits of substantive decisions
b. If no, then motion is denied.
2. NC: An asymmetrical result – before dismissing, court examines whether ISC acted independently and with due care AND
a. Court must make its own decision regarding the propriety of dismissing the suit – ultimately court’s decision 
3. Johnson v. Steel, Inc.

a. Holding: Futile example is that everyone in the BD has a stake in the overpayment. 
v. Demand on Shareholders
1. DE used to be FRCP 23.1: You must make a demand on the board or you must plead circumstances that demonstrate futility AND you must allege you made a demand on SHs if necessary
a. Statute did not provide a definition for "necessary"
b. DE defined “necessary” as demand was futile and no other exception applied
c. DE no longer says a demand on SHs must be made if necessary
i. Inference: Took out sentence to make clear that it is never necessary
ii. This is TX law as well
2. States retaining "if necessary"
a. Exceptions which foreclose necessity of making a demand on SHs
i. Wrongdoers own a majority of the stock
ii. Too expensive to make a demand on the SHs (proxy)- Jurisdictions split on this
iii. Wrong is not ratifiable by the shareholders
1. E.g., Waste can only be ratified by a 100% SH vote
2. Majority rule (and DE)
3. Minority: Distinction between approving transaction (ratifying) and deciding not to sue; thus, decision not to bring a lawsuit is not the equivalent of a ratifiable decision
3. Under Federal rules, requirements for derivative are always state law questions
a. Thus, if a DE corporation is a party to a diversity suit, DE's laws control whether you must make a demand on the board
vi. Plaintiff’s Counsel Fees
1. Attorney’s fees generally
a. American Rule: Parties bear their own fees in the absence of a statute or a basis in quantum meruit for reimbursing a party who has benefited others
i. If the winning party gets costs, the costs do not include attorney fees (filing costs, copying costs, etc.)
b. English Rule: The losing party pays the winner's costs and costs do include attorney's fees
c. Benefits of the English System:
i. Discourages frivolous lawsuits and defenses (companies don’t want to pay for defense fees if they are ultimately going to settle the claim)
d. Drawbacks of the English System
i. Discourages potentially meritorious claims and defenses
ii. Because the American system removes this disincentive, it is nearly impossible to collect a claim for a small sum of money
2. Common Fund Theory: An exception to the American Rule by which a plaintiff in a derivative suits who has successfully established a fund under the control of the court, from which many besides himself will benefit, may recover his counsel fees out of the fund
a. Encourage meritorious claims by individual shareholders who have a small financial stake in the outcome
b. Because benefit accrues to the corporation, not just the shareholder individually, encourages fair distribution of cost among all shareholders
c. Even in a direct action, the court has discretion to require the corporation to pay attorney fees where the corporation receives some benefit (economic or otherswise) from the suit. Tandycrafts, Inc. v. Initio Partners (Del. Supr. 1989)
vii. Shareholder Standing

1. Bangor Punta v. Bangor and Aroostock

a. Facts: Amoskeag owns 99% of BAR, purchased from Bangor Punta. They cause BAR to sue BP for alleged mismanagement that occurred while BP owned the 99% of shares. BAR is suiing in its own name and this is not a DA. 

i. This case just gives you the procedure on how to bring about demand on a board. In DEL, remember, demand it required b/c it gives the BD on the C’s behalf a chance to say no and stop the suit. 
ii. The court treats this as a DA, not an direct suit. 

b. Holding:  To bring a DS, MUST be a SH at the time of the wrong in the complaint, and SH at the time of filing and SH throughout the period, and during the final judgment. 
i. If you were not a SH at the time of the stealing you are complaining of, you can’t bring the action. 

viii. Individual v. Corporate Recovery

1. Glenn v. Hoteltron Systems

a. Facts/Issue: When there is a closely held corporation and the damages awarded to the corporation would be shared by the corporate officer/SH responsible for the injury, can the award of damages just go directly to the innocent shareholder and not to the wrongdoing shareholder?  
b. Holding: The damages should be awarded directly to the corporation, not just to the innocent SH directly. The mere fact that the wrongdoer will indirectly benefit from the award to the corporation does not require an exception to this rule. 
ix. Settlement or Discontinuance 
1. Rule: Today, in most states you need court approval to settle a derivative action and the court must approve the terms as fair, just and reasonable
a. Rationale: Derivative suit, he brought it on behalf of the company and any relief should benefit the stockholders in proportion to their ownership
2. For derivative suits that take place in federal courts, FRCP 23.1 requires court approval and notice of the proposed dismissal be given to shareholders and members
3. Desimone: 4-Part test to determine if settlement should be approved.  Burden on proponent
a. Settlement reached at arm’s length negotiation
b. Proponents are counsel experienced in similar cases
c. Sufficient discovery to enable counsel to act intelligently, and
d. Number of objectants or their relative interest is small
4. Settlement without Plaintiff’s Consent
a. Under Wolf v. Barkes (2nd Cir.), no judicial approval for settlement directly between director and corporation in a derivative action
i. Rationale: FRCP 23.1 requires court approval for settlement of a derivative suit rather than a settlement of the claim
b. But, once you settle the underlying claim there is no suit left
c. Shareholders may still sue for lack of fairness if board was interested
d. Thus, this is a controversial holding.  Many jurisdictions say you can't settle claim that underlies derivative suit without court’s permission.
i. But, in every jurisdiction in country, bd. can do whatever it wants b/f the suit is filed; thus, why can't they do this after suit is filed?
IV. The Limited Partnership
a. Introduction

i. LP, like a corporation is a creature of statute – it can only be created by complying with formation requirements of statute. 

ii. A partnership formed between 2 or more persons comprised of at least 1 General Partner (GP) and at least 1 Limited Partner (Lim P) 

1. GP, like in general p-ship, has unlimited liability for obligations of firm.

a. Where a corporation is the GP, then the LP could enjoy nearly no liability due to principles of corporate law. 

2. Lim P typically enjoys limited liability - has no liability for debts of venture b/y loss of investment. 

a. Can forfeit limited liability if there is too much “control” by LP. 

b. Historical Overview

i. Uniform Limited Partnership Act (ULPA) first adopted in 1916 – by all states

ii. Then, it was revised in 1985 and entitled RULPA

iii. Further revised in 2001 – ULPA (2001) – however, only 9 states have adopted, so for purposes of our class, RULPA 1985 will be considered our law. 

c. Statutory “Linkage” & “De-Linkage”

i. LP statutes are typically “linked” to G P-ship statutes. 

1. ULPA – G P-ship law applies to LP issue when that issue is not covered by the LP statute. 

2. However, 2001 ULPA is completely confined. 

d. Formation

i. General Requirements –  See RULPA §§ 101(2), 102, 104, 201, 204, 501 

1. Unlike G P-ships, LP’s can only be formed by filing certificate of LP with SOS. See RULPA §201. 

a. Certificate is skeletal document which includes only basic information – name & identity of GP’s. 

b. Purpose is purely to provide notice to third parties. 

2. Tax Benefits

a. P’s in LP usually required to make capital contribution

b. IRS allows alternative business entities to “check the box” and pick which form of taxation it prefers: 

i. Pass-through tax treatment (like P-ship)

1. Firm not subject to taxation & instead all firm’s income & expenses, gains & losses, are taxable directly to the firm’s owners/partners/members

ii. Corporate style – taxed as legal person on income

1. If firm makes distributions to its owners out of after-tax income, owners then ordinarily pay taxes on those distributions 

iii. Exception – if you are a public LP, you must be taxed as corporation. 

3. Internal Governance provides much structural flexibility

a. How you run LP is essentially a matter of contract – P’s can contract to run business how they see fit. 

b. LP interest typically treated as securities under securities laws – LP’s lack right to participate in management & depend on efforts of GP for profit. 

c. Partnership Agreement

i. Separate, non-public document that parties draft to govern their particular firm – including detail on rights & duties of partners & overall operation of LP

ii. Agreement’s terms – displace default provisions of the statute. 

iii. Under statute, not required to have one, default rules provide operative terms

ii. Formation Defects – See RULPA §§201, 204, 304
1. RULPA §201 (b) Standard – “LP is formed at the time of the filing of the certificate of limited P-ship in SOS . . . if there has been substantial compliance with the requirements of this section.” 

2. Issue: what is substantial compliance? 

a. Direct Mail Specialist, Inc. v. Brown

i. Facts: Defendant Company’s name failed to put “LP” informing third parties of their status. Certificate not recorded in SOS & didn’t show contributions made by each partner & share of profits each was to receive. 

ii. Standard: Where there is a failure to substantially comply with the statutes authorizing LP’s, the parties remain liable as general partners as to third parties having no knowledge of the limited nature of the P-ship

1. However, where party has knowledge that they’re dealing with LP, status is not changed by failing to file. 

e. Management & Operation. See RULPA §§ 302, 305, 402, 403
1. Very little case law because not about case law. Typically, contract will say that the LP will be managed by 1 GP subject to the LP’s right to vote on certain extraordinary transactions & generally subject to the GP’s right to remove. See §403(a).
2. However, LP’s who participate in the control of business risk liability for some or all of the obligations of the venture. 

a. Thus, many cases have stated that Lim P’s can’t take part in management of the business.

b. A person can be removed from GP position if that person, “is removed in accordance with p-ship agreement”. 

c. RULPA does give Lim P’s (§305) the right to inspect the LP’s records & obtain information & spells out default voting rights

f. Financial Rights & Obligations. See RULPA §§ 101(2), 501-4, 601, 604, 607, 608 

i. LP’s, by contract, can do what they like. Typically GP will have small financial interest and the LP’s will divide up the rest in proportion to their capital interests. 

ii. If the partnership agreement is silent, above default rules will then apply.

iii. RULPA spells out various default provisions, including: §503 & 504 state that, unless contract says otherwise, profits, losses, and distributions of a LP shall be allocated on the basis of the value of the contributions made by each partner. 

g. Entity Status. See ULPA §104
i. Standard: LP as an entity, possess a number of characteristics that suggest separateness between the partners and business itself. 

ii. Under RULPA, LP’s possess limited liability (LL) for obligations of the business, LP’s can bring derivative suits on behalf of the LP, and the dissociation of a partner doesn’t necessarily result in dissolution of LP. 

1. Courts generally treated LP’s as legal entities distinct from owners. 

iii. Currier v. Amerigas Propane, L.P. 

1. Facts: Defendant LP comprised of GP Amerigas & LP, Amerigas Partners, LP. Plaintiff was employee of the GP at time of injuries and he received worker’s comp under policy owned by GP. Here, the whole LP is saying that they are the plaintiff’s employer, and thus, under worker’s comp, you cannot sue your employer. 

2. Issue: Even though plaintiff works for GP, is the LP the employer or not? 

3. Holding: The Court says the LP is immune from suit b/c they are the employer. Does this mean the LP is essentially the same as the LP?

a. Underlying policy reason of worker’s comp – GP is running the business of the LP. If you can sue the LP after you receive benefits from GP, GP will be liable for obligations of LP. GP will ultimately be held liable notwithstanding worker’s comp

b. Bottom Line – just b/c LP is considered a separate legal entity; you must view it under the present set of facts & policies. 

h. Limited Liability – Most Important Question of LP’s ****
i. The Evolution of the “Control” Rule 

1. Standard - Limited P’s have no liability for the debts of the venture b/y the loss of their investments. LP’s can lose their LL protection if they participate in the “control” of the business. Notice the evolution of the “control” rule below – with each subsequent version of the LP statute, the rule has b/c progressively more protective of limited partners. 

a. ULPA 1916 – A limited partner is not liable unless he exerted “control” over the corporation.

Merely engaging in “control” was enough to cause Lim P’s to lose their limited liability. 

b. RULPA (1976) – A Lim P’s “control” will subject him to liability for the obligations of the P-ship were such control is: 

i.  “Substantially the same” as a general partner OR; 

ii. If not “substantially the same”, then 3rd party must have had actual knowledge of your controlling activity

1. Rationale – If you represent to others you are in control, then the creditor may be misled into thinking you are GP. 

c. RULPA (1985) – A Lim P’s “control” of the business will subject him to liability for the p-ship obligations when: 

i. There is control; AND

ii. Reasonable belief by creditor; AND

iii. Based on conduct of the limited partner that he is a general partner – the source of the belief is the Lim P

d. ULPA (2001) – Lim P’s are simply not liable for debts of LP

i. Rationale – In a corporation, there is nothing wrong with a shareholder (SH) being director or officer, so Lim P’s should be afforded the same flexibility. 

ii. However, many states have a combination of the RULPA’s and most haven’t yet adopted 2001. So, there’s always a possibility if Lim P engages in too much control, may lose LL status – BE PASSIVE! 

2. Holzman v. de Escamilla

a. Facts: Action brought claiming Russell & Andrews, by taking part in control of the p-ship business, had b/c liable as GP’s to the creditors of the p-ship. 

i. They made decisions like what crops should be grown, came to the farm twice a week, and consulted about crops planted

ii. Checks could be drawn on signatures of any 2 of 3 P’s – GP had no power to w/draw $ w/out signature of 1 of Lim P’s. 

b. Holding: The Court finds under ULPA 1916, they had too much control in the operation – they had affirmative obligations & not just veto power in the entire operation. See creditor & control in p-ship context. 

3. Gateway Potato Sales v. G.B. Investment Co. 

a. Facts: Gateway is creditor – they sold potato seeds to Sunworth Packing, the GP, but plaintiff wants to reach GB Investments, a Lim P, and make them pay on the account.  

b. Issue: Where in the spectrum of standards Arizona’s statute lies? 

c. Rule: The evolution of ULPA reflects a narrowing of Lim P liability.

d. Holding: Court determines Arizona operates under the 1976 RULPA §303 standard. Therefore, for “control”, must prove either: 

i. Limited partner exerted control “substantially the same” as that of a general partner; OR

1. In this scenario, you would not need to deal directly with limited partner

ii. If not “substantially the same” the third party transacted business with the limited p-ship with ACTUAL KNOWLEDGE of the limited partner’s participation in control.

1. In this situation, you would need to deal directly with the limited partner

e. Standard: Therefore, statute imposes liability on a limited partner whenever the “substantially the same as” test is met, even though the creditor has no knowledge of the limited partner’s control

i. Therefore, in this situation no contract is needed with the limited partner

ii. ***Note – this case shows that how much control you have a limited partnership has huge implications with how much liability you have as a limited partner. 

iii. We create this exception b/c third parties may think they’re dealing with GP not a LP ( law punishes those who pass an invisible “control” threshold. 

i. Fiduciary Duties

i. General Partners. See RULPA § 107, 305, 403, 1105 
1. Standard: A corporation can be a general partner in a limited p-ship – is subject to the control of somebody else though. (i.e., directors of the corporation)

2. There are certain situations where a director/officer of the corporate general partner can be held liable for the debts of the LP – may personally owe fid-duties to the Lim P’s and the LP. 

a. Failing to maintain corporate identity in conducting p-ship affairs through the corporation, or, if the corporation assets are intermingled with p-ship assets, or if the corporation is not sufficiently capitalized. 

3. Gotham Partners, L.P. v. Hallwood Realty Partners, L.P.

a. Facts: This is a public LP. The GP is a subsidiary of HGI. The p-ship creates a reverse split & then makes an odd lot tender offer. All of the odd lots are purchased by the parent & gives them complete control over the LP. 

i. Gotham is a Lim P & is angry b/c HGI paid too low of a price for the stock & did not pay a control premium either

1. By paying too low of a price, this takes money out of the pickets of the rest of the partners. 

b. Issue: What are the duties the GP owes to the rest of the partners?

c. Standard: As a default rule, GP owes the traditional fid-duties of loyalty and care to the LP and its partners. 

d. If this had been corporation: Where the GP has engaged in self-dealing transaction, the default fid rule is the standard of “Entire Fairness” whereby the GP must conduct “Fair Dealing” at a “Fair Price”. (§144 (a)) 

i. RULPA § 403 (b) (majority rule) – allows p-ships to modify these duties through the p-ship agreement as long as they are reasonable.

1. DEL – fid-duties can be eliminated nearly entirely, but an implied contractual covenant of good faith must remain. 

a. Benefits – allows parties to allocate market risks as they choose, consistent with DE law on creating max flexibility & enabling transactions

ii. Note - In situations where K is inconsistent w/mandatory provisions or no express provision in K, court looks for guidance from default rules, traditional notions of fid-duties, or other extrinsic evidence. 

iii. If not altered by contract, any self-dealing transaction requires a showing of ENTIRE FAIRNESS – including fair dealing & fair price.  

1. Fair Dealing – a bargaining process designed to replicate how bargaining would occur among independent 3rd parties

2. Fair Price – the terms of the dealing must be substantially equivalent to what they would be on the market. 

e. Court looks to the LP’s p-ship agreement: 

i. §7.05 – expressly permits self-dealing transaction with the GP or its affiliate provided that the terms of the transaction are substantially equivalent to terms obtainable from a third party – mimics fair price

ii. §7.10 – requires GP to form an independent audit committee to review & approve self-dealing transactions – mimics fair dealing prong

f. Court decides there was a breach of the duties, provided for in the P-ship agreement

i. Here, there was no audit committee – no fair dealing

ii. No control premium – no fair price

iii. Therefore, the parent is going to have to repay the whatever value the shares would have sold for had they accounted for the control premium. 

4. Labowitz v. Dolan 

a. Facts: The LP had significant income – but only made minimal distributions for tax coverage. GP offered to buy out interests of 2/3rds of book value of Lim P’s – 90% accepted offer but filing suit claiming this was a breach of fid-duty. 

i. Here, the P-ship agreement granted GP full responsibility & complete discretion in management & control & that he would only be liable for willful misconduct but not for errors in judgment, etc. 

ii. Would this work in the corporation context?

1. New York: Reasonable expectations of SH?

2. Mass: if the majority had a legitimate business purpose unless the minority can show there is a less harmful alternative? 

iii. Classic freeze-out scheme regardless of choice of state law you apply – if corporate context

b. Issue: Whether management discretion granted solely & exclusively to GP in LP agreement authorizes the GP to use economic coercion to cause his Lim P investors to sell their interests to him at a bargain price? 

c. Standard: Despite broad discretion, GP still owes Lim P’s a fid-duty including duty of good faith, honest, and fairness in his dealing with them and funds of LP. 

i. “Sole discretion” doesn’t make K into unrestricted license to engage in self-dealing at the expense of those whom the GP owes a fid-duty to. 

ii. Plus – of course a freeze-out scheme is willful misconduct! 

iii. However, although the provision of willful misconduct doesn’t save him here, it is considered illegal b/c you can’t totally eliminate the duty of care.
1. Note – remember you can in DEL! 

d. Bottom Line – Courts won’t give up applying FD doctrine too easily; unless the P-ship K plainly & unambiguously mandates the end result. 

5. In re USA Cafes, L.P.

a. Facts: Lim P’s seek to impose liability on the directors of the corporate GP for selling assets at less than fair value & taking side payments for doing so – breach of duty of loyalty. 

i. Defense claim they do not owe any duty to them

b. Issue: Whether the directors/officers of a corporate GP have a fiduciary duty (fid-duty) to Lim P’s of a LP? 

i. Court analogizes this to Trust law where beneficiaries can sue the directors of a corporate trustee who misuse the trust property

c. Standard: Directors of a corporate GP owe a fid-duty not only to the corporation, but also to the P-ship and to the LP’s Lim P’s. 

i. They owe all the same duties they owe to corporation to LP’s – fighting issue though in Texas…

ii. If you’re stealing $ from LP, you are clearly doing something wrong…

iii. RAG: How else could we bring a suit without recognizing this direct duty? 

1. Aiding & Abetting (civil tort) 

a. Corporate GP owes a duty to the Lim P’s – you can allege that the directors aided & abetted the corporation to breach its fid-duty

2. Although this court wants to say the duty runs directly to the corporation, it’s not clear that other state will do same thing, so you may have to go about it this way

ii. Limited Partners

1. KE Property Management Inc. v. 275 Madison Management Corp. See RULPA §101(8) and 1105
a. Facts: GP’s are KE & 275. LP is KJ. 275 is the managing GP. KJ, the Lim P, wants to get rid of 275. 

i. Partnership Agreement says – 25% unit partners can expel GP for fraud or willful misconduct – must show proof of fraudulent actions by the GP though, requires court interference. (has to be found guilty) – not automatic

1. Bad drafting – should have been majority vote and automatic. 

b. Issue: Whether the fraud by agent of managing GP justified the GP’s removal by a Lim P?

i. Skydell (275’s CEO) has stolen money from LP, even though he is not the GP, the corporation has put him in the position to do the stealing. 

ii. Through 275’s president’s misconduct, 275 committed fraud

c. Standard: All partners owe each other fid-obligations

i. To the extent that a P-ship agreement empowers a Lim P discretion to take actions affecting the governance of the LP, the Lim P may be subject to fid-duties to others. 

1. Have a fid-duty when (min SH/Lim P’s) have power and are exercising control

2. Although court didn’t hold Lim P’s had fid-duty to GP b/c claimed they merely had veto powers, Ragazzo disagreed – they had power to remove

j. Ownership Interest & Transferability See RULPA §§ 101 (10), 301, 401, 702, 704

i. Overview

1. P’s in LP’s may have management & financial rights. 

2. Default rule: financial rights are transferable while management rights are not. 

a. Under § 704, assignee of LP interest (including GP) has the right to b/c a Lim P if and to the extent that :

i. The assignor gives assignee that right in accordance with authority described in P-ship K, OR

ii. All partners consent

ii. Entity General Partners

1. Remember, these are two distinct things – transfer of shares of GP & transfer of GP interest

2. In re Asian Yard Partners

a. Facts: AOC is 1% GP in LP, and also a 49% Lim P. (under different name). AYP wais in financial trouble and want to sell the 49% interest to Holdings who own 100% of AOC stocks. 

i. Result – Holdings would be 49% Lim P and would have all the stock of GP. 

b. Issue: Can they sell their Lim P interest to Holdings? 

i. DEL law prohibits transfer of management interest in LP without other partner’s consent, unless P-ship K says ok

ii. Unless in K, new GP’s can only be admitted with written consent of each P. See RULPA §401 – written consent may come from act of specified majority of Lim P’s. 

iii. Since their P-ship agreement says them must get unanimous consent – must get consent first

c. Standard: If the sale of stock of the corporate GP results in a change in control of that corporation then there has effectively been transfer of the P’s interest, at least with regards to the exercise of management rights. 

iii. Charging Orders See RULPA §§ 702-3, 802 

1. §703 – charging order procedure. The Court may charge P-ship interest of the P w/payment of the unsatisfied amount of the judgment with interest. However, the judgment creditor had only rights of an assignee of the P-ship interest. 

a. Remember in Gen Partnership:

i. Gives creditor the right to any distributions that have been paid. 

ii. If no distributions are made, entitled to foreclosure on the partner’s interest of the partnership

iii. Then, someone buys up the P’s right to distributions

iv. If the new person can’t get distributions, then the only thing he can do is ask the court for dissolution

2. Baybank v. Catamount Construction, Inc.  

a. Facts: Here, the trial court made a mistake and appointed a receiver. There should not have been dissolution until foreclosure and the buyer requested it, missed a step.

i. Remember: LINKAGE – if not covered in RULPA, look in RUPA

b. Charging order (CO) is designed to prevent the personal creditors of a LP from dissolving the LP

i. Forces creditor to look solely to the debtor’s P-ship interest – his share of profits & losses of LP & right to receive distributions of P-ship assets than P-ship assets themselves. 

1. CO leaves LP intact – but gives to creditor the stream of profits that would otherwise flow to the debtor Lim P. 

c. To enforce CO under § 703, court may look to UPA §28 (1) 

d. Holding: Here, as they were a creditor rather than a purchaser in f/c sale, Baybank not entitled to petition for dissolution. Since they could have had f/c first, not entitled to dissolution yet. 

i. A creditor with CO has only rights of assignee of P-ship interest – can’t exercise any rights of the partner

e. §802 RULPA governs judicial dissolution and you can see there is an inconsistency between the two acts b/c RUPA would say otherwise

i. Even though it is beneficial to just seek dissolution – court says must first order f/c (will not give distributions anyway?) 

ii. Note*** Serious problem with collecting debts from LP and with linkage

iii. Receiver may be appointed only to collect whatever money the P-ship distributes that would otherwise have gone to the debtor partner. 

k. Exit Rights: Dissocation & Dissolution. 

i. Dissocation. See RULPA § 402, 602-4 

1. RULPA default rules – specifics for w/drawal of GP – voluntary, removal, & bankruptcy. Also, allows GP to w/draw at any time by giving written notice to other partners. LP may recover damages if violates K. 

a. W/drawing P is entitled to receive any distribution provided for in P-ship K. If silent, a P shall receive, within a reasonable time after leaving, the fair value of their interest in LP as of the date of withdrawal based upon their right to share in distributions of LP. 

2. Family Limited Partnership (FLP) 

a. Estate planning device involving a business owner who creates a LP w/family members as Lim P’s

i. Goal is to transfer the business to family members while minimizing estate & gift taxes

ii. Dissolution See RULPA § 801-4 

1. Standard: Under §801, LP is dissolved when: 

a. At the time specified in the certificate of LP; 

b. Upon occurrence of events specified in P-ship K; 

c. Upon the written consent of all P’s; 

d. Upon an event of withdrawal of GP under §402; and 

e. By the entry of a decree of judicial dissolution under §802 (court may do this whenever it isn’t reasonably practical to carry on business in conformity with P-ship K. 

2. Obert v. Environmental Research & Development Corp. 

a. Facts: Lim P’s brought action against GP ERADCO and it’s owner. RULPA §801 – See above for specifics of statute. P-ship agreement only provides provisions for voluntary reasons for dissolution – but here, it is involuntary. The GP has been removed.

i. All Lim P’s have to consent to substitution of GP when no other GP remains, whether there is an agreement to the contrary or not. 

b. Standard: If a LP removes a GP, the LP can continue under two circumstances: 

i. If there is another GP and it’s okay to continue per the P-ship agreement;

ii. If only 1 GP, then the LP will be dissolved unless agree in writing within 90 days to appoint new GP in an unanimous vote

c. Holding: Here, dissolution occurs, because no GP remains (see #2) following the removal of GP, if there has been no unanimous approval of a sub GP within 90 days. 

V. The Limited Liability Partnership

a. Brief Overview

i. First started in Texas; LLPs are general p-ships, with one core difference & one ancillary difference

1. Core Difference – liability of GP’s of an LLP is less extensive than the liability of a GP in an LP

a. Not liable to an unlimited extent; you are responsible for your own misconduct and those you are responsible to supervise only (popular among attorneys)

2. Ancillary Difference – LLPs must be registered with the appropriate state office, they are creates of statutes and can never be formed by accident

a. Some states limit what types of organizations can hold LLP status

VI. The Limited Liability Corporation

a. Historical Overview

i. Combines elements of corporations & p-ships. They are relatively new & were first created in Wyoming only about 15-16 years ago. 

1. Corporations – owners of LLC enjoy limited liability & entity status

2. Partnerships – members have great freedom to structure internal governance by agreement 

ii. Since it is such a new creature, there is much uncertainty & relatively few case law out there. 

iii. Since there is no state uniformity on the law that is used, for our class we will treat DLLCA, common law, and principles of P-ship & corporate law as our law

1. DLLCA contains few default provisions

iv. Bottom line – there will always be dispute as to how to treat an LLC when P-ship & corporation law conflicts

1. Look at the underlying policy or aspect involved. Where the characteristic originated from the P-ship aspect, use P-ship laws – same for corporate law. 

b. Formation. See DLLCA §§ 18-101(3), (7), (11), 18-102, 18-104, 18-201, 18-301, 18-901
i. Standard: LLC is formed by filing an articles of organization is a designated state office – can usually be formed by a single person – skeletal document: 

1. Usually contains – name of LLC, address, address of agent, purpose of LLC, names of initial managers/members depending on management, duration of LLC 

2. Real detail on governance of LLC is contained in operating agreement. 

c. The Role of Contract See DLLCA §§ 18-101(7), 18-1101
i. Operating Agreement (OA)

1. Non-public agreement among members concerning LLC’s affairs

a. Similar to corporation’s by-laws & P-ship agreement

2. Provides for governance, capitalization, admission and withdrawal of members, and distributions

3. Standard: Generally, OA can be tailored to suit the particular needs of LLC’s members & its provisions will displace most if not all of the default provisions in the statute

a. Freedom of K is central theme of LLCs – so, very important to draft OA’s well – few default provisions are out there to use

b. The parties’ OA is often only supplier 

4. The role of Agency

a. In DEL: Unless otherwise provided in the OA, each member & manager has the authority to bind the LLC

i. Odd thing – OA is not a public document, but it can still limit apparent authority. 

ii. Elf Atochem North America, Inc. v. Jaffari 

1. Facts: Jaffari, president of Malek, Inc. designed an alternative to a current product in market; Elf approached him and proposed investing. They created Malek LLC – with OA and registered with SOS. 

a. Elf sued Jaffari and LLC individually & derivatively on behalf of Malek LLC seeking equitable remedies. Alleged 4 things: 

i. Jaffari breached his Fid-duties

ii. Pushed Malek, LLC to brink of insolvency by withdrawing funds for personal use

iii. Interfered with business opportunities

iv. Failed to make disclosures to Elf

v. Threatened to make poor quality maskant and violate environmental regulations

b. Elf argues that TC failed to classify its claims as derivative & that the arbitration clauses of the OA are invalid under §109(b) o which prohibits parties from vesting exclusive jurisdiction in a forum outside of Delaware. 

2. Policy of DEL Act: modeled after the LP Act – basic approach is to provide members with broad discretion in drafting the OA and to furnish default provisions when OA is silent. 

a. §18-1101(b) – it’s the policy to give the max effect to the principle of the freedom of K and to the enforceability of LLC agreements”

b. Only where OA is inconsistent with mandatory statutory provisions will OA be invalidated – most of which are likely o protect third parties and not the members themselves

3. §18-101(7) defines LLC agreement as any agreement, written or oral of the member of members to the affairs of the LLC and conduct of business

a. Therefore, the court here says that the MEMBERS are the real parties in interest and LLC simply their business vehicle 

4. Court also says that the act explicitly allows LLC’s to bring derivative suits. However here, Elf contracted away its right to bring a derivative action in DEL and agreed instead to arbitration in CA. 

5. Standard: No reason why members can’t alter the default jurisdiction provisions of the statute and K away their rights – also based on DEL’s strong public policy favoring arbitration. 

a. ***Reflects deference courts are willing to give to contractual arrangements b/t LLC members

iii. But see Bubbles v. Bleach LLC
1. Holding: But here, the Court found that the LLC is not bound by the arbitration provision in the OA – since the provision only bound the parties and the LLC was never listed as a signing member. 
d. Management & Operation See DLLCA §§ 18-101(10), 18-201, 18-302, 118-401-02, 18-503
i. General Governance

1. LLC’s can be member-managed (thus more like p-ship) or manager-managed (more like a corporation’s board of directors)

a. Member-managed is default rule

b. Can be a combination of both though – may choose manager-managed for ordinary business decisions but member-managed for extraordinary business 

2. In an LLC, it is generally safe for members to take part in management, which solves the problem inherent in LP’s of the Lim P’s not being able to manage or exercise any control. 

3. Most LLC statutes often provide members with defined rights to inspect records and have access to information

ii. Authority See DLLCA § 18-402
1. Standard: Under most statutes, members in member-managed LLC possess P-ship like agency authority to bind LLC – so do managers in man-managed
2. Taghipour v. Jerez 

a. Facts: Jerez formed LLC to purchase and develop particular piece of property. Jerez was designated as the LLC’s manager. The OA stated, “no loans may be contracted on behalf of LLC unless authorized by a resolution of the members”

i. Unbeknownst to other members, Jerez took out loan on behalf of LLC with Mt. Olympus using LLC’s property as collateral. 

ii. Jerez defaulted and MO is f/c on property – members were never notified at all. 

b. Issue: since the loan was signed by the LLC’s manager, is the loan valid? Look at two seemingly conflicting statutes: 

i. §127 (2) – documents providing for acquisition, mortgage, or disposition of property of LLC shall be valid and binding if executed by one or more managers

ii. §125(2)(b) – If the management of LLC is vested in a manager, any manager has authority to bind LLC, unless otherwise provided in articles of organization or OA.

c. Holding/Rule: When two statutory provisions conflict, the provision more specific should apply. First one is more specific b/c it applies only to docs explicitly stated in statute. 

i. Loan documents are thus binding on LLC b/c of Jerez

e. Financial Rights & Obligations See DLLCA §18-5-2 to 504, 18-601, 18-607

i. Standard: LLC statutes tend to provide either P-ship like equal allocation or corporate/LP like pro-rata allocation based upon contributions to firm – but remember members can always contract around default provisions in statute! 
1. Member typically establish capital accounts like P’s in P-ship
ii. Five Star Concrete, L.L.C. v. Klink, Inc.

1. Facts: Kink and 4 other concrete corporations formed LLC. Klink contributed 12.5% of initial total capitalization & issued 12.5 ownership units. Klink later notified LLC in writing of its intent to withdraw – did so correctly – statue says must give 30 days written notice. 

a. At end of year, Link allocated $31,889.02 in income – it’s share of the LLC’s profits in the 10 months it was a member. However, it never received that in distribution, only issued for determination of Klink’s tax liability. 

b. Klink didn’t get the money, just had to pay taxes on it. 

2. Klink argues that when there’s an allocation of income to members for income tax purposes – that creates an automatic legal right to receive distribution in amount of that income – even if member is withdrawing. 

a. However, the act and the agreement do not say that – both the OA and act are silent in regards to timing & amount. 

3. Holding: Allocation of profits for tax reporting purposes did not provide Klink with a legal right under either the Act or OA to receive a distribution in the same amount. 

a. Unfair? Better drafting next time….

f. The Nature of the LLC: Regulatory Issues

i. Since other substantive law tends to focus on only P-ships or corporations, this leaves considerable uncertainty whether new business forms fall within the statutory coverage. 
ii. Meyer v. Oklahoma Alcoholic Beverage Laws Enforcement Commission

1. Facts: This was an appeal from a declaratory judgment from the ABLEC that a newly-created LLC was not entitled to receive and hold a retail package store license for selling liquor. 

a. Oklahoma constitution prohibits giving licenses to corporations, business trusts, and secret P-ships (??) 

b. However, LLC Act authorizes LLC’s to conduct business in any state for any lawful purpose, except banking & insurance. 

2. Holding: The Court holds that the constitution prohibits an LLC from receiving a license to sell liquor. 

a. The Court reasons that since only individuals and P-ships could obtain license, the fact there could be personal liability and responsibility in this area was a very important public policy

g. Entity Status See DLLCA §§ 18-201, 18-701
i. Under most LLC statutes, LLC is explicitly characterized as separate legal entity whose identity is distinct from that of its owners – can exercise rights & powers in its own name. (like corporation) 
ii. Premier Van Schaack Realty, Inc. v. Sieg

1. Facts: Premier is trying to enforce a brokerage fee payment provided in a Listing K it entered into with Sieg to sell a piece of property. Premier introduces Sieg to DVJ, who offered to purchase but deal fell through. DVJ & Sieg decide to form LLC and the OA said Sieg would convey property to LLC – Sieg would receive 40% interest and future profits. 

a. Premier wants its commission, but TC granted MSJ claiming transfer was not a sale or exchange per the agreement b/c it lacked consideration

2. Holding: Where a person retains substantial interest in property they continue to assume the risks of an investor instead of the risk of a seller – Premier didn’t get its commission. 

a. Ragazzo: Thinks the court is saying stuff that is simply not true (no consideration, separate legal entity, etc.) but thinks that this is a kind of sale/exchange that the listing K does not cover

b. Note: In deciding to apply clause of contract, you have to see if the LLC fits within it. Some LLC’s would, others do not. Must look at the underlying body of law that matters. 

h. Limited Liability 

i. Standard: Generally, the LLC provides its owners with Limited liability for the venture’s obligations

ii. The Scope of Limited Liability See DLLCA §18-215, 030, 607
1. Pepsi Cola Bottling Co. v. Handy

a. Facts: Pepsi bought property from Willow LLC. Handy was officer/director/SH of Handy Realty also member of Willow – Ginsburg and McKinley also members of LLC. 

i. Handy, on behalf of LLC, purchased piece of property to develop. However, he learned that it contained wetlands which adversely affect the value & development potential

ii. So, LLC decided to sell property without disclosing that the property contained wetlands. 

iii. Bought property for $175K and sold it to Pepsi for $455K – outright lied to Pepsi about the wetlands designation. 

b. Issue: Can the other LLC members be liable for Handy’s fraud? Should they be shielded from liability simply for using LLC? 

i. LLC is the entity that actually sells property to Pepsi

ii. LLC committed fraud but members have protection, but not from personal liability

1. When an individual commits fraud, they are all personally liable for that bad act. 

2. LLC was formed AFTER the fraud – but still a general p-ship and all jointly & severally liable. 

iii. What if the LLC pre-dated the fraud? Always remember still personally liable for your own torts. 

1. Note ***Before piercing the veil, always ask whether someone personally did something wrong and then they will always be held liable. 

c. Holding: If a person makes material misrepresentations to induce a purchaser to purchase a parcel of land at a price far above FMV, and thereafter forms a LLC – that person cannot claim that his status as LLC member protects from liability to purchaser under §18-303

2. Water, Waste & Land, Inc. v. Lanham

a. Facts: Lanham and Clark were members of PII, LLC. Clark contacted WWL about hiring them to develop a project. He gave him his business card – all it said was PII – nothing else that may have given rise to LLC status. 

i. Westec was told to begin work; they did and were never paid. 

b. Issue: Whether members/managers of LLC are excused from personal liability on K where the other party to the K didn’t have notice that they were negotiating on behalf of LLC at the time K was made? 

i. LLC Act provides that articles of organization provides constructive notice to 3rd parties about LLC status

ii. However, law of agency also applies

iii. Using the word PII is simply not enough! 

c. Holding: Using agency law, agent is liable on K entered on behalf of principal if the principal is not fully disclosed. The agent who negotiates a K with a 3rd party can be sued for any breach of K unless the agent discloses both the fact that he is acting on behalf of principal and the identity of principal. 

i. 3rd party with whom agent deals with has no duty to discover existence of or identity of principal. 

ii. Clark and Lanham did not identify their LLC identity or existence. 

iii. Piercing the Veil See DLLCA §18-303
1. Kaycee Land & Livestock v. Flahive 

a. Facts: Kaycee leased the surface rights from Flahive’s LLC & later they found the LLC had contaminated the surface. LLC has no assets & Kaycee wants to pierce the veil & hold FLahive personally liable. 

b. Issue: Whether, in the absence of fraud, the entity veil of an LLC can be pierced? Question – whether to treat this like a corporation veil-piercing case or not. 

i. Court decides to look to corporate alter ego theory for veil piercing. 

c. Holding: Court determines that there is no reason to NOT extend the veil piercing CL for corporations to LLC’s. 

d. Standard: If members & officers of an LLC fail to treat it as a separate entity as contemplated by the LLC statute, they should not enjoy immunity from individual liability for the LLC’s acts that cause damage to third parties. 

i. Not just for cases of fraud – the court has to look at all the circumstances, just like in corporate veil piercing actions

e. Bottom Line – every time an issue comes up under this form of entity, you are going to have to fight the battle of whether to follow p-ship law or corporate law. 

f. Texas rule – Generally not allowed in LP context, one advantage that LP has over the LLC

i. It is easier to pierce LLC veil than corporation

ii. Late 80’s Texas passed many anti-veil piercing statutes, absent actual fraud, can’t pierce

iii. When attempted to apply same in LLC’s, much debate and it is not allowed. 

iv. Bad result: LLC should either have more protection or at least be same as corporation. 

i. Fiduciary Duties See DLLCA §§18-406, 1101 

i. Standard: In jurisdictions where fid-duty is not addressed by statute, courts have a greater role in shaping the contours of fid-duty without legislative aid
ii. VGS, Inc. v. Castiel

1. Facts: Castiel is the major shareholder who has fallen out with another LLC member. Castiel is using his controlling member status to direct funds to his particular branch of the LLC. 3 managers of LLC are Castiel, Sahagen, & Quinn. 

a. Quinn was appointed by C, but S able to persuade him that they needed to get rid of C. 

b. Q & S merged LLC into corporation, but did so without notifying C. 

2. Issue: Lack of notice meant that Q & S failed to discharge their duty of loyalty in good faith? Do members owe duties to one another? 

a. Yes – even though this is DEL case, in their capacity as managers, Q & C owe duty to one another by analogy to p-ship law. . . i.e., “punctilio of an honor of the most sensitive.”

b. They did it secretively, didn’t give him notice. 

i. But see 18-404Id) could do so without vote or meeting if they have written consent of majority, which they did. 

3. The Court wanted to look at this particular case as more than one involving the duty of members to one another, rather than duty of manager to one another. 

4. Holding: Almost reasonable expectations test: Managers have fid-duty to members as well as to LLC as a whole. But compare to DEL case of Nixon v. Blackwell…
a. DE LLC – easiest state to establish duty directly to other members, while complete opposite in corporate context. 

5. Bottom line – LLC is still developing – constantly analogizing …

iii. McConnell v. Hunt Sports Enterprises

1. Facts: LLC formed with the goal of pursuing NHL franchise, but Hunt refuses lease deal & McConnell (member of LLC) decides to accept deal on his own. 

2. Hunt says that McConnell breached duty and undercut his negotiations – usurped LLC opportunities.

3. McConnell claims LLC’s OA allows this – to compete with one another. Specific language says that members may compete with one another for any “other business”. It all boils down to what is meant by “other”. 

4. Rule/Holding: While LLC can’t disclaim fid-duty of loyalty owed by members to one another altogether, they can redefine it by contract.

a. Ragazzo: This should have been a jury fact question. “Other business” could mean so many different things. 

b. Remember that in DEL, you can contract away ALL of your fid-duties in a LLC. 18-1101 clearly says you can modifiy, restrict, or eliminate fid-duties like in LP’s. 

i. Most states won’t allow this, so be CLEAR in drafting operating agreements!! 

iv. Anderson v. Wilder

1. Facts: Dispute between members of Futurepoint LLC. Plaintiffs were expelled from the LLC by a vote from the D’s who owned majority. P’s say D’s violated their fid-duty of good faith. They received a buyout price of $150 per unit and then D’s turned around and sold those shares for $250 per unit. 

2. LLC’s OA: “Company may expel member with or without case upon vote or written consent of members who hold majority. Remaining members shall be obligated to purchase those shares. 

3. Issue: Why would this be considered in bad faith if it the parties clearly contracted for this? Isn’t this what the minority actually bargained for? 

a. Implied limitation for an ouster clause…

4. Holding: Fid relationship exists between members of either P-ship or closely held corporation under established principles of both P-ship law and corporate law. 

a. Members owe each other obligation of utmost good faith & integrity in their dealings with one another and with regards to their P-ship affairs. 

v. Some LLC statutes that address fid-duty indicate that members (in member-managed LLCs) and managers (in manager-managed LLCs) owe fid-duties to the individual members as well as to the entity itself. 

vi. Barbieri v. Swing-N-Slide Corp.

1. Facts: A director & several officers of corporation form LLC to act as one of two GP’s in a GP that then makes a tender offer for the corporation. 

2. Issue: Whether a claim for breach of fid-duty may be stated against the LLC and/or the Gen P-ship by SH of corporation? 

3. The Court focuses on the composition of the several entities involved in the transaction. 

a. Holdings, the offeror/acquirer, is DE Gen P-ship

i. Two partners – Management & Green Grass Capital LLC owned and controlled by parties unrelated and unaffiliated by SNS

ii. Management organized by 

4. Standard:  Directors & officers of corporation owe fid-duties to independent third parties. They have a duty to come forward with information/anything they know that may be considered material. 

a. Here, we looked through the LLC, even though it is considered a separate legal entity.

b. Shouldn’t abandon your fid-duties by simply creating a LLC

vii. **Remember – there will be times where you can argue that LLC is different from corporation, right now, it’s just looking at the statute & comparing it to what was intended & nature of the entity as compared to that of a corporation & p-ship

j. Ownership Interests & Transferability See DLLCA §18-701 to 704 

i. Standard: An ownership interest in an LLC entitles a member to: 
1. The right to receive distributions and to share in the profits and losses of the venture (financial rights); and 
2. The right to participate in the management and control of business (management rights) 
ii. Like P-ships, LLC statutes say that an assignment of LLC ownership interest transfers the member’s financial rights but not his management rights. 
iii. Statutes provide for transfer of management rights only with the consent of the non-transferring members
1. Consent usually requires unanimous vote, but some say simple majority is okay
2. Most statutes allow OA to modify default provisions 
iv. In a Uniform statute state, the most you can get is a f/c – that is the end of the road
1. However, in DEL, the most you can get is a charging order
2. **This may be a reason to be LLC rather than other entity
k. Exit Rights: Dissociation & Dissolution See DLLCA §18-603, 604, 18-801, 804 

i. Lieberman v. Wyoming.com LLC

1. Facts: Lieberman is member of LLC and would like to withdraw. The remaining members accept his withdrawal but cannot agree on financial consequences and file petition for declaratory judgment on the issue.

2. Issue: Since the OA contain no provision regarding the equity interest of dissociating member, what happens? He can retain his equity interest and is under no obligation to sell it and LLC no obligation to buy it?? 

3. Because L has not voluntarily forfeited his equity interest, the Court must look to the agreements entered into by the members with regards to a member who has dissociated. 

a. The OA contemplates a member maintaining rights of equity membership but nothing else. It is clear that L has no intention of giving up his economic interest in the company.  

4. Holding: Weird – L is no longer a member of LLC but does maintain an equity interest. But since no K provision for buy-out, he can’t force LLC to buy and they can’t force him to sell. 

a. He remains an equity holder with no further rights or obligations

b. Just like a creditor who has a charging order or assignee who has been assigned the member’s distribution, if LLC gives out distributions, he’s entitled to 40%. (cold comfort though) 

i. They will typically cut him off – classic freeze-out case

c. Here, LLC law is more like corporate law, member is locked in and at the mercy of the majority SH group. 

i. If this were a P-ship, he could leave whenever he wants and that would result in dissolution, or at least a buyout at a court-ordered FMV.  

5. Would this have happened in DEL? Per §18-603, you are not allowed to withdraw as a member of a DEL LLC, you are only allowed to withdraw if your OA permits it. The default rule is you can’t withdraw at all.

a. However, if OA allows it, DEL law provides that you are either bought out by a price specified by the OA or FMV §18-602

i. Bottom line – you might not be able to withdraw at all, but if you are, it will be at a court ordered FMV

1. Here, it is more difficult to withdraw than p-ship in DEL, but at least if you leave, if you get bought out and not left in limbo like in WY.

6. Dissent: Disagrees with the consequence for failure to provide a provision for this situation. 

a. While it’s not the duty of the court to write terms of K, it is necessary here to provide SOME kind of remedy

ii. Dunbar Group, LLC v. Tignor

1. Facts: Xpert LLC formed by Dubar LLC and Tignor who each owned 50%. Robertson sole member of Dunbar. Under OA, Dumbar and Tignor were sole managers of Xpert LLC and Tignor’s main purpose was to provide Xpert with access to his business contacts in the industry. 

a. Disputes arose between the two of them. Xpert and Dunbar bring suit against Tignor alleging that T engaged in numerous acts of misconduct as member/manager of Xpert, including commingling funds. 

b. Applicable law states: 

i. A member is dissociated from a LLC upon the occurrence of any of the following events: 

1. The member engaged in wrongful conduct that adversely & materially affected the LLC business

2. The member willfully or persistently committed a material breach of the articles or OA; or 

3. The member engaged in conduct relating to the business of LLC which makes it not reasonably practicable to carry on business with him

c. The Court find he did do bad things and orders T to be expelled as a member. 

2. So, does T have the right to have the LLC dissolved b/c not reasonably practical for members to continue the business? 

3. Holding: Since T’s expulsion changed his role in Xpert from one of an active participant to more passive role of investor, there is no reason nor ground to dissolve the LLC. 

a. He retains his interest in equity/distributions, but has no other rights. Just like Lieberman, but brought this one on himself. 

b. There’s a problem in leaving him in LLC LIMBO – they hate each other and possibility of harassment on either side is likely

iii. Standard: Elimination of default withdrawal and dissolution rights leaves minority members vulnerable to oppressive majority actions since the majority can no longer easily exit the venture with the value of its investment. 

1. Problem – there’s a problem when the OA is silent as to how you withdraw or if the court expels you as member, but keeps you in limbo

l. Expulsion of an Owner See DLLCA §18-1101
i. Walker v. Resource Development Co. Ltd., LLC (DEL LAW) 
1. Facts: According to managing member, on same day he determined that the entity would not receive needed financing from source introduced by 4th member (Bush sr’s counsin), that 4th member disclosed an inappropriate compensation arrangement with the potential financier. 

a. With consent of other two members – he removes the 4th member without compensating him for interest – refuses to sign the agreement. 

b. Defendants’ claim that upon learning of 4th member’s side deal, they removed him for that reason, because of his failure to honor his required capital contributions, they were entitled under OA to reduce his ownership interest to zero, and because of his material omissions, OA voidable and removal letter constituted a rescission of that K. 

2. Holding:  §18-1101 provides that to the extent that a member/manager has duties and liabilities relating to a LLC or another member/manager shall not be liable for that person’s good faith reliance on the provisions of the LLC agreement. 

a. However, here the Court finds they failed to show proof they formed belief they could kick him out based on good faith reliance on the agreement – no provision to support that here

b. This provision is intended to make clear that a apparent limit on liability for breach of fid-duty is to be interpreted broadly

3. Under DEL law, the above are not grounds for expulsion and is more like corporate law – where the court has no authority to take away your shares.

a. However, in other states (uniform), they are more like P-ship law.

b. Can sue him for breach of contract, but can’t kick him out of the LLC

c. The OA should have said that a member may be expelled if he breaches K, or a certain % of members could kick him out. If you don’t provide for it in OA, Court has the power to do nothing in this case. 

4. Policy: Here, DEL is unusual is that it favors the minority SH/member more than the majority in LLC. In LLC context, DEL is more protective of interests of minority members than most states

m. Final Thoughts

i. LLC’s are definitely the wave of the future as far as closely held business go – there is no GP, everyone has limited liability, and having too much control will not hurt you. 

ii. Why would anyone choose to conduct a closely held business in a non-LLC form?

1. Differences in fees & franchise taxes

2. The relative complexity of the LLC

3. Attorney and business owner inertia

4. Sparse case law – relatively new – lots of uncertainty

5. Lack of exit rights

a. The desire to “go public”

b. Ease of reorganization 

6. LLC statute doesn’t solve a lot of problems – doesn’t have too many default rules and there are still several potholes that members can fall into. 

a. If you don’t fill in these statutory gaps by anticipating them in the OA, you are in LLC Limbo, not likely in other entities

i. May all be worked out over time though? 

VII. Public Corporations

a. Insider Trading

i. Insider trading means a person has used information acquired by way of position in a company, about that company, to trade securities for personal gain. 
ii. The Common Law

1. Goodwin v. Agassiz

a. Facts: P sold his stock on the Boston stock exchange, It was bought by a director & general manager of the company. 

i. The insider information was an expert’s report that suggested prior negative reports on mining potential of 

b. Standard: Under common law, insider trading is not common law fraud (majority) though a substantial majority holds it as fraud. Therefore, insider trading is legal. 

i. However, USSC has created “special facts” exception whereby it would be a CL fraud. Exceptions include: 

1. Fraud (includes false statements/half-truths)

2. Fraudulent concealment

3. “Special facts” even if director has no general duty to disclose, there are cases where, by reason of special fact, such duty exists. 

c. However, Securities Exchange Act has since been passed and CL has been frozen. 

2. Elements of Common Law Fraud (state law): 

a. Lie

b. Material

c. Scienter

d. Reliance

e. Loss Causation

f. Damages

b. Federal Regulation

i. Introduction

1. Three main goals of security regulations are: 

a. Get information to investors

b. Make sure it is complete and truthful

c. Regulate the market, to an extent. (this is what we will focus on)

2. One of the purposes of the Federal Security Regulations is NOT to referee the fairness of transactions that is a state law concern. 

3. Securities fraud actions don’t always have same elements. There are also standing issues as to who can be a P and which D’s you can sue. 

4. We study securities regulation in this class b/c it deals with violations of fid-duties that arise from corporate law. 

ii. As a matter of policy – should insider trading be illegal? 

1. There is less risk when you trade in market if there are rules against insider trading. If we permitted insider trading, it would raise every company’s cost of raising capital (require greater return of raising risk)

2. Should it be legal? Argument that good things come from it. Insiders b/c more involved in their companies and the market responds appropriately when they trade. (Minority position) 

iii. Summary of 10b 5 - always focus on who is lying on why it matters, you can’t reach other issues without that first.

1. Standard: Rule 10b 5 it is UNLAWFUL for any person, directly or indirectly:  

a. To employ any device, scheme, or article 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 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. 

d. Elements of a 10b 5 claim include(similar to CL fraud): 

i. A lie

ii. That’s material 

iii. Scienter (either knowing or reckless) 

iv. Reliance

v. Loss causation

vi. Damages

e. ***Set out exam answer by the elements & address each in turn! 

iv. True Insiders See 15 USC §78j(b), 78u-1, 17 CFR §240, 10b-5 

1. SEC v. Texas Gulf Sulpher Co. 

a. Facts: The defendant directors bought stock in droves based on an insider report that suggested they were going to hit a big mine strike. 

b. Issue: Silence is normally not considered a lie unless there is a duty to disclose. Did these directors have a duty to disclose? 

c. Standard: The duty may come from the federal policy of making the market a level playing field, or perhaps from state law. A pure omission is not a lie unless there is a duty to disclose. 

i. There is a duty to disclose this information (fed)
ii. There is a fid-duty to the purchaser/SH (state)
1. **Court doesn’t choose where that duty comes from in this case! 
d. Issue: Was speculative information in the survey “material” enough to violate 10b5? 

e. Standard: To decide if a lie is material is an objective standard. Whether a reasonable investor in making an investment decision would find this information important before making their decision. 

i. In judging whether speculative information is material, you look at the probability that the event will happen & weigh it against the magnitude of the event if it does happen
f. RAG – what the D’s did her was wrong. They got bargain stock at a price that didn’t reflect what the market would have done had they disclosed the discovery of the mine. 

i. Plus, they knew it was material, b/c the first thing they did when they found out was call their brokers…

1. Don’t have to prove reliance where the lie is based on an omission – it is presumed by the court or where the stock trades under the efficiency of the market.

a. Both occurred in this case! 

ii. Damages – sellers would have received actual value of stock minus the price they were paid at the time of the transaction. 

iii. When may insiders act? 

1. Standard: Before insiders may act upon material information, such information must have been effectively disclosed & the market must have time to absorb the information. 

2. Chiarella v. U.S.

a. Facts: C was a printer who was able to see financial information for tender offers – since he printed the deals. This information is valuable b/c the buyer will pay over market price for the stock (usually 50% more in tender offer) and therefore, the price will go up.

i. C didn’t lie though b/c he didn’t say anything and he had not duty to the SH of the target company, just to his employer. Therefore, there was no fraud based even on silence. 

b. Here, the duty doesn’t flow from 10b-5, but flows from some other outside source, usually state law. RAG thinks this is interesting question why the USSC makes this determination?

i. Why didn’t they create this duty and base it upon federal securities law? Why not have rules that if you know something material, you have duty to disclose? 

1. This is opposite of the rule of freedom of information and equality in the marketplace. 

c. Standard: In non-disclosure cases, there can be no fraud absent a duty to disclose/speak. 

i. Insiders have a duty b/c they have an obligation to their company’s SH.

ii. Outsiders don’t have the same kind of duty

d. Holding: Court find no duty to disclose in this case. They refuse to extend the duty, it must arise from a specific relationship. He had not fid-duty or any other kind with SH of target company, his silence is not fraud because he has not lied. Therefore, he has not violated federal securities law. 

i. Therefore, the printer gets off the hook even though he did something bad. It also allows people to do a lot of trading that should be prohibited. 

ii. Here, the court says the duties to disclose come from state law, instead of fed securities law. 

iii. Had they said it came from fed, you could find the duty b/c it is the policy of the SEA to protect the integrity of the market. 

e. Standard: A duty to disclose does not arise merely from possession of non-public market information; there must be a specific duty to the company or SH. 

v. Tippers and Tippees

1. Dirks v. SEC

a. Facts: D is a trader and he gets a call from a former board member telling him there is fraud going on at a Company by misstating the value of assets. The information had previously gone to the news, insurance commission, and SEC, but they all dismissed the claims. 

i. D investigates and discovers that claims are true, so he calls all of his buddies and they sell their holdings in the company. When that happens, SEC becomes concerned

b. D charged with 10b5 violation by SEC

i. SEC wants rule that states where tippees come into possession of confidential material information from an insider, that the tippee steps into the shoes of the insider.

1. This rule would make this case easy because the tipper directors had fid-duty to corporation and did not publicly disclose.

2. But the court rejects SEC’s rule here… 

c. Issue: Whether D can be liable in light of the fact that he holds no duty to the corporation b/c he is an “outsider”? 

d. Standard (Tipper’s Doctrine): The Court reiterates the Chiarella rule that absent a duty to disclose, trading on non-public information will not violate 10b5.

i. Test: A tippee is liable for insider trading when: 

1. The tipper has breach a fid-duty in passing along the information

2. The tipee knows or should know that the tipper breached his duty

3. The tipper gains from the relationship

a. Payment

b. Reciprocal relationship

c. Tippee is a friend or relative 

e. Holding: The USSC that D is not liable because S didn’t gain anything from making the tip, thus, there is no liability. 

f. Under the Tipper’s Doctrine, let’s apply test here: 

i. Did S breach a fid-duty in telling S? No, not seeking to make any money, just wants public to know fraud

1. But argue yes- he hurts his co’s SH

2. So, probably fid-duty breach 

ii. But D didn’t gain anything – nothing pecuniary

g. Standard (Quasi-Insider Doctrine): Confidential information received in the course of a fid relationship (such as lawyers, accountants, etc.) can’t be traded on. 

h. Bottom Line – USSC is willing to use federal law to base this duty on, but still not ready to make the full leap to basing the entire duty of disclosure on federal security laws

i. Consis
ii. Tipper Liability:

1. Tipper is liable for all foreseeable damages
2. Tippee is liable for all damages as a result of their actions. 

vi. Misappropriation Theory 

1. United States v. O’Hagan – 14(e)(3)

a. Standard: 14(e)(3) if you know something material, non-public information regarding a tender off that you got from either the acquiring company or the target company, you cannot trade on it

i. It must be material & nonpublic. 

b. Facts: O’Hagan is a partner in a law firm that represents Grand Met. He knows that GM wants to take over Pillsbury. O’Hagan uses this information & buys several Pillsbury shares at $39 per share. GM offers $60 per share and O’Hagan makes quite a profit. 

i. Clearly, O’Hagan violated 14e3. He has information regarding the tender offer he got from the acquiring company. The information is material and not public when he acquires and trades on it. 

c. Holding: The USSC says that he clearly violated the 14e3. Additionally, they hold that the rule is valid and permissible. 

i. For 14e3 purposes, it does not matter whether fraud is involved or not. This is purely a prophylactic rule and the USSC says this is fine. 

1. Under 10b, this wouldn’t be allowed b/c of scienter language

2.  But 14e has broader language, and therefore it’s okay to have this rule

d. Issue: Whether he violated 10b5 in light of the fact that his duty ran to the acquiring company rather than the targeted company?

i. Has he also committed a 10b5 violation? The lie here is he has an implied duty to his client not to use information he gained from the relationship for his own benefit. 

1. But this is the same argument as Chiarelli. But this court finds this a violation of duty as seen as a lie. Court holds conviction is proper under the misappropriation theory. Merely working at the law firm, you are representing to your partner’s that you won’t divulge the confidential information of your clients. 

2. This may be a stretch, but it’s a lie – a violation of duty he owes to his clients and employer, state law violation, basically. 

ii. Standard Misappropriation Theory: A person commits fraud in connection with a securities transaction and violates 10b5 when they misappropriate confidential information. 

1. This theory premises liability on a fid turned trader’s deception of those who entrusted him with access to confidential information.

2. However, full disclosure to the entity owed the fid-duty forecloses liability under the misappropriation theory. 

iii. LOOPHOLE: Full disclosure forecloses liability under this theory. 
1. Theoretically, O’Hagan could tell law firm and his client he was going to trade on information and he would be relieved of liability. 
a. RAG: it seems b/c of this exception; we are really punishing him for a beach of his employment K and PR rather than breach of 10b5. 
2. What the court has now done is create a bunch of artificial distinctions: 

a. Example #1: You hear about a tender offer over dinner by chance
i. You can’t trade b/c violation of §14
b. Example #2: You hear about the development of a new product over dinner by chance
i. Trade to your hearts content
ii. Not a violation of §14 b/c no tender offer involved
iii. Not a violation of §10b5 b/c no duty to disclose
3. Five Doctrines Designed to Close Gaps Caused by Chiarella: 

a. Tipping Doctrine (Dirks) 

b. Quasi-Insider Doctrine (Dirks) 

c. 14e3 

d. Misappropriation (O’Hagan)

e. Mail Fraud/Wire Fraud

4. Note – these doctrines have closed all the holes, except for the restaurant situation where you overhear some information that is not about tender offers. 

a. Pay attention to which stock is being traded. If it’s the stock of company the tip comes from, then it’ll be a quasi-insider case. If it’s the stock of the other company in transaction, then it’s be a misappropriation case

5. Note on Private Insider Trading Actions

a. Who can sue you for insider trading?

i. As an insider trader, you can be liable for: 

1. Your own trading

2. People you gave tips (as long as it’s reasonably foreseeable)to; AND

3. Foreseeable users of the information 

ii. Additionally, in the trading window from the time you first traded using your insider information to the time of disclosure, anyone who traded in that window can sue you.

1. You only have to pay one judgment though – either your illicit gains of the money you saved by getting out early. 

b. Anyone trading contemporaneously can sue you, regardless of whether you owe a duty to them. But you are liable for only a single lose, so contemporaneous traders split pro rata. 

vii. Short-swing Profits

1. Standard: §16(a) requires covered persons in covered companies to disclose any changes in their beneficial ownership of securities by reporting to the SEC within 2 days of the trade 

a. To be considered covered company:

i. Have 500 SH or greater than $10 million in assets; OR

ii. You trade on a national exchange

b. To be considered a covered person under the Act: 

i. You have 10% of shares

ii. Director; or 

iii. An officer of the company 

c. 16 b (a) requires you (as either a covered company or a covered person) to report your trading at all times. 

i. Remember, people all watch this because people think they are trading on insider information, using their superior knowledge and understanding of the company when they trade. Good thing to shadow trading. 

d. §16(b) requires that any profit realized by an insider from any purchase and sale of any equity security within any period of less than six months shall inure to and be recoverable by the issuer; not intent; can neither buy and sell, nor sell and buy.
i. This is a strict liability rule on insider trading

ii. Any existing SH can bring a suit on b/h of the corporation if the corporation opts not to sue; contemporaneous stock ownership at the time of the wrong is NOT REQUIRED. 

iii. It does punish insider tradition but its UNDER-INCLUSIVE – if you buy using insider information but don’t sell for more than 6 months, 16 b won’t cover it. 

iv. It also can be considered OVER-INCLUSIVE – it punishes for trading that is not insider trading. For example, if you start with 10% of the shares, raise your ownership to 12% then change your mind and sell 2% within 6 months, you have violated this section. 

2. Gratz v. Claughton

a. TOUGH Standard: Match transactions so as to maximize profits to the great extent possible, from any given transaction you can look ahead size six months as well as back six months to find the most profitable match. 

b. To get damages, you must figure out the pairs of: 

i. The highest sale price in any 6 month period and match it with the lowest purchase price in 6 months. 

ii. Then, you continue to do this with the 2nd highest sale price and the 2nd lowest purchase price. 

1. Keep going until there are no more sale prices higher than purchase prices. 

2. The total amount is what the company must be paid back. 

c. Example: 
i. Jan. 1st – Director buys 1000 shares at $30 
ii. Feb. 1st – Director sells 1000 shares at $25
iii. Mar. 1st – Director buys 1000 shares at $20
iv. April 1st – Director sells 1000 shares at $15 
1. According to Gratz, you would match the highest selling price of $25 with the lowest buying price of $20. 
a. Since the difference is $5 times 1000, the Director would have to pay $5K even though he actually lost $ on deal
3. Kern County Land Co. v. Occidental Petroleum Corp.

a. Standard: Remember, §16b provides that officers, directors, and SH of more than 10% of the stock of the company shall be liable to the company for any profits realized from any purchase and sale or sale and purchase of such stock occurring within a 6 month period. 

b. Facts: Occidental is trying to do a hostile take-over of Kern. They buy 10% of Kern, then later buy 10% more and make a tender offer for a takeover. Kern negotiates a friendly takeover/merger with Tenneco. Tenneco tries to get rid of Occidental by offering to buy back the stock they are going to receive from the merger. 

i. This is the deal: 

1. 4/67 ( own .04%

2. 5/18/67( add 11.7%

3. 5/31/67 ( add 8.7%

4. 6/8( take away 1%

5. This equal = 20.51% shares of Kern

c. Standard: 16(b) requires that you be a 10% SH at both ends, when you buy and when you sell. Rules do not cover any transaction where a more-than-10% owner was not such both at the time of the purchase AND the sale of the security involved

i. You have to hold 10% before making the purchase to be covered
ii. If you sell enough to go below 10%, then go to sell the remainder, these subsequent sales are not covered
iii. Exchange

1. On the date of the merger there will be an exchange of Tenneco stock for Kern stock

iv. Option

1. Before merger is finished, Occidental offers Tenneco an option to buy the stock before the merger occurs. 

v. Timeline


1. 5/19 ( merger announced

2. 8/30 ( merger consummated; exchange occurs

3. 12/11( option exercised

vi. Both of these transactions are potentially in the window of §16 liability

d. Assuming no option existed – have to determine what a “sale” is for the purpose of §16:

i. Is the exchange of Kern stock for Tenneco stock a “sale” that violates §16? 

ii. Court announces that in such unorthodox transactions, they will inquire as to whether the type of transactions involved is one that gives rise to speculative abuse. 

iii. Test/Standard: A transaction is “involuntary” and exempt if: 

1. Whether they had control of the timing of the sale or merger occurring. Here, they abstained from voting on the proposal. 

2. Whether they could have possibly had access to insider information. Here, they are on outside. 

e. The option problem: 

i. What was given was an option to buy Tenneco stock, not Kern stock, after the merger was over and 6 months had passed. 

ii. Is giving an option a “sale” No, they are not covered person with respect to Tenneco b/c they are not 10% SH, an officer or a director. 

f. Holding: The court says that §16 is a tough rule, and as tough as it is, it would be really unfair to Occidental, since they were forced. Even though technically what they did was a sale, the transaction as involuntary and you at least deserve a chance to conform your conduct to meet requirements of law.

i. Occidental got off in this case b/c the court held this was not a sale within the meaning of sale in the Securities Exchange Act. 

ii. The court reasoned this way b/c Occidental had no control over the merger between Kern and Tenneco – Occidental was trying to make a hostile takeover, so they couldn’t had any inside information that Tenneco was competing to take over Kern, otherwise they’d have done something.  

g. Bottom Line – under 16b, there is no liability for an involuntary sale and impossible to have access to insider information. 

4. EXAMPLES: 

a. A director (1) buys ( (2) resigns ( sells his stock, all within 6 months. ***This is a 16(b) violation b/c at the buy point the director had access to insider information, and resignation doesn’t change that. 

b. An employee (1) buys ( (2) becomes a director ( (3) sells. Rule 16(a) says that this is not a violation b/c at the buying point the trader was just a regular employee, hence no access to the insider information. 

i. SEC has promulgated this as a rule, so b is okay, but a is still a violation. 

c. Federal Proxy Regulation

i. The Proxy Rules: An Introduction

1. In a large publicly held corporation, usually necessary for management to solicit proxies in order to ensure that a quorum will be present at SH meetings.
a. Give someone else the power to vote for your shares. Mostly irrelevant in CHC. PHC, they probably wouldn’t get enough votes for a quorum, but for proxies. 
2. Terminology

a. Proxy Holder – a person authorized to vote shares on a SH’s behalf

b. Proxy – the written instrument in which such authorization embodies. It is a grant of authority by SH to someone else to vote for the former’s shares. 

i. Relationship is one of principal & agent

c. Proxy Solicitation – the process by which SH’s are asked to give their proxies. This will broadly include a “communication to security holders under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy”

i. Anyone who “solicits” a proxy must comply with SEC’s rules
d. Proxy statement – a written statement sent to SH’s as a means of proxy solicitation

3. Proxy Rules: Private actions under the Proxy rules

a. Rule 14a9 – Proxy Solicitation rule – no false or misleading statements; no omissions of material information may be made in any proxy statement. 

b. You may not commit fraud in connection with a proxy solicitation. §14 doesn’t spell out the elements, CL does.

ii. Proxy Fraud

1. In JI Case v. Borak, the USSC held that a private right of action exists under 14a of the EA and Rule 14a-9. 
2. Mills v. Electric Auto-Lite Co. 

a. Facts: Autolite issued a proxy statement for a vote on a proposed merger.  P claims that the proxy statement contained misleading statements.  They claim that the statement did not disclose that the board recommended the merger without also disclosing that the board was dominated by Mergenthaler, the company that Auto-Lite was being merged with.

b. Court has to determine what proof is necessary to establish a claim

i. Because the private right of action was read into the statute, there is no guidance
c. Court looks to common law fraud and it’s elements – lie, material, scienter, reliance, loss causation, & damages. 

d. Examination of the elements

i. Lie: Any misrepresentation, half-truth (literally true, but left out stuff makes what you said misleading), or omission 
1. Notice that pure omissions are not a “lie” unless you a duty to the other to make disclosure

2. What kind of lie involved in this case?
a. This was a failure to disclose since they were directors. 

b. M didn’t connect the dots. It does tell you truthfully it owns the stock and who the directors are, doesn’t significantly SPELL it out in plain English. 

ii. Materiality Standard: Whether a reasonable SH in the same situation would have wanted to know the fact in making a relevant decision

1. You don’t have to show that he would have changed his mind, but just that he would have wanted to know
2. In this case, there are two things missing

a. The statement about Mergenthaler controlling the Board next to the part where they say that the Board recommends the merger

3. Wouldn’t simply rely on your BD’s recommendation b/c they are not neutral, therefore it IS MATERIAL 
iii. Scienter: This is a tougher question as to what the standard is:

1. Some say negligence

2. Some say knowing conduct/scienter 
3. Some say it depends on who you are

4. Can’t look it up in statute, it is CL, b/c they didn’t specify and courts must tell us

a. WHAT IS mens reas STANDARD THAT MUST BE APPLIED?
iv. Reliance Standard: Had you known the truth, you would have acted differently

1. You don’t have to show true reliance because that would be a difficult standard to meet. 
2. In a Rule 14a-9 case, honest-to-goodness reliance is not required, you don’t have to prove the S/Hs would have voted otherwise if fully informed.

3. In this case the court only requires by way of reliance that it be demonstrated the merger could not have been consummated but for the affirmative votes of those who were ill informed.

v. Rule/Standard: Show that the proxy statement itself was an “essential link” in the accomplishment of the transaction, reliance is then presumed.
1. In this case, reliance is satisfied because they needed a 66% vote, so they needed the minority to be on board with the merger . . . therefore, the proxy statement was an “essential link”

vi. Loss Causation

1. Relationship b/t why you loss money and what it is you are complaining about 

vii. Damages Standard: Economic loss 
1. Prove the difference between the stock received and the stock given up

2. The problem with this is that if the deal is fair you damages will be ZERO!!

a. Must finally ask the big fairness questions, is ultimate question

3. This cuts against the principle that a shareholder deserves to not be lied to, but there’s no way around it

viii. If you can get to a court fast enough, you would be entitled to an injunction until proper disclosure is made, but this is unlikely – here it’s too late to do that. 
3. Virginia Bankshares, Inc. v. Sandberg

a. Facts: Directors issued a proxy statement in connection with a pending merger. The statement said that directors approved the merger b/c of the opportunity for minority SH to obtain a “high” value and it was a “fair” price. P claims their statements were false b/c the real reason was they believed they had no alternative if they wanted to remain on the Board. 

i. The minority can raise a claim here b/c majority SH is engaged in a SD transaction, thus must prove entire fairness – price and dealing. 

ii. Had the disinterested SH’s (minority) approved the merger, the burden would shift from the D to the P’s…remember that a majority SH is always evaluated under entire fairness, never the business judgment rule

1. They must prove the transaction was UNFAIR 

b. Issue: The directors render their OPINION that the merger was a good thing, so can they be sued for that OPINION? Yes – if it was a lie. (misstating the truth of what you really think) 
c. You can prove the opinion is a lie by establishing that the underlying facts are a lie. 

i. The purchase price was only a premium as to the book value of the corporation, but assets appreciated, so book value is not “high” or “fair”

ii. Market value was skewed b/c the purchaser dominated the market

iii. A thte time they were telling SH that $42 was a “fair” price, they had a study saying company was worth $60

d. There was a lie by omission – the board had evidence going concern value was $60 per share, which is $20 more than merger priced. 

i. The board might try to rebut that by saying they judged the study unreliable, but contrary to that is the view that the SH should see it and decide themselves. 

ii. True that $42 is true than market price, but half-truth b/c they are leaving out other information. Same with book value. 

e. Standard: Courts says that it is an affirmative defense to show that they could have blessed the transaction without the minority votes. 

f. Holding: The court held that the 15% minority votes weren’t needed to complete the merger, so the P’s lose on the reliance (“essential link”) element. 
i. We don’t know what they would have done. It cuts the burden of the uncertainty in favor of the wrong-doing party. Normally, it is the other way around. 

ii. Francis case – clients wanted to sue the mother. Where the state court cuts the uncertainty in favor for the wrong-doing party. 
1. Don’t know what would happen…here opposite

iii. Can never bring a proxy fraud case if the majority SH have enough voting power

4. Note on the Standard of Fault in Proxy Fraud Actions

a. Although language of 10b5 imposes no fault requirement the SEC, in the Ernst v. Hochfelder case, argued that a negligence standard should be read into the rule. 

i. Standard: USSC disagreed and ruled that scienter (knowledge or recklessness) is required. 

5. Shareholder Proposals

a. §14a8 grants certain SH the right to submit proposals for SH action for inclusion in the corporation’s proxy solicitation material.

i. To be eligible to take advantage of option, SH must: 

1. Have been the record or beneficial owner of at least 1% or $2000 in market value of class(es) of securities entitled to vote on the matter 

2. For at least one year; AND

3. Must continue to hold this status through the state of the meeting

ii. Advantage – allows SH to make proposals at company’s expense

