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Agency — Creating Agency

I Who is an agent

A Three types of agency

1 Principal & agent; master & servant; er & indep contractor

2 Indep contractor is not nec’ly an agent

3 See defs in R2A § 2

B Acts of AGENT are ATTRIBUTED to PRINCIPAL

C Agency arises w/ ELTS:  (Gorton / car lent to drive football team to game; R2A § 1)

1 CONSENT by one person

2 that other shall act on his BEHALF and subj to his CONTROL

3 AND CONSENT by the other person to act in this manner

D CONSENT

1 OBJECTIVE std: would R’BLE person interpret acts as consent (by principal or agt)?

E There must be an AGR’T to establish agency, though not nec’ly a CONTRACT.  (Cargill)

1 Agr’t might exist w/o CONSID, while K requires consid

2 Manifestation of consent must actually REACH the person (princ or agt) in order to be effective 

F Agr’t may be est’d through COURSE OF DEALING.  (Cargill / creditor essentially takes over control of debtor’s business)

1 There need not be any specific factor that establishes elts.  Can be est’d through sum of factors

G DEBTOR may become CREDITOR’S agt if creditor assumes control of debtor’s business.  (Cargill)

1 Then creditor is liable for debtor’s debts

2 This is a CONSTRUCTIVE AGY situation

Agency — Liability of Principal on Contract

I Gen’y

1 Agency law works by attributing ACTS or INFORMATION from agency to principal

2 Agent won’t be liable on a K, but will be liable in tort

B FIVE WAYS for agent to bind principal on a CONTRACT:

1 Actual auth

2 Apparent auth

3 Inherent auth

4 Estoppel

5 Ratification

C Agent’s knowledge is gen’y attributed to princ where it concerns matter w/in scope of agency or where agent is authorized to receive notice for princ

II ACTUAL authority

A Def’n = auth that principal expressly or implicitly gave the agent

B May be IMPLIED

1 Need ELTS:  (Mill Street Church / guy falls while painting church)

a Actual agency for some tasks

b AND agent’s r’ble belief princ wishes him to act a certain way or to have certain auth RELATED to the tasks

2 Ex: “Go buy me a hamburger.”  Agent has actual auth to buy a burger.  Agent may have implied auth to buy drinks too

3 Ex: “Paint the church.”  Agent has actual auth to paint the church.  Agent may have implied auth to hire someone else to help, esp where it’s clear the job will require two people

C FACTORS for r’bleness:  (Mill Street Church)

1 Princ’s past behavior

2 Nature of task or job

D Agency cannot be proven by mere stmt, but can be proven circum’ly.  (Mill Street Church)

III APPARENT authority

A Def’n = auth that arises when principal acts in such a way as to convey impression to THIRD PARTY that agent has certain powers.  (Lind / guy is offered commission plan by his boss)

B Notice to third party through unusual circums (e.g., unusually high salary offered) relevant to whether apparent auth existed.  (Lind / guy is offered commission plan by his boss)

C Arises w/ ELTS:  (Lind / guy is offered commission plan by his boss; R2A § 27)

1 PRINCIPAL (not agent) acts in such a way as to justify

2 THIRD PARTY’S

3 R’BLE BELIEF that principal has CONSENTED to agency

4 — Some juris’s also require DETRIMENTAL RELIANCE by third party

D Principal’s act

1 EXCEPTION: agt’s act can establish apparent auth where agt described his authority to 3d party, and at the time did actually possess that auth.  Ex: woman says she is authorized to spend up to $2500 on corp’s behalf.  Later she returns and buys from you something worth $2200; however, the day earlier her actual auth had been ltd to $1700

2 Princ’s manifestation of auth may be communicated through intermediary

3 Princ’s manifestation must actually reach the 3d party

E Absent KNOWLEDGE on part of 3d parties to the contrary, agent has apparent auth to do things that are USUAL AND PROPER to conduct of business agent is employed to conduct.  (Ampex Corp. / guy sends letter accepting offer to buy computer memory cores) 

IV Inherent auth

A RULE =

1 Agt has ACTUAL auth to conduct certain business

2 AND agt is acting in princ’s interests

3 AND agt’s act is USUAL OR NECY w/ regard to authorized business

4 THEN agt binds princ regardless of actual auth, EVEN IF princ expressly forbade agt’s act

B EXCEPTION: if 3d party knows of agt’s lack of actual auth, inherent agy doesn’t apply

C Watteau case: Humble sells pub but stays on as manager.  New owner prohibited Humble from buying supplies, but Humble bought them anyway.  Ct holds Humble had inherent auth to buy supplies

V Estoppel

A Gen’y applies where princ FAILS to act to correct misunderstanding.  This would usu not be a case for apparent agency b/c INACTION usu isn’t a MANIFESTATION by the princ

B D may be liable w/ ELTS:  (Hoddeson / impostor in furniture store)

1 D NEGLIGENTLY allows one who is not his agent to act as such

2 AND agent’s behavior is such that R’BLE person would believe agency existed

3 AND detrimental reliance

VI Ratification

A Occurs where principal AFFIRMS prior act.  Prior act then binds principal as though agency originally existed.  (R2A § 82)

B Ex: church pays for agent’s helper’s half-hour of labor after the fact.  This ratifies agent’s authority to hire the helper.  (Mill Street Church) 

C AFFIRMANCE w/ ELTS:  (R2A § 83)

1 Princ makes a MANIFESTATION to treat the unauth act as if it had been authorized

2 OR princ engages in conduct that is justifiable only if he has chosen to authorized the act

D Manifestation:

1 No req’t that the manifestation reach the 3d party

2 Failure to repudiate act can serve as manifestation of authorization

VII Undisclosed and partially disclosed principals

A Partially disclosed or undisclosed principal is liable for K if agent has ACTUAL auth REGARDLESS of level of disclosure of princ.  (See R2A § 144)

B Same for APPARENT auth for partially disclosed princ.  (See R2A § 159)

Agency — Liability of Principal in Tort

I Gen’y

A Agent will be liable for his tort (but not a K, usu)

B Issue is whether princ is liable for agt’s tort 

II ANALYSIS

A Is agt an INDEP CONTRACTOR or a SERVANT?

1 If indep contractor, princ is not liable

2 If servant,

a Was tort committed w/ ELTS: (R2A § 219)

i Committed while acting w/in SCOPE OF EMPLOYMENT

ii OR if master intended consequences

iii OR if master was negl or reckl

iv OR if conduct violated a non-negotiable duty of the master

v OR servant purported to act or speak on master’s behalf and there was reliance upon apparent auth OR he was aided in accomplishing the tort by the existence of the agy rel’p 

vi — OR when ee’s conduct is r’bly f’ble (per Ira S. Bushey / drunk sailor floods drydock)

b If not, princ not liable

c If yes, princ liable

III Indep contractor v. servant

A MASTER-SERVANT rel’p exists w/ ELTS:  (R2A § 220)

1 Servant has agreed to work on BEHALF of the master

2 AND princ CONTROLS or has right to control the physical conduct of the servant

B Servant rel’p can be created by APPEARANCE

C CONTROL

1 Factors: (R2A § 220)

2 Extent of control in agr’t

3 Whether person employed is engaged in a distinct occupation

a [TODO see R2A § 220(2)]

D TODO so what diff does it make if person is agent-type indep contractor v. non-agent-type indep contractor???

E Disclaimer does not destroy agency rel’p if CIRCUMS (e.g., degree of actual control in K) establish it.  (Humble / filling station case)

IV Scope of employment

A ELTS: (R2A § 228)

1 Substantially w/in authorized TIME / SPACE limits

2 AND part of DUTIES hired to perform

3 AND w/ er’s INTERESTS in mind

4 AND if force is intentionally used by the servant against another, use of force is not unexpectable by the master

5 — OR: conduct may be w/in scope of employment if it is simply f’ble, per Ira S. Bushey drydock case)

B An act can be w/in servant’s scope of employment even though princ doesn’t exercise control over that type of act

V Gen’y only need master-servant rel’p to show ACTUAL AUTH.  If you’re arguing apparent auth, you don’t have to show master-servant rel’p b/c apparent auth depends on representation made by principal to 3d party, not on rel’p betw principal and ee or indep contractor

Agency — Liability of Agent on Contract

I RULE = agent is not liable on contract unless principal is UNDISCLOSED or only PARTIALLY DISCLOSED.  (Atlantic Salmon)

A Exception for auctioneers based on expectations of parties

II Disclosure of principal

A Principal is PARTIALLY DISCLOSED principal w/ ELTS:  (Atlantic Salmon; R2A § 4)

1 Other pty to trans has NOTICE that agent is or may be acting for a principal

2 BUT other pty has no notice of principal’s ACTUAL IDENTITY

B DISCLOSED PRINCIPAL = notice + knowl of identity; UNDISCLOSED PRINCIPAL = no notice.  (R2A § 4)

1 And, as above, partially disclosed princ = notice but no knowl of identity

C This means that to avoid liability, person has DUTY to make princ DISCLOSED thru ELTS:  (Atlantic Salmon)

1 That he is acting in a representative capacity (i.e., that there IS a principal) [give notice]

2 AND the IDENTITY of the principal [give identity]

III Other stuff

A Be aware that principal MAY NOT EXIST at all — then principal-agent rel’p can’t exist

B The above assumes agt had auth.  If agt didn’t have auth, or if there was no princ-agt rel’p, agt is liable to 3d party for breach of WARRANTY OF AUTHORITY

Agency — Duties

I Gen’y

A Agency problem

1 Primary assumption is that agents and principals have adverse interests

2 Agents have power over princs b/c agts often have MORE info than principals.  Why?

a It’s costly for principals to have info about what the agent is doing.  (Princ could follow agt or require agt to report on his activities)

b Some info is unobservable from the princ’s point-of-view.  Ex: princ hires someone w/ specialized knowledge that it’s imposs for princ to understand

c Some info is unverifiable — i.e., pricn knows agt has screwed him, but he can’t PROVE it

d It’s impossible to draft a CCC (Complete Contingent Contract) — a K that allocates risk and return for every possibility

3 This combination of factors makes it likely that agt won’t always act in princ’s interests, unless there is some legal mechanism to encourage the agt

B Duties during agency

1 TODO clean up this stuff

2 RECALL that if liability is based on K, then std measure of dams = expectation dams.  But if liability is hinged on violation of fiduc duty, you can get ACCOUNTING (i.e., disgorgement) 

3 If a servant takes advantage of his position by using the ASSETS he controls or the FACILITIES or POSITION he occupies to make money, he must DISGORGE these ill-gotten gains to the master.  (Reading / Royal army guy escorting smugglers through Cairo)

4 No fiduciary rel’p necy (???).  (Reading / Royal army guy escorting smugglers through Cairo)

5 Two most important duties: a) to act in SOLE INTEREST of P (no private benefit) [duty of loyalty, I guess]; b) FULL DISCLOSURE [duty to give info, I guess]

6 Inability of firm to take advantage of business opp is IRRELEVANT to duties of loyalty / full disclosure.  (See General Automotive / guy funnels work from his er’s metal shop to another and takes profit)

II Duty of LOYALTY

A Gen’y

1 This duty exists DURING agy rel’p, not after

B Consists of TWO PRIMARY DUTIES:  

1 Duty to act IN PRINCIPAL’S INTEREST in all matters connected w/ agency.  (R2A § 387)

2 AND duty to DISCLOSE

C Duty to DISCLOSE: (R2A § 381)

1 ELTS:

a Duty to use R’BLE EFFORTS to give principal info relevant to affairs and which principal would desire to have

D Sub-duties

1 Duty to avoid ADVERSE DEALING

a May not deal w/ principal as ADVERSE PARTY in transaction connected w/ agency, unless have permission.  (R2A § 389)

b Ex: duty to not act adversely to interests of principal by acquiring any private interest.  (General Automotive / guy funnels work from his er’s metal shop to another and takes profit)

2 Duty to avoid IMPROPER BENEFITS

a ELTS:  (R2A § 388)

i Duty to DISGORGE profits obtained by agent in connection w/ transactions conducted ON BEHALF OF principal

ii — OR: per Reading / Royal Army case, NO REQT that tx be conducted on behalf of principal; agt must disgorge any profits acq’d using position as agt

3 Duty to NOT COMPETE.  (R2A § 393)

a Duty not to compete w/ principal concerning subj matter of agency

4 Duty of CONFIDENTIALITY.  (R2A § 395)

a Cannot disclose or use confidential info for benefit of agt or others

5 Duty to ACT W/IN BOUNDS OF AUTHORITY

III Duty of CARE AND SKILL.  (R2A § 379)

A For paid agent, ELTS:

1 Duty to act w/ care and skill std to the locality

2 AND to exercise any special skills

B For gratuitous agent, use same care as others not agents performing similar gratuitous undertakings

IV Duties during and AFTER termination of agency

A Can’t cherry-pick customers you wouldn’t have found on your own.  (Town & Country / ees seek to leave house-cleaning company and start their own)

B [TODO see R2A § 396 for post-agency duties re confidential info]

V Remedies for breach of fiduc duty

A Princ may get dams

B If princ is now liable to 3d party b/c of agt’s breach, may get indem

C For improper profits primarily generated through use of princ’s ASSETS, remedy is DISGORGEMENT.  (R2A § 404)

1 But if agt simply used TIME during which he was supposed to be working for princ to make a profit, no disgorgement

Partnerships Gen’y

I Def’n of partnership

A ELTS of partnership:  (RUPA § 202(a))

1 CO-OWNERSHIP [requires PROFIT SHARING]

2 of a BUSINESS for profit

B A partnership is an entity SEPARATE from its partners

1 Ex: a bank may be prohibited by law from making a loan to one of its directors.  The bank may make a loan to a partnership that includes one of its dirs b/c partnership is separate entity

II Why form general partnership?

A No double-taxation, in contrast to corp (tax on corp’s income, then tax as pers income when dividends are distributed)

1 Partnership is a “pass-through” entity: it pays no tax on its income

B Inadvertence

III Features of partnership:

A Shared CONTROL

B Shared RISK & RETURN (i.e., profit-sharing).  (RUPA § 401(b))

C Limits on partners’ rights to use partnership’s ASSETS (RUPA § 401(g))

D Partner is equivalent of corp equityholder

1 But is liable for debts of partnership, unlike corp equityholder

E Partners v. lenders

1 TODO look for control?  (Martin / guys lend $ to failing investment firm)

IV Creating a partnership

A Partnership is created w/ ELTS:  (RUPA § 202(a))

1 Two or more parties manifest an INTENT

2 to associate as CO-OWNERS [requires PROFIT SHARING]

3 of a BUSINESS for profit

a — Receipt of share of profits of a business leads to PRESUMPTION below

4 IMPORTANT: remember to consider CONSTRUCTIVE AGY as possibility for liability when analyzing whether a partnership exists.  (Cargill / debtor becomes creditor’s agt and so creditor is liable for debtor’s debts)

B INTENT of parties

1 Actual intent to adopt legal partnership is not determinative, but is relevant.  Must consider intent as manifested through CONDUCT

C CO-OWNERS

1 This requires PROFIT SHARING — not revenue sharing

D Of a BUSINESS

1 For a business, there must be shared decision-making power

2 W/o decision-making power, someone isn’t a partner.  (Fenwick / beauty shop case)

3 CO-OWNERSHIP of piece of property is insufficient, even w/ profit-sharing — it’s not nec’ly a business 

a That’s why J-T doesn’t alone suffice for partnership (see below)

b There has to be some POWER — i.e., some BUSINESS decision-making ability — to have a partnership

E PRESUMPTION: receipt by a person of a share of profits of a business leads to PRESUMPTION the person is a partner UNLESS profits were rec’d:  (Rhode Island Home Builders / groups collaborate to produce new-home shows; RUPA § 202(c))

1 In payment of a debt

2 OR as wages of an ee or rent to a landlord

3 OR as annuity to widow of deceased partner

4 OR as interest on a loan

F FACTORS to consider for creation of partnership

1 INTENT of parties.  (Fenwick / beauty shop case)

a Intent of parties is more relevant when person is seeking to be declared a partner — perhaps he consented to not being a partner — than when creditors are seeking to have others declared partners

2 Shared CONTROL

3 Shared RISK & RETURN.  (RUPA § 401(b))

4 Limits on partners’ rights to use partnership’s ASSETS (RUPA § 401(g))

5 Parties’ behavior towards THIRD PARTIES

6 DURATION of agr’t

7 Contribution of PROP to the business

8 Fact that profit share is only remuneration party receives from business

9 JT, tenancy in common, common property, or part ownership does not by itself establish a partnership, even w/ profit-sharing.  (Rhode Island Home Builders / groups collaborate to produce new-home shows; RUPA § 202(c)(1))

Partnerships — Liabilities of Partners & Partnership

I Liability of partnership

A Act of partner BINDS partnership w/ ELTS:  (RUPA § 305(a); RUPA § 301(1); Nabisco / guy tells Nabisco not to honor his partner’s bread order; JAX Restaurant / kid sticks hand in pizza dough machine)

1 Acting in USUAL course of bus of the partnership

2 OR apparently carrying on ord bus of partnership

3 OR w/ auth of partnership

4 UNLESS ELTS

a Partner had NO AUTH to act for partnership in the matter

b AND 3d pty had NOTICE of no auth

B In other words, partner is AGENT for partnership in usual course of business.  (RUPA § 301(1); Nabisco / guy tells Nabisco not to honor his partner’s bread order)

1 Even w/ no actual auth, partner can bind partnership if act is in usual course of business and the 3d party has no knowledge of partner’s lack of auth

2 Recall partner can be stripped of auth to bind the partnership (see Rights & Obligations below)

C Conversely, act of partner NOT apparently in usual course of business does NOT bind partnership UNLESS partners have given auth.  (JAX Restaurant / kid sticks hand in pizza dough machine; RUPA § 301(2))

II Liability of individual partners

A RULE

1 All partners are J&S liable for obligations of the partnership unless otherwise agreed by claimant.  (RUPA § 306(a))

B EXCEPTIONS

1 Person admitted into partnership is not liable for any obl incurred before the person’s admission

2 LIMITED LIABILITY partnership: partnership is liable, but PARTNERS are not liable

Partnerships — Rights & Obligations

I Gen’l rights and obligations of partners

A Rights

1 Partner is entitled to equal share of PROFITS (unless otherwise agreed).  (RUPA § 401(b))

2 Partner has equal rights in MGT and conduct of partnership business.  (RUPA § 401(f))

3 Partnership must open books for partners, and for former partners as to the time they were partners.  (RUPA § 403(b))

4 Partner has right of INDEMNIFICATION from partnership for pers liabilities r’bly incurred in ord course of partnership’s business (unless otherwise stipulated by partners).  (RUPA § 305(a))

a This includes negligent act by partner if w/in role as partner.  (See “liability of partnership,” above; JAX Restaurant / kid sticks hand in pizza dough machine)

B Obligations / limits on rights

1 Partner may use or possess partnership prop only on behalf of the partnership.  (RUPA § 401(g))

2 Partner is not entitled to PAY FOR SVCS performed for the partnership, except for r’ble compensation for svcs rendered in winding up the business of the partnership.  (RUPA § 401(h))

3 Partner may only become a partner w/ consent of all partners.  (RUPA § 401(i))

4 Partners must provide to partnership info concerning partnership’s business and affairs, unless demand is unr’ble.  (RUPA § 403(c))

5 Partner can be STRIPPED of AUTH to bind partnership on specific matters by contractual agr’t OR by vote of MAJORITY of partners.  (Nabisco / guy tells Nabisco not to honor his partner’s bread order)

a This means MORE THAN HALF — so two partners cannot strip each other of their auth

II Partner’s rights to partnership prop

A Partner’s interest is an UNDIVIDED co-tenant’s interest IN THE PARTNERSHIP.  (Putnam / woman sells her interest in cotton gin from which bookkeeper was embezzling)

1 Partner has no personal, specific interest in any specific piece of partnership PROPERTY

2 PARTNERSHIP OWNS THE PROPERTY

a Again, partner does not own any bit of the property.  Partnership owns the prop, and partner owns a piece of the partnership

b Thief steals from the partnership, not from the partners

3 Once you sell your share of the partnership, you give up all claims to the partnership’s ASSETS

4 Pers creditor of a partner can attach to partner’s profit rights, but can’t touch the partnership property

5 In the Putnam case, if the bookkeeper had been skimming PROFITS owed Mrs. Putnam, rather than stealing the partnership’s assets, Mrs. Putnam would have had a valid claim.  The profits are HERS, not the partnership’s, so by selling her interest in the partnership, she doesn’t affect her claim to the profits she was rightfully owed

6 Also: Mrs. Putnam could have contractually retained the right to sue for fraud subsequently discovered

7 And: if partners had embezzled from partnership, Mrs. Putnam could have sued for breach of fiduciary duty b/c partners owe duty to partners, not just to partnership

B Property is partnership prop if acquired in name of:  (RUPA § 204(a))

1 Partnership

2 OR  partner(s) w/ indication in xfer instrument of person’s capacity as partner or of existence of partnership

C Prop is acq’d by partnership by xfer to:  (RUPA § 204(b))

1 Partnership in its name

2 OR partner(s) if name of partnership is indicated in xfer instrument

D PRESUMPTIONS:

1 Prop presumed to be partnership prop if purchased w/ partnership assets, regardless of what’s on the title.  (RUPA § 204(c))

2 Prop acq’d by partner(s) w/o indication in xfer instrument of person’s status in partnership or of partnership’s existence and w/o use of partnership’s assets is presumed to be separate prop, even if put to partnership use.  (RUPA § 204(d))

III Limited partnerships (LPs, not LLPs)

A Two tiers of partners: gen’l partners and ltd partners

1 Gen’l partners run the business

2 Ltd partners have same fiduciary duties as gen’l partners

B Ltd partner not personally liable for partnership’s debts.  (Holzman case / three guys running a farm)

1 Only liable for amt invested by partner

C Ltd partner can become general partner by TAKING PART IN CONTROL of business.  (Holzman case / three guys running a farm)

IV Limited liability partnerships (LLPs)

A All partners may have control rights, but also have ltd liability 

B Cal:

1 CCC § 16951: LLP form limited to certain industries

V Limited liability limited partnerships (LLLPs)

A This is an existing ltd partnership that filed some form providing limited liability to the general partner

Partnerships — Duties

I During partnership

A Duties

1 TODO to whom are duties owed???  to the partnership, to the other partners, or both???

2 “Not honesty alone, but the punctilio of an honor most sensitive. . .”  (Meinhard, I think)

3 DUTY OF LOYALTY.  (Meinhard / partner in R-E J-V in NYC doesn’t tell other partner about opportunity given him by their landlord; RUPA § 404(a))

a Consists of TWO PRIMARY DUTIES:

i Duty to ACT IN INTEREST OF PARTNERSHIP.  (Meinhard)

ii Duty to DISCLOSE material info.  (Meinhard)

b Other duties under duty of loyalty:

i Duty to ACCOUNT to partnership.  (RUPA § 404(b)(1))

ii Duty to avoid dealing w/ partnership on behalf of ADVERSE PARTY.  (RUPA § 404(b)(2))

iii Duty to refrain from COMPETING w/ partnership before dissolution of the partnership.  (RUPA § 404(b)(3))

4 Duty of CARE = no GROSSLY NEGL / RECKLESS / knowing violation of LAW.  (RUPA § 404(c))

5 Duty of GOOD FAITH and FAIR DEALING.  (RUPA § 404(d))

6 Duty to DISCLOSE

a Duty to disclose new business opps probably limited to those that a partner encounters AS A RESULT OF his position in the partnership and that aren’t too FAR REMOVED from current opp.  That is, some CAUSATION req’t.  (Meinhard)

B Fact that conduct furthers partner’s own interest does not alone mean partner breached his duty.  (RUPA § 404(e))

C RUPA limits duties to ONLY LOYALTY and CARE.  Cal has more nebulous, open-ended set of duties.  (RUPA § 404) 

II After dissolution

A RULE: no fiduciary duty owed to former partners.  (Bane / retired partner from law firm sues over failure of firm and collapse of his pension fund)

III Grabbing and leaving

A RULE: partners may plan to compete w/ partnership while still owing fiduc duty, so long as they do not otherwise breach their duty.  (Meehan / partners set up competing law firm while still at old firm)

Corps Gen’y
I Gen’y

A Why did corporate structure evolve?

1 To limit liability (contrast w/ partnership)

2 For continuity: exists even when all members are gone

3 Alienability of ownership (people can sell their shares)

B PURPOSE of corp

1 PURPOSE = PROFIT for STOCKHOLDERS.  (FoMoCo case / Henry Ford made to pay out dividends; it appeared he was dedicating FoMoCo to public good)

a Corp may not act for primary purpose of benefiting others (e.g., the public), and only incidentally for purpose of benefiting stockholders

b BUT R’BLE charitable donations ok b/c may be in shareholders’ long-term interests.  (Barlow case / co wants to give some $ to Princeton)

II Structure of a corp

A Organs

1 Three major organs: general meeting; bd of dirs; mgt

2 General meeting

a Includes shareholders, but is separate from the shareholders.  Acts in the name of the corp

3 Bd of dirs

a Includes directors.  Again, acts of bd of dirs are attributed to the corp

4 Mgt

B Securities

1 A share = a bundle of rights, primarily contractual rights

2 Typical rights of a share:

a CONTROL rights (in the form of voting rights)

b CASHFLOW rights (in the form of dividends — this is a very weak right b/c corps have no obligation to pay dividends)

3 Types of shares

a Preferred

i Includes a WEAK right to a dividend; so if corp doesn’t have enough funds, preferred shareholders get no dividend.  Some have a cumulative right: if dividend isn’t paid one year, it accumulates for the next year

ii Has stronger claim than common shares on assets of corp upon liquidation

b Common

4 Convertible debt = debt w/ option to convert into equity

C Documents

1 Charter / certificate of incorporation / articles of incorporation

2 Bylaws

III Forming corps

A May be formed for any lawful business or purpose.  (DGCL § 101(b))

B Corp must maintain registered office in state of incorporation.  (DGCL § 131(a))

C Must name some agent as a point of contact

D State of incorp gen’y determines which state’s law will apply to internal corporate disputes, e.g., shareholder disputes, etc

1 But some states, incl Cal, impose that state’s law on the corp regardless of state of incorp if the corp has a certain portion of its assets, ees, and shareholders in the state

E If you screw up incorporating

1 DE FACTO CORP doctrine

a If you attempted to form corp in GOOD FAITH, had the legal RIGHT to incorporate, and CONDUCTED BUSINESS as a company, you’re considered to have incorporated — thus your liability is limited.  Applies often where your lawyer screws up

2 Corporation by estoppel

a If you make a REPRESENTATION that there is a corp, and the other party RELIES on this representation, the OTHER PARTY is estopped from holding you personally liable

b Can’t be used against tort creditors

IV DGCL:

A § 122: Powers of corp (e.g., hold prop; sue and be sued; etc)

B § 153: Stock may be issued for consid

C § 154 (???)

D § 162: Stockholder has to pay for his shares.  If corp is insolvent, stockholder who hasn’t yet paid for his shares must make outstanding payments to satisfy creditors (is that right???)

E § 170: Authorization to pay dividends

F § 244: Reduction of capital (???)

Corps — Piercing the Corporate Veil

I Gen’y

A By piercing veil, ct may hold DIRS, SHAREHOLDERS, OFFICERS personally liable for corporate obligations

B Veil-piercing is an EXCEPTION to ltd liability

II TESTS

A FACTORS for veil-piercing:

1 Support veil-piercing: closely-held corp; P is involuntary (tort) creditor; D is a corporate shareholder (as opposed to individual); insiders failed to follow corporate formalities; insiders commingled corp and pers assets; insiders did not adequately capitalize business; Ds actively participated in business; insiders deceived creditors; shareholder dominated and controlled corp

2 Weigh against veil-piercing: [opposites of above]; creditors knew about co’s financial status (e.g., inadequately capitalized)

B SHAREHOLDER piercing

1 Apply factors.  In Walkovsky cabs case, addl ELT was USING the business for PERSONAL ends

2 Keep in mind that piercing doctrine must be applied for each separate shareholder — if this particular shareholder just gave $ and didn’t “dominate” the corp, piercing less likely for this shareholder

C DIRECTOR piercing

1 Apply factors

2 OR MBCA view:

a Pierce w/ ELTS:  (MBCA § 8.31)

i Articles of incorp don’t prohibit liability

ii AND conduct was:

1 Not in good faith

2 OR action dir did not believe was r’bly in corp’s best interests, OR dir did not r’bly believe he was sufficiently informed to make

3 OR compromised by lack of objectivity due to dir’s conflicting interests [TODO more here MBCA § 8.31(a)(2)(iii)]

4 OR result of dir paying insufficient attn

5 OR result of improper enrichment of dir or breach of dir’s duties to deal fairly w/ corp

D PARENT / SUBSID piercing

1 Pierce w/ ELTS:  (Walkovsky / many cab cos, each w/ two cars and minimum insurance req’d by law — BUT this was mostly a sister corp veil-piercing case)

a CONTROL by the parent to such a degree that the subsidiary has become its MERE INSTRUMENTALITY

b AND FRAUD or WRONG by the parent through its subsidiary, e.g., tort or violation of a statute

c AND UNJUST LOSS or INJURY to the claimant

2 No showing of fraud necy.  (Silicon breast implants case / want to pierce veil to make parent liable)

3 CONTROL

a FACTORS for evaluating:  (Bernardin case  / mfr of metal jars wants parent of customer to pay debt owed on K; Silicon breast implants case / want to pierce veil to make parent liable)

i Big ones:

1 Whether sub has GROSSLY INADEQUATE capital (but consider whether it would be normal for co to have minimal capital — for instance, for a svc business)

2 INTERMINGLING of assets across parent and sub

ii Others: percentage of stock ownership of sub by parent; presence of common officers and directors across parent and sub; whether parent finances the sub; whether parent and sub have common business depts; whether parent and sub file consolidated financial stmts; whether sub receives any business other than from parent; whether daily ops of parent and sub are kept separate; whether parent subscribes to all the capital stock of the subsidiary or otherwise causes its incorporation; whether parent pays the salaries and other expenses or losses of the subsidiary; whether parent uses the property of the sub as its own; whether directors or executives of the sub do not act independently in the interest of the sub but take their orders from the parent in the latter's interest

4 UNJUST LOSS OR INJURY

a Must be more than simply that a creditor won’t be paid

b Exs of injustices: party would be unjustly enriched; parent corp would escape sub’s liabilities caused by the parent corp; fraud would go unpunished

E SISTER CORP piercing

1 Pierce veil from sub to parent.  Then take parent’s shares in sister corps.  Through these shares can claim assets of sister corp

a Ex: Sea-Land case.  Note that you can’t simply sell off the sister corp’s assets indiscriminately.  The sister corp is a SEPARATE legal entity; you must work through the claims on the sister’s assets represented by ownership of the sister corp’s shares

2 Other possible ways (not clear that they’re legally possible):

a Under ENTERPRISE theory of liab, ct might impose liab on sister corps.  Req’ts not same as for veil-piercing; not clear that cts recognize this.  Idea is that all sister corps are engaged in common enterprise.  (Walkovsky / many cab cos, each w/ two cars and minimum insurance req’d by law)

b REVERSE-VEIL-PIERCING: pierce veil from sub to parent.  Then pierce veil from parent to sub

III Alternatives to veil-piercing

A AGENCY THEORY can be used to impose pers liab on a defendant w/o veil-piercing

1 Cts may want to avoid veil-piercing to avoid adding uncertainty to corporate veil doctrine

2 See req’ts for agent’s pers liability: imperfect disclosure of agency relationship req’d for agent’s liability on a K

B Equitable subordination

1 SEE OTHER OUTLINE

2 Ct can simply SUBORDINATE insider creditor’s claim to assets below claims of external creditors.  (Costello / guys refinance their plumbing co to attempt to convert equityholder into creditor to increase his claim over firm’s assets)

C Fraudulent conveyances

1 P may argue that shareholders transferred assets to themselves (or friends & family) in unfair transactions in order to take out assets before creditors claim them

2 ELTS to prove:

a Bankrupt firm

b AND transfer of assets to outsiders (incl shareholders or shareholders’ friends & family)

c AND transfer was unfair (i.e., at below mkt value)

3 Ct may “undo” the tx by imposing liab on the shareholders who conveyed fraudulently

4 Note this does not impose UNLTD liability — just liab up to the amt of the asset fraudulently conveyed 

Corps — Duties of Insiders

I Gen’y

A Two main duties: DUTY OF CARE and DUTY OF LOYALTY

1 Addl duties: duty of disclosure; duty to monitor (sub-duty of duty of care)

B Duties are OWED TO CORP, not to individual shareholders.  (But of course shareholders may enforce through derivative suit)

C STANDARD OF CARE:  (RMBCA § 8.30)

1 Act in GOOD FAITH

2 Act in manner dir R’BLY BELIEVES to be in corp’s BEST INTERESTS

3 Act in INFORMED, DELIBERATE manner

4 Exercise care R’BLY believed appropriate under the circums

D EXAM ANALYSIS:

1 Does transaction constitute self-dealing or usurpation of corp opp?

a If yes, then consider under duty of loyalty

b If no, then apply bus judgment rule

2 Also consider: duty of disclosure; duty to monitor

E Dir gen’y must act FOR BENEFIT OF SHAREHOLDERS, not creditors (except when insolvent), ees, society, etc.  (Ford case / shareholders sue to be paid divs, prevent Henry Ford from dedicating Ford’s profits to public interest)

1 Why aren’t duties owed also to creds, ees, etc?  B/c their interests conflict; fulfilling duty to one constituency may constitute a breach of duty to others.  Also, mgt may always have excuse for action — can claim often to be acting in interests of one of the constituencies when really acting in self-interest

F Other insiders w/o mgt auth owe duties of care and loyalty to corp as AGENTS of corp

Corps — Insiders’ Duty of Care

I BUSINESS JUDGMENT RULE

A This is how to apply the std of care.  It is a PRESUMPTION that dirs act in good faith, in informed & deliberate manner, and for acceptable reasons

1 This rule presupposes no CONFLICT OF INTEREST.  If there’s a conflict, burden shifts to D to justify (see duty of loyalty).  That is, bus judg rule doesn’t protect decision tainted w/ CONFLICT.  (RMBCA § 8.31)

B RULE = Pers liab for dirs only w/ ELTS:  (Van Gorkom case / bd sells RR co hastily, w/ little financial analysis)

1 Fraud, illegality, conflict of interest, or LACK OF GOOD FAITH

2 OR GROSS NEGL in duty to SUPERVISE and BECOME INFORMED

a TODO does RMBCA have lower std — see § 8.31

3 OR lack of RATIONAL BUSINESS PURPOSE [WASTE]

C Fraud, illegality, or conflict of interest

1 Potential illegality is not enough to vitiate bus judg rule

D Gross negl in duty to supervise and become informed

1 Dirs must consider all MATERIAL info R’BLY avail, in a DELIBERATE MANNER.  (Van Gorkom case / bd sells RR co hastily, w/ little financial analysis ; Eisner / Michael Ovitz hired as Disney prez)

a Dirs may be protected by GOOD FAITH RELIANCE on QUALIFIED EXPERT, CORP RECORDS, or REPORT by ees of corp.  (DGCL § 141; Eisner / Michael Ovitz hired as Disney prez; AmEx case / dirs took into account plaintiff’s alternate course of action when they decided on a dividend distribution; [TODO see standard of conduct for officers / directors in RMBCA § 8.30, I believe])

2 No liability simply b/c there was a more advantageous course of action, IF the other course of action was CONSIDERED.  (AmEx case / shareholder sues for stock dividend where there was more advantageous way to do it)

E Lack of rational business purpose

1 Cts gen’y only review the PROCESS, not the SUBTANCE of business decisions per AmEx case (Wrigley case / no lights for night games at Wrigley Field; Kamin case / AmEx buys shares of DLJ and records the loss in a manner that does not provide the best tax consequences)

2 BUT ct could review substance in case of WASTE

a However, will only find find waste in extreme cases, e.g. where corp issues stock w/o consideration

II Sub-duties

A Duty to MONITOR / SUPERVISE

1 No need to put mechanisms in place to ferret out wrongdoing unless there is WARNING of wrongdoing.  (Graham v. Allis-Chalmers)

a BUT Caremark case suggests bd does have SOME duty to put mechanisms in place to alert bd to wrongdoing

2 But dir has to be informed — attend meetings, for instance.  Lack of knowledge in absence of even basic attendance to directorial responsibilities is no defense.  (Francis case / woman ignores her directorial responsibilities while her sons loot the reinsurance business)

3 Duty to monitor includes making sure corp doesn’t break the law and also making sure someone doesn’t devalue the corp’s goodwill

a See Martha Stewart case — but no duty here b/c of impracticability of monitoring private citizen

III Remedies for violation

A Pers liability for dirs — BUT some juris’s may have PROX CAUSE req’t

B However, dirs can ABSOLVE themselves of liability:

1 By INFORMED vote of shareholders in favor of the action.  (Van Gorkom case / bd sells RR co hastily, w/ little financial analysis)

2 By informing other dirs of an impropriety and voting for a proper course of action.  (Francis case / woman ignores her directorial responsibilities while her sons loot the reinsurance business)

IV Duty of care may be limited in corporate charter.  See exculpation statutes authorizing such limits in corp charters: DGCL § 102(b)(7); RMBCA § 2.02(b)(4)

Corps — Insiders’ Duty of Loyalty

I Gen’y

A Duty of loyalty includes sub-duties: duty to disclose; duty not to usurp corp opportunities

B This is mostly about conflict of interest.  Exs:

1 Dir dealing w/ corp himself (self-dealing)

a Important: this is not always bad.  For example, in a small co the director may be the best source of capital for the co

2 Setting executive compensation

3 Taking corp property (e.g., stealing, taking business opp)

4 Mixed motives

C Common breaches:

1 Diversion of assets (e.g., embezzlement); self-dealing; usurping corp opp; failure to disclose to shareholders; insider trading; selling out (not shares — vote, powers of office, etc); entrenchment (protecting incumbency) 

D Remedies

1 Typically, tx is VOIDABLE at corp’s election

2 If this isn’t a satisfactory remedy (e.g., for usurpation of corp opp), then damages may be awarded (may include disgorgement)

II Duty of dirs & mgrs

A Duty to avoid SELF-DEALING

1 Violation of duty w/ ELTS:  (Bayer / co sponsors radio program including wife of prez; Lewis / family-owned co leases land to family tire dealership at very low rate)

a Dirs have interest in transaction other than AS DIRECTORS

b AND tx is not FAIR AND R’BLE to the corp

c — NOTE that even if there is no violation of duty of loyalty, there may still be a violation of the duty of care — must apply bus judg rule

d — NOTE also that BURDEN is on D to show no violation of duty once a conflict is shown; that is, deal w/ conflict is PRESUMED to violate duty of loyalty.  (Bayer / co sponsors radio program including wife of prez)

2 FAIR AND R’BLE

a Tx is fair w/ ELTS:  (Fliegler / most of voting shareholders are the accused themselves)

i MATERIAL facts are disclosed to the bd, and majority of disinterested DIRS authorizes tx [this is RATIFICATION] (DGCL § 144(a)(1))

ii OR ditto for shareholders [RATIFICATION, again] (DGCL § 144(a)(2))

iii OR ct determines tx to be SUBSTANTIVELY fair.  (DGCL § 144(a)(3); Bayer / corp hires wife of dir for ad campaign)

b Not clear that tx will be automatically fair if these elts met.  Ct may yet review for overall fairness

c RATIFICATION

i If tx is RATIFIED, some cts will then place burden on P to overcome bus judg rule

ii If P shows ratification was flawed, then burden shifts to D to prove tx was FAIR

d Ct determine tx to be SUBSTANTIVELY fair

i Objective test of fairness: replicate arm’s-length tx

ii Ct reviews SUBSTANCE of transaction where there is a conflict of interest, not just the process as under the bus judg rule

3 CAL CIV CODE has slightly different test (§ 310):

a Transaction is not void or voidable solely because there are interested insiders if:

i Full disclosure and approval in good faith by disinterested shareholders

ii OR full disclosure and approval in good faith by disinterested directors and contract is just and reasonable to corporation at time of approval

iii OR person asserting validity shows contract was just and reasonable at time of authorization or ratification (BURDEN ON D)

4 REMEDY for violation here is NOT pers liab, but rather is making tx VOIDABLE

B Duty not to usurp CORPORATE OPPORTUNITIES

1 Where dir has used corp’s ASSETS to pursue opp, violation of duty.  Where he hasn’t used corp’s assets, must apply tests

2 ANALYSIS:

a Determine whether opp is a corporate opp

b If opp is corporate opp, dir may still take the opp if corp CONSENTS or is UNABLE to take the opp.  Under ALI test, dir may ONLY take the opp if corp CONSENTS, regardless of corp’s ability to take the opp 

3 Three tests to determine whether opp is a CORPORATE OPP

a GUTH test.  (Broz / guy buys cellular license that he doesn’t think co on whose bd he sits would be interested in)

i RULE = opp is corp opp where corp is ENTITLED to the opp based on ELTS:[this is the EXPECTANCY test, I think]

1 Same LINE OF BUSINESS

2 AND corp has financial ABILITY to act on opp

3 AND corp has INTEREST or EXPECTANCY in the opp

4 — Also relevant: whether dir learned of opp in capacity as dir or as individual

b DURFEE test

i RULE = dir may take the opp if it is FAIR to the corp

c ALI TEST.  (Harris / woman buys prop surrounding golf club on whose bd she sits)

i RULE = opp is corp opp if w/ ELTS:

1 Opp is closely related to a business in which corp engages or expects to engage

2 OR dir is made aware of opp:

a in capacity as dir including others’ r’ble beliefs that they’re dealing w/ the corp

b OR through use of corp info or prop

C Duty to DISCLOSE

1 RULE = dirs cannot LIE to shareholders (regardless of whether requesting shareholder action or not)

2 RULE =

a Dirs must disclose all MATERIAL INFO when they request shareholder ACTION

b If dirs aren’t requesting shareholder action, they have no aff DUTY to disclose, but if they choose to disclose, they must disclose all MATERIAL INFO

3 RULE = info is MATERIAL if R’BLE investor would consider the info as changing the TOTAL MIX of info he has

a Also: info may be material if it has significant business implications, or if it relates to corporate governance

4 Disclosure of POTENTIAL transactions

a When does potential tx reach the point where it is likely enough that it is material?

b RULE = EXPECTANCY test

i Multiply probability of transaction times likely value of tx: E = P * M

ii Ex: where probability is low but value of tx is very high — where co will be bought (this is the END of the corp) — it’s definitely material

D DUTY OF CONFIDENTIALITY

III Duty of dominant shareholders

A Odd aspect of imposing duties on majority shareholders: shareholders are in it to maximize their own profit — it’s odd to impose limits on this objective when that is shareholders’ sole objective.  In contrast, dirs are in it for the corporation’s well-being

B DIRS *AND* MAJORITY SHAREHOLDERS owe fiduc duties to minority shareholders.  (Transamerica case / TA buys out shares of tobacco corp to liquidate valuable tobacco)

1 Controlling shareholder has duty to refrain from exercising position in manner that OPPRESSES minority shareholders

C Duty to avoid SELF-DEALING

1 Self-dealing by dominant shareholder occurs when ELTS:  (Sinclair case / majority shareholder makes subsid pay out most of its assets as dividends)

a Parent

b by virture of its domination

c causes the subsid to act

d in such a way that dominant receives something from the subsid to the exclusion of and detriment to the minority shareholders

2 Recall in Sinclair case *everybody* got the dividend payment, so there was no “exclusion” of minority shareholders

Corps — LLCs

I Distributional interests of members

A Member is not a co-owner of, and has no transferable interest in, LLC prop.  (ULLCA § 501)

B Transferee who receives distributional interest in LLC does not become a member; he only received distributions to which transferor would be entitled.  (ULLCA § 502)

II Ensuring ltd liability

A LLCs must use moniker “LLC” to give notice to 3d parties.  (ULLCA § 105)

B Westec case: no ltd liability where business card said “PII” (abbrev of name of firm) but didn’t have “LLC”

C Veil may be pierced just as for normal corp.  (Kaycee Land and Livestock)

III Duties

A Members have duty of loyalty, but may opt out to ltd extent.  (ULLCA § 103)

Corps — Indemnification & Insurance

I Gen’y

A Corps’ power to opt out of fiduc duties is ltd

1 Ex: under § 145(a) a corp may indemnify its officers, dirs, ees against suits related to their employment if they acted in GOOD FAITH.  May not indemnify for bad faith activities.  (Waltuch / silver trader suing his er for indemnification)

B Three ways corps can opt out of duties for insiders:

1 Exemption

a This is a release ex ante, or a waiver ex post

b Note no money need change hands here.  People act differently when they don’t have to pay any money at all

2 Indemnification

a You may be held liable, and have to pay, but then the corp will pay your costs

b Adv: some threat against dir — he’ll have to front the money and have a judgment against him on the record.  Disadv from dir’s POV: he’ll be somewhat uneasy b/c he *is* subject to suit; also, co may go out of business and be unable to indemnify

3 Insurance

a This is better solution from dir’s POV: ins co likely won’t go out of business

b Disadv from co’s POV: you have to pay for it.  Disadv from dir’s POV: ins might not be enough

C Problems w/ opting out:

1 Dirs have info asymmetry

2 If dir has ins, he may have incentive to cause the insured event in order to collect

D Gen’l THEORY = no opting out allowed for anything done in BAD FAITH

II RULE = under ALL statutes, if dir is sued b/c of corp position and defends SUCCESSFULLY on the MERITS, corp is OBLIGATED to indemnify dir for litigation EXPENSES.  (DGCL § 145(c))

A Doesn’t matter if P is 3d party or the corp in deriv litigation

B Per Waltuch case, success on the merits includes any result that does not involve an adverse judgment.  So if dir is included in sett’t, corp must pay dir’s expenses

III OPTING OUT

A DGCL § 102(b)(7):

1 Corp charter may LIMIT or eliminate dirs’ liability for $ dams for breaches of fiduciary duty, but may NOT limit dams for: i) breach of duty of loyalty to shareholders or corp; ii) bad-faith acts or intentional misconduct; or iv) tx involving improper pers benefit

2 This means corp may ELIMINATE duty of care except for bad-faith / intentional

B RMBCA § 2.02:

1 Corps may eliminate dirs’ liability for breaches, except for:

a Amount of financial benefit received by a director to which he is not entitled

b Intentional infliction of harm of the corporation or the shareholders

c Intentional violation of criminal law

IV DGCL on indemnification & insurance

A DGCL § 145:

1 (a): a corp may indemnify its officers, dirs, ees against all expenses, incl judgments, incurred in suits BY THIRD PARTIES related to their employment if they acted in GOOD FAITH

2 (b): as above, but only for derivative suits, and only indemnification of EXPENSES allowed.  BUT judicial approval necessary if the person seeking indemnification has been found LIABLE to the corporation

3 (c): if defendant was SUCCESSFUL ON THE MERITS, expenses MUST be reimbursed — but no req’t for GOOD FAITH here

a Why no good faith req’t here?  We presume ct’s judgment is legit — presumably a ct won’t allow to win a defendant who acted in bad faith

b Success on the merits: INCLUDES SETT’T, unless dir wasn’t included in sett’t.  (Waltuch)

4 (e): authorizes advancement of expenses

5 (f): corp may create other rights of indemnification (except for BAD FAITH reimbursement, per Waltuch case)

6 (g): corp may purchase ins for indemnification purposes

V RMBCA on indemnification & insurance

A RMBCA:

1 § 8.31: gen’l std of liability of dirs to corp & shareholders

2 § 8.57: corp may INSURE dirs, ees, etc regardless of whether it may legally INDEMNIFY these parties against particular expense 

3 § 8.51 on permissible indemnification:

a A corporation may indemnify a director for liability incurred in a lawsuit if he in the lawsuit “because he is a director” if:

i He conducted himself in good faith AND

1 He reasonably believed

a The conduct was in the corporation’s best interest, in the case of conduct in his official capacity; and

b The conduct was at least not opposed to the corporation’s best interest, in all other cases; AND

2 In criminal proceeding, he had no reasonable cause to believe his conduct was unlawful; OR

ii Indemnification for the conduct is provided for in the articles of incorporation

iii A judgment, order, settlement, conviction, or plea of nolo contendere is not determinative of whether the director meets the relevant standard of conduct for indemnification

b Corporations may not indemnify directors:

i In connection with a proceeding by or in the right of the corporation, except for reasonable expenses (as long as the good faith, etc requirements are met)

ii If director is found liable because he received a financial benefit to which he is not entitled, whether or not he was acting in his official capacity.

Insider Trading

I Gen’y

A SEC Rule 10b-5 prohibits FRAUD, UNTRUE STMT, or OMISSION of material & necy info in connection w/ PURCHASE OR SALE of securities

B Ban on insider trading has been read into this rule

C Must distinguish betw INSIDER and INFORMED trading

D Why is insider trading wrong?

1 Breach of duty of loyalty — stealing valuable info from corp to whom you owe a duty

2 Fairness

3 Efficiency

II Theories

A Classic — Texas Gulf Sulphur case

1 RULE = INSIDER liable for insider trading where he trades securities of his corp on basis of MATERIAL, NONPUBLIC info

2 RULE = insider must DISCLOSE or ABSTAIN from the mkt

a Of course, disclosure may breach duty of loyalty.  Then insider must abstain

3 Classic theory doesn’t apply to OUTSIDERS

4 This applies to all FIDUCIARIES of a corp, so it includes attys, accountants, consultants, etc, even if only temporary fiduciaries.  (O’Hagan)

B Fiduciary duty — Dirks case

1 RULE = tippee liable w/ ELTS:

a Trades on MATERIAL, NONPUBLIC info

b AND that info was disclosed to tippee by an INSIDER who BREACHED his fiduc duty to shareholders by disclosing that info

c AND tippee knows or should know there has been a breach

2 RULE = insider’s disclosure is only a breach of duty where insider will PERSONALLY benefit, directly or indirectly, from the disclosure (ex: whistle-blowing isn’t a breach of duty)

3 RULE = Tippee’s liability is DERIVATIVE of insiders’ liability

4 This theory is based upon insider’s fiduc duty to corp.  Doesn’t matter how long chain of info is as long as trade ORIGINATES w/ breach of fiduc duty

a Classic theory doesn’t work here b/c tippee isn’t an insider

b Dirks case had fiduc duty owed, but not breached by disclosure (b/c whistleblower, I think)

C Misappropriation — O’Hagan case

1 RULE = if there is a breach of duty of loyalty to ANYONE surrounding purchase or sale of securities, this is fraudulent and constitutes insider trading

a This is a somewhat tenuous theory.  It’s based primarily on moral concerns

2 Here, D had no connection to the corp whose securities he traded.  He used his law firm’s confidential info to trade in shares of the takeover tgt of his firm’s client

Derivative Suits

I Direct v. deriv suits

A Direct: based on claim belonging to the SHAREHOLDER.  Usu involves contractual or statutory rights of shareholder, shares themselves, or rights relating to ownership of shares

1 Exs: suits to vindicate shareholder’s structural, financial, voting rights (Flying Tiger Line), e.g., to compel payment of dividends, to inspect corp records

2 BUT just b/c corp’s assets are depleted, the indirect injury to a shareholder doesn’t justify a direct suit

B Derivative: brought by shareholders to enforce a right owned by the CORP

1 Must allege an injury SEPARATE and DISTINCT from that suffered by shareholders

2 Usu enforce FIDUC DUTIES of insiders

a Suit alleging financial wrongdoing leading to loss in share value is usu deriv b/c drop in share price is REFLECTIVE of injury to the corp

3 Suit is deriv w/ ELTS: (Tooley / shareholders sue DLJ for delay from tender offer to close of CSFB acquisition of DLJ)

a CORP itself was injured

b AND CORP (not natural person) will get the relief

c — Cts inquire whether suit is PRIMARILY PERSONAL in nature

4 Corp is bound by res judicata in deriv suit

II Remedies

A Usu go to corp, but ct has right to award individual recovery to shareholders, for instance where awarding $ to the corp would just put $ back under wrongdoers’ control

III Demand / excusal

A When filing a DERIV suit, shareholder must:

1 Plead a valid C/A based on the underlying tx AND

a DEMAND the corp bring suit in its own name prior to bringing suit

b OR plead EXCUSAL of demand in the suit [DEMAND FUTILITY]

B If the shareholder makes a demand, he CANNOT later claim the demand should have been excused

1 He has to defer to the bd’s decision.  If the bd decides not to proceed w/ litigation, shareholder can proceed w/ suit, but will have to overcome BUS JUDG rule protecting bd’s decision to kill the suit

2 Bd is entitled to bus judg rule protection for its decision to kill the suit UNLESS P can establish r’ble doubt the bd is entitled to that presumption.  (Grimes) [WRONGFUL REFUSAL]

C FUTILITY

1 Demand EXCUSED w/ ELTS:

a Majority of bd has material financial or familial interest

b OR majority of bd is incapable of acting independently for reason such as domination or control

c OR dirs failed to exercise bus judg in approving the tx

d — This analysis is performed as of the time immediately before the suit was filed

IV Special litigation committees (SLCs)

A When deriv suit has been filed, bd often appoints an SLC of disinterested dirs to determine whether litigation should go forward

1 SLC can move to dismiss on behalf of corp

2 SLC can move to dismiss REGARDLESS of whether demand was made or excused.  But its decision can be checked by the ct according to these RULES

B Gen’l RULE = if SLC is INDEP and DISINTERESTED, bus judg rule protects its decisions.  Burden is on SLC to show its independence

C BUT RULE of HEIGHTENED under Zapata and Oracle cases:

1 Under Zapata, TWO QUESTIONS:

a Under Rule 56 stds, was the committee INDEPENDENT and DISINTERESTED and did it show R’BLE BASES for good-faith findings and recommendations?

b Applying the ct’s independent judgment, should the suit be dismissed?

i Ct may weigh ethical, commercial, promotional, PR, ee relations, financial matters, legal considerations

2 Under Oracle, contextual review: ct may find no independence simply based on social norms / human nature / subconscious tendencies.  (Oracle case)
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