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Themes

1) Fiduciary law

a) People in positions of power may not take advantage of their positions to the cost of beneficiaries of that fiduciary duty

b) Unjust enrichment is required to show any violation of fiduciary law.  The plaintiff must be impoverished.  Defendant’s gain alone does not substantiate a cause of action for breach of fiduciary duty.

2) Correct informational asymmetries

3) Homo sapiens as homo economicus?

Agency Law

1) Characteristics of Agency

a) Fiduciary relation resulting from manifestation of consent by principal, consent by agent, control by principal (RT 2d § 1)
i) Control element watered down, b/c few e’or have real control

ii) Consideration and K not req’d; gratuitous agent is still an agent (different std of care, RT § 379)
iii) Requires objective manifestation of consent

(1) Implied consent: teacher asked coach to drive = consent; coach drove = consent  (Gorton v. Doty)
(2) Consent by silence: nod of the head, failure to object
(3) Agency can exist even if one party did not subjectively consent (“Won’t somebody beat him up?” -> somebody beats him up -> agency, even if I had no intention of anybody actually taking it). 
b) Chain of agency

i) Courts ignore chain and treats corporation as a single entity (Lind v. Schenley Inds.)
c) Constructive agency: for policy reasons, the court will treat non-agents as if there was an agency relationship.  Whereas regular agency requires mutual consent, constructive agency requires overbearing control.

i) RT § 14O comments: a security holder who…takes over management of the debtor’s business and directors what Ks may or may not be made…becomes a principal, liable for the obligations incurred thereafter in the normal course of business by the debtor who has not become his agent.  The point at which the creditor becomes a principal is that at which he assumes de facto control over the conduct of his debtor.

ii) A. Gay Jenson Farms Co. v. Cargill: court finds constructive agency because there is “consent” (Cargill directed Warren, the financially bankrupt grain elevator, to implement recommendations) and “control” (Cargill aggressively financed Warren, actively participated in Warren’s operations, adopted a “paternalistic” attitude, and lent money to Warren not to make money but to establish a source of market grain for its own business).

(1) Creates incentives for creditors to foreclose on a loan once trouble appears, rather than help the debtor out of his financial difficulties

d) Agency costs: costs to the principal of obtaining faithful and effective performance by his agents
i) Agent doesn’t have the same incentives as the principal
ii) Monitoring costs: monitor agents against misunderstandings, shirking, theft
iii) Bonding costs
iv) Residual costs: general, deadweight costs that society incurs b/c ppl have rotten characters
2) Liability in Contract to Third Parties: Types of Authority

a) Authority in general

i) Authority defined

(1) Power: ability to produce change in a legal relation by (not) doing something (RT § 6)

(2) Authority: agent’s power to affect the principal’s legal relations, i.e. agent’s ability to bind the principal (RT § 7)

ii) Time sensitive: did agent had authority at the time the disputed transaction took place?

iii) Power to bind ≠ right to bind

(1) A may be liable to P for wrongful conduct, but P may nonetheless be bound to 3d party for that wrongful conduct

iv) RT § 33: A is authorized only if he can reasonably infer that P wants him to do it in light of P’s manifestations and the facts that A knows or should know at the time he acts

b)  TC "Types of Authority – Liability of Corporation to Third Parties" \f C \l "3" Actual authority: the authority that a reasonable person in the officer’s position would believe had been conferred upon him by the corporation.  P is bound even if he is undisclosed or partially disclosed. 

i) Express actual authority: may be expressly conferred on the officer by the bylaws, resolutions of the board of directors, a valid delegation from a superior, or acquiescence by the board or superior officers in a past pattern of conduct.  

ii) Implied actual authority: an officer also has implied actual authority to do what can reasonably be implied from a grant of express authority.

(1) If P forbids A from doing sth w/i scope of task, and P doesn’t make that sufficiently clear to 3d parties, then P is liable to 3d party (
(2) The scope of implied authority determined by custom, past dealings, A’s knowledge of P’s goals and other facts

b) Apparent authority: corporation’s objective manifestations causes third party to reasonably believe that the A is authorized, i.e. the appearance of authority.  Apparent authority can arise form intentional or negligent representations by the corporation, or through permitting an officer or employee to assume certain powers and functions on a continuing basis with the third party’s knowledge.  
i) If P created the appearance that the scope of agency is X and Y, while the scope is really X only, then P is responsible for Y as well.  (RT §27)
ii) An agent has apparent authority to do what is usual and proper to conducting the business he is employed to conduct unless 3d parties have knowledge otherwise (Ampex)
iii) Scope defined objectively by what a reasonable person would believe is authorized, or what is customary in the industry, neighborhood, etc.  
(1) Ampex: scope can be expanded by the agent himself if he leads others to believe he has authority
(a) But is it reasonable for others to believe the A’s representation of his authority?  (Compare the conman door-to-door salesman with Ampex, where corporation indicated that all dealings go through salesperson and salesperson accepted contract, even though corporate rules prevent salespersons from sealing deals).
iv) Detrimental reliance not required by all jurisdictions, but claim rarely forthcoming without it
v) Agents for undisclosed principals never have apparent authority; not reasonable for 3d party to claim appearance of authority.  
vi) Rationale
(1) As long as the 3d party has not been a careless chump, the burden should be on P, who could have prevented the misapprehension in the first place
(2) Burden should be imposed so as not to disrupt normal commercial operations
c) Power of position: a special type of apparent authority that arises by reason of the officer holding a particular position in the corporation that normally carries certain authority.
i) Dry cleaner counter clerk has “power of position” authority to guarantee that clothes will be ready by tomorrow, but an attorney does not have “power of position” authority to bind his client to a settlement figure.  Turns on whether a 3d party can reasonably believe the authority exists based on that person’s position in light of custom and standard business practices.
d) Ratification: even an unauthorized act may bind the corporation, if the officer purports to act on the corporation’s behalf AND the act is later ratified by the board.  Consent after the fact = within scope.  (RT §82)

i) Ratification can be implied, e.g. P accepts payment from a transaction he did not authorize

e) Implied (or inherent) agency power: allows courts to impose liability on principals whose natures as principals were undisclosed.  Even if undisclosed P forbids A to do Y, and A does Y, then P is liable nonetheless (Watteau)
i) This doctrine based in fairness.  Watteau: Humble owned pub that he sold and then stayed on as manager; new owner prohibited him from buying goods, but he does so anyway; 3d party thinks he’s still the owner, sells to him.  Court finds inherent agency power.

(1) Inherent agency power does not apply where:

(a) 3d party knows A is acting without authority

(b) Agent is not acting in P’s interest

ii) Undisclosed principal
(1) Where the 3d party doesn’t know of existence of P, sees A, thinks A is the other party w/whom he has a bilateral r’ship.  

(a) The transaction binds both P and the 3d party.  

(b) They can get out only if

(i) A affirmatively misrepresents the undisclosed P’s status OR

(ii) A or undisclosed P had reason to know that the 3d party would not deal with P.

(2) Undisclosed P who entrusts agent w/mgmt of his business is liable to 3d parties w/whom the A enters into transactions usual in such business and on P’s account, although contrary to P’s directions.  (RT §195)

(a) Woman who enters male-dominated business, hires man to serve as “front” and then forbids him to close deals over x amount.  If he closes such deals anyway, P is bound.

(3) Forbidden acts, undisclosed P:  liable for acts of A “done on his account, if usual or necessary in such transactions, although forbidden by the principal.” (RT §194).  Includes false statements by A.
(4) Authority by estoppel: applied where woman hoodwinked into paying for undelivered furniture by imposter salesperson.  Company has responsibility to exercise reasonable care and vigilance to protect customers from imposter salespersons.  If reasonable person would have believed salesperson was rule -> company estopped from asserting defense that there was no agency between salesperson and company.  (Hoddeson v. Koos Bros.)

(a) Detrimental reliance by 3d party AND

(b) P carelessness caused 3d party’s reasonable reliance

iii) Partially disclosed or “unidentified” principal: where 3d party knows he’s dealing with an agent, but doesn’t know who the P is. 

(1) Disclosed and partially disclosed P is liable for Ks made by agent acting w/i his authority if made in proper form and w/understanding that the P is a party.  (RT §144)

(2) Disclosed and partially disclosed P is liable for Ks made by agent acting w/i his apparent authority if made in proper form and w/understanding that the apparent P is a party. (RT §159)
(3) Forbidden acts, disclosed and partially disclosed P: liable for acts that are usually incidental to acts that A is authorized to undertake, even if P expressly forbade those acts, as long as the other party reasonably believed A was authorized and had no notice otherwise.  (RT § 161).  Includes false statements by A.
iv) Agent’s personal liability and duty to disclose

(1) Unless otherwise agreed, the person purporting to contract with another on behalf of a partially disclosed principal is himself a party to the K.  An agent who wants to avoid liability must disclose the principal’s identity.  The other must have actual knowledge.  (Atlantic Salmon)

b) Check this out: Mill Street Church of Christ v. Hogan
i) Trade usage: by hiring a contractor, it’s understood that he’d hire subcontractors
ii) Apparent authority: past experiences of Bill hiring brother Sam as painting assistant, discussion with church elders about hiring an assistant but not specifying which one, plus past experience led Sam to believe that Bill had authority to hire him. 
iii) Ratification: the church paid for the half hour that Sam worked.
2) Liability in Tort to Third Parties

a) Deploying the arguments

i) Employer is directly negligent

ii) Employer is the principal under agency law (RT §1,6,7)

iii) Employer is vicariously liable (RT §219, 228 on scope of employment)

b) Servants versus independent contractors, see RT § 2, 220 (key difference between servant and contractor: whether the master has the right to control the physical performance of duties)

i) Servants are employees

ii) Agent-type independent contractors acts on behalf of the principal, but the principal does not control how the agent accomplishes his result

iii) Non-agent independent contractors operate independently and enters into transactions with others

c) Scope of employment
i) Master is liable torts of servants committed while acting within the scope of e’mt.  He is not liable if the servant is acting outside of the scope of e’mt unless
(1) Master intended the consequences; or

(2) Master was negligent or reckless; or

(3) The conduct violated master’s non-delegable duty; or

(4) Servant purported to act or speak on master’s behalf and there was reliance upon apparent authority or he was aided in accomplishing the tort by the existence of the agency r’ship (RT §219)

ii) Overlap between scope of employment and scope of authority (slapping ppl around may please the master)

d) Defining the scope of employment
i) Requires control over day-to-day operation (hire/fire, hours); control or influence over results along is insufficient (Hoover v. Sun Oil Co.; Murphy v. Holiday Inns)

ii) A servant is within the scope of employment if

(1) General type of work hired to do

(2) Substantially within time and spatial boundaries

(3) Motivated at least in part by the purpose of serving employer interest

(4) If force is intentionally used by one servant against another, the use of force is not unexpectable by master (RT §228) (bouncer’s use of force; baseball case)

iii) Underlying policy (Ira S. Bushey & Sons, Inc. v. U.S.): foreseeable that drunk sailor would spin drydock wheels; public policy served by (a) giving employer incentive to prevent such harm and (b) promoting loss-spreading.  Foreseeability = test in this case.

e) Apparent agency as the basis of tort liability (franchises)

i) When franchiser controls day-to-day business -> actual agency

ii) When franchiser regulates logo, advertising, office procedures, guest room standards, food prep standards such that the community (or third parties) believe there to be an agency relationship and there is reliance -> establishes chain of liability to the principal based on apparent agency
3) Fiduciary obligations of agents

a) Nature of the fiduciary obligation

i) Agent must act solely for principal’s benefit in all matters connected with his agency (RT §387).

ii) Agent’s standard of care (RT § 379)

(1) Agent must act with the care and skill standard to that locality for the kind of work employed to perform, and must also use any special skills he has.  

(2) Unless otherwise agreed, a gratuitous A must act with the care and skill of persons performing similar gratuitous undertakings

iii) Two key elements to the fiduciary relationship.  Singer requires both for breach.
(1) Full disclosure (General Automotive Manufacturing Co. v. Singer): disclosure required, even where side business did not directly compete with his employer’s business; secret profits must be turned over to e’or

(a) RT § 381: A must use reasonable efforts to give P all relevant information and which, as A has notice, P would desire to have and which can be communicated without violating a superior duty to a 3d person.

(2) No private benefit (Reading v. Regem): if servant unjust enriched himself solely by reason of his position as servant of his master, then the gains belong to his master

(a) RT § 388: A who makes a profit in connection with actions on behalf of P must give such profit to P

iv) No competition
(1) A may not compete with P concerning the subject matter of his agency (RT § 393)

v) No adverse dealings
(1) A may not deal with P as an adverse party in a transaction connected with his agency without P’s knowledge (RT § 389)

vi) No use or disclosure of confidential information
(1) RT § 395:  no use or disclosure of confidential information given by P or acquired in course of agency or in violation of duties as agent.  Such information may not be used in competition with or to the injury of P, on A or another’s account, unless the information is general knowledge.

(2) Distinguish from an expertise that an A gains in the course of agency relationship.  A baker who learns to make bread really well while employed by Chez Panisse may make bread anywhere he likes, but he cannot use the restaurant’s super secret sourdough recipe.

vii) No grabbing and leaving: cannot solicit from former employer’s customer list (trade secret that took time to compile) even though the solicitation did not occur until after ∆ had left employment.  (RT § 396).

(1) Conflicting policies at stake:

(a) Freedom of trade

(b) Protecting trade secrets

viii) AL seems fiduciary obligations as a matter of power relationships; people taking advantage of positions of power

(1) Parties may K around fiduciary obligations but the dealing must be arms-length and they may not K away all such obligations, otherwise there’d be no agency relationship

b) Remedies for breach of the fiduciary obligation

i) Remedies available to a principal (RT §399)

(1) Action on the contract of service

(2) Action for losses and for misuse of property

(3) Action in equity to enforce provisions of an express trust undertaken by agent

(4) Action for restitution 

(a) Action for accounting (disgorgement)

(b) ∆ must open its books and tell the principal what he owes; a powerful remedy because many ∆s will settle to avoid it

(5) Action for injunction

(6) Set-off or counterclaim

(7) Causing agent to be made party to an action brought by third party against the principal

(8) Self-help

(9) Discharge

(10) Refusal to pay compensation or rescission of the employment contract

ii) Liability for things received in violation of the duty of loyalty (RT §403)

(1) Must deliver it, its value, or its proceeds to principal

iii) Liability for use of principal’s assets

(1) Must pay value of use.  If the use produces a profit, the principal may elect to receive the profit instead.  If the use is limited to time contracted to the principal, he is not liable unless he violates his duty not to act adversely or in competition with the principal.



Partnership Law

1) Characteristics of a partnership
a)  TC "partnerships" \f C \l "3" Partners share profits and ownership of the business assets, have personal liability for the firm’s debts, and are agents of each other, each able to bind the business and, in effect, commit the partners’ personal assets (see RUPA § 301, 305, 306)

i) Pros:

(1) Easy to form – no formalities and can be formed inadvertently 

(2) Avoids entirely the problem of double taxation

(a) Partnership income and losses are attributed proportionately to partners individually, and treated as their income or losses (losses are great for wealthy people who need them to offset profits from their other businesses)

(b) Partnership is not a tax-paying entity

ii) Cons:

(1) Loses the principal advantages of the corporate form: unlimited liability and, to varying degrees, lack of central management control

iii) Entity status:

(1) Many statutes treat partnerships as an aggregation of individuals, RUPA treats the partnership as a separate entity and allows the partnership to continue following the death or dissociation of a partner


iv) Partnership dissolution
(1) In the absence of an agreement to the contrary, partnerships dissolve when something happens to one of the partners.  Any partner can terminate the partnership.  In contrast, corporations have perpetual existence.
2) Does a partnership exist?
a) Creditors often argue there is a partnership; each partner is personally liable for the debts
b) Existence of partnership based on totality of the circumstances.  Neither profit-sharing nor part ownership in property, alone, are sufficient to establish partnership. (Southex).  AL: the court wants to know: what are the economic interests and how is power divided?
i) Intention
ii) Right to share profits (this is a basic requirement, but not sufficient in itself)
iii) Obligation to share losses
iv) Control of partnership property
v) Community of power administration
vi) Language of the agreement
vii) Conduct of parties toward third persons, i.e. who’s seen as the boss
viii) Rights of the parties in dissolution
c) Martin v. Peyton: lenders became “trustees” with authority to inspect firm books, veto highly speculative business, with option to enter the firm by buying shares; cts find this insufficient to show partnership.  In reality, lenders’ control was significant, but court rejects claim for policy reasons: doesn’t want to chill people’s willingness to invest in companies.
i) Alternative argument: the controlling creditor is the principal, with the debtor acting as his agent 
d) RUPA § 202: in determining whether a partnership exists, the following rules apply:
i) Joint tenancy, tenancy in common, joint property, or part ownership alone does not establish partnership;
ii) Sharing of gross returns does not by itself establish partnership;
iii) A person who receives a share of the profits is presumed to be a partner, unless the profits were received in payment of a debt, as wages, as rents, as retirement or health benefit, as interest on a loan, or for the sale of business or other property. 
3) Fiduciary obligations of partners
a)  “Not honesty alone, but the punctilio of an honor must sensitive…” 
b) UPA §21

i) Partners must account to the partnership for any benefit connected with the formation, conduct, or liquidation of the partnership or from any use of its property.
c) RUPA § 404

i) Duty of loyalty to the partnership (RUPA 404(b)) encompasses:
(1) Account to partnership any property, property, or benefit derived by partner in the conduct and winding up of partnership business or derived from use of partnership property by partner
(2) Refrain from dealing with partnership as or on behalf of a party having an interest adverse to the partnership
(3) Refrain from competing with the partnership prior to its dissolution
ii) Duty of care to the partnership (RUPA 404(c)) encompasses:
(1) Refrain from grossly negligent or reckless conduct, intentional misconduct, or knowing violation of the law in conducting and winding up of partnership business
(2) Business judgment rule protects mere negligence
iii) Duty of good faith and fair dealing (RUPA 404(d))
(1) A partner does not violate a duty of obligation simply because his conduct furthers his own interest.  He may lend money to and transact business with the partnership (RUPA 404(e),(f)).  California leaves out (e) and (f).
(2) Gives partner some leeway to think about his own self-interest.  Like shareholders, they are investors so they’re in it for the profit.  The problem is greater with partners because there are fewer of them.  Most likely, partners cannot pursue their own self-interest at the expense of their fellow partners and the beneficiaries of their fiduciary relationships.
d) Meinhard v. Salmon: violation of fiduciary duty for joint-venturer Salmon to re-negotiate lease without his partner’s knowledge; violates two fundamental elements of the fiduciary relationship (failure to disclose and private benefit from conflict of interest); because Salmon had power of control and management under original joint venture, court invokes equity powers to award Meinhard half of the shares minus one.  Court ignores the corporate entity (Salmon-controlled) that signs the lease, and treats it as one and the same as Salmon.
i) Dissent: partners’ fiduciary obligations hold within scope of joint venture, but the venture had a limited object and ended at a limited time; Meinhard had equity in the lease, not in its renewal.
e) Defenses to charges of violation of fiduciary duties
i) Three lines of defense
(1) We don’t know him
(2) We don’t owe him a duty
(3) We didn’t breach our duty to him
ii) Bane v. Ferguson: partners have no fiduciary obligation to former partners
iii) Meehan v. Shaughnessy: okay to set up a new firm while at old firm, but breached by failing to “render on demand true and full information of all things affecting the partnership to any partner” when they denied plans for leaving the partnership even when asked by fellow partner; also breached by delaying delivery of list of clients they intended to take until they had obtained authorization from most of the clients.
Partnership Property and Management

1) Partner’s partnership property rights include tenancy possessory right of equal use or possession by partners for partnership purposes.  The possessory right is incident to the partnership and does not exist absent the partnership.  A partner owns a share in the business, no in the property, so once a partner leaves the partnership, she no longer has any rights or claims to the property.

a) Putnam v. Shoaf: partnership owed the gin machine, so once Putnam sold her share in the business, she had no claims on the machine.

2) Partner’s management rights: all partners have equal rights in the management and conduct of partnership business.  The actions of one partner bind the partnership as a whole, regardless of whether those actions benefit the partnership.

a) In disagreements, the decision of the majority controls.  The majority can prevent minority partners from taking certain steps.  If there is an even number of partners and no majority, then those who forbid a change wins.

b) Summers v. Dooley: two partners, one can’t work and hires a third person to replace him, the other objected to need for this third person; court finds the hiring benefited one partner only and the other partner need not pay a share of the person’s salary

3) Indemnity rights
a) Partnership must indemnify partner for liabilities she incurs in the ordinary course of business for the partnership (RUPA §305(a)).  

b) Conversely, an act of a partner which his not apparently for carrying on in the ordinary course of the partnership business, binds the partnership only if the act was authorized by the other partners (RUPA §301(2)).

c) Moren ex rel. Moren v. JAX Restaurant: partner was acting in the ordinary course of business when she went to restaurant with her son after finding out that a cook had called in sick, and the son stuck his hands in the pizza dough roller.  The partnership (its insurance) is liable for the partner’s negligence, even though she was also acting in her role as mother.

Limited Partnerships
1) Limited partnerships
a) A statutory creation that provides limited liability for investors as well as avoidance of double taxation.  Must file document to form a LP.

b) Permits two tiers of partnership: general partners and limited partners
i) General partners run the business
ii) Limited partners usually occupy a passive role.  They do not have equal right to management and lack agency powers, while profits are shared according to capital contributions instead of equally.  They may not use partnership losses to reduce their active income.
c) Liability of limited partners
i) ULPA §7:  A limited partner is not liable for the obligations of the limited partnership unless he is also a general partner or he takes part in the control of the business.
ii) RULPA §303 reduced the scope of liability by adding a reliance element and requiring actual knowledge on the part of creditors and third parties:  A limited partner is not liable for the obligations of the limited partnership unless he is also a general partner or he takes part in the control of the business.  If he takes part in the control of the business and he’s not a general partner, then he is liable only to third parties who (a) transact business with the limited partnership and (b) who reasonably believe, based on the limited partner’s conduct, that he is a general partner.
(1) Actual knowledge not required if a limited partner’s control becomes substantially the same as a general partner, in which case he has unlimited liability regardless of (’s knowledge of his role.  (Mt. Vernon Sav. And Loan v. Partridge Assocs.)
(2) A limited partner may have unlimited liability for exercising less than a general partner’s power if the fact that he acted as more than a limited partner was actually known to the ( (Mt. Vernon Sav. And Loan v. Partridge Assocs.)
iii) A limited partner does not participate in control solely by consulting with and advising a general partner on the business.
iv) Holzman v. De Escamilla: limited partners in farming partnership dictated crops to be planted, had authority to withdraw all partnership funds from bank without knowledge or consent of the general partner, replaced the general partner as manager of the farm, and selected his successor; general partner had no authority to sign checks without signature of one of the limited partners; court finds limited partners liable under ULPA §7.
v) Frigidaire Sales Corp. v. Union Properties: limited partners do not incur general liability for the LP’s obligations simply because they are the officers, directors, or shareholders of a corporate general partner (i.e., the general partner is a corporation).  They exercise day-to-day control and management as agents of their principal, the general partner.  To hold the limited partners liable would be ignoring the general partner’s corporate entity when (s knew full well they were dealing with a corporation.  If the corporate general partner is inadequately capitalized, then creditors’ rights would be protected under the “piercing the corporate veil” doctrine.

2) Limited liability limited partnerships (LLLP)
a) Extends limited liability to general partners of a limited partnership.

b) Must file a document to obtain limited liability for general partners.

3) Limited liability partnerships (LLP) TC "limited liability partnerships" \f C \l "3" 
a) A general partnership in which all the partners are exempt from liability for some or all of certain kinds of debts or obligations of the partnership
b) Insulates partners from liability for debts while retaining the tax and management advantages of the partnership form


Corporate Law 


1) Principal characteristics of the corporation

a) Entity status
i) A corporation is a legal entity, separate from its shareholders, created under the authority of the legislature

b) Limited liability
i) Liability of shareholders is limited to the amount of their investment – the corporation is responsible for its own debts

c) Perpetual existence
i) Corporation’s existence continues notwithstanding the death or incapacity fo its shareholders or a transfer of its shares

d) Free transferability
i) Ownership interests are represented by freely transferable shares

e) Centralized management
i) Shareholders, as such, have no power to either participate in management or determine questions within the scope of the corporation’s business.  Correspondingly, shareholders, as such, have no authority to act on the corporation’s behalf.

f) Taxation
i) Corporation is treated as an entity for tax purposes, so that it is taxed on its own income 

(1) Except S-corporations, where shareholders are taxed on their pro rate share of the corporation’s income (and can claim a pro-rate share of the corporation’s losses).

2) Key policy issues

a) How to control corporate discretion and prevent opportunistic behavior without chilling the efficiency and entrepreneurial style of the corporate form through excessively bureaucratic restraints

b) Exceptions to availability of limited liability

c) Adequacy and relative efficiency of various techniques for holding corporate officers accountable to their agents

d) How to monitor and minimize conflicts of interest between managers and their shareholders

Forming Corporations


1) Participants

a) Managers

i) All executives and employees with decision-making authority, not simply the persons who formally are “officers” of the corporation – the business executives employed to run the business on a full-time basis.

b) Directors

i) RMBCA §8.01(b):  “All corporate powers shall be exercised by or under the authority of, and the business and affairs of the corporation managed under the direction of, its board of directors…”  (adopted in some form in vast majority of U.S. jurisdictions).

ii) Close corporations:  directors will probably be the corporations principal shareholders (many of whom will probably be employee-managers as well).

iii) Large publicly held corporations:  substantial majority of the board will be composed of “outside” directors, having no employment relationship with the corporations (and usually holding in the aggregate only a small percentage of the firm’s shares).

c) Shareholders

i) Institutional investors account for over half of the money in U.S. equity market

ii) Elect the board

iii) Vote for fundamental changes

2) Becoming incorporated
a) Fill out a form, pay a fee, get a certificate of incorporation, add content to the certificate of incorporation by:

i) Adopting bylaws, i.e. a contract between stockholders and the corporation

ii) Electing directors, who act as agents of the legal entity

iii) DGCL § 102(b) allows certification of incorporation to:

(1) Create, define, limit, or regulate the powers of the corporation, directors, stockholders, as long as the provisions are not contrary to state law;

(2) Grant stockholders preemptive right to subscribe to additional issues of stock;

(3) Require more director/shareholder votes than required by law;

(4) Limit the corporation’s existence to a specified date.  Otherwise, the corporation has perpetual existence;

(5) Impose personal liability for the corporation’s debts on its stockholders.  Otherwise, stockholders have no personal liability unless they be liable by reason of their own acts;

(6) Limit or eliminate directors’ personal liability.  Personal liability may not be limited for breach of DOL, bad faith, or improper personal benefit.

b) The corporation exists from the date the certification of incorporation is filed (DGCL § 106)

c) State of incorporation: where an entity incorporates is unrelated to where it does business

i) Law of state of incorporation governs the corporation’s internal affairs under traditional choice-of-law rules

ii) Seek states with laws that (a) limit shareholder’s liability, so that they only risk they are exposed to is the capital they invested, i.e. the amount paid for shares and (b) limit directors’ liability

iii) Over half of all corporations are incorporated in Delaware, which often innovates in corporate law.  As a result, Delaware law is de facto the law of the land.

iv) However, certain sections of the California Incorporation Code apply to a corporation even if it is incorporated in another state (Cal Incorporation Code §2115).  Thus, two sets of the law govern the same corporation.  Companies traded on the national exchange are exempt.

d) Where is the market headed?

i) Race for the bottom: leads to elimination of regulatory control on corporations, pro-management laws, so that Delaware law prefers interests of directors over shareholders, and the interests of insiders or interest groups over outsiders (Professor Cary (1973)).

ii) Race to the top: refutes Cary’s thesis; if Delaware law really allowed managers to profit at shareholders’ expense, then Delaware corporations should be at an economic disadvantage, as the earnings allocable to shareholders will be lower (Judge Winter (1977)).

3) Defective incorporation 

a) De Facto Corporation (DFC) TC "De Facto Corporation" \f C \l "2" 
i) Exists if there has been

(1) A good faith, to incorporate under the statute;

(2) A legal right to incorporate; and

(3) Some exercise of corporate powers as if the company were incorporated 

ii) Courts will recognize a de facto corporation as a corporation for all purposes and as to all parties except the state

(1) Said to be insufficient compliance to constitute a de jure corporation vis-à-vis the state

(2) The state may terminate the life as a corporation of such an enterprise, but no one else may challenge its corporate existence

iii) Implications: a seller who sues a non-corporation must go after the buyer under direct liability, perhaps on the theory that the buyer is a general partner; but if all three DFC requirements are met, then the buyer has shareholders’ limited liability

b) Corporation by Estoppel (CBE) TC "Corporation by Estoppel" \f C \l "2" 
(1) Doctrine applies if there has been

(2) Representation that the corporation exists (∆ believed the articles of incorporation had been filed and was not personally negligent in making sure of that fact); and

(3) Plaintiff relied on representations of the corporation’s existence

(4) Shareholders estopped

(5) Shareholders of a nominal corporation, having claimed corporate status in an earlier transaction with a 3rd party, are estopped from denying that status in a suit brought by a third party against the corporation.

(6) An individual purporting to act for a non-existent corporation cannot escape liability on a contract by defending on the basis of the non-existent corporation.  Doctrine of corporation by estoppel should not be applied in such circumstances.  Don Swann v. Echols.  

ii) Third-parties estopped

(1) The existence of a corporation cannot be collaterally attacked by persons who have dealt with it as a corporation.  Such persons are estopped from denying its corporate existence.  

(a) Cranson v. IBM:  attorney failed to file certificate w/o knowledge of would-be shareholders – 3rd party dealt with the business as if it were a corporation and was estopped from suing the would-be shareholders.

(b) Walker v. Knox & Associates:  corporation successfully sued to enforce contract with third party because the third party, having dealt with the plaintiff as a corporation, was estopped from denying its existence.

c) DFC and CBE doctrines overlap; can usually argue both.  The exception is tort creditors.

i) Tort creditors are involuntary, and therefore, unlike contract creditors, did not deal with the business as if it were a corporation.  Shareholders cannot invoke CBE to bar suit by tort claimants or other involuntary creditors.  The tort claimants, however, may invoke DFC to go after the shareholders. 

Financing the Corporation
1) Securities (stocks and bonds) issued by corporations fall into two broad categories: equity and debt

a) Equity (net work, ownership) = business assets minus debts

b) Debt: obligations that must be repaid

c) Debt/Equity = Leverage Ratio

i) Corporations are highly leveraged when they have high debt and low equity.  In reality, this doesn’t necessary say much because a corporation may have lots of debt at very low interest.

ii) If equity is much lower than debt, the corporation is thinly capitalized, i.e. the cushion is very thin so that any shock will cause the company to crash and go bankrupt

iii) Many believe that some leverage ratio is good because it gives management an incentive to make money.  If the leverage ratio is low and the cushion is thick, then management can slack off.

2) Distribution occurs when the corporation pays out money that it does not owe (DGCL § 170)

a) Dividends: returns paid by the corporation to its shareholders.  Dividend distribution is a unilateral transaction, distributed entirely at the discretion of the board of directors.

i) May take the form of money or “dividend in kind,” e.g. an operate house may distribute opera tickets or a corporation may issue securities to its shareholders.  In a “spinoff,” the corporation issues securities in a sickly subsidiary that the main company wants to get rid of.  By giving away shares in the subsidiary, the main company makes the subsidiary public.

b) All distributions must come out of equity.  To protect creditors, Delaware law prohibits companies from distributing its entire cushion.

i) DGCL §244 prohibits a corporation from reducing its capital to the point where its remaining assets are insufficient to pay its debts.  Requires management to maintain a sufficient level of equity capital to keep the company solvent for the foreseeable future.  But how far into the future?  And in practice, the board of directors is given a lot of leeway to decide how much is necessary to keep the company solvent.  Plus, accountants can fiddle with what is earmarked “equity.”

ii) DGCL §174 allows directors to be held personally liable if they willfully or negligently make dividend payments, stock redemptions, or stock purchases that are unlawful.  Rarely applied.

iii) DGCL §170: dividends may be paid out of (a) surplus or (b) if there is no surplus, out of the corporation’s net profits for the preceding fiscal year.  

(1) This ability to distribute from profits means that a company may distribute dividends even if it is in the negative.  If a profitable year follows several bad years, the directors may make distributions to keep shareholders happy.  Creditors get nervous, though.

3) See DGCL § 153 and 154 for issuance of stock for consideration, with and without par value

a) Stockholder liability for stocks not paid in full (DGCL § 162)

i) Where consideration is not paid in, and the corporation’s assets are insufficient, then shareholders must pay on each share held to complete the unpaid balance of the consideration for which the shares were issued

ii) A person who becomes an assignee or transferee of shares is not personally liable if he received the shares in good faith and without knowledge of that full consideration had not been paid

iii) A person holding shares as collateral security is not personally liable as a stockholder

iv) Liability under this section may not be asserted more than 6 years after the stock is issued

Disregarding the Corporate Entity TC "Disregarding the Corporate Entity" \f C \l "1" 
1) “Piercing the corporate veil,” or finding the corporation to be merely the “instrumentality” or “alter ego” of its shareholders.

a) Instances where, although there has been full (or sufficient) compliance with the incorporation statutes, courts choose to ignore the separate existence of the corporation to do basic justice or to avoid the frustration of some public policy.  This is an equity doctrine; courts feel relieved of the formal requirements of law; once equity is invoked, the goal is to restore justice.

b) Classic statement of prevailing legal standard:

i) “A corporation will be looked upon as a legal entity as a general rule, and until sufficient reason to the contrary appears; but when the notion of legal entity is used to defeat public convenience, justify wrong, protect fraud, or defend crime, the law will regard the corporation as an association of persons.”

2) Factors influencing a court’s decision to pierce:

a) Commingling of assets TC "Commingling of assets" \f C \l "3" 
i) Occurs when shareholders have dealt with the assets of the corporation as if those assets were their own, e.g., by using corporate funds to pay private debts, or by using corporate assets for other private purposes.

b) Lack of corporate formalities TC "Lack of corporate formalities" \f C \l "3" 
i) Failure to follow basic corporate formalities, e.g., whether stock was issued, corporate records maintained, directors or officers elected, and regular meetings of directors and shareholders held.

c) Undercapitalization TC "Undercapitalization" \f C \l "3" 
i) Whether the corporation was organized with sufficient resources, by way of capital, liability insurance, or both, to meet the obligations that reasonably could be expected to arise in its business.

ii) Issue is whether the shareholders should reasonably have anticipated that the corporation would be unable to pay the debts it would be likely to incur.  

iii) Rationale of piercing on this basis is that legislature, in conferring limited liability, assumed that shareholders would in good faith put up encumbered capital (or insurance) reasonably adequate for its prospective liabilities.

(1) Kinney Shoe Co. v. Polan:  where Δ corp. had no assets, no organizational meetings, and no officers, then the corporation was no more than a shell – a transparent shell.  “When nothing is invested in the corporation, the corporation provides no protection to its owner; nothing in, nothing out, no protection.”

(2) If it’d be reasonable for that type of party entering K with a corporation to first conduct a reasonable investigation of the corporation’s credit, and the investigation would have shown that the corporate is grossly undercapitalized, then the party has assumed the risk of undercapitalization and may not pierce the corporate view.  The Kinney court finds this element to be permissive, not mandatory, and declines to apply it.

(3) Under a similar principal, “courts usually apply more stringent standards to piercing the corporate veil in a contract case than they do in tort cases.”  In contract situations, there is a certain amount of assumption of the risk.  Not so in tort.

d) Domination and control by shareholder TC "Domination and control by shareholder" \f C \l "3" 
i) Court will often pierce the veil of one corporation when an individual or another corporation that owns most or all of that corporation’s stock so completely dominates its policy and business practices that it can be said to have no separate mind, will, or existence of its own.  

ii) Prime example occurs when a parent directly determines the business policy of a subsidiary, rather than allowing that policy to be determined by the subsidiary’s board.  In contrast, courts are less likely to pierce a subsidiary’s veil if the subsidiary’s business policies are set by its own board, even if the directors are elected by the parent and even though they are also employees of the parent.

e) Alter ego; instrumentality; unity of interest and ownership TC "Alter ego; instrumentality; unity of interest" \f C \l "3" 
i) If no separate entity has been maintained

ii) More typically, if used in a court decision, these terms are conclusory in nature and appear only if other grounds for piercing are present 

f) Requirement of fraud, wrong, dishonesty, or injustice TC "Requirement of fraud, wrong, dishonesty, or injustice" \f C \l "3" 
i) It is sometimes said that the corporate veil will be pierced only if it was used to commit fraud or wrong, perpetuate the violation of a statutory or other positive legal duty, or commit a dishonest or unjust act in contravention of the creditor’s legal right.  

ii) As a practical matter, this means that unity of ownership/interest, etc. may not lead to piercing unless the court also concludes that an injustice of some sort would be done to the plaintiff if the veil is not pierced.

(1) Sea-Land Services, Inc. v. Pepper Source:  no veil piercing, even though there was rampant commingling of funds/assets and total disregard of the corporate form, because there was no fraud (intentional) and no promotion of injustice.  The “promote injustice” prong is not fulfilled by an unsatisfied judgment, as that occurs in every claim, and the definition would then swallow the rule.  Rather, there must be something else, e.g. undermining of public policy, unjust enrichment, allowing somebody to skirt legal rules, use of corporate facades to avoid responsibilities to creditors.  But isn’t it unjust enrichment for an owner of a corporation to escape personal liability for its debts?

3) Piercing Between Affiliated Corporations TC "Piercing Between Affiliated Corporations" \f C \l "2" 
a) Enterprise Liability, aka horizontal veil piercing: where a plaintiff with a claim against one corporation seeks to satisfy the claim against the assets of an affiliated corporation, under common ownership.  Here, the plaintiff is not seeking to impose individual liability on the shareholders, but to aggregate brother-sister corporations.

i) Walkovsky v. Carlton:  Court declines to pierce veil of corporation where owner-operator of a single cab company, that operated as part of a fleet of cabs with ownership fragmented among many such corporations, where the owner-operator took out the minimum liability insurance.  Dissent suggests that fragmented enterprise, designed solely to abuse the corporate privilege at the expense of the public interest, should be pierced where such organization results in an inability to meet liabilities that are certain to arise in the ordinary course of the corporation’s business. 

b) Parent / Subsidiary

i) General rule:  parent will be held responsible for the obligations of the subsidiary when the subsidiary has become its mere instrumentality.

ii) Three elements must be proved:

(1) Control by parent to such a degree that the subsidiary has become its mere instrumentality;

(2) Fraud or wrong by the parent through its subsidiary, e.g., torts, violation of a statute, or stripping the subsidiary of its assets; and

(3) Unjust loss or injury to the claimant, such as insolvency of the subsidiary.

iii) Factors for determining degree of control and whether there is “substantial domination”:

(1) Parent owns all or most of stock of subsidiary;

(2) Parent and subsidiary have common directors and officers;

(3) Parent and subsidiary have common business departments;

(4) Parent and subsidiary file consolidated financial statements and tax returns;

(5) Parent finances the subsidiary;

(6) Parent subscribes to all the capital stock of the subsidiary or otherwise causes its incorporation;

(7) Subsidiary has grossly inadequate capital;

(8) Parent pays the salaries and other expenses or losses of the subsidiary;

(9) Subsidiary receives no business except that given to it by the parent;

(10) Parent uses the property of the subsidiary as its own;

(11) Daily operations of the two corporations are not kept separate

(12) Directors or executives of the subsidiary do not act independently in the interest of the subsidiary but take their orders from the parent;

(13) Subsidiary does not observe the basic corporate formalities, such as keeping separate books and records and holding shareholder and board meetings.

iv) Bernardin v. Midland Oil:  Parent owns all stock, subsidiary has grossly inadequate capital, parent pays salaries, parent uses subsidiary’s property, directors do not act independently.  These, plus decision to liquidate and maintain a shell establish a situation where corporate veil should be pierced.  In essence, Midland Oil took Zestee to bankruptcy, then stiffed Bernadin by saying, “Look, Zestee is a bankrupted shell.”

v) In re Silicone Gel:  Veil pierced where parent Bristol allowed its name to appear on subsidiary’s breast implant ads and packages, giving the product credibility and inducing customers to believe that it was vouching for the product.  When combined with evidence of potentially insufficient assets, court finds it would be inequitable and unjust to let Bristol off the hook.  Court also finds Bristol potentially liable under RT Torts §324A for negligent undertaking (enhancement of the risk) by holding itself out as supporting the product in order to increase sales and confidence in the product.

4) Deep Rock doctrine (equitable subordination) TC "Deep Rock Doctrine" \f C \l "2" 
a) When a corporation is in bankruptcy, any debts owed by the corporation to controlling shareholders (which can be either an individual or a parent of a bankrupt subsidiary) may, under certain circumstances, be subordinated to other claims, including the claims of preferred shareholders, if the shareholder acted inequitably or unfairly.  

b) The ordinary “order of payment of debts”: (1) external creditors with secured interests; (2) debts to shareholders; (3) unsecured creditors; and (4) equity holders, who are not actually owed money, as distribution is at the company’s whim.  Shareholders often try to position themselves are shareholder debt holders and not as equity holders.

i) Under the Deep Rock doctrine, shareholders’ claims against the corporation are subordinated to those of all other corporate creditors, even if the controlling shareholders’ claims are secured, and all other creditor claims are unsecured.

ii) Factors that a court may regard as inequitable conduct that will justify subordination are same as those above for piercing, plus mismanagement (in excess of simple negligence).  Includes taking unreasonable amounts as salary, manipulating affairs of corporation in disregard of standards of honesty, or selling assets to the corporation at inflated prices.

iii) Costello v. Fazio: court applies Deep Rock doctrine where directors issued promissory notes to themselves for 88 percent of the corporation’s capital in anticipation of bankruptcy, in an effort to gain equality of treatment with secured, general creditors.  The directors took advantage of their fiduciary relationship to the corporation; irrelevant that the withdrawal of capital occurred before incorporation, for the inequitable conduct consisted in acting to the detriment of present or future creditors.  Directors’ claims subordinated to those of unsecured creditors.

c) Fraudulent conveyances or transfers

i) UFTA §4 (in California: Cal Civ Code §3439): where assets are conveyed or sold just prior to entering bankruptcy, presumably to prevent creditors from taking the asset, then the court will undo the transaction.  The asset goes to the creditors, and the buyer gets his money back.

ii) Two alternative prongs:

(1) Intent to defraud (a direct finding); or

(2) The transaction had the effect of limiting money available to creditors (a finding based on the circumstances)

Limited Liability Corporations (LLC)
1) Characteristics of the LLC TC "limited liability corporations" \f C \l "3" 
a) Cheap, quick to establish (60 minutes in Delaware), and best of both worlds: (a) flexibility and pass-through taxation benefits of the partnership form with (b) limited liability and managerial control of the corporate form.  
b) LLCs have been around for decades, but in the 1980s, IRS changed its rules so that shareholders pay taxes directly on the corporation’s profits.  Previously, the corporation paid corporate tax, and then shareholders paid taxes on their profits.
c) Must file Articles of Incorporation (name, address, agent to receive service of court documents); can be a one-person corporation

d) Philosophy of flexibility behind the structure

i) Elf Atochem v. Jaffari: LLC policy gives maximum freedom of contract and will enforce LLC agreements unless it contravenes mandatory statutory provisions, which are generally intended to protect third parties.  Where LLC agreement includes forum selection clause, all claims must be brought in that forum. 

2) Two forms of LLCs (ULLCA § 404)

a) Member-managed LLCs 

i) Shareholders serve as managers.  Each shareholder’s control is reflected in her financial contribution (number of shares).  Contrast with partnerships, where each partner has equal control. 

ii) Members have control and limited liability.  In partnerships, partners have control but not limited liability.
b) Manager-managed LLCs
i) Members nominate managers who run the business; they can fire the manager under ULLCA §112
ii) Members have limited liability and limited control
3) Distributional interests of members

a) ULLCA § 501: a member is not a co-owner of, and has no transferable interest in, LLC property.  A distributional interest, however, is personal property and may be transferred in whole or in part.

b) ULLCA § 502: a transferee who receives a distributional interest does not become a member.  He receives only the distributions to which the transferor would be entitled.

c) ULLCA § 503(a): a transferee who receives a distributional interest may become a LLC member if and to the extent the transferor gives that right in accordance with the operating agreement, or if all other members agree

4) Ensuring limited liability

a) To maintain benefits of limited liability, agents must announce to third parties that they are dealing with an LLC.  Under ULLCA §105, an LLC must have a name that bears the element “LLC.”  Purpose: to put people on notice that they are dealing with a separate legal entity.

i) Westec v. Lanham: no limited liability where the business card listed “PII” but did not indicate that PII is an LLC.  The court could have, but didn’t, use contract analysis to find there was no K with PII due to bilateral or mutual mistake, so the damage would lie where it falls.

b) ULLCA §303: members have limited liability (and avoid personal liability) even if (a) they are involved in control and management or (b) they fail to observe LLC formalities.

i) §303 appears to prevent corporate veil piercing, but not so, because veil piercing is an equitable doctrine.  Once the court invokes its equity powers to prevent injustice, it can ignore the statutes.

ii) Kaycee Land and Livestock v. Flahive: if LLC members do not respect the LLC’s separate entity and cause damage to third parties, its veil may be pierced.  Requires egregious injustice and severe abuse of the LLC form.  The standards are different from veil piercing of corporation, however, because LLCs need not observe the same level organizational formalities, as the structure is intended to provide flexibility.

5) Fiduciary duty of LLC partners

a) ULLCA § 103: LLC partners have a duty of loyalty, but they may opt out of it by specifying, in the LLC agreement, activities that do no violate the duty of loyalty, if not manifestly unreasonable, as well as the percentage of members needed to approve an act that would otherwise violate the duty of loyalty.

b) McConnell v. Hunt Sports Enterprises: partners may opt out of the duty of loyalty and explicitly agree to competition in their operating agreement.  However, the operating agreement also requires a majority vote before any actions are filed on behalf of the partnership.  That includes this suit, and there was no such vote. 

The Role and Purposes of Corporations
1) Various constituents of the corporation

a) Shareholders

i) Shareholder’s Wealth Maximization Norm: maximize shareholder value

ii) Establish corporate goodwill: implies a longer time frame

(1) Wrigley’s: by refusing to install lights in Wrigley’s stadium, the managers benefit the long-term interest of shareholders by creating goodwill in the neighborhood

b) Stakeholders and other constituencies

i) Community

ii) Workers and employees

iii) Society at large, fulfilled by contributing to education and general charities

2) Social responsibility: to whom do fiduciary duties run?

a) Traditional view:  
i) Managers and directors owe a fiduciary duty only to their shareholders.  The objective of the business corporation is to conduct business activity with a view to corporate profit and shareholder gain.  
(1) Dodge v. Ford Motor Co.: even when the corporation is running a profit, there is no obligation to distribute dividends.  Ford can invest in new facilities, decreasing profits in the long term, as long as it is part of a plan to increase profits in the long run.
ii) Direct benefits test:  Corporation can use its resources for humanitarian, philanthropic, or other public activities if the use was likely to produce a direct benefit for the corporation.
(1) A.P. Smith Mfg. v. Barlow: in the long term interest of shareholders for the company to make charitable contributions

b) ALI’s middle course

i) ALI §201(a): corporation’s main objective is the maximization of corporate profit and shareholder gain

ii) ALI §201(b)(2): even where corporate profits are not enhanced, management must take into account ethical considerations

(1) This is a loophole; the court can use it whenever it wants to.

iii) ALI §201(b)(3): a corporation may devote a reasonable amount of resources to public welfare, humanitarian, educational, and philanthropic purposes

(1) But what is reasonable?  In practice, goes to board of directors’ pet charities.  Courts accept business judgment of directors about whether a charitable donation will be good for the corporation in the long run.

c) RMBCA § 3.02: every corporation has the power to

i) Make donations for the public welfare or for charitable, scientific, or educational purposes

ii) Transact any lawful business that will aid governmental policy

iii) Make payments or donations, or do any other act that furthers the corporation’s business and affairs

Director’s Personal Liability: An Overview
1) RMBCA § 8.30 lays out the standards of conduct for directors
a) Directors shall act:
i) In good faith; and
ii) In a manner the director reasonably believes to be in the corporation’s best interests
b) Directors shall discharge his duties with the care of that of a reasonable person in his circumstances
c) Directors are entitled to rely on the corporation’s employees, a committee of the board, or other persons retained for their expertise (legal counsel, accountants), as long as (1) he does not have knowledge that makes the reliance unreasonable and (2) reasonably believes the employee, committee, or outside person merits confidence.
2) RMBCA § 8.31 lays out the standards of liability for directors
a) A director is not liable to the corporation or its shareholders unless
i) Bad faith; or
ii) A decision that director did not reasonably believe to be in the corporation’s best interest OR the director was not informed to an extent the direct reasonably believed to be appropriate in the circumstances; or
iii) Lack of objectivity due to director’s familial, financial, or business relationship with (or a lack of independence due to the director’s domination and control by) another person having a material interest:

(1) Where the relationship or domination/control could reasonably be expected to have affected the director’s judgment in a manner adverse to the corporation AND

(2) After ( establishes this reasonable expectation, the director cannot establish that he reasonable believed the challenged conduct to be in the corporation’s best interest; or

iv) Sustained failure of director to devote attention to the corporation’s ongoing business and affairs, or failure to make appropriate inquiry when particular circumstances arise that would alert a reasonably attentive director to the need for such inquiry; or

v) Receipt of financial benefit that director was not entitled to.

b) Where ( seeks money damages, he also has the burden of establishing

i) The corporation or its shareholders have suffered harm; AND

ii) The harm was proximately caused by the director’s challenged conduct

c) Where ( seeks other money payment under a legal remedy, such as compensation for unauthorized use of corporate assets, he has the burden of establishing that the payment sought is appropriate in the circumstances

d) Where ( seeks other money payment under an equitable remedy, such as profit recovery or disgorgement to the corporation, he has the burden of establishing that the equitable remedy is appropriate in the circumstances.

Duty of Care: Disinterested Conduct

1) In general, corporate managers (directors, officers, and, usually, controlling shareholders) may be held responsible for breach of duty to three classes of persons:

a) Creditors of the corporation;

b) Shareholders of the corporation; and

c) The corporate entity itself.

2) Courts recognize that

a) Since potential profit often corresponds to the potential risk, shareholders often assume the risk of bad business judgment;

b) After-the-fact judgment by courts is an imperfect device to evaluate business decisions; and

c) If liability were imposed too readily, it might deter many persons from serving as directors.

3) Business Judgment Rule: applies to all acts and omissions unless they involve fraud, illegality, conflicts of interest TC "Business Judgment Rule" \f C \l "2" 
a) Rule is procedurally-oriented, and informed by a deep respect for all good faith board decisions.

b) Three views of the business judgment rule
i) Rule of non-liability

ii) Rule of adjudication (or rule of abstention): not a substantive rule; presumption against judicial review of duty of care claims; court will not question business judgment.

iii) Rule of evidence

c) Gross negligence or waste, i.e. an exchange so one-sided that no business person of ordinary, sound judgment could conclude that the corporation had rec’d adequate consideration.

i) Kamin v. American Express Co.: court gives full deference to business judgment made in good faith; a reasonable director could think that the market would respond to a feint, even if the market doesn’t actually respond.  Business people, not judges, are the better makers of business decisions.

(1) Old view: everybody knew the market couldn’t be fooled by accounting tricks.  New evidence suggests that it happens; even though everybody knows it’s a bluff, the market doesn’t call it.

ii) Smith v. Van Gorkom: gross negligence is the standard for determining whether a business judgment was informed.  Gross negligence where the board failed to inquire where the sale price per share came from.  This is not a duty to be cautious, but a duty to collect enough information to reach a rational decision, even under time pressure.

(1) At the time, much criticism that the court did not know how quickly business decisions had to be made.  In practice, businesspersons have developed the capacity to get expert opinions very quickly, even over the weekend.

(2) Arguable the law has evolved since Van Gorkom, see Caremark
iii) Cinerama v. Technicolor: similar to Van Gorkom, board violated its duty of care by failing to check price, but court determined the price was fair -> no damages
iv) Brehm v. Eisner: absent intent to defraud, court will not hold directors negligent.  [AL] court retreats from this in Disney.

v) In re Walt Disney Co.:  shareholders requested company records under DGCL §220, found that directors were completely uninterested in Ovitz’ compensation package or in discharging him for case.  Because board didn’t care, court finds negligence.

(1) DGCL §220 uses shareholders’ right to information to mitigate directors’ access in information access
d) DGCL § 141(c): directors are fully protected in relying in good faith upon information:
i) The corporation’s records
ii) Any information, opinions, reports, or statements presented to the corporation by its officers, employees, committees of the board of directors
iii) Information, opinions, reports, or statements presented to the corporation by anyone on matters the director reasonably believes to be within the person’s professional or expert competence and who has been selected with reasonable care by the corporation.
4) Nonfeasance/director inattention TC "Nonfeasance / Inactive Directors" \f C \l "3" 
a) A total failure to act as a director presupposes that a reasonable business judgment has not been made.  A director might be found grossly negligent if

i) Fails to attend meetings;

ii) Fails to learn anything of substance about company’s business;

iii) Fails to read reports, financial statements, etc.;

iv) Fails to obtain help (advice of counsel) when sees things are going wrong with the corporation;


v) Otherwise “neglects to go through the standard motions of diligent behavior.”  (Francis v. United Jersey Bank)

b) Duty to monitor
i) Where directors have reason to suspect that wrongdoing might occur, they have duty to monitor to prevent the wrongdoing.  Of course, level of detail required for the monitoring program is a matter of business judgment.

ii) Deploying the arguments

(1) Directors were alerted that there was a problem (Francis)

(2) Directors knew there was a problem, implemented monitoring system, but the system wasn’t good enough.  But Caremark tells us that directors have broad latitude to determine adequate monitoring; just because something went wrong despite the monitoring system is not indication of breach.

iii) In re Caremark – unlikely directors breached duty to monitor where employees paid kickbacks to persons for referring Medicare patients, despite the fact that directors did everything it could to prevent the kickbacks (programs, manuals, training, compliance officer).  Caremark settled anyway to prevent accumulation of attorneys’ fees.

iv) Beam v. Martha Stewart Living: directors did not breach duty to monitor Martha Stewart.  There was no past indication of potential wrongdoing, plus it is infeasible to monitor a human being.  Invasion of privacy is not the issue; one can always sign away privacy, as do athletes who agree to drug tests when they sign endorsement deals.

Duty of Good Faith TC "Promoter’s Contracts" \f C \l "1" 
1) At common law, there is no affirmative duty of good faith.  Caveat emptor.

2) Today, developing sense that duty of good faith exists.  Cede announces triad of fiduciary duties—care, loyalty, and good faith.  But unclear what contours of good faith requirement are.

a) At the robust end, could be akin to good faith in the civil law tradition: a positive duty to act reasonably all the time, no matter what you do

b) Or it could be much less, merely a mental element of “clean mind,” i.e. without knowledge that things are otherwise (e.g., §141(e): directors are fully protected when relying on information in good faith.)

Duty of Loyalty:  Conflicts of Interest TC "Duty of Loyalty:  Conflicts of Interest" \f C \l "1" 
1) Unlike duty of care, which no one breaches without fraud or bad faith, the duty of loyalty has teeth

2) Duty of loyalty is about unjust enrichment.  Must show:

a) Impoverishment

b) Enrichment

c) Causal connection

d) Injustice

e) Lack of alternative remedies in law (not loss of K, loss of property right, etc.)

3) Two prongs to the duty of loyalty

a) No private benefits arising out of a conflict of interest

b) Full disclosure of material information

4) Main types of conflicts of interest

a) Executive compensation

b) Self-dealing

i) Old rule: transaction voidable by the company

ii) DCGL § 144: transaction not voidable simply because it involves an insider

c) Taking

i) Taking business opportunities and corporate assets

ii) But what is a corporate asset?

d) Mixed motivations

i) A manager trying to avoid a hostile takeover may be working for the company’s interest, but also to save his job

5) Rationale: societal accounting

a) Benefit of DOL violation to society versus its harm

6) Eisenberg on two types of conflicts of interest

a) Self-interest: fiduciary has a financial or familial interest in the transaction

b) Positional conflict: fiduciary doesn’t stand to derive private benefit, but he owes fiduciary obligation to others, who are themselves in conflict.  

i) Zahn: directors didn’t benefit from calling of the B shares, but they were dominated by Transamerica, which owned the A shares.  The real conflict of interest was between the B shares and the A shares.  The directors could have reconciled by disclosing.


7) Business Dealings with Interested Directors
a) Basic rule: fairness TC "Business Dealings with Interested Directors" \f C \l "2" 
b) DGCL § 144 on Interested Directors

i) A contract is not voidable solely because there’s an interested director if

(1) Full disclosure and authorization by a majority of disinterested directors or
(a) Lewis v. S.L.&E., Inc.: contract void where defendants, who were members of both the lessor and lessee boards, failed to show that rental value was fair and reasonable.  NY BCL § 713 presumes unfairness, which the interested directors must rebut.

(b) Cinerama v. Technicolor: once there is disinterested director approval, ( must show the transaction was not fair to the corporation

(c) Interested directors may be counted for quorum purposes

(2) Full disclosure and approval in good faith by shareholder vote or
(a) Once disinterested approval is established -> business judgment rule.  To void, must show (1) bad faith or (2) complete economic waste, not just stupidity

(b) Shareholders need not be disinterested, but see Fliegler
(c) Allows an interested director to end-run a reluctant board by going to shareholders, but see Fliegler
(d) Fliegler v. Lawrence: court required showing of intrinsic fairness where most of the shareholders who ratified the deal were the interested directors acting in their role as shareholders.  Approval must be by the disinterested, i.e. those who might be taken advantage of.  Because only a third of the disinterested shareholders voted, the court could not conclude that “the entire atmosphere had be freshened.”  Court has a role in ensuring fairness, including procedural fairness (as here).

(3) The contract is substantively (or inherently) fair to the corporation at the time it is authorized, approved, or ratified

(a) Higher standard than business judgment rule; must show it was a decent transaction.  Courts scrutinize terms of the deal, particularly the price.  The transaction must also be of value to the corporation, judging from its needs and the scope of its business.

(b) Unlike Cal. Civ. Code § 310 and BCL § 713, DGCL § 144 is silent on who carries burden of showing substantive fairness

(c) This provision encourages interested parties to take a chance.  Rather than making a full disclosure, they can go to court after the fact and argue that the transactions were substantively fair.  This deviates from the general approach to fiduciary law and reflects the legislature’s strategic decision to side with businesses (where power resides).

(d) Bayer v. Beran: fair for president’s wife to sing in radio advertisements, as she was established singer.

c) Cal. Civ. Code § 310 provides greater shareholder protections than does DGCL § 144

i) Transaction is not void or voidable solely because there are interested insiders if

(1) Full disclosure and approval in good faith by disinterested shareholders; or

(2) Full disclosure and approval in good faith by disinterested directors and contract is just and reasonable to corporation at time of approval; or

(3) Person asserting validity shows contract was just and reasonable at time of authorization or ratification (burden on defendants).
8) Corporate Opportunities TC "Corporate Opportunities" \f C \l "2"  
a) Duty of loyalty bars a director from taking for himself any advantage or business opportunity that properly belongs to the corporation.  The director owes the corporation at least a right of first refusal.  

b) Old rule: Guth v. Loft (Del. 1939)

i) Is the corporation financially able to take advantage of the opportunity?

ii) Is the opportunity in the corporation’s line of business?

iii) Is the director’s self-interest in conflict with that of the corporation?

iv) Does the corporation have a reasonable expectation to the opportunity?

c) Modern approach, ALI § 505 (page 383 casebook, look up when using) broadens scope of corporate opportunity

i) A director or executive may not take a corporate opportunity unless

(1) He first offers it to the corporation and discloses the conflict of interest; and

(2) The corporation rejects the opportunity; and

(3) Either

(a) The opportunity’s rejection is fair to the corporation; or

(b) The opportunity is rejected in advance by disinterested directors following disclosure, in a manner that satisfies the business judgment rule; or

(c) The rejection is authorized in advance or ratified by disinterested shareholders following disclosure, and the rejection is not a waste of corporate assets

ii) ALI defines a corporate opportunity as:

(1) An opportunity that a director or executive becomes aware of either

(a) In connection with his duties as director, or under circumstances that should reasonably lead him to believe that the person offering the opportunity expected it to be offered to the corporation; or

(b) Through the use of corporate information or property, if the opportunity is one that the director should reasonably expect to be of interest to the corporation; 

(2) Or any opportunity to engage in a business activity which an executive knows is closely related to a business in which the corporation engages or expects to engage 

iii) Rationale for ALI rule: information asymmetry

(1) A business opportunity is all information that comes to a director through his power position and may eventually be used by the corporation

(2) The duty of full disclosure undoes the power asymmetry.  Once there is full disclosure, then the opportunity may be accepted or rejected by somebody making a disinterested decision on the corporation’s behalf.

d) Northeast Harbor Gulf Club, Inc. b. Harris:  Breach of the corporate opportunity doctrine where president purchased land next to the golf club.  Although the land would not have been used for playing golf, its development had implications for access to the club.  Court uses ALI rules to find that the corporate opportunity was related to the club’s core business, regardless of whether it’d have been used to play golf.

e) Broz v. Cellular Information Systems, Inc.:  No breach of doctrine where the company was (a) not in a financial position to exploit the opportunity; (b) their business plans did not involve new acquisitions; (c) the director competed not with the corporation, but with an outside entity, which later bought out the corporation.

9) Dominant Shareholders TC "Special Problems of Parent-Subsidiary" \f C \l "3" 
a) When the board of directors of one corporation is controlled by (or composed of) the board of another corporation, the directors owe each corporation the duty to make the best possible deal for it

i) Old strict view contracts between corporations having common directors may be avoided by either corporation because of the conflict of interest, regardless of fairness

ii) Modern view permits such inter-corporate transactions, subject to the same general requirements as for interested director transactions (disclosure and fairness). 

b) Power disparity exists because the dominant shareholders can unilaterally affect the welfare of the corporation and minority shareholders

i) No conflict of interest where one corporation is a wholly-owned subsidiary of another.

ii) Conflicts arise where the parent owns a majority of the subsidiary’s shares, and there are other minority shareholders who may be affected by parent-subsidiary dealings.  Basic question is whether the transaction was fair to the subsidiary.

c) Sinclair Oil Corp. v. Levien
i) Courts apply intrinsic fairness test where a parent, by virtue of its domination, has received something from the subsidiary to the exclusion of, and detriment to, the minority stockholders.  The intrinsic fairness test shifts the burden of proof to the parent.

ii) Self-dealing required before the court will invoke the intrinsic fairness test
(1) No self-dealing where parent paid out huge amounts of subsidiary’s dividends at a time when the parent needed cash, because the minority shareholders received a proportionate share of the dividends.  The dividend payments complied with the business judgment rule.  Motives for dividend distribution are immaterial unless plaintiff shows improper motives and waste.

(2) No self-dealing where parent purchased and developed oil fields in different countries because plaintiff could not show that these opportunities came to the subsidiary.  No need to share the opportunities.  And even if parent was wrong to develop the opportunities, unclear which subsidiary it should be required to share with.  The subsidiary here had no special expertise for these specific oil fields.

(3) Self-dealing found where parent contracted with the subsidiary, and then breached the contract by failing to pay for crude oil and by failing to buy the agreed-upon minimum of oil from the subsidiary.  The breach is not intrinsically fair to minority stockholders, who cannot partake in the oil sent to, but not paid for, by the parent.

iii) AL: but there is a limit on what dominant shareholders can do

(1) Extraction of value -> private benefit -> causing weaker party to lose a legitimate expectation

(2) Legitimate expectations

(a) No guarantee of return

(b) So proportionate distribution of dividends is okay, but not if the money had been extracted for other purposes

d) Zahn v. Transamerica 

i) Transaction voidable where Class Bs took advantage of their position to kick Class As out of the corporation.  Class As had the means to protect themselves, if only they had known what the inventory was worth.  The remedy is designed to reproduce the situation as if Class As had the information, converted their shares to Class Bs, and then participated equally in the distribution.

ii) While it’s arguable that everyone should know the value of tobacco, courts assume that nobody, not even the market, has perfect information.

10) Disclosure TC "Competition with the Corporation" \f C \l "2" : the duty of loyalty requires full disclosure of all material information
a) Context: when must information be disclosed?

i) Pre-Malone v. Brincat
(1) Managers must disclose all material information whenever shareholder action is requested 

ii) Post-Malone v. Brincat
(1) Where there is request for shareholder action, managers have an affirmative duty to disclose

(a) Detrimental reliance on the information is not necessary

(2) Where there is no request for shareholder action, managers have no affirmative duty to disclose, but if they choose to disclose, they must do so truthfully.  
(a) A breach can lead to a derivative claim on behalf of the corporation or a cause of action for damages.
b) Materiality: what information must be disclosed?

i) Material information defined

(1) Economic and business-related:  information that relates to the business of the corporation is material.  Must be significant to the corporation’s economic prospects.

(2) Information that is not obviously economic or business-oriented, e.g. political inclinations, corporate deals with Iran, Iraq, or apartheid South Africa:  actions often brought, but SEC says it’s outside their scope.

ii) Material information after Alessi v. Beracha
(1) Information that would be important to the reasonable investor and would therefore alter the total mix
(a) If information has to do with the corporation’s integrity, then shareholders want to know all, as it might indicate problems with management

(b) Expectancy = Probability x Magnitude

(i) E = expected materiality or importance of the event

(ii) P = probability of the event occurring

(iii) M = magnitude/impact of the event

1. If M is the death of the corporation, then even a low P will make the information material

Opting Out: Exemptions, Indemnification, Insurance

1) Pros and cons of allowing corporations to opt out

a) Corporations should not be allowed to opt out

i) Fear of informational disparity

ii) If there is no liability, then no negative incentives and no deterrence

iii) Option to opt out subverts the law’s purpose of guiding behavior

iv) Fiduciaries must have duties; otherwise they will over-reach

v) Moral hazards: any liability that reflects a moral hazard should not be subject to opting out

(1) Carter v. Brehm (1766): insurances are sold on the premise that nobody know what will happen in the future, so insurance companies can charge a premium to compensate them for the probability of somebody dying or a house going up in flames.

(a) But if the insured can cause the event (set the house on fire), then he knows more than the insurance company.  For this reason, insurances are never valid for events caused knowingly, intentionally, or purposefully.  There’d be a market failure if courts recognized such claims.

(b) Adverse selection: only bad guys will buy insurance, because they know they’ll set the house afire.

(2) Breach of duty of loyalty usually willful and knowing, hence implicates moral hazard and are not subject to opting out.  There is a rarely used exception for duty of loyalty breaches done in good faith.

(3) DGC L § 102(b)(7) allows employers to exempt their directors from personal liability, but it is qualified with a good faith requirement

b) Counterarguments

i) No one will sit on boards if they think they can be personally sued, and even if they are not liable, they still must pay attorneys’ fees

c) The rules on indemnification and insurance try to strike an appropriate balance

2) The law on opting out

a) DGCL § 102(b)(7): no opting out of the duty of loyalty, with exception for good faith breaches

i) Delaware law takes the duty of loyalty very seriously

ii) A prophylactic measure to prevent people from coming close to DOL breach

b) RMBCA § 2.02: allows corporations to eliminate director’s liability for breaches, except for (1) amount of financial benefit received by a director to which he is not entitled; (2) intentional infliction of harm of the corporation or the shareholders; (3) intentional violation of criminal law

i) For this reason, corporations really don’t need insurance policies, except to cover legal fees

3) Indemnification

a) DGCL § 145 on indemnification

i) Section 145(a):  For suits against directors by third parties, indemnification allowed for expenses, judgment, fines, and amounts paid in settlements if the director acted in good faith and in a manner the person reasonably believed was in the best interests of, or not opposed to, the corporation.

ii) Section 145(b):  For derivative suits “by the corporation,” indemnification allowed for expenses.  Judicial approval necessary if the person seeking indemnification has been found liable to the corporation.

iii) Section 145(c): Expenses may be reimbursed if the defendant was “successful on the merits or otherwise.”

iv) Section 145(e): Expenses, including attorneys’ fees, may be advanced.  If indemnification is later found unauthorized, the expenses must be repaid.

v) Section 145(f): Parties may agree to greater indemnification

b) Waltuch v. Conticommodity Servs.
i) DGCL § 145(f) does not allow a corporation to bypass the good faith requirement of § 145(a).  Indemnification is not appropriate unless the director’s good faith is established.

ii) Under § 145(c), “successful on the merits” means any result that does not involve an adverse judgment or other detriment.  

(1) Indemnification allowed (and required here because of a contractual obligation) where the director was dismissed from the suit with no settlement contribution, even if the corporation’s settlement may have encompassed the charges against the director individually.

(2) This holding encourages corporations to expressly leave its directors out of its settlement.

c) Citadel Holding Corporation v. Roven
i) Even under the contract for indemnification, Citadel is not required to advance unreasonable expenses.  Is it reasonable to advance expenses for defending an insider trading action?

ii) The criteria for advances can be different from the criteria for indemnification.

iii) Roven accused of insider trading, but plays it off as a “chapter” in his struggle for control with another director.   

d) RMBCA § 8.51 on permissible indemnification

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

(1) He conducted himself in good faith AND

(a) He reasonably believed

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

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

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

(2) Indemnification for the conduct is provided for in the articles of incorporation

(3) 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

ii) Corporations may not indemnify directors:

(1) 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)

(2) 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.

4) Insurance

a) Director and officer (D & O) liability insurance is nearly universal

b) But because many now have high deductibles, maximum overages, and exclusions (for violation of anti-pollution laws, actions by regulatory agencies, certain violations of securities law, for example), some corporations have combined to form their own insurance companies for writing D & O coverage.  Others have formed trust funds.

c) RMBCA § 8.57 on insurance

i) Corporation may purchase insurance to cover liability asserted against a director, regardless of whether the corporation would have the power to indemnify or advance expenses to him

Inside Information

1) Resembles a DOL breach in that it involves the use of corporate property (information) for private benefit

2) The protected interests

a) Prohibition designed to alleviate information disparities, which have direct impact on performance in the stock market

i) People who know more do better

ii) Market professionals who can figure out how the market functions break even.  They don’t have an advantage, but they are sophisticated enough not to be disadvantaged.

iii) The uninformed are disadvantaged.  These are the people who (a) face liquidity shock; (b) get a sudden inheritance; (c) need money enough to sell their securities at suboptimal prices

iv) Prohibition of insider trading justified by assumption that society wants to protect the disadvantaged.  A paternalistic notion.

b) Prohibition is designed to protect corporate governance
i) Insiders are exposed to insider information because of their power positions in the corporation.  If they were allowed to take advantage of it, it’d be bad for corporate governance.  How this occurs is not always self-evident.  For one example, see Texas Gulf Sulphur, where managers endangered the corporations’ prospects of securing mineral rights.

3) Federal securities law

a) Rationale underlying Securities Exchange Act of 1934

i) To promote free and open public securities markets

ii) To protect the investing public from suffering inequities in trading, including those caused by information disparities resulting from publication of false or misleading corporation information

(1) To violate, a company need not take advantage of that misleading information in the stock market.  Just that it put out the false information is sufficient.  (TGS).

b) SEC Rule 10b-5

i) Prohibits fraud in the sale or purchase of securitie

ii) 1940 SEC case: possession of nonpublic information = fraud

(1) But most people trade on nonpublic information.  Some obtain it by chance, others by talking to people.  Most people trade because they think they know better.  Thus, it is not practical to prohibit all trading that is based on nonpublic information

4)  SEC v. Texas Gulf Sulphur Co.: for the first time, the Supreme Court affirms SEC’s position that insider trading is a form of fraud.  Insider training if it is a form of DOL breach, i.e. use of corporate assets for personal benefit.

a) Establishes the disclose or abstain rule

i) If you know more, you can disclose and lose the information, or you can forego the economic advantage

ii) TGS is very unclear on who it is that must disclose or abstain

b) Establishes the theory of materiality
i) Material information is any information that is important to a reasonable investor

c) Establishes the rule of soft information
i) E = P x M.  E must be something economically significant for the corporation.  Curiosity does not suffice.

d) Rule 10b-5 is “based in policy on the justifiable expectation of the securities marketplace that all investors trading on impersonal exchanges have relatively equal access to material information.”

i) TGS does not limit the prohibition on use of inside information to corporate insiders.  It is very broad, and thus departs from the corporate governance justifications for the rule.

ii) How much do we want the securities market to be fair?  

(1) Most insider trading escapes detection.  Given that enforcement is poor, isn’t it misleading to convey the impression that the market is fair when it’s not?

(2) If everybody knows it is not fair, then isn’t this fairness in itself?  Goes back to whether society wants to protect those who know less.

iii) Argument that insider trading is a good way of compensating employees.  But if some articles of incorporation authorized insider trading, but others didn’t, then wouldn’t outsiders be more likely to invest in companies that don’t authorize such inside trading? (page 491)

e) TGS hits copper, insiders rush to buy, market gets suspicious, news leaks, SEC starts investigating.  This harms the corporation because people who live in the area read the news and realize their land is valuable, limiting TGS’ ability to purchase land and secure mineral rights.

5) Dirks v. SEC: Dirks received material nonpublic information from insiders of a corporation with which he has no connection.  The people who gave him the information wanted him to expose fraud.

a) A tippee assumes a temporary fiduciary duty to a corporation’s shareholders if he knows or should know that the source of the information has breached a fiduciary duty in disclosing the material nonpublic information.

b) Whether the source has breached his duty depends on whether he will personally benefit, directly or indirectly, from his disclosure, i.e. received monetary or personal benefit, or was making a gift of the information to the tippee.  In this case, the sources simply wanted to expose fraud, so they did not breach.

6) United States v. O’Hagan
a) Establishes the misappropriation theory
i) Somebody who misappropriates material, nonpublic information should not trade on it.

ii) Misappropriation = obtained information through breach of fiduciary duty (to anyone, not just the issuing corporation)

b) If the fiduciary had disclosed to the source that he planned to trade on the nonpublic information, then the SEC could not impose liability under § 10(b), because there was no deception

c) Swizer: somebody who bumps into material nonpublic information accidentally and does not know the source was subject to a fiduciary duty, made trade on the information.

d) Rationale for the misappropriation theory weak

i) To prevent people from trading on illegitimately-gained information

ii) You can disclose (and incur your employer’s wrath because you ruined a deal) or abstain

iii) The rationale is moral (it’s bad to steal), and not about the economics of securities trading

Derivative Suits

1) Direct versus derivative suits

a) Direct suits: brought on a claim belonging to the shareholder, usually involving contractual or statutory rights of the shareholder, the shares themselves, or rights relating to the ownership of shares.  

i) Typical direct suits

(1) Suits to vindicate shareholder’s structural, financial, liquidity, and voting rights, e.g. to recover dividends, examine corporate records, compel registration of a securities transfer

(2) Class actions by shareholders under SEC Rule 10b-5

ii) Eisenberg v. Flying Tiger Line, Inc: court finds claim to be direct rather than derivative.  Through reorganization, plaintiffs hold stocks in a holding company, but all business operations are handled by the company’s subsidiary.  Because the reorganization deprived minority stockholders of any voice in the company’s operations, court finds that (s had a class action, direct cause of action.  

iii) Grimes v. Donald, page 241: court finds this claim to be direct because Grimes seeks only a declaration that the agreements are invalid; no monetary recovery will accrue to the corporation.  However, there is no claim because the business judgment protects the board’s decision to enter into the contract.  It might be stupid, but the decision did not involve a conflict of interest.

b) Derivative suits: a claim brought by shareholders in the right of a corporation to procure a judgment in the corporation’s favor.

i) Special inquiry test
(1) Must allege an injury “separate and district form that suffered by other shareholders or a wrong involving a contractual right of a shareholder which exists independently of any right of the corporation.” (Grimes, page 243).

ii) Two-prong test, adopted by the Delaware Supreme Court in favor of the special inquiry test in Tooley v. Donaldson, Lufkin & Jenrette (2004)

(1) Who suffered the alleged harm, the corporation or the suing stockholders, individually?

(2) Who would receive the benefit of any recovery or other remedy, the corporation or the suing stockholders, individually?

iii) Doctrine of reflective damage insufficient to establish derivative suit, i.e. anything that harms the corporation also harms the shareholder.

2) Bond requirement: Cal., NY, Del. ($50,000 in NJ)

a) Cohen v. Beneficial Industrial Loan Corp.: court upholds bond requirement as legitimate way for states to strike balance between allowing suits and preventing strike suits.  State law also requires plaintiff to pay reasonable expenses and attorney’s fee to defense if he fails to make good his complaint.

i) Strike suits: suits brought for their nuisance values; plaintiffs usually bought off by secret settlements where the suing stockholder was paid off and no wrong redressed

3) Remedies for derivatives suits

a) Usually the remedies run to the corporation

i) Court has authority to award individual recovery.  Lynch v. Patterson, p.240: L owned 70% and P owned 30%.  L gave themselves crazy salary increases, P sued to recover the excess salary.  Court awarded damages to P, because corporate recovery would simply return the funds to the wrongdoers’ control.

b) Encouraging settlements

i) If a derivative action settles before judgment, corporation can pay legal fees of ( and ∆

ii) If a judgment for monetary damages is imposed on ∆s, then ∆s (personally) must pay damages and may have to pay the cost of their defenses as well

4) Demand

a) Before filing derivative suit, a shareholder must demand that the corporation bring the suit in its own name

i) Rationale

(1) Exhaustion of intracorporate remedies; avoid litigation

(2) Allow corporate directors to correct alleged abuses

(3) Relieve courts of need to interfere in internal corporate governance

(4) Provide corporate boards with reasonable protection from harassment by litigation on matters clearly within the directors’ discretion

(5) Discourage strike suits brought for stakeholder’s personal benefit rather than for the corporate good

ii) Upon receiving a demand, the board rejects the suit based on a rational, good faith, informed decision that is anchored in some basis of information, i.e. it launches an investigation, consults neutral parties and experts.

iii) Once a demand is made, plaintiff loses right to plead excusal.  He has deferred to the judgment of the board and cannot then argue that it lacks independence.

b) Excusal

i) A reasonable doubt exists that the board is capable of making an independent decision to assert the claim if a demand were made

(1) Majority of the board has a material financial or familial interest OR

(a) Directors are self-interested in a transaction if they receive a direct financial benefit from that transaction which is different from the benefit to shareholders generally

(b) A director who votes for a raise in directors’ compensation is always interested because he receives a personal financial benefit.  (Marx v. Akers).

(2) Majority of the board is incapable of acting independently for some reason such as domination or control; OR

(a) Usually a dominant shareholder, such as Transamerica in Zahn
(3) Directors failed to exercise their business judgment in approving the transaction

(a) Bad faith

(b) Failure to become informed before making decision

(c) Amounts to corporate waste

(d) Rationale: if there was bad faith in the original transaction, no reason not to go forward with the suit

ii) Demand is not excused simply because plaintiff sues all members of the board

iii) Once demand is made, shareholder may not argue it was excused

c) Wrongful refusal

i) If demand is made and rejected, the board has presumption of the business judgment rule

ii) Burden on shareholder to allege facts with particularity creating a reasonable doubt that the board is entitled to the presumption.

(1) Doubts that the board acted independently or with due care in responding to claim

d) Universal demand
i) ALI and RMBCA approach

ii) Demand required before plaintiff may file a derivative suit

5) Special Litigation Committees
a) After derivative suit is filed, board of directors names a SLC to review the case.  The committee must be composed of disinterested directors.  After investigation, the committee finds that it’s not in the corporation’s best interest to continue the suit and terminates the action.

b) Business judgment review

i) So long as the SLC is independent and disinterested, then the business judgment rule shields its decisions.  They may not be members of the board at the time of the challenged first-tier transactions.  The decisions must be rational, informed, and made in good faith.

(1) Plaintiff may show that the investigation was so restricted in scope, so shallow in execution, or otherwise so pro forma as to constitute a pretext or sham.

(2) SLC has the burden of establishing its independence.  Discovery may be taken as to whether it is truly indpendent.

c) Heightened review

i) Zapata Corp. v. Moaldonado: courts should apply a two part process before granting SLC’s motion to dismiss:

(1) Under Rule 56 standards, was the committee independent and did it show reasonable bases for good faith findings and recommendations?  

(2) Applying the court’s own independent judgment, should the suit be dismissed?  The court may weigh ethical, commercial, promotional, public relations, employee relations, fiscal, legal considerations.  A Court of Chancery sees such cases regularly and is competent to deal with such matters.

(a) This is a serious incursion into the rationale behind the business judgment rule, i.e. that courts are not competent to meddle in business decision.

d) Contextual review

i) In re Oracle Corp. Derivative Litigation: court conducts a searching contextual analysis of SLC members’ relationship to the board members and their mutual ties to Stanford University, and concludes that the SLC could not have been independent given human nature.

(1) SLC Report does not disclose the extent of the affiliations with Stanford University.  It does not matter that the board didn’t realize some of these affiliations; they should have researched.

(2) Homo sapiens is not merely homo economicus.  The law should not be based on a reductionist view of human nature that simplifies human motivations as purely economic.  Institutions have norms that channel their members’ behaviors, and some things are “just not done.”

(a) Court uses a general sense of human nature.  If the SLC members are different, it is up to the SLC to demonstrate that.

(b) One of the ∆ board members is worth billions and serves as the key force behind a very important social institution in Silicon Valley.  Thus, “[t]he notion that anyone in Palo Alto can accuse Ellison of insider trading without harboring some fear of social awkwardness seems a stretch.”  This simply recognizes that accusing such a significant person in the community of serious wrongdoing is no small thing.

(3) Applicability of Oracle approach to other matters unclear

(a) Beam ex rel. Martha Stewart Living Omnimedia, Inc. v. Stewart: this analysis does not apply to presuit demands.  SLCs have procedural demands (SLC has burden to show it is “above reproach” and there is discovery) that are not present in the demand-excusal context.  Furthermore, the connections at issue are factually distinct from the Stanford connections.













32

