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N. HANNINGTON



SHORT FORM OUTLINE

PART A: Intro to Business Organizations:  Boston Beer Works Article o Participants:  Steve Slesar: beer brewing expert  Marc Kadish: kitchen expert  Joe Slesar: front of the house o Formed business based on each person’s expertise. But, they had different management styles, Marc was very laid back but Joe was very rigid. o Appeared they created a partnership because the article said it was a partnership (but probably used in layman’s term). They also could have created a corporation because there was a shareholder’s agreement.  A corporation is owned by the shareholders  A partnership is owned by the partners  Note: type of agency formed is significant because there are different tax and liability implications.  Attorney’s Role in Business Organizations  Business Organization: Size Spectrum PART B: Agency Law  PART 1: Agency Definition (Rest. Sec. 1) o Gorton v. Doty o Jenson Farms v. Cargill o Practice Pointers  PART 2: Agency’s Legal Consequences o Duties Owed (A to P) o Principal’s Contract Liabilities  Actual Authority  Apparent Authority  Inherent Agency Power  Ratification  Estoppel o Mill St. Church v. Hogan (Actual Authority) o 370 v. Ampex (Apparent Authority) o RELEVANT RESTATEMENT SECTIONS  Express Actual Authority (Restatement Sec. 7, 26, 34)  Implied Actual Authority (Restatement Sec. 7, 26, 34, 35)  Apparent Authority (Restatement Sec. 8, 27) o Actual v. Apparent Authority—Perspective and Consequences o Authority Examples o Inherent Agency Power  Watteau v. Fenwick (Inherent Agency Power)  Restatement Sec. 8A, 4, 194, 195 o Ratification
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N. HANNINGTON  Restatement Sec. 82, 83  Affirmance Scenarios  Limitation  Legal Consequences v. Authority Scenarios o Estoppel  Hoddson v. Koos Bros. (Estoppel)  Restatement Sec. 8B  PART 3: Principal’s Tort Liability o Servant v. Independent Contractor  Rest. Sec. 1  Rest. Sec. 2, 220 o Vicarious Liability (Masters Liability for Servant’s Torts) o Murphy v. Holiday Inns, Inc. (Vicarious Liability—Franchising) o Miller v. McDonald’s Corp (Tort Liability & Apparent Agency) o Manning v. Grimsley (Scope of Employment) o Scope of Employment (Rest. Sec. 228(1), 228(2), 229, 230, 231)  Road Rage Cases  Winter Hill Gang Cases  Davis Case  PART 4: Agent’s Fiduciary Obligations o General Automotive v. Singer o Agent’s Fiduciary Duties (Rest. Sec. 1, 387, 388, 389-92, 393, 394, 395, 398, 379(1), 399, 401, 403) o Town & Country (Agents’ Fiduciary Obligations after agency) PART C: Partnership  PART 1: Definition of Partnership  Restatement Sec. 6(1), 7, 18(g), 16 o Partnership Law o Forming a partnership o Operating a partnership o Model of General Partnership o Fenwick v. Unemployment Compensation Commission (Partners v. Employees) o Martin v. Peyton (Partners v. Lenders) o Young v. Jones (Partnership by Estoppel) o Meinhard v. Salmon (Partners’ Fiduciary Obligations) o Fiduciary Obligations—UPA (1914)  Sec. 20: re: information  Sec. 21: fiduciaries—account for benefits & hold as trustee any profits…from any transaction connected with partnership or from use of its property  Sec. 22: right to a formal account o Meehan (Grabbing & Leaving) o Lawlis (Expulsion) o Putnam v. Shoaf (Partnership Property) o Partnership Property—UPA (1914)
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N. HANNINGTON Sec. 24: Each partner has 3 property rights  Rights in specific partnership property o Sec. 25: tenant in partnership ownership  Interest in the partnership (only right that can be transferred) o Sec. 26: share of profits in surplus when being distributed  Right to participate in management o Sec. 18(e), 18(g) o Partnership Property—UPA (1997)  Only 1 property right for partners (Sec. 502 ―Transferable Interest‖)  Sec. 501: partnership now owns all property  Sec. 502: Transferable Interest (only property interest) o Compare to UPA (1914) Sec. 26  Sec. 503: Legal consequences of transfer of partner’s interest o Compare to UPA (1914) Sec. 27  Sec. 504: Charging Order o Compare to UPA (1914) Sec. 28  PART 2: Running the Business of a Partnership o How is the business run?  Management rights  Authority rules  Settling differences of opinions  Role of an executive/management committee  Role of partnership agreement o Who is liable for partnership liabilities/debts/obligations?  Liabilities of partners  Liabilities of partners—joint v. joint & several  Role of partnership agreement o Partnership Management—UPA (1914)  Sec. 18(e): rights in management and conduct of business  Sec. 18(f): entitled to remuneration for acting in partnership business?  Sec. 18(h): majority vote o Nabisco v. Stroud (Partner’s Management Rights) o Majority Rule Hypo o Summary of Authority Rules  Sec. 9(1): each partner = agent of partnership (agency law applies)  Act for apparent carrying on in the usual way the partnership business binds the partnership, UNLESS o (1) Partner lacked authority (restricted); AND, o (2) 3rd party has knowledge on the restriction on authority  Sec. 9(3): Acts that are NOT apparently for carrying on the partnership business in the usual way do NOT bind it UNLESS:  Sec. 9(4): Acts by partner in violation of a restriction on authority—when is the partnership NOT bound? o Day v. Sidley & Austin (Partners’ Management Rights) o Partnership/Partner Liability for Wrongful Acts  Sec. 13: partner’s wrongful act/omission in ordinary course of business 
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N. HANNINGTON  i.e. tort  Sec. 14: partner’s misapplication of $/property of a 3rd party which was received by a partner of the partnership  i.e. embezzlement  Sec. 15(a): Joint & Several liability  Sec. 15(b): Joint liability  Sec. 18(b): partner’s right to contribution from partnership for his obligations  Compare UPA (1997): Sec. 306: liability sharing rule o Raising Additional Capital  Partners invest more  Partners loan money  Bring in new partners  Note: Dilution Effect  Borrow from banks  Retain earnings, etc. o How do Partners make $?  Salary  Share of Profits  Transfer of interest in partnership  Role of partnership agreement?  PART 3: Dissolution of Partnership o Definition of Dissolution  Voluntary v. Involuntary  Power v. Right to Dissolve  Breach of Partnership Agreement  Role of Courts  Role of Partnership Agreement o Consequences of Dissolution  Options available to partners  Rights in regards to partnership property o Sharing of losses/division of remaining assets o Buyout Agreements—issues in drafting and enforcement o Dissolution—UPA (1914)  Sec. 29: Dissolution Definition  Sec. 30: what happens after a dissolution  Legal v. business consequences  Sec. 31: which causes violate partnership agreement? What causes do not violate partnership agreement?  Relevance of duration of partnership  Power v. Right to dissolve  Sec. 32: Grounds for Court Dissolution  Mandatory or discretionary? o Owen v. Cohen (Right to Dissolve) o Prentiss v. Sheffel (Consequences of Dissolution) o UPA (1914) Sec. 38—2 Paths for Dissolution
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N. HANNINGTON (1) Dissolution without Partnership Agreement violation: unless without agreed, each partner can force liquidation; pay partnership liabilities; pay surplus (if any) to partners  (2) Dissolution in contravention of Partnership Agreement: innocent partners can choose  (a) liquidate; wrongful partner pays damages; OR  (b) continue with business using partnership property o Must pay wrongful partner the value of his interest in the partnership MINUS damages; ignore value of good-will business transactions o Death of a Partner—UPA (1914) Sec. 38 & 42  i.e. Singer Sewing Machine o Kovacik v. Reed (Sharing Losses) o G&S Investments v. Belman (Buyout Agreements) o UPA (1997)—―Dissociation‖  Sec. 601: ―dissociation events‖  Sec. 602: power to dissociate at any time, but may be wrongful and be basis for damages  Art. 7: dissociation when business is continuing; purchase dissociated partner’s interest at buyout price (default calculation); +pay interest from date of dissociation  Art. 8: dissociation when business is dissolved & wound up; dissolution events listed in Sec. 801  PART 4: Limited Partnerships o Holtzman v. De Escamilla o Definition of Limited Partnership (LP)  General partners’ role/liability  Limited partners’ role/liability o Method of Formation of LP  Result if not successfully formed: o Hybrid between General Partnership and Corporation o Limited partners’ risk of losing limited liability  RULPA sec. 303: lessens risk  (a) limits persons to whom may be liable  (b) safe harbor—actions limited partners can take without being deemed to participate in control PART D: Corporations:  PART 1: Nature/Definition of Corporations o Participants in Corporations  Shareholders  Board of Directors  Officers o Nature of the Corporation  Promoters and the Corporate Identity  Fiduciary duties of promoters 
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N. HANNINGTON Pre-incorporation contracts o promoter liability v. corporate liability  Formation of the Corporation  [Idea]promoter fiduciary duty/liability (pre-incorporation period)[Incorporation] (limited liability begins)  The Corporate Entity and Limited Liability  PCV (―piercing the corporate veil‖)  Contract v. Tort  Individual shareholders v. parent/subsidiary  Role and Purposes of the Corporation Southern-Gulf Marine v. Camcraft (Promoters and the Corporation) Promoters—Duties and Liabilities  What is a ―promoter‖?  Promoters + 3rd parties  Promoters + Corporation  Promoter’s Fiduciary Obligations Pre-Incorporated Contracts  Once a corporation exists does it automatically bind? How does it become bound?  Is the Promoter who signed contract liable? When does liability end? Formation of a Corporation:  How?  Where? (DE has set out laws that make it a favorable place)  Basic Incorporation Documents (―Charter‖)  Articles of/Certification of Incorporation  Bylaws  Minutes of Organizational Meeting (or unanimous written consent)  MBCA—model act v. uniform act Mechanics of Incorporation:  Select a Corporate Name (MBCA 4.01)  File Articles/Certificate of Incorporation (MBCA 2.01-2.03)  Mandatory v. permissible contents  Massachusetts ―Articles of Organization‖  Hold Organizational Meeting (MBCA 2.05)  Elect directors, appoint officers  Approve bylaws (MBCA 2.06)  Authorize bank account; approve minute book; form stock certificate, etc.  Issue shares of stock to initial shareholders Walkovszky v. Carlton (Limited Liability) Sea-Land v. Pepper Source (Limited Liability)  Van-Dom TEST: Piercing the Corporate Veil  (1) no way to separate existence  (2) separation was fraudulent/involved injustice In re Silicone Implants (Limited Liability—Products Liability) 



o o
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N. HANNINGTON  PART 2: Role and Purpose of Corporations o A.P. Smith Manufacturing Co. v. Barlow o Dodge v. Ford Motor Co. o Shlensky v. Wrigley o Corporate Social Responsibilities (CSR)  PART 3: Roles of Directors and Officers and the Duty of Care o Directors’ Role in the Corporation  ―Number‖: MBCA 8.03: 1 or more directors (see articles/bylaws)  ―Election‖: MBCA 8.03: annually at meeting of shareholders; unless otherwise provided, shareholders have 1 vote per share; quorum=majority of shares; directors elected by plurality of votes cast (MBCA 7.25, 7.28)  ―Term of Office‖: MBCA 8.05: 1 Year  ―Role‖: MBCA 8.01: corporate powers exercised by/under their authority; business managed by/under their direction and subject to their oversight  Declaring Dividends (MBCA 6.04(a))  Mode of Taking Action: MBCA 8.20: meeting  Quorum requirement (MBCA 8.25)—unless articles/bylaws provide otherwise  Required vote, majority present (MBCA 8.24)—unless articles/bylaws provide otherwise  Alternative to action under MBCA 8.20: MBCA 8.21—unanimous written consent o Officers’ Role in the Corporation  What Officers does a Corporation have?  MBCA 8.40(a): set out in bylaws or designated by board of directors  MBCA 8.40(c): need one assigned to prepare board of directors and shareholder meeting minutes and maintain records  How are Officers selected?  MBCA 8.40(b): by board of directors or by other officers  MBCA 8.40(d): 1 person may hold 2 offices  What authority and functions do Officers have?  MBCA 8.41: set out the bylaws or given by the board of directors or by the other officers  Act as agents of the corporation  Officers Roles v. Directors Role (MBCA 8.01): officers act under the board of directors’ authority and direction  Removal of Officers (MBCA 8.43): at an time, with or without cause by board of directors, appointing officer, or other authorized officer o Director’s ―Duty of Care‖ (DOC) & the Business Judgment Rule (BJR)  Kamin v. American Express (Duty of Care/BJR)  Smith v. Van Gorkom (Duty of Care/BJR)  Business Judgment Rule o Why should courts defer to Directors’ judgment?  Francis v. United Jersey Bank (Duty of Care/BJR)  ―Duty of Care‖ (DOC) (MBCA 8.30): 7



N. HANNINGTON Act in good faith Act in a manner ―reasonable believes to be in the best interest of the corporation‖  When becoming informed, discharge duties ―with the care that a person in a like position would reasonably believe appropriate under similar circumstances  PART 4: Directors/Officers’ Duty of Loyalty (DOL)—Self Dealing & Corporate Opportunity Doctrine o These are times where the Director/Officer is on both side of the transaction  One side—acting on behalf of the corporation  Other side—as himself; a close family member, or another entity in which he has important interest as a director/officer or shareholder o Approaches to Self-Dealing Transactions  Common Law Traditional Approach  Common Law Modern Approach/Statutory Approach  Substantive test o Burden of proof? o Defendant entitled to Business Judgment Rule presumption?  Procedural test o Burden of proof? o Defendant entitled to Business Judgment Rule presumption? o Bayer v. Beran (Self-dealing) o Benihana of Tokyo v. Benihana, Inc. (Duty of Loyalty) o MBCA ―Director’s Conflict of Interest‖  MBCA 8.60  Conflicting transaction (8.60(1))  Material financial interest (8.60(4))  Related person (8.60(5))  What must a director do to insulate a director conflicting interest transaction from damages/equitable relief claim?  Boar of Director Approval, or  Shareholder Approval, or  Fairness Approval  Key Definitions  Required disclosure (MBCA 8.60(7))  Qualified director (MBCA 1.43(3))  Fair to the corporation (MBCA 8.60(6)) o In Re eBAY (Duty of Loyalty—Corporate Opportunity) o MBCA in regards to Business Opportunities  What can a director do to insulate take advantage of a business opportunity form a damage/equitable relief claim? (MBCA 8.70(a))  (1) Approval of qualified directors (disinterested directors) disclaiming corporation’s interest  
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N. HANNINGTON  (2) Approval from shareholders  other ways to avoid potential liability, ―safe harbor‖ (MBCA 8.70(b)) o Fliegler (Ratification by shareholders)  PART 5: Closely Held Corporations o Control Issues in Closely Held Corporations  Basic Rights and Roles of Shareholders  Liability for corporate acts/debts (MBCA 6.22(b))  Have pre-emptive rights IF in articles (MBCA 6.30)  Receive dividends IF declared (MBCA 6.40)  Annual Shareholders Meeting (MBCA 7.01)  Votes per Share (MBCA 7.21)  Proxy voting OK (MBCA 7.22)  Elect Directors by plurality (MBCA 7.28) o Compare MBCA 7.35: majority  May bring derivative suit (MBCA 7.40-7.46)  Vote on Conflicting Interest Transactions (MBCA 8.63)  Vote on Business Opportunities (MBCA 8.70)  Vote to Amend Articles (MBCA 10.03)  Vote on some mergers (MBCA 11.04)  Any extra rights for ―preferred stock‖ (MBCA 6.01) o Dividend and/or liquidation preference o Galler (Closely Held Corp) o Wilkes (Closely Held Corp—Abuse of Control)  ―freeze out‖ o Brodie (Closely Held Corp—Abuse of Control) o Devices and Strategies for having CONTROL in Closely Held Corporations  Shareholders Agreements—electing directors, choosing officers, buy-out opportunities, etc. (MBCA 7.32)  Special Statutory provisions—choose close corporation status; allows for management by shareholders, etc.  ―Bail out‖ via court-ordered dissolution/buy-out  organize instead as a limited liability company under LLC statute  PART 6: Federal Securities Law: Securities Act of 1933 o Securities Act of 1933: concerned with security fraud, disclosure of information to investors  Basic rule  Anti-fraud rule  Focus on registration requirement  Securities: o Stock (aka ―equity securities‖): represents ownership interest in the corporation; common, preferred, etc. o Bonds, etc. (aka ―debt securities‖): represent debt owed by the corporation to the bondholder; notes, bonds, debentures, etc. o Act of 1933, Sec. 5: Registration
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N. HANNINGTON (1) Cannot offer to sell stock, etc. before filing a ―registration statement‖ AND  (2) cannot sell stock, etc. UNLESS: o 1) Registered with the SEC, and o 2) Buyer of stock received copy of PROSPECTUS  Prospectus (conflicting purpose/goal) includes:  (a) info about company  (b) info about security itself  When is a Sale EXEMPT from registration (Sec. 5) requirement?  (1) Exempted Securities (ex. Issued by USA or state, issued by bank)  (2) Exempted Transactions (ex. Not involving a ―public offering‖, small offering of securities within $ limit) o Doran v. PMC (Private Offering Exemption) o Pros/Cons of Registration  Reasons to Try to Qualify for Exemption  Cost  Time commitment  Disclosure concern (initial/ongoing)  Benefits of Registration  Distribution to wider market  Ease of sale because of ease of resale  Psychological appeal of IPO o 1933 Act—Liability:  Common Law fraud—liability for misrepresentation of material facts  1933 Act—liability for misrepresentation OR omission creates:  private right of action, and  basis for criminal prosecution  Other foundations for 1933 Act Liability:  Not registering when should have  Failing to deliver prospectus o Attorney’s Roles in Registration under 1933 Act  Attorneys: issuer, UW, SEC  Prepare registration statement/prospectus (issuer/UW)  UW’s attorney’s role: ―due diligence‖ review o Review corporate minute books, articles, bylaws, annual and other reports, etc. o Interview corporate officers, etc. o Goal—conduct reassurance investigation to assure accuracy and adequacy of disclosure in the registration statement  Prepare other deal documents  Prepare closing documents  PART 7: Securities Fraud & Insider Trading 
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N. HANNINGTON o Securities Exchange Act of 1934: focuses on securities transactions/matters after initial issuance by corporations  Securities fraud, including insider trading  Periodic public disclosure requirements  Annual, quarterly, certain events, insiders’ trades  Take over regulation  Proxy regulation o 1934 Act—Rule 10(b)-5’s Breadth  Applies to ALL persons  Covers (all of the below) in connection with the sale of any security (both public and private):  Untrue statements of a material fact/omissions of material facts  Insider trading  Other kinds of fraud, deceit, etc.  Federal remedy for securities fraud o TX Gulf Sulphur (Rule 10(b)-5) o Dirks v. SEC (Insider Trading) o US v. O’Hagan (Insider Trading) o Insider Trading—Scope of Rule 10b-5  Corporate Insiders: violate 10b-5 if trade in corporation’s stock on basis of confidential information because they owe a fiduciary duty to the corporation and its shareholders  ―permanent insiders‖: directors and officers  ―temporary insiders‖: attorneys, etc.  Corporate Outsiders: violate 10b-5 if make use of tip improperly given by an insider OR misappropriate and trade on confidential information of breach of duty of trust or confidence owed to the source of the information  NOTE: Rule 10b-5 does not reach other ―outsiders‖ with no inherent duty, duty of trust and confidence, etc. o Insider Trading—Policy & Penalties  Why prohibit insider trading? Why not just treat insider trading profits as a perk for corporate insiders?  Property rights  Fairness  Market confidence  Perverse incentives  Penalties Available:  Criminal prosecution (willful violations)  Civil penalties (including treble damages)  Liability to contemporaneous traders  Disgorgement of profits  Informant bounties o Insider Trading—Attorneys  Attorneys can be corporate ―insiders‖ as to corporations whose material non-public information they have access to
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N. HANNINGTON  ―permanent‖ (i.e. officer of a corporation)  ―temporary‖ (i.e. doing legal work for a corporation)  Attorneys can be corporate ―outsiders‖ but STILL may be prohibited from trading on inside information  PART 8: Limited Liability Corporations o Formation of an LLC  Distinct Entity (ULLCA 201)  Participants=members and managers  Process to file articles of organization (ULLCA 202)  Contents (ULLCA 203) o i.e. state if to be manager—managed o comply with LLC name requirements (ULLCA 105)  May decide to enter operating agreement (ULLCA 103) o Relation of LLC/Members/Managers to 3rd parties  Agency/authority—who are the agents?  In member-managed LLC (ULLCA 301(a))  In manager-managed LLC (ULLCA 301(b))  LLC liability for third party losses for wrongful acts or omissions, etc. (ULLCA 302) o Relation of LLC members/manager to each other and LLC  Management Rights (ULLCA 404)  In member-managed LLC: equal rights to mange, majority vote (ULLCA 404(a))  In manager-managed LLC: equal right to manage, majority vote, selected by members (ULLCA 404(b))  Matters requiring unanimous member vote (ULLCA 404(c))  Distributions: equal shares (ULLCA 405(a))  Dissolution (ULLCA 405) o Member interests, Dissociation (ULLCA 501, 601) o Tax Treatment: can elect pass-through tax treatment  Owners alone can pay tax on entity’s income  Double taxation: entity pays tax on its income and owners pay taxes when they get some of the income through i.e. dividends o LLP compared to a General Partnership o Water, Waste & Land (“Westec”) v. Lanham o Piercing the Corporate Veil  Limited Liability (ULLCA 303)  Kaycee L. and L. v. Flahive o LLC Standards of Conduct  Member-Managed LLC (ULLCA 409(a)-(d))  Members have only fiduciary duties specified  Loyalty  Care  Good faith and fair dealing  Manager-Managed LLC (ULLCA 409(h))  Members who are not managers: no standards 12



N. HANNINGTON  Managers: same standards as above o McConnell v. Hunt o Distributional Interests—Dissociation  Member Distribution Intrests (ULLCA 501, etc.)  Member not co-owner of LLC property  Distributional interest is transferable, but transferee does not automatically become a member (ULLCA 502); role of ULLCA 503  Member Dissociation (ULLCA 601, etc.)  Trigger events  Power to dissociate at any time BUT may be wrongful (ULLCA 602)  Effect depends on whether at will or term LLC (and in term, whether LLC will wind-up and dissolve or not (ULLCA 603))
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N. HANNINGTON



EXPANDED OUTLINE

PART A: Intro to Business Organizations:  Boston Beer Works Article o Participants:  Steve Slesar: beer brewing expert  Marc Kadish: kitchen expert  Joe Slesar: front of the house o Formed business based on each person’s expertise. But, they had different management styles, Marc was very laid back but Joe was very rigid. o Appeared they created a partnership because the article said it was a partnership (but probably used in layman’s term). They also could have created a corporation because there was a shareholder’s agreement.  A corporation is owned by the shareholders  A partnership is owned by the partners  Note: type of agency formed is significant because there are different tax and liability implications. o Hypo Example: ―Baby Looney Toons‖: Bugs Bunny and Daffy Duck open a lemonade stand; choice of entity is unclear.  Participants:  DD: recipe and attracts customers  BB: hardworking—makes product and runs the stand  Problem: DD gets lazy and appropriates assets. In response, BB leaves and sets up his own lemonade stand. The outcome is that both businesses are failing. They consult and attorney  Attorney Advice:  Advise them to be clear on what the parties’ expectations are for each other, particularly with regards to the business and taking money out of the business  Parties should establish business in writing  Parties should be clear about what type of business they are forming and the legal consequences of such business.  Attorney’s Role in Business Organizations o For an Organization:  Advisor/Planner: formation; ongoing advice (business law, securities law, employment/contract/environmental law, etc.)—doing things right and staying out of trouble  Advocated/Defender: in litigation sense o Against an Organization:  Advisor/Planner: for client in negotiations, etc. with business organization  Advocate/Defender: in litigation  Business Organization: Size Spectrum
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N. HANNINGTON PART B: Agency Law  PART 1: Agency Definition (Rest. Sec. 1): Agency relationship results from:  (1) the manifestation from consent by one person (the principal) to another (the agent) that the other shall act:  (a) on his behalf, and  (b) subject to his control  (2) Consent by the other (the agent)  NOTE: ultimately the business is an artificial legal entity, therefore people (agents) must act on the business’ behalf o Gorton v. Doty:  Facts: Doty (possible principal) lent car to Coach Garst (possible agent) to drive the football team. Accident, and Coach G died. Groton was injured in the car accident   Argues: argued that there was an agency relationship and therefore Doty was liable  Court Says: Coach G acted on Doty’s behalf and subject to Doty’s control, because Doty was lending the car conditional to driving players to the game on his behalf. Coach G consented to Doty’s agency because he drove the car to the game, which was enough to show consent.  There does not need to be compensation or a contract in order to form agency relationship o Jenson Farms v. Cargill (creditor/debtee turned agency)  Facts: Warren Grain & Seed operated a seed elevator, and purchased grain to see from local farmers. Cargill, Inc. provided working capital to Warren. Warren slowly became less financially sound, and Cargill became more involved in its daily operations. Eventually Cargill took control of Warren’s daily operations. Warren eventually defaulted on $2Mill worth of purchase contracts with local farmers. 86 individuals and corporate farmers sued Warren and Cargill  Prior Proc: jury verdict against Warren and Cargill, Cargill appealed (claiming he was not principal of Warren)  Court says:  established agency relationship; Cargill liable because Cargill consented to Warren acting on its behalf buying grain for the operation. Also, Cargill consented to Warren acting subject to its control because there was a financial relationship, direction was given as to the type of grain to buy, and Cargill was making decisions that showed a ―paternal interest.‖  You can set your relationship as whatever you want, but the court will look at how you act to determine if there is a relationship and if there is liability  Rest. Sec. 14(O): when a creditor assumes control of debtor’s business then it establishes an agency, and the principal is liable  Tips for Cargill (creditor): should have taken action after Warren defaulted on the first loan; became an extensive participant and gave recommendations that made him look like the principal
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N. HANNINGTON  PART 2: Agency’s Legal Consequences o Duties Owed (A to P) o Principal’s Contract Liabilities: In order for the principal to be liable under a contract theory, the 3rd party must show that the agent acted with some sort of authority  Actual Authority: Depends on the communication between P and A  Express: must be power of the agent and written or spoken words or other conduct by the principal o Rest. Sec. 7, 26, 34  Sec. 7—definition ―manifestations of consent to…‖  Sec. 26—creation (what to look for)  Sec. 34—interpret in light of circumstances o Focus on A’s understanding on his authority o Ex. P tells A to do x, A then has express actual authority to do x. When A does x, then P is bound. o Ex. Paul owns an apt building and hired Anne to manage it. Paul tells Anne to hire someone to cut the grass.  Paul is bound by any contract Anne enters into for cutting the grass, because Anne had express actual authority when Paul told her to do so  Implied: (i) the agent needs to do the act or carry out the principal’s express instructions, or (ii) the act is incidental to/usually accompanies the carrying out of the expressly authorized task o implied actual authority may also arise from past conduct by the principal, by custom, industry practice, etc. o Look at the agent to see if he reasonably believed that he had the authority to carry out the act based on the relationship with and the acts of the principal (past and present) o Rest. Sec. 7, 26, 34, 35  Sec. 35—express actual authority to conduct a transaction includes authority to do what other acts? o Focus on A’s understanding of his authority o Ex. Paul owns apt building and hired Anne to manage it. Without express instructions, Anne hires a janitor  Paul is bound by Anne’s contract with janitor because the building would generally need someone to clean it as part of managing it  Mill Street Church of Christ v. Hogan (Implied Actual Authority) o Facts: church hired Hogan to paint the church. Hogan painted all but one section, went to Elders and asked about hiring a helper. Hogan hired his brother Sam, Sam fell off of ladder while painting and broke his arm. Sam tried to get workers compensation.
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N. HANNINGTON o Court Says: there was implied actual authority because the church wanted Hogan to have the authority to hire Sam without coming out right and saying it. The court looked at the fact that Hogan was allowed to hire helpers in the past, job could not be completed by one person, they paid Hogan for Sam’s work, and Hogan had discussed hiring help with the Elders.  Could have been Apparent Authority also because the past conduct allowed Hogan to hire Sam which could have lead to reasonable believe on Hogan’s part that he had the authority to hire Sam  Hypo: Bob tells Sarah ―sell my car‖; Sarah has the express actual authority to transfer the title to a buyer in exchange for consideration, but does she have the authority to: get the car from Bob’s parking spot and deliver it to the buyer, sell the car with payment plan, or sell car in exchange for jewelry? o in order to determine this, need to look at the circumstances of Bob’s instructions and the relationship between him and Sarah. Apparent Authority: 3rd party’s view of whether there was Agency relationship  Depends on the communication between the Principal and 3rd party  Focuses on the belief of the 3rd party  Rest. Sec. 8, 27 o Sec. 8—definition o Sec. 27—creation  Focus on 3rd party’s understanding of A’s authority  Looks for written or spoken words or other conduct by the principal that causes the 3rd party to reasonably believe that the principal consented to the agent doing the act in question  Hypo: Paul hires Anne to manage apt building. Paul instructs Anne not to hire a janitor, but the local custom gives apt managers power to hire janitors. Anne hires a janitor. o Paul may be bound, the janitor may be able to say that Anne had apparent authority because he (3rd party) believed she had the power to hire him. However, to have apparent authority there must be some manifestation by the principal, so more facts are needed to show this)  370 v. Ampex (salesman has Apparent Authority) o Facts: 370 was approached by salesman Kays, for Ampex to sell computers to 370. Meeting with 370, Kays, and Ampex—deal was good to go if 370 passed credit check. 370 negotiated with EDS to lease the Ampex computers from 370. Document was drafted for 370 to purchase computers from Apex and for the deliver to EDS—370 signed it, then deal never happened.
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N. HANNINGTON o  argues: document was an offer, Kay not authorized to make deals for Ampex o Court says: Kay had apparent authority (see definition pg. 25); reasonable for 3rd party to presume that one employed as a salesman has the authority to bind his employer to sell; Ampex did nothing to dispel this reasonable inference  Ampex could have protected itself by specifying the ―representative of Apex‖ needed on the document Actual v. Apparent Authority:  Actual Authority focuses on A’s beliefs; looking to A’s authority based on reasonable interpretation of P’s conduct, etc.  Apparent Authority focuses on 3rd party believes; looked to A’s authority, based on reasonable interpretation of P’s conduct, etc.  BUT legal consequences of A’s action for NOT depend on the TYPE of authority o The actual v. apparent relates to how a plaintiff PROVES that A had authority to do an act (and therefore P is legally bound by A’s act) Inherent Agency Power: theory that inherent agency power exists for the protection of purposes harmed by or dealing with an agent  Rest. Sec. 8A, 4, 161 o Sec. 8A—power of A derived ―solely from agency relation‖ o Sec. 4—undisclosed P (v. disclosed or partially disclosed P) o Sec. 194—acts of ―general agents‖ liability o Sec. 195—acts of managers appearing to be owners liability  P is liable on a contract made by A because it is a kind of contract usually made by such an A, even if: o A was forbidden to enter into it o There was no manifestation of authority by the P to the 3rd party  Principal is liable on a contract made by an agent because it is a kind of contract usually made by this kind of agent, even though the agent was forbidden to enter into it (therefore no express or implied actual authority existed) and there was no manifestation of authority to the 3rd party (therefore no apparent authority existed)  Watteau v. Fenwick (Liability of Undisclosed Principal—Inherent Agency Power) o Facts: A ran tavern in his own name, but P was really the owner. Against P’s orders, A bought goods form 3rd party. 3rd party was not paid, when the 3rd party found out about P, he sued P. o Court says: No actual authority because it was against the P’s orders. No apparent authority because there was no
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N. HANNINGTON manifestation by the principal to the 3rd party since the 3rd party didn’t even know P existed. o When P comes to light, P is liable in the kind of authority that A is expected to ―usually‖ do o Could be inherent power under Rest. Sec. 161 because generally an A who runs a tavern can order goods for the tavern and the 3rd party had no notice that the A was forbidden from purchasing goods.  Inherent Agency power exists where: o General agent does something to which he is authorized to do, but in violation of orders o An agent acts purely for his own purposes entering into a transaction which would be authorized if he were actuated by proper motive o Agent is authorized to dispose of goods and departs form authorized method of disposal Ratification: transaction has take place, at time the A did not have authority, but afterwards the P ratified the action of A (Rest. Sec. 82)  Rest. Sec. 83: ―affirmance‖ methods  Basic theory is that the original act by the A did not bind the P, but then the P makes some affirmance of the act which thereby binds him  Any limitations on ratification would result in unfairness to 3rd parties  ―Affirmance‖: manifestation to treat an action as if it had been authorized (knowledge of material facts must underlie affirmance) o Conduct by the P to demonstrate that he wants to be bound o Can be express o Can be implied (3 methods)  (1) affirmance by accepting benefits  (a) knowledge of what affirming  (b) possibility to decline  (2) through silence  (3) through suing to enforce a deal  Hypo 1: Pam is a writer. Her husband, Alex, enters into a contract with ABC Publishing for Pam’s next book. Pam gets a check form ABC Pub. She spends the check on a new computer. Some months later, Pam tries to sell book with another publisher. ABC claims the book. Pam correctly points out that Alex had no authority to act as her agent. o ABC Publishing will win, because Pam cashed the check and used it, this was ―affirmance‖ o NOTE: in order to affirm, Pam had to know that she was accepting the benefits of the contract she is ratifying (i.e. she had to know this $ was for the book deal, not a prior royalty or something)
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N. HANNINGTON Hypo 2: Paula investor who opens account with local broker. Instructs Al to only purchase US treasury bonds with the account. Al disregards Paula’s request and buys stock in very risky investments. Paula does not learn about this until her first monthly statement arrives, she decides to wait and see what happens with the stocks instead of saying anything to Al. The next month the stock dropped drastically and she demanded reimbursement for lost $. Al closes account, but refuses to reimburse Paula’s losses. Al claims Paula ratified the purchases o Al will win because silence/inaction after knowledge of material facts was ratification o Paula will argue she didn’t fully understand the documents sent to her monthly, and that she didn’t wait very long too complain, so her silence was not long enough to affirm Al’s actions Estoppel:  Rest. Sec. 8B: P is liable to 3rd party under Estoppel theory IF: o 3rd party changed his position because o the 3rd party believed that the transaction entered into by/for the P, if o either the P  intentionally or carelessly caused the 3rd party belief, or  knew of the situation and did not notify the third party of the facts.  Hoddeson v. Koos Bros. (Estoppel) o Facts: Hoddeson went to store to purchase furniture; she bought items from a person who she believed was a salesman for the store; the ―salesman‖ said the furniture would be delivered at a future date, she paid cash and got no receipt. She never got the furniture, and turns out the ―salesman‖ was a fraud. o Court says: no actual or apparent authority because there must be an agent to have authority, in this case the person was an imposter. Estoppel was the P’s duty to exercise reasonable care and vigilance to protect customers from being taken advantage of. 







 PART 3: Principal’s Tort Liability o Servant v. Independent Contractor  Key element is control; the greater the control the more likely it’s a master-servant relationship  Rest. Sec. 1—Agency: A to act on behalf of P and subject to P’s control  Rest. Sec. 2, 220—Servant (―S‖) v. Independent Contractor (―IC‖)  Servant: must be at least enough control to show agency
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N. HANNINGTON o Additional control—control of physical conduct, manner in which conduct is performed. Give direction on how to perform the conduct  Independent Contractor: employer doesn’t tell the IC how to act; employer hires an IC to do a specific job o Vicarious Liability (Masters Liability for Servant’s Torts)  Theory under which a M is held liable not on the basis of their own actions, but for S’ torts  ―Respondeat Superior‖ (Rest. 219):  (1) M is liable for S’ torts committed ―while acting within the scope of their employment‖  (2) M is not liable for torts of S ―acting outside the scope of their employment‖ unless the M intended the conduct or consequences  Murphy v. Holiday Inns, Inc. (Vicarious Liability—Franchising)  Facts: Betsey-Len Corp. opened a franchised Holiday Inn.  slipped and fell, and sued Holiday Inn as P.   claimed: enough control to establish an agency relationship because Betsey-Len issued quarterly reports to Holiday Inn, there were periodic inspections, there was consent between parties, approval to use Holiday Inn name and training by Holiday Inn.   claimed: just a license agreement with disclaimer in contract  Court says: franchising is a system for the selective distribution of goods and/or services under a brand name through outlets owned by independent businessmen, called franchisees o Franchisees enjoy right to profit and run the risk of loss through contract which regulates the activities of the franchisee to seek standardization o Holiday Inn did not have level of control that amounts to master/servant relationship. Court focused on who had control of day-to-day operations (also may look at profit sharing, maintenance, etc.). If franchisor has more control there could be a M/S relationship. o The disclaimer in the licensing agreement was not dispositive, courts will look at actual conduct of parties, not what is written.  Miller v. McDonald’s Corp (Tort Liability & Apparent Agency)  Facts:  hurt when bit into stone in Big Mac. Sues McDonalds as principal, specific franchise was owned by 3K.   argues: o Master/Servant: ―right to control‖ test, control over daily activities goes beyond just guidelines o Apparent Agency: Rest. Sect. 267; Patron relied on appearance, so principal is liable (court agrees)  Court says: for the purposes of determining tort liability, a jury may find that an agency relationship exists between a franchisor and franchisee where the franchisor retails significant control over 21



N. HANNINGTON the daily operations of the business and insists on uniformity of appearance and standards designed to cause the public to think that the franchise is part of the franchisor’s business  Patron relied on the manifestation of the apparent principal and that reliance caused the Patron’s harm here. Rest. Sec. 267  NOTE: In order to mitigate Franchise Liability:  Liability insurance  Indemnification clause (for legal fees, etc.)  Apparent Agency Caution o Scope of Employment (Rest. Sec. 228(1), 228(2), 229, 230, 231)  Manning v. Grimsley (Scope of Employment)  Facts:  heckled an Orioles’ pitcher in the bull pen. Grimsley ended up pitching a fast ball into the mesh screen in front of the , injuring him.  sued Grimsley and the Orioles baseball team.   argues: course of employment because warming up for the game at the game   argues: not doing his job while warming up, being a hot head while warming up is not part of the job  Court says: M/S relationship, because showed ―interfering presently‖ with Grimsley’s work; o to recover damages from an employer for injuries form an employee’s assault, the  must show that the assault was in response to the ’s conduct which was presently interfering with the employee’s ability to perform his duties successfully o Rest. 2nd Sec. 13  Rest. Sec. 228(1)—Conduct is only within Scope of Employment if  (a) is the KIND that S is employed to perform  (b) is substantially within authorized TIME and SPACE limits  (c) actuated, at least in part, by PURPOSE to serve M  (d) if intentional FORCE, was not unexpected by M o i.e. bouncers are expected to use force o Note: it does not matter if a particular type of force was not expected, as long as some type of force is expected, then M can be liable (i.e. furniture for cash example)  Rest. Sec. 228(2)—conduct is NOT within Scope of Employment if:  DIFERENT IN KIND form authorized conduct,  FAR BEYOND authorized time or space limits, or  TOO LITTLE ACTUATED by purpose to serve M  Rest. Sec. 229—Kind of conduct within scope  (1) of same general nature as authorized conduct, or incidental to it  (2) helpful facts to determine if conduct is so similar/incidental to be within scope of employment  Rest. Sec. 230—Can be within scope of employment even if forbidden or done in forbidden manner
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N. HANNINGTON   Rest. Sec. 231—Can be within scope of employment even though consciously criminal or torturous Examples of Scope of Employment  Road Rage Cases  Winter Hill Gang Cases  Davis Case



 PART 4: Agent’s Fiduciary Obligations o General Automotive v. Singer  Facts: General Automotive, machine shop, sued Singer for secret profits. Singer was under employment contract with GA, when GA did not have capacity he would quote the overflow to outside places and keep some profits.   argued: he was a mere broker and not a manufacturer, so he was not in competition with GA when he referred out and took profits  court says: Found for GA, because duty of an A is that of the utmost good faith and loyalty and the A should not act adversely to the interest of the Master. Singer breached duty to GA, return profits to GA but could keep his contracted 3% commission. Disgorgement (force to give back profits received illegally or unethically) is a deterrent factor, common remedy for breach of fiduciary duty. o Agent’s Fiduciary Duties (Rest. Sec. 1, 387, 388, 389-92, 393, 394, 395, 398, 379(1), 399, 401, 403)  Sec. 1—agency is ―fiduciary relation‖  Sec. 387—general duty of loyalty to act solely for the benefit of the principal  Other Duties: o Account for profits (Sec. 388) o Limits on acting adversely  Self-dealing (Sec. 389-392)  Conflict of Interest (Sec. 394)  Competing (Sec. 393)  Not to use/share confidential information (Sec. 395)  Comingle property (Sec. 398)  Duty of Care:  Rest. Sec. 379(1)—act with a standard of care with standard skill and exercise any special skill  Rest. Sec. 396—use of trade secrets  Other Duties: o Good conduct/protect reputation (Restatement 2nd of Agency §380) o Give the principle relevant information (Restatement 2nd of Agency §381) o Keep and render accounts of money, etc. (Restatement 2nd of Agency) o Act only as authorized (Restatement 2nd of Agency §383)
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N. HANNINGTON o Obey directions (Restatement 2nd of Agency §385) Generally duties are complete at end of an agent’s employment with the exception of contractual stipulations and Town & Country Remedies: o Rest. Sec. 399: principal has ―appropriate remedy‖  Rest. Sec. 401, 403 (liability for results of breach) Town & Country (Agents’ Fiduciary Obligations after agency) o Facts: T&C had a successful house cleaning business. Former employees (Newbery) left T&C and started soliciting T&C’s clients. T&C tailored their services to specific homeowners, tailored their pricing and specially selected and sought out clients. Therefore the plaintiff’s argued that their client list which Newbery took upon leaving was a trade secret. The defendant did not solicit any other customers except for T&C’s. o Court says: did not address whether there is a time at which a former employee can finally compete; focused on  had been the one cleaning for the clients and that they solicited homes (personal relationship). Found for .  Possible remedies were an injunction or some of ’s profits or damages.



  



PART C: Partnership  PART 1: Definition of Partnership: association of 2 or more persons to carry on as coowners of a business for profit (UPA §6(1))  Co-owner has 2 elements: (1) share of profits/losses, (2) share of control and management  Similar to sole proprietorship in that they are both unincorporated entities. However, sole proprietorship has employees where in a partnership there is overlap between the owners and the ones actually doing the work of the business o Partnership Law  Uniform Partnership Act: default set of rules for partnerships. Partners can have a partnership agreement which can modify ANY of the rules set out in the UPA  It is good to have a partnership agreement so that the rules are set out upfront and it is possible to change the default rules from the UPA which may not be favorable to the partnership o Formation of a partnership:  Deliberately – intentionally set the business up as a partnership.  Inadvertently – accidentally, just because the parties carry on a business together for profit. o Rules for determining if a partnership exist – see UPA §7  Profit sharing, per UPA §7(4), is prima facie evidence of a partnership with a few exceptions.  People may become partners,
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N. HANNINGTON  By consent see UPA §18(g), or  By estoppel see UPA §16 o Partners versus Employees  Fenwick v. Unemployment Compensation Committee  Facts: Fenwick hired Cheshire as a cashier. She wanted a raise, but he couldn’t afford it so they entered into an agreement to share the profits 20/80 if the business warranted it. The court had to determine if she was an employee or a partner based on the agreement.  Court says: The court concluded that the element of co-ownership was lacking in this case because although they shared profits, they didn’t share losses and they didn’t share in the control and management. This is consistent with UPA §7(4) because it states that profit sharing is prima facie evidence of a partnership except when the payment is made from an employer to an employee which is the relationship that existed in this case. o could be a partnership because:  She had a right to inspect the books  There was profit sharing  They called it a partnership  Fenwick filed a partnership tax return  They held themselves out as a partnership to the unemployment compensation committee (but didn’t otherwise hold themselves out as a partnership) o it wasn’t a partnership because:  Fenwick had exclusive control and management power  The rights of the parties upon dissolution were the same as if Cheshire just quit.  Fenwick suffered all losses.  Fenwick received the majority of the profits. o Martin v. Peyton (Partners v. Lenders)  Facts: KN&K got a loan from Peyton. When that wasn’t enough it was suggested that Peyton and his associates join the firm. Tey refused. Instead, Peyton and his associates agreed to loan a large number of securities with the option of joining the firm later. Peyton and his associates were referred to as trustees in the agreement. Martin was a creditor of KN&K and sued Peyton as KN&K did not have any money.  Court says: The court concluded that they were not partners because although there was some minor control of the business exhibited by the creditors, they couldn’t conduct business on the part of the firm therefore it was not actual positive control. The court said that the provisions were just proper precautions taken by a responsible lender. Lastly, the court said that although the provision for them to join the firm at a later date and partners must resign was unusual it still didn’t make it a partnership.
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N. HANNINGTON This case is consistent with UPA §7(4) because profit sharing can be explained away as payment or interest on a loan. o Young v. Jones (Partnership by Estoppel)  Facts: Young deposited money in a bank based on a letter which had PW – Bahamas on it. The bank records were falsified and Young lost his money. Young sued PW claiming that that was all that the accounting firm called themselves and he relied on the PW-Bahamas letterhead.   argues: The plaintiffs first argued that the parties were a partnership in fact. The court rejected this argument because they were officially and legally organized as separate entities, the businesses were run separately and there was no profit sharing directly.  The plaintiffs next argued that there was a partnership by estoppel. The court said that there are three elements to partnership by estoppel (see also UPA §16)  Court says: The court said that there was some evidence based on the brochure from Price Waterhouse Bahamas, but it was not clear that the plaintiff actually relied on it (can’t rely on something that you didn’t see and he said that he didn’t see it). Lastly, there was no evidence of extending credit. Therefore, the court rejected the theory of partnership by estoppel.  NOTE: In Young, the plaintiff alternatively could have tried a franchise theory of liability to go after Price Waterhouse World Firm to which all of the other entities belong, but they do not have control over the day to day operations therefore it could be a difficult case. Also, the plaintiffs could have tried an agency argument. o Meinhard v. Salmon (Partners’ Fiduciary Obligations)  Facts: Meinhard and Salmon jointly entered into a lease for a hotel. Meinhard put up most of the capital while Salmon ran the business. Towards the end of the lease Salmon was approached by a third party regarding a new lease for a larger piece of land. Salmon signed the lease without Meinhard. When Meinhard found out he wanted the lease to be partnership property and therefore sued   argues: The defendant argued that the parties were only partnerships for the term of the lease.  Salmon tried to argue that this was a different deal therefore he could do it on his own since there was a new lease and a larger piece of land, but eh court said that it was tied to the first deal and the partnership because it came to him while he was in the partnership and the deals overlapped. Therefore, Salmon couldn’t say that Meinhard wouldn’t be interested in the deal without having asked him.  Court says: court held that Salmon owed Meinhard fiduciary duties the same as a partner regardless of what they called themselves. These included: the parties were in it for better or worse, duty of the finest loyalty/undivided loyalty, duty of disclosure, and honorable dealings. The court said that in this case Salmon violated his duties because he needed to 
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N. HANNINGTON share the deal that he took for himself with Meinhard because they were partners. Also, he breached the duty of disclosure by not telling him about the deal, but the court didn’t say if disclosure would have been enough.  o Fiduciary Obligations—UPA (1914)  Sec. 20: re: information  Sec. 21: fiduciaries—account for benefits & hold as trustee any profits…from any transaction connected with partnership or from use of its property  Sec. 22: right to a formal account o Meehan (Grabbing & Leaving)  Facts: The plaintiffs decided to leave the law firm where they were partners. They were dissatisfied with the firm for several reasons including the pension plan and compensation. They asked several coworkers if they wanted to leave with them. They planned to leave at the end of the year and made preparations consistent with that plan including sending letters to several firm clients telling them that they would be leaving. The partnership agreement stated that three months notice of leaving must be given, however, one of the partners waived the notice requirement. Also, the partnership agreement stated that partners who left the firm could take cases that they brought to the firm with them.  The Firm filed suit alleging that the attorneys had breached their fiduciary duties by: improperly handling cases for their own, and not the partnership’s benefit, by secretly competing with the partnership, and by unfairly acquiring from clients and referring attorneys consent to withdraw cases to the new firm.  Court says: With regard to the first claim, the court said that the handling of the cases was logistical and as long as the parties didn’t breach any other fiduciary duties this was ok. The court said that there was evidence that they were secretly competing with the partnership because they denied that they were leaving 3 times before finally admitting it. Finally, the court said that the clients were unfairly acquired because the attorneys who were leaving had an unfair advantage, they didn’t make it clear in the letter that they sent that the clients had a choice to stay and they used the partnership letterhead for the letter, and they dragged their feet in giving the list of clients they were taking to the partnership.  The court also cited the ABA guidelines which are aimed at protecting the client. They state that a letter must make it clear to the client that they have the choice to stay with the firm or go with the attorney, that it’ an active relationship, how it relates to pending/open matters, there should be no urging in one direction or the other, it should be brief, dignified and not including any disparaging remarks regarding the old firm. o Lawlis (Expulsion)
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N. HANNINGTON  Facts: Lawlis was a partner in a law firm. He had an alcohol abuse problem which he went to rehab for. The firm worked with him after he got out of rehab to establish a plan for him to return to work. The plan provided that there would be no 2nd chances. Lawlis began abusing alcohol again. The firm kept him on as a partner, but paid him less money. He then improved. Lawlis asked to be reinstated to his full compensation and workload. Then the firm informed him that he was going to be expelled. A vote of the partners occurred and he was expelled. The partnership agreement provided that a 2/3 vote was required for expulsion or retirement.  Lawlis brought suit claiming wrongful expulsion because they took away his files and he claimed that the vote was improper. Also, he alleged breach of fiduciary duty because he claimed that he was expelled for a ―predatory purpose‖ of decreasing the lawyer to partner ratio. Court says: The court said that the expulsion was not wrongful because he had been kept on as a partner even when they didn’t have to and the vote was valid. The expulsion provision was valid because it was entered into by legally competent adults. Expulsion can be done as long as it is in good faith (cannot withhold money or property owed to the expelled party). Also, the court said that there was no breach of fiduciary duty because the expulsion was done in good faith and the firm worked with him to give him a second chance. NOTE: In Lawlis, the plaintiff could have tried to argue that the defendants violated the Americans with Disabilities Act. In the ADA, it says that alcoholism is a disability. If the disability had interfered with his work then the firm would have been justified in expelling him. But, under the ADA the firm must make a reasonable accommodation for his disability. However, Lawlis never asked for an accommodation. Also, the ADA covers employment, not partnerships so one would need to make a creative argument regarding how a partnership would be included in employment.











o Putnam v. Shoaf (Partnership Property)  Facts: Putnam sold her half of the partnership in the Gin mill to the Shoafs. The gin mill was operating at a loss. Putnam executed a ―quitclaim deed‖ to the Shoafs which conveyed all of Putnam’s interest to the Shoafs. After the sale she found out that the book keep was embezzling money, during the time that Putnam had been a partner. The gin mill ended up getting a lot of money. Putnam sued to get a portion of the money.  The deed did not make the Shoafs a partner in the gin mill because one cannot unilaterally make someone a partner, per the UPA all other partners would have to agree to the addition (contrary provisions could be made in a partnership agreement). However, the agreement did dissolve the existing partnership between Putnam and the Charltons.
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N. HANNINGTON  Court says: The court said that Putnam, as a partner, had three property interests in the partnership:  Rights in specific partnership property, (The property is shared with the partnership and it can’t be passed along or taken with a partner. There is a right to the property for the purposes of the partnership – tenancy in partnership.)  Interest in the partnership, and  Right to participate in management The court said that Putnam conveyed either all of her rights in the partnership or none of her rights. The court considered the claim against the accountant to be piece of property for the partnership and therefore Putnam lost any claim to it when she transferred her interest and left the partnership.







o Partnership Property—UPA (1914)  Sec. 24: Each partner has 3 property rights  Rights in specific partnership property o Sec. 25: tenant in partnership ownership  Interest in the partnership (only right that can be transferred) o Sec. 26: share of profits in surplus when being distributed o Sec. 27: assignability—voluntary conveyance of interest, but it doesn’t make assignee a partner, therefore they do not have a right to participate in management o Sec. 28: chargeable—charging order; money due to A (a partner) in the partnership goes to the person who has the charging order  Right to participate in management o Sec. 18(e), 18(g) o Partnership Property—UPA (1997)  Only 1 property right for partners (Sec. 502 ―Transferable Interest‖)  Sec. 501: partnership now owns all property  Sec. 502: Transferable Interest (only property interest) o Compare to UPA (1914) Sec. 26  Sec. 503: Legal consequences of transfer of partner’s interest o Compare to UPA (1914) Sec. 27 (can assign, but doesn’t make assignee partner)  Sec. 504: Charging Order o Compare to UPA (1914) Sec. 28  Still a right to participate in management because it’s a key part of a partnership, but it is no longer considered a ―property‖  PART 2: Running the Business of a Partnership o Partnership Management—UPA (1914)  Sec. 18(e): rights in management and conduct of business  Sec. 18(f): entitled to remuneration for acting in partnership business?  Sec. 18(h): majority vote 29



N. HANNINGTON o Nabisco v. Stroud (Partner’s Management Rights)  Facts: Nabisco argued that the partners both have equal rights to management and therefore each partner has the equal authority to enter into an agreement. Hence, one partner cannot unilaterally restrict the partnership’s liability. Stroud argued that he had clearly stated that he would not be responsible for any future orders and he had given Nabisco notice of this.  Court says: The court found for Nabisco inspite of Stroud’s notice because partners have equal authority. There was no way for Stroud to restrict his partner’s authority because there was no tie breaking mechanism (third partner), no majority.  NOTE: In establishing the Stroud partnership, the parties could have set it up so that one partner had a controlling interest, or another tie breaking mechanism could have been put in the partnership agreement. Also, the partnership agreement could have set out certain things that require unanimous consent. But, the partnership may also have had to let the people that they were doing business know of the unequal powers between the partners. o Majority Rule Hypo o Summary of Authority Rules  Sec. 9(1): each partner = agent of partnership (agency law applies)  Act for apparent carrying on in the usual way the partnership business binds the partnership, UNLESS o (1) Partner lacked authority (restricted); AND, o (2) 3rd party has knowledge on the restriction on authority  Sec. 9(3): Acts that are NOT apparently for carrying on the partnership business in the usual way do NOT bind it UNLESS:  Sec. 9(4): Acts by partner in violation of a restriction on authority—when is the partnership NOT bound? o Day v. Sidley & Austin (Partners’ Management Rights)  Facts: Day was a partner at S&A. E-board announced merger plans, partners (including Day) voted to approve. After merger, Day’s office location moved and he was made co-chair, rather than chair, of his office. He sued.  Court says: Court found he had no rights to what he lost under his partnership K, and merger was allowed under the partnership K, so no violation of fiduciary duty.  ―The basic fiduciary duties are: 1) a partner must account for any profit acquired in a manner injurious to the interests of the partnership, such as commissions or purchases on the sale of partnership property; 2) a partner cannot without the consent of the other partners, acquire for himself a partnership asset, nor may he divert to his own use a partnership opportunity; and 3) he must not compete with the partnership within the scope of the business.‖ o Partnership/Partner Liability for Wrongful Acts
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N. HANNINGTON Sec. 13: partner’s wrongful act/omission in ordinary course of business  i.e. tort  Sec. 14: partner’s misapplication of $/property of a 3rd party which was received by a partner of the partnership  i.e. embezzlement  Sec. 15(a): Joint & Several liability  Sec. 15(b): Joint liability  Sec. 18(b): partner’s right to contribution from partnership for his obligations  Compare UPA (1997): Sec. 306: liability sharing rule o Raising Additional Capital:  Partners invest more—cannot be required to do so under law. Partners have the choice to do so or could be required to do so under provision in partnership agreement. However, by investing more it does not gain the partner any greater interests in the partnership  Partners loan money—cannot be required by law to loan money to partnership. This could be included in the partnership agreement that from time to time or under certain circumstances partners may be required to loan money to the partnership.  Bring in new partners  Note: Dilution Effect  Borrow from banks  Retain earnings, etc. o Adding Partners: some partners cannot be forced to accept new partners, under law it requires a unanimous vote to add a new partner. But, in partnership agreement, there could be provision for 2/3, etc. vote to bring on new partner  Bringing on new partners dilutes the current partnership interest for existing partners o How do Partners make $?  Salary  Share of Profits  Transfer of interest in partnership  Role of partnership agreement?  PART 3: Dissolution of Partnership o Definition of Dissolution  Voluntary v. Involuntary  Power v. Right to Dissolve  Breach of Partnership Agreement  Role of Courts  Role of Partnership Agreement o Consequences of Dissolution  Options available to partners  Rights in regards to partnership property o Sharing of losses/division of remaining assets o Buyout Agreements—issues in drafting and enforcement 
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N. HANNINGTON o Dissolution—UPA (1914)  Sec. 29: Dissolution Definition  Sec. 30: what happens after a dissolution  Legal v. business consequences  Sec. 31: which causes violate partnership agreement? What causes do not violate partnership agreement?  Relevance of duration of partnership  Power v. Right to dissolve  Sec. 32: Grounds for Court Dissolution  Mandatory or discretionary?  Owen v. Cohen (Right to Dissolve) o Facts: Partnership in bowling alley; one partner managed and one partner financed. Disagreement over how business to be run; conflicts affected profitability. Owen (financing partner) sued for dissolution. o Court says: Court found Cohen at fault for the disharmony and ordered dissolution. o Prentiss v. Sheffel (Consequences of Dissolution)  Facts: Three-person partnership-at-will. Two partners excluded the third from business decisions (as court found, because they couldn’t work well together, not out of bad faith attempt to acquire business).  Court says: Partnership was declared dissolved by the courts; those two partners then purchased partnership assets from the court-ordered sale. Court held such a purchase was proper. o UPA (1914) Sec. 38—2 Paths for Dissolution  (1) Dissolution without Partnership Agreement violation: unless without agreed, each partner can force liquidation; pay partnership liabilities; pay surplus (if any) to partners  (2) Dissolution in contravention of Partnership Agreement: innocent partners can choose  (a) liquidate; wrongful partner pays damages; OR  (b) continue with business using partnership property o Must pay wrongful partner the value of his interest in the partnership MINUS damages; ignore value of good-will business transactions o Death of a Partner—UPA (1914) Sec. 38 & 42  i.e. Singer Sewing Machine o Kovacik v. Reed (Sharing Losses)  Facts: Contracting partnership, Reed to superintend and share in profits, Kovacik to finance. No specification on what would happen if lost money on the contracting job. Job did lose money and Kovacik sued when Reed refused to pay Kovacik half the loss.  Court says: Court found Reed not liable for losses.  Partners are presumed to have intended to share equally in the profit and loss of the partnership business, regardless of any
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N. HANNINGTON inequality in money fronted by the partners, absent agreement to the contrary. When one partner contributes money and another labor, “neither party is liable to the other for contribution for any loss sustained. Thus, upon loss of the money the party who contributed it is not entitled to recover any part of it from the party who contributed only services.” [Note: this holding of Kovacik is specifically rejected by Revised UPA § 401(b)]







o G&S Investments v. Belman (Buyout Agreements)  Facts: Partnership in apartment complex. One partner got involved in drugs, rarely worked, and when did, pushed for bad investments. Partners sued to dissolve; while suit was pending, that partner died.  Court says: Court held that the filing for dissolution was not an effected dissolution, but the partner’s wrongful conduct gave the court power to dissolve, and partners had to buy out the partner’s interest.  When a partner dies, retires, resigns, or goes insane, the remaining partners may continue the business provided they purchase the interest of the withdrawing partner according to the buyout provision in the Articles of Partnership – the partner’s capital account plus the average of the prior three years’ profits/gains actually paid to the partner. o UPA (1997)—―Dissociation‖  Sec. 601: ―dissociation events‖  Sec. 602: power to dissociate at any time, but may be wrongful and be basis for damages  Art. 7: dissociation when business is continuing; purchase dissociated partner’s interest at buyout price (default calculation); +pay interest from date of dissociation  Art. 8: dissociation when business is dissolved & wound up; dissolution events listed in Sec. 801  PART 4: Limited Partnerships o Holtzman v. De Escamilla  Facts: Limited partnership went into bankruptcy. Limited partners participated in decision-making, wrote checks, had to countersign general partners’ checks.  Court says: Court held that the limited partners were general partners in fact and thus liable for partnership’s debt.  ―A limited partner shall not become liable as a general partner, unless, in addition to the exercise of his rights and powers as a limited partner, he takes part in the control of the business.‖ o Definition of Limited Partnership (LP)
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N. HANNINGTON    A general partner’s role and liability are the same in a LP as they are in a partnership. They are an agent of the LP, they have the right to management and control and they can be held liable. A limited partner takes no part in the control of the LP therefore they have no personal liability. General partnership: a voluntary agreement entered into by two or more parties to engage in business whereby each of the parties I to share in any profits and losses therefrom equally and each is to participate equally in the management of the enterprise. Limited partnership: a voluntary agreement entered into by two or more parties whereby one or more general partners are responsible for the enterprise’s liabilities and management and the other partners are only liable to the extent of their investment.







o Method of Formation of LP: A LP is formed by filing a certificate of limited partnership.  This differs from a partnership because they cannot be formed accidentally like a partnership can be.  Hybrid between General Partnership and Corporation  If a certificate of limited partnership is not filed then a court could find that the parties have created a partnership and they all could be held liable. o Limited partners’ risk of losing limited liability  RULPA sec. 303: lessens risk: (a) Except as provided in subsection (d), a limited partner is not liable for the obligations of a limited partnership unless he [or she] is also a general partner or, in addition to the exercise of his [or her] rights and powers as a limited partner, he [or she] participates in the control of the business. However, if the limited partner participates in the control of the business, he [or she] is liable only to persons who transact business with the limited partnership reasonably believing, based upon the limited partner's conduct, that the limited partner is a general partner.  (a) limits persons to whom may be liable  (b) safe harbor—actions limited partners can take without being deemed to participate in control PART D: Corporations:  PART 1: Nature/Definition of Corporations o Participants in Corporations  Shareholders  Board of Directors  Officers o Nature of the Corporation  Promoters and the Corporate Identity  Fiduciary duties of promoters  Pre-incorporation contracts
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N. HANNINGTON o promoter liability v. corporate liability  Formation of the Corporation  [Idea]promoter fiduciary duty/liability (pre-incorporation period)[Incorporation] (limited liability begins)  The Corporate Entity and Limited Liability  PCV (―piercing the corporate veil‖): The theory of piercing the corporate veil is consistent with Agency law which would conclude that when sole shareholders use the corporation for their personal uses then the shareholder is a principal and the corporation is its agent therefore under resondeat superior the shareholder is responsible for corporate acts.  Contract v. Tort  Individual shareholders v. parent/subsidiary  Role and Purposes of the Corporation o Southern-Gulf Marine v. Camcraft (Promoters and the Corporation)  Facts: Southern-Gulf and Camcraft signed a contract for Camcraft to build Southern-Gulf a boat with the agreement that Southern-Gulf would incorporate. Southern-Gulf did incorporate, but they did it slightly differently from what was provided for in the agreement. Camcraft did not deliver the boat.   argues: Camcraft argued that they weren’t bound by the contract because Southern-Gulf wasn’t incorporated at the time of the order and they incorporated differently from what the specified in the agreement. Camcraft was likely motivated by an increase in price of the boat from what they contracted with Southern-Gulf for. Southern-Gulf said that Camcraft treated them like a corporation in their pre-incorporation dealings and acknowledged the fact that they had become incorporated.  Court says: The court concluded that it was a valid contract and Camcraft was estopped from avoiding performance unless the change in incorporation affected the rights of the contract substantially. o Promoters—Duties and Liabilities  It is important for promoters to wait until incorporation as much as possible.  There should be a clause in any contracts signed pre-incorporation that the contracting party is to be updated on the progress of the incorporation. Also, they should include a clause to allow the contracting party to back out of the contract if the incorporation is not complete by a certain date.  What is a ―promoter‖?  Promoters + 3rd parties  Promoters + Corporation  Promoter’s Fiduciary Obligations o Pre-Incorporated Contracts  Once a corporation exists it does not mean that it is automatically bound by contracts signed by promoters.  The corporation becomes liable by taking some affirmative action to acknowledge the contract.
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N. HANNINGTON The promoter who signs a contract for a pre-incorporation company is liable. See MBCA §2.04  If the corporation is never formed then the promoter is liable. o Formation of a Corporation:  How?  Where? (DE has set out laws that make it a favorable place)  Basic Incorporation Documents (―Charter‖)  Articles of/Certification of Incorporation  Bylaws  Minutes of Organizational Meeting (or unanimous written consent)  MBCA—model act v. uniform act o Mechanics of Incorporation:  Select a Corporate Name (MBCA 4.01)  File Articles/Certificate of Incorporation (MBCA 2.01-2.03)  Mandatory v. permissible contents  Massachusetts ―Articles of Organization‖  Hold Organizational Meeting (MBCA 2.05)  Elect directors, appoint officers  Approve bylaws (MBCA 2.06)  Authorize bank account; approve minute book; form stock certificate, etc.  Issue shares of stock to initial shareholders o Walkovszky v. Carlton (Limited Liability)  Facts: Walkovszky was run over by a cab. The cab company was Seon which only owned two cabs. Therefore, there was little to no assets for the company. Walkovszky sued Carlton, the sole shareholder. Carlton owned nine other corporations each with only two cabs.   argues: The plaintiff claimed that all of the corporations were linked and it was really just one big company with artificial businesses. Therefore, there was enterprise liability (liability of the other corporations for Seon). He also claimed that he should be able to go after the personal assets of Carlton (piercing the corporate veil).  Court says: The court said that the key to piercing the corporate veil is the relationship between Carlton and the corporation. If the person cannot be distinguished from the corporation then they can pierce the corporate veil, but they cannot if the person is furthering actual corporate interests.  The court concluded that there was no allegation that Carlton was conducting the business in his individual capacity, and there was no shuttling of personal funds. Therefore, they found that the complaint against Carlton was insufficient, but they allowed it to be amended. The court stated that Carlton had the minimum insurance level required by the legislature for each of his cabs, therefore just because the minimum isn’t enough to cover a plaintiff’s injuries that is not enough to pierce the corporate veil. o Sea-Land v. Pepper Source (Limited Liability) 36 



N. HANNINGTON   Facts: Sea-Land shipped peppers for pepper source. Pepper Source stiffed them on the bill. Sea-Land is trying to recover from Marchese, the sole shareholder of Pepper Source and several other companies. Court says: The court looked at the rule from Van Dorn which stated that ―a corporate entity will be disregarded and the veil of limited liability pierced when two requirements are met: First, there must be such unity of interest and ownership that the separate personalities of the corporation and the individual [or other corporation] no longer exist; and second, circumstances must be such that adherence to the fiction of separate corporate existence would sanction a fraud of promote injustice.‖ The court said that in determining whether a corporation is so control by another as to disregard their separate identities, there are four factors to consider:  Failure to maintain adequate corporate records or to comply with corporate formalities  Commingling of funds or assets  Undercapitalization, and  One corporation treating the assets of another company as its own Sea-Land said that there was unity of interest and ownership because Marchese was using the money from the corporations for personal reasons. Also, he commingled the funds between the corporations by borrowing money from one to use for another. Lastly, he did not follow the corporate formalities and undercapitalized the corporations. The court agreed on the element of unity, however, found that injustice could not be shown by the mere fact that Sea-Land did not get paid. The court said that Sea-Land would have to show fraud, deception, intentional shifting of assets to prevent recovery by the plaintiff.











o In re Silicone Implants (Limited Liability—Products Liability)  Facts: Bristol-Meyers is the sole shareholder of MEC (subsidiary). Bristol-Meyers provided a number of services to MEC including their board of directors, auditing, logo on MEC’s package insert, prepared their federal tax return, budge approval, employment policies, preparation of PR info regarding the implants and assured that the data would show that the implants were safe. The Issue was whether Bristol-Meyers could be held liable for damages resulting from MEC’s breast implants?  Court says: The plaintiff claimed that there was corporate control and that Bristol Meyers should be held directly liable. The court denied BristolMeyer’s summary judgment on the corporate control theory. o Piercing the Corporate Veil: Corporate control (Piercing the corporate veil) – when a corporation is so controlled as to be the alter ego or mere instrumentality of its stockholder the corporate form may be disregarded in the interests of justice. Factors to consider in determining:  The parent and the subsidiary have common directors or officers,  The parent and the subsidiary have common business departments,
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N. HANNINGTON          The parent and the subsidiary file consolidated financial statements and tax returns, The parent finances the subsidiary The parent caused the incorporation of the subsidiary The subsidiary operates with grossly inadequate capital The parents pays the salaries and other expenses of the subsidiary, The subsidiary receives no business except that given to it by the parents, The parent uses the subsidiary’s property as its own The daily operations of the two corporations are not kept separate The subsidiary does not observe the basic corporate formalities, such as keeping separate books and records and holding shareholder and board meetings.



 PART 2: Role and Purpose of Corporations o A.P. Smith Manufacturing Co. v. Barlow  Facts: Smith is manufacturing valves and hydrants. The board of directors decided to donate $1500 to Princeton University annually. The shareholder brought suit because they said that the board didn’t have power to do this, and the statutes which would allow this came about after the incorporation of Smith.  There are a number of different rationales for charitable contributions: good will, awareness of the company’s name and product, public interest, and it’s a sound investment. All of these are also corporate goals.  Court says: The court recognized that there were some limitations to charitable contributions such as those made indiscriminately or to a pet charity of the corporate directors in furtherance of personal rather than corporate ends, beneficial tax consequences, proportionality of contribution to earnings, understanding of where the money is going, how the public recognizes the contribution, and there needs to be some benefit to the corporation. However, the court concluded in this case that it made sense for the corporation to make the charitable contributions. o Dodge v. Ford Motor Co.  Facts: Ford planned to reinvest their profits in the company. The dodge brothers complained about the plan because Ford refused to issue a dividend. The Dodge brothers sued.   claim: The plaintiffs claim that special dividends should be paid to the shareholders as a reward for the company’s profits, and that the expansion of production is not in the best interest of the company. The plaintiff’s thought that Ford intended to continue lowering the price of the car therefore they thought that he was throwing away money. They thought that Ford’s view was that making money was incidental and he wanted to keep profits down.   claim: However, Ford claimed that he wanted to expand the availability of the car and popularize the brand name for the long term.
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N. HANNINGTON  Court says: The court responded to Ford’s claims by saying that: it was not lawful to conduct business for the merely incidental benefit of the shareholders, the company had plenty of money and plenty of money coming in, and the primary goal of a company is to make money for its shareholders. The court concluded that Ford should pay the dividend, but the court said that it was not a business expert therefore the decision regarding expansion should be left up to Ford. The court said that a board is presumed to have acted in good faith and in order to find against the board the plaintiff would have to show breach of good faith or fraud.







o Shlensky v. Wrigley  Facts: Shlensky wanted lights installed at Wrigley field and he said that it was Wrigley’s personal decision not to install lights and it was not in the best interest of the shareholders. Wrigley was the majority shareholder. Wrigley defended his decision by saying that the installation of lights would have a detrimental affect on the neighborhood.  Court says: The court said that there was no evidence that the lights would increase the earnings and that there was no showing of fraud, illegality or conflict of interest. Also, the complaint failed to show that there were any damages. The court said that the fact that Wrigley was the only field without lights was not really relevant because corporations don’t have to follow the crowd since it is their company. o Corporate Social Responsibilities (CSR)  PART 3: Roles of Directors and Officers and the Duty of Care o Directors’ Role in the Corporation  ―Number‖: MBCA 8.03: 1 or more directors (see articles/bylaws)  ―Election‖: MBCA 8.03: annually at meeting of shareholders; unless otherwise provided, shareholders have 1 vote per share; quorum=majority of shares; directors elected by plurality of votes cast (MBCA 7.25, 7.28)  ―Term of Office‖: MBCA 8.05: 1 Year  ―Role‖: MBCA 8.01: corporate powers exercised by/under their authority; business managed by/under their direction and subject to their oversight  Declaring Dividends (MBCA 6.04(a))  Mode of Taking Action: MBCA 8.20: meeting  Quorum requirement (MBCA 8.25)—unless articles/bylaws provide otherwise  Required vote, majority present (MBCA 8.24)—unless articles/bylaws provide otherwise  Alternative to action under MBCA 8.20: MBCA 8.21—unanimous written consent o Officers’ Role in the Corporation  What Officers does a Corporation have?
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N. HANNINGTON MBCA 8.40(a): set out in bylaws or designated by board of directors  MBCA 8.40(c): need one assigned to prepare board of directors and shareholder meeting minutes and maintain records How are Officers selected?  MBCA 8.40(b): by board of directors or by other officers  MBCA 8.40(d): 1 person may hold 2 offices What authority and functions do Officers have?  MBCA 8.41: set out the bylaws or given by the board of directors or by the other officers  Act as agents of the corporation Officers Roles v. Directors Role (MBCA 8.01): officers act under the board of directors’ authority and direction Removal of Officers (MBCA 8.43): at an time, with or without cause by board of directors, appointing officer, or other authorized officer 



 



 



o Director’s “Duty of Care” (DOC) & the Business Judgment Rule (BJR)  Kamin v. American Express (Duty of Care/BJR)  Facts: Kamin brought a shareholder derivative suit claiming American Express had engaged in waste of corporate assets by declaring a certain dividend. The issue was should the courts interfere with a board of directors’ good faith business judgment as to whether or not to declare a dividend or make a distribution?  Court says: The court held that whether or not to declare a dividend or make a distribution is exclusively a matter of business judgment for the board of directors, and thus the courts will not interfere with their decision as long as it is made in good faith. It is not enough to charge, as Kamin has in this case, that the directors made an imprudent decision or that some other charge cannot give rise to a cause of action. Thus, the motion for dismissal of the complaint was granted.  Smith v. Van Gorkom (Duty of Care/BJR)  Facts: Trans Union (TU) leased rail cars. Van Gorkom (VG), CEO, was getting close to retirement with TU. VG approached Pritzker regarding a merger. VG and Prizker put together a plan with a price, but never did a study to determine what the best price for the TU shares would be. They set up a new corporation for the sole purpose of taking over TU and buying out the shareholders (including VG). VG held a very rushed board meeting and got some general support for the take over, because the board rationalized that there would be a 90 day ―test period.‖ The board approved the takeover agreement. VG signed the final agreement on behalf of the board, without first reading the agreement and while he was at a social event.
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N. HANNINGTON o Smith sued VG and all the other members of the board, claiming that the shareholders were personally injured financially because the price per share was too low, and for the board’s breach of care by not being informed. Court says: The court concluded that they board did not make an informed decision. The court did say that generally good faith reliance on an expert [officer] can be a valid excuse, which would fully protect the board from liability. However, to avail themselves of this excuse they must have relied on a report, and a twenty minute oral presentation wasn’t a report because it lacked substance and even VG only got the information for the presentation an hour in advance of the meeting. The court concluded that the decisions by the Board were not informed and therefore not valid. Generally, a flawed board decision can be cured by a shareholder vote. However, in this case although the shareholders did ultimately approve the merger, the shareholders could not possibly have been informed when the board wasn’t informed and the proxy materials were flawed.















Business Judgment Rule o Why should courts defer to Directors’ judgment?



o Francis v. United Jersey Bank (Duty of Care/BJR)  Facts: Pritchard inherited 48% interest in reinsurance company; she and her two sons were directors. She wasn’t involved in day-to-day ops and knew almost nothing about the business. Sons misappropriated millions and corporation went into bankruptcy.  Court says: Court held Pritchard had duty of care and breached it.  Directors must “discharge their duties in good faith and with that degree of diligence, care and skill which ordinary prudent men would exercise under similar circumstances in like positions.” A lack of knowledge about the business or failure to monitor the corporate affairs is not a defense to this requirement.  ―Duty of Care‖ (DOC) (MBCA 8.30):  Act in good faith  Act in a manner ―reasonable believes to be in the best interest of the corporation‖  When becoming informed, discharge duties ―with the care that a person in a like position would reasonably believe appropriate under similar circumstances



 PART 4: Directors/Officers’ Duty of Loyalty (DOL)—Self Dealing & Corporate Opportunity Doctrine o These are times where the Director/Officer is on both side of the transaction
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N. HANNINGTON One side—acting on behalf of the corporation Other side—as himself; a close family member, or another entity in which he has important interest as a director/officer or shareholder o Approaches to Self-Dealing Transactions  Common Law Traditional Approach  Common Law Modern Approach/Statutory Approach  Substantive test o Burden of proof? o Defendant entitled to Business Judgment Rule presumption?  Procedural test o Burden of proof? o Defendant entitled to Business Judgment Rule presumption? o Bayer v. Beran (Self-dealing)  Facts: Corporation advertised on a radio program; suit alleged that directors bought the advertising in order to support career of a singer on the program, who was also the wife of the company’s president.  Court says: Court found no evidence the Board knew the wife was on the program until after the advertising was approved, and there was no evidence of breach of duty in the decision to advertise.  A director’s personal dealings with the corporation to which he owed fiduciary duty, which may produce a conflict of interest, “are, when challenged, examined with the most scrupulous care, and if there is any evidence of improvidence or oppression, any indication of unfairness or undue advantage, the transactions will be voided.” o Benihana of Tokyo v. Benihana, Inc. (Duty of Loyalty) o MBCA ―Director’s Conflict of Interest‖  MBCA 8.60  Conflicting transaction (8.60(1))  Material financial interest (8.60(4))  Related person (8.60(5))  What must a director do to insulate a director conflicting interest transaction from damages/equitable relief claim?  Boar of Director Approval, or  Shareholder Approval, or  Fairness Approval  Key Definitions  Required disclosure (MBCA 8.60(7))  Qualified director (MBCA 1.43(3)) 42  



N. HANNINGTON  Fair to the corporation (MBCA 8.60(6)) o In Re eBAY (Duty of Loyalty—Corporate Opportunity) o MBCA in regards to Business Opportunities  What can a director do to insulate take advantage of a business opportunity form a damage/equitable relief claim? (MBCA 8.70(a))  (1) Approval of qualified directors (disinterested directors) disclaiming corporation’s interest  (2) Approval from shareholders  other ways to avoid potential liability, ―safe harbor‖ (MBCA 8.70(b)) o Fliegler (Ratification by shareholders)  PART 5: Closely Held Corporations o Control Issues in Closely Held Corporations  Basic Rights and Roles of Shareholders  Liability for corporate acts/debts (MBCA 6.22(b))  Have pre-emptive rights IF in articles (MBCA 6.30)  Receive dividends IF declared (MBCA 6.40)  Annual Shareholders Meeting (MBCA 7.01)  Votes per Share (MBCA 7.21)  Proxy voting OK (MBCA 7.22)  Elect Directors by plurality (MBCA 7.28) o Compare MBCA 7.35: majority  May bring derivative suit (MBCA 7.40-7.46)  Vote on Conflicting Interest Transactions (MBCA 8.63)  Vote on Business Opportunities (MBCA 8.70)  Vote to Amend Articles (MBCA 10.03)  Vote on some mergers (MBCA 11.04)  Any extra rights for ―preferred stock‖ (MBCA 6.01) o Dividend and/or liquidation preference o Galler (Closely Held Corp) o Wilkes (Closely Held Corp—Abuse of Control)  ―freeze out‖ o Brodie (Closely Held Corp—Abuse of Control) o Devices and Strategies for having CONTROL in Closely Held Corporations  Shareholders Agreements—electing directors, choosing officers, buy-out opportunities, etc. (MBCA 7.32)  Special Statutory provisions—choose close corporation status; allows for management by shareholders, etc.  ―Bail out‖ via court-ordered dissolution/buy-out  organize instead as a limited liability company under LLC statute  PART 6: Federal Securities Law: Securities Act of 1933 o Securities Act of 1933: concerned with security fraud, disclosure of information to investors  Basic rule  Anti-fraud rule  Focus on registration requirement
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N. HANNINGTON Securities: o Stock (aka ―equity securities‖): represents ownership interest in the corporation; common, preferred, etc. o Bonds, etc. (aka ―debt securities‖): represent debt owed by the corporation to the bondholder; notes, bonds, debentures, etc. Act of 1933, Sec. 5: Registration  (1) Cannot offer to sell stock, etc. before filing a ―registration statement‖ AND  (2) cannot sell stock, etc. UNLESS: o 1) Registered with the SEC, and o 2) Buyer of stock received copy of PROSPECTUS  Prospectus (conflicting purpose/goal) includes:  (a) info about company  (b) info about security itself  When is a Sale EXEMPT from registration (Sec. 5) requirement?  (1) Exempted Securities (ex. Issued by USA or state, issued by bank)  (2) Exempted Transactions (ex. Not involving a ―public offering‖, small offering of securities within $ limit) Doran v. PMC (Private Offering Exemption) Pros/Cons of Registration  Reasons to Try to Qualify for Exemption  Cost  Time commitment  Disclosure concern (initial/ongoing)  Benefits of Registration  Distribution to wider market  Ease of sale because of ease of resale  Psychological appeal of IPO 1933 Act—Liability:  Common Law fraud—liability for misrepresentation of material facts  1933 Act—liability for misrepresentation OR omission creates:  private right of action, and  basis for criminal prosecution  Other foundations for 1933 Act Liability:  Not registering when should have  Failing to deliver prospectus Attorney’s Roles in Registration under 1933 Act  Attorneys: issuer, UW, SEC  Prepare registration statement/prospectus (issuer/UW)  UW’s attorney’s role: ―due diligence‖ review o Review corporate minute books, articles, bylaws, annual and other reports, etc. o Interview corporate officers, etc. 



o



o o



o



o



44



N. HANNINGTON o Goal—conduct reassurance investigation to assure accuracy and adequacy of disclosure in the registration statement  Prepare other deal documents  Prepare closing documents  PART 7: Securities Fraud & Insider Trading o Securities Exchange Act of 1934: focuses on securities transactions/matters after initial issuance by corporations  Securities fraud, including insider trading  Periodic public disclosure requirements  Annual, quarterly, certain events, insiders’ trades  Take over regulation  Proxy regulation o 1934 Act—Rule 10(b)-5’s Breadth  Applies to ALL persons  Covers (all of the below) in connection with the sale of any security (both public and private):  Untrue statements of a material fact/omissions of material facts  Insider trading  Other kinds of fraud, deceit, etc.  Federal remedy for securities fraud o TX Gulf Sulphur (Rule 10(b)-5) o Dirks v. SEC (Insider Trading) o US v. O’Hagan (Insider Trading) o Insider Trading—Scope of Rule 10b-5  Corporate Insiders: violate 10b-5 if trade in corporation’s stock on basis of confidential information because they owe a fiduciary duty to the corporation and its shareholders  ―permanent insiders‖: directors and officers  ―temporary insiders‖: attorneys, etc.  Corporate Outsiders: violate 10b-5 if make use of tip improperly given by an insider OR misappropriate and trade on confidential information of breach of duty of trust or confidence owed to the source of the information  NOTE: Rule 10b-5 does not reach other ―outsiders‖ with no inherent duty, duty of trust and confidence, etc. o Insider Trading—Policy & Penalties  Why prohibit insider trading? Why not just treat insider trading profits as a perk for corporate insiders?  Property rights  Fairness  Market confidence  Perverse incentives  Penalties Available:  Criminal prosecution (willful violations)  Civil penalties (including treble damages)  Liability to contemporaneous traders 45



N. HANNINGTON  Disgorgement of profits  Informant bounties o Insider Trading—Attorneys  Attorneys can be corporate ―insiders‖ as to corporations whose material non-public information they have access to  ―permanent‖ (i.e. officer of a corporation)  ―temporary‖ (i.e. doing legal work for a corporation)  Attorneys can be corporate ―outsiders‖ but STILL may be prohibited from trading on inside information  PART 8: Limited Liability Corporations o Formation of an LLC  Distinct Entity (ULLCA 201)  Participants=members and managers  Process to file articles of organization (ULLCA 202)  Contents (ULLCA 203) o i.e. state if to be manager—managed o comply with LLC name requirements (ULLCA 105)  May decide to enter operating agreement (ULLCA 103) o Relation of LLC/Members/Managers to 3rd parties  Agency/authority—who are the agents?  In member-managed LLC (ULLCA 301(a))  In manager-managed LLC (ULLCA 301(b))  LLC liability for third party losses for wrongful acts or omissions, etc. (ULLCA 302) o Relation of LLC members/manager to each other and LLC  Management Rights (ULLCA 404)  In member-managed LLC: equal rights to mange, majority vote (ULLCA 404(a))  In manager-managed LLC: equal right to manage, majority vote, selected by members (ULLCA 404(b))  Matters requiring unanimous member vote (ULLCA 404(c))  Distributions: equal shares (ULLCA 405(a))  Dissolution (ULLCA 405) o Member interests, Dissociation (ULLCA 501, 601) o Tax Treatment: can elect pass-through tax treatment  Owners alone can pay tax on entity’s income  Double taxation: entity pays tax on its income and owners pay taxes when they get some of the income through i.e. dividends o LLP compared to a General Partnership o Water, Waste & Land (“Westec”) v. Lanham o Piercing the Corporate Veil  Limited Liability (ULLCA 303)  Kaycee L. and L. v. Flahive o LLC Standards of Conduct  Member-Managed LLC (ULLCA 409(a)-(d))  Members have only fiduciary duties specified 46



N. HANNINGTON  Loyalty  Care  Good faith and fair dealing  Manager-Managed LLC (ULLCA 409(h))  Members who are not managers: no standards  Managers: same standards as above o McConnell v. Hunt o Distributional Interests—Dissociation  Member Distribution Intrests (ULLCA 501, etc.)  Member not co-owner of LLC property  Distributional interest is transferable, but transferee does not automatically become a member (ULLCA 502); role of ULLCA 503  Member Dissociation (ULLCA 601, etc.)  Trigger events  Power to dissociate at any time BUT may be wrongful (ULLCA 602)  Effect depends on whether at will or term LLC (and in term, whether LLC will wind-up and dissolve or not (ULLCA 603))
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