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Professor Wagner                                                                                                    Fall 1999

BUSINESS ASSOCIATIONS

I. CHAPTER 1: AGENTS AND EMPLOYEES

A. Section 1: An Introduction To The Organization of Business

1. Fowler v. Pennsylvania Tire Company  5th Circ. 1964

FACTS: Penn Tire entered into a K with Martin’s Tire whereby it agreed to deliver tires for resale at prices and terms set by Martin’s Tire.  The K was termed a consignment with title being expressly reserved with Penn Tire.  Martin’s Tire filed a voluntary petition on bankruptcy.  Penn Tire petitions to reclaim the tires under the consignment, asserting that the trustee (Fowler) cannot have possession.

ISSUE: Whether Penn Tires had retained title to the tires under a consignment, in which case it can retrieve the tires, or had transferred title to Martin under a conditional sales contract, in which case (because Penn Tires failed to perfect any security interest) the tires are an asset of Martin, to be sold for the benefit of all creditors.

COURT: A transaction in goods is considered a consignment if the contract called for title to remain in the party delivering the goods.  The CT looks to the transaction to ascertain the correct intent of the parties.  Fowler contends that despite the express language indicating a consignment, the subsequent actions of the parties showed that the tires belonged to Martin’s Tire.  Fowler relies on Goodyear Tire and Matter of Klein, both of which the CT distinguishes based on Martin’s Tire never having title and there being no bad faith, respectively.  CT relies on the language of the K since the K was not ambiguous.  Note: With a consignment, once the goods have been delivered to the dealer, the dealer has no obligation to pay for them as with a sales K.

DISSENT: Should not be limited to the four corners of the agreement when the parties did not operate in the manner called for by the K.  Tires were invoiced as “Sold to Martin’s Tire”.  Prices and terms at Martin’s Tire discretion, sales proceeds went into the general bank account, etc.  Penn Tire’s solution was to ensure that could reclaim upon bankruptcy of Martin’s Tire. 



    CLASS:
· Fowler wants it characterized as a sale so that more goes into the “bankruptcy pot”, as do creditors and employees.

· Evidence that Penn Tire is trying to retain control:

1. Title retained by Penn Tire

2. Segregation and marking of stock

3. Risk of loss

4. Inventory reports

· In TX, the policy is to protect creditors, so why did the CT characterize it as a consignment?

Factors:

1. Facilitate or hinder commerce.

2. Fairness: Maybe the creditors should have investigated whether the tires were assets or not.

· UCC § 2-326(3) [page 9]: Without a security interest in the goods, the goods are subject to the claims of the buyer’s creditors while in the buyer’s possession (if maintains same kind of business under a different name).

· Various Business Setting Options for Penn Tire:

1. “Within the Firm”: Company-operated store with an employee manager- Master-Servant.  Adv: More control but possibly less profits; protecting the value of the trademark or tradename is easier.

2. “Across Markets”: Sales through an independent distributor: entrepreneur buys products to sell- Independent Contractor.

3. “Consignment Sales” Independent sells on consignment- No title, simply the agent.

2.  Business Participants

a. Owners

· Want to retain some level of control

Exception: Publicly held corporation (shareholders)

b. Managers

· Employee

· Specific status and duties

· Corporation: “Directors”

c. Creditors

· Receive protection in commercial law and corporate law.

· Suppliers (ex. Penn Tire) extend credit in the form of materials necessary to operate business.

· Lenders/Banks
d. Customers *

· Protected through Consumer Protection Laws

e. Workers *

f. Public Interest *

* Protection is evolving for these participants.



3.  Business Substantive Issues: “Deal Points”

a. RISK OF LOSS

· Protected by corporate law provisions under state law

b. RETURN ON INVESTMENT

· Owners: want profit or simply return on individual investment.

· Managers: compensation (salary, bonuses, stock options, etc.).

· Creditors: want to protect their interest vis a vis the business.

c. CONTROL

· By owners, managers, and creditors – decided by who has the right to the residual interest.  Example: Want at-will employees.

· Determine what line of business, what areas to expand or contract – decisions affecting the bottom line of profitability.

d. DURATION

· How long is the business going to be set up for?

e. LIMITS ON ACTION

· Fiduciary Duty: implies special responsibilities in dealing with a particular party.

· Government Regulation: environmental, financial institutions dealing with public money, etc. – Parties cannot K around these.

There is a governing body of statutes for these participants and issues, but parties can agree to K outside of the statutes.


* c,d,e are “deal points” or negotiating tools; d,e are dictated by either statutory rule or K. *





Co-Owned Store
+/ Control, higher return, guaranteed distribution, easier protection 

    of value of trademark or trade name.

-/  Costs, not as strong incentives for managers (salary, no share of  

    profits---so, despite guaranteed distribution, sales may be less 

    than with an incentive-driven independent contractor).

Sale Through an Independent Outlet

+/  Less at risk(financial investment, no outlay for brick and mortar 

     establishment, no need to develop expertise, no hiring issues.

-/  Less control (can negotiate control terms that fall back to an 

    agency relationship – ex. quality control 

    mechanisms…inspections, periodic reports, level of sales 

    maintained, limited pushing of competing tires)

4. Agency

Restatement (Second) Agency § 1

Agency; Principal; Agent

(1) Agency is:

· the fiduciary relation

· which results from the manifestation of consent

· by one person

· to another

· that the other shall act on his behalf

· and subject to his control,

· and consent by the other so to act

(2) The one for whom action is taken is the principal.

(3) The one who is to act is the agent. 

Restatement (Second) Agency § 2




       Master; Servant; Independent Contractor

(1) A master is

· a principal

· who employs an agent 

· to perform service in his affairs

· and who controls

· or has the right to control

· the physical conduct of the other

· in the performance of the service

(2) A servant is

· an agent

· employed by a master

· to perform service in his affairs

· whose physical conduct 

· in the performance of the service 

· is controlled

· or is subject to the right to control

· by the master

(3) An independent contractor is

· a person who contracts

· with another

· to do something

· for him

· but who is not controlled

· by the other

· nor subject to the right to control

· with respect to his physical conduct

· in the performance of the undertaking.

· May or may not be an agent.

- Master/Servant is an employment relationship.

B. Section 2: Employee Versus Independent Contractor and the Exercise of Control

1. Humble Oil & Refining Co. v. Martin  TX 1949

FACTS:  Martin, injured when a car rolled out of a service station owned by Humble, sought to hold Humble liable for the station operator’s (independent contractor) negligence.

COURT:  A party may be liable for a contractor’s torts if he exercises substantial control over the contractor’s operations.  In this case, the contractor relationship breaks down and the master-servant relationship is formed.

2. Hoover v. Sun Oil Company  Del. 1965

FACTS:  Hoover sought to hold franchisor Sun Oil responsible after he was injured in afire at a service station franchise operated by Barone.  The agreement called for a certain level of compliance by Barone, but Barone was left in control of the day-to-day operations of the station.

COURT:  A franchisee is considered an independent contractor of the franchisor if the franchisee retains control of the inventory and operations.  The test is whether the oil company has retained the right to control the details of the day-to-day operation of the service station; control or influence over results alone being viewed as insufficient.

3. Difference between Humble Oil and Sun Oil
· Both are cases tort cases involving vicarious liability/respondeat superior.  Oil companies are brought into the suits on the “deep pockets” theory.

· FACTORS:

1. Investment/Rent/Compensation

2. Reports

3. Setting of hours

· In light of the termination provision, this is not so significant a factor b/c even if operator sets his own hours, owner can terminate if he is not happy with it.

4. Training/Supervision

5. Corporate Trademark

6. Hiring Employees

7. Duration 

· Physical (control as to manner in which job is performed) “day-to-day control is the key factor:

· SO did not set hours; HO set hours.

· HO and SO owned the stations.

· HO paid 75% of the operating costs; SO: not clear who paid the operating costs, but Barone “alone assumed the overall risk of profit or loss”.

· HO made Schneider prepare reports and perform duties; SO did have a representative make biweekly visits.

· HO involved in the hiring, firing, and training of employees…could they have prevented the accident?; Barone controlled the hiring and firing in SO.

· Theories for holding owner liable in tort:

· “Deep Pockets” –Ability to bear costs.

· Patrons rely on the representations made at the station.

· Why should the person most able to bear the risk be the one liable?

· The person with the greater investment may attempt to externalize the risks associated with the business by shifting the control to the operators.  To prevent this, should owners make sure that operators have insurance?

· Party with the most to risk has the incentive to avoid liability and has a greater financial ability to compensate.

4. Murphy v. Holiday Inns, Inc.  Va. 1975

FACTS:  Murphy sought to hold Holiday Inn, Inc. liable when she slipped and fell at a motel operated by a franchisee.  Involves a “license agreement”.

COURT:  If a franchise contract so regulates the activities of a franchisee as to vest the franchisor with control within the definition of agency, a principal-agent relationship arises even if the parties expressly deny it.  In this case, however, Holiday Inn included several requirements in the contract to achieve system-wide standardization of business identity, uniformity of commercial service, and optimum public good will.  The provisions were not provided to and did not control the day-to-day operation of the motel.  

CLASS:
- Betsy-Len owned the motel in this case, unlike the oil co. cases.

- The nature of the injury sometimes influences whether or not the “deep 

   pockets” should be reached.

- P relied on an “actual agency” theory.  Why not an “apparent agency”  

   theory?

C. Section 3: Control and the Liability of Creditors

1. Gay Jenson Farms Co. v. Cargill, Inc.  Minn. 1981

FACTS:  Warren operated a seed elevator and purchased grain and seed from local farmers.  Cargill provided the working capital to Warren, and as Warren became more and more financially unsound, Cargill became more involved in its day-to-day operations.  Warren nevertheless defaulted on contracts with local farmers who are suing Cargill on an agency theory.

COURT:  A creditor who assumes control of his debtor’s business may be held liable as a principal for the acts of the debtor in connection with the business (R.2d § 14 O and R.2d § 1).  Although no express agency was created in the agreement, the course of dealings indicate that Warren acted on Cargill’s behalf in procuring the grain, and Cargill interfered in Warren’s internal affairs.  No buyer-supplier relationship existed because R.2d § 14 K states that the supplier must have an independent business, buyer receives a fixed price, and act under his own name.  Warren’s operations were financed by Cargill and Warren sold almost all grain to Cargill alone (no independent business).

CLASS:

- Cargill and Warren had  a “paternalistic relationship”.  Cargill was acting 

   more to secure a source of grain than as a lender.

- Farmers go to Cargill for “deep pockets”.

- Buyer-Supplier Argument:  The idea is that as a supplier, Warren is 

   taking the risk, not Cargill as in a principal-agent relationship.  The court   

   rejects this argument b/c no indep. business, paternalistic relationship, 

   and since Cargill extended the credit, without Cargill, there wouls be no   

   Warren.

- Although the 9 factors were to some extent what any normal creditor  

  would exercise, Cargill overstepped its bounds.  The telephone calls and  

   everyday supervision were too much.

- Cargill continues to extend more and more credit to fulfill its business   

   obligations involving grain and to keep the profits from resale coming 

   in. 

- Law and economics analysis:


Who could better handle the losses?

· Although it was probably not customary to do so b/c they needed grain storage, the farmers could have demanded cash for the grain immediately.

· Cargill could have dealt directly with the farmers, but maybe the farmers preferred to go through Warren.

· Cargill could have demanded receipts from Warren (false reports of paying farmers turned in by Warren).

- To restructure the agreement so that Cargill will not be responsible in the 

   future, Cargill should pull the line of credit or notify farmers that they  

   are not liable for Warren (notice of no liability, but may interfere with  

   course of supply).  There is, however, sometimes lender liability  

   for suddenly pulling a line of credit. 

-  If trade creditors notify that they are not liable, it tips off other lenders  

   and banks who may also withdraw their credit.  Warren may have tort  

   action against Cargill for impairment of business reputation.

-  R.2d § 14 O states that a creditor simply exercising veto power does not 

   make them a principal; it is de facto control that makes a creditor a  

   principal.

- Cargill could have bought Warren, but then it would need resources to 

   diversify and it would use up some of those profits it otherwise had.

- Cargill could have simply co-signed a loan for Warren, but need a bank   

   willing to accept this arrangement and it  must be done in the beginning.

D. Section 4: The Scope of Authority: Apparent Authority

1. Lind v. Shenley Industries, Inc.  3rd Circ. 1960

FACTS:  Lind accepted a management position with Schenley Industries, Inc. based on an assertion by his immediate supervisor that he would receive a 1% commission on the people below him.  Kaufman had not been authorized to offer the compensation, which would have quadrupled  Lind’s salary.

COURT:  An agent can bind a principal despite a lack of authority to do so if it would seem to a reasonable person that the agent possessed such authority.

· Actual Authority: an agent has express authority to bind a principal. (Implied Authority is actual authority given implicitly by a principal to his agent)

· Apparent Authority: authority can be inferred from the conduct of the principal and the agent as to the third party.
· Inherent Authority: authority that arises because an agent ordinarily possesses certain powers.  Conduct and manifestations are not an issue, only status, position, and custom apply. 

The position of Kaufman as Lind’s direct supervisor would lead Lind to reasonably believe that Kaufman had the ability to speak for the company.  The four-fold increase was reasonable to believe because of bonuses and the time of year.  The court distinguishes Gumpert in which a director, not an immediate supervisor offered the compensation package. 

DISSENT:  Commission would have more than quadrupled Lind’s salary and even after the alleged promise was made and Lind did not get paid month after month, he made no formal complaint.  This is evidence that no promise was made.

CLASS:

· Apparent Agency:

Restatement Second of Agency § 8: 

Apparent Authority is the power to affect the legal relations of another person by transactions with third persons, professedly as agent for the other, arising from and in accordance with the other’s manifestations to such third persons.

Need:

1. Manifestation of Principal through the Agent to the Third Party.

2. Reasonable Belief of Manifestation by the Third Party.

· Reasonableness of Belief:

· Length of the K is a factor.

· It was reasonable here b/c additional compensation usually accompanies a promotion.

   2.  Three-Seventy Leasing Corporation v. Ampex Corporation  5th Circ.1976

FACTS:  A salesperson at Ampex, Kays, agreed to sell certain computers to 370 despite not having been given authority to do so by Ampex.  370 was already in the process of negotiating with EDS to provide those computers.  A letter sent by Kays as to the deal is the issue in this case (offer or acceptance).

COURT:  A salesperson binds his employer to a sale if he agrees to that sale in a manner that would lead the buyer to believe that a sale had been consummated.  Apparent and inherent authority apply here.  It is reasonable to believe that a salesperson has the ability to close a deal, even though Ampex claims it was outside Kays authority.
CLASS:

- The only way a corporation can act is through the actions of its 

   employees or other agents, so must focus on the actions of employees to  

   establish agency. 

- Kays letter meets the manifestation and objective reasonable belief 

  standards.

- If only certain officers had the authority to close the deal, it should have  

  been in the letter.  Omitting such information implies that Kays can close  

  the deal.


         3.  Billops v. Magness Construction Co.  Del. 1978

FACTS:  Billops contracted with Magness, which operated a Hilton  Hotel, to rent a conference room for an exhibition he was hosting.  On the day of the event, the banquet manager attempted to extort money from Billops by demanding extra cash for use of the premises.  Evidence showed that Hilton mandated that its franchisees adhere to an operations manual it provided, which resulted in substantial control over the daily operations of the hotel.

COURT:  If a franchise agreement allocates to the franchisor the right to exercise control over the daily operations of the franchise, an agency relationship exists.  Apparent agency applies to this case because Hilton has manifested itself because of the logos and advertising (“system of standardization”).  Also, Billops provided evidence of a reasonable reliance on the quality the Hilton name represents through the willingness to pay $10/guest to do the exhibition at Hilton.  



  CLASS:  

· Why is Hilton fighting this case?  Why not let insurance cover the liability?  Because the franchisee owns the hotel and has the most risk – liability should go to the party with the most risk.

· Many franchisors avoid such liability by requiring franchisees to name the parent as an additional insured on their liability policies.

E. Section 5: Inherent Agency Power

1. Watteau v. Fenwick  Queen’s Bench 1892

FACTS:  Humble, the previous owner of the bar, stayed on to work as the manager when Watteau purchased it.  Humble was only authorized to purchase ales and mineral waters, but purchased other items on Watteau’s account from Fenwick.  Fenwick now wants to collect from Watteau.

COURT:  When one holds out another as an agent, that agent can bind the principal on matters incident to such agency, even if he was not authorized for a particular type of transaction (Inherent Agency).  Those acts that are “usually confided” or customary to such an agent make the principal liable, notwithstanding any limitations placed on the agency and not disclosed to third parties.  Fenwick clearly believed that a manager had authority to purchase such items, or even that Humble was still the owner.

CLASS:

-  Apparent agency does not work because Watteau was an “undisclosed 

    principal”, so there were no manifestations.

-  No actual agency because Humble was not authorized to purchase those 

    items.

 - The policy behind this decision is to protect third parties; Limited    

    liability (liable for assets committed, not personal assets) is intended to 

    protect businesses from the Watteau decision and encourage 

    investment.

 - To avoid the loss:  Fenwick could have done a credit check on Humble, 

    but this is costly and time consuming.  Watteau could have changed the  

    owner sign in the window or checked out Humble’s actions.

-  Restatement (Second) of Agency:


§ 194 Acts of General Agents

A general agent for an undisclosed principal authorized to conduct transactions subjects his principal to liability for acts done on his account, if usual or necessary in such transactions, although forbidden by the principal to do them. 

§ 195 Acts of Manager Appearing to be Owner

An undisclosed principal who entrusts an agent with the management of his business is subject to liability to third persons with whom the agent enters into transactions usual in such businesses and on the principal’s account, although contrary to the directions of the principal.

2. Kidd v. Thomas A. Edison, Inc.  NY 1917

FACTS:  Edison, Inc. contended that its agent, Fuller, made agreements on its behalf to pay for singing artist recitals which Edison intended the record dealers to pay for.  Kidd, a singer, sues Edison for her payment.  

COURT:  An agent acting within the usual boundaries of his role binds his principal even if the details of the transaction to which he agrees were not authorized.  Fuller agreed to what was customary in the industry, and was acting within the general scope of the business entrusted to his care.  Apparent agency applies because it was reasonable for the singers to believe that the K negotiated with Fuller was binding upon Edison.

CLASS:

       - Inherent Agency probably a better theory here.

       - Apparent agency encourages commerce and efficiency because 

         people do not have to worry about looking into every detail before  

         entering a transaction.

      - Kidd could have required a written K to avoid litigation and Edison 

         could have provided a form K making clear where the liability falls.

      - Edison is in a better position to avoid loss because owner and should  

        control employees.

        3.  Nogales Service Center v. Atlantic Richfield Company  Ariz. 1980

FACTS:  Nogales principals and an ARCO agent negotiated to provide Nogales with a loan and a price break on fuel for a truck stop.  ARCO provided the loan but reneged on the price break.  Nogales sued ARCO.  The jury was given apparent agency instructions and ARCO prevailed.  

COURT:  A principal can be bound by a general agent based on his position as such, even if he lacks express or apparent authority for the commitment at issue.  In this case, inherent authority applies because Fuller’s position was such that he was clothed with the authority that someone in his position would reasonably be expected to have.

                       
       CLASS:

· Inherent agency is easier to show for a P b/c do not have to show manifestations (conduct) by the principal.  Must only show that P relied on the position of the agent.

· Restatement (Second) of Agency:

§ 8A: Indicates that inherent agency is for the protection of third parties harmed by dealing with a servant or agent.

§ 3: General Agent: For a series of transactions involving a continuity of service.  Special Agent: For a single transaction not involving a continuity of service.

§161: Unauthorized acts of a general agent subject the principal to liability if the acts accompany or are incidental to the authorized transactions if the third party reasonably believes the agent is authorized to do them and has no notice that he is not so authorized.   

F. Section 6: Fiduciary Obligations Owed by Agents to their Principals

1.  General Automotive Manufacturing Co. v. Singer  Wisc. 1963

FACTS:  Singer worked for General Automotive under a K which provided that Singer was not to engage in business which competed with GA.  Singer was extremely reputable in the machine shop business, and supported GA by extending credit to customers. Singer took on jobs that he felt GA was not equipped to handle on his own behalf.

COURT:  An agent who draws away business from his principal for his own enrichment is liable to the principal for his profits therefrom.  Singer owed GA $64,000 minus the 3% of gross sales he normally received.  An agent owes a fiduciary duty of good faith and loyalty not to act adversely to the interests of the principal.  Singer should have disclosed the opportunity to GA so that they could decide whether to expand their operations to accommodate the job.



CLASS:


- What about the value of Singer to GA?  Supported the business and this 

              was not a breach of K case.  GA received a windfall in $64K.  What  

              about the policy to protect the rights of people who conduct business in 

              an efficient manner?

        2.  Bancroft-Whitney Company v. Glen  Cal. 1966

FACTS:  Glen, president of Bancroft-Whitney, before leaving to join competitor Matthew Bender & Co., enticed others to leave along with him.  B-W sued Bender for unfair competition and Glen for breach of fiduciary duty.

COURT:  An executive who recruits co-employees to join him in moving to a competitor breaches his fiduciary duty to the former company.  That an officer negotiates with a competitor in preparation of taking employment therewith does not itself violate this duty.  Only when the officer uses his position to recruit personnel important to his corporation, the departure of which will work to the detriment of the company, there is a breach of fiduciary obligation. 


CLASS:

- Although there is no bright line test for breach of fiduciary duty, it is   

  clear that the use of confidential information is not permitted. 

- Page 66: Restatement (Second) of Agency § 393 and comments: Can  

  make preparations to leave, but cannot use confidential information  

  peculiar to employer’s business and acquired therein.  Company may  

  require notice to hire and train new employees.  Policy behind being able  

  to make preparations: At-will employment Ks allow employees the  

  freedom to move about.

- Misled Gosnell: 1. Raid: Glen says no duty to give knowledge of it b/c 

  he will not be with the co.  2. Two-Step Salary. 3. List of salaries and 

  names for solicitation (names not necessarily confidential, customers  

  would be).

3. Town & Country House & Home Service, Inc. v. Newberry  NY1958

FACTS:  Certain employees of Town & Country, a housecleaning firm, formed a competing company, and utilized customer lists they had obtained from Town & Country.  They only solicited customers from the list that Town & Country had put great effort into compiling, not to mention the costs associated with developing and securing it.  The list was “unique, personal and confidentail”.

COURT:  Former employees may not use confidential customer lists belonging to their former employer to solicit new customers.  The court viewed the customer list as a trade secret.  Simply forming a competitive company is not violative, but using a confidential customer list is.  Former employees made no efforts to secure customers other than those of Town & Country.    Town & Country is entitled to an injunction prohibiting solicitation and recoupment of profits obtained from the use of the list for breach of fiduciary duty/duty of loyalty.


      4.  Corroon &Black-Rutters & Roberts, Inc. v. Hosch  Wis. 1982

FACTS:  Hosch, a former employee of Corroon and Black, used its customer list in amassing a list of new clients.  For a time Hosch worked under an employment K that contained a covenant not to compete, but by the time he left Corroon, the K had expired.

COURT:  It is not unfair competition for an insurance agent to use his former employer’s customer lists to direct clients to the agent’s new insurance agency.  Absent a K that says otherwise (Hosch’s had expired), an employee can take any knowledge gained during his employment that does not constitute a trade secret.  Customer lists are not trade secrets because companies will compile them irrespective of any innovation protection by trade secret status.  Also, they are not confidential within a company, so they are not trade secrets.  

DISSENT:  The Restatement of Torts defines trade secrets as “any formula, pattern, devise, or compilation which is used in one’s business giving him an opportunity to obtain an advantage over competitors”.  A customer list falls squarely within this definition.


       5.  Town & Country and Corroon

· Page 76: Six factors to consider when deciding whether or not something is a trade secret.

· No effort made in either case to hide the customer lists.

· Was it easier in Corroon to develop the list?  It is difficult to reconcile these 2 cases.

· Town & Country: Amorphous fiduciary duty legal theory.

· Corroon: Why not use fiduciary duty theory instead of trade secret law?
II.  CHAPTER 2: PARTNERSHIPS

A.  Section 1: Partners Compared With Employees

1. “Model Law” for Partnerships: Not a statute.  Developed by legal experts.  Some states will adopt the Model Law, others will adopt it only in part.

2. Two Uniform Partnership Acts: 1914 and 1994.  Parties can override the applicable Partnership Acts with default provisions.

3. Partnership can exist without a written K designating it as such.  An oral agreement is sufficient and the terms are dictated by what the parties agree to.  Corporations require a state form filed with the state.

4. Fenwick v. Unemployment Compensation Commission  NJ 1945

FACTS:  Fenwick hired Chesire as a cashier and a receptionist at his beauty salon.  Upon requesting a raise, Chesire and Fenwick entered into a written “partnership” agreement in which Chesire would receive a year-end bonus of 20% of the net profits of the shop if the business warrants it.  Chesire would make no capital investment, would have no control over management, and would not share the risk of losses.  Upon termination of the relationship, the UCC seeks to determine whether Chesire was an employee or a partner to assess Fenwick’s liability under the unemployment compensation statute.  

COURT:  A partnership is an association of two or more persons to carry on as co-owners a business for profit.  The factors for determining a partnership exists include:

1. Intentions of the parties as evidenced through the language of any written agreement.

2. The right to share in profits.

3. The obligation to share in losses.

4. The ownership and control of the partnership property.

5. Control over management of the business.

6. The rights of the parties on dissolution.

The only factor that applied to Chesire was the right to share in profits. This factor alone is not dispositive. Lack of co-ownership is the problem.  There is no evidence of a partnership; Chesire is an employee.

CLASS:

· Court looked to the substance and not merely the 4 corners of the K.

· Chesire made no initial capital investment or financial contribution which makes co-ownership difficult to prove.

· Control in partnerships does not have to be equal.

· Profit sharing can also apply to an employee.  Court characterizes it as a bonus, not as satisfying a partnership element.

· Uniform Partnership Act of 1914

§ 18: Rules determining Rights and Duties of Partners

The rights and duties of the partners in relation to the partnership shall be determined, subject to any agreement between them to the following rules:

§ 18(a): Contributions to partnership can be recovered (out of profits and surplus remaining after all liabilities are satisfied).

§ 18(e): All partners have equal rights in the management and conduct of the partnership business.

§ 18(h): Any difference arising as to ordinary matters connected with the partnership business may be decided by a majority of the partners; but no act in contravention of any agreement between the partners may be done rightfully without the consent of all the partners.




            § 31: Causes of Dissolution 





Dissolution is caused:

§ 31(1)(b): Without violation of the agreement between partners, by the express will of any partner when no definite term or particular undertaking is specified.



5.  Frank v. R.A. Pickens & Son Company  Ark. 1978

FACTS: After Frank’s interest in a partnership was terminated by the managing partner, Pickens, Frank refused to accept a check for the buy-out of his interest and instead sought an accounting and liquidation of the partnership (Uniform Partnership Act allows this).  P & S asserted that an oral agreement existed for the purchase and termination of an interest in the partnership under which the value of a partner’s interest was determined by book value of that interest as if December 31 of the preceding year.

COURT:  If a buyout agreement exists among partners, a partner’s disassociation from the partnership does not cause dissolution of the partnership.  UPA § 18 states that the rights and duties of partners are subject to the agreement between them.



     CLASS:

     

· Policy: Preventing dissolution of the entire partnership due to the departure of a single partner.  Frank was looking for more money through dissolution and liquidation than through a mere book value interest.

· Issue: Was Frank and employee or a partner?  Capital contribution element not really met because it was a promise to make a contribution later.  What about a knowledge contribution?

· “Partnership at will” right to Pickens despite § 18(e) because can draft around the default rule

· UPA § 9(1): Every partner is an agent the acts of whom the other partners are liable for unless the partner is not authorized to act in that capacity, and the person with whom he is dealing has knowledge that he has no such authority. – Another DEFAULT RULE that can be drafted around.
· To exercise voting control against Pickens, the partners would have to risk access to the land Pickens hold which is so valuable to the partnership.
· Chesire was an employee and Frank was a partner.  Why?  1. Complexity of relationship 2. Capital contribution factor – Do not have to reconcile these 2 cases because different jurisdictions.
B. Section 2: Partners Compared With Lenders

1. Martin v. Peyton N.Y. 1927

FACTS: Martin, a creditor of a brokerage firm (KN&K), claimed that investments made by Peyton and his associates in KN&K made them partners, not lenders, in the firm.

COURT: The absence of an explicit partnership agreement does not preclude the creation of a partnership.  In this case, however, no partnership was found because there was no proof of an intention to form an association to carry on as co-owners of a business for profit.  The documents were merely a loan of securities with provisions to insure their collateral.  Given the financial troubles KN&K was suffering from, it is entirely understandable that the agreement would contain provisions allowing Peyton and his associates to monitor their investment.  The option provision is alone not sufficient to prove a partnership.

CLASS:

· Peyton and associates initially lent the money because of a friendship relationship.

· Three documents: “The Agreement” – no mention of “partnership”; “The Indenture” – mortgage of collateral; “The Option” – Peyton can enter KN&K by buying 50% or less of the interests at a stated price, may form a corporation, and resignations are in the hands of Mr. Hall.

· Since KN&K’s own securities were not worth enough to secure loans, Peyton loaned securities, not cash, and in return got profits from the brokerage (40% = high return).  KN&K could not use the securities to pay off the debts because the lenders held the securities in exchange for loans (KN&K hypothecated securities to secure loans).

· Parties bringing valuable things to the partnership does not impact this court.

· The option is unusual and provides a great amount of control and take-over power to mere “lenders”.

· Control: Peyton wanted to know of the transactions KN&K entered into and wanted to control management (option).  The court says a lender with control is not always a partner.  

2.   Kaufman-Brown Potato Co. v. Long 9th Cir. 1950

FACTS: Horton and Althouse were partners in the business of growing potatoes (Gerry Horton Farms – producers) and distributing potatoes (Gerry Horton Company – farm produce distributors).  Horton and Althouse as Gerry Horton Farms entered into a written K as to two parcels of leased land with Kaufman and Brown (partners as Kaufman-Brown Potato Company) who were to distribute the potatoes that were planted, raised, and harvested on such the land.  In the bankruptcy proceeding before the court, K-B claims an amount for the total of dishonored checks paid by HA (owe K-B $23,000). 

K:

1. For the year of 1944, K-B would purchase from HA an undivided interest (50% for one parcel and 40% for the other parcel) in all the potato crops for a certain amount.

2. HA would pay for the costs of planting and raising above the certain amount paid by K-B.

3. Net proceeds were to be divided “between the partners”.

4. Overall losses borne by the parties in their interest ratios.

5. HA would keep full and accurate accounts of the business at their place of business.

6. K-B had an option to purchase the crop of each parcel at the prevailing market price.  If there was no prevailing market price, K-B would distribute the potatoes for HA as agents for a stated commission for services rendered.  All money received would be paid to HA subject to the accounting and distribution.  HA could add markups to the purchase price, but the total of such markups were to be divided between the parties in the ratio of their interests.

7. HA furnishes all necessary farming equipment.

8. Crop mortgage as security for performance by HA and for a promissory note for the amount K-B paid in.  HA not held liable for any losses beyond their control.

· No assignments of leases to K-B partnership.

· No separate bank accounts from that of HA.

· None of HA’s creditors knew that K-B was a partner or had an interest in the leased parcels. 

COURT: The issue is whether K-B is a partner who would bear the losses along with HA or a lender who could make this claim in the bankruptcy proceeding.  It is important to look to the intentions of the parties.  The court concludes that a partnership does exist.

· K-B says crop mortgage is evidence of a lender situation.  CT says that this assertion is negated by the fact that the mortgage was to be security for HA performance only and HA was not to be held liable for losses beyond their control.

· No capital contribution.  CT says labor and skill (K-B sales organization and experience) can be an investment, but since amount paid in was to be repaid before the division of net proceeds, there is evidence of a partnership.

· “Partner” in K relevant to fact-finder (could be more than not having to name them and still include in personnel).

· “Partnership Books” language taken directly from Ca. Civil Code § 2413.

· Trips to Ca. by K-B to make recommendations on the operations.  CT says could be to protect interests, but consistent with a partnership relationship.

· Ca. Civil Code § 2401…defines partnership.  § 2400 defines it as “an association of two or more persons to carry on as co-owners a business for profit”.  

CLASS:  

· K-B, as a creditor, want the principal plus interest.  Other creditors were getting a percentage of the profits, while K-B was getting an undivided interest (50% and 40% of two parcels).

· K-B was not getting interest on the loan, but as distributors, were getting the difference between the buying and selling price.

· CT says not a lender: 1. Right to purchase crop (option), and 2. Share of net proceeds regardless of who distributes the potatoes.  

· Control element is not met here as in Cargill: HA exercised primary legal control over day to day operations.

· Reconcile with Martin and Fenwick.
C. Section 3: Partnership by Estoppel

1. Young v. Jones S. Carolina 1993

FACTS:  Young, a Texas investor who lost $550,000 after relying on a falsified financial audit statement attached to an audit letter by Price Waterhouse-Bahamas, sought to recover damages from Price Waterhouse-US under a partnership by estoppel theory. 
COURT:  A person who represents himself, or permits another person to represent him, to anyone as a partner in an existing partnership or with others not actual partners, is liable to persons to whom such a representation is made who has given credit to the actual or apparent partnership.  Price Waterhouse holds itself out as an international accounting firm, but Young can point to no other evidence that the affiliates should be held liable for the acts of each other.  Further, there is no evidence that Young relied on the PW-US representation, and even if he had, there was no evidence that PW-US was connected to the falsified statement.  Young never extended credit to the actual or apparent partnership as required by UPA § 16(1) {Note: UPA § 7(1) is the general rule}.

CLASS:

· Two legal theories:

1. Partnership-in-fact (actual)

2. Partnership by estoppel (theory is to protect the third party who relied on the representation) – P has burden of proof to prove reliance.

· The affiliates are liable for the acts of each other to the extent they are legally linked.  Documents shoe legal separation.

· P should have argues apparent agency, with PW-US being the principal, and PW-Bahamas being the agent.

· In this case, there was no evidence of reliance and no extension of credit.

· PW-Bahamas was using the name illegally under a licensing agreement that had expired to attract business.

D. Section 4: The Fiduciary Obligations of Partners

1. Meinhard v. Salmon  NY 1928

FACTS:  Meinhard filed suit against Salmon, his coadventurer in a joint venture, after Salmon usurped an opportunity that should have been offered to the venture.

COURT:  Joint adventurers owe to one another the highest fiduciary duty of loyalty while the enterprise is ongoing.  Salmon acted in secrecy and silence with respect to a new lease, the subject matter of which was an extension and enlargement of the old one.  Salmon’s conduct excluded Meinhard from any chance to compete or enjoy the opportunity that had come to him alone by virtue of their venture.  Salmon should have advised Meinhard of the opportunity when it arose so that both of them could have competed for the project.  A trust was attached to the shares of the stock on the lease, with Salmon receiving one share more than Meinhard so that he may retain management control over the new lease.

DISSENT:  The joint venture was for a limited scope, object, and duration (partnership for a tern of years).  There was no mention of continuing the venture beyond the termination of the lease.  The court’s decision would have been correct has this been a general partnership.

CLASS:

· Distinction between joint venture and partnership.

· Meinhard argues that under a duty of loyalty, prior notice or disclosure of Salmon’s plans was required.

· A trustee is held to stricter standards (must put other’s interest ahead of your own – step aside and let other have the opporunity) than market morals.  “Presenting a corporate opportunity” is the standard today.

· Secret profits are not allowed.

· UPA (1994) § 404 General Standards of Partner’s Conduct: Duty of Loyalty and Duty of Care.  Duty of Loyalty is more applicable in this case…accounting and refrain from competing with the partnership. 
2. Meehan v. Shaughnessy  Mass. 1989

FACTS:  Meehan and Boyle commenced an action to determine their rights and liabilities after terminating their relationship with Parker Coulter, their former law firm, to start a firm of their own.  The preparations to leave included decided who to ask to go with them, and which clients they would seek to remove.  Notice was given early because rumors spread and the two were approached by a partner.  M and B did not give the list of clients they sought to solicit until two week after requested, at which time they had already secured their business.  PC claims that M and B breached their fiduciary duty, and sought to recover amounts owed to them under the partnership agreement.

COURT:  UPA § 20: A partner has an obligation to provide true and full information of all things affecting the partnership to any partner.  The partners may plan to compete, but they may not breach fiduciary duties in the process.  M and B were allowed to prepare to the extent of signing leases, obtaining financing, and drawing up client lists.  There was no breach in the manipulation or handling of caseloads.  The breach was in acquiring the consent of the secured clients by secrecy as to which clients they intended to take, and the substance (no choice to clients) and method of communication with those clients, which gave them an unfair advantage over PC.

CLASS:

· Affirmative denial of plans for leaving the partnership.

· Preparations meant position of trust and confidence was abused.

· Unclear why PC did not take firmer steps to prevent the loss of clients.

3. Bassan v. Investment Exchange Corp.  Wash. 1974

FACTS:  Auburn West Associates (AWA), a limited partnership engaged in the business of real estate development, filed suit against its general partner, Investment Exchange Corporation (IEC), alleging breach of fiduciary duty for not receiving consent from the limited partnership for profits made on a real estate transaction.  IEC formed AWA to manage real estate, and had broad discretion to manage the affairs of the partnership in the articles of the partnership.  The articles also provided the right of all partners to engage in other business, and for IEC to have an interest or be employed by all such businesses.  IEC sent out a financial statement to all partners regarding the real estate transactions. One transaction gave IEC a commission of $167,500 plus $24,500 to a subsidiary for purchasing real estate. 

COURT:  A general partner has all the rights and powers, and is subject to all the restrictions and liabilities, of a partner in a partnership without limited partners, and is therefore accountable to limited partners as a fiduciary.  There was no implied consent based on prior profits taken.  When consent is lacking, a general partner is held under statutory law as a trustee to act as a fiduciary.  A limited partner may rely on such a high duty because he otherwise has little effective voice in the decision-making of the partnership.

DISSENT:  The majority relies on the no secret profits rule (Wash. ULPA).  AWA consented to all other profits in the past after receiving full disclosure of the facts, and this transaction was conducted in an identical manner.  The general partner assumes the risk, and should receive a benefit for taking this risk in added compensation.  

Wagner: Agrees.  This case did not involve secret profits, so consent was not needed.

CLASS:

· Washington Uniform Limited Partnership Act

· General partner has all the rights and powers, and is subject to all the restrictions and liabilities, of a partner in a partnership without limited partners.

· Every partner must account to the partnership for any benefit, and hold as trustee for it any profits derived by him without the consent of the other partners from any transaction connected with the conduct of the partnership.

· Mo. ULPA: Limited partner is liable to the extent of their capital contribution, and personally liable in only a small number of situations.

· States allow limited partnerships because the reduced liability encourages investment.

· Notice is given to creditors by filing a certificate with the state to form a limited partnership.

· General partner argument is consent was given because there was no objection in the subsequent course of dealings.  To protect himself, the general partner should get consent at the time of each transaction (drawback – risk time and money) or spell out the percentage of profits allowed in the partnership articles.

E. Section 6: The Rights of Partners in Management

1.   UPA § 18(e) and § 18(h)

2.   National Biscuit Company v. Stroud  N. Carolina 1959

FACTS:  Stroud advised National Biscuit that he would not be responsible for any bread which the company sold to his partner.  National Biscuit continued to make deliveries of a total value of $171.04.  The general partnership was dissolved, and most of the assets were assigned to Stroud, who liquidated the assets to discharge debts.  Stroud refuses to pay National Biscuit.

COURT:  The acts of a partner, if performed on behalf of the partnership and within the scope of its business, are binding upon all copartners (Two-person partnership situation).  The NC UPA states that partners are jointly and severally liable for the obligations incurred on behalf of the partnership.  Stroud does not make up a majority in disapproving the transaction (UPA § 18(h)); the two were equal partners (UPA § 18(e)).  Freeman’s request for bread was within the scope of ordinary business, and conferred a benefit upon both partners.  Despite Stroud’s notice to NB, he is liable.

CLASS:

· § 18(e) – Equal Partners: Can draft around this in the partnership agreement.

· Majority can make decisions as to ordinary business matters (Stroud is not a majority).

· Every partner is an agent of the partnership, so the partnership is bound (UPA § 9).

· Jointly and severally liable (NC UPA).

3.  Day v. Sidley & Austin  DC 1977

FACTS:  Day was a senior partner at the Washington office of SA for several years.  He was privileged to vote on certain matters as specified in the partnership agreement, but he was not a member of the Executive Committee who managed day-to-day operations.  Day voiced approval for a merger idea, although he did not attend several meetings concerning the matter.  Day claims misrepresentations that amount to fraud, breach of fiduciary duty, and breach of contract after his role changed after the merger.

COURT:  Partners have a fiduciary duty to make a full and fair disclosure to other partners of all information that may be of value to the partnership.  The Executive Committee did not breach a fiduciary duty to disclose information involved in the merger, the concealment of which does not produce secret profits, deprive a corporate opportunity, or compete with the partnership.  There was no breach of contract because the agreement gave complete authority to the Executive Committee to decide firm policy.  Day (savvy attorney) took a business risk (personal humiliation) that cannot be resolved by the courts.  There was no fraud because the agreement never stated that Day’s status at the firm would not change, and he was not worse off because he still had the same percentage of profits, the same voting rights, legal right to share and control, etc.  The right to veto was not permitted because only a majority was needed under the SA Partnership Agreement.

     CLASS:

· Equal management was drafted around.
· UPA § 29: Dissolution Defined

The dissolution of a partnership is

(1) the change in the relation of the partners

(2) caused by any partner ceasing to be associated
(3) in the carrying on
(4) as distinguished from the winding up of the business
· UPA § 31: Causes of Dissolution

· If no violation of agreement, by termination of a definite term, and if no definite term, then by express will of any partner, expulsion of any partner.

· If in contravention of the agreement, express will of any partner at any time.

· Unlawful event makes it impossible for business of partnership or member of partnership to carry on.

· Death of a partner.

· Bankruptcy of any partner or the partnership.

· Court Decree.

F. Section 7: Partners at Loggerheads: The Dissolution Solution

1. Owen v. Cohen Cal. 1941

FACTS:  Owen, who had entered into an oral agreement with Cohen whereby they contracted to become partners in the operation of a bowling alley business, sought judicial dissolution of the partnership.  Owen contributed $7000 as a loan to be repaid out of the profits, and now seeks his money from the dissolution (to pay receiver, Owen, and the rest split between Owen and Cohen).  A receiver was appointed to operate the bowling alley during the court proceedings.  Cohen constantly attempted to become the dominant partner and humiliated Owen in front of customers.  He also appropriated small funds without Owen’s knowledge or consent.

COURT:  A court may order the dissolution of a partnership where there are disagreements of such a nature and extent that all confidence and cooperation between the parties has been destroyed or where one of the parties by his misbehavior materially hinders a proper conduct of the partnership business.  Minor differences that involve no permanent mischief will not warrant court dissolution, but one partner cannot constantly deprecate and humiliate the other without risking the partnership relationship.  The differences here were serious.  

CLASS:

· UPA § 32: Dissolution By Decree of Court

· Threshold of fighting for dissolution: could not function together.  All the differences collectively prohibited the partners from conducting business.
· Cohen’s behavior forced the court to reject his argument that Owen should be paid out of the profits as in the K.
· Owen may have sought court decree instead of giving notice of dissolution to ensure he received his money.
· Upon dissolution, the partnership is either liquidated or continued as a going concern.
· The right to buy-out a partnership should be spelled out in the K.
· Revised UPA (1994) § 801(5): In addition, need economic purpose of partnership to be frustrated.  This makes sense since the goal of partnerships is generally economic. 
2. Collins v. Lewis  TX 1955

FACTS:  Lewis persuaded Collins to enter into a partnership for a term for the operation of a cafeteria.  Collins agreed to advance money to equip a cafeteria which Lewis agreed to manage, and Collin’s investment was to be paid out of the profits.  Collins later withheld funds needed to cover business expenses.  The venture failed to make money, allegedly because of Collin’s lack of cooperation.

COURT:  A partner who has not fully performed the obligations required by the partnership agreement may not obtain an order dissolving the partnership.  In refusing to pay the costs, Collins breached his financial obligations, and he is therefore precluded from obtaining either dissolution or foreclosure.  His only option is to take unilateral action to end the relationship, thus subjecting him to suit for whatever damages Lewis may sustain.

CLASS:

· UPA § 38: Rights of Partners to Application of Partnership Property.

· Contrary to notion that partnerships are easily dissolved.
· Collins could not use the “operating at a loss” cause for dissolution because it would be profitable but for his own lack of cooperation.
· Foreclosure of debt: Collins claims that he wants to foreclose on the debt so that he can eliminate Lewis and become the partnership.  If he is simply not repaid, he gets only a security interest in the partnership.  The court says the right to foreclose was not yet triggered.  When does the right arise?  Lewis was putting money into the business in lieu of repaying Collins.


 3.  Prentiss v. Sheffel  Ariz. 1978

FACTS:  Sheffel and another partner formed a partnership with Prentiss for the purpose of acquiring and operating a shopping center.  The two partners seeking to exclude (“freeze-out”) Prentiss owned an 85% interest, while Prentiss had a 15% interest.  Prentiss counterclaimed seeking a winding up of the business and a receivership.  The trial court allowed a dissolution and a sale to the highest bidder, which Prentiss is now appealing.

COURT:  Majority partners in a partnership-at-will may purchase the partnership assets at a judicially supervised dissolution sale so long as there is no bad faith.  There was no wrongful exclusion or bad faith obtaining of partnership assets (affirmative misconduct by Prentiss) as Prentiss claims.  There was merely disharmony in the partnership relationship.  Prentiss could have submitted the highest bid at the sale, and even if he did not, the high bid of the other partners increased his 15% interest (profits from Ps’ participation in the sale).


 4.  Page v. Page  Cal. 1961

FACTS:  Two brothers entered into an oral partnership agreement to start a linen supply business.  P sought declaratory judgment stating that the partnership was not for any definite term and could be dissolved at will (profits expected to go up with new air force base in vicinity).  D contended that there was an implied agreement to continue the partnership for a term (fixed term), namely the time it would take the partnership to repay its indebtedness from partnership profits.

COURT:  A partnership may be dissolved by the express will of any partner when no definite term or particular undertaking is specified.  D failed to prove any facts from which an implied term agreement could be construed.  All partnerships are entered with the hope that they will be profitable, but this alone does not obligate partners to continue until all losses have been recovered.  The power to dissolve a partnership-at-will by express will must be exercised in good faith as any power held by a fiduciary.

   

      CLASS:

· A partner may not dissolve a partnership to gain the benefits of the business for himself, unless he fully compensates his co-partner for his share of the prospective business opportunity.

· D protection: Good faith requirement and compensation of prospective business opportunity.



 5.  Monin v. Monin  Ky. 1989

FACTS:  Two brothers formed a partnership for the purpose of hauling milk.  Sonny sought to dissolve the partnership effective the annual renewal date of the milk hauling K.  Sonny notified Dairymen Incorporated (DI) of this intention.  Charles was the successful bidder at the auction for the partnership’s assets, including equipment and milk routes.  The agreement as to who got the assets was contingent upon who DI chose as their hauler, as well as covenant not to compete clause.  Sonny also submitted an application, and DI voted to accept Sonny instead.  This decreased that value of the partnership assets significantly at no cost to Sonny.  Charles alleges a violation of fiduciary duty and tortious interference with a contract relationship. 

COURT:  A partner’s fiduciary duties extend beyond the partnership to persons who have dissolved the partnership and have not completely wound up and settled the partnership affairs.  Sonny agreed to sell his interest to Charles so that he could continue the partnership.  By then applying for the same assets as Charles from DI, he was in a position to not lose either way.  Sonny breached his fiduciary duty to Charles by accepting the DI offer before the partnership ended.

DISSENT:  Both parties were genuinely bidding at a private auction.  The DI approval was a contingency to the asset rights.  There was evidence that DI would not have hired Charles despite Sonny’s actions.



      CLASS:

· Van Hooser: Highest degree of good faith is required in a partnership agreement.  Absolute fairness is mandatory.

· Page: Charles should be compensated.

· Wagner: Case could have been decided on the non-compete clause: Sonny should have withdrawn his application.  The clause was in the partnership agreement, so breach of K would have applied. 

G. Section 8: Providing For Break-Up: Buy-Out Agreements

1. Issues and Alternatives in Buy-Out and Buy-Sell Agreements

H. Section 9: Special Problems of Law Partnerships

1. Jewel v. Boxer  Cal. 1984

FACTS:  After four partners dissolved their law firm by mutual agreement, they formed two new firms.  The partners in the old firm had no written partnership agreement.  On the date of dissolution, the old firm had several active cases.  Most of the clients chose by form to retain their attorneys.  Two of the partners wanted an accounting of attorney fees received from these pending cases.  After determining the interests in the partnership, the trial court allocated postdissolution fees on a quantum meruit basis.

COURT:  Absent a contrary agreement, any income generated through the winding up of unfinished business should be allocated to former partners according to their respective interests in the partnership.  UPA (Corp. Code § 15001) requires that in the absence of a partnership agreement, attorney fees received on cases in progress upon dissolution of a law partnership are to be shared by former partners according to their rights to fees in the former partnership, regardless of which former partner actually provides the legal services.  This equitable solution is fair, and the parties have no room to complain because they failed to provide for dissolution in a partnership agreement.  The UPA (Corp. Code § 15018) also provides that no partner is entitled to extra compensation – an amount greater than his previous share – upon dissolution for completing unfinished business.

CLASS:

· Corp. Code § 15030: A dissolved partnership continues until the winding up of unfinished partnership business. 

· Acts subsequent to dissolution include winding up: fulfilling Ks, paying off creditors, etc.

· General Rule for Assets Upon Dissolution: Equally divided unless otherwise stated in the partnership agreement.

· Trial Court: Quantum Meruit Factors: interest of each partner, time spent, source of case, result achieved by new firm, % value to each factor.  Court rejects this although they admit it is just and equitable.

· Policy: Does extra compensation make sense?  Collaborative effort or independent?

2. Meehan v. Shaughnessy  Mass. 1989

FACTS:  The partnership agreement of Parker Coulter, a law firm, expressly provided that each partner had the right to remove any case that came to the firm “through the personal effort or connection” of the partner, if the partner compensated the dissolved partnership “for the services to and the expenditures for the client”.  The partner was then entitled to all future fees in the case, with the “fair charge” (receivable account of the partnership is divided according to interests in the firm at the time of withdrawl – asset of the former partnership) exception.  M and B sought to recover amounts owed to them by PC under the partnership agreement.  PC countered that M and B violated their fiduciary duty and the partnership agreement by withdrawing cases and clients from the firm.

COURT:  Rights provided by a partnership agreement, even though different from those provided in the UPA, control the method of dividing assets upon dissolution, provided the dissolution is not premature.  The agreement provides for a division method that immediately winds up unfinished business, allows for quick separation of the surviving practice, and minimizes the disruptive impact of the dissolution.  The agreement governs the fee issue so long as m and B can show that the clients improperly removed would have consented despite the breach of fiduciary duty.  M and B must show that the client exercised “free choice” by:

(1) Who was responsible for initially attracting the client to the firm.

(2) Who managed the case at the firm.

(3) How sophisticated the client was and whether they made the decision with full knowledge.

(4) Reputation and skill of the removing attorneys.

Without this showing, M and B must account for those cases pursuant to UPA § 21.  M and B must hold such profits derived from unfair removal in a constructive trust.

CLASS:

· A dissolution rights provision in a partnership agreement minimizes the impact of the dissolution process.

· UPA § 21(1): Every partner must account to the partnership for any benefit, and hold as trustee for it any profits derived by him without the consent of the other partners from any transaction connected with the formation, conduct, or liquidation of the partnership or from any use by him of its property.

I. Section 10: Limited Partnerships

1. Holzman v. De Escamilla  Cal. 1948

FACTS:  De Escamilla was the only general partner Hacienda Farms.  Russell and Andrews were limited partners, but exerted control over the business operation and decisions.  The farm went bankrupt, and the trustee sought to hold R and A personally liable for the debts as general managers.  

COURT:  Limited partnership protection is lost if there is participation in or control over the business.  Protection ceases when the limited partners assume certain duties, such as complete control over writing checks/withdrawing money from the bank account, asking the general partner to resign as manager, etc.  R and A have become personally liable for the debts of the partnership just as though they were a general partner.

CLASS: 
· A limited partner is like a SH in a corporation.

· Revised Uniform Limited Partnership Act § 303(a):  A limited partner who participates in control 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”.

· RULPA: A limited partner does not participate in control solely by consulting with and advising a general partner with respect to the business of the limited partnership.

· Mt. Vernon Sav. And Loan: If LP becomes substantially the same as a GP, the person does not have to have knowledge of his role for unlimited liability.  Unlimited liability still applies if he exercised less that GP' power if the person has knowledge that he acted as more than a LP.

III. CHAPTER 3: THE NATURE OF THE CORPORATION
A. Section 1: Promoters and the Corporate Entity

1. Fiduciary Obligations

Promoter: Person who identifies a business opportunity and puts together a deal, forming a corporation as a vehicle for investment by other people.

2.   Corporation as an Entity  

· Independent existence of a corporation, despite it being a legal fiction as to any one individual, etc.

· Previously, a government grant was required to form a corporation.  Corporations were fully regulated by the government.

· Model Business Corporation Act (1984)

§ 2.02 Articles of Incorporation 
· “must” and “may” requirements

· file with the Secretary of State of the relevant jurisdiction

· pay small fee

       § 2.05 Organization of Corporation

· “corporate formalities”

· “piercing the corporate veil” – the shield from liability may be abrogated by the courts based on whether the corporation is really acting as corporation

· directors named and must meet (meeting called by majority of directors); appoint officers; adopt bylaws

· shareholders elect directors, promoters do not appoint them

· organization is set out in the bylaws and must not be filed with the Secretary of State unless four things are changed at which point an amendment should be filed.

            3.   Southern-Gulf Marine Co. No. 9, Inc. v. Camcraft, Inc.  La. 1982

Pre-Incorporation Contract

FACTS:  Before SG was incorporated, its president entered into a K with Camcraft to build a ship for SG.  The president later informed Camcraft that SG had been incorporated in the Cayman Islands rather than in Texas as originally planned.  Camcraft agreed to this change in writing.  Camcraft defaulted on the obligation, and claims that SG is not entitled to the completed portion of the vessel and damages because of the legal status of SG.

COURT:  Where a party has contracted with what he acknowledges to be a corporation, he is estopped from denying the existence or the legal validity of such a corporation.  Nothing in the record indicates that Camcraft’ssubstantial rights were affected by SG’s legal status incorporation in the Cayman Islands instead of Texas.  SG relied on the K and secured financing, and Camcraft had already begun construction on the vessel.  Camcraft, therefore, is estopped from denying the corporate existence of SG.  The court looks to the rules set out in Latiolais (bold holding plus cannot play fast and loose so as to take advantage of his own unfair vacillations) and Casey (against reason and good faith to deny the legal validity of a corporation with whom a party has contracted with).   Camcraft agreed to the changed legal status and did not object, and therefore, may not deny it is a corporation.  The trial court said there was no K because a K requires two parties, and SG was not incorporated at the time of the K.

CLASS:

· The parties did not wait to form the K until after the “corporate formalities” because promoters want to get business going.

· The decision reflects the court’s notion that Camcraft is trying to get out of the K on a technicality.

· Estoppel because Camcraft would get a windfall if he could renege on the K.

· De facto legal status of SG was in good faith and D treated the K as doing business with a corporation.

· The promoter is liable personally on the pre-incorporation K unless there is an agreement to the contrary.

B. Section 2: The Corporate Entity and Limited Liability

1. Walkovsky v. Carlton  NY 1966

FACTS:  Walkovsky was run down by a taxi cab owned by Seon Cab Corporation.  In his complaint, W alleged that Seon was on of ten companies of which Carlton was a SH and that each corporation had but two cabs registered in its name.  This implied that each cab corporation only carried the minimum auto liability insurance required by law ($10,000).  It was further alleged that the corporations were operated as a single entity with regard to financing, supplies, repairs, employees, and garaging.  Each corporation and its SHs were named as Ds because of the multiple corporate structure, which W claimed to “defraud members of the general public”.

COURT:  Whenever anyone uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts.  Upon the principle of respondeat superior, the liability extends to N acts as well as commercial dealings.  If, however, the corporation is part of a larger corporate combine which actually conducts the business, the court will not “pierce the corporate veil” to hold individual SHs liable.  While the law permits the incorporation of a business for the purpose of minimizing personal liability, this privilege can be abused.  In the instant case, W failed to show that Carlton was conducting business in his individual capacity, failing to put forth an agency theory in his complaint.  The corporate form may not be disregarded simply because the assets and the liability insurance were not sufficient to assure recovery.  If insurance coverage is inadequate, the remedy is with the legislature.  Obtaining merely minimum insurance is not fraud.

DISSENT:  Shareholders doing corporate business must provide sufficient financial responsibility to creditors.  Undercapitalization and minimum insurance is an abuse of the corporate entity.  If the profits allowed for the purchase of additional insurance, the legislature did not intend to protect such individuals who organized these corporate entities to minimize their own personal liability.   

CLASS:

· The corporate shell cannot be a mere conduit of its shareholders.

2. Sea-Land Services, Inc. v. Pepper Source  7th Circ. 1991

FACTS:  When Sea-Land could not collect a shipping bill because Pepper Source had been dissolved, SL sought to pierce the corporate veil to hold PS’s sole SH, Marchese,  personally liable.

COURT:  The corporate veil will be pierced where there is a unity of interest and ownership between a corporation and an individual where adherence to the fiction of a separate corporate existence would sanction a fraud or promote injustice.  Unity of interest is met here ---no corporate formalities, commingling-Marchese did not even have a personal bank account, etc.  SL could not show, however, an injustice would be promoted.  Although promoting injustice is something less than an affirmative showing of fraud, there must be a “wrong” beyond a creditor’s inability to collect.  Unjust enrichment promotes injustice. 

CLASS:

· Corporate Veil is Pierced if:

1. Unity of interest such that such that the separate personalities of the corporation and the individual no longer exist.

a. The failure to maintain adequate corporate records or to comply with corporate formalities.

b. The commingling of funds or assets.

c. Undercapitalization.

d. One corporation treating the funds or assets of another corporation as its own.

2. Adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice.

3.  Kinney Shoe Corporation v. Polan  4th Circ. 1991

FACTS:  After Industrial Realty Company, of which Polan was the sole shareholder, failed to pay rent due on a sublease from Kinney, Kinney filed suit, seeking to pierce the corporate veil to recover the money owed.  Polan bought no stock, made no capital contribution, and did not observe the corporate formalities for Ind.  Polan attempted to protect his assets by placing them in Polan Industries and placing Ind. between Polan and Kinney to prevent Kinney from going against Polan Industries 

COURT:  The corporate veil will be pierced where there is unity of interest and ownership between the corporation and the individual shareholder and an inequitable result would occur if the acts were treated as those of the corporation alone.  The two prong test is clearly met, and the lower court’s finding that Kinney had assumed the risk of undercapitalization was erroneous.  This third prong is permissive and not mandatory.  Polan invested nothing in Ind.  When nothing is invested in the corporation, it provides no protection to its owner.

     CLASS:

· Laya Test for Piercing the Corporate Veil:

1. Unity of Interest

2. Would an equitable result occur if the acts are treated as those of the corporation alone? (same as “promoting injustice” test)

3. Did the P assume the risk by not investigating the credit of the corporation (charges the P with knowledge that a reasonable credit investigation would disclose)?  PERMISSIVE, NOT MANDATORY.

· Piercing the corporate veil is an equitable remedy and the P has the burden of proof.

· Attorney should suggest ways to draft around the A of R problem, such as receiving personal guarantees from Polan, but one would not ask for this unless they already know the corporation is not doing well.

· Corporate formalities provide evidence to creditors of a corporate identity other than that of the individual shareholders.

· In this case, inequity refers basically to undercapitalization.  Sea-Land required “promoting and injustice” in addition to undercapitalization, providing a stricter test for piercing the corporate veil.



4.  Perpetual real Estate Services, Inc. v. Michaelson Properties, Inc.  4th 

                       Circ. 1992

Minority Rule in the US for Piercing the Corporate Veil

FACTS:  PRES and MPI entered into two joint venture real estate partnerships.  Each corporate partner contributed to a working capital fund.  PRES negotiated personal guarantees from MPI in several contexts.  On the second venture, some of the purchasers filed suit for breach of warranty.  PRES paid the full amount of the settlement and then filed suit against Michaelson and MPI seeking indemnity and that the corporate veil should be pierced.   

COURT:  Where a sole SH exercises undue domination and control over the corporation, the corporate veil will be pierced if the sole shareholder also used the corporate to obscure fraud or conceal crime.  Even if MPI were Michaelson’s “alter ego or mere instrumentality”, there is no evidence that M used the corporation to obscure fraud or conceal crime.  The parties are free to negotiate their contracts and seek recourse based on contract breaches.  The contract did not refer to personal guarantees, and since sophisticated businessmen are involved, the court will not interfere with such agreements.

     CLASS:

· Assumption of risk was key to this case.

· PRES should have gotten the personal guarantees in the K.

· Corporate affiliates are not liable for the debts of one another.
5.  In re Silicone Gel Breast Implant Products Liability Litigation  ND 

                      Ala. 1995

FACTS:  Bristol-Meyers Squibb Co. asserted that it should not be held liable simply because it was the sole shareholder of Medical Engineering Corporation (MEC), which manufactured and distributed breast implants.

COURT:  The totality of circumstances must be evaluated in determining whether a subsidiary may be found to be the alter ego or mere instrumentality of the parent corporation.  All states require a showing of substantial domination.  Do the parent and the subsidiary have common directors, business departments, consolidated financial and tax statements?  Does the parent cause the incorporation of the subsidiary, finance it, pay salaries?  All of these questions go to a jury.  There is no requirement of fraud, but there may be evidence of it in the breast implant inserts.  While fraud is often required in K cases, courts are less willing to require it in tort claims because the party did not willingly transact business with the subsidiary. 

     CLASS:

· R.2d Torts § 324A Negligent Undertaking: Wagner says weak argument.

· Parent is not liable for the debts of its subsidiary, so a parent can undertake an activity without putting its own assets at risk, beyond those it decides to commit to the subsidiary.  DANGER: Creditors may be able to pierce the corporate veil of the subsidiary to reach the parent.

· Parent liable if subsidiary is an alter ego and for injustice.  Fraud is not necessary.  The three theories, therefore, are ALTER EGO, FRAUD, and DIRECT LIABILITY.

C. Section 3: Shareholder Derivative Actions

1. Cohen v. Beneficial Industrial Loan Corp.  SC 1949

FACTS:  Cohen, a shareholder filing a derivative action for conspiracy to enrich and waste, challenged the constitutionality of a NJ statute requiring an unsuccessful P to indemnify the corporation for reasonable expenses in defending the action.

COURT:  A statute holding an unsuccessful plaintiff liable for the reasonable expenses of a corporation in defending a derivative action and entitling the corporation to require security for such payment is constitutional.  The statute states that a P having less than a 5% or $50,000 interest in a corporation is liable for the defense expenses.  The corporation is entitled to the indemnity BEFORE the case could be prosecuted.  The SH who brings a derivative action assumes a fiduciary position.  It is not unconstitutional for a state to hold the P responsible to protect the interests he elects himself to represent.  The amount of the SH’s financial interest may be used to determine the responsibility because it is not unconstitutional and it prevents harassment suits. 

CLASS:
· Cohen first went to the corporation for proceedings, but the corporation refused.  Why?  The Ds are the managers ad employees that are engaged in the wrongdoing.

· Derivative suits provide an equitable remedy because SHs have no claim to the assets, so there are no damages involved.

· The NJ statute is on the books as a wet blanket on “strike suits”.  They are nuisance suits, secret settlements hurt other SHs, and lawyers bring them simply for legal fees.

2. Eisenberg v. Flying Tiger Line, Inc.  2d Circ. 1971

FACTS:  Eisenberg, a shareholder of Flying Tiger Line, filed suits against Flying Tiger to overturn a reorganization and merger that he alleged was intended to dilute his voting rights.  E filed a class action on behalf of himself and other minority shareholders.  FT said that under NY law, the derivative suit requires a posting of security.

COURT:  A cause of action that is determined to be personal, rather than derivative, cannot be dismissed because the plaintiff fails to post security for the corporation’s costs.  A derivative suit is brought in the right of a corporation to procure a judgment in its favor.  This case is representative class action, and is a direct cause of action.

CLASS:

· RMBCA §801: The business of a corporation is exercised by and under the authority of the Board and management, not by shareholders.

· Holding company: company that has no business operations of itself, the sole purpose of which is to hold the shares of other corporations.  The holding company in this case was to have subsidiaries in other lines of business which are not subject to FAA regulation.

· Shareholders:

1. Directly elect the Board of Directors

2. Vote when important changes to the life of the corporation (Ex. Merger)

· It is hard to distinguish between meritorious derivative suits and strike suits.

3.   Heineman v. Datapoint Corporation  Del. 1992

FACTS:  Heineman, a shareholder of Datapoint Corporation, initiated a derivative suit alleging that Datapoint’s directors approved four transactions that constituted waste and self-dealing.

COURT:  Demand upon the board is futile where a reasonable doubt exists that the board has the ability to exercise its managerial power, in relation to the decision to prosecute, within the strictures of its fiduciary obligations.  The demand by Heineman for the Board to prosecute was a futile demand according to Heineman because of 1. Self-interest, and 2. Lack of independence on the part of the Board controlled by the wrongdoers. 



      CLASS:

· Proxy – An appointed person to vote on behalf of your shares at a public meeting.

· Business Judgment Rule - Directors should have the ability to run the corporation in the manner they choose without interference.  This rule is subject to the demand rule and the demand futility exception.

D.  Section 4: The Role and Purposes of Corporations

1. A.P. Smith Mfg. Co. v. Barlow  US SC 1953

FACTS:  Barlow and other shareholders of A.P. Smith Mfg.  challenged its authority to make a donation to Princeton University.  The company put out a statement that a $1500 annual donation was in the company’s best interest.  The SHs contest the authority because (1) its certificate of incorporation does not expressly authorize the donation and A.P. Smith possessed no implied power to make it, and  (2) The NJ statute that expressly authorizes the contribution does not apply because the company was created long before the law’s  enactment.

COURT:  State legislation adopted in the public interest can be constitutionally applied to preexisting corporations under the reserved power.  NJ law states that all corporate charters are subject to alteration and modification at the discretion of the legislature.  This reserved power is justified for the advancement of public interest, even if they affect the contractual obligations between shareholders and corporations.  A.P. Smith is authorized to make the contributions by the later statute. 

CLASS:

· P argues that corporate giving must benefit the corporation.

· The corporate charity privilege granted by the state is subject to certain limitations:

1. Corporate Benefit: Furthers good will and the corporate image.  It is in the self-interest of the corporation to maintain liberal education to ensure that educated people were around the company.

2.   Reasonable Amount

                  3.   Cannot be made indiscriminately or to a pet charity of 

                        the directors. 

· The public interest here is to further education.

· The charitable contributions often go to art organizations, etc. that benefit the board’s society and not the poor.  SHs could be from any class, and may not benefit from the contribution.  Is this important?

· The charter did not permit the gifts because the corporate purpose is to generate profits for the corporation.

2.  Dodge v. Ford Motor Co.  Mich. 1919

FACTS: Shareholders Horace and Dodge sued Ford Motor Company after henry Ford decided not to pay any more special dividends and to instead reinvest the money in the business, and the price of the cars was to be reduced.  Ford claims it was to improve working conditions and wages for employees. 

COURT:  A corporation’s primary purpose is to provide profits for its stockholders.  The powers of the directors are to be employed to that end and their discretion is to be exercised in the choice of means to attain that end.  The end cannot be changed to devote the profits to other purposes.  The dividend had been established, and the economic prospect was good for the future.  Although the court should not interfere in the proposed expansion, there was considerable cash on hand and the expenditures were not to be made immediately, but over a considerable period of time.  Ford probably refused the buyout offer from Dodge because he did not want to fund his competitor’s venture.



     CLASS:


· The expansion and reduction in costs was beneficial to customers, but not to the SHs.  Would not the increased volume from lower prices mean more money for the SHs?  Wagner: Court’s view may have been too narrow.

· Ford may have simply been pro-employee.  The industry was new and it was easy for his employees to be attracted to other manufacturers.  Would this not have perfected the assembly line and allowed long-term greater profits?

· Why did the BJR not apply here?  Possibly because court was annoyed by Ford’s attitude towards the SHs.  The outcome of this case is not the norm.

· Hunter: It is within the board’s discretion to issue dividends, but the court will step in if:

1. Fraud

2. Misappropriation (waste/stealing)

3. Refusal to give a dividend because of lack of good faith towards SH.

The court here said lack of good faith.  Wagner: There is a long-term benefit to the SHs.

3.  Shlensky v. Wrigley  Ill. 1968

FACTS:  Wrigley, the majority SH in the Chicago Cubs, refused to install lights at Wrigley Field in order to hold night games, and Shlensky, a minority SH, filed a derivative suit to compel the installation.

COURT:  Shlensky is attempting to use the derivative suit to force a business judgment on the board directors of the Chicago Cubs, but there is no showing of fraud, illegality, or conflict of interest.  There are valid reasons for the refusal to install lights in the stadium.  S says it is because W feels baseball is a daytime sport, but W suggests that night games in the Wrigley Field area would have a detrimental effect on the neighborhood.  There is no evidence that night games would increase revenues, or that additional expenses would not be required.

     CLASS:

· BJR can apply to officers and controlling SHs (if exert extraordinary management functions such as mergers or sale of interests).

· If S could have shown a relationship between the lack of night games and decreased revenues, he may have prevailed.

· As a businessman, look at the cost of installation, what other teams are doing, what generates profits in the baseball industry, etc.

· Argument: Wrigley made the decision himself.  There was no objective board decision.  Conflict of interest and bad faith exists.

IV.   CHAPTER 4: THE DUTIES OF OFFICERS, DIRECTORS, AND OTHER  

        INSIDERS

A. Section 1: The Obligations of Control: Duty of Care

1. Kamin v. American Express Company  NY 1976

FACTS:  Amex made a decision based on a special board meeting and accounting experts analysis to distribute $29.9 million worth of shares of a company it had acquired to its SHs as a special dividend (dividend in kind).  Kamin wanted the company to sell the shares at market value and use the capital loss to set off taxable capital gains, resulting in a $8 million dollar savings to be distributed as a CASH dividend.  He claimed waste of corporate assets and breach of fiduciary obligation.

COURT:  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.  The decision cannot be merely imprudent or not as advantageous as another course of action.

CLASS:

· Business Corporation Law § 720(a)(1)(A) permits an action against directors for “the neglect of, or failure to perform, or other violation of his duties in the management and disposition of corporate assets committed to his charge”.

· The accountant stated that the $25 million dollar loss would have had an adverse impact on the publicly traded stock.

· Policy: Boards have to take risks to make profits.

· Why is there broad protection of managers?

· conservative decisions do not lead to profits

· no one would want to serve on the board for fear of suits

· SH A of R: 1. Voluntarily assume risk of bad business judgment, 2. After the fact litigation is imperfect to evaluate corporate business decisions, 3. Against the interest of SHs to have overly cautious board decisions.

· SHs can alleviate the risk by diversifying their investments


2. Joy v. North  US SC 1983

FACTS:  Shareholders of Cititrust Bancorp filed a derivative action alleging the directors (outside Ds), senior officers (inside Ds), and the CEO of Cititrust violated their duty of care in making a series of loans to a real estate development company.  The CEO had a reputation for dominating management and the board, and despite the failure of the loans, no regular meetings were held to address the issue, the CEO continued to extend $, and sought to exceed a federally imposed limit (10% of SH equity) on the amount permissibly loaned by a publicly held corporation.  The board appointed a special litigation committee of two board members.

COURT:  In evaluating a recommendation by a special litigation committee for dismissal of a derivative action, a court must use its own independent business judgment as to the corporation’s best interest.  The BJR is of no use when the acts of the directors leads to a prolonged failure to supervise or meet a business purpose.  The loans were high risk and became even more so with time.  The lack of knowledge as to loans is irrelevant if it was from a failure to supervise on the part of the inside Ds.  North also had a conflict of interest because his son worked for the company to whom the loan was being extended.

CLASS:

· Court refused BJR because the co. was in a “no win” situation.  It could only recover interest plus principal.

· There were no steps to consider whether or not these loans should be made.

· CEO exercised strong influence over the Board and had a conflict of interest.

· Distinguished from Kamin (accountant experts, meetings, people talked, etc.): Here, the Ceo dominated and had a personal interest in the company the loan was being made to.

Domination and Control are factors in a court’s decision.  There were no serious meetings, no back up work with the real estate loans (value, income generated, appraisal, etc.).  The amount of work put in goes to whether the duty of care was met or not.

3. Francis v. United Jersey Bank  NJ 1981

FACTS:  Lillian Pritchard inherited a 48% interest in Pritchard & Baird, a reinsurance broker, from her husband.  She and her two sons served as directors.  Her sons withdrew over $12 million in the form of loans from client accounts.  LP was completely ignorant and paid no attention to the business.   

COURT:  Individual liability of a corporation’s directors to its clients requires a demonstration that (i) a duty existed, (ii) the directors breached that duty, and (iii) the breach was a proximate cause of the client’s losses.  This is an exception to the general rule that a director is immune from liability and is not an insurer of a corporation’s success.  A director stands in a fiduciary position with both the corporation and the SHs.  The director must have at least a “rudimentary understanding of the reinsurance brokerage business” and stay informed of the activities.  This involves monitoring the corporation’s affairs, attend meetings, and a regular review of financial statements.  These may lead to a duty of further inquiry.  The cumulative effect of LP’s actions lead to her N in not finding the misappropriation of funds by her sons. 

CLASS:

· Generally, directors do not owe a duty to third parties (creditors, not SHs), but the nature of the reinsurance brokerage business and holding of money necessitates such a duty to the clients…POLICY ISSUE.

· Directors must educate themselves or decline to serve.

· LP could have relied on experts.

4. Smith v. Van Gorkom  Del. 1985

FACTS:  The board of directors of Trans Union Corporation voted to approve a merger agreement based solely on the representations (20 minute oral presentation in which he did not substantiate the $55 per share price) of Van Gorkam, one of its directors.  

COURT:  The business judgment rule shields directors or officers of a corporation from liability only, if in reaching a business decision, the directors or officers acted on an informed basis, availing themselves of all material information reasonably available.  Subsequent SH ratification does not relieve the director from the duty of care, unless their approval is also based on an informed decision.  The directors breached their duty of care by failing to conduct further investigation as to the proposed merger, and by submitting the proposal for SH approval without providing them with the relevant facts necessary to make an educated decision.

DISSENT:  The board was capable of making prompt, informed business decisions regarding the corporation.  The proxy materials provided to the SHs contained sufficient information from which to ascertain that the value of their stock may be greater than its market value reflected.

CLASS:

· Directors may not passively rely on information provided by other directors or officers, outside advisers, or authorized committees.  The director may only rely on credible information provided by competent individuals, after taking reasonable measures to substantiate it.

· Ps think they could have gotten a better price.  In the end, they get “fair value” of their stockholdings.

· Leverage Buyout: Sale of a large corporation to a small management group.  Tremendous amounts of loans taken out to get the $.

· Not enough discussion and no documents to review.

· The stock was publicly traded at $38, so the SHs were receiving a takeover premium for control.  SHs still not happy because the uncertainty surrounding the value of the company should have indicated the possibility of a greater price.

· The board could have protected itself by getting an outside “Fairness Opinion” stating that $55 had a reasonable basis in fact.  SHs may have sued if the board had not accepted the price because they let the $55 price go.

· The case was eventually settled and the loss was shifted to an outside insurance company.

· Cinemark: No breach because of investigation, hiring of experts, disclosure to board and shareholders, etc.

· This was a direct, not derivative suit.

5. Graham v. Allis-Chalmer Manufacturing Co.  Del. 1963

FACTS:  Four non-directors, subordinate officials of A-C violated certain federal anti-trust laws which subjected the corporation to suit for treble damages.  The management policy of A-C was to decentralize autonomy to the lowest possible management level and, accordingly, the board of directors concerned itself only with general business policy of the company, and not with specific problems of the various divisions.  A consent decree has been entered by the corporation in response to previous allegations, which the P argues is actual knowledge of the wrongdoing.  While the directors were not present at the time of that decree and it was thought that the wrongdoing never occurred and the decree was signed to avoid proceedings, it was not knowledge to them.  P argues that the decree created a duty to supervise the subordinate officials.

COURT:  Where there is no evidence that the director and the officers knew or should have known of the wrongdoing of subordinate officials, they will not be held liable for a breach of fiduciary duty.  Directors are entitled to rely on the honesty and integrity of their subordinates until something occurs to put them on suspicion of wrongdoing.  Otherwise, there is no duty for a corporate system of espionage.  Due to the lack of significance given to the consent decree and the decentralized system of management, the directors could not have known what was going on at all times 

CLASS:

· Courts will impose liability if the company is small and not diversified and if the director and employee relationship is direct.

· Only liable if on notice or should have been on notice.

6. In re Caremark International Inc. v. Derivative Litigation  Del. 1996

FACTS:  A derivative action was brought against members of the Caremark’s Board of Directors on behalf of Caremark for breach of fiduciary duty of care in connection with alleged violations by Caremark employees of federal and state laws and regulations applicable to health care providers.  The SHs wanted the directors to pay back the fines imposed.

COURT:  Where the board of directors is taking the necessary steps to educate itself and its employees about the legal obligations and responsibilities of a corporation, the board has not breached its duty to monitor and supervise the enterprise.  In order to come in compliance with the health care law, the board put together an ethics manual, required training sessions, hired external auditors, assembled an Ethics Committee, and a toll free hotline for questions of employees.  A good faith effort to assure a corporte information and reporting system was made.  The corporation expressed assurances in the settlement agreement to have a more centralized, active supervisory system in the future.

CLASS:

· Duty of care situations require affirmative N.

· While the BJR serves as a shield to discourage litigation, the flip-side is that SHs have a right to go to court.

· The federal law violation is governed by state law duty of care.

· The board agreed to settle because they did not have to do anything they were not already doing.  They saved their relationship and litigation expenses.  Also, while indemnified if liable in settlement, the directors are not indemnified if liable in litigation.  INDEMNIFICATION: One party agrees to make whole another party for expenses they incurred.

· Ps agree to settle because got attorney fees and know that they will lose in litigation.  Strike suit concerns may mean the state has a statute against such attorney fees being paid.

B. Section 2: Duty of Loyalty

The BJR may not always apply.  It will only apply when: (i) the directors have been conscientious enough to have exercised real “judgment” (the duty of care) and (ii) if they have not had conflicting personal interests at stake (the duty of loyalty).

1. Bayer v. Beran  NY 1944

FACTS:  Celanase Corporation of America decided to start an advertising campaign aimed at developing brand awareness after studies by the advertising department, and employment of an adverting agency and radio consultants.  Mrs. Drefus, the wife of Celanese’s president, was selected to perform in the radio program.  The board was charged with commencing an illegal advertising program, N in the selection of the program and their decision to renew its K, and self-interest (to advance wife’s career) in initiating the program and spending large amounts of money in connection with it…corporate waste.  The Ps also claim that there was no collective procedure as some of the directors were not present at the meeting.

COURT:  Policies of business management are left solely to the discretion of the board of directors and may not be questioned absent a showing of fraud, improper motive, or self-interest, even though the decision may later be judged unwise or unprofitable.  Where a director enters into personal transactions with his company, such transactions are rigorously scrutinized and, upon the showing of any unfair advantage, will be voided.  The burden then shifts to the interested director to demonstrate the transaction’s good faith and inherent fairness to the corporation.  In this case, the contacts of his wife actually helped the corporation, the program was not inefficient, nor disproportionate in price. 

CLASS:

· The Ps claim that the corporation did not follow its corporate procedures was rejected by the court as it being the customary practice of the business to conduct itself this way.

· Ps also allege “structural bias” as in Van Gorkam – there was no informed judgment because the directors could not distinguish the CEO’s interest from the company’s interest.

2. Lewis v. S.L. & E., Inc.  2d Circ. 1980

FACTS:  Donald Lewis, a SH of SLE, claimed that its directors had committed waste by undercharging a tenant.  The SHs of SLE claimed that SLE existed purely for the benefit of LGT because after the expiration of the lease, no new agreement was entered and the same yearly rent was paid for the lease. 

COURT:  Where the directors of a corporation are engaged in a transaction between that corporation and an entity in which the directors have an interest, the burden of proof rests on the interested directors to show that the transaction was fair and reasonable to the corporation.  While the BJR normally applies, a director with a personal interest must demonstrate that the transaction was fair and reasonable to the corporation at the time it was entered (Business Corporation Law §713).  The burden is on the directors to show that the rent was a fair rental value of the property, which they fail to do.

CLASS:

· The BJR does not prevail where there is a conflict of interest.  

· Conflict of Interest:

1. If there is none, the BJR prevails and the P has the burden to overturn the BJR.

2. If there is a conflict of interest, the burden is on the defendants to prove entire fairness and reasonableness of the transaction.

· Business Corporation Law §713 (Pages 330-331): A contract between a corporation and an entity in which directors are involved may be set aside unless the contract is fair and reasonable to the corporation at the time of board approval.  This statute permits conflict of interest transactions.  Conflict of interest transactions are not permitted at common law.

Permits conflict of interest transactions so long as:

1. Disclosure of material facts as to director’s interest in GOOD FAITH, and

2. Disinterested directors or shareholders (need affirmative vote of either – majority quorum and then majority vote) approve the transaction.

Such statutes were enacted because conflicts of interest could actually work to the benefit of SHs and corporations so long as full disclosure is met.  An example is to attain an below FMV deal on land.

· Cinerama: Less than majority vote is needed if P can show that the interested director controls or dominates the Board as a whole and failed to disclose the material facts of the transaction.

· Delaware General Corporation Law §144: Interested Directors; quorum.

· Final Analysis:

1. BJR

2. If conflict of interest, D has burden.

3. If statute adhered to, P has burden to overcome the BJR.

4. If the statute was not adhered to, the D must show that the transaction was fair and reasonable.  


3. Energy Resource Corp., Inc. v. Porter  Mass. 1982

FACTS:  Porter, VP and chief scientist of ERCO, entered into an agreement with two colleagues from Howard University to pursue a development grant from the Department of Energy.  HU was the primary applicant, and ERCO was the subcontractor.  Porter then formed his own corporation for the project (advantage with a minority company name), and HU was awarded the grant.  ERCO sued Porter for breach of fiduciary duty to protect ERCO’s interest.  ERCO claims that Porter seized a corporate opportunity.

COURT:  If an officer or director of a corporation seeks to invoke refusal to deal as a defense to a charge that he seized a corporate opportunity, he must first disclose the refusal to the corporation along with a statement of reasons for the refusal.  If the corporation is unable to take advantage of the opportunity because of the other party’s (other scientists from HU) refusal to deal with them, the officer may capitalize on it after disclosing the refusal and explaining it.  Porter did not disclose the refusal, and misrepresented his reasons for resigning from ERCO.

CONCURRENCE: Officers must remain at the moral level of the marketplace.  A fiduciary’s silence is equivalent to a stranger’s lie.

CLASS:

· Corporate Opportunity: Comes to the attention of a director through the performance of his functions as director or under circumstances that would lead him to believe that the opportunity would be offered to the corporation.

· Financial Capacity Defense: The corporation lacks the money to exploit the corporate opportunity effectively.  This defense is generally rejected unless the officer explicitly offers the opportunity to the corporation.  It is also often rejected because it encourages executives to put in minimal efforts to raise the necessary funds for the corporation to seize the opportunity.

4. Sinclair Oil Corp. v. Levien  Del. 1971

FACTS:  Levien, a minority SH of Sinven, alleged that Sinclair (parent of Sinven subsidiary), caused Sinven to pay out excessive dividends, denied Sinven Industrial development opportunities, and through its wholly owned subsidiary, Sinclain Int’l. Oil , breached a K with Sinven.  Levien wants to apply the intrinsic fairness test, while Sinclair wants to apply the BJR. 

COURT:  The intrinsic fairness test should not be applied to business transactions where a fiduciary duty exists but is not accompanied by self-dealing, i.e., where the parent company receives some benefit to the detriment or exclusion of the minority shareholders of the subsidiary.  Sinven SHs benefited from the dividend payments and the no business opportunities rightfully belonging to Sinven were taken away, so there was no self-dealing or conflict of interest, and the BJR will apply.  The forced contract with Sinclair Int’l. Oil, however, was self-dealing and necessitates the intrinsic fairness test, which Sinclair could not meet. 

CLASS:  

· This case is the exception to the norm regarding SH duty of loyalty instead of director duty of loyalty.

5. Zahn v. Transamerica Corporation  3d Circ. 1947

FACTS:  Axton-Fischer’s stock was divided into three groups: preferred, class A, and class B.  The charter provided that, upon liquidation of the corporation, a seta mount was to be paid to the preferred shareholders, with the remainder of the assets to be divided between class A and class B SHs.  The board could redeem the class A stock by paying $60 per share and all unpaid dividends to the SHs.  Transamerica eventually took over al non-preferred stock, taking voting control and liquidating the company to benefit Transamerica.

COURT:  Majority SHs owe a duty to minority SHs that is similar to the duty owed by a director, and when a controlling stockholder is voting, he violates his duty if he votes for his own personal benefit at the expense of the stockholders.  A dominant SH is held to the same duty as a director, and when he benefits from dealings with the corporation, he must prove good faith and fairness.  Also, when a director votes for the benefit of an outside interest, rather than for the benefit of the SHs as a whole, there has been a breach of duty.  Transamercia, the majority SH is liable to the minority interests.

CLASS:

· Equity Interest (As opposed to a debt outstanding or IOU capital structure):

1. Preferred – guaranteed dividends; “cumulative dividend” – super-guaranteed dividends- corporation has the obligation to pay dividends owed in one year the next year if not available in the first.

2. Class A common – annual cumulative dividend; debt security.

3. Class B common – dividend, but not cumulative

4. Equity (SHs)

· Class A stock could be converted into Class B stock (A:B::2:1 split of assets in insolvency).  This means that once the company si doing well, classes A and B are treated equally.

· Transamerica ends up selling the Class A stock at $240/share selling off the tobacco inventory.

· This case involved the fiduciary duty of SHs and Directors.

· Class A SHs had a duty to disclose to the other SHs that selling the shares would be more profitable.

· If there is a conflict between two classes, the directors owe the duty to the least preferred class because they need more protection.

6. Santa Fe Industries, Inc. v. Green  US SC 1977

Securities Exchange Act of 1934 – Rule 10(b)

Securities Exchange Act Rules – Rule 10b-5

FACTS:  Sante Fe Industries merged with Kirby Lumber (short-form merger) for the sole purpose of eliminating minority SHs.  Delaware Law allows a parent to merge with a subsidiary without prior notice or a business purpose to minority SHs and payment of fair market value of the stock.  SF submitted an appraisal report along with the $150/share to the minority SHs.  Green claims that the stock is worth $722/share, the assets of Kirby divided by the number of shares. 

COURT:  Before a claim of fraud or breach of fiduciary duty may be maintained under 10(b) or Rule 10b-5, there must be a showing of manipulation or deception.  The requirements of the federal statute were met.  If the minority SHs were upset, they could seek a court appraisal under the state statute.  Neither notice nor a business purpose is required under state law.  No private action is granted under §10b and 10b-5 in such cases.  Ample state remedies exist for breach of fiduciary duty actions and for appraisals.

CONCURRENCE: The entire discussion of standing under §10(b) and Rule 10b-5 was unnecessary and may be misread.  I feel the controlling SHs did not breach their duty since there was full disclosure and the minority stockholders were entitled to their fair share.

CLASS:

· SEC § 10(b): Regulation of the Use of Manipulative and Deceptive Devices – Related to the purchase or sale of any security.
· Rule 10b-5: Employment of Manipulative and Deceptive Devices – related to the purchase or sale of any security.
· Delaware General Corporation Law §251: Merger or consolidation of domestic corporations: calls for SH vote for mergers.
· Delaware General Corporation Law §253: Merger of parent corporation and subsidiary or subsidiaries: merger provision with a different take on SH vote.
· Purpose of short-form mergers: Despite the competing policy of protecting SH voting rights, such mergers facilitate and expedite such transactions.  It allows corporations to restructure frequently without having to worry about minority SH litigation or full out proxies.  SHs still get the appraisal remedy.
· Ps tried to argue a scheme to defraud because there was no business purpose, but the court says that the federal law requires a showing of “manipulative or deceptive device”.
· The CT of APP took a broad reading of the statute, applying it to any breach of fiduciary duty.  The SC was scared by this.
· Delaware law only allows for an appraisal remedy, not for breach of fiduciary duty claims.
· The court look to the plain language, the intent of the legislature, and policy in interpreting the statutes.  “Manipulative” was confined to a narrow set of activities, and “Decepitve” was not met because a expert calculation of the share price was disclosed.  Disclosure requirement was met.
· Full and fair disclosure and appraisal remedy were available.
· Policy: If the federal law were applied to fiduciary duty situations, all short-form merger cases would go to federal court and the state appraisal remedy would not loner be exclusive.  State legislation being ignored is detrimental to federal/state relations – federalism issue.
C. Section 3: Inside Information

1. Goodwin v. Agassiz  Mass. 1933

FACTS:  Agassiz and another, director and president of the corporation, purchased stock of Goodwin in the corporation (through a stock exchange) without disclosing inside information which turned out to be important.  The purchase was based on knowledge the two had of a geological theory by which they expected to discover minerals on the land.  They did not disclose the information publicly so that another company for which they were stockholders could acquire options on the adjacent land. 

COURT:  A director of a corporation may not personally seek out a stockholder for the purpose of buying his shares without disclosing material facts within his peculiar knowledge as a director and not within reach of the stockholder, but the fiduciary duties of directors are not so onerous as to preclude all dealing in the corporation’s stock where there is no evidence of fraud.  Here, there is no evidence of fraud: (1) A did not personally solicit G to see his stock (THIRD PARTY STOCKBROKER); (2) A was an experienced stock dealer who made a voluntary decision to sell; (3) at the time of sale, the theory had not yet been proven; (4) had the director and president disclosed it prematurely, they would have exposed themselves to litigation if it proved to be false.

CLASS:

· Since the information was speculative, “materiality” was an issue.

· Third party stockbroker makes the transaction one step removed from the fiduciary obligation.

· Management has a fiduciary duty to the corporation, not the SHs in this case.

2. Securities and Exchange Commission v. Texas Gulf Sulphur Co.  SC 1968

FACTS:  TGS discovered a potentially promising ore site and ordered its employees to keep the information a secret in order do more studies and acquire surrounding land.  The employees bought stocks in anticipation of a stock increase.  Rumors of the strike hit the press, and the TGS issued a press release denying the discovery.  Several days later, the discovery was disclosed and the stock price soared.  The SEC brought suit against the employees for insider trading and TGS for dissemination of a misleading press release.    

COURT:  (1) it is unlawful to trade on material inside information until such information has been disclosed to the public and has time to become equally available to all investors. (2) A company press release is considered to have been issued in connection with the purchase or sale of a security for purposes of imposing liability under the federal securities laws, and liability will flow if a reasonable investor, in the exercise of due care, would have been misled by it.  Rule 10b-5 is based on the justifiable expectation of the securities marketplace that all investors have equal access to material information.  A press release is a deceptive device connected with the sale or purchase of securities that mislead the reasonable investor.  The court states that it needs more information as to whether or not the investor was mislead on remand.

CLASS:

· Inside information: taking secret profits; owe fiduciary duty.

· Press release: failure to give appropriate information to the public

· Quality and type of information available: The company claims that the geology expert stated that the study was still in a preliminary state.  Is the information “material” to warrant a 10(b) violation?

· “Reasonable Investor”: Balancing test of probability of discovery v. the magnitude of the effect on the stocks.  False and misleading from the perspective of a reasonable investor is an objective standard.

· While saying that the information was not significant, the employees were buying stock…the inconsistency is indicative of the materiality of the information.

· “Disclose or Abstain” Rule: Insiders must either tell the public the information and provide time for it to disseminate or refrain from buying or selling the stock.

· 10(b) and fraud violation is not just to protect shareholders, but also the integrity of the market.

· The court reads the statute broadly under 10b-5 “in connection with” because the press release influenced investors, even if the company did not exactly buy or sell the stocks themselves. 

· Court imposed limitations to applying the federal statutes:

Materiality –reasonable investor
Scienter – intentional/reckless

Reliance – by the investor on the misleading information

Damages

Causation

3. Dirks v. SEC  SC 1983

FACTS:  Dirks, an officer of a brokerage firm, was told by Secrist, the insider, that EFA was engaging in corporate fraud.  D then investigated EFA to verify S’s information.  Neither Dirks nor his firm owned or traded EFA stock.  Dirks openly revealed the information to his investors who sold the EFA stock, causing it to drop from $26 to $25.  Although the SEC was able to convict the officers for corporate fraud, it still sued and reprimanded Dirks for his disclosure of the nonpublic information to the investors.

COURT:  A tippee will be held liable for openly disclosing nonpublic information received from an insider if the tippee knows or should have known that the insider will benefit in some fashion for disclosing the information to the tippee.  Since Secrist did not receive a benefit from the disclosure to Dirks, he did not breach his fiduciary duty to SHs.  Consequently, since S did not breach his duty to SHs, there was no derivative breach by D when he passed on the nonpublic information to investors.

DISSENT:  If the SHs suffer an injury, it is not necessary that the insider did not receive a benefit from the disclosure by the tippee.  Thus, Dirks violated §10(b).

CLASS:

· 1.  Fiduciary breach by the insider.

2.  Advantage or personal benefit to the insider.

3.  Tippee knew or should have known of the breach.

· In this case, there was no breach, so D could not have known of any breach.

· The personal benefit could be revenge.  If D overheard S in an elevator, there is no personal benefit because S did not know and D is not liable as a tippee.

        4.  United States v. O’Hagen  SC 1997

 FACTS:

 COURT:

 CLASS:

· §16(b): Provides that corporations may recover profits realized by an owner of more than 10% of shares when that owner buys and sells stock within a six month period.

D. Section 5: Short-Swing Profits

1. Reliance Electric Co. v. Emerson Electric Co.  SC 1972

FACTS:  On June 16, 1967, E acquired 13.2% of the outstanding common stock of Dodge, pursuant to a tender offer it made in an unsuccessful attempt to take over Dodge.  Dodge then merged with RE, selling enough shares to bring its holdings below 10% to immunize it from §16(b) liability.  On August 28, E sold some shares to a brokerage house to reduce down to 9.96%, and then sold the remaining to Dodge on September 11,  RE demanded from E all profits E made on both sales.

COURT:  When a holder of more than 10% of the stock in a corporation sells enough shares to reduce its holdings to less than 10%, and then sells the balance of its shares to another buyer within six months of its original purchase, it is not liable to the corporation for the profit it made on the second sale.  In enacting §16(b), Congress chose a relatively arbitrary rule, capable of easy administration, in an effort to take the profits out of a class of transactions in which the possibility of abuse was believed to be intolerably great.  A person avoids liability if he does not meet the statute’s definition of insider, or if he sells more than 6 months after purchase.  §16(b) clearly states that a 10% owner must be such “both at the time of the purchase and sale…of the security involved.  If the first sale brings the owner below the 10% mark, a second sale in the six month period is free from liability under the statute.

CLASS:

· Foremost-McKesson: A purchaser who becomes a 10% owner only by virtue of the purchase is not subject to §16(b).

· This case provides for strict application of the statutory language.

· Court does not buy the valid argument that the %ages should be added together to hold the owner liable for both sales.

2. Kern County Land Co. v. Occidental Petroleum Corp.  SC 1973

FACTS:  New Kern County Land Co. claimed that Occidental Petroleum Corp. was liable under §16(b) for all profits it made when OPC became irrevocably bound to exchange its recently acquired shares in Tenneco pursuant to the Old Kern-Tenneco merger.

COURT:  Neither accrual of the right to exchange recently acquired shares for shares in the survivor of a merger, nor the granting of an option to buy the shares received in such an exchange, constitute a “sale” within the meaning of §16(b), absent any abuse, or potential for abuse, of inside information.
DISSENT:  The term “sale” as used in the statute includes “any contract to sell or otherwise dispose of”.  Clearly, O disposed of its Old kern shares through the Old K-T merger.  The majority destroy much of §16(b)’s prophylactic effect.

CLASS:

· Option: right to purchase shares in the future at a specific price.  This could only be exercised more than six months after the acquisition of the shares, so O did not have 10% at the time of the sale.

E. Section 7: Indemnification and Insurance

Agree to make whole.

· State Law Statutes

· Can improve upon these statutes by K

1. Delaware General Corporation Law: §145. Indemnification of officers, directors, employees, and agents; insurance.

(a) For any lawsuit other than a derivative action by reason of the fact that he was a director, officer, employee, or agent of the corporation.  Expenses of the defense and liabilities that come out of the lawsuit, but only upon a showing of good faith action and a reasonable belief that he was acting in the best interests of the corporation.

(b) If it is a derivative suit, expenses of defense may be indemnified upon a showing of good faith and a reasonable belief that he was acting in the best interests of the corporation.  If the party is adjudged to be liable, indemnification is only to the extent that the Court of Chancery determines that the party is fairly and reasonably entitled to indemnity for such expenses.  

Note: The problem is that SHs lose twice…waste and indemnity.  This is why corporations are not comfortable with putting indemnity provisions in the bylaws of the corporation.

(c) If successful on the merits, any suit or derivative, get expenses of defense.

(d) Good faith and reasonable belief of acting in the best interests of the corporation are to be determined by majority vote of directors not parties (even if less than a quorum), by committee of such directors voted by directors even if less than a quorum, independent legal counsel in a written opinion (if no such directors or if the directors so direct), OR by the stockholders.

(e) Expenses of defense may be paid in advance upon receipt of an undertaking from party that to repay such an amount if it is found that he should not be indemnified by the corporation.

(f) Indemnification and advancement are not exclusive of any other rights under the bylaws, agreement, vote of stockholders or disinterested directors or otherwise.

(g) Corporation may purchase indemnification insurance. 

2. Citadel Holding Corporation v. Roven  Del. 1992

FACTS:  Roven sought suit to have Citadel reimburse him for legal expenses he incurred defending a securities action filed against him by Citadel.  There was an indemnification agreement (to keep R as a director) providing more indemnification than provided by the certificate of incorporation, bylaws, and insurance of Citadel.  The agreement provided for expenses and liabilities unless it was for profits made in violation of §16(b).  The agreement also provided for advancement of costs.

COURT:  A corporation may advance reasonable costs of defending a suit to a director even when the suit is brought by the corporation.  The agreement was intended to provide more protection than other means.  The agreement made advancement mandatory.  Since the proceedings deal with Citadel’s business, they are reasonable.

CLASS:
· §145(f): Can contract for stronger indemnification rights.

· §145(e): Advancements permissive; The K here made the advancement mandatory.

· Citadel was hesitant to make the advances because they would essentially be paying for the opposition.

V.  CHAPTER 5: PROBLEMS OF CONTROL

A. Section 1: Proxy Fights

A proxy is for solicitation at a meetings and to fight for control as an insurgent group attempting to oust incumbent managers by soliciting proxy cards and electing its own representatives to the Board.  Today, takeovers and tender offerings are more common because there is less risk due to reimbursement.

1.  Delaware General Corporation Law



§211 Meetings of Stockholders



§212 Voting Rights of Stockholders; proxies; limitations



§216 Quorum and required vote for stock corporations


      2.  Levin v. Metro-Goldwyn-Mayer, Inc.  SD NY 1967

FACTS:  In a proxy solicitation contest, Levin argues that MGM and the incumbent O’Brien group wrongfully used corporate funds to pay for special attorneys, a public relations firm, and a proxy solicitation organization in this proxy solicitation contest.  Levin also alleged that the y improperly used offices and employees in this fight.

COURT:  Incumbent directors may use corporate funds and resources in a proxy solicitation contest if the sums are not excessive and the shareholders are fully informed.  The proxy statement fully disclosed all of these amounts to the shareholders and were not excessive under the circumstances.



CLASS:

· Rosenfeld: By allowing incumbent directors to reasonably use corporate funds and resources, the incumbent directors are better able to defend corporate positions and policies.

3. Rosenfeld v. Farichild Engine & Airplane Corp.  NY 1955

FACTS:  Rosenfeld brought a derivative suit to have $261,522 that had been paid to both sides of a proxy contest returned to the corporation.

COURT:  In a contest over policy, directors have a right to make reasonable and proper expenditures from the corporate treasury for the purpose of persuading the stockholders of the correctness of their position and soliciting their support for policies that directors believe, in all good faith, are in the best interests of the corporation.  The old board was reimbursed for reasonable and proper expenses in defending their position.  Stockholders also have the right to reimburse successful contestants for their reasonable expenses, and as such, the new board was also reimbursed for its expenditures.

DISSENT:  Incumbent directors have the burden of going forward with evidence and justifying their expenditures.  Only those reasonably related to fully informing stockholders of corporate affairs should have been allowed.  However, personal expenses were also allowed.

4. Amalgamated Clothing and Textile Workers Uion v. Wal-Mart Stores, Inc.  SD NY 1993

FACTS:  Shareholders sought to enjoin Wal-Mart from omitting their proposal to prepare and distribute reports concerning Wal-Mart’s equal employment opportunities and affirmative action policies from its proxy materials.  Wal-Mart claims the proposal was excludable under the ordinary business operations exception of Rule 14a-8(i)(7). 

COURT:  A corporation is permitted to exclude shareholders proposals regarding employment policies under the ordinary business operations exception if the proposals pertain to daily employment issues, and raise no significant policy considerations.  The general rule set forth in 14a-8(a) requires a corporation to include SH proposals in the distribution of proxy materials, for notice to other SHs.  14a-8(i) provides the exceptions, such as decisions left to management’s discretion.  The burden is on the D to show that the proposal concerns daily operations and not substantial policy considerations.  In this case, the proposals contain significant policy considerations of Wal-Mart’s employment practices, and should be included to the extent that information pertaining to daily business affairs is deleted from the proposal.



CLASS:

· Rule 14a-8: Requires companies to include SH proposals in the company’s proxy statement.  Subsection of the rule permit companies to omit proposals that deal with certain matters.

5. The New York Employee’s Retirement Sys. V. Dole Food Co., Inc.  2d Circ. 1992

FACTS:  Dole omitted NYCERS’ proposal for the board to establish a committee to evaluate and report the implications of various health care reform proposals at an upcoming SH’s meeting from its proxy materials on the basis that it was properly excludable within three of the exceptions (ordinary business, insignificant relationship, and beyond-power-to effectuate) to the SEC rule. 

COURT:  Corporations may omit SH proposals from proxy materials only if the proposal falls within an exception listed in Rule 14a-8(c).  Here, the social significance of constituting more than 5% of Dole’s income, which Dole may effectuate by political lobbying.   



CLASS:

· NYCERS is an example of the institutionalization of the SH.  The amount of money invested and the large block of shares held allows for financial power to influence the policies of the corporation.

· The court admits that the company does not have to change the national health insurance policy, but they can do research and put together reports in an effort to lobby for change.

· Proposals may amount to SH democracy.  SHs often have political views that they try to push through their holdings.  It is inappropriate for corporations to address these.

6. Austin v. Consolidated Edison Company of NY, Inc.  SD NY 1992

FACTS:  SHs sue d to compel CE to include a proposal in its proxy materials endorsing a change in the company’s pension policies.  The proposed policy would permit employees to retire after 30 years of service, regardless of age.  CE argues ordinary business and that it would result in a benefit personal to its proponents and not shared in the corporation’s SHs collectively.

COURT:  In an attempt to exclude a SH proposal from its proxy materials, the burden of proof is on the corporation to demonstrate whether the proposal relates to the ordinary business operations of the company.  In this case, the pension proposals invariably involve a company’s entire work force, and are better addressed as a collective bargaining issue.



CLASS:

· Collective bargaining served as an alternative forum for grievances.

· Why do companies litigate when mailings are so inexpensive and very few of the proposals are actually implemented?

· Courts usually deny inclusion of proposals that are legitimate, could get voted in, and could have a financial impact on the company.

7. Crane Co. v. Anaconda Co.  NY 1976

Shareholder Inspection Rights – From state statutes and common law.

Shareholder Lists

FACTS:  Crane Co, a stockholder, demanded access to Anaconda’s SH list for the purpose of informing other SHs of a pending tender offer.  Anaconda refused on the basis that Crane’s motives were not for a purpose relating to the business of the corporation.

COURT:  A shareholder wishing to make a tender offer should be permitted access to the company’s SH list unless it is sought for an objective adverse to the company or its stockholders.  The NY statute permits access to qualified SHs on written demand accompanied by an affidavit stating the inspection is not unrelated to the business of the company and that the SH has not sold stock lists within the previous 5 years.  The pendency of a tender offer necessarily relates to the business of the corporation and to the safeguarding of the SHs’ investment.  Anaconda’s SHs should be afforded the opportunity to make an informed judgment regarding the sale.



CLASS:

· New York Business Corporation Law:

1. Must be a SH of at least 5% of any class of outstanding shares and of record at least 6 months preceding the request.

2. Can get names and addresses and other corporate records (broader than SH list).

3. Must have an affidavit stating a valid business purpose and that will not sell for solicitation.

8. State Ex. Rel. Pillsbury v. Honeywell, Inc.  Minn. 1971

FACTS:  Stockholder Pillsbury purchased shares in Honeywell for the sole purpose of persuading Honeywell to cease its production of munitions for use in the Vietnam War.

COURT:  In order for a stockholder to inspect SH lists and corporate records, the stockholder must demonstrate a proper purpose relating to an economic interest.  A proper purpose constitutes those relating to a SHs economic interest in the corporation, not for the purpose of furthering personal political views.



CLASS:

· Delaware Statute: Page 531: Corporation has the burden of proving an improper purpose.

9. Sadler v. NCR Corp.  2d Circ. 1991

FACTS:  Mr.and Mrs. Sadler and AT&T attempted to obtain SH lists from NCR in an effort to execute a tender offer.  Neither met the Maryland criteria for the obtaining the list.

COURT:  A state may require a foreign corporation, with substantial ties to its forum, to provide resident SHs access to its SH list and to compile a NOBO (non-objecting beneficial owners) list, in a situation where the SH could not obtain such documents in the company’s own state of incorporation.  The NY statute permits a qualified SH to compel a corporation to compile and produce a NOBO.  Such is consistent with the legislative intent to facilitate SH access to information regarding its investment.



CLASS:

· No dormant commerce clause problems here.

B. Section 2: Shareholder Voting Control
1. Stroh v. Blackhawk Holding Corp.  Ill. 1971

FACTS:  SHs of Class B stock in BHC claimed that a limitation on their rights at dissolution rendered their shares invalid.  The articles of incorporation provided that in the case of liquidation, shares of Class B stock were not entitled to dividends.

COURT:  A corporation may prescribe whatever restrictions or limitations it deems necessary in regard to issuance of stock, provided that it not limit or negate the voting power of any share.  Illinois Business Corporation Act §14 allows a corporation to proscribe the relative rights of its classes of shares in the articles of incorporation, subject to their absolute right to vote.  The SHs right to vote, however, is guaranteed and must be in proportion to the number of shares possessed.  Here, the Class B stock possessed equal voting rights, though he could not share in the dividends.  The stock is valid.

DISSENT: The proscription of a SH’s financial interest in his stock effectively invalidates that interest.



CLASS:

· Court said that the “proprietary” did not mean a property right encompassing a correlating economic interest, but rather, the right to manage or control.

C. Section 3: Control in Closely Held Corporations

1. Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling  Del. 1947

FACTS:  Edith Ringling and Aubrey Haley entered into a written agreement (voting trust agreement) to act jointly in regard to all matters pertaining to ownership of stock.  If they failed to reach an agreement in exercising their voting rights, the issue would go to arbitration.  The two did not agree on the selection of a 5th director, and as Haley was absent from the SH’s meeting, her stock was voted in accordance with the arbitrator’s direction.  Edith sued to review the election.

COURT:  A group of SHs may lawfully contract to vote in any manner they determine.  Agreements between SHs purporting to bind the exercise of their voting rights have been upheld as a valid means of obtaining the advantages of concerted action.  The arbitration provision is consistent with the goal of joint action, and H’s failure to vote consistent with the arbitrator’s decision was a breach of K.



CLASS:

· A voting trust is an agreement establishing a trust, whereby SHs tranfer their title to shares to a trustee who is authorized to exercise their voting powers.

· The arbitrator did not have the power to vote the dissenting stockholder’s shares in accordance with the majority because this is not what the parties to the voting trust bargained for.

· Delaware General Corporation Law §214: Cumulative voting.
· Delaware General Corporation Law §218: Voting trusts and other voting agreements.
· The goal of the voting trust was control over the corporate policy.

· The court characterizes this as a vote pooling agreement (upheld at common law) rather than a voting trust agreement.

· The bottom line is that vote pooling agreements are enforceable =, but public policy may limit this rule in light of the fact that outside SHs and others may be taken advantage of unlawfully.

2. McQuade v. Stoneham  NY 1934

FACTS:  McQuade, an officer and director of National Exhibition Company, was voted out of office in violation of a SH agreement (to “use their best endeavors for the purpose of continuing as directors”) he entered into with Stoneham for the purchase of stock in National Exhibition.  The agreement prohibited the amendment of salaries, shares, or bylaws of the corporation without unanimous consent.  McQuade was out as treasurer and the other two in the agreement refrained from voting.

COURT:  A shareholder agreement prohibiting the board of directors from changing officers, salaries, or policies, or retaining individuals in officers, is illegal and void absent express contractual consent of the parties.  Such agreements may not interfere with the BJR, and there is no evidence that the other two did not act consistent with their business judgment.
CLASS:

· Ks cannot restrict the Board from exercising the BJR.  The policy is to uphold their fiduciary duties and protect minority SHs.

· Uniting to elect directors is not the problem.  It is illegal to not allow the Board to change directors, salaries, officers, etc.

· If the K had a provision for the removal of bad directors, minority SHs may not be harmed.

· Even conditional reappointment is a problem because setting such minimal standards still does not ensure the best officers.

· Also, McQuade was a city magistrate and could not be on the board.

3. Clark v. Dodge  NY 1936

FACTS:  
COURT:  Where the directors are also the sole stockholders of a corporation, a contract between them to vote for specified persons to serve as directors is legal, and not in contravention of public policy.

CLASS:

4. Galler v. Galler  Ill. 1964

FACTS:

COURT:  Shareholders in a closely held corporation are free to contract regarding the management of the corporation absent the presence of an objecting minority, and threat of public injury.

CLASS:

5. Ramos v. Estrada  Cal. 1992

FACTS:

COURT:  Voting agreements binding individual shareholders to vote in concurrence with the majority constitute valid contracts.

CLASS:
C. Section 4: Abuse of Control
1. Wilkes v. Springside Nursing Home, Inc.  Mass. 1976

FACTS:  Wilkes was terminated as director and officer of Springside Nursing Home in violation of a SH agreement that each investor would serve as director and receive a salary from the corporation.

COURT: In a closely held corporation, the majority stockholders have a duty to deal with the minority in accordance with a good faith standard.  The burden of proof is on the majority to show a legitimate business purpose, and then the minority may show a less harmful alternative.  The court looks to the reliance of Wilkes on the job to find a breach of fiduciary duty.  The majority owes Wilkes a duty “of utmost good faith and loyalty”, as if he were a partner and not a mere SH.

CLASS:

· Wilkes was still a minority SH, but no t a director and had no say in the management of the corporation.  

· The board attempted to “freeze-out” Wilkes.

· Minority SHs in a closely held corporation have no market for their interest because it is hard to value what you are selling, and no employment, etc. can be offered.

· The duty owed by SHs to one another in this case goes beyond traditional legal theory.  The alternative legal theory here is breach of duty of loyalty by directors.

· Partnership would have protected Wilkes better because cannot get fired and cannot award yourself a salary.

· The partnership theory will not be applied here because the choice of form was not forced and Wilkes must accept the consequences of incorporation.

2. Ingle v. Glamore Motor Sales, Inc.  NY 1989

FACTS:  Ingle, whose offer to purchase an equity interest in GMS was rejected by sole shareholder Glamore, was hired as a sales manager under an employment K with no specific terms.  Later, several agreements were entered into.

1. SH agreement was entered into in which Ingle would purchase 22 shares of the stock with a 5 year option to purchase 18 more, and that Glamore would nominate and vote Ingle as a director and secretary of the corporation.  Glamore had the right to repurchase the stock if Ingle ceased to be an employee for any reason.

2. New SH agreement after Ingle purchased the 18 shares, updated it, and leaving the same repurchase provision in.

3. After corporation issued 60 new shares which Glamore’s sons also purchased, a SH agreement was entered with a termination provision that if any stockholder ceases to be an employee for any reason, Glamore has the option for 30 days after the termination of the employment to purchase all the shares owned by such stockholder.

The Board had a meeting at which Ingle was voted out and fired.  He was paid $96,000 for his 40 shares of the stock.  Ingle claims he has a right to a fiduciary protection a minority shareholder.   

COURT:  A minority shareholder in a closely held corporation, who is also employed by the corporation, is not afforded a fiduciary duty on the part of the majority against the termination of his employment.  A minority shareholder does not derive from that status protection against his termination in the absence of a contractual provision.  Courts must distinguish between duties owed as a minority SH as opposed to an employee.  Ingle was an employee at will…there was no evidence of an employment K.  There is no common law duty of good faith and fair dealings in such employment situations.  Ingle voluntarily entered the K with no employment terms, and he accepted the buy-out price with no objection when Glamore offered it.   

DISSENT:  The majority erroneously applied the employment-at-will rule to a minority shareholder in a closely held corporation situation.  An employee’s status as a minority SH necessitates special safeguards to protect his investment in the corporation.
       3.  Sugarman v. Sugarman  1st Circ. 1986

FACTS:  Leonard Sugarman, the majority SH in a close corporation, was alleged to have acted in bad faith in an attempt to freeze out the minority SHs.  

COURT:  Shareholders in a close corporation owe one another a fiduciary duty of utmost care and loyalty.  The aggregate or cumulative effects of overcompensation through salaries and bonuses (and pension to his father) amounting to waste and the freeze-out through refusing to hire officers as employees, offering an inadequate buy-out price, and refusal to pay dividends all lead to a breach of fiduciary duty.
       4.  Smith v. Atlantic Properties, Inc.  Mass. 1981

FACTS:  After disagreements arose between the parties who had formed Atlantic Properties, Inc., three of the four SHs filed suit, seeking a determination of dividends to be paid and the removal of the fourth SH as director.  Dr. Wolfson wanted the money to go to capital improvements, while the others wanted the dividends to be paid so that tax penalties could be avoided.

COURT:  Stockholders in a close corporation owe one another the same fiduciary duty in the operation of the enterprise that partners owe one another.  This case is to protect majority shareholders from minority shareholders who are perpetuating a deadlock. 

CLASS:

· Failure to pay dividends and no action on the capital improvements equates to fault by both the minority and majority SHs.

D. Section 5: Control, Duration, and Statutory Dissolution

1. Alaska Plastics, Inc. v. Coppock  Alaska 1980

FACTS:  After Alaska Plastics failed to notify Coppock of annual SHs meetings, she filed suit, seeking to compel Alaska Plastics to purchase its stock she had received in a divorce settlement.  The company paid her no dividends, did not allow her to participate in the business, and offered to buy her shares for an inadequate price.

COURT:  Majority SHs in a closely held corporation owe a fiduciary duty of utmost good faith and loyalty to minority SHs.  A court cannot, however, order specific performance on the basis of an unaccepted offer.  In this case, however, constructive dividends of expenses paid for the directors’ wives were made.  There was no derivative suit here though b/c Coppock failed to allege that the company itself was harmed.

CLASS:

2. Pedro v. Pedro  Minn. 1992

FACTS:  After Alfred Pedro was fired from his position for discovering an accounting discrepancy in the company by his two brothers, Carl and Eugene, he filed suit seeking to dissolve the company.

COURT:  Shareholders in a closely held corporation have a fiduciary duty to deal openly, honestly, and fairly with one another.  The brothers admitted they were unfair to their brother.  This shows a breach of fiduciary duty (attorney fees).  The buyout attempt warrants damages, and the agreement for lifetime wages supports an award for lost damages.

CLASS:

3. In re Northwest Oxygen Co.  MD NC 1989

FACTS:  After an involuntary Chapter 11 petition was filed in bankruptcy court, Northwest Oxygen contended it could no longer pay for the repurchase of stock from SH Hancock, since such a purchase must be paid from surplus.  Wright, another SH, had written a promissory note to be paid over ten years secured by Oxygen assets.  Wright contended that under NC law, the payments must be made from surplus, and since O is insolvent, payments could not be made.  H argues that the NC law permits payments to be made from capital.  

COURT:  A corporation may acquire its own shares by purchasing them only from surplus.  The promissory note was deemed unenforceable by the insolvency, and so is the security interest.  H assumed the risk when he took a note in exchange for his shares of stock in Oxygen.  He could have demanded cash payment for the fair value of the stock at the time of the transaction.  Instead, he accepted a de minimis fraction of the purchase price in cash and a promise to pay in the future for the balance.  In doing so, he bound himself to the future profitability of the company, and therefore, on the surplus.



CLASS:

VI.  CHAPTER 6: MERGERS, ACQUISITIONS, AND TAKEOVERS

A. Section 2: Takeovers

1. Cheff v. Mathes  Del. 1964

FACTS:  Directors of Holland Furnace Co. alleged that a repurchase of corporate stock at a premium was effected solely to perpetuate their control of the corporation.  The president of another company was buying up all the stock, so the directors took this action to fend off the acquisition.

COURT:  Corporate fiduciaries may not use corporate funds to perpetuate their control of the corporation.  Corporate funds must be used for the good of the corporation.  Activities that are undertaken for the good of the corporation that have an incidental effect of maintaining the director’s control are permissible, but acts effected for no other reason than to maintain control over the company are invalid.  The P must have an affirmative showing of bad faith or self-dealing to overcome the presumption of good faith.  The directors must show there was a legitimate business purpose for the transaction.  Given the president’s history for takeovers and the threat to Holland, the action was legitimate, and premiums are often paid for large blocks of stock.

CLASS:

2. Unocal Corporation v. Mesa Petroleum Co.  Sel. 1985

FACTS:  To ward off a hostile takeover by Mesa Petroleum, directors of Unocal instituted a selective exchange offer.  The offer was in response to Mesa’s “two-tier” structure for buying the SHs’ stock.

COURT:  A selective exchange offer effected to thwart a takeover is not in itself invalid.  In such cases, the BJR is circumscribed because of inherent conflict of interest due to efforts for self-preservation.  The directors must continue to put the interests of the SHs first, despite the takeover attempt.  The acts to defeat the takeover must be to protect against a danger to corporate policy and effectiveness.  Reasonable investigation and good faith are necessary to establish a threat.  In this case, the selective exchange offer was to ward off a coercive tender offer, and was a counteroffer in response to a threat.

CLASS:

3. Revlon, Inc. v. Macandrews& Forbes Holdings, Inc.  Del. 1985

FACTS:  Pantry Pride made an offer to purchase Revlon at $45 per share.  The board rejected the offer, and as defense strategy, it adopted a plan to exchange shareholder shares for bonds.  PP made several other increasing offers, which were all rejected.  R then announced a leveraged buyout by “white knight” Forstmann at $57.25 per share.  Part of the deal was a lockup provision relating to a division of R that would have made any acquisition of R by another concern unprofitable.  F also offered to support the value of the notes that were sagging in the bond market.  PP wants to enjoin the agreement.

COURT:  Lockups and related defense measures are permitted where their adoption is untainted by director interest or other breaches of fiduciary duty.  The main responsibility of the R Board was to its SHs, which was not achieved here.  By accepting the F deal, they ended the bidding for the corporation and prevented a higher share price.  Since it was certain that R was going to be sold, they should have worked to maximize share price.  Instead, they worked out a deal that favored the noteholders to the detriment of the SHs.  This invalidated the entire K with F.

CLASS:

