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 I. Agency  (Rstmt of the Law 3rd Agency § 1.01 Agency Defined)

 A.  Agency is the fiduciary relationship that arises when 

 i. one person (a “principal”) manifests assent to another person (an “agent”)

 a) request, instruction, or command by the principal 

 ii. that the agent shall act on the principal's behalf and subject to the principal's control 

 a) Shall Act – this relationship has to involve an action by the agent

· Ex: managing an affair, transacting business, purchasing paint, or driving highschoolers

 b) Behalf, or on account of, or for the principal -- may look to see who benefited – generally, PP must have benefited in some way. -- this is based on K law

· Typically, PP is a Sole Proprietorship, Partnership, LLC, or a Corporation

 c) Control – grant of authority is given by the principal -- can be just a general order to act; then the Agt is acting on behalf of the PP.

· Can be ordering a specific person (who), or dictating the place (where), or dictating the purpose (how, for what).  

· Dictating “manner and means” is clear sign of control.  

· Control and influence by PP over the Agt can be proven through Course of Dealing, such as directing Agt to implement recommendations, or interference w/ Agt's internal affairs.  Gay Jensen Farms Co. v. Cargill, Inc.

 d) this is flexible, based on language and issue framing.  Holding any control implies agency relationship.  Focus on amount of control exercised

· Setting conditions precedent implies agency relationship.

· Gorton v. Doty Teacher lent car to another teacher, said only that teacher could drive it.  Driver teacher was agent of principal lender teacher, so lender was responsible for victims when driver got in accident.    

 iii. and the agent manifests assent or otherwise consents so to act.

 a) Typically, Agt is an employee.

 B. When this relationship is established, the principal is as liable for the agent's actions as if the principal had done them herself.

 C. Relationship does not require, nor necessarily involve:

 i. business; 

 ii. nor compensation; 

 iii. nor intent to create legal ramifications; 

 iv. nor a written or oral K

 v. nor express agreement, nor use of the word “agency” or “agent”

 vi. nor passive permission 

 a) this is very iffy, based on language and issue framing.  Conditions precedent reek of Agency.  How much control was exercised?

 b) Dissent in this case says D's just having goodwill!  Don't punish her!

 D. Practice & Planning tips: 

 i. How to properly lend without creating an agency relationship, & do this right?  

 a) Best to get in writing,  

 b) Say LOAN explicitly.  

 c) Impose NO conditions on its use!  Beware of any control!  Even mere discretion, is equivalent to “subject to the principal's control”.

 d) Have good insurance coverage.  Though this does create an incentive to sue.  Double-edged sword.

 ii. How could farmers have protected themselves?  

 a) form a co-op run own grain elevator.  Grain elevators notoriously hard to manage, hard to price effectively unless someone's great at commodities future pricing.  Usu need professional help.  

 b) Don't sell to the grain elevator on credit!  Require cash.  Except grain elevators have a monopoly.  Only co-op (FA, Grain dealers Assoc) can get rid of the monopoly.  

 c) Make the deep pocket guarantee the payment by the intermediary.  Cargill has the right of first refusal on the grain, so they should be willing to guarantee payment  for the grain that they accept.

 iii. How could Cargill have protected themselves?

 a) Cargill could have cut off the credit limit.  

 b) They could have audited the books, rather than relying on their books

 c) Cargill (bog lender) faced a double-edged sword with regards to informing the farmers (small lender).  If they tell farmers Warren's in trouble, Warren has them with Tortious Interference with Business.  If they tell farmers Warren's OK, they <possibly> become a guarantor for Warren's ability to meet fiscal duties.  

· They can say “no comment” but that may mean the same as “warren's in trouble.”   

 d) Not clear that Cargill consented to the Agency relationship at least w/ the financing part of it.  Warren was acting in Warren's best interest, not in Cargill's best interest.

 e) Call in loan?

· 6th circuit – cargill would have to extend credit until Warren went under completely

· obligation of good faith would have overridden Cargill's attempts to self-protect

· Defamation!  If Cargill cut off bank account.  Liable for tortuous interference w/ business relations, and defamation  

· CAN insist on receiving audited financial reports.  Not standard on a quarterly basis unless 

· CAN provide some counseling on some matters, NOT day-to-day, that will subject you to liability.

· CAN recommend financial consultants, but can't install your own financial officer there to oversee.  

· CRITICAL: What does client really want?  Client may want control, and will assume risk of liability to assume control.  

· higher degree of control = court more likely to find agency relationship.

 II. Liability of Principal to Third Parties in Contract: ways through which Agts have power to bind the PP
p14

 A. Actual Authority (Rstmt of the Law 3rd Agency § 2.01 Actual Authority) -- An agent acts with actual authority when, at the time of taking action that has legal consequences for the principal, 

 i. the agent reasonably believes, 

 a) Focus on the Agt's belief

 b) Reasonable belief can be based upon 

· similar practices, such as in the industry

· present conduct

· express instructions

· past conduct

 ii. in accordance with the principal's manifestations to the agent, 

 a) some actions listed above

 iii. that the principal wishes the agent so to act.    

 a) Focus on the Agt's understanding of her authority

 b) (NOTE! only looking at the PP and the Agt, irrelevant what the 3rd party believes)

 iv. Mill Street Church of Christ v. Hogan -- Man hired to paint church, and based upon past practices, hires his brother as his assistant.  Brother injured & wants to sue church for worker's comp.  This can only happen if Hogan had authority to hire his brother; actual authority as an agent of the church.

 B. Implied Authority is actual authority circumstantially proven, which the PP intended that Agt to have.  This authority includes such powers as were practically necessary to carry out delegated duties.

 i. Authority given implicitly, or

 ii. Authority arises solely from the designation of a kind who ordinarily possesses certain powers

 iii. A sub-group of actual authority.

 iv. some similarities to “inherent authority”

 v. DIFFERENT FROM Apparent Authority, because that focuses on what a 3rd party believes.     

 C. Apparent Authority (Rstmt of the Law 3rd Agency § 2.03 Apparent Authority)  – is the power held by an agent or other actor to affect a PP's legal relations with 3rd parties 

 i. when a 3rd party reasonably believes 

 ii. the actor has authority to act on behalf of the PP 

 iii. and that belief is traceable to the PP's manifestations.  

 iv. This is not actual authority, but is the authority the Agt is held out by the PP as possessing.  A matter of appearances on which 3rd parties rely.

 D. Inherent Agency Power  (Rstmt of the Law 2nd Agency § 8A) – Inherent Agency power is a term used in the restatement of this subject to indicate the power of an agent which is derived not from authority, apparent authority or estoppel, but solely from the agency relation and exists for the protection of persons harmed by or dealing with a servant or other agent.  

 i. It arises solely from the designation by the PP of a kind of Agt who ordinarily possesses certain powers.  

 ii. Inherent authority may make a PP liable because of conduct which he did not desire or direct.  

 a) Scope is made through words AND situation AND “Customary Implications”

 b) Agt can act as is customary, despite a very real limitation on actual authority which would not be a customary limitation, and bind the PP.  

 c) PP, by choosing agent, vouches for Agt's reliability.  Can't make 3rd parties check w/ PP all the time, they have to be able to trust the Agt.  Goal is to minimize  transaction costs.

 iii. Used to impose liability on PP when there is neither authority nor apparent authority.   

 a) Inherent authority is different from actual authority and apparent authority.   

 b) Doesn't matter if PP was disclosed or undisclosed -> can be part of actual authority.  

 c) Does not matter if 3rd party relied upon PP's actions -> important to apparent authority.

 iv. Somewhat related to implied authority, as that is power implicitly given to an agent; that power may cause harm to a 3rd party.   

 v. Encompasses aspect of FAIRNESS.

 vi. Lind v. Schenley Industries, Inc.

 a) Issue:  Lind claims he was promised 1% commission on sales of all everyone under him at Mary Kay.  Was promisor Kaufman vested with Apparent Authority by co?  Was he “the voice of the co”?  Important to ask: what authority did Kaufman really have? What was standard practice?   

 b) Did Kaufman set salaries for other people?  Set other people's commissions?

 c) Where's his authority coming from?  the VP.  VP's authority from the chairmen of the board, or the owner.  Presumably there's a chain of command.  

· There exists a presumption of authority, Apparent Authority, in the levels of that chain of command.  The VP can say who to trust, and who will be the “voice of the company”.  Kaufman can set salaries for the State of NY, + commissions.

 vii. Three-Seventy Leasing Corporation P v. Ampex Corporation D

 a) Issue:  Would you expect that average salesman, the Agt has (the inherent agency power to) the right to sell computer core memory AND extend a sale on credit with terms very favorable to 3rd party client?   Can an employee-Agt bind an employer-PP if engaging an activity beyond the scope of their employment?  Yes, if the employer-PP ratifies it somehow. -- Here, the Boss had sent an inter-office memo telling everyone to deal with Kays.  

 b) P suing D for expectation damages for not selling.  P is an intermediary, negotiating w/ Ampex for the sale and EDS for the purchase.  P always speaks w/ Kays (salesman) at Ampex.

 viii. Watteau v. Fenwick (Queens Bench 1892)

 a) Man acts beyond the scope of his actual authority expressly given by PP.  Store is run under man's name.  He buys cigars and other stuff on credit.  Seller did not know there was PP at the time (therefore no apparent authority), now sues PP to get money back.

 b) Acts of General Agents (Rstmt of the Law 2nd Agency § 194)  A general Agt for an undisclosed PP authorized to conduct transactions subjects his PP to liability for acts done on his account, if usual <CUSTOMARY> or necessary in such transactions, although forbidden by the PP to do them.   

· PP liable whether a PP is disclosed, and clearly holds out his Agt, or is undisclosed, and 3rd parties do not know there is anyone behind the Agt.

· Actions of Agt just have to be usual for dealing.  Implied actual authority.  Inherent authority.  

· Put costs on PP b/c PP is in best position to supervise the mgr of the bar, the agt.

· ct thinks it is more fair to force the owner of the bar to pay, for all these reasons.  Ct looking at FAIRNESS

· Also, if mgr sold the goods instead of taking them or skimming the profits, then the bar DID BENEFIT from the sale.   

 c) Acts of Manager Appearing to be Owner (Rstmt of the Law 2nd Agency § 195)  An undisclosed PP who entrusts an Agt with the management of his business is subject to liability to 3rd persons with whom the Agt enters into Xns usual in such businesses and on the PP's acct, although contrary to the directions of the PP.

· Customary actions

· Reasonable for 3rd party to believe

· Decided on fairness—best provider for the loss.

· These rules apply to Partnerships too.     

 ix.  Kidd P v. Thomas A Edison, Inc. D (SDNY 1917)

 a) Issue: Scope of (apparent) authority.  Fuller, hired to deal w/ singers, could book deals with Kidd for a music tour through Thomas A Edison.   D said Fuller only had authority to try and convince the individual record shops that P was good enough—not authority to make a K for a full tour.  P said Fuller had authority to make a K between P and D.  

 b) Case discusses Actual authority, then expands doctrine to cover apparent authority, by relying on TORT theory rather than K theory. Henceforth, look to the scope of  apparent authority, rather than actual authority.

 c) Theories why P should win

· Actual authority - nope

· Apparent authority:  not really, but yes b/c D gave Fuller the authority and P was justified in relying on it (?)  B/c actions of D are contrary to custom, D had to inform P that actions were contrary to custom.   

· Inherent authority, or implied authority:  custom in industry that a singer is granted a tour

 x. Nogales Service Canter P v. Atlantic Richfield Company D  (Ariz 1980)  (teach likes!)

 a) Issue, after long and complicated business dealings:  Was Tucker an Agent of ARCO, and could therefore bind ARCO, making the oral K made by Tucker valid?  Worse, could Tucker promise to keep gas station competitive?  Jury instructions only covered actual and apparent authority, not inherent authority.  

· ARCO will say we're not going to keep one station competitive at the cost of other stations.   Say Tucker had no actual authority, he could only give TEMPORARY volume discounts & merchandising discounts, but not across-the-board discounts.

· P will say they thought Tucker had that authority – Inherent Authority.  But Counsel Blew It, and Didn't Object At the Right Time to the Jury Instruction.   

 b) Problems.  How could P's have won on Apparent Authority?  

· If ARCO had told P's to go through Tucker at all times, and ARCO would go along w/ all of Tucker's deals.  Good if co indicated no limitations as to agt's authority.      

· Or, P could show this was custom, to win on Actual Implied Authority.  Maybe this was warranted b/c they would have higher volume when produce was being moved, and lower volume than it wasn't?    

 E. Practice & Planning tips: 

 ii. How to avoid the implication of Apparent Authority?  

 a) First, look at which is the better theory: Apparent Authority, or Inherent agency power?  But when in need of a legal theory, always GO FOR ANY KIND OF AUTHORITY YOU CAN FIND.  First go for actual, implied, or apparent authority, then go for inherent authority or estoppel

 b) send out letters to emp'ees saying who has authority.  HR manuals contain this info.

 c) Act on the authority & ask for feedback.  Lind could have asked for his money earlier.  

 d) (both sides) Should have been a written K to detail the commission – don't go w/ an oral K.

 e) Moral: train empees, get a K, can avoid all of this if you get it in writing!

 f) If Co indicates no limitations as to Agt's authority, Agt may have great Apparent Authority.  

 F. Practice & Planning tips & Economic Efficiency: 

 i. How to control the reach of inherent agency power? 

 a) How could Ampex have protected itself?

· want HR manuals to be read!

· From contracts!  

· In this case, K manager should have been only person to sign K.  

· Explain to Joyce the limits of Kays authority?

 b) What could Joyce have done to protect self?

· get the signature of someone w/ authority.  

· corporate secretary, general counsel, board resolution

 c) Cost?  Compare the cost to corporations to establish policies, to the sum of costs of  every independent K'r out there calling offices to establish who has authority.

 G. Ratification – or, Ways for the PP to Bind Self to a K made improperly by the Agt (p36)

 i. Ratification Defined (Rstmt of the Law 3rd Agency § 4.01)  

 a) (1) Ratification is the affirmance of a prior act done by another, whereby the act is given effect as if done by an agent acting with actual authority. 

 b) (2) A person ratifies an act by (a) manifesting assent that the act shall affect the parson's legal relations, or (b) conduct that justifies a reasonable assumption that the person so consents.  

 c) (3) Ratification does not occur unless (a) the act is ratifiable as stated in § 4.03, (b) the person ratifying has capacity as stated in § 4.04, (c) the ratification is timely as stated in § 4.05, and (d) the ratification encompasses the act in its entirety as stated in § 4.07.

 ii. Ratification (Rstmt of the Law 2nd Agency § 82)  Ratification is the affirmance by a person of a prior act which did not bind him but which was done or professedly done on his account, whereby the act, as to some or all persons, is given effect as if originally authorized by him.  

 a) PP must have Intent to ratify the K

 b) PP must have full knowledge of all the material circumstances. (§ 4.06 Rstmt 3rd)

 c) Ratification can't happen w/o both Intent and Full Knowledge. 

· Receipt of benefits can constitute ratification, if intent is there.  

· NO DUTY TO INQUIRY!  PP should inquire where benefits came from, but doesn't have to.  

· PP doesn't have to repudiate until there has already been a ratification.

· Timing of repudiation –  (§ 4.05 Rstmt 3rd) -- Sans an agency relationship, PP is not liable unless 3rd party has given PP a chance to ratify (or repudiate), previous to 3rd party's taking action.  Cut grass and you're not home?  You don't have to pay them!

· Ratification cannot happen until AFTER the original Xn was purported to be done on account of the PP – no action on PP's account, then no need for ratification.  The mere fact that the PP receives its proceeds does not make him a party to it.  

· If the husband has not contracted for the wife, the wife has nothing to ratify, despite receiving benefits.  Botticello v. Stefanovicz (Conn 1979)  Wife didn't repudiate despite accepting payments; that was OK because she didn't have to.  Defense to other legal theory: husband was not an agent of wife.

 B. Estoppel to deny the existence of Agency Relationship (Rstmt of the Law 3rd Agency § 2.05)  A person who has not made a manifestation that an actor has authority as an agent and who is not otherwise liable as a party to the Xn purportedly done by the actors on that person's account is subject to liability to a 3rd party who justifiably is induced to make a detrimental change in position because the transaction is believed to be on the person's account, if (1) the person intentionally or carelessly caused such belief, or (2) having notice of such belief and that it might induce others to change their positions, the person did not take reasonable steps to notify them of the facts.   

 i. Estoppel—Change of Position (Rstmt of the Law 2nd Agency § 8B) (1) A person who is not otherwise liable as a party to a transaction purported to be done on his account, is nevertheless subject to liability to persons who have changed their positions because of their belief that the Xn was entered into by or for him, if (a) PP acts negligently to cause that belief, OR (b) knowing of such belief and that others might change their positions because of it he did not take reasonable steps to notify them of the facts.  

 a) So (1) the PP acts negligently, a third party (2) acts in reliance, and (3) changes their position (i.e. pays money, expends labor, suffers a loss, or gets subjected to legal liability).

 b) Has to be reasonable, also emp'er has to be either negligent, or manifested intent to give individual the appearance of authority.  

 ii. Hoddeson v. Koos Bros. (N.J. Super 1957)

 a) FACTS: Hoddeson wants furniture, mom gives her the money.  She shops, doesn't get a receipt, furniture never comes, fake salesperson took her money.  She's trying to say, w/o a receipt, that she had a K w/ an unidentifiable salesman, an Agt of the PP, the store.  Store is litigating because they want the precedent!  It's easy for someone to come in and impersonate a salesperson, an Agt.  

 b) Problem: who to hold responsible?  Customer or store owner?  If we hold store owner  responsible he has to have an agency relationship w/ emp'ee.  

 c) Emp'er can monitor emp'ees in store.  Control over premises.  Fake salesman had “apparent agency”.  Also!  Duty owed to the invitee on the premises! – this couldn't have happened w/o a lack of emp'er supervision.

· Judge also looks at who is in the best position to prevent this kind of loss.

 C. Agent's Liability on the Contract (p43)

 i. Atlantic Salmon A/S v. Curran  FACTS: Guy doing business under a corp, and he invented a corp “Marketing Designs, Inc.” which was sometimes registered and sometimes not.  After a while he was buying and selling seafood.  Signed checks printed as “Boston Seafood Exchange”, sometimes signed self as treasurer, but presented self in person as the marketing director.  D never informs P of the existence of “Marketing Design”.  Did business under 2 other names.  When D fails to pay, P sues.  P wants to get pd.

 a) This case can fall under  § 2 (Principles of Attribution) or  § 6 of Rstmt 3rd Agency (Ks and other Xns w/ 3rd Parties), b/c PP doesn't exist.  

 b) This isn't a red flag for a small co, just for a large co.

 ii. Agent for Undisclosed Principal (Rstmt of the Law 3rd Agency § 6.03) When and agent acting w/ Actual Authority makes a K on behalf of an undisclosed PP, 

 a) (1) unless excluded by the K, the PP is a party to the K; 

 b) (2) the Agt and the 3rd party are parties to the K; and 

 c) (3) the PP, if a party to the K, and the 3rd Party have the same rights, liabilities, and defenses against each other as if the PP made the K personally, subject to  §§ 6.05 - 6.09 Rstmt 3rd 

 iii. Practice Tips:  If you have undisclosed principal, where other party has no notice, the agent can be liable as well as the principal.  Agt has duty to disclose the existence of the corporation.  If Agt is only one involved in corporation, then the 3rd party will ask for a personal guarantee up front!  If PP is disclosed, then the K is between the PP and the 3rd party, and the Agt is not personally liable.   

 a) Undisclosed means that the 3rd party believes the Agt is the PP and the 3rd party expects pmt from the Agt.

 b) Agent for Unidentified Principal (Rstmt of the Law 3rd Agency § 6.02)  PP and 3rd Party are parties; Agent is party to K unless Agt and 3rd Party agree otherwise.  Partially disclosed PP – PP may authorize Agt to say actions and some characteristics of PP, but PP wants to stay hidden.  This happens in a lot of business deals.

 c) Agent for Disclosed Principal (Rstmt of the Law 3rd Agency § 6.01) -- Agt is not a party unless Agt and 3rd party agree otherwise; only PP and 3rd party are.  

 d) Principal Does Not Exist or Lacks Capacity (Rstmt of the Law 3rd Agency § 6.04)  Unless 3rd party agrees otherwise, a person who makes a K with a 3rd party purportedly as an agent on behalf of a principal becomes a party to the K if the purported agent knows or has reason to know that the purported principal does not exist or lacks capacity to be a party to a K.  

· Trial judge finds D is “not culpable of any relevant fraud or other reprehensible conduct”.  Despite lies, misrepresentation, et cetera.  

· D says he's agent of corps!  Except corps don't exist!  Who are Ps supposed to go after if there's no PP?

· (Judge points out:)  P could have checked w/ the Sec of State to see if D was a registered corp.

· (Judge points out:) P at all times set self fwd as Agt of Corp, so D had duty to ask about PP.

· P can say I did ask!  It's just there was no PP!   Judge responds:  Have to inquire for MORE than just a name in common use,.  

· Ct on appeal says Ps win, P's don't have a duty to find the PP.  And D had held self out to be Agt of Corp (PP).  

· P should have checked to see who they were really dealing with.

· If this had been a true corp, than D would not have been personally liable. 

 II. Liability of the PP to 3rd parties in Tort -- Rstmt 3rd Agency, §7

 A. Agent’s Liability to Third Parties (Restmt of Law 3rd Agency §7.01)

 i. An agent  is subject to liability to a third party harmed by the agent’s tortious conduct.   Unless an  applicable statute provides  otherwise, an actor remains  subject to liability although the  actor acts as an agent or an  employee, with actual or apparent  authority, or within the scope of  employment.

 B. Tort Liability Agent Acts with Actual Authority (Restmt of Law 3rd Agency §7.04)

 i. A principal is subject to liability to a  third party harmed by an agent’s conduct when the agent’s conduct  is within the scope of the agent’s actual authority  or ratified by the principal;  and (1) the agent’s  conduct is tortious, or (2) the  agent’s conduct, if that of the  principal, would subject the principal to tort liability.

 C. Tort Liability Principal's Negligence in Conducting Activity Throught Agent; Principal's Special Relationship With Another Person (Restmt of Law 3rd Agency §7.05)

 i. (1) A principal who conducts an activity through an agent is subject to liability for harm to a third party caused by the agent’s conduct if the harm was caused by the principal’s negligence in selecting, training, retaining, supervising, or otherwise controlling the agent.

 ii. (2) When a principal has a special relationship with another person, the principal owes that person a duty of reasonable care with regard to risks arising out of the relationship, including the risk that agents of the principal will harm the person with whom the principal has such a relationship.

 D. Principal’s Liability -- in General (Restmt of Law 3rd Agency §7.03)

 i. (1) A principal is subject to direct liability to a third party harmed by  an agent’s conduct when 

 a) (a)…the  agent acts with actual authority  or  the principal ratifies the agent’s conduct  and (i) the agent’s conduct  is tortious, or (ii) the agent’s  conduct, if that of the principal, would subject the principal to tort  liability; or

 b) (b) …the principal is negligent in selecting, supervising or otherwise controlling the agent; or

 c) (c) …the principal delegates performance of a duty to use care to protect other persons or their property to an agent who fails to perform the duty.

 ii. (2) A principal is subject to vicarious liability to a third party harmed by an agent’s conduct when

 a) (a)…the agent is an employee who commits a tort while acting within the scope of employment; or

 b) (b) …the agent commits a tort when acting with apparent authority in dealing with a third party on or purportedly on behalf of the principal.

 E. Independent Contractor v. Employee/Servant

 i. Agent Independent Contractor has agreed to act on behalf of the principal, but is not subject to the principal’s control over how the action is taken; Employee is subject to the principal’s control over how the action is taken

 ii. Diff btwn indep Kr and Empee.

	
	Indep Kr – non-Agt
	Indep Kr -- Agt
	Emp'ee

	Control -- Manner of job performance.  HOW.
	can act according to own ideas of performance;  is told what to do, but not at all how to do it
	Has agreed to act on behalf of PP
	follows PP's idea of how job should be performed.  

	Control -- Physical conduct / Means
	discretion – Operates independently & has arms'-length negotiations
	Is not subject  to the PP's control over how the axn is taken /result is accomplished
	subject to PP's control over how the axn is taken

	Risk of Loss
	Risk (perhaps just “residual risk”), is borne by non-Agt
	
	PP bears risk of loss, none on Emp'ee – emp'ee is protected under this scheme

	Duration
	shorter duration (not always the case)
	May be Agt for some tasks and not others
	Emp'mt at will – can be very long duration

	Return (this is sometimes true, not set in stone)
	Rate of pay & mark-up set by non-Agt
	PP dictates how much Agt must sell
	All emp'ees work is “for benefit of” PP; PP gets all return


Factors

· The extent of control – written reports?  hours?

· Distinct business -- “nature of contracts” -- two product brands?  any brand?  don't want to tarnish the name (sell top-of-the-line products!) but perhaps it's not centrally located -> then owner is bearing more of the risk, so reduce the chance of Agency relationship.  

· Extent of supervision – if supervise too closely, of course you create an Agency relationship.  But, if don't supervise enough, can be held responsible for failure to supervise!  Big co just can't win.  

· Skill – is this important?  Cts have said yes.  If more skill and independence req, less likely to be an Agcy relationship.  

· What equipment is supplied – more from big co, more likely Agency relationship

· Length of K -- 

· Method of payment – does it depend on the sale of PP's products or are lease terms fixed?  Is PP absorbing operating costs?  if yes to that, most certainly an Agcy relationship.  

· Parties' beliefs – abt what authority is created.  Agent's beliefs = actual authority, 3rd party's beliefs == apparent authority.   Did P rely on holding out of actor as Agt of PP?     

 iii. Humble Oil & Refining Co. v. Martin -- Car glides off gas station lot, hits dad and 2 daughters.  Injured sue deep-pocket franchisor for negligence for emp'ee not setting emergency break.  Issue:  Is gas station operator the Agt of franchisor PP?  

 a) Posture: no neg act of either of the Ds solely or proximately caused the accident.  But App Ct reversed—PP held liable.  

 b) Reasoning: D controlled details & daily operations of the station, except for the hiring/firing of emp'ees.  Agt was required “to do anything Humble tell him to do”. Length of K, ownership of station was by the oil co, not the operator of the station.

· Control by Humble

· Title to all property sold there was the Oil co, not the operator of the station.

· “Main . . . enterprise” of station was retail marketing of D's products

· K says he may “perform duties required of him by the Company”

· Operator had hardly any business discretion – Hours of operation controlled by Humble

· Profit/loss not said; but Humble Oil is paying 75% of operating expenses & costs. 

· Lease determined by volume of all products sold.

· Req. reports—shows they are monitoring more closely

· Control by operator -- Operator can hire/fire, and supervise. 

· Owner HAS to sell gas to make the profit, and have some return on the investment.

· What would NOT constitute an agency relationship?  

· Intermediary took title, “sold as his own”

· Intermediary was free to sell at own price and on own credit terms

· Distributor didn't control hours, nor pay Intermediary's operating expenses

· Intermediary not subject to K requiring to perform duties imposed upon by distributor

 iv. Hoover v. Sun Oil Company -- Fire in car which is being attended.  So ct is not looking at actual harm, when deciding the cases.  Both oil cos argue that stations are indep. Krs.  Holding: PP held not liable b/c it appeared owner of station retained more independence.

 a) RULE:  The decision of whether an independent Kr is an Agt or Non-Agt varies according to the Ks involved and the conduct and evi of control under those Ks.  Control of details of day-to-day operation weighs far heavier than control or influence over results.  

 b) Barone could set own hours, but question how much flexibility he really had.

 c) Barone bore risk

 d) Lease says rent determined partially by volume of gas sold, but there was a minimum and a maximum, so court said the Operator had the “residual risk”.  (Actually owner is more protected, so has less incentive to sell).  

 e) no written reports – these are important to outside investors.  Makes PP look less involved.  

 f) Some guidelines set by station owner—hours and “identity”.  

 g) PP “suggested guidelines”, but distributor didn't impose duties/obligations on Barone.

 v. Analysis

 a) Test:  Did the oil co retain the right to control the details of the day-to-day operation of the service station?  Key: focus on the nature and extent of the control agreed upon by the parties.  Who bears the residual risk?   

· Cts struggling to find an agency relationship, by focusing on Control.  This focus on control freq turns upon who bears the residual risk.  

· Several elements in business relationship, ranked according to amount they influence Agency:  Control, Risk of loss, Return, & Duration of relationship.  

· “Control or influence over their results alone is insufficient”

 b) How to get incentives into K, without maintaining the control which establishes an agency relationship?

 c) Who should be held liable for torts?  

· Holding a Company/Distributor/Supplier liable

· The more control the Co has, the more likely they will be held liable in tort.

· The big cos are the most efficient risk-spreaders.  But if Cos are held liable, what incentive is there for owners to take appropriate care?  

· If Co held liable, risk gets passed along to consumers, b/c owner less likely to take precautions to protect consumer.

· Benefits of having the big name:  establishing the trade name that has an 'aura” quality about it.  Expect restrooms to be better!  expect confidence in not watered-down gas than you would get in no-name station.  Try to set a nat'l quality std.  in this uniformity, they have to set some kind of controls

· Possibly tort claims are small potatoes compared to the benefit of wielding that control  -- this encourages big cos to have more control and just pay off the tort claims. 

· Holding a business Owner liable

· Holding an Owner liable gives more incentive for the little Cos to take care.  

 vi. Planning

 a) Tweak the terms of the franchise agmt just a bit.  Policy encourage them to do that.  X wants brand-name recognition, so willing to absorb some of the liability.

 b) Create incentives for big cos to back off--want big cos to carry large umbrella policies, make owners bear the risk, carry their own insurance, have incentive to protect customers.

 c) When will franchisor be held liable for franchisees torts?  Look to the Franchise Agreement.

 vii.  Murphy P v. Holiday Inns, Inc. D  Murphy suing HI after slipping on leaky air conditioner fluid outside a franchise run by Betsy-Lin.  D argues that franchise was an “independent K”, NOT an employee.  

 a) D says franchise not Agt b/c didn't get a share of the profits; had a set fee.  Got payments of 15c per room, per day.  5c of which went to nat'l advertising.  Not totally a flat fee.  Control was about appearance and brand recognition—that was the focus of the case, anyway.  Betsy-Lin had “right to profit” and “Risk of loss”.  Sign at desk, “owned and operated by Betsy-Lin”.    Also, Disclaim of Agency Relationship in K, but ct looks past that. 

 b) P say franchise was Agt b/c Betsy-Lin can't sell controlling interest w/o Holiday Inn's approval – no free alienation of interest.  Also, some restrictions of who she can employ; can't hire a certain class of people.  Other restrictions:  mandated training.  Also, rates don't change between franchises.  (Posner would say rate similarity is not evidence of control on part of PP, just market forces at work.)  

· Uniformity important to a Franchisor!  Want that control, to have that uniformity!  

· Franchisor granted: use of trade name, trade mark, architectural designs, insignia, color schemes, furnishings, equipment, advertising.  Controlled method of operation.

· Franchisee Promised: Pay franchise fee, construct inns according to plans, make monthly payments based on occupancy.  Run inn according to H.I. specifications

 c) Ct found no agency relationship based on Policy: Freedom of K!  allow small business owners to take risk and start businesses.

· No power to control day-to-day business expenses.

· No power to fix charges

· No power to demand % of profits.  But that surcharge goes toward nat'l advertising!  

· No power to hire/fire emp'ees.  

· No power to discipline emp'ees.  Question this – pressure could have been put on 

 d) Considerations about ruling:  

· It's in HI's best interest to make sure franchises are held liable and maintain insurance.  

· Apparent authority is based upon 3rd parties understanding—which they have here.  Go for a theory of apparent authority or policy argument where HI has to internalize the costs of the accident b/c they get the benefit of uniformity.  

· Evi of CONTROL:  Most franchise agmts have liquidated damages clauses in them, so if franchisor doesn't like what franchisee is doing, they can terminate the K!

· Posner thinks franchisee should bear risk: the legal system is evolving to keep up with the reality of small businesses and the risks thereof.  Best to rely on people w/ most direct contact w/ tortious conduct to institute safety precautions & minimize risk, then allow market system to redistribute the risk in the most efficient way.  

· Tho sometimes he find the low-cost liability-minimization provider, in this case the franchisor.  

· Difficult to watch out for idiosyncratic risk!    

 viii. Analysis and Planning

 F. Tort Liability and Apparent Agency

 i. Miller v. McDonald's Corp Or App 1997  Ct here wants to use right-to-control test.  Ct looks to agmt.  PP has explicitly specified “our operators are not agents”.  TC granted SJ to McDs.  Ct says there's an issue of apparent authority here, so that creates an issue over whether McD's has right to control the day-to-day operation -> so this goes to the jury.  Granted new trial.

 a) Right to Control-Franchise Cases  “If, in practical effect, the franchise agmt goes beyond the stage of setting standards, and allocates to the franchisor the rt to exercise control over the daily operations of the franchise, an agency relationship exists” -- wait, is this the day-to-day test?  The right-to-control test?  

 b) Note: usual case uses apparent authority.  Did P rely on holding out of actor as Agt of PP?     

 c) Q:  Is difference in amount of control due only to the nature of the business?   The more central the accident is to the nature of the business, the more likely the franchisor is to  have control, because the franchisor wants uniformity in the primary, central mission of the franchisor.  

· McDonald's is all about food, and HI is all about hospitality (but not about safety, as in the slip & fall)

 d) McD's owns some of restaurants, and some are franchised.  Not like HI, where all are franchised.  

· Training provided!  Like HI

· Packaging provided!  Like HI providing pens & pads

· Small sign declaring who owned franchise, distinguishing franchise ownership from franchisor. 

· Precise methodology for cooking and setup of kitchen v. HI having “standards”

 ii. Problem p62

 a) Issue: does where the liability ends up, make a difference?  In Best Western cases, individual owners are held responsible.  They self-insure.   HInn gets dragged into suit so bear litigation expenses even if they get freed.  

· Best western costs less per night.  Hotels assume the risk of loss themselves.  Most efficient ways to allocate the riske of loss is not to . . . but to always have the independent Kr relationship.  Even though they've managed to maintain reputation for quality.  

· How have they done it?  Fees are lower—they still pay for nat'l advertising.  don't require the same uniforms.  

 b) Current day-to-day test shouldn't work to determine liability, but this is that court has laid down.  Really cases should turn on apparent authority of the Agt.

· If PP is trying to establish uniform quality, uniform nat'l std, then 3rd parties' expectation should control!   If PP is controlling the boxes, the paper, minute control (pen appearance) – then hold that franchisor responsible as the PP, assuming an agency relationship exists!  

· How to talk about this w/o restating the day-to-day test.  

· Who is the low-cost or least-cost provider of insurance?  (policy matter, CA sup ct agrees but Nat'l sup ct would likely agree w/ Posner)  

· Indemnification agmts work, but there's a problem b/c operator can always declare bankruptcy

 G. Scope of Employment

 i. When can we hold employer liable/responsible for acts of employee?  Employee has to be acting w/i scope of employment for the emp'er to be liable for torts.  So, what is the scope?  (s7 Tort Liability)  similar to Respondeat Superior.  

 a) Employee Acting within Scope of Employment (Restmt of Law 3rd Agency §7.07) – (1) An employer is subject to vicarious liability for a tort committed by its employee acting within the scope of employment.  

 b) (2) An employee acts within the scope of employment when performing work assigned by the employer or engaging in a course of conduct subject to the employer’s control.  An employee’s act is NOT within the scope of employment when it occurs within an independent course of conduct not intended by the employee to serve any purpose of the employer

 c) (3) For purposes of this section, 

· (a) an employee is an agent whose principal controls or has the right to control the manner and means of the agent’s performance of the work, and

· (b) The fact that work is performed gratuitously does not relieve a principal from liability

 d) Ira S. Bushey & Sons, Inc. v. United States  1968.  J. Friendly

· Sailor returned drunk to ship, turned valves, flooded drydock, and sank ship.  Did sailor act within the scope of employment so as to be the Agt of the PP U.S. Coast Guard, making the U.S. liable under Respondeat Superior?  Policy of creating incentives for least cost provider to prevent accident would not work in this case.  Motive test also insufficient.

· Restatement (Second) §228 … a servant’s conduct is not within the scope of employment if it is… too little actuated by a purpose to serve the master…

· Rule:  Foreseeability test.  “The emp'er should be held to expect risks, to the public also, which arise out of and in the course of his emp'mt of labor.”  This encompasses personal qualities, occasions for carelessness, emotional flare-up, some friction.  Not as stringent as foreseeability in Torts.

· Precise action itself need not be foreseeable

· Draw the line where the activities of the PP END.   The scope of PP's activities don't reach into areas where the Agt brings with him the same risks as the community in general.   

· This line is different jurisdictionally.  Rstmt 2nd says motive test – conduct has  slightly actuated by a purpose to serve the master.

· Utah case – Snowbird – Rule:  the nature and type of employment must cause the circumstances that would not otherwise have been faced, and which lead to the tort being committed. End up with a but/for test.  But for the employment, the tort would not have happened.   

· There has to be some unique aspect of the job, in which the Agt was acting.

 e) Manning v. Grimsley -- Pitcher threw pitch at hecklers.  Ball went through fence and hit heckler.  Heckler sued for battery and negligence.  First ct dismissed—Directed Verdict for defendants.  Second court remanded for new trial, saying heckling rattled/interfered with pitcher's ability to play ball.  

· Rule:  When a P wants to recover from an emp'er for injuries resulting from an emp'ees assault, P must first show is that the assault was retaliation/response to the P's conduct, which was presently interfering with the emp'ee's ability to perform his duties successfully.  This interference may be in the form of an affirmative attempt to prevent an emp'ee from carrying out his assignments.

· Is heckling “conduct” or is it part of the noise of the crowd?  Ct says conduct.

· Presently interfering?  Some players block it all out, but ct here says the conduct interfered with concentration, so it should have gone to jury.

· Ability to perform duty successfully?  he wasn't even throwing to the catcher!  no way!

· Language was meant to codify the motive test, but language went beyond that.  Starts to expand the foreseeability test!  

 ii. Analysis

 a) Rstmt 2nd s231 – a servant's acts may be w/i the scope of employment although consciously criminal or tortious, BUT serious crimes are outside the scope of emp'mt.   (in notes to Rstmt)

· Define “serious” -- intentional torts are outside the coverage of agency rules.

· Perhaps serious crimes are not instigated by the P.

 b) Restatement (Third) §7.07

· (2) An employee acts with the scope of employment when performing work assigned by the employer or engaging in a course of conduct subject to the employer’s control.  An act is NOT within the scope of employment when it occurs within an independent course of conduct not intended by the employee to serve any purpose of the employer

· (3) For purposes of this section,

· (a) an employee is an agent whose principal controls or has the right to control the manner and means of the agent’s performance of work, and

· (b) the fact that work is performed gratuitously does not relieve a principal of liability

 c) General Statement [of Scope of Employment Doctrine] (Restmt of Law 2nd Agency §228) (1) Conduct of a servant is within the scope of employment if, but only if: (d) if force is intentionally used by the servant against another, the use of the force is not unexpectable by the master.

· Example of Bouncer – intent to do the job and use of excessive force, v. intent to inflict harm upon another in the midst of an unrelated job.  

· Foreseeability?  Restatment 3rd s7.07 tries to back away from foreseeability test, get back to motive test.  

· scope of employees actions limited

· subject to employers control.

· If acting independently, then more like a contractor, and emp'er shouldn't be liable.  

 d) Ball clubs pay the fines for the players!  when the players get fined for torts.   Authors of book says this is a good allocation of resources – spread risk 

 e) Ball club will not try to recover from Grimsley, not a chance.  

 iii. Rstmt 3rd §8.09 – Dealing with actual authority here!!   (1) An agent has a duty to take action ONLY within the scope of the agent’s actual authority.  (2) An agent has a duty to comply with all lawful instructions received from the principal and persons designated by the principal concerning the agent’s actions on behalf of the principal.  

 iv. Rstmt 3rd s8.10  An agent has a duty, w/i the scope of the agency relationship, to act reasonably and to refrain from conduct that is likely to damage the pp's enterprise.  

 a) This was created in response to sports cases.  Trying to get clubs to stop paying fines. 

 v. The reasonably foreseeable test in the DC Circuit – to the outermost limit.  

 a)  . .. conduct is “incidental” to an employee's legitimate duties if it is 'foreseeable'.  “Foreseeable” in this context does not carry the same meaning as it does in negligence cases; rather, it requires the court to determine whether it is fair to charge the employers with responsibility for the intentional torts of their employees.   

 b) To be foreseeable, the torts must be 'a direct outgrowth of the employee's instructions or job assignment.” It is not enough that an employee's job provides an 'opportunity' to commit an intentional tort.  Except that it is enough.  

· Note:  The DC Court of Appeals does not distinguish between intentional torts that involve physical contact and those that do not. 

 H. Statutory Claims

 i. Arguello v. Conoco, Inc.

 a) Hispanics and Blacks being treated poorly and with racial derision by employees of Conoco-branded stores and Conoco-owned stores.  Can minorities establish an Agency relationship between Conoco, Inc. and Conoc-branded stores, such that Conoco, Inc is liable under s1981 (triple damages & ct costs & attys fees)?   Conoco-branded Stores were indep'ly owned and joined a group called the PMA.  The PMA had standards for customer service.  

· P's must establish that Conoco has given consent for the branded stores to act on its behalf and that the branded stores are subject to the control of Conoco.  “Guidelines” did not justify that Conoco had any participation in the daily operations, nor that Conoco made personnel decisions.  

· Local independent Kr may have nothing to lose and something to gain by being racist if it goes along with local bias.  

 b) Scope of employment -- w/i or outside of scope of emp'mt?  Can we say clerk does not have a duty to comment on ID?  Let alone locking Ps out of store.

· Factors for the Scope of Employment

· Ct says, look at time, place, and purpose of the act.

· its similarity to acts which the emp'ee is authorized to performancewhether the act is commonly performed by employees

· the extent of departure from normal methods, and

· whether the emp'er would reasonably expect such act would be performed.   

· Right now, courts look at transaction as opposed to the conduct.  If the transaction's OK, then the franchisor's off the hook.  What does this mean?   

 c) Teach says, hold the franchisor liable, because the locals won't benefit from changing the discriminatory system, it's the franchisor that will benefit!  Franchisor can cut people off, or find someone else!  Usu. terminable at will or terminable w/i 30 days.

· they would open themselves up to liability .

· BUT Franchisors are already exercising de facto control.  Not a big burden to see that stores become non-discriminatory.  

 I. Liability for Torts of Independent Contractors

 i. Majestic Realty Associates, Inc. v. Toti Contracting Co. Facts: When bringing down a building, must bring it down brick by brick.  Also, leave the interior walls intact while taking down the outside walls.  But, independent contractor did it all wrong!  he goofed!

 a) General Rule:  indep Kr bears responsibility, and person who hired them is not liable.

 b) NJ Rule:   . .. where a person engages a contractor, who conducts an independent business by means of his own employees, to do work not in itself a nuisance . . . he is not liable for the negligent acts of the contractor in the performance of the K . . .

 c) Certain exceptions have come to be accepted, i.e., 

· (a) where the landowner retains controls of the manner and means of the doing of the work which is the subject of the contract; 

· Principal retains control over the aspect of the activity in which the tort occurs.

· (port authority didn't have a supervisor, b/e they wanted an indep. Kr).  Principal retains control of the aspect of the activity in which the tort occurs.

· (b) where he engages an incompetent contractor, or 

(c) where…, the activity contracted for constitutes a nuisance per se

Performance involves an inherently dangerous activity.

P must show an exception to the general rule to make the Port liable.

End up going to the Restatement of Torts §416

… would impose liability upon the landowner who engages an independent contractor to do work he should recognize as necessarily requiring the creation during its progress of a condition involving a peculiar risk of harm to others unless special precautions are taken, if the contractor is negligent, in failing to take those precautions.

Not enough to say “hazardous activity”.  Have to show Indep Kr is negligent.

Such work may be said to be inherently dangerous, i.e. an activity which can be carried on safely only by the exercise of special skill and care, and which involves grave risk of danger to persons or property if negligently done . . .

relying on NY law, demolition is an inherently dangerous activity, so this is a nuisance per se.  

IF it had been ultrahazardous activity, liability would have been strict, absolute.  

Analysis & Planning

how to make sure employees are competent?

make sure they have insurance -- have them bonded

have an indemnity contract

It's not enough to show that the indep Kr acted negligently.  The PP had a duty to find out that indep Kr was a responsible, competent worker.  

Posner says don't do this!  The market should decide this!

Dicta says financially irresponsibility = incompetence?  

what do these 3 exceptions do to the rule that says the emp'er is not responsible for the emp'ees torts?

retains control = actual authority, so not so much different

Incompetent Kr employed by PP.  Dict says financially irresponsibility = incompetence – now PPs held liable

now standard form Ks require guarantees and indemnification

· who benefits?  not the victim.  PP gets the benefit, so PP should pay.  Have to prove the K was negligent or has a history of shoddy work, and the PP is liable.  

· This exception has eaten away the rule in NJ.

 II. Fiduciary Obligation of Agents

 A. Duties During Agency—The emp'ee owes standard fiduciary duties to the emp'er.  I.e.:  Not to take opportunities that rightfully belong to emp'er; duty of good faith; duty of loyalty (ways to breach).  Agent must obey express and implied duties of contract. 

 i. An Agent Who Acts Adversely to a Principal (Rstmt of the Law 3rd Agency § 5.04)  

 a) For purposes of determining a principal’s legal relations with a 3rd party, notice of a fact that an agent knows or has reason to know is not imputed to the principal if the agent acts adversely to the principal in a transaction or matter, intending to act solely for the agent’s own purposes or those of another person.  Nevertheless, notice is imputed

· (a) When necessary to protect the rights of a third party who dealt with the principal in good faith; or

· (b) When the principal has ratified or knowingly retained a benefit from the agent’s action.

· ct will come down on the side of the party who gets the benefit of the deal – this is the pp! 

· see this in standard-to-compete agreements, etc. 

· A third party who deals with a principal through an agent, knowing or having reason to know that the agent acts adversely to the principal, does not deal in good faith for this purpose.

· so does not get the benefit of the K for this purpose.

 ii. Fiduciary Duty Principle (Rstmt of the Law 3rd Agency § 8.01)

 a) An agent has a fiduciary duty to act loyally for the principal’s benefit in all matters connected with the agency relationship.

 iii. Material Benefit Arising Out of Position (Rstmt of the Law 3rd Agency § 8.02)

 a) An agent has a duty not to acquire a material benefit from a third party in connection with transactions conducted or other actions taken on behalf of the principal or otherwise through the agent’s use of the agent’s position

· an agent can't benefit except from a commission, from a Xn taken on behalf of the PP through the Agts use of the Agt's position.  

· see this in construction cases where one co has a lot of equip, and some operators want to use it after hours to do jobs of their own.  Law does not allow operators to do this. 

 iv. Use of Principal's Property; Use of Confidential Information (Rstmt of the Law 3rd Agency § 8.05)

 a) An agent has a duty

· (1) Not to use property of the principal for the agent’s own purposes or those of a third party; and

· (2) Not to use or communicate confidential information of the principal for the agent’s own purposes or those of a third party

 v. Duty Created by Contract (Rstmt of the Law 3rd Agency § 8.07)

 a) An agent has a duty to act in accordance with the express and implied terms of any contract between the agent and the principal

 vi. Duties of Care, Competence and Diligence (Rstmt of the Law 3rd Agency § 8.08)

 a) Subject to any agreement with the principal, an agent has a duty to the principal to act with the care, competence, and diligence normally exercised by agents in similar circumstances.  Special skills or knowledge possessed by an agent are circumstances to be taken into account in determining whether the agent acted with due care and diligence.  If an agent claims to possess special skills or knowledge, the agent has a duty to the principal to act with the care, competence, and diligence normally exercised by agents with such skills or knowledge.

· note special knowledge/specialized skills has stricter rules applied to them.  

· Agt w/ special skills who fudges has not used care, competence nor diligence.  Liable.  PP will put on Aff Def that agt was negligent, and they will win

 vii. Duty to Act Only Within Scope of Actual Authority and to Comply with Principal's Lawful Instructions (Rstmt of the Law 3rd Agency § 8.09)

 a) (1) An agent has a duty to take action only within the scope of the agent’s actual authority.

 b) (2) An agent has a duty to comply with all lawful instructions received from the principal and persons designated by the principal concerning the agent’s actions on behalf of the principal.

 viii.  Duty of Good Conduct (Rstmt of the Law 3rd Agency § 8.10)

 a) An agent has a duty, within the scope of the agency relationship, to act reasonably and to refrain from conduct that is likely to damage the principal’s enterprise.

· Conoco wouldn't sue workers of gas stations for hurting their reputation, because that would mean admitting agency relationship.

 ix. Duty to Provide Information (Rstmt of the Law 3rd Agency § 8.11)

 a) An agent has a duty to use reasonable effort to provide the principal with facts that the agent knows, has reason to know, or should know when

· (1) Subject to any manifestation by the principal, the agent knows or has reason to know that the principal would wish to have the facts or the facts are material to the agent’s duties to the principal; and

· (2) The facts can be provided to the principal without violating a superior duty owed by the agent to another person.

· This is used as a remedy where courts say agt has duty to disclose.  Section 2 almost never brought up.  Hard to find instances – trade secrets?  government secrets?  

 x. Reading v. Regem 1948

 a) FACTS:  British officer (D) stationed in Cairo, repeatedly escorted and auto, loaded with cases, through Cairo and thereby allowed auto to bypass city police inspection checkpoints.  He made £ 20,000 from bribes.  Military authorities took his money unlawfully.  So, is the Crown entitled to the money, because it is the PP and officer is the Emp'ee/Agt?  P = Royal Army Medical Corps (British army)    

 b) Rule: if an Agt makes money by virtue of his position/service [more broadly, the Agt takes advantage of the assets of which he has control, the facilities which he enjoys, or the position which he occupies, (are these all physical?) and breaches duty of honesty and good faith to make a profit] without PP's sanction, that money is owed to the PP.  

· UNJUST ENRICHMENT from relationship w/ PP.  Impose a trust on the money and say the PP can recover it.

· There does not have to be a fiduciary relationship

· The act whereby money is made does not have to cause loss to the PP.  It does not matter if PP could not have done act itself—here the Crown couldn't have done this illegal activity.  

· PP can't prove actual damages, so set compensation at the amt of money earned during unjust enrichment.   

· The Agt does not have to be acting in the course of emp'mt, though they may be (here Agt only used station/position and uniform).  Act here outside scope of emp'mt, so no fiduciary duty owed.

· If Agt breached K with PP and thereby made money, PP would not get that money.  PP would only have claim for the breach.  

· Where employer has duty to not disclose, this covers employees, and they must also not disclose.  

 c) Analysis

· Consider the same case under the following American laws:

· Rstmt of the Law 2nd Agency § 387 – General Principle [Duty of Loyalty] – Unless otherwise agreed, an agent is subject to a duty to his PP to act solely for the benfit of the PP in all matters connected with his agency.

· § 388 – Duty to Account for Profits Arising Out of Employment – Unless otherwise agreed, an agent who makes a profit in connection with transactions conducted by him on behalf of the PP is under a duty to give such profit to the PP.  

· § 404 – Liability for Use of PP's Assets – An Agt who, in violation of duty to his PP, uses for his own purposes or those of a 3rd party assets of the PP's business is subject to liability to the PP of the value of the use.  If the use predominates in producing a profit he is subject to liability, at the PP's election for such profit; he is not, however, liable for profits made by him merely by the use of time which he has contracted to devote to the PP unless he violates his duty not to act adversely or in competition with the PP.  

· Is the misconduct significantly connected to the agency?  Yes, here.

· Why recover although no loss?  Why should the remedy be disgorgement of secret profits rather than actual damages?   Puts precise value on the misuse of the PP's trust and Agt's duty.

 xi. General Automotive Manufacturing Co.  P v. Singer D  1963

 a) FACTS: Side consulting business started by businessman with “special skills and knowledge” and well-known expertise.  Acting as a broker to refer jobs when he doesn't believe that company can't handle them OR when he thinks other cos can do them more cheaply.  He gets a 3% commission off gross sales, so there's some encouragement to keep the business in-house, and also gets a salary.

 b) Ct viewpt:  he almost looks like one of the PPs, way more than a manager.  Absorbs losses, shares profits.  

· Empmt K says “duty to devote entire time, skill”.  Ct rules he was competing, and he should have disclosed to the PP.  Disclose, and let Automotive decide if they will expand, increase capacity, etc.  

· Duty of a Broker, W/ respect to 3rd party bringing in these jobs?  To minimize the price buyer is paying to attract customers – but still set price high and buy low, to keep that profit for himself.

· Duty of Agt of Automotive is to make as much profit for Automotive as possible.  ALSO!  DISCLOSE!  Tell PP about the opportunity and allow PP to take that opportunity.  Preserve the business opportunity for the employee!  

· Who could he have disclosed to?  Probably an owner with capitol invested, but this guy looks like he ran the show.      

 c) Analysis

· 2.  “of a permanent nature” seems like PP expected agreement to end sometime,  that the Agt would work on own, or leave emp'mt of the emp'er.  

· 4.  Since owner is relying on Singer's expertise, want to trust him.  But can't rely on Singer's honesty, therefore force Singer to disclose.  Default rule we will see through BAI and into BAII (corporations) (this is the way things run if there's no express agreement) Make a policy rule:  best solution? economically efficient?  fairest to the parties?  how far do we go impacting individual rights?  Here, forcing individual to disclose.  This impairs individual's right to K.  

· Here we default to disclosure.  Perhaps a better default rule may have been splitting the profits.  They can make a profit off brokering as long as they didn't usurp it for themselves.  (more a partnership, rather than an emp'mt)

· Default rules are caselaw rules.

 B. Duties During and After Termination of Agency: Herein of “Grabbing & Leaving”

 i. Town & Country House & Home Service, Inc. v. Newbery

 a) FACTS:  Trade secret case—the P's list of customers.  Problem here:  the PP's don't have a restriction that says the Agts/emp'ees can't compete.  (This is a very typical case!)  Customer list created through labor-intensive operation.  200-300 calls gives 8-112 customers.  So that customer list is valuable employer property.  Empee has no right to use for his or her own benefit.  

 b) If hired a detective to snoop, they would not rely on inside information that they gleaned from an employer.  So they are expending resources.  This expenditure would be OK, but using the inside knowledge of the customer list is a violation of duty.

 III. Partnerships -- What is a Partnership?  And Who Are the Partners?

 A. Partners compared with Employees 

 i. UPA §6 1914 -- Partnership Defined

 a) (1) A partnership is an association of two or more persons to carry on as co-owners a business for profit.

· shares don't have to be equal but their each entitled to a share of profits or losses

· creditor can recover from any partner, personal funds or business funds

 b) (2) But any association formed under any other statute of this state, or any statute adopted by authority, other than the authority of this state, is not a partnership under this act, unless the association would have been a partnership in this state prior to the adopt of this act; but this act shall apply to limited partnerships except in so far as the statutes relating to such partnerships are inconsistent herewith.

 ii. UPA §7 1914 -- Rules for Determining the Existence of a Partnership

 a) In determining whether a partnership exists, these rules shall apply:

· (1) Except as provided by section 16 persons who are not partners as to each other are not partners as to third persons

· (2) Joint tenancy, tenancy in common, tenancy by the entireties, joint property, common property, or part ownership does not of itself establish a partnership, whether such co-owners do or do not share any profits made by the use of the property.

· (3) The sharing of gross returns does not of itself establish a partnership, whether or not the persons sharing them have a joint or common right or interest in any property from which the returns are derived. 

· Note independence of property interest from sharing of returns.

· (4)The receipt by a person of a share of the profits of a business is prima facie evidence that he is a partner is the business, but no such inference shall be drawn if such profits were received in payment:

· (a) As a debt by installments or otherwise,

· (b) As wages of an employee or rent to a landlord,

· (c) As an annuity to a widow or representative of a deceased partner,

· (d) As interest on a loan, though the amount of payment vary with the profits of the business,

· (e) As the consideration for the sale of a good-will of a business or other property by installments or otherwise.

· If get share of profits, there is a rebuttable presumption you are a partner!  

 iii. Fenwick v. Unemployment Compensation Commission.  

 a) FACTS:  Fenwick owns United Beauty Shoppe, has receptionist Ms. Chesire.  She requests a raise after a couple years, and he wants to make raise contingent upon profits.  So agmt drawn up, called “partnership” but in name only.  11 points analyzed by the rule listed below.  Rebuttable presumption sharing in profits is prima facie evidence of partnership.    

 b) ISSUE:  Partnership existing or no?  Partner, or employee?

· Intent of the parties

· Partners have the right to share in profits – unequal division of profits means nothing, can have whatever partnership share they want to, both in profits and in losses.  

· Partners have the obligation to share in losses

· Partners share the ownership and control of the partnership property and business – one party can contribute all money & property and one can contribute all the skill, that's OK.

· Partners share community of power in administration, control of management, & operation of firm

· Language in agreement.  What words are used, but also what rights are given to each partner or reserved to each partner?

· Conduct of parties toward 3rd persons – held out selves as a partnership or no? 

· Rights of party on dissolution.  Same as ending employment, or does one partner buy the other out?

 c) The burden of establishing a partnership is upon the one who alleges it to exist. 

 d) Uniform Partnership Act says a partnership is an association of “two or more persons to carry on as co-owners a business for profit.”  Element of co-ownership is vital.

 e) Sharing profits is prima facie evidence of partnership, but “no such inference shall be drawn if such profits were received in payment . . .  as wages of an employee.”  

· So employees can have wages based on profit w/o becoming partners. 

 iv. UPA §18 1914 -- Rights and Duties of Partners

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

· (a)  Each partner shall be repaid his contributions, whether by way of capital or advances to the partnership property and shall share equally in the profits and surplus remaining after liabilities, including those to partners, are satisfied; and must contribute towards losses, whether of capital or otherwise, sustained by the partnership according to his share in the profits.

· (b) The partnership must indemnify every partner in respect of payments made and personal liabilities reasonably incurred by him in the ordinary and proper conduct of its business, or for the preservation of its business or property.

· (c) A partner, who in aid of the partnership makes any payment or advance beyond the amount of capital which he agreed to contribute, shall be paid interest from the date of the payment or advance.

· (d) A partner shall receive interest on the capital contributed by him only from the date when repayment should be made.

· (e) All partners have equal rights in the management and conduct of the partnership business

· (f) No partner is entitled to remuneration for acting in the partnership business, except that a surviving partner is entitled to reasonable compensation for his services in winding up the partnership affairs.

· (g) No person can become a member of a partnership without the consent of all the partners.

· problem!  unanimous consent required to bring in a new partner / new money.  BUT w/ ordinary business decisions, a majority vote of partners is enough, unless the partnership agreement expressly says it's contravening or outside the scope. 

· (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.

 B. Partners Compared with Lenders

 i. Martin v. Peyton 1927  One of hottest areas of speculation was foreign exchange (is X foreign currency rising or falling with respect to the dollar?)  Hall is a partner in co which is playing the foreign exchange market and they've lost a lot of money.  Peyton, Perkins and Freeman loan Hall and Co $2.5 million in liquid securities in order to secure a $2.0 million bank loan.  Hall and co had already lost Martin's money, Martin says Peyton must pay him back b/c Peyton is Hall's partner.  Issue: is he?  

 a) PPF were willing to lose only the 2.5 million they put up, not their personal assets which the Defendants want to take.  

 b) Would receive KN&K shares entitling them to 40% of the firms profits (at least 100,000 but max 500,000)

 c) Option to join firm.  Maybe they would have exercised this option if firm had made a killing

 d) Peyton and Freeman are trustees of the loaned collateral and are entitled to gains and losses associated with the collateral.  That means if bonds go up in value, they are entitled to the gain.  If they go down in value (unlikely) they would have to put up more money as collateral.  

 e) Direction of firm is to be in Hall until loans repaid.  This factor puts PPF at risk for lender liability.  But they were saying the one they trusted could be in charge—the court doesn't have a problem with that if there's a preexisting relationship between lenders and director.  

 f) Trustees to be advised about the business of the firm and allowed to inspect the books

 g) Members of KN&K may have to sign over interest in firm if they blow it again.  If a debtor defaults on a loan, creditor can take the collateral.  So this would require the partners to resign, so the court has a problem with that!  This would have left no one but Hall and then Hall would have been their partner, they would have ruled business decisions by majority.  COURT HAS problem with this!  This gets really close to putting them as partners!  

 h) Problem – no enforcement mechanism here.  They were relying on Hall's discretion rather than saying he needed to get their approval.  Ct says Hall is not their agent b/c they couldn't tell him what to do, didn't exercise control over him.  No covenants that said Hall needed their approval 

 i) They were holding securities, expecting only a 4% return.  They were taking a risk and looking for a better return, but the court says it's only a lending relationship.

 ii. Southex Exhibitions, Inc. v. Rhode Island Builders Association, Inc.

 a) FACTS:  Southex is successor to SEM.  Southex wants to say that they are partners to Rhode Island Builders Assoc.  RIBA wants someone else to put on the hugely successful shows, and wants a greater share of profits.  Southex wants to say it's a partnership and RIBA can't terminate partnership w/o paying Southex.  Profits are shared 60/40.  Some Management decisions made exclusively by Southex, sometimes made in common.  This could be a partnership.  RIBA was indemnified for Southex's losses of any sort.  Southex put up costs up front.  This is OK if RIBA contributes labor, here they contributed their name.  And they agreed to try to persuade their members to show at these shows.  K says “partners”.  Does that mean “formed a partnership” or “acting together”.  

 b) ISSUE:  Are they partners or not?  Southex says 4-corners test, document controls.  RIBA says look to extrinsic evidence.

 c) HOLDING:  Ct says no intent to form partnership b/c Mr. Sherman from SEM said SEM didn't want to form a partnership under the 1974 agreement.  Ct says, despite some evi supporting partnership, it's a joint venture.  B/c no sharing of losses, testimony of CEO, and no specified rights upon dissolution of the partnership.

· Can't get an agreement ratified by silent acceptance. unless parties have also shown other signs, like held selves out as partners.  

· Not filed a partnership tax return, but did have (joint) partnership bank accounts.  

 iii. Practice:  How to protect client, and have them appear as they want to appear, and no other way?   Either as partners or joint venturers?  

 a) Not much more Southex could have done, except specify rights upon dissolution.

 b) REBA could have protected itself by not using that language in K.  “we have an agreement to jointly put on trade shows” Don't say “partners”.  “We hire Southex as an independent Kr to put on these trade shows for us.”   

 C. Partnership by Estoppel

 i. Young v. Jones   FACTS:  Investors “relied” on unqualified audit opinion issued by Price Waterhouse (PW)-Bahamas in investing $550,000 in SFAIG (Swiss American Fidelity and Insurance Guaranty).  The financial statement of SFAIG was falsified.  

 a) PW is a worldwide org of separate and independent “member firms” that practice accountancy in various countries.  The members of each firm hold shares in an LLC incorporated in Bermuda.  PW-World Firm assists business, and facilitates the maintenance of uniform standards of practice.    Does not supervise, nor help manage day-to-day.

 b) Ps alleged (1) PW-US and PW-Bahamas operate as a partnership, and (2) if they are not actually partners, they are partners by estoppel.   

 c) UPA §202 1997 -- Formation of Partnership  

· (a) … the association of two or more persons to carry on as co-owners a business for profit forms a partnership, whether or not the persons intend to form a partnership

· Generally, persons who are not partners to each other are not partners to third parties -- UPA §7 (1) 1914

 d) UPA §201 1997 -- Partnership as Entity  

· (a) A partnership is an entity distinct from its partners.

 e) UPA §16 (1) 1914 -- Partnership by Estoppel

· A person who represents himself, or permits (?) (consents?) another to represent him, to any one, as a partner in an existing partnership or with others not actual partners, is liable to any such person to whom such a representation is made who has, on the faith of the representation, given credit to the actual or apparent partnership.

· Liability to 3rd parties who rely upon representations to the existence of the partnership, and “give credit” to the partnership. 

· Must have evidence of the “representations of partnership” which were relied upon to the detriment of the 3rd party.

· “Partnership” can be apparent, or can be actual.  

· Credit must be extended on the basis of the partnership itself, not just to one party.

· Credit = actual reliance

· Partners are jointly and severally liable for everything chargeable to the partnership.  

 IV. The Fiduciary Obligations of Partners

 A. UPA §404 1997 – General Standards of Partner's Conduct

 i. (a) The only fiduciary duties a partner owes to the partnership and the other partners are the duty of loyalty and the duty of care set forth in subsections (b) and (c).

 ii. (b) A partner’s duty of loyalty to the partnership and other partners is limited to the following:

 a) (1) To account to the partnership and hold as trustee for it any property, profit or benefit derived by the partner in the conduct and winding up of the partnership

 b) (2) To refrain from dealing with the partnership in the conduct or winding up of the partnership business as or on behalf of a party having an interest adverse to the partnership.

 c) (3) To refrain from competing with the partnership in the conduct of the partnership business before the dissolution of the partnership

 iii. (c) A partner’s duty of care to the partnership and the other partners in the conduct and winding up of the partnership business is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or knowing violation of the law

 iv. (d) A partner shall  discharge the duties to the partnership and the other partners under this [Act] or under the partnership agreement and exercise any rights consistently with the obligation of good faith and fair dealing.

 v. (e) A partner does not violate a duty or obligation under this [Act] or under the partnership agreement merely because the partner’s conduct furthers the partner’s own interest

 a) Whoa!

 vi. (f) A partner may lend money to and transact other business with the partnership, and as to each loan or transaction the rights and obligations of the partner are the same as those of a person who is not a partner…

 B. Introduction

 i. Meinhard P v. Salmon D – Cardozo -- both got in partnership where P funded (40% for 5 years, 50% after) and D funded and operated (60% for 5 years, 50% after).  Near end of lease 3rd party approached D, got D to enter into new lease.  P sued for breach of fiduciary duty.  

 a) Fiduciary duty -- “Joint adventurers, like co-partners, owe to one another, while the enterprise continues, the duty of the finest loyalty.  Many forms of conduct permissible in a workaday world of those acting at arm's length, are forbidden to those bound by fiduciary ties.  A trustee is held to something stricter than the morals of the market place.”

· “The trouble about his conduct is that he excluded his coadventurer from any chance to compete, from any chance to enjoy the opportunity for benefit that had come to him alone by virtue of his agency.  This chance, if nothing more, he was under a duty to concede.”

· Notice of termination of the partnership (or lease), though not necessary, is a reasonable expectation. 

· The partner in control w/ exclusive powers of X, charges that partner w/ duty of disclosure about X.  “reasonable candor”

· Fiduciary duty applies only to opportunities brought to partner though his role in the partnership, NOT for other roles.

· These can be separated by a matter of degree,

 b) Dissent says, within a general partnership, a fiduciary duty is owed in all things, BUT within a joint enterprise, a fiduciary duty is only owed w/i the scope of the venture.

 c) Planning and Policy

· Include agreement about duration of the relationship!  (Be clear on all aspects of the agreement)

 C. After Dissolution

 i. UPA §9 1914 – Partner Agent of Partnership as to Partnership Business

 a) (1) Every partner is an agent of the partnership for the purpose of its business, and the act of every partner, including the execution in the partnership name of any instrument, for apparently carrying on in the usual way the business of the partnership…. binds the partnership, unless the partner so acting has in fact no authority to act for the partnership in the particular matter, and the person with whom he is dealing has knowledge of the fact that he has no such authority.

 b) (2) An act of a partner which is not apparently for the carrying on of the business of the partnership in the usual way does not bind the partnership unless authorized by the other partners.

 c) (3) Unless authorized by the other partners or unless they have abandoned the business, one or more but less than all the partners have no authority to:

· (a) Assign the partnership property in trust for creditors or on the assignee’s promise to pay the debts of the partnership,

· (b) Dispose of the goodwill of the business

· (c) Do any other act which would make it impossible to carry on the ordinary business of the partnership

· This is meant to protect partners, by limiting liability of the partners for the unauthorized acts of another partner; not to protect third parties effected by a negligent partner.  

· (d) Confess a judgment

· (e) Submit a partnership claim or liability to arbitration or reference

 d) (4) No act of a partner in contravention of a restriction on authority shall bind the partnership to persons having knowledge of the restriction.

 ii. Bane v. Ferguson   Facts:  Pension ended if firm dissolved without a successor entity.    Atty had retired, was drawing pension.  His old firm tried unsuccessfully to merge; it dissolved and left him w/o a pension.  (1) UPA §9(c)(3) doesn't apply because it protects partners, not outsiders.  (2)  Also, they don't owe him a fiduciary duty from the partnership, b/c he's not a partners anymore.  There may be another source of fiduciary duty, but the mismanagement wasn't of the plan, it was of the firm.

 a) (3) the business judgment rule would apply, and shield the partnership from liability for mere negligence in the operation of the firm. (what is this?)

 b) So, mismanagement of the firm led to the destruction of the retirement plan – is that but/for causation enough to prove “gross negligence”?    

 D. Grabbing and Leaving

 i. Meehan D v. Shaughnessy P (roles in counterclaim)  Two partners decide to leave law partnership and form their own firm.  Alleged (1) violated their fiduciary duties  (2) breached their partnership agreement (3) tortiously interfered w/ advantageous business and contractual relationships.  

 a) It was NOT a breach of fiduciary duty to speak of conduct, nor to plan the conduct.  “logistical arrangements were permissible”

 b) Court finds Ds breached their fiduciary duty to partnership when they took action and competed with their former firm, occurring when

· Parties lied about intent to leave & actions, when they had a duty to disclose.

· Parties didn’t give clients meaningful choice to stay with Parker Coulter 

 c) Policy:  Partners are forbidden from taking actions which give them an unfair advantage; from using their positions of trust and confidence to the disadvantage of the partnership.  

 d) UPA §20 1914 – Duty of Partners to Render Information – Partners shall render on demand true and full information of all things affecting the partnership to any partner of the legal representative of any deceased partner of partner under legal disability.

 E. Expulsion

 i. Lawlis P v. Kightlinger & Gray D

 a) FACTS – Partner begins to abuse alcohol.  New agreement written saying “no second chances”.  He began tx, then relapsed. Another agreement, again saying “no second chances”.  Discharged after he demanded reinstatement.  

· D saw him as a partner, P acted as a partner (although dissenting)

· Telling him what action firm proposed to take in the future IS NOT THE SAME AS taking that action.  He wasn't expelled when they told him they might expel him.

· Partnership Agreement has “Expulsion of a Partner” clause -- “A two-thirds (2/3) majority of the Senior Partners, at any time, may expel any partner from the partnership upon such terms and conditions as set by the Senior Partners.”

· If you contract for the “guillotine method” of involuntary severance, you're stuck to it. 

· Rule 3: If expulsion was committed pursuant to the Partnership Agreement, even w/o stating a reason, there was no breach of any fiduciary duty.   Fiduciary duty must be acted in good faith/bona fide relating to business aspects or property of the partnership and prohibit a partner (fiduciary) from taking any personal advantage touching those subjects . . . 

 b) Dissolution UPA §38 1914 – Rights of Partners to Application of Partnership Property

· (1) When dissolution is caused in any way, except in contravention of the partnership agreement, each partner, as against his co-partners and all persons claiming through them in respect of their interests in the partnership, unless otherwise agreed, may have the partnership property applied to discharge its liabilities, and the surplus applied to pay in cash the net amount owing to the respective partners.  But if dissolution is caused by expulsion of a partner, bona fide under the partnership agreement and if the expelled partner is discharged from all partnership liabilities, either by payment or agreement under section 36(2), he shall receive in cash only the net amount due him from the partnership.

· (2) When dissolution is caused in contravention of the partnership agreement the rights of the partners shall be as follows:

· (a) Each partner who has not caused dissolution wrongfully shall have

· I.  All the rights specified in paragraph (1) of this section, and

· II.  The right, as against each partner who has caused the dissolution wrongfully, to damages for breach of the agreement.

 c) UPA §29 1914 – Dissolution Defined

· The dissolution of a partnership is the change in the relation of the partners caused by any partner ceasing to be associated in the carrying on as distinguished from the winding up of the business.

 d) UPA §30 1914 – Partnership not Terminated by Dissolution 

· On dissolution the partnership is not terminated, but continues until the winding up of partnership affairs is completed.

 e) UPA §31 1914 – Causes of Dissolution

· Dissolution is caused:

· (1) Without violation of the agreement between the partners, 

· (a) by the termination of the definite term or particular undertaking specified in the agreement, 

· (b) by the express will of any partner when no definite term or particular undertaking is specified,

· (c) By the express will of all the partners who have not assigned their interests or suffered them to be charged for their separate debts, either before or after the termination of any specified term or undertaking, 

· (d) by the expulsion of any partner from the business bona fide in accordance with such a power conferred by the agreement between the partners.

· Parties may K in any way the parties wish; can place nearly any power in the partnership agreement.

· If a valid power is exercised, but exercised in bad faith, then the partnership agreement is violated.

· “Bona Fide” means “in good faith”.  

· Good faith/Bad faith judgment is fact-based.

· If expulsion was committed pursuant to the Partnership Agreement, there was no breach of any fiduciary duty.  

· (2) In contravention of the agreement between the partners, where the circumstances do not permit a dissolution under any other provision of this section by the express will of any partner at any time;

· (3) By any event which makes it unlawful for the business of the partnership to be carried on…

· (4) By the death of any partner

· (5) By the bankruptcy of any partner or the partnership

· (6) By decree of the court under §32

 f) UPA §32 1914 – Dissolution by Court Decree

· (1) On application by or for a partner the court shall decree a dissolution whenever:

· (a) A partner…is shown to be of unsound mind,

· (b) A partner becomes in any other way incapable of performing his part of the partnership contract

· (c) A partner has been guilty of such conduct as tends to affect prejudicially the carrying on of the business

· (d) A partner willfully or persistently commits a breach of the partnership agreement, or otherwise so conducts himself in matters relating to the partnership business that it is not reasonably practicable to carry on the business in partnership with him,

· (e) The business of the partnership can only be carried on at a loss

· (f) Other circumstances render a dissolution equitable.

 V. Partnership Property – 

 A. UPA §8 1914 --  Partnership Property

 i. (1) All property originally brought into the partnership …or subsequently acquired by purchase or otherwise, on account of the partnership, is partnership property.

 ii. (2) Unless the contrary intention appears, property acquired with partnership funds is partnership property.

 iii. (3) Any estate in real property may be acquired in the partnership name.  Title so acquired can be conveyed only in the partnership name.  (Obvious)

 a) (4) A conveyance to a partnership in the partnership name, through without words of inheritance, passes the entire estate of the grantor unless a contrary intent appears

· this comes up when old men marry 20-somethings and leave money to a nonprofit partnership.   

 B. UPA §26 1914 – Nature of Partner’s Interest in the Partnership 

 i. A partner’s interest in the partnership is his share of the profits and surplus, and the same is personal property

 C. UPA §24 1914 – Extent of Property Rights of a Partner 

 i. The property rights of a partner are (1) his rights in specific partnership property, (2) his interest in the partnership, and (3) his right to participate in management.

 D. Putnam v. Shoaf 

 i. FACTS: 3 partners/cotton gin.  3rd party Shoafs receive quitclaim to Widow Putnam's apparently losing undivided ½ interest, after (1) she pays consideration money into an account, and (2) original partners dissolve the partnership w/ her in it.  Widow wanted a release of liability, b/c she doesn't want her share of the losses, which come with the partnership.  They've made sure she has no interest in the property, and also the partnership is gone.

 ii. Subsequently new partnership finds out bookkeeper was embezzling.  They sue the bank for cashing forged checks, and recover $68,000.  Half to Charltons (other half of gin) and half fought over in this case.

 iii. Issue:  Is the $34,000 a partnership interest at the time of the sale?  At the time it's recovered it is. 

 iv. Rule:  Right to recover belongs to partnership, that right to recover does not belong to each partner individually.

 a) It was an unknown asset.  No right to possess.  

· this is clearer in 1997 version of UPA.  

 b) It belonged to the partnership because the bookkeeper siphoned it from the partnership

 c) She may have had a right if she'd held on to her interest, but she had intended to sell entire interest in the Partnership.

 d) Counterargue: she didn't know so she couldn't convey.  Also: it was stolen from her – she payed $21,000 when she should have received $17,000!  But the problem is, it's partnership interest.  

 e) Maybe rescind on contract theory of mutual mistake

 VI. Raising Additional Capital, Obtaining New Financing  pp136-138 

 A. This is a big problem, usu covered in corporate finance classes, will cover in BAII.  

 B. Issue:  How do you get partners to invest more money?  Usually partners want to bail, get out, not throw good money after bad.  So, how to create an Incentive?   People will hold out, and wait to see what other investors do—this creates a problem.  The way they see it, if others compensate, then the hold-out still made money.  PRISONER'S DILEMMA.  

 i. Sometimes can get a loan, oftentimes you can't.  Esp is partnership is newly formed, or has a history of losses.  The best source of financing is insiders.  

 ii. Sell new partnership interests.

 a) New independent outsider person approached wonders why do they want me on board?  what do they know that i don't know?  inside information problem.  If  this was a great opportunity, the insiders would be taking it.  

 b) To add a new partner, need unanimity, consensus from all partners. 

 iii. Call for funds.  Partnership share is reduced if you don’t participate.  Have clauses to dilute interest of partners who will not contribute when partnership needs more money.  

 iv. Can also agree there will be a penalty dilution—New partnership shares are offered for a fraction of the original price.  

 a) If new units are sold more cheaply, as stocks in a corp, than value of existing units decreases.  Wealth of old partners is transferred to new partners.  

 b) Problem!  Have to trust the managing partner!  They decide for how much new units are sold.    

 c) Have clause which allows old partners to buy at a lower price before transferring wealth to new partners/selling shares to new partners.

 d) Still need unanimous consent of old partners!  What terms do you bring them in on?  knowledge, units, value?  

· Small, closely held partnership will agree on profit sharing.  

 v. Can have clause says partners are required to make loans to partnership.  Called “required new loans.”  Common in real estate investment trust.  Deal: real estate goes up in value,  . . .. . 

 vi. BEWARE!  make sure capitol is in place before you start!  Don't want to have to think about the issue of raising new financing.

 VII. The Rights of Partners in Management – a partner's right is a property right.  A partnership may be treated as an aggregate of assets, or as a distinct entity in which partners own shares -- the only things you can't contract out of are the duties of good faith and loyalty, and duty of care (but can restrict this).  You can try to contract out of the fiduciary duties (tho courts don't like it).   ASK ABOUT THIS

 A. UPA §401 1997 -- Partner's Rights and Duties.  

 i. (f) each partner has equal right in the management and  conduct of the partnership business 

 a) This is same as UPA §18(e) 1914

 ii. (j) a difference arising as to a matter in the ordinary course of business of a partnership may be decided by a majority of the partners.  An act outside the ordinary course of business of a partnership and (or) an amendment to the partnership agreement may be taken only with the consent of all the partners.

 a) This expands on UPA §18(h) 1914  

 B. UPA §103 1997 – Effect of Partnership Agreement; Nonwaivable Provisions 

 C. National Biscuit Company v. Stroud

 i. FACTS:  2 partners operate a grocery store.  Stroud told Freeman and supplier Nabisco that he didn't want to be held liable for the purchase of bread any more.  Freeman requested Nabisco deliver $171.04 to Stroud's Foods.  Then, partnership dissolution.  Stroud says it was out of Freeman's share, he gave all people notice, incl 3rd party suppliers.  Issue: should he be liable?

 a) Buying bread falls within the ordinary course of operating a grocery store.  

 b) Here, there is no majority!   

 c) Both parters had authority  

 d) So unless partnership agmt provides otherwise, an act by either of partners binds the partnership!  

 ii. General Rule:  All partners are jointly and severally liable.     

 a) a debt occurred by the partnership should be pd by partnership funds.  

 b) 3rd party supplier is seen as innocent victim, they have choice to hold only on of parters liable.  

 D. UPA §306 1997 -- Partner’s Liability

 i. (a) Except as otherwise provided in subsections (b) and (c), all partners are liable jointly and severally for all obligations of the partnership unless otherwise agreed by the claimant or provided by law.

 ii. (b) Obligations incurred prior to becoming partner

 a) not many cases on this!   

 b) A new partner is now held liable for old debts.  If they would be held liable, then they will reduce the price they pay to accommodate for the liability they are taking on.  

 c) If you're not going to hold the new partner responsible, is it fair to hold the continuing partner responsible?  That may be a time to introduce a theory of mutual mistake.  

 d) If new partner isn't willing to take on liability from existing ventures, then have to draft agmt to restrict taking on profits to new ventures.

 iii. (c) Intentional torts if partnership is a LLP, unless those are committed by the partnership.

 E. Summers v. Dooley  

 i. FACTS:  Trash collection.  Non-working partner had to provide replacement at his own expense.  1962 Dooley becomes unable to work and hires employee to take his place.  July 1966 Summers asks Dooley to hire additional employee.  Dooley strenuously objected.  Summers hires, and pays out of own pocket / wages.  After a while, Summers brings suit against Dooley to recover $6,000 of the $11,000 he has paid out.  Arguably owed to the partnership.  

 a) Is hiring an “ordinary business matter”?  Sure.  §401(j)  But here they have a difference of opinion, and there's no majority vote in the partnership!  

 b) Is amt pd to emp'ee a partnership debt?  Ct says no.  Summer's theory: Partner benefited from labors of add'l emp'ee.  Unjust enrichment (?)  Business expansion, increased profitability.

 ii. Rule 1: An act by either partner as to an “ordinary business matter” is not binding upon the other partners, unless there is a majority vote, even though an act by either partner binds the partnership with regard to 3rd parties.   

 a) Look at who is suing.  Differentiate between 3rd parties dealing with a partnership (innocent victims needing protection) and partners themselves.     

 b) If 3rd party is acting on belief that partner has ability and authority within the scope of partnership, 3rd party will win the suit.    

 iii. Rule 2: Business decisions of the partnership made by majority vote.  Need acquiescence.  

 a) If one partner has not ratified act by other partner, he or she is not held responsible.  Partners have to agree, or they are not held jointly and severally liable for actions.  ?

 F. *************************************************************

 G. Moren ex rel Moren v. JAX Restaurant  MN 2004  Pay attention:  The responsibility of partnership for obligations.  And, fiduciary duties.  

 i. Facts:  Two women act as partners in pizza shop.  Cook doesn't show, woman partner goes back to work with son.  Court weighs “ordinary course of work” v. what is personal.  Woman does q reasonable to keep son away from work, but gets called into work.  Court here says the action constituting negligence must have been performed “primarily for partnership purposes”, not totally.

 ii. Get 3rd party complaint against Nicole Moran, from Insurance.  

 a) husband and insurance bring suits against partnership.    

 b) This weighs in on the “ordinary course of business” argument!

· These come up when one party does something w/o asking the other partner.  

 ii. Moran argues that she doesn't have to indemnify the partnership b/c she was either acting in the ordinary course of business OR she acted w/ authority of the partnership.  No explicit rules against kids in kitchen, but the sister impliedly consented to having the kid there when she called her in.  

 iii. UPA § 404 1997 -- General Standards of Partner’s Conduct

 a) (e) A partner does not violate a duty or obligation under this [Act] or under the partnership agreement merely because the partner’s conduct furthers the partner’s own interest.

· Self-interest just can't be in competition with partnership interest.

· A shift from Cardozo, who emphasized duty of loyalty!  Can't even consider own interest!  Duty of partnership was complete abnegation of self-interest!

 iv. UPA §201 1997 – Partnership as Entity (a) A partnership is an entity distinct from its partners.

 v. UPA §305 1997 – Partnership Liable for Partner's Actionable Conduct 

 a) (a) A partnership is liable for loss or injury caused to a person, or for a penalty incurred, as a result of a wrongful act or omission, or other actionable conduct of a partner acting in the ordinary course of business of the partnership or with authority of the partnership    

 vi. When determining Authority of the Partnership you look to the language of the partnership agreement.

 a) Does silence equal consent?  Look the the agmt

 B. Day P v. Sidley & Austin D  Rule: partners can make (almost) any partnership agreement that suits them, distribute power most any way they like, and that holds – totally based on K law. 

 i. Old, large law firm D undergoes Merger in D.C.  Firm has structure whereby executive committee can make all decisions permitted in a Partnership.  After merger Mr. Day's position changed from chair to co-chair and had to move to new location.  Mr Day felt his authority was diminished, so he resigned.  And sues the firm!

 a) Language in partnership agreement gives Executive Committee A LOT OF POWER & authority.  Like most lg law firms.  

 ii. Legal theory:  Fraud & Misrepresentation– lied when they assured no Sidley partner would be worse off for the deal.  Usu. “worse off” = monetary loss OR deprivation of a legal right.  Didn't happen here.  So, court says no violation of any legal duty!

 iii. Legal theory: Breach of Fiduciary Duty – ct throws out Cardozo, and says a breach of fiduciary duty doesn't apply in this case, b/c executive committee didn't profit at the expense of the partnership.  

 a) RULE: A heart of a breach of fiduciary duty between partners is that one partner has advantaged himself at the expense of the firm.    

· Fiduciary duty just means you can't harm the partnership's profits.  

 b) Basic fiduciary duties are: 

· 1) a partner must account for any profit acquired in a manner injurious to the interests of the partnership, such as commissions or purchases on the sale of partnership, such as commissions or purchases on the sale of partnership property; 

· Partner has to account for any profit acquired at the partnership's expense.

· 2) a partner cannot without the consent of the other partners, acquire for himself a partnership asset, nor may he divert to his own use a partnership opportunity; and 

· No taking, no diverting

· 3) he must not compete with the partnership within the scope of its business.

 c) RULE:  Partners have duty to make a fully and fair disclosure to other partners of all info which may be of value to the partnership. 

· There is a duty to disclose.  Sidney and Austin says they disclosed the merger talks although they had no duty to do so, and they make partners ratify.  Day says they had a duty to disclose.  Problem at the time was no codified duty to disclose.  Caselaw: duty to disclose to partnership info that came to you b/c of position in partnership.  

 C. UPA §403 1997 -- Partner’s Rights and Duties wrt Information

 i. (c) Each partner and the partnership shall furnish to a partner, and to the legal representative of a deceased partner or partner under legal disability: 

 a) (1) without demand, any information concerning the partnership’s business and affairs reasonably required for the proper exercise of the partner’s rights and duties under the partnership agreement or this [Act]; and

 b) (2) On demand, any other information concerning the partnership’s business and affairs, except to the extent the demand or the information demanded is unreasonable or otherwise improper under the circumstances. 

 D. How to get out of a partnership in practice? – 

 i. if you want to get out, you want a provision that the other partners have to buy you out for Fair Market Value, and this includes the Goodwill of the company! (value of the name)  Buyout provision

 ii. Or, if a small firm, get a sale agreement.  If other person Wants to get out and you're the managing partner, other partner has to sell for FMV.  Probably OK.  Try to force the sale of one partner's interest to the other.  Protect yourself with a buy/sell agreement.  

 iii. Determine the value of the business with 

 a) UPA §701 1997 – Purchase of Dissociated Partner's Interest 

· (a) If a partner is dissociated from a partnership without resulting in a dissolution and wining up of the partnership business under Section 801, the partnership shall cause the dissociated partner's interest in the partnership to be purchased for a buyout price determined pursuant to subsection (b)

· the partnership continues as to the remaining partners and the dissociated partner is entitled, in the absence of an agreement to the contrary,  

· (b) to be paid an amount determined as “if, on the date of dissociation, the assets of the partnership were sold at a price equal to the a greater of the liquidation value or the value based on a sale of the entire business as a going concern without the dissociated partner” plus interest from the date of dissociation.

· UPA §801 1997 -- Events Causing Dissolution and Winding Up of Partnership Business

 II. Partnership Dissolution – why can't the dissenting partner in a 2-man partnership force dissolution then restart the partnership? 

 A. The right to dissolve

 i. Owen v. Cohen    Cal.2d 1941

 a) Oral partnership K for bowling alley.  Differences in opinions between partners – D is asshole: humiliates other guy in front of patrons, bossy, said he didn't have to work, pilfered cash.  P worked, lent money $6,986.63.  P offers D to either buy out or be bought out, D tells others it will cost P $$$ to buy D out.  Two issues: P wants judicial decree of dissolution.  Also, P wants personal loan paid back though remittance was contractually bound to come from business' profits.  Ct says D breached the partnership, so he can't insist on the K any more, therefore P gets repaid.  TC found the numerousity of small disagreements effected “all matters essential to the operation of the partnership business”

 b) D said P had contracted to get repaid from profits.  But Ct says D had breached the partnership agreement by taking some of P's loan repayments.

 ii. UPA § 32 1914 -- Dissolution by Decree of Court

 a) (1) On application by or for a partner the ct shall decree a dissolution whenever:

· (a) when one's a lunatic!

· (b) a partner incapable in any way of performing his part of the partnership contract

· (c) a partner has been guilty of such conduct as tends to affect prejudicially the carrying on of the business

· (d) a partner wilfully or persistently commits a breach of the partnership agreement, or otherwise so conducts himself in matter relating to the partnership business that it is not reasonably practicable to carry on the business in partnership with him,

· (e) the business of the partnership can only be carried on at a loss

· (f) other circumstances render a dissolution equitable

 b) (2) On the application of the purchaser of a partner's interest under §§27 or 28

· (a) After the termination of the specified term or particular undertaking

· (b) At any time if the partnership was a partnership at will when the interest was assigned or when the charging order was issued

· RULES about length of partnership

· When a partner advances a sum of money to a partnership with the understanding that the amount contributed was to be a loan to the partnership and was to be repaid as soon as feasible from the prospective profits of the business, that partnership is for the term reasonably required to repay the loan.

· Partners can have implied agreement <must be supported by evidence> to recoup investments, or earn some amount, or pay debts, or dispose of property on favorable terms.  

 iii. UPA §801 1997 -- Events Causing Dissolution and Winding Up of Partnership Business -- A partnership is dissolved, and its business must be wound up, only upon the occurrence of any of the following events: 

 a) (5) on application by a partner, a judicial determination that: 

· (i) the economic purpose of the partnership is likely to be reasonably frustrated; 

· (ii) another partner has engaged in conduct relating to the partnership business that makes it not reasonably practicable to carry on the business in partnership with that partner; or 

· (iii) it is not otherwise reasonably practicable to carry on the partnership business in conformity with the partnership agreement

· Common cases:  Real-estate limited partnerships dissolve when they either couldn't get zoning changes needed, or neighbors block the special-use permit, or neighborhood is engaged in activism and city counsel blocks a use for a land (like a Wal-mart)

 b) General Rule: Trifling minor differences and grievances which involve no permanent mischief will not authorize a court to decree a dissolution of a partnership.  

 iv. UPA §807 1997 -- Settlement of Accounts and Contributions Among Partners

 a) (a) In winding up a partnership’s business, the assets of the partnership, including the contributions of the partners …must be applied to discharge its obligations to creditors, including, to the extent permitted by law, partners who are creditors.  Any surplus must be applied to pay in cash the net amount distributable to partners in accordance with their right to distributions...

· This can affect the length of the term of the partnership!  May have effects in conjunction with s.32(2)(a) 1914, or s801(2)(iii) 1997

 v. Legal Analysis & Practice

 a) Why lawsuit for dissolution, rather than just dissolving partnership?  If D will not be cooperative to dissolution.  P has fear he will not get repaid if he walks out.  P doesn't want to be found to have breached the partnership agreement (PA) and therefore be liable for damages.  

· Potential affirmative defense to P's COA for judicial dissolution:  D could argue there was a set term for this partnership, not terminable-at-will.  Ct could find an implied term that the loan will get repaid.  

 b) DRAFTING!  Can any partner terminate partnership at will?  Or, partner can dissociate themselves so long as other partners buy out interest?  Require a majority vote for partnership to be dissolved? -- (UPA 1997)  

 c) Draft a way for your client (one of the partners) to get out!  Very important!

 d) Note and Questions – a receiver takes charge of the partnership's business while partnership is litigated.

 vi. Collins P v. Lewis D   Tx Ct of Civil App 1955  P invested the money for construction, D invested the skill and labor/lease and management.  

 a) Project:  Started a basement cafeteria during the Korean War, w/ a 30 year lease.  P's projected investment doubled in cost from 300K to more than 697K.  P got nervous, refused to invest more; trial ct found partnership would have been profitable except for P's actions.  Found D acted in good faith, and did not breach the PA agreement.

 b) PA:  revenues will repay P, thereafter profits split.  Parties each have 50% interest in the enterprise.  D guarantees first $100,000 of P's investment.  

 c) D had taken out $175,000 in 3rd party bank notes, and P had said “those notes would be renewed as often as is necessary . . . “ BUT THEN P tried to foreclose on D's guarantee for first $100,000 of P's investment.  P tried to foreclose based on D not paying the 3rd party bank notes, not for D breaching the partnership K.

 vii. PRACTICE NOTE:  In practice, nobody who comes to you w/ a partnership agreement has contemplated they would lose money.  If they have, they think they will only lose for first year.

 a) Have to tell them they have to contribute their personal assets to the losses.  What if there are losses?  Terminate automatically?  How long to wait?  Past initial investment and profit (most people say, and courts will find this implied term), or before if can't pay that back?  How much personal assets put in trust for wife and kids?  

· Usu one party contributing skill doesn't have funds to guarantee losses w/ personal assets.  So they will sometimes secure a loan with their personal property, like a mortgage, also they can . . . .

 b) RULE:  Only obligations partners have to each other are written into partnership K, and “only upon default of that obligation” does breach occur.  

· SubRule: A contract can include rights which ripen upon alternative occurrences; one negative occurrence happening as opposed to a subjective positive one does not constitute a breach. 

· SubRule: One party's right to foreclose, and dissolve the partnership, depends on the other party's breach of the partnership agreement by not meeting his basic obligations under the PA.  

· SubRule: No one is forced to endure partnership.  Can always terminate a partnership and become liable in damages; this is a power, though not a legal right, which rests in equity.  A partner may act to “efficiently breach”.

 viii. UPA § 602 1997 -- Partner's Power to Dissociate: Wrongful Dissociation

 a) (a) A partner has the power to dissociate at any time, rightfully or wrongfully, by express will pursuant to § 601(1).

 b) (b) A partner's dissociation is wrongful only if:

· (1) it is in breach of an express provision of the partnership agreement; or

· (2) in the case of a partnership for a definite term or particular undertaking, before the expiration of the term or the completion of the undertaking:

· (i) the partner withdraws by express will, unless the withdrawal follows w/i 90 days after another partner's dissociation by death or otherwise under §§ 601(6) through (10) or wrongful dissociation under this subsection;

· (ii) the partner is expelled by judicial determination under § 601(5)

· (iii) the partner is dissociated by becoming a debtor in bankruptcy; or

· (iv) in the case of a partner who is not an individual, trust other than a business trust, or estate, the partner is expelled or otherwise dissociated because it willfully dissolved or terminated.

 c) (c) A partner who wrongfully dissociates is liable to the partnership and to the other partners for damages caused by the dissociation.  The liability is in addition to any other obligation of the partner to the partnership or to the other partners.  

 ix. UPA § 701 1997 -- Purchase of Dissociated Partner's Interest 

 a) (a) If a partner is dissociated from a partnership w/o resulting in a dissolution and winding up of the partnership business under § 801, the partnership shall cause the dissociated partner's interest in the partnership to be purchased or a buyout price determined pursuant to subsection (b)

 b) (b) The buyout price of a dissociated partner’s interest is the amount that would have been distributable to the dissociating partner under § 807(b), if, on the date of dissociation, the assets of the partnership were sold at a price equal to the greater of the liquidation value or the value based on a sale of the entire business as a going concern without the dissociated partner and the partnership were wound up as of that date.  Interest must be paid from the date of dissociation to the date of payment.

 c) (c) Damages for wrongful dissociation under § 602(b), and all other amounts owing, whether or not presently due, from the dissociated partner to the partnership, must be offset against the buyout price.  Interest must be paid from the date the amount owed becomes due to the date of payment.

 x. Planning  -- What to do?  

 a) Draft a cap for investor's obligation into partnership agreement.  Give incentive for other partners to get in there and limit costs (to other partners) from the start.  

 b) Buyout agreement – what if one continues and the other gets out.  Explicitly state value of services.  If only way out is breach of agreement, can refund partner for value of services plus some damages.

 c) Include liquidated damages clause to provide for damages in case of breach.

 d) Can you dissolve?  Consequences of dissolution?  Can either partner dissolve?  At will?  Want express damages provision—has to be reasonable so Ct doesn't say it's a penalty!  Settle for symettrical treatment, but maybe can get sthg else depending upon contribution.  

 e) Placing value on contributions could have limited value of labor contributor's interest in partnership by virtue of his unchanging amt of labor, as compared to financial investor's increasing contribution as he contributed more funds.  

 xi. Page v. Page  Cal 1961  Brothers.  Business of partnership was linen supply.  After a long period of losses ('49-'57), it seemed business might be able to earn a profit.  This was due in part to the opening of a military base near the business.  P wanted declaratory judgment that partnership was subject to dissolution at will, NOT for a term, though D ”expected the partnership to last until it had paid itself out”.  

 a) Issue: Was this a partnership at will or for a term?  

 b) Focus:  Is there an issue of bad faith in freezing D out just as the business becomes profitable?  A partner can’t use power to dissolve partnership to keep profits for self (perhaps P did that here--he was much more business savvy than brother D.)

 c) Causes of Dissolution (§ 31 Uniform Partnership Act 1914) – Dissolution is caused: 

· (1) Without violation of the agreement between the partners, 

· (a) By the termination of the definite term or particular undertaking specified in the agreement, 

· Some courts find an implied term in the length of time to pay off debt.  TC found that implied term here, and App Ct reversed BECAUSE hope for success does require the continuance of the term.  All businesses have this hope!

· It was clear by evi parties knew how to K for a set term, and they didn't here. 

· RULE IN THIS CASE:  (b) By the express will of any partner when no definite term or particular undertaking is specified . . . 

· Will must be expressed in good faith, and meet the fiduciary duty.

· “Good faith” means one partner does not try to take control away from other partner, and does not try to “usurp a corporate opportunity”.

· Practice & Application:  Partner contradicting this argument has to put on evi of dissolving-partner's bad faith!

· Teach would not have reached same result.  

 d) PAYOUT:  As a 3rd party creditor, get gets first bid.  Pay 3rd party creditors, then other creditors, then payout to partners. 

· Wealthier brother who owned other business had used a 3rd party corp to loan $47.000 to linen business.  He just has to bid $47,000 for this business at auction, and he's entitled to that as a 3rd party creditor—that means he would get the linen business and write off the loan.   

· Either one partner has to buy the other out, OR the business has to be liquidated. 

· So D can get appraisal, come back to ct, have ct set measure of that D can receive,

· Or P will pay minimum amt, MINUS the $47,000 owed to his 3rd party corp, at ct auction, and take over the business!

 xii. Practice & Application – Draft a PA containing specific provisions on what each party is entitled do upon dissolution.  At-will partnership?  Partnership for a term?  Who wants to walk away with the business opportunity, and can do that while they honor obligation of fiduciary duty?  

 B. The Consequences of Dissolution

 i. Prentiss D v. Sheffel P

 a) FACTS:  Three person partnership.  One delinquent—not meeting fiscal responsibility, numerous petty disagreements (re: holding title).  No agreed-upon PA (partnership K).  Two partners exclude third from management.  TC said partnership-at-will, dissolved as a result of the freeze-out or exclusion of D.  Ps were high bidders at judicial sale of D's interest in partnership.  D wanted forced liquidation, does NOT want to be bought out.

· DEFAULT RULE: partnership at will.  

 b) Issue 1:  When is it correct or wrongful to exclude a partner?   

· RULE 1:  It is wrongful to exclude a partner for the purpose of obtaining the partnership assets in bad faith.

· It's OK to exclude a partner if partnership relationship is “unable to function harmoniously”, and there exists no bad faith.

· No bad faith b/c partnership was terminable at will!

· Party arguing “bad faith” must show injury from other's actions. 

 c) Issue 2:  Can anyone bid at a court auction?  Simple answer: yes.  

· RULE 2:  At a judicial sale / auction of partnership assets, anyone can bid, including other partners and partner whose assets are on sale.

· No Prohibition on Partners bidding—the mere fact that each partner has an opportunity is enough to keep sitch fair.

 ii. Analysis and Planning – protect self w/ a buyout agreement!  Instead of judicial dissolution sale, have business appraised as a going concern, then 2 have to put 3rd out at 1/3 FMV plus some premium.  

 a) Any thing except  for fiduciary duty obligations can be overridden by express agreement.  

 iii. Disotell P v. Stiltner D– FACTS:  D contributes land worth $275K.  D signs a quitclaim for ½ his interest in the hotel to P.  P says he contributed 100s of hours to partnership.  P'ship deteriorates when D occupies premises and denies access to P, refuses to work on hotel infrastructure.  

 a) Agreement:  After P repays D out of profits from the hotel, so that D recovers 1/2 his investment in land and P purchases a ½ interest, the cost basis profits would be split 50/50.  P agrees to develop and plan the project and use his expertise to get necessary permits.  Will perform services on a cost basis.  No written PA.

 b) Issue 1 --  Does statutory language UPA §38(a)  mandate liquidation of the partnership?  (Sale of assets and payment of liabilities at a judicially ordered sale) – maybe one partner can buy the other out.

· Some courts (WI) say yes, some (AK) say no.

· def: Liquidation -- Happens quickly.  Happens at courthouse.  Receiver sells entire business, but it's not sold as a going concern, so just sell off what's there.  Land w/ existing building.  Maybe stripped fixtures and sell separately.  Sell assets in pieces.  Danger:  If only one bidder, can go for less than FMV.

 c) Issue 2:  Can court order certain partners to buy others out?  

· Rule 2:  A buyout is appropriate when set at FMV.  Take into account objective evidence of the value of the partnership assets and liabilities, and each partner's interest.  Value of P's debt to D?  Price of property?  Value of P's services?  Value of D living in partnership property?  Were the liabilities partnership liabilities or personal liabilities?  

· Policy:  Ct says buyout is best option, because it avoids cost of appointing receiver, administrating estate, and court-ordered sale.  7%-15% of value of estate.

 d) Dissolution UPA §38 1914 – Rights of Partners to Application of Partnership Property

· (1) When dissolution is caused in any way, except in contravention of the partnership agreement, each partner, as against his co-partners and all persons claiming through them in respect of their interests in the partnership, unless otherwise agreed, may have the partnership property applied to discharge its liabilities, and the surplus applied to pay in cash the net amount owing to the respective partners.  But if dissolution is caused by expulsion of a partner, bona fide under the partnership agreement and if the expelled partner is discharged from all partnership liabilities, either by payment or agreement under section 36(2), he shall receive in cash only the net amount due him from the partnership.

· (2) When dissolution is caused in contravention of the partnership agreement the rights of the partners shall be as follows:

· (a) Each partner who has not caused dissolution wrongfully shall have

· I.  All the rights specified in paragraph (1) of this section, and

· II.  The right, as against each partner who has caused the dissolution wrongfully, to damages for breach of the agreement.

· If partners have a mutual disagreement, it is not wrong for the court to find that there is neither party breached.  

 e) UPA §21 1914 – Partner Accountable as a Fiduciary


· (1) Every partner shall account to the partnership for any benefit, and hold as trustee for it any profits derived by the partner 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 the partner of its property.

· D retained possession of the property – and each partner should account for benefit from partnership property.

 f) Practice-- Specify & quantify the value of the services!  Have a mechanism in place for the valuation of services and of assets.  Get a reasonable audit, likely based upon % of work completed or sthg like that.  If work is valued on hourly basis, this is subject to control of service provider, who is motivated to maximize number of hours they say they worked. 

 iv. Pav-Saver Corporation v. Vasso Corporation (Meersman, atty)  This case was decided wrong, that's why it's in the book.  

 a) FACTS:  Partnership formed b/c one had financing for manufacturing, and other had all patents to a good paving machine.  Two corporate partners form the Pav-Saver Manufacturing Company.  Inventor intended to keep his IP.  

 b) PA:  P-S says he has right to inspect machines and make sure they live up to the P-S name.  

· Language P-S thinks is good:  “Req that TMs and Patents remain P-S property.  And all copies he's handing to partnership be returned to him upon termination of partnership.”  Mr. Meersman  gets term 11. “it is contemplated that this joint venture partnership shall be permanent, and same shall not be terminated or dissolved by either party except upon mutual approval of both parties.”  He just appropriated the other guy's IP rights!

· PA provided for damages in case of a breach.  This implies they foresaw breach.   

 c) UPA §38(2)

· (b) The partners who have not caused the dissolution wrongfully, if they all desire to continue the business in the same name, either by themselves or jointly with others, may do so, during the agreed term for the partnership and for that purpose may possess the partnership property, provided they secure the payment by bond…or pay to any partner who has cause the dissolution wrongfully, the value of his interest in the partnership.

· Ct valued business by profits.  But didn't value patents nor goodwill of P-S name.

 d) RULE 1:  Contract principles and partnership law say parties can K out of everything except the fiduciary duties! 

· Majority says follow the UPA over the PAgmt – but this is wrong.  Ct holds that P-S committed “wrongful termination” (he finally terminated after finding another lawyer). 

· Dissent says express agreement is controlling, NOT the UPA.  Express partnership agreement contemplated the partnership would be dissolved, by providing for liquidated damages in case of a breach.  The parties themselves bargained for that.  

 e) UPA §701 1997 – Purchase of Dissociated Partner's Interest

· (b) The buyout price of a dissociated partner’s interest is the amount that would have been distributable to the dissociating partner under 807(b), if, on the date of dissociation, the assets of the partnership were sold at a price equal to the greater of the liquidation value or the value based on a sale of the entire business as a going concern without the dissociated partner and the partnership were wound up as of that date.

· This honors buyout provisions of K parties in a buyout, if they haven't contracted explicit terms. 

· RULE 2:  The dissociated partner is to be paid an amount determined by value of business (profits and losses), goodwill of name and TM, assets owned (e.g. patents)  

 v. Overview of Rules

 a) Partnership may for a term or at will.  Default is at will, but term can be implied.

 b) Partners are entitled to share in control.  Depriving a partner of control may cause a dissolution

 c) Partners are entitled to bid for the assets of the partnership

 d) Partners cannot dissolve partnership in bad faith.

· Cts may look for bad faith very closely, more closely than Traynor in Page v. Page.

 C. The Sharing of Losses – Absent an agreement, the results of cases deciding losses can be very unpredictable!

 i. Kovacik P v. Reed D Cal 1957 – FACTS:  P finances all, D is job superintendent and estimator.  They discuss sharing profits 50/50, don't discuss losses.  Work remodeling kitchens 11/1952 – 8/1953, then P who has kept records, tells D (who has done all the work) venture has lost money, asks for contribution from D.  D refuses.  P says D is at least 50% responsible b/c D underbid.  P had not communicated underbidding to D.  TC says D owes P b/c they share in profits and losses.

 a) General rule: all partners share in profits and losses in decided proportions, independent of how much they initially contributed to capital.  This applies whether contribution comes in the form of money, land, labor, or tangible property.  

· Presumption absent an agreement: parties will share equally in profits and losses.  

· This has changed now, with financial investors favored over labor investors.

 b) SubRule when one partner contributes all $ and other partner contributes all skill and labor (unremunerated except possibly for profits): Neither party is liable to other for contribution for loss sustained.

· Backing idea:  Each loses the capital they invested/contributed, 

· What they contributed, they implicitly agreed had of equal value—one $, the other labor.

 c) Strangely, this logic has been used to give a return for losses to either, or both, parties.  b/c the ct can do whatever it thinks is equitable.  

 ii. UPA § 18 1914 – 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, by the following rules: 

 a) (a) Each partner shall be repaid his contributions, whether by way of capital or advances to the partnership property and share equally in the profits and surplus remaining after all liabilities, including those to partners, are satisfied; and must contribute towards the losses, whether capital or otherwise, sustained by the partnership according to his share of the profits.  

· implicitly values partnership as a going concern, rather than something to be liquidated

 iii. UPA § 807 1997 – Settlement of Accounts and Contributions Among Partners 

 a) (b) Each partner is entitled to a settlement of all partnership accounts upon winding up the partnership business.  In settling accounts among the partners, profits and losses that result from the liquidation of the partnership assets must be credited and charged to the partners' accounts.  The partnership shall make a distribution to a partner in an amount equal to any excess of the credits over the charges in the partner's account.  A partner shall contribute to the partnership an amount equal to any excess of the charges over the credits in the partner’s account but excluding from the calculation charges attributable to an obligation for which the partner is not personally liable under s306.  

· Ex.:  personal obligation – until Disotall had paid his personal obligation to the partnership for the ½ quitclaim deed, that shouldn't be added into partnership accounts because the other guy Stiltner would benefit twice.   

 iv. UPA § 40 1914 – Rules for Distribution 

 a) (b) Subject to any contrary agreement, upon dissolution, liabilities of the partnership shall be paid in the following order: 

· I. Those owing to creditors other than partners, 

· II. Those owing to partners other than for capital and profits, 

· III. Those owing to partners in respect of capital, 

· IV. Those owing to partners in respect of profits.  

 b) (d) The partners shall contribute, as provided by section 18(a) the amount necessary to satisfy the liabilities set forth in 40(b).

 v. UPA § 401(b) 1997 disagrees – says capital must be shared even if one partner does not invest capital.  

 a) (b) Each partner is entitled to an equal share of the partnership profits and is chargeable with a share of the partnership losses in proportion to the partner's share of the profits.  

 D. Buyout Agreements – an agreement that allows a partner to end his/her relationship with the other partners and receive a cash payment, or series of payments, or some assets of the firm, in return for her or his interest in the firm.  Each BO agreement must be tailored to individual needs of each firm.  UPA says value is either value of partnership/firm as a going concern, or a liquidation.  

 i. Outline of issues:

 a) “Trigger” events (tied in closely with Method of Payment): 

· Death, 

· Disability, 

· Will of any partner

· Majority vote

 b) Obligation to buy versus option: (how do you deal with voting rights?)

· Firm, 

· Other investors, 

· Consequences of refusal to buy

· if there is an obligation, 

· if there is no obligation

 c) Price: 

· Book value of Capital Accounts (Amt put in, minus losses, plus profits, minus draw-outs.  Kinda like net profit of Corp.  This has no relationship to value of partnership assets & partnership interest which is closer to Fair Market Value.) 

· Appraisal, more like Fair Market Value.  Who will appraiser be?  Specify neutral appraisal?  Mean of 3 appraisals?

· Formula (e.g., five times earnings), 

· Set price each year, 

· Relation to duration (e.g., lower price in first 5 years)

 d) Method of Payment (tied closely in with Triggering Event): 

· Cash (immediate)

· Installments over time (with interest?)

 e) Protection against debts of partnership

· vital for law firms—not enough have it.  Usu. a buyout price  E.g., get a release from partnership debts ESP. from malpractice or causes of action that may become known only after the partner leaves the firm.  

 f) Procedure for offering either to buy or sell: 

· First mover sets price to buy or sell, 

· First mover forces others to set price  

· Comes from game theory.  First mover either wants to buy or wants to get out.  If they want to buy, they have expectations the partnership will do better – want to force that information, want to force them to set the price.  If they want to sell they may expect the partnership will do worse, or perhaps just a conflict w/ partners, personality clash.

· Where are motivations?  Incentives?

· Diff stipulations whether they will buy or sell.  Force first mover to reveal their hand first.   Except in sell situation maybe the other partners should set the price so mover can't try to extort money.    

 ii. G&S Investments v. Belman   Ariz 1984  Our first LLC case.  General partners can lose personal assets – they are covered under UPA.  Limited partners can only lose what they've put in.  

 a) FACTS:  One partner starts using cocaine, becomes unreasonable, bad actions against other tns of apt building.  Rest of partners file for court dissolution, to allow them to buy out cokehead.  Cokehead dies.  The “Articles of Partnership” contain a (semi-punitive) Buyout Agreement, Article 19(e)(2)(i), enabling remaining partners to buy out cokehead's estate.

 b) UPA §601 1997 – Events Causing Partner's Dissociation  A partner is dissociated from a partnership upon the occurrence of any of the following events:

· (7) In the case of a partner who is an individual:

· (i) The partner’s death;

· (ii) the appointment of a guardian or general conservator for the partner; or

· (iii) A judicial determination that the partner has otherwise become incapable of performing the partner’s duties under the partnership agreement

 c) Partnership Agreement:  (a) In the event the surviving or remaining general partner shall desire to continue the partnership business he shall purchase the interest of the retiring or resigning general partner

· Buy-out Formula: The amount shall be calculated as follows:  By the addition of the sums of the amount of the resigning or retiring general partner’s capital account plus an amount equal to the average of the prior three years’ profits and gains actually paid to the general partner, and or agreed upon by the general partners, provided the agreed sum does not exceed the calculated sum… . . .. 

· Partnership agmt had an explicit buyout formula!  Whooee!

· “Capital Account” = the account which shows a partner's capital contribution to the partnership (as it appears on the books of the partnership) plus profits, minus losses, minus distributions.

· Kept at a historical cost, book value basis.  

· Not “fair”, but understood throughout industry AND agreed to by mutual assent.

· Capital Account is different from Fair Market Value (maximum amount possible), therefore changes in the value of the partnership's real estate investments are ignored.  “Capital Account” value is approximately the same as “book value”

· The buyout agreement here encourages people to stay in the agreement, so people don't bail on down cycle for property.  

 iii. Planning – if representing someone w/ a minority voting interest, ask them to think about this type of buy-out agreement 2 or 3 times.  Esp if partners vote based on shares, and 2 gang up on a 3rd, except in rare cases where they've behaved egregiously, the court will allow that force-out and inequitable buy-out of minority partner!  

 a) Want a buyout agmt for that minority voting interest to be based on FMV, or something fair.  A large amount.    

 E. Law Partnership Dissolutions

 i. Jewel  P v. Boxer D     Cal App  1984

 a) RULE:  Absent an agreement, the UPA controls.  NOT Quantum Maruit.  The UPA requires that atty's fees received on cases in progress, upon dissolution of a law partnership, are to be shared by the former partners according to their right to fees in the former partnership, regardless of which former partner provides legal services in the case after the dissolution.  

 b) FACTS:  Firm dissolves.  No written partnership agreement!  No agreements about dissolution of partnership!  Were fees of cases at trial considered assets of partnership upon dissolution?  Yes.

 c) UPA §§ 30, 38(1) and 40: RULE: Absent a contrary agreement, or death of one partner, any income generated through the winding up of unfinished business is allocated to the former partners, according to the respective partnership interests in the dissolved firm.  “Any” means “net” (before hourly wage), not “gross”.

· prevents competition for clients – competition on price is a good thing, assuming quality is constant.  Also, this took place a year before 

· prevents attys from trying to take cases with them—resolved quicker.  

· Effort spent on case depends on whether you expect to get more business from this client.  If business depends on reputation, no incentive to shirk!  You'll do more than what you would have done at the old firm.  

· some cases will get shirked on, but there's a fiduciary duty as part of partnerships: to wind up business, not to compete w/ partnership. not to take client away for personal gain. 

 ii. Meehan v. Shaughnessy  

 a) FACTS:  Couple of partner attys defected from Parker Coulter, took clients and associates.  Parker Coulter had a partnership agreement.

 b) RULE:  Give effect to the agreement they had drafted, with respect to cases they had rightfully removed.  But does not apply to cases they had wrongfully removed, breaching their fiduciary duty!

 c) In order for Parker Coulter to be made whole, they have to acct for fair charge, and also give the profits to the old firm according to the partnership agreement.  

· “Fair Charge” is a “receivable account of the earlier partnership . . . and is divided between the partners and the retiring partner on the basis of which they share in the profits at the time of the withdrawal.”  

· “Profit” is the amt the fee received from the case exceeds reasonable expenses invested from the case.  We emphasis that “reasonable expenses” does not include hourly billing rate.  It's only the costs in generating the fee, NO billable hours. (don't know what damages are going to be—edited out)

 d) This case doesn't address their breach of fiduciary duty, and worth of damages; and this got resolved out of court.

 F. Limited Partnerships

 i. Limited Liability Partnership of LLP

 a) Must have one general partner.  The general partner is personally liable for the debts of the firm.

 b) Limited partners are generally not personally liable to creditors!   They are only liable for $ initially invested.  

 c) Limited partners risk losing their limited liability if they participate in management (not a big risk)

 d) A Partnership Agmt doesn't give Limited partners the right to vote (generally); not voting control in any instance; generally passive investors.  May see some voting power assigned to them, but that puts them too close to having control & bearing greater risk.  

 ii. Holzman v. De Escamilla – Note this case has a trustee in bankruptcy trying to recover $ for creditors of bankrupt co.  Would not have gotten same result under 1997 version of UPA NOR if the co had not gone bankrupt.  

 a) FACTS:  Hacienda Farms LLP, has Ricardo de Escamilla as the General Partner (he owns farmland, does the work).  After the 1st crop, Mr. James L. Russell (Limited partner) and Mr. H.W. Andrews (Limited Partner).  Discussed crops, de Escamilla says not to plant watermelons, peppers, and egg plant, but is overruled by limited partners!  

 b) Ct found limited partners had too much control to be protected as limited partners.

· Activities:  Discussed what should be planted on the farms; Visited 2x week; Forced de Escamilla to resign as manager; Named successor general manager; Had complete power over partnership funds (actually only had de facto control, b/c checks needed 2 signatures; only 3 checks had NOT been signed by de Escamilla, just by limited partners)

 iii. RULPA 303 – Liability of Members and Managers  

 a) (a)  …a limited partner is not liable for the obligation of a limited partnership unless the limited partners is also a general partner or, in addition to the exercise of his rights and power as a limited partner, he takes part in the control of the business.  However, if the limited partner takes part in the control of the business and is not also a general partner, the limited partner is liable only to persons who transact business with the limited partnership and who reasonably believe, based on the limited partner's conduct, that the limited partner is a general partner.    

· Looks a lot like Apparent Authority!

 b) (b) [A] limited partner does not participate in control . . . solely by . . . (2) consulting with and advising a general partner with respect to the business of the limited partnership.

· Want to know more about actions of limited partners.

· Did limited partners “force” an occurrence?  Did they have the power?

· Alternatively did they just apply pressure and make suggestions which were followed?

 iv. Comparing Partnerships and Corporations

 a) UPA v. Need formal incorporation in order to have limited liability

 b) No limited liability v. Limited liability

· Partners are jointly and severally liable for partnership debts (assuming no limited partners)

 c) No transferability v. Transferability of shares 

· Partnership at will (generally), so have to dissolve and reform

· Corporations' shares trade on stock exchange, or even if not traded, can dispose of shares

 d) Taxes passed through to the partners v. Taxed on earnings at corporate level and at personal level

· “Double taxation” is the main drawback of a corp.  All entities are taxed.

· Many real estate ventures done as partnerships, b/c it can just be a paper loss – can write off cost over a period of years though the building is actually increasing in value – and write them off on taxes

· Partnerships and S corp have the same advantage – pass taxes through to owners.  Use loss to offset gain from other venture

 e) Partners have equal share in management 

· Partners can K around this in PA.  You can set different ground rules

 f) Partnerships have Flexible rules 

 g) Corporations continue indefinitely

· Someone who wants out of a corporation can sell shares, and there's some agreement in place so that (closed) corporation can buy shares back 

The Nature of the Corporation

 I. Promoters and the Corporate Entity

 A. Southern-Gulf Marine Co. No. 9, Inc P v. Camcraft, Inc. D  

 i. FACTS:  P contracts to buy boat from D.  Both entities, one formed and one yet to be formed, sign purchase agreement for boat.  P corp is currently not incorporated, agreement says it will be incorporated in TX.  Now price of boat goes up.  D could sell the boat for more, so they want to get out of K.  P corp finally forms, in Cayman Islands, so the vessels aren't subject to US laws.  Then D defaults, and P sues for specific performance.

 ii. RULE of Estoppel:  Where a party has contracted with a corporation, and is sued upon the contract, neither is permitted to deny the existence, or the legal validity of such corporation.  To hold otherwise would be contrary to the plainest principles of reason and of good faith, and involve a mockery of justice. 

 iii. Rule – de Facto Corporation: A court may treat a firm not properly incorporated as though it were a corporation (a de facto corporation)  if the organizers (i) in good faith  tried to incorporate, (ii) had a legal  right to do so, and (iii) acted as a  corporation.

 iv. If Barnett had never incorporated, then they could have gone after him.  Because he signed the first letter of agreement personally, AND as a corporation.  

 v. Planning – 

 a) want a personal guarantee in the first letter of agreement.  

 b) Have some mechanism to make sure they form the corporation

· What if they form a shell corporation (w/ no assets)?

 c) Want to be able to keep them on hook . . . some kind of security . . . require at least enough money in it, to pay for the ship.

· Want corp to be able to pay capitalization

· require amt of capitalization (difference between what they owe you, and the amount they have in the corporation)

· Do everything do make sure there's enough money in corp to get paid.

· loan money for ship; get a security agreement where ship secures the loan.  

 d) Don't require progress payments

 II. The Corporate Entity and Limited Liability

 A. Exception to the General Rule of Limited Liability -- The corporate entity will be disregarded (an alter ego theory justified) and the veil of limited liability pierced to hold shareholders liable, when multiple factors occur:  (one factor alone not necessarily dispositive – Corps have to look like a guilty shell)

 i. When anyone uses control of the corporation to further his own rather than the corporation's business.  Anyone = the individual(s) P seeks to make liable  NY

 a) Understand:  Benefits to the corp and benefits to the shareholder of the corp are different!  Is gain financial investment back into the firm, or monetary dividends paid to stockholders, or promoting idealistic, non-fiscal ends (how else?) 

 b) Such identity of interest and ownership that the separate personalities of the corporation and the individual [or other corporation] no longer exist  IL

 c) Based on Agency theory – the Corp is the Agent and the Agt's actions bind the PP.

· Perhaps individual is carrying on the business for his individual benefit, or in his individual capacity.

· corporation acts as a “dummy” for its individual stockholders who are in reality carrying on the business in their personal capacities for purely personal ideals rather than corporate ends (fiscal gain?).  

 ii. Fail to maintain adequate corporate records or to comply with corporate formalities IL  

 a) Ea corp should have a separate certificate filed w/ Sec of State, as well as

 b) Separate bylaws and articles of incorporation.

 iii. Commingling of multiple corporations' funds or assets  IL and NY

 a) Intermingling of financial assets is bad -- liquid assets like stocks, securities, money.  

· I.e. shuttling personal funds in and out of the corporations “without regard to formality and to suit his immediate convenience”  

 b) Intermingling physical assets is not looked upon as negative, b/c that can be done for efficiency (e.g. one garage for all cabs, one mechanic for all cabs)

 ii. One corporation treating the assets of another corporation as its own.  IL 

 a) Sea-Land case.  Ea corp was being funded and using funds from other corps, b/c that's how the PP/President was running them.

 iii. Undercapitalization (intentional)  IL

 a) Can lead to inference of fraud if the corp is merely a shell corp.  However, this is not often taken into account.

 b) “Corporate form may not be disregarded merely because the assets of the corporation, together with the mandatory insurance coverage of the vehicle which struck the plaintiff, are insufficient to assure him the recovery sought.”

 iv. Used corporations to avoid responsibilities to creditors  IL law

 v. One of the corporations or its shareholder(s) will be unjustly enriched if no liability

 a) Can pierce veil if corps are created so that creator can manipulate corps and assets for own personal use; if the corps are “alter egos” of the natural person.

 vi. Show “enough” injury to invoke court’s equitable powers  IL  

 a) Circumstances must be such that adherence to the fiction of separate corporate existence would sanction a fraud (intentional wrongdoing) or permit injustice

 vii. Promote Injustice  IL and dissent in NY

 a) Must be something beyond creditor’s inability to collect from corporation.  

 b) Must be more than having an under-capitalized corporation.  

 a) Need to prove!  Difficult!  Evi beyond allegation!

 B. Factors cited in favor of piercing the veil

 i. Policy:  FAIRNESS.  

 a) Don't let corporate structure be abused as a strong shield to avoid responsibility, especially to foreseeable plaintiffs, b/c the law meant to grant recovery to injured, not to provide shelter for cabdrivers.  

 C. 3 possible causes of axn in these cases 

 i. (1) enterprise liability 

 ii. (2) Agency / respondeat superior – Cardozo likes this one. 

 iii. (3) disregard of the corporate entity

 D. Roman Catholic Archbishop of San Francisco D v. Sheffield P  Cal App 1971

 i. FACTS:  P buys a St. Bernard from a Roman Catholic monastery in Switzerland.  Monastery refuses to ship dog until P pays entire purchase price plus “fees”.  Monks told P $60 already paid would not be refunded.

 a) this is bad practice.  Don't pay more than ½ price until it's in your hot hands, or client's hot hands.  That's what financial managers would say.

 ii. HOLDING:  Agency theory falls apart – separate churches are at most subsidiaries of the Pope.  P has to prove liability of the Pope before he can reverse pierce the other subsidiaries. 

 iii. Sheffield sues all tiers of the Roman Catholic Church d.b.a., under a theory of Agency.  (same arg defeated in sex abuse cases)

 a) argues there exists a unity of interest and ownership between all and each of the Ds so that the franchises, the archbishop of SF and the Canons Regular, were a mere shell and a naked framework which the Ds  .. . have used and now use as a mere conduit for their ideas, business, property, and affairs . . . also all Ds are alter egos for each other (they are each acting for each other).

 b) P has to prove: Vatican has Control?  Common purpose?  Standardization?

 c) Vatican makes the policy, Vatican makes promotions.    

 d) Vatican City is not subsidizing the debts of each tier . . . Sheffield had to argue ideas because that's what makes them standard.  Business of Vatican IS religion.  

 iv. Archbishop of SF argues

 a) Not a party to the K – and he's suing on a implicit, perhaps oral K. 

· Had no knowledge of the transaction, nor did anything to ratify it.  

· SF franchise (Archbishop of SF) had no business interest or dealings w/ the plaintiff or the other franchise (Cannons Regular)

 b) Canons of church (old statutes of the Vatican) specify that each diocese are “distinct legal entit[ies]”, and each shall be managed separately.  (=sovereign nations)

· Archbishop was a “distinct legal entity” formed “to administer ecclesiastical property and temporal affairs in the Archdiocese” of SF.  

· The P's agency theory lost in every sex abuse case b/c of canons 13 century which spells out that each diocese is a separate entity

 c) P can't sue Vatican city b/c it has sovereign immunity.  

 v. Rule: Alter Ego Theory (CA law uses this rather than using language of piercing the veil)

 a) “It must be made to appear that the corporation is not only influenced and governed by that person (or other entity), but that there is such a unity of interest and ownership that the individuality, or separateness, of such person and corporation has ceased, and the facts are such that an adherence to the fiction of the separate existence of the corporation would, under the circumstances, sanction a fraud or promote injustice.”

 b) (1) Commingling of funds and other aspects of the two entities

 c) (2) Holding out by one entity that it is liable for the debts of the other

· Cardozo.  Relies on Agency theory -- some cts do this more, some less 

 d) (3) Identical equitable ownership in the two entities

· in SeaLand case, couldn't have gotten to corp owned ½ by Marchese and ½ by someone else

 e) (4) Use of the same offices and employees

· met in SeaLand case, not in Archdiocese case

 f) (5) Use of one as a mere shell or conduit for the affairs of the other

· This was P's arg in Archdiocese case

· Ct said that nothing would have caused the P to believe he was dealing w/ anyone other than the Swiss, and the governance will make no difference. 

 E. In Re Silicone Gel Breast Implants Products Liability Litigation  Alabama?  1995

 i. This case in book because it was wrongly decided.  The court was trying to hold someone liable in tort, and allow victims to recover – they pierced the veil but shouldn't have.  Authors think the victims should have been forced to proceed on a K theory under “implied warranty of quality,” where P'd have to show “negligent or grossly negligent in manufacturing.”  (Two theories can't be used by Ps.  No direct liability – they didn't manufacture the products.  No direct profit from sale – profit was indirect.  (have to honor corporate form))

 ii. FACTS:  Ps don't necessarily know who manufactured gel implants.  Ps sue everyone; want to hold BMS liable, so have to pierce the veil.  Two manufacturers (Y Surgical Specialties and Asthetech Corp) owned by third (Medial Engineering Co (MEC)), in turn owned by deep pocket (Bristol-Myers Squibb Co).

 a)  Ps arg:  either direct liability, or corporate control.  BMS says limited corporate liability, can't be held responsible. 

 iii. HOLDING/RULE: set of factors which establish “control”.  Ct stretches A LOT.   This is a good comparison of the differences between “control” and parent/subsidiary relationships.  

 a) Parent and subsidiary have common directors or officers.  

· Shared officers alone is not enough.

· MEC's board was 3 people; 2 were Bristol empees.  Common for a subsidiary.

 b) Parent and subsidiary have common business departments.  

· Common for a subsidiary.  

· Standardized forms are common among parent and subsidiary.

 c) Parent and subsidiary file consolidated financial statements and tax returns

· Mandated by IRS, they have to do this.

 d) Parent finances subsidiary

·  Common, so the parent can get the lower interest rate.  Operating assets held at subsidiary level, and financial assets are at parent level.

· Financing of purchase of YSS and Asth?  BMS loans money to MEC to buy cos.

 e) Parent incorporated the subsidiary

· of course, this is how subsidiaries are formed

 f) Subsidiary operates w/ grossly inadequate capital 

· we don't look at how well corps are capitalized, as a general rule.  unless they are insolvent!

· Undercapitalization satisfies shareholders' need for control and domination.  

· Having an undercapitalized subsidiary is very common, esp when starting a new business, until it proves it can pay for itself.

 g) Parent pays salaries and other expenses of subsidiaries

· Not enough by itself.  Not enough facts to know if that would cut for them or against them.

 h) Subsidiary receives no business except for those given to it by parent

· Typical for a vertically integrated company, in order to have a sure source of supply.  Trying to capitalize on economy of scale from vertical integration.  Common in USA – it used to be theory that you wanted to own suppliers

 i) Parent uses the subsidiary's property as it's own.  

· What is court talking about?   Subsidiary did use parent's property when using packaging plastered w/ parent's name.   

· Same packaging – seen in franchise or lender cases w/o liabilities.  

 j) Daily operations of 2 corps were not kept separate

· Here they were kept separate, except where more efficient to keep in head office.

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

· This is what the court hangs their hat on.  Though parent and subsidiary were required to file a joint tax return together as a wholly-owned subsidiary.

· They didn't comply w/ what separate corps are supposed to do.  No annual meetings!  

· The board never met, and when it did meet, often the MEC person designated their vote.  

 iv. Only out-of-ordinary evi!  They failed to hold board meetings!

 a) Usually to pierce corporate veil, needs unjust enrichment, manifest unfairness or injustice, some fraud, or at the time of manufacturing BMS knew product would cause harm 

 F. Practice Advice -- Can BMS be liable?

 i. Only thing BMS could have done differently is (1) make sure they have meetings on an annual basis (2) don't let them use the name.  Keep name and reputation separate.


 ii. MEC using BMS name gives Apparent Authority in Agency relationship.  But in order for that theory to work, have to show 3rd party somehow relied on that.  Here they can't show that, b/c they didn't know whose implants they got. 

 a) No culpability for holding self out, absent gross negligence

 iii. Fairness theory: most efficient risk spreader is BMS.  They play, they pay.  They put their names on the box for a reason.

 G. Frigidaire Sales Corporation v. Union Properties, Inc. WA 1977

 i. Facts:  Case involves an LLP, through which Ds act.  (General partners are always personally liable, but get around that by having a corporation be the general partner, then the limited partners are protected.)  Union Properties Inc is the general partner in Commercial Investors LLP with limited partners Mannon and Baxter, who also happen to be only 2 shareholders in Union, as well as being the the officers and directors of the general partner Union.  Commercial Investors LLP had a K with Frigidaire Corp.  Mannon and Baxter held themselves out as officers of Union Properties, and were incredibly careful to observe the corporate form.  They didn't reveal they were the sole shareholders.

 ii. Frigidaire was aware, and could have asked.  Fr relied upon the credit of the general partners.  

 iii. RULE: Difficult to pierce veil.

 a) Corporate form statutorily permitted, so substance/justification mostly ignored

 b) Did limited partners exercise enough control to justify piercing the veil

· not even close, they always acted in their corporate capacities.  

· “scrupulous separation” of actions on behalf of corporation & personal actions

 a) Was injustice great enough:  P needs to prove unjust enrichment, manifest unfairness or injustice, some fraud, or at the time of manufacturing knew product would cause harm   

· undercapitalization of corporate general partner is not wicked enough!  

 c) This case is different from Hacienda farms case—not in bankruptcy court.  

 iv. Differences between 2 cases, Breast Implant and Frigidaire: 

 a) Commercial Investors LLP was so small it was easy to hold the corporate meetings.  Also here we're talking about K theory, before it was tort theory.  Also the P is a corporation who can defend self.  

 b) In both cases we try to talk about shareholders—the person or business org who is the PP.

 H. Practice and Planning:

 i.  LLP is a typical structure used to avoid liability to all natural persons.  

 ii. People suing the LLP can only get the assets of the GenPartner, OR if they can pierce the corporate veil.

 iii. Form over substance!  Win when attys are smart, lose when attys are dumb!  

 iv. Good attys limit liability, e.g. limit shareholder voting rights if there's dissident shareholders, or if partners are trying to defect.

 II. Shareholder Derivative Actions      18 July 2007

 A. Introduction

 i. Shareholders are the PPs, and the corporation should be acting for the benefit of the shareholders.  

 a) An Agt has a duty of undivided loyalty to the PP! 

· 10 years ago, Corp has a duty to maximize profits to shareholders.  

· Now, have to  consider statutes as well (local economy, employees, etc).  

 ii. ISSUE:  How do the shareholders, the PPs, motivate the people they've hired, the BOD and the CEO (their agents) to take  actions which will maximize their return!?  

· Try to align shareholder interests and officer interests.  

· Historically, give CEO shares in corporation, or options to buy shares in corporation.  

· Shareholders can't exercise day-to-day control over corp.  That would give justification for piercing the veil.  

· Shareholders set rules in articles of incorporation and the bylaws, but the BOD makes the day to day decisions which run the corporation.  

 iii. ISSUE: What remedy to the shareholders (principals) have if their agents (Board or CEO) cause the Corporation to take actions against the shareholders' interests?  When can PP force agent to act in PP's best interest?  e.g. if agent embezzles funds, what actions can shareholders bring?  

 a) Shareholder first brings a derivative suit: steps into corporation's shoes and seek in its right the restitution the shareholder can not demand on their own.  Then, if management of corp obstructs remedy, the ct (of equity) will hear the direct suit.  The direct suit functions as the corporation's cause of action, through the stockholder as P w/ the corporation as the D. 

 b) Derivative suit -- Suit in equity against corporation to compel it to take action against the third party (usu an executive of the corporation, CEO, who is alleged to have enriched themselves at the corporation's expense).  

· A suit is a derivative suit if it alleges a loss to the corporation.  

· Recovery would go to the corporation, not to the P/shareholder.

· The corporation is the P, represented by the Shareholder (shareholder can't control)

· The Suing Shareholder acts as trustee for other shareholders

· Shareholders don't elect the party who brings the suit

· Problem: nuisance suits & strike suits – brought just for settlement value

· States' solution to efficiently prevent:  States require bonds or a demand on the corporation (take legal action to recover damages) or both.

· Business Judgment Rule (BJR):  A judicial deference to presume propriety in a board's decision.  Used defensively to protect a previous decision from attack.  Courts defer, don't second-guess or overturn decisions by officers / managers of co.  Unless can show bad faith, or decision was made w/o reasonable inquiry and so was uninformed, or board was acting in its own best interest.  

· Leaves managers with unfettered discretion as they gamble with other people's money

 b) Direct Suit – A suit against the corporation, brought by a shareholder, who alleges a loss to the shareholder

· shareholder should be able to control b/c it's just like another lawsuit

· PLSRA attempts to control nuisance shareholder suits by requiring particularized pleading, controlling the selection of the lead plaintiff (if a class action), controlling attorneys fees, and a stay of discovery pending a motion to dismiss.  

· based upon perception there were too many nuisance suits brought against corporations.  

 ii. Cohen P v. Beneficial Industrial Loan Corp D  S.Ct 1949

 a) RULE: States can manufacture rules of procedure which affect shareholder's derivative suits against corporations, such as requiring bonds.

· Policy: Attempts to prevent nuisance suits seeking quick payoff, but retain suits where an unelected shareholder representative P seeks to end corporate mismanagement.  

 a) Facts: NJ passed  a law, making small-time shareholders liable for court costs & fees; if instituting or maintaining action against corp, they would have to put up security for “reasonable expenses including counsel fees which may be incurred . . . by action”.  This entitled the corporation to indemnity.  

· You would expect a class action if $100,000,000 of corporate funds were diverted through fraud and mismanagement!

 iii. Eisenberg v. Flying Tiger Line, Inc.  NY 1971

 a) ISSUE:  Is COA personal, or derivative?  If derivative, P must post a security (indemnity bond) for corporation's costs.  If personal, he does not.  

 b) FACTS: P seeks to overturn a reorganization and merger D went through in 1969.  Company reorganized to engage in more business activities, borrow more cheaply, AND regulations apply only to subsidiary, not to entire company.  Stockholders now own stock in a holding company; used to own stock in co having business operations (which is now subsidiary).  P says this was done to dilute minority shareholders' voting rights which previously effected the business operations.  His right to vote his shares in the operating company is important to him. 

 c) DE RULE on Derivative Actions: Look to see who suffered the harm alleged in the complaint, and who would receive the benefit of any recovery or remedy.

· A suit is derivative, if the gravamen of the complaint is injury to the corporation.  

· And only if brought in the right of a corporation to procure a judgment “in its favor”.  

· A suit is individual and not derivative if the injury is one to the P as a stockholder and to him individually, and not to the corporation; 

· where a P/shareholder does not challenge acts of the management on behalf of the corporation; 

· he challenges the right of the present management to exclude him and other stockholders from proper participation in the affairs of the corporation.  He claims that the Ds are interfering with the P's rights and privileges as stockholders.

· individual suits may take the form of a representative class action. 

 d) Practice: Now shareholders have to go along w/ voting majority.  They can demand to be bought out, or go along w/ reorganization.

 iv. Note on Settlements and Attorney Fees – The system sucks.  Attys are the real parties in interest, who sue just to get a settlement out of court.  Attys will happily settle rather than litigate, and the managers of the co will also settle to avoid personal liability.  So both sides support a settlement agreement, and then the busy judge is likely to approve that settlement agreement, although the suit provides no real benefit to prevent future improprieties.   

 B. The Requirement of Demand on the Directors

 i. Grimes v. Donald

 a) Grimes, the shareholder, alleges: BOD abdicated directorial duty by signing a ridiculous employment K for the CEO.  Violates duties of due care, waste, and excessive compensation.  

 a) Direct action owed to the shareholder:  “Abdication of directorial duty” meant board couldn't manage the corp, by signing a K to not interfere w/ Donald.  This effects the PP.

 a) Derivative actions owed to the corporation: The managers act for the corporation, and owe the corp the duty of care.  If they waste corporate assets, the corporation has the right to recover.  If they have paid him to much, the corporation has the right to recover.

· Directors are not allowed to delegate duties “which lie at the heart of the management of the corporation”.  Have a duty to use own best judgment on management matters.  Ct says delegation or limiting opportunities can be a 'business judgment”; compares it to opportunity costs.

 a) RULE:  A pre-suit demand on the board is required before a shareholder files a derivative suit; only excused if it would be futile to make the demand.  Demand is only futile when P has a reasonable doubt that directors can make a fair decision. -- act in own interests, not shareholders interests.  

· When Demand is Futile, and P doesn't have to make a demand on the corp

· When a majority of the board has a material financial or familial interest in the challenged transaction

· When a majority of the board is dominated or controlled by the alleged wrongdoer, resulting in their incapability to act independently; or

· When the challenged underlying transaction was not the product of a valid business judgment.

 b) Policy behind requiring demand

· (1) Action is representative.  One shareholder should not be allowed to waste assets of other shareholders

· (2) Purpose is to allow corporation to take over COA or reject it.  Demand is only futile when P has a reasonable doubt that directors can't be expected to make a fair decision. -- act in own interests, not shareholders interests.  

 c) Catch-22:  if demand is made and board refuses to take action, under DE law P concedes it was required (board was not under control of someone else) so P loses.  (P can no longer claim the demand would have been excused)

· Then P says “wrongful refusal to pursue the suit”.  The decision of the board to not pursue the suit is was entitled to the protection of (to the benefit of presumption in favor of) the business judgment rule.  To counteract this, the P has to allege facts with peculiarity to establish a reasonable doubt that the board is entitled to the protection of the business judgment rule.

· Well-advised P goes straight to suit!  Don't get caught in the circular logic!

 ii. Marx v. Akers   NY 1996 -- IBM.  P was well advised; made no demand on the board.

 a) FACTS:  Derivative suit alleging that during a period of declining profitability the directors wasted corporate assets by awarding excessive compensation to IBM executives and outside board members (not employed by IBM—may not have knowledge of day-to-day running, but are smart people on boards of many companies)  (15 of 18 board members).

 b) Case looks at DE 2-STEP RULE in the disjunctive, so only need one:

· (1) Is director interested? If so, demand is excused

· Of course three insiders are interested in how much they are paid.  But they can't change wage alone; can't control the vote.  That, together with the Business Judgment Rule, gets this one allegation thrown out.

· The 15/18 directors are interested.  They control the vote.  Making a demand on them would be futile b/c they wouldn't vote to sue themselves.

· SO THE DEMAND WAS EXCUSED!

· (2) Has board exercised Valid Business Judgment – both procedurally (by making an informed decision) and substantively (analyzing the terms of the transaction and getting the “best” deal available for the corporation)

· P posed evi saying there was a Compensation Committee and they got an outside consultant to give advice – that's valid business judgment

 c) Case adopts a NY Demand/Futility rule

 d) Demand is excused because of futility when a complaint alleges w/ particularity

· (1) That a majority of the board of directors is interested in the challenged transaction.  Director interest may either be self-interest in the transaction at issue…, or a loss of independence because a director with no direct interest in a transaction is “controlled” by a self-interested director.  

· (2) That the board of directors did not fully inform themselves about the challenged Xaction to the extent reasonably appropriate under the circumstances (the RPP test, applied to BsOD)

· (3) That the challenged transaction was so egregious on its face that it could not have been the product of sound business judgment of the directors.  

 iii. Problem:  Making the demand is futile b/c essentially by making the demand you've conceded everything you'd need to bring the suit!

 a) ABA response:  RModel Business Corporation Act §7.42 (1984)

 iv. RMBCA §7.42 – Demand

 a) No shareholder may commence a derivative proceeding until:

 b) (1) A written demand has been made upon the corporation to take suitable action; and 

 c) (2) 90 days have expired from the date the demand was made unless the shareholder has earlier been notified that the demand has been rejected by the corporation or unless irreparable injury to the corporation would result by waiting for the expiration of the 90-day period.   

· corp'n gets to stall

 v. RMBCA §7.43 Stay of Proceedings

 a) If the corporation commences an inquiry into the allegation made in the demand or complaint, the court may stay any derivative proceeding for such period as the court deems appropriate 

· indefinite stay at the corp'n discretion!  

 vi. RMBCA §7.44 – Dismissal

 a) (a) A derivative proceeding shall be dismissed by the court on motion by the corporation if one of the groups specified in subsection (b) or (e) has determined in good faith, after conducting a reasonable inquiry upon which its conclusions are based, that the maintenance of the derivative proceeding is not in the best interest of the corporation

 b) (b) Unless a panel is appointed pursuant to subsection (e), the determination in subsection (a) shall be made by: 

· (1) a majority vote of qualified directors present at a meeting of the board of directors if the qualified directors constitute a quorum

· (2) a majority vote of a committee consisting of two or more qualified directors appointed by majority vote of qualified directors present at a meeting of the board of directors, regardless of whether such qualified directors constitute a quorum

· qualified director = any director (Some cts say.  Some say qualified = disinterested)

 c) (c) If a derivative proceeding is commenced after a determination has been made rejecting a demand by a shareholder, the complaint shall allege with particularity facts establishing either (1) that a majority of the board of directors did not consist of qualified directors at the time the determination was made or (2) that the requirements of subsection (a) have not been met

 a) (d) If a majority of the board of directors consisted of qualified directors at the time the determination was made, the plaintiff shall have the burden of proving that the requirements of subsection (a) have not been met, if not, the corporation shall have the burden of proving that the requirements of subsection (a) have been met.

·  Shift the burden of proof, but only after P has met original burden

 a) (e) Upon motion by the corporation, the court may appoint a panel of one or more individuals to make a determination whether the maintenance of the derivative proceeding is in the best interests of the corporation.  In such case, the plaintiff shall have the burden of proving that the requirements of subsection (a) have not been met.

 vii. RMBCA §7.45 – Settlement

 a) A derivative proceeding may not be discontinued or settled without the court’s approval.  (req ct to watch over) If the court determines that a proposed discontinuance or settlement will substantially affect the interests of the corporation’s shareholders or a class of shareholders, the court shall direct that notice be given to the shareholders affected. (before the action – tho doesn't give rt to vote or take any action)

 viii. RMBCA §7.46 – Payment of Expenses

 a) On termination of the derivative proceeding the court may:

 b) (1) Order the corporation to pay the plaintiff’s reasonable expenses (including counsel fees) incurred in the proceeding if it finds that the proceeding has resulted in a substantial benefit to the corporation;

 c) (2) Order the plaintiff to pay any defendant’s reasonable expenses (including counsel fees) incurred in defending the proceeding if it finds that the proceeding was commenced or maintained without reasonable cause or for an improper purpose; or

 d) (3) Order a party to pay an opposing party’s reasonable expenses (including counsel fees) incurred because of the filing of a pleading, motion or other paper, if it finds that the pleading, motion or other paper was not well grounded in fact, after reasonable inquiry, or warranted by existing law or good faith argument for the extension, modification or reversal of existing law and was interposed for an improper purpose, such as to harass or cause unnecessary delay or needless increase in the cost of the litigation.

· is “unnecessary delay” of the transaction, or of the litigation?  what does it modify in that sentence?

 C. The Role of Special (Litigation) Committees (SLCs) -- NY Rule:  BJR applies to substantive decision but court will review procedure of appointing SLC and methodology.  Only disinterested directors may make decision when some directors are accused of wrongdoing.  The SLC committee itself has the power of the entire board delegated to itself.

 i. Auerbach P v. Bennett  D

 a) FACTS:  Corp proactively investigates possible bribes and kickbacks.  Asks Audit committee to investigate with independent outside counsel and outside auditor.  Finds evidence of bribes and kickbacks paid by individual board members.  Auerbach, Stockholder files derivative lawsuit against directors.  Corp appoints Special litigation Committee to determine if suit should proceed.  

· SLC comprised of 3 disinterested board members, who were hired after the suspect transactions.  It has full power of the Board to make the decision.   Results: determines audit committee acted correctly, & no board members violated duty to corporation, & suit is not in best interest of the corp 

· Procedural Factors: Engaged outside counsel; thorough review of auditor; reviewed all transcripts and evidence; questioned company managers

 a) Business Judgment Rule:  A court will not substitute its judgment for that of the company management (will not overturn the substantive decision of the SLC to not pursue the suit) if the decision was made in good faith after reasonable investigation and due deliberation by the board.

 a) “Prudent Policy” Rule: . . . when individual members of a board of directors prove to have personal interests which may conflict with the interests of the corporation, such interested directors must be excluded [from the decision] while the remaining members of the board proceed to consideration and action . . .

·  BJR applies where some directors are charged with wrongdoing, so long as the remaining directors making the decision are disinterested and independent

 ii. RULE: Analysis of the Special Committee, to determine disinterested independence

 a) Selection of Procedures to pursue its goal (i.e. selection of committee, independence of committee actions, and inquiry into issue)

· Court looks at procedure & methodology for adequacy & appropriateness

· Investigation has to be in good faith, requiring

· The areas and subjects to be examined are reasonably complete and there has been a good faith pursuit of inquiry in those areas and subjects

· Investigation can’t be “so pro forma or halfhearted as to constitute a pretext or sham…”

 a) The Substantive Decision, stemming from the procedures and the generated data, to drop suit

· Ct doesn't look at -- within ambit of business judgment rule

 iii. Zapata Corp D v. Maldonado P  FACTS:  P brings derivative suit in 1975, alleges breach of fiduciary duty against all board members.  No demand because would be futile: suing all members.  In 1979 old BOD hires 2 new guys, appoints them to Independent Investigation Committee (SLC).  

 a) Issue (stated different ways):  

· Who Should Speak for the Corporation in a Derivative Suit?

· Does the stockholder have a right to maintain a derivative suit?

· When can an authorized board committee (SLC) cause dismissal of derivative litigation instituted for the benefit of the corporation?

· What is the proper role of the court in the Board of Directors v. Shareholder battle?

 iv. BJR in this instance:  A judicial deference to presume propriety in a SLC's decision.  Defensively protects a decision  dismissing a derivative suit from attack.  Trust independence/disinterestedness of investigating members, making a decision after undertaking a reasonable investigation, having good faith in action.

 v. RULE:  

 a) Step 1: A shareholder must make a demand upon the board to start a derivative action.  A demand, when required and refused (if not wrongful), terminates a stockholder's legal ability to initiate a derivative action.  

 b) Step 2: If demand excused then stockholder may initiate suit.  This exception to requirement of making demand ripens when shareholder can show demand would be futile.     

· Board members, owing a well-established fiduciary duty to the corporation, will not be allowed to cause a derivative suit to be dismissed when it would be a breach of their fiduciary duty. -- McKee

 c) Step 3:  If a SLC THEN decides to dismiss the suit, the Court can review this decision by corp to not pursue suit.

· (1) Burden on board to establish independence, good faith, and a reasonable investigation.  The Court should inquire into the independence and good faith of the committee and the bases supporting its conclusions.

· Corp moving to dismiss must show no genuine issue with respect to a material fact

· (2) Ct looks at TOC & the spirit of the dismissal, wherein the courts use own business judgment to determine if this decision is in best interest of the corp.  Weigh corporate interest along with law and public policy

· Opinion suggests ct will allow discovery.

 vi. In Re Oracle Corp. Derivative Litigation

 a) FACTS:  Allegations of insider trading by four prominent directors of Oracle corp.  Used inside day to day information to sell stocks right before the corp does not meet earnings.  Corp appoints SLC to review derivative suit.  Persons have strong social and financial ties to the Professors appointed through donations to their university and academic connections of professors reviewing the actions of one of their own.

 b) RULE:  Independence of SLC

· “At bottom, the question of independence turns on whether a director is, for any substantial reason, incapable of making a decision with only the best interests of the corporation in mind.  That is, the [DE] S. Ct. cases ultimately focus on impartiality and objectivity.”

· SLC has burden of establishing its own independence

· Shifts burden of persuasion

· Allows discovery about independence

· Court of Chancery must exercise “careful oversight of the bona fides of the SLC and its process.”

· Demand or not

· Direct or derivative

· Review of board decision not to pursue

· BJR

· independence of the board

· Principle/Agent theory and its convolution in this context ie why do individual shareholders not have control over their agent corps

 II. The Role and Purposes of Corporations

 A. A.P. Smith Mfg. Co. P v. Barlow D  N.J. Sup Ct 1953  FACTS: Corporation involved in community contributed $1.5K to Princeton's maintenance.  Donation questioned by stockholders.  Ct says, alteration of stockholders' rights is not much.  

 i. Ct noted factors: Donation not made indiscriminately, not for personal purposes, Amt was modest, within statutory limitations, and it would aid public welfare w/i the community in which it operates. 

 ii. P argues policy, D argues letter of the law

 a) Interest as a community member

· The public expects corporations to aid philanthropic and benevolent institutions

· Corporations obtain goodwill through this aid

· Private universities need to remain privately funded to remain non-governmental, and be a fountain of free ideas.  

 b) Self-interest of Corporation 

· donation creates a favorable environment for their business operations

· assure properly trained personnel for emp'mt

· long-range interest in well-educated persons to buttress good government, free market, and capitalism.  Arguably helps stockholders, emp'ees, customers.

 iii. Authority

 a) Rule 1: Common law authority backs BJR IF there's “direct” benefit to the corp.

· cts have been liberal in finding this, always

 b) Rule 2:  States charter corps, and may alter K between state and corporation at any time through reserved power.

· General rule 3 w/ exceptions: States may not alter a contract between shareholders and their corporation.  

 c) NJ statute expressly authorizes the contribution, yet statute passed after incorporation

· State legislation adopted in the public interest and applied to pre-existing corporations under the reserve power [RETROACTIVE] has repeatedly been sustained by the US S. Ct above the contention that it impairs the rights of stockholders and violates constitutional guarantees. 

 iv. Practice Analysis – sometimes donation is an expressly delegated “power” of the corporation rather than a purpose.  If it's a power it can be read as merely an authorization to make charitable contributions that serve the basic purpose, which is to maximize profit. 

 a) Doesn't have limiting language that says “for business purposes” in DE

 b) Some articles of incorporation say corporations can make donations “regardless of specific corporate benefit” (CA).  Specific corporate benefit test is gone!  Broaden the categories, too.  

 c) “irrespective of corporate benefit” (NY)

 d) PA:  Directors “may, in considering the best interests of the corporation,” consider the effects of their actions on “any or all groups affected by the actions including shareholders . . . . ”  

· This appropriates wealth away from the shareholders and to the creditors and employees.  Stock value went down 5%.  Don't see hostile takeover in PA!

· Directors “shall not be required, in considering the best interest of the corporation or the effects of any action, to regard any corporate interests or the interests of any particular group affected by such action as a dominant or controlling interest or factor.”  This says you can't take shareholders into account!   Teach says: should those other groups have a say?  They're not putting money up, in accepting losses of the corp.  They are not taking the risk of $ loss (creditors get paid first), why should they get the benefit of the profit?

 e) Note  Courts have been extremely tolerant of “business judgment” of officers and BOD, if a charitable donation will be good for the corp in the long run.  

 B. Dodge P v. Ford Motor Co. D  MI S. Ct  1919  Facts:  1916 Ford wanted to quit paying out special dividends and reinvest profits in the business.  Raised workers' wages from $2.50 to $5 /day to eliminate absenteeism.  Decision entrusted to BOD, but P could not control the vote b/c Ford owned 58% of common shares while P (Dodge bros) owned 10%.

 i. P argued it's not in best interest of co to give this gift

 ii. General rule: payment of dividends is solely at the discretion of the BOD.

 iii. Rule:  “Courts of equity will not interfere in the management of the directors unless it is clearly made to appear that they are guilty of fraud or misappropriation of the corporate funds, or refuse to declare a dividend when the corporation has a surplus of net profits which it can, without detriment to its business, divide among its stockholders, and when a refusal to do so would amount to such an abuse of discretion as would constitute a breach of good faith which they are bound to exercise toward stockholders.

 C. Practice:  The purpose of a company has to be written into the charter!  If the purpose is to be philanthropic and spread wealth the BOD should set that purpose. 

 i. To change the business of a partnership, have to have unanimous consent of the partnership

 ii. A Corporation to change it's charter, have to have a vote (charter will say unanimous, or simple majority, or whatever ratio . . . )     

 D. Shlensky v. Wrigley    Facts:  A Derivative suit by a shareholder who wants to force the Maj to put lights in at Wrigley field.  Legal theory: negligent mismanagement, team should have lights, and night games, and damages.  Wrigley owns 80% stock.  He says no night games b/c (1) baseball is a daytime sport.      

 i. RULE:  Can only win/maintain a derivative suit, and pierce the corporate veil, IF 

 a) BOD is (Wrigley is) using corp for personal gain & self interest.

· Personal belief can be a factor, but can't be a primary factor under any rule for fiduciary duty!  Esp. not Cardozo's rule.  

 b) If BOD's decisions are fraudulent.  

 c) or Illegal

 d) or there's a Conflict of interest. 

 e) Business Judgment Rule! The judgment of the directors of corporations enjoys the benefit of a presumption that it was formed in good faith and was designed to promote the best interests of the corporation they serve.  

· Business judgment rule insulates the BOD from prosecution for their bad decisions.  

 ii. Ct says P needs in order to win: Cubs would be profitable if they had night games w/ lights (hard to show – even showing the $ of other teams w/ night games).  Lights would be a benefit even when operating costs included (expert testimony).  P needs to show direct relation between attendance and loss (but what else can he show?).  

 a) Is failure to do what other profitable teams in the league are doing a dereliction of duty or waste of corporate assets?  Not to this court.   

 iii. Practice:  In court, want Wrigley on the stand to be as opinionated and big-mouthed as possible,  Want him to look like a millionaire indulging his whim, so it looks like he's running this for personal 

 a) Can't attack the substance of the decision but can attack the procedure of the decision!

 b) What inquiry did you make to determine the profitability of this decision?  Was there a reasonable investigation made?  (time of lighting, costs of installation, increased ticket sales, bad feeling of neighbors)

 E. ALI §2.01

 i. (a)….a corporation should have as its objective the conduct of business activities with a view to enhancing corporate profit and shareholder gain.

 ii. (b) Even if corporate profit and shareholder gain are not thereby enhanced, the corporation, in the conduct of its business: (1) Is obliged, to the same extent as a natural person, to act within the boundaries set by law; (s) May take into account ethical considerations that are reasonably regarded as appropriate to the responsible conduct of the business; and (3) may devote a reasonable amount of resources to public welfare, humanitarian, education, and philanthropic purposes.

 a) note social responsibility factor!  Courts will take that into account!

 iii. Problems – (1) Business judgment rule

 a) is maximization of profits held to an objective standard or is it a subjective standard – absolutely unclear from caselaw!  

 b) Personal belief, personal gain, personal objective NOT business related.  

 c) Should be an objective standard, but it's not, on the ground.  It's an analysis of mixed-motive factors.   

 d) (2)  “vital change of corporate object” can't be done w/o a vote of the BOD.  

· If person holding majority share of votes on the board proposes a business motive, that's hard to contest.  Minority shareholder can only claim fraud or bad faith if corp goes bankrupt.

The Limited Liability Company

 I. LLCs are critical b/c this is replacing the LLP, where you have to have at least ONE general partner who will be personally liable for debt!  

 A. LLCs combine some characteristics of corporations, and some of partnerships.  

 B. LLCs are only taxed once, when profits earned.  Losses can “pass through” so “members” (not shareholders nor partners) can claim them on individual tax returns.  

 i. Also more flexibility in allocating profit and loss for tax purposes.  

 ii. More flexibility permitted for rules of management and control—may be managed by members (like partnership) or by managers who may or may not be members (as a corporation).  

 iii. There's also LLPs, limited liability partnership.  They started in TX in 1991, and how have spread to q state. 

 II. Uniform Limited Liability Company Act §105 Name

 A. (a) The name of a limited liability company must contain “limited liability company” or “limited company” or the abbreviation “LLC”, “LC”… “Limited” may be abbreviated as “Ltd.”, and “company” may be abbreviated as “Co.”

 i. This is strict about notice to third parties, b/c they cannot rely on the individuals' assets to back up the debts.

 III. Uniform Limited Liability Company Act

 A. §201 A limited liability company is a legal entity distinct from its members.

 B. §202 

 i. (a) One or more persons may organize a limited liability company consisting of one or more members, by delivering articles of organization to the office of the [Secretary of State] for filing

 a) Articles of organization is a piece of paper saying it's being formed.  Doesn't have to be a complete partnership agreement, liability agreement, articles of incorporation or other papers

 b) When drawing up an Agreement of operation/operating agreement, you want to have q you would have in a partnership agreement.

 ii. (b) Unless a delayed effective date is specified, the existence of a limited liability company begins when the articles of organization are filed

 iii. (c) The filing of the articles of organization by the [Secretary of State] is conclusive proof that the organizers satisfied all conditions precedent to the creation of a limited liability partnership.

 IV. Formation

 A. Water, Waster & Land, Inc. D/B/A Westec P v. Lanham D   CO 1998

 i. Lower court found one partner acting as agent for the other partner, and for the LLC (that's questionable, could have been decided wrong!)

 ii. Issue: Are members/managers of an LLC (Lanham D) excused from personal liability when the other party (P) didn't have notice they were contracting with an LLC?  Was there notice?  Holding: Statute gives NO EXCUSE, must reveal status as LLC, beyond their giving of company acronym, in order to have protection from liability.  

 a) Law 1: Statutory protection says “constructive notice if papers filed” (Can be just intent to file, w/o Agreement) 

· Ct construes statutory constructive notice to apply only “where a third party seeks to impose liability on an LLC's members or managers simply due to their status as member or managers of the LLC.”  

· this statute was meant to encourage Agt to disclose PP as a named LLC.

· Principle of statutory interpretation:  derogation of CL shall be done explicitly be legislated, and the statute shall be strictly construed.  

· Policy:  

· To construe otherwise would invite fraud—Agt can't affirmatively mislead party to the K.

 b) Law 2:  Common law Agency doctrine wrt Partially Disclosed Principal.  When a third party sues a manager of member of an LLC under an agency theory, the principles of agency law apply, here:

· Partially disclosed PP makes Agent party to K.  Clark was a party to the K because he was an Agt of both Lanham and PII, with authority to obligate both, and P only dealt with Clark and Lanham on a personal basis, not with them as businessmen – P didn't know they were the PP.

 B. ULLCA § 102 1996 – Notice (e) An entity knows, has notice, or receives a notification of a fact for purposes of a particular transaction when the individual conducting the transaction for the entity knows, has notice, or receives a notification of the fact, or in any event when the fact would have been brought to the individual’s attention had the entity exercised reasonable diligence.  

 i. An entity exercises diligence if it maintains reasonable routines for communicating significant information to the individual conducting the transactions for the entity and there is reasonable compliance with the routines.  Reasonable diligence does not require an individual acting for the entity to communicate information unless the communication is part of the individual’s regular duties or the individual has reason to know of the transaction and that the transaction would be materially affected by the information.

 a) have to have a system in place for checking out businesses you do business with,

 b) you also have to have a way to check that system if being done well 

 ii. ULLCA § 301 1996 – Agency – 

 a) (a) subject to subsections (b) and (c): 

· (1) Each member is an agent of the limited liability company for the purpose of its business, and an act of a member, including the signing of an instrument in the company’s name, for apparently carrying on in the ordinary course the company’s business or business of the kind carried on by the company binds the company, unless the member had no authority to act for the company in the particular matter and the person with whom the member was dealing knew or had notice that the member lacked authority.

· restating law of agency

· (2) An act of a member which is not apparently for carrying on in the ordinary course the company's business or business of the kind carried on by the company binds the company only if the act was authorized by the other members.

· like partnership law

 b) (b) Subject to subsection (c), in a manager-managed company:

· (1) A member is not an agent of the company for the purpose of its business solely by reason of being a member.  Each manager is an agent of the company for the purpose of its business, and an act of a manager, including the signing of an instrument in the company’s name, for apparently carrying on in the ordinary course the company’s business or business of the kind carried on by the company binds the company, unless the manager had no authority to act for the company in the particular matter and the person with whom the manager was dealing knew or had knowledge that the manager lacked authority.

· (2) An act of a manager which is not apparently for carrying on in the ordinary course the company’s business or business of the kind carried on by the company binds the company only if the act was authorized under §404.

 C. ULLCA §404 – Management

 i. (a) In a member-managed company:

 a) (1) Each member has equal rights in the management and conduct of the company’s business; and

 b) (2) Except as otherwise provided in (c), any matter relating to the business of the company may be decided by a majority of the members

 ii. (b) In a manager-managed company:

 a) (1) each manager has equal rights in the management and conduct of the company’s business

 b) (2) Except as otherwise provided…any matter relating to the business of the company may be exclusively decided by the manager or, if there is more than one manager, by a majority of the managers; and

 c) (3)A manager:

· (i) must be designated, appointed, elected, removed, or replaced by a vote, approval, or consent of a majority of the members; and (ii) holds office until a successor has been elected and qualified, unless the manager sooner resigns or is removed.

 d) This looks like partnership law, where you get business stuff done by majority vote.

 iii. (c) The only matters of a member or manager-managed company’s business requiring the consent of all of the members are: (1) the amendment of the operating agreement…(3) an amendment to the articles or organization…(9) consent to dissolve the company, …(11) consent to merge with another entity

 iv. PRACTICE – usually see one person designated as a manager, or a member-managed company, so you don't usually have to worry about having an odd no. of managers.

 D. ULLCA § 303(b) 1996 – Liability of Members and Managers (b) The failure of a limited liability company to observe the usual company formalities or requirements relating to the exercise of its company powers or management of its business is not a ground for imposing personal liability on the members or managers for liabilities of the company.   

 i. Some statutes provide for individual liability for “alleged improper actions” and “when coupled with some other wrongful conduct . . .” 

 E. Fiduciary Duty:  Can't contract away the duty of care, can contract anything else away.  Designed for maximum flexibility.

 V. The Operating Agreement

 A. Elf Atochem North America, Inc.P v. Jaffari D  DE S. Ct 1999

 i. FACTS: D made an environmentally-friendly maskant.  P (experienced corp.) contracts to market D's product.  K is very detailed, 38 pp, & contains distributorship agreement, employment agreement, & governance agreement.  D is an ASSHOLE, P brings derivative suit & tries to get into court in DE though arbitration clause says “CA”.  DE LLC Act sets forum in DE cts.  

 ii. Issue: is an LLC bound by an LLC agreement which it did not itself execute?  If the LLC itself didn't sign the Agreement?  Yes.

 a) P argues that since Malec, the LLC didn't sign the forum selection clause, the derivative claims in the LLC's name should be heard in DE.  Ct says no, the arbitration clause in the LLC agreement is broad enough to cover derivative suits

 b) Policy 1: Statutory forum selection promotes uniformity in law.  

 c) Policy 2: DE favors alternative dispute resolution, including arbitration

· PRACTICE: lawyers prob thought clause was too broad, and the DE courts would have kept it, but they did.  

· CANNOT contract to hold other partner harmless for willfully destructive or negligent acts.  This contracts away the duty of care.  

 iii. Issue: Are K provisions governing dispute resolution (jdxn, subj matter) valid?  Yes, this is not prohibited under the ULLCA.

 a) “It is the policy of [the ULLC Act] to give the maximum effect to the principle of freedom of contract and to the enforceability of limited liability company agreements.”

· maximum flexibility

· can contract around almost every clause, except duty of care!

· This is the same as a corporation.

 b) Effect given in this order:

· 1st, Limited Liability Company Agreement

· 2nd, State Limited Liability Company Act 

· Perhaps policy first, then verbage 

· This will fill in gaps in an otherwise comprehensive, integrated Agreement

· 3rd, other State statute

 B. ULLCA §103

 i. (a) Except as otherwise provided…, all members of a limited liability company may enter into an operating agreement, which need not be in writing, to regulate the affairs of the company and the conduct of its business, and to govern relations among the members, managers and company.  To the extent the operating agreement does not otherwise provide, this [Act] governs relations among the members, managers, and company.

 a) You do not need an operating agreement, just need a valid certificate filed w/ the Secretary of State, b/c that puts 3rd parties on notice.

 b) On the ground, this is BUNK!  Lack of an operating agreement results in misunderstandings and fights, which can destroy families!

 VI. Piercing the “LLC” Veil – Can you do it the same way you would pierce a corporate veil?

 A. Kaycee Land and Livestock P v. Flahive D (the LLC)  WY 2002

 i. FACTS:  D's LLC polluted P's land.  The LLC has no assets (Bankrupt?  Insolvent?).  Flahive was the D's manager/member at all times.  Can P pierce the veil, as they would with a corporation, OR is that forbidden with LLCs?  2/3 of time we look at partnership law, or agency law, here we look to corporate law.

 a) WY is first state to recognize the LLC in statute; therefore statute is short, limited.  

 b) Legislature probably didn't mean to change the common law.  They would have to expressly declare their intent to change the common law.  

 ii. RULE:  “We can discern no reason, in either law or policy, to treat LLCs differently than we treat corporations.  If the members and officers of an LLC fail to treat it as a separate entity as contemplated by statute, they should not enjoy immunity from individual liability for the LLC's acts that cause damage to third parties.”

 a) Policy 1: Makes more sense to pierce corp veil in this context, b/c most of the time managers ARE the members.  This is a small corp and easy to oversee.  It's easy to know what's going on, therefore non-managing members cannot turn a blind eye to misuse of assets.

 b) Policy 2: Piercing the veil is unfair to non-managing members, who contracted for limited liability.  In an extreme case, consequences of piercing are unfair, because can reach personal assets of all members!

 iii. ULLCA §302

 a) A limited liability company is liable for loss or injury caused to a person, or for a penalty incurred, as a result of a wrongful act or omission, or other actionable conduct, of a member or manager acting in the ordinary course of business of the company or with authority of the company.

 b) Even if the act itself is wrongful, it will still bind the LLC

 iv. ULLCA § 303 (1996) – Liability of Members and Managers 

 a) (a) Except as otherwise provided…the debts, obligations, and liabilities of a limited liability company, whether arising in contract, tort, or otherwise, are solely the debts, obligations, and liabilities of the company.  A member or manager is not personally liable for a debt, obligation, or liability of the company solely by reason of being or acting as a member or manager.

 b) (b) The failure of a limited liability company to observe the usual company formalities or requirements relating to the exercise of its company powers or management of its business is not a ground for imposing personal liability on the members or managers for liabilities of the company.

· In Corporate law, “observe the usual company formalities or requirements” means they have to have meetings or veil can be pierced.  Here, they are small unsophisticated players, so don't expect to much from them.

· This is still part of the case.

· Some statutes provide for individual liability for “alleged improper actions” and “when coupled with some other wrongful conduct . . .” 

· “Other wrongful conduct” is IMPLICITLY INCLUDED in the ULLCA.  This becomes a huge part of the case.  

 b) (c) All or specified members of a limited liability company are liable in their capacity as members for all or specified debts, obligations, or liabilities of the company if:

· A provision to that effect is contained in the articles of organization and

· A member so liable has consented in writing to the adoption of the provision or to be bound by the provision

 ii. ULLCA §504 (1996) -- Rights of a Creditor

 a) (a) On application by a judgment creditor of a member of a limited liability company or of a member’s transferee, a court having jurisdiction may charge the distributional interest of the judgment debtor to satisfy the judgment.  The court may appoint a receiver of the share of the distributions due or to become due to the judgment debtor and make all other order, directions, accounts, and inquiries the judgment debtor might have made or which the circumstances may require to give effect to the charging order.

· “Distributional interest” – if a debtor forms an LLC to try and protect her assets, it doesn't work perfectly, b/c distributions from the LLC to the debtor can be reached by her creditors!  Just as they could reach her salary.  

· Receiver appointed, to make sure creditors get paid

 II. Fiduciary Obligation

 A. McConnell v. Hunt Sports Enterprises  

 i. FACTS:  Promoters of Hockey form an LLC to get a hockey team into Columbus, Columbus Hockey Limited LLC (CHL).  Trying to get an arena!  Nationwide Insurance Enterprise agrees to build the arena and have their money secured by a building with a long-term lease on it, and lease it to franchise holder.  Both Hunt and McConnell are speaking for CHL.  Hunt bargains first, and he's bargaining tough--letting deadlines pass to up the ante.  McConnell formed own LLC to hold the franchise (COHOL LLC), and Hunt's been cut out of the picture.  

 ii. RULE:  LLC Act allows you to contract away your duty of loyalty, and the specific agreement controls.  

 iii. Fiduciary Duty Issue here.  Did McConnell breach fiduciary duty to Hunt?  Ct looks to LLC's operating agreement. 

 a) §3.3 of Operating Agreement -- Members May Compete -- Members shall not in any way be prohibited from or restricted in engaging or owning an interest in any other business venture of any nature, including any venture which might be competitive with the business of the company

· Hunt says “other” means “other than hockey franchise”; since “other” is ambiguous, so it should have gone to jury

· Ct disagrees, says “clear parties mean to allow competition”. 

· They took a form contract from real estate!  These form Ks expressly wipe out the non-compete clause.

· Teach says, it's only clear you can contract out of duty to not-compete in a real estate venture!

 b) Fiduciary Duty Analysis  

· A limited liability company…like a partnership, involves a fiduciary relationship.  Normally, the presence of such a relationship would preclude direct competition between members of the company.  Here…we have an operating agreement that by its very terms allows members to compete with the business of the company.  Issue is whether an operating agreement of a limited liability company may, in essence, limit or define the scope of the fiduciary duties imposed upon its members.

· In general terms, members of limited liability companies owe one another the duty of utmost trust and loyalty.  However, such general duty in this case must be considered in the context of members’ ability, pursuant to the operating agreement to compete with the company.

 c) Cardozo says “duty of loyalty” means you can't compete in a partnership!  And mostly with corporations, too.  Can't usurp corporate opportunities.   

 iv. Dicta: To determine fiduciary duty, have to determine whether there has been tortious interference with prospective business relations.  Did the action interfere with the business purpose the LLC was formed to conduct?

 a) Tortious interference w/ business relationship – occurs when a person, without privilege to do so, induces or otherwise purposely causes a third person not to enter into or continue a business relationship with another.   

· (1) Were actions made in good faith.  May be a big deal here, to support permitting the fiduciary duty to be contracted away.  

· McConnell didn't act in secret,

· (2) Manner in which business opportunity was removed from party.

· Hunt up until last possible second had opportunity to be part of LLC, and ct says it was his own stubborn behavior that caused him to be left out.

· (3) Party (McConnell) shouldn't be allowed to use inside information of the  businesses to draw the deal away.  

· Here, arguably, he didn't because he and Hunt were just arguing for different terms to the agreement, and Hunt wanted terms better for the LLC.    

 v. Further bolstering the supremacy of the LLC Operating Agreement:  McConnell counterclaims, but Hunt brings up a very broad Exculpatory Clause §4.4

 a) In carrying out their duties hereunder, the Members shall not be liable to the Company or to any other member for their good faith actions or failure to act, or for any errors of judgment, or for any act or omission believed in good faith to be within the scope of authority conferred by this Agreement, but only for their own willful misconduct in the performance of their obligations under this Agreement.  Actions or omissions taken in reliance upon the advice of legal counsel as being within the scope of authority conferred by this Agreement shall be conclusive evidence of good faith; however, good faith may be determined without obtaining such advice.exculpatory clause s4.4.

· Was it willful?  Was it misconduct?

· Ct says Hunt loses, b/c members didn't approve his actions.    

 III. Dissolution

 A. New Horizons Supply Cooperative v. Haack

 i. FACTS:  Sister, Allison Haack, takes over when brother, Robert Koch, has nervous breakdown.  She signed form personally, her own name, doesn't designate self as having authority from the LLC, Kickapoo Valley Freight LLC.  She says when contacted (3x) that she'll try to make payments, then doesn't.  She says she'll take responsibility for winding up her brother's LLC.  She had assets of co (a truck secured by a lien from bank, and some accounts receivable). 

 ii. Evi this is an LLC?  No operating agreement, presumably her brother took care of that.  She says that she had not filed the articles of dissolution, though she does have a Dept of Revenue certificate from WI (so apparently they're paying their sales taxes).  Checking account in Company name.  At trial ct doesn't mention accounts receivable at all.  “We both lost our entire investment.”  TC judge is ticked & confused, says p324 – nobody has filed LLC agreement, no intent to dissolve, he found it was just a shell.

 i. Wisconsin Dissolution Statute – if the dissolved LLC's assets have been distributed in liquidation [used to pay off creditors], a member of the LLC to the extent of the member's proportionate share of the claim or to the extent of the assets of the LLCs distributed to the member in liquidation, whichever is less [at most she would have been responsible for 50%, and no more than what she got when co was dissolved], but a member's total liability for all claims under this section may not exceed the total value of assets distributed to the member in liquidation.  [Haack says she didn't get anything, so she doesn't owe anything.]

 ii. Ct says you can't reap the benefits of this statute if you don't comply with it.  B/c she couldn't prove she'd dissolved, nor what had happened to the $, ct said she lost.

 iii. ULLCA s704 (a) A dissociated member of a limited liability company may file in the office of the [secretary of State] a statement of dissociation . . . . 

 iv. ULLCA s805 (a) At any time after dissolution and winding up, a limited liability company may terminate its existency by filing with the [Secretary of State] articles of termination stating: (1) The name of the company; (2) (3)

 a) (b) The existence of a LLC is terminated upon the filing of the articles of termination, or upon a later date . . ..

 v. ULLCA s806 

 a) (a) In winding up a LLC's business, the assets of the company must be applied to discharge its obligations to creditors, including members who are creditors.  Any surpolus must be appliet do pay in money the net amount distributable . . .

· distribute surplus according to agreement

 b) (b) 

· entitled to a return  in proportion to contribution.

 vi. ULLCA s807 What to do with Creditors

 a) Have to notify creditors in writing!  not over the phone.  

· Tell creditor to send a claim in by a certain date.  If they don't meet that deadline, they fail to pursue their claim in the winding-up process, they lose the right to their money.  

· Usu amt of notice creditors get is set in statute.

· Letter may say “we'll pay first-come-first-served starting on this date”, that gets a race between creditors

 b) If LLC is a large company, can notify creditors by publication.  

 c) (d) says “claim” does not include a contingent liability or a potential tort liability, i.e. for defective products.  

· Bankruptcy includes all these liabilities under “claim”, so co's file for bankruptcy to get rid of claims.

 vii. ULLCA s808
Can publish notice of dissolution.  

 a) Note: if have an LLC you want to wind up, make sure you publish just to cut off claims

 B. Analysis

25 July 2007  Control of Closely Held Corporations  599-623

 I. Control in Closely Held Corporations

 A. What is a closely held corporation?  A corporation where stock is held in few hands, or a few families, and it's not traded at all OR very rarely.  

 i. Only potential buyers for stock are existing shareholders, or company itself.  So if you form this, when you draft the articles of incorporation or bylaws, have a provisions to require the corporation or other shareholders to buy your shares if you want to sell them.  

 ii. Some states have statutes to do with this.  They try to reduce paperwork, reduce the cost of X'g business in the corporate form.

 a) The LLC act  . .. blah blah blah . . . 

 b) Statutes may limit shareholders, commonly 30 or less.

 iii. All issues here are common to smaller enterprises.  Partnership Agreement, LLC's limited liability agreement/operating agreement.  Issue which will effect clients: What were founders after, when they picked the corporate form they did?  limited liability, or something different?  

 B. Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling Del Sup Ct 1947

 i. FACTS: Three people own all shares:  315 E.C. Ringling, 315 A.B.R. Haley, 370 J.R. North.  Issue: voting of stock.  They had cumulative voting.  Each shareholder has number of votes = Number of shares x number of board seats to be filled.  Good for minority shareholders.  Ensures minority can elect at least one member of the board.  Ladies had entered into voting agreement to act jointly to exercise their voting rights, when they got sick of Mr. North outvoting them.

 a) “Stock pooling agreements” are means for shareholders to bind each other as to how they shall vote their shares, and they are valid.  

· Stock pooling agreements are different from Voting Trusts.

· They attempt to provide unified management of companies.

· Here: Arbitrator's decision “shall be binding”

· arguable they should have made him Vote by Proxy ? in case of dispute

· Parties sought only to bind each other, not give the arbitrator the right to vote shares (that would have made a voting trust ?).  ?

 b) General rule:  a shareholder may exercise wider liberality of judgment in the matter of voting, and it is not objectionable that the shareholder's motives may be for personal profit, or determined by whims or caprice, so long as they violate no duty owed to fellow shareholders.  

· The ownership of voting stock imposes no legal duty to vote at all.  

· Shareholders may vote in concert, for their advantage. 

· Shareholders may contract to cast future votes in a predetermined manner.

· Then that K gets followed to the letter!  It is valid and binding!

· A breach of a stock pooling K is not partial, it is total

 C. Analysis

 D. McQuade v. Stoneham  NY 1934

 i. Issue: Can the BOD act in concert to chose the officers of a corporation and set their salaries?  

 ii. FACTS:  Stoneham was majority stockholder (1166 shares), McQuade and McGraw were minority (70 each).  All three entered into Agreement, committing that BOD would keep the three of them as President, Treasurer, and VP respectively.  AND those three are placed on the BOD too.  Agreement Article X says “no change” except upon unanimous consent!  So, this agreement effectively takes away the BOD's ability to name officers and set their salaries, which is normally a Board responsibility.  

 iii. Rule:  

 iv. Board cannot contract away it's duty to manage the company.  Can't contract to keep people in office.

 v. Dissent:  A contract which merely provides that stockholders shall in combination use their power to achieve a legitimate purpose is not illegal.  

 a) The contract is only doing what shareholders acting in concert would do, or what a majority shareholder can do.

· Minority shareholders should be allowed to do by K what they can do in a shareholders' meeting.

 b) The check on this—the directors can't act in disregard of the interest of the corporation.  If they do disregard shareholder's wishes, they get voted out.    

 E. Now we have precedent saying shareholders can act in concert; and strong dissent saying shareholders in a closely held corporation should be allowed to act by written agreement.

 F. Clark v. Dodge   NY  1936

 i. FACTS:  Clark 25%, Dodge 75%.  Hollings-Smith Co, Bell & Co.

 ii. Agreement:  Dodge would vote his stock so Clark (a) (b) (c) (d)

 iii. Dodge has the secret formula, and his son has been trained to run the company, so he fires Clark.  Clark sues for specific performance.  

 iv. Issue: Is contractt illegal as against public policy?  If the enforcement of a particualr K damages nobody . . . one sees no reason for holding it illegal, even though it impinges slightly upon [the rule that directors have absuolte right to manage the corporation] . . . Where the directors are the sole stockholders, there seems to be no objection to enforcing an agreement among them to vote for certain people of officers. 

 a) Uphold K, saying they would do the same in a directors' meeting.

 b) Rule holds so long as interests of creditors are not effected.  

 G. Analysis and Planning

 i. Del. Gen. Corp. L. s141(a) 

 a) BOD friendly, Corp friendly – let directors do what they want to do.

 ii. Del. Gen. Corp L. s351 Closely-held corporation statute.  They really reduce the Xn costs. 

 iii. Del. s142(b)   Officers shall be chosen in such manner and shall hold their offices for such terms as are prescribed by the by-laws .  . . .  BOD can do it the regular way, by meeting yearly, or by K. 

 iv. Shareholder Agreements

 a) To elect certain directors – enforceable

 b) To appoint certain people as officers or employees – enforceable only if closely held corporation and all shareholders agree 

 c) Voting trust – enforceable

· This can separate ownership from the votes. 

· Any public official puts stock in a (blind?) voting trust managed by spouse or someone you trust to vote.  Sometimes have 3 independent trustees decide how this should be voted.  Smaller ct judges wouldn't pay to have someone vote, so maybe trust or maybe they just ignore it.

 H. Corporate Planning By Use of Employment Contracts

 I. Note on Shareholder Agreements, Voting Trusts, Statutory Close Corporations, and Involuntary Dissolution

 J. Galler v. Galler – 

 i. Facts: Two brothers have equal shares in a wholesale drug company.  One brother has heart attack.  Widow wants everything she's entitled to, both money and say in management.  Other pair wants to freeze her out.  

 a) Purpose of agreement: to provide income fot he support and maintenance of their immediate families.  

 b) By-laws would be amended to provide for a board of 4 directors, that the necessary quorum shall be 3 directors; and that no directors meeting . .. .  see powerpoint presentation.  

 c) In the event of the death of either brother his wife shall have the right to nominate a director in place of the decedent.  (Most states, this is the duty of the board and all the shareholders, to find a capable replacement.  The App Ct considers this objectionable.) 

 d) specifies dividends to be pd (App Ct finds this bad)  

 e) Shares to bear legend stating . . . (this is standard practice)  

 f) Salary continuation provision (spouse entitled to 2x yearly salary, payable monthly over 5 years)

 g) App Ct says agmt usurps too much power from the BOD, under the Business  Corporation Act.  

 ii. Factors – close corp is sui generous; and b/c no minority shareholders, no one is hurt; not unusual for corp to have spousal payout 

 a) Close Corporation—limited market for shares—no way for her to sell her interest.  Point of agmt was to keep business in the family. 

 b) Entire capital at stake (her investment, and her husbands life work)

 c) Minority Shareholder can only protect interest by agreement. (is she minory, or equal?  This is important choice of language by the court)

 d) No public injury (in close corporation, there's no such thing as an independent board (analogy to independent/influenced board in Corporations.)

 e) No [other] complaining minority interest (other dude just gets bought out) 

 f) No prejudice to creditors

 iii. Practice: smart atty drafts an exit buy-sell agmt!  Need one to handle a major dissent in a family.

 iv. Holding:  Where . . . No fraud or injury to the public, no complaining minority interest, no clearly prohibitory statutory language is violated, we can see no valid reason for precluding the parties from reaching any arrangements concerning the management of the corporation which are agreeable to all . . . .

 a) K had no term, so Ct implied one.  They said term of life of parties to a agreement. 

· Practice: always have a fixed term in the agreement!  a lot of courts wouldn't do this – they would have found this fatal to the agreement.  

 b) Now they're stuck with each other.  She only gets a portion of profits, no wages.  So most likely she'll say she wants to maximize the profits she can pull out, by keeping their salaries low (b/c the directors vote to set the salaries of the officers).

 K. Analysis

 L. Ramos v. Estrada CA 1992 – RULE: Shareholder voting pooling agreements is accepted in close corporations and in business corporations, and are legal/protected by statute in CA.  Ct upholds the right to expressly contract, even if result is harsh—an exit clause for defecting from a voting agreement.  This is NOT seen as similar to freezing out a minority.    

 i. FACTS:  two groups competing for an FCC license.  The groups join together in –what the court calls, though the corp did not elect such a form or label – a close corporation.  One of the two original groups creates a share voting “pooling” agreement in June 1987.   Within a year Estrada defects—permits removal of President, allows replacement, and gets her in as secretary (now she's both director and officer pulling a salary).  Ct says she breached the pooling agreement.  Broadcast group calls a special meeting to decide how they will vote their shares; Estradas don't attend; Broadcast group votes together b/c of pooling agreement; new directors voted in, sans Estradas.  She plays stupid--(1) says it's not a pooling agreement, it's a proxy!  Ct calls bullshit (doesn't fit definition).  (2) says pooling agreements invalid, Ct calls bullshit (there's a statute)

 ii. Broadcast Group Agreement

 a) Vote all shares of Television Inc as determined by majority vote

 b) Restricted transfer of shared (to ensure stock didn't pass into control of person with conflicting interests w/ theres)

 c) Failure to honor voting clause triggered duty to sell to other Broadcast Group members at cost + 8%

· Practice:  GOOD DRAFTING!  AN EXIT CLAUSE!  NOT LIKE RINGLING BROS case.  This is a punitive clause—meant to be punitive.

· major asset of TV is their goodwill & how much advertising they can sell.  8% would not even come close to true value of the stock.   

 b) Mutually desired to ensure stock did not pass into control of persons whose interests might be incompatible with the interest of the company

 B. Analysis

 C. Note on the Law in Other States

 D. Problem

 E. Note and Questions on Limited Liability Companies

 II. Abuse of Control

 A. Wilkes v. Springside Nursing Home, Inc  

 i. RULE: Majority Shareholders must show a legitimate business purpose for their action, and even if they do the minority still has a chance.  

 a) Minority shareholder must demonstrate that the same legitimate objective could have been achieved through an alternative course of action less harmful to the minority's interest.  

 b) This is a balancing test!

 c) Based on duty of utmost good faith and loyalty.

 ii. Wilkes purchases building.  He and three friends form Springdale corporation.  Each of 4 guys is shareholder and director, and would participate in management of corporation.  NO CONTRACT—no exit agreement, no contract language to rely on.  Fight between Wilkes and Quinn, subsequently 3 guys freeze out Wilkes.  2/67 Salaries set: Wilke's salary eliminated.  3/67 Board meeting Wilkes not re-elected as director or officer of corp.  

 iii. Wilke's argues breach of fiduciary duty, same as a partnership.  “Stockholders in a close corporation owe each other substantially the same as   Ct says they couldn't justify the actions of the others on any business purposes!  Solely to freeze him out, & force a buy-out for low value.

 iv. Ct analyzes on an “implicit contract” theory, based on notion of fairness.  Equal capital—human and monetary—contributed by each, and taken out a by each.  The freeze-out frustrated the purpose of any implicit agreement.  That constituted a breach.  

 v. Strict fiduciary duty, so he can recover damages.  He can be paid what others were paid.  

 vi. Prevent this with a buy-sell exit agreement.  To trap capital in form, make it so they can only sell at a low price (like Estrada case), but try to make sure that people can get out!  Advise on advantages AND disadvantages.  Also they should have formula as opposed to a fixed price.  Also they should arrange for other counsel if a conflict-of-interests comes up and someone (Maj or Minority) needs counsel. 

 a) All he really wanted was to be bought out. 

 B. Analysis

 i. Freeze-out

 a) Denial of corporate opportunity to minority shareholder

 b) Deprive minority stockholder of corporate offices and employment

 c) Force minority into selling shares at a price below their value

 d) Granewich v. Harding: (OR case) attorney who advised on freeze-out (of minority shareholders) may be liable as a joint tortfeasor.

 C. Ingle v. Glamore Motor Sales, Inc.

 i. This is characterized as an employment case, and that frame strongly effects the ruling.  Distinguishable from Wilkes case, where members had originally gone in together.  

 ii. Majority rule: you  can contract out of your fiduciary duty.  Here minority shareholder contracted for employment-at-will, and 

 iii. Facts: Share split.  Glamore Motor Sales: 178, William 19, Robert 19, Glamore 100, Ingle 40.  They have a meeting and he's This is a closely held corp and there's a (not NY) law that says shareholder agreements in closely held corporations are upheld even if the corp is not organized pursuant to a closely held corporation statute.  The shareholder agreement gave Glamore an option to repurchase stock from anyone ceasing to be an emp'ee for any reason.  So shareholder agreement said he could be terminated – just like employment at-will.  Strict letter of K.

 iv. “No duty of loyalty and good faith akin to that between partners, precluding termination except for cause, arises among those operating a business in the corporate form who 'have only the rights, duties and obligations of stockholders' and not those of partners . .  .”

 a) Holding x: Can't turn a shareholder agreement into a fixed-term employment agreement!

 v. Dissent says: bad faith firing, freezing out a minority, forcing someone to give up their opportunities.    

 a) “A shareholder who reasonable expected that ownership in the corporation would entitle him or her to a job, a share of corporate earnings, a place in corporate management, or some other  form of security, would be oppressed in a very real sense when others in the corporation seek to defeat those expectations and there exists no effective means of salvaging the investment.”

· He was bought out at a low price, below fair market value.  But he never complained about the price! 

 b) Thinks breach of fiduciary duty should apply here, so that agreement is unenforceable.  The implication of bad-faith should be recognized by the court.

 D. Sugarman v. Sugarman  Mass 1986 – Teach says “bleeding hearts”!

 i. To prove a freeze out, show P engaged in a course of conduct designed to deny the minority shareholders their fair share of benefits from ownership of the corporation. 

 a) Needs to be more than accused took an excessive salary, b/c that would be a derivative action and 

 b) Ct says it's the entire course of conduct (more than one action), constituting a Plan. 

· He should treat them fairly, owed duty of “utmost candor and loyalty”.

· Significantly low offer for shares, (he didn't have to make that offer)

· D enriching self by taking too much money, 

· fired one person (was it for good cause?), 

· didn't hire another (was there a more qualified applicant?)

 b) Elements of a freeze-out

· D's conduct w as an attempt to freeze-out the minority stockholders by draining off the corporation's earnings in the form of exorbitant salaries and bonuses

· This would be a basis for a derivative action.

· Majority shareholders have to exercise complete candor with minority shareholders

· Denied financial benefits of their ownership of the corporation.  

 c) Remedy:  Ct awards damages, no dissolution.  There's no dissolution remedy here!  Only damages, and those should go to the corporation, really, but we'll treat those as a compulsory dividend.

 B. Smith v. Atlantic Properties, Inc.

 i. A corporation in complete deadlock w/ minority veto power.

 A. Practice & Planning:  

 i. Need to have ancillary agreement triggered by a deadlock

 a) Define deadlock – 2 yearly meetings?  More?  

 b) Very carefully consider whether minority veto power should be allowed

 c) Should minority be allowed to buyout majority?  Majority be allowed to buy out minority?

 d) Go to an arbitrator?  Often see arbitration clause, w/ arbitration binding on all the partners.  

 e) (It's hard to anticipate all conflicts)

 ii. Ask what client wants – are parties looking for different things that can't be meshed?  Sometimes can structure an agreement around differences, balancing values.  If interests are diametrically opposite

 a) 1.  Does client want $$?  Draft a dividends clause
 b) 2.  Does client want to grow the business?  Clause says assets reinvested until business income reaches a certain level.

 c) Problem with clients is, they can never see a dispute arising.  How do you advise them all w/o conflicts of interest situation, or malpractice suits.  

· (1) always advise them to get their own counsel 

· (2) advise on all conflicts of interest you can think of that can arise 

· (3) letter to each outlining discussion saying you're going forward only with their consent and you are going ahead with their signature on your letter.

 d) This will protect you 75% of time.  Other 25% of time, the ct will say “ridiculous that you took this chance”.

 B. Jordan v. Duff and Phelps, Inc.    Easterbrook v. Posner

 i. Pay attention to duties.  --  Corporations have a duty of care, duty of good faith and fair dealing.  --  Not going to impose partnership duties on a closely-held corporation.

 ii. Debate: how to you characterize situations where stock ownership is awarded to encourage specific performance in a closely-held situation.  

 iii. FACTS:  Duff & Phelps has 41 people w/ ownership interests.  Jordan owns 188 shares, putting payment on 62 shares.  He decides to move jobs, moves way up in pay.

 iv. Incentive w/ stock ownership:  aligns companies interest w/ stockholders.  Encourages them to work to increase the value of their stock.  Non-stock-owning employees can shirk, b/c they don't have incentive to work like stockholders want them to work.   

 v. There was a Stock Restriction and Purchase Agreement which required him to sell back stock upon termination of emp'mt.

 vi. They use book value because there is no market, no FMV.  Req to buy at book value and sell at book value.  Agreement also permits him to keep working after resignation, which he does until the price goes up (the next year)

 vii. Once a FMV is set by the merger offer, he wants the FMV not the book value!  He wants whatever is greater, but FMV is most always greater.  

 viii. Seller always has private information, best info abt what co is worth.  But seller has an incentive to exaggerate.  “Earn-out provision” is common and mergers and sales of companies, because buyer doesn't want to get a lemon.  Keeps people honest.  

 ix. In a close corporation, if someone is looking to buy or sell stock and the information would impact their decision, then corporation has the duty to disclose.  

 x. Duty to disclose:  Michaels.  Close corporations that purchase their own stock must disclose . .

 xi. Materiality:  A fact is material if there is a “substantial likelihood that, under all the circumstances, the omitted fact would have assumed actual significance in the deliberations of the reasonable shareholder” and “would have been viewed by a reasonable investor as having significantly altered the 'total mix' of information available.” 

 xii. This is similar to insider trading laws.  Don't let them benefit or profit at the benefit of buying or selling public.  Designed to protect purchasers on the open market investing in a company's securities.  

 xiii. Easterbrook is relying on this to say corp had to disclose, but to do that has to find a fiduciary duty.  He says Jordan would have stayed at job if he knew he would be ½ million richer. 

 xiv. What Jordan has to show to win:  

 a) Was there a duty to disclose?

 b) Depends upon purpose of the agreement: ensure loyalty to firm; tie ownership to employment.  Salary?  Appreciation of stock?  Both? 

 c) Employment package contained salary and prospect of appreciation of the stock

 d) Must have told Jordan book value on 12/31/83 v. 12/31/82 because Jordan stayed.

 e) Jordan exercised choice about when to leave – and once he quit he had to sell his stock back.  So what knowledge of the pending merger material to that decision?

 f) Default rules designed to deter opportunistic behavior (quoting Posner)

 g) Teach says Easterbrook is arguing Fairness, based upon the size of the figures.  

 xv. The fact that it's employment at will means it's a contract.   The fact that it's a K means duty of goodwill.  Were Duff & Phelps taking advantage of Jordan in this case?  No, because no one knew about the merger.  If they had disclosed the merger they would have violated a fiduciary duty to the other stockholders.  He just says the 2 decisions are so closely tied we can't separate the emp'mt and the investment decisions. 

 xvi. Don't have the concern here about protecting anonymous investors (like in a large publicly-traded corp) but do have concerns about material information to minority shareholders.  But how can you rectify a duty to disclose to one minority shareholder, and a fiduciary duty not to disclose to the majority of stockholders? 

 xvii. Posner dissent – no duty to disclose.

 a) The employment K was an at-will K, which stated explicitly that status as a shareholder conferred no job rights on him

 b) Existence of fiduciary duty only requires disclosure of relevant information

 c) No negotiation to sell stock:  obligated by K to be set at book value

 d) Contingent . . . 

 e) Specific contractual language “nothing herein contained shall confer on the Employee any right to be continued in the employment of the Corporation” -- only to align incentives of the two parties

 f) No implicit understanding 

 g) Signed specific stockholder agreement

 xviii. Academics evenly split over the right side of the case. 

 a) Posner supporters:  This was no different than the “Glamour sales case”.  He only got price because he was a fine employee; if he would have been more important he would have been included in the merger talks.  

 b) Easterbrook supporters:  You can't separate the stock ownership and the salary.  Expected to be richly rewarded.  BUT mere expectations not enforceable!  

 xix. Donahue case (from screamin' liberal Mass):  in a close corporation, shareholders expectations about salary, employment, dividends all have to be met.

 xx. Have to specify specific contractual provisions that protect selling of these.  

 II. Control, Duration, and Statutory Dissolution

 A. Alaska Plastics, Inc. v. Coppock  --  FACTS:  individual who start corp is given 300 shares of stock.  One man gets divorced, and his wife gets ½ the shares of stock as a divorce settlement.  Unequal holdings, but continue to receive equal dividend payments.  Gillam receives a salary for managing the company.  Three guys don't even notify her about 3 shareholders meetings.  COMPUTER DIED

 B. Aftermath

 C. Note on Meiselman v. Meiselman

 D. Analysis and Planning

 E. Note and Question on Limited Liability Companies

 F. Haley  P  v. Talcott  D    DE 2004   

 i. LLC jurisprudence strongly grounded in freedom of K, yet this case is handled equitably. 

 ii. ISSUE:  What trumps, a statutory court dissolution or a contractual exit mechanism in the LLC agreement?  

 iii. RULE:  If exit mechanism is equitable, it trumps; if it inequitably punishes one (injured) party, or leaves them vulnerable, then judicial dissolution statute trumps.  Broader rule:  Ct can fashion its own equitable remedy if it finds that the parties did not contemplate the situation in front of them.

 iv. FACTS:  2 party stalemate.  DE LLC Act §18-802 permits a court to “decree dissolution of a limited liability company whenever it is not reasonably practicable to carry on the business in conformity with a LLC agreement.”  LLC owns property, rents to restaurant.  Restaurant run as joint venture.  The LLC agreement has an exit clause.  P and D were in LLC together, and had a falling out. Restaurant Agreement structured as Emp'mt K, but is a de facto joint venture agreement.  Profits split 50/50.  Inertia & status quo strongly favor D, P left w/ nothing now.

 a) There's 2 businesses going on here, but judge treats is as one.  Function over Form.  Could have treated restaurant as partnership and LLC as defined by K.  But no!

 b) Joint venture restaurant agreement says guaranteed employment for P.       

 v. This is an LLC not a Corporation.  If this was a corporation, it could be judicially dissolved if 3 things were met.  (1) Corp has 2 50% stockholders (2) the stockholders are engaged in a joint venture – active involvement for mutual benefit & profit; LLC agreement said no member/managers may, w/o majority vote of managers' interest, act on behalf of co  (3) they must be unable to agree upon whether to discontinue the business or how to dispose of its assets.

 vi. When exercising discretion whether or not to dissolve, based on TOC, ct looks to see is exit agreement reasonable, fair and equitable?

 vii. Exit provision detailed, but did not provide release from the personal guarantee each gave for the mortgage.  It also did not state that any member dissatisfied w/ the status quo must break an impasse by exit rather then suit for dissolution.  It provided for if a party wanted to leave voluntarily, but not if neither party wanted to leave and both wanted to buy the other out.  

 viii. Exit provision did not allow P to get out of his personal guarantee on the entire mortgage value.  Therefore, there is no available means of resolution less drastic than dissolution.

 a) These personal guarantees are common.  Banks require them for mortgages to closely held corps, LLCs, LLPs, partnerships, etc.  

 G. Analysis – When dealing w/ small business enterprises, have to consider the personal guarantees that each party is giving.  Any good corporate transactional lawyer would have drafted a release of liability on the personal guarantee, or indemnification on that provision.  

 H. How to handle disputes?  Suggest binding arbitration, payment of a premium,

 i. Difficulty is getting clients to admit the possibility of negative actions. 

 ii. Good negotiators balance clients' differing interests within the buyout clause.  

 I. Planning – stalemate could trigger a buy-sell procedure, giving incentives for the business to be retained by the member willing to pay the highest value.   Should co-equal party disfavoring inertia be forced to exit rather than seeking dissolution?  What about forcing dissolution and allowing parties to bid, with assets going to highest bidder?

 J. Pedro v. Pedro  MN 1992  

 i. FACTS: 3 brothers make and sell luggage, looks like 2 are embezzling.  1/3 interest each—equal shareholders, benefits & compensation, equal vote.  Alfred finds 330,000 missing in accounts, keeps wanting to hire CPAccountants to figure out what happened to $.  CPAs fired or denied info before result.  Brothers tell him to forget it & cooperate, or resign, or be fired.   Had a Buyout Agreement, “Stock Retirement Agreement” (SRA), for transfer of stock upon death or voluntary resignation – 75% of book value at end of previous year.  

 ii. Remedy:  TC awarded a LOT of money on a LOT of different grounds, b/c “broad equitable powers”.  

 a) FMV for 1/3 value in business, breach of fiduciary duty, compensation for lost wages (double recovery), attorney fees and costs.  (Value as a going concern, + salary as well)  Total ~$1,770,000.

 iii. RULE:  Despite a K provision, when there is bad faith & breach of fiduciary duty, the measure of damages for having been forced to sell shares is difference between FMV and price agreed on in repurchase agreement, if FMV is greater.   

 a) Shareholders in closely held corporations are in a relationship analogous to partnerships, and owe one another a fiduciary duty which includes dealing “openly, honestly, and fairly with other shareholders”, 

 b) Breach does not mean reducing stock value.

 c) Can breach w/ forced resignation, breaching a contract (the SRA), interfering w/ employment, fabricating lies and/or unfounded accusations

 iv. Trial courts have broad equitable powers when fashioning relief for the buyout of shareholders in closely held corporations.  Can order dissolution, buyout, or equitable relief.  

 a) Ct shall consider the “reasonable expectations of the shareholders as they exist at the inception and develop during the course of the shareholders' relationship w/ the corporation and w/ each other.”

· Ownership interest?  Job?  Salary?  significant Place in management?  Economic security for family?

· Parties' situation, written and oral negotiations, type of emp'mt, particular circumstances of case

 K. Stuparich P v. Harbor Furniture Mfg., Inc. D  CA 2000  

 i. FACTS:  Ps seek involuntary corporate dissolution under CA statute which permits “liquidation is reasonably necessary for the protection of the rights or interests of the complaining shareholder(s)”.  2 classes of shares, brother is CEO and can always outvote sisters.  Mobile home division makes lots of money, furniture division bleeds money & employs brother's family.  Pays out regular dividends to all shareholders.  Sisters' interest conflict with brother's interest.

 a) Clear father wanted son to control, b/c stocks were sold to son at below FMV.   

 b) Ds say business judgment rule—don't step in and second guess judgment of director of corporation.  Therefore, can't listen to P's arg that profits could be higher.  

 ii. Rule 1:  On these facts, P's only right and interest is in continuing to receive dividends.  

 a) Nonpayment of dividends is not basis for granting dissolution when there are no profits from which dividends can be pd. 

 iii. Rule 2:  Holders of minority voting shares are not entitled to substitute their business judgment for the majority's with respect to viability of the operations.  

 a) They could have instituted a derivative action!  

 L. Analysis

 III. Transfer of Control

 A. Frandsen v. Jensen-Sundquist Agency, Inc.  Posner  (this is a one-tier tender offer case ?)

 i. Frandsen has been an active player in bank mergers, so he reqs some guarantees.  

 a) Stockholder agreement:  Majority block agreed should they sell their stock, Frandsen gets right of first refusal.  He gets offer w/ same rights & on same terms as any third party.    

 b) “Take me along” clause – Marjority block also agreed not to “sell any of their shares to anyone without at the same time offering to purchase all the shares of [the Frandsen minority] shareholders at the same price.”

· Sometimes minority shareholders are forced to take a lower price, he's CHA.

 ii. First WI (holding co holding a series of banks) will buy outstanding shares of J-S at set price.   J-S asked minority shareholders to waive rights (only right is $62).  First WI sets up a stock sale to get the bank, and will later get rid of the insurance company.  WI and J-S had a “signed agreement in principle”.  

 iii. Frandsen exercises right of first refusal, triggered by the offer.  Posner says “no offer, can't exercise right”.  Make weight argument.

 iv. Corporations can sell their assets, and so they sell the 100% owned bank for $88/share.  The hold an asset sale with a majority vote of the shareholders.  It's not a stock sale, so it doesn't trigger Frandsen's right.  

 v. What does J-S do when it dissolves?  Pays out shareholders in pro rata share of cash and insurance co stock.  No need to liquidate insurance co.

 vi. Merger statute says that a merger is NOT a sale, does NOT involve a stock sale.  Posner said doing a merger as a asset sale rather than stock sale. 

 vii. Was F's intent to get voting control?  Or to make sure that he could get premium price “take along”?  To not be locked in as a minority shareholder w/ a majority he didn't know and didn't trust?  Or did he want complete control & ownership?  

 a) If he really wanted protection from a merger, could have included a clause that gave him the right to be the merger partner.  Then he wouldn't buy the stock he would buy the assets.  He was sophisticated enough to know the difference between a stock sale, and asset sale, and a merger!

 b) <He's not a sympathetic plaintiff.  History of treating minority shareholders unfairly.  Worked against him.>

 viii. Commentators say this is an explicit rejection of “expectation of the parties”.  No fairness arguments, instead it's letter of the agreement.  Closely held corporations don't follow expectations of parties!  

 B. Zetlin v. Hanson Holdings, Inc.  

 i. RULE:  A controlling stockholder is free to sell, and a purchaser is free to buy, that controlling interest at a premium price, ABSENT looting of corporate assets, conversion of a corporate opportunity, fraud, or other acts of bad faith.  Ya just swap shareholders.  No duty to take minority shareholders along.  

 a) The “control premium” price commanded by the shares in the controlling interest is the added amount an investor is willing to pay for the privilege of directly influencing the corporation's affairs.  

· If buyer values company more than majority is demanding, or wants their product, they are permitted to pay that price.

· Allow majority shareholders to keep the control premium because they are entitled to recoup a profit on their investments!  (Not entitled to loot, however.)

 b) Minority stockholders are entitled to protection against acts made in bad faith by the majority, but they cannot inhibit the interests of the majority.  The majority is buying control.

· The minority supposedly has a remedy against acts in bad faith through derivative and direct suits.   

 c) A tender offer, an offer to all stockholders, is not required.  

· It's cheaper to buy control than to pay a tender offer.  And also it's trouble to get financing for the entire co, especially if it's publically traded.

· Also, don't make buyer tie up so much money in one company if it turns out to be a bad investment—they should have a diverse portfolio.

 ii. Rule:  Do not have to give the minority shareholder the equal opportunity.  

 a) Minority shareholders' interest is getting the premium price for themselves.

· Usu. no objections if company is worth more,

· Objections if company's assets gets looted, i.e. through excessive salaries – the excess cash doesn't just belong to the majority, it belongs equally to the minority.

 b) ISSUE:  Should someone have forced the majority to take the minority shareholders along, in this situation? (above policy says yes; Rule says no)

 B. Note and Questions on Control Premiums

 C. Planning Problem

 D. Perlman v. Feldmann – decided wrongly, note dissent.  FACTS:  COA:  P (minority shareholder) sues the selling majority shareholder for selling of “corporate assets.”  Asset: power to control the board, power to ensure management decisions, to control allocation of the steel in a time of shortage.  Ct calls that “goodwill”.  P's bring no allegations of fraud, no looting of corporate assets for personal gain.  Feldman was getting around price controls by selling in advance—like an interest free loan from eventually purchaser.

 i. Holding:  Ct (impliedly) holds that Buyer wants to ensure they have steel supply—assumption—and will in the future loot the company and get steel for a lower price; P's win.  

 ii. ISSUE:  Is control of the board a corporate asset?

 a) What's the asset?   Goodwill—is included in the price of the shares.  Can you sell the right to allocate the end use of the product.  

 iii. Officer and director of company had “highest duty of fidelity and honor”, so breach of fiduciary duty because limited corporate opportunities.  

 a) Duty as officer:  Run firm as a RPP to benefit owners

 b) Duty as a director: he had a duty to fulfill the other directorships.  He couldn't sell that his vote for $$, even if he picked a good person.  But you'll never be able to prove that.    

 c) Duty as a shareholder: Duty of loyalty, duty of care, duty of good faith and fair dealing

 iv. If there had been a selling of assets, there should have been a derivative action against Wilcourt, not a direct suit against the past director.  

 E. Analysis

 F. Essex Universal Corporation D v. Yates P    In every book!  

 i. FACTS:  P 28% of stock, chairman of board, president of company.  D will buy between .5 and .6 million shares from P at $8/ea.  Republic Pictures Corp. 14 member board 2,004,190 shares outstanding (NYSE).  -- Takeover-proof b/c staggered board w/ 3 “classes” (tiers), e.g. 4 of 12 member board will stand for election each year.  Control after takeover is not immediate.

 ii. P and D make a complex agreement, in the interim the price goes up.  P brings suit to get out of sale which D is prepared to perform – P says sale is bad as against public policy.   

 a) Agreement—Resignations:  Upon and as a condition to the closing of this transaction if requested by Buyer at least 10 days prior to the date of the closing:

· (b) Seller will deliver to Buyer the resignation of the majority of the directors of Republic

· (c)  Seller will cause a special meeting of the board of directors of Republic to be held, legally convened pursuant to law and the by-laws of Republic, and simultaneously with the acceptance of the directors’ resignations set forth in paragraph 6(a) immediately preceding will cause nominees of Buyer to be elected directors of Republic in place of the resigned directors

 iii. RULE: you can't sell corporate office.  Rule: “It is established beyond question under NY law that it is illegal to sell corporate office or management control by itself (that is, accompanied by no stock or insufficient stock to carry voting control)….The rationale of the rule is undisputable:  persons enjoying management control hold it on behalf of the corporation’s stockholders, and therefore may not regard it as their own personal property to dispose of as they wish…”

 iv. Classified or Staggered Board:  Only a subgroup of the board of directors is elected every year (e.g. 4 of 12, 5 of 15, 6 of 11).  They are elected to a term corresponding to the number of directors elected yearly / total number of directors. (For a 12 member board, if only four are elected each year they can’t be replaced until the third year when they stand for re-election.)


 a) Can majority shareholder sell the right to immediate control of the board under this buy-sell K promising the resignations of the staggered board?   

· Want immediate control of board when the buyer thinks they can manage it better – don't want family fight night w/ old incumbent board fighting majority shareholders.

 v. Three opinions

 a) Lumbard:  would allow purchaser of majority control to make his control effective from the moment of the transfer of stock. Trial on whether purchaser had control

· was 28% enough to give effective control.

 b) Clark:  trial – you can't decide this on SJ

 c) Friendly:  Fiduciary duty requires board to consider credentials of replacements unless buyer obtains more than 50% of stock. (which would be a clear case)

· corporate democracy: one share, one vote.  

· This is not what shareholders K'd for with their 

· This agreement is trying to avoid the cost of 

· a shareholder meeting or 

· making a tender offer 

 d) End RULE: not clear if you can K around the takeover defenses.  Can't in PA, teach says most courts will uphold the takeover defenses.    

 vi. Del. Gen. Corp. L. §141(k)

 a) “any director or the entire board of directors may be removed, with or without cause, by the holders of a majority of the shares then entitled to vote in an election of directors,” 

· you can sell you control block and the buyer of the control block can replace your BOD

 b) with exceptions protecting cumulative voting, 

· Like in Ringling Bros case, allow minority to band together to protect selves.  

 c) and with an exception that “(1) unless the certificate of incorporation otherwise provides, (2) in the case of a corporation whose board is classified as provided in subsection (d)... Shareholders may effect such removal only for cause.”

· Have to have cause! unless shareholders choose otherwise.

 d) (d) Permits the articles of incorporation or the bylaws to specify that the board may be divided into “one, two, or three classes” to achieve staggered terms and for the classification of shares to elect directors.

· Shareholders classify boards

 vii. Problems p 711.  

 a) Publicly  traded co.  Trading shares $5/share.  Can sell shares at $8/share?  No problem.  

 b) Closely held corporation w/ 4 holders.  Co has paid no dividends.  Can majority sell out at a higher price?  Closed corp cases say the majority has to take the minority along in these kind of cases.  Otherwise minority would be frozen in with no chance to sell, no dividends.

 c) Repeat of Yates case—outcome: don't know.  Depends on what the articles and the bylaws provide.  Even if 1 nominee, still have breach of fiduciary duty; P may have to come up w/ substitute nominee in order to win.  Still have duty to nominate the best person to the board.  

 d) Boards duties to other shareholder.  The BOD or shareholders gets to elect the CEO.  Publically traded corp has same breach of fiduciary duty to shareholders; agreement will not survive a case.

 e) If closely held corp, can buyer of shares put in their own guy?  Going to have to get other shareholders to agree—can't have 90% agree beforehand.  Ct would treat this as a sale of corporate office.  

· Unanimity req to change purpose of corp, to change articles.

· Can't sell the office.  

· Pretty much any price over book value for a closed corp will be considered selling an office.  

15 multiple choice questions, two essays.  One on application,.? . .. One on differences in fiduciary duties between types of corporations.  She'll try to pose sample MC quest on TWEN.  

note jurisdicational differences.  Major splits. 

Know Cardozo on fiduciary duty of partnership!  “Utmost good faith and loyalty”

DUTY

> Here I go:  -- In my outline, I have that a partnership fiduciary duty
> encompasses the duties of good faith, loyalty, and due care.  These
> duties can be restricted by contract, but the courts dislike it.  Is

> that a good understanding? YES.  

>
> I am muddled as to what the separate duties are; if they are distinct
> or related.   How are the duties distinct and related?  (Duty of good

> faith, duty of loyalty, duty of due care, and fiduciary duty.) 

The fiduciary duty encompasses all of the above.

Duty of good faith essentially means the same thing as it did it in contracts.

Duty of Loyalty in the partnership or close corporation context means there is a duty to take the minority shareholders along or include them in any corporate opportunity.

Duty of Due care usually applies to negligent or intentional acts that harm the corporation and includes the duty to investigate.

Most of the cases covering those duties with respect to corporations will be covered in BAII.  

In Agency, Partnership, LLC, LP and close corporation cases the courts tend to lump them all together, then find a violation whenever the agreement doesn't prohibit the behavior (as in Delaware) or if it violates the parties expectations (as in MA, WISC, or MD).  Essentially the courts refuse to enforce the contractual provisions if the minority has been treated unfairly or if there is "bad faith" or "bad conduct" on the part of one of the partners.

>
> Another question:  When looking to see if shareholder behavior
> justifies piercing the corporate veil, we read three different tests;
> on from IL, one from DE, and one from CA.  I see the elements of each
> test.  Is each test based on (1) enterprise liability (2) Agency /
> respondeat superior, or (3) disregard of the corporate entity?
>

They are three separate theories:  under enterprise liability you can
reach the assets owned by the shareholder if he treated multiple
business entities as one. (The argument that the Roman Catholic Church
is just one entity).  Agency is totally separate and you are not
considering the corporation.  You are arguing the agreement between the
two parties was one of employer-employee and therefore you should be
able to hold the employer liable for the acts of the employee.
Respondeat Superior or Piercing the Corporate Veil occurs whenever the
shareholder has treated the corporation as his own personal property and
ignored corporate formalities.  Then you can go after the personal
assets of the shareholder.
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