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Agency and Fiduciary Obligation - 

Principal/Agent (2R Agency §1) - 

Definition ( 2R Agency §1 ) - requires: 1) manifestation of desire for one to act (agent) on behalf of another (principle) subject to his control (NOT necessarily physical control); and 2) consent by other to act.

Agent Includes: servants and independent K.  Reasoning:  Servant requires physical control and Indep. K requires no physical - Agent requires either so both included in agent definition.

Master/Servant vs. Principle/Independent Contractor ( 2R Agency §2 )(see Humble, p.15(M) & Hoover, p.16(M))

Definition ( 2R Agency §2 ) - 

Master (1) - a principle who controls the physical conduct of another in the performance of a service.

Servant (2) - an agent whose physical conduct is controlled by a master.  NOTE: a subset of agent.  Reasoning:  Control necess. for “agent” includes physical and nonphysical.

Independent K’or (3) - a person who contracts w/another to perform a service for the other but is not controlled by the other with respect to physical conduct.  May or may not be an agent.

Factors Indicating Servant or Independ. K’or ( 2R Agency § 220(2) ) - see factors listed which are not dispositive but go to weight.

Master vs. Principle Liability (see comment b to 2R Agency §2) - Principle (as Master) liability extends to physical harm caused by the servant while Principle (of an independent K’or) is not liable for Indep. K’or physical harm.  Signif:  most cases deal with a ( attempting to make relationship that of Master/servant in order to extend liability to torts of the servant.

Master liability for servant’s torts ( 2R Agency §219) - Act causing injury must be w/in “scope of employment”.

Exceptions (when servant doesn’t have to be in scope of employ.):

master intended conduct/consequences

master was negligent or reckless

conduct violated a nondelegable duty of the master

servant purported to act on behalf of the principle and there was reliance on apparent authority.

“scope of employment” ( 2R Agency § 228, 229 ) - 

§ 228 - To qualify as “scope of employment”, activity must be (all four conjunctively):

Kind employed to perform

occurs “substantially” w/in space and time limits

done at least in part, by a purpose to serve master

if force is intentionally used, the force is not unexpected by the master (e.g. a bouncer)

§ 229 conduct must be authorized or incidental to conduct authorized.

“incidental” - Interpreted very liberally and can be established even if principle instructs servant not to do.

Whether authorized or incidental (2)(a-j) - see factors listed.  NOTE:  factors are not dispositive but go to weight.

Establishing Master/Servant - Courts focus on the control the Principle maintains over various aspects of agent’s activities - a factual analysis of each case.

Sufficiency of Control? ( 2R Agency § 220(2) ) - see factors listed which are not dispositive but go to weight.

Humble v. Hoover - Hu says hard to distinguish why there was sufficient control in Humble but not Hoover to est. Master/Servant.

Humble, p.12(M) - Humble filling station attendants allowed a car to roll off the lot into (.  ( claimed station owned by separate owner and they’re not liable.  Holding:  liability against Humble - court found Master/Servant because of Humble’s control of day-to-day operations (e.g. hours of operation, payment of station utilities, title to “owner’s” occupancy was terminable @ will of Humble, paid for equip., etc.)

Hoover, p.16(M) - same tort case as Humble.  Holding:  for (- no liability - lack of control of day-to-day operations.  

Principle Liability for Agent’s representations - Deals with whether the principle is bound by the agent’s representations.

Types of Principle (2R Agency § 4) - All types expose the principle to the same liability.  Even undisclosed.  Reasoning:  1) principle stood to gain from transaction; and 2) even if you didn’t hold the undisclosed liable, the 3rd party could sue the agent for breach and the agent could then sue the principle - collapses 2 suits into 1.

Disclosed - if 3rd party knows agent is acting for the principle.

Partially disclosed - 3rd party knows agent is acting for a principle but not which one.

Undisclosed - agent purports to be acting on his own behalf.

Types of Authority (2R Agency § 7-8B) - authority is the ability of the agent to bind the principle to performance.

Actual Authority ( 2R Agency § 26 )- created by principle’s manifestations to the agent.

Implied (incidental authority) (2R Agency § 35) (p.10) - applies to acts which are 1) reasonably necessary to complete, 2) incidental to, or 3) usually accompany an authorized transaction.

Express (p.10) - applies to specific acts authorized.

Apparent Authority ( 2R Agency § 27 ) (see Lind, p.19(M))- created by principle’s manifestations to 3rd parties.

Power of Position - is created when an act of an agent is that which 3rd party could reasonably expect someone in that position to do.

General Agent - a type of power of authority.  See under “Inherent Authority” below for complete discussion.

Undisclosed Principle - can’t have apparent authority in undisclosed principle because no principle to make manifestation.

Reasonableness Implied - In Lind, court stated that there might not be apparent authority if the transaction entered into by agent was so unusual as to create doubt in the reasonable person that transaction was not authorized (see discussion p.21(M)).

NOTE:  In a big deal, you don’t rely on apparent authority - get a legal opinion from lawyer concerning whether or not co. representatives have the authority to form K (e.g. lawyer looks to the articles of incorp. etc.)

Inherent Agency (see p.14) (see Watteau, p.23(M)) - Created by what the principle should have reasonably foreseen as an action the agent would take even though the action was contrary to his instructions.

Distinguished from Apparent Authority - Apparent requires a manifestation of the principle and Inherent doesn’t.

General Agent ( 2R Agency § 3 ) (see Watteau, p.23) - agent authorized to conduct a series of transactions involving continuity of service (e.g. manager of a bar)

Disclosed/Partially Disclosed ( 2R Agency § 161 ) - requires Apparent Authority and that 3rd party reasonably believe that agent have authority.

Undisclosed ( 2R Agency § 194, 195) (see Watteau)- requires Inherent Authority and that the transaction be “usual or necessary” to the type business conducted.

Watteau, p.23 - manager of business for undisclosed principle bought cigars that he was not authorized to buy.  Seller attempting to hold undisclosed principle liable.  Holding:  for ( - undisclosed principle is liable due to inherent authority.  Principle should have foreseen the type of transaction.

Authority by Estoppel - last resort liability.  Principle liable if:

3rd party changed their position

due to belief that the transaction was entered into by him and he:

intentionally or carelessly caused such belief

knowing 3rd party had belief, failed to take reasonable steps to notify them of the facts.

NOTE:  the manifestations of Estoppel would be sufficient to satisfy Apparent Authority manifestations so the two overlap.

Lind, p.31 (materials) - Lind had been told by his supervisor that a promotion carried 1% of the sales of all salesmen under him.  Company didn’t pay and Lind sued claiming inherent authority.  Company claimed it not bound because supervisor didn’t have the authority to offer 1%.  Holding:  for ( - court found apparent authority created by ( in supervisor - ( had told ( to go to supervisor for salary increase.

Ratification ( 2R Agency § 82 ) - When the principle affirms the acts of an agent which didn’t originally bind the principle.

Methods of Ratif. ( 2R Agency § 83 ) - 

Express Ratification - any manifestation of acceptance, or

Implied Ratification - conduct which indicates acceptance of the acts.

Time of Ratification - extends retroactively to when the act was done.

Timing - Ratification must occur

Before W/drawel by 3rd Party ( 2R Agency § 88)

Before Material Change in Circumstances ( 2R Agency § 89)

Distinguished from Acquiescence ( 2R Agency §43 ) - Principle’s failure to repudiate acts of the Agent creates apparent authority in the agent (as to those who know of the acquiescence)

Fiduciary Duty & Trade Secrets - Cases focus on what level of fiduciary duty an employee has to his employer.  Trade secret cases dovetail with fiduciary duty cases because the employer is said to owe a fiduciary duty not to divulge trade secrets.

Fiduciary Duty (see Bancroft, p.25) - Generally:  Bancroft case found that officers and directors are not permitted to use their position of trust and confidence to further their private interests.

Bancroft Rule - No duty to actively disclose plans to compete unless failure to disclose could injure the corporation.

Actively Misleading - there appears to be a fiduciary duty not to actively mislead an employer to better employees position.

Duty to Answer Direct Questions? - unclear.  Bancroft rule seems to say that if injuring the corp., then duty to disclose affirmative - especially in response to a direct question.

Recruiting - Recruiting while employed using information not available to the public is generally considered breach of fiduciary duty.

Supervisory v. Pier Recruitment - Hu, says that a supervisor has a higher fiduciary duty not to recruit subordinates as opposed to peers recruiting piers.

Bancroft, p.25 - president/employee of corp. participates with competitor to recruit employees from corp. to start new publish. firm.  Holding:  court found breach of fid. duty - acts included obtaining employee salary figures; actively telling corp. not to offer competitive salaries; and denying corp.’s questions of whether he was leaving} OVERALL: abuse of position.

Trade Secrets (see Corroon, p33(M); Town & Country, p.31(M)) - Cases generally deal with whether employees can take information with them and use it in a new venture.  Courts use the following tests:

Route v. Non-Route Customers (see Corroon @ p.34) - If Non-route, then not considered a trade secret.  If route, then a trade secret.  Reasoning:  a Route customer is considered to have a special relationship with the employer.  Therefore if the customer is solicited to go w/employee, it’s assumed to be luring away from the route employer.

Rest. Torts Test (see Corroon p.34(M)) - factors going toward trade secret:

See list page 34(M)

extent info. is known outside business

extent to which info. is known by employees and others in the specific business

extent of measures taken to guard info.

value of the information

amount of effort/money expended to develop info.

ease or difficulty with which the info. could be acquired by others.

NOTE:  Corroon court required fulfillment of all factors.  However, should be a balancing/weight of evidence test.

Common Law (see Town & Country, p.31) - Court in T&C focused on 1) the amount of effort expended by the employer to develop the list; 2) the availability of customers to other people in the business.  

CON T&C rule - 1) limits personal freedom because employee discouraged from leaving; 2) difficult to establish how client leaves firm (i.e. was client lured or did he leave voluntarily)

PRO T&C rule - Co.’s won’t be encouraged to build clientele if they can lose it to employee.

Non Compete Clauses - 

Applied to lawyers - some courts don’t uphold clauses because they don’t want interference with public’s right to counsel of choice.

Solution to Court holding - Firms overcome negative rulings by limiting the amount of post dissolution payments if the lawyer makes > X dollars with new firm.

Town & Country, p.31 - court found that list of housecleaning customers was a trade secret based on the time and effort required to develop the list and the lack of information on customers available to the general public.

Corroon, p.34 - Insurance salesman had taken list of insurance customers when he left insurance firm.  Employer (() claiming theft of trade secret.  Holding:  for ( - employee lists were not trade secrets.  Court examined using the Restatement test and the Route tests.  Found that because lists were readily available to employees and the amount of personal effort employee (() had expended.  Also found employer to be Non Route and therefore lists not a trade secret.



Partnerships -

Formation of Partnership - Cases deal with (s attempting to establish that a partnership was formed in order to expose assets of partner to suit (see “formation” below for elements establishing ptnshps.).

UPA - most influential - accepted by all states but La. in 1914.  Signif:  much of litigation so outcomes very predictable.

Defined § 6 - assn. of two or more people for profit

Formation § 7 (see Martin, p.31) (see prob., p.52(M)) - Receipt of profits is prima facie evidence that he is a partner UNLESS:

receipt is for - 1) pmts on Debt; 2) wages or rent; 3) Annuity to person related to a dead partner; 4) interest on a loan (regardless of how tied to profits); and 5) consideration for sale of goodwill or other property.

Pmts out of profits pursuant to a loan (see #1 above) (see Martin) - generally not evid. of ptnship unless significant aspects of control or similarity of pmts. to share of profits.  BUT:  Control can be simply to protect loan investment (e.g. veto pwr. over acts of business, lack of participation in losses, etc.)

“significant aspects of control” (see prob., p.52(M)) - courts distinguish between negative and positive control aspects.  

example of negative - ability to veto an action of the firm; information rights 

example of positive - ability to propose actions; ability to direct to whom to sell products.

Sharing of Gross Returns - does not establish a partnership in and of itself.

Martin, p.31 - ( trying to establish that payments made out of profits to ( created a partnership.  Holding:  for (, no partnership - court found loan clauses giving certain control aspects (i.e. veto power, etc.) to ( were simply protection of loan investment.  Also ( didn’t share in profits.

RUPA - Same as UPA.

Elements of Partnership Formation (see p.51(M)) - The partners can establish most elements of the agreement.  However, if not discussed in agreement, the UPA/RUPA supplies default terms (i.e. “unless otherwise agreed” language).

Elements:

Division of Management

Financing - Capital Contribution

Liability - e.g. J&S liability, limited liability, etc.

Transferability

Duration

No filing Reqt. - as opposed to corp. and limited partnerships.

Entity vs. Aggregate theory of the partnership (RUPA v. UPA) - 

Entity (RUPA) - RUPA § 201 and comment expressly establish ptnrshp. as entity separate from partners.

Characteristics:

Can sue or be sued in it’s own name



Aggregate (UPA) - UPA § 6 implies the adoption of an aggregate theory.

Characteristics:

Can’t sue or be sued in it’s own name

Used by most states

Diversity Jurisdiction - Questions arise when state A sues ptnshp. in state B but a partner resides in state A.  Most states say diversity jurisdiction is destroyed.

Taxes - treated as a hybrid of Entity and Aggregate.  i.e.  ptrshp. must file information return but tax characteristics flow through to the ptns.

Ptnrshp property - 

Real property ( UPA §8(3) ) - may be acquired in partnership name.

Other property ( UPA §(1,2,4) ) - if purchased with ptnshp. property or otherwise intended, property is owned in ptnshp. name.

UPA conflict w/other State statute - some state statutes require a transaction to be treated under an entity concept.  Requires looking at legislative intent of specific statute.

Management of Partnership -

Rights of Partners (UPA § 18) - Most partnership statutes have standard default rights in the event that the partners haven’t agreed otherwise (usually include language “...subject to any agreement...” ).

Default rights § 18 UPA/§ 401 RUPA - the UPA and RUPA are similar except for RUPA § 401(j) and UPA § 18(h) - see below.

Equal sharing of profits and losses (see ex. @ 9/18 notes).

reqt. of contribution to cover losses (Whether capital or otherwise) according to profit percentage.

Indemnification of partners for expenses and liabilities reasonably incurred for the business

Interest due on excess contributions beyond the agreement of the ptnshp.

equal rights to management and conduct of the ptnshp. business (e)

ordinary matters (h) (see Summers, p.43) (see National Biscuit, p.46) - Majority of partners required to bind partnership.

matters in contravention of ptnshp. agreement (h) - consent of all partners needed 

ordinary course vs. not in ordinary course (see Problem 2, p.54) - Involves minority partners trying to prevent action of other partners by claiming that the majorities action not “ordinary course” and therefore requiring consent of all partners.

Problem 2, p.54 - concerns 3 partners, 2 of whom want to race a horse and 1 who doesn’t.

Implied agreements -  the rules above are default rules for the partnership in the event that a partnership agreement doesn’t exist to the contrary.  The partnership agreement doesn’t have to be express but can be implied.

Signif:  a partner trying to make a unilateral decision may want to say that an implied agrmt. gives him the right to conduct business without the consent of a majority or unanimous vote of partners under (h).

§ 18 (e) and (h) distinguished - (h) requires a majority vote so why (e) needed?  (e) simply requires that minority at least be informed of decision so majority can’t simply act on there own (see p.47).

RUPA § 401(j) vs. UPA § 18(h) - § 401 requires consent of all the partners for amendments to the partnership agreement and or acts outside the ordinary course of business.  § 18(h) leaves out “...acts outside the ordinary course...”.

Signif:  § 18 not as broad as § 401 which recognizes the implicit agreements which can arise “in the ordinary course of business”.

Summers, p.43 - two partners, one of which wanted to hire an extra employee.  The other objected.  The employee was hired and the one partner wants reimbursement.  Holding:  for objecting partner; no reimbursement.  Court reasoned that a majority must consent and 50% doesn’t constitute a majority.

see National Biscuit, p.46 - 2 partners, one of which informed a bread supplier that the partners were in disagreement.  Supplier continued to ship pursuant to nonobjecting partner’s directions.  Holding:  objecting partner held liable - Hu says that Summers can be distinguished because in Nat. Bis. there was no affirmative act, only an ongoing activity.

All partners must consent to admission of new members (g).  Why? partners should trust those who are going to expose them to unlimited liability.

No entitlement to salary (f) except for services in winding up the partnership affairs.

Implied agreements -  the rules above are default rules for the partnership in the event that a partnership agreement doesn’t exist to the contrary.  The partnership agreement doesn’t have to be express but can be implied.

Signif:  a partner trying to make a unilateral decision may want to say that an implied agrmt. gives him the right to conduct business without the consent of a majority or unanimous vote of partners under (h).

Express Agreements (see prob. 3, p.56) - 

Super majority provisions - Generally for important firm decisions.  Reasoning:  Doesn’t allow a small majority from directing important decisions of the firm.  Problem:  can allow large minority to block transactions.

Management committees - Generally issues must first be approved by the committee for a general vote by the partners.  Useful for large firms so that you don’t have several partners pulling the firm in multiple directions.

Simple Majority for fundamental changes - some courts have struck down such clauses as contracts of adhesion.

Partnership books and Inspection Rights ( § 19,20 UPA/§ 403 RUPA ) - Generally dictate that  “...subject to any agreement...”, the partnership must keep books at the principle place of business and that partners have the right to inspect them upon reasonable request.

Capital Accounts, Draws, and Related Matters - Deals with how profits and losses are distributed to partners’ capital accounts as well as the effect of partnership debt on those accounts.  Profit/loss changes in capital accounts and liabilities effect the partner’s return on dissolution.

Service partners and Capital Accounts (see p.50-51) - The UPA doesn’t provide for capital accounts based on the services of a partner.  Signif:  this can create inequity when a partner becomes jointly liable for the debts of the partnership and yet has built up no capital.

NOTE:  an express or implied agreement can provide for capital contrib. based on services.

Type of Labor Qualifying for Contrib. of Capital (see p.51)- Cases distinguish between day to day services which are not capital contrib. and cases where skill and labor are a capital asset which is a capital contrib.

Liability of Partners for Ptnshp. Debts - 

UPA § 15 - 

Torts § 15(a) - Partners are jointly and severally liable for injury under UPA § 13 and 14.

§ 13 - loss or injury caused by a partner in the ordinary course of business.

§ 14 - misapplication of funds received by a 1) partner under apparent authority; or 2) partnership in the ordin. course.

Debts § 15(b) - Partners are jointly liable for debts and obligations;  BUT, any partner may make himself solely liable for a contractual debt if specified at the outset (i.e. the other party realizes he’s only K’ing w/the one partner).

Signif:  partnership can limit liability for a debt and not expose the partnership.

NOTE:  because partners are jointly liable you must name all the partners when suing.  

Solution:  To avoid this, you can have all the partners sign the obligation to provide severally liability.

Jointly v. Severally Liable - Joint liability limits individual partners to loss only to the amount that they are required to pony up under the partnership agreement (see UPA § 18 above).  However, J&S liability exposes individual partners to liability for the whole debt.

RUPA § 306 - Distinguished from UPA § 15 in that it provides J&S liability regardless of tortious conduct or debt.  Signif:  don’t have to worry about having all partners sign K/instrument.

Liability of Partners under RUPA § 307 - 

Entity Theory (a) - provides that ptnshp. can be sued in its own name

J&S (b) - action can be brought against ptnshp. or indiv. partner.

Partner’s several liability (c) - liability cannot be satisfied out of a prtnrs. assets unless 1) there is a judgment against him; and 2) the partnership’s assets have been used (exhaustion rule, p.63).

Authority of Partners - Generally deals with the authority of partners to bind the other partners to their acts (see UPA § 9-14).

Partner as Agent of the partnership (UPA § 9) - 

Ordinary Business Decision (1) - generally acts for “..carrying on in the usual way the business of the partnership...” bind the partnership UNLESS:

the partner acting has no actual authority AND the 3rd party has knowledge of the fact that there’s no actual authority.

NOTE:  This allows for apparent authority to bind the partnership (see “business of the...” below)

“business of the partnership” (see Burns, p.60)- courts are split as to whether that means the business of that particular ptnrshp. or similar other businesses.

Burns, p.60 - court based authority to bind partnership on the business of that particular partnership and what the business is of other partnerships in the same business (industry standard).

UPA vs. RUPA - § 301(1) binds partners for acts of a partner for carrying on the business of that particular ptnshp. or other like partnerships.  NOTE:  that courts are split under the UPA (see “business of the partnership” above).

Decisions Requiring Unanimity (Unanimity Rule) ( UPA § 9(3)(a-e) ) - The following decision require a unanimous vote of the partnership:

Assign property in trust for creditors

dispose of the good-will of business

Do any other act making it impossible to carry on the business of the partnership

Problem 2, p.54 - concerns 3 partners, 2 of whom want to race a horse and 1 who doesn’t.  Hu suggested that because racing the horse might make business impossible to carry on the unanimous vote might be necessary.

confess a judgment

submit a partnership claim.

Partners Duty of Loyalty (see UPA § 20, 21)

Common Law Fiduciary Duty of Partner (see Meinhard, p.73) - Partners have a duty to tell their partners of certain opportunities that come to that partner as a result of his position as a partner of the firm.

Opportunity w/no nexus to the firm (see Meinhard) - generally, no duty to inform partners if there’s no nexus between the firm business and the opportunity

Opportunity arising from relationship to firm (see Meinhard) - in Meinhard, the court found that because 1) the partner wouldn’t have known of opportunity unless a partner, and 2) because opportunity was similar to firm’s business, that partner had duty to tell other partners of opportunity. 

Reasoning:  1) Other partners have an expectation that they’ll be told. 2) gives partners a chance to compete.

“Finest Duty” & Meinhard - Meinhard court establishes a “finest duty” standard to inform partners.  Signif:  most duties made available to a partner should be disclosed to partners.

Partner Fiduciary Responsibility Under UPA § 21 - The responsibility to divulge information is much more limited than the common law with specific language concerning when there’s a duty (i.e. UPA language not as sweeping as Meinhard opinion): 

Extends to “...any benefit...from any transaction connected with the formation, conduct, and liquidation of ptnshp or use of ptnshp. property”.

Signif:  “any benefit” is broad language - “any transaction connected with...” could extend to before formation and after liquidation.  BUT:  courts tend not read benefit as broadly as the might be able to.

Partner Fiduciary Responsibility Under RUPA § 404 - Hu says that even more specific than UPA language as a reaction to the broad language of Meinhard.

Fiduciary Duty (a) - limits fid. duty to “duty of loyalty” of (b) and duty of care of (c)  BUT:  use of “Fiduciary” in (a) tends to bring in the “common law baggage” of Meinhard.  Why?:  § 104(a) retains common law standards unless explicitly rejected and Hu says § 404 is not a rejection.

Duty of loyalty (b) - retains most of UPA § 21.

Duty of Care (c) -  uses a gross negligence standard (i.e. prohibits partners from grossly negligent conduct.

Fiduciary Duty and Express Agreements - § 103 lists items that may not be waived by the partners in an express agreement.

Duty of loyalty (b)(3) - prohibition on waiving the duty of loyalty pursuant to an express ptnshp. agrmt.

BUT:  (b)(3)(i) & (ii) allows agrmt. to 1) ratify acts of disloyalty after the fact or 2) specify acts which are not acts of disloyalty.

Joint Ventures and Partnership Law (p.54) - courts are split on whether partnership law applies to joint ventures.  UPA § 18 and other §s of the UPA produce unfavorable results.  Solution:  courts generally read in an implied agreement as a modification of the UPA’s default rules.

Dissolution & Winding Up (UPA)  - 

Dissolution Under UPA § 29-43  - Refers to a change of relationship among the partners and is not the end of the business (“winding up” - see below).  NOTE:  Dissolution theory is found under the aggregate theory (see discussion above).

Winding Up - Refers to the actual termination of business.

Causes of Dissolution ( UPA § 31 ) - Dissolution can occur in several ways:

W/out violation of Ptnshp. Agreement - all of the following can be modified by the ptshp. agreement as to how the ptnrshp can be liquidated.  (NOTE:  can be modified by express or implied agreement terms under the UPA - only express terms under the RUPA - see further discussion under “implied terms” below)

End of a specified period or type of undertaking

Express will of any partner (if no agreement to time or undertaking)

Express will of all the partners.

By expulsion of any partner in manner bona fide in accordance w/agreement.

NOTE:  Admission of a partner generally does not create a dissolution of the partnership (p.63(M)).

In contravention of Partnership Agreement by express will of any partner



Et. al. - see § 31 for remainder of list of methods of dissolution.

Method of Dissolution and effect on Partner’s Rights - The way a corp. is dissolved under UPA § 31 governs the Rights of Partners to partnership property (see UPA § 38 )

Dissolution NOT in contravention of ptnshp. agrmnt.

Each partner may:  1) have patnshp property applied to discharge liabilities; and 2) have surplus paid in cash amount owing to partners.

“in cash” - seems to indicate that the business must be sold and proceeds distributed.  BUT: see “in kind distrib. v. liquid.” below

In Kind Distribution v. Liquidation (see Frefuerst, p.79) - Cases involve whether the dissolving partner can have the assets distributed “in-kind” or must they be sold and proceeds distributed in cash.

Problem w/ “in-kind” - 

Expense of Sale - The partner who wants cash has to bear the full cost of selling the asset whereas a judicial sale would spread the cost over both assets.

Judge Determined Price - A more accurate price could be determined in the market rather than by the judge.

When “in kind” allowed  (see Frefuerst, p.79 -court didn’t allow; see Nicholes, p.83 -court did allow) - 1) if prnshp agreement permits; or 2) if partners agree to in kind.  In all other circumstances (with the exception of “note” below) Frefuerst court decided that § 38 dictates cash distribution is appropriate.

NOTE:  Frefuerst case distinguishes cases in which “in kind” allowed due to other cases having 1) no creditors, 2) no one else would by the assets, and 3) “in kind” distribut. was fair to all partners.  Reasoning:  #1 - in kind distribution may limit the creditor’s ability to collect because assets more valuable when sold as a whole.

“Natural Cleavage”  Nicholes, p.83 - court did allow in kind distribution.  Reasoning:  one partner had contributed equipment and process while other contrib. cash and services.  The court felt that the business operation should go to the one who designed it.

Fairness of Nichols?

Pro Nicholes - The “big cheese” w/cash shouldn’t be able to come in and force liquidation in which he raises cash to buy the business from guy who designed it.

Con Nicholes - The partner who gets business got use of other partners capital to get business going

Frefuerst, p.79 - two partners, one of which wanted to dissolve partnership and wanted cash.  Other partner wanted in kind distribution so as to preserve business.  Holding:  For sale and cash distribution.

Can an estate of partnership compel liquidation? - Hu says cases go either way.

Pro compel - 1) UPA § 41(3) says creditors can go after the estate for liabilities of the partnership.  Signif:  Estate should be able to compel liquidation to satisfy debts.

Con compel - UPA § 18(g) requires consent of all partners for transfer of ptnshp. interest.  Signif:  all partners didn’t authorize transfer so not eligible to force liquidation.

Dissolut. by bona fide expulsion of partner per ptnshp. agrmt.

Effect of Bona Fide Expulsion - 

other partners may continue partnership w/out liquidation

expelled partner is entitled only to net amount due him IF partner is discharged from ptnshp. liabilities.

What Constitutes Bona Fide Reason? (see Gelder, p.71(M); )- Cases generally concern whether 1) good cause is necessary to be shown or if 2) good faith reason for expulsion needed.

Courts Generally say burden of proof of no good cause or good faith required is on the expelled partner. (see Gelder, p.71(M).  Reasoning:  1) would be equivalent to judicial dissolution under § 32; and 2) sometimes pinpointing the exact reason for discharging partner is difficult.  BUT:  some courts say lack of good faith or cause inconsequential (see Lawlis, p.100)

Consequences of Wrongful Expulsion:  if cause had to be shown and burden not upheld, expelling partners could be held to have contravened agreement and had only get value w/out goodwill.

Gelder - doctors in ptnrshp. expelled partner according to ptnrshp. agrmt. which allowed expulsion by vote.  Doctor expelled wanted other partners hit w/wrongful dissolution by requiring them to show cause.  Holding:  for partners, no cause necessary.

Dissolut. in contravention of Ptnshp. Agrmnt. ( UPA § 38(2) )

Rights of each partner not causing dissolution ( (2)(a-b) ):

(b) - 1) continue the business if all agree; IF they 1) pay the dissolving partner the value of his interest in ptnshp. less damages from wrongful dissol ( see (2)(a)(II) ).

“value of his interest” (see Drasher, p.94) - According to (2)(c)(II), goodwill is not included in value.

RUPA v. UPA - RUPA takes the sting out of the exclusion of goodwill from “value” calculation of UPA.  RUPA § 701(b) includes goodwill in “value” calculation.

Signif:  RUPA is more attractive to the wrongfully dissolving partner.

Rights of Retiring or Deceased Partner in a Continuing Partnership (UPA § 42) (see Prob. 4-2, p.70) - Has the option of receiving the “value of his interest” plus 1) interest; or 2) in lieu of interest, profits from use of the partner’s value.

How long can you take to decide? - the partner could play games by sitting back and accruing interest while keeping the other partners wondering if he’s going to liquidate.  Solution: courts decide equitably.

Effect of Dissolution - can be bad for the partnership (e.g. acceleration of loans, nullification of insurance Ks,   )

Judicial Dissolution (see UPA § 32 ) - Court can dissolve partnership whenever:

See list § 32(1)(a-f)

Partner makes it impracticable to carry on business w/him (1)(d) - in Drasher, p.94, the court found that this type of action is a violation of partnership agreement and therefore allowed the nondisolving partners to carry on the business of the partnership according to § 38(2)(b) - see case and statute above.

Drasher - 2 partners and one turned out to be a drunk who w/drew too much money from the partnership.  The drunk wanted dissolution because he said other partner was wrongfully w/holding money from him.  Other partner countered claiming wrongful dissolution by function of § 32(1)(d).  Holding: for non drunk; wrongful dissolution and could continue business pursuant to § 38(2) - drunk had made it impract. to carry on business.

Power of Partner to bind Partnership to Third Persons After Dissolution ( UPA § 35 ) - 

Implied Terms and Fiduciary Duty of Dissolving Partner (see Page, p.83) - Cases involve interpreting ptnrshp. agreements to determine if the liquidating partner violated the partnership agreement - the usual result if in contravention would be to allow the non liquidating partner to continue in business pursuant to UPA § 38 (see above).  NOTE:  There is also a question of fiduciary duty of liquidating partner not to use bad faith in liquidating ptnshp which could be a contravention of ptnrshp agreement.

Implied Terms (see Page, p.83) - The UPA § 31 provides the default rule that a partner may dissolve ptnshp. at will.  However, an implied term can be read in so as to modify the default rules and prevent dissolution.

NOTE: Page was a departure from Cal. law favoring implied terms

PRO & CON of Page (i.e. - not reading in an implied term):

PRO - Implied terms could lock in partners who should be allowed to liquid. at will.

CON - A dominant partner could “freeze out” the weaker partner by forcing liquid. and as a result take control of the business.  BUT: see Fiduciary Duty as an implied term below.

Page, p.83 - two partners - the (, who was the business’s largest creditor, wanted to liquidate.  The ( said that this would be in contravention of the partnership agreement which said that “all debts would be paid out of profits of the business” and therefore payment out of liquidated assets would be in contravention and he could continue the business.  Holding:  for (, at will liquidation under § 31(1)(b) allowed - pmt. of debts out of profits was just an expression of hope for profits.

Fiduciary Duty as Implied Term (see Page, p.83 @ 86; Rosenfeld, p. 87)- the liquidating partner has a fiduciary duty to other partners to compel liquidation in good faith - otherwise, the partner could be found to be in violation of implied term of ptnshp. agreement.

Page & Rosenfeld court - said that dissolving partner must use good faith in forcing liquidation and may not “...dissolve a partnership to gain the benefits of the business for himself...”

Fid. Duty and RUPA - § 602 dictates that dissolution is wrongful only if in violation of an “express term” of the agrmt.

Signif:  can you read in “bad faith”? - might allow for bad faith dissolutions.



Rules for Distribution Pursuant to Dissolution ( UPA § 40 ) - 

Order of Distribution UPA § 40(b) (see notes from 9/14 & 9/18 & p.45(m) example for distribution illustration) - 1) pmts. to creditors other than partners; 2) pmts. owed to partners other than capital and profits; 3) pmts. to partners of capital; and 4) pmts. to partners that are profits.

NOTE:  partners divide profits as per UPA § 18 default rules or prior agreement.

Advance v. Capital Contrib. -  disagreement can arise over what is a contrib. of capital and what’s an advance so as to better standing in the liquidation distribution chain.

Assets from Which (b) distributions are available ( § 40(a) )

Partnership Property

Contributions of the partners necessary for the payment of all liabilities specified in the order of distribution of (b).

Liabilities and Partner Contributions During Dissolution ( UPA § 40(d) ) (see ex. @ 9/18 notes) - Partners contribute to liabilities during dissolution according to § 18(a) (see above).

When Partner Insolvent/or Won’t contrib. -  Contribute their proportion relative to remaining ownership w/out defunct partner (see ex. @ 9/18 notes).

Service Partners and Contribution on Dissolution (see Kovacik, p.57) - Cases concern whether the partner contributing $ can require the service partner to contribute $ on dissolution. NOTE: that regardless of how the partners have agreed to divide profits/losses, the capital account of the contrib. partner has to bear the burden of all losses.

Service partner compensated - Court in Kovacik distinguished Kovacik from cases where the service partner is compensated for services.  Why? Where one partner contributes money and one labor, the loss on dissolution for both partners is equal in value (assuming value of labor is equal to $ contrib.)

Kovacik - court held that service partner (() did not have to contribute $s partner’s capital account.  Reasoning:  the service partner shouldn’t have to guaranty the $ partner’s investment.

Dissolution & Winding Up under RUPA (distinguished from UPA) - The RUPA attempts to avoid the effects of dissolution under the UPA (e.g. loss of insurance, acceleration of loans, etc.) by specifying that events causing “dissociation” (used in place of UPA’s “dissolution”) of a partner do not end the old partnership in favor of new one.  Dissociation leads to one of two consequences (see below)

Right to dissociation RUPA § 602(a) - same as UPA

Consequences of Dissociation

Winding Up (Article 8 of RUPA) - § 801 specifies events which require the partnership to be wound up and generally continues UPA rule that 1) an at will partnership can force liquidation and that 2) a wrongfully dissolving partner allows other partners to continue business w/out winding up.

Mandatory Buy Out (Article 7 of RUPA) - If windup not required under § 801, then § 701 mandates a buyout of the partners interest much like UPA § 38.

Exception:  Unlike UPA, RUPA requires payment for goodwill.

Quasi Corporate & Corporate Forms

Limited Partnership - 

Defined (ULPA § 101(7) ) - 1) two or more people; 2) with one or more general partners and one or more limited partners (i.e. must have a general and limited partner).

General Partner - can be a corporation under ULPA § 101(11) definition of “person”.

“Limited Partner” defined - definition important because if ltd. prtnr. “participates in the control of the business”, then he can be subject to unlimited liab.

“participates in the control of the business” ( ULPA § 303(a) ) - the following activities do not, by themselves, create excessive control (see § 303(b) ) (NOTE:  see “additional factors...” that go to “control” below):

being a contractor for, agent, or employee of a ltd. ptnshp. or of a general partner (1);

being an officer, director, or S/H of a gen. ptnr. that is a corp. (1) (see Frigidaire, p.108);

Acting as surety for ltd. ptnshp. or guaranteeing or assuming obligations of the ltd. ptnshp. (3) 

The following creates liab. in ltd. partner - 

use of his name for the benefit  of the ptnshp. ( § 303(d) ) (see Pitman, p.106) where creditor extends credit w/out actual knowledge that the prtnr. is not a general partner.

Pitman, p.106 - court held partner liable for acquiring a line of credit for the partnership.  Reasoning:  constituted sufficient control under § 303(d).

Additional Factors to be Considered in Making ltd. Partner liable for dealings w/3rd parties - 

Expectation of the parties (see Frigidaire) - Frigidaire court said that because Ltd. prtnrs. nor the ( (party trying to hold ltd. partners liable) expected to be held or to hold liable, then no liability.

When Ltd. Partner is Officer of Corporate Gen. Ptnr.  (see Frigidaire) - Courts examine the reason the corp. was set up to see if officers should be held liable for there dealings w/third parties.

If solely to shield from liability (see Delaney, p.109) - courts may hold the parties being shielded as liable.  In Delaney, the corporate gen. ptnr. was set solely to run the ptnrshp. and be able to do so w/shielded liability.

If set up for Legitimate purpose - in Frigidaire, court refused to hold liable where corp. set up as tool for finding business deals.  Reasoning:  Public policy of wanting to encourage entrepenuership

Burden of Proof shifts to Ltd. Partner (see Gonzales, p.112) - The burden of proof that he acted only for the general partner rests on the ltd. partner once the ( has shown that ltd. partner took an active role in ltd. partnership interests.

Signif of Case:  Hu say it’s a “form over substance” case.  (i.e. as long as you maintain the form - that your acting on behalf of the corp. and not as a limited partner - then your OK)

Policy:  to hold ltd. partners liable would force people to form corporations and courts don’t want to do that.

Limit of Liability  ( ULPA § 303(a) ) - partner exercising too much control is liable 1) only to persons with whom he dealt who could 2) reasonably think that he was a general partner.

Frigidaire, p.108 - Ltd. ptnshp. set up as follows:

�

�

���

�

�





The (s negotiated a K with ( on behalf of the corporation (union prop.) as general partner.  The ( is suing the (‘s claiming that they participated in the control of the business and should be held liable.  Holding:  for (, no liability.  Reasoning:  1) no expectation by ( or ( to hold or be held liable.  2) § 303(b)(1) says that being an officer of corp. that is the  general partner doesn’t expose to liability. 3) corp. not set up solely for the purpose of shielding from liability but rather to find business deals. (there were several other ltd. ptnshps. set up the same way.

Benefits

Vs. General Partnership - eliminates unlimited liability (except for the general partner)

Vs.  Corporation - avoids double taxation and allows pass through of partnership tax attributes to partners.  NOTE  passive activity rules severally limited the attractiveness by limiting losses.

Sometimes Treated as Taxable Corporations by IRS (p.113) - If “Kintner Characteristics for a corp” fulfilled, then IRS treats as a corporation for tax purposes.

Kintner Characteristics (must fulfill ( 3) - 1) continuity of life, 2) centralized management, 3) limited liability, and 4) free transferability of interests.

Very hard to fulfill  - Why - 1) no centralized mngt. if general partner has at least 1% interest in the firm.  2) ltd. partnership. treated as if it has unlimited liability even if general partner is a corporation.

Filing Requirement ( ULPA § 201 ) - § 201 requires a “Certificate of Ltd. Partnership.” to be filed setting forth the following:  (NOTE:  a general partnership requires no filing.)

Name of the ptnrshp.

Address of the office & address where service of process should be directed.

name and business address of each general partner

latest date upon which the ltd. ptnship is to dissolve

any other matters.

S - Corporations - Allows tax attributes to flow through to the shareholders and avoids double taxation

Requirements

( 35 S/H.

Only one class of stock

S/H must be individuals or qualified estates or trusts

no nonresident aliens

S corp. may not be a member of an affiliated group

Limited Liability Partnerships (LLC’s) - Preserves limited liability of S/H, maintains pass through tax status, and allows active participation of S/H in mngt.  Created by statute (statutes primarily driven to prevent LLC from acquiring Corp. tax status.)

Active Participation of S/H - Unlike limited ptnshp., “members” can participate actively in management.

NOTE:  S/H called “members”

As Pass Throughs - IRS says they must pass 4 “Kintner Characteristics” in order to be a pass through (i.e. not a corporation).

“Bullet Proof” Statutes - set up to assure LLC immunity from corp. tax status if set up according to statute.

Non bullet proof DE (p.122) - DE is flexible as to qualifying as LLC - Signif:  you could be subject to corp. tax status.

Limited Liability - liability limited to the assets of the corp.

LLC agreement - The type of agreement governing internal relationships of S/H and co. operations is governed by statutes.  Two primary types of statutes:  “Bullet Proof” and “Flexible”

“Bullet Proof” - create assured non corporate tax status as long as S/H agreement follows the default provisions of the statute.

“Flexible” (e.g. DE) - allows broad range of agreements.  Problem:  may subject LLC to corp. tax status.

Other Characteristics

Free Transferability of Interest BUT transferee can only participate in mngt. with unanimous consent of other S/H.  (Dodges “free transferability” of IRS corp. factors).

Can’t Publicly trade interests

No Public Filing Reqt. of S/H agreement - Benefit:  can be intricate and detailed describing intimate details of operation.

NOTE:  an Article of Incorporation has to be filed but it just provides bare essentials of organization.

Not restricted to one class of stock like S corp.

Doesn’t have to be in writing in some jurisdictions.

Limited Liability Partnership (LLP) - Provides pass through tax status, allows active participation, and limits personal liability (for tortious acts only)

Limited Liability - Courts have limited personal liability for tortious acts only and not contractual breaches.

TX LLPA § 3.08 - (a)(1) shields partner from tortious activity in which he was not involved.  (a)(2) holds partner personally liable for contractual breaches regardless of involvement.

DE LLPA § 1515 - same as TX.

Annual Fees  - most states are very formalistic (“form over substance”) and if a filing fee is missed then LLP status is noneffectual.

Requires Registration Filing (unlike general partnerships.)

Some statutes require minimum liab. insurance.

Corporations - 

Characteristics

Free Transferability

limited liability

continuity of existence

centralized management

Entity Status

Taxation - double taxation

Selecting the State of Incorporation - St. law governs the laws under which corp. operates.  NOTE:  some states will attempt to impose their law on corporations that operate in their state but are incorp. elsewhere.

Tax considerations - Two types of tax for corporations:  “doing business” (imposed by the state in which the corp. does business) and “franchise taxes” (Imposed by the state of incorp.) 

Signif:  Generally, if a corp. is doing business in the same state of incorp., its combined franchise and doing business taxes will be lower.

Publicly held v. Closely held - Closely held corp. is less likely to incorp. out of state because fees usually greater proportion of revenues.  Publicly held usually operate in several states and would have to pay both fees anyway so they can incorp. out of state.

Delaware Corp. Law - Pro and Con of DE incorp.

Rich Case Law Provides Predictability - the large volume of case law allows for high degree of predictability in outcomes.

Gives Freedom to Managers - Might not be attractive for closely held corp. to have managers w/no accountability.

Other States Similarity - Makes DE not as attractive relative to other states.

Costs of Changing St. of Incorp. - Might require a vote of S/H which is expensive.

Race to the Bottom - states compete for corporations by creating lax incorp. laws.  Why?  generates large franchise taxes. 

Argument against and for lax laws - 

Cary vs. Winter on whether competition among states creates a “race to the bottom”

Cary - argued that states cater to managers of corporations by instituting laws that allow managers great flexibility in managing co. (low accountability) and thus create nationally low-grade corporation law.

Signif - managers have no accountability to shareholders and this is assumed to be bad (assumes that maximizing S/H wealth is primary goal of corp.)

Winter - argued that yes states try to attract managers but distinguished attracting from favoring.  Argued favoring would provide S/H w/lower than normal returns and those corp. would have a higher cost of capital (i.e. would have to pay more to get people to invest in their corp.).  The result would be that corp. would go bankrupt, or S/H would oust management.  Signif:  managers would avoid incorp. in DE for fear of bankruptcy or ousting.

Signif:  because DE has high number of incorp. due to lax laws, Cary’s favoring argument must be wrong because managers aren’t avoiding it.

Alternatively Argued:  incentive to get franchise revenue would produce the optimal corporate-law regime allowing maximum return.

Mechanics of Setting up the Corporation - Contained in Series 100 of DE GCL (gen. corp. act.);  Series 2 of RMBCA

Initiation of Corp. as Separate Entity ( § 106 ) (see Cantor under “defective incorp” below) - Starts on date of filing of Cert. of Incorp.

Certificate of Incorp - 

DE - § 101(a) requires filing cert. w/Sec. of St.

Contents - 

Mandatory Inclusions ( § 102(a) ) - E.g.  1) name must include (inc., co., etc.);  2) address of registered office ( § 131 - registered office & place of bus. don’t have to be the same); 3) nature of business of incorp. ( § 101(b) allows just about any kind of business) ; and:

Stock Issuance

one class - include 1) total number of shares authorized and 2) par value/or lack thereof.

> 1 class - include 1) ttl. # of shares of ALL CLASSES authorized, 2) par value/or lack thereof; and 3) rights of diff. classes amongst each other.

Permissive Inclusions ( § 102(b) ) - 

Limitations of Actions of Corp/S/H/directors § 102(b)(1) - provisions may limit actions (NOTE: closely tied to Ultra Vires - see below)

Voting Reqts - § 102(b)(4) allows provisions increasing the necessary votes above limits reqd. by the statute.

Liability of S/H and directors - § 102(b)(6 - 7)

Default for S/H (6) - no liability BUT may be altered by provision in cert. of incorp.

Director Liability (7) - Liability for Fiduciary Duty may be limited by provision BUT not Duty of Loyalty or Duty of Good Faith.

Organizational Meeting ( § 108 )- Not required (c).

Held By ( § 108(a) ) - the 1) incorporators; or 2) directors if named in cert. of incorp.

Purpose - 1) naming temporary directors until next S/H meeting (if not already named in cert. of incorp.; 2) adopting by-laws; 3) electing officers.

Bylaws ( § 109 ) - Who may amend (a):

Before Pmt. for Stock - the incorp. or directors (if named in cert. of incorp.)

After pmt. for Stock - only the S/H UNLESS:

Stated otherwise in the cert. of incorp. - e.g. may give power to directors BUT:  may not limit S/H ability to amend by laws

Shareholder Agreements (see validity of in later sections) - 

Promoter Liability - 

General Rule - Promoter is liable to the corp. until corp. is incorporated UNLESS the other party agrees not to hold him liable.  PROBLEM: the other party rarely agrees to not hold liable.  Signif:  most cases deal with determining the party’s intent as to whether he intended to not hold the promoter liable  (NOTE:  few courts require express language in K to not hold promoter liable).

Promoters defined (p.139) - put together the corporation by bringing together capital, rights, etc.  Includes entering into Ks - Promoter Liability for these Ks is the source of most litigation.

Party’s Intent -  Factual analysis of the party’s actions as to whether he intended to hold promoter liable (see fact patters of cases below).

Method of Signing as Indication of Intent - Hu says that parties should indicate in signing that they are signing on behalf of the corp. and should sign as done on p. 147:

POTTERY WAREHOUSE, INC.

 by: John Doe, president.

E.g. of no promoter liability.

Quaker, p.146 - Party urged promoter to sign K knowing the corp. hadn’t been formed.  Also, promoter signed K as officer of corp.  Holding:  no promoter liability - court reasoned that party was looking only to the corp. for payment due to urging to sign.

E.g. of promoter liability found - 

Goodman, p.140 - Promoter attempting to not be forced into arbitrage with party K’ed w/before incorp.  holding:  promoter liable - court reasoned 1) Party’s knowledge of nonexistence of corp. not indicative of desire to not hold promoter liable; 2) that promoter expressed desire to form corp. to avoid liability w/out objection from party also not dispositive - why? lack of objection not equal to acceptance; and 3) fact that pmts. made to corp. not dispositive because they were made to corp. at promoter’s instruct. (not of party’s own volition).

Corporate Liability for Promoter’s Ks - Depends on corp. adoption (explicit or implicit) of promoters Ks.

adoption - Corp. can “adopt” the Ks made be a promoter implicitly or explicitly

Implicit (see McArthur, p.147) - Adoption may be inferred from the facts - in McArthur, the corp. took advantage of the services provided under the K of the promoter w/ full knowledge of the K  holding: the court held that K adopted.

adoption v. ratification - the corp. can’t ratify a K because no contractual capacity @ the time of K’ing.

Consequences of defective incorp. - Cases generally involve 1) ( attempting to avoid liability  by claiming corp. status avoided his personal liability against a ( claiming there was not corp. so ( should be  personally liable; or 2) a ( claiming he’s not liable to corp. because corp. not in existence.  NOTE:  similar to “promoter liability” above BUT deals with actions after purported incorporation instead of actions of promoter before incorp.

Amount of defect allowed - The amount of defect allowed ranges from the most strict, De Jure Corp, to De Facto Corp, to an analysis of the intent of the parties (sometimes referred to as corp. estoppel although the diff. between de facto and corp. estoppel is not clear.)

Policy Considerations (read p. 160) -

in Case #2 above - courts readily apply “corporate estoppel” to prevent ( from avoiding liability to corp.  (i.e. the non corporate entity (() is claiming that corp. can’t sue because not a corporation)  Why?  The ( is liable to someone, it might as well be to the corp. 

in Case #1 above - courts are more reluctant to apply “corp. estoppel” to prevent ( from pursuing promoters personally.  Why? 

(/debtor’s view point - the intent of the parties varies as to whether they intended to look to and be looked to for liability; 

(/creditor’s viewpoint - he did nothing to create the appearance of a corp. entity - his only intention was to K w/indiv. who said the corp. was an entity (if promoter is lying about corp. status, then tough cookies) 

De Facto Corp (see Cantor, p.149) - Overlooks a defective filing if three factors (see below) indicate an implicit corporation (also called “Corporate Estoppel”).  NOTE:  can’t survive a quo warranto proceeding - see below.

Three Factors (see p.151): 1) statute by which incop. was legally possible; 2) attempt to comply w/statute; and 3) actual use of corp. privileges; and (can be summarized as a “colorable attempt” at compliance.)

Irony of Corporate Estoppel - Estoppel is generally asserted against a person making a representation to make that person adhere to that representation.  With corporate estoppel, the recipient of the representation is being estopped.

Oregon law & De Facto (see timberline, p.152) - Oregon doesn’t recog. “de facto” corporations.  In Timberline, the court allowed a creditor to hold individual liable because the indiv. didn’t comply strictly with Oregon incorp. law.

Cantor, p.149 - Cantor (() attempting to hold promoter of corp. personally liable for lease of prop. from cantor.  ( claiming that because cert. of incorp. not filed until long after K, that promoter not safe under corp. umbrella.  Holding:  for promoter, no pers. liab. - both parties thought they were and were dealing with a corp.  Also, because cert. of incorp. mailed before K, this constituted a “colorable attempt” at incorp.

Intent Of Parties to deal with and be dealt with as corporation (see Cranson, p. 160). 

Lower Standard than De Facto - Cranson didn’t even require an attempt to comply with the statute - simply wanted intent.

Intent - intent of parties can be shown by whose credit is evaluated when making K.  I.e. - if party relied on credit of the entity or of the indiv. members  (see Cranson, p. 160).

De Jure Corp - Defense against attack (even against Quo Warranto - unlike De Facto Defense) for insubstantial errors in incorp. status. 

Quo Warranto (p.163) - an attack by the state to avoid corp. status (as opposed to an individual) NOTE:  De Facto corp. status not a good defense against.

Piercing the Corporate Veil - Generally, S/H are not liable for corp. debts.  Piercing the corp. veil is an exception to that general rule.  The following factors contribute to a decision to pierce the corp. veil

Undercapitalization (see Walkovszky, Minton and Radaxzewski, Sealand, p.191) - occurs when assets of the corp. are inadequate to cover foreseeable expenses (including Torts and Ks).  Usually not sufficient by itself to pierce by can occur especially in tort situations.   Reasoning?  assumed that failure of S/H to provide enough capital to cover their expenses is “negligent”.

Torts v. K’ual claims - Walkovszky seems to say undercap. will not pierce while Minton and Radaxzewski seems to say yes in tort situations.

Not as persuasive in K claims - Hu says capitalization issues raised in K case as well, but less important.  Why?  you can pick whom you want to do business with and check out their credit.

See Kinney p. 179 - Kinney court said that fact that K’ing party should check out credit irrelevant - undercpaitalization of a corp mixed with commingling was enough to pierce in a breach of K claim.

Standard?  Hu says hard to set a standard.  Look at cases:

Walkovszky - just because undercapitalized and inadequate insur.  not enough to cover tort claim isn’t enough to disregard corp. form. (seems to require commingling of corp. and personal assets and matters of mngt. - see below)

Minton (opposite of Walkovszky) - ( should have taken into account the risk of loss and provided adequately (e.g. insurance).

Radaxzewski, p. 183 - Says that adequate insurance makes up for inadequate capitalization by assuming “financial responsibility” (Collet test).  Signif:  implies that inadequate capitalization and insurance (as in Walkovszky) would allow piercing corp. veil.

Walkovszky, p. 165 - cab co. was sued for injuries and ( wanted to pierce the corp. veil so as to get personal assets of S/H.  A corp. was set up for every two cabs with only the cabs as assets and minimum insurance coverage (obviously not enough to provide coverage for injuries).  Holding:  for ( cab co. - Lack of adequate funds and insurance policy larger than statutorily required so as to be able to satisfy a judgment are not enough to ignore corp. form.

Minton, p.175 - girl drowned in pool and ( trying to hold S/H of corp. owner of pool liable.  Holding: for ( - reasoning:  Undercapitalized and Commingling of affairs of the corporation with personal (kept records commingled).

Active participation in business (“Alter Ego” doctrine) (see Minton & Walkovszky) - Courts tend to allow piercing when the S/Hs acts and corp. acts are so “commingled” that “separate personalities of the corporation and the individual no longer exist”.

Indicia of “alter Ego” - 1) Commingling of Personal & Corp. Assets (OR “Shuttling Funds” between other owned corporations) (see Walkovszky); 2)  Commingling of records (see Minton)  3) paying a salary that resembles a dividend rather than a salary (generally limited by tax laws; 4) loans to s/h that usually have below mkt. rates or are dubious about repayment (Sealand, p.191); and 5) Holding out as Personally liable; 

Lack of Corporate Formalities (Kinney, Sealand, p.191) - Failure to follow formalities can allow piercing (e.g. no stk. cert., minutes, director votes etc.)  

Reasoning:  1) somewhat like commingling because S/H hasn’t even taken time to go through the motions.  2) creates a paper trail allowing potential creditors to check up on.

Counter Arg. - the lack of formalities (as in Kinney) should put sophisticated party on notice of lack of credit.

Tort v. K - because of sophistication of parties and ability to check credit, lack of formalities and undercap. are generally not suff. to pierce.  However, much easier in Tort cases because of inability to check out.

See Kinney - where corp. being sued by lessor who wanted lessee corp.’s  S/H held liable personally - no assets and not formalities observed. Held:  for (.

Fraud & Injustice (Sealand, p.191) - 

Factors - 1) pattern of setting up corp. to avoid liability; 2) violation of tax code concerning treatment of corp. funds; 3) shifting funds prior to suit; 4) cancellation of check after assuring pmt.; 5) 100% S/H indicates further that corp. set up to avoid liability. 6) 100% Corp. S/H indicates that you’re willing to lose assets of that corp. also and subsidiary more easily pierced.

Sealand, p.191 - Had 1) no formalities, 2) commingling of assets; and 3) no capitalization PLUS new element of Fraud and injustice (see elements above).

Public Policy (e.g. Union Carbide) - Whether to pierce or not involves balancing 1) encouraging individuals to attempt risky ventures; versus 2) avoiding harm to society where individuals attempt projects that are too risky because they can get profit w/no risk of loss beyond their investment.

Argument for Ltd. Liability - 

Risk spreading - If parties K’ing w/corp. want to assume risk, they can - this spreads the risk among several people to help promote enterprise development.

Contribution - if you could pierce and get to S/H, then you’d have increased litigation from S/H trying to get contributions from one another.

Parties Expectations - Ltd. Liability more justified in publicly held because people don’t expect to be held liable.  Closely held are closer to the operation and more likely to be held liable.

Fairness - S/H not able to direct activities of publicly held corp. so shouldn’t be held liable for actions of corp.

DE Corp. Act ( § 102(b)(6) ) - Basically says that S/H are not liable for corp. debts UNLESS they’re liable by reason of their own conduct or acts (e.g. the actions listed above)

Enterprise Theory (p.172) - occurs when ( goes after the sister/brother entities, all owned by the same parent, for their assets.

Corporation as 100% S/H (Sealand, p.191)- court more likely to pierce because indicates willingness to lose assets of that corporation also.

Reqts. - must have been handled as though not a corp. - they’ve lost their corp. character (from factors like as above).

Example of How to Avoid Getting Pierced (PS, p.84)

Equitable Subordination (“Deep Rock” doctrine) - Allows the interest of a S/H (generally a parent corp) to be subordinated to the claims of other S/H and parties in interest in Bankruptcy - Due to finding of abuse of corp. form.  NOTE:  usually used when piercing veil is too harsh.

Factors - Generally, the parent corp. has 1) “milked” the subsid. dry of assets or 2) has made the subsid. take unreasonable risks/debt.

E.g. - LBO where subsid. has taken on too much debt.

& the Bankruptcy Code ( § 548) - certain transfers can be voided as fraudulent transfers - especially transfers between insiders (i.e. parent corp. and subsid.)

Ultra Vires (Ashbury, p.206)- Generally used to void Ks where it’s found that the corp. didn’t have the power/authority to enter into the K.  Can be used 1) by the corp. to get out of Ks they don’t want to be in (usual case) or 2) against the corp. by people who don’t want to be in Ks (courts don’t favor much because the party did K and should be liable at least to someone so why not the corp.).

Factors Indicating lack of power - 1) against the law; or 2) violation of narrow grant of power in corp. charter (cert. of incorp.)

Pro/Con - 

Pro Ultra Vires -  1) protects S/H who buy shares thinking corp. will only engage in certain transactions. 2) protects public from corp. doing things they shouldn’t.

Con Ultra Vires - Hurts 3rd Party K’ing w/corporation.

Current Usefulness of U.V. - Usually not used 1) because corp. authorized themselves to do anything; and 2) DE Corp. Law (see below) grants unlimited power to K.

DE Corp. Law - § 124 pretty much abolishes U.V. with exceptions.

§ 124 (similar to RMBCA § 3.04) (Kings Highway p. 212)- Says no act is invalid due to lack of capacity EXCEPT:

By S/H against Corp. ( § 124(1) )  (see Moody, p. 212)

Corp. S/H collusion - in Moody, court caught on to fact that corp. had obtained S/H for sole purpose of asserting U.V. against 3rd party.

Solution:  RMBCA § 3.04 limits S/H actions by requiring 1) equitability; and 2) S/H trying to protect value of the stock (as opposed to corp.).

Corp challenging former officer for damages (2)

In a proceeding by the A.G. to dissolve the corp. or enjoin from a particular act.

§§ 101(b) & 102(a)(3) generally say that corp. can do anything if so stated in art. of incorp. and legal BUT can be limited in articles also.

§ 121 - allows all acts “necessary or convenient” to the conduct of business.

§ 121 & 123 - almost grant a blank check as to corp. action allowed. (see listed actions)

3rd Party Protection against U.V. - 1) get assurances from corp. that they can enter into the transaction; 2) change art. of incorp. to allow. 3) legal opinion.

Kings Highway p. 212 - court didn’t allow corp. to void K w/3rd party because none of the exceptions of DE § 124 were being used.

Moody, p.212 - Court held that a S/H could intervene according to a similar statute to DE § 124 (see above).





Corporate Finance & Governance

Corporate Objective - E.g. Maximize S/H wealth vs. Social Responsibility

Hu Objectives, p.217 - How to define what’s good for the S/H.

Good of Corp. = Good of S/H (see Dodge, p.220)- I.e., good corp. management = good s/h return

Assumptions:  

1) accting earning accurate indicia of corp. performance 

Problems (Hu disputes) - due to inaccurate and manipulated reporting 

2) welfare of S/H = good corp. performance.

Problems - 1) S/H have timing preferences (sooner than later) that aren’t necessarily good for corp.; and 2) S/H would have Corp. to take riskier projects than are good for the corp. (see below)

Seek only good of S/H - Managers should attempt only to maximize S/H wealth.

ALI & Corp. Objectives - 

§ 2.01 - Dictates that the goal of Corp. should be to enhance corp. profit and shareholder gain.

§ 4.01 - Mangers should act in best interest of corporation

See Assumptions & Problems in Hu’s article above.

RMBCA & Corp. Objectives - Same as ALI - see § 8.30(a)(3).

Dodge v. Ford, p.220 - Ford wanted to retain profits to benefit workers.  Dodge wanted distrib. of profits.  Holding: against Ford - The end of the co. is to make money (which court translated into S/H profit).

Maximizing S/H Wealth and risk - Focuses on what type of risky projects managers should take on based on S/H preferences.

Hu article, p.219 - Should managers take on riskier projects because they provide possibility of greater return for maximizing S/H wealth? Factors to consider:

diversification of S/Hs. - if S/Hs are highly diversified, then a highly risky but failed project won’t hurt them that much and the riskier projects should be taken

Diversification on the Corp. Level - If your diversifying your risks at the corp. level and S/Hs are diversified, there’s no benefit to the S/H because S/H can diversify much more cheaply and effectively.

Judges Education and effect on judicial decisions - if judge not sophisticated enough to understand risk, he might find lack of fiduciary responsibility in taking on a risky project.

Signif:  might harm S/H by encouraging non risky low returns in corporation.

Managerial Preferences v. S/H Preferences - Managers generally prefer less risky investments than S/H.  Why? their jobs are at stake if co. goes belly up BUT:

Managers sometimes take more risk than S/H want: why?

Stock options - Managers generally have stock options and will take risks to increase value

Lack of investment - The options are worthless when first issued so they lose nothing by taking a risk to increase value.  If risk is bad, they lose nothing.



Avoiding S/H Heterogeneity (Article p. 84a @ g)- Capital asset pricing model allows you to avoid S/H heterogeneity by ignoring timing preferences, risk adversity, etc.

“expected value” - Problem with:  Most people are risk averse and will charge higher premium for taking on Volatility risk and Default risk.

e.g.  Investment 1 - Chance of receiving in yr. 1, 2, and 3 respectively (default risk) = .8, .1, and .1 (amounts to be received respectively = 1, 2, and 0).  Therefore the weighted avg. is $1.00.  VERSUS  Investment 2 - a 100% chance of receiving $1.  -   Most people will charge higher rate of return for Invest. 1 because of risk.

Volatility Risk - Risk of mkt. rate changing and you being stuck in low yield OR that your investment yield will actually change.

Default Risk - Risk of nonpayment

Illiquidity Premium - Paid for leaving your money in for long periods of time

Other Constituencies - Objective Conflict - Courts primarily hold that S/H are the primary constituencies to be evaluated. 

Bondholders v. Shareholders - In a leveraged buyout, the B/H bear a larger burden of the risk than S/H because of increased debt.  However, courts still say that S/H should be the major concern.   ALSO:  Project Selection - Risky project may drop bond ratings but help S/H

Reasoning:  Bondholders should have negotiated a better indenture agreement (see Katz, p. 232) (see “Duties...” below).

Black Letter Law

During Liquidation - 

Unocal - court said that “other constituencies” must be considered. Limited by Revlon see below.

“Revlon Mode” - Court limited Unocal held that consideration of note holders was secondary and allowed only if there were rationally related benefits accruing the stockholders.

In the “Vicinity of Insolvency”

Credit Lyonnais, p.233 - mngt. owes fiduciary duty to creditors

Management Duties to S/Hs and Bondholders- S/Hs - Fiduciary duty;   bondholders - Contractual Duty

Fairness - Is fair because Bondholders are primarily institutional and sophisticated and can monitor deal better with negotiations.

Society, Charitable Contrib., Etc. Versus Shareholders - To what extent can corporations take into account social benefit over S/Hs?

Common Law (A.P. Smith, p.223) - allowed if some reasonable benefit to the S/H.  Test very loose - relationship of benefit of gift to S/H could be minimal.

Statutes - Most states allow corp. donations

DE § 122(9) - allows for corp. giving

Limits:  Generally implied standard of reasonableness

Reasonableness Test (p.229):  1) amt. commensurate w/financial condition 2) rational relation to corp. interest 3) not fanciful “so as to excite S/H opposition”.  OVERALL:  Corporate interest must be a motive.

Friedman on Corp. Objective - anything other than profit maximization for S/H wealth is contrary to what corp. objective should be.

Freidman on Constituencies - let gov’t solve problems of how to treat constituencies.

Con Freidman - 

Indirect benefits to corp. from giving

tax considerations

closely held - giving to symphony benefits S/H in community and is cheaper than giving in after tax dividends

Largely held - giving to symphony won’t work because S/H in another community gets no benefit.

Gov’t won’t take care of constit because gov’t and industry are working together.

Pro Freidman

Corp. officers don’t give to organization that reflect lay people’s taste (so what’s the good of giving anyway)

If you want to be given to, go to your congressman - more clout w/him than corp. president

You don’t want corp. deciding what to give and what not to.  Misallocation of funds.

S/H in Publicly Held Corporations and Actual Corp. Objectives - Deals with how mngt. interact w/S/H and how S/Hs are actually treated.

Theories of Corp. Treatment of S/H

Berle & Means (p.235, 241, and 172  K/C) - Proposed that wide dispersion of S/H of Publicly held co. created no S/H control over the mngt.

Neo Classical School (p. 172, K/C) - Mngrs. try to please S/H so as to keep price of stock high and increase the value of their own wealth in corp.

How to Please S/H? 1) monitoring of perf. (agency costs)

Managerialist (p.173, K/C) - managers have a strong incentive to retain earnings and “empire build”.  Why? 1) firm size = directly proportional to salary; 2) increase size reduces chance of takeover; and 3) psychic income from large co. officer position.

How to Encourage management accountability? (p.177) 1) proxy contests, 2) takeover bid; 3) derivative action; 4) SEC monitoring; and 5) appraisal remedy.

Tender Offer - Generally happens when the share price is less than it should be with good management.

Mechanics - Raider makes offer to S/Hs;  Buys shares and votes in his own management;  Sells for a profit created by S/H impression that mngt. is good.

NOTE:  Target price generally goes up while acquisition price goes down.  Why? wariness of empire building.

Proxy Contests - Usually instituted by institutional investors to exert pressure on management to follow their decisions.

“Wall Street” rule - Violated by proxy fights - “if you don’t like management, sell your shares”.

Problems w/Proxy contests - 1) Expensive for insurgent while incumbent can use corp. funds.  2) Most S/Hs don’t follow arguments due to time and effort; 3) Free Rider problem - small S/H won’t institute because they’re spending the time and effort which benefits everyone else w/out cost.

Hu’s opinion of Market Forces - make S/H more wealthy.

But notes Problems:  1) makes managers focus on short term trading price of shares instead of log term good of co.

Institutional Investor & Regulation of Management - increase the demand on management to increase S/H wealth.

Allocation of Authority between BOD and S/H - Generally, BOD in charge of management of the company.   S/H can’t decide these kind of management decisions but can vote out BOD if they’re dissatisfied.

Authority of BOD to Manage - DE § 141(a) (RMBCA § 8.01(b) equivalent) - Dictates that BOD in charge of managing the company BUT allows incorporators to do w/out the BOD as provided in cert. of incorp.

Limitations on BOD Power (p.288) - 1) time constraints; 2) information constraints; 3) composition constraints - tied to officers of corp.

Eliminating “Composition Constraints” - have “outside” & “inside” directors. 

“outside” - made of non mngt., non affl’d people.  Give objectivity.

Rights of S/Hs (Auer, p.257) - Generally limited to demanding meetings and voting on slate of BOD - cannot effect management decision which are reserved to the BOD.

Removal of BOD (Campbell, p. 260) - States vary as to whether BOD can be removed for cause or w/out it.

DE § 141(k) - Allows removal w/ or w/out cause EXCEPT 1) when specified in cert. of incorp. that removal is w/cause only; and 2) see (ii) for exception (complicated).

N.Y. § 706(b) - allows w/out cause only if specified in cert. of incorp.

Common Law (p.261) - Campbell required “Cause” for removal of BOD.  EXCEPT, when w/out cause specified in cert. of incorp.

Judicial Removal - 

RMBCA § 8.09 - allows judicial removal for cause.

Common Law - courts split as to with or w/out cause.

BOD Equitable & Fiduciary Duty to not Interfere w/S/H Action (Schnell, p.262) - BOD can’t use its legal power to frustrate S/H attempts at regulating the BOD (e.g. bumping up meeting dates to frustrate proxies).  Court in Schnell used equity principle.

Berle & Means & Equitable, p.265 - BOD can use powers granted only when it benefits the interest of the S/H and is subject to “equitable limitation” which limits legally exercised powers when used unfairly against the S/H.

BOD Fiduciary Duty to S/H (Blasius, p.265) - Concerns whether fiduciary duty of BOD to S/H is violated when blocking the action of insurgent S/H group.

Per se Breach of Fid. Duty by BOD when interfering w/S/H action? - Blasius and Schnell court refused to institute per se rule BUT established a fiduc. duty and set standard low for what constitutes violation of fid. duty.  Reasoning: sometimes blocking S/H action may be good.

Business Judgment Rule - Blasius court said that blocking an insurgent S/H action was outside the business judgment rule.

Reasoning:  1) S/H ability to vote is fundamental right and “bus. jgmt.” of BOD can’t tamper with.  2) deals w/S/H right to control and not management decision usually assoc. w/bus. jgmt. (e.g. to open a factory).

defined - if decision w/in business judgment of BOD, then courts generally don’t question decision.

Blasius, p.268 - ( wanted to expand size of BOD to 15 (limit of cert. of incorp.) so as to elect a majority of insurgent oriented BOD.  ( wanted to block move by expanding to 9 and implanting ( oriented members so as to block ( from getting majority even if expanded to 15.  Holding:  against ( - court refused to institute per se rule saying that blocking action of S/H is violation of fiduc. duty but found sufficient facts to indicate fiduc. duty breached here

Schnell, p.262 - BOD attempted to block S/H action by accelerating date of annual meeting as legally allowed.  Holding:  against BOD - move was inequitable refused to institute per se rule that fiduc. duty violated

Auer, p.257 - S/H wanted to call meeting to vote on certain management issues reserved to the BOD discretion.  BOD blocked vote based on lack of S/H authority to effect.  Holding: against BOD - S/H can’t effect management decisions BUT they can demand meeting and vote on issue if for no other reason than to voice concern.  Can also remove management.

Formalities of BOD Action (p.292) - 

Meetings - see DE § 141 below.

Notice - no formal notice for regular board meeting because they’re regular.  Irregular meetings require minimum # of days notice before meeting.

Quorum - a majority of full board

Voting - if a quorum, then majority of those present.

Consequences of not following formalities (p.295) - 

Unanimous Informed Approval - when all directors have given express consent, most courts would uphold K when person K’ing w/corp. is led to believe that transaction has been approved.

Unanimous Informed acquiescence - when a majority expressly approve and rest know of and don’t move to disavow, treated as unanimous express approval.

Majority Acquiescence - majority expressly approve and rest don’t know of transaction and therefore don’t disavow, courts are split.

DE § 141 

(b) Make up of BOD

(f) no mandatory meeting - If all BOD consent in writing that meeting not necessary.

(i) allows for telephone meeting -  

Authority of Corp Officers - Deals w/what acts and Ks the officers of the corp. can bind the corp. to.

Black Letter - President only has power to bind the corp. to “usual and ordinary course” but not to Ks that are “extraordinary” (see examples p.301).

Authority of Various Officers p.299-304.

Certification of Authority - the secretary has apparent authority to certify the records of the corp. for reliance by 3rd party on contractual capacity of representative.

Danger of Relying on Certification. (FN 3, p.304) - When parties “must have been aware of the suspect nature” of the certification, corp. is not estopped from w/drawing representations.

DE § 142 - Grants very little power to the Officers naming only one officer - the secretary - to record the minutes of the meetings of the BOD.
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GENERAL PTNR.

Union Properties, Inc. (a corporation ) - with two (‘s as officers



The limited partnership



(



The two (‘s as limited partners of ltd. ptnrshp.








