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I. 4 Deal Points in Choosing an Entity

a. Return on Profits

i. How do you get a return on the investment?

b. Risk of Loss

i. How risky is the enterprise?

ii. What’s your personal liability?

c. Control 

i. It’s a management question

d. Duration

i. How long will the entity last?

ii. Can you transfer your interest or dissolve the entity?

e. HYPO: Suppose after graduation, 3rd years decide to create a firm.  Which type of business entity would they want?

i. Factors to consider:

1. Liability 

a. Are you personally liable?

b. Are you going to be liable for someone else’s mistake?

2. Distribution of profits

3. Management and fiduciary duties

4. Taxation of the entity

a. NOTE: A corp is double taxed, while an UBE has flow through tax treatment (i.e.: it’s only taxed at the ownership level)

b. HYPO: Suppose A decides to create a partnership.  The partnership does very well.  It decides to keep most of the $ w/in the partnership to improve it.  Assume that there are 10 partners, a $30M profit, each partner gets $1M, and the rest of the $ is kept w/in the partnership.  How much is taxed?

i. $30M b/c a partnership is taxed as if he’d made $3M, even if he only made $1M.

5. Dissolution/Formulation

6. Transferability of interest

II. Kinter Regulations (Only applied to UBEs acting like a corp.  Corps are always double taxed)

a. In US v. Kinter, the IRS was concerned w/ stopping what it believed were essentially partnerships from attaining certain tax advantages of incorporation, including the ability to shelter income in corp pension plans.  Thus, Kinter regs are regs that are weighted in favor of finding that a business organization is not a corp.  This weighting worked against the IRS in cases involving firms that wanted to be treated as partnerships for tax purposes.

b. Kinter regs judged corp resemblances in terms of what the IRS believed to be the distinguishing characteristics of corps and partnerships: continuity of life, corp-type management, limited liability, and free transferability of interests.

c. The regs provided that a business organization is a corp for tax purposes only if it has AT LEAST 3 of these corp characteristics.

d. Continuity of Life:

i. A corp has a perpetual life

ii. A partnership dissolves at death, withdrawal, or bankruptcy of a partner

e. Centralized Management:

i. A corp practices centralized management w/ the board of directors

ii. A partnership has partners

f. Limited Liability:

i. A corp has limited liability

ii. A partnership has unlimited liability

g. Free Transferability of Interest:

i. A corp has free transferability of interest

ii. Transferability of interest in partnerships is much more limited

h. The IRS looked at these elements.  If a business had 3 or more, then it was a corp and double taxed.  

i. POLICY for IRS: If a company is a corp and the shareholders are subject to limited liability, then creditors (both monetary and tort victims) can’t get to the corp assets b/c the corp will give out the $ in dividends; however, if a corp is double-taxed, then it will keep $ within the corp and the creditors can get to it.

i. TODAY: In 1996, the Kinter regs were replaced w/ the “check-the-box” approach, which allows UBEs to choose to be taxed as either a corp or a partnership.

SOLE PROPRIETORSHIPS AND AGENCY

I. Sole Proprietorships

a. The easiest business form to consider

b. To the extent that you have a business owned by 1 person, the IRS ignores the entity and only the individual is taxed

c. You can form a 1-member LLC in a lot of states

d. All net profits go back to the individual

e. There’s unlimited liability in a sole proprietorship (unless it’s a 1-member LLC, in which there’s limited liability)

f. The demise of the sole owner means the demise of the business.

i. However, the owner can transfer the business to someone else

g. A sole proprietor has to worry about being characterized as something else

i. 2 Things a sole proprietor can be characterized as:

1. A partnership to the extent that the sole proprietor contracts w/ a 3rd party

2. An agency relationship w/ a 3rd party

3. NOTE: To create either a partnership or agency relationship, you don’t need a formal written agreement.  Actions can imply either a partnership or agency relationship.

a. In a partnership, you have to split the profits and losses and worry about liability

b. In an agency relationship, the principal is responsible for the agent’s actions

II. Agency Law

a. Applies to all business forms, not just sole proprietorships

b. Definition of Agency: Restatement 2nd of Agency § 1:

Agency is the fiduciary relation which results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other so to act.  The one for whom action is to be taken is the principal.  The one who is to act is the agent.

i. This definition shows 3 main characteristics:

1. Consent by both the principal and agent;

a. This is NOT the consent to be in an agency relationship, but the consent to enter into a relationship that has agency elements.  Here, if you find the 2 latter characteristics, you can generally find consent.

b. In Gay Jenson Farms v. Cargill (pg. 12), the court focuses on the PRINCIPAL’S actions to determine if there was consent to enter into a relationship w/ agency elements.
2. Control by the principal; and

a. Here, the principal has control over the agent.  The agent follows the duties of the principal.

b. 2 Types of Control:

i. Negative Control: The ability to veto a transaction.  Evidence of negative control indicates that it’s not an agency relationship.

ii. Positive Control: The ability to propose transactions and determine what the business is going to do.  Evidence of positive control indicates that it’s an agency relationship.

c. In Gay Jenson Farms v. Cargill, the court focused on the PRINCIPAL’S attempts at interfering w/ the agent’s internal affairs.

d. Restatement 2nd of Agency §14O:

A security holder who merely exercises a veto power over the business acts of his debtor by preventing purchases or sales above specified amounts does not thereby become a principal.  However, if he takes over the management of the debtor’s business either in person or through an agent, and directs what contracts may or may not be made, he becomes a principal, liable as a principal for the obligations incurred thereafter in the normal course of business by the debtor who has now become his general agent.  The point at which the creditor becomes a principal is that at which he assumes de facto control over the conduct of his debtor, whatever the terms of the formal contract w/ his debtor may be.

3. Action by the agent on behalf of the principal

a. The agent agrees to disregard her own interest and act for the principal’s benefit.  This is the basis for the agent’s fiduciary duty of loyalty and supports holding a principal liable for her agent’s acts.  The “benefit” principle involves the agent’s and the principal’s expectations that the agent will produce a benefit for the principal, even if the benefit is not actually realized.

b. In Gay Jenson Farms v. Cargill (pg. 12), the court focused on the PRINCIPAL’S expectations that there was an agency relationship and what the principal believed the agent’s fiduciary duties were to the principal.

c. Burden of Proof

i. The burden of proof as to the existence of an agency relationship falls on the person who claims that it exists.

ii. Type of Evidence 

1. Oral Testimony: Any person, including the alleged agent, can testify as to what was said or done in the creation of the agency.

2. Writing: Whether the parties have stated in writing that they have or have not created an agency relationship is an important, but not dispositive, factor in determining whether an agency relationship was created.

3. Conduct of the Parties

4. Other Surrounding Circumstances

5. Marriage: Marriage by itself doesn’t create an agency relationship between the parties.  Although marriage is a consensual relationship containing the elements of trust and confidence, it doesn’t by itself give one spouse the authority to act on behalf of the other.

d. Attributes of Agency Relationship

i. The principal will be liable for the agent’s acts

ii. Authority

1. Contractual-both actual and apparent

a. The principal is liable for the agents contracts

2. Tortious

a. Idea of respondeat superior.  Principal is responsible for the agent’s tortious actions.

3. Fiduciary Duty

a. The agent is a fiduciary of the principal and the principal can sue the agent if he violates his fiduciary duty.

iii. Termination

1. The agency relationship can be terminated at will of either party (Restatement §§ 117-119).

2. The agency relationship can be terminated by the bankruptcy of the principal or agent (Restatement §§ 113-114).

3. The agency relationship can be terminated on death or loss of capacity of either party (Restatement §§ 120-123).

4. NOTE: There’s always the power to terminate, but not necessarily the right to terminate the agency relationship (i.e.: cafeteria case from BA).  The right to terminate the relationship means you have the ability to end the relationship and walk away from it free from liability.

e. Gay Jenson Farms v. Cargill (pg. 12) (Minn. 1981)

i. Case where plaintiff Gay Jenson Farms sued defendant Cargill under an agency theory.  Cargill acted like the principal of Warren Seed & Grain Co. by lending Warren money and becoming involved in Warren’s management.

ii. How does the court find consent?

1. It looks at Warren’s actions and finds that Warren manifested its consent to be Cargill’s agent b/c Warrant got grain for Cargill.  Court also found that by directing Warren to implement its recommendations, Cargill manifested its consent that Warren would be its agent.

2. Problem: Cargill made recommendations to Warren, but Warren ignored them.  The court says that what matters is that Cargill felt it had the right to make the recommendations.  Thus, the court looks at the PRINCIPAL’S actions!

iii. What differences do the 1970 and 1971 agency contracts between Cargill and Warren make to the court’s analysis?

1. It demonstrates a course of dealing between the parties and evidences a continual agency relationship.

iv. HYPO: If 2 businesses had 10 previous contractual agency relationships, can they argue that the 11th contract was NOT an agency relationship?

1. It’s possible that lawyers could draft the 11th contract differently so that an agency relationship doesn’t exist.  But, it’s hard for businesses to act differently after they’ve been doing business together.  Thus, courts are more likely to classify the 11th contract as an agency relationship.  Furthermore, the Cargill court mentions the previous agency relationship between Cargill and Warren, which suggests that courts factor in course of dealing in these types of cases.

v. To what extent is Warren acting on behalf of Cargill?

1. Cargill loaned Warren $; Cargill was a customer of Warren b/c Warren was securing grain for Cargill; Cargill was Warren’s biggest customer; Cargill gave $ to Warren to get grain; Cargill thought Warren owed Cargill fiduciary duties.  

a. However, it’s not so much that Cargill and Warren were in a creditor-debtor relationship, but more that Cargill stayed in a contractual relationship w/ Warren b/c Cargill wanted to be in the grain business and that Cargill was Warren’s biggest customer.

2. Cargill also didn’t think that Warren should compete w/ Warren.

3. HYPO: What if Warren was secretly selling grain to other companies?

a. It indicates that Warren probably wasn’t consenting to an agency relationship.  Cargill probably wouldn’t like this type of behavior from Warren.  Again, court looks at the PRINCIPAL’S expectations to see if he thought that there was an agency relationship.

vi. How does the court find control?

1. Cargill interfered w/ Warren’s internal affairs.  When creditors loan $, they aren’t usually allowed to take over the debtor’s management.

vii. HYPO: Suppose we establish a law firm that becomes famous b/c we won a huge lawsuit against the U of MD.  We agree to license our name to other firms (we receive a set fee for allowing them to use our name), but we set the hours, grant the vacation time, and have a caveat that we can take over the firm if the firm isn’t practicing the way we like.  For 2 years, there are no problems.  But then, in Michigan, a firm using our name finds itself w/ a huge malpractice claim.  That firm sues us for $.  Are we liable under the principal-agent doctrine?

1. Here, are the “agents” acting for the benefit of us?  Probably not.  We’re receiving a fee from the firms using our name, but that’s it.  On the other hand, one can argue that any time a franchisee is successful in a lawsuit, it helps the image of the franchiser.  Of course, the converse is true, too.  Anytime a franchisee is unsuccessful in a lawsuit, it hurts the image of the franchiser.  Also, do we exert enough control over the firms to create an agency relationship?  It’s a harder question to answer.  Some courts have said that to the extent someone controls the operation, it’s OK (ex: our law firm wants every law firm using our name to offer great legal services).  Other courts say that to the extent the franchiser (i.e.: our law firm) controls the day-to-day operations of the company, it’s an agency relationship.  Controlling management and the hiring/firing employees indicates agency relationship.

III. Duties of Agent to Principal (pg. 54)

a. The agency relationship is fiduciary in nature.  This means that the agent must exercise his powers primarily for the benefit of the principal.

b. Fundamental duty is the duty of loyalty, which is the duty to act solely for the benefit of the principal. (Pg. 18 of supplement)

i. This duty includes the duties to account for profits arising out of the agency (Restatement § 388), not to act adversely to the principal w/out the latter’s consent (Restatement § 389-392), and not to compete w/ the principal on matters relating to the agency (Restatement § 393).

c. The agent also owes the principal “duties of service and obedience.”

i. These include a duty of care, which means a paid agent must act w/ the ordinary skill of persons performing similar work in the locality (Restatement § 379), to give info (Restatement § 381), to keep and render accounts (Restatement § 382), to act w/in the agent’s authority (Restatement § 383), and to obey the principal’s instructions (Restatement § 385).

ii. An agent must also expend reasonable efforts on behalf of her principal.

d. Principals can recover remedies for agents’ breaches of duty, including liability for breach of the agent’s contract (Restatement § 400) and tort liability for loss the agent causes to the principal (Restatement § 401).

i. Ex: If the agent acts w/out actual authority and the actions impose liability on the principal, the principal may recover from the agent (Restatement § 401, comment d).

1. NOTE: The agent is liable only for liabilities that result from his breach of duty to the principal.  If the agent obeys instructions and acts carefully and loyally, the agent is not liable to the principal (although the agent may have direct liability to a 3rd party).

2. NOTE: Specific performance is not usually a remedy b/c the agent’s services are considered personal.

IV. Duties of Principal to Agent (pg. 54)

a. A principal’s duties to the agent are primarily a matter of K between the agent and principal.

b. If the agent was hired to work for the principal’s benefit, a duty to compensate the agent is generally implied unless the circumstances indicate otherwise.

c. The principal also has a default duty to indemnify the agent for amounts paid and liabilities the agent incurs on the principal’s behalf (Restatement § 438).

d. The law imposes a duty on the principal to provide a suitable workplace for the agent, as well as a duty to use reasonable care to prevent injury to the agent during his work.

V. Authority vis-à-vis Agency Law

a. 2 Types of Authority

i. Actual Authority: The impression created between the principal and the agent.

1. Question to Ask: Has the authority been revoked?

ii. Apparent Authority: The impression created between the principal and 3rd party.  Has the principal, through words or conduct, given the reasonable impression that an employee or agent of the principal has been granted the authority to do something?  The critical requirement is that the principal’s manifestations be given to the 3rd party and not, as in the case of actual authority, to the agent himself.

1. Questions to Ask: Is it a reasonable belief that the principal/agent has the power to do something?  Has notice been given to the 3rd party that the agent can’t do something?

b. Ratification (subset of authority)

i. Occurs by the principal’s affirmance of an earlier unauthorized act.  This includes any conduct manifesting consent to be bound by the transaction.

ii. This is either actual or apparent authority that occurs after the fact.  To the extent that the principal knows of the act and fails to reject it suggests acceptance of the act.

iii. The principal must be receiving a benefit from the 3rd party’s actions.

iv. Gross negligence by the principal may be found by the court in lieu of actual knowledge that the agent is acting beyond the scope of his/her powers.

v. Only disclosed principals can ratify an unauthorized act.

1. Words, conduct, or silence can indicate ratification.

2. Relation-Back Doctrine: A principal who ratifies a K or transaction has the same liability as if he had authorized the agent to act for him when the K or transaction originally occurred.  The obligations of the principal relate-back to the time of the original act.

c. Duty of Reasonable Diligence

i. 3rd parties have a duty to verify an agent’s authorization to enter K’s on behalf of its principal.

1. In Progress Printing v. Jane Byrne Political Committee (pg. 26), the court said that evidence of every order being made for the campaign and having each order placed, accepted, and used by campaign workers satisfies this diligence duty.

2. If an agent places an order for the principal that the vendor should have suspected was for the worker’s own benefit rather than the principal’s, then the vendor must scrutinize the agent’s authority more closely.

ii. A principal has a duty to 3rd parties, which is to exercise reasonable diligence in monitoring its agents’ activities so that they are not exceeding their authority.

d. Progress Printing Corporation v. Jane Byrne Political Committee (pg. 26) (Ill. 1992)

i. Plaintiff Progress Printing brought suit against defendant Jane Byrne for failure to pay a printing bill.  In this case, Stanley Gapshis from Progress Printing met with Jane Bryne to discuss printing up her materials for her candidacy race.  Jane told Stanley that “you will have my campaign” and that William Griffin would be in touch with him.  Griffin called Stanley and told him that “he had the Byrne campaign” and that he “would get his copies from Mary Elizabeth Pitz.”  During the campaign, someone from Progress Printing would pick up the artwork from Pitz along w/ a purchase order.  Progress then would produce the order and deliver it to one of the campaign headquarters or a campaign worker would pick it up.  No one from the Political Committee ever read the invoices, nor knew who made the printing orders.  Stanley said that he had provided printing for hundreds of political candidates for 50 years and that the custom and practice in Chicago mayoral campaigns was never to contact the candidate.

ii. Issue: Whether the person who placed the artwork order had the authority to do so?

iii. If there’s actual authority, then Griffin has it.

iv. HYPO: Why didn’t Griffin have actual authority to delegate the work to Pitz?

1. B/c Byrne told Griffin to fire Pitz.

v. The court must find apparent authority, which it does from the Political Committee reimbursing Progress for the orders that people other than Griffin gave to Progress.  The reimbursement gave the reasonable impression that Pitz and others had been granted authority to place artwork orders.

vi. HYPO: What if, over time, P made the artwork and then billed D all at once and D refused to pay, saying it didn’t know whom Pitz or any of the other people were?  Would D have had apparent authority to make the orders?

1. If D used the artwork and get a benefit from it (i.e.: ratification after the fact which then lends itself to actual authority), then D would probably have to pay.

vii. The court said that 3rd parties have a duty to verify an agent’s authorization to enter K’s on behalf of its principal.  The duty is one of reasonable diligence.  

1. Progress did not breach this duty b/c every order was for the campaign and each order was placed, accepted, and used by campaign workers, and finally, it was customary in Chicago to not contact a candidate directly.

viii. The court also said that a principal owes duties to 3rd parties, which is to exercise reasonable diligence in monitoring its agents’ activities so that they are not exceeding their authority.

e. Morris Oil Company, Inc. v. Rainbow Oilfield Trucking, Inc. (pg. 34) (N.M. 1987)

i. Defendant Dawn contracted w/ defendant Rainbow, whereby Rainbow was able to use Dawn’s certificate of public convenience and necessity and Dawn reserved the right to full and complete control over the operations of Rainbow in New Mexico.  Dawn and Rainbow also entered into a terminal management agreement which provided that Dawn was to have complete control over Rainbow’s Hobbs operation.  However, Rainbow was not to become an agent of Dawn, nor was it empowered to create any debt or liability of Dawn “other than in the ordinary course of business relative to terminal management.”  Rainbow operated its oilfield trucking enterprise under these agreements during which time Rainbow contracted w/ plaintiff Morris.  Morris installed a bulk dispenser at the Rainbow terminal and periodically delivered diesel fuel for use in the trucking operation.  Rainbow then went bankrupt, owing Morris $25,000.  When Morris began its collection efforts against Rainbow, Rainbow told Morris to contact Dawn.  When Rainbow went bankrupt, Dawn was holding $73,000 in receipts from the Hobbs operation.  Dawn established an escrow account through its Roswell attorneys to settle claims arising from Rainbow’s Hobbs operation.  When Morris contacted Dawn w/ regard to the $25,000, Morris learned of the escrow account and was told that payment would be forthcoming.  However, the escrow funds had been disbursed w/out payment to Morris, so Morris sued.

ii. In this case, Dawn tries to argue that Rainbow didn’t have either actual or apparent authority to K w/ Morris.  Dawn argues that Rainbow’s actions were outside the scope of its powers.  Dawn also argues that Morris was on constructive notice of Rainbow’s limitations b/c the subcontract between Dawn and Rainbow had been filed w/ the Corporation Commission.

1. The court rejects Dawn’s actual authority argument b/c the terminal management agreement specifically stated that “Rainbow is not empowered to incur or create any debt or liability of Dawn other than in the ordinary course of business” and the liability to Morris was incurred in the ordinary course of operating the trucking business.

2. The court rejects Dawn’s apparent authority argument b/c Morris never knew of the agreement between Dawn and Rainbow, which is essential for an apparent authority argument.

iii. Court uses doctrine of undisclosed agency to solve case.

1. Definition (Restatement § 194): An agent for an undisclosed principal subjects the principal to liability for acts done on his account if they are usual or necessary in such transactions.  This is true even if the principal has previously forbidden the agent to incur such debts so long as the transaction is in the usual course of business engaged in by the agent.

2. If it’s a case of disclosed agency (i.e.: Morris knew about Dawn) and the actions fell outside of the scope of actual and apparent authority, Morris can’t recover.

3. If it’s a case of undisclosed agency (i.e.: the instant case) and the actions fell outside the scope of actual and apparent authority, it doesn’t matter and Morris can still recover.

a. The undisclosed principal is liable on any K, oral or written, made on his behalf by his agent.

4. For a transaction in the ordinary course, look at the particular agent’s actions and see if they were normal.

5. Also examine whether it was reasonable for the injured party to believe the agent’s transaction was normal (ex: problem on pg. 38).

6. Actual Notice v. Constructive Notice: Is it necessary for parties to have actual or constructive notice of principal/agent relationships?

a. Most courts require actual notice.  However, if there’s a document in an obvious place (ex: charter), then constructive notice of an agency relationship is sufficient.

b. NOTE: If there’s info in the document that a party would not expect to be there, then courts require actual notice and constructive notice isn’t sufficient.

VI. Problem (pg. 38-39)

a. In this case, need to be careful about becoming a partnership or principal/agent relationship.

b. Court this be a partnership?  It seems more like a creditor/debtor relationship.   There’s not really a splitting of profits.

c. Is Peter a principal?

i. Control: Peter can veto $2000 jewelry purchase.  Is this enough control?  When people loan $ to debtors, creditors want to protect their interest.  Here, Peter allows Allen to use his store-this leans towards control.  Does rental agreement give Peter additional rights and control over business?  Peter can come onto the property and has the ability to veto extraordinary purchases.

ii. Benefit: Rental payments-does that go to the benefit of Peter?  Here, Peter really only being repaid on the loan.  However, the structure of the loan isn’t typical.  Did Peter expect a profit?  He kept giving $ to a losing business.

d. Authority

i. There’s no actual or apparent.

e. Undisclosed Agency

i. Was it reasonable for the wholesaler to think the $10,000 purchase was normal?

ii. 3 Scenario’s for the Relationship Between Allen and Wholesaler

1. It was one piece of jewelry that cost $10,000

2. There were lots of jewelry that were variously priced

3. Allen bought lots of jewelry from the wholesaler that was less than $2000 and one now worth $10,000

iii. Is this purchase in the ordinary course?  Here, the fact that Peter is undisclosed helps the wholesaler b/c he believed Allen had the authority to enter into the sale.  For ordinary course, look at the particular agent’s actions and see if it was normal.

VII. Tort Liability

a. In the proprietorship and agency context, tort issues arise.

b. Rule: A master is liable for the acts of his servant if the conduct is w/in the scope of employment.  If a principal is vicariously liable for her agent’s tort, then it’s called the doctrine of respondeat superior.

i. Servant: Full-time employee.

ii. 2 Issues:

1. Servant v. Independent Contractor

a. A contractor is someone you have no control over and he doesn’t feel beholden to you.

b. The key is whether someone has control over the outcome or control over all of the nitty-gritty details.  A master has control over the servants hours, vacation time, work product, etc.  Independent contractors have control over the outcome.

2. Conduct of a servant is w/in the scope of employment if, but only if: 

a. It is of the kind he is employed to perform;

i. In Jackson v. Righter, the court looked at whether the illegal conduct was of the kind that the servant was employed to perform.  It looked more at the subjective intent of the parties.

ii. In Mains v. II Morrow, Inc., the court only looked at whether the servant was performing the illegal conduct while on the job.  If so, the master is liable.  The court doesn’t go into the intent of the master.

iii. For this element, don’t look at the specific illegal activity (b/c companies don’t specifically hire someone to sexually harass other employees), but whether or not the conduct occurred w/in the employee’s duties.  Was the conduct mixed in w/ the duties (ex: quid pro quo situation)?  Is there a link between the tortious conduct and the duties the servant was hired to perform?

b. It occurs substantially w/in the authorized time and space limits; and

c. It is actuated, at least in part, by a purpose to serve the master.

i. 2 Approaches:

1. Objective Approach: Was the activity done for the benefit of the master (ex: quid pro quo situation)? Did the master endorse or acquiesce in the servant’s behavior.

2. Subjective Approach: Did the servant perform the activity b/c he thought it was helpful for the employment environment?  Look to see if the activity was w/in the scope of employment.

ii. If the servant intends to act wholly for his own purposes and not at all for the master’s purposes, the master is not liable for the servant’s tort upon a 3rd person, even though the acts appear to be done for the master’s account.

c. Restatement § 219: Masters may be liable for torts committed by their servants outside the scope of employment if:

i. The master intended the conduct or consequences; or

ii. The master was negligent in his actions and didn’t oversee the servant’s actions; or

iii. The servant purported to act or to speak on behalf of the principal and there was reliance upon apparent authority, or he was aided in the accomplishing the tort by the existence of the agency relation.

1. Ex: A quid pro quo situation.  A won’t be promoted by B until A does something.

d. Damages

i. The employer may be sued both separately and jointly.  

ii. The injured 3rd party may sue the master directly based on respondeat superior, or the master and servant may be joined in the same suit.  If the master pays a judgment, she may obtain indemnification from the servant b/c the servant is primarily liable for the tort.

e. Jackson v. Righter (pg. 40) (Utah 1995)

i. Case where plaintiff Jackson sued defendant Righter and Righter’s employers, Novell and Univel, for ruining his marriage w/ his wife Marie.  Marie started working for Righter, who promoted her, gave her raises, and bought her gifts.  The two began a romantic relationship.  Righter took Marie to hotels and on vacation during work hours, on the pretext of business.  That relationship ended and Marie then began seeing another man w/in the company, Clay Wilkes.  In August 1991, Righter became VP of Univel and moved to a different office.  Marie followed him.  In December 1991, Clay also transferred to the same office as Righter and Marie.  When plaintiff Jackson and Marie’s marriage ended, Jackson sued Novell and Univel for vicarious liability and negligent supervision.

ii. 2 Issues:

1. To the extent either men’s conduct is tortious, to what extent can the employer be liable?

2. Were Novell or Univel negligently supervising the men?

iii. The court finds that Righter and Marie’s relationship was not w/in the scope of Righter’s employment.  He wasn’t authorized to use his position to engage in romantic relationships w/ his subordinates.

iv. HYPO: What about Righter and Marie hooking up during working hours?

1. Could argue frolic and detour.  The activity was supposed to take 30 minutes, but instead, it took 6 hours, which is a detour.

v. HYPO: What if Righter and Marie took a company car to a meeting and 5 minutes into the trip they got into an accident b/c they were fondling each other?

1. Here, the company may be liable for the damages.

vi. The court also finds that Righter’s conduct was not motivated by the purpose of serving Novell.

vii. HYPO: What if Righter said that the intimate relationship helped improve the business?

1. Here, look at what the employee thinks is good for the company.  Look at Righter’s previous behavior w/ other women.  Look at the company’s behavior and determine whether they endorsed/acquiesced in the behavior.

viii. As for negligent supervision, the court says it’s too hard to police relationships and that it’s almost impossible to prove proximate cause.

f. Mains v. II Morrow, Inc. (pg. 43) (Or. 1994)

i. Case where plaintiff Mains appeals from summary judgment for defendant II Morrow, Inc. on the claims of sex discrimination and intentional infliction of emotional distress.  Berry, Mains’ supervisor, was defendant’s shop supervisor.  He was notorious for sexually harassing the women in the company.  Previously, a sexual harassment complaint had been made against him and the Bureau of Labor and Industries investigated him and required defendant II Morrow to place a warning letter in Berry’s file.  However, he retained his supervisory position.  After time, Mains reported Berry’s behavior to defendant’s personnel supervisor, who placed Mains on paid leave and eventually terminated Berry.

ii. Here, the court finds II Morrow liable b/c it negligently supervised Berry.  It was on notice that Berry sexually harassed women b/c of the previous complaint w/ the Bureau of Labor and Industries.

iii. This court looks at scope of employment differently than the Jackson court.  This court says the issue is whether Berry is doing these acts while on the job.  If yes, the company is liable.

VIII. Review of Agency Law

a. On the K side, issues of liability relate to authority and whether an agency relationship exists.

b. On the tort side, look at the master/servant relationship and whether the tortious conduct occurred w/in the scope of employment.

i. 3 Elements:

1. Is the conduct of the kind the servant is employed to perform;

a. Don’t look at the specific illegal activity, but whether or not the conduct occurred w/in the employee’s duties.  Was the conduct mixed in w/ the duties (ex: quid pro quo situation)?  Is there a link between the tortious conduct and the duties the servant was hired to perform?

2. Was the conduct actuated, at least in part, by a purpose to serve the master; and

a. 2 Approaches:

i. Objective Approach: Did the servant perform the activity for the benefit of the master (ex: quid pro quo situation)?

ii. Subjective Approach: Did the servant perform the activity b/c he thought it was helpful for the employment environment?  Look to see if the activity was w/in the scope of his employment.

3. Did the activity occur substantially w/in the authorized time and space limits?

GENERAL PARTNERSHIPS (GP)

I. Formation

a. A GP can be created w/out a formal written K

i. Have to prove that 2 people went into business to share a profit.  Most courts find profit-sharing dispositive of a partnership.  If this can be proven, use default UPA rules.

ii. There are, however, ways that receiving a profit isn’t evidence of a partnership.  If a party can fall into one of these categories, the court WILL NOT find a partnership.  If a party doesn’t fall into one of these categories, a court will most likely find a partnership.

1. Installment payment of a loan

2. Rental payments

3. Annuities payments for a widow

a. Ex: The widow of a partner will still receive money from the firm.

4. Loan payments

5. Wages

6. When $ is in consideration for the sale of the business or the goodwill of the business

b. UPA § 6: A partnership is “an association of two or more persons to carry on as co-owners a business for profit.”

i. 3 Elements:

1. More than one person;

2. Co-owners; and

a. Leads to issues of management

3. In the business for a profit

ii. Unlike in an agency relationship, in which there’s only one claimant (the principal), a partnership is a relationship of multiple ownership.  Thus, unlike an agent, a partner doesn’t work primarily on behalf of a co-partner, and may share management responsibility rather than agreeing to be subject to the other’s direction.

c. Courts often ask whether the parties intended to be partners.

i. 2 Approaches:

1. Subjective Intent: Whether the parties made statements or engaged in conduct indicating that they thought they were co-principals of a business.

2. Objective Intent: Whether the parties acted like partners, regardless of whether they seemed to think they were partners.  It’s intent to engage in acts that make one a partner.

d. In re Marriage of Hassiepen (pg. 60) (Ill. 1995)

i. Case where Cynthia Hassiepen and Kevin Hassiepen were divorced.  Cynthia sued Kevin for more child support and attorney’s fees.  The trial court awarded both for Cynthia, but gave her an amount based on its determination that Kevin was in a partnership w/ his current girlfriend, Brenda.  Therefore, Cynthia was only entitled to the amount Kevin made from the partnership and not the total amount of money that the business made.  Cynthia appealed arguing that Kevin’s business was a sole proprietorship and not a partnership.   The business, Von Behren Electric, was created solely through the monetary efforts of Brenda, and over time she became an employee of Electric, although she never received a salary.  Furthermore, Kevin always held himself out as a sole proprietor and Brenda’s name was never in any office documents or office memoranda.  Court affirmed trial court’s decision, finding Electric to be a partnership b/c Brenda didn’t receive a salary, Kevin and Brenda opened a joint checking account which they used for all personal and business transactions, both Kevin and Brenda provided services for the business, and Brenda provided the credit for the initial operations of Electric.

ii. HYPO: Do you think the court would have reached the same decision if the couple had been married at the time Electric was created?

1. Von Behren Electric almost becomes joint property, which indicates that the court would be even more willing to find the enterprise was a partnership.

iii. HYPO: How do you prevent this from becoming a partnership?

1. Give Brenda a salary; forbid her from making administrative decisions.

iv. The quintessential partnership is that all general partners have an equal say in the management of the business.

v. HYPO: Suppose Sandra Day O’Connor took a job as a legal secretary after graduation.  She gets paid a salary, but when others receive a bonus, she gets a bonus too, which is sometimes more than her salary.  She provides legal advice and info to the partners, but there’s no intention on the part of the firm to make her an associate or partner.  Can she be a partner?

1. Probably not.  She’s only being kept on as a legal secretary.  However, the size of the firm is important.  If there are 200 partners, it’s highly unlikely a court would find Justice O’Connor was a partner.  But, if it’s a small firm w/ 2 or 3 partners, this suggests two things: 1) She’s getting a large % of profits; and 2) She’s exercising a lot of managerial discretion.

vi. HYPO: Suppose Justice O’Connor starts her own firm.  She works w/ another guy, although they both claim to be sole proprietors.  They share the same office and secretary and use a joint account to pay rent.  They also consult w/ each other on cases and they practice the same type of law.  Is this a partnership?

1. If all they do w/ the joint account is put in rent $, then it’s probably OK.  But, if all profits of both lawyers go into this account and they split up the $, it’s harder to show they’re not partners.  This issue about people sharing offices is a modern day prob b/c many lawyers do this to have nice offices.

vii. HYPO: Assume that Fairfax isn’t a lawyer, but she’s married to one.  He wants to start up his own law firm.  B/c her credit is better than his, she gets a loan from the bank.  In their basement, he sets up his own law firm.  Fairfax helps out by answering phones, and occasionally, when he’s not there and a client calls, Fairfax gives some legal advice b/c she’s learned some from him.  He’s told her not to do this, but she does anyway.  Is this a partnership?

1. B/c they’re married, courts may view this as joint property and be more willing to find it’s a partnership.  Is she in it for a profit?  Lending money sounds like a creditor, but she’s married to him and has more access to the business’ profits.

e. Martin v. Peyton (pg. 62) (N.Y. 1927)

i. Case where creditors of the bankrupt firm of K.N. & K. are suing K.N. & K. as well as Peyton and others who lent money to K.N. & K. arguing that they were all partners.  In 1921, K.N. & K. found itself in financial difficulties.  Mr. Hall, a partner of K.N. & K., approached Mr. Peyton, George Perkins, Jr., and Edward Freeman for financial help.  They lent him $2.5M in liquid securities.  Each was asked to be a partner in K.N. & K. but all refused.  In return, K.N. & K. gave them a large number of its own securities and received 40% of the profits of the firm until the return was made.  Furthermore, Mr. Peyton and Mr. Freeman were trustees, a position that allowed them to know of all transactions affecting their money and allowed them to veto any business they thought highly speculative or injurious.  They also received dividends.  Furthermore, Mr. Hall used his $1M life insurance as collateral on the loan and each member of K.N. & K. assigned to the trustees their interest in the firm.  Finally, Mr. Hall and the trustees were in charge of all resignations and firing decisions.  The court found that this was NOT a partnership though.

ii. The point of this case is to show that there’s some degree of profit-sharing.  

iii. Where do you draw the line between a partnership and a creditor?  The court looks at the control of the person and what she can do in the business.

1. Negative control isn’t enough for a partnership, but the ability to affect transactions is evidence of a partnership.  Veto power is usually OK b/c creditors want to protect their interests.

iv. NOTE: Courts try to be deferential to creditor relationships, especially w/ small firms, b/c courts want creditors to loan out $ and help the economy.

f. Problem (pg. 73)

i. 2 Issues in the Problem

1. $

2. Control

ii. $ Issue

1. How do we determine the contours of how much $ is paid out?

a. NOTE: Michael Blomoni will argue that he wants a lot of money b/c he’s an artist and needs money to express himself.

2. What kind of mechanisms are put in place so that Blomoni doesn’t overspend?

3. How much $ does Airwalker give?

4. How will Airwalker get a return on its $.

a. NOTE: Airwalker is a venture capitalist, so it usually gets an equity interest in the company.

5. How should they split the profits and take into account Blomoni’s lack of assets?

6. Is Airwalker going to get interest off the loan?

7. If the movie tanks, will Airwalker receive any $?

iii. Control Issue

1. How do we resolve the issue of control?  Airwalker will want some say in the process to protect its interest, but Blomoni wants complete freedom.

iv. Courts don’t like repayment of loans from gross profits; they prefer the repayment of loans from net profits.

1. Gross profits suggest that Blomoni is only working for Airwalker and working for the benefit of Airwalker.

v. Want to structure the agreement so that it doesn’t seem like Airwalker is getting $ only if the movie is profitable b/c that’s evidence of a partnership.

II. Financial Rights

a. Default Rules:

i. Split profits and losses equally. (UPA §18(a))

ii. If you don’t split profits equally, losses will be split the same way the profits are split.

iii. Taxed on the pro rata amount of income.  There’s usually a tax distribution in April to partners so that they can pay their taxes.

iv. Equal Division Rule: Contribution of services doesn’t get reimbursed.  Only contribution to capital is reimbursed.

b. Financial Contributions

i. Partners can make two types of financial contributions to a partnership:

1. Capital Contributions: This is a commitment to the firm that may not be repaid until dissolution and that is taken into account in determining the partner’s profit share.  However, there’s a ranking order to repayment during dissolution.  3rd parties are paid back first and then partner creditors are paid back.

2. Loans: This normally involves a scheduled repayment and periodic interest payments.

ii. Capital Accounts

1. This is an account a partnership sets up to reflect a partner’s claim on the firm.  When a partner gets paid, he’s getting paid on what he brings in on the capital account.

2. Ex. of Draw on Capital Account

Partners
Initial Contribution
Divide Profit
  Assume Loss
       Assume Gain






of $30K
   of $30K from       of $24K from






by 3 partners      initial cont.           initial cont.

A

$0


$10K

   ($10K)
       $8K

B

$10K


$20K

    $0

       $18K

C

$20K

 
$30K
 
    $10K
       $28K

iii. Starr v. Fordham (pg. 96)

1. Case where plaintiff Starr was a partner in a Boston law firm.  Fordham invited Starr to join his new law firm Kilburn, Fordham & Starrett.  Starr was somewhat hesitant b/c he wasn’t a “rainmaker.”  Fordham, however, assured Starr that business origination wouldn’t be a significant factor for allocating the profits among partners.  Relying on this, Starr left his firm to join Kilburn, Fordham.  However, Starr didn’t like part of the partnership agreement that gave the founding partners the authority to determine, both prospectively and retrospectively, each partner’s share of the firm’s profits.  Fordham told him to “take it or leave it.”  When Starr w/drew from the firm a couple of years later the firm refused to pay him his total worth.

2. Court found Fordham guilty of violating his fiduciary duties and guilty of misrep.  

3. HYPO: Do you think if Starr told Fordham he wasn’t happy w/ the agreement and Fordham said it was still going to operate in this way, this would have mattered?

a. Maybe.  Starr would have been on notice as to the company’s payment structure.

4. HYPO: Does this case stand for the idea that you can only compensate based on billable hours?

a. Maybe.  Billable hours are a good measure of how someone worked.

5. HYPO: If the partners never said anything about the compensation, would that have made a difference?

a. Probably.  It would be harder to find misrep.

iv. What should default rule be for compensation?

1. Most firms don’t say how they compensate.  A popular thing to do, though, is to create a list of factors that are important in creating a salary and divvy up the $ that way.

2. Ex:

a. Rainmaking

i. **Traditionally the most important quality for partnership track and earning big salary

b. Hours Worked

c. Administrative Work

d. Seniority

e. Financial Contribution

f. Education 

III. Management, Authority, and Voting Rights

a. Default Rules

i. Right to Manage

1. All partners may participate in the governance of the firm.  (UPA §18(e))

ii. Equal Voting Rights

1. Partners have equal rights to participate in management-that is, each partner gets one vote.

iii. Vote Required to Take Action

1. In the event of disagreement over ordinary business, a majority vote controls.  (UPA §18(i))

2. However, a single partner does have right to veto major or extraordinary partnership decisions.

a. This balances the potentially high decision-making costs of giving each partner a veto power against the potentially high costs to partners of letting the majority decide issues that may have significant consequences.

b. PROBLEM: How do you determine if it’s an ordinary v. extraordinary act? 

i. One common way to distinguish between ordinary and extraordinary acts is by identifying certain matters as requiring the approval of all or a supermajority of the partners.

iv. Fiduciary Duties and Management Rights

1. In order to vote and participate in management, partners need info; thus, partners’ have a fiduciary right to disclose info.

b. Allocating Management and Voting Rights

i. Partners may agree to concentrate management power in one or more managing partners.

1. However, a variation from the default rules may be strictly interpreted.  In particular, courts may assume that partners, who are vicariously liable for the firm’s debts, want some decision-making role and some reins on managers even if the agreement literally seems to provide otherwise.

ii. Practical issues are also raised by a contractual alteration of partners’ management rights.

1. Ex: While delegating management power may lower the firm’s decision-making costs, it also creates a risk that the manager will act contrary to the interests of the other partners.  Thus, partners may agree to constraints on the manager’s exercise of discretion while not hemming the manager in so much as to defeat the purpose of delegating managerial power.

iii. A partner’s right to veto extraordinary decisions and amendments also may be varied by partnership agreements.

1. If there is a provision limiting a partner’s power to veto an extraordinary act or act in contravention of the agreement, it may be subject to strict interpretation b/c it alters an important partner right under the UPA.

c. HYPO: Who can hire/fire associates?

i. Probably a hiring committee.  There are usually some guidelines as to why someone will be hired or fired.

d. HYPO: How do you handle the business of the law firm?  What if 2 lawyers are on a case and they can’t decide whether to sue someone or settle the case?  How do you decide what to do?  

i. Could ask the client what he or she wants and let her decide.

ii. What if the client doesn’t know?

1. Take it to the whole GP and decide what to do.

e. HYPO: What if a law firm wants to sign on to the U of Michigan Law School case but this isn’t the type of work the firm normally does? Is this an ordinary or extraordinary act?

i. How foreseeable is it that the GP would expand?  If the GP is in the similar line of business, it may be an ordinary act.  Look at the partnership agreement and see how specifically it tailors its mission statement.  If the agreement says the GP is “general practice” this may be an ordinary transaction.  But, if the agreement is specific about what the firm practices in, this may be an extraordinary act.  The best thing to do to avoid this type of situation is to think in advance when creating a GP about whether there are some types of cases you want unanimous consent to handle and others you want a management committee to decide.

f. HYPO: 3 people buy a racehorse.  A gives 50% of the money and B and C both give 25% of the money.  C knows how to take care of the horse so A and B agree to let him train and take care of the horse.  During the first two years, the horse does really well.  In the 3rd year the horse is predicted to win big.  During the 3rd year the horse is enrolled in 10 races.  In the first 3 races, the horse comes in 2nd, 1st, and 1st, respectively.  In the 4th race the horse stumbles and falls.  C mends the horse, but w/out seeking any outside medical attention.  In the 5th race the horse badly injures himself.  At this point, A and B secretly have another doctor treat the horse.  When C finds out he’s pissed.  A and B then take the horse away from C and give the horse to another trainer.  This trainer fixes the horse and the horse wins big in the 6th race.  C sues to enjoin the horse from racing until C becomes the trainer again.

i. Is there a GP?

1. Yes b/c A, B, and C expect to make a profit.

ii. Has the GP been terminated?

1. Doesn’t seem like it.  All 3 owners still have an interest in the horse.  No one has disavowed the partnership.  Whether or not the GP is terminated will affect the voting rights and decisions of the final 4 races.

iii. Did A and B have a right to go to the 2nd doctor?

1. You can argue that medical care is an extraordinary decision so they didn’t have authority.  But, on other hand, if C only trained horse (i.e.: didn’t give him medical treatment) you can argue that medical treatment is an ordinary decision and it’s different than training.

iv. What if C had always told A and B about the medical treatment the horse needed and they’d always agreed w/ C (he told them as a formality)?

1. It’s hard.  The line between ordinary and extraordinary decisions is blurry.  Have to ask if custom carries that much weight.  If this was not an extraordinary decision it was OK to get a 2nd opinion.  On the other hand, if C had been given total management control over the horse then only C had a right to treat the horse.  

v. Did A and B have a right to remove C as a trainer?

1. Maybe.  You could argue that A and B could no longer trust C’s decisions.  Furthermore, if C was only a manager, then A and B have removal power over management.  On the other hand, the GP arrangement is completely altered.

vi. POINT OF HYPO: If a court considered the GP dissolved, A, B, and C could run the horse through the remaining races.  Thus, assets don’t have to be immediately sold off during dissolution.  Furthermore, if you set up a GP according to custom, the partners must abide by custom.

g. Problem (pg. 131)

i. Look at “Management and Control of the Partnership” handout that went w/ that exercise.

IV. Issues with Creditors

a. Default Rule: All partners are liable for the debts of the partnership.  Creditors can recover from the partnership assets and then go after individual partners’ assets.

b. However, creditors may try to avoid the partnership and bankruptcy law barriers to collecting partnership debts from individual partners by contracting for direct partner liability.  Conversely, partners may attempt to contract w/ creditors to limit their liability.

i. Creditors will usually make partners sign a Guaranty to be liable for debts or have partners waive exhaustion principle where the creditor has to exhaust all of the partnership assets before going after the individual partners’ assets.

c. Regional Federal Savings Bank v. Margolis (pg. 140)

i. Case where defendant Margolis filed for a loan w/ the American Savings Association in the amount of $420,000 to buy some commercial property.  The applicants said the loan would be secured by “personal guarantees” executed by “all principals and their respective wives on the top 30% of the loan.”  The loan application was processed and the commercial loan officers recommended approval, along w/ the 30% personal guarantee.  Later, defendant Goldbaum signed a mortgage note on behalf of defendants, which failed to make mention of the limitation of the personal liability of the partners (30% limit).  On that same day, the four defendants and their wives signed a guaranty of the note, which mentioned the 30% personal guarantee.  Subsequently, plaintiff Regional Federal acquired the defendant’s note.  Defendant’s defaulted on the note and Regional Federal sued for the remaining amount, not just the 30% limitation.

ii. Issue: Whether court will apply default liability rule for 30% limitation.

iii. HYPO: Do you think there was a better way to avoid liability than the Guaranty?

1. Put a limitation clause in the note itself.

iv. HYPO: Is there any reason to execute a personal guaranty other than to avoid liability?

1. In order to get a loan.  In the instant case, the bank probably didn’t want the land the defendants’ bought-the bank didn’t want that as collateral.  Also, the bank can go after the partners’ assets immediately w/ the Guaranty, which is a motivating factor for a bank to get a guarantee.  W/ default, partners can’t hide the assets behind their wives b/c the wives are part of the Guaranty too.  The bank doesn’t have to sue the partnership if it defaults on the loan.  This Guaranty allows the bank to immediately make the partners pay out of their personal assets.  The personal Guaranty also forces the partners to keep $ in the partnership b/c the partners won’t want to dip into their own assets to pay off the bank.

v. HYPO: If a certificate of co-partnership hadn’t been filed, would a partnership have been formed at the time the defendants filed their application w/ the bank?

1. If the point of getting the loan was to go into business together and make a profit, then there’s a GP already, so the certificate of co-partnership probably wouldn’t have mattered.

vi. HYPO: Originally, the partners wanted to sue the managing partner Goldbaum for negligence by failing to put the Guaranty in the mortgage note.  Do you think it would have stuck?

1. It may have been difficult.  Courts put some responsibility on partners to check over documents, especially for something of this magnitude.

vii. HYPO: What about the band manager/musician drafting exercise?  

1. Clearly, it would be negligent for the manager not to include a Guaranty in a document for the band members.  This type of business work was specifically delegated to him.

d. Commons West Office Condos v. Resolution Trust Corp (pg. 143)

i. Case where Weilbacher, GP of plaintiff Commons West, executed a promissory note in the amount of $936,000 to Bexar Savings Association.  The note was secured by a deed of trust, which granted Bexar Savings a lien on the property owned by the partnership.  Commons West, by and through Weilbacher as its GP, also entered into a loan agreement w/ Bexar Savings.  Contemporaneously, Weilbacher, in his individual capacity, executed a guaranty agreement, guarantying payment of 25% of the principal of the note, as well as 100% of all interest, expenses, and costs associated w/ the guarantied indebtedness.  The partnership and Weilbacher defaulted on the note and guaranty.  Bexar Savings posted the property securing the note for foreclosure, and the trustee auctioned the property for $256,500, leaving a deficiency of $913,983.  The partnership sued Bexar Savings seeking a declaration it hadn’t defaulted.  Resolution Trust Corp, as receiver for Bexar Savings, filed a counterclaim against the partnership and a 3rd party action against Weilbacher, individually and as GP of the partnership, seeking a deficiency judgment for the amounts due under the note and guaranty.

ii. The court found Weilbacher liable as a GP under the note.  The court read the Guaranty literally and strictly and held Weilbacher liable as a GP.  Here, there were 2 potential liabilities: Weilbacher’s liability as a Guarantor under the Guaranty and Weilbacher’s liability as a GP under the note.

iii. HYPO: Why did Weilbacher sign onto the Guaranty?

1. To limit his liability.  But, this case/court makes it difficult to limit liability.

iv. This case suggests that any time a GP wants to limit his liability, he must do so in the main document and all other documents expressly and clearly.

V. Property Rights

a. 3 Partnership Interests

i. Partner’s Interest in Specific Partnership Property: This is important when looking at the assets a partner brings into the partnership.  The rule is that all property brought into the partnership by a partner is partnership property and all property bought by a partnership is partnership property.  Assets in an individual’s name are the individual’s assets, even if the partnership uses them.  Thus, any property you want to make partnership property should be in the partnership’s name.  Once there’s partnership property, it becomes a tenancy in common.  All partners get to share the partnership property and partners can’t unilaterally give it away.

ii. Partner’s Interest in the Partnership: This is the partner’s financial interest in the partnership.  It’s the partner’s “share of the profits and surplus.”  This right is assignable to the partners’ assignees, creditors, and heirs w/out consent of all partners.  

1. NOTE: If a partner assigns this right to someone else, that 3rd party IS NOT liable if someone sues the partnership.

iii. Partner’s Interest in Management: Each partner has a right to participate in managing the partnership entity.  This right can’t be transferred w/out the consent of all the partners.

b. Sunshine Cellular v. Vanguard Cellular (pg. 149)

i. Case where plaintiff Sunshine’s GP Arthur Belendiuk accepted an offer made by NPCT (a wholly-owned Vanguard subsidiary) to purchase his 15% interest in the partnership for $2.6M subject to the other Sunshine partners’ right of first refusal.  Later, NPCT sued for its 15% interest claiming the other Sunshine partners failed to exercise their right of first refusal.  NPCT claims that Belendiuk had the authority to sell all his property rights in Sunshine, including the right to participate fully in the management of Sunshine, w/out obtaining the consent of the other Sunshine partners.  Sunshine claims the only right Belendiuk was entitled to sell w/out the consent of the other Sunshine partners was his interest in receiving a 15% share of Sunshine’s profits and surplus.

ii. HYPO: What does the court say?

1. Looks at MD law and finds the Partnership Agreement closely follows the UPA, in which management rights are separate from the right to share in the profits and losses of the partnership.  However, the problem w/ this Partnership Agreement was Paragraph 1, which states, “Each party shall initially own the percentage interest stated in Exhibit A, in terms of profits, losses, and voting.”  B/c the court isn’t sure whether the partnership meant to supplant the default rules and include voting as part of the “ownership interest” it can’t grant Sunshine summary judgment.

iii. HYPO: What happens to A’s voting rights if A gives B A’s rights to profits and losses?

1. A keeps his voting rights so he can continue to manage the affairs of the enterprise.

2. There’s a problem though b/c now you have a partner who no longer has an interest in the profitability of the business.  The assignor owes no fiduciary duties to the assignee, although some courts will find an implied duty.  Also, the other partners have no fiduciary duty to the assignee.  In order for the assignee to have the assignor act on the assignee’s behalf, the assignee should create contractual rights w/ the assignor for the assignor to act in the best interest of the assignee.

3. There’s a problem here b/c now the assignor owes fiduciary duties to both the partnership and the assignee.

iv. Look at drafting document that we did in class.

c. Hellman v. Anderson (pg. 153)

i. Case where plaintiff Hellman filed suits against defendant Anderson for accounting, breach of contract, breach of fiduciary duty, mandatory injunction, recission, and fraud.  Anderson failed to make any of the payments required by the settlement agreements and later, stipulated judgments totaling more than $440,000 were entered against Anderson.  Hellman still couldn’t get the $, so later, obtained a charging order against Anderson’s partnership interest in RMI, which Anderson owned 80% of.  Hellman still didn’t get any money, so it filed a motion for an order authorizing and directing a foreclosure sale of Anderson’s charged partnership interest in RMI.

ii. Charging Order: An order that allows you to attach a partner’s interest in profits and losses of the partnership.  But, you can’t force the other partners to pay out $.

iii. HYPO: Why does it make sense to force a sale of a partner’s interest?

1. To pay off creditors and to not disrupt the partnership business by selling off partnership assets.

iv. HYPO: Will a creditor get fair value of the $ owed by getting a partner’s interest?

1. Probably not, especially if the entity isn’t profitable.

v. In the instant case, the court authorizes a sale if there’s no undue interference in the partnership business.

1. But this will cause a management problem b/c now the Hellman will get 80% of the profits, but Anderson still has 80% of the managerial control.

d. REVIEW

i. Voting rights generally aren’t conveyed w/ the partner’s interest.

ii. You can convey the right to receipt of profits, but it’s in conflict w/ managerial and voting rights.

VI. Fiduciary Duties

a. Nature of the Duties

i. Duty of Loyalty (Meinhard duty): Have to act in a way that benefits the partnership.  Can’t take partnership opportunities and convert it for personal use.

ii. Duty of Care: Gross negligence standard.

iii. Duty of Disclosure: Obligation to give complete and truthful info to other partners.

iv. Duty of Good Faith: Not thwarting people’s legitimate expectations of the partnership.

b. Meinhard v. Salmon (pg. 162)

i. Case where plaintiff Meinhard was in a partnership w/ defendant Salmon and Salmon heard about another profitable enterprise and took that opportunity w/out sharing it w/ Meinhard.

ii. Case stands for idea that partners owe each other a high fiduciary duty of loyalty.

iii. Can’t take partnership opportunities and convert it to your own use.

iv. Managing partners have a higher duty than other partners.

v. Salmon’s duty arose from the 1st day the partnership was created and it continued until the partnership was terminated, winded up, etc.

c. Duty of Disclosure

i. Managing partners must keep info and records up to date.

ii. All partners should have access to the records.

iii. Default disclosure rule: Partners must disclose material facts to one another.

iv. Walter v. Holiday Inns (pg. 171)

1. Case where plaintiff Walter formed a 50-50 partnership w/ the corp Holiday Inn to develop and operate a casino.  In 1981, Walter sold his 49% interest in the partnership to Holiday Inn, and in 1983, he sold his remaining 1% interest to defendant.  In the partnership agreement, either party could issue a “cash call” letter to the other party if the latter party couldn’t advance the necessary funds.  The “cash call” letter gave a strict timetable for repayment of the cash call and failure to comply w/ the repayment resulted in a dilution of the non-contributing partner’s interest in the casino.  The day-to-day management operations were turned over to the casino, a subsidiary of Holiday Inn.  The more important management and financing decisions remained w/ the partnership’s Executive Committee, which was composed of two Holiday Inn executives and two of the plaintiffs.  Walter sued when he lost his interest claiming Holiday Inn breached the duty of disclosure.  The court has to determine if any of the alleged misstatements or omissions would have been material to the plaintiffs’ decision to sell their partnership interest to Holiday Inn.  The court looks at the sophistication of the complaining partner and the degree of access to partnership records.

2. HYPO: The partnership was made up of 2 corps.  What impact does this have?

a. A plaintiff can only get to the corps assets so there’s limited liability for the partners and the corp won’t be damaged too much if it doesn’t have a lot of assets.

3. HYPO: If Walter had never owned another hotel, would that have mattered in the court’s analysis?

a. Yes, b/c it would have altered the expertise of the players.  Just having a general sophistication isn’t enough-the players must have experience in this type of business.

4. HYPO: Why wasn’t Walter’s receipt of other documents enough for a material omission?

a. The court said Walter had the raw data and could have put together the forecasting projections that Holiday Inn put together.  Walter just chose not to do that.

5. HYPO: Could Holiday Inn have given false documents about the future profits to Walter?  Would this have been material?  Don’t address the fraudulence issue.

a. Based on the court’s analysis, it wouldn’t have mattered b/c both parties still had the raw data to work w/.  This is also true in the securities area.  When parties have truthful info to produce projections w/ and someone lies to that party, it can be considered immaterial.

6. HYPO: What about cash call strategy?

a. Court makes Walter get the info on his own, but it seems to be a violation of good faith.

v. Appletree Square Limited Partnership  v. Investmark, Inc.
1. Case where plaintiff Appletree LP was formed to purchase and operate One Appletree Square, a 15-story office building.  Investmark is the company who sold Appletree the building.  As part of the negotiations, Investmark received a 25% interest in Appletree.  During negotiations of the sale of the property, CRI, an affiliate of Appletree, wrote to Investmark requesting “any info that you have not already sent to us which would be material to our investors’ participation in this development.”  Investmark to CRI to inspect the building on its own.  It turned out that the building was coated w/ asbestos-based fireproofing.  Appletree sued.

2. Issue: To what extent was Appletree’s reliance on Investmark’s knowledge of the building justified?

3. HYPO: What does it mean that this is an LP?

a. There’s only personal liability for the limited partners if they took part in the management of the partnership.  The general partner has personal liability.  

4. HYPO: Should there be fiduciary duties in an LP?

a. All partners have fiduciary duties towards to each other, but the GP has heightened duty of loyalty and duty of care.  The duty of disclosure may be more of a duty of the GP b/c he has the info, but if an LP has the info, then she’ll probably be given a fiduciary duty of disclosure, too.

5. The court says you can’t really waive your duty of disclosure, so even though the K said that Investmark only had to disclose info based upon Appletree’s request, the court said there was no way for Appletree to know what to ask, and therefore, the default rule (duty of disclosure) applies.  Judge duty based on the parties’ relative informational advantage vis-à-vis one another and to what extent the parties would have been justified in relying on the other party’s disclosure of info.

a. You can read the case 2 ways:

i. Duty of disclosure can’t be waived; or

ii. Default disclosure duty exists and the provision that Investmark points to doesn’t relate to the disclosure duty (so maybe if you affirmatively waive the disclosure duty, the court would honor it).

1. To the extent that people have knowledge about a given fact and should know the questions to ask, then perhaps there’s no corresponding duty for the other party to affirmatively tell them.

6. HYPO: What if you can show that the sellers knew the asbestos existed but didn’t know what impact it would have (i.e.: people didn’t know the effects of asbestos at that time)?

a. There’s always the possibility that any fact could be material but had the purchasers known about the asbestos, they probably would have bought it anyway since they didn’t know about its impact.  The mere fact that the asbestos is there doesn’t mean much-Appletree has to show that it would have been a material impact on the decision to buy.

7. HYPO: What if everyone knew about the presence of asbestos, and its impact, but no one investigates it?

a. It seems like negligence on both sides.

8. HYPO: What if both sides do an investigation but come up w/ different repair estimates?  Assume Appletree’s cost is $5M, but Investmark’s cost is $20M; however, neither party shares its report w/ the other.  Can Investmark be liable for failing to turn its documents over?

a. Probably not since both parties have the info and the opportunity to do their own cost projections.

9. HYPO: Would it make a difference if Investmark knows Appletree’s analysis is much less and Investmark is the one who manages the office?

a. The parties might not be at an informational disadvantage, but may have a different level of sophistication to handle the info.  

10. HYPO: If Appletree ultimately relies on Investmark to tell them the results of their analysis (even if Appletree has its own info and did its own analysis), can Appletree hold Investmark liable?

a. Depends on whether their reliance was justified.  When dealing w/ partners having similar experts or experience, then this isn’t justified, but if the purchaser is much less sophisticated, reliance might be justified.

11. HYPO: What if Investmark did an investigation and found out the impact but left the info an the “general info” box.  When asked for the info, Investmark tells Appletree to look in the box.  Is this sufficient disclosure?

a. Investmark has directed Appletree towards the info, but if Investmark knew that Appletree wouldn’t look, then Investmark should tell Appletree that there’s something unusual to find.  So, to the extent Appletree is relying on Investmark to affirmatively tell them something, the reliance is probably justified.

12. HYPO: What if it’s a rat problem rather than an asbestos problem and anyone who walks into the building can see the rats.  If Investmark doesn’t tell Appletree about the rat problem, is Investmark liable?

a. Appletree has a duty to inspect, and in this case, it’s a latent defect to the building.  Therefore, it’s not unreasonable to expect Appletree to find the rat problem and therefore, the court will usually impose an independent duty on Appletree to investigate and inspect the premises.  The duty to investigate will change depending upon how easy the info is to obtain.

vi. REVIEW

1. A failure to disclose info is only actionable if the thing that the party failed to disclose was material.  Courts look to see if the complaining party had raw data and the sophistication to come up w/ projections and info.  If so, this goes against the complaining party’s “failure to disclose” argument.  You judge a duty to disclose based on the parties’ relative informational advantage vis-à-vis one another and to what extent the parties would have been justified on relying on the other party’s disclosure of info.

a. 2 Prongs:

i. Decide if the non-disclosed info was material; and

ii. Decide if the party was justified in relying on the other party’s disclosure based on the availability of raw data and the sophistication of the parties in this particular matter.

d. Waiver of Fiduciary Duties

i. UPA §§ 20-21: Partners shall fully disclose all things affecting the partnership to any partner or the legal representative of any deceased partner or partner under legal disability.  Partners must account to the partnership for any benefit, and hold as a trustee for it any profits derived by him w/out the consent of the other partners from any transaction connected w/ the formation, conduct, or liquidation of the partnership or from any use by him of its property.

1. I.E.: Neither UPA section negates the disclosure requirement.

ii. RUPA § 103: Effect of Partnership Agreement: Non-Waivable Provisions

1. The partnership agreement may not:

a. Unreasonably restrict the right of access to books and records;

b. Eliminate the duty of loyalty, but:

i. The partnership agreement may identify specific types or categories of activities that don’t violate the duty of loyalty, if not manifestly unreasonable. 

1. Ex: Partnership agreements can carve out acts that won’t violate the duty of loyalty.  Often, partnerships will allow partners to compete w/ one another and say it doesn’t violate the duty of loyalty.

ii. All of the partners or a number or percentage specified in the partnership agreement may authorize or ratify, after full disclosure of all material facts, a specific act or transaction that otherwise would violate the duty of loyalty.

c. Unreasonably reduce the duty of care;

d. Eliminate the obligation of good faith and fair dealing, but the partnership agreement may prescribe the standards by which the performance of the obligation is to be measured, if the standards aren’t manifestly unreasonable.  

iii. HYPO: Imagine you have a GP who manages hotels.  He books boxers for boxing fights in your hotel.  However, he also manages other hotels that aren’t part of your corp.  He always books better boxers at other hotels and 2nd-rate boxers at your hotels.  However, in your partnership agreement, you have a “competition clause,” which allows him to manage hotels that aren’t part of your corp.  Can you sue him for always hiring the better boxers for the other hotels?

1. Maybe-he’s not allowed to do anything unreasonable under § 103.  Furthermore, Meinhard says you can’t divert opportunities away from the partnership.  But, you waived his loyalty duty, so it seems unfair to hold GP liable if you waived that right.  The court will ask what your legit expectation when entering the partnership was.  It will consider the parties’ sophistication in entering the deal.  In reality, GP will probably be liable if you can prove he maliciously and purposely booked better boxers at other hotels.

iv. HYPO: To what extent can you waive fiduciary duties and have it upheld by the court?  

1. Many partnerships carve out competition exceptions so that it won’t be a violation of your duty of loyalty if you compete w/ another partner for business.  Usually, this competition exception has a geographic limitation or work limitation (ex: you can compete for this type of work).  When dealing w/ 2 parties of the same sophistication, courts will often uphold the “carved out” provisions.  RUPA assumes that partnership agreement is in place.

v. HYPO: In our law firm hypo (creating a law firm to litigate solely on the issue of grade inflation), will we allow fellow partners to engage in the practice of law outside of our firm?

1. In the beginning of a partnership’s existence or in the beginning of an associate’s career, it’s important not to compete w/ fellow workers b/c you’re trying to create a clientele base.

vi. HYPO: But was about later in the partnership’s life or later in the partner’s career?  What if A wants to try a case but A’s law firm doesn’t practice in that area (ex: the law firm tries civil cases, but A wants to take on a criminal law case)?  What if A takes on a case and wins huge.  Would A have to give $ to the other partners even though they didn’t help on the case?

1. This answer depends somewhat on the practice areas of the firm and on the type of case that A takes on.  If the firm is concerned solely w/ civil litigation and A takes on a criminal case, A has a much stronger argument that she doesn’t have to split her profits on the case.  The firm is obviously not engaged in any type of criminal work.  However, often firms will allow partners to do pro bono work, which is usually outside of the firm’s practice area.  Usually, the partnership agreement says that partners will have to split the earnings w/ the other partners of pro bono work.

VII. Dissociation and Dissolution

a. Under the UPA, it’s much easier to dissolve than under the RUPA.  Under the UPA, there’s a presumption of dissolution if a problem occurs, but under the RUPA, there’s a presumption that the partnership will continue unless there’s a huge push for dissolution.

i. The difference between UPA and RUPA is that under the UPA, the partnership is seen as an extension of the partners, but under the RUPA, the partnership is seen as its own entity.

b. Dissolution under the UPA:

i. 3 Steps

1. Dissolution Event: Could be the w/drawal, bankruptcy, or death of a partner, or a judicial dissolution

a. NOTE: Should have an expulsion provision in the partnership agreement to get rid of partners.

2. Winding Up: Paying off debts and paying out assets

3. Termination of Entity: Partnership goes out of business.  Letters are sent to creditors.

ii. An Expired Agreed Term to Dissolve:

1. If there’s an expired agreed term to dissolve, the partnership is liquidated unless all of the partners, including the one whose express will or departure dissolved the partnership, agree to continue the business.  If they agree to continue, the leaving partner is paid off.  If they don’t agree to continue, the business is wound up and the assets are sold and distributed.

iii. An Unexpired Term to Dissolve:

1. If there’s an unexpired term, the dissolution may be wrongful.  In that event, the partnership may be continued w/out liquidation if all of the partners other than the one who wrongfully dissolved the firm agree to continue.  If the firm continues, the dissolving partner is paid the value of his interest less damages caused by the premature dissolution and not including goodwill.

2. A wrongfully expelled partner gets his share of the partnership + interest until the day the firm pays him.

c. Dissolution and Dissociation under the RUPA:

i. Dissociation: The death, bankruptcy, w/drawal, or expulsion of a partner or judicial dissociation.

ii. Dissolution: More formal.  Have winding up period.  If it’s a fixed term, only need ½ the partners to agree to continue if there’s a wrongful dissociation or dissociation by death or related events.

1. NOTE: Difference between UPA and RUPA is that once you hit the dissolution event, under the UPA, the partnership automatically goes into the winding up phase.  Under the RUPA, the partnership can continue if there’s a fixed ending date and ½ the partners want to continue.

iii. Buyout: There’s an express provision for a formal buyout.  A partner gets his share of the profits + interest until the day the partnership pays him.

iv. Indemnification: If a partner dissociates and the partnership is bought out, the partnership indemnifies that partner.

d. Liabilities of Dissolved and Continuing Firms

i. Dissolution raises several questions concerning partners’ and partnerships’ responsibilities for liabilities incurred prior to and after the dissolution.

1. A partnership’s dissolution creates a technically new entity.  Partners in the “old” partnership continue to be liable for “old” liabilities, while partners in the “new” partnership are personally liable for “new” liabilities and exposed to old liabilities to the extent of their investments in the firm.

2. A creditor may agree to release an outgoing partner either expressly or implicitly by agreeing to an alteration in payment of the debt knowing that the partner has dissociated.  The partner who is not released and must pay the debt can seek indemnification from the other partners or partnership.  Both the UPA and RUPA allow this, although the UPA applies only to wrongful and expelled partners.

3. A partnership and new partners may have some responsibility for old liabilities, just as the old partners may have some responsibilities for new liabilities.  If a partnership dissolved and one or more of the original partners carry on its business, the new partnership is liable for the debts of the old partnership and new partners are liable only to the extent of their investments in the firm.

ii. HYPO: What happens if a matter occurred while you were a partner but it was settled after you left?  Are you liable for continuing obligations?   Assume the partnership negotiated a loan w/ a bank while you were a partner, but the partnership defaulted on the loan after you left.  Are you liable?

1. Probably.  Even though the default occurred after you left, the K was signed while you were w/ the firm, so you’re probably liable.

iii. HYPO: What about the reverse?  Assume A comes into a firm 2 days after the K was signed for a loan and 2 years later a default occurs.  Is A liable?

1. A will probably lose the $ she put into the partnership.  As for personal liability, the majority of courts will impose liability on A b/c A was part of the loan and knew about it while w/ the partnership.

iv. HYPO: What if A was an associate when the loan agreement was signed, but was a partner when the loan was defaulted on?

1. Courts will probably impose liability on A b/c the loan was a continuing liability, but courts will probably divvy up the liability based on how long each partner was a partner while the loan was in effect.

e. Authority and Dissolution

i. Actual authority dissolves at the dissolution event.

ii. Apparent authority still exists and partnerships can be bound by the acts of partners.  

1. Partnerships usually send letters to clients notifying them that the partnership is dissolving to extinguish apparent authority.

f. Mergers

i. What if firms merge?

1. Usually, there’s some type of limited liability clause preventing partners from being liable during a merger w/ another firm.  However, creditors and clients don’t like dealing w/ a partnership that’s limited the liability of its partners, especially for a firm that’s “going under” and being merged w/ a different firm b/c the “going under” firm is usually in financial trouble already.

g. Cadwalader, Wickersham, & Taft v. Beasley (pg. 247): Case where plaintiff Beasley worked at CW&T in the Palm Beach office.  After his arrival at the firm, CW&T’s management committee decided to close that office.  Unbeknownst to CW&T, Beasley was planning on leaving the firm.  CW&T informed Beasley that it planned to close the Palm Beach office by the end of the year.  The problem is that CW&T didn’t actually have the legal authority in the partnership agreement to expel Beasley from the partnership.  Beasley sued and, in response, CW&T offered Beasley a position in either its D.C. or NY office.  Beasley declined.  Finally, CW&T sent a letter to Beasley informing him to vacate the premises and it expressly prohibited him from continuing to represent himself as associated w/ the firm.

i. HYPO: Why doesn’t Beasley’s rejection of a new job constitute a voluntary w/drawal?

1. B/c he had clients in Florida and had built up his practice.

ii. HYPO: What if Beasley had only practiced for 5 years?

1. It’s a huge relocation and it was never originally contemplated that Beasley would have to move.  Relocation hurts Beasley b/c he won’t have any clients in the new location and the old partners benefit from his absence b/c they get his clientele and they can pay an associate less $ to do Beasley’s work.

iii. HYPO: Why didn’t the court find voluntary w/drawal in Beasley’s desire to leave the firm?

1. B/c he didn’t have any definite plans to leave CW&T.

iv. HYPO: What if Beasley gave notice he was leaving?

1. Probably enough for voluntary w/drawal.

v. HYPO: What if Beasley hadn’t given notice, but he’d gotten office space and printed up new business cards w/ his new firm name on them?

1. This seems much closer to voluntary w/drawal.  However, the other partners still don’t know that he wants to leave.  But, there are strong indications of his desire to leave.  It also depends on whether his clients know about his new business and if the other partners know any of his steps towards a new business.

vi. You can be a partner at a firm while suing them.

vii. HYPO: Did CW&T have the right to fire Beasley?

1. No, b/c it didn’t say anything about being fired in the partnership agreement.  If you wrongfully expel someone, it triggers dissolution.  Here, the partnership agreements says that “Neither w/drawal of a partner nor the death of a partner, nor any other event shall cause dissolution of the firm unless 75% of the remaining partners agreed in writing.”  CW&T was trying to argue that expulsion of a partner was an “event” for the purposes of dissolution.  The court rejected this b/c there was no mention of expulsion in that clause.  So, you can say Beasley is seeking dissolution of the firm b/c the other partners were preventing him from being a partner or the case can be read as Beasley being wrongfully expelled, which causes dissolution.  Beasley wants the court to find dissolution b/c he can then receive his interest in the partnership.

viii. HYPO: How do you get rid of a partner you don’t want in the firm if there’s no expulsion clause?

1. Dissolve the partnership and re-form it w/out that partner.

ix. HYPO: Why does it matter if it was a voluntary w/drawal or expulsion?

1. Greater $ if it was an expulsion.  Beasley would get his share of the partnership + interest until the day the firm pays.  Here, court limits Beasley’s award b/c he wasn’t an innocent party (i.e.: he planned on leaving anyway) and b/c the trial court’s determination of $ included post-dissolution profits, which wasn’t fair to the other partners.

x. HYPO: Why punitive damages?

1. B/c CW&T’s conduct was so egregious that they deserved to pay.

xi. HYPO: Should you be able to fire a partner any time you want?

1. It depends on whether you’re looking at the partnership as an extension of the partners (the UPA’s view) or as a separate entity in the business of making money (the RUPA’s view).  Trend is to allow partnerships to fire a partner for any reason.

a. The issue has been raised as to whether a partnership can fire a partner who whistleblows or threatens to do so.  Courts have allowed partnerships to fire people who whistleblow b/c the argument is that these partners are harming the partnership by preventing it from earning $.

h. Dawson v. White & Case (pg. 251): Case where W&C dissolved and then re-formed w/out one of its partners, plaintiff Dawson.  The court had to decide whether goodwill was a distributable asset of the partnership.

i. Goodwill: Company’s reputational value

ii. HYPO: Should a law firm partnership account for goodwill?

1. Default Rule: A firm doesn’t have a goodwill value.

iii. Case stands for 2 ideas:

1. Law firms can have goodwill; and

2. If law firms don’t account for goodwill in its partnership agreement, courts won’t do it.

iv. There used to be a firm rule against goodwill.  The theory was that goodwill was related to future earnings of firms and you can’t apportion future earnings among partners.  More recently, courts have rejected this and said goodwill is an intangible asset that can be calculated.

v. HYPO: Why do you think Dawson wants the court to account for goodwill?

1. So that he can get more $.  By correctly dissolving the partnership, Dawson only gets his interest in the partnership.  If he can get claims to goodwill, he’ll get more $.  He contributed to the goodwill so he wants the returns on that.

vi. NOTE: Later courts are more lenient w/ allowing partners to terminate other partners.

1. Issue that has been raised is whether you can fire someone who whistleblows or threatens to do something adverse to the partnership.  Courts have allowed GP’s to fire people who whistleblew b/c those people are harming the partnership.

i. Meehan v. Shaughnessy (pg. 254): While partners in the law firm of defendant Parker Coulter, plaintiffs/attorneys Meehan and Boyle decided to form their own firm along w/ 4 associates of D.  In the 6 months preceding their w/drawal, Meehan and Boyle obtained financing and office space to house their new practice.  Prior to making an announcement to the partnership, Boyle prepared letters to send to clients and referring attorneys and drafted a form for clients to sign authorizing the removal of their cases.  Meanwhile, Meehan had been denying to the other partners that he was leaving the firm.  When it became aware of the impending w/drawal, Parker Coulter requested that Boyle provide a list of cases he intended to take w/ him.  Before providing the partners w/ such a list, Boyle mailed his previously typed letters and obtained authorizations from the majority of clients he intended to remove.  In total, Meehan, Boyle, and the associates removed almost 200 cases from D.  The partnership agreement permitted partners to remove pending cases for a “fair charge.”  Nevertheless, D w/held the capital contributions and the compensation owed to Meehan and Boyle under the partnership agreement, claiming that they breached their fiduciary duties by unfairly acquiring clients, keeping cases for themselves while working at D, and secretly competing w/ the firm.  Meehan and Boyle filed suit to recover the amounts w/held.

i. Issue: Does a partner in a law firm breach his fiduciary duty by keeping secret his intent to w/drawal so that he can preemptively persuade clients to move w/ him?  Yes.

ii. RULE: A partner w/drawing from a law firm owes the partnership a fiduciary duty to refrain from obtaining an unfair advantage in soliciting clients away from the firm.

iii. HYPO: Did the denial of leaving the firm violate fiduciary duties?

1. Probably.

2. HYPO: What about the timing?

a. Here, guy had taken affirmative steps that he was leaving.  They’d rented office space and obtained financing.  In their defense, though, you could argue that the fact that he was leaving didn’t become material until 3 months before he was going to leave b/c the partnership agreement required a 90-day notice requirement.

iv. HYPO: If A goes into partner B’s office and tells B he’s leaving tomorrow, what effect does this have on the firm?

1. This triggers dissolution.  If the other partners don’t agree to continue the partnership, the partnership goes into the winding up stage.

2. NOTE: Most partnership agreements say “one partner voluntarily leaving doesn’t trigger dissolution.”

v. HYPO: Could you argue that the new Meehan/Boyle partnership was established before they left Parker Coulter?

1. Perhaps.  They started setting up partnership activities.

vi. HYPO: What if one person had signed the office lease and then backed out of the lease agreement.  Can the lessor sue the “partnership”?

1. Not sure.  Meehan/Boyle were signing documents on behalf of the partnership and getting loans on behalf of the partnership.  Partners clearly had a desire to make a profit.  But, the argument could go either way.

a. NOTE: This is similar to the corp case where the pres signed documents on behalf of the soon-to-be formed corp.  In that case, court said if the corp is not yet formed, then have partnership by default rules.

vii. HYPO: Court tries to make a distinction between competing and planning to compete.  Aren’t Meehan/Boyle competing w/ Parker Coulter?

1. It seems like it.  Meehan/Boyle were actively recruiting Parker Coulter’s clients and not letting the clients know they could choose to keep Parker Coulter as their attorney.  This case shows that the line between competing and planning to compete is fuzzy b/c court finds Meehan/Boyle’s actions as planning to compete.

viii. HYPO: Why doesn’t the court have a prob w/ Meehan/Boyle’s hidden policy of settling cases in 1985, rather than in 1984?

1. B/c court found the attorneys didn’t actually do this and that they settled and handled cases appropriately.

ix. HYPO: What about the fact that Boyle was giving himself cases instead of giving them to others?

1. This seems like direct competition.  But, on the other hand, Boyle was a department head and had the authority to manage cases.

x. HYPO: What if Meehan/Boyle had given Parker Coulter 3 months notice and Meehan/Boyle hadn’t done all of its prep work to prepare for its new firm?  What would be the likely outcome?

1. Meehan/Boyle would be at a competitive disadvantage but no prob in terms of bad faith and unfair competition.

xi. HYPO: What about the possibility of dissension and hostile atmosphere?  Should we require a long notice before someone leaves?

1. It doesn’t seem fair to require a long notice before departure b/c notice of departure breeds feelings of hostility and the remaining partners can prevent departing partner from having access to info, which can mean the departing partner may not represent his client to his best efforts.

2. NOTE: Fairfax believes that the less notice you give to the firm about leaving, the better.

xii. HYPO: What if the court finds Meehan/Boyle breached their fiduciary duty towards Parker Coulter?  What result?

1. W/drawing partners have to prove that w/out Meehan/Boyle’s secretive acts, clients would have left anyway.  If clients wouldn’t have left w/ Meehan/Boyle, they owe Parker Coulter profits.

xiii. HYPO: Would Meehan/Boyle be as vigorous in their representation of clients if they had to give their profits to Parker Coulter?

1. Hard to say but definitely some ethical probs w/ this requirement.

xiv. IMPORTANCE OF CASE: Shows the difficulty of w/drawal whether in timing or the taking of clients.

j. Howard v. Babcock (pg. 265): In 1982, partners in the law firm of Parker, Stanbury, McGee, Babcock & Combs created a partnership agreement.  Article X stated: “Should more than one partner, associate, or individual w/draw from the firm prior to age 65 and thereafter w/in a period of one year practice law…said partner(s) shall be subject, at the sole discretion of the remaining non-w/drawing partners to forfeiture of all their rights to w/drawal benefits other than capital.”  In 1986, plaintiffs Howard, Moss, Loveder, and Strickroth gave notice that they were w/drawing from the firm and starting their own firm.  They argued Article X was unenforceable.  Ds told Ps that Article X was enforceable and that Ds were going to w/hold Ps w/drawal benefits.  Ps replied that the partnership agreement was no longer effective and published notice of dissolution of the firm.  The partnership was dissolved, but Ds refused to compensate Ps for their accounts receivable or to acknowledge that the Ps had any interest in the work in progress or unfinished business of the firm.

i. HYPO: Should we give lawyers the ability to compete w/out restriction?  Assume our law firm hypo.  We hire an associate (our first ever) and wine and dine her.  After 5 years, she becomes partner, leaves the firm, and takes half our clients.  Is this fair?

1. One argument is that you should allow free competition b/c of ethical rules of law and the idea of lawyers representing whomever they want.  It promotes the high standards of professionalism.  The other argument is that the law is a business and businesses have to protect their assets.

ii. HYPO: This partnership agreement had a limited geographic area.  This case was decided in 1994.  Has the practice of law changed so much that there shouldn’t be a geographic limitation anymore?

1. Depends on how large of a geographic limitation is put in the partnership agreement.  Lawyering is both national and international nowadays, so probably don’t want to restrict geography too much.

iii. NOTE: The general trend in law is to give partnerships the ability to penalize partners who take clients when they leave.  BUT, don’t use the word “penalty” in the partnership agreement!!!

VIII. Review of GPs

a. Formation

i. Formed by 2 or more persons to make $.

ii. Remember: Agency rules in background.

iii. Prob: How do enter a relationship w/out it being an agency or GP.  Major issue of control.

b. Financial Rights

i. Default rule: Profits and losses are split 50/50.

1. AKA: “Equality Principle”: Doesn’t account for service donations.

c. Management/Authority/Voting Rights

i. Equality among all partners.  If have management committee, usually all voting rights w/in that committee, except for giving partnership status and expulsion.  Management committee has authority to bind partnership.  Usually liable for those they hire and supervise.

ii. Can you change default rules for voting, management, and authority?  Much easier to draft around default rules for partnerships, but can’t really do it for corps.

d. Creditors

i. To what extent can creditors reach partner assets?  Can usually get to partnership assets, but much harder to get to partner assets.

e. Fiduciary Duties

i. Meinhard and enhanced duty of loyalty, especially for managing partners.

ii. Disclosure duty

iii. Waiver: Under what circumstances can you waive fiduciary duties?  Can you create exceptions to fiduciary duties (ex: carve out an exception where partners can compete against one another).

LIMITED LIABILITY PARTNERSHIP (LLP)
I. General Information

a. Definition of LLP: A GP which, by filing a registration, limits the partners’ personal liability at least for their co-partners’ wrongdoing.

b. RULE: Have to first be a GP under the normal definition (i.e.: an association of 2 or more persons who carry on a business for profit) before becoming an LLP.

c. Most law GPs are now LLPs b/c the LLP was created for the law partnership.

II. Registration

a. Registration creates limited liability at the time of registration, even if creditors are unaware of the change from a GP to LLP.

b. Partners can convert to the LLP form merely by filing an LLP registration.

i. NOTE: Dissenting partners may be able to block he registration by exercising their statutory power to w/draw and compel liquidation of the partnership, the partnership agreement often may prevent this tactic by penalizing w/drawal or providing a way for the nondissenting partners to avoid liquidation.

ii. NOTE: LLP statutes generally permit approval of the registration by a less-than-unanimous vote.

c. Notice

i. When a GP becomes an LLP, it has to use the LLP symbol on official documents (ex: tax documents, creditor documents), but the LLP symbol doesn’t have to go on stationery or business cards or in advertising.

III. Liability

a. Pre and Post-Registration Liability:

i. LLP statutes provide that partners have limited liability from the time of registration, even as to creditors who were not aware of the registration.

ii. Post-registration creditors can get assets only from the LLP and they may or may not have claims against individual partners depending on the type of statute and the type of claim.

iii. Pre-registration creditors can get assets from GP and individual partners.

1. Contracts and debts continue to bind the LLP unless by their terms they are expressly subject to an intervening LLP registration.

b. Scope of Liability

i. Most LLP statutes now limit liability for all types of claims (ex: tort, K, etc.).

ii. LLP statutes generally provide that LLP partners are personally liable not only for their own misconduct, but also for the conduct of others in which they somehow participated or for which they had some monitoring responsibility.

1. B/c partners may be unable to avoid supervisory liability that is based on nonnegligent conduct merely by taking reasonable precautions, they may refuse to engage in supervisory activities w/out extra protection or compensation.

2. There are problems w/ liability based on supervisory roles:

a. What about partners who:

i. Have overall responsibility for a client;

ii. Serve on a committee that reviews tax and other opinions prepared by other lawyers in the firm;

iii. Provide specific expert advice on a matter that is generally handled by other lawyers in the firm;

iv. Serve on a management or compensation committee that violates employment discrimination laws in setting associate compensation;

v. Participate in a case in which an associate or paralegal negligently misses a deadline for filing of a notice of appeal or mishandles service of process on the defendant; or

vi. Have no role in the misconduct other than finding out about it and not doing anything about it, and so would have been better off remaining as ignorant as possible.

iii. Under MD law, LLP provision says you’re liable for the person you supervise, oversee, appoint (i.e.: hire), or do major dealings w/.  MD law also says you have to negligently supervise or negligently appoint someone to be liable (this is different than most states which have per se liability).

iv. In the corp context, have internal affairs doctrine: The internal affairs of the corp are governed by the state you’re incorporated in.  There’s no such thing for UBEs.  That means you can be an LLP in MD, do some business in CA, be sued in CA, and have CA apply.

1. NOTE: Fairfax thinks the internal affairs doctrine should apply to all UBEs.

c. Creditor Enforcement of Partner Liability

i. To recover on the partnership’s contract debts from partners who have registered under a tort-only shield, creditors probably have to exhaust remedies against the partnership b/c this is normally characterized as “joint” liability.

ii. But, exhaustion relates only to partners’ vicarious liability for partnership debts, and not to partners’ liability for their own debts.

d. Contribution

i. Contribution is the mechanism by which partners make up a shortfall in partnership assets in order to pay creditor claims.

ii. Under the RUPA, partners don’t have to contribute to the “pot” to pay off liabilities for which their liability is limited.

e. Indemnification

i. The process by which partners settle responsibilities for liabilities among themselves.

ii. Indemnification should operate the same way for LLPs and GP’s unless the indemnification liability exceeds the partnership assets and thereby raises the issue of whether partners must contribute to make up the shortfall.

IV. Management, Authority, and Voting Rights

a. There’s equal management among the partners, but liability differs depending upon which juris you’re in.  Some states (minority) have protection for LLPs only against tort claims.  Most states allow LLPs full limited liability.

i. There is supervisory liability, though, in some states (although some states don’t have this type of liability, either).

ii. NOTE: An individual who engages in a bad act is personally liable for that act.  This is true for any business form.

V. Financial Rights

a. Partners share equally in the profits in the absence of contrary agreement.

i. Distributions to Partners

1. LLP provisions introduce potential conflicts of interest regarding distributions to partners:

a. There’s a conflict between partners, who have an incentive to distribute assets to themselves, and creditors, who must rely on the partnership’s assets and would rather their claims be paid.

b. There’s a conflict between partners who are fully protected from vicarious liability and so have an incentive to distribute assets, and partners who are exposed to liabilities, such as those resulting from failure to supervise or arising prior to registration, who want the partnership to retain assets to pay claims that they would have to otherwise pay out of personal assets.

b. No contribution of assets requirement, as opposed to GP.

c. Allocation of Net Profits and Losses:

i. Allocation: $ in the capital account.  The $ creditors go after if seeking to attach assets to a loan.  This $ can be used as collateral.

ii. Capital Account: $ that each partner has brought in or that the partner’s clients still owe to the partnership.  When a partner dissociates, the amount owed to that partner is based on her capital account.

iii. Distribution: Distribution of $.

VI. Fiduciary Duties

a. LLP status may affect the fiduciary duties that are appropriate for such firms.

i. Courts may tend to carry over fiduciary duties from non-LLPs to LLPs and vice versa w/out taking sufficient account of the differences between the two types of forms.

ii. Partners who may be subject to supervisory liability may use their management power to refuse to distribute earnings that could be used to pay off the liability and thereby reduce their exposure.  This could hurt other partners, who are taxed on earnings rather than on distributions.

iii. LLP status also affects the partners’ duty of care.  Partners who face potential supervisory liability to 3rd parties have special incentives to exercise caution, and therefore arguably don’t need to be subjected to an additional duty of care to their co-partners.  On the other hand, supervisory liability may justify the creation of a special duty of care to discipline partners who deliberately stay away from supervising in order to avoid personal liability to creditors, even if such actions increase the firm’s risk of liability.

VII. Dissolution

a. Supposed to be relatively easy.

VIII. Expulsion

a. If you’re able to expel someone, what’s the basis of expulsion?

i. LLPs want the ability to get rid of people.  Usually have some type of clause in the partnership agreement.

b. HYPO: Why should you be able to expel someone?  Who should be able to expel someone?  W/ or w/out cause?

i. One solution is the unanimous partnership w/ cause.  Another possibility is any partner may be expelled from the partnership for any reason or no reason at all w/ a unanimous vote of all the partnership (excluding the partner up for a vote of expulsion).  Generally, LLPs don’t require unanimous vote for expulsion and they have some type of payment based on why the partner was expelled.

1. W/ or w/out cause is a prob-have to define “cause”.

2. May also have to decide payment structure.

a. Ex: If someone is fired for cause, maybe he only gets the remaining amount of his salary.  If someone is fired w/out cause, maybe he can get a benefits package.

IX. Problem

a. Stanley, our partner who wines and dines the clients, brought in the U of MD, which is now our biggest client, generating 28% of our revenue.  Stanley deals w/ U of MD on a regular basis.  Today, a huge prob arises w/ MD and now partners Griffith and Lee are handling the matter.  Also today, Johnson on the Billing Committee quits, so the remaining partners have Collins hire a new person so that the new person can replace Johnson on the Billing Committee.  Collins gets a résumé from Mrs. Lie, which shows what a qualified lawyer she is.  Collins and Moorhouse call Mrs. Lie’s two references, who rave about her.  Collins and Moorhouse don’t realize Mrs. Lie’s two references are partners who left her previous firm and that her previous firm actually doesn’t like her (b/c she created fraudulent billing statements).  Collins hires Mrs. Lie, who gets on the Billing Committee.  She over charges clients, sending them higher bills (i.e.: actually, Griffith and Lee see these bills), but sends correct bills to the Management Committee.  U of MD realizes it’s getting higher bills, so it calls the Billing Department to find out what’s going on.  Amos tells MD that she doesn’t know what’s going on and that Sanders will contact MD w/ further info.  No one calls MD for a few weeks, so MD contacts Stanley, who has no idea what’s going on w/ the billing situation.  Stanley calls Pope on the Management Committee who says he’ll take care of it.  Nothing happens for a few more weeks.  Mrs. Lie goes on sick leave, so Amos takes over her billing.  Both her and Sanders look at Mrs. Lie’s statements and find something wrong w/ them.  Then, Amos takes a vacation.  Sanders starts looking at more records and finds serious financial discrepancies.  Eventually, Stanley flies in from his other rainmaking trips b/c U of MD is pissed.  Finally, after 5 months U of MD decides to sue.  Assume the law firm is an LLP.

b. Management Committee: 

i. Requires a majority vote, except expulsion which requires a unanimous vote of all the partners.  A lawyer can be fired w/ or w/out cause.

ii. This committee sets comparable billing rates each year.

iii. This committee generates monthly statements, which are based on figures from the Billing Department.

iv. A majority vote of all the partners can remove a member of the Management Committee, but only for good cause.

v. Partners on committee: Pope, Amos, Law, Kim, & Sanders

c. Billing Committee:

i. It’s a subset of the Management Committee.

ii. Consists of 2 partners and 1 senior-level associate.

iii. The committee generates bills based on billable hours X billable rate.

iv. The committee can decide not to charge the client for all of the billable hours reported (ex: if an associate took 25 hours to research something that only should have taken 10 hours, the committee can knock of 15 of the billable hours) or it can charge for more hours than reported.

v. The committee is very independent.  It splits up the work between the 3 members and figures out the billable amounts independently.

vi. Partners on committee: Amos, Sanders, & Johnson (senior-level associate).

d. Hiring Committee

i. Very independent committee.

ii. Requires a majority vote of the 3 members to hire someone.

iii. Partners on committee: Bell, Collins (the lawyer who actually hires someone), & Moorhouse.

e. HYPO: If you’re not a partner on any committee, are you free from liability?  Suppose the first time you hear of the prob is at an emergency full partnership meeting-what happens to you?

i. Liability is a lot more limited than the participating partners.

f. HYPO: Who’s most liable?

i. Hard to say.  Could hold Hiring Committee liable, but that would expose hiring committees all over the US to extreme liability, especially if the hiring committee has no contact w/ the hire after he/she is hired.

g. HYPO: What about Stanley?

i. U of MD was his client.  He had a duty to investigate the prob once he learned of it.

h. HYPO: What about Griffith and Lee?

i. They were receiving overcharged bills, so they may have been able to catch the discrepancy, especially since they were the ones reporting their billable hours to the Billing Committee.

i. HYPO: What about Mrs. Lie’s supervisors?  What does it mean to be a supervisor?  Is it those supervisors who supervised her on the billing or is it all of the supervisors who watched over all of her work?  Is the Management Committee liable b/c it oversaw the Billing Committee?

i. If liability relates to billing, then the Billing Committee and Griffith and Lee could be liable.  If liability is based on transactional work for clients, then Stanley could be liable b/c he represents U of MD.  However, one could argue that every partner is liable b/c they were all negligent in overseeing the work and in failing to fire Mrs. Lie once they learned of the billing prob.  Also, people that come in after the prob occurs, know of the prob, and fail to do something b/c they don’t want to be liable, can be held liable for failing to mitigate damages.

1. NOTE: LLPs have a duty to keep themselves informed of what’s going on in the partnership.

ii. Courts haven’t answered these questions.  They basically decide an answer based on who they think should be liable.

X. Review of LLPs

a. Formation:

i. Formed through filing.  The LLP is effective upon filing (don’t need acceptance of form).

b. Notification to Others:

i. Supposed to put LLP symbol on official correspondence (ex: tax forms and forms to creditors), but don’t have to put LLP symbol on letterhead, advertising, business cards, etc.  

ii. The fact that a business filed correctly as an LLP and doesn’t put “LLP” on every piece of correspondence doesn’t negate the LLP status.

iii. But, courts will pierce the veil, as long as there are traditional veil piercing elements (ex: undercapitalization; failure to observe formalities-although there aren’t any formalities for an LLP, as opposed to a corp; failing to follow statutory requirements; misleading creditors as to the firm’s limited liability, etc.).

c. Liability:

i. Once you file as an LLP, limited liability kicks in as to all new liabilities.  Harder question is continuing liabilities.

1. NOTE: If you have a contractual obligation that arose pre-filing, but the obligation was performed post-filing, most courts find that the LLP statutes WON’T protect partners b/c the contractual obligation arose pre-filing.

LIMITED PARTNERSHIPS (LP)

I. General Info

a. Definition of LP: An entity that has GPs whose rights and duties are mostly subject to the GP statute, as well as LPs who have limited liability and whose rights and obligations are governed by statutory provisions that are primarily aimed at protecting creditors.

b. LP law has a “linkage” w/ GP law.

i. UPA § 6(2) provides for application of the UPA to LPs “except in so far as the statutes relating to such partnerships are inconsistent herewith.”

ii. ULPA § 1 defines a LP as a “partnership,” and § 9 provides that “a GP shall have all the rights and powers and be subject to all the restrictions and liabilities of a partner in a partnership w/out limited partners” except that a GP has no power to bind the partnership as to certain acts w/out the LPs consent.

iii. Thus, an LP is a combo of:

1. LP act provisions on LPs; 

2. UPA and RUPA provisions on GPs; and

3. An uncertain combo of LP law and GP law on issues such as dissolution that are incompletely covered in the LP statutes.

II. Formation

a. Have at least one LP and at least one GP.

b. They were developed to accommodate a business need for a form of business that permitted non-loan investments of capital w/out personal liability.

c. Must file a certificate w/ the state.

i. In the form, must list the GPs and their contact info.

1. The LP certificate provides notice both of the firm’s limited liability status and of certain terms of the relationship, including the identity of the GPs to whom creditors can look for satisfaction of debts.

d. ULPA § 11 and RULPA § 304 protect “erroneous” limited partners-parties who have contributed to the capital of a partnership erroneously believing that they have become limited partners.

III. Liability

a. GP has complete liability for LPs debts and obligations.  GP of LP is similar to GP of GP.

b. LP has limited liability, unless he engages in control of the business.  However, liability will only extend to acts that he was involved in.

IV. Financial Rights

a. Contributions

i. One becomes a limited partner by contributing capital.

b. Sharing of Distributions

i. LPs and GPs share profits, losses, and distributions according to their capital contributions to the firm in the absence of contrary agreement.

c. Creditors’ Rights

i. As a tradeoff for their limited liability, LPs may be liable to creditors for failing to honor contribution obligations or for removing too much money from the firm.  Creditors may have rights, directly or through a bankruptcy trustee, to collect on contributions partners owe to the firm.

ii. Partners’ liability to creditors may arise under the partnership agreement, as where the agreement provides for assessments of additional contributions.

iii. RULPA § 607 makes wrongful distributions that violate the partnership agreement or by insolvent firms.  RULPA § 608 provides for liability for wrongful distributions, as well as for distributions that were rightful at the time of the distribution but constitute a return of partners’ contributions and become necessary to discharge liabilities to predistribution creditors.  This rule imposes on LPs the risk of liability caused by an unpredictable reversal in the partnership’s fortunes.

d. Henkels & McCoy, Inc. v. Adochio (pg. 296): Defendant Adochio is an LP of Red Hawk North Associates.  G&A Development Corp is the GP of Red Hawk.  Cedar Ridge Development Corp and Red Hawk entered into a joint venture agreement, the Chestnut Woods Partnership, to develop, construct, and market residential homes in Pennsylvania.  Red Hawk and Cedar Ridge are both GPs of Chestnut Woods.  Under the agreement, Red Hawk would provide the funding and Cedar Ridge would provide the land which it previously had agreed to purchase.  Cedar Ridge would act as the managing partner and general contractor.  In December 1989, Cedar Ridge entered into a written subcontract w/ plaintiff Henkels.  Henkels completed the installation of the storm and sewer system but Chestnut Woods defaulted in making payments due under the K.  Henkels first sued Cedar Ridge and Red Hawk, trading as Chestnut Woods, but the judgment wasn’t satisfied.  Henkels then sued G&A as its capacity as a GP of Red Hawk, but didn’t get payment.  Henkels is now suing the LPs of Red Hawk b/c they received $492,000 in contributions during the period in which they were contracting w/ Henkels.

i. HYPO: How would you go after the assets of the companies?

1. First, go after the assets of Chestnut Woods.  Then, go after Cedar Ridge corp assets, unless you can pierce the veil.  Then, go after Red Hawk’s general assets and GPs assets.  Then, go after G&A corp assets.  Technically, you shouldn’t be able to go after any of Red Hawk’s LPs assets, but here, there was a distribution issue.

ii. Board of G&A votes for Red Hawk and Board of Cedar Ridge votes for itself.  These make up the votes for Chestnut.  These are all the people on the signature line.  Everyone should be signing as GP of whatever company.

iii. HYPO: If we assume Chestnut is LLP and pres of Cedar Ridge committed some wrongful act, which’s liable?

1. Cedar Ridge for act if pres acted w/in scope of authority when he acted.

iv. HYPO: What if pres of G&A corp did wrongful act, who’s liable?

1. G&A corp.  Cedar Ridge is a possibility b/c it has managerial responsibility.

v. HYPO: Court 1st says Henkels is a creditor of Red Hawk.  Why?

1. B/c Henkels began to perform K and incurred costs b/c of it.

vi. If Cedar Ridge signs on behalf of Chestnut, Henkels knows that Chestnut is an entity and Red Hawk can be liable even if Henkels doesn’t know of Red Hawk.  Even if Cedar Ridge signs K on its own behalf and Red Hawk knows Cedar Ridge is signing K’s on behalf of Chestnut but w/ its own name, Red Hawk can still be liable under agency principles.

vii. HYPO: What is crux of Red Hawk’s argument that it can’t be bound by K?

1. Red Hawk never received any invoices before it made distributions.  Court rejects and said K w/ Henkels was signed before distributions were made.

viii. HYPO: Is it fair to make Red Hawk pay?

1. Maybe.  Makes Red Hawk understand what’s going on w/ business.  There’s a tension between keeping reserves (which protects GP and creditor) and distributing that $ to LPs who won’t incur liability.  By statute, there’s not a requirement for reserves.  Dissent argues there’s no reserve requirement.  If we assume there’s a reserve requirement, for what do you have to have a reserve for?

ix. HYPO: Red Hawk argues it has $3M in assets.  Assuming assets were liquid, does that change picture w/ respect to liability?

1. If there was enough $ to cover debts, then it would be similar to a reserve.

x. HYPO: What if $3M was gone when Henkels incident arose?

1. Henkels could still probably sue b/c Red Hawk would be in violation of partnership agreement b/c there was no reasonable reserves.

xi. HYPO: What’s a reasonable reserve?

1. Hard question.  Here, not having any reserve is not reasonable.

xii. HYPO: What liabilities do you need to have a reserve for?

1. Should have reserves for K claims.  In our law firm hypo, suppose we have a provision in the LLP agreement that the management committee can’t make distributions until reasonable reserves are created.  At the end of the year, the committee gave out distributions b/c there was no liability.  But, in November, we take on a client and do things fraudulently.  In February, the client sues.  Will the client want us to return distributions b/c it was unlawful?  Could say LLP is the genesis of the partnership.  So, whether the $ is kept w/in the partnership or outside of it, it doesn’t matter b/c you can get $.  Therefore, keep $ w/in the business so that you don’t have to go after personal assets of partners.  

V. Management, Authority, and Voting Rights

a. GP has management and control power.  LP has veto power.

b. Luddington v. Bodenvest (pg. 306): In February 1987, Granada, Inc. was defendant Bodenvest’s GP.  Granada’s common stock was owned by C. Dean Larsen, who was its president and one of its directors.  Bodenvest’s LPs were retirement trusts.  The primary purpose of the partnership was to develop land.  The GP was given the power to borrow $ and “to mortgage or lien any portion of the property of the partnership…as the GP deems, in his absolute discretion, to be in the best interests of the partnership.”  In 1984, Granada, by and through Larsen, began a series of 3 transactions in which 50.3 acres of land were encumbered to secure loans for the sole benefit of Granada or for Granada and Bodenvest.  Foothill Thrift became the first priority lien on the property.  Foothill didn’t obtain a loan application or any financial info from Bodenvest, but it did get a personal financial statement from Larsen and a one-year unaudited financial statement from Granada.  The loan documents were all signed by Larsen in various capacities.  The promissory note was signed by Larsen individually and for Granada as president.  The trust deed was signed by Larsen as pres of Granada, the GP.  A hypothecation statement was signed by Larsen for Granada as GP of Bodenvest.  In neither the trust deed nor the hypothecation statement was there any express reference to the promissory note.  In 1987, Granada and Larsen filed bankruptcy and both listed Foothill as a creditor.  In May of 1987, the Dean F. Luddington Trust began an action against Larsen for fraud, and against Foothill and Bodenvest, seeking foreclosure of its trust deed.

i. HYPO: What’s the impact of Granada filing bankruptcy on Bodenvest?

1. It triggers dissolution b/c you don’t have a GP anymore.  LPs must find another GP or begin dissolution.

ii. HYPO: If Granada didn’t file for bankruptcy, but only its single shareholder (Larsen) did, what result?

1. Same as in above hypo.  It could trigger dissolution.

iii. HYPO: If we assume that the GP used the $ for the benefit of the LP, is that enough to prove actual authority?

1. Definitely helps b/c GP has the power to use $ as he deems fit for the benefit of the LP.

iv. HYPO: What entity has the ability to revoke actual authority?

1. LP entity as a whole by amending the partnership agreement and changing the nature of authority and powers.

v. HYPO: What about apparent authority?

1. Can’t rely on it.  Custom not established.  If LPs didn’t know about GPs act, how can we argue LPs acquiesced in GPs behavior.

vi. HYPO: Is it reasonable for Foothill to think Granada had the authority to do this?

1. Court says no.  GP is signing onto the K in its individual capacity and Foothill wasn’t requiring Bodenvest to sign on.

c. RULPA § 302 provides that the partnership agreement may grant voting rights to LPs.  This suggests that the LPs have no voting rights in the absence of contrary agreement.  However, UPA § 21 provides that all partners must consent to self-dealing and RULPA § 101(8) defines “partner” to include both limited and general partners.

d. Fox v. I-10, Ltd. (pg. 312): William Fox, plaintiff, is an LP in defendant I-10.  In 1982, Fox purchased about 20% of the available LP units in a Colorado LP known as I-10.  Fox and several other LPs executed a limited partnership agreement w/ the GP, MSP Investment Co.  The purpose of the partnership was to develop 305 acres of land in Arizona.  Article 4.09 that the GP had to mail a notice to each LP specifying the aggregate amount of additional capital to be contributed to the partnership if the GP determined that additional contributions to the capital of the partnership needed to be made.  Article 7.01 allowed the GP to make certain “routine amendments” w/out the need for partnership vote.  Article 7.02 encompassed all other, non-routine amendments, and provided that, except for amendments affecting MSP’s rights, all other amendments to the agreement would be made by majority vote.  In accordance w/ statutory provisions, Fox contributed $85,000 to the partnership and agreed to potential future contributions of $340,000 (400% of $85K).  In February 1986, MSP sought amendments that would change the purpose of the partnership to include a possible land exchange w/ Arizona and amend article 4.09 to increase potential contributions from 400% to 600%.  In its letter, MSP focused on the proposed change in purpose and noted that such a change could only be accomplished if each partner agreed.  This was true b/c article 2.04 of the Agreement required 100% of all outstanding interests in the partnership to consent to any action of the GP that was inconsistent w/ the existing “principal business and purpose of the partnership.”  In the proxy accompanying the letter, MSP set out all the proposed amendments to the Agreement, including the capital contribution increase, and specified that amendment would be accomplished by majority vote as required in Article 7.02 of the Agreement.  At a meeting in March 1986, MSP and all of the LPs, including Fox, voted to amend paragraph 4.09 and increase the contribution cap to 600%.  In 1993, MSP proposed to amend Article 4.09 of the Agreement by increasing the contribution cap to 800%.  A majority of the partners, except Fox, agreed to the increase.  Shortly after the majority vote, MSP sent Fox a notice of additional assessment for amounts in excess of the previous 600% cap.  Fox paid the assessment up to 600% of his initial contribution, but refused to make further contributions.  He then sued.

i. HYPO: When parties created LP agreement, do you think parties intended to change contribution limit by majority vote or was it an oversight?

1. It’s a possibility that it was an oversight.  LPs probably had an interest in limiting the amount of $ they’d have to contribute.  It’s always the case w/ partnership agreements that you’ll need more $.  $ has to come from initial investors.

ii. HYPO: Assume GP asked LPs to vote on increase of 600% and it told everyone it needed a unanimous vote, then it realized it only needed a majority vote.  Then, GP said for the 800% increase it only needed a majority vote, does Fox have an argument?

1. Maybe.  Could argue custom, but it only happened once.

iii. HYPO: Does it make a difference that Fox owes 20% of LP?  Assume other LPs only owe 1-2%. 

1. Maybe-he may have to contribute a lot more $.  But, court doesn’t seem to care.  One of the purposes of the LP is to limit the LPs liability and as the LP has to keep giving more $ its liability increases.  If GP keeps asking for more $, it could be violating its fiduciary duties.

iv. HYPO: What are the fundamental characteristics of LP?

1. Limited liability.  GPs have high fiduciary duties.  The court says the fact that you’ve carved out certain things for unanimous vote means those are the things you think are most important.

v. HYPO: Are there some principles that are so fundamental to LPs that they can’t be altered by a majority vote?

1. Court doesn’t think capital contributions are a fundamental principle.  But, there is a fundamental principle of liability and the more $ an LP gives, the more the LP can expose himself to greater and greater liability.

vi. HYPO: What about certificates?

1. Court doesn’t think the filing of the certificate was that big of a deal.  The certificate allows creditors to know how much $ people are contributing and how much $ the business should have.

vii. HYPO: What should the rule be?  How many people do we need to trigger a call for capital and what do we do for those who don’t contribute?

1. It’s hard to draw a line.  Maybe a supermajority vote.

viii. HYPO: What about for LLP?

1. Supervisory partners are subject to liability so those partners want to make call contribution.  What about those who don’t give $?  Can demand dissolution, but this is much harder b/c LPs leaving doesn’t trigger dissolution.  Just make the LP leave or not pay the LP distributions until he fronts the cash.  

ix. HYPO: What are the contributions used for?

1. Paying off debts or trying to expand the venture.  No one should have to continue to dump $ in a losing business.

x. IMPORTANCE OF CASE: Import of capital contributions.  What can you K around?

e. Review of Guest Speaker

i. Definitions are very important for agreement.

ii. LLC is tax driven-you want it to be consistent w/ the Code.

iii. Difference between LLCs and other entities is that the LLC is like a corp and offers complete limited liability to all of its members, but it has flow through tax treatment.

iv. Operating Agreement: 

1. §1.05: Purpose Clause-it’s a limited purpose clause.  Limits business practices of LLC.  Goes to ultra vires doctrine of a corp.  Can challenge a company’s acts if acts are ultra vires.

2. §1.07: Don’t apply partnership law.  Do this so that if registration gets messed up, court won’t apply default partnership rules.  But, this may not help at all if registration is faulty.  Maybe courts won’t construe LLC as GP if there are suits between members, but if there’s a 3rd party suit, court will use GP law.

3. §1.08: “Unless the context otherwise requires:” – Use this to argue that definitions aren’t definitive.  Trying to cover all their bases.  Court will use terms as defined in K if parties are sophisticated, but if they aren’t court will use general definitions of terms.

4. Capital Account: How much $ each partner has.  Lets each partner know how much $ she’ll get at dissolution of the company.  It’s started by how much $ you contribute to the company and it’s increased by $ coming in or decreased by distributions and losses to the company.  Courts can reconstruct capital accounts if necessary.  It’s important to figure out how much $ should be credited or debited to each account.

a. §3.04: Capital Accounts-Members aren’t required to give more $.  Could pose prob if a time comes up when LLC needs more contributions.  This is probably not typical of LLC agreements.

b. §4.01: Distributions-Manager has discretion to establish reserves.  He can decide what’s in the best interest of the LLC.

5. There’s nothing in the agreement as to how you get rid of the manager.  Can’t expel manager w/out a provision-similar to LLP.

6. Should have a tax distribution provision.

7. Agreement is silent as to how each partner gets paid.  Agreement doesn’t define what each partner’s interest and distributions are.  It’s totally at the discretion of the manager.

8. §8.04: Can’t w/draw from the partnership unless have agreement of all partners.

a. NOTE: Can’t even w/draw at death of partner b/c still need permission of all remaining partners!

9. §5.04: Indemnification: What happens if the Manager doesn’t leave enough reserves to cover a lawsuit-sloppy drafting provision.

10. Overall: Don’t rely on default rules too much b/c there aren’t many that cover LLCs.

a. Will the court uphold the agreement?  Should always think about that issue.

f. Gast v. Petsinger (pg. 317): Plaintiff Gast argues that he was employed by Petsinger as a project engineer in 1968.  For over a year, he received his salary of $15K.  From October 1969 to March of 1971, he worked w/out pay.  Upon tendering notice of termination of employment, he submitted a claim for back pay and expenses.  The amount was never paid and he brought suit.  The Complaint states that the business is known as LNG Services and is an LP.  The only named general partner is Robert Petsinger.  Nevertheless, P claims that the other named individual Ds, while LPs, were, by virtue of their participation in the enterprise, acting as GPs, and should therefore be liable for the monies owed to P.

i. Issue: Whether LPs participated in control of business.

ii. RULPA “safe harbor”: Just b/c you advise a business doesn’t mean you exercise control.

iii. Court makes note that these guys’ names were on brochures and reports.  This goes to reliance-did other people (3rd parties) rely on these guys’ control and participation in the management.  Some jurisdictions don’t care.

iv. HYPO: Does it matter if GP had no expertise in this area?

1. It may indicate LPs have total control in the area.

v. HYPO: What if GP has complete expertise?

1. Helps LPs.  If GP asks LPs questions, the LPs can argue that they’re only giving advice.  It’s a harder case for LPs if GP consults w/ them every single time an issue arises.

vi. HYPO: What if GP didn’t consult w/ LPs, but LPs had veto power over GP?

1. Kind of depends what LP has veto power over.  LPs probably want veto power over things that affect them-such as contributing more $.  But veto power over every single thing suggests control.

vii. HYPO: What if §1 of the partnership agreement said LPs can veto anything and §2 said veto power doesn’t constitute control?

1. It still seems like a lot of control and courts might not follow it.  Courts often make a distinction between affirmative power and negative power (are LPs involved in active decisionmaking?).  Generally speaking, courts won’t consider veto power as affirmative power.  But, it also depends upon what LPs can vote on and how active they become in the affairs of the business.  Generally, for most jurisdictions veto power isn’t enough for control.

2. NOTE: In partnership agreement, keep carved out powers written as negative powers-“power to veto.”  Thus, it makes it more clear to the court that LPs aren’t engaging in active control of the business.

viii. HYPO: Generally, LPs are set up w/ LPs as individuals and GP as a corp.  Suppose pres of GP is also an LP.  So, pres is managing the affairs of the business.  A 3rd party enters into a K w/ the LP, the LP defaults, the corp only owns 1% of LP so corp paid its 1%, and now the LP is disclaiming the rest of the liability.  Can the 3rd party sue the LP who is the pres of the corp?

1. This type of thing happens all of the time, so obviously it can be done.  You can’t get the pres as the pres of the corp.  As long as pres is clear about his 2 roles, you can’t just sue him.  You have to sue him as one of his 2 roles (either LP or GP) and show that he was making decisions as either one of those roles.  If he said he was acting as an LP, but did something that had a lot of control, then you could argue he was an LP acting as a GP.

ix. HYPO: If you have an LP who’s also a shareholder and director of a GP which happens to be a corp, what’s the point?

1. Tax benefits.  Want partnership flow through tax treatment.

VI. Fiduciary Duties

a. Labovitz v. Dolan (pg. 182): Plaintiff Labovitz and others funded a cablevision programming LP sponsored and syndicated by defendant GP Dolan.  The LP, Cablevision Programming Investments (CPI), was organized for the purpose of investing in entities that produce and acquire programming for marketing and distribution to cable and other pay television services.  Dolan and Communications Management Corporation of Delaware (CMC) were the GPs.  Dolan, under the Articles of Limited Partnership, had full and sole discretion to make distributions.  For a number of years, CPI was extremely lucrative; however, Dolan only made minimal distributions, so that the LPs were paying inordinate amounts of taxes out of their own pockets.  Finally, after some time, Dolan offered to buy the LPs interest in CPI for an amount well below book value.  The LPs sold their interest and then sued for breach of fiduciary duties.

i. HYPO: Why is the amount in the capital accounts so high but LPs aren’t getting it?

1. There’s a huge tax liability so the company obviously has a lot of $.  Capital accounts are important for liquidation and tax purposes.  But capital accounts were not correlated w/ the distributions.

ii. GP has fiduciary duties towards partners, regardless of his discretion to distribute revenues.  LPs don’t want to be an LP for a company that GP won’t pay out the reserves for.

iii. Here, this is a conflict of interest transaction b/c GP trying to buy the company for a cheap price.

iv. You can’t just sit on a pile of cash and fail to distribute it to shareholders in the corp context.  That philosophy is carried over to the LP context.  LPs are really hurt b/c they have out pay out all this $ in taxes and they’re not getting their distributions.  Court would probably find bad faith.

v. HYPO: Have a member of the management committee of LLP.  Management committee has the discretion to make distributions.  All members are supervisors so they don’t like to make large distributions.  Can someone sue them if they don’t distribute?

1. Maybe.  2 different views: 1) Fiduciary duties control and 2) The K controls and if the committee had discretion, then the committee had discretion.  Courts are in conflict but the trend is to honor the agreement, especially as among parties that are all sophisticated, but other courts will find a violation of fiduciary duties.

2. NOTE: Fiduciary duties may vary based on partnership form b/c of exposure to liability.

b. Exxon Corp. v. Burglin (pg. 192): Defendant Burglin was an LP in an LP in which plaintiff Exxon Corp was the GP.  The LP was into finding oil and oil wells.  Exxon did an independent study of 2 of the wells and found that the wells had an ability to produce tons of oil per day.  In April 1989, Exxon offered Burglin $1.21 million for his interest.  The offer allowed Burglin to do an independent study of the oil wells and determine their productivity.  Burglin declined to do so.  Burglin and others brought suit for misrepresentation, fraud, and Exxon’s breach of fiduciary duties.  Exxon then brought a declaratory action and won under summary judgment at the trial court.

i. HYPO: Why do we allow GP of LP not to give complete and full disclosure to LPs?

1. B/c LPs not involved in business and LPs can compete w/ business.

ii. HYPO: If LPs couldn’t compete w/ business, is nondisclosure rule OK?

1. Yes-the more an LP knows about a business, the more it suggests control.

iii. HYPO: What about nondisclosure rule for GP?

1. Courts probably wouldn’t like it.  GPs have high fiduciary duties.

iv. HYPO: What if partnership agreement of GP had a clause where partners could compete w/ GP.  Is nondisclosure rule OK?

1. Gets really hard to allow competition and full disclosure of info.

v. You could probably characterize this case as self-dealing, but court doesn’t care.

c. Fiduciary Duties of LPs

i. Fiduciary duties of LPs are dealt w/ in neither the GP statutes nor RULPA.  This raises a “linkage” issue: LPs’ duties may depend on whether they are characterized as “partners” and thereby subject to the duties imposed on GPs under the UPA or RUPA.  Linkage is problematic b/c, unlike GPs, LPs don’t exercise the sort of control that generally triggers fiduciary duties, particularly given LPs’ enforced passivity under the “control rule.”  Moreover, they may owe fiduciary duties to the extent that they act outside LPs’ usual role-a circumstance that’s now increasingly likely in view of the decline and possible elimination of the “control rule.”

ii. The current version of re-RULPA provides for fiduciary duties for an LP who exercises a GP’s management power pursuant to the partnership agreement.

VII. Property Rights

a. Similar to GP and LLP.  Have an interest as a partner in the finances of the entity.  GP has management interest.  Management interest not really transferable.  Need to give notice you’re leaving so you can get your distribution.  You can’t assign your financial rights to someone else w/out partnership permission (i.e.: you can assign your distribution).

b. An LP’s liability after he assigns his interest is gone.  New LP gets old LP’s liability-he must agree to make contributions like old LP.  GP’s liability doesn’t go away if he assigns his interest.  

c. NOTE: For a VALID distribution (i.e.: meets LP agreement and statutory requirements) LPs have to pay back capital contribution if w/in 1 year LP needs it to pay off debts.  If LP gets his capital contribution back in a VALID distribution and assigns his interest to someone else, the new LP may have to pay back the $ if the LP needs it for debts, but this is also subject to a one year limit.  If it’s an INVALID distribution (i.e.: doesn’t meet LP agreement and/or statutory requirement), there’s a 6 year limit.

VIII. Dissociation and Dissolution

a. GP can validly w/draw from LP, but it triggers dissolution.  Now, most LP agreements say w/drawal of partners doesn’t trigger dissolution, unless there’s 1 GP and he w/draws.

b. NOTE: RULPA says there’s a 90-day period before dissolution occurs if GP leaves.

c. Dissociation of LPs:

i. ULPA provides that an LP is entitled to demand return of her contribution before dissolution on six months notice “if no time is specified in the certificate for return of the contribution or for dissolution of the partnership.”

ii. RULPA provides that an LP may w/draw from an LP as provided in writing in the partnership agreement or on 6 months’ notice in the absence of contrary agreement.

iii. RULPA provides that a w/drawing partner should be paid distributions to which he is entitled and, if not otherwise provided in the agreement, the fair value of his interest in the partnership.

d. Dissociation of GPs:

i. RULPA specifies events of w/drawal of GPs of LPs, provides for voluntary w/drawal of a GP, and for damages for w/drawal in violation of the partnership agreement.  One section provides that an LP is dissolved on an event of w/drawal of a GP unless the partnership is continued by consent of all the partners or pursuant to the partnership agreement.

ii. GPs’ exits arguably should be more restricted in LPs than in GPs.  Although GPs’ exposure to liability justifies giving them a default exit right in both types of firms, the costs to the partnership from GP w/drawal are likely to be greater in LPs b/c the LPs necessarily rely on the GP’s managerial skills.

e. Dissolution Causes:

i. Dissolution occurs:

1. At the time specified in the certificate;

2. On an event specified in writing in the partnership agreement;

3. On written consent of all partners;

4. On a partner’s event of w/drawal as specified in the statute unless the other members agree to continue; or

5. On judicial decree on the single RULPA §802 cause of “its not being reasonably practicable to carry on the business in conformity w/ the partnership agreement.”

f. HYPO: If Boston Chicken had been an LP instead of a corp, how could it have helped to prevent its bankruptcy?

i. GPs have unlimited liability, thus that will help to guide their actions.  Further, their fiduciary duties are higher and they must be guided by LPs interests.  LPs are also shielded from liability which they’ll like as investors.  Furthermore, LPs have tax advantages (flow through) over corp.

g. HYPO: Is it possible for LPs to have control over activities w/out curbing their liability?

i. Give LPs veto power over some financial decisions, management decisions, and things outside the scope of the business.

h. HYPO: If you have LPs veto power over debt, what do you mean by veto?  Does GP come up w/ plan, LPs veto it, and GP has to come up w/ a new plan?

i. You could do 1 of 2 things:

1. Could say over a certain amount of $, the GP has to go to the LPs; or

2. You have to go to the LPs if the act isn’t w/in the ordinary course of business-this causes probs though b/c “ordinary course of business” can be construed broadly.  Also, custom can be a factor which can really hurt LPs.  If GP has freedom to do acts in the beginning and LPs don’t object b/c they want him to get the business running, then the 4th time the GP does something and the LPs object, GP has a strong custom argument.

i. HYPO: Do you think LPs could control change of menu items or does that give them too much control?

i. If changes are made slowly (i.e.: this year we’ll add corn to the menu) then LP veto power over “adding corn” is troubling b/c LPs are getting more control; however, if GP wants to change the entire menu and add 20 more items in one week, LPs may be able to have veto power over that b/c it’s much more related to the “ordinary course of business.”

LIMITED LIABILITY COMPANIES (LLCs)

I. Formation

a. Owners of LLC are members.  Those who manage LLC are called managers.

b. On historical note, it used to be that UBEs followed Kinter rules and kept some of its features (see Kinter rules, supra).  1997 saw the creation of “check the box” rule: after ’97, explosion of LLCs b/c it was easy to get GP taxation form.

c. Formation is based on filing.  Minimal amounts of filing required.

d. You can now have GPs converting to LLCs and LLPs becoming LLPs.  Limited liability attaches at moment LLC filing becomes effective.

e. Limited Liability and Veil Piercing

i. LLC statutes commonly provide that LLC members aren’t liable solely by reason of their membership in the LLC.  This DOESN’T exclude liability for wrongful acts by individual members.

ii. Corporate veil piercing is based on equitable and common-sense grounds that should apply equally to LLCs, including misrep of capitalization or of owners’ responsibility for debts, deliberate undercapitalization in the form of excessive dividends, or commingling of the firm’s and owners’ assets.  However, some LLC statutes provide that an LLC’s failure to observe certain formalities is not a ground for veil piercing.

f. Drawbacks of LLCs

i. Law w/ respect to LLCs is new and sparse.

1. Although there’s a uniform rule, the uniform LLC rules aren’t adopted by most states, so each state’s rules are very different.

ii. Many companies who want to be corps become LLCs.  But, it’s very hard to give corp benefits to LLCs (ex: an LLC can have stock options, but it’s much more difficult to do this for the LLC than for a corp).

iii. Another prob is issue of going public.  Lose tax treatment if become corp and it’s difficult to convert from LLC to corp.

iv. LLCs are riddled w/ tax treatment, so need tax lawyer involved w/ LLC creation.

g. Why People Choose LLC

i. Provides flexibility in management:

1. Member-Managed: Similar to GP

2. Manager-Manager: Similar to corp.  Usually have Board of Managers.  If you operate as a manager-managed, there’s a stronger incentive to pierce the veil b/c the LLC really looks like a corp.

II. Financial Rights

a. Internal Allocation of Financial Interests

i. Some LLC statutes have a rule of partnership-type equal allocation among the members.  Most statutes follow a corp/LP model by allocating financial rights pro rata by contributions or the value of members’ interests.

b. Members’ Liability to Creditors of the LLC

i. LLC members may be liable to creditors under several circumstances:

1. Piercing the veil;

2. When the members themselves have committed actionable wrongs;

3. For debts the members contractually assume or guarantee; and

4. On account of unpaid contributions or excessive distributions.

ii. LLC statutes include rules designed to ensure that members leave some $ in the firm for creditors.

iii. Most statutes also provide for member liability for receiving distributions made by an insolvent LLC and by a solvent LLC that is later unable to pay its debts.

c. Financial rights are the same as GP.  Usually have to make some type of contribution.  Will have capital accounts clause and distribution clause.

d. In Model LLC provision, one thing says that if you assented to an unlawful distribution w/out good faith and duty of care, you’re liable in your individual capacity for the distribution’s assent.  If you vote against it, you’re not liable.  So, you need to be very diligent about distributions.

e. You can freely transfer distribution rights and if you do this, model statute says this is dissociation.

III. Limited Liability

a. HYPO: Suppose we have Boston Chicken LLC.  Not a lot of insurance and they didn’t follow corp formalities.  There are 5 members-they all make decisions and are all involved in the business.  They pay themselves sporadically.  In the 3rd year of operation, someone hurts himself in the restaurant.  He sues, but LLC isn’t profitable.  Can he go after the members?

i. Members can be sued for their tortious conduct.  But, members have limited liability.  

b. HYPO: Would court pierce the veil?

i. In corp context, undercapitalization and failure to follow corp formalities are huge signs of piercing the veil.  Here, failure to have adequate insurance is huge prob.  Failure to follow corp formalities in LLC context isn’t necessarily a big deal.  Many states have statutes that say the failure to follow corp formalities doesn’t mean you can pierce the veil.  Failure to follow the LLC operating agreement doesn’t have an impact on changing your form from LLC to GP.  Today, most people will say that the failure to follow operating agreement doesn’t give rise to piercing the veil.  Most people say that only fraud and deceit should allow piercing for LLC.

c. HYPO: Assume it’s a member that leaves ice on the floor and a customer slips and falls.  Is the member in trouble?

i. Members are still liable in their individual capacity.  If you do something wrong, you can be held liable b/c it’s tortious conduct.  This is true of ALL UBEs and corp.

d. HYPO: What happens if you have GP converting to LLC?

i. Limited liability attaches at point filing becomes effective.

e. HYPO: Boston Chicken was LLP for 2 years.  They file for LLC status and it becomes effective on Jan 15th.  On Jan 1st, Boston Chicken has new order from chicken company.  On Jan 30th, Boston Chicken gets the invoice.  On Feb 1st, Boston Chicken defaults on payment.  What happens?

i. Seems like obligation arose on Jan 1st, so people have LLP liability.

f. HYPO: What if it’s a line of credit prob that started 3 years ago?

i. Depends on when court finds obligation arose.  Most companies will avoid this by putting conversion clause in their Ks.

IV. Management and Control

a. Most LLC statutes provide that in the absence of contrary agreement the LLC is managed directly by its members.

b. If it’s a manager-managed LLC, LLC statutes try to clarify the effect of centralized management, including who can bind the firm in 3rd party transactions and who has fiduciary duties.

c. The Role of Background Agency Rules:

i. LLC statutes pose many questions concerning the allocation of authority among members and managers.

1. It may not be clear whether the statutory default agency power of a member of a member-managed firm or manager of a manager-managed firm is effectively limited or expanded by the agreement.  This makes the operating agreement control both actual and apparent authority of members and managers.

2. It may not be clear whether a non-member or a member of a manager-managed LLC can bind the firm despite a statutory provision that purports to empower only members of member-managed firms or managers of manager-managed firms.

3. Even if the statute controls regarding whether members and managers can bind the firm, it may not be clear who these members and managers are.

d. Authority

i. Member-managed LLCs are like GPs.  All members can bind w/ actual and apparent authority.

ii. In a manager-managed LLC, only the manager can bind, unless LLC agreement says otherwise.  But, many agreements say the managers can’t do certain things unless the members consent.

1. NOTE: Many LLC agreements now have expulsion provision and grounds for expulsion tend to be narrow.  Generally, you can expel someone if he violates the term of agreement or violates duty of loyalty.

a. HYPO: If a manager fails to pay out distributions, can he be expelled?

i. Depends on why manager didn’t make distribution.  Any expulsion not delineated in agreement means you have to go to court.  If you don’t have an expulsion provision in the agreement, then can be in GP land of no expulsion and worse off, 1 person doesn’t trigger dissolution so can’t really dissolve and reform.

iii. HYPO: If LLC certificate was silent as to member or manager-managed LLC and the only place that mentions authority is in the operating agreement, does this matter?

1. Probably.  Member-managed by default.

iv. HYPO: If member accepts authority from manager, does member incur fiduciary duties?

1. Probably.  Member more active in company business.

v. The prob w/ respect to authority is that it isn’t answered by statutes or operating agreements.  Therefore, have to look at agency law and see what flows through that.  Also, look at custom and see how that might affect the situation.

vi. NOTE: Many states have different liability and authority statutes for professional LLCs.  MD says you have to have liability for your acts and those you supervise and that you have to have authority.  Thus, this is LLP liability, so might as well organize as LLP.

V. Fiduciary Duties

a. In a manager-managed LLC, the managers/Board has fiduciary duties.  Members have no fiduciary duties, other than what’s in the LLC agreement.  They have a good faith duty, but they’re treated like shareholders of a corp.

i. Fairfax doesn’t think this is right b/c members are more involved in LLC than shareholders in corp.  If a law partnership is manager-managed, then members can compete w/ the partnership and other partners.

b. In a member-managed LLC, the members have the same fiduciary duties as GP.

i. HYPO: To what extent can LLC agreement waive fiduciary duties?

1. Delaware says agreement governs all relationships, so may be able to waive fiduciary duties.  Other states don’t have this statute.

VI. Dissociation and Dissolution

a. Dissociation: Death, bankruptcy, assignment.  Similar to GP in this respect.  But, it’s different from GP b/c 1 person’s dissociation doesn’t trigger dissolution.  That makes it similar to corp.

b. Agreements usually have automatic buyout provision: when a person decides to leave LLC, LLC has to buy out her interest.

c. Uniform statute says everyone has power to dissociate.  But, is this Waivable?  Fairfax thinks it probably isn’t.  You should be able to do what you want.  But, if you have an unlawful w/drawal, you could owe LLC damages.  Does LLC have to give you your interest in company if it’s an unlawful w/drawal?  Unlawful w/drawal can cause lots of probs.
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