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SUMMARY OF 01/06/04
1.
Introduction to Corporations - placing Corporate Law in context

· Corporations are a form of business organization.  Other forms of business organization include partnerships, limited liability corporations, and limited liability partnerships.

· In this course, Corporate Law largely refers to the rules and laws governing the relationships between the corporation, its managers, it shareholders and amongst these parties as well.

· Focusing on the internal players is a useful starting point for understanding how the corporation “acts” and provides a springboard for beginning an inquiry into other areas of business/corporate regulation that you may decide to examine in other courses.  The relationship between managers and the corporation is usually referred to as an agency relationship. 
· Common themes as we go through the materials – motivations of parties in cases (informs the way courts may approach this area), general concerns about opportunistic behavior, costs of containing this behavior, role of courts in constraining this behavior, and agency analysis (and collective action).
2. Introductory Essay:

· Corporate Law/Law of Organization as a means of wealth creation. Organizational forms are in some respects standard form contracts (that can be customized), which, arguably, should (and do) facilitate wealth creation through voluntary, on-going collective action.  How one may distribute this wealth is not something this particular course addresses in much detail.  Maximizing wealth is usually connected to maximizing efficiency – increase the “size of the pie”.

· What does efficiency mean?

· Pareto Efficiency – no one is worse off because of transaction.  Hence the great focus on voluntary transactions to reveal preferences.  Both sides gain.  Potential areas of dispute are that it is often hard to do things that do not make at least someone worse off and some may debate other assumptions frequently used herein.

· Kaldor-Hicks – net welfare improvement and potential compensability.  This approach is also subject to some critiques as well. 

· Internal & External Perspectives:

· Interior vs. Exterior – exterior is outside of law and asks what effect does the law have on certain things (e.g., efficiency) and interior is within law.  Traditionally, focus was on the interior – more recently moving to exterior as well.  

· Fairness & Efficiency – courts do not seem to use language of “efficiency” yet we do.  Why is that? Courts are relying on notions that have some general support – fairness is one.  Key is that fairness generally refers to fairness to shareholders and that generally is the same as (or consistent with) efficiency.

· Nature of the Firm:

· Initially, much economic work focused on markets and not on firms for a variety of reasons.   But real markets do not work this way. The idea of transactions costs (Coase) explaining why we might do things in firms as opposed to external markets has some appeal.  Williamson expands it.

· Setting up the business units this way provides us with major concern of agency costs – the examples illustrate that agents rarely bear same proportion (or all) of costs and benefits of a decision.  Thus, potential misalignment of interests between principal and agent.  Jensen & Meckling identify different kinds of agency costs:

· Monitoring costs

· Bonding cost

· Residual costs

· People with agency costs – mgr & sh/h; sh/h & sh/h; firm and other parties.

· We will examine three steps – formation & termination; effects on third parties and then rules governing internal relations of agency.

3. When does someone become an agent?

· This is a relationship where one party, the agent (e.g., manager), acts on behalf of another party, the principal (e.g., the corporation).

· Express consent – if the parties expressly agree to enter an agency relationship.

· Implied consent – an agency relationship may be imputed in some instances as well.

· Types of agency (general and specific).  Control is important (employee vs. independent contractor).

· No irrevocable agencies (not enforce specific performance). So terminate at will.

4. When is Principal liable in contract for the acts of its agents?

· Agency and contract law also interact.  For example, for what activities of the agent with third parties will the principal be held contractually liable?  

· Authority – whether the principal is bound by the agent’s activities with third parties.  For all three kinds of authority discussed there must already be an agency relationship between the alleged principal and the alleged agent.

· Actual:  Principal communicates to Agent.

· Communication is either express or implied and includes incidental.

· Apparent:  Principal communicates to Third Party.

· Communication is either express or implied.

· Inherent:  Under §§ 161, 194 & 195.  Close to “powers of position”, but there does not have to be communication between the principal and the third party.

· Inherent Authority/Powers – NSC.  Although the case was resolved on a procedural point it contains a good summary of inherent authority/powers and apparent authority.  Essentially inherent authority/powers does not require communication from the principal to the third party.  It seems closer to something like “powers of position”. 

· Why have this rule? – If the principal is undisclosed then the third party would not receive communications from that principal and hence would not be able to rely on apparent authority.  This, absent something like inherent authority, might induce principals to remain undisclosed and set up judgment proof agents so that the principal could renege on contracts set up by the agent with little fear of legal consequences.

· Why should the normalcy of the behavior matter? – Perhaps the court is trying to place the monitoring burden on the person who is the cheapest cost monitor.  Ordinary transactions are the kind of events that the Board of ARCO is expecting agents to engage in and hence probably already monitoring.  Thus, asking ARCO to monitor a bit more may not cost much.  On the other hand, asking NSC to confirm every ordinary transaction may take up a great deal of NSC’s time and resources.  Extraordinary transactions are, however, not things the ARCO Board would expect agents to do and hence may be quite costly for the Board to start monitoring.  On the other hand, NSC would probably not come across too many extraordinary transactions and when they come around NSC could just call the principal and ask if transaction is authorized.

· This connects to the notion of reducing agency costs (in the form of monitoring costs) discussed under Jensen & Meckling.
5.
When is Principal Liable in tort for acts of Agents?
· Under the doctrine of respondeat superior a principal is liable for the acts of an agent when at least two conditions are met.  First, the agency relationship falls within the description “master-servant” as opposed to independent contractor.  Second, if the relationship is categorized as a “master-servant” one then the agent’s behavior must fall within the scope of the agent’s employment for the principal to be liable.  If the relationship is categorized as independent contractor then liability for the person hiring the independent contractor is more limited (see e.g., § 219).  Our focus will be on when a relationship amounts to “master-servant”.

· Factors used to determine if an agency relationship amounts to “master-servant”.

· §220 lists a number of factors that might help a court to ascertain if the relationship is, in reality, one of master and servant.  The crucial factor seems to be the level of control the principal can exercise over the agent.

· Why does control seem important – of this kind?  Suggests corporation can influence behavior of employee and hence improve behavior.  Absent this kind of control can corporation influence the likelihood of wrongdoing and how (e.g., screening employees perhaps)?

· Does this fit the following gasoline station cases.

