Question 3

Alice is a director and Bob is a director and the President of Sportco, Inc. (Sl), a sporting
goods company. Sl owns several retail stores. Larry, an attorney, has performed legal
work for S| for ten years. Recently, Larry and Carole were made directors of SI. Sl has a
seven-person board of directors.

Prior to becoming a Sl director, Carole had entered into a valid written contract with Sl to
sell a parcel of land to Sl for $500,000. Sl planned to build a retail store on the parcel.
After becoming a director, Carole learned confidentially that her parcel of land would
appreciate in value if she held it for a few years because it was located next to a planned
mall development. At dinner at Larry’s home, Carole told Larry about the planned mall
development. Carole asked for, and obtained, Larry’s legal opinion about getting out of her
contract with Sl. Later, based on Larry’s suggestions, Carole asked Bobto have Sl release
her from the contract. She did not explain, nor did Bob inquire about, the reason for her
request. Bob then orally released Carole from her contract with Sl.

The next regular S| board meeting was attended only by Bob, Alice, and Lamry. They
passed a resolution to ratify Bob’s oral release of Carole from her contract with SI. Larry
never disclosed what Carole had told him about the proposed mall development.

Three years later, Carole sold her parcel of land for $850,000 to DevelopCo, which then
resold it for $1 million to SI.

1. Was Bob’s oral release of Carole from her contract with Sl effective? Discuss.

2. Was the resolution passed by Bob, Alice, and Larry to ratify Bob’s oral release valid?
Discuss.

3. Did Carole breach any fiduciary duty to SI? Discuss.

4. Did Larry commit any ethical violation? Discuss.

20



Answer A to Question 3

1. Bob’s oral release

Bob, a director of Sl, entered into an oral agreement to release Carole, another
director, from a contract into which she had entered with S| for the sale of land. The
question is whether this release was valid.

Statute of Frauds

Contracts for the sale of land must comply with the statute of frauds, and
modifications of such contracts must also comply with the statute. Here, the original
contract was in writing, but Bob’s release was oral. This statute requires a writing signed
by the party to be charged. That requirement was not met.

However, courts have held that parties may rescind a contract without complying
with the statute. This appears to have been such a rescission. Further, Carole’s reliance
on the release — by selling the land to another party — was probably sufficient to make the
release effective.

Bob’s authority to release Sl

The release was valid only if executed by someone with authority to bind SI. On
these facts, there is no indication that Bob had such authority.

The Board of Directors has the authority to oversee the management of a
corporation and approve major business decisions. However, individual directors do not
have such authority.

An officer or director may be given actual authority by the articles of incorporation
or bylaws to engage in particular duties. Further, a board of directors can delegate certain
responsibilities to a committee of directors (which can be a single director). There is no
indication here, however, that Bob was delegated authority to enter into land sale
transactions. Because these are significant business decisions, it would be inappropriate
in any case to delegate them to a single director.

Finally, because making or rescinding land sale contracts is not one of the ordinary
duties of a director, Bob had no implied authority as director to release Carole.

In his position as president, however, Bob may have had authority to execute the
release. A president of a company may be given specific powers in the articles and bylaws.
Again, there is no indication that Bob had such explicit powers. However, a president may
also exercise implied or inherent powers necessary to do his job. A president would
certainly have the authority to bind the corporation, for example, to ordinary services or
employment contracts. Such authority is implied because it is necessary to exercise the
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management powers of his job.

In this case, however, the land sale was a major capital investment. Such a major
decision was probably not within the province of the president’s authority and required
Board approval. Therefore, Bob’s release was probably not valid.

Board Resolution

The issue here is whether the subsequent ratification of the release was valid.
Quorum

Board actions are valid only if a vote occurs when a quorum of the Board is present.
A quorum is normally defined as more than half the directors — in this case, 4 out of 7. Only
three directors were present, however.

In its bylaws, a corporation can establish a smaller number for a quorum if it is more
than 1/3 of directors. There is not indication, however, that Sportco had varied the normal
rule in this case. Therefore, a quorum was not present and the Board’s action was invalid.

Interested Director Transaction

As discussed below, this was an interested director transaction because Carole, a
director, stood to profit from the sale of the land. Such transactions may be ratified only by
a majority of non-interested directors. In this case, then four directors — a majority of the
six non-interested directors — would have had to approve this transaction.

Further, to ratify an interested director transaction, the Board would need to know
the facts of Carole’s transaction in acco[rldance with their duty of care. Here, Bob, Alice,
and Larry did not know Carole’s motives.

Because there was no proper ratification of an interested director transaction, the
Board’s action was invalid.

3. Carole’s fiduciary duties

As a director, Carole had a duty of loyalty to the corporation. She had a duty to act
in what she reasonably believed to be the corporation’s best interest, and not to profit at the
corporation’s expense.

Here, Carole violated that duty in several ways. First, she used confidential

information for her personal gain. This was a violation because she had a duty to keep
confidences acquired in the course of her duties and not use them for personal profit.
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Second, Carole usurped a corporate opportunity by selling the parcel to DevelopCo.
Having learned that the parcel would appreciate in value, Carole had an obligation to let
Sportco profit from that opportunity because it was part of Sportco’s line of business — that
is, finding suitable locations for its sporting good stores. Carole could only have taken
advantage of the opportunity herself had she first offered it to Sportco & Sportco had turned
it down. Here, however, Sportco was clearly interested in acquiring the land — since, after
the land’s value became apparent, Sportco brought it.

Finally, Carole’s conduct in withholding her true motives from Bob was arguably
fraudulent. Because of her fiduciary duty, Carole was obliged to disclose material facts.
Carole’s knowledge of the proposed mall development would certainly have been material
in the Board’s decision.

Carole also violated her duty of care as a Board member. She did not act in
conducting the corporation’s business affairs as a reasonably prudent person would in her
own activities. Certainly passing up a valuable business opportunity that Sportco could
have profited from was not prudent.

4. Larry’s ethical violations

Conflict of Interest

Larry represented Sl, not any individual director. By seeking Larry’s legal advice on
a personal transaction, Carole attempted to use Larry as her personal lawyer. This created
at least a potential conflict of interest if Carole’s interests should differ from SI's. In this
situation, Larry could not represent Carole unless he informed both Carole & S| & both gave
consent that an independent lawyer would find reasonable. By advising Carole without
seeking such consent, Larry violated his duty of loyalty to each client.

Further, once it became apparent that Carole was seeking to profit at Carole’s
expense[sic], the conflict was direct. At that point, Larry should have sought Carole’s
permission to withdraw. Further, as discussed below he probably should have sought to
withdraw from the Board as well. In failing to do so, he further violated his duty of loyalty.

Larry’s Board Service

No per se rule exists barring a lawyer from serving on his client’s board. However,
such service may create problems with the duties of confidentiality and loyalty. Here, as
a board member, Larry owed fiduciary duties to SI. He was therefore obliged to tell them
material information he received relating to Carole’s proposed rescission. He violated these
by concealing the information. Further, he acted in Carole’s best interest, not SI’s, by voting
to ratify the transaction. Larry should instead have disclosed the existence of a conflict
(giving as little information as possible to avoid breaching his duty of confidentiality to
Carole for all information arising out of the course of representation). He should then have
sought to resign from the Board, and probably from representation of Sl as well.
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Duty of Loyalty

A lawyer has a duty to represent each client zealously & and put that client’s best
interests first. Larry did not do so in regard to S| because he did not advise Sl how to
enforce the contract with Carole — which would have been in Sl’'s best interests.

Duty of Competence

A lawyer has a duty to thoroughly investigate his client’s legal issues. Here, Larry
failed to learn the facts of SI's transaction with Carole[.]

Duty of Communication

A lawyer must give a client the information necessary to make major decisions
relating to the representation. Here, Larry withheld material information re: his consultation
with Carole. Sl needed this information in order to fully exercise its legal rights.

Because Larry could not fulfill duties to SI w/out breaching his duties of loyalty &

confidentiality to Carole, he should have withdrawn from representation of both clients. In
addition, he violated his board member fiduciary duties.
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Answer B to Question 3

3)

l. Bob’s Oral Release of Carole

Bob’s Powers as President
A corporate officer, such as president, can only actunder proper authority. In his capacity
as president, Bob’s release of Carole must have arisen under his express, implied, or
apparent authority to bind Sl.

Express Authority

A corporate officer acts with express authority to bind (unbind) the corporation when the
board has formally conferred that authority to him. Here, the board did not not know aboul[t]
Carole’s intention to be released from the contract. It neither held a vote nor a meeting to
grant Bob the express authority to “bind” the corporation in this way. Thus Bob lacked
express authority to release Carole from her contract with Sl.

Implied Authority

A corporate officer has implied authority from the board to bind the corporation to relatively
minor obligations that arise in the everyday course of business. Here, however, a sporting
goods corporation had bought and was planning to develop a retail store on a parcel of land
worth $500,000. Sl only owned “several” sporting goods stores, so the addition of another
one is a fairly important development. The facts suggest that this was a relatively major
business initiative, and so would not fall within the scope of a corporate officer’s implied
powers. Thus, Bob as acting as president could not have released Carole from her contract
under implied authority.

Apparent Authority

A corporate officer has apparent authority to bind (or unbind) the corporation when he is
held out to a third party as having such authority, and the third party relies on that authority.
Here, apparent authority is not likely, because Carole, as a board member would not
precisely [sic] the metes and bounds of Bob’s authority as president. She would thus not
be able to claim detrimental reliance on Bob’s release based on apparent authority.

Bob’s Powers as a Director

Carol[e] might also claim that Bob released Carole from her contract based on Bob’s
position as a director. In order to bind a corporation, board action must consist of a
unanimous vote of all members, or a majority of a meeting with quorum. Here, Bob acted
unilaterally as a director; there was no meeting and no vote so he, acting as a single
director, could not bind the corporation.

25



1. Validity of the Resolution Passed by Bob, Alice, and Larry

Quorum Rules for Binding Board Action

As mentioned, binding board action can only arise when there is a unanimous vote, or upon
a majority of votes at a meeting with quorum. Here, Sl's board has seven members, so
quorum would constitute four members. Therefore, since quorum was not achieved, no
business of the board meeting with only Bob, Alice and Larry could be binding.

Interested Directors

Even if there were additional board members at the meeting, only directors who do not have
a personal interest in a transaction can be counted for quorum. Thus, any vote on whether
to release Carole from the contract would have to exclude Carole, because she stood to
gain considerably if the contract were released based on the appreciation of the land price.
It is not clear if Larry should also be excluded. While he was privy to confidential
information not shared with the other members of the board, he did not aim to materially
gain from cancelling Carole’s contract, unless Carole agreed to pay him. If so, then Larry
should be excluded from any vote of whether to release Carole from her contract.

. Carole’s Breach of Fiduciary Duties to Si

Carole breached several fiduciary duties to Sl.
Breach of Loyalty

Seeking Release from the Land Contract

A director owes a fiduciary duty of loyalty to the corporation, and must always act in the
best interests of the corporation without regard for self-interest. Here, Carole sought
release from a valid contract with SI for the land for $500,000. Her motivation in doing so
was personal gain; after making the contract, she sought release from it because land
prices were appreciating and she stood to gain a profit by retaining ownership of the land
and selling to another buyer at a higher price. This behavior clearly contravened her duty
of loyalty to Sl, which was to obtain the land at the lowest possible price[.]

Since she breached her duty, Carole is liable both for any personal gain as well as material
loss to the corporate [sic] as a result of her breach. Instead of selling to Sl for $500,000,
Carole sold the land to DevelopCo for $850,000; the resulting profit of $350,000 must be
disgorged and returned to Sl.

In addition, Sl originally contracted to buy the land for $500,000 but ultimately paid $1
million. Sl can thus recover the damages of $500,000 due to Carole’s breach.

Not Disclosing Confidential Information of Land Appreciation
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As part of her duty of loyalty to S|, Carole has a duty to communicate all information in her
possession that could be used for the corporation’s advantage. The fact that the land that
S| had obtained via contract was appreciating in value was relevant to SI’'s business
objectives, since it could have decided to keep the land and then sell it later for a
substantial profit. Carole’s withholding of this confidential information thus marked another
breach in her duty of loyalty to Sl.

Corporate Opportunity

Related to her duty to communicate information, under the duty of loyalty Carole must
present any corporate opportunities to Sl first, and can only pursue them upon the board’s
decision not to pursue them on behalf of the corporation. Here, Carole became aware of
a corporate opportunity through obtaining information that the land she had sold to S| was
going to appreciate because of the mall development. She thus had a duty to present this
opportunity first to the board, and only pursue it if they refrained.

Carole might argue that this does not apply since Sl is in the business of sporting goods,
not real estate speculation, and that therefore the corporate opportunity did not lie within
Sl's line of business. Modern authorities, however, state that a corporation may take
opportunities broadly defined, even those outside their traditional line of business. Here,
then, Carole had a duty to inform Sl of the mall development and likely appreciation in land
values, and she breached that duty.

Breach of Duty of Due Care

A director owes a duty of due care to the corporation, and must make decisionsin the best
interest of the corporation as if it were her own business. Here, it was clearly a breach of
the duty of due care for Carole to engineer a rejection of a land sale contract at a very
favorable price to Sl.

Business Judgment Rule

The business judgment rule will normally protect directors whose decisions, made in good
faith and with good business basis[sic], nevertheless result in adverse consequences.
Here, however, Carole’s efforts to seek release from her contract were not made in good
faith. She was self-interested and desired to retain the profit from land speculation to
herself at SI's expense, and Carole thus cannot be protected by the business judgmentrule.

V. Ethical Violations by Larry

Representation and Service on a Board

Although it is discouraged, a lawyer is allowed to serve as a board member on an
organization he represents if he can do so effectively and without jeopardizing his ethical
duties to the client organization. Here, Larry performed legal services for several years for
S|, which was his client. At the time he accepted his board position, because there was no
apparent conflict with his duties as lawyer, this acceptance was permissible.
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Duty of Loyalty — Conflicts between Clients

A lawyer owes a duty of loyalty to his client, and must actin his client’s bestinterest. Here,
Carole came over for dinner and sought advice regarding her plans to annul the contract.
At the time, Carole informed Larry that she was seeking his legal advice, and a putative
lawyer-client relationship between Carole and Larry formed.

A lawyer can take on a potential client conflict where 1) the lawyer believes he can
reasonably and effectively serve all parties, 2) he informs each party, 3) each party
presents written consent, and 4) that consent is reasonable. When Carole disclosed her
plans, her interests became materially adverse to those of Larry’s client, SI. At that point,
Larry should have informed Carole that he could not represent her and urged her to seek
independent counsel. His not doing so consti[tluted a breach of his duty of loyalty to Sl.

Duty of Communication

A lawyer has a duty to relay all helpful information to his client. Here, Larry learned that the
land that SI had purchased was going to appreciate rapidly, and this information should
have been related to his client. This duty, however, conflicted with his duty of confidentiality
to Carole, which had attached because she sought legal advice from him. Though a close
question, Larry’s decision to honor Carole’s confidence and not tell Sl of the land value was
probably correct.

Duty of Competence
A lawyerowes his client a duty of competence. Here, Larry did not disclose and breached.

Assistance in a Crime or Fraud

Under ethical rules, a lawyer must not assist a client in a criminal enterprise or fraud. Here,
Carole approached Larryabout cancelling the land sale contract because of Carole’s desire
to profit at the expense of SI. Larry’s legal opinions led Carole to seek release from Bob,
which involved breaches of fiduciary duties on behalf of Carole owed to SI. Larry might
counter by noting that no actual fraud was perpetrated, since Carole never disclosed to Bob
the reasons for seeking release. Nevertheless, Larryassisted in breaching a fiduciary duty,
and thus breached ethical duties of his own.
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