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FOREWORD

Dear ICLE Seminar Attendee,
Thank you for attending this seminar. We are grateful to the Chairperson(s) for organizing this
program. Also, we would like to thank the volunteer speakers. Without the untiring dedication
and efforts of the Chairperson(s) and speakers, this seminar would not have been possible. Their
names are listed on the AGENDA page(s) of this book, and their contributions to the success
of this seminar are immeasurable.
We would be remiss if we did not extend a special thanks to each of you who are attending this
seminar and for whom the program was planned. All of us at ICLE hope your attendance will
be beneficial as well as enjoyable We think that these program materials will provide a great
initial resource and reference for you.
If you discover any substantial errors within this volume, please do not hesitate to inform us.
Should you have a different legal interpretation/opinion from the speaker’s, the appropriate
way to address this is by contacting him/her directly.
Your comments and suggestions are always welcome.
Sincerely,
Your ICLE Staff
Jeffrey R. Davis
Executive Director, State Bar of Georgia
Tangela S. King
Director, ICLE
Rebecca A. Hall
Associate Director, ICLE
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Diligence: Strategy & Context
Prior to gaining access to target company
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Importance of context
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― Target vs. industry; target vs. acquiror
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Breaches can be difficult to discover during diligence
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Other stakeholders in the transaction (e.g. lenders)
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• Judge thoroughness of incident response plans and
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• Assess operational compliance with policies
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Available Tools

Reps and warranties
• Company is in compliance with its policies to protect
data security
• Company’s privacy policies are accurate
• No known data breaches or claims
• Compliance with cybersecurity and privacy laws
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Available Tools

Indemnity
• Indemnification for breach of cybersecurity or privacy
representations
• Specific indemnification
• Important to define the scope of losses (actual losses
and costs to remedy any failure)
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Available Tools
Closing condition
• Absence of breach prior to closing
• Can be tied to number of customers impacted,
number of credit cards impacted, etc.
• Other potential conditions
• Absence of legal proceeding related to privacy
laws
• Absence of termination or suspension of target’s
ability to process credit card payments
• Tailoring the condition to the transaction

Addressing
Risk

• If a laptop is lost, should the buyer have a
walkaway right?
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Covenants
• Correct issues identified during diligence
• Implement fixes before closing
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She leads our Data Security and Privacy practice. Phyllis regularly counsels
corporate boards, senior executives and other clients regarding data breach
prevention, emergency response, remediation, compliance, regulatory
enforcement, internal corporate investigations and other critical privacy and
data security concerns.
As a crisis manager, Phyllis works closely with clientsʹ legal, compliance
and business teams to strategize, manage and defend when significant
privacy and data security issues arise. She assists her clients with
developing mature incident response plans and leads them through
psumner@kslaw.com security incidents, including investigations, containment, communications,
remediation, and contractual and legal obligations. She represents clients
(404) 572‐4799
defending against class actions resulting from alleged consumer protection
and privacy violations, and data security incidents. In 2016, Cybersecurity
Docket named Phyllis to its Incident Response 30, which lists “the 30 best
and brightest Incident Response attorneys” in the U.S. and Law360 named
her as Privacy MVP.
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Stake

Phyllis B. Sumner

Phyllis also represents clients in complex litigation involving the False
Claims Act, RICO, the Fair Credit Reporting Act and fraud. She is known
for her negotiation and advocacy skills in and out of the courtroom. Law360
named her ʺHealthcare MVPʺ in 2014 and she has been a Georgia ʺSuper
Lawyerʺ since 2013. Atlanta Magazine named her as a ʺWoman Making a
Markʺ in 2016 and the Daily Report named her a ʺDistinguished Leaderʺ in
2017.
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Justin King specializes in mergers, acquisitions and other significant
corporate transactions. A partner in our Mergers & Acquisitions
practice, Justin represents public and private companies, private equity
funds and sports franchises in a variety of M&A and corporate matters.

Justin King
jking@kslaw.com
(404) 572‐2766

Justin counsels public and private companies, along with private
equity funds, in M&A transactions, leveraged buyout transactions, joint
ventures, tender offers, takeover defense, strategic investments, going‐
private transactions and corporate governance issues. He also works
with emerging and growth‐stage companies on matters ranging from
venture capital financing transactions to general corporate concerns.
In addition, Justin is experienced in representing professional sports
franchises regarding stadium development, sponsorship matters and
general corporate transactions. Sports franchise clients include the
Atlanta Falcons, a National Football League team, and the Atlanta
United Football Club, a Major League Soccer team. He also represents
the Atlanta Host Committee for the 2019 Super Bowl.
Justin was recognized as a Georgia Super Lawyers Rising Star in 2016
and 2015, and by The Daily Report in 2017 as one of the Top 30
Lawyers Under 40 in Georgia.
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Georgia Corporation and Business Organization
Case Law Developments
Michael P. Carey
Bryan Cave LLP
Fourteenth Floor
1201 West Peachtree Street, N.W.
Atlanta, GA 30309
(404) 572-6600
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This paper is not intended as legal advice for any specific person or circumstance, but
rather a general treatment of the topics discussed. The views and opinions expressed in this paper
are those of the author only and not Bryan Cave LLP.
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I.

INTRODUCTION

This survey catalogs decisions handed down during the past 12 months by Georgia state
and federal courts addressing questions of Georgia corporate and business organization law. It
includes both decisions with significant presidential value and others dealing with less
momentous questions of law as to which there is little settled authority. Even those cases in
which the courts applied well-settled principles serve as a useful indication of the types of claims
and issues that are currently being litigated in corporate and business organization disputes and
how the courts are dealing with them.
The decisions are organized first by entity type – those specific to business corporations,
limited liability companies and partnerships. The remaining sections of the survey deal with (1)
transactional issues potentially applicable to all forms of business organizations, and (2)
litigation issues that are common to all business forms, including secondary liability, jurisdiction
and venue, evidence questions, and insurance issues.

II.
A.

REVIEW OF DECISIONS

DUTIES AND LIABILITIES OF CORPORATE DIRECTORS,
OFFICERS AND EMPLOYEES

FDIC v. Loudermilk
No. 1:12-cv-04156-TWT (N.D. Ga. Oct. 26, 2016)—Jury awards over $4.9 million to FDIC
in negligence and gross negligence action against former bank directors and officers.
The FDIC’s lawsuit against former directors and officers of the failed Buckhead
Community Bank, one of the most closely watched Georgia corporate governance cases in years,
went to trial in October, 2016. The jury returned a verdict of nearly $5 million against the
defendants for their role in the approval of four large commercial development loans that later
defaulted. It was less than a complete victory for the FDIC, which had sought over $21 million
in damages based on ten bad loans, but the verdict nonetheless represents a significant recovery
against directors and officers of a Georgia bank. The case is all the more significant because it
was the first known jury trial to evaluate negligence and gross negligence claims under the
business judgment rule as defined by the Georgia Supreme Court earlier on in the proceedings.
Buckhead Community Bank was closed by the Georgia Department of Banking and
Finance in December, 2009, during the heart of the financial crisis. The FDIC was named as
receiver for the Bank. In 2012, the FDIC filed suit against the Bank’s former directors and
officers, alleging that they pursued an aggressive growth strategy aimed at building a “billion
dollar bank,” and in pursuit of that objective caused the Bank’s loan portfolio to become heavily
concentrated in commercial real estate acquisition and development loans. The FDIC made
similar allegations in dozens of other cases involving similarly situated banks that failed during
the Great Recession. In all, the FDIC filed over 100 civil actions between 2010 and 2015 in its
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capacity as its receiver for failed banks throughout the country, 25 of which were filed in
Georgia against directors and officers of Georgia banks. The vast majority of these cases have
settled. In fact, Loudermilk was only the second of these cases to proceed all the way to trial,
and the first in Georgia.
As the case progressed to trial, the FDIC’s claims eventually focused on ten specific
loans that were approved directly by the defendants in their capacity as members of the Bank’s
loan committee. As to each of these loans, the FDIC alleged that approving the loans violated
the Bank’s own loan policy, banking regulations, prudent underwriting standards and sound
banking practices. For instance, it was alleged that some loans exceeded the Bank’s loan-tovalue guidelines but were approved anyway. Other loans were approved without certain
documentation that the FDIC alleged was necessary, such as current financial statements of
borrowers and guarantors. Other loans were allegedly approved before the loan application
paperwork was final. There was no claim that any of the loans directly or indirectly provided a
personal benefit to any of the defendants.
The FDIC asserted gross negligence claims based on Georgia law and the federal
Financial Institutions Reform, Recovery and Enforcement Act of 1989 (“FIRREA”), which
establishes gross negligence as the national minimum standard for bank director and officer
liability. FIRREA does not preclude the FDIC from recovering under a state law standard that is
stricter than gross negligence. Accordingly, the FDIC also asserted an ordinary negligence claim
under Georgia law. It did the same in all of its other complaints against Georgia bank directors
and officers. The defendants in many of the cases, including Loudermilk, moved to dismiss the
ordinary negligence claims, arguing that such claims were barred by Georgia’s business
judgment rule as then interpreted by the Georgia Court of Appeals. In most of these cases, the
district court agreed and dismissed the ordinary negligence claims. But in Loudermilk, Judge
Thrash expressed doubt that the business judgment rule could be applied to eliminate liability for
ordinary negligence in cases involving banks, citing the perceived role that imprudent lending
played in bringing about the financial crisis. Rather than rule on the motion to dismiss, Judge
Thrash certified questions to the Georgia Supreme Court as to how the business judgment rule
was to be applied to an ordinary negligence claim against the directors and officers of a bank. At
about the same time, the Eleventh Circuit, hearing an appeal from a similar motion to dismiss
that had been granted in FDIC v. Skow, expressed doubt that the Court of Appeals’ business
judgment rule decisions were reconcilable with the Banking Code’s statutory standard of care,
O.C.G.A. § 7-1-490, because of the statute’s description of an ordinary prudence standard. The
Eleventh Circuit certified Skow to the Supreme Court as well.
The Supreme Court responded to the questions posed by the federal courts in a landmark
opinion that clarified Georgia’s business judgment rule. FDIC v. Loudermilk, 295 Ga. 579, 761
S.E.2d 332 (2014). The Supreme Court recognized that the business judgment rule was a settled
part of Georgia common law and was not abrogated by the adoption of § 7-1-490 or the
substantially similar standard of care provisions for corporate directors and officers at O.C.G.A.
§ 14-2-830 and § 14-2-842, respectively. The Court nonetheless overruled the Court of Appeals
decisions that the Loudermilk and Skow defendants had relied on, holding that insofar as those
decisions established a gross negligence floor for liability in all cases, they could not be squared
with the standard of care statutes. Instead, the Court drew a distinction between negligence
allegations directed at the process employed by the directors and officers on one hand, and
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negligence allegations challenging only the wisdom of the resulting decisions on the other. The
Court held that negligence claims going only to the wisdom of decisions were clearly barred by
the business judgment rule, but claims alleging that the process failed to comport with the
statutory standard of care were not barred. In short, the Supreme Court recognized the
theoretical existence of an ordinary negligence claim based on a violation of the statutory
standard of care—i.e., that a director or officer failed to exercise the care of an ordinarily prudent
director or officer of a similarly situated bank (or corporation), which was not barred by the
business judgment rule at the motion to dismiss stage. The Court gave no direction as to how its
analysis should be applied in any specific case, but the obvious import in the case at bar was that
the FDIC could proceed against the defendants on a negligence theory based on lack of process
due care.
As the case neared trial, the district court made a number of significant pretrial rulings.
The court granted a motion in limine that prohibited the defendants from introducing evidence
that the Bank’s losses were caused by intervening economic factors, including the widespread
collapse of financial and real estate markets starting in 2008. The court found that the Great
Recession and other events subsequent to the making of the loans were irrelevant to causation.
The court denied a separate motion in limine which would have prevented the defendants from
using examination reports that were generally favorable to the Bank prior to the Great Recession.
Though the defendants were permitted to use the reports, they could not do so to prove the
applicable standard of care, only to show their state of mind at the time. Finally, the court
rejected a verdict form proposed by the defendants that would have required the jury to apportion
fault among the defendants, rather than impose joint and several liability. The final approved
verdict form permitted the jury to determine that particular defendants were not liable for
particular loans, but the court declined to adopt the defendants’ position that individual directors
who were not present for the meetings in which particular loans were approved cannot have any
liability for those loans.
At trial, the FDIC presented the defendants as pursuing an aggressive growth strategy and
identified various ways in which the ten loans deviated from the Bank’s policies. The defense
emphasized that the FDIC’s allegations were not grounded in fraud or any claim of self-dealing.
Both sides presented expert testimony on the standard of care and whether the defendants had
met it. The defendants also presented testimony from a representative of the Department of
Banking and Finance, who testified as a friendly witness to the defense. (The DBF had also
submitted an amicus brief in the earlier Supreme Court proceedings expressing concern that an
ordinary negligence floor of liability would create disincentives to serving on Georgia bank
boards.)
At the end of the two-week trial, the jury returned a verdict for the defense as to six of the
ten loans and for the FDIC as to the other four. All of the defendants were charged with at least
some liability. Some defendants were assigned no liability for certain loans; however, there were
also instances in which a defendant was held liable for a loan that was approved in his absence.
(There does not appear to have been any finding that any defendant was chronically absent from
meetings.) Consistent with the court’s earlier rulings, the jury did not apportion fault among
defendants. The final compensatory damages award was $4,986,993, more than half of which
related to a single $3.4 million loan for the acquisition and development of a 30-acre parcel in
Douglasville. The verdict form did not ask the jury to make findings that were specific as to
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each liability theory; i.e., whether the defendants were grossly negligent or merely negligent.
Thus it is difficult to determine what effect the insertion of an ordinary negligence claim had on
the result of the trial, or how it may have proceeded differently had only gross negligence claims
gone forward.
The defendants have appealed the verdict to the Eleventh Circuit. The FDIC did not file
any cross-appeal. The defendants’ appeal focuses on three issues: (1) whether the trial court
erred in not applying Georgia’s apportionment statute, which had the effect of making the
defendants jointly and severally liable; (2) whether the court erred in permitting the jury to find
individual defendants liable in connection with loans approved at meetings in which the
defendant did not attend, and (3) whether the court erred in excluding evidence about the Great
Recession.

Georgia Dermatologic Surgery Centers, P.C. v. Pharis
339 Ga. App. 764, 792 S.E.2d 747 (2016)—Jury verdict against professional corporation
that terminated employee in violation of bylaws affirmed in part and reversed in part.
This dispute involving the breakup of a two-person medical practice returned to the
Georgia Court of Appeals for a second time. Previously, the Court affirmed a pre-trial order
holding that the professional corporation’s president exceeded his authority under the bylaws
when he terminated the plaintiff without first obtaining director and shareholder approval. Since
the plaintiff was a 50-percent owner and a director, any attempt to obtain this approval obviously
would have resulted in deadlock. Nonetheless, this did not excuse the corporation from
following its bylaws, and its failure to do so rendered the termination void. See Georgia
Dermatologic Surgery Centers, P.C. v. Pharis, 323 Ga. App. 181, 746 S.E.2d 678 (2013).
After the case returned to the trial court, a jury trial was held, resulting in a $1.3 million
verdict against the corporation for breach of the plaintiff’s employment agreement. In this
appeal, the corporation argued that it could not have liability for breach of contract given that its
termination had been ruled void and of no effect. The Court of Appeals disagreed and affirmed
the trial court on this point, holding that there was no inconsistency between its prior ruling and
the availability of a breach of contract claim, and no legal principle that precluded the plaintiff
from asserting that the corporation breached the contract by preventing him from returning to
work and failing to pay him amounts owed, even if this action was later voided by a court.
The corporation also argued that the trial court wrongly excluded the shareholders’
agreement between the two doctors, which was executed on the same day as the employment
agreement in question. The corporation believed that the shareholder agreement’s buy/sell
provisions provided an exclusive remedy for breach of the employment agreement. The Court of
Appeals rejected this argument as well, holding that the shareholders’ agreement did not preclude
recovery of other damages because the buy/sell provision was specifically limited to
circumstances constituting a valid termination.
The Court held that the $1.3 million award had to be reduced, however, because it included
over $250,000 in startup costs incurred by a new entity the plaintiff formed in order to continue
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his medical practice (as opposed to by the plaintiff himself). The Court found that these costs
were not the plaintiff’s own damages but rather were incurred by the new corporation, which was
not a party to the litigation. It cited the cardinal precept that corporations are separate legal
entities from their members, even when owned by one person. Notably, the Court held that even
funds that were contributed by the plaintiff to the new corporation for purposes of paying for
these startup costs were not recoverable as breach of contract damages from the defendant, for
these funds represented a capital contribution to the new corporation, not payment for the costs
themselves.

In re Alpha Protective Services
___ B.R. ___, 2017 WL 1487621 (Bankr. M.D. Ga. Apr. 24, 2017)—Factual issues precluded
summary judgment on preference claim against director of debtor corporation.
In this bankruptcy court adversary proceeding, the court addressed a preference claim
based on a corporation’s repayment of a cash advance made to it by one of its directors. On the
bankruptcy trustee’s motion for summary judgment, the court found that the trustee had
established that the defendant was an insider at the time of the challenged transfer, but did not
establish as a matter of law that the debtor was insolvent at the time or that the defendant had
reasonable cause to believe that the debtor was insolvent.
The defendant was a director of a security firm, Alpha Protective Services (“Alpha”). In
early 2011, one of Alpha’s two bank accounts at Bank of America was frozen due to a
garnishment involving a $1.8 million judgment entered on March 23, 2011. At the time, Alpha
also owed the IRS over $400,000. The defendant had advanced $100,000 to Alpha in January,
2011 to help the company make its March payroll. On March 11, 2011, Alpha repaid the full
amount of the cash advance. Under applicable bankruptcy law, a bankruptcy trustee may avoid a
preferential transfer to an insider if it is made for an antecedent debt, the debtor was insolvent at
the time of the transfer, and the insider had reasonable cause to believe that the debtor was
insolvent. 28 U.S.C. § 3304(a)(2).
The court’s analysis of the question of reasonable cause was noteworthy. The court noted
that (unlike the objective standards that govern a director’s duty of care) the “reasonable cause”
inquiry is a subjective one that is heavily dependent on the circumstances of the case, and also
that it is a lower threshold than actual knowledge. The trustee’s argument focused on the
defendant’s access to financial information and the fact that he had advanced money to help the
company make payroll. In response, the defendant gave an affidavit denying that he had any
knowledge of the IRS debts and certain details about Alpha’s bank accounts that were central to
the trustee’s argument. He further testified that Alpha’s board did not meet in the first quarter of
2011, and that financial statements shown to directors did not reveal serious financial problems.
The defendant argued that Alpha was not insolvent but rather was “low capital” because it had
aging receivables that were nonetheless likely to be collected because they related to government
contracts.
In concluding that the evidence created a jury issue, the bankruptcy court found that even
though reasonable cause is a lower threshold than knowledge, the trustee had not met this lower
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standard as a matter of law. Curiously, the trustee’s argument invoked Georgia’s business
judgment rule—i.e., the presumption that a director has acted on an informed basis and exercised
due care—in support of his argument that the defendant had reasonable cause to know of Alpha’s
financial distress. The bankruptcy court quickly dismissed this sort of use of the business
judgment rule as a sword rather than a shield, noting that a plaintiff is not entitled to a
corresponding presumption of knowledge when it is the plaintiff’s burden to prove the director’s
knowledge of a fact.

HCC Insurance Holdings, Inc. v. Flowers
237 F. Supp. 3d 1341 (N.D. Ga. 2017)—Employees’ preliminary plans to form competitor
did not breach any fiduciary duty to the corporation.
The Northern District of Georgia entered summary judgment against an insurance
company who claimed that its former employee breached fiduciary duties to the company by
making plans to form a competing business and soliciting another employee to join him. While
the evidence clearly showed that the employee made plans to form a competitor while still
employed with the plaintiff and shared these plans with the second employee, the court found
that the plaintiff did not establish either that the employee had a fiduciary duty or that he engaged
in conduct constituting a breach. The court also entered summary judgment in favor of the two
departed employees and their new company as to the insurance company’s trade secret, breach of
contract and tortious interference with contract claims based on the same events.
The case arose from the abrupt resignation of Remeika and Flowers, two employees of
the plaintiff, who thereafter formed their own insurance company which competes with the
plaintiff. The summary judgment record showed that Remeika, who held the title “Regional
Vice-President of Sales,” had been considering the idea of forming his own business when
Flowers approached him to tell him she was unhappy with her job and considering leaving the
company to become an Uber driver. Remeika then told Flowers of his desire to start a new
company. Thereafter, the two researched the possibility of creating their own business,
developed a business plan, discussed potential vendors, set up a domain name, and made other
plans. The defendants claimed that all of this planning activity took place on their own time, and
that they did not solicit potential customers or otherwise compete with the company while they
were still employed.
The plaintiff brought a breach of fiduciary duty claim against Remeika based on his
conduct directed towards forming a competing business while still employed by the plaintiff and
his alleged solicitation of Flowers. On the defendants’ motion for summary judgment, the
district court first examined whether the plaintiff had presented evidence of the existence of a
fiduciary duty. The court noted that an employee does not owe fiduciary duties to the employer
merely by virtue of holding a particular title; rather, it is the employee’s job responsibilities and
ability to bind the company that matter. Here, the evidence showed only that Remeika had a job
title suggestive of a high position in the company, which was insufficient to show that he actually
had the authority to bind the plaintiff with respect to any matters.
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The court then concluded that regardless of whether Remeika could be considered a
corporate officer, the plaintiff’s evidence was insufficient to establish that he could have
breached any duty. Citing the general proposition that “[a] corporate officer does not breach
fiduciary duties owed to the corporation simply by making plans to start a competing company
while still employed by the corporation,” Gresham & Assocs., Inc. v. Strianese, 265 Ga. App.
559, 595 S.E.2d 82, 84 (2004), the court found that there no evidence of activity that crossed the
line from permissible planning activities to conduct that could constitute a breach. Specifically,
the court compared the situation to two other cases in which the Georgia Court of Appeals had
found sufficient evidence to raise a jury question as to whether a breach occurred. In E.D. Lacey
Mills, Inc. v. Keith, 183 Ga. App. 357, 359 S.E.2d 148 (1987), employees of a company that was
in bankruptcy took steps to purchase company property from the bankruptcy trustee, contacted
sales representatives about their plans, and engaged in various activities that took them away
from the office while they were still employed. In Gresham & Assocs., supra, the defendant
actively solicited various employees to join a new company he was forming with a third party.
Here, the most analogous fact seemed to be that Remeika discussed and planned the new venture
with Flowers. The court held that this did not serve as evidence of active solicitation comparable
to the other cases, emphasizing that the contact was initiated by Flowers, who had stated that she
intended to leave her employment anyway. The court found no evidence that Remeika “used his
position to provide financial incentives or other help to induce Flowers to leave her
employment.”
The other claims were largely based on allegations that Flowers improperly moved
emails and other electronic files to her computer’s local hard drive shortly before resigning, and
engaged in other activities that the plaintiff found to be suspicious. The court granted summary
judgment to the defendants, finding among other things that the plaintiff had failed to establish
that any trade secret was misappropriated or that Flowers ever subsequently transferred files to
her personal computer. The court also held that the plaintiff’s “Business Confidentiality Policy,”
which forbade employees from using and disclosing the plaintiff’s confidential information, was
unenforceable under Georgia law because it did not contain any time limitation.

Lynchar, Inc. v. Colonial Oil Industries, Inc.
341 Ga. App. 489 (2017)—Shareholder’s guaranty held unenforceable due to incorrect
identification of corporate debtor.
In this case, the Court of Appeals held that a guaranty was unenforceable against two
shareholders of a corporation because it did not correctly identify the corporation as the debtor,
but instead used a d/b/a name. Because the trial court had enforced the guaranty and entered
partial summary judgment against the two shareholders, the Court of Appeals reversed.
This was a suit to collect over $1.4 million owed on an account for the sale and delivery of
fuel and related products. The plaintiff entered into a contract with Lynchar, Inc. d/b/a T&W Oil
Company, and that in connection with this agreement, two of Lynchar’s shareholders signed
personal guaranties. The plaintiff produced a “New Account Data Sheet” showing “Lynchar Inc.
d/b/a T&W Oil Co.” as the billing name, as well as an “Account Data Sheet and Agreement”
dated several months later listing “T&W Oil Co.” as the billing name. The guaranties for the two
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shareholders both identified “T&W Oil, Inc.” as the “Debtor” and “Borrower.” The operative
language of the guaranties provided that the guarantors were liable to pay “Obligations,” which
included all indebtedness and liability of the “Borrower.”
The defendants argued, unsuccessfully in the trial court but successfully on appeal, that
they were not associated with any entity known as “T&W Oil, Inc.”, that no such entity existed,
and that their guaranties were therefore barred by the Statute of Frauds. Under the Statute of
Frauds, a promise to answer for the debts of another is enforceable if it identifies the debt, the
principal debtor, the promisor, and the promisee. Under the facts presented, the Court of Appeals
found that the guaranties failed to identify the principal debtor. The Court found its 2011
decision in PlayNation Play Systems v. Jackson, 312 Ga. App. 340, 718 S.E.2d 568 (2011) to be
controlling. In both cases, the guaranty agreement used the company’s fictitious d/b/a name
rather than its corporate name, without making any reference to the actual corporate entity. As it
did in PlayNation, the Court reasoned that to allow enforcement of the guaranties under the
circumstances “would extend a guarantor’s liability by implication or interpretation—an act
forbidden to the courts.” It concluded, as it did in PlayNation, that the failure to identify the
actual corporate entity was unambiguous, meaning that the trial court had erred in considering
parol evidence of the parties’ intent. (That evidence, which included emails between the parties,
tax returns, the shareholders’ deposition testimony and admissions in an answer that was later
withdrawn, all appeared to strongly indicate that the shareholders intended to personally
guarantee payment of the debts incurred in connection with the sale contract.)

B.

LIMITED LIABILITY COMPANY DEVELOPMENTS

Georgia Commercial Stores, Inc. v. Forsman
2017 WL 3430241 (Ga. App. Aug. 10, 2017)—Georgia Court of Appeals holds that
managing members of insolvent LLCs may owe common law fiduciary duties to creditors.
In what appears to be a matter of first impression in Georgia, the Court of Appeals held
that the fiduciary duties owed by directors and officers of an insolvent corporation are also owed
by managing members of an insolvent limited liability company. As a result, creditors may bring
a common law breach of fiduciary duty action against the managing members of an insolvent
LLC for their failure to conserve and manage the LLC’s assets for the benefit of those creditors.
This remedy, like its counterpart in the corporate context, appears to be limited to situations in
which the managing member intentionally seeks to obtain an improper preferential payment, as
was alleged in the case here.
The plaintiff, Georgia Commercial Stores, Inc., served as a landlord to Pargar, LLC
(“Pargar”), a realty company structured as a Georgia LLC having two members: the defendant
Forsman, who managed Pargar’s day-to-day affairs and was its sole director and officer, and
Prudential Real Estate Financial Services of America, Inc. (“Prudential”), who provided most of
the funding for the realty business through a secured $11,750,000 loan and who had to approve
all of Pargar’s significant payments. In 2012, Prudential’s loan to Pargar matured. Pargar,
unable to pay the debt, became insolvent on both a “going concern” basis and a balance sheet
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basis. During the same time period that the Prudential loan matured, Forsman caused Pargar to
repay the remaining balance of an unsecured $250,000 loan that he had made to the LLC, a
payment that Prudential approved. In March, 2013, Prudential foreclosed on its security interest,
sold Pargar’s remaining assets, and began to wind down the LLC’s affairs. The same month,
Pargar vacated the property it leased from the plaintiff and ceased making payments on its lease.
The plaintiff was informed of the foreclosure and sale of Pargar’s assets, but not of the payment
of the loan to Forsman. The plaintiff obtained a consent judgment against Pargar for the amounts
owed under the lease and therafter conducted post-judgment discovery, where it learned of the
payment to Forsman for the first time. The plaintiff then filed suit against Forsman for breach of
fiduciary duty and fraudulent transfer under the Uniform Fraudulent Transfer Act. On crossmotions for summary judgment, the trial court entered summary judgment in favor of Forsman
as to the breach of fiduciary duty claim, finding that the plaintiff had not demonstrated causation.
The trial court denied the motions as to the UFTA claim, finding that there were unresolved
issues of fact. Both parties appealed—the plaintiff from the trial court’s grant of summary
judgment against it on the breach of fiduciary duty claim, and Forsman from the court’s denial of
his summary judgment motion relating to the UFTA claim.
Although the trial court’s ruling on the breach of fiduciary duty claim was based on a
question of causation, and not on the existence or nonexistence of a breach of fiduciary duty
claim in favor of an LLC’s creditors, the Court of Appeals began its analysis with a lengthy
discussion of the common law doctrine that recognizes such a claim in the corporate context.
This doctrine, rooted in cases from the early 20th century, holds that directors and officers of an
insolvent corporation become “quasi-trustees” who are bound to manage the corporation’s
remaining assets for the benefit of creditors. As such, the directors and officers have a fiduciary
duty not to use their position for the purpose of preferring themselves over any creditor. We are
unaware of any previous Georgia appellate decision explicitly extending this rule to the context
of LLCs. The Court of Appeals found that because the management duties of an LLC’s
managers are generally “similar to the duties of the directors of a corporation,” the managers of
an insolvent LLC have the same duty as directors and officers of an insolvent corporation. This
meant, in the Court’s view, that the creditors of an insolvent LLC have the same ability as their
counterparts in the corporate context to bring a breach of fiduciary duty suit. The Court found
support for its conclusion from an Illinois bankruptcy court opinion, In re McCook Metals, 319
B.R. 570 (Banks. N.D. Ill. 2005), which found that the duties of directors of Illinois corporations
to manage assets during insolvency are “fully applicable” to managers of Illinois LLCs.
The Court then went through each of the elements of a breach of fiduciary duty claim
applicable to insolvent LLCs, finding that the plaintiff had presented sufficient evidence to create
a jury question as to each. Specifically, the plaintiff had shown evidence that Forsman caused
Pargar to repay his loan at a time when Pargar was insolvent and faced foreclosure, and that this
transaction had been concealed from the plaintiff when Pargar informed the plaintiff about the
Prudential foreclosure. Turning to the issue of causation that had led the trial court to enter
summary judgment against the plaintiff, the Court found that the payment from Pargar to
Forsman left the plaintiff unable to look to those funds in recovering on its judgment, and
therefore was a proximate cause of the plaintiff’s injury. The trial court had held that the
evidence failed to support a finding of causation because Prudential and another secured creditor
would have been entitled to the entire amount that was transferred. The Court of Appeals
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disagreed with this analysis, citing the rule that there may be more than one proximate cause of
an injury, and finding that the plaintiff only needed to establish that the breach of fiduciary duty
was a proximate cause, not the sole cause.
Turning the the UFTA claim, the Court of Appeals affirmed the trial court’s decision that
questions of fact precluded summary judgment. The Court noted that the evidence supported the
existence of at least three of the “badges of fraud” frequently cited in fraudulent transfer cases.
First, the payment was made to an insider, Forsman. Second, there was evidence showing that
the payment was concealed from the plaintiff. Finally, the payment occurred at a time when
Pargar had defaulted on its debts and was insolvent. These facts were sufficient to create a jury
issue as to whether Pargar acted with actual intent to defraud its creditors.

Practice Benefits, LLC v. Entera Holdings, LLC
340 Ga. App. 378 (2017)—LLC member may sue LLC for breach of operating agreement
regardless of whether LLC signed the agreement.
In this case, the Court of Appeals reversed a trial court’s dismissal order, holding that an
LLC member could pursue breach of contract claims against the LLC based on alleged breaches
of its operating agreement. The Court of Appeals also held that the member sufficiently alleged
a direct injury and therefore could assert its own breach of fiduciary duty claim against the
LLC’s manager without following the procedures for a derivative action.
According to the complaint, in 2010, Entera Holdings, LLC (“Entera”) was formed by four
individuals. The four owners’ initial intent was for each of them to have one vote in LLC
matters, either individually or through a designated entity. Because of an unspecified conflict
that occurred during the organization process, the interest of two of the owners was combined
into a single entity, Practice Benefits LLC (“Practice Benefits”). At first, the other members
allowed Practice Benefits to exercise two votes. In 2013, however, Entera’s new manager, Fain,
discontinued this practice and refused to allow Practice Benefits to cast two votes. Later that
year, Entera returned the other two owners’ initial capital contributions to them, but did not do
the same for Practice Benefits. In 2014, Entera made distributions to all members except for
Practice Benefits. Practice Benefits thereafter sued Entera and Fain, alleging that Entera
breached the operating agreement and that Fain breached his fiduciary duties. Both defendants
moved to dismiss. Entera argued that Practice Benefits could not maintain a breach of contract
action against it because it was not a party to the operating agreement. Fain argued that the
breach of fiduciary duty claim was derivative in character and therefore had to be brought
pursuant to the procedures set forth in O.C.G.A. § 14-11-801 and § 14-11-802, which require,
inter alia, that the plaintiff make a pre-suit demand on the LLC’s managers or members with
authority to cause the LLC to sue in its own right. The trial court granted the motions, and this
appeal followed.
The Court of Appeals held, with regard to the breach of contract claim against Entera, that
O.C.G.A. § 14-11-101(18) unambiguously binds an LLC to its own operating agreement. The
statute provides in relevant part: “A limited liability company is not required to execute its
operating agreement and, except as otherwise provided in the operating agreement, is bound by
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its operating agreement whether or not the limited liability company executes the operating
agreement.” Since there was no question that the operating agreement, when construed in the
light most favorable to Practice Benefits, gave rise to a breach of contract claim, the court
concluded that it should not have been dismissed.
Turning to the breach of fiduciary duty claim, the court recognized that as a general matter,
claims that an LLC’s manager breached fiduciary duties to the LLC and its members are
derivative in character. The court found a departure from the general rule to be warranted under
the circumstances, however, because Practice Benefits had sufficiently alleged a “separate and
distinct” injury not shared by Entera’s other members. Specifically, Practice Benefits had alleged
that it was the only LLC member that was deprived of votes and that was not returned its capital
or paid distributions. Applying the same analysis that is used to determine whether a claim is
direct or derivative in the corporate context, the court concluded that Practice Benefits could
proceed directly, and reversed the trial court’s dismissal based on its failure to do so. In what
appears to be dicta, the panel also observed that the typical reasons for a derivative suit did not
appear to be present here; namely, that there was any concern about a multiplicity of suits, or a
need to protect creditors or absent shareholders, or a need to compensate injured shareholders for
loss of value of their shares. In making this observation, the panel suggests that the rule in
Thomas v. Dickson, 250 Ga. 772, 774, 301 S.E.2d 49 (1983), allowing corporate shareholders to
forego derivative action requirements where the traditional reasons for requiring a derivative suit
are not present, may be equally applicable to LLCs.

Veterans Pkwy Developers, LLC v. RMW Development Fund, II, LLC
300 Ga. 99, 793 S.E.2d 398 (2016)—LLC majority member not entitled to injunctive relief
based on claimed potential injury to land owned by LLC.
The Supreme Court unanimously reversed a decision enjoining an LLC’s managing
member from using LLC funds to complete a construction project on land owned and managed
by the LLC. The Court held that the injunction was improper because, among other things, the
majority member who obtained the injunction had no direct interest in the land at issue such that
it could claim that an injunction was necessary to protect the land from permanent alteration.
The case arose from a protracted dispute between the two members of an LLC formed to
own and manage commercial properties. Both members were themselves LLCs. DefendantAppellant VPD was the managing member and held a 25% interest. Plaintiff-Appellee RMW
held a 75% interest. The LLC purchased an apartment complex in Columbus, whose acquisition
and construction was financed by a $24 million HUD-insured loan. RMW made some
additional, smaller loans to VPD and the LLC in connection with the project. In May, 2015,
RMW filed a lawsuit seeking to remove VPD as the managing member, claiming among other
things that VPD was diverting funds that should have been used to pay down the loans to RMW.
The LLC was not a party to the lawsuit. Shortly before the lawsuit was filed, VPD purchased a
small strip of land for the LLC, for purposes of constructing a second entrance to the property.
According to VPD, the construction of a median on the parkway serving the property had
inconvenienced residents and created safety issues at the main entrance, necessitating the second
entrance.
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RMW moved for an injunction halting the planned construction, claiming that it would be
irreparably harmed in the absence of equitable relief because (1) the construction would
permanently alter the physical layout of the property, (2) the project would incur significant
costs, and (3) the LLC’s expenses should be limited to necessary day-to-day expenses while the
petition to remove VPD as managing member was pending. The trial court entered a TRO,
which it converted into an interlocutory injunction prohibiting the use of LLC funds to construct
the second entrance, limiting the use of LLC funds to “normal day-to-day expenses”, and
requiring a monthly accounting of expenses to be made to the trial court.
On appeal, VPD argued that the injunction violated the business judgment rule, and
alternatively, that there was no risk of irreparable harm to RMW because money damages were
available to redress any injury. The Supreme Court unanimously reversed on the grounds that
there was no showing of irreparable harm. Of particular note was the Court’s conclusion that
RMW was not in a position to assert arguments based on the potential for injury to land owned
by the LLC. The Court acknowledged that equitable relief can sometimes be appropriate to
protect a party’s interest in land. But it found that when the land is owned by an LLC, as was the
case here, an individual member’s interest in the land is indirect. The Court cited O.C.G.A. § 1411-501(a), which provides that “[a] limited liability company interest is personal property. A
member has no interest in specific limited liability company property.” It concluded that RMW
therefore had no direct interest in the land such that it could request equitable relief on a claim of
threatened injury to the land.
Turning to RMW’s claims that the construction would be costly (i.e., that it would divert
funds away from loan repayment), the Court held that there was no showing that money damages
would not be recoverable. Having found that there was no proper showing of irreparable harm,
the Court held that the injunction was an abuse of the trial court’s discretion. The Court did not
reach any of VPD’s other arguments, including whether its conduct was protected by the
business judgment rule.

Eichenblatt v Piedmont/Maple
341 Ga. App. 761 (2017)—LLC member’s mismanagement claims not barred by res
judicata or collateral estoppel where based on events occurring after resolution of prior
suit.
In this case, the Court of Appeals held that LLC interest holder’s claims against the
LLC’s only member were not barred by res judicata or collateral estoppel principles, despite their
similarity to claims that were brought and resolved in an earlier round of litigation between the
same parties. The court also held that the interest holder had presented sufficient evidence to
survive summary judgment on his claim that the member violated the LLC’s operating
agreement by entering into an unfair loan transaction with the LLC. Since the trial court had
held to the contrary as to both points and granted summary judgment to the member, the Court of
Appeals reversed.
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The dispute involved Piedmont/Maple LLC, which was formed in 1995 to own and
operate commercial real estate properties in Atlanta. The parties were originally both members
of the LLC, but in 2000, the operating agreement was amended to remove one of the members.
The departing member, Eichenblatt, retained the right to receive up to 40 percent of the LLC’s
quarterly cash flow distributions, as he had done before the amendment. The remaining member,
Kaufman Development Partners, L.P. (“KDP”), continued to manage the LLC’s affairs. The
amended operating agreement provided that the LLC was permitted to enter into transactions
with any member, “provided that the price and other terms of such transactions…are fair to [the
LLC] and are not less favorable to [the LLC] than those generally prevailing with respect to
comparable transactions.” In 2005, in connection with a debt refinancing, KDP split up
ownership of the LLC’s parcels of property into two separate newly-formed LLCs. As the real
estate market soured in the late 2000s, Eichenblatt complained that KDP should have sold the
property and that the property would have more value if sold as a single package. These
concerns led Eichenblatt to sue KDP for mismanagement of the LLC. Following a trial in 2011,
Eichenblatt obtained a money judgment on his claims. The following year, KDP entered into a
loan with the LLC to enable the LLC to pay off outstanding debts on one of the properties. The
KDP loan carried a higher principal balance than the existing indebtedness and a significantly
higher rate than the loan it replaced. A year later, KDP sold the properties in two separate
transactions and took steps towards dissolving the LLC. When KDP tendered to Eichenblatt his
40% share, Eichenblatt refused to accept the tender. The LLC, KDP and KDP’s general partner
filed a new lawsuit seeking a declaration as to the proper amount of the payment to Eichenblatt.
Eichenblatt counterclaimed, alleging inter alia that the KDP loan agreement was unfair and
therefore breached the operating agreement, and that KDP mismanaged the sale of the properties
by failing to sell them in a combined bundle.
The trial court held that the claims relating to the sale of the property were barred by res
judicata, since the earlier lawsuit had addressed Eichenblatt’s allegations that the properties
should be sold as a combined package. KDP and the other appellees argued that even if the
claims in the two lawsuits were not identical (as they clearly were not, since the sales did not
occur until after the earlier lawsuit concluded), the doctrine of claim preclusion should apply
since the issue of unbundling the properties was addressed in the earlier suit. The Court of
Appeals disagreed, finding that it was irrelevant that the issue in both suits could be distilled to a
common theme. The Court wrote: “At issue here is whether sale of the [LLC’s] property
breached the amended operating agreement or any fiduciary duty. This issue was not and could
not have been litigated during the 2011 trial because the April 2013 and November 2013 sales—
and the market conditions under which they occurred—had not yet taken place.”
Turning to the claims relating to the KDP loan, the Court of Appeals found that the trial
court erred in holding that there was no evidence that the loan was unfair. The Court cited
Eichenblatt’s testimony regarding the market conditions at the time, finding it to be competent in
light of Eichenblatt’s 30 years of experience in the real estate industry. The Court also cited the
significant differences between the terms of the KDP loan and the existing loan, holding that a
jury could conclude that the terms were unreasonable.
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Souza v. Berberian
802 S.E.2d 401 (Ga. App. 2017)—Proposed LLC operating agreement held unenforceable
due to parties’ lack of agreement to material terms.
In this case, the Court of Appeals affirmed the trial court’s grant of summary judgment
holding that an email outlining proposed terms of a potential LLC operating agreement did not
create an enforceable contract because it was too indefinite as to material terms, such as the size
and nature of the plaintiff’s interest in the LLC. The Court emphasized that the email itself
described the terms as subject to further revision, and that the parties continued to negotiate the
terms after the email was sent and never reached a clear agreement.
The plaintiff, Souza, and the defendant, Berberian, planned to form an LLC that would
enter into a contract to provide allergy testing services for a medical practice. Souza claimed that
the terms of the arrangement were set out in an email sent by Berberian in August, 2014. That
email set out certain details of the contemplated operating agreement and stated that the parties
“came to terms of what the deal points are.” But it also stated that the parties “will need to go
over [the agreement] in detail to maybe add or change some points.” It further stated, “I’m
certain I have not covered all the points, nor is this set in stone,” and referred to its contents as “a
high level view of what we have discussed.” On the important question of Souza’s interest in the
LLC, the email stated that he would receive 21% of “equity,” subject to change. Two days after
the email was sent, Berberian formed the LLC, which entered into a contract with the medical
practice and began to perform services under the contract. Souza and Berberian continued to
discuss terms of their relationship, directly and through counsel. These discussions continued
through the rest of 2014 and into early 2015. At some point during these discussions, it was
determined that Souza’s interest would be 16%, not 21%, and disagreement ensued over what the
16% would apply to (either net profits or gross receipts). In January, 2015, Souza’s counsel
wrote to Berberian’s counsel that the parties had an enforceable oral agreement that Souza would
get 16% of revenue and 16% of the proceeds of any sale of the company. Souza filed the
complaint shortly thereafter, asserting contract-based and breach of fiduciary duty claims. The
trial court granted Berberian’s motion for partial summary judgment as to the claims that were
premised on the existence of a contract giving Souza an interest in the LLC.
The Court of Appeals agreed with the trial court that the August, 2014 email did not
create or evidence an enforceable contract as to the material terms of the parties’ relationship,
and could not be enforced. The Court found it particularly significant that there was never any
clear agreement as to either the amount of Souza’s percentage interest or to what that percentage
would apply, stating that “the size of Souza’s interest in any venture with Berberian is a material
term.”
Addressing a separate claim for breach of a non-disclosure agreement, the Court of
Appeals again affirmed the trial court, which held that Souza could not enforce a non-disclosure
agreement against Berberian because neither of them were parties to the agreement. Instead, the
parties were both LLCs that were associated with the two individuals.
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C.

NONPROFIT CORPORATIONS

Walker v. Oglethorpe Power Corporation
341 Ga. App. 647 (2017)—Court of Appeals affirms dismissal of class action suits against
electric-membership corporations based on alleged failure to return capital to members.
The Court of Appeals held that two putative class actions brought against a group of
electric-membership corporations (“EMCs”) asserting claims under the EMCs’ bylaws and the
Georgia Electric Membership Corporation Act, O.C.G.A. § 46-3-170 (the “EMC Act”) as well as
common law unjust enrichment and conversion claims, were properly dismissed by the trial
court. The Court’s opinion addresses interesting questions regarding the management of EMCs
and the rights of EMC members.
EMCs are private, non-profit electric utilities formed under the EMC Act. They are
owned by their customers, who are considered members of the EMC that serves them. The
named plaintiffs in this case are or were retail customers (and therefore members) of local
“distribution EMCs.” The distribution EMCs involved in the case are all members of two
electric cooperatives from whom they purchase power wholesale, Oglethorpe Power Company
(“Oglethorpe”) and Georgia Transmission Corporation (“GTC”). Oglethorpe and GTC are also
structured as EMCs. The gravamen of both complaints was that the EMCs wrongfully and
systematically failed to distribute “patronage capital” to the named plaintiffs and class members.
Under the EMC Act, all EMCs are required to operate on a non-profit basis. Any EMC earnings
that are in excess of its operating costs and expenses are termed “patronage capital”. The EMC
Act requires EMCs to account for each member’s pro rata share of patronage capital. The key
question raised by these lawsuits was whether this means that EMCs are also required to return
patronage capital to the members from time to time. The complaints alleged that Oglethorpe has
not returned patronage capital to its members since 1997, even though it has continued to
accumulate and account for patronage capital, and that the distribution EMCs likewise have not
returned patronage capital (including the amounts they received from Oglethorpe until 1997).
The plaintiffs estimated that the defendants have accumulated nearly $2 billion in patronage
capital that have not been returned to members. The former members alleged that the defendants
were required by the EMC’s bylaws and by the EMC Act to return them their pro rata shares of
patronage capital upon termination of their membership or some time thereafter. The current
members, meanwhile, alleged that the bylaws and EMC Act require the return of capital from
time to time according to a “reasonable” schedule.
The trial court dismissed the complaints after appointing a special master, who issued a
report recommending dismissal. The trial court cited numerous independent grounds for
dismissal, including lack of standing, statute of limitations, failure to state a claim, and absence
of any legal duty on the EMCs’ part to distribute patronage capital. The Court of Appeals,
reviewing de novo, found no error in the trial court’s findings.
Taking up the former members’ appeal first, the Court held that the plaintiffs lacked
standing to pursue claims against Oglethorpe, GTC, and any of the distribution EMCs of which
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they were never members. The Court noted that the plaintiffs asserted breach of contract claims
and tort claims that depended on the existence of a contractual duty to return patronage capital,
but had not identified any contract other than the EMCs’ respective bylaws. Those bylaws,
however, clearly stated that they constituted a contract between the EMC “and its members,”
thus foreclosing any argument that the plaintiffs were in privity with any defendant other than the
particular EMC that it belonged to. The Court further found that the plaintiffs lacked standing to
pursue claims directly under the EMC Act because the statute did not expressly provide a private
cause of action. Finally, the Court rejected the plaintiffs’ arguments that they had standing to sue
all of the EMCs as co-conspirators, under third-party beneficiary principles, under agency
principles, or under the “juridicial-link doctrine” recognized by federal courts.
While lack of standing alone was a sufficient reason to affirm the trial court’s decision
(since it represented a complete defense for Oglethorpe and GTC, the only defendants residing in
the forum county), the Court affirmed as to all of the issues raised on appeal. Most notable was
the Court’s treatment of the threshold question of an EMC’s alleged duty to return patronage
capital to its members. Plaintiffs argued that the EMC Act requires an EMC to return patronage
capital. The Court found that even if the EMC Act were enforceable through a private right of
action (an issue already resolved in the defendants’ favor), the plain language of the statute did
not expressly or implicitly create any duty to return patronage capital. Specifically, the Court
cited provisions of O.C.G.A. § 46-3-340 expressly permitting EMCs to accumulate funds beyond
those necessary for costs and operating expenses “to establish and maintain reasonable reserves”
and “for future capital needs and…the purpose of establishing and maintaining a reasonable
capital structure.” Moreover, the statute enabled the EMC, through its bylaws, to establish
provisions for “accounting for, allocating, assigning and disposing of its revenues and assets,”
without dictating how the bylaws should regulate these matters. The Court wrote: “In essence,
the appellants ask this Court (or a jury) to create a mandate that EMCs adopt a particular
schedule for refunding patronage capital prior to dissolution based solely on the Act's general
principles regarding the cooperative and nonprofit nature of EMCs, rather than based on the
statutory text itself. We are not at liberty to do so.”
The Court then addressed the viability of a breach of contract claim based on the
individual EMCs’ bylaws, and noted that the plaintiffs had not identified any particular provision
of the bylaws requiring the EMC to refund patronage capital at any particular time or on any
particular schedule. Instead, the plaintiffs relied on language in the bylaws generally addressing
an EMC’s promise to “operate on a nonprofit cooperative basis for the mutual benefit of the
members who are their customers.” The Court rejected the notion that this general statement of
purpose could create an enforceable duty to distribute patronage capital in the absence of any
specific provision imposing such a duty.
The Court also agreed that the plaintiffs could not assert an unjust enrichment claim,
because such a claim can only exist in the absence of a legal contract, and only where the
plaintiff has conferred a benefit on the defendant. Since the plaintiffs could only allege that they
conferred a benefit on the particular EMC to which they belonged, and the bylaws are a legal
contract between an EMC and its own members, there was no possible basis for an unjust
enrichment claim against any defendant. Finally, the court found that the plaintiffs’ conversion
claim, which was based on the distribution EMCs’ retention of funds received from Oglethorpe
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in the 1990s, was time barred. Indeed, the Court found that all of the former members’ claims
were time barred, since their membership ended more than six years before they filed suit. The
Court rejected the plaintiffs’ tolling argument based on fraudulent concealment, noting that the
bylaws were not concealed from the plaintiffs, and that the plaintiffs could have made a books
and records request on the EMCs during the period in which they were members.
The trial court’s dismissal of the current members’ lawsuit was affirmed for largely the
same reasons, except that the statute of limitations analysis did not apply to the current members.
The court’s discussion of the current members’ appeal focused on the trial court’s finding that the
EMCs “have absolute discretion to never retire patronage capital, except upon dissolution.” This
discussion was arguably dicta since the Court of Appeals found that the current members’ claims
were subject to dismissal for various other reasons. Nonetheless, the Court found that the trial
court’s finding of “absolute discretion” was consistent with the bylaw provisions addressing
patronage capital, which state in absolute terms that the EMC must allocate patronage capital to a
capital account, but only provide that the EMC may retire patronage capital prior to dissolution.
The Court also reiterated that the EMC Act contains no language mandating the return of
patronage capital at any particular time.

McCoy v. Bovee
300 Ga. 759 (2017)—Supreme Court affirms injunction removing officer of homeowners’
association.
In this case, the Georgia Supreme Court affirmed a trial court’s preliminary injunction
removing the president of a homeowners’ association on the grounds that he and the association’s
board were frustrating the work of a court-appointed receiver who had previously been appointed
to manage the association’s affairs and finances. The Court unanimously found that the
injunction was supported by evidence that it was necessary to preserve the status quo.
In 2012, a group of homeowners sued their homeowners’ association and its president,
claiming that the defendants were mismanaging the association. Specifically, the plaintiffs
alleged that the president was converting association funds to his own use by, among other
things, causing the association to enter into contracts for landscaping and other services with
companies owned by the president’s wife and stepson. The trial court held and appointed a
receiver to take control over the association’s finances. Later on, the receiver reported to the trial
court that the president and board were undermining his authority, causing the resignation of the
management company he had hired and making it difficult for him to hire a replacement.
(Interestingly, it appears that the president continued to be re-elected by the association’s
members during this time.) In 2015, a new petition was filed, seeking to enjoin the president and
board from exercising any management authority. The president responded by moving for
recusal and to dismiss the petition. The court denied these motions and entered an order
removing the president and calling for an election in accordance with the association’s bylaws.
The president appealed from this order.
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The Supreme Court limited its review to the question of whether there was evidence to
support the trial court’s 2015 decision to remove the president. Notably, the Court did not
analyze the issue under O.C.G.A. § 14-3-810, which authorizes a superior court to remove
directors of nonprofit corporations upon a petition brought by members holding at least 10% of
the corporation’s voting interest, if the director has engaged in fraud or dishonesty or has
committed a gross abuse of discretion. The defendant may have had an argument that removal
was not permitted under the statute because the plaintiffs held less than 10% of the association’s
voting interest, but the Court found that he had waived this argument by failing to raise it in the
court below. The Court also did not revisit whether the appointment of the receiver in 2012 was
proper, because no appeal had been taken from that order. Instead, the Court looked only at
whether the removal of the president maintained the status quo, finding that there was evidence
to support the conclusion that removal was needed to prevent the further waste of assets.

Sager v. Ivy Falls Plantation
339 Ga. App. 111, 793 S.E.2d 455 (2016)—Court of Appeals holds that homeowners’
association did not succeed to the interest of prior association in absence of vote or other
action evidencing that transfer of governing authority occurred.
This was a dispute between a homeowners’ association purporting to have authority to
govern a residential subdivision and a homeowner who challenged that authority. The Court of
Appeals held that the association had failed to take the steps necessary to show that it had
succeeded to the interest of an earlier association which had dissolved, such as a vote of the
original association’s members to transfer governing authority. Since the trial court held to the
contrary in granting summary judgment in favor of the association, the Court of Appeals
reversed.
In 1996, the developer of the Ivy Falls Plantation subdivision incorporated the Ivy Falls
Plantation Homeowners Association, Inc., and recorded covenants that granted a membership
interest in the association to each lot owner. In 2005, this association was administratively
dissolved. It was never reinstated. In 2006, two residents of the subdivision formed a new entity
which was also called Ivy Falls Plantation Homeowners Association, Inc. The two residents
filed articles of incorporation for the new entity, and it began to function just as the prior
association had. According to the summary judgment record, however, there was no transfer of
assets from the earlier association to the new one, no vote of members to incorporate the new
association, and no other act of the member that vested the new association with authority. In
fact, the original board was not aware that a new association had been formed until it learned of
this fact through the litigation.
The plaintiff purchased a home in the subdivision in 2010. She understood that she was a
member of the new association, that a majority of members had voted to dissolve the new
association, and that it conducted no business for several years. In 2014, the new association
notified the plaintiff of a delinquency on her dues. The plaintiff disputed the new association’s
authority to collect dues from her, and eventually sued the new association and its officers. The
new association counterclaimed for declaratory judgment and to collect the unpaid dues. The
parties made cross-motions for summary judgment. The trial court ruled in favor of the new
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association, holding that it was a successor to the original, dissolved association because of a
“continuity of interest” between the two associations.
The Court of Appeals began its analysis by questioning exactly what the trial court meant
in citing a “continuity of interest test.” The lower court believed such an analysis to be
appropriate based on two prior appellate decisions that the Court of Appeals found to be
inapposite. The first, Floyd v. Springfield Plantation Property Owners’ Ass’n, 245 Ga. App. 535
(2000), involved a modification to an 8-year old judgment rendered on a jury verdict to reflect
that the judgment plaintiff was the full successor in interest to an earlier homeowners’
association. The Court of Appeals found that in Floyd, it did not undertake its own analysis into
whether the judgment plaintiff actually was a successor in interest because the jury had decided
that issue in the underlying case 8 years earlier. The second, Rice v. Lost Mountain Homeowners
Ass’n, 269 Ga. App. 351 (2004), involved a question of whether a homeowners’ association
formed to govern only the first phase of a development could exercise authority over homes built
in later phases. The Court found that its decision in Rice did not rest on any question about
successor authority but rather turned on a specific majority vote of lot owners to have the
original association’s authority expanded to cover the entire subdivision. In the Court’s view,
neither Floyd nor Rice thus directly addressed the question of successor liability presented here.
The Court found its 2015 decision in Dan J. Sheehan Co. v. The Fairlawn on Jones
Condo. Ass’n, Inc., 334 Ga. App. 595 (2015) to be more enlightening. In Sheehan, the members
of a condo owners’ association voted to amend the condo declarations and bylaws to form a new
association. When the new association was incorporated, the board voted to cease operation of
the old association, and the owners voted to adopt restated declarations transferring
responsibility for governing the new condominium to the new association. The Court compared
the situation in Sheehan to the present case and found that none of the same formalities had been
followed with respect to Ivy Falls Plantation. The Court observed that “[t]he only legal act
reflected in the record is the mere filing of articles of incorporation of an entity with the same
name.” It found that even if the doctrine of corporate continuity—which normally is applied to
determine when a successor company has assumed the liabilities of a former company—had
relevance to the situation, the new association had not not observed the formalities that would be
needed to create a legally enforceable successor interest.
The Court thus reversed the trial court’s rulings insofar as they found that the new
association had authority to govern the subdivision under a corporate continuity analysis.

D.

TRANSACTIONAL CASES

Wallace v. Wallace
301 Ga. 195 (2017)—Supreme Court remands stock valuation dispute due to lack of
findings as to whether bylaws or subsequent shareholders agreement governed dispute.
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The Court of Appeals vacated a trial court order resolving a dispute over the value of
shares in a family-owned corporation, holding that the absence of findings of fact or conclusions
of law accompanying the trial court’s ruling rendered it impossible for the Court to conduct a
meaningful review.
At issue was whether the company’s original bylaws or a subsequent buy-sell agreement
governed the method of valuation of the plaintiff’s shares. The company, Wallace Electric, was
incorporated in 1959 by the parties’ father. Later on, the father gave two of his sons a 25% share
each and the third son, who was the plaintiff in this case, a 16.67% share, while retaining the rest
of the company’s shares. It was undisputed that the family intended for ownership of stock in
Wallace Electric to be reserved for people who worked for the company. The plaintiff ceased to
work for Wallace Electric in 1994, but he retained his shares. The record was disputed as to
whether and when the other brothers offered to buy the stock. The key legal question was what
document governed the parties’ conduct after the plaintiff ceased to be employed. The plaintiff
argued that the governing document was Wallace Electric’s original bylaws, enacted in 1959,
which provided that upon the termination of any shareholder’s employment, “the corporation
shall have the right and duty to purchase all the stock of said employee or officer and the former
officer or employee shall be obligated to sell his stock pursuant to these by-laws.” The bylaws
further provided that the purchase price would be the book value of the stock at the time that
notice was given, based on accepted accounting practices. The plaintiff argued that no offer had
ever been made and that he was therefore entitled to the book value of his stock at the time the
litigation began, which was approximately $2 million. The defendants, his two brothers, argued
that the bylaws constituted a shareholder agreement that had expired pursuant to O.C.G.A. § 142-732(b)(3), which provides that shareholder agreements shall be valid for no more than 20
years, and that they should not be bound to the bylaws because they were not shareholders in
1959. They further argued that the operative document was a 1988 Buy-Sell Agreement,
executed by the brothers, providing for the sale of a shareholder’s stock upon termination of
employment. According to the defendants, the plaintiff was obligated to sell pursuant to the
1988 agreement when he stopped working for the company in 1994, and therefore should only be
allowed to recover the value of the stock as it was in 1994. The plaintiff countered that the BuySell Agreement was inapplicable because it expired in 2008 and the defendants had made no
effort to obtain his stock before then.
The trial court rendered its decision orally from the bench following a bench trial. The
trial court stated that because the plaintiff had not “contributed in any meaningful way to the
growth and development of the company since 1994,” it was reasonable that he should receive
what he would have received at that time “had he done what he was supposed to do, which was
to return the stock to the company.” It found that this value was $54,200, and awarded the
plaintiff this amount. The trial court refused the plaintiff’s request to enter findings of fact and
conclusions of law, instead issuing a written order that referenced the oral ruling.
The Court of Appeals held that it was error for the trial court to render its decision
without making sufficient findings of fact and conclusions of law. The Court observed that the
trial court “seem[ed] to recognize that the outcome may depend on whether the governing
documents gave the parties a right to buy or sell or a duty to buy or sell. Absent a determination
of which document applied, if any, and what the terms of that document demanded of the parties,
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this Court cannot provide meaningful appellate review.” Noting that the trial court relied on
principles of equity to reach its result, the Court of Appeals pointed out that “equity follows the
law” and that it “does not permit a court to substitute its own notion of what is right in a
particular case for a determination of what the law demands.” The case was remanded with
directions to the trial court to making findings of fact and conclusions of law, “including whether
the Bylaws, Buy-Sell Agreement, or any other document governs the parties’ dispute.”

Edwards v. Campbell
338 Ga. App. 876, 792 S.E.2d 142 (2016)—Former owner not liable for negligent training of
new owner in action brought by injured customer.
This negligence action addressed the potential duties and liabilities owed by the seller of
a business to third parties who claimed to have been injured by the company’s products and
services after it is sold. Affirming the grant of summary judgment to the former owner, the Court
of Appeals found that a negligent training claim against the former owner could not be
maintained as a matter of law, because proximate causation could not be proven.
The longtime owner of a tire company sold it in 2009 to an admitted novice in the
business. In connection with the asset purchase agreement through which the company was sold,
the previous owner agreed to provide 60 days of training to the new owner, during which time he
instructed the new owner as to the company’s standard installation procedure when a customer
purchases only two new tires instead of four. Two years later, the company followed this
procedure in installing two new tires for the plaintiff’s grandmother. The plaintiff had a serious
accident, which he blamed on the manner in which the tires were installed. The plaintiff sued
various parties for negligence, including the former owner, whom he claimed provided negligent
training to the new owner and other employees.
During discovery, it was learned that the former owner instructed the new owner to install
two new tires on the front axles, which had been the company’s standard policy for over 20
years. The new owner testified at his deposition that he also conducted his own industry research
which informed him that there was a debate within the industry regarding correct tire placement,
and acknowledged that he would have changed the procedure if he believed that it was improper.
The former owner moved for summary judgment, claiming that he owed no duty to the plaintiff
and also that his training two years earlier could not have been the proximate cause of the
plaintiff’s injury. The trial court granted the motion, focusing on the element of causation. On
appeal, the plaintiff argued that the trial court had essentially held that the passage of time alone
broke the chain of causation. The Court of Appeals observed that even if the trial court had
focused only on the passage of time, this would not necessarily constitute error, as it is possible
that a substantial lapse of time by itself would render an injury to be unforeseeable as a matter of
law. The Court deemed it unnecessary to determine whether this was such a case, since the trial
court had also taken into consideration the new owner’s independent research and his continuing
decision to install two new tires on the front axles, which constituted an intervening cause. The
Court further noted that the new owner “had certain legal obligations to ensure, on an ongoing
basis, that his company was selling and installing tires in a manner that would not render his
customers’ vehicles unsafe.” The Court thus concluded that it was not foreseeable to the former
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owner that the new owner would continue to blindly follow the instructions he received during
the training period for two years without questioning them.

E.

LITIGATION ISSUES

1.

Standing and Capacity to Sue

Lathan v. Hospital Auth. of Charlton County
2017 WL 3528932 (Ga. App. Aug. 16, 2017)—Court of Appeals holds that hospital
authorities are not “corporations” for purpose of Civil Practice Act’s service of process
rules.
This case addresses whether a hospital authority is a “corporation” such that it can be
served with process in the same manner as other types of corporations under O.C.G.A. § 9-114(e)(1)(A), which authorizes service on a corporation’s president, other officer, managing agent
or registered agent. The Court of Appeals answered this question in the negative, holding that a
hospital authority is a public body that must be served through its CEO or clerk pursuant to
O.C.G.A. § 9-11-4(e)(5), even if it is formed as a public corporation.
The plaintiff brought a medical malpractice and wrongful death action against the
Hospital Authority of Charlton County d/b/a Charlton Memorial Hospital and several other
defendants in January, 2015, based on an incident that occurred at the hospital in February, 2013.
The plaintiff served process on a member of the hospital authority’s board who also served as its
legal counsel. The hospital authority entered a special appearance and asserted that it had not
been properly served with process. The plaintiff voluntarily dismissed the suit in July, 2015, and
filed a new suit in January, 2016. This time, the plaintiff served not only the hospital authority
board member she had previously served, but also its former and current CEOs. The hospital
authority argued that the plaintiff’s wrongful death and loss of consortium claims were timebarred, because more than two years had passed since the incident, and the new suit could not be
treated as a renewal of the original suit due to the plaintiff’s failure to perfect service in the
earlier action. It was undisputed that the claims were time barred unless the plaintiff could show
that her service of the original complaint was effective.
The plaintiff argued that because the hospital authority was considered to be a public
corporation formed under Georgia law, she was entitled to perfect service under O.C.G.A. § 911-4(e)(1)(A) and had done so through her service of the hospital authority’s board member and
legal representative. (Since the case was decided on other grounds, it is unclear whether the
plaintiff had truly satisfied O.C.G.A. § 9-11-4(e)(1)(A), since a corporation’s “board member and
legal representative” is not necessarily a “president, other officer, managing agent, or registered
agent.”) The trial court found that the original complaint had not been properly served and
dismissed the claims carrying a 2-year statute of limitations.
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On appeal, the Court of Appeals engaged in a textual review of O.C.G.A. § 9-11-4 to
determine whether a hospital authority can be a type of corporation that may be served under
subsection (e)(1)(A). It observed that this subsection applies only to corporations that are
“incorporated or domesticated under the laws of this state” or to foreign corporations that are
authorized to do business in Georgia. Although the term “incorporated…under the laws of this
state” is not specifically defined in the statute, the Court reasoned that its meaning could be
determined by reading the provision in pari materia with the rest of the statute. The rest of the
subsection discusses the role of the Secretary of State as an agent of the corporation if other
service methods have failed, and references the plaintiff’s duty to deliver service to the
corporation’s last registered office or registered agent as reflected in the Secretary of State’s
records if process is served in this manner. From this and other provisions, the court concluded
that subsection (e)(1)(A) was intended to refer to the types off corporations that are formed
through the filing of organizational documents with the Secretary of State, and whose records are
maintained by the Secretary of State. A hospital authority in Georgia is not formed in this
manner. Instead, hospital authorities are formed by law pursuant to O.C.G.A. § 31-7-72, and as
such they do not file organizational documents with the Secretary of State. The Court observed
that this was true even if the hospital authority is construed to be a public corporation for other
purposes. It cited previous decisions recognizing a general proposition that hospital authorities
and other public corporations are not treated as corporations for all purposes. For instance, it has
previously been held that hospital authorities are not eligible for Chapter 11 bankruptcy
protection and are not subject to the Worker’s Compensation Act in the same manner as other
corporations.
The Court concluded that service of a hospital authority must be conducted pursuant to
O.C.G.A. § 9-11-4(e)(5), which provides that a “public body or organization” may be served
through its chief executive officer or clerk. Since the plaintiff had not done that with respect to
her original complaint, the Court of Appeals affirmed the dismissal of the time-barred claims.

La Mara X, Inc. v. Baden
340 Ga. App. 592 (2017)—Complaint’s identification of existing but wrong corporation was
not mere misnomer, but instead required leave of court to fix.
This appeal addresses the question of when a court order is necessary to amend a complaint
filed in Georgia state court that incorrectly identifies a corporate defendant. Naming the wrong
corporate entity can have significant implications in some cases. Here, a complaint and
summons were served on the proper corporation through its registered agent, but the documents
identified a different, unrelated corporation whose existence could be proven from the Secretary
of State’s records. Because of this, the service was deemed by the Court of Appeals to be
ineffective, as was the plaintiff’s later attempt to amend the complaint without leave of court for
the stated purpose of correcting a misnomer.
The case arose from an alleged slip and fall incident leading to the death of a restaurant
patron. The appellant, La Mara X, Inc. d/b/a El Rodeo Restaurant #3 (“La Mara”), operated the
restaurant where the incident occurred. The initial complaint identified an entity called “El
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Rodeo Mexican Restaurant, Inc.” as the defendant. On November 4, 2015, the complaint and
summons (which also identified “El Rodeo Mexican Restaurant, Inc.” as the defendant) were
served on La Mara’s CEO at the restaurant’s address. On December 1, 2015, an attorney for La
Mara notified plaintiff’s counsel that the wrong entity had been sued and that La Mara had no
relationship with El Rodeo Mexican Restaurant, Inc. The attorney further notified plaintiff’s
counsel that La Mara would not be answering the complaint. After no answer was filed, on
January 19, 2016, the plaintiff amended the complaint, without seeking leave, to change the
name of the defendant to La Mara, stating that the change was intended to correct a misnomer as
to the identity of the defendant. On the same day, on the plaintiff’s motion, the court entered a
default judgment against La Mara, finding that La Mara had been properly served with the
original complaint on November 4. La Mara then entered a special appearance and moved to
open default. Its submission to the court included records from the Secretary of State showing
that there actually was a Georgia corporation called El Rodeo Mexican Restaurant, Inc., having a
different address, different CEO and different registered agent than La Mara. La Mara’s CEO
gave an affidavit stating that he had nothing to do with this corporation. The affidavit also
addressed the merits of the lawsuit and stated that the La Mara was prepared to defend against
the lawsuit on the merits. The trial court denied the motion to open default, and this appeal
followed.
The Court of Appeals held that La Mara had never been properly served and that the
plaintiff’s amendment to the complaint was ineffective. The Court found that the change to the
defendant’s name in the complaint had the substantive effect of adding a new defendant and was
not the correction of a mere misnomer. Under the Civil Practice Act, amendments to the
complaint to add a new party require leave of court, and no such leave was sought or given here.
Critical to the Court’s analysis was the fact that the original named defendant was a real
corporation whose existence was reflected in the Secretary of State’s records. The Court cited
multiple prior appellate decisions holding that where the incorrectly named corporate defendant
and the real defendant are both actually in existence when the action is filed, the naming of the
incorrect corporation is not a simple misnomer, and correcting the error requires a court order.
See, e.g., Dollar Concrete Const. Co. v. Watson, 207 Ga. App. 452, 428 S.E.2d 379 (1993); Smith
v. Vencare, Inc., 238 Ga. App. 621, 519 S.E.2d 735 (1999). The Court concluded that, at least in
cases where a wrong but real corporation is named in the complaint, leave of court must be
sought to change the party’s name. The opinion does not address whether the outcome would be
the same if the original complaint had identified a fictitious or nonexistent corporation and the
correct defendant accepted service.
Finally, the Court found that La Mara had met the remaining requirements for opening a
default, in that it presented evidence that it had raised a meritorious defense, filed an answer with
its motion, and announced that it was ready to proceed to trial. The Court stated that it was
irrelevant that La Mara knew about the lawsuit and brushed away the trial court’s suggestion that
it had made a strategic decision not to answer, finding that this was irrelevant because La Mara
had not been properly served.
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Occidental Fire and Casualty of North Carolina v. Goodman
339 Ga. App. 427, 793 S.E.2d 606 (2016)--Reformation of insurance contract held proper to
correct mutual mistake as to insured status of purchaser of business.
In this insurance dispute, the Court of Appeals held that the trial court acted properly in
reforming a policy that misidentified the owner of the insured party, on the grounds of mutual
mistake. In 2008, an LLC purchased the Irish Bred Bar & Grill, a bar in McDonough, from a
corporation named Irish Bred Bar & Grill V, Inc. The selling corporation conveyed its entire
interest in the bar and its assets in the sale. The purchaser, through its sole member, applied for
commercial insurance coverage with the defendant. On the application, the new owner identified
the insureds as “Irish Bred Pub & Grille V, Inc.” and “Irish Bred Pub & Grill”. The application
was accepted and the defendant issued a policy listing the insured as Irish Bred Pub & Grill, Inc.
Later on, the purchaser was named in a wrongful death suit involving an incident at the bar. The
defendant denied coverage to the purchaser, citing the fact that it did not fall within the definition
of an insured. The purchaser thereafter assigned its claims against the defendant to the wrongful
death plaintiffs in connection with a settlement of the underlying suit.
The trial court held, and the Court of Appeals agreed, that the doctrine of mutual mistake
applied. It was clear to the court that the purchaser of the bar mistakenly identified the prior
owner of the bar in the application for insurance coverage. (The individual who submitted the
application explained that he believed he should list the prior owner to be sure that the bar was
completely covered under the policy). The Court held that it was proper to consider the mistake
to be mutual, because the defendant failed to come forward with any material fact that would
indicate why either party would have intended to purchase insurance for only the bar’s prior
owner and not its new owner. The Court found that the “clear intent of the contracting parties”
was to provide insurance for the new, post-sale business. The Court also rejected the defendant’s
argument that it would be prejudiced by reformation, holding that the defendant bargained to
insure the operations of the bar and the loss of a potential windfall caused by mistake cannot be
characterized as prejudicial.

S.D.E. Inc. v. Finley
340 Ga. App. 684 (2017)—Fast food restaurant’s shift manager held to be a “managing
agent” for purpose of Civil Practice Act’s service of process rules.
In one of the first notable decisions addressing the 2013 version of O.C.G.A. § 9-11-4(e),
governing the method of service of a corporation, the Court of Appeals affirmed a trial court
order finding that the owner of a McDonald’s franchise was properly served when the complaint
and summons were hand delivered to a shift manager working behind the counter at the
restaurant. Applying the deferential “any evidence” standard of review, the Court held that there
was sufficient evidence to support the trial court’s finding that the shift manager was a
“managing agent” of the franchise owner by virtue of her supervisory responsibilities. The
decision indicates that courts may take a broad view of the term “managing agent” as it is used in
the revised version of § 9-11-4(e).
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This action arose from an alleged slip and fall incident at a McDonald’s owned and
operated by the defendant, S.D.E., Inc. (“S.D.E.”). S.D.E. owns four McDonald’s restaurants
and employs approximately 250 people, including over 80 at the restaurant where the alleged
incident occurred. Shortly after the complaint was filed in December, 2014, a deputy sheriff
served the restaurant’s shift manager, who later testified that she did not understand the
significance of the papers, that she took them to the office in the back of the restaurant because
that was generally what she did when signing papers delivered to her, that she did not inform
upper management about the service, and that she did not know what happened to the papers
thereafter. S.D.E. never responded to the complaint, and a $250,000 default judgment was
eventually entered against it. In March, 2015, S.D.E. moved to set aside the judgment, arguing
inter alia that it had not been properly served under O.C.G.A. § 9-11-4(e). The trial court denied
the motion, finding that when the shift manager was served with the complaint and summons,
“she was, in fact, the corporate agent of the Defendant and, at all times relevant, was exercising a
managerial and supervisory role of her principal, [S.D.E.].”
O.C.G.A. § 9-11-4(e)(1)(A) provides that a Georgia corporation may be served by
delivering a copy of the complaint and summons to its president or other officer or a “managing
agent” or “registered agent” of the corporation. The pre-2013 version of the statute considered
service to be effective when delivered to “the president or other officer of the corporation,
secretary, cashier, managing agent, or other agent thereof.” In this case, the effectiveness of
service depended on whether the shift manager was a “managing agent.” That term was
previously undefined in the statute, but the 2013 amendment added a specific definition: “a
person employed by a corporation or a foreign corporation who is at an office or facility in this
state and who has managerial or supervisory authority for such corporation or foreign
corporation.” S.D.E. submitted an affidavit of the shift manager, who stated that she did not
have a supervisory or managerial role at the restaurant, did not make any significant decisions
without the restaurant manager’s approval, and had no specific responsibilities to relay
information to higher officials at the company. The trial court noted, however, that the shift
manager also testified at her deposition that she was generally responsible for supervising the
other employees during her shift, and that her job responsibilities included handling customer
service issues, ensuring food quality and cleanliness of the facilities, reporting accidents during
her shift to upper management, and handling bank deposits. The trial court found this to be
sufficient evidence that her position was “of a supervisory or managerial nature” for purposes of
O.C.G.A. § 9-11-4(e)(1)(A).
On appeal, the Court of Appeals’ role was limited to determining whether there was any
evidence to support the trial court’s finding. The Court found that the aforementioned deposition
testimony was sufficient. Notably, the Court cited a handful of cases decided under the pre-2013
version of the statute in which a similar “managerial or supervisory authority” test even though
those words were not then part of the statute. This suggests that the Court views these cases as
having some continuing vitality and may provide further guidance as to where the line between
effective and ineffective service is to be drawn.
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Vasile v. Addo
341 Ga. App. 236 (2017)—Court of Appeals explains meaning of “reasonable diligence” for
purposes of rules governing service of an LLC.
In this case, the Court of Appeals addressed the meaning of “reasonable diligence” in the
context of attempting service on a limited liability company. O.C.G.A. § 14-11-209(f) provides
that “[w]henever a limited liability company shall fail to appoint or maintain a registered agent in
this state or whenever its registered agent cannot with reasonable diligence be found at the
registered office, then the Secretary of State shall be an agent of such limited liability company
upon whom any process, notice, or demand may be served.” The statute goes on to provide a
procedure for perfecting service in this situation. Affirming the trial court’s denial of a motion to
set aside a default judgment, the Court of Appeals held that it was within the trial court’s
discretion to find that the plaintiff had exercised “reasonable diligence” even though it was
undisputed that the plaintiff had made only a single attempt to serve the LLC through its
registered agent prior to serving the Secretary of State.
The plaintiff and the LLC’s principal and registered agent were well acquainted; in fact,
they lived in different sections of the same house. The plaintiff, Addo, claimed that he and the
individual defendant, Vasile, reached an agreement in which Vasile’s company Roga Import
Export, LLC (“Roga”) would receive a check on behalf of Addo and then forward the money to
Addo, but that Vasile instead caused Roga to forward the money to himself. On September 10,
2015, Addo attempted to serve a copy of the summons and complaint on Vasile individually and
as the registered agent for Roga, but the service was returned with a note that Vasile was
“possibly” out of the country. That was the only time that Addo attempted to serve Roga through
Vasile as its registered agent. In the weeks that followed, Addo claimed that he received various
text messages from Vasile that alternated between making threats and asking questions about the
lawsuit, and that Vasile at one point claimed to be “in a Mexican jail.” In October, 2015, Addo
successfully moved the trial court to allow him to serve Vasile (but apparently not Roga) by
publication, which he attempted to do during December, 2015.
On December 11, 2015, Addo effected substitute service on Roga by serving the
Secretary of State via certified mail. The defendants failed to answer, and Addo thereafter
obtained a default judgment. The defendants then appeared and moved to set aside the default
judgment. They claimed that Addo had misled the court regarding Vasile’s whereabouts, that he
had been in Romania during the entire relevant period, and that Addo knew this because he was
renting Vasile’s basement apartment. The trial court denied the motion to set aside, and also
denied a motion to set aside the default judgment for lack of personal jurisdiction based upon
improper service.
On appeal, the defendants appeared to have backed away from any claim that Addo had
misled the trial court. Roga’s appeal centered on the fact that Addo had made only one attempt
to serve it before effecting substitute service on the Secretary of State. Roga argued that a single
attempt at service could not possibly constitute “reasonable diligence” under O.C.G.A. § 14-11209. Applying an abuse of discretion standard of review, the Court of Appeals affirmed. The
Court noted that “reasonable diligence” is not defined in the statute, and turned to the Black’s
Law Dictionary definition: “diligence reasonably expected from, and ordinarily exercised by, a
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person who seeks to satisfy a legal requirement or to discharge an obligation. Also termed
reasonable diligence; common diligence.” The Court found that there was evidence to support a
finding that Addo exercised reasonable diligence, given the possibility that Vasile was not in
Georgia but was either in a Mexican jail (as he told Addo at the time) or in Romania (as he later
claimed), thus making it impossible for Addo to perfect service on Roga at the address of its
registered agent. The Court also found that Addo had correctly followed all of the steps for
substitute service.

Oskouei v. Orthopaedic & Spine Surgery of Atlanta, LLC
340 Ga. App. 67 (2017)—Prior pending action rule did not bar prosecution of claims by
sibling corporation of plaintiff in earlier filed action.
This Court of Appeals decision discusses some basic principles of corporate separateness
and how they apply to the prior pending action rule, O.C.G.A. § 9-2-5(a). Under the prior
pending action rule, no plaintiff may prosecute two actions in court at the same time for the same
cause of action against the same party. On August 3, 2015, Ortho Sport & Spine Physicians
Savannah LLC (“Ortho Savannah”) filed an action in the Superior Court of Fulton County
against four defendants: two individuals and two LLCs. Two weeks later, a group that included
some of the defendants to the August 3 lawsuit filed their own lawsuit in the same court against
Ortho Sport & Spine Physicians, LLC (“Ortho Atlanta”) and a doctor who was the controlling
member of both Ortho Atlanta and Ortho Savannah. Ortho Atlanta and the doctor filed a
counterclaim against the plaintiffs to the second action, asserting claims that were similar to
those that had been asserted by Ortho Savannah in the August 3 lawsuit. It was undisputed that
despite their similar names and common ownership, the two Ortho entities were separate and
distinct companies. The plaintiffs to the second action moved to dismiss the counterclaims,
arguing that they were essentially identical to the claims at issue in the first lawsuit. The trial
court granted the motion. The Court of Appeals reversed, holding that “the parties that function
as plaintiffs in the [August 3] Lawsuit and, for purposes of the counterclaim, in the Second
Lawsuit are not identical.” The Court explained that O.C.G.A. § 9-2-5(a) does not anywhere
prohibit separate plaintiffs from maintaining separate actions against the same defendants for the
same causes of action. Thus the prior pending action rule did not bar the counterclaim in the
second lawsuit since neither of the counterclaim plaintiffs were parties to the first suit.

One Buckhead Loop Condominium JE-067 Association v. Regent Tower
Holdings, LLC
341 Ga. App. 5 (2017)—Court of Appeals holds that existence of corporate seal on contract
invoked 20-year statute of limitations regardless of corporation’s stated reason for affixing
the seal.
In this action for breach of an easement agreement, the Court of Appeals held that the
presence of a contracting party’s corporate seal on the original document was sufficient to
establish that the corporation executed the agreement “under seal” for purposes of determining
the correct statute of limitation. Breach of contract actions are subject to a six-year statute of

29

Chapter 3
31 of 46

limitations, but under O.C.G.A. § 9-3-23, actions on an instrument under seal are subject to a 20
year limitations period. This action was filed in 2015 by a homeowners’ association against the
property owner for breach of an easement agreement for the use of a private roadway that had
been executed in 1995. The homeowners’ association claimed that the defendant breached the
agreement by restricting access to the roadway during rush hours in an arbitrary manner to the
prejudice of the association’s members. The trial court entered summary judgment in favor of
the defendant on an independent ground that did not implicate the statute of limitations issue, but
because the Court of Appeals held that issues of fact precluded summary judgment on this
ground, the limitations issue became dispositive. The Court cited settled law holding that “to
constitute a sealed instrument, there must be both a recital in the body of the instrument of an
intention to use a seal and the affixing of the seal or scroll after the signature.” The easement
agreement stated that the parties’ duly authorized representatives “have signed and sealed this
Agreement as of the date and year first above written.” On its signature line, the defendant had
placed its corporate seal, bearing the word “SEAL,” next to the signature. The defendant argued
that it had not affixed its seal in the manner contemplated by O.C.G.A. § 9-3-23, but rather had
only done so for the limited purpose of showing that the signing officer had the authority to bind
the corporation. The Court disagreed, holding that the case was controlled by two earlier Court
of Appeals decisions, McCalla v. Stuckey, 233 Ga. App. 397, 504 S.E.2d 269 (1998) and
Donalson v. Coca-Cola Co., 164 Ga. App. 712, 298 S.E.2d 25 (1982). Finding that the easement
agreement contained both the necessary recital language indicating the intent to use a seal and
the seal itself, the Court ruled that the action was timely.

2.

Secondary Liability

Corrugated Replacements, Inc. v. Johnson
340 Ga. App. 364 (2017)—Court of Appeals holds that prohibition against “reverse veil
piercing” is not subject to exceptions.
In this tort action arising from a fatal accident involving a company owned truck, caused
by a company employee (and son of the company’s owner) who was using the truck for personal
reasons, the Court of Appeals reiterated that Georgia does not recognize “reverse veil piercing,”
under which creditors would be able to satisfy an individual’s debts out of the assets of a
corporation. The Court further held that Georgia’s prohibition against “outsider” reverse veil
piercing claims is not subject to exceptions. In the same opinion, the Court rejected the
plaintiffs’ attempt to hold the company responsible for the accident under a joint venture theory.
In July 2011, the son of the owner of Corrugated Replacements, Inc., driving the truck
while under the influence, struck a van, killing a child and injuring other family members. It was
undisputed that the van was owned by the company, that the son used it for both business and
personal reasons, and that he was not on business when the crash occurred. The deceased child’s
parents sued Corrugated Replacements and its owner under a variety of secondary liability
theories. The defendants moved for summary judgment on several grounds, including that there
was no basis for joint venture liability and that the plaintiffs’ reverse veil piercing claim was
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foreclosed by law. The trial court denied the defendants’ motion. The Court of Appeals granted
the defendants’ application for interlocutory appeal, and reversed.
Regarding the plaintiffs’ claims based on reverse veil piercing, the Court of Appeals held
that outsider reverse veil piercing claims are completely barred under Acree v. McMahan, 276
Ga. 880, 585 S.E.2d 873 (2003). An outsider reverse veil piercing claim is one in which a thirdparty creditor (such as a plaintiff in a tort action) attempts to pierce the veil in order to satisfy the
debts of a corporate insider out of the corporation’s assets. The plaintiffs argued that Acree
permits a narrow exception allowing outsiders to proceed against the corporation in cases where
the outsider would otherwise be left without an adequate legal remedy. In support of this
proposition, the plaintiffs pointed to the Supreme Court’s statement in Acree that veil piercing “is
appropriately granted only in the absence of adequate remedies at law,” arguing that this left the
door open for some reverse veil piercing claims. The Court of Appeals rejected this argument,
noting that Acree elsewhere found that traditional remedies and standard judgment collection
procedures provided an adequate remedy for injured third parties like the plaintiffs. The Court
wrote that the “strong language [in Acree] rejecting reverse piercing leaves no door open for an
exception to exist. The Supreme Court firmly closed that door, and we are in no position to carve
a hole in it.”
The Court of Appeals also held that the defendants could not be liable for torts committed
by the son while operating the company’s truck under a joint venture theory. The Court found
that “for a joint venture to exist, there must be not only a joint interest in the objects and purpose
of the enterprise, but also an equal right, express or implied, to direct and control the conduct of
one another in the activity causing the injury.” While there may have been some evidence of a
joint undertaking by Corrugated Replacements, the owner and the son to purchase a car that
would be used by the son for both business and personal matters, the Court found no evidence to
satisfy the necessary element of mutual control. The record showed that the company had the
right to use the vehicle whenever it needed it, but that the son did not have a corresponding right
to prevent the company from using the vehicle whenever it wanted to do so.
In the same opinion, the Court of Appeals also held in favor of the defendants as to the
plaintiffs’ claims based on negligent entrustment and respondeat superior. The Court found that
the negligent entrustment claim was not viable since there was no evidence that the defendants
knew of the son’s use of alcohol and inhalants, and that the respondeat superior claim was
foreclosed by the undisputed evidence showing that the son was using the truck for purely
personal reasons.

Thomas v. Tenet Healthsystem GB, Inc.
340 Ga. App. 78 (2016)—Hospital could not rely on language in contracts with physician
groups to establish that individual physicians served as independent contractors.
This appeal presented questions concerning a hospital’s liability under theories of
respondeat superior and joint venture liability for the alleged professional malpractice of two
doctors who provided services at the hospital through contracts between their physician groups
and the hospital. The plaintiff was involved in a car accident and was brought to the emergency
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room at Atlanta Medical Center (“AMC”). Both the treating doctor and a radiologist reviewing
CT scan results failed to discover a fracture in the plaintiff’s cervical spine which later rendered
the plaintiff a quadriplegic. Neither of the two doctors had a direct contractual relationship with
AMC. Instead, both performed services at the hospital through their physician practices, who
had contracts with AMC. The relevant contracts contained provisions stating that the practice
groups were “acting as independent contractors, and shall not be considered employees or agents
of [AMC].”
In the trial court, AMC cited this language in moving for summary judgment on the
ground that the two doctors were independent contractors. The trial court granted the motion.
The Court of Appeals held that this was error, citing Georgia’s specific statutory scheme to
determine the employment status of a “health care professional.” O.C.G.A. § 51-2-5.1(f) states
that whether a health care professional is an agent, employee or independent contractor “shall be
determined by the language of the contract between the health care professional and the
hospital.” While the contract language at issue would seem to support the trial court’s
conclusion, the next sentence of § 51-2-5.1(f) states: “In the absence of such a contract, or if the
contract is unclear or ambiguous, a health care professional shall only be considered the
hospital's employee or actual agent if it can be shown by a preponderance of the evidence that
the hospital reserves the right to control the time, manner, or method in which the health care
professional performs the services….” (emphasis added). The Court found that the
circumstances of this case unambiguously invoked this sentence because there was no contract
between the individual doctors and AMC. This meant that in order to prevail on summary
judgment, AMC would have to show as a matter of law that it did not reserve the right to control
the time, manner and method in which the two doctors performed their services. Since the trial
court did not address that question, the Court of Appeals remanded for further proceedings.
AMC also prevailed in the trial court as to the plaintiff’s joint venture theory, as the trial
court found that no joint venture existed. Here, the Court of Appeals affirmed the decision
insofar as it held that there was no joint venture between AMC and the physician groups. The
relevant contracts contained some provisions that required the practices to cooperate with AMC
with regard to staffing and scheduling. In the Court’s view, these provisions demonstrated that
there was “some interdependency between the parties,” but fell short of establishing the right of
mutual control that is required for contracting parties to be considered joint venturers. The Court
vacated the summary judgment order, however, insofar as it found that there was no joint venture
between AMC and the two doctors. The reason for this did not relate to the merits; rather, the
Court found that the trial court had made this determination sua sponte without providing the
plaintiff a sufficient opportunity to present argument on the issue.

Barnes v. Smith
339 Ga. App. 607, 794 S.E.2d 262 (2016)—Owner and officer of corporation held not
personally liable for corporation’s negligent training of employee.
In this case, the Court of Appeals held that the general rule holding corporate officers
personally liable for torts by the corporation in which the officer personally participates does not
apply to claims involving negligent training of the corporation’s employees. This means that if
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the essence of the claim is that the officer failed to properly train an employee, resulting in tort
liability to the corporation, the officer can only be held personally liable under veil-piercing
principles. The Court also held, unanimously, that the plaintiff’s evidence failed to support a
negligent supervision claim as a matter of law.
The case involved a claim under Georgia’s Dram Shop law, O.C.G.A. § 51-1-40, against
a corporation that owned a Rockdale County tavern and the corporation’s principal and sole
shareholder, Smith. The plaintiff, who was seriously injured in a car accident caused by an
intoxicated patron, asserted that Smith negligently trained and supervised the tavern’s
employees. Smith moved for summary judgment on the grounds that the plaintiff had failed to
pierce the corporate veil, and the trial court ruled in favor of Smith.
The Court recognized that as a general rule, a corporate officer who takes no part in the
commission of a tort committed by the corporation is not personally liable unless he specifically
directed the particular act to be done or participated therein. This rule is subject only to veilpiercing principles. By contrast, an officer who directly participates in a tort may be personally
liable without regard to veil-piercing rules. Here, the claim was premised on Smith’s inaction;
i.e., his failure to properly train the tavern’s staff. The Court cited its prior decision in Beasley v.
A Better Gas Co., 269 Ga. App. 426 (2004), which held that the failure to properly train an
employee “does not constitute sufficiently direct participation in a tort leading to a plaintiff’s
injuries.” The Court found the case indistinguishable from the situation described in Beasley and
affirmed. It also affirmed the trial court’s determination that the plaintiff had not shown evidence
sufficient to establish the elements of a negligent supervision claim.
One judge on the panel wrote a separate opinion concurring specially in the Court’s
ruling but disagreeing that a corporate officer can never be personally liable for negligent
training under the “direct participation” rule. The concurring opinion questioned the majority’s
reliance on Beasley, arguing that Beasley did not establish a bright line rule applicable to
negligent supervision claims, and that any statement to that effect was dicta. Because the ruling
on this issue was not unanimous, the Court’s opinion stands as physical precedent only.

Bryant v. Optima International, Inc.
339 Ga. App. 696, 792 S.E.2d 489 (2016)—Court of Appeals addresses debtor’s reliance on
alter ego doctrine against two creditors owned by same individual, finds question of fact
precluding summary judgment in favor of creditors.
This case presents a situation in which the alter ego doctrine can be used in favor of a
debtor against a creditor’s attempts to recover the debt. The Court of Appeals held that the
creditors should not have been granted summary judgment on a claim to collect on a note
because of a question of fact as to whether the lender was an alter ego of a previous lender who
failed to confirm an earlier foreclosure sale on the collateral property. The Court found the alter
ego argument to be relevant to whether the two loans were owed to the same creditor and
therefore “inextricably intertwined” such that the second debt could not be recovered until the
foreclosure on the first debt was confirmed.
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The debtor, Bryant, operated a nightclub on property he owned. His accountant, Madan,
was the sole owner, registered agent, CEO, CFO and corporate secretary of two separate
corporations, Optima and Innovative. In 2001, Optima loaned Bryant $200,000, and Bryant gave
Optima a security deed on the real property on which the club was situated. In 2004, Innovative
loaned Bryant $345,000. This loan, like the 2001 Optima loan, was for the purpose of financing
the club’s business. The 2004 note stated that it was to be secured by both the property on which
the club was situated and the property next to it, where Bryant lived. Optima made a second loan
to Bryant in 2007, again for the purpose of financing the business. The 2007 note stated that the
loan was to be secured by only the club property. The security deeds referenced in the 2004 and
2007 notes were never recorded. Later in 2007, Optima foreclosed on the property. Optima,
acting as attorney-in-fact for Bryant, executed a Deed Under Power which stated, among other
things, that Bryant had delivered the 2004 security deed to Optima. In April, 2008, Optima
transferred the property to Madan.
Bryant filed suit against Madan, Optima and Innovative, asserting a number of tort and
statutory claims and seeking to set aside the foreclosure of the club property under the security
deeds he gave. Optima and Innovative counterclaimed to recover on their notes. The trial court
entered summary judgment in favor of the creditors. On appeal, Bryant asserted that the
counterclaims were barred by Optima’s failure to confirm the foreclosure sale pursuant to
O.C.G.A. § 44-14-161(a), which provides that no action may be taken to obtain a deficiency
judgment unless the person instituting foreclosure proceedings reports the sale to the superior
court of the county where the land is located for confirmation and approval, and such
confirmation is given. Previous Court of Appeals decisions established a rule that where there
are “inextricably intertwined” debts that are owed to the same creditor and secured by the same
property, the creditor cannot recover the later debt after foreclosing on the first one unless the
foreclosure is confirmed. The Court of Appeals found, with respect to the two Optima loans, that
there was a question of fact as to whether they were both made for the same purpose, precluding
summary judgment in favor of Optima.
Turning to the 2004 loan by Innovative, the Court of Appeals found that this loan could
also be treated as “inextricably intertwined” with the 2001 under alter ego principles. The Court
concluded that a jury could find that Optima and Innovative were both alter egos of Madan, in
which case all of the loans could be deemed to have been made by the same lender (Madan). In
support of this conclusion, the Court cited the fact that Madan was the sole owner and officer of
both corporations and that they shared a business address. Interestingly, the Court also cited the
fact that Madan and the two corporations were jointly represented by counsel and filed pleadings
that suggested that the two entities and Madan treated themselves as one and the same. Finally,
the Court viewed the creditors’ conduct during and after the foreclosure, leading to the eventual
transfer of the club property to Madan, as potentially raising an inference that the two
corporations were alter egos of Madan. The Court noted that if the jury found that the corporate
creditors were alter egos of Madan, the trial court could then find that the efforts to collect the
2004 Innovative note were barred by the failure to record the earlier foreclosure sale.
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Matter of Hilsman
2017 WL 3438912 (Bankr. M.D. Ga. Aug. 9, 2017)—Bankruptcy court rejects creditor’s
attempt to pierce veil of debtor to reach assets of its sole shareholder.
In this adversary proceeding, the bankruptcy court denied a creditor’s attempt to pierce the
veil of a corporation in which the debtor was the sole officer, director and shareholder, rejecting a
litany of arguments based on the manner in which the debtor conducted business as well as his
actions during the bankruptcy proceeding himself.
The debtor was a homebuilder who conducted business through his corporation, Pilot
Builders, Inc. The plaintiff, a family trust, entered into a contract with Pilot for the construction
of a house on Lake Oconee. Hilsman and Pilot encountered financial difficulties during
construction which prevented them from completing the project. The plaintiff filed a claim to
recover certain amounts that were advanced to Pilot pursuant to the construction contract that
were alleged to be in excess of the value of the labor and materials provided. The plaintiff
sought to have these amounts declared nondischargeable under Section 523 of the Bankruptcy
Act. In addition to a “false representations” claim that was evaluated under federal law and
decided in favor of the debtor, the plaintiff claimed that Pilot was the debtor’s alter ego under
Georgia law.
The bankruptcy court addressed this claim under settled Georgia veil piercing principles. It
noted at the outset that there was no evidence that the debtor had commingled funds, that he and
Pilot had always maintained separate bank accounts, that Pilot had an office, filed its own tax
returns, maintained insurance, and had a current registration with the Secretary of State until it
was dissolved. The court clearly found these facts to be persuasive evidence that the debtor had
not abused the corporate form. The plaintiff, on the other hand, noted several instances in which
corporate formalities had not been followed. For instance, the debtor had failed to hold annual
meetings for Pilot. In addition, the debtor could not locate certain corporate records after Pilot
had been dissolved. The court found that the failure to hold meetings and the inability to find
records did not, by themselves, indicate an abuse of the corporate form. The plaintiff also
pointed out that Pilot had borrowed funds without passing any sort of corporate resolution
allowing it to do so, but the court found this unpersuasive, noting that nothing in the Corporate
Code or Pilot’s articles of incorporation would have required a corporate resolution.
The plaintiff also argued that the closely intertwined financial relationship between the
debtor and Pilot justified piercing the veil. It was undisputed that the debtor had personally
guaranteed almost all of Pilot’s debts, and that he exerted complete control over Pilot’s financial
decisions as its sole officer, director and shareholder. The court was unpersuaded by this as well,
finding that these circumstances were not at all unusual in the context of small, closely held
corporations.
Finally, the plaintiff cited several items in the debtor’s bankruptcy filings that it viewed as
evidence of the sort of commingling that justifies piercing the veil. For instance, the debtor’s
schedule of assets and liabilities listed deposits in Pilot’s checking account and Pilot’s office
furniture as his personal property. His schedules also listed debts that were actually Pilot’s
business debts, regardless of whether he had personally guaranteed those debts. The court found
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that this was not evidence of commingling but rather a sound tactic on the debtor’s part, because
listing Pilot’s business creditors in the schedules would ensure that they received notice of the
bankruptcy filing. The Court concluded that the evidence, when viewed individually and as a
whole, failed to support a finding that the debtor abused the corporate form.

3.

Jurisdiction, Venue and Service of Process

Paws Holdings, LLC v. Daikin Industries, Ltd.
2017 WL 706624 (S.D. Ga. Feb. 22, 2017)—Foreign parent corporation held not subject to
personal jurisdiction based on activities of subsidiary in Georgia.
In this putative products liability class action, the Southern District of Georgia held that
Georgia’s long arm statute, O.C.G.A. § 9-10-91, did not provide a basis for exercising
jurisdiction over a foreign parent company based on the activities of its American subsidiary in
Georgia. The court found that the evidence was insufficient to show that the parent controlled
the subsidiary’s business affairs, and dismissed the claims against the parent.
The complaint alleged that Daikin Industries, Ltd. (“Daikin”) and two other defendants
designed, manufactured and sold HVAC units in Georgia that contained defective evaporator
coils. Daikin is a Japanese corporation based in Japan. In support of its motion to dismiss,
Daikin submitted an affidavit stating, among other things, that its design and manufacturing
activities take place in Japan and it does not maintain a physical presence in Georgia or conduct
any manufacturing or sales activities in Georgia. In response, the plaintiff pointed out that
Daikin owns a Georgia-based distributor, Daikin Applied Georgia (“DAG”), which serves the
Georgia market and distributes Daikin’s products in Georgia. Daikin recognized that DAG,
which was not named as a defendant, transacted business in Georgia, but argued that its
ownership of DAG was not enough to satisfy the Long Arm Statute’s “transacts business” prong.
The district court agreed, citing a number of Georgia state and federal decisions holding that the
plaintiff must show proof of control by the parent that is greater than that normally associated
with ownership. For instance, cases cited with approval by the court held that activities such as
monitoring the subsidiary’s performance, supervising financial and budget decisions, and
articulating general policies for the subsidiary fall short of demonstrating the control that is
required to subject a parent company to personal jurisdiction. Because the plaintiff did not make
this showing, the court concluded that it had not shown that Daikin transacts business in Georgia.
The court then addressed whether Daikin could nonetheless fall within the Long Arm
Statute’s “committed a tortious act” prong. It found that complaint failed to allege a basis for
personal jurisdiction under this prong because it alleged only economic losses, and purely
economic losses are not considered to be a “tortious injury” under Georgia’s economic loss rule.
The court further found that the plaintiff had failed to demonstrate that Daikin derived substantial
revenue from goods used or consumed in Georgia, as required under the statute.
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In the same order, the court held that it could properly exercise personal jurisdiction over
two other Daikin-related companies, and dismissed the claims against those entities for failure to
state a claim, as its tort claims were barred by the economic loss rule and its breach of warranty
claims were time-barred. The dismissal order was with prejudice as to Daikin and without
prejudice as to certain of the other defendants’ claims.

Purchasing Power, LLC v. Bluestem Brands, Inc.
851 F.3d 1218 (11th Cir. 2017)—Eleventh Circuit vacates sanctions award, finding no bad
faith in counsel’s failure to discover evidence that LLC’s citizenship destroyed diversity
jurisdiction.
We have observed a trend in recent years towards more careful scrutiny of federal court
lawsuits premised on diversity jurisdiction in which one or more of the parties is an LLC. Unlike
a corporation, an LLC is deemed to be a citizen of every state in which one of its members is a
citizen. If the members are themselves LLCs, as is often the case, the LLC will also be deemed
to be a citizen of the state of citizenship of its members’ members (and their members, and so
on). This significantly adds to the difficulty in determining whether complete diversity of
citizenship exists, and also makes it substantively harder for many LLCs to satisfy the complete
diversity test. In this case, a simple contract dispute proceeded all the way to summary judgment
and an appeal before the parties realized that one of the plaintiffs’ members destroyed diversity.
Interestingly, even though this was a removal action brought to federal court by the defendant,
the district judge blamed plaintiff’s counsel for failing to raise the issue sooner, and ordered
plaintiffs’ counsel to pay over $500,000 as a sanction. In this order, the Eleventh Circuit
reversed and vacated the sanction order, finding that plaintiffs’ counsel had not acted in bad faith.
The panel agreed, however, that the parties’ failure to resolve questions of citizenship at an
earlier point in the case had created a “colossal waste of time and effort,” and it admonished
future litigants and their counsel to be proactive in verifying that diversity jurisdiction exists.
The plaintiff, Purchasing Power LLC, filed this action in state court in December, 2011.
Defendant Bluestem Brands Inc., a corporation that was a citizen of Minnesota and Delaware,
removed the case to the Northern District. Prior to filing its notice of removal, defendant’s
counsel reached out to Purchasing Power’s counsel to determine its citizenship. After consulting
with their client, plaintiffs’ counsel informed the defense that Purchasing Power LLC had a
single member, Purchasing Power Holdings LLC, whose members included several Georgia
residents and three LLCs (Rockbridge Growth Equity LLC, Falcon Investment Advisors LLC
and Stephens-Purchasing Power LLC), none of whom resided in either Minnesota or Delaware.
The defendant thereafter proceeded with its removal petition, stating in that petition that
Purchasing Power had no members that destroyed diversity. The removal petition attached an
email from Purchasing Power’s counsel conveying what they had learned from their client. As
the case progressed, Purchasing Power’s discovery responses seemed to indicate that it did not
actually know the identity of all of its members’ members, but neither party took any further
steps to evaluate the jurisdictional issue at that time. Instead, the case continued on, and in May,
2014, the district court granted the defendant’s summary judgment motion. Plaintiffs appealed,
and the Court of Appeals, sua sponte, noted that the pleadings had not sufficiently alleged a basis
for diversity jurisdiction. A more fulsome investigation ensued, during which it was learned that
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Falcon Investment Advisors LLC did not hold its membership interest in Purchasing Power
Holdings directly, but instead held that interest through Falcon, Inc., a Delaware corporation.
Purchasing Power therefore had a member that was a Delaware citizen, thus destroying diversity
and stripping the federal courts of jurisdiction.
Citing its inherent power and Federal Rule 26(g)(3) (which authorizes certain discovery
sanctions), the district court ordered plaintiff’s counsel to pay $582,385 in fees and costs to the
defendant. The court found that plaintiff’s counsel had misrepresented to defendant and the
court that Purchasing Power did not have any members who were citizens of Delaware, both at
the time of the removal petition and during the course of discovery. The Eleventh Circuit found
that the district court applied the wrong standard and that the record did not reveal any evidence
of bad faith on the part of counsel. The district court had applied an objective recklessness
standard, relying on Rule 11 and federal law regarding vexatious litigation. The Eleventh Circuit
explained that inherent power sanctions are governed by a subjective bad faith standard.
Applying that standard, the court concluded that several factors counseled against a finding of
bad faith. First, since this was a removal action, it was not the plaintiff’s burden to establish that
diversity of citizenship exists, but instead fell on the defendant to bring questions about
citizenship to the court’s attention. Second, the defendant’s removal petition stated that
Purchasing power had no members that destroyed diversity, but plaintiff’s counsel had qualified
its representation regarding citizenship, stating only that it did not know of any members that
destroyed diversity. Third, the defendant’s own submissions during discovery, like the
plaintiff’s, did not alert the district court to a potential issue regarding Purchasing Power’s
citizenship, even though the plaintiff’s discovery responses suggested that an issue might exist.
Fourth, the court found that plaintiff’s counsel did take meaningful steps to determine their
client’s membership structure and citizenship, even though more could have been done.
Though the Eleventh Circuit found that no sanction was warranted in this case, it issued a
clear call to future litigants and their counsel to devote more time and energy to addressing the
requirements of federal diversity jurisdiction in cases involving LLCs: “No party in this case
acted with bad intentions, but the result was a colossal waste of time and effort. We trust that the
damage done to the parties' credibility, finances, and time is enough of a sanction to curb their
conduct and to serve as a warning to future diversity jurisdiction litigants. In the end, when the
parties do not do their part, the burden falls on the courts to make sure parties satisfy the
requirements of diversity jurisdiction. We must be vigilant in forcing parties to meet the
unfortunate demands of diversity jurisdiction in the 21st century.”

Life of the South Ins. Co. v. Carzell
851 F.3d 1341 (11th Cir. 2017)—Corporation’s “dual citizenship” did not entitle it to argue
existence of minimal diversity requiring removal of class action to federal court.
In this putative class action that was removed from the Superior Court of Fulton County
to federal court, the Eleventh Circuit held that a corporate defendant cannot avail itself of its
“dual citizenship” (i.e., as a Georgia corporation headquartered in another state) as a way to meet
the minimal diversity requirements of the Class Action Fairness Act (“CAFA”) when the class
consists entirely of citizens of one of the two states. The Court’s opinion affirms the principle
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that for federal jurisdiction purposes, a corporation is a citizen of both its state of incorporation
and the state in which it maintains its principal office.
The plaintiffs, three Georgia residents, filed this lawsuit in Fulton County on behalf of
themselves and a class of only “Georgia citizens” who were sold certain insurance policies by
the defendants, two Georgia corporations that are headquartered in Florida. (A prior suit on
behalf of a broader class was successfully removed to federal court; the case was then voluntarily
dismissed and refiled on behalf of this more narrowly defined class). The complaint asserted
only state law claims. The defendants removed the action to the Northern District of Georgia,
stating that federal jurisdiction was authorized under CAFA because, inter alia, they were
Florida citizens and therefore minimally diverse with the putative class members. Unlike the
general federal diversity statute which requires complete diversity of citizenship between the
parties, CAFA allows for jurisdiction when “any member of a class of plaintiffs is a citizen of a
State different from any defendant.” It was undisputed that every class member was a Georgia
citizen and that the defendants, as Georgia corporations, were also Georgia citizens. The
defendants’ argument boiled down to the contention that their dual citizenship made it possible to
consider them minimally diverse from the class.
The Court held that in order to demonstrate minimal diversity, the corporate defendants
would have to prove that they are not Georgia citizens, which they could not do. In so holding,
the Court followed the reasoning of the Fourth Circuit in a 2008 decision involving analogous
facts. The Fourth Circuit had found that 28 U.S.C. § 1332(c)(1), the statute defining corporate
citizenship, “gives dual, not alternative, citizenship to a corporation whose principal place of
business in a State different from the State where it is incorporated.” The Eleventh Circuit
agreed that under the plain meaning of the statue, a corporation that is a dual citizen cannot
ignore one of the two states. The Court also addressed the policy goals of diversity jurisdiction,
stating that it was unconcerned about the possibility of the defendants facing “local bias” in a
Georgia state court because they were Georgia corporations.
The Court’s opinion noted that several other federal decisions were in agreement with its
decision. However, a previous Northern District of Georgia decision, Fuller v. Home Depot
Svcs., LLC, 2007 WL 2345257 (N.D. Ga. Aug. 14, 2007), had found minimal diversity to exist
under similar circumstances. The Eleventh Circuit’s decision in Life of the South now stands as
clear binding precedent for cases removed from Georgia state courts.

Burchfield v. West Metro Glass Company, Inc.
797 S.E.2d 225 (Ga. App. 2017)—Court of Appeals holds that corporation’s motion to
transfer venue was untimely.
In this case, the Court of Appeals held that a corporate defendant’s motion to remove a
tort action to its home county under O.C.G.A. § 14-2-510(b)(4) should not have been granted
because the motion was not made during the statute’s 45-day window for removal. The case
illustrates the limited nature of the removal right.
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This was a personal injury lawsuit arising from a truck accident in Fulton County. The
plaintiff sued the truck driver and his employer in the State Court of Fulton County and served
the corporate defendant on April 8, 2015. The employer, who was not a Fulton County resident,
filed an answer asserting improper venue as a defense, but did not ask for any relief with respect
to venue until it filed a motion to transfer venue on November 11, 2015. O.C.G.A. § 14-2510(b)(4) provides that where venue against a corporation is predicated solely on allegations that
the cause of action originated in the forum county, the defendant “shall have the right to remove
the action to the county in Georgia where the defendant maintains its principal place of business.
A notice of removal shall be filed within 45 days of service of the summons.”
Although the motion to transfer was clearly made outside of the 45-day window, the trial
court granted the motion, finding that venue was improper since none of the defendants resided
in Fulton County. The Court of Appeals reversed. The Court first explained that venue was
proper in Fulton County under the statute, contrary to the trial court’s finding that it was not,
because the complaint alleged a cause of action originating in Fulton County, where the accident
occurred. Since venue was initially proper, the case could only be removed by filing a timely
notice of removal. The Court then addressed whether the defendants’ answer, which asserted that
venue was improper, could be treated as the functional equivalent of a notice of removal. It held
that it could not, because the statutory removal remedy is designed to apply only to situations in
which venue is initially proper. Finding that neither the answer nor the November motion
satisfied the statutory requirement of a timely notice of removal, the Court found that the case
should remain in Fulton County.

4.

Class Certification

Lewis v. KNOLOGY, Inc.
341 Ga. App. 86 (Ga. App. 2017)—Order denying class certification in shareholder action
based on shareholder’s lack of involvement and understanding of case affirmed.
A sharply divided Court of Appeals affirmed an order of the Superior Court of Troup
County denying class certification in a putative merger challenge class action on the ground that
the proposed class representative had not demonstrated typicality or her own adequacy to
represent the class. By a vote of 5-4, with two justices filing a vigorous dissent and two others
joining only in the judgment of the dissent, the Court held that the trial court acted within its
discretion in denying class certification based on evidence that the proposed representative did
not understand the theory of her case, was not aware that a suit had been filed on her behalf in
Georgia, was unfamiliar with certain of her lawyers, and had unique circumstances regarding the
disposition of her shares that left her exposed to potential individual defenses.
The litigation relates to a merger between Knology, Inc. (“Knology”) and WideOpenWest
Finance, LLC, whose announcement in 2012 led to the filing of lawsuits in Georgia and
Delaware claiming that the Knology board breached its fiduciary duties by approving the merger
and by disseminating proxy materials in advance of the shareholder vote that were allegedly
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inadequate. The deal was approved by Knology shareholders in June, 2012 and closed shortly
thereafter. Lewis, an individual shareholder whose holdings were worth under $500 at the
merger price, was named as a plaintiff in a complaint filed on June 4, 2012 in Delaware
Chancery Court by a national firm that is a prominent filer of merger challenge lawsuits. The
Delaware suit was voluntarily dismissed on August 15, 2012, and Lewis was named as plaintiff
in a new complaint filed in Troup County a few weeks later. The case was consolidated with a
previously filed Troup County action, and proceeded as a post-closing action for damages. The
parties engaged in class certification discovery. Lewis gave a deposition in January, 2014, at
which she testified that she did not know anything about the merger, the potential bidders, or the
process engaged in by the Knology board. She also stated that she was unaware that a lawsuit
had been filed on her behalf in Georgia, and that she thought her lawsuit was in Delaware.
Lewis expressed familiarity with the national firm that filed the Delaware suit, saying that she
retained that firm after responding to an Internet solicitation, but stated that she had never heard
of the Georgia counsel serving as liaison counsel. When asked about the substance of her
claims, Lewis admitted that she had never read the proxy statement and gave answers suggesting
that she thought the claim was about her not being paid any money for her shares. As it turned
out, Lewis had not been paid—it was discovered as a result of her testimony that Lewis’s shares
did not appear in the transfer agent’s records. The issue was resolved and Lewis received (and
accepted) payment of her shares. As a result of her unusual circumstance, Lewis had never
received a proxy statement or ballot, and it was undisputed that she never voted on the merger.
The majority opinion emphasized that Georgia trial judges have broad discretion to grant
or deny a motion for class certification, and concluded that there was sufficient evidence
supporting the trial court’s conclusion to affirm. Though the trial court had cited several grounds
in its order, the majority focused on adequacy of representation and typicality. The Court relied
on federal cases decided under the federal counterpart to O.C.G.A. § 9-11-23 holding that class
certification may be denied based on the proposed class representative’s lack of involvement in
the prosecution of a case. One Eleventh Circuit case cited by the majority, London v. Wal-Mart
Stores, Inc., 340 F.3d 1246 (11th Cir. 2003), held that a class representative is inadequate where
“participation is so minimal that they have abdicated to their attorneys the conduct of the case.”
Regarding the typicality element, the majority wrote that in light of Lewis’ testimony about her
reasons for being involved in the case and the fact that she later accepted payment for her shares,
“the record is unclear as to what, if anything, Lewis still hopes to obtain through this
litigation….”
Justice McFadden wrote a dissenting opinion that Justice Reese joined in. The dissent
found that the trial court had made clearly erroneous factual findings that were not entitled to
deference on appeal. Specifically, the dissent criticized both the trial court and the Court of
Appeals for focusing on the plaintiff’s experience and competence rather than that of plaintiff’s
counsel. Citing a 1992 Georgia Supreme Court case, Jones v. Douglas County, 262 Ga. 317
(1992), the dissent concluded that the single most important factor in an adequacy analysis—
whether the plaintiff had hired experienced and competent counsel—was indisputably satisfied
here. Regarding Lewis’ admissions in her deposition, the dissent wrote: “It is enough that she is
in communication with her legal team; she is not required to be familiar with every member of it.
Nor is it proof of inadequacy that she personally cannot effectively articulate the nuanced merits
of her case. That is what lawyers are for.” Turning to the typicality issue, the dissent found that
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Lewis’ unique circumstances presented distinctions without a difference, in that the thrust of the
case was that the merger consideration was inadequate and that the proxy statement did not
disclose material information.

5.

Evidentiary Issues

Yugueros v. Robles
300 Ga. 58, 793 S.E.2d 42 (2016)—Rule permitting use of testimony of corporate
representative against corporation “for any purpose” is limited by applicable evidentiary
rules, including expert testimony requirements.
The Supreme Court reversed a Court of Appeals decision which had permitted the
30(b)(6) testimony of a representative of a medical practice to be offered at trial as a statement
against interest, above an objection that the 30(b)(6) witness was offering expert testimony and
had not been qualified as an expert. The Court unanimously held that such testimony should
only be admitted if it satisfies the evidentiary rule governing expert testimony, see O.C.G.A §
24-7-702. The case serves as a reminder that while testimony of a corporate representative
during a properly noticed 30(b)(6) deposition may generally be used against the corporation, that
rule remains subject to other relevant rules of evidence.
This was a medical malpractice action brought against a plastic surgeon and the practice
that employed her. One of the critical issues in the case was that the surgeon, while treating the
patient for post-surgery pain, failed to order a CT scan. During discovery, the plaintiff took the
deposition of the founder and co-owner of the practice pursuant to O.C.G.A. § 9-11-30(b)(6).
When asked whether it would have been part of the standard of care to order a CT scan under the
circumstances, the deponent stated that it would have been. The trial court excluded this
testimony at trial, sustaining a motion in limine brought by the practice group, which argued that
the deponent was not qualified to give expert testimony in the matter because, among other
things, she had not been provided all data necessary to form an opinion. The trial resulted in a
verdict for the defense. The Court of Appeals reversed the trial court’s evidentiary ruling,
holding that the testimony should have been admitted as an admission against interest under
O.C.G.A. § 9-11-32(a)(2). That section provides that the deposition testimony of a 30(b)(6)
witness (as well as a corporate officer, director or managing agent) “may be used by an adverse
party for any purpose.” The Court of Appeals read this to mean that the testimony at issue here
did not need to be offered as expert testimony in order to be admissible.
The Supreme Court held that this “does not accurately reflect the law” as it regards the
use of 30(b)(6) testimony. The Court reasoned that the statement in § 9-11-32(a)(2) permitting
the testimony of a corporate representative to be used “for any purpose” was qualified by the
prefatory language in § 9-11-32(a) stating that a deposition may be used against a party “so far as
admissible under the rules of evidence applied as though the witness were then present and
testifying.” Since the testimony in question concerned a medical standard of care and therefore
invoked the rules governing expert testimony, those rules needed to be applied, and the testimony
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could not be used unless it satisfied the requirements of § 24-7-702. Accordingly, the Supreme
Court reversed and remanded the case to the Court of Appeals.

6.

Indemnification and Insurance

Georgia Dermatologic Surgery Centers v. Pharis
339 Ga. App. 764 (2017)—Director of professional corporation entitled to mandatory
indemnification based on wholly successful defense of suit against corporation.
This short Court of Appeals opinion addressed a dispute over the scope and meaning of
Georgia’s mandatory indemnification statute for corporate directors, O.C.G.A. § 14-2-852.
Under the statute, a corporation is required to indemnify a director “who was wholly successful,
on the merits or otherwise, in the defense of any proceeding to which he or she was a party
because he or she was a director of the corporation” against reasonable expenses incurred in
connection with that defense. The Court held that the former director of a professional
corporation was entitled to mandatory indemnification based on his successful defense of
litigation brought against him by the corporation, even though he was sued in multiple capacities.
The appellee, Pharis, was sued by the corporation and its other member, Baucom, after he
left the practice and formed his own practice. In the underlying lawsuit, Baucom and the
corporation alleged that Pharis breached fiduciary duties that he owed as a shareholder, officer,
director and partner. Pharis was granted summary judgment on all of the claims, meaning that he
was “wholly successful” as required under the statute. The practice nonetheless refused to
indemnify him, arguing that it was not obligated to do so because all of the claims in the
underlying lawsuit could have been brought against Pharis solely in his capacity as an officer or
in some other capacity. The Court of Appeals held that Pharis was entitled to mandatory
indemnification. Explaining that the statute requires indemnification whenever a director is sued
because he or she is a director and “leaves no room for discretion” as to this point, the Court
found that the underlying suit was brought against Pharis because he was a co-director, and that
this was “not negated” by the fact that claims were also asserted against him in other capacities.

7.

Professional Liability

Befekadu v. Addis International Money Transfer, LLC
339 Ga. App. 806, 795 S.E.2d 76 (2016)--Court of Appeals affirms disqualification of
attorney who assisted in formation of LLC that was opposing party in litigation.
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The Court of Appeals, in an 8-1 ruling under the Court’s new “nine-judge” procedure,
affirmed a trial court’s decision disqualifying an LLC member’s attorney from representing the
member in litigation brought against him by the LLC and its other members. This was the
second time the disqualification issue had come before the Court of Appeals. The first time, the
Court vacated and remanded an earlier disqualification order on the grounds that the court had
failed to apply the correct legal standard for disqualification. After the trial court conducted a
full evidentiary hearing on the matter, the majority was satisfied that the court had this time
applied the correct legal standard and affirmed.
The case involves a money transfer company that was formed as an LLC in 2006 by the
defendant and three business partners. The attorney who was the subject of the disqualification
order was hired by the defendant on behalf of the LLC to perform the legal work necessary to
form the company. The attorney drafted articles of incorporation, obtained an employer tax
identification number, and served as the LLC’s registered agent through 2011. The LLC’s
members believed that the attorney had also prepared an operating agreement for the LLC, but
that was not the case. The underlying dispute involved allegations that the defendant wrote over
$55,000 in unauthorized checks on the LLC’s account. A small portion of that money went to
pay for the attorney’s legal services. In addition, the plaintiffs (the LLC and its other members)
alleged that the defendant breached his fiduciary duty by not having an operating agreement
prepared as had been contemplated.
The attorney ultimately represented the defendant throughout the course of the litigation,
which went all the way to trial. At trial, the attorney’s questioning of one of the plaintiffs
regarding payments made to his law firm prompted the trial judge to interject that the attorney
was giving testimony disguised as questioning. After the questioning continued to delve into
areas relating to the formation of the company, the trial judge excused the jury and ordered that
the attorney be disqualified. That decision was vacated by the Court of Appeals on the basis that
the trial court failed to engage in the correct legal analysis. See Befekadu v. Addis Int’l Money
Transfer, 332 Ga. App. 103, 772 S.E.2d 785 (2015). In that decision, the Court of Appeals held
that disqualification based on a prior representation is only warranted when the current matter is
substantially related to the prior representation.
Upon remand, the trial court held a full evidentiary hearing at the individual LLC members
and the disqualified attorney testified. The trial court entered a written order finding that the
attorney’s prior representation of the LLC was “substantially related” to the LLC’s claims that
the defendant converted company funds and breached his fiduciary duty by failing to have an
operating agreement drafted that would have prevented him from diverting the funds. The trial
court further found that the question concerning the attorney’s failure to prepare an operating
agreement for the LLC, and his firm’s receipt of funds, were core issues in the case. Because no
transcript of the hearing was included in the appellate record, the Court of Appeals applied a
presumption that the trial court properly considered the evidence and that its findings of fact
were supported by evidence. The majority opinion found that the trial court correctly applied the
standard announced in its prior decision insofar as it determined that the issues presented at trial
were substantially related to the attorney’s prior representation.
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One of the justices dissented, finding that the trial court had not applied the correct legal
standard but instead ruled solely on the basis of an “appearance of impropriety.” The dissent
noted that the trial court had found that the attorney did not continue to represent the LLC after
performing the tasks needed to form it, and also that there was no evidence that the attorney may
have learned any special knowledge from the prior representation which could have been used to
the LLC’s disadvantage in the litigation. In the dissent’s view, the relationship between the
attorney’s work in forming the LLC and the issues that arose thereafter was too attenuated to
support disqualification, particuarly in light of the countervailing interest in preserving the
defendant’s right to the counsel of his choice.
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Interesting Times
Trend toward greater protection for independent directors
and advisors and reducing strike suits on every public
M&A transaction:
•

Chevron (June 2013)—Forum selection bylaws permissible (later
codified into law).

•

Nabors (December 2014)—Courts should be reluctant to “blue pencil”
agreement or enter injunction (other than disclosure-related injunction)
in the absence of a topping bid.

•

KKR (October 2015)—Informed, disinterested stockholder vote may
eliminate post-closing Revlon claims.

•

Trulia (January 2016)—Stricter materiality standard before plaintiffs
can earn attorneys’ fees for disclosure-only settlements and limits on
settlement-related releases.

•

Zale (May 2016)—Emphasizes scienter and truly bad faith conduct for
advisors to be liable for aiding and abetting.
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Interesting Times
These doctrinal developments appear to be affecting
M&A litigation activity already. Based upon Cornerstone
Research Studies:
•

For 2015 and the first half of 2016, litigation over completed takeovers
dropped to 84% and 64% of public M&A transactions over $100 million,
respectively. Compares to 93% in 2014 and 44% in 2007.

•

Percentage of M&A deals for which litigation was resolved before
closing fell from 75% in 2014 to 57% in 2015 and 56% in the first half of
2016.

•

However, federal filings of class actions involving M&A transactions
increased to 80, more than four times greater than in 2015.

Morris, Nichols, Arsht & Tunnell LLP
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Multi-Jurisdictional Litigation Post-Trulia
and Chevron
• Trulia both provides and eliminates a shield.
• Provides an ability to push back against the “merger
tax” – i.e., large fees for supplemental disclosures.

• Eliminates ability to obtain “intergalactic”
release.

Morris, Nichols, Arsht & Tunnell LLP
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Multi-Jurisdictional Litigation Post-Trulia
and Chevron
• Effectiveness of forum-selection bylaws dependent upon
willingness of sister courts to enforce them.
• Thus far, trend is toward enforcement.
• Examples include: Missouri (Monsanto 2016), Southern District of
Ohio (McNamara 2014), Illinois (Miller 2014), Louisiana (Edgen
Group 2014), California (Groen v. Safeway 2014), New York (Aspen
University, 2013), and Texas (Daugherty 2013).

• However, the Court of Chancery has suggested a “fee shifting
bylaw” may not be used to enforce a forum selection bylaw. Solak
v. Sarowitz, 2016 WL 7468070 (Del. Ch. Dec. 27, 2016).
• In addition, must be express if you want to cover claims against
controlling stockholders. Anderson v. GTCR, LLC, 2016 WL
5723657 (D. Del. Sept. 29, 2016).
Morris, Nichols, Arsht & Tunnell LLP
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Multi-Jurisdictional Litigation Post-Trulia
and Chevron
•

•

Could both sides choose to litigate outside of Delaware to obtain a disclosure-only
settlement? Depends on two questions:
•

First, does Trulia govern in non-Delaware forums?
• New York Supreme Court, Appellate Division suggests parties can contract for a
different law to govern approval of a settlement, subject to standard choice of law
analysis. Gordon v. Verizon Commcn’s, Inc., 2017 N.Y. Slip Op. 00742 (Feb. 2,
2017).
• In absence of choice of law provision, is Trulia a rule of substance or of procedure?

•

Second, will the applicable forum follow Trulia?
• 7th Circuit, in In re Walgreen Co. S’holder Litigation, elected to follow Trulia.
832 F.3d 718 (7th Cir. 2016).
• New York Supreme Court, Appellate Division opted not to follow Trulia in
approving a settlement involving disclosures and certain “governance reforms”.
Gordon v. Verizon Commcn’s, Inc., 2017 N.Y. Slip Op. 00742 (Feb. 2, 2017).

Note also that an objector might argue that waiving a forum selection bylaw
amounts to impermissible “gamesmanship.” Niedermayer v. Kriegsman, C.A. No.
11800-VCMR (Del. Ch. Apr. 18, 2016).

Morris, Nichols, Arsht & Tunnell LLP
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Damages Post-Closing (Ratification)
Corwin v. KKR Financial Holdings LLC, 125 A.3d 304 (Del. 2015).
•

Equityholder of a target entity challenged a merger with 1%
equityholder. The Court of Chancery below applied the business
judgment rule instead of Revlon or entire fairness.

•

The Supreme Court affirmed the ruling and found that, in the absence
of a controlling stockholder, a fully informed, uncoerced vote of a
majority of disinterested stockholders invokes business judgment rule
review in cases in which the Revlon standard otherwise would apply.

•

“[W]hen a transaction is not subject to the entire fairness standard, the
long-standing policy of our law has been to avoid the uncertainties
and costs of judicial second-guessing when the disinterested
stockholders have had the free and informed chance to decide on the
economic merits of a transaction for themselves.”

Morris, Nichols, Arsht & Tunnell LLP
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Damages Post-Closing (Ratification)
•

Court of Chancery repeatedly has cited Corwin in dismissing Revlon claims at
the pleadings stage:
•
•
•
•
•
•
•
•
•
•

In re Zale Corp. S’holders Litig., 2015 WL 6551418 (Del. Ch. Oct. 29, 2015),
aff’d, 137 A.3d 151 (Del. 2016).
In re Volcano Corporation S’holder Litig., 2016 WL 3626521 (Del. Ch. June 30,
2016).
City of Miami Gen. Empl. & Sanitation Empl. Ret. Trust v. Comstock, 2016 WL
4464156 (Del. Ch. Aug. 24, 2016).
Larkin v. Shah, 2016 WL 4485447 (Del. Ch. Aug. 25, 2016).
Huff Energy Fund, L.P. v. Gershen, 2016 WL 5462958 (Del. Ch. Sept. 29, 2016).
In re OM Group, Inc. S’holders Litig., 2016 WL 5929951 (Del. Ch. Oct. 12, 2016).
Chester County Ret. Sys. v. Collins, C.A. No. 12072-VCL (Del. Ch. Dec. 6, 2016).
In re Solera Holdings, Inc. S’holder Litig., 2017 WL 57839 (Del. Ch. Jan 5, 2017).
In re Merge Healthcare Inc. S’holders Litig., 2017 WL 395981 (Del. Ch. Jan. 30,
2017).
In re Paramount Gold & Silver Corp. S’holders Litig., 2017 WL 1372659 (Del. Ch.
Apr. 13, 2017).
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Damages Post-Closing (Ratification)
•

Developments in Ratification Jurisprudence Post-Corwin
•

Split as to whether Corwin applies to ratify transactions subject to entire fairness review in the absence of a
controlling stockholder.
• Cases suggesting Corwin applies:
• Larkin v. Shah, 2016 WL 4485447 (Del. Ch. Aug. 25, 2016) (Slights).
• Chester County Ret. Sys. v. Collins, C.A. No. 12072-VCL (Del. Ch. Dec. 6, 2016) (Laster).
• In re Merge Healthcare Inc. S’holders Litig., 2017 WL 395981 (Del. Ch. Jan. 30, 2017)
(Glasscock).
• Cases suggesting Corwin does not apply:
• City of Miami Gen. Empl. & Sanitation Empl. Ret. Trust v. Comstock, 2016 WL 4464156 (Del.
Ch. Aug. 24, 2016) (Bouchard).

•

Corwin applies to transactions effected under Section 251(h).
•

•

Corwin applies in private company contact.
•

•

In re Volcano Corporation S’holder Litig., 2016 WL 3626521 (Del. Ch. June 30, 2016).

Huff Energy Fund, L.P. v. Gershen, 2016 WL 5462958 (Del. Ch. Sept. 29, 2016).

Corwin may not apply to decision to adopt deal protection measures.
•

In re Paramount Gold & Silver Corp. S’holders Litig., 2017 WL 1372659 (Del. Ch. Apr. 13,
2017).

Morris, Nichols, Arsht & Tunnell LLP
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Damages Post-Closing (Ratification)
•

Developments in Ratification Jurisprudence Post-Corwin
•

Corwin creates an “irrebutable presumption” that the business judgment rule is applicable.
•

•

Corwin could apply to enhanced scrutiny claims outside the M&A context (e.g., approval of a
plan of dissolution).
•

•

Huff Energy Fund, L.P. v. Gershen, 2016 WL 5462958 (Del. Ch. Sept. 29, 2016).

Plaintiffs have pleading burden to identify a deficiency in the operative document, then
defendants have the burden to establish the alleged deficiency fails as a matter of law.
•

•

In re Volcano Corporation S’holder Litig., 2016 WL 3626521 (Del. Ch. June 30, 2016).

In re Solera Holdings, Inc. S’holder Litig., 2017 WL 57839 (Del. Ch. Jan 5, 2017).

Corwin is not dependant upon the existence of a 102(b)(7) exculpatory provision.
•

In re Merge Healthcare Inc. S’holders Litig., 2017 WL 395981 (Del. Ch. Jan. 30, 2017).

Morris, Nichols, Arsht & Tunnell LLP
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M&A Post-Corwin
• Corwin changes the standard of review; it does not change the
standard of conduct. Risks in taking too much comfort in Corwin.
• Reputation Risk: An opinion can still have negative impact on
those involved in an M&A transaction even if a case is dismissed.
• In re OM Group, Inc. S’holders Litig., 2016 WL 5929951 (Del. Ch.
Oct. 12, 2016) (“The Complaint sets forth a disquieting narrative.”).

• Corwin does not apply if the vote was coerced.
• In In re Saba Software, Inc. S’holder Litig., Vice Chancellor Slights
sua sponte requests briefing on whether the circumstances
surrounding the vote made the vote coercive, citing:
• “the Board’s alleged failure to complete the restatement of its financials
by the date required in its settlement with the SEC [and] the effect of this
on Saba’s stock price” and
• “the deregistration of Saba’s stock after the merger agreement was
signed but before the stockholder vote.”

Morris, Nichols, Arsht & Tunnell LLP
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M&A Post-Corwin
• Corwin does not apply if the disclosures were
materially misleading or omitted material information.
• In re Comverge, Inc. S’holders Litig., C.A. No. 7368-VCMR (Del.
Ch. Oct. 31, 2016) (declining to grant summary judgment based on
Corwin because of factual questions regarding whether disclosures
were materially misleading).

Morris, Nichols, Arsht & Tunnell LLP
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M&A Post-Corwin
• How can plaintiff’s raise disclosure claims post-close?
• A books and records demand, which may survive post-closing if 220
claim brought prior to closing. Weingarten v. Monster Worldwide,
Inc., 2017 WL 752179 (Del. Ch. Feb. 27, 2017).
• Discovery obtained in an appraisal proceeding. In re Trados Inc.
S’holder Litig., 73 A.3d 17 (Del. Ch. 2013).
• Discovery obtained in other jurisdictions.

• The Court of Chancery has “decline[d] to consider
the[] policy issues” of whether a party should be able
to bring disclosure claims post-closing if it had the
ability to do so pre-closing.
• In re Merge Healthcare Inc. S’holders Litig., 2017 WL 395981 (Del.
Ch. Jan. 30, 2017).

Morris, Nichols, Arsht & Tunnell LLP
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Appraisal Arbitrage
•

Investors purchase shares in the open market after the record date
for a merger for the purpose of pursuing appraisal.

•

Generally permitted under Transkaryotic, so long as aggregate
Cede “no” votes greater than appraisal shares.

•

New Dell opinion unlikely to change much.
•

•
•

Dell characterizes Transkaryotic as meaning “that a petitioner can establish
a prima facie case that the Dissenter Requirement was met by showing that
Cede held a sufficient number of shares that were not voted in favor of a
merger to cover the appraisal class.”
New Twist: Respondent then has chance to prove Cede actually voted
appraisal shares in favor of merger.
Facts of Dell sui generis.

Morris, Nichols, Arsht & Tunnell LLP
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Appraisal Arbitrage
•

•

•

Buyer must account for statutory interest rate of 5% over federal
discount rate plus defense funds (which could be as high as $5
million).
Assume:
•

$1 Billion deal ($10/share).

•
•
•

10% of shares seek appraisal.
Fed discount rate is 1%.
Appraisal judgment becomes final and nonappealable 2 years after trial.

Then:
•
•

Incremental cost of going to trial is: $16,649,258.66.
Incented to settle at more than a 15% premium.

Morris, Nichols, Arsht & Tunnell LLP
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Appraisal Arbitrage
•

2016 Amendments
•

•

“De Minimis” Exception
•
Applies to public companies effecting long- or medium-form
mergers.
•
Dismiss if appraisal shares <=1% of total outstanding shares or
valued at $1M or less.
•
Not likely to move needle; truly “de minimis”
Prepaying Interest
•
Could help—especially in larger deals where defense costs
make up smaller part of delta.
•
Risk if prepaying and fair value is less than deal value.
•
Buyers can figure out their cost of capital and decide for
themselves what is most economically advantageous.

Morris, Nichols, Arsht & Tunnell LLP
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Controlling Stockholder Transactions
• Squeeze Outs
• MFW: In either a public company or private company controlling
stockholder squeeze out, business judgment rule applies if the
controlling stockholder conditions the deal from the get-go on
both a fully functioning independent committee (which need not
have the authority to shop or put in a pill) and the affirmative,
fully informed vote of a majority of the outstanding shares held by
independent stockholders.
• It is not yet clear whether this applies to two-step transactions as well
as one-step transactions.
• Footnote in MFW suggested plaintiff would still have raised a triable
issue of fact re “due care”—but subsequent cases demonstrate that
the “due care” footnote really is not much of an impediment to
getting business judgment rule review.

Morris, Nichols, Arsht & Tunnell LLP
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Controlling Stockholder Transactions
Market Data: Going-private mergers with publicly traded Delaware targets involving
special committees and majority of the minority votes since the Court of Chancery’s
MFW decision in May 2013
Agreement
Date

Target Name

Acquirer Name

Equity
Value

Status

Votes
For %

8/11/2013 Dole Food Company, Inc.

Management Buyout

725

Completed

70.6

9/15/2013 Cornerstone Therapeutics Inc.

Chiesi Farmaceutici S.p.A.

107

Completed

83.8

2/17/2014 Chindex International, Inc.

Shanghai Fosun
Pharmaceutical (Group) Co.,
Ltd., TPG

433

Completed

75.9

5/26/2015 SFX Entertainment, Inc.

Management Buyout

307

Withdrawn

7/13/2015 Books‐A‐Million, Inc.

Management Buyout

20

Completed

87.8

7/28/2016 Netsuite Inc.

Oracle Corporation

7918

Completed

76.4

9/6/2016

American Entertainment
Properties Corp.

1687

Completed

92.4

11/17/2016 Synutra International, Inc.

Beams Power Investment
Limited

329

Pending

12/7/2016 Steel Excel Inc.

Steel Partners Holdings LP

170

Pending

1/2/2017

Delek US Holdings, Inc.

808

Pending

Federal‐Mogul Holdings Corporation

Alon USA Energy, Inc.

Morris, Nichols, Arsht & Tunnell LLP
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Controlling Stockholder Transactions
Post-MFW Cases of Note:
•

No standard shift where offer not conditioned on both protections: In re Sauer-Danfoss
(Del. Ch. Jan. 22, 2016) (Order); In re Cornerstone Therapeutics (Del. May 14, 2015); In re
Zhongpin (Del. Ch. Nov. 26, 2014); In re Orchard Enters. (Del. Ch. Feb. 28, 2014).

•

No standard shift due to issues with the majority-of-the-minority approval and the
effectiveness of the special committee: ACP Master, LTD. v. Sprint Corp. (Del. Ch. June 18,
2014) (Transcript).

•

Standard applied to privately held target: Swomley v. Schlecht (Del. Ch. Aug. 27, 2014)
(Transcript).

•

Standard adopted by NY Court of Appeals: In re Kenneth Cole Prods., Inc. S’holder Litig.
(N.Y. May 5, 2016).

•

Appropriate to Determine MFW Applicability At Pleading Stage: Swomley v. Schlecht
(Del. Ch. Aug. 27, 2014) (Transcript); Emp. Ret. Sys. v. TC Pipelines GP, Inc. (Del. Dec. 19,
2016).

•

Written opinion dismissing challenge to MFW transaction: In re Books-A-Million, Inc.
S’holders Litig. (Del. Ch. Oct. 10, 2016).

Morris, Nichols, Arsht & Tunnell LLP
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Controlling Stockholder Transactions
•

If you have either (but not both) a fully functioning independent
committee or the affirmative, fully informed vote of a majority of the
outstanding shares held by independent stockholders (or both, but the
condition was not present from the start), you get a burden shift as well as
an indication of fairness, but no business judgment rule and not likely to
get out before trial.

•

No need to plead demand futility because you can bring a class action
challenging a squeeze out.

•

Independent directors can seek dismissal absent pleadings suggesting
non-exculpated breach (Cornerstone).

Morris, Nichols, Arsht & Tunnell LLP
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Ratification - The Issue
•

Delaware requirements for authorizing and issuing new equity strict.
•

Corporate acts in violation of DGCL or corporation’s governing documents
may be “void”.
• Examples: Overissuance, “out of order” approval of charter amendment, not
obtaining requisite vote.
• Case law suggested actions with technical defects are “void” and not capable
of ratification.

•

Early-stage issuances often do not comply with Delaware requirements.
•

“Void” stock issuances from prior rounds often has a “snowball” effect in
subsequent rounds.

•

Example: Vitacost.com, Inc.: 2009 IPO. 2010 internal review of corporate
records reveal deficiencies in stock issuance dating to 1994. Leads to halt on
trading, $8 million in legal fees, and settlement of derivative lawsuits.

Morris, Nichols, Arsht & Tunnell LLP
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New Ratification Statutes
•

In 2014, the Delaware legislature adopted Sections 204 and 205 of the DGCL to
provide a method to ratify “void” acts.
•

Section 204 enables the board and stockholders (if a stockholder vote was
required for the act) of a corporation to ratify defective acts.

•

Section 205 empowers the Court of Chancery to determine the validity of any
defective corporate act (whether ratified under Section 204 or not), determine
the validity of the ratification of any defective corporate act under Section
204, and modify or waive any of the procedures otherwise required by
Section 204.
• In other words, Section 205 provides both an independent procedure for
validating defective corporate acts and putative stock as well as judicial
supervision over Section 204 ratifications.
• The Court may decline the requested relief—Section 205 is
discretionary.
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New Ratification Statutes
•

Statutes are not a “cure-all”:
•

Must have (1) a valid corporation and (2) an act that can be ratified.

•

Cannot recreate history: i.e., “we meant to do corporate act X, but by mistake
we effected corporate act Y.”

•

Still waiting to see how tax and accounting advisors will react to acts ratified
under Sections 204 and 205.
• Statute contemplates ratified acts will “relate back” to original void act.

Morris, Nichols, Arsht & Tunnell LLP
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The Self-Help Process
•

Three entities may be involved in a Section 204 ratification:
• Board adopts a resolution specifying the “defective corporate act,” the nature
of the “failure of authorization,” and that the board approves its ratification.
• Special rules regarding quorum and voting requirements
• Board can reserve the right to abandon the ratification before
effectiveness.
• Stockholder approval is sometimes required, and stockholder notice is always
required.
• No vote is necessary if the defective corporate act did not require
stockholder approval, such as if the only defect to a stock issuance was
the board’s failure to follow corporate formalities
• Special rules regarding quorum and voting requirements
• Notice sent to all stockholders (voting or nonvoting) as both the time of
ratification and when the defective corporate act occurred (with some
exceptions)
• File a “Certificate of Validation” with the Secretary of State if a certificate
was required to be filed in connection with the defective corporate act.
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Section 205 Cases To Date
•

In re Numoda Corp., 128 A.3d 991 (Del. 2015), aff’g 2015 WL 402265 (Del. Ch.
Jan. 30, 2015).
•

•

In re CertiSign Holding, Inc., 2015 WL 5136226 (Del. Ch. Aug. 31, 2015).
•

•

Validating a purported issuance of shares of stock when such issuances were not
documented in a formal stock ledger or minute book and the board “acquiesced in
the stock grants”

Validating an issuance of shares of stock prior to filing an amendment to the
certificate of incorporation authorizing such shares

Knoll Capital Management L.P. v. Advaxis, Inc., 2016 WL 381195 (Del. Ch. Jan.
29, 2016).
•

Validating an oral agreement to issue stock where the board of directors allegedly
authorized the company’s CEO to enter in the agreement [or at least ratified the
agreement]

Morris, Nichols, Arsht & Tunnell LLP
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Section 205 Cases To Date
•

•

In re Genelux Corp., 126 A.3d 644 (Del. Ch. 2015).
•

Company’s minute book containing a board resolution that confirmed the
authorization of prior grants of stock, absent evidence to the contrary,
demonstrated that the board of directors validly authorized such grants.

•

Takeaway: The Court will not use Section 205 to invalidate a validly
authorized corporate act.

In re Baxter Int’l Inc., C.A. No. 11609-CB (Del. Ch. Jan. 15, 2016).
•

Board of directors approved a resolution to count votes at a stockholder
meeting on a per share basis, where the certificate of incorporation arguably
provided for per capita voting. The Company petitioned the Court to validate
the action, but the Court concluded that the defective corporate act, the actual
counting of the votes using an incorrect standard, had not yet occurred.

•

Takeaway: The Court will not use Section 205 to preemptively validate an act
that has not yet taken place.
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B Corporations
Delaware recently (2013) enacted “public benefit corporation”
statute. Generally, a B Corp is the same as an ordinary for-profit
Delaware corporation, except (some highlights):
• Must identify a specific “public benefit” in the purpose
clause of its charter.
• “The board of directors shall manage or direct the business
and affairs of the public benefit corporation in a manner that
balances the pecuniary interests of the stockholders, the best
interests of those materially affected by the corporation’s
conduct, and the public benefit or public benefits identified in
its certificate of incorporation.” DGCL § 365(a).
•

•

Board has discretion in determining what weight and priority to
give these interests, and board decisions treated with similar
deference to that afforded other business judgments under Delaware
law.

Periodic benefit report to stockholders at least every two
years.
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B Corporations
•
•

•

Over 3,000 benefit corporations (not just in Delaware) to date.
Some household examples:
• Patagonia
• Kick Starter
• Klean Kanteen
• Plum Organics
First S-1 filed for a benefit corporation on October 2, 2015:
• Laureate Education, Inc.
• Sponsor: KKR
• Bankers: Morgan Stanley, Credit Suisse, Barclays,
J.P. Morgan, BMO Capital Markets, Citigroup,
Goldman Sachs & Co.
• Lawyers: DLA Piper / Simpson Thacher
• Revenue: $4.5 Billion (2014)
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Blockchain
•

On May 2, 2016, Delaware Governor announced the “Delaware Blockchain
Initiative.”
• Concept based on Bitcoin technology, and would allow for the use of
“distributed ledgers” instead of “centralized ledgers” for purposes of
determining record ownership of stock.

•

Proposed amendments to Sections 151(f), 202(a), 219, 224, 232(c) and 364 of the
DGCL would, if effected, represent first step toward enabling distributed ledger
technology to maintain records of stock ownership of a Delaware corporation.
• Allow stock ledger to be “administered by or on behalf of the corporation”
(not just “maintained by the corporation”).

•

Just a toe in the water; likely more time before concept picks up steam.
• E.g., distributed ledger contemplates uncertificated shares; majority of
publicly traded companies have certificated shares.
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Escheat Law
•

Temple-Inland, Inc. v. Cook, 192 F. Supp. 3d 527 (D. Del. 2016).
• Constitutional challenge to Delaware statute allowing Delaware to extrapolate
and estimate liability
• Holder argued that Delaware’s use of a statistical model to estimate and
extrapolate liability for periods where holders lack complete and researchable
records violated federal common law, and substantive due process, the takings
clause and the ex post facto clause of the U.S. Constitution
• Summary judgment entered on Temple-Inland’s substantive due process claim
• Factors cited by the Court as “shocking the conscience”:
• Length of the audit look back – no statute of limitations
• Lack of notice regarding records retention
• Actions construed as seeking to prevent the applicability of a statute of
limitations
• Prolonged retroactive application of the State’s extrapolation and
estimation statute for revenue raising purposes
• Failure to follow fundamental principles of estimation resulting in
multiple liabilities
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Escheat Law
•
•

S.B. No. 13, as amended by S.A. No. 1 -- Overhaul of Delaware’s unclaimed
property law -- Enacted February 2, 2017
Key Provisions:
• Reduced lookback and record retention period
• Option to convert audit to voluntary disclosure agreement or expedited audit
• Direct right of appeal of audit findings to Court of Chancery
• Enhanced interest and penalty provisions
• Incorporates certain provisions from the Revised Uniform Unclaimed
Property Act
• Requires promulgation of regulations regarding the method of extrapolation
and estimation of liability for periods for which holders lack records.
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Letters of Intent

In complex corporate transactions, letters of intent and
other similar so-called “preliminary agreements” are
widely used precursors to more comprehensive
definitive agreements. Often, such letters can be a
valuable foundation on which to base a transaction.
However, when a deal falls apart, the letter of intent can
become the subject of intense litigation between the
parties.
We will discuss the potential benefits and perils of using
(or misusing) letters of intent and offer some practical
tips on getting those benefits and avoiding the possible
perils.
© 2017 Eversheds Sutherland (US) LLP
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Potential Advantages of Using Letters of Intent
1.
2.
3.
4.
5.
6.
7.
8.
9.

Demonstrates the seriousness of the parties
Perpetuates deal momentum
Isolates and memorializes key deal points or identifies deal
breakers
Provides a map for the transaction and the definitive
agreements (especially true in complex transactions)
Governs the parties’ relationship to the signing of definitive
documents
Provides a vehicle for binding obligations (e.g., noshop/exclusivity, expense allocation)
Provides a vehicle that can be used with regulators/financing
sources/other constituencies (e.g., HSR filings)
May saves cost in transaction (minimizes wasted time and
money)
Creates a “moral commitment”

© 2017 Eversheds Sutherland (US) LLP
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Potential Disadvantages of Using Letters of Intent
1.

Potentially increases costs and takes additional time to
negotiate

2.

Potentially slows deal momentum if get bogged down in
details before due diligence and other work is complete

3.

Creates risk of losing future leverage by too much detailed
negotiation

4.

Triggers potential public disclosure obligation

5.

Potentially creates a binding agreement as to certain deal
points

6.

Creates a duty to negotiate in good faith

© 2017 Eversheds Sutherland (US) LLP
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Letters of Intent: Inside the Mind
of the Client
When an LOI “opportunity” presents itself, consider discussing
the following items with the client:
• What do you hope to accomplish with a letter of intent?
• Does the letter obligate your company to do or to refrain from
doing something?
• What do you expect the other party to do (or not do) as a result
of the contents of the letter?
• Could similar benefits be achieved with an alternative (e.g., a
shorter and completely non-binding term sheet or a separate
exclusivity agreement)?
• How complicated is the transaction for each party?
• What is the timeline/deadline for definitive documents/closing?
• What it the legal budget?

© 2017 Eversheds Sutherland (US) LLP
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Still the Place to Start: Teachers
Insurance and Annuity Association of
America v. Tribune Company
Court held that a preliminary agreement (effectively a letter sent by
lender (TIAA) to borrower (Tribune) setting forth economic terms of a
proposed loan) was binding upon acceptance of the other party,
despite the fact there were open terms. The Court performed a
detailed analysis of the rationale for its holding – a set of factors that
are still most relevant today.
Key factors in determining intent:
1.

The express wording contained in the document

2.

The context of the negotiations between the parties

3.

The existence/extent of open terms

4.

The conduct of any partial performance

5.

Whether the customary form for such transactions necessitates a
final writing

© 2017 Eversheds Sutherland (US) LLP
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A Perfect Storm – Texaco v. Pennzoil
Texaco, Inc. v. Pennzoil Co.
─

Facts: Parties (Pennzoil and certain Getty shareholders) entered into a
“memorandum of agreement”
• Pennzoil and Getty Trust to be joint owners
• MOA established a stock price ($110/share)
• Subject to Getty Board acquiescence
• Board rejected price in MOA and authorized counteroffer
• Pennzoil accepted counteroffer
• Parties issued separate press releases
 Announced an “agreement in principle”
 Stated that transaction is “subject to execution of definitive merger
event”
• Texaco makes higher offer ($125/share)
• Getty Board withdraws from negotiation with Pennzoil and enters into
agreement with Texaco
• Pennzoil sues – eventually wins $10.7B!

© 2017 Eversheds Sutherland (US) LLP
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Texaco v. Pennzoil (cont.)
─ Court found:
• There was a clear intent to be bound as indicated in the press
release
 focused on the use of “will” in press release
 Reference to future agreement was not as a condition but rather an indication
of timing.

• While there were open terms (i.e., the definitive agreement), the
Court felt that these terms were largely perfunctory and not
material to the agreement of the parties

© 2017 Eversheds Sutherland (US) LLP
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Letters of Intent: Legal Principles

1.

The “real” intention of the parties is a primary factor.

2.

It is not an “all or nothing” proposition – some parts
can be held to be binding, yet other parts not.

3.

Is there a duty to negotiate in good faith?

4.

Is there a claim for promissory estoppel?

5.

Is there a claim for fraud?

6.

Surrounding conduct – before and after the letter’s
execution – can be crucial.

7.

Bottom line – realities govern. Make sure your letter
reflects reality and your conduct remains consistent.

© 2017 Eversheds Sutherland (US) LLP
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Duty to Negotiate in Good Faith
─ Alternative claim that typically separate from breach of
contract.
─ Some courts have found a separate duty.
─ Duty does not ensure a deal will be done; rather, it
implies some sort of directional negotiations to at least
try (i.e., no abandonment).
─ What is the proper measure of damages – reliance
damages only?

© 2017 Eversheds Sutherland (US) LLP
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What If It Goes Wrong?
─

Possible Measure of Recoverable Damages
• Expectation Damages – intended to place the non-breaching party in the same
position as it would have been in had the breaching party performed
• Reliance Damages – intended to compensate non-breaching party for
expenses incurred in reliance on breaching party’s promise

─

To Be Recoverable Damages Must Be
• Capable of calculation within a degree of reasonable certainty
• Reasonably foreseeable as a result of a breach at the time the parties enter
into an agreement

─

What Courts Have Done
• Courts have generally held that expectation damages, i.e., lost profits or
consequential damages, are not available for the breach of binding provision,
such as an exclusivity or non-solicitation provision, contained in a non-binding
preliminary agreement, such as a letter of intent or term sheet.
• Only a handful of jurisdictions have addressed the issue though, and
expectation damages remain a possibility.

© 2017 Eversheds Sutherland (US) LLP
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Delaware – Siga Technologies, Inc. v.
PharmAthene, Inc.
Siga Technologies, Inc. v. PharmAthene, Inc.
— Facts: Pending merger discussions, Siga and PharmAthene entered into a
“license agreement term sheet” (LATS) in which they agreed to negotiate
in good faith regarding licensing of smallpox drug.
• LATS contained specific economic terms and description of “milestone”
payments. Footer of document marked “Nonbinding Terms.”
• Siga needed cash investment from PharmAthene to keep project going
for development, testing and eventual marketing of drug.
• PharmAthene provided bridge loan to Siga. Parties enter bridge loan
agreement and merger agreement which affirmed LATS obligation to
negotiate license in good faith.
• Siga subsequently determined drug tests were successful and company
potentially worth a lot. Internal emails indicate “seller’s remorse.” Siga
terminates merger agreement and seeks to re-cut deal on license.
• Pharmathene sues for breaching LATS duty to negotiate in good faith.

© 2017 Eversheds Sutherland (US) LLP
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Siga Technologies, Inc. v. PharmAthene (cont.)
─ Court found:
• Factual findings supported determination that “but for” defendant’s bad
faith, the parties would have reached an agreement. Therefore, Plaintiff
is entitled to expectation damages. Court affirms award of $113 million
in damages. Court focuses on internal emails and Siga “wrongdoing,”
including post-breach evidence.
• Dissent: Delaware law now “out of step” with New York (Goodstein) and
California (Baskin Robbins) law that “lost profits are not available where
no agreement is reached. [O]ut of pocket costs incurred in good faith
partial performance are appropriate.”

© 2017 Eversheds Sutherland (US) LLP
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Georgia Law: Turner Broadcasting v. McDavid
(303 Ga. App. 593, 693 S.E.2d 873 (2010))
─ Case involved, among other things, a letter of intent to sell Hawks
and Thrashers.
─ Letter, by its term, expired, but parties continued to negotiate.
─ Georgia Court of Appeals held:
• Sufficient evidence that parties had reached an agreement on all material
terms and “manifested an intent to be bound.”
• Statute of Frauds did not require that complex, expensive business
matters be in writing.
• Evidence sufficient that breach prevented prospective buyer from
obtaining approvals and thus buyer was entitled to more than nominal
damages.
• Award of $281 million not excessive.

© 2017 Eversheds Sutherland (US) LLP
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Drafting Letters of Intent: Getting It Right
Binding Provisions:
─

No obligation to close absent signed acquisition agreement

─

Access to target materials, facilities, personnel

─

Operation in the ordinary course of business

─

Exclusivity

─

Confidentiality

─

Expenses

─

Termination and Survival

─

Severability

─

Governing Law/Forum

Non-Binding Provisions:
Consider whether to negotiate detailed terms in LOI. This will depend on the relative bargaining
power at the LOI stage and in the future.
For example, in an M&A transaction, the buyer would usually prefer to avoid (it doesn’t have
enough information), while the seller may push for details (its best negotiating power is before
LOI is signed).

© 2017 Eversheds Sutherland (US) LLP
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Drafting Letters of Intent: Getting It Right
─ Drafting the letter:
─ If no binding intent is contemplated, use words that clearly indicate no
binding intent.
•
•
•

“would”
“possible”
“proposed”

─ Use “binding” words only if you mean them.
•
•
•
•

“shall”
“must”
“covenant”
“agree”

─ Be consistent – use only “binding words” in the binding parts and nonbinding words in the other parts.
─ Use disclaimers properly and where appropriate.
─ Specify and limit any potential remedy for breach.

© 2017 Eversheds Sutherland (US) LLP
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Drafting Letters of Intent: Getting It Right
─ Use contractual “boilerplate” when needed and appropriate
─ Choice of law
─ Get the signature block right
─ Keep your client’s post-signing conduct consistent:
• verbal/non-verbal communication (e-mails can be loaded
weapons)
• partial performance
• press release language

© 2017 Eversheds Sutherland (US) LLP
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Recommended Resources: Cases
─

Copeland v. Baskin Robbins USA, 96 Cal. App. 4th 1251 (2002)

─

Teachers Insurance and Annuity Association of America v. Tribune Co., 670
F.Supp. 491 (S.D.N.Y. 1987)

─

Texaco, Inc. v. Pennzoil Co., 729 S.W.2d 768 (Tex. App. Houston 1st Dist. 1987)

─

Goodstein Constr. Corp. v. City of New York, 604 N.E.2d 1356, 1361 (N.Y. 1992)

─

Venture Associates Corp. v. Zenith Data Systems Corp., 96 F.3d 275 (7th Cir.
1996)

─

Vestar Dev. II, LLC v. Gen. Dynamics Corp., 249 F.3d 958 (9th Cir. 2001)

─

Logan v. D.W. Sivers Co., 169 P.3d 1255 (Or. 2007)

─

Turner Broadcasting System v. McDavid, et al., 303 Ga. App. 593, 693 S.E.2d
873 (2010)

─

Siga Technologies, Inc. v. PharmAthene, Inc., 132 A.3d 1108 (Del. 2015)
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Recommended Resources: Articles & Books

─

Adams, Kenneth A., A Manual of Style for Contract Drafting, 2nd Ed., ABA Publishing (2008)

─

Model Stock Purchase Agreement, 2nd Ed., ABA Publishing (2010) (specifically Ancillary Document B)

─

Special Study for Corporate Counsel on Using Letters of Intent in Business Transactions (2013 Edition),
Thomson-West (2013)

─

Spreen, Kristopher, "Ten Practice Tips for Negotiating the Letter of Intent," Deal Law 13 (May-June 2008)

─

Stark, Tina, Negotiating and Drafting Contract Boilerplate, ALM Publishing (2003)

─

The M&A Process – A Practical Guide for the Business Lawyer, ABA Publishing (2005)

─

Williamson, Mark D., “Letters of Intent: Their Use in Minnesota Business Transactions,” Minnesota Bench and
Bar (November 2007)
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Questions?
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improving the legal climate for business in this State.

David A. Zimmerman, Partner, Eversheds Sutherland (US) LLP,
Atlanta, GA
• David advises his clients in their complex corporate transactions, especially mergers
and acquisitions, joint ventures and strategic commercial relationships. With respect
to mergers and acquisitions, he has represented buyers and sellers of both private
businesses and publicly held companies in a wide range of industries throughout the
United States and internationally. In addition, David advises clients with respect to
private equity funds and corporate governance matters.
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Agenda
■

Refresher on Basics of Electronic Signature Laws

■

6 Point Framework for Designing an e-Signature
Process

■

Admissibility Rules

■

Case Law

■

Blockchain’s Relationship to Electronic Signature
Laws
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Refresher on Basics of Electronic
Signature Laws

© 2017 Locke Lord LLP / Brian T. Casey
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Electronic Signatures in Global and National
Commerce Act (ESIGN)
■
■

■

■
■
■
■

Adopted in 2000 (17 years ago!)
Authorizes e-Signature, e-Delivery and e-record retention,
according equal treatment between e-records and paper
records
Express statement of application to insurance industry and
exculpation of insurance producers not involved in deploying
e-Signature process
Excludes cancellation notices for health and life insurance
(but not annuities)
What is an electronic signature?
Electronic delivery
Electronic record retention
© 2017 Locke Lord LLP / Brian T. Casey
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ESIGN Act – General Concepts
■
■
■
■

Common Law (contract formation based on offer,
acceptance, consideration)
Requires consent of consumer to transact electronically (eSignature and e-Delivery)
Does not alter any other applicable statute, regulation or rule
of law, such as state insurance code
Reverse preemption to state law if:
●
●

Uniform Electronic Transactions Act without modifications that are
inconsistent with ESIGN Act; or
Alternative procedures or requirements for use or acceptance of
electronic records or electronic signatures if (a) consistent with
ESIGN Act, (b) don’t require or accord greater legal status by using a
specific technology and (c) expressly reference ESIGN Act
© 2017 Locke Lord LLP / Brian T. Casey
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ESIGN Act – Consumer Disclosures
■

■

Consumer consent required for delivery of “consumer
disclosures” mandated under another law, such as state
insurance code
Prior to consumer consent, must give consumer notice of:
●
●
●
●
●
●

Right to get record in paper/non-electronic form
Right to withdraw consent and its consequences, such as fee
Procedure for withdrawing consent and updating electronic contact
information
Whether consent applies only to transaction or broader relationship
How to get paper copy of e-record and if fee charged for it
Statement of software and hardware required for access and
retention of e-record

© 2017 Locke Lord LLP / Brian T. Casey

6

Chapter 6
4 of 21

ESIGN Act – Consumer Disclosures
■

Consumer must first consent electronically or confirm his or
her consent electronically, in a manner that reasonably
demonstrates that consumer can access information in the
electronic form that will be used to provide the information
that is the subject of the consent

■

AK, AL, CO, CT, GA, MD, MA, NH, NV, NC, NJ, OR, SC, TN,
VT, WV, and WI include ESIGN’s consumer disclosure
requirements in their UETAs.

■

Many of state insurance code e-Delivery laws also include
ESIGN’s consumer disclosure requirements

© 2017 Locke Lord LLP / Brian T. Casey
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Uniform Electronic Transactions Act (UETA)
■
■
■

Model state law promulgated by National Conference of
Commissioners on Uniform State Laws (NCCUSL) in 1999
UETA’s concepts are very similar (and identical in many
cases) to ESIGN Act, some subtle differences exist
Adopted in 47 states, except in IL, NY and WA where ESIGN
Act applies
●
●

■

CA’s UETA has provisions calling ESIGN Act’s preemption into
question
IL has adopted a website posting insurance policy law and an
insurance premium finance contract e-delivery law

UETA is the primary e-sig/e-delivery law of the land

© 2017 Locke Lord LLP / Brian T. Casey
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New State Insurance Code e-Delivery Laws
■

Primarily driven by Property Casualty Insurance Association of America over
last 3 years

■

Amended state insurance codes in about 18-20 states

■

Many of these new statutes apply only to property and casualty insurance,
and some are limited to personal lines property and casualty insurance,
although UETA remains in play in 47 states

■

Most authorize 3 forms of delivery of insurance transactions records:
1.

Email delivery if consumer consents

2.

Website posting if insurer delivers by email to consumer who consents to receive
by email notice of website posting
‒

3.

Intended to be secure website posting where customer can access electronic insurance
transaction document

Website posting of “standard” policy and “endorsements” without non-public
personal information if insurer delivers with declarations page the required
website posting notice to consumer

© 2017 Locke Lord LLP / Brian T. Casey
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Unique Elements of Insurance Code e-Delivery
Statutes
■
■

■

■
■

Voice Recordings: if recorded oral communication can be reliably stored
and reproduced by insurer, then it is a writing or signature
Verification of Receipt: if insurance law requires insurer to obtain
acknowledgment of insured’s receipt of delivered document, e-Delivery
permitted only if e-Delivery method provides for insured’s
acknowledgment of receipt
Insured’s Consent: while many of these laws require insured’s consent
for non-website posting e-Delivery, they also state that failure to obtain
insured’s consent is not basis for denying legal effectiveness of
insurance policy
e-Delivery satisfies first class mail, certified mail and similar mailing
requirements
Some states allow discount to insured for accepting e-Delivery, e.g., 215
IL 5/143.33 and MO 379.011

© 2017 Locke Lord LLP / Brian T. Casey
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Questions & Gray Areas Arising from New State
Insurance Code e-Delivery Laws
■
■
■

■
■

Relationship between UETA and, in non-UETA states,
ESIGN Act
Validity of website posting delivery unilaterally by insurer
without consent of policyholder
Potential ESIGN Act’s preemption in non-UETA state (IL) or
where insurance code e-Delivery law fails to reference
ESIGN Act.
Is website posting delivery a new category of record delivery
that is not an e-record within UETA or ESIGN Act?
Current inability to have national website policy delivery
process until all states have embraced

© 2017 Locke Lord LLP / Brian T. Casey
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Reconciling the e-Posting Statutes (cont’d)
■

To the extent such Insurance Code provisions conflict with an e-delivery
process consistent with a process permitted by the Federal ESIGN Act,
such Insurance Code provisions should be preempted.

■

By viewing such Insurance Code provisions as “safe harbor” provisions,
one avoids the preemption argument. Some states (e.g., KS Ins. Code
Section 40-5804(m)) expressly state that such e-posting statute in the
Insurance Code is supplemental to and is not to limit the provisions of
the Federal ESIGN Act or the state’s UETA.

■

Thus, if the e-posting provisions in the Insurance Codes do not create
administrative burdens, consider including them in your process. To the
extent they do create undue burdens, comply with the state UETA law or
the Federal ESIGN Act, and rely on the safe harbor and preemption
arguments.

© 2017 Locke Lord LLP / Brian T. Casey
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Examples of Other Laws Addressing
e-Signatures and e-Records
■

Federal Do Not Call Regulations

■

Department of Labor’s Employee Benefits Security
Administration’s Electronic Communication and
Recordkeeping for Pension and Welfare Benefit Plans

■

National Labor Relations Board’s Rule for Grievance
Petitions

■

E-Warranty Act of 2015, amending Magnuson-Moss
Warranty Act

© 2017 Locke Lord LLP / Brian T. Casey
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6 Point Framework for Designing an
e-Signature Process

© 2017 Locke Lord LLP / Brian T. Casey
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Sample Electronic Signatures Implementation
Workflow Diagram

© 2017 Locke Lord LLP / Brian T. Casey
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6 Point Digital Contracting Risk Framework
■

Developed over the last 15 years from risks (actual and
perceived) identified in advising insurance and financial
service industries clients

■

Framework helps distinguish various risks attendant to eSignature and e-contracting process, to match the
appropriate risk mitigation strategy with the right risk

© 2017 Locke Lord LLP / Brian T. Casey
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6 Point Digital Contracting Risk Framework
Authentication
Risk

Relative

Repudiation

Risk

Risk

e-Contract
Risk
Framework
Adoption

Admissibility

Risk

Risk

Compliance
Risk

© 2017 Locke Lord LLP / Brian T. Casey
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Authentication Risk
Risk:

“That’s not my signature”, increased attention because of
increased cybersecurity risks

Mitigant:

Use “shared secrets” or other ways to affirm identity (notary is
recognized form of authentication)

© 2017 Locke Lord LLP / Brian T. Casey
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Repudiation Risk
Risk:

“That’s not what I signed”

Mitigant:

Hash each record and hash the process audit
trail

© 2017 Locke Lord LLP / Brian T. Casey
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Admissibility Risk
Risk:

“Objection, your honor!”

Mitigant:

Determine upfront who is able and willing to testify. See
Lorraine v. Markel American Insurance Company, 2007 WL
1300739 (DMd May 4, 2007)

© 2017 Locke Lord LLP / Brian T. Casey
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Compliance Risk
Risk:

“I never saw that”

Mitigant:

Varies depending on the nature of the record and whether
signature or only written delivery required

© 2017 Locke Lord LLP / Brian T. Casey
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Adoption Risk
Risk:

“Am I done yet?”

Mitigant:

Test, adjust, test, and repeat

© 2017 Locke Lord LLP / Brian T. Casey
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Relative Risk
Risk:

“How does each category of risk for e-process compare to
that risk in traditional process, and is there real risk increase
in e-process?”

Mitigant:

Apply the relative risk to each previous risk type:
 Authentication
 Repudiation
 Admissibility
 Compliance
 Adoption

© 2017 Locke Lord LLP / Brian T. Casey
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Admissibility Rules

© 2017 Locke Lord LLP / Brian T. Casey
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Admissibility of e-Records
■

For companies developing a home grown e-sign process, be
careful not to overlook the admissibility risk.

■

Design your e-sign process, or contract with a vendor who
has designed such a process, to generate admissible
records.

■

Identify the custodian who is credible and qualified

© 2017 Locke Lord LLP / Brian T. Casey
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Role of Custodian

■
■
■

Person needs to have knowledge of the process for
creating, securing, archiving and retrieving relevant records
Person should be able to explain process clearly, simply and
credibly
If any vendor involved, consider obtaining contractual
commitment as to form of affidavit to be signed for
“transactional documents”

© 2017 Locke Lord LLP / Brian T. Casey
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Admissibility - Key Elements
■

■

Goal is to create admissible/persuasive evidence. To meet
FRE 901(a) authentication requirements the e-process
should:
●

Create audit trail

●

Secure the audit trail and other documents to render
them unalterable without detection

Goal is to create admissible/persuasive evidence. To meet
FRE 901(a) authentication requirements the e-process
should:
●

A secure retrieval process of the audit trail and final documents
about which custodian can testify confidently

●

Identify a credible evidence custodian who can testify to the above
© 2017 Locke Lord LLP / Brian T. Casey
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What Assurances Should You Get
From Your e-Sign Vendor or Internal
IT Shop?

© 2017 Locke Lord LLP / Brian T. Casey
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Assurances from e-Sign Vendors/IT
■

Avoid surprises – ask now who will be there to testify on
critical points:
●

System creates an Audit Trail

●

Audit Trail is securely archived

●

What is generated and available as evidence

© 2017 Locke Lord LLP / Brian T. Casey
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Assurances from e-Sign Vendors/IT (cont’d)
■

One credible source reports significantly improved
settlement conferences

■

Audit Trail and each document/record presented, including
each that was signed, are unaltered without detection

■

Who will testify as to the above?

■

Requires specific opt-out mechanisms for customers

© 2017 Locke Lord LLP / Brian T. Casey

30

Chapter 6
16 of 21

Assurances from e-Sign Vendors/IT (cont’d)
■

In sum, ask for full sample of what would be generated to
prove:
●
●
●

To a judge, how the company is sure the application with the
misrepresentations is in fact what the customer signed;
To a regulator, how you are so sure that each and every required
disclosure was in fact provided to each person; and
Prepare Form Affidavit to be signed by your custodian, include
screen shots.

© 2017 Locke Lord LLP / Brian T. Casey
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General Dynamics Line of Cases
■
■
■
■

Kerr v. Dillard (D. Kansas)
Verizon Communications v. Pizzirani (Federal Court in PA,
2006)
Bell v. Hollywood Entertainment Corp. (Ohio Appeals Court,
2006)
Campbell v. General Dynamics (Federal Court of Appeals 1st
Circuit, 2005)
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General Dynamics Line of Cases (cont’d)
■

Cases are instructive in designing a process (for employees
or consumers in the new business process).
●
●

■

e-Delivery can be effective, regardless of whether the person to be
bound actually opens or reads the substantive new terms
Critical to the process is masking the significance of the e-Delivered
document very clear and requiring an affirmative act to signify
acceptance, such as “clicking” I agree

Stankiewicz v. Cisco Systems, 2009 U.S. Dist. LEXIS
91581, decided September 30, 2009) – “equitable” outcome
●

Reminder that other legal principles still apply

© 2017 Locke Lord LLP / Brian T. Casey
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Point of Sale Process
■
■

■
■

■
■

Labajo v. Best Buy Stores (Federal Court NY, 2007)
Process involved selling subscriptions by including not-soconspicuous notices on printed receipts, when the consumer used
the electronic signature pad to sign for purchases
Case was a class action based on improper charges when plaintiff
did not timely cancel “free” subscription
The court held the process was flawed because BB did not show
the keypad made clear to the consumer the consequence of
signing for a “free” subscriptions
BB compounded by not responding to consumer complaints very
well
Case is noteworthy on the process of making the significance of
certain actions very clear and the class action risk
© 2017 Locke Lord LLP / Brian T. Casey
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Voice Signature
■
■

■
■
■

■

Shroyer v. New Cingular Wireless (Federal Appeals Court,
2007)
Process involved printed terms and conditions in the box
with the phone – to activate the phone, consumer dials a
number and electronically accepts the printed terms in the
box
The court held that the process was just fine
The terms in the box can of course be signed in this fashion
The court refused to enforce the terms of the contract signed
in this fashion, they were unconscionable
Case is instructive because, as we have helped clients do,
one can use an electronic signature (including saying “I
agree”) to sign a document in hard paper
© 2017 Locke Lord LLP / Brian T. Casey
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Summary
■
■
■

■

There are a few bad processes
The courts are not struggling to recognize electronic
signatures can be enforceable
Take-away: Courts continue confirming e-Delivery and eSignatures in the employee/consumer settings, as long as it
is made clear to the person the significance of the action
accepting new terms
Plan for admissibility, we suspect there will be more disputes
in this area

© 2017 Locke Lord LLP / Brian T. Casey
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Blockchain’s Relationship to
Electronic Signature Laws
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Legal Issues for Blockchain
■
■

Regulatory acceptance for regulated industries, especially
financial services
Need for new laws?
●

How do e-signature and e-delivery laws apply to blockchain transactions?

●

AZ’s and NV’s Uniform Electronic Transactions Act’s blockchain
amendments
‒

"Blockchain technology" means distributed ledger technology that uses
a distributed, decentralized, shared and replicated ledger, which may be
public or private, permissioned or permissionless, or driven by
tokenized crypto economics or tokenless. The data on the ledger is
protected with cryptography, is immutable and auditable and provides
an uncensored truth.

‒

"Smart contract" means an event-driven program, with state, that runs
on a distributed, decentralized, shared and replicated ledger and that
can take custody over and instruct transfer of assets on that ledger.
© 2017 Locke Lord LLP / Brian T. Casey
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Legal Issues for Blockchain
■
■

DE has amended its corporate code to facilitate blockchain
stock transfers and recordkeeping for DE corporations
Will legislatures and regulators feel the need to impose
consumer protections for consumer blockchain
transactions?

© 2017 Locke Lord LLP / Brian T. Casey
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The Bottom Line?
■

e-Signatures can be legal

■

Authentication and repudiation risks are manageable,
especially in new business areas

■

Evaluating these risks must be done in context

■

More work flow and process than technology

■

Consider how you’ll prove it

© 2017 Locke Lord LLP / Brian T. Casey
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Q&A / Conclusion
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Locke Lord LLP
Terminus 200
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Atlanta, GA 30305
Direct: 404.870.4638
Email: bcasey@lockelord.com
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Business Divorces: Transactional and Litigation Perspectives
By: Tyler B. Dempsey & James A. Washburn*

Introduction
There is an often-repeated statistic that “over half of all marriages end in
divorce.” While the accuracy of that statistic is debatable when it comes to personal
relationships, there are no precise statistics to offer with respect to the number or
percentage of business partnerships that ultimately collapse due to disagreements
among the business owners. But we do know from experience that this latter type of
separation frequently presents challenging issues for business partners and their
attorneys in all stages of the life cycle of a company – from planning/organizational
issues to pre-litigation disputes to the courtroom.
For purposes of this article, we define a “business divorce” generally as a major
change in the ownership of a privately held business that is the result of some sort of
disagreement or difference in opinion among one or more of the owners. Obviously, the
rights and obligations of owners in the context of a business divorce will be dependent
on the type of legal entity, applicable state law governing the legal entity and the terms
and conditions of the company’s governing documents (including any shareholders’
agreement or operating agreement). As a general matter, shareholders of a corporation
will look primarily to applicable state law (such as the Georgia Business Corporation
Code (the “GBCC”)) and secondarily to the corporation’s governing documents. For
most alternative entities (such as limited liability companies), the reverse is true –
broader “freedom to contract” is granted so the governing documents will be the primary
source of rights and obligations, subject to default rules under applicable state law (such
as the Georgia Limited Liability Company Act (the “GA LLC Act”).
This article will begin with a summary of some of the typical provisions that
transactional lawyers utilize in connection with the formation of companies in order to
anticipate or mitigate the effects of a potential business divorce in the future. Next, this
article will explore some aspects of the legal framework that business owners may
confront in a dispute resolution process arising out of an actual or potential business
divorce.
“Deal Lawyer’s Toolkit”
The following is a general overview of some governance and contractual
provisions that may be utilized in the event of a business divorce. As noted above, an
*
The authors would like to acknowledge contributions to this article from Bianca DiBella and Brenna
Sheffield.
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owner’s legal rights can vary significantly depending on the specific type of business
entity at issue (as well as applicable state law). However, this summary will not focus
on differences or nuances among entity types. Rather, it will describe, in more general
terms, some of the planning tools that private businesses and their owners can
implement – ideally, well in advance of problems that arise when an ownership change
is desired by one or more parties.
Buy-Sell Provisions
A “buy-sell” is a broad term that is generally used to describe any sort of an
agreement under which owners have agreed that certain owners (or the company) may
or must buy equity from other owners or that certain owners may or must sell equity to
the other owners (or the company). An effective buy-sell agreement requires clear and
unambiguous terms and conditions concerning (a) what event(s) will trigger the buy-sell,
(b) whether and to what extent the buy-sell is optional or mandatory, (c) the method or
process for determining the value of the equity to be purchased in connection with the
buy-sell, and (d) the payment or financing of the purchase.
Typical Buy-Sell Triggers
Typical scenarios when a buy-sell may be triggered include:
x
x
x
x
x
x
x
x

Death, disability or divorce of an owner
Bankruptcy of an owner
Retirement of an owner
Termination of an owner’s employment
Expiration of a certain time period
Failure of the company to meet certain goals
Unresolvable disagreement among the owners (see “Deadlock” below)
Breach or default by owner of contractual obligations or other duties

Certain scenarios (such as death) are straightforward. Most of the scenarios that
can result in the activation of buy-sell, however, require careful thought and drafting and
should be tailored to individual circumstances as much as feasible.
Type of Buy-Sell
A buy-sell provision can be mandatory or optional or include both mandatory and
optional provisions that are triggered upon different events. When the provisions are
voluntary, these are put or call rights which can be exercised at the holder’s discretion
upon a triggering event.
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x

Put Right: A put right would give an owner the option to require the company
or certain other owners to purchase the owner’s equity interest.

x

Call Right: A call right would give the company or certain owners the option to
require an owner to sell the owner’s equity interest back to the company or the
other owners. The company may have the first option and the owners may
have a secondary option if (or to the extent that) the company does not
exercise its call right.

x

Mandatory Buy-Sell: A buy-sell can also be a mandatory transaction such that
it is effectively a combined put and call. In other words, both buyer and seller
are obligated to proceed upon the occurrence of the triggering event.

The decision on whether the company should be the buyer needs to be carefully
considered. Tax considerations must be taken into account since a purchase by the
company would be a redemption. Also, the parties should consider the impact of any
restrictions under the company’s loan documents, as well as statutory provisions that
restrict a company’s ability to make distributions that would adversely impact the
company’s solvency or net assets.
Buy-Sell Valuation
Valuation is an integral part of any buy-sell agreement. Not surprisingly, the
valuation terms and conditions are the most likely provisions to be subject to future
litigation. There are many different ways to determine value in the context of a buy-sell,
including:
x

Setting a fixed price: For most businesses, this is not a long-term solution
since the owners expect (or at least hope) that the company’s valuation will
increase significantly and are not willing to establish an arbitrary limit to upside
or, on the other hand, effectively guarantee future performance.

x

Establishing a formula: This could be based on EBITDA, book value or any
other metric or combination thereof. Among other issues, the formula approach
raises the risk of unforeseen issues, including anticipating the effect of
extraordinary transactions in the future.

x

Determination by a third-party appraiser (or investment banking firm):
Typical issues involved for this approach include which party chooses the
appraiser, the methodology for resolving differences between various
appraisals (if there is more than one appraiser) and the requisite qualifications
for the appraiser(s). The appraiser’s task is often to determine the “fair market
value” of the equity being sold. The parties should carefully consider the
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impact of minority and marketability discounts as part of the terms and
conditions of the valuation provisions.
x

Mutual agreement: Some buy-sell provisions contemplate that the parties will
agree to sign an annual valuation statement and that the most recent valuation
should be used in the event of any purchase of equity under the buy-sell
provisions. It is typically advisable to include an alternative valuation approach
if, for whatever reason, the parties have failed to agree on such valuation within
a reasonable time prior to the buy-sell trigger event.

Buy-Sell Financing
Buy-sell provisions should typically address how the purchase price will be
funded. Cash at the time of closing may be feasible in certain circumstances.
However, in most cases (especially where a significant portion of the company’s equity
is being transferred), the buyer will need the flexibility to make installment payments
(and this may allow the seller to defer some of the tax liabilities). In such case, the buysell should provide the terms of any deferred payments (such as interest rate,
repayment schedule, collateral and subordination); in many cases, the agreed form of
promissory note will be attached to the buy-sell. Of course, life insurance can be a
critical tool in the buy-sell context following the death of a major owner.
Deadlock Provisions
A common issue preceding a business divorce is deadlock – i.e., the operations
of the company are effectively halted because of a disagreement among the owners
that requires a certain level of consent. Some governing documents or ownership
agreements contain a deadlock provision that is intended to resolve disputes in a
manner that avoids litigation. Deadlock provisions are often found in ownership
agreements of companies that are owned 50/50 by two owners or in companies where
major decisions require a supermajority approval.
Obviously, a list of the major decisions that could result in a deadlock needs to
be defined carefully and thoughtfully in the applicable agreement. Timing of the process
should also be addressed. For example, a deadlock could be defined as the failure of
the owners (or applicable governing authority) to reach a decision by required vote
regarding a major decision at two consecutive meetings.
The provisions for resolving deadlocks may include required mediation or
arbitration or the engagement of an investment banking firm to attempt to sell the
company. As noted above, a deadlock is often a trigger of a buy-sell provision. A
buy/sell provision that is triggered by a deadlock is typically mandatory (as opposed to a
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put or call right). Variations on buy-sell terms and conditions that result from a deadlock
are often known by colorful names:
x

Russian Roulette: A “Russian Roulette” provision contemplates that one
owner may make an offer (typically all-cash) for the other owner’s equity
interest in the company. The offeree can either accept the offer and sell his
equity in the company or reject the offer and purchase the offeror’s shares at
the offeror’s named price.

x

Texas Shootout: A “Texas Shootout” provision would require each owner to
make a sealed offer (again, typically all-cash) which is given to a third party
who opens the offers simultaneously and the highest bidder “wins” (and must
purchase the “loser’s” interest at the price he offered).

Both the “Russian Roulette” and “Texas Shootout” provisions avoid the cost of a
third-party mediator or outside valuation firm. And both provisions are intended to
incentivize the bidders to put forth a fair price (lest the tables be turned and the “sandbagger” is bought out at a below fair value price). Many practitioners are of the general
view that these types of provisions favor the owner with more financial wherewithal.
Nevertheless, most parties entering into a 50/50 or similar business deal should at least
consider whether these types of buy-sell constructs would make sense for their
circumstances.
Other Transfer/Liquidity Provisions
The governing documents for most privately held businesses do not allow
owners to freely sell or otherwise transfer their equity interests unless certain
requirements are met, such as compliance with a right of first refusal provision. Dragalong and tag-along provisions are other provisions that can be implicated in the context
of an ownership dispute if an owner seeks liquidity for his equity interest in a company.
x
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Drag-along: A drag-along provision typically allows a majority or controlling
owner to force a minority owner to sell his equity when the majority or
controlling owner chooses to sell control of the company to a third party. If
the minority owner is being “dragged,” then he usually must receive the same
economic terms and conditions (on a per share or pro rata basis) that the
majority or controlling owners are receiving in the sale transaction. The
applicability of other transaction terms (such indemnities and post-closing
restrictive covenants) can be negotiated. The inclusion of a drag-along
provision may effectively eliminate a minority owner’s ability to seek appraisal
or similar rights under applicable state law (See “Dissenters’ Rights” below).
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x

Tag-along: A tag-along provision allows a minority owner to participate in a
sale of all or some equity by a majority or controlling owner when a dragalong right has not been triggered or otherwise does not apply. As with the
drag-along, the minority owner is permitted to participate in the sale on a pro
rata basis on the same terms as the majority or controlling owner.

Liquidity provisions can be combined with other governance provisions described
above. For example, depending on the applicable facts and circumstances, a potential
liquidity/exit provision might work as follows:
x

Upon a deadlock or other triggering event, one owner (“Owner A”) could
deliver a “Company Sale Notice” to the other owner (“Owner B”). The
Company Sale Notice would include Owner A’s proposed valuation of the
business (the “Proposed Valuation”).

x

Upon receipt of the Company Sale Notice, Owner B would have the right, for
some period of time, to elect to purchase Owner A’s interest in the business
at a purchase price derived from the Proposed Valuation.

x

If Owner B does not exercise the right to purchase Owner A’s interest using
the Proposed Valuation, then Owner A would have some reasonable amount
of time to attempt to sell the business to a third-party buyer. Owner B must
cooperate with such sales efforts. If Owner A is successful at arranging a
sale of the business to a third party at a valuation that is not less than some
percentage (e.g., 95%) of the Proposed Valuation, then Owner B must
participate in such sale on the agreed terms.

“Litigator’s Arsenal”
Breach of Fiduciary Duties
Frequently in a contested business divorce there are concerns, and ultimately
accusations, of improprieties by one group of owners against another involving the
misuse of corporate assets or oppression of minority shareholders. Indeed, it is
common in situations where one ownership group manages a company and proposes a
“squeeze-out” or buy-out of another group, or the sale of the entire company, for nonmanaging owners to suspect that the managing group is using the company’s assets for
its own advantage and not for the benefit of the entire company. Addressing such
concerns is a prominent feature of all but the most amicable business divorces, and it is
therefore imperative for all sides to the divorce to have a plan to address them.
Litigation, or at least threatened litigation, is common when concerns are not adequately
addressed, driving up the cost of separation and creating a distraction from all of the
owners’ ongoing business activities.
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There are numerous ways that a majority owner/manager can oppress minority
owners:
x
x
x
x
x
x
x
x
x

Cut the flow of income by not declaring dividends
Terminate the employment of minority owners or their family members
Award itself (or family members) exorbitant salaries or bonuses
Use corporate assets by making loans or leases to related parties with
favorable terms
Selectively enforce agreements only where beneficial to the majority
owner
Divert corporate assets to other organizations controlled by the majority
owner
Withhold company information
Embezzle corporate assets
Take advantage of corporate opportunities through entities in which
minority owners do not participate.

Under O.C.G.A. § 14-2-830(a), a director of a corporation must discharge his
duties “(1) in a manner he believes in good faith to be in the best interests of the
corporation; and (2) with the care an ordinarily prudent person in a like position would
exercise under similar circumstances.” In performing these duties, directors are entitled
to rely on various types of information, if prepared or presented by:
(1) one or more officers or employees of the corporation
whom the director reasonably believes to be reliable and
competent in the matters presented; (2) legal counsel, public
accountants, investment bankers, or other persons as to
matters the director reasonably believes are within the
person’s professional or expert competence; or (3) a
committee of the board of directors of which he is not a
member if the director reasonably believes the committee
merits confidence.
§ 14-2-830(b). However, a director is not entitled to rely on the instances described in §
14-2-830(b) if he has knowledge regarding the matter that makes the otherwise
permitted reliance unwarranted.1 § 14-2-830(c). Thus,
1

As defined in the GA LLC Act, the duties of members and managers of an LLC mirror those of a
corporation’s directors – both in the language of the standard (i.e. “good faith,” “best interests of the
company,” “ordinarily prudent person in like circumstances”) and permitted reliance on various information
and/or people. Compare O.C.G.A. § 14-11-305 with § 14-2-830. However, the GA LLC Act provides
much more flexibility for LLCs to alter or limit the scope of fiduciary duties of their managers, such that
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The demand of good faith is not limited to corporate
profitability, but extends to the rightful interests of minority
shareholders, as well. “Directors may decide in good faith
what is best for the corporation, but this interest must be
consistent with good faith to the minority stockholder.” Good
faith “requires that the stockholders be treated fairly and that
their investments be protected [because] [i]n close
corporations, minority stockholders may easily be reduced to
relative insignificance and their investment rendered
captive.”
Quinn v. Cardiovascular Physicians, P.C., 254 Ga. 216, 217-18 (Ga. 1985) (quoting
Comolli v. Comolli, 241 Ga. 471, 475 (1978)).
Breach of these duties – commonly known as the duty of care and duty of loyalty
– creates individual liability. O.C.G.A. § 14-2-832. Since as long as the early 1900s,
directors have been considered agents of the corporation, and thus, are liable for any of
the corporation’s loss that is a result of their overstepping the limitations of powers
under the articles of incorporation or bylaws. See McEwen v. Kelly, 140 Ga. 720
(1913). Additionally, although they may delegate to a duly authorized officer, they will
not be absolved from a duty of reasonable supervision – they are never fully discharged
from their fiduciary duties. Id.
Though not as frequently cited, there are cases from some jurisdictions that
impose fiduciary duties on minority owners with no management rights. See, e.g., 68th
Street Apartments, Inc. v. Lauricella, 362 A.2d 78 (N.J. Super. 1976); Alaska Plastics v.
Coppock, 621 P.2d 270 (Alaska 1980); Estate of Schroer v. Stamco Supply, Inc., 482
N.E.2d 975 (Ohio Ct. App. 1984); Hagshenas v. Gaylord, 557 N.E.2d 316 (Ill. App. Ct.
1990); Daniels v. Thomas, Dean & Haskins, Inc., 804 P.2d 3S9 (Mont. 1990); Granicz v.
Morse, 603 So. 2d 103, 103 (Fla. 2d D.C.A. 1992). Other cases in other jurisdictions
have elected not to impose such duties, and at least for LLCs, the trend has been away
from imposing such duties. See, e.g., Ritchie v. Rupe, 2016 Tex. App. LEXIS 276 (Tex.
App. Dallas Jan. 12, 2016) (declining to impose fiduciary duties on owners of closelyheld business); see also Sandra K. Miller, What Buy-Out Rights, Fiduciary Duties, and
Dissolution Remedies Should Apply in the Case of the Minority Owner of a Limited
Liability Company?, 38 Harv. J. on Legis. 413, 448-450 (2001) (noting the general trend
away from the judicial implication of fiduciary duties on LLC members). The Georgia
Court of Appeals has held with respect to LLCs, “absent contrary provisions in the
operating agreement or articles of organization, ‘[m]embers of manager-managed LLCs
review of the LLC’s operating agreement is essential to determine the extent to which managers have
duties to other members of the LLC.
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owe no fiduciary duties, except to the extent that they participate in management.’”
ULQ, LLC v. Meder, 293 Ga. App. 176, 185 (2008) (citing O.C.G.A. § 14-11-305; other
citations omitted).
Remedies for Breach of Duties
The GBCC and the GA LLC Act provide remedies for breaches of fiduciary duty.
The first question to consider it whether the claim is derivative or direct, as different
procedures apply.
Direct and Derivative Claims
Shareholders, under the GBCC, have the right to bring a derivative suit for the
right of the corporation, to obtain a judgment in the corporation’s favor. Kaplan’s
Nadler, Georgia Corporations, Limited Partnerships and Limited Liability Companies
with Forms, § 11:16 (2016). Often these actions arise when directors, officers, or other
representatives have failed to enforce a corporate claim against some violating party.
Id.; see also O.C.G.A. §§ 14-2-740 et seq. provisions for procedures shareholders must
take to commence a derivative suit.
The general rule for shareholders seeking to recover misappropriated corporate
funds or waste of corporate assets is that they only may bring a derivative suit. Thomas
v. Dickson, 250 Ga. 772, 774 (1983); see also Pickett v. Paine, 230 Ga. 786, 790
(1973). The reasons underlying the general rule are: “(1) it prevents a multiplicity of
lawsuits by shareholders; (2) it protects corporate creditors by putting the proceeds of
the recovery back in the corporation; (3) it protects the interests of all shareholders by
increasing the value of their shares, instead of allowing a recovery by one shareholder
to prejudice the rights of others not a party to the suit; and (4) it adequately
compensates the injured shareholder by increasing the value of his shares.” Thomas,
250 Ga. at 774.
As the Court of Appeals has noted,
In a shareholder derivative action, the shareholder sues on
behalf of the corporation for the harm done to it, and any
damages recovered by the shareholder are paid to the
corporation. See Phoenix Airline Svcs. v. Metro Airlines, 260
Ga. 584, 586 (1990). See also O.C.G.A. § 14-2-740 et
seq. Because such an action seeks to redress a wrong
sustained by the corporation rather than the individual
plaintiff, “[i]t has long been recognized . . . that the
corporation is a proper and indispensable party.”
(Punctuation and footnote omitted.) Kilburn v. Young, 244
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Ga. App. 743, 744 (2000).
In contrast, in a direct
shareholder action, the shareholder sues on his own behalf
for injuries done to him in his individual capacity by corporate
fiduciaries, and any damages recovered go to the
shareholder rather than the corporation. See Phoenix Airline
Svcs., 260 Ga. at 586.
Barnett v. Fullard, 306 Ga. App. 148, 151-52 (2010).
Although Georgia follows the general rule, the Georgia Supreme Court has held
that in exceptional situations, courts should look at the “realistic objectives” of a case to
determine if a direct action is proper. Thomas, supra, at 774. In doing so, courts should
analyze the facts before them against the four reasonings for the general rule to
determine whether they are applicable. See id. (“Because Mrs. Dickson was the sole
injured shareholder and because the reasons underlying the general rule calling for
corporate recovery do not exist in this case, we find that Mrs. Dickson was properly
allowed to bring this direct action.”). This exception has been applied to closely-held
corporations where all of the shareholders are defendants and there is no risk of a
multiplicity of lawsuits or inconsistent verdicts. See Levy v. Reiner, 290 Ga. App. 471,
474 (2008); Southwest Health & Wellness, LLC v. Work, 282 Ga. App. 619, 627 (2006);
Stoker v. Bellemeade, LLC, 272 Ga. App. 817, 822 (2005), rev'd in part on other
grounds sub nom. Bellemeade, LLC v. Stoker, 280 Ga. 635 (2006).
Outside of circumstances justifying the Thomas exception, a shareholder must
be injured in a way that is different from other shareholders or independently of the
corporation to have standing to bring a direct action over a derivative action. See Grace
Bros. v. Farley Indus., 264 Ga. 817, 819 (1994).
Judicial Dissolution
Courts may consider judicial dissolution or related lesser remedies, but they are
reluctant to do so outside of very unusual circumstances. In considering a request for
dissolution through injunctive relief, a court may consider other injunctive remedies,
such as cancelling or altering a provision of any of the governing documents, removal of
an officer or director, appointment of an office or director, and payment of dividends.
See O.C.G.A. § 14-2-941. Judicial dissolution is an extraordinary remedy, and courts
will only consider it if one or more enumerated grounds exist or all prior remedies have
failed to resolve the dispute. Id. at § 14-2-943.
Georgia law provides for judicial dissolution, among other remedies, based on
oppression only in a statutory close corporation: Grounds for judicial remedies arise
when “the directors or those in control of the corporation have acted, are acting, or will
act in a manner that is illegal, oppressive, fraudulent, or unfairly prejudicial to the
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petitioner, whether in his capacity as shareholder, director, or officer of the corporation.”
O.C.G.A. § 14-2-940(a)(1) but cf. § 14-2-1430 (The grounds for judicial dissolution of a
corporation have similar language, but notably do not include “oppressive” acts as an
enumerated ground; thus, this remedy is unique to close corporations.). Other grounds
for judicial remedies include deadlock or when one or more grounds for judicial
dissolution under Section 14-2-1430 exist. See § 14-2-940(a)(2)-(3).
There are various procedural requirements minority shareholders must follow to
seek any of the judicial remedies in this section of the GBCC. See O.C.G.A. § 14-2940. In particular, note that if a shareholder has dissenters’ rights under with respect to
a proposed corporate action, he must commence a proceeding under this GBCC
section before he is required to give notice of his intent to demand payment under § 142-1321 or 1323, or the proceeding is barred. Id.
Inspection Rights
Most business entity statutes permit owners with certain right to inspect the
company’s books and records. These rights (known as “inspection rights”) are often
useful and relevant in the context of business divorces. While inspection rights can be
exercised at any time under appropriate circumstances, in practice, inspection rights are
more often utilized when any discussions or negotiations surrounding a potential
business divorce are no longer amicable.
Shareholders of a Georgia corporation2 are granted inspection rights pursuant to
O.C.G.A. §14-2-1602. Records kept in the ordinary course of business may be
inspected and copied during regular business hours at the corporation’s principal office
with 5 days written notice preceding the date the shareholder wishes to inspect. Id.
Records that can be inspected and copied by merely giving notice to the corporation
include the articles of incorporation, bylaws, certain resolutions adopted by with the
shareholders of the board of directors, minutes to shareholders’ meetings, written
communications with the shareholders, a list of names and business addresses of its
current directors and officers, and the corporation’s most recent annual registration
delivered. Id.
More confidential records—for instance, records that may include inside business
decisions—may also be inspected by shareholders but only if the requirements of

2

A member of an LLC has even broader access to LLC records; a member can copy and inspect LLC
records upon “reasonable request during ordinary business hours.” O.C.G.A. § 14-11-313. Further, upon
reasonable demand, a member can obtain “true and complete information regarding the business and
financial condition of the LLC. Id. And, where the LLC refuses, the member may apply to a superior court
to force the LLC to open allow inspection. Id. However, importantly, this right of inspection is subject to
limitation or elimination in the LLC’s operating agreement.
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O.C.G.A. §14-2-1602(d) are met. Id. A shareholder may inspect and copy the[se]
records . . . only if [he makes a written demand on the company and]
(1) His demand is made in good faith and for a proper purpose that is
reasonably relevant to his legitimate interest as a shareholder;
(2) He describes with reasonable particularity his purpose and the
records he desires to inspect;
(3) The records are directly connected with his purpose; and
(4) The records are to be used only for the stated purpose.
The records that fall under the heightened demand requirements include:
Excerpts from minutes of any meeting of the board of directors, records of
any action of a committee of the board of directors. . ., minutes of any
meeting of the shareholders, and records of action taken by the
shareholder or board of directors without a meeting. . ., accounting
records of the corporation; and the record of shareholders.
In the situation of a business divorce that involves potential wrongdoing or
malfeasance, inspection rights can be a valuable tool to an aggrieved owner to obtain
access to information needed in litigation.
Dissenters’ Rights
The GBCC, at O.C.G.A. §§ 14-2-1301 through 14-2-1332, includes dissenters’
rights for minority shareholders in privately-held companies.3 This section of the GBCC
is organized into three parts: (1) Right to Dissent and Obtain Payment for Shares; (2)
Procedures for Exercise of Dissenters’ Rights; and (3) Judicial Appraisal of Shares.
The headings below mirror the structure of the statute.
This statute is designed to protect minority shareholders by alleviating the risk of
unfairness that might arise in response to various corporate actions, such as mergers,
asset sales, or amendments.4 These provisions of the GBCC give shareholders the
right to dissent to the action and receive the fair value of their shares.5 Id.
Part 1: Right to Dissent & Obtain Payment for Shares [§§ 14-2-1301 through 1303]
3
The GA LLC Act provides similar rights. See O.C.G.A. §§ 14-11-1001-1013. These rights may be
foreclosed through the LLC’s operating agreement.
4
The Big Chill: “Freezing Out” Minority Shareholders in Georgia Corporations, http://www.sgrlaw.com/ttlarticles/912/.
5
Dissenters’ rights are available to a corporation’s shareholders and an LLC’s members. In Georgia, the
dissenters’ rights for LLC members are similar to those of a corporation’s shareholders, so they are not
addressed separately here – see O.C.G.A. §§ 14-11-1001 et seq. for exact procedures for LLC dissenting
members.
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Dissenter
A record shareholder who has the right to dissent from certain corporate action
under O.C.G.A. § 14-2-1302 must exercise that right when and in the manner as
required under §§ 14-2-1320 through 1327. O.C.G.A. § 14-2-1301(4).
A record shareholder of a corporation is entitled to dissent from (and thereby
obtain payment of the fair value of his or her shares in the event of) any of five
enumerated corporate actions, including: merger, share exchange, sale or exchange of
all or substantially all property of the corporation, amendment, or any action taken
pursuant to a shareholder vote to the extent of Article 9 of this chapter or the
corporation’s governing documents. See O.C.G.A. §§ 14-2-1302(a)(1)-(5).
Exclusive Remedy
A shareholder who dissents and obtains payment may not challenge the
underlying corporate action unless it fails to comply with provisions of the GBCC or the
corporation’s governing documents, or the vote required for approval was fraudulently
obtained, regardless of whether the shareholder has dissented (i.e. this is an “exclusive
remedy”). § 14-2-1302(b); see Grace Bros. v. Farley Indus., 264 Ga. 817, 820 (1994).
The comments to the GBCC state that subsection (b) was amended by replacing
the phrase “is unlawful” with “fails to comply with the procedural requirements of this
chapter or the articles of incorporation or bylaws of the corporation.” Therefore, the fact
that a merger might be argued to be unlawful as a breach of the directors’ duty of care,
it is not grounds for equitable relief at the instance of a shareholder. The dissenters’
rights remedy is the exclusive remedy unless the transaction is not in compliance with
the requirements of the GBCC, or the vote required to approve the action was obtained
by fraudulent and deceptive means. See also Grace Bros., 264 Ga. at 820-21; Haskins
v. Haskins, 278 Ga. App. 514, 518 (2006).
Fair Value
Fair value is defined as the value of the shares immediately before the
effectuation of the corporate action to which the dissenter objects, excluding any
appreciation or depreciation in anticipation of the corporate action. O.C.G.A. § 14-21301(5). No formula or explicit methodology is given to make this determination; rather,
it is purposefully vague so as to allow flexibility in the court’s valuation. Atlantic States
Constr., Inc. v. Beavers, 169 Ga. App. 584, 586 (1984). Indeed, Georgia courts may
consider any facts which might shed light on the value of the dissenting shareholders’
interests and apply reasonable methodology to each case accordingly. See Grace
Bros., 264 Ga. at 821; see also Beavers, 169 Ga. App. at 586. Notably, the Georgia
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Court of Appeals has determined that courts should not apply minority or marketability
discounts in its evaluation of fair value. Blitch v. Peoples Bank, 246 Ga. App. 453, 457
(2000).
The court has explicitly rejected the use of the “willing seller, willing buyer” test in
defining fair value. Beavers, 169 Ga. App. at 586-87. The court in Beavers found this
test applicable only to defining “market value,” not fair value. Id. Although the fair value
analysis includes all relevant factors, and therefore would logically include consideration
of market value, references to “willing seller, willing buyer” have been eliminated in the
fair value determination. See id. Thus, a more holistic approach is used in considering
fair value for dissenting shareholder pay out. Id.
Part 2: Procedures for Exercise of Dissenters’ Rights [§§ 14-2-1320 through 1327]
The procedures required for enforcing a shareholder’s right to dissent are
technical and precise. If these procedures are not followed carefully, the shareholder
loses protection of the statute (i.e. loses his or her right to appraisal). 6 Below is a
chart/timeline detailing the procedural requirements for exercising dissenting rights
depending on the corporate action at issue.
Corporate
Action

Proposed
corporate action
creating
dissenters’ rights
is submitted to a
vote at a
shareholders’
meeting

Notice of Dissenters’
Rights

Meeting notice must state
that shareholders are or
may be entitled to assert
dissenters’ rights under
this article and be
accompanied by a copy of
this article.
[§ 14-2-1320(a)]

Notice of Intent to
Demand Payment

Dissenting shareholder
must:
(1) deliver to the corporation
(before the vote) written
notice of intent to demand
payment for shares if
proposed action is
effectuated; AND
(2) not vote shares in favor
of proposed action.
[§ 14-2-1321(a)]

Corporate action
creating
dissenters’ rights
is taken without
a vote of
shareholders

6

In writing, corporation must
notify all shareholders
entitled to assert
dissenters’ rights that the
action was taken AND
send Dissenters’ Notice
(see column 4 for

The Big Chill, supra note 4.

32827274v1

N/A

Dissenters’ Notice

Duty to
Demand
Payment

Corporation shall deliver written
dissenters’ notice to all shareholders
who satisfied the requirements of §
1321(a).
[§ 14-2-1322(a)]
Notice requirements – ALL must be
met:
x Sent no later than 10 days after
corporate action was taken
x State where the payment demand
must be sent and where and
when certificates for certificated
shares must be deposited
x Inform holders of uncertificated
shares to what extent transfer of
the shares will be restricted after
the payment demand is received
x Set a date by which the
corporation must receive the
payment demand, which date
may not be fewer than 30 nor
more than 60 days after the date
the notice required in subsection
(a) of this GBCC section is
delivered
x Be accompanied by a copy of this
article

Shareholder
must
demand
payment
and deposit
his
certificates
in
accordance
with the
terms of
notice
[§ 14-21323]
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requirements)

[§ 14-2-1322(b)]

[§ 14-2-1320(b)]

Once the dissenting shareholder has demanded payment, the corporation must, by
notice, offer to pay the amount it estimates to be the fair value of the shareholder’s
shares, plus accrued interest, within ten days of the later of the date the proposed
corporate action is taken or receipt of a payment demand. O.C.G.A. § 14-2-1325(a)
(and see subsection (b) of this section of the GBCC for instruments that must
accompany the offer). A shareholder is deemed to have accepted the offer by explicitly
accepting the offer in written notice to the corporation within 30 days or by failing to
respond within 30 days. § 14-2-1325(c). Additionally, see § 14-2-1327 for procedures
for shareholders dissatisfied with the payment or offer of payment.
Part 3: Judicial Appraisal of Shares [§§ 14-2-1330 through 1332]
In certain circumstances, the court may intervene with judicial action – see
requisite GBCC sections for procedural requirements for commencing suit. O.C.G.A. §
14-2-1330 through 1332. The court may even appoint one or more persons as
appraisers to evaluate evidence and recommend a decision on the question of “fair
value.” § 14-2-1330(d).
Receivership
In the event of intractable problems in managing a corporation or LLC, the court
may appoint one or more receivers to wind up and liquidate the corporation’s business
and affairs. O.C.G.A. § 14-2-1432(a). The court must hold a hearing to appoint a
receiver only after notifying all parties and interested persons. Id. Like the judicial
dissolution remedy for minority shareholder oppression, the power of appointing
receivers is an extraordinary measure and should only be exercised in “clear and
urgent” cases. O.C.G.A. § 9-8-4.
Among other powers the court permits, the receiver may dispose of all or any
part of the corporation’s assets wherever located, at a public or private sale, and may
sue and defend in his own name as the corporation’s receiver in all courts of this state.
O.C.G.A. § 14-2-1432(c). The court must describe the powers and duties of the
receiver in its appointing order and amend if ever necessary. Id.
The court has broad authority when it comes to receiverships. For instance, it
has exclusive jurisdiction over the corporation and all its property wherever located; it

32827274v1

Chapter 7
16 of 16
Page 16

may appoint an individual or domestic or foreign corporation as receiver; it may require
the receiver to post bond; and it may order compensation/reimbursements to be paid. §
14-2-1432. In Georgia, a receiver may also be appointed for the winding up and
liquidation of a partnership, though not explicit under state law. See Hendricks v.
Emerson, 199 Ga. App. 208 (1991) (court appointed receiver to liquidate partnership,
obtain accounting of proceeds, distribute assets, and terminate partnership).
Conclusion
As in any disintegrating relationship, the likelihood of a prolonged battle that
eventually stretches to include years-old slights, perceived and real, is high. However,
an informed advisor can take steps at the outset of the relationship, or before things
head south, to minimize that risk and create an exit strategy that reduces significantly
the risk of all-out war. Should litigation ensue, Georgia courts afford options to minority
shareholders to pursue their rights through a variety of means, preserving flexibility for
directors and managers to take action to force shareholders out of the company, but
allowing those minority owners the opportunity to obtain the full amount of fair value for
their interest.
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Artificial Intelligence
Legal & Contractual Issues
Artificial Intelligence (AI) relates to the creation and use of Intelligent
machines. AI has many branches including Machine Learning, Natural
Language Processing (Lexis is an example) and Robotics.
Among the first uses of the machine learning aspect of AI as related to
contracts was for diligence and contract management purposes. This was an
example of one kind of AI “soft AI” ‐ that is focused on machines being able to
do work that traditionally could only be completed by humans. Hard AI is
focused on having machines think like humans.
Today, an internet search for “Artificial Intelligence and the Law” is likely to
result in over 46 million results. Many of these headlines/articles point to AI
replacing lawyers in short order or making many of the matters lawyers
handler obsolete. The more rational articles describe AI as an aid to lawyers by
handling routine, time‐consuming and repetitive tasks.
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Artificial Intelligence
Legal & Contractual Issues
Because AI learns from examples and can be taught to recognize and abstract
contract provisions such as assignment, change of control, indemnification or other
terms important to understanding the value and risks of contracts to be acquired
from a target company or the ability to terminate or renew such contracts, among
its first uses, AI provides many benefits in transaction‐related diligence. An
acquirer could upload documents to a virtual data room for AI to search and
highlight sections relating to legal concepts AI had previously learned.
Detractors argued this was no more than a sophisticated word search process but,
in reality AI’s ability to learn from the relationships between words and from
provisions and concepts in numerous examples, made it a valuable tool for this
labor‐intensive and expensive task. In addition, after learning, AI doesn’t have to
be retrained for a new transaction and recognizes legal concepts regardless of the
vocabulary used to express them.
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Additional Uses of AI in the Legal Profession
Comparison and Evaluation of Contract Terms
In addition to diligence, AI may be used to compare various contract forms exchanged
by parties and for reviewing a client’s own forms and evaluating and rating specific
provisions. Many clients are interested in understanding how their forms compare to
others in their specific industry to anticipate push back as well as to have fall backs or
alternatives to use in the negotiating process.
AI may also require revaluation of standard terms. Being able to review many times
more examples can focus drafting and negotiation by providing more evidence of the
trends in provisions such as limitation of liability, indemnification and insurance. Being
able to research cases, articles and other relevant and topical information related to
such provisions can provide important information for risk analysis and impact contract
negotiations over these important issues.
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Artificial Intelligence
Legal & Contractual Issues
Additional Uses of AI in the Legal Profession
Research and Dispute Resolution
Legal research can also be a tedious, monotonous, and time‐consuming
task. However performing timely and comprehensive legal research on a
particular matter—especially as the law continues to evolve— is a critical,
necessary and important task for lawyers. Relevant case law and applicable
statutes may be researched in a faster and more thorough manner than
attorneys can do on their own. Certain AI systems may also use data to
predict the outcome of existing or potential litigation in connection with
dispute resolution methods and issues, including mediation and
arbitration.
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Artificial Intelligence
Legal & Contractual Issues
To reap the full benefits of AI, massive amounts of data are
collected, aggregated and otherwise “sliced and diced” to train the
AI system.
Finding data is no problem but using data without permission
presents potential liability risks that could hinder the development
and commercialization of AI systems. Those training AI systems
must check data sources and restrictions of use attached to such
data. In some cases, a license with data owners may be required as
well as consideration of data protection and privacy issues if
personal data is used as part of the training, especially with respect
to PHI and health care specific data.
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Artificial Intelligence
Legal & Contractual Issues
Because training the AI system requires very large databases to test
and refine decision making abilities, this training could in some
cases include aggregated limited data sets and data sharing and use
agreements.
In addition, bad data may inadvertently be collected and included in
the training process and the related examples may result in the
corruption or pollution of the system. This highlights the need to
determine quality and other controls regarding data to be collected.
Much of the data collected is unstructured and unreviewed. In
order to use data in specific instances, tools are being developed to
understand, infer meaning, classify and get useful results from such
use.
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Artificial Intelligence
Legal & Contractual Issues
Another consideration is related to IP rights in data, whether
there could be IP infringement issues if third party or shared
data sets are used and there are likely various owners of the IP
rights in such data. Contract terms should be included to
address exactly how collected data may be used and how IP
rights are to be treated. Also for data which is freely available
online, website terms and conditions, acceptable use policies
and copyright and other IP protections that limit or prevent
data from being used to train a machine learning system may
be applicable.
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Artificial Intelligence
Legal & Contractual Issues
If data is being collected under contracts, and the AI system is
licensed software, upon contract termination this data may
remain with the supplier, along with the experience and
machine learning that the supplier has developed during the
provision of the AI training services. In that context, it is
important to address at the outset in the contract how to
reimport information into a new AI system, so as to have an
accelerated period of learning. Transition and exit provisions
are becoming more relevant, as well as the need to address
who will own the IP rights in the data generated or
aggregated.

10

Chapter 8
6 of 20

Artificial Intelligence
Legal & Contractual Issues
Artificial Intelligence and IP Rights
Al systems are software‐based and IP issues associated with developing software
products will apply in the Al context.
As with other software products, there are many ways in which Al systems can be
developed; including off‐the‐shelf, custom builds to specific specifications, and any
combinations thereof.
Issues to consider include:


Ownership of AI generated content



Ownership of copyright



Patent applications



How to manage the ownership of AI generated content



The development of AI systems



Ownership of AI systems
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Blockchain
Smart Contracts
Blockchain Terms
A blockchain is a type of distributed ledger comprised of unchangeable, digitally recorded
data in packages called blocks. These blocks are stored in a linear chain. Each block in the
chain contains data that is cryptographically hashed and draws upon the previous block in the
chain, ensuring no tampering or change.
Solidity is an object–oriented programming language for writing smart contracts and used to
implement smart contracts on various blockchain platforms.
Blockchain client downloads files to store transactions – sender, date/time and amount
records. Everyone who runs the blockchain client has a copy of the entire blockchain
database.
Cryptocurrency is a list of money transfers and not just a single record, but the sum of all
applicable receipts and expenditures (the entire transactions history).
13

Blockchain
Smart Contracts
Blockchain Terms
A Smart contract is basically code which automates the action part of traditional
contracts – “if this happens then do that”. Computer code acts as it is written and is not
subject to the interpretations and nuances of human language. Smart contracts may be
compared to a web site with its code stored at a particular address in the blockchain —
like a web site url but on Ethereum rather than the Internet.
Ethereum is a public blockchain platform and is like the Internet (but is stored locally by
everyone involved) and is the kind of blockchain with transactions that contain money
and/or data. The database of downloaded files store transactions between individuals,
smart contracts and source code. Smart contracts are one of the functionalities of
Ethereum that sets it apart from other blockchains.
Blockchain technology is a new way of maintaining an agreement in a decentralized
manner. Smart contracts enable definition of individual agreements within this larger
agreement.
14
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Blockchain
Smart Contracts

Credit: blockchain.svg

Above is an illustration of a blockchain formation. The main
chain (in black) consists of the longest series of blocks from
the initial block (in green) to the current block. Orphan blocks
(purple) exist outside of the main chain.
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Blockchain
Smart Contracts
Is blockchain technology the new Internet?
By allowing digital information to be distributed but not copied,
blockchain technology has created the backbone of a new type of
Internet. It was originally devised for digital currency (Bitcoin) but
other potential uses for the technology are now being developed at
a rapid pace.
The potential of this new “Internet of transactions” largely lies in
smart contracts as standalone programs encoded on the blockchain
that automatically execute all or part of a contract, without any
human intervention of any kind.
Trust and transparency are key to blockchain adoption.
16
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Blockchain
Smart Contracts
Trust is not a concern with blockchain because “everything that gets into blockchain
remains there forever, anything can be verified, but nothing can be changed”. Smart
contracts provide complete transparency regarding how an individual system works
because the smart contract code is open and the parties are confident in the reliability
of the database.
When entering into a traditional contract, several factors are important in determining
whether you can trust what you are signing. The most obvious is understanding what is
written in the contract through its legal terms and conditions, which will interpreted and
enforced under existing laws and legal systems.
Although laws often work as a safeguard, at times they make contracts work as intended
instead of as written or vice versa.
As we see in various situations, especially if any dispute arises, reasonable people often
have substantial disagreements regarding the meaning of highly negotiated terms.
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Blockchain
Smart Contracts
A smart contract has two elements to be understood and
trusted:
1. The code and how this is interpreted
2. The immutability of the blockchain
Just like with normal contracts, it´s important to understand
the actual content of a smart contract when interacting with
it. But unlike a normal contract, which is written in legalese
and interpreted by the legal system, the content of the smart
contract is written in computer code and interpreted by
computers.
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Smart Contracts
The smart contract code represents the terms and conditions
the parties are signing up for when interacting with a smart
contract. As long as each party trusts the blockchain that the
smart contract resides on, both parties know that the code
will execute exactly as programmed ‐ so no breach of
agreement can exist. However, working as programmed does
not mean that it will work as intended if there are errors in the
code.
In order to have a legally enforceable contract programmers
and lawyers will likely have to work together.
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Blockchain
Smart Contracts
Once rules are adopted that define the functionality of one
blockchain, those rules can be replicated into smart contracts
on an existing smart contract blockchain. Instead of building a
new blockchain for every type of application, it is possible to
add several types of applications to one blockchain by using
smart contracts.
As an example, blockchains that specify ownership of different
types of assets, the actual document is essentially a list
describing who owns what. Instead of using a whole
blockchain for this application, this information can be
included in a smart contract. Like the blockchain, the smart
contract would essentially be a list of accounts and their
ownership, with rules describing valid updates to this list.
20
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Blockchain
Smart Contracts
For example, if you have two smart contracts, one for the
ownership of dollars and one for the ownership of real estate,
you could use a third smart contract as an escrow, allowing for
a purchase of real estate without an intermediary third party.
There are many use‐cases being built on blockchains, and
building them as smart contracts on the same platform
creates applications that complement each other.
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Blockchain
Smart Contracts
“Smart Contracts are digital, self‐executing means of
transferring assets or conducting actions based on rules
developed using blockchain technology.” (See Chamber Digital
Commerce White paper – 12/6/16)
The purpose of Smart Contracts is to address the element of
trust covered in traditional contracts and are digital versions of
such contracts. These contracts are actually lines of code
written in Solidity to legally bind the participants.
That code is compiled into “bytecode” and released to a
blockchain as a smart contract.
22
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Smart Contracts
Techopedia defines Bytecode as an object‐oriented
programming code compiled to run on a virtual machine (VM)
instead of a central processing unit (CPU). The VM transforms
program code into readable machine language for the CPU
because platforms utilize different code interpretation
techniques. A VM converts bytecode for platform
interoperability, but bytecode is not platform‐specific.
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Blockchain
Smart Contracts
Below is an example of an escrow smart contract:
contract Escrow {
address buyer;
address seller;
address agent;
function Escrow(address _agent, address _seller) {
// In this simple example, the person sending money is the buyer and sets up the initial contract
buyer = msg.sender;
agent = _agent;
seller = _seller;
}
function release() {
if (msg.sender == agent)
suicide(seller); // Send all funds to seller
else throw;
}
function cancel() {
if (msg.sender == agent)
suicide(buyer); // Cancel escrow and return all funds to buyer
else throw;
}
}
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Smart Contracts
This code can provide:
IF/WHEN you send me the item X, THEN the funds will be yours;
IF/WHEN you transfer the money in full, THEN the item X will be yours;
IF/WHEN I finish the job, THEN the funds will be mine;
There’s no limit to how many IFs or THENs you include in your smart
contract.
For example:
IF/WHEN you send me item X by date A and item Y by date B, THEN X and
Y becomes yours by date Z.

25

Blockchain
Smart Contracts
Smart contracts must be front loaded and occur upon formation
when the code is developed and uploaded to the blockchain.
Because blockchain operates on a public level, smart contracts are
easy to see and monitor through a public record as well as a
contract that basically manages itself once the code is set.
Smart contracts provide for automatic fulfillment and do not require
checking in or updating transactions.
In the IP context, if an agreement is set up regarding the ownership
of the rights to a piece of intellectual property, the contract can be
set up so royalties are paid automatically, and distributed in proper
proportion each time a work is used.
26
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Smart Contracts
Blockchain for business is growing, and more mainstream companies are
signing on, but that doesn’t mean that blockchain will be widely adopted.
It is possible to use and likely easier to adopt blockchain in conjunction with
more traditional contracts. Smart contracts can complement traditional
contracts by handling the fulfillment end of things with the traditional contract
kept as a tangible record with which people are more familiar and comfortable.
In addition, it is easy to add on to a smart contract but significant changes will
require creation of a new contract altogether rather than an amendment.
However, it is also unlikely that one of the parties will attempt to alter the
Smart contract unexpectedly because of its public nature and that execution
cannot made by a single party. This adds an automatic third party to an
agreement to make sure everything is done properly and according to the
agreed upon terms.
27
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Smart Contracts
Recognition of the Legality of Smart Contracts
There are already laws that recognize the legality of electronic signatures and electronic
records for business purposes, but even though blockchain transactions arguably should be
seen as electronic records because they often appear in computer code, it’s not always clear
that they are records in the sense usually described.
Recently Arizona passed a law recognizing that signatures secured using blockchain are
considered electronic signatures and that smart contracts managed with blockchain are
considered electronic records.
Vermont passed a similar law to allow blockchain to be admissible in court.
However, there are not a lot of states that explicitly accept blockchain records. While it may
seem like common sense to apply electronic records laws to blockchain, it may not always be
considered as such in the courts.
With states beginning to recognize the validity of blockchain for business and other purposes,
and once there is a reasonable expectation that more traditional courts will honor blockchain
transactions if a dispute arises, there is more reason to trust and use smart contracts.

28

Chapter 8
15 of 20

Blockchain
Smart Contracts
Delaware has gone a step further and on August 1, 2017 a new measure went into effect that makes it
explicitly legal for entities incorporated in Delaware to use blockchain for stock trading and record‐keeping.
Delaware recognized blockchain technology and smart contracts as being useful to solve problems the
state had with its corporate services around tracking direct ownership and the ultimate beneficial owner of
a corporation or other corporate entity by being able to ensure that the number of authorized shares
would always be equivalent to the number of issued shares to prevent costly and time consuming audits.
The state also recognized the ability to transform Uniform Commercial Code (UCC) filings from a very
antiquated paper‐based filing into electronic filings to be governed by a smart contract and to provide
automation around all the issues of tracking a UCC filing.
Delaware also allows companies to store their corporate information on a blockchain, as well as register
their securities and manage them, manage board resolutions, voting, corporate communications, investor
communications, and track beneficial owner of shares of a corporation.
Delaware has recognized other benefits of the technology to prevent uncompliant behavior such as the
improper transfer of shares and to promote proper governance.
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Smart Contracts
Legal pitfalls of blockchain and smart contracts include the following:
The blockchain is both a record of evidence and an infrastructure to automate transactions. Many
evidence‐based questions remain, the main one relating to the enforceability of titles recorded on the
blockchain in the absence of legislation.
In the field of contract law, a smart contract is not necessarily a contract in the legal sense, but rather is a
technical means of execution.
Commentators are not sure how judges will react in cases where he or she receives a request to enforce a
contract when all or part of the stipulations are performed by a smart contract and identifying all of the
relevant parties may be difficult.
Although Bitcoin and other cryptocurrencies are subject to continuing debates about what they are worth,
and whether or not they can replace “real” money, blockchain for business is a trend likely to grow and
gain wide‐spread acceptance.
Blockchain for business offers the opportunity for better contracts and automatic fulfillment to reduce the
chances of nonperformance or fraud.
As blockchain technology continues to become more mainstream, it makes sense to assume that, at some
point, business owners will recognize the benefits of smart contracts.
30
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Smart Contracts: 12 Game‐Changing Uses
According to the Chamber of Digital Commerce, the leading trade association for the blockchain industry
that organized a symposium and alliance, there are 12 use cases for smart contracts as described below.
1. Digital Identity
On an individual level, smart contracts can let users own and control their own digital identity across
factors such as reputation, data, and the digital assets associated with them. Smart contracts can also play
a role in designating what personal data is and isn't shared with businesses. It's what the report calls a
"user‐centered internet for individuals."
Benefits: Personal data control; companies don't need to hold data.
Challenges: Single point‐of‐failure is a hacking target; third parties could be a source of data leakage.
2. Records
Automating compliance around rules such as "required destruction of records by a certain date" is a no‐
brainer use case for smart contracts. According to the white paper, smart contracts can digitize Uniform
Commercial Code (UCC) filing and automate record renewal and release, while "atomically perfecting a
lender's security interest at the moment of a loan creation" for factors such as collateral. The smart
contract needs to be capable of storing data on a distributed ledger without slowing performance or
compromising data privacy.
Benefits: Reduced legal bills; automated loan tracking; automatic record disposal.
Challenges: Moving away from paper‐based filing; UCC and government filing/archiving is manual, error‐
prone.
31
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3. Securities
Getting deeper into fintech, smart contracts for capitalization "cap table" management can simplify things
such as automatic dividend payments, stock splits, and liability management for private companies. The
white paper projects we'll see this in private securities markets faster than in public ones. Though in the
state of Delaware, smart securities company Symbiont is already facilitating a shift to cryptographic
blockchain signatures on stock certificates as part of the Delaware Blockchain Initiative.
Benefits: Digitized end‐to‐end securities workflows; automatic dividend payment; stock splitting.
Challenges: Manual, paper‐based process to replace; intermediaries increase cost and risk.
4. Trade Finance
On a global scale, the white paper states that smart contracts can facilitate streamlined international goods
transfers with higher asset liquidity. Automation around Letter of Credit and trade payment initiation can
create a more efficient, less risky process between buyers, suppliers, and financial institutions.
Benefits: Faster payment approval; more efficient trade, transport, and contract agreements.
Challenges: Physical document management; document fraud; duplicate financing.
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5. Derivatives
There's a reason the fintech industry is arguably the biggest driver of blockchain innovation. Smart
contracts can enforce a standard transactional rule set for derivatives (a security with an asset‐dependent
price) to streamline Over‐The‐Counter (OTC) financial agreements. Symbiont CEO and Smart Contracts
Alliance co‐chair Mark Smith called OTC financial agreements out as one of the most immediate smart
contract use cases.
Benefits: Automated settlement and external trade event processing; real‐time position valuation.
Challenges: Redundant OTC asset‐servicing process; paper‐based transaction agreements.
6. Financial Data Recording
Smart contracts can serve as an enterprise‐grade accounting ledger to accurately and transparently record
financial data. Once blockchain‐based standards, interoperability with legacy systems, and a streamlined
transaction portal and marketplace develop, the use case could improve everything from financial
reporting to auditing.
Benefits: Transactional data integrity and transparency; reduces accounting data management costs.
Challenges: Accounting system errors and fraud; capital‐intensive process.
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7. Mortgages
Getting a mortgage is often a manual and confusing process. Smart contracts can automate every aspect of
the transaction, including payment processing and property liens to make closing on a property and signing
a mortgage agreement a faster and more efficient process. It doesn't work without blockchain‐based
digital identity, though.
Benefits: Automated lien release; reduced errors and cost; increased property data visibility; verification.
Challenges: Friction between various parties (contract, borrower, real estate title record); data privacy.
8. Land Title Recording
Property transfers and land title ownership can be rife with fraud and disputes. Smart contracts can
facilitate property transfers to improve transaction integrity, efficiency, and transparency. Countries around
the world, including Georgia, Ghana, and Honduras, are already implementing blockchain for land title
recording.
Benefits: Eliminates shotgun mortgage fraud.
Challenges: Multiple parties viewing same property; manual delays; identity verification.
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9. Supply Chain
Smart contracts can provide greater visibility at every step of a supply chain, coordinated with Internet of
Things (IoT) devices tracking managed assets and products from factories to the point‐of‐sale (POS).
Companies such as Everledger and IBM are already using the blockchain for supply chain visibility to track
everything from diamonds to Chinese pork.
Benefits: Simplifies complex multi‐party systems; granular inventory tracking; reduced risk of fraud and
theft.
Challenges: Data incompatibility and supply chain blind spots.
10. Auto Insurance
In the auto industry, smart contracts can automate insurance claims to provide near‐instantaneous
processing, verification, and payment. In a nutshell: if two parties get into an accident, then they can
resolve the claim through insurance in hours or days rather than in weeks or months. The car insurance
claim process is frustratingly disjointed and smart contracts can clean it up.
Benefits: Vehicle "self‐awareness" and damage assessment using sensors; policyholder data repositories.
Challenges: Subjective damage diagnostics; duplicate forms and insurance provider verifications.
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11. Clinical Trials
Clinical trials, or medical research studies involving people, are always sensitive agreements when it comes
to participants' data privacy and monitoring the experiments involved. Smart contracts can be a
mechanism for cross‐institutional visibility and build in privacy‐focused rules that improve data sharing
between institutions, while automating and tracking patient consent. The white paper calls it a potential
force for "positive disruption" in the clinical trials community.
Benefits: Increased trial visibility; data sharing; automated patient consent; patient privacy.
Challenges: Under reporting; inconsistent consent management; institutional delay.
12. Cancer Research
Finally, the white paper states that smart contracts can "unleash the power of data" to facilitate the
sharing of cancer research. Similar to clinical trials, smart contracts can automate patient data consent
management and incentivize data sharing while maintaining patient privacy.
Benefits: Data sharing; patient privacy.
Challenges: Cumbersome, cross‐institutional research sharing.
Download the Chamber of Digital Commerce's full white paper for more information.
http://digitalchamber.org/assets/smart‐contracts‐12‐use‐cases‐for‐business‐and‐beyond.pdf
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Does all of this mean that Smart Contracts will replace traditional
contracts, that attorneys must learn to write, understand and argue
code, and that no new technology will supersede blockchain and
smart contracts? The development by several large technology
companies of Blockchain as a service (Baas) offerings may at least
enhance adoption by shifting implementation and liability to
companies with more relevant expertise and experience.
If you remember the cases we studied in law school and consider
what we are seeing today with subject matter never contemplated
not too many years ago, change is the only constant in our
profession.
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Pro Bono Partnership of Atlanta
Mission
To maximize the impact of pro bono
engagement by connecting a network of
attorneys with nonprofits in need of free
business legal services.
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Pro Bono Partnership of Atlanta
Clients
 In order to be a client of Pro Bono Partnership of
Atlanta, an organization must:
 Be a 501(c)(3) nonprofit organization.
 Primarily serving the low-income or disadvantaged
individuals.
 Unable to pay for legal services without significant
impairment of program resources

 Visit us on the web at www.pbpatl.org
3

Our In-House Volunteers
















ADP
AGL Resources*
American Cancer Society*
AT&T*
Chick-fil-A
Cisco*
Coca-Cola Company*
Cox Communications
Delta Air Lines*
Duke Realty
Emory University
Ernst & Young
Equifax
Federal Home Loan Bank
Georgia Power















GE Energy*
Home Depot*
ING
Invesco
Kimberly-Clark*
McKesson*
NCR
Pfizer
Primerica
Southern Company*
SunTrust Bank
Turner Broadcasting*
United Parcel Service*

* Denotes Board Member
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John H. and Wilhelmina D.
Harland Charitable Foundation

The Pittulloch Foundation

The Rich Foundation

State Bar of Georgia
Corporate Counsel Section

The Zeist
Foundation

Atlanta Bar Association
Business & Finance Section

Atlanta Bar Association
Intellectual Property Section

Common Legal Areas Where
Volunteer Attorneys Assist Our Nonprofits
 Contracts
 Corporate
 Employment
 Intellectual Property
 Banking
 Bankruptcy

 Healthcare
 Leasing
 Privacy
 Real Estate
 Tax
 Technology
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Nonprofit Structure
CONSTITUENTS
Members
Board of
Directors
Committee

Committee
ED/President
/CEO

Staff

Volunteers

Laws Governing Georgia §501(c)(3)
Nonprofit Corporations
 Georgia Nonprofit Corporation Code
 Follows the Georgia Business Corporation Code

 Uniform Prudent Management of Institutional
Funds Act
 Investment decision and endowment expenditures

 Internal Revenue Code
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Rights, Duties & Restrictions:
Organization as a Whole
 May not have shareholders or stockholders or owners of
any kind
 Must have nonprofit, exempt purpose/mission
 Prohibition Against Private Inurement (IRC)
 Restrictions on Political Activities and limits on lobbying
(IRC)
 Dissolution requirement – all assets go to another
§501(c)(3) nonprofit corporation
9

Rights, Duties & Restrictions:
Directors
 Direct the activities of the nonprofit corporation
 Usually a self-perpetuating board unless members
elect directors
 Can vote without a meeting by less than unanimous
consent (“opt out” majority approval) if in bylaws

10
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Rights, Duties & Responsibilities
Directors – How The Board Acts
 Board acts by consensus at a duly called meeting (mostly
majority) or by unanimous written consent
 No individual director has power or authority to act alone
simply by virtue of being on the board
 Board may delegate authority to act to standing committees
(must be a subset of the board), but ultimately remains
responsible

11

Rights, Duties & Restrictions:
Directors

(cont.)

The Directors elect the officers and generally oversee
and direct the affairs of the corporation. Some of their
customary responsibilities include:
 Establish mission; create strategic plan to further
mission; monitor and review actions of corporation
with a view to the mission
 Hire competent executive director and management
team to implement strategic plan and mission
 Seek and appoint competent board members
 Create policies (conflict of interest, ethics code,
document retention) as best practices

12
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Rights, Duties & Restrictions:
Directors

(cont.)

 Director Liability:
 Limited
 Not personally liable for acts, debts, obligations of nonprofit
corporation unless violates standards of conduct under GNCC
 Exculpation Clause in articles – then protection for actions taken
or failure to act except:
 Violations of Duty of Loyalty/Conflicts of Interest
 Acts or omissions with intentional conduct or knowing violation of
the law
 Director received an improper personal benefit
13

Rights, Duties & Restrictions:
Officers
 Number, responsibilities and authority set forth in articles and
bylaws
 Same person can hold more than one office
 CEO/President/Executive Director – authority to conduct
ordinary business
 Board Chair v. President

 No contract rights created by appointment of officer
 Must comply with standards of conduct (Duty of Care, Duty of
Loyalty – including conflicts of interest, Duty of Obedience)
14
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Writing a Book - Hypothetical
 Nonprofit A’s founder writes a book about her
life’s journey and experiences including how she
overcame homelessness and a lack of
education and includes stories of helping others
to overcome these issues as part of her work
through Nonprofit A.
 Founder wants full copyright ownership of the
book and all proceeds but does want to donate
some of the proceeds to Nonprofit A.
15

Writing a Book – Analysis
 Conflict of Interest – the stories resulting from work with and through
the nonprofit may belong to the nonprofit. Founder would be personally
benefitting from using the corporation’s stories.
 Duty of Loyalty –Nonprofit A could write a book or have one written
about its own stories. This creates a potential taking of a corporate
opportunity.
 Analysis:
 Some of experiences learned were learned a result of being the Executive Director
of Nonprofit A
 What belongs to the Founder and what belongs to Nonprofit A?
 Nonprofit A has an ownership interest in its works and stories
 COI Policy must be followed – arms-length transaction
 Board Resolution
 Contract with Founder
16
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Duty of Care
A member/director/officer shall discharge his
or her duties as a member/director/officer,
including for a director his or her duties as a
member of a committee:
(A) In a manner the member/director/officer
believes in good faith to be in the best interests
of the corporation; and
(B) With the care an ordinarily prudent person
in a like position would exercise under similar
circumstances
17

Elements of Duty of Care
 Be Reasonably Informed & Educated
(Care of Prudent Person)
 Know the Basics About Your Organization
 Ask yourself: do I have enough information?
 Attend and participate in regular meetings
 Inspect/review books and records
 Receive reports and data (financial reports, fundraising
activities, etc.) BEFORE meetings and review them
18
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Elements of Duty of Care

(cont.)

 Be Reasonably Informed & Educated
(Care of Prudent Person)
 Limit sporadic information flow between meetings
 Do not allow selective distribution of information to
single board members
 Exception: committees and single task authorization
 Policy of removal for directors who miss too many
meetings
 No proxy voting
19

Elements of Duty of Care

(cont.)

 Exercise Independent Judgement & Act in Good
Faith
 Ask questions and gather facts to independently evaluate
information provided
 Judge what’s in the nonprofit’s best interests irrespective
of other entities to which have allegiances
 Do what’s best for organization not just constituency by
which appointed/elected
 Confidentiality – part of Good Faith!
 Employee information, confidential business information, etc.
20
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Elements of Duty of Care

(cont.)

 Reliance: in Exercising Independent Judgment/Good
Faith
 Cannot completely abdicate responsibilities to these sources – must
still consider, analyze and make own decision based on this
information
 Reasonable reliance on reports or information from trustworthy
sources
 Directors may rely on opinions, statements, reports from:





Reliable & competent Officers/employees
Legal counsel, public accountants others with professional expertise
Committee of Board if have expertise and merit reliance
Religious authorities as appropriate
21

Elements of Duty of Care

(cont.)

 Reliance: in Exercising Independent Judgment/Good
Faith (cont.)
 Officers may rely on opinions, statements, reports from:
 Reliable & competent Officers/employees
 Legal counsel, public accountants others with professional
expertise

22
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“Hiring an ED” - Hypothetical
 Your organization needs a new Executive Director. Your
chair of the board has the perfect candidate whom
he/she thinks will take the organization to the next level.
 He/she has known the candidate for years and urges
you to just trust him/her on this one.
 The candidate will require a salary of $150,000, but in
her current job is making twice that and you are
assured that she is well worth the money.
 Should you approve the hire relying solely on your
chair’s opinion that the candidate is “just great” and this
will be the best thing the organization ever did?

“Hiring an ED” - Considerations
 You should ask some questions about the candidate
and request or perform some research on the
customary salary range for this kind of position.
 It may turn out that this candidate has no previous
experience running an organization like yours
 It may turn out that the typical salary for others in similar
positions is $70,000.
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Duty Compliance Protection
Business Judgment Rule
 The Business Judgement Rule applied in a business
corporation setting seems equally applicable to nonprofit
corporations. In the most general terms, the court will not
second guess the decision made by a
Member/Director/Officer to authorize a certain corporate
action, if such decision was made in good faith and
reasonably believed to be in the best interest of the
corporation, and with an independent and informed
judgment
25

Duty of Loyalty
“Best Interests of Organization”
Act with the organization’s interest in mind,
not your own
Conflicts of Interest
Corporate Opportunity
Confidential Information
26
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Duty of Loyalty: Conflict of Interest
 Conflict of Interest Definition:
 Set of circumstances creates risk that professional judgement or
actions regarding a primary interest will be unduly influenced by
a secondary interest

 Nonprofit Corporation:
 Director/related person/entity controlled thereby is a party to the
transaction
 Director/related person/entity controlled thereby has beneficial
financial interest in transaction
 Director/related person/entity controlled thereby closely linked to
transaction exerting influence on decisionmakers
27

Duty of Loyalty: Conflicts of Interest
 Common Types of Conflict Of Interest:
Improper (personal) use of an organization’s assets
Personal expenses being paid by the nonprofit
Low-interest or unsecured loans to insiders
Director (or relative) performing professional services for an
organization
 Director proposing that a relative or friend be considered for a
staff position
 Purchases, sales, or rental of property and/or goods or services
between the nonprofit and insiders that are not arms-length fair
market value transactions





28
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Perception is Reality
Conflict of interest issues for a tax-exempt
organization not only include
actual conflicts of interest but often
the perception of a conflict of interest

Reputation is Critical
29

Multiple Boards - Hypothetical
 X is well known in the community and was asked
by three organizations to be on their respective
boards. He accepted all three positions. Two of
the organizations ask him to serve as the chair
of the fundraising committee. X is aware that
both organizations are asking some of the same
institutions for donations and are competing for
a distinct pool of money.
30
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Multiple Boards – Hypothetical
Considerations
 Duty of Loyalty: In approaching institutions and
donor pools on behalf of each organization, X
cannot assure that he is acting in the best
interest of each of the organizations. He cannot
act in the best interest of two competing causes
for money at the same time.
31

A Conflict of Interest Is Not Necessarily Bad
 A conflict may exist with a member/director/officer/key
employee regarding a potential business arrangement but that
doesn’t mean the business arrangement is not in the best
interests of the organization
 If follow a good Conflict of Interest Policy and Procedure and
document those steps, the arrangement may be the correct
choice
 The key is to do the independent analysis and:
 Disclose
 Abstain
 The person who may have a conflict should be excused before the decision
about whether a conflict exists is made

 Document
 Record and describe the entire process in board minutes
 Transactions with related parties may have to be reported to the IRS
32
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IRS: Private Inurement & Intermediate Sanctions
 Insiders prohibited from receiving benefits greater than she or he
provides in return
 Insiders = founders, officers, directors, anyone with control/influence over
organization during the past 5 years, and certain family members and
affiliated companies
 Examples: excessive compensation, organization enters into a contract
where pay more than value received in return, loans at below market rates,
etc.)

 Violations
 Loss of Exemption or
 “Intermediate Sanctions (IS)”
 Excess Benefit Transaction involving an insider
 Person who received excess benefit: return excess, fines, penalties
 Organizational managers approving transaction: fines, penalties

 Rebuttable presumption of reasonableness under IS

33

Speakers Bureau - Hypothetical
Executive Director Joan works for Healthy Living Nonprofit. Joan is
an RN who spent 10 years specializing in nutrition and advising
patients how to live healthier lives. As Executive Director of Healthy
Living for the past 5 years, Joan has developed many innovative
programs to teach parents and children how to live healthier lives
and has even been recognized for these programs by
the President of the United States.
Joan is approached by a Speakers Bureau to contract with the
Bureau for speaking engagements. Joan’s salary from Healthy
Living is not much as she would rather help the organization thrive,
so this contract would really help her out. Can Joan sign the contract
and take the money from the speaking engagements?
34
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Speakers Bureau - Analysis
 Critical Question: What is Joan being asked to
speak about?
 Her expertise gathered from her 10 years of
experience as an RN addressing these issues?
 The programs she developed as ED of Healthy Living?

 What knowledge is being leveraged through the
speaking engagements and who owns that
knowledge?
35

Speakers Bureau - Analysis (cont.)
 Other Factors:
 Will the speakers’ bureau contract with Healthy Living?
 Can a contract be established between Healthy Living
and Joan to pay Joan for these additional services?

 COI Policy must be followed – arms-length
transaction
 Board Resolution
 Contract with ED – if appropriate
36
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Duty of Loyalty:
Taking a Corporate Opportunity
 Members/directors/officers should not take a business opportunity for
him or herself or one of his or businesses if that opportunity would have
otherwise belonged to the organization
 Best Practice:
 Before engaging in a transaction that he or she should reasonably know to be of
interest to the organization, member/director/officer should disclose the transaction
and offer it to the organization first
 If a member/director/officer learns of an opportunity that is of interest to him or her
but may also be of interest to the organization, he or she should offer it to the
organization first, and only take it if the Board declines the opportunity
 Document the situation and the disclosure.
37

Day Care Center Building – Hypothetical
 The Executive Director of a daycare center informs the board that the
organization is outgrowing its current space and needs to move. The Board
appoints a committee consisting of directors X and Y to find new space to
lease or potentially buy.
 Board Director X owns a tutoring school for high school students and has
been looking for space to move to for six months now. Her business is
going great and is busting out of its seams.
 One afternoon, Board Director X gets a call from a friend who heard that
Board Director X is in charge of looking for new space for the daycare
center. The friend knows of a great place.
 After inspecting the place, Board Director X decides that the daycare center
would probably not want it because it is slightly over the set budget, but the
space is so phenomenal that she decides to rent it for her own tutoring
business.

38
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Duty of Obedience
 Directors have a duty to:
 Follow the nonprofit corporation’s governing documents (such as
the articles of incorporation and the bylaws),
 Carry out the organization’s mission, and
 Ensure that resources are used for lawful purposes consistent
with the organization’s mission.

 Directors must comply with other state and federal laws
that relate to the §501(c)(3) nonprofit corporation and the
way in which it conducts its business.
39

Buying a Building - Hypothetical
 The CEO of your organization proposes acquisition of a
building from ABC Company for $1 million
 Your organization has just received a $1 million cash
donation that seems perfect for this purpose and your
donor agrees.
 Your CEO learned about the availability of the building
from a sign
 Organization does not engage a broker to run
comparables or otherwise evaluate the purchase price
 The Board of Directors approve this transaction.
40
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Buying a Building - Hypothetical

(cont.)

 After the fact, the Board of Directors learn:
 The husband of the Board Chair is one of the owners
of ABC Company and
 The building’s fair market value is only $900,000.

41

Buying a Building - Analysis
 Duty of Care: not informed decision-making
 Duty of Loyalty: undisclosed conflict of interest by the
Board Chair—if transaction is challenged, directors have
to show that it was fair
 Court can enjoin/set aside transaction
 Penalties and potential personal liability attached

 Taxes: in related party transactions, the IRS may impose:
 Excise tax on the Board Chair and the directors who approved
transaction
 Excise tax on ABC Company and require ABC Company to pay
back $100,000.

42
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The Print Job
 Nonprofit X has a big event coming up and the printer
Nonprofit X uses just went out of business. Nonprofit X
must find someone to print its marketing and event
materials immediately.
 One of Nonprofit X’s board member’s wife owns a
business that does printing work and agrees to take the
sizeable job.
 Prices are not discussed and no other bids are solicited,
because there is just no time.
43

The Print Job - Analysis
 Duty of Care – lack of information to make good
decision
 Conflict of Interest – this arrangement might be a
good deal but not enough information is known.
Comparables should have been obtained and
reviewed.

44
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For-Profit v. Non-Profit Hypothetical
Stephen is a mental health counselor who offers
some of his services for free through the nonprofit
he founded and some for a fee through the forprofit corporation he owns. In addition, the forprofit and nonprofit share office space and office
supplies, and the websites link to one another.
 Is this permissible?
 What are the issues to consider?
45

For-Profit v. Non-Profit - Analysis
 Clear separation of assets
 Make sure the for-profit is not taking
opportunities away from nonprofit
 No promotion of for-profit by nonprofit
 Helpful to have written distinction between
functions of nonprofit v. for-profit
 Significant board involvement in analysis of
separation

46
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Potential Effects of a Duty Violation
 Potential state law violations
 Court enjoins/sets aside action and damages awarded
 Personal liability for members/directors/officers
 Removal of Director from Board

 Potential IRS violations:
 Private inurement and loss of exemption
 Excess benefit transactions:
 Person who received excess benefit: return excess, fines, penalties
 Organizational managers approving transaction: fines, penalties

 Loss of public confidence and a damaged reputation
 Loss of funding

47

For More Information:
If you would like more information about the services
of Pro Bono Partnership of Atlanta, contact us at:
Phone: 404-618-0900
Fax: 404-853-8806
Info@pbpatl.org
www.pbpatl.org
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It’s Not Just Another Volunteer Position:
The Duties and Ethics of Nonprofit Corporation Leaders
October 13, 2017
Mona Maerz
Executive Director Atlanta and VP Corporate Transactions
Counsel On Call
3390 Peachtree Road NE, Suite 600
Atlanta, Georgia 30326
mona.maerz@counseloncall.com
Robyn Miller
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Pro Bono Partnership of Atlanta
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I. LAWS GOVERNING RIGHTS, DUTIES, RESTRICTIONS OF GEORGIA
NONPROFIT CORPORATIONS
A. Nonprofit corporations are governed by the Georgia Nonprofit Corporation Code
O.C.G.A. §§14-3-101 ET AL. (THE “GNCC”)
1. The current version of the GNCC was enacted in 1991 and uses as its base the
Georgia Business Corporation Code (the “Business Code”) rather than the
Revised Model Nonprofit Corporation Act (the “Revised Model Act”).
2. While some of the GNCC’s provisions are based on and incorporate concepts
from the Revised Model Act, the GNCC mostly adheres to the nomenclature
and structure of the Business Code, and Georgia courts will apply case law
involving Georgia for profit business corporations to Georgia nonprofit
corporations.
3. Comments to the GNCC highlight those areas and provisions that are different
from the Business Code, assuming that Business Code comments and
explanations will apply to those provisions that are similar or identical.
4. There are various other state laws that may apply to a particular nonprofit
organization, such as Georgia’s Hospital Acquisition Act (regulating
“dispositions” of Georgia nonprofit corporations that own, control or operate,
directly or indirectly, a hospital, O.C.G.A. §§ 31-7-400 through 31-7-412), the
Georgia Hospital Authorities Law (see O.C.G.A. § 31-7-74.1 and O.C.G.A. §
31-7-90.1), Georgia’s Shield law (which may immunize directors and
uncompensated officers from civil liability for certain charitable activities,
O.C.G.A. § 51-1-20), discussion of which are beyond the scope of this
overview.
5. There is also the Uniform Prudent Management of Institutional Funds Act
(UPMIFA) which provides guidance on investment decisions and endowment
expenditures for nonprofit and charitable organizations. O.C.G.A. §44-15-4.
This is also beyond the scope of this overview.
6. While the Federal Volunteer Protection Act immunizes volunteers (defined as
those who receive no more than $500 annually for helping §501(c)(3) and
§501(c)(4) nonprofit corporations) from personal liability to third parties for
negligent acts or omissions committed while acting within the scope of their
duties as volunteers, this is not applicable when it comes to the duties of
members, directors and officers when conducting their responsibilities to the
nonprofit corporation.
B. Georgia nonprofit corporations that are also recognized as tax-exempt under
§501(c)(3) of the Internal Revenue Code (“IRC”) are thereby governed by that
section of the IRC along with a variety of other related code sections of the IRC.
II. RIGHTS, DUTIES AND RESTRICTIONS
A. Organization as a Whole
1. The GNCC sets forth the requirements regarding what must be included in the
articles of incorporation and bylaws of a nonprofit corporation in Georgia.
2
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GNCC §§14-3-201 and 14-3-206. The articles have specifically proscribed
requirements, but “the bylaws may contain any provision for regulating and
managing the affairs of the corporation that is not inconsistent with law or the
articles of incorporation.” GNCC §14-3-206. There are a few limitations for
nonprofit corporations as opposed to for-profit corporations under both the
GNCC and the IRC:
A) A Georgia nonprofit corporation may not have shareholders. The
GNCC lacks provisions related to shareholder or stockholders.
Further distributions are prohibited under GNCC §14-3-1301 with a
few limited exceptions noted in GNCC §14-3-1302.
B) Under IRC §501(c)(3) and Treas. Reg. 1-501(c)(3), the following
paragraphs (or something similar) must be included in the articles of
incorporation of a nonprofit corporation in order to be recognized as
a charitable §501(c)(3) organization:
(1) Prohibition Against Private Inurement. No part of the net
earnings of the Corporation shall inure to the benefit of or be
distributable to its directors, officers or other private
shareholders or individuals, or organizations organized and
operated for profit, except that the Corporation shall be
authorized and empowered to pay reasonable compensation
for services rendered and to make payments and distributions
in furtherance of the purposes set forth in Article __ hereof.
(2) Restrictions on Political and Other Activities. No substantial
part of the activities of the Corporation shall be the carrying
on of propaganda, or otherwise attempting to influence
legislation. No activity of the Corporation shall consist of
participating or intervening in (including the publishing or
distributing of statements) any political campaign on behalf
of or in opposition to any candidate for public office.
Notwithstanding any other provision in these Articles, the
Corporation shall not carry on any activities not permitted to
be carried on by, or which would invalidate its status as, an
organization (a) which is exempt from federal income
taxation under Code Section 501(a) as an organization
described in Code Section 501(c)(3) and (b) contributions to
which are deductible under Code Section 170(c)(2). 1
(3) Dissolution. Upon the dissolution or final liquidation of the
Corporation, the directors shall, after the Corporation pays or
makes provisions for the payment of all of the known
liabilities of the Corporation, dispose of all of the assets of the
Corporation exclusively either by direct distribution for the
1

This “savings clause” sentence is optional.
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purposes of the Corporation (as set forth in Article __), or by
distribution to one or more organizations (a) which then
qualify for exemption from federal income taxation under the
provisions of Code Section 501(a) as an organization
described in Code Section 501(c)(3), and (b) contributions to
which are then deductible under Code Section 170(c)(2), as
the directors shall determine. Any such assets not so
disposed of by the Board of Directors shall be disposed of by
the Superior Court of the county in which the principal office
of the Corporation is then located, exclusively for such
purposes or to such organization or organizations which are
organized and operated exclusively for such purposes, as said
court shall determine. 2
2. Each nonprofit corporation must have the purpose of engaging in any lawful
business under GNCC §14-3-301, unless a narrower purpose clause is
included in its articles of incorporation pursuant to GNCC §14-3-202(b)(1).
A) Should the nonprofit corporation wish to be recognized as a
charitable organization under IRC §501(c)(3), the organizers must
identify more specifically the exempt purpose or purposes for which
the corporation is to be organized and operated and develop the
organization’s mission statement.
3. GNCC §14-2-302 sets for the duration and general powers of a nonprofit
corporation. These corporate powers enumerated in the GNCC apply unless
such powers are limited by provisions included in its articles of incorporation
pursuant to GNCC §14-3-202(b)(3)(B). Comment to O.C.G.A. § 14-2-202.;
see also O.C.G.A. §§14-2-202(c) and 14-2-302.
4. The Georgia Attorney General has the power to petition the Superior Court to
stop unlawful conveyances, transfers or assignments of assets of a nonprofit
corporation, to dissolve a nonprofit corporation when appropriate, and to
compel an accounting and restitution or other appropriate relief for a violation
of certain sections of the GNCC. GNCC §14-3-170.
B. Georgia Nonprofit Corporation Members
1. Members are optional. Whether a particular Georgia nonprofit corporation
elects to have statutory members will depend on such factors as: (a) the nature
of its activities, (b) the desire for a democratic structure, (c) the cost of having
members, (d) concepts of efficiency, (e) the need for member input, and (f)
recognition of individual donors.
2. GNCC § 14-3-140(22). Since a Georgia nonprofit corporation does not have
to have members, the management and oversight of the corporation often lies
with a self-perpetuating Board of Directors. The GNCC uses the term
2

This provision also complies with GNCC §14-3-1401 et.seq.
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“member” in a narrow sense to refer to a person who on more than one
occasion is entitled to vote for the election of directors pursuant to a provision
of the corporation’s articles or bylaws expressly providing for or
contemplating the existence of members.
3. A Georgia nonprofit corporation must state in its Articles of Incorporation
whether it has members.
4. If a Georgia nonprofit corporation elects to have members, the GNCC gives
these members statutory rights, responsibilities and duties. See, for example:
A) GNCC §14-3-304 The right to challenge ultra vires acts under certain
circumstances,
B) GNCC §14-3-621Tthe right to fair and reasonable termination,
expulsion and suspension procedure,
C) GNCC §14-3-705 The right to notice of member meetings,
D) GNCC §14-3- 720 and 1602 The right to the membership list,
E) GNCC §14-3-721 Voting entitlement generally,
F) GNCC §14-3-741 The right to bring derivative suits,
G) GNCC §14-3-1003 The right to vote on proposals to amend the
corporation’s articles, if the members have been granted such right
pursuant to a provision of the articles or bylaws,
H) GNCC §14-3-1021 The right to vote on proposals to amend the
corporation’s bylaws, if the members have been granted such right
pursuant to a provision of the articles or bylaws,
I) GNCC §14-3-1103 The right to vote on proposals to adopt a plan of
merger,
J) GNCC §14-3-1202 The right to vote on proposals to sell, lease,
exchange or otherwise dispose of all or substantially all of the
corporation’s property other than in the usual and regular course of
its activities,
K) GNCC §14-3-1402 The right to vote on proposals to dissolve the
corporation voluntarily, if the members have been granted such right
pursuant to a provision of the articles or bylaws,
L) GNCC §14-3-1430 The right to petition the Superior Court to
dissolve a Georgia nonprofit corporation, O.C.G.A. § 14-3-1430(2).
The Superior Court may order dissolution if it is established that:
(1) The directors are deadlocked in the management of the
corporate affairs, the members are unable to break the
deadlock, and irreparable injury to the corporation is
threatened or being suffered or the business and affairs of the
corporation can no longer be conducted to the advantage of
the members generally, because of the deadlock,
(2) The directors or those in control of the corporation have
acted, are acting, or will act in a manner that is illegal or

5
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fraudulent in connection with the operation or management of
the business and affairs of the corporation,
(3) The members are deadlocked in voting power and have
failed, for a period that includes at least two consecutive
annual meeting dates, to elect successors to directors whose
terms have expired or would have expired or
(4) The corporate assets are being misapplied or wasted.
M) GNCC §14-3-1602 The right to copy and inspect records,
N) GNCC §14-3-1620 The right to financial statements, and
O) GNCC §14-3-1621 The right to a report of indemnification or
advance of expenses.
5. Taking Member Action Without a Meeting by Less-Than-Unanimous
Consent.
A) Unlike the Business Code, GNCC §14-3-704 provides for an “opt
out” majority approval rather than the “opt in” less-than-unanimous
approval. If the corporation desires to limit its members’ ability to
take action without less-than unanimous written consent, the articles
of incorporation or bylaws must include a provision limiting or
prohibiting the ability of members to approve action without a
meeting by less-than unanimous written consent.
6. Member Liability:
A) GNCC §14-3-611 provides that a member of a corporation is not, as
such, personally liable for the acts, debts, liabilities or obligations of
the corporation.
B) GNCC §14-3-202(4) permits limiting the liability of a director or a
member for its actions as such by adding a provision into the
organization’s articles of incorporation that limits such liability for
any action taken, or any failure to take any action as a director,
except liability:
(1) For any action taken, or any failure to take action as a
director, except (i) for an appropriation, in violation of his or
her duties, of any business opportunity of the corporation and
(ii) for acts or omissions which involve intentional
misconduct or a knowing violation of law
(2) For the types of liabilities set forth in the Code (14-3-860
through 14-3-864) or
(3) For any transaction from which the director received an
improper personal benefit.3
7. Conflicts of Interest. GNCC §§14-3-860 through 865 addresses how conflicts
of interest must be handled by nonprofit corporations involving directors,
3

This liability limitation only applies to actions taken after the provision has been properly added to the articles of
incorporation.
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officers and members. Specifically, GNCC §14-3-863 addresses the
applicability of Article 8 Part 6 of the GNCC to members and directors.
Conflict of Interest violations are not protected under GNCC §14-3-202(4).
See Duty of Loyalty Conflicts of Interest section below for more details on
this issue.
C. Directors
1. All corporate powers (except those specifically delineated in the GNCC) shall
be exercised by, or under the authority of, and the business and affairs of the
nonprofit corporation managed under the direction of its board. GNCC §14-3801(b).
2. The directors of a Georgia nonprofit corporation are elected by the
incorporator (or designated in the articles of incorporation) at first, and then
either elected annually by the members, or, if the corporation does not have
members, the bylaws will provide for a self-perpetuating (often staggered)
board of directors. GNCC §§14-3-801 through 813.
3. No individual director has the authority to act alone, simply by virtue of his or
her position. The board of directors must act by consensus at a duly called
meeting or by written consent (unanimous or majority). The board may
delegate certain authority to committees (audit, compensation, etc.), but
ultimately remains responsible. GNCC §14-3-824.
4. The Directors elect the officers and generally oversee the affairs and direct the
affairs of the corporation. Some of their customary responsibilities include:
A) Establish mission; create strategic plan to further mission; monitor
and review actions of corporation with a view to the mission,
B) Hire competent executive director and management team to
implement strategic plan and mission,
C) Seek and appoint competent board members, and
D) Create policies (conflict of interest, ethics code, document retention)
as best practices for the nonprofit corporation.
5. Taking Board Action Without a Meeting by Less-Than-Unanimous Consent
A) Unlike the Business Code, GNCC §14-3-821 provides for an “opt
out” majority approval rather than the “opt in” less-than-unanimous
approval. If the corporation desires to limit its directors’ ability to
take action without less-than unanimous written consent, the articles
of incorporation or bylaws must include a provision limiting or
prohibiting the ability of directors to approve action without a
meeting by less-than unanimous written consent.
6. Director Liability: GNCC §14-3-202(4) permits limiting the liability of a
director by adding a provision into the organization’s articles of incorporation
that limits such liability for any action taken, or any failure to take any action
as a director, except liability:
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A)

For an appropriation, in violation of his or her duties, of any business
opportunity of the corporation,
B) For acts or omissions which involve intentional misconduct or a
knowing violation of law,
C) For the types of liabilities set forth in the Code (14-3-860 through 143-864) or
D) For any transaction from which the director received an improper
personal benefit.4
7. Directors must uphold standards of conduct. GNCC §14-3-830. These
standards are described below under SPECIFIC FIDUCIARY DUTIES.
A) If a director does not uphold the standards of conduct in GNCC §143-830, under GNCC §14-3-831(a), the director who votes for or
assents to a distribution made in violation of the GNCC is personally
liable to the corporation for the amount of the distribution that
exceeds what could have been distributed without violating the
GNCC.
B) Under GNCC §14-3-831(b), a director that is held liable for unlawful
distributions in GNCC §14-3-831(a) is entitled to contribution:
(1) From every other director who voted for or assented to the
distribution without complying with the standards of conduct
in GNCC §14-3-830, and
(2) From each person who received an unlawful distribution for
the amount of the distribution whether or not the person
receiving the distribution knew it was made in violation of the
GNCC.
8. GNCC §§14-3-850 through 858 address indemnification of directors, officers
and employees. This topic is lengthy and thus beyond the scope of this
outline.
D. Delegation: Delegates Instead of Members and Ability of Directors to Delegate
1. Some nonprofit corporations hold conventions of delegates who meet and
decide various organizational and policy matters. Delegates are persons
elected or appointed to vote in a representative assembly for the election of a
director or on other matters. GNCC § 14-3-140(7).
2. The GNCC authorizes delegates to have some or all of the authority of
members. GNCC § 14-3-630. Delegates may also exercise some or all of the
powers of the board of directors. GNCC §14-3-801(d) provides that the
articles of incorporation may authorize a person or persons to exercise some
or all of the powers which would otherwise be exercised by a board. To the
extent so authorized, “any such person or persons shall have the duties and
4

The exceptions in A-D constitute violations to the Duty of Loyalty involving conflicts of interest. See below for
more details on the Duty of Loyalty. There is no limitation of liability for such violations.
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responsibilities of the directors, and the directors shall be relieved to that
extent from such duties and responsibilities.” According to the Comment to
GNCC §14-3-801, “[t]he person(s) to whom such power is delegated assumes
the same duties and responsibilities as directors.” The ability of directors to
assign their responsibilities to others, however, is not unfettered.
A) GNCC § 14-3-825(d) restricts directors from empowering a
committee to, inter alia, authorize distributions, approve or
recommend to members action requiring member approval under the
GNCC, such as a dissolution, merger or the sale, pledge or transfer or
all of the corporation’s assets. Thus, although the full board can rely
upon the recommendation of a committee of independent directors, it
cannot delegate to such a committee its responsibility under GNCC
§14-3-1402(a)(1)(A) for recommending (or electing not to
recommend) a plan of dissolution to the members.
3. Any decision to delegate responsibility must itself satisfy the general
standards of director conduct under GNCC §14-3-830(1). See Comment to
GNCC §14-3-830 (“Delegation [to officers and committees] should be carried
out in accordance with the standards [of conduct generally applicable to
directors]. See also GNCC §14-2-825 and its Comment with respect to
delegation to committees.”)
4. Moreover, directors are generally prohibited under Georgia law from
abdicating their duty to exercise their own business judgment on matters of
vital importance to the corporation.
A) In Milton Frank Allen Publications, Inc. v. Georgia Ass ‘n of
Petroleum Retailers, Inc. 224 Ga. 518 (1968), cert. denied, 393 U.S.
1025 (1969), the Georgia Supreme Court held that a contract
divesting the directors of the power to determine in their discretion
from time to time what is in the best interest of the corporation in
matters of vital importance was void. Thus, “... an agreement by
which the individual directors, or the entire board abdicate or bargain
away in advance the judgment which the law contemplates they shall
exercise on the affairs of the corporation is void.” Id. at 528.
E. Officers
1. The number and types of officers of a nonprofit corporation are set forth in the
nonprofit corporation’s articles of incorporation and bylaws. GNCC §14-3840(a). Unless otherwise provided in the articles or bylaws, the same
individual may hold more than one office in a corporation. GNCC §14-3840(d).
2. Each officer has the authority and shall perform the duties set forth in the
nonprofit corporation’s articles of incorporation and bylaws or, to the extent
consistent with the articles or bylaws, the duties and authority prescribed by
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the board or by direction of an officer authorized by the board to prescribe
duties and authority of other officers. GNCC §14-3-841.
3. If not prescribed otherwise by the articles or bylaws or board resolution, the
CEO, or if no CEO the President, shall have authority to conduct all ordinary
business on behalf of the nonprofit corporation and may execute and deliver
any contract, conveyance or similar document not requiring approval by the
board of directors or members (if the nonprofit corporation has members).
GNCC §14-3-841.
4. The appointment of an officer does not itself create contract rights, and an
officer’s removal does not affect the officer’s contract rights if any such rights
exist. GNCC §14-3-844.
5. Officers must uphold standards of conduct. GNCC §14-3-842. These
standards are described below under SPECIFIC FIDUCIARY DUTIES.
III. SPECIFIC FIDUCIARY DUTIES
A. Duty of Care “Active and Informed Decision-making”
1. Definition: “A director shall discharge his or her duties as a director, including
his or her duties as a member of a committee: (A) In a manner the director
believes in good faith to be in the best interests of the corporation; and (B)
With the care an ordinarily prudent person in a like position would exercise
under similar circumstances.” GNCC §14-3-830. This same provision applies
to officers of a nonprofit corporation under GNCC §14-3-842. Milton Frank
Allen Publications, Inc. v. Georgia Ass'n of Petroleum Retailers, 224 Ga. 518,
162 S.E.2d 724 (1968)
2. Elements of Duty of Care:
A) Be informed and educated,
B) Exercise independent judgment,
C) Discharge duties in good faith, and
D) Use care that an ordinarily prudent person in a like position would
reasonably believe appropriate under similar circumstances.
3. Implementation of Elements of the Duty of Care:
A) Be reasonably informed about the organization and the potential
decisions under discussion.
B) Directors should read and be familiar with the articles, bylaws and
corporate policies of the corporation and know and understand their
fiduciary duties.
C) To further compliance with their duties, directors have the right,
within reason, to access and inspect the books and records of the
corporation, to access and communicate freely with the executive
management team, and to receive notice of meetings and copies of
minutes taken during meeting. Directors should take advantage of
these rights and be informed.
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D)

E)

F)
G)

B)

Regular meetings of the board and its committees should be held and
information should be provided to directors in advance of such
meetings.
Directors should attend and participate in regular meetings and
appropriate committee meetings.
(1) Receive and review reports and data (financial reports,
fundraising activities, etc.) BEFORE meetings.
(2) Consistent information flow between meetings to the
directors is important.
(3) Do not allow selective distribution of information to certain
directors and not others unless it is for a specifically tasked
committee that requires confidentiality.
(4) No proxy voting. Proxy voting is an abdication of the
requirement of a director to be informed and use his or her
independent judgment when making decisions.
(5) Implement a policy of removal for directors who miss too
many meetings.
Board minutes should be provided to the directors on a consistent
basis.
Exercise independent judgement and act in good faith in furtherance
of the mission. Shorter Coll. v. Baptist Convention of Georgia, 279
Ga. 466, 614, S.E.2d 37 (2005).
(1) Asking questions and gathering facts to independently
evaluate the information provided.
(2) A director must judge what is in the corporation’s best
interest irrespective of the other entities with which the
director has other allegiances. Even if a director was chosen
by specific entity or group to serve as a director, the director
must consider what is in the best interests of the organization
and not the constituency which put the director on the board.5
(3) Ensuring the organization has implemented proper financial
controls and reviewing the implementation of those controls.
As part of the requirement to act in good faith, there is a duty of
confidentiality on the part of directors and officers. This duty
includes confidential personal health information, employee
information, and confidential business considerations by the board of
directors. It is also a best practice for the board of directors to have a
confidentiality policy.

4. Reliance

5

This is also part of the Duty of Loyalty. See below.
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A)

Exercise Reasonable Reliance – A Director may in the ordinary
course of business rely on information and reports received from
reasonably trustworthy and regular sources.
B) Specifically GNCC §14-3-830(2) states that “In discharging his or
her duties, a director is entitled to rely on information, opinions,
reports, or statements, including financial statements and other
financial data, if prepared or presented by: (A) One or more officers
or employees of the corporation whom the director reasonably
believes to be reliable and competent in the matters presented; (B)
Legal counsel, public accountants, or other persons as to matters the
director reasonably believes are within the person's professional or
expert competence; (C) A committee of the board of which the
director is not a member, as to matters within its jurisdiction, if the
director reasonably believes the committee merits confidence; or (D)
Religious authorities, ministers, priests, rabbis, or other persons
whose positions or duties in the corporation the director believes
justify reliance and confidence and whom the director believes to be
reliable and competent in the matters presented.
C) With regards to officers, GNCC §14-3-842(2) states that “In
discharging his or her duties, an officer is entitled to rely on
information, opinions, reports, or statements, including financial
statements and other financial data, if prepared or presented by: (A)
One or more officers or employees of the corporation whom the
director reasonably believes to be reliable and competent in the
matters presented; or (B) Legal counsel, public accountants, or other
persons as to matters the director reasonably believes are within the
person's professional or expert competence.
D) Note that GNCC §14-3-830(3) and §14-3-842(3) provide the ultimate
limitation of reliance by stating that “in the instances described in
paragraph (2) of this Code section, a director/officer is not entitled to
rely if he has knowledge concerning the matter in question that
makes reliance otherwise permitted by paragraph (2) of this Code
section unwarranted.”
E) Further, a director or officer cannot completely abdicate
responsibility to these sources. A director or officer must take this
information, consider and analyze it and make his or her own
decision using independent judgement.
5. Delegation
A) Generally, directors do not run the day-to-day operations of the
organization. As a result, directors should adopt monitoring and
control procedures to ensure the organization’s compliance with the
applicable laws and to assist with their oversight of the organization
as a whole.
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B. Duty of Loyalty “Best Interests of the Organization”
1. The duty of loyalty requires a director to act with the organization’s best
interest in mind, and not with his or her own or that of another entity or
person. This requires awareness by directors and officers of situations where a
director or officer may have a personal interest in a decision to be made by the
board, which interest could cloud undivided loyalty to the organization. In
such an event, a director or officer should recognize, disclose and abstain from
the decision-making process. Milton Frank Allen Publications, Inc. v. Georgia
Ass'n of Petroleum Retailers, 224 Ga. 518, 162 S.E.2d 724 (1968)
2. By assuming office, the director or officer acknowledges that with regard to
any corporate activity, the best interests of the organization come before the
director or officer’s personal interests. Rosenfeld v. Rosenfeld, 286 Ga. App.
61, 648 S.E.2d 399 (2007)
3. The Duty of Loyalty requires that a director or officer be conscious of the
potential for such conflicts and to act with candor and care when dealing with
such situations.
4. Conflicts of Interest. GNCC §§14-4-860 through 865 address conflicts of
interest transactions.
A) General Definition: “A conflict of interest is a set of circumstances
that creates a risk that professional judgement or actions regarding a
primary interest will be unduly influenced by a secondary interest." 6
B) “Conflicting interest” for a nonprofit corporation is the interest a
director has respecting a transaction effected or proposed by the
nonprofit corporation or its subsidiary if:
(1) When the transaction is being considered (whether brought
before the board or not), the director knows he or she or a
related person is a party to the transaction, has a beneficial
financial interest in or is so closely linked to the transaction
that the director or related person would exert an influence on
the director’s judgement if the director were called to vote on
the transaction OR
(2) The transaction is brought before the board of directors for
action and the director knows any of the following persons is
either a party to the transaction, has a beneficial financial
interest in or is so closely linked to the transaction that the
director or related person would exert an influence on the
director’s judgement if the director were called to vote on the
transaction:
(a) An entity of which the director is a director, general
partner, agent or employee
6

Lo and Field (2009). The definition originally appeared in Thompson (1993).
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(b)

C)

D)

E)

F)

G)

H)

A person controls one or more of the entities
specified in (a) above or an entity is controlled by or
under the common control with one of the entities in
(a) above, or
(c) An individual who is a general partner, principal or
employer of the director. GNCC §14-3-860(1)
“Director’s conflicting interest transaction” is any transaction
effected or proposed by the nonprofit corporation or its subsidiary
respecting which a director has a conflicting interest. GNCC §14-3860(2).
The GNCC provides for enjoining, setting aside or giving rise to the
award of damages or other sanctions where GNCC §§14-3-862
through 864 have not been complied with or where the transaction,
judged in the circumstances at the time of commitment, is established
NOT to have been fair to the nonprofit corporation. GNCC §14-3861.
The majority action of the board or duly authorized committee of the
board will be respected regarding the conflict of interest if:
(1) The board or a duly authorized committee of the board
approves the transaction after the director properly discloses
the conflict of interest or
(2) A director or related party is not a party to the transaction and
is under a duty under law or canon or of confidentiality to
another person regarding such transaction then disclosure is
sufficient if the director discloses the nature of the conflicting
interest and the limitation to of the duty to disclose prior to
the vote and plays not part directly or indirectly in the
deliberations or vote. GNCC §14-3-862
If the members must vote on an action where a director has a
conflicting interest, if such conflict is disclosed to the members prior
to their vote and the conflicted director tells the corporation Secretary
of any members who are related to that director, and those related
members do not participate in the vote and do not affect the vote of
the qualified members, then the vote will be respected if it other
qualifies as a proper vote under the GNCC. GNCC §14-3-863.
“Officer’s conflicting interest transactions” means any transaction
(other than a director’s conflicting interest transaction) between the
nonprofit corporation or its subsidiary and one or more of its officers
or a related person to an officer. GNCC §14-3-865(a)(2)
No officer’s conflicting interest transaction will be void solely
because the officer is present and participates at the meeting where
the directors, the committee or the members approve the transaction.
GNCC §14-3-865(b)
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I)

5.

6.

7.

8.

9.

7

An officer’s conflicting interest transaction will be respected if:
(1) The transaction was approved by the board of directors after
the required disclosure
(2) The transaction was approved by the members after required
transaction,
(3) The action was approved by the Superior Court in an action
where the Attorney General was a party or
(4) The transaction, judged in the circumstances at the time of
commitment, is established to have been fair to the nonprofit
corporation. §14-3-865(c).
Conflicts of interest are common and not inherently illegal. Raising conflicts
of interest at the membership level, board level and the staff level and having
a proper policy and procedure for addressing such conflicts promotes
compliance with the Duty of Loyalty and the Conflicts of Interest provisions
of the GNCC.
The purpose of a conflicts of interest policy is to protect an organization's
interest when it is contemplating entering into a transaction or arrangement
that might benefit (or appear to benefit) the private interest of a director,
officer or key employee of the organization.
Not only is it important to have a conflicts of interest policy and procedure to
comply with state law Duty of Loyalty and Conflicting Interest Transactions
provisions, but it is also necessary to comply with the Internal Revenue Code
and Treasury Regulations regarding private inurement.7 Violations of the
Duty of Loyalty including conflicts of interest violations may result in fines
and penalties to those involved in the transaction as well as potential loss of
tax-exemption. See Duty of Loyalty Violation may also Constitute a Private
Inurement and Intermediate Sanctions Violation under the Internal Revenue
Code below.
Conflicts of Interest Policy & Disclosure Statement
A) A conflicts of interest policy should require all potential conflicts be
disclosed by officers and directors to the board or staff as applicable.
Such conflicts should even be disclosed by those with significant
influence over the organization. I.R.C. §4958 and Treas. Regs.
53.4958-3(c).
B) The conflict should be scrutinized closely with the expectation that
the public will be skeptical of such arrangements.
Common Types of Conflict of Interest:
A) Improper (personal) use of an organization’s assets
B) Personal expenses being paid by the nonprofit
C) Low-interest or unsecured loans to insiders

I.R.C. §501(c)(3) and Treas. Reg. 1.501(c)(3); I.R.C. §4958 and Treas. Regs. §53.4958-3
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D)

Director (or relative) performing professional services for an
organization
E) Director proposing that a relative or friend be considered for a staff
position
F) Purchases, sales, or rental of property and/or goods or services
between the nonprofit and insiders that are not arms-length fair
market value transactions
10. A Conflict of Interest is not Necessarily Bad
A) Even if a conflict exists with a board member or key employee
regarding a potential business arrangement, that doesn’t mean the
business arrangement is not in the best interests of the organization.
B) If a good Conflict of Interest procedure is followed correctly, the
arrangement may be the correct choice.
C) The key is to do the independent analysis and decision making and
document the analysis and decision.
11. Taking of a Corporate Opportunity is a Violation of the Duty of Loyalty
A) A corporate opportunity arises when a director knows that he or she
can participate in a transaction which would plausibly fall within the
corporations present or future activities. A Director should not take
an opportunity for himself or herself, that otherwise would have
belonged to the organization. Brewer v. Insight Tech., Inc., 301 Ga.
App. 694, 689 S.E.2d 330 (2009); In re Pervis, 497 B.R. 612 (Bankr.
N.D. Ga. 2013).
B) As a matter of best practices:
(1) Before a Director engages in a transaction that he or she
should reasonably know to be of interest to the organization,
he or she should disclose the transaction and offer it to the
organization first
(2) If a Director learns of an opportunity that is of interest to him
or her but may also be of interest to the organization, he or
she should offer it to the organization first, and only take it if
the Board declines the opportunity
(3) Document the situation and the disclosure.
C) The court in Brewer v. Insight Tech., Inc., affirmed “a corporation
may sue an officer or director for ‘the appropriation, in violation of
his duties, of any business opportunity of the corporation.’” To
determine whether an act constitutes an “appropriation of a business
opportunity,” a court should consider whether “the appropriated
opportunity was in fact a business opportunity rightfully belonging to
the corporation” and whether “the corporate official violated a
fiduciary duty in appropriating that opportunity.” 301 Ga. App. 694,
689 S.E.2d 330 (2009). The court further noted, “[I]f there is
presented to a corporate officer or director a business opportunity
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which the corporation is financially able to undertake, is, from its
nature, in the line of the corporation's business and is of practical
advantage to it, is one in which the corporation has an interest or a
reasonable expectancy, and, by embracing the opportunity, the selfinterest of the officer or director will be brought into conflict with
that of his corporation, the law will not permit him to seize the
opportunity for himself.” Id.
12. Confidentiality: Confidentiality is also a part of the Duty of Loyalty. A
director should not disclose information about the organization unless that
information is already known to the public including client information donor
information, and the processes of the nonprofit corporation.
13. Duty of Loyalty Violation may also Constitute a Private Inurement and
Intermediate Sanctions Violation under the Internal Revenue Code.
A) Organizations exempt from federal income tax are prohibited from
engaging in activities that cause the organization’s earnings to flow
to private persons. This prohibition comprises the statutory
proscription against private inurement.
B) In order to maintain its §501(c)(3) tax-exempt status, an organization
must be organized and operated so that “no part of…[its] net
earnings…inures to the benefit of any private shareholder or
individual.” See §501(c)(3). Reg. §1.501(c)(3)-l(c)(2) provides that
a tax-exempt organization is not operated exclusively for one or more
exempt purposes if its net earnings inure in whole or in part to the
benefit of private shareholders or individuals. This is the federal
inurement proscription, which prohibits the organization’s income or
assets from flowing away from the organization and to or for the
benefit of one or more individuals with a significant relationship to
the organization.
C) There is no “insubstantial amount” exception for inurement.
Therefore, any amount may jeopardize an organization’s tax-exempt
status. See Spokane Motorcycle Club v. U.S., 63-2 USTC ¶9681
(E.D. Wash 1963).
D) The term “private shareholder or individual” is defined in Reg.
§1.501(a)-l(c) as referring to persons having a personal and private
interest in the activities of the organization. In the judicial forum, the
term “private shareholder or individual” is interpreted to mean an
insider of the organization. In determining who constitutes an
insider, courts look to the reality of control rather than to the
individual’s place in formal table of the organization. See United
Cancer Council, Inc. v. Commissioner, 165 F.3d 1173, 1176 (7th Cir.
1999).
E) The Tax Court has excluded unrelated third parties from the term
“private shareholder or individual” in the inurement context. See
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F)

G)

H)

People of God Community v. Comm’r, 75 TC 127, 133 (1980);
Goldsboro Art League, Inc. v. Comm’r, 75 T.C. 337 (1980), acq.,
1986-1 C.B. 1.
In addition to revoking an organization’s exempt status for violation
of the inurement proscription, the IRS may elect to impose monetary
penalties (“Intermediate Sanctions”) in the form of an excise tax on
“disqualified persons” who receive “excess benefit” from a taxexempt organization. Using the terminology of the inurement
proscription, an organizational insider, as well as the insider’s family
members, is generally treated as a “disqualified person” where he or
she either 1) has a financial interest in the organization, 2) is in a
position to exercise substantial influence over the organization’s
affairs, or both. See §4958 and Regs. §53.4958-3. Similarly,
members of the organization’s management who participate in
providing the excess benefit to the disqualified persons also may be
subject to penalties, unless the manager’s participation was not
willful and was due to reasonable cause.
Further, the excess benefit can take many forms including cash,
transfers of property, providing services, or any other benefit that has
economic value to the disqualified person. An excess benefit
transaction is where the value received by the disqualified person that
exceeds the fair market value of the consideration received by the
tax-exempt organization.
Applicability of Intermediate Sanctions
(1) The persons or groups controlling a tax-exempt organization
are almost certain to be considered “disqualified persons” for
the purpose of intermediate sanctions review under the terms
of §4958 and corresponding regulations. Specifically,
“disqualified persons include those persons who are in a
position to exercise “substantial influence” over the affairs of
the organization as well as family members of persons with
substantial influence. See §4958(f)(1). Treas. Reg. §53.49583(c)(1-4) state that the following types of persons (although
there may be others) are those with substantial influence over
a tax exempt organization:
(a) Individuals serving on the governing body of the
organization who are entitled to vote on matters over
which the governing body has authority;
(b) Individuals serving as president, chief executive
officer, or chief operating officer, and such persons,
regardless of title, if that individual has or shares
ultimate responsibility for implementing the
decisions of the governing body or supervising the
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I)

management, administration, or operation of the
applicable organization; and
(c)
Individuals serving as treasurer or chief financial
officer, and such persons, regardless of title, if that
individual has or shares ultimate responsibility for
managing the organization’s financial assets and has
or shares authority to sign drafts or direct the signing
of drafts, or authorize electronic transfer of funds,
from organizational bank accounts.
(2) If a disqualified person receives an “excess benefit” from the
organization, both the disqualified person receiving the
benefit and any person within the organization’s management
who participated in the transaction whereby the disqualified
person received the excess benefit are subject to specified
excise taxes. See §4958(a). “Excess benefit” is defined as
“benefit … provided by an applicable tax-exempt
organization directly or indirectly to or for the use of any
disqualified person if the value of the economic benefit
provided exceeds the value of the consideration (including the
performance of services) received for providing such
benefit.” See §4958(c)(1)(A).
Safe Harbor: Rebuttable presumption of reasonableness under
Intermediate Sanctions
(1) Treas. Reg. 53.4958-6 provides that if an organization meets
three specific requirements, benefits provided to a
disqualified person are presumed to be reasonable and/or at
fair market value. Failure to meet the three requirements does
not, however, automatically mean the transaction is an excess
benefit transaction. The three requirements are:
(a) Approval in advance by an Authorized Body. Regs.
53.4958-6(a)(1). The arrangement or deal must be
approved in advance by an authorized body of the
organization or by an entity it controls. The
authorized body must be composed entirely of
individuals who do not have a conflict of interest for
the arrangement or deal. Usually, an authorized body
is the organization’s governing body, such as its
board of directors, board of trustees, or an executive
committee.
(b) Reliance on Comparable Data. Regs. 53.49586(c)(2). The authorized body obtained and relied on
appropriate data for comparability before making its
determination. An authorized body has appropriate
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(c)

data for comparability if, considering the knowledge
and expertise of its members, it has information
sufficient to determine if the arrangement is
reasonable or the property transfer is at fair market
value.
Documentation. Regs. 53.4958-6(c)(3). The
authorized body adequately documented the basis for
its determination concurrently with making that
determination.
(i) For it to be adequately documented, the records
must note all the following items:
(a)
The terms of the transaction
approved and the date approved.
(b)
The members of the authorized body
present during debate and those who voted.
(c)
The comparability data relied on and
how it was obtained.
(d)
Any actions taken by a member of
the authorized body who had a conflict of
interest for the transaction.
(e)
If the authorized body determined
that the reasonable compensation or that the
fair market value varied from the range of
comparable data obtained, the basis for this
determination.

C. Safeguards for Directors under either Fiduciary Duty of Care or Duty of Loyalty
1. Business Judgment Rule - The Business Judgement Rule applied in a business
corporation setting seems equally applicable to nonprofit corporations. In the
most general terms, the court will not second guess the decision made by a
director to authorize a certain corporate action, if such decision was made in
good faith and reasonably believed to be in the best interest of the corporation,
and with an independent and informed judgment.
2. If a director complies with the Duty of Care under GNCC §14-3-830(1), then
under GNCC §14-3-830(4) “a director is not liable to the corporation, any
member, or any other person for any action taken or not taken as a director if
the director acted in compliance with this Code section.”
D. Potential Effects of a Duty of Care or Duty of Loyalty/Conflict Violation
1. Corporate State Law:
A) Removal of Director
(1) Under GNCC §14-3-810(a), the Attorney General has the
authority to petition the Superior Court for an order removing
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B)

C)

a director of a charitable type nonprofit corporation described
in GNCC §14-3-1302(a)(2). The Superior Court may remove
such a director if it finds that:
(a) the director engaged in fraudulent or dishonest
conduct, or gross abuse of authority or discretion,
with respect to the corporation, or a final judgment
has been entered finding that the director has violated
a duty set forth in GNCC §§14-3-830 or 831, or the
director has been subjected to sanction for
participation in a “director’s conflicting interest
transaction” as defined in paragraph (2) of GNCC
§14-3-860 and
(b) removal is in the best interest of the corporation.
Personal Liability for Directors for losses to the corporation
(1) If a director does not uphold the standards of conduct in
GNCC §14-3-830, under GNCC §14-3-831(a), the director
who votes for or assents to a distribution made in violation of
the GNCC is personally liable to the corporation for the
amount of the distribution that exceeds what could have been
distributed without violating the GNCC.
(2) Under GNCC §14-3-831(b), a director that is held liable for
unlawful distributions in GNCC §14-3-831(a) is entitled to
contribution:
(a) From every other director who voted for or assented
to the distribution without complying with the
standards of conduct in GNCC §14-3-830, and
(b) From each person who received an unlawful
distribution for the amount of the distribution
whether or not the person receiving the distribution
knew it was made in violation of the GNCC.
IRS implications for violations of private inurement proscription
constituting improper excess benefit transactions under Intermediate
Sanctions
(1) Loss of tax exemption for the organization.
(2) Monetary Penalties for Engaging in Activities That Generate
Private Inurement
(a) In addition to returning the excess benefit to the taxexempt organization, an excise tax on “disqualified
persons” who receive “excess benefit” from a taxexempt organization may be imposed. This tax on a
disqualified person is equal to 25% of the excess
benefit received. If the disqualified person fails to
correct the excess benefit within the required period
21
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D)

of time, then the disqualified person is liable for an
additional excise tax equal to 200% of the excess
benefit. See §4958(a) and Treas. Regs. §53.4958.
(b) Further, an excise tax of 10% of the excess benefit
received may be imposed on any organization
manager who knowingly approved the excess benefit
transaction, unless such participation was not willful
and was due to reasonable cause.
Loss of public confidence and a damaged reputation. While these are
not legal issues, the loss of public confidence in the organization or a
damaged reputation can seriously harm an organization including
significant loss of funding.

E. Duty of Obedience
1. Directors have a duty to follow the nonprofit corporation’s governing
documents (such as the articles of incorporation and the bylaws), to carry out
the organization’s mission, and to ensure that resources are used for lawful
purposes consistent with the organization’s mission. Milton Frank Allen
Publications, Inc. v. Georgia Ass'n of Petroleum Retailers, 224 Ga. 518, 162
S.E.2d 724 (1968)
2. Directors must comply with other state and federal laws that relate to the
§501(c)(3) nonprofit corporation and the way in which it conducts its
business. For example, directors should be familiar with:
A) IRC §501(c)(3) and its requirements and limitations,
B) State law requirements for §501(c)(3) nonprofit corporations in
Georgia including filing an annual corporation filing, charitable
solicitation registration and annual reports, annual Form 990 filings
with the Department of Revenue, obtaining a raffle license from the
sheriff to conduct a raffle, etc.
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ETHICAL CONSIDERATIONS FOR TRANSACTIONAL LAWYERS
This paper discusses ethical rules and problems that commonly confront
transactional lawyers.
Conflicts of Interest
x

General Rule: “A lawyer shall not represent or continue to represent a client if
there is a significant risk that the lawyer's own interests or the lawyer's duties
to another client, a former client, or a third person will materially and
adversely affect the representation of the client” unless consent is permissible
and each affected client provides informed consent. Ga. R. Prof. Conduct
1.7(a).

x

Current client conflicts: “[S]ignificant risk that . . . the lawyer’s duties to
another client . . . will materially and adversely affect the representation of the
client.”
o A lawyer’s duties to her client include the duty of loyalty. The duty of
loyalty to one client prohibits undertaking a representation “directly
adverse” to another client, absent informed consent. Ga. R. Prof. Conduct
1.7, cmt. 4. It does not matter whether the representations are related in
any way.
o At the clearest end of the spectrum, taking on a litigation matter against
another client would constitute “direct adversity” and could not be
undertaken without both clients’ informed consent.
o Sitting across the negotiating table from another client also would
constitute prohibited “direct adversity”. See Ga. R. Prof. Conduct 1.7, cmt.
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4 (“a lawyer ordinarily may not act as advocate against a person the lawyer
represents in some other matter . . .”).
o “Direct adversity” does not require that the attorney’s adversarial role be
overt. For example, there may be direct adversity when a lawyer advises a
client regarding its rights under a contract with another client, even if the
circumstance is entirely “under the radar” and requires no advocacy on the
lawyer’s part. Key question: is undertaking the representation consistent
with the duty of loyalty the lawyer owes to the other client?
x

Former client conflicts: “[S]ignificant risk that . . . the lawyer’s duties to a . . .
former client . . . will materially and adversely affect the representation of the
client.”
o Also Ga. R. Prof. Conduct 1.9: “A lawyer who has formerly represented a
client in a matter shall not thereafter represent another person in the same
or a substantially related matter in which that person’s interests are
materially adverse to the interests of the former client unless the former
client gives informed consent, confirmed in writing.”
o Primary question: is the client former or current? Clear case: A final bill
has been sent to the client with a letter explaining that the lawyer-client
relationship has ended, and the matter is closed in the firm’s records
system. Less clear: The lawyer periodically works on transactions for a
client but hasn’t been engaged for some time.

In the lull between

transactions, is the client a “current client”?
o Whether a matter is “substantially related” to another matter typically
turns on whether the attorney could have obtained information in the
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prior representation that would aid the new client in the subsequent
matter. See Ga. R. Prof. Conduct 1.9, cmt. 3.
x

Personal interest conflicts: “[S]ignificant risk that . . . the lawyer’s own
interests . . . will materially and adversely affect the representation of the
client.”
o The circumstances that could theoretically present a conflict between the
lawyer’s own interests and the client’s interests are limited only by one’s
imagination. However, some not-unusual examples are as follows.
o Prior/underlying work conflicts. Suppose that a lawyer drafts a contract
and later she (or her firm) is hired to represent the client in litigation over
the interpretation of the contract she drafted. If the litigation goes poorly,
the lawyer or firm might be susceptible to the 20/20-hindsight contention
that the firm had a conflict in handling the litigation between (1) the
“personal” interest in deflecting attention from the poorly drafted contract
and (2) the duty to the client to provide competent and independent
representation. These claims, often presented in malpractice or breach of
fiduciary claims against attorneys, can be difficult to defend. Prudence
may dictate declining the second representation. At a minimum, if there is
any possibility that the firm’s work in the prior matter could be criticized,
the firm should not undertake the second representation without
obtaining the client’s informed consent. (See below.)
o Doing business with clients. Ga. R. Prof. Conduct 1.8(a) governs when and
how an attorney may or may not do business with a client, a circumstance
in which the attorney’s personal economic interest may interfere with the
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representation of the client. Generally, the business transaction must be
fair and reasonable to the client and fully disclosed, the client must be
advised in writing of the desirability of consulting independent counsel,
and the client must give informed consent to the transaction, including the
attorney’s role in the transaction and for the client, in a signed writing.
x

Waivers/Consents
o Client consent to a conflict of interest is permissible unless (1) the
representation is prohibited elsewhere in the rules (such as preparing a
will for a client who is not kin that devises a substantial gift to the lawyer,
see Ga. R. Prof. Conduct 1.8(c)), (2) the representation involves the
assertion of claims between clients represented by the lawyer in the same
or a substantially related proceeding, or (3) the circumstances are such
that the lawyer will not be able to provide adequate representation to one
or more of the affected clients.
o To be effective, the affected clients must give informed consent after


Consulting with the lawyer (a communication sufficient for the
client to understand the significance of the matter in question, see
Ga. R. Prof. Conduct 1.0(c));



Having received “reasonable and adequate” information about the
material risks of and reasonably available alternatives to the
representation; and



Having an opportunity to consult with independent counsel.

o In some circumstances, it may not be possible to provide an affected client
with the information the client would need to provide informed consent.
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For example, one affected client may decline to give the attorney
permission to provide the other client information that the attorney would
otherwise be required to maintain as confidential per Ga. R. Prof. Conduct
1.6. In that case, the attorney cannot undertake the representation.
o The client’s consent must be “confirmed in writing.”

The “writing”

requirement may be satisfied by an executed engagement letter. It is also
permissible to confirm consent in an electronic transmission sent
contemporaneous with or shortly after receipt of the client’s consent.
x

Can an attorney represent both sides in a transaction?
o Theoretically, yes, depending on whether the conflict is consentable under
Rule 1.7 and the clients each provide informed consent. The principal
question is whether the attorney will be able to provide both sides
“adequate representation.” Often the issues to be agreed upon will be too
difficult or contentious to be resolved without each side having its own
counsel.
o Whether it is a good idea to represent both sides may be a different
question altogether.

Engagement Letters
x

As discussed above, consents to conflicts of interest under Rules 1.7 and 1.9
must be “confirmed in writing.”

A natural place to include written

confirmation of these consents is in a written engagement letter. The rules
also require certain other terms of an engagement to be in writing, such as a
contingent fee agreement. See Ga. R. Prof. Conduct 1.5(c)(1).
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x

Even where a writing is not required by the rules, having a written agreement
that accomplishes the following is a best practice:
o Identifies with precision the client and, where appropriate, states who the
lawyer is not representing (e.g., firm represents one member of a
corporate family and states that it is not representing any other; firm
represents limited partnership and states that it is not representing
individual limited partners, etc.);
o States the scope of the representation, including any limitations on the
representation to which the client has agreed;
o Makes any required disclosures regarding conflicts and addresses any
special circumstances regarding confidentiality (as in the case of an
engagement with multiple clients who need to understand and agree that
the lawyer will not keep secrets among the joint clients); and
o States the financial terms of the representation.

Confidentiality
x

The duty of confidentiality is often confused with the attorney-client privilege,
a related but distinct concept. Ga. R. Prof. Conduct 1.6, regarding the duty of
confidentiality, provides that a lawyer “shall maintain in confidence all
information gained in the professional relationship with a client . . . unless the
client gives informed consent, except for disclosures that are impliedly
authorized in order to carry out the representation, or are required by these
Rules or other law, or by order of the Court.”

x

The duty of confidentiality is broader than many think. It is not limited to a
client’s “confidences and secrets” (the term used in prior iterations of the
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ethics rules and still used in some jurisdictions) but rather extends to “all
information gained in the professional relationship with a client.” Thus, it is
not limited to information that comes from the client or that is “confidential”
in the ordinary sense of the word.
x

The attorney-client privilege has much narrower applicability and is usually
narrower than most lawyers think. The privilege is an evidentiary concept
with applicability in litigation that permits an attorney to resist being
compelled to reveal her communications with a client.

Technology
x

The duty of confidentiality has been in legal ethics news of late as it relates to
attorneys’ use of technology. In August 2012, the American Bar Association
approved an amendment to ABA Model Rule of Professional Conduct 1.6
(upon which the Georgia rule is based) to add the following as subsection (c):
“A lawyer shall make reasonable efforts to prevent the inadvertent or
unauthorized disclosure of, or unauthorized access to, information relating to
the representation of a client.” At the same time, the ABA amended the
comments to the definition of “Competence” to make clear that an attorney’s
duty to provide competent representation includes the duty to “keep abreast
of . . . the benefits and risks associated with relevant technology.” ABA Model
Rule 1.1., cmt. 6. Put together, these rule changes make clear what many
lawyers probably already believed to be the case:

lawyers bear the

responsibility to safeguard clients’ information, and that duty is in no way
lessened by technology. These changes to the model rules have not been
picked up in Georgia’s version of the rules, but we would expect that the Bar
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would construe the rules already on the books consistent with the amended
Model Rules.
x

Lawyers have been targets of bad cyber actors. Why? Lawyers often have
highly confidential information regarding their clients and are viewed as the
weaker link, cyber-security-wise.

x

What steps should every lawyer take to comply with the duty to safeguard her
client’s information and protect herself?
o Understand where your clients’ information is stored – on a server you
own? In the Cloud? On a laptop?
o Consider the risk of loss or breach. If you store information on a laptop,
what will you do if the laptop is stolen? Is it encrypted so that a thief can’t
access the information? Is it backed up someplace? Is the backup secure?
Is your Cloud storage provider secure?
o Do you store regulated information, such as Protected Health Information,
on your systems? Is it protected sufficiently to comply with your business
associate agreements?
o Will your E&O coverage respond if a client has a loss due to a cyber
security breach?
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Appendix: Selected Provisions of the Georgia Rules of Professional Conduct

RULE 1.6 CONFIDENTIALITY OF INFORMATION
a.

b.

c.

A lawyer shall maintain in confidence all information gained in the professional relationship with a
client, including information which the client has requested to be held inviolate or the disclosure of
which would be embarrassing or would likely be detrimental to the client, unless the client gives
informed consent, except for disclosures that are impliedly authorized in order to carry out the
representation, or are required by these Rules or other law, or by order of the Court.
1.

A lawyer may reveal information covered by paragraph (a) which the lawyer reasonably believes
necessary:
i. to avoid or prevent harm or substantial financial loss to another as a result of client criminal
conduct or third party criminal conduct clearly in violation of the law;
ii. to prevent serious injury or death not otherwise covered by subparagraph (i) above;
iii. to establish a claim or defense on behalf of the lawyer in a controversy between the lawyer
and the client, to establish a defense to a criminal charge or civil claim against the lawyer
based upon conduct in which the client was involved, or to respond to allegations in any
proceeding concerning the lawyer's representation of the client;
iv. to secure legal advice about the lawyer's compliance with these Rules.
2. In a situation described in paragraph (b)(1), if the client has acted at the time the lawyer learns of
the threat of harm or loss to a victim, use or disclosure is permissible only if the harm or loss has
not yet occurred.
3. Before using or disclosing information pursuant to paragraph (b)(1)(i) or (ii), if feasible, the
lawyer must make a good faith effort to persuade the client either not to act or, if the client has
already acted, to warn the victim.
The lawyer may, where the law does not otherwise require, reveal information to which the duty of
confidentiality does not apply under paragraph (b) without being subjected to disciplinary
proceedings.

d. The lawyer shall reveal information under paragraph (b) as the applicable law requires.
e.

The duty of confidentiality shall continue after the client-lawyer relationship has terminated.

The maximum penalty for a violation of this Rule is disbarment.
Comment
[1] The lawyer is part of a judicial system charged with upholding the law. One of the lawyer's functions is
to advise clients so that they avoid any violation of the law in the proper exercise of their rights.
[2] The observance of the ethical obligation of a lawyer to hold inviolate confidential information of the
client not only facilitates the full development of facts essential to proper representation of the client but
also encourages people to seek early legal assistance.
[3] Almost without exception, clients come to lawyers in order to determine what their rights are and what
is, in the maze of laws and regulations, deemed to be legal and correct. The common law recognizes that
the client's confidences must be protected from disclosure. Based upon experience, lawyers know that
almost all clients follow the advice given, and the law is upheld.
[4] A fundamental principle in the client-lawyer relationship is that the lawyer maintain confidentiality of
information relating to the representation. The client is thereby encouraged to communicate fully and
frankly with the lawyer even as to embarrassing or legally damaging subject matter.
[4A] Information gained in the professional relationship includes information gained from a person
(prospective client) who discusses the possibility of forming a client-lawyer relationship with respect to a
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matter. Even when no client-lawyer relationship ensues, the restrictions and exceptions of these Rules as
to use or revelation of the information apply, e.g. Rules 1.9 and 1.10.
[5] The principle of confidentiality is given effect in two related bodies of law, the attorney-client privilege
(which includes the work product doctrine) in the law of evidence and the rule of confidentiality
established in professional ethics. The attorney-client privilege applies in judicial and other proceedings
in which a lawyer may be called as a witness or otherwise required to produce evidence concerning a
client. The rule of client-lawyer confidentiality applies in situations other than those where evidence is
sought from the lawyer through compulsion of law. Rule 1.6 applies not merely to matters communicated
in confidence by the client but also to all information gained in the professional relationship, whatever its
source. A lawyer may not disclose such information except as authorized or required by the Rules of
Professional Conduct or other law. See also Scope. The requirement of maintaining confidentiality of
information gained in the professional relationship applies to government lawyers who may disagree with
the client's policy goals.
Authorized Disclosure
[6] A lawyer is impliedly authorized to make disclosures about a client when appropriate in carrying out
the representation, except to the extent that the client's instructions or special circumstances limit that
authority. In litigation, for example, a lawyer may disclose information by admitting a fact that cannot
properly be disputed, or in negotiation by making a disclosure that facilitates a satisfactory conclusion.
[7] Lawyers in a firm may, in the course of the firm's practice, disclose to each other information relating
to a client of the firm, unless the client has instructed that particular information be confined to specified
lawyers.
[7A] A lawyer's confidentiality obligations do not preclude a lawyer from securing confidential legal advice
about the lawyer's personal responsibility to comply with these Rules. In most situations, disclosing
information to secure such advice will be impliedly authorized for the lawyer to carry out the
representation. Even when the disclosure is not impliedly authorized paragraph (b)(1)(iv) permits such
disclosure because of the importance of a lawyer's compliance with the Rules of Professional Conduct.
Disclosure Adverse to Client
[8] The confidentiality rule is subject to limited exceptions. In becoming privy to information about a
client, a lawyer may foresee that the client intends serious harm to another person. The public is better
protected if full and open communication by the client is encouraged than if it is inhibited.
[9] Several situations must be distinguished. First, the lawyer may not knowingly assist a client in conduct
that is criminal or fraudulent. See Rule 1.2(d). Similarly, a lawyer has a duty under Rule 3.3(a)(4) not to
use false evidence.
[10] Second, the lawyer may have been innocently involved in past conduct by the client that was criminal
or fraudulent. In such a situation the lawyer has not violated Rule 1.2(d), because to "knowingly assist"
criminal or fraudulent conduct requires knowing that the conduct is of that character.
[11] Third, the lawyer may learn that a client intends prospective conduct that is criminal and likely to
result in death or substantial bodily harm. As stated in paragraph (b)(1), the lawyer has professional
discretion to reveal information in order to prevent such consequences. The lawyer may make a disclosure
in order to prevent death or serious bodily injury which the lawyer reasonably believes will occur. It is
very difficult for a lawyer to "know" when such a heinous purpose will actually be carried out, for the
client may have a change of mind.
[12] The lawyer's exercise of discretion requires consideration of such factors as the nature of the lawyer's
relationship with the client and with those who might be injured by the client, the lawyer's own
involvement in the transaction and factors that may extenuate the conduct in question. Where practical,
the lawyer should seek to persuade the client to take suitable action. In any case, a disclosure adverse to
the client's interest should be no greater than the lawyer reasonably believes necessary to the purpose. A
lawyer's decision not to take preventive action permitted by paragraph (b)(1) does not violate this Rule.
Withdrawal
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[13] If the lawyer's services will be used by the client in materially furthering a course of criminal or
fraudulent conduct, the lawyer must withdraw, as stated in Rule 1.16(a)(1).
[14] After withdrawal the lawyer is required to refrain from making disclosure of the client's confidences,
except as otherwise provided in Rule 1.6. Neither this rule nor Rule 1.8(b) nor Rule 1.16(d) prevents the
lawyer from giving notice of the fact of withdrawal, and the lawyer may also withdraw or disaffirm any
opinion, document, affirmation, or the like.
[15] Where the client is an organization, the lawyer may be in doubt whether contemplated conduct will
actually be carried out by the organization. Where necessary to guide conduct in connection with this
Rule, the lawyer may make inquiry within the organization as indicated in Rule 1.13(b).
Dispute Concerning a Lawyer's Conduct
[16] Where a legal claim or disciplinary charge alleges complicity of the lawyer in a client's conduct or
other misconduct of the lawyer involving representation of the client, the lawyer may respond to the
extent the lawyer reasonably believes necessary to establish a defense. The same is true with respect to a
claim involving the conduct or representation of a former client. The lawyer's right to respond arises when
an assertion of such complicity has been made. Paragraph (b)(1)(iii) does not require the lawyer to await
the commencement of an action or proceeding that charges such complicity, so that the defense may be
established by responding directly to a third party who has made such an assertion. The right to defend, of
course, applies where a proceeding has been commenced. Where practicable and not prejudicial to the
lawyer's ability to establish the defense, the lawyer should advise the client of the third party's assertion
and request that the client respond appropriately. In any event, disclosure should be no greater than the
lawyer reasonably believes is necessary to vindicate innocence, the disclosure should be made in a manner
which limits access to the information to the tribunal or other persons having a need to know it, and
appropriate protective orders or other arrangements should be sought by the lawyer to the fullest extent
practicable.
[17] If the lawyer is charged with wrongdoing in which the client's conduct is implicated, the rule of
confidentiality should not prevent the lawyer from defending against the charge. Such a charge can arise
in a civil, criminal or professional disciplinary proceeding, and can be based on a wrong allegedly
committed by the lawyer against the client, or on a wrong alleged by a third person; for example, a person
claiming to have been defrauded by the lawyer and client acting together. A lawyer entitled to a fee is
permitted by paragraph (b)(1)(iii) to prove the services rendered in an action to collect it. This aspect of
the rule expresses the principle that the beneficiary of a fiduciary relationship may not exploit it to the
detriment of the fiduciary. As stated above, the lawyer must make every effort practicable to avoid
unnecessary disclosure of information relating to a representation, to limit disclosure to those having the
need to know it, and to obtain protective orders or make other arrangements minimizing the risk of
disclosure.
Disclosures Otherwise Required or Authorized
[18] The attorney-client privilege is differently defined in various jurisdictions. If a lawyer is called as a
witness to give testimony concerning a client, absent waiver by the client, paragraph (a) requires the
lawyer to invoke the privilege when it is applicable. The lawyer must comply with the final orders of a
court or other tribunal of competent jurisdiction requiring the lawyer to give information about the client.
[19] The Rules of Professional Conduct in various circumstances permit or require a lawyer to disclose
information relating to the representation. See Rules 2.2, 2.3, 3.3 and 4.1. In addition to these provisions,
a lawyer may be obligated or permitted by other provisions of law to give information about a client.
Whether another provision of law supersedes Rule 1.6 is a matter of interpretation beyond the scope of
these Rules, but a presumption should exist against such a supersession.
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RULE 1.7 CONFLICT OF INTEREST: GENERAL RULE
a.

A lawyer shall not represent or continue to represent a client if there is a significant risk that the
lawyer's own interests or the lawyer's duties to another client, a former client, or a third person will
materially and adversely affect the representation of the client, except as permitted in (b).

b. If client informed consent is permissible a lawyer may represent a client notwithstanding a significant
risk of material and adverse effect if each affected client or former client gives informed consent,
confirmed in writing, to the representation after:
1. consultation with the lawyer, pursuant to Rule 1.0(c);
2. having received in writing reasonable and adequate information about the material risks of and
reasonable available alternatives to the representation, and
3. having been given the opportunity to consult with independent counsel.
c.

Client informed consent is not permissible if the representation:
1. is prohibited by law or these Rules;
2. includes the assertion of a claim by one client against another client represented by the lawyer in
the same or substantially related proceeding; or
3. involves circumstances rendering it reasonably unlikely that the lawyer will be able to provide
adequate representation to one or more of the affected clients.

d. Though otherwise subject to the provisions of this Rule, a part-time prosecutor who engages in the
private practice of law may represent a private client adverse to the state or other political subdivision
that the lawyer represents as a part-time prosecutor, except with regard to matters for which the parttime prosecutor had or has prosecutorial authority or responsibility.
The maximum penalty for a violation of this Rule is disbarment.
Comment
Loyalty to a Client
[1] Loyalty and independent judgment are essential elements in the lawyer's relationship to a client. If an
impermissible conflict of interest exists before representation is undertaken the representation should be
declined. The lawyer should adopt reasonable procedures, appropriate for the size and type of firm and
practice, to determine in both litigation and non-litigation matters the parties and issues involved and to
determine whether there are actual or potential conflicts of interest.
[2] Loyalty to a client is impaired when a lawyer cannot consider, recommend or carry out an appropriate
course of action for the client because of the lawyer's other competing responsibilities or interests. The
conflict in effect forecloses alternatives that would otherwise be available to the client. Paragraph (a)
addresses such situations. A possible conflict does not itself preclude the representation. The critical
questions are the likelihood that a conflict will eventuate and, if it does, whether it will materially interfere
with the lawyer's independent professional judgment in considering alternatives or foreclose courses of
action that reasonably should be pursued on behalf of the client. Consideration should be given to
whether the client wishes to accommodate the other interest involved.
[3] If an impermissible conflict arises after representation has been undertaken, the lawyer should
withdraw from the representation. See Rule 1.16. Where more than one client is involved and the lawyer
withdraws because a conflict arises after representation, whether the lawyer may continue to represent
any of the clients is determined by Rule 1.9. As to whether a client-lawyer relationship exists or, having
once been established, is continuing, see Comment 4 to Rule 1.3 and Scope.
[4] As a general proposition, loyalty to a client prohibits undertaking representation directly adverse to
that client without that client's informed consent. Paragraphs (b) and (c) express that general rule. Thus, a
lawyer ordinarily may not act as advocate against a person the lawyer represents in some other matter,
even if it is wholly unrelated. On the other hand, simultaneous representation in unrelated matters of
clients whose interests are only generally adverse, such as competing economic enterprises, does not
require informed consent of the respective clients.
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Consultation and Informed Consent
[5] A client may give informed consent to representation notwithstanding a conflict. However, when a
disinterested lawyer would conclude that the client should not agree to the representation under the
circumstances, the lawyer involved cannot properly ask for such agreement or provide representation on
the basis of the client's informed consent. When more than one client is involved, the question of conflict
must be resolved as to each client. Moreover, there may be circumstances where it is impossible to make
the disclosure necessary to obtain informed consent. For example, when the lawyer represents different
clients in related matters and one of the clients refuses to give informed consent to the disclosure
necessary to permit the other client to make an informed decision, the lawyer cannot properly ask the
latter to give informed consent. If informed consent is withdrawn, the lawyer should consult Rule 1.9 and
Rule 1.16.
[5A] Paragraph (b) requires the lawyer to obtain the informed consent of the client, confirmed in writing.
Such a writing may consist of a document executed by the client or one that the lawyer promptly records
and transmits to the client following an oral consent. See Rule 1.0(b). See also Rule 1.0(s) (writing
includes electronic transmission). If it is not feasible to obtain or transmit the writing at the time the
client gives informed consent, then the lawyer must obtain or transmit it within a reasonable time
thereafter. See Rule 1.0(b). The requirement of a writing does not supplant the need in most cases for the
lawyer to talk with the client, to explain the risks and advantages, if any, of representation burdened with
a conflict of interest, as well as reasonably available alternatives, and to afford the client a reasonable
opportunity to consider the risks and alternatives and to raise questions and concerns. Rather, the writing
is required in order to impress upon clients the seriousness of the decision the client is being asked to
make and to avoid disputes or ambiguities that might later occur in the absence of a writing.
Lawyer's Interests
[6] The lawyer's personal or economic interests should not be permitted to have an adverse effect on
representation of a client. See Rules 1.1 and 1.5. If the propriety of a lawyer's own conduct in a transaction
is in serious question, it may be difficult or impossible for the lawyer to give a client objective advice. A
lawyer may not allow related business interests to affect representation, for example, by referring clients
to an enterprise in which the lawyer has an undisclosed interest.
*****
Non-litigation Conflicts
[11] Conflicts of interest in contexts other than litigation sometimes may be difficult to assess. Relevant
factors in determining whether there is potential for material and adverse effect include the duration and
extent of the lawyer's relationship with the client or clients involved, the functions being performed by the
lawyer, the likelihood that actual conflict will arise and the likely prejudice to the client from the conflict if
it does arise.
[12] In a negotiation common representation is permissible where the clients are generally aligned in
interest even though there is some difference of interest among them.
*****
[14] A lawyer for a corporation or other organization who is also a member of its board of directors should
determine whether the responsibilities of the two roles may conflict. The lawyer may be called on to advise
the corporation in matters involving actions of the directors. Consideration should be given to the
frequency with which such situations may arise, the potential intensity of the conflict, the effect of the
lawyer's resignation from the board and the possibility of the corporation's obtaining legal advice from
another lawyer in such situations. If there is material risk that the dual role will compromise the lawyer's
independence of professional judgment, the lawyer should not serve as a director.
*****
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RULE 1.8 CONFLICT OF INTEREST: PROHIBITED TRANSACTIONS
a.

A lawyer shall neither enter into a business transaction with a client if the client expects the lawyer to
exercise the lawyer's professional judgment therein for the protection of the client, nor shall the
lawyer knowingly acquire an ownership, possessory, security or other pecuniary interest adverse to a
client unless:
1. the transaction and terms on which the lawyer acquires the interest are fair and reasonable to the
client and are fully disclosed and transmitted in writing to the client in a manner which can be
reasonably understood by the client;
2. the client is advised in writing of the desirability of seeking and is given a reasonable opportunity
to seek the advice of independent counsel in the transaction; and
3. the client gives informed consent, in a writing signed by the client, to the essential terms of the
transaction and the lawyer's role in the transaction, including whether the lawyer is representing
the client in the transaction.
*****

The maximum penalty for a violation of Rule 1.8(b) is disbarment. The maximum penalty for a violation
of Rule 1.8(a) and 1.8(c)-(j) is a public reprimand.
Comment
Transactions Between Client and Lawyer
[1A] As a general principle, all transactions between client and lawyer should be fair and reasonable to the
client. The client should be fully informed of the true nature of the lawyer's interest or lack of interest in
all aspects of the transaction. In such transactions a review by independent counsel on behalf of the client
is often advisable. Furthermore, a lawyer may not exploit information relating to the representation to the
client's disadvantage. For example, a lawyer who has learned that the client is investing in specific real
estate may not, without the client's informed consent, seek to acquire nearby property where doing so
would adversely affect the client's plan for investment. Paragraph (a) does not, however, apply to standard
commercial transactions between the lawyer and the client for products or services that the client
generally markets to others, for example, banking or brokerage services, medical services, products
manufactured or distributed by the client, and utilities' services. In such transactions, the lawyer has no
advantage in dealing with the client, and the restrictions in paragraph (a) are unnecessary and
impracticable.
*****
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RULE 1.9 CONFLICT OF INTEREST: FORMER CLIENT
a.

A lawyer who has formerly represented a client in a matter shall not thereafter represent another
person in the same or a substantially related matter in which that person's interests are materially
adverse to the interests of the former client unless the former client gives informed consent,
confirmed in writing.

b. A lawyer shall not knowingly represent a person in the same or a substantially related matter in which
a firm with which the lawyer formerly was associated had previously represented a client:
1. whose interests are materially adverse to that person; and
2. about whom the lawyer had acquired information protected by Rules 1.6 and 1.9(c), that is
material to the matter; unless the former client gives informed consent, confirmed in writing.
c.

A lawyer who has formerly represented a client in a matter or whose present or former firm has
formerly represented a client in a matter shall not thereafter:
1. use information relating to the representation to the disadvantage of the former client except as
Rule 1.6 or Rule 3.3 would permit or require with respect to a client, or when the information has
become generally known; or
2. reveal information relating to the representation except as Rule 1.6 or Rule 3.3 would permit or
require with respect to a client.

The maximum penalty for a violation of this Rule is disbarment.
Comment
[1] After termination of a client-lawyer relationship, a lawyer has certain continuing duties with respect to
confidentiality and conflicts of interest and thus may not represent another client except in conformity
with this Rule. Under this Rule for example, a lawyer could not properly seek to rescind on behalf of a new
client a contract drafted on behalf of the former client. So also a lawyer who has prosecuted an accused
person could not properly represent the accused in a subsequent civil action against the government
concerning the same transaction nor could a lawyer who has represented multiple clients in a matter
represent one of the clients against the others in the same or a substantially related matter after a dispute
arose among the clients in that matter, unless all affected clients give informed consent. See Comment [9].
Current and former government lawyers must comply with this Rule to the extent required by Rule 1.11.
[2] The scope of a "matter" for purposes of this Rule depends on the facts of a particular situation or
transaction. The lawyer's involvement in a matter can also be a question of degree. When a lawyer has
been directly involved in a specific transaction, subsequent representation of other clients with materially
adverse interests in that transaction clearly is prohibited. On the other hand, a lawyer who recurrently
handled a type of problem for a former client is not precluded from later representing another client in a
factually distinct problem of that type even though the subsequent representation involves a position
adverse to the prior client. Similar considerations can apply to the reassignment of military lawyers
between defense and prosecution functions within the same military jurisdictions. The underlying
question is whether the lawyer was so involved in the matter that the subsequent representation can be
justly regarded as a changing of sides in the matter in question.
[3] Matters are "substantially related" for purposes of this Rule if they involve the same transaction or
legal dispute or if there otherwise is a substantial risk that confidential information as would normally
have been obtained in the prior representation would materially advance the client's position in the
subsequent matter. For example, a lawyer who has represented a businessperson and learned extensive
private financial information about that person may not then represent that person's spouse in seeking a
divorce. Similarly, a lawyer who has previously represented a client in securing environmental permits to
build a shopping center would be precluded from representing neighbors seeking to oppose rezoning of
the property on the basis of environmental considerations; however, the lawyer would not be precluded,
on the grounds of substantial relationship, from defending a tenant of the completed shopping center in
resisting eviction for nonpayment of rent. Information that has been disclosed to the public or to other
parties adverse to the former client ordinarily will not be disqualifying. Information acquired in a prior
representation may have been rendered obsolete by the passage of time, a circumstance that may be
relevant in determining whether two representations are substantially related. In the case of an
organizational client, general knowledge of the client's policies and practices ordinarily will not preclude a

Chapter 10
17 of 20

subsequent representation; on the other hand, knowledge of specific facts gained in a prior representation
that are relevant to the matter in question ordinarily will preclude such a representation. A former client
is not required to reveal the confidential information learned by the lawyer in order to establish a
substantial risk that the lawyer has confidential information to use in the subsequent matter. A conclusion
about the possession of such information may be based on the nature of the services the lawyer provided
the former client and information that would in ordinary practice be learned by a lawyer providing such
services.
Lawyers Moving Between Firms
[4] When lawyers have been associated within a firm but then end their association, the question of
whether a lawyer should undertake representation is more complicated. There are several competing
considerations. First, the client previously represented by the former firm must be reasonably assured
that the principle of loyalty to the client is not compromised. Second, the rule should not be so broadly
cast as to preclude other persons from having reasonable choice of legal counsel. Third, the rule should
not unreasonably hamper lawyers from forming new associations and taking on new clients after having
left a previous association. In this connection, it should be recognized that today many lawyers practice in
firms, that many lawyers to some degree limit their practice to one field or another, and that many move
from one association to another several times in their careers. If the concept of imputation were applied
with unqualified rigor, the result would be radical curtailment of the opportunity of lawyers to move from
one practice setting to another and of the opportunity of clients to change counsel.
[5] Paragraph (b) operates to disqualify the lawyer only when the lawyer involved has actual knowledge of
information protected by Rules 1.6 and 1.9(c). Thus, if a lawyer while with one firm acquired no
knowledge or information relating to a particular client of the firm, and that lawyer later joined another
firm, neither the lawyer individually nor the second firm is disqualified from representing another client
in the same or a related matter even though the interests of the two clients conflict. See Rule 1.10(b) for
the restrictions on a firm once a lawyer has terminated association with the firm.
[6] Application of paragraph (b) depends on a situation's particular facts, aided by inferences, deductions
or working presumptions that reasonably may be made about the way in which lawyers work together. A
lawyer may have general access to files of all clients of a law firm and may regularly participate in
discussions of their affairs; it should be inferred that such a lawyer in fact is privy to all information about
all the firm's clients. In contrast, another lawyer may have access to the files of only a limited number of
clients and participate in discussions of the affairs of no other clients; in the absence of information to the
contrary, it should be inferred that such a lawyer in fact is privy to information about the clients actually
served but not those of other clients. In such an inquiry, the burden of proof should rest upon the firm
whose disqualification is sought.
[7] Independent of the question of disqualification of a firm, a lawyer changing professional association
has a continuing duty to preserve confidentiality of information about a client formerly represented. See
Rules 1.6 and 1.9(c).
[8] Paragraph (c) provides that information acquired by the lawyer in the course of representing a client
may not subsequently be used or revealed by the lawyer to the disadvantage of the client. However, the
fact that a lawyer has once served a client does not preclude the lawyer from using generally known
information about that client when later representing another client.
[9] The provisions of this Rule are for the protection of former clients and can be waived if the client gives
informed consent, which consent must be confirmed in writing under paragraphs (a) and (b). See Rule
1.0(b) and (h). With regard to disqualification of a firm with which a lawyer is or was formerly associated,
see Rule 1.10.
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John P. Brumbaugh
pbrumbaugh@kslaw.com
+1 404 572 4617

Pat Brumbaugh represents attorneys and accountants when their most valuable asset is on the
line: their reputation. Pat’s practice focuses on the representation of other professionals and their
firms in all manner of litigation and in regulatory investigations and proceedings. A partner in
our Professional Liability and Securities Enforcement and Regulation practices, Pat is both a
seasoned litigator and a trusted counselor.
Pat has represented issuers, accounting firms and underwriters in all manner of class action
securities and shareholder derivative litigation. In addition, he has conducted internal
investigations and represented clients before the Securities and Exchange Commission. In
professional liability matters, Pat has represented other “Big Law” law firms and Big Four
accounting firms in professional malpractice and related litigation.
Pat also serves as King & Spalding’s Deputy General Counsel.
Practice Areas
x

Professional Services Liability

x

Securities/D&O Liability

x

Appellate Litigation

x

Commercial Disputes Litigation

x

Government Investigations

Representative Experience
x

Defended a large Southeastern law firm in legal malpractice lawsuit arising from a commercial real
estate transaction. Most of the case against the firm was dismissed on summary judgment.

x

Defended a large Southeastern law firm against legal malpractice and breach of fiduciary duty claims
arising from the sale of a company and related litigation.

x

Defended a Florida law firm against allegations of fraud stemming from the firm’s representation of a
client in bankruptcy proceedings. The court dismissed the law firm from the case for lack of personal
jurisdiction.
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x

Defended a large Southeastern law firm in a legal malpractice action relating to the firm’s patent
prosecution practice.

x

Represented a Big 4 accounting firm in multi-year SEC investigation.

x

Served as lead trial counsel in the Delaware Court of Chancery of a dispute concerning the winding
up of a Delaware limited liability company.

x

Defended a Fortune 50 company and certain of its current and former officers and directors in
securities class action litigation and related shareholder derivative litigation filed in state and federal
court.

x

Defended an Atlanta-based health care company and the former members of its board of directors in
class action litigation challenging the company’s acquisition.

x

Represented an underwriting syndicate of major investment banks in securities class action litigation
in federal court stemming from a secondary offering underwritten by the banks.

x

Represented a pro bono client on appeal from the denial of the client's federal habeas corpus petition.
The Court of Appeals for the Eleventh Circuit reversed, overturning the client's conviction for
kidnapping, on the ground that his appellate counsel on direct appeal was constitutionally ineffective.

Memberships
x

American Bar Association

x

State Bar of Georgia

x

State Bar of Florida

x

Atlanta Bar Association

Awards, Recognition & Other Notables
x

Board of Directors, Crossroads Community Ministries

x

Member of Vestry, St. Luke’s Episcopal Church

x

Clerked for the Honorable Peter T. Fay, United States Court of Appeals for the Eleventh Circuit
(1997-1998)

Education
x

J.D., University of Michigan Law School, cum laude
x

x

Associate editor, Michigan Law Review

B.A., Dartmouth College, cum laude
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Shannon Sprinkle
Partner / Atlanta
Shannon Sprinkle is the Managing Partner of Carlock, Copeland and
Stair and a partner in the commercial litigation practice group. She handles
a wide variety of litigation matters in State and Federal Courts. Shannon
regularly defends cases and claims alleging professional negligence,
malpractice, wrongful death, and product liability. Shannon is frequently
retained before litigation to help evaluate and control exposure to potential
claims and also represents clients before various licensing and review
agencies.
For the past ten years, Shannon has focused her practice primarily on
professional malpractice and real estate related claims. She has substantial
experience defending legal malpractice claims arising out of: litigation,
family law, business organization, estate matters, real estate transactions,
and commercial transactions. She also frequently defends accounting
malpractice claims involving: tax preparation, consulting, compilations,
reviews, audits, and breach of fiduciary duty claims.
Shannon also defends law firms, lenders, and other businesses against
individual and class-action claims for alleged violations of consumer
protection statutes, such as the Fair Debt Collection Practices Act, Truth in
Lending Act, Real Estate Settlement Procedures Act, Gramm-Leach-Bliley
Act, and others. She also provides compliance and risk management advice
in these areas, as well as data and privacy breach claims.
Shannon frequently participates in and speaks at seminars on cyber liability,
professional ethics and malpractice. She has authored several papers
targeted toward malpractice avoidance. For several years Shannon copresented an annual risk management seminar for the insureds of a large
national insurer. Shannon annually attends several national professional
malpractice conferences to keep abreast of emerging trends and legal
developments.
From 2006-2007 and from 2009-2017, Shannon has been an honoree on the
Georgia Rising Stars® list, voted by her peers as one of Atlanta’s best
young lawyers. In order to be honored on the Georgia Rising Stars list, an
attorney must be age 40 or younger, or in practice for 10 years or less. Only
2.5 percent of the attorneys in Georgia are honored on the Georgia Rising
Stars list. Shannon is a 2016 honoree in The Daily Report list of 25
lawyers who are “On the Rise.”

Direct: 404.221.2330
Fax: 404.222.9482
ssprinkle@carlockcopeland.com
Education
Tulane Law School, J.D., 2001,
cum laude
University of Florida, B.A., 1998,
with honors
Admitted to Practice
Georgia, 2001
Professional Activities &
Memberships
CCS' Managing Partner
Active in Commercial and
Professional Claims Litigation
American Bar Association
Tort Trial and Insurance Practice
Section, Professionals' Officers' &
Directors' Liability Committee
Ethics & Professionalism
Committee
Atlanta Bar Association
Bleckley Inn of Court, Barrister
Standing Committee on Lawyers’
Professional Responsibility,
Georgia State Case Reporter
State Bar of Georgia
Young Lawyers Division
Litigation Committee
Professional Liability
Underwriting Society
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GEORGIA MANDATORY CLE FACT SHEET
Every “active” attorney in Georgia must attend 12 “approved” CLE hours of instruction annually,
with one of the CLE hours being in the area of legal ethics and one of the CLE hours being in
the area of professionalism. Furthermore, any attorney who appears as sole or lead counsel in
the Superior or State Courts of Georgia in any contested civil case or in the trial of a criminal
case in 1990 or in any subsequent calendar year, must complete for such year a minimum of
three hours of continuing legal education activity in the area of trial practice. These trial practice
hours are included in, and not in addition to, the 12 hour requirement. ICLE is an “accredited”
provider of “approved” CLE instruction.
Excess creditable CLE hours (i.e., over 12) earned in one CY may be carried over into the next
succeeding CY. Excess ethics and professionalism credits may be carried over for two years.
Excess trial practice hours may be carried over for one year.
A portion of your ICLE name tag is your ATTENDANCE CONFIRMATION which indicates the
program name, date, amount paid, CLE hours (including ethics, professionalism and trial
practice, if any) and should be retained for your personal CLE and tax records. DO NOT SEND
THIS CARD TO THE COMMISSION!
ICLE will electronically transmit computerized CLE attendance records directly into the Oﬃcial
State Bar Membership computer records for recording on the attendee’s Bar record. Attendees
at ICLE programs need do nothing more as their attendance will be recorded in their Bar
record.
Should you need CLE credit in a state other than Georgia, please inquire as to the procedure
at the registration desk. ICLE does not guarantee credit in any state other than Georgia.
If you have any questions concerning attendance credit at ICLE seminars, please call:
678-529-6688
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