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I. GENERAL

( capitalist/investor:  person who makes money work for him or her;  wants a return on investment, safety of investment, and recourse when risk goes bad

( businessman:  no matter how much you make, you are a worker b/c you work for money; wants capital to start business (i.e. needs investors), control of the business, protection from liability (spread the risk/liability or block recourse).

(  Duty of loyalty:  put the entity’s interest ahead of your own

(  Duty of Care:  act in an informed/responsible matter 

· Creating prey:  making a company more valuable as “prey” for a takeover than as a “going concern.”

· Golden parachute: mgt. gets huge severance payoff in case of takeover or dismissal; usually negotiated at time of hire.

· cash-out:  parent corp owning more than 50% of stock of subsidiary may compel minority shareholders of the subsidiary to accept cash for shares at amount det’d by parent.


1. largely controlled by statues

II. AGENCY

( fiduciary relationship:  a person has an obligation to another

1. Agency: fiduciary relationship that arises when: 

a. the principal manifests consent to the agent that the agent shall act on the principal’s behalf and subject to the principal’s control, AND

b. the agent consents to act.  Rest. 3rd Agency § 1.01

2. Must have all the elements of agency; common usage or appearance of agency isn’t enough.  Rest. 3rd Agency §1.02

3. “Manifestation” can be written, spoken, or other conduct if that person has notice that another may infer such consent/intent from the action.  Rest. 3rd Agency § 1.03


4. Agency by Estoppel: a P who carelessly or knowingly causes a 3rd P to believe that an A has permission to act on the P’s behalf, when the A doesn’t, is liable to the 3rd P who justifiably changes position b/c he believes the transaction to be on behalf of the person.  Rest. 3rd Agency § 2.04

(  Independent Contractor:  a person who contracts with another but who is not controlled by the other, nor subject to the other’s right to control the person’s physical conduct in the performance of the contract.  Rest. 2nd Agency § 2(3) (1958)

5. Types of Principles:

a.  Disclosed principal: when 3rd P and Agent interact, 3rd P has notice that agent is acting for a principal and has notice of the principal’s i.d. Rest 3rd Agency § 1.04(3)(a)

i) P is liable to 3rd P b/c 3rd P knows that A isn’t acting on the A’s own behalf; would be unfair to hold A liable

b. Undisclosed principle: when 3rd P and A interact, 3rd P doesn’t have notice that the A is acting for a Principal.  Rest 3rd Agency § 1.04(3)(b)

i) Both P & A liable to 3rd P; effectively penalizing A for not fully disclosing P

c. Unidentified principal: when 3rd P and A interact, 3rd P has notice that A is acting for a P but doesn’t have notice of P’s i.d. Rest 3rd Agency § 1.04(3)(c)

i) P & A liable to 3rd P; A is liable b/c 3rd P doesn’t know who P is; P is liable as a penalty for failure to disclose i.d.

6. When A commits tortious wrong within scope of agency, P is liable under respondeat superior

7. Types of Agent Authority

a. Actual authority: P manifests to A the permission to do an act

i) Terminates if A renounces by manifestation to the P, or if the P revokes A’s authority by manifestation to the A.  Effective upon notice to other party.  Rest. Agency 3rd § 3.09

b. Apparent Authority:  3rd P reas’ly relies on P’s manifestations in believing that A is P’s agent, but P has not actually given A permission to do the act

i) A is liable to P when he acts with apparent but not actual authority

ii) Power of position:  the apparent authority created by appointing an A to a position 

iii) A has a duty of loyalty and a fiduciary duty to comply with actual authority, even if apparent authority offers a different scope of authority

iv) Terminates when it isn’t reas’l for a 3rd P to believe the A is action with actual authority. Rest 3rd Agency § 3.10

v) Doesn’t nec terminate with actual authority.  Rest 3rd Agency § 3.10

c. Inherent Authority:  authority derived from actual authority;  authority to do all the intermediary steps to do what the P has told you to do.  

d. Ratification:   When A doesn’t have any actual or inherent authority, P is bound by A’s conduct if P manifests an intention or engages in conduct that is justifiable only if the P has such an intent to approve the transaction.

e. Acquiescence:  When A doesn’t have actual or inherent authority, and the A does a series of acts without objection from P then the P has acquiesced to the conduct.

8. Agent’s Fiduciary Duty:  loyalty, to put P’s interests first, Duty of Care & Skill (common to locality and to A’s special skills), Duty to Perform Contract Promises 

a. An agent may not profit by their failure to honor their fiduciary duty. 

b. Whatever money an A gets through fraud or failing to fulfill his fiduciary duty must be turned over to the P. Tarnowski v. Resop (Minn. 1952)

c. Meant to be a restrain on the A’s conduct so that he won’t do what the P doesn’t want

III. Types of Business Organizations

1. Generally:

a. Except for g.p. and proprietorship, must file with applicable authority to create the partnership/company

b. Partnerships created to share risk and raise money. 

c. Must i.d. what type of firm an enterprise is in the firm’s name (i.e. put LLC, LLP, Corp., Inc. at end of name); except if a proprietorship or a g.p.

2. Sole Proprietorship: business owned by 1 person; owner bears all liability.  High level of control, high level of liability

3. General Partnership: default organization for 2 or more owners; joint and several liability b/w partners (spread the risk); partners liable for the debts of g.p. even if debts exceed the assets; single owner looses control, so internal management must be created

a. Partner admitted later, is not liable for preexisting debts of g.p. (statutory)

b. Each partner has right to manage the company:  can obligate the entire partnership in a contract

c. All partners share in profits and losses of business; all partners personally share in liability and debts

i) Encourages trust with clients b/c if so many people are personally liable, they’ll be very careful in running the business

d. Recourse is increased (more targets) while liability is relatively decreased

4. Limited Partnership: have a general partner (person who runs the company) and limited partners (i.e. investor); general partner liable as if in a g.p.; ltd partners have no personal liability unless they begin to run the company.

a. Ltd Partner has protection, but no control

b. Gen Partner has higher liability (b/c liability not spread to other partners) but also has control

5. Limited Partnership with Corp General Partner:  a corp acts a general partner

a.  Increased protection, decreased recourse

6. Limited Liability Partnership (LLP): g.p. except that partners have no personal liability for debts that exceed the assets of the g.p.(effectively makes the partners not personally liable. UPA §§ 1001, 1003

a. Lowers recourse, but improves protection

b. An individual partner may be solely and personally liability for his own actions within the LLP

7. Limited Liability Limited Partnership (LLLP):  no personal liability at all; no jt & several liability at all

a. Adopted by <1/2 states(may not be able to do business in a state that doesn’t authorize LLLP

8. Limited Liability Companies (LLC):  limited liability to all participants; total flexibility in internal management; benefits of incorp w/o rules applicable to incorp

a.  Wyoming 1977: 1st LLC statute(exploded in the 1990s; replacing g.p.s

b. Can hold non-business assets in spendthrift trust

9. Corporation:  a fictitious entity that may enter into obligations on its own behalf; no investors will be liable for the actions of the corporation

a. Recourse is limited only to the corp; 

i) EXCEPTION:  when officer/director engages in deliberate, fraudulent malfeasance

b. Actors in a corp: (1) Shareholders, (2) Board of Directors, (3) Officers 

c. Corps taxed differently than partnerships or individuals, may affect choice when creating enterprise.

d. Corporate Theory:

i) Entity Theory:  corp is an entity

ii) Nexus of Contract:  not really an entity; what it really is are cluster of overlapping contracts; in totality, these K’s appear as an entity b/c of their interlocking relationships

iii) Team Production Model: corporation as a combination of team specific assets invested by investors, mangers, employees, etc., to profit through team work

iv) Principle Agency Theory:  shareholders are the principles who appoint the board of directors as their agents to manage the company

IV. The Partnership

(  Contribution:  what the g.p. is obligated to pay into the partnership (not necessarily cash)

(  indemnification:  partnerships’ obligation to a partner for his overpayment of a liability; the difference b/w the g.p.’s individual liability and his overpayments

(  Draw:  what a g.p. receives from the partnership during the course of the partnership (in lieu of salary); cash distributed to partners by virtue of g.p.

a. det’d by majority vote or other agreement

b. need not be equal for each partner

c. may exceed the profit

(  Capital account:  the g.p.’s contribution minus draw

a. RUPA  § 401:  contribution – draw (+ profits OR – losses)

b. When partnership terminated must pay the partnership any negative amount in the capital account.  RUPA §401

c. If partnership dissolved: first recover capital contribution, then distribute the profit after that

(  master limited partnership:  large partnerships widely held and whose ownership interests are frequently traded

1. Applicable Statutes

a. Uniform Partnership Act (UPA): adopted 1914; every state except LA

b. Revised Uniform Partnership Act (RUPA):  1994; adopted by many states in 1997.

2.  Partnership:  (UPA §6/RUPA §202)

a. Association of 2+ people

b. Co-owners (rt to manage the business)

c. Business for profit

*whether or not people intended to form a partnership


3.  4 element test of a partnership:

a. Is there an agreement to share profits?

b. Agreement to share losses?

c. Mutual right of control/management of business?

d. A community of interest in the venture?  Agree as to what the business is about?

4. Formation of an inadvertent partnership, see UPA §7/RUPA §202(c):

a. Receiving share of profits is prima facie evidence of a partnership Martin v. Peyton (NY 1927);  UPA § 6-7; RUPA §202(c)(3)
b. There must be intent to form a contract/partnership Smith v. Kelly (Ken. 1971)
c. Partnership by Estoppel:  when a person represents himself as part of a partnership, and another relies on that representation to his detriment, then the person is liable. Young v. Jones (S.C. 1992); UPA § 16

5. Advantages of a written agreement for a General Partnership:  don’t need one but it is recommended

a. Avoid future disagreements on what the arrangement was

b. Written agreement is readily provable in court

c. Focuses attention on potential trouble spots that may otherwise go unnoticed

d. Written agreement may clearly indicated how tax burdens will be distributed in order to take advantage of certain IRS provisions

e. Sensible to plan for what will happen to a partner’s share upon death

f. Written agreement may clearly i.d. contributed vs. loaned property to protect the loaned property owner’s rights

g. May be necessary to comply with statute of frauds

h. Written agreement may clearly indicate how to dissolve or terminate business, avoiding chance or the courts

5. Rights of Partners:

a. UPA §18(e):  partners have equal right to management

i)  The management acts of one partner binds all the partners, whether the g.p. was acting with actual or apparent authority. National Biscuit Co. v. Stroud (NC 1959); Smith v. Dixon (Ark. 1965); UPA § 17; RUPA § 306

b. No partner can join unless by consent of all partners UPA §18(g); Rapoport v. 55 Perry (NY 1975)
i) Anytime a new partner is added, a new partnership is essentially created

c. Property Rts of Partner: rts in specific partnership property, interest in the partnership, rt to participate in management UPA § 24

d. UPA § 25:  partner is co-owner; tenancy in partnership property, incidents:

a. Equal right to possession for partnership purposes

b. Not individually assign-able

c. No subject to individual attachment/execution

d. Upon death, property vests in surviving partners

e. No subject to dower, curtsey, inheritance to heirs

6. Duties of Partners to Each Other:

a. Partners have a fiduciary duty to each other.  Meinhard v. Salmon
b. Fiduciary duties run during formation, conduct, and liquidation

c. Must render full, true, and complete information about the partnership Meehan v. Shaughnessy (1989)
d. Under UPA:

i) UPA §20:  Duty to render true and full info in all things affecting partnership

ii) UPA §21:  Partner must account for any benefit from partnership

iii) UPA §22:  Any partner has the right to an accounting if he is wrongly excluded from partnership business, if the right exists under their agreement, per § 21, or whenever just and reasonable.

e. Under RUPA § 404:

i) Limits fiduciary duties to the duty of loyalty and duty of care

a) Duty of loyalty:  accounting; can’t rep an adverse pty; can’t compete (during conduct & liquidation but not formation (b/c not yet partners))

-- Merely acting in your own interest doesn’t violate the fiduciary duty
b) Duty of Care:  refrain from gross negl, recklessness, intentional misconduct, or knowing violation of the law.

c) Obligation to in good faith/fair dealing

d) May as a matter of agreement impose additional burdens on each other.

7. Ways to share profits:

a. Based upon contributions at formation of partnership

b. Partnership Units:  each partner gets so many units; total units divided by partner’s units equals profit sharing (automatically adjusts for new partners w/o amending agreement)

c. Based on annual amount invested

d. Based on total income, sales, billing, time, or other factors

e. Worked out yearly

8. Ways to share losses:

a. debts must be satisfied by partnership first  RUPA § 306(c)

b. joint & several liability (solves service of process probs)  RUPA § 306(a)

c. judgment creditor must attach partnership first (reinforces idea that partnership is an entity, partners are guarantors) RUPA § 307(d)

i) rules for naming partners in lawsuit (strengthens idea that partnership is entity separate from original partners) RUPA § 307(a) – (c)

d. UPA § 18(a):  each partner must contribute to losses according to his share of profits (burden to pay on liabilities is the same as your % profits); each partner must be reimbursed for contributions, share equally in profits unless otherwise agreed

e. A party must be reimbursed for capital contributions before distribution of profits/losses. Richert v. Handley
f. Partnership not liable for personal debts of the partners; creditors of the partners may not attach the partnership  UPA §25(c)

g. A partnership creditor, however, may attach to an individual general partner if he gets a charging order, which may: 

i) May enjoin g.p.s from making disbursement to the debtor partner 

ii) May require g.p.s to pay the creditor which would otherwise be paid to the debtor partner

iii) Receivor not indispenable to collection of claim of debtor partner’s share

iv) Order the selling of the debtor’s interest if the creditor’s claim won’t be settled by a less drastic measure

9. LP with Corporate General Partner:  

a. Partners in the LP can be shareholders, directors, officers( really limits liability, lowers taxes

b. Corp g.p. differs from an indiv g.p:

i) Corp g.p. controlled by someone else

ii) Relatively easy to transfer control or management and to transfer partnership interest by changing directors (but without dissolution of LP)

--Transfer of shares is not a transfer of interest in LP; therefore, LP can’t object to sales of shares

iii) Corp g.p. can be an effective g.p. even though the corp assets are small

iv) Assets of LP can be bled off to the shareholders without consent of the LP and without fraud, but this increases ltd. Partner’s risk

v) Potential conflict of fiduciary duty b/w LP and shareholders

c. Directors of a corp g.p. has fiduciary duty to the LP. In Re USACafes, L.P. Litigation (Del. 1991)

10. Ending the Partnership:

1. Any agreement on how to dissociate or disolve a partnership is binding and supercedes UPA and RUPA

2. Partners continue to have fiduciary duties during this period

3. Dissolution (UPA § 29) or Dissociated (RUPA § 601):  change in relation of g.p.’s caused by any g.p. ceasing to be associated in the carrying on  of the business. (change in the membership of the partnership) does not terminate the business.  UPA § 30/RUPA § 802

a. rightful dissolution (UPA §31/RUPA § 602):  dissolution w/o violation of agreement b/w partners; partner must have acted in good faith and completed his end of the partnership agreement

b. wrongful dissolution (UPA §31/RUPA § 602): dissolution in violation of the agreement

i) If wrongfully dissociate under RUPA §602(c), liable to other g.p.s for damages in addition to any other obligations to the partnership

c. A partner always has the power, but not necessarily the right, to dissolve a partnership (b/c partnerships are voluntary). Collins v Lewis (Tex. 1955)
d. May expell a partner if g.p agreement provides for it.  UPA 31(d)(1); Gelder Medical Group v. Webber (N.Y. 1977).

i) Dawson v. White & Case (NY 1996):  Dissolving g.p. then reforming partnership w/o partner (effective forceful expulsion) okay.

e. Because of at-will nature of a partnership, if a g.p. has a moral/ethical conflict they should leave the partnership. Bohatch v. Butler & Binion (Tex. 1998)

4. Dissolution under RUPA § 801-02: forces a wind-up 

a. winding up:  settling of partnership affairs so as to terminate the business (i.e. notice to third persons, creditors, employees)

i) UPA § 38(1):  a g.p. can force a winding up and termination upon dissolution

b. termination:  ending of business after all affairs “wound up”

c. liquidation:  reducing a legal right/claim for compensation or recovery to its cash value

d. Dissolution doesn’t discharge a g.p.’s liability for obligations incurred when he was a g.p. 8182 Maryland Assc. v. Sheehan (MI 2000) 

5. Accounting at Dissolution/Dissociation:  must use market value Cauble v. Handler (Tex 1973)

(  book value:  cost of acquiring an asset at time of purchase

(  market value:  value of asset at the current time

V. TAXATION

(  Taxable income:  receipts – expenses

(  Marginal tax rate:  rate applicable to each additional dollar of taxable income above the base rate

(  Effective tax rate:  the overall percentage of tax taken

1. Taxation Chapters

a. Sole Proprietorship:  taxed as an individual

b. Partnerships:  subchapter K

i) Pass through taxation:  partnership prepares an info return that shows partnership income and expenses, but it doesn’t pay taxes; rather, the individual partners pay taxes in accordance with the agreement on his/her personal income tax return

c. C Corporation:  corp taxed as an entity; distributions then taxed (double taxation

(  firm taxation:  business taxed as an entity

d. S Corporation:

i) corp must affirmatively elect subchp S taxation; no more than 75 shareholders, no nonresident alien or certain artificial entity shareholders, only one class of stock:

ii) Modified Conduit Basis:  Corp files return showing earnings allocable to each shareholder who must include that amount on personal income tax return(must include whether or not the earning is distributed to the shareholder.

2. Check the Box

a. An entity is taxed as a corp if formed under a statute as a corp; must be taxed as a C or S corp

b. An entity with 2+ members can elect to be taxed as an entity (corp) or flow-through (partnership) by making an election at time of first filing; flow-through taxation is default

c. An entity with only 1 member may be taxed as corp or a “nothing” (direct taxation of the individual; pass-through taxation)

3.  Tax planning strategies

a. Everyone has to account/pay taxes

b. Legally minimize tax liability

c. Focus on marginal tax rate

d. How do taxes affect total liabilities of business and the individual

3.  Ways to reduce taxes:

a. Accumulation/bail-out strategy:  accumulate corp assets then sell stocks that reflect value of corp assets

b. S corps not valuable until indiv marginal rates more advantageous than corp or cap gains rates

c. Zeroing Out:  pay shareholders salaries, rent, interest, etc. as a deductible expense which creates “zero” taxable income

d. Start-up:  start a business partnership to allow pass-through taxation in the early stages (so owners/shareholders could deduct losses) and convert to corp later

VI. LIMITED LIABILITY CORPORATIONS (LLC)

(  Member-Managed LLC:  each member has the same powers as a partner in a g.p.; each can manage and bind the LLC for any act that apparently carries on the business of the LLC;  members can also confer additional power on a member to expand the business

(  Manger-Managed LLC:  the LLC hires a manager to conduct the business of the LLC; the members are closer to ltd partners in a LLP; the manager doesn’t have liability for the LLC;  only the manager has apparent authority to bind the company

(  SMLLC:  single member LLC

1.  Applicable Statute:  Uniform Limited Liabililty Corporation Act (UCLLA)

2.  Characteristics of an LLC:

a. Limited liability

b. Partnership taxes

c. Flexible management

d. Creditor-protection provision

*Benefits of partnership taxation and corporate management

3. SMLLC (single member LLC): creates a firewall b/w personal liability and business liability, but for fed income tax purposes its still a proprietorship (flow-through) unless you check the box for firm taxation.

4. LLCs to Protect Assets:

a. Can put personal assets in LLC to protect from individual creditors

b. Creditors can get charging order, but relatively useless if the person doesn’t distribute from the LLC

c. The LLC creates a firewall b/c there are no profits for creditors to seize, and if assets aren’t sold, the creditor can’t seize those either

5.  Establishing an LLC:

a. File articles of organization, but not art of incorp or bylaws

b. Can contract around non-mandatory provisions of ULLCA. Elf Atochem North America, Inc. v. Jaffari and Malek LLC (Del. 1999)
c. Establishing an LLC is more complex than establishing a corp

5.  LLC Identity:

a. Separate entity from members. Poore v. Fox Hollow Enterprises (Del. 1994)
b. Fictional Person like Corp. All Comp Construction Co. v. Ford (OK 2000)
c. “piercing the corp veil” prob’ly applies to LLC. Hollowell v. Orleans Regional Hospital (1998)
6. Members do have a fiduciary duty, but it isn’t yet strictly defined

7. Factors that explain continuing pref for corps:

a. C corp tax rate (15% to 25%) may be more beneficial for small profitable businesses

b. LLCs are extremely complex to form

c. Diff b/w S or K taxation may not be significant

d. LLC ltd liability “shield” may be more porous than a corp’s

e. Differences in state’s tax policies

VII. CORPORATIONS

( Bylaws: internal set of operating rules for corp that can be amended by shareholder vote at any time.  See MBCA § 2.06.
1.  Applicable Statute:  Model Business Corporation Act (MBCA)

2.  Why choose a Corp form?

a.  Acquire Capital: debt and equity financing

b.  Size Matters:  can address large ventures (i.e. transportation systems)

c. Limited Liability: 

i) Complete limited liability for shareholders

ii) Ltd. Liability for officers and board of directors (corporate viel; violate fiduciary duties)

iii) Corp is liable as itself, b/c it is an entity

d. Fictional person that can own and sell property in its own name, has its own personal rights

3. Why not choose a Corp form?

a.  Less Flexible: more bureaucracy

i) Required management structure:  board of directors (must have meeting), incorporators, shareholders

ii) Must have articles of incorporation (filed with state; sets out # of share, i.d. incorporators) and bylaws

b.  Must file tax return as a firm

c.  Less control over owners because of the ease of selling interest (shares/stocks) in the corp (can fix this by putting limits on alienation of the shares)

4. Directors have a fiduciary duty to shareholders to manage the corp for profit

5. Threshold Question:  Incorporate where doing business or in Delaware?

a.  Two factors:  relative cost and relative substantive law

b.  Why incorp in Delaware?

i) B/c the quality of the corp bar, corp law, corp judges, and corp legislation is very high

ii) greater predictability (b/c more developed law), reduces uncertainty and risk

iii) Only fiduciary duty the board has in Delaware is to max profits

*  The larger the corp, the more states in which it will conduct business, the greater # of shareholders, the extent to which management is separate from ownership:  tends toward incorp in Delaware

b.  Why not incorp in Delaware?

i) State law modified to give many benefits to that state that only Delaware previously offered

ii) Lower Liability:  New state laws have certain provisions that Delaware doesn’t that gives greater protection to the corp from a hostile take-over

--When incorp in one state, and do business in another, subject to both state’s jurisdiction

iii) Delaware’s taxes and fees are higher (i.e. lower state taxes)

--When only do business in one state, makes sense for a closely held corp to incorp there b/c cost of incorp’ing in Delaware is prohibitive

6. How to Incorporate MBCA §§ 2.01-.03, .05-.06, 3.01-.02, .04, 7.04, 7.32, 8.21

a. Have incorporators file Articles of Incorporation.  MBCA § 1.25, 2.01

b. Articles must include: corp name, number of shares, street address of registered office and registered agent, name of incorp  MBCA § 2.02

i) May include:  names of initial directors/officers, incorporation, par value (depending on state), indemnification provisions

ii) May include purpose provision: may give shareholders more control over directors; default, “To conduct legal business” MBCA § 3.01

iii) May include corp powers:  hard to balance b/c if state explicit powers there may be an inference that the corp doesn’t have certain powers; default, have same powers as indiv to carry on business MBCA § 3.02

iv) Shareholder agreement to contract around MBCA.  § 7.32(allows shareholders to “gut” corp structure and essentially create an LLC

c. Name Requirements:  must be distinguishable from other corps on sec or state’s records.  MBCA § 4.01-03

d. prepare corp bylaws  MBCA § 2.05-.06

e. notice and hold 1st meeting of the board; take minutes  MBCA § 2.05

f. Get corp seal and minute book

g. Get blank stock certificates and properly issue stocks

h. Open corp bank account

i. Prepare employee contracts, voting trusts, shareholder agreements, share transfer restrictions and other special arrangements

j. Get E.I.N., occupancy certs, and other permits to conduct business

k. Elect S taxation, if applicable

7. Ultra Vires: when corp does anything outside it’s stated purpose then it exceeds its authority and can’t commit that act

a. Declined in use b/c it made 3rd P liable for any contract that a corp made beyond its stated purpose

b. Now, only applies when a shareholder sues to enjoin the corp, when the corp sues a former director/officer, or when the atty general sues the corp 711 Kings Highway Corp v. FIM’s Marine Repair Serv., Inc. (NY 1966)
c. Shareholder’s ultra vires is trumped by statute; then the test is reasonableness (not the statement of purpose). Theodora Holding Co. v. Henderson (Del. 1969)
8. Promoters and Premature Commencement of Business:

(  promoters:  a person who directly or indirectly takes initiative to found and organize a business; founder/organizer

a. Fiduciary duties to other participants in the venture:  good faith, honest/frankness, full disclosure of the business and any conflict of interest; duty to refrain from misrepresentation; duty to manage money and not to steal/embezzle it

b. Promoter Liability:  personally liable for any contract made on behalf of the unformed corporation, as a party to the contract, unless (Rest. 2nd Agency § 326):

i) Contract is understood as revocable offer that will become a Contract if corp is formed and accepts

ii) Irrevocable offer for a limited time until corp is formed and accepts offer

iii) Present Contract to which Promoter is bound, but his liability is terminated if corp is formed and it agrees to become a party. 

iv) Present contract the promoter remains liable even if the corp becomes a party. (situation when the creditor has more trust in the promoter than the corp)

v) When a contract is made, someone is presently liable for it.  Unless otherwise agreed, a promoter is liable until a corp assumes liability. Stanley Howe & Assc. V. Boss (Iowa 1963)
vi) Waiver of Liability:  a promoter’s liability may be waived when the other party agrees to look to the corporation for payment

--Quaker Hill v. Parr (Colo. 1961):  When a party agrees to look solely to the corp for payment, then the promoter is not personally liable.  (i.e “unless otherwise agreed” was met)

--Burden of proving waiver on promoter. Coopers & Lybrand v. Fox (Colo. 1988)
--Express agreement isn’t required(look to totality of circumstances. Goodman v. Darden (Wash. 1983)

c.  A corporation must take affirmative action to addopt a contract made by a promoter; it can’t retroactively assume liability to date of the contract. McAurther v. Times Printing Co (Minn. 1892)
9. Defective Incorporation:

(  de jure corporation:  an actual corp

(  de facto corp:  the state has a valid law under which a corp can be formed, an attempt to incorp was made but it incomplete, and there are persons actually conducing business as a corp.

a. Cranson v. International Business Machines (Maryland 1964):  When a de facto corp exists, it is a corp for all purposes except against the state

(  corp by estoppel:  no corp but a party is estopped from asserting this.

a. When a corp is wrongly named in a contract, the parties are estopped from denying its non-existence.

b. Harry Rich Corp b. Feinberg (Fla 1987):  To be liable, the person must have actual or constructive knowledge that no corp exists.

NOTE:  Directors/officers who act for defectively formed corp are jointly and severally liable (like a partnership)  MBCA 2.04

VIII. PIERCING THE CORPORATE VEIL

(  piercing the corporate veil:  when a stockholder is held personally liable for a corporate obligation; effectively makes two entities (the corp and the indiv) one

(  Reverse Piercing:  when those who create the corp seek to pierce the veil; defensive use of the doctrine

1. This is an extreme doctrine; the court is reluctant to use it

a. usually applies to closely held corps (the ># shareholders, the harder to peirce)

b. Harder to pierce in a tort situtation then a contract, b/c the factors for piercing based upon contracts. Baatz v. Arrow Bar (S.D. 1990)
2. Burden of proof on person trying to pierce the veil. DeWitt Truck Bothers v. W. Ray Flemming Fruit Co. (4th Cir. 1976)
3. Will pierce if fraud/misrepresentation or if corp is just an alter ego for the share holder

4. Factors in Piercing (Contract): none of these factors are conclusive!

a. Undercapitalization

i) Insurance may function as capital. Radaszewski v. Telecom (8th Cir 1992)

ii) Running a deficit, or being unable to meet a claim, doesn’t necessarily mean a corp is undercapitalized
b. Misrepresentation/Fraud

c. Alter Ego

i) A shareholder agreement can’t be used to prove alter ego, even if it removes many of the corp formalities

d. Failure to Observe Corporate Formalities

e. Insolvency of Corporate Debtor

f. If the shareholder has siphoned off funds

g. Failure to give a divdend

h. Effectiveness/Participation of other directors/officers

i. Corp funds paying individual debts

j. AND an element of injustice (won’t recognize corp entity if to do so would go beyond legit purpose and work to injustice/inequity).  De Witt Truck Brokers v. Ray Fleming Fruit.

5. Factors in Piercing (Torts): Wallace v. Tulsa Yellow Cab (Okla. 1936)
a. Alter Ego

b. Undercapitalization

c. Injuries/Equities

6. Parent vs. subsidary corps:

a. Parents with divisions/departments:  no legal seperation b/w the dept and the parent; parent is directly liable under respondeat superior; parent must file tax return

b. Parent and Subsidary:  legal seperation, different corps; must peirce the veil to make the parent liable for the subsidary

i) A shared, centralized cash management system isn’t conclusive in piercing the veil.

ii) To pierce:  

--Parent dominates the subsidary so that they war, essentially, one enterprise: the test for this is (1) interrelation of operations, (2) centralized control of labor relations, (3) common management, and (4) common ownership or financial control. Oncale v. Sundowner Offshore Services (1998)
--the parent must be managing, directing, or conducting operations itself; thereby it is directly liable for its own actions. US v. Bestfoods (1998) 

7. Reverse Piercing;

a. Allowed in limited circumstances, same test as regular piercing. Cargill v. Hedge (1985)

b. Equity place a much bigger role

VIII. Financial Matters and the Closely Held Corporation

The Art. of Inc. must contain: classes of shares, # of shares within each class, rights associated with each class, and if corp can issue more than one class.  MBCA §6.01(a)

(  equity capital:  contributions by the original entrepreneurs, investors, and retained earnings

(  debt:  must be repaid with interest, periodic payments, not dependant upon business earnings

(  Inside Capital Contribution:  contributions from persons already owners of the company

(  Outside Capital Contribution:  contributions made by persons to become owners (i.e. capital raised by selling stock)

(  dividend:  Payment to shareholders out of retained earnings (profit)

(  distribution:  payment to shareholders out of capital

(  cumulative dividend:  if a preferred dividend isn’t paid one year, it accumulates and must be paid before and common shares dividends are paid  §6.01(c)(3)

(  noncumulative dividend:  not carried over from year to year; preferred shareholder loses right to receive dividend for that year if it isn’t paid. §6.01(c)(3)

(  partially cumulative dividend:  cumulative to the extent that there are earnings for the year  §6.01(c)(3) 

A. Shares Generally

(  shares:  units into which proprietary interest in a corp are divided. MBCA § 1.40(21)

(  classes: shares with different preferences, limits, and relative rights. MBCA 1.40(2), 6.01(c); each class must have identical rights; various designations and rights must be set out in the articles of incorp

1. Two fundamental rights of shareholders (MBCA 6.01(b)):

a.  entitle to vote for election of directors and other matters

b. entitled to net assets of corp, when distribution or dividends are made.

NOTE:  At least one share of each class with these fundamental rights must always be issued to a real person.  MBCA 6.03(c)

2. Use of Nominal Par value:

· Par value:  denominated value of shares in articles of corporation

· Watering the stocks:  selling shares for no value or value below market value

a. No Watered Stock Liability b/c issuing price will always be above par value (or if traded for non-money the services/property will always be more than par value)

b. Nominal par value won’t impede resale of shares.

c. Increased flexibility in making distributions (see p. 370-78) by requiring less in the “stated capital”—allowing the money from the stock sales to be used for distributions.

3. Shareholder liability: various theories

a. Watered Stock Liability:  individuals acquiring watered stock were personally liable to the corporation’s creditors (avoid insolvent/undercapitalized corps)

i) Shareholder liable to the corporation and it creditors for the difference between what he paid and what he should have paid. MBCA 1969, §25; MBCA 1984 §6.22 

b. Contract: shareholders that fail to perform under a contract involving shares in exchange for services, may be liable to corporation MBCA §6.21(b)

c. Fraud is always available.

B. Types of Equity Shares

1. Common Shares: right to vote and the right to net assets of corp when distributions made (dividends or upon liquidation) MBCA §6.01 (b)

a. Decisions about making dividend distributions rest with the directors

b. Other rights of common shareholders

· The rights to inspect the books (§16.02)

· To sue on behalf of the corporation to right a wrong committed against it –shareholders’ derivative suit. (§§ 7.40-7.47)

· To financial information (§16.20)

2. Preferred Shares: dividend must be paid before paid to common shareholders and dividend amount is fixed by terms of contract (set forth in articles of incorp when describing what preferred shares it’ll authorize) §6.01(b)(3)); § 13.01(6)

· nonparticipating preferred share:  get dividend and liquidation preference and nothing more

· participating preferred share:  get dividend and liquidation preference up to specified amount, then share with common shares after the common shares have received their distribution

a. Liquidation Preference: specified price per preferred share payable upon dissolution of the corp before payment to the common shares; claim of priority

b. Redemption: preferred shares are redeemable at option of corp at any time for a fixed price and shareholder must accept it.  §6.01(c)(2)

c. Conversion: preferred shares may be converted to common shares at option of shareholder at a fixed ratio.  §6.01(c)(2)

· Forced Conversion:  when shares are called for redemption when market value of converted stocks exceed redemption price

C. Debt Financing:  raising capital by issuing bonds or borrowing money; used more often then equity financing (issuing shares).

1. Difference between equity and debt:  equity shares the risk and debt financing guarantees a return. Slappey Drive Indus. Park v. US (5th Cir 1977)

2. Hierarchy of payment:  debt, preferred stock, common stock
3. Tax: interest payments on debt are deductible by the borrower; dividend payments on equity security isn’t
4. Debt as planning device: Can term part of an investment as a debt so that if the company goes bust, the investor can recoup some of his investment as a creditor in bankruptcy proceedings.  Cf. Obre v. Alban Tractor Co (md. 1962)

· debenture:  unsecured corp debt (i.e. promissory note)

· bond:  corp debt secured by lien or mortgage on corp property

· registered bond:  bond registered in name of specific indiv; freely transferable

· zero coupon bonds:  no interest, sell at substantial discount from face value and upon maturity the holder receives face value; attractive investment for tax-exempt of tax-deferred entities b/c only a portion of the zero is taxable each year.

· junk bonds: high risk debt; possibility of default higher than what a prudent investor would accept

· leverage:  borrower is able to earn more on the borrowed capital than the cost of borrowing

· straight debt:  debt that involves a written unconditional promise to pay if (a) interest rates/payment dates aren’t contingent on profits, the borrower’s discretion, or similar factors, (b) there isn’t direct/indirect convertibility into stock, and (c)  the creditor is an eligible shareholder under chapter S.

· debt/equity ratio: ratio b/w corp liability and shareholder equity

D. Planning the Capital Structure for the Closely Held Corporation:

1. Does it work and will it stand up to legal challenge and disagreements?

2. Will it produce the desired result? (i.e. distributions, control, tax protection, etc.)

3. Is the desired tax treatment probable? What about the S corporation?

4. Is the structure vulnerable to liabilities? (piercing, watered stock, par value)

5. If the venture suddenly ends, are the client’s contributions reasonably protected and fairly treated?

E. Issuance of Shares by a Going Concern: Preemptive Rights and Dilution

1. Preemption: the shareholder’s right of first refusal to buy stock when it is issued by a company

a. MBCA §6.30(a):  preemptive right not inherent but may be granted/withheld by articles of incorp.

i) MBCA § 6.30(b):  if corp elects to have preemptive rights than certain principles (listed) apply unless otherwise provided in the articles:

1)  right to acquire proportional amounts of unissued shares

2) shareholder can waive preemptive right

3) No preemptive right to shares issued to compensate officers, to satisfy option rights for compensation to officer, authorized in articles issued w/in 6 months of incorp, or share sold for non-money

4) Preferred shareholder don’t have preemptive rights

5) Common shareholders don’t have preemptive rights to preferred stock unless the preferred stock is convertible

6) Shares subject to preemptive rights not acquired by shareholders w/in reas’l time can be issued to anyone w/in one year to a price at or above the price offered to the shareholders.  (If you want to lower the price, must offer it to existing shareholders first.)

2. Non-dilution of Stock

a. Inherent right to a proportionate share of new stock issued to raise capital (not new stock issued for property or consolidation), and cannot be deprived of it without his consent except when the stock is issued at a fixed price, and he is given the rt to take at that price in proportion to his. Stokes v. Continental Trust Co. (P wanted preemptive option of newly issued stock at original price.)  

b. A corollary to the stockholder’s right to maintain proportionate equity is his right not to purchase add’l shares w/out being confronted with dilution of his existing equity if no valid business justification exists for the dilution. Katzowitz v. Sidler (Corp owed all 3 directors money.  ( voted to issue themselves shares; P refused to take shares in lieu of cash; P’s voting power was diluted; court makes rough justice decision.)

F. Distributions by a Closely Held Corporation

· Freeze out:  when majority shareholders/directors force minority stockholders to choose between continued abuse by majority’s decisions or to sell out shares to the majority

1. Directors may not withhold a surplus in bad faith if adequate funds exist. Gottfried v. Gottfried (NY 1947)

a. Existence of adequate funds is not determinative.  

b. Essential test of bad faith:  whether the policy of the directors is dictated by their personal interests rather than the corp welfare

c. Factors relevant to bad faith (must be the motivating cause):

i) intense hostility of the controlling group to the minority

ii) exclusion of minority from employment in corp

iii) high salaries

iv) bonuses

v) corp loans made to controlling officers

vi) majority subject to higher taxes if dividends paid

vii) majority’s desire to acquire minority stock as cheaply as possible.  

1.  A decision not to distribute dividends must be made upon legitimate business interests (i.e. to make profits, grow co) not on any philanthropic motivation. Dodge v. Ford Motor Co. (Mich 1919) 

2. In the absence of a specific authorization by the company’s board of directors, a corporate executive may receive only that amount of compensation that is reasonably commensurate with his functions and duties.  Wilderman v. Wilderman (Husband and wife incorporate, appoint themselves directors, and pay salaries to themselves.  H is pres with control prior to deadock; wife occupies subordinate offices. Divorce and H increases his salary, doesn’t increase wife’s salary.  She sues to compel return of unauthorized disbursement.)

a. When one party sets his own compensation, he has the burden of establishing its fundamental fairness

3. If the corp buys back a majority shareholder’s stocks, it must give equal opportunity to the minority shareholders to sell back a proportionate share at identical prices.  Donohue v. Rodd Electrotype (Mass 1975)

a. Shareholders in a closed corp owe each other fiduciary duties similar to general partners (utmost good faith and loyalty).  

G. Legal Restriction on Distributions:  

NOTE: MBCA §6.40 (balance sheet and equity insolvency test)

1. Equity Insolvency Test:  can’t distribute if, after distribution paid, corp is insolvent/unable to pay debts

2. Balance sheet test:  can’t distribute if total assets will be less than total liabilities plus dissolution preferences after the dividend is made

3. Pure Insolvency Test:  directors liable if the distribution renders the corp unable to pay its debts

4. Earned Surplus Dividend Statutes:  Legality of dividend determined by (1) availability of earned surplus out of which dividend may be paid, and (2) solvency test to be applied immediately after giving effect to the dividend.  

5. Impairment of Capital Dividend Statutes:  can pay a dividend out of ‘surplus’ (anything over the capital account)

6. Distributions of Capital Surplus:  distribution out of capital surplus (i.e. “partial liquidation”)

IX. Management and Control of the Closely Held Corporation

A. The Traditional Roles of Shareholders and Directors

1. Directors can’t enter a contract that will abrogate their fiduciary duties or independent judgement; void for public policy. McQuade v. Stoneham  

a. Clark v. Dodge (NY 1936):  IF the enforcement of a particular agreement doesn’t damage anyone then there is no reason not to infringe upon it, even if it restricts director’s free judgement.

b. EXCEPTION:  shareholders agreement, MBCA 7.32

c. EXCEPTION:  In the absence of fraud or prejudice toward minority shareholders or creditors, closed corps won’t be held to same standards of corp conduct.  Galler v. Galler
2. When the articles of incorporation impose a duty, there is no discretion in fulfilling that duty.  Matter of Auer v. Dressel (NY 1954 

3. What kinds of things can the shareholders vote for under MBCA?

a.  Bylaws changes §10.02

b. Amend Articles of Incorporation §10.03

c. Mergers §11.03

d. Sales of Assets §12.02

e. Dissolution §14.02

f. Transactions §8.61(b)(2)

g. Indemnify the director §8.55(b)(3)

B. Shareholder Voting and Shareholder’s Agreements

· record holder:  the person whose name the shares are actually registered in. MBCA 6.25(b); treated by the corporation as the legal owner for voting, dividend, distributions and transfer purposes

· beneficial owner:  the actual owner

· tenure voting:  how many votes you have depends on how long you’ve owned the stock; benefits a controlling group b/c it discourages takeovers or transfers

1. Majority Consent Provision:  MBCA 7.04: shareholders may act w/o a meeting by written consent of a majority of shareholders

2. Record holders, Beneficial owners

a. Shares of stock may be voted only by the record holder or by an authorized representative of the record holder.  Salgo v. Matthews 
b. Beneficial owner can compel record holder to execute a proxy so that beneficial owner may vote the shares; to turn over any distributions, to reregister shares in name of beneficial owner.

i) Legal remedy if record owner doesn’t comply: may required corp transfer, proxy, injunction or mandamus

3. Proxy: MBCA §7.22

· proxy:  given another the right to vote your shares; given another the right to decide how to vote

a. §7.22(d) – the proxy is revocable unless the electronic transmission authorizing states that it is irrevocable and the appointment is coupled with interest.

b. §7.22(c) – Appointment valid for 11 months (to force an annual shareholder’s meeting.

c. Proxies given to multiple persons for the same stock: the latter revokes the former.

4. Voting Group: MBCA 1.40(26) – all the shares of one or more classes or series that are entitled to vote and be counted collectively on a matter at a meeting of shareholders.

a. Voting on a matter requires a quorum of the shareholders.  A majority of the votes entitled to be cast constitutes a quorum.  §7.25(a)

b. Once a share is represented it is deemed to be present for the remainder of the meeting – no walk outs.  §7.25 (b).

c. If votes in favor outnumber votes opposed, the matter is approved.  §7.25(c).

d. A plurality is required to elect directors.  §7.28(a)  The articles of incorporation may authorize the election of all or a specified number of directors by the holders of one or more authorized classes of shares.  Each class of shares entitled to elect one or more directors is a separate voting group for the purposes of electing directors.  §8.04.

5. Cumulative v. Straight Voting

· straight voting:  number votes = number of shares

· cumulative voting:  number of shares times number directors to be elected = number of votes; increases minority participation on board

--Number of shares needed to elect one director:  total no. shares voting/(no. directors + 1) + 1

a. Cumulative voting doesn’t gaurantee minority representation on the board  Humphreys v. Winous Co 

b. Under the MBCA §7.28(c) and 8.04, cumulative voting is an “opt in” provision to be reflected in the articles of incorporation. 

c. Other ways to crush the minority interest in a cumulative voting situation.

· Stagger the terms of directors §8.06

· Majority vote to remove directors elected by minority votes. §8.08-09

· Freeze Out the director by refusing to appoint him to any committees, and holding unofficial meeting to ram through decisions.

d. Why have a notice requirement as in §7.28(c)? To allow other voting shares the opportunity to prepare for the complexities if cumulative voting.  Stancil v. Bruce.

6. Voting Agreements: Stockholders can contract with each other to vote accordingly so that they may obtain the advantages of “concerted action;” must be in writing and singed by all parties  Ringling Bros-Barnum & Bailey Combined Shows v. Ringling; MBCA §7.31.

a. Directors cannot contract with each other to vote the same way b/c it is a violation of fid’y duty Stoneham v. McQuaid 
7. Voting Trusts MBCA 7.30
a. Requirements: Lehrman v. Cohen (del. 1966)
i) Voting rights separate from other ownership attribuates (transfer ownership to trustee for duration of trust)

--Creating a new class of voting stock does not divest and separate the voting rights (which remain vested in the stockholders who created it) from the other attributes of the ownership of that stock Lehrman v. Cohen 

ii) Irrevocable for ltd duration

iii) Purpose to aquire voting control of corp

a. Trustees have a duty to protect/maintain the interests of the original stockholders.  Cannot vest ownership of a corp in debentures. Brown v. McLanahan (4th Cir 1945)
b. The identity of shareholders in a voting trust must be disclosed; otherwise it is an illegal combination of unknown stockholders formed to get control of a corp to the detriment of non-participating stockholders. Hall v. Staha (Ark, 1990)
8. Restriction on Transfers of Stock

a. A corp may impose restrictions upon alienability as long as reasonable, must b conspicuously noted on stock cert, and only enforceable if had actual knowledge.  MBCA § 6.27(b); Ling & Company v. Trinity Savings and Loan Association 
i) “Conspicuous” MBCA §1.40.

b. Buy/Sell Agreements

i) Cross-purchase Agreement:  shareholder agrees to personally purchase pro rata share of stock of other shareholders upon his/her death and binds his estate to share upon his death

--corp capitalization stays same

--paid for with after tax dollars

--obligation to pay falls heavily upon shareholders unable to pay

ii) Stock-redemption Agreement:  corp buys, shareholder binds estate

--uses corp funds

--corp $ used for shareholder advantage w/o distribution


--payed w/o taxes

iii) Hybrid agreements too

iv) Purchase Plan Clause: may be difficult to finance at moment buying required, makes purchase easier

c. Bases for valuing stock are as follows:

· Book value – does not provide for appreciation of corporate assets.

· Guaranteed Price with Periodic Adjustment: better hope the timing is good.

· Agreement that stock of the company will be appraised: Speculation problems

C. Deadlocks –No business gets done because there is no majority.

· oppressive:  lack of probity and fair dealing or departure from fair play; may include breach of fid’y duties; not nec’ly illegal, fraudulent, mismanagement, or even misapplication of assets

1. Quorums (Getting a Majority):

a. Common Law:  Shareholder’s bad faith conduct in preventing a quorum estops her from using court’s equitable powers to set an election aside. Gearing v. Kelly 
b. MBCA §8.10: No quorum – no election.

2. Judicial Dissolution

a. Common Law:  There is no absolute right to judicial dissolution.  It will only be granted when the competing interests are so discordant as to prevent efficient management so that the object of corp management can’t be attained.  The prime inquiry should be whether dissolution will benefit the stockholders and isn’t injurious to the public. In Re Radom & Neidorff (NY 1954)
b. MBCA §14.30: Grounds for judicial dissolution by atty general

i) Fraudulently obtained articles, corporation abuse of authority

ii) Unbreakable deadlock threatens irreparable harm to the corporation; affairs of business cannot be conducted to the advantage of shareholders.  Oppression by directors, etc.

c.  Voluntary dismissal cannot be used as a weapon by a disgruntled minority stockholder:

i) §14.01 (incorporators, initial directors) applies only where shares have not been issued and business has not commenced.

ii) §14.02 (board, shareholders) requires a majority vote

iii) §14.20 – Administrative dissolution – requires a violation of a regulatory provision.

D. Modern Remedies for Oppression, Dissension or Deadlock

1. Ordered Buyout:  Ct may order a buy-out of minority stock where less harsh remedies are inadequate to protect the parties, and dissolution is too extreme. Davis v. Sheerin (Tex 1988)
a. Buy out at fair value is esp’ly appropriate in closed corp where oppressive acts of majority are an attempt to freeze out the minority, who don’t have a ready market for corp shares but are at the majority’s mercy.

b. Often a good remedy to get rid of dissatisfied shareholders

c. Comment to MBCA 14.34: rarely need to liquidate to provide relief; often buy-out is enough

2. Provisional Director: As an alternative to judicial dissolution of a corporation, the court may retain jurisdiction and, in its discretion, appoint a provisional director.  Abreau v. Unica Indus. Sales, Inc.
E. Authority of Officers/Directors:

1. Statements made by an officer or agent of a corp in the course of a transaction in which the corp is engaged and which are within the scope of the officer’s or agent’s authority are binding upon the corporation.  In the Matter of Drive-In Development Corp (7th Cir. 1966)

a.  EXCEPTION: When 3rd Person aware that statement not authorized  Keystone Leasing Corp v. people Protective Life Ins. (EDNY 1981)
2. Generally, the prez of a corp does not have the power to bind a corporation by contract.  Black v. Harrison Home Co. (Cal 1909):  

a. In absence of MBCA 7.32 agreement, even the smallest decision must be made by the board.

b. EXCEPTION:  The president may bind a company in contracts during the normal course of business (including hiring/firing employees), but not extraordinary contracts. Lee v. Jenkins Bros (2nd Cir 1959)
F. Transactions in Controlling Shares:

1. A controlling stockholder may sell the controlling interest of stock in a corp for a premium price when there is no looting of corp assets, conversion of a corp opportunity, fraud, or other acts of bad faith. Zetlin v. Hanson Holdings, Inc. (NY 1979)

2. Duties when selling controlling interest

a. Good Faith and Fair Dealing:  a controlling shareholder does not satisfy the duty of fair dealing when he sells if (a) doesn’t make disclosure regarding the transaction to shareholders, or (b) it is apparent that the buyer is likely to violate his duty of fair dealing as to obtain signf- financial benefit from the purchase. ALI Principles of Corp Governance §5.16:
b. Adequate Investigation:  when there are circumstances that would alert a reas’ly prudent person that a buyer is dishonest or plans to loot the corp, then the controlling shareholder has a duty to do a reas’ly adequate investigation of the buyer and disclose this info to the minority shareholders so that others who will be affected by his actions won’t be injured by wrongful conduct.  Debaun v. First West Bank & Trust Co. (Cal. 1975); Harris v. Carter (Del. 1990) 

c. A controlling shareholder has fid’y duties similar to a director, not to make business judgements that will adversely affect the corporation. Perlman v. Feldmann (2nd Cir. 1955)
X. CONTROL AND MANAGEMENT IN THE PUBLICLY HELD CORP

A. Social Responsibility

1. Traditional View/Property Conception:  corp is private property of its stockholders; rts of creditors, empl’ees, and others limited to statutory, contractual, and common law rights; profit/wealth should always be the corp’s objective

2. Agent-of-Society/Social-Entity Concept:  Corp is a social institution capable of bearing legal and moral obligations; directors should go beyond the considerations of profits, legality, and market morality and take into account the human, social, and environmental consequences of business decisions; they should do whatever they can to use the resources at their command in non-harmful and socially useful ways.

3. Alternative Constituency Statutes:  statutes that permit corp to consider other groups (such as ethics, employees, supliers, customers, community, other groups, resources, etc.).  See ALI §2.01.


a.  What constituencies does the corp have?

i) Shareholders

ii) Customers

iii) Employees

iv) Suppliers

v) Community

B. Shareholders

1. Efficient Capital Market Theory: if a public corp is poorly or less than optimally managed, the price of its stock will reflect this in its price accurately and promptly; poor perf- of a co’s securities is a common indication of poor management

2. If you are a shareholder and are upset with corp, what are your options?

a. Sell your shares(don’t gain control; cheapest option; make money

b. Take-Over or Tender-Offer:  Purchase more shares (get a majority) (expensive, hard, may have to fight other shareholders and competing purchasers; directors/officers will fight back b/c they will loose their job if the purchaser wins:  b/c of this there is a body of law dealing w/ how management may accept/reject an offer

c. Proxy Fight (try to pool votes w/ other shareholders to win an election)(very expensive, high possibility of loosing

d. Derivative lawsuit(expensive, heavy b/p

e. Direct action(expensive, heavy b/p

3.  Institutional Investors:  major owners of stocks

a. Types of Inst’l Investors:

i) Pension Funds for employees, universities, churches, and foundations

ii) Mutual funds

iii) Insurance Companies

iv) Foundations

v) University and charitable endowments

vi) Bank Investing Trust Funds

vii) Brokerage Firms

viii) Investment vehicles for sophisticated investors

b. Effect/Influence Corp Management By:

i) Executive/management compensation – w/ incentives, often tied to stock price. 

ii) Mgt efficiency & effectiveness – public record how much executives earn 

iii) Profitability – both parties need stock to rise in value

4.  Nominees, Book Entry and “Street Names”

· nominee or “street name” registration:  registering securities in the issuer’s records in a name other than the beneficial owner

· nominee:  usually a partnership formed to act as record holder of securities 

· book entry: immobilize share certs in a clearing house and all records of transfers are kept by the clearing house and brokerage firms, rather than by physical transfer of the certs.

a. Benefits:  facilitates transfers

b. Side effects:  issuer-shareowner communication is more difficult; complicates registration; affects jurisdiction under SEA

c. Securities Investor Protection Act 1970:  insures investors from brokerage house insolvency; making book entry more reliable

d. Settlement of transactions b/w participants is handled by adjustments to book accounts rather than movement of certs

C. Directors

· Inside director:  director of company who’s also an employee of the company.

· Outside directors:  director not dependent on employment by the corp.

· Majority independent board: majority of board are outside directors

· Supermajority independent board:  except for CEO, no board member is employed by company.
1. CEO/President and Senior Officers run public corp, not board

a. CEO determines effectiveness/use of Board based upon how he solicits and uses their expertise and advice

2. Functions of the Board:

a. Traditionally:

i) provide advice to management

ii) discipline management

b. ALI § 3.02(a):

i) Select, evaluate, fix compensation of, and replace sr. execs

ii) Oversee conduct of corp business to evaluate whether business being properly managed

iii) Review and approve corp financial objectives, plans, and activities

iv) Review and approve major changes and questions of choice respecting accounting practices to be used in prep of corp financial statement

v) Perform legally req’d functions or functions req’d by articles

3. Business Judgment Rule:  
a. court won’t overturn board’s decision if:

i) Disinterested/Independent (i.e. no confict of interest) MBCA 8.30(a)(1)

ii) Made Decision with Information: (Informed Decision, MBCA 8.30(b))

1)  Available at the time

2) Real’y available (can get readily)

3) Material information

iii) Good Faith (honest belief decision in best interest of corp) MBCA 8.30(a)(2)

b. Business Judgement Rule doesn’t apply when the board’s decision infringes upon the shareholder’s fundamental rights.  Blasius Ind v. Atlas Corp (Del. 1988)

c. Derivative suits:
i) Business Judgment Rule is a defensive weapon.
ii) Presumption that business judgement rule applies; burden of showing fraud, illegality, or conflict of interest upon party trying to prove that directors breached duties/business judgment rule. Shlensky v. Wrigley (Ill 1968)

iii) Stockholder must make a request for a derivative suit prior to bringing one.
1) Once a stockholder’s request for a derivative suit is rightfully rejected then the stockholder may not bring an independent derivative suit.  Zapata Corp v. Maldonado (Del. 1981) 
--Standard for “rightful”:  board/committee (1) acted in good faith and independently, and (2) court uses it’s own indep business judgement. Zapata

--Must be procedural due process in the board’s legitimate decision to not bring a derivative suit.  Penn. Ct adopted ALI 7.02-.10, and .13 as adequate due process. Cuker v. Mikalauskas (Penn. 1997)
2) Don’t have to make the request if it would be futile.  Aronson v. Lewis (Del. 1984).

--Std for “futile”:  (1) facts alleged in complaint, (2) with particularity, and (3) which creates reas’l doubt that the director’s action was entitled to business judgement rule.
4. Duty of Care:  

a. Directors are liable for negligence but not for errors/mistakes while acting with reas’l skill and prudence (bus judg’t rule). Litwin v. Allan (NY 1940)

b. Being Informed:

i) Whether a director was informed is a threshold issue, even before determining if he acted fraudulently(negligence is just as bad as fraud.  Smith v. Van Gorkom (Del. 1985).
ii) When, under the circ, there are enough signs to know better, than a director is liable for breach of duty of care for failing to investigate. Bates v. Dresser (US 1920) (Bank Prez and embezzling bookkeeper).

iii) MBCA § 8.30(b):  directors must exercise care that a person in a like position would reas’ly believe appropriate in similar circ in becoming informed in order to make a decision.

c. Directors can be liable for doing nothing when doing nothing contributed to the wrong. Francis v. United Jersey Bank (NJ 1981) (Grieving widow failed to stop her sons from gutting corp).

d. Duty of Full Disclosure: Directors have a fid’y duty to disclose accurate and complete material info when seeking shareholder action. Malone v. Brincat (Del 1998)
i) No requirement that shareholder show reliance or causation; must simply show that misrepresentation was material

ii) Disclosure and recusal is best way to avoid liability for conflict of interest

e. Indemnification:

i) Articles may include provision limiting director’s personal liability. MBCA § 2.01(b)(4)

ii) A provision which protects directors from liability for breach of duty doesn’t shield them from liability for fraud.  Zirn v. VLI Corp (Del 1993)
5. Duty of Loyalty

a.  Self-Dealing:  When undisputed evid shows that the interested transaction benefited the interested director to the detriment of the uninterested stockholders, or that the interested director received a benefit the stockholders didn’t, the stockholders may void the transaction. Marciano v. Nakash (Del. 1987); Sinclair Oil v. Levien (Del. 1971)

i) Tests:

1) Intrinsic Fairness Test: void when transaction unfair to nonparticipating shareholders, and disputed conduct didn’t receive approval by majority of disinterested directors/shareholders.

2) Voidable if no approved/ratified by majority of disinterested directors or shareholders (without regard to fairness).

3) Not voidable if interested director can show fairness to corp.

4) Voidable if ¶ shows unfairness to corp.

5) Voidable if ¶ shows the transaction constituted fraud, waste or serious overreach

--Simply stating that compensation is large isn’t enough to show waste.  Heller v. Boylan (NY 1941).

6) Not voidable if approved/ratified by majority of disintered directors, no further inq’y need be made into fairness

7) Not voidable if approved/ratified by majority of disinterested shareholders, no further inquiry need by made into fairness

8) Always voidable if the vote of the interested director is nec’y to approve or his presence nec’y to form quorum

9) Always voidable if interested director participates in decision-making process, urging approval of transaction, but doesn’t vote.

c. Corporate Opportunity:

1) Is it a corporate opportunity?

i) Line of Business Test (Guth v. Loft (Del. 1939)):  Is the opportunity in the corp’s line of business?

ii) Fairness Test:  Under the circ, the director unfairly takes advantage of an opportunity when the interest of the corp calls for protection. (Mass)

iii) ALI Test, ALI 5.05: 

1) Was the offer made to the corp or did it come to the director/sr. exec on their own?  

2) If made to director in their scope of authority, she must disclose the offer and her interest.

3) Disinterested directors/shareholders must reject the opportunity or rejection must be fair to corp

d. Duty of loyalty also runs to senior executives

e. A director who serves on two boards still owes them both the full duty of loyalty. Weinberger v. UOP Inc. (Del 1983)
i) He must fully disclose all the conflicts he faces.  

ii) He has the burden of establishing entire fairness (to pass careful scrutiny) to uphold any interested actions by him.  

1) Fairness has two parts:  fair dealing and fair price.
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