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The Corporation
I.
The Formation of the Closely Held Corporation
A. Where to Incorporate

1. MBCA §2.01; § 1.20(i) – At the Secretary of State’s office

2. Considerations: 

a. Cost is usually higher in other states: Atty’s fees, filing fee, taxes are higher in Delaware.

b. Substantive Law favorable (law is well-developed in Delaware).

c. Traveling to litigate.

3. Options

a. Corporation Service Company: for a fee, companies provide services to assist foreign corporations. 

b. Shelf Corporations: inactive, in good standing corporations that can be activated with 24 hours.

B. How to Incorporate

1. Pitfalls:

a. Overlooking obvious matters: create a checklist

b. Using boilerplate forms that were appropriate for other corporations but which not suitable for the current one.

c. When all of the parties’ interests are to be carried out expressly in the articles of incorporation is where complexity becomes a problem

2. Follow the MBCA: §§ 2.01-03, 2.05-06, 3.01-02, 3.04, 7.04, 7.32, 8.21

3. Filing 

a. Who: “incorporators” must file the articles of incorporation. §2.01

b. What: incorporators file the “articles of incorporation.” which must contain:

§2.02 (a)

(1.) Name that satisfies §4.01

(2.) The number of shares the corporation is authorized to issue

(3.) The street address of ...initial office and name of initial registered agent at that office, and 

(4.) the name and address of each incorporator.

c. What: the articles may contain: 

§2.02 (b)

(1.) The names and addresses of the initial directors

(2.) (i.) corporation’s purpose, (iv.) par value for shares, (v.) personal liability of shareholders for corporation’s debt.

(3.) Anything else in the bylaws.  These items are usually things of importance inserted to emphasize their significance – to resolve conflicts, etc.

(4.) Exemption of liability for directors for their duties of care or judgement.

d. When: Unless a delayed effective dates is specified, the corporate existence begins when the articles of incorporation are filed [by the Secretary of State]. §2.03

e. Where: Secretary of State’s Office in state where incorporation is sought.  The Secretary’s duty is purely ministerial, ensuring of the correct forms an information.  § 1.25  

4. After Incorporation:

a. Organization of Corporation §2.05

· Call a meeting of the directors to finish the organization by appointing officers, adopting bylaws, and other business. §2.05(a)(1).

· If no directors are appointed, call a meeting of shareholders to elect some directors.  §2.05(a)(2)

b. Bylaws: Incorporators or Board of Directors adopts them; they may not be contrary to article of incorporation or law. §2.06

Bylaws – Internal set of operating rules for the corporation that can be amended by shareholders at any time; can be amended by the directors under certain circumstances.  They give a face to the corporation.

c. See page 205 for a list of other things that should be done to organize the corporation

5. Other Notable provisions/features:

a. Name.  Chapter 4; §4.01 – must include word “corp,” etc. The secretary of state ensures that there are no absolute or linguistically identical names. Most litigation is motivated by fear of unfair competition due to deceptively similar or assumed names.

b. Purpose: §3.01 is very lenient and does not need to specified in the articles of incorporation. §3.01(a) – any legal thing unless the articles specify less (§2.02(b)(2).  Only the individual preferences of the incorporators will dictate restrictions on a corporation.

Nevertheless, the following are some ways that the scope of purpose may be limited:

· Business is subject to state regulations that places limits on the type of activities it does; sometimes tax regulations have the same effect.

· Preference or comfort level of those who wanted specifics spelled out in the articles.

· Other interested parties may want to restrict the kinds of business the corporation may enter.

c. Powers. §3.02 – what the corporation may do to meet the purpose of the corporation. The “floor” of the powers (unless articles otherwise specify).  This is used strategically in allowing the corporations to set up their own restrictions.

d. Registered Agent must be listed for service of process, tax notices, etc. §5.01-03

Note: There is a possibility for the framework to be wiped out by a “shareholder agreement.”  But this is effective only in closely-held corporations.  See §7.32  Under this statute, you can basically ignore the corporate form and treat it like a personal partnership or business.  This turns the whole body regarding “piercing the corporate veil” on its ear.  For example, if there are three or more shareholders and one keeps getting beat up, he can try to get the other shareholders to agree to an amendment to help him.

C. Ultra Vires – “beyond the powers”

1. No act of a corporation or transfer of property can declared invalid by reason of its being outside the scope of power, unless the actions is brought by a shareholder to enjoin the act, or the corporation is proceeding against an incumbent or former director, officer, employee, or agent of the corporation.  MBCA §3.04; 711 King’s Highway (movie theater)

2. A majority stockholder may make a charitable contribution out of corporate funds as long as the gift is reasonable as to scope and purpose.  Theodora Holding Corp.
D. Premature Commencement of Business

1. Promoter

a. Definition: one who acting alone or in conjunction with one or more other persons, directly or indirectly takes initiative in founding or organizing the business or enterprise of an issuer.  Usually you sent this guy out ahead to set up the business.  His duties are the following

· Arrange for the formation of the corporation to conduct business.

· Fiduciary duty to creditors and investors (shareholders and other promoters).

· Assuming the promoters and the shareholders are the same people, can the corporation sue them?  Two Theories: 1.) No, there has been no injury

b. Liability: A promoter is liable, even though acting on behalf of the not-yet-formed corporation, unless the other party agrees, knowing that the corporation has not-yet been formed, to hold such corporation liable for payment of goods and services.  Stanley How & Assoc. v. Boss (architectural services); Quaker Hill v. Parr (Nursery stock sale)  

c. A corporation is not liable on a promoter’s pre-formation contract unless it expressly or impliedly adopts or radifies it.  Adoption may be implied from acts or acquiesence on the part of the corporation or its authorized agents. McArthur v. Times Printing Co. (advertising solicitor hired by promoter; released by corporation before contract expired.)  Exception: attorneys (page 235, note 4).

2.   Defective Incorporation: The corporation is not in existence until the articles of incorporation are filed.  Individuals, therefore, can be held liable for any contract made prior to their filing, unless a de facto corporation or a corporation by estoppel exists and the other party deals with the association as a corporation.

a. Three types of Corporations:

(1.) de jure – one in which all the statutory and mandatory requirements have been met; and which in not vulnerable to challenge. MBCA §2.03-04

(2.) de facto – one that has not met the mandatory requirements, but which meets three other conditions:

a. A valid law exists under which corporation could be lawfully organized.

b. A bona fides attempt to organize thereunder, and 

c. Exercise of corporate powers

d. Good faith – sometimes added.

(3.) Corporation by estoppel – Fact intensive.  Person seeking to hold individual personally liable is estopped from do because he has dealt or contracted with the other association as though it were a corporation.  Cranson v. IBM Corp. (D thought he was incorporated, but was not through no fault of his own; IBM dealt with him as though he was.)

b. The statutory rule is that officers and directors who attempt to act for a defectively formed corporation or prior to its formation are jointly and severally liable for those acts.  MBCA §2.04; Robertson v. Levy (D contracts for business on same day articles rejected).

c. One who deals with a de facto corporation as a corporation cannot deny its existence in order to hold those with whom he dealt personally liable.  Cantor v. Sunshine Greenery (good faith attempt by Brunetti, but Secretary of State did not file until two days after the signing of the lease).

d. Distinguished Cranson and Cantor: in Cranson, one or more of the three elements of de facto were missing – the articles were never filed.  Nevertheless, the court did not allow IBM to hold Cranson personally liable because IBM dealt with the company as if it were a corporation.

II. Disregard of the Corporate Entity – Piercing the Corporate Veil

A. General Principles and Policies:

1. Piercing works only in closely held corporations.

2. “Alter Ego” or like terms are benchmarks of Piercing

3. There is nothing wrong with incorporating to avoid personal liability; that is one of its purposes.

B. Fraud – The court will pierce the veil in order to prevent fraud or achieve equity.  Where there is no evidence of fraud, deceit, or misrepresentation, the court will not pierce.  Bartle v. Homeowners Cooperative, Inc. (that the homeowners placed the construction operation in a separate corporation was within public policy).

C. “Rough Justice” – The courts will not recognize the corporate entity if doing so will extend the purpose of incorporation beyond its legitimate purpose and work an injustice or inequity.  DeWitt Truck Brokers v. Ray Fleming Fruit (D was going to benefit from not paying the truckers by hiding behind the corporate veil.)

Commentary on the preceding two cases: sometimes courts will let the creditors take their licks for dealing with an undercapitalized corporation as in Bartle; and other times, the court will step in as in DeWitt.

D. Tort Actions and Adequate Capitalization

1. Different from Contract claims because of involuntary association.  In tort cases, the injured party did not have an opportunity to examine the tortfeasor prior to having a relationship with him - theoretically.

2. Under California law, inadequate capitalization alone is sufficient for piercing the corporate veil.

3. Some jurisdictions do not include tort liability as part of adequate capitalization – enough capital to sustain the corporation is adequate proof of capitalization.   Baatz v. Arrow Bar (Drunk driver kills victim after leaving D’s bar).  Other jurisdictions require tort liability in adequate capitalization.  Radaszewski v. Telecom Co. (although D’s insurance turned out to be a scam, that D got insurance was not his fault, and was adequate for capitalization).

4. There is some debate over to what extent a corporation should be held liable via piercing for the torts of its subsidiaries, as in Radaszewski.  The argument is that making them liable would give unaffiliated companies the competitive advantage by allowing them to operate a lower cost.

E. The TEST you need to know for the exam:

1. Grounds for Piercing the Corporate Veil; Atex
a. Fraud, or
b. Alter Ego

(1.) The individual and the corporation operate as a single entity

Single Economic Entity Factors (Bottom of page 273):

· Adequate capitalization

· Whether the corporation is solvent

· Whether corporate formalities are adhered to

· Whether there is siphoning of funds

· Generally, whether the corporation serves as a facade for the dominant shareholder

 and
(2.) To recognize the corporate form would work an injustice (Such as occurred in DeWitt.

2.   Legal Realism:

Even though it does seem, in fact as though a corporation and the shareholder are operating as one unit, the court, as in Atex, may not pierce the veil.  The difference may lie in the fact that in this case, the parent corporation was another corporation rather than an individual.  The complexities surrounding the acquisition and maintenance of subsidiaries sometimes require close tracking of the subsidiaries’ financial matters.  Sometimes a parent corporation acquires a subsidiary by “accident” through acquisitions of other companies.  There are tax and other legal considerations.  See page 276-279.

F. Government Regulation/Services

1. Regulation: Be aware of the when the government regulation assigns liability as a function of the statute’s requirements.

Example:  United States v. Kayser-Roth (page 284) – 

a. Facts: Kayser-Roth became sole shareholder of Stamina Mills as a result of acquisition.  EPA and DoJ sue for clean up and enforcement activities under the Comprehensive Environmental Response, Compensation and Liability Act (“CERCLA”).  

b. Law: There are two grounds upon which the statute assigns liability to the parent corporation: 

(1.) “Owner” – Parental domination and 

(2.) “Operator” – direct participation in management-though not to the extent necessary to justify piercing under common law authorities.

· Capacity to discover the harm

· Ability to direct the mechanisms

· Capacity to prevent the harm

c. In this case the facts led court to find that Kayser-Roth was both an owner and an operator because of its total monetary control; restriction on the subsidiary’s budget; handling of sub’s governmental/environmental matters; any buy-sell-lease real estate agreements be cleared through parent; parent approval of any capital investment of $5k or more; pervasive presence in officer and director positions.

2. Services

a. As long as the corporate forms are being adhered to, the motivation for incorporating does not matter.  It will not bar a person from receiving old age benefits.  Stark v. Fleming (elderly woman incorporates her farm in order to gain the status of employee, rather than a self-employed individual, to qualify for federal pension sooner – upheld.)

b. The corporate entity can be ignored in determining whether persons were unemployed or are self-employed in an unprofitable business at the time that they file for unemployment.  Riccogrande v. Unemployment Comp. Bd. of Review (Three brothers were officers of a corporation that “laid off” members during economic lulls – to get unemployment. – illegal.).

c. Using the corporate form for government services. These cases are more about policy of governmental entities than about “corporateness.”

G. “Reverse Pierce” – Piercing used to benefit the corporation.

1. In order to do a reverse pierce, the court must see that fairness dictates doing so, that a strong public policy interest is being served, that the altar ego requirement that otherwise would require piercing is met, and in doing so must consider the harm to creditors and other shareholders.

2. Example: Cargill v. Hedge (page 291) – the court ruled that the owner-occupants of a farm did not lose their homestead exemption, by placing their land in a family farm.

3. though the court seems to have no trouble applying the doctrine here, it also states that it is to be used in limited circumstances only.

H. “Deep Rock” Doctrine and “Rough Justice”

1. Where a claimant in bankruptcy has dominated and controlled a corporation, his claim may be subordinated or even disallowed upon a showing that enforcement of the claim would be unfair to other creditors.

2. Example and Principles:  Pepper v. Litton (page294: Litton, sole shareholder of insolvent corporation sues corporation for back-pay upon realizing that corporation creditors would be seeking repayment.  He then tries to file a priority claim in the corporate bankruptcy.  Court see attempt to defraud innocent creditors.)

a. Generally, back-salary claims by a one-man operation are subordinate or disallowed when the outcome will be unfair or inequitable.

b. Fraud: debtor clearly was trying to keep creditors from getting their money suing his own corporation for back-pay, then causing them to be his bankruptcy debtors.

c. In bankruptcy, wages are normally paid out prior to creditors being paid out.  But in this case, debtor clearly tried to pay himself – preferring himself to the creditor.

III. 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.  MBCA §6.01(a)

A. Debt and Equity Capital

1. Debt: Must be repaid with interest

2. Equity:

a. contributions by the original entrepreneurs

b. capital contributions by other investors

c. retained earnings of the enterprise

B. Types of Equity Shares

1. Common Shares

a. MBCA §6.01 (b)

· Common shares are entitled to unlimited voting rights

· Entitled to net assets when distributions are made in the form of dividends or liquidation dividends.

b. Decisions about making dividend distributions rest with the directors

c. 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)

d. §6.01(a) – articles of incorporation must prescribe the different classes of shares if the corporation is authorized to issue more than one class of shares.

2. Preferred Shares

a. “Preferred” in receiving dividends and distributions upon dissolution (§6.01(b)(3)); usually designated by the amount the dividend preference; fixed amount-dividends do not appreciate or depreciate with value of assets.

b. Cumulative Dividends: partially cumulative, non-cumulative (§6.01(c)(3)

c. Voting may be restricted or non-existent (§6.01(c)(1)

d. Redemption – may be redeemed at option of corp, shareholder... (§6.01(c)(2)

e. Conversion – same (§6.01(c)(2)

f. Protective provisions – “sinking fund” which requires the corporation to set aside a certain amount every year to redeem a specified portion of the preferred stock

g. Participating preferred – different: receives fixed amount and shares the surplus according to predetermined, objective standard.

h. Classes of preferred stock: corporation may issues different classes that have preference over common...A, B, C, etc.

i. Series of Preferred -- §6.02(a)(2).  You can have more than one series within a class; there is no economic difference between class and series – some other thing distinguishes it, such as time of issue.

j. “Blank Shares: preferred shares for which the Board is authorized to establish terms.  §6.02(a) – I think. 

3. Classes of Common Shares

a. §6.01 provide for various classes with differentiating rights privileges – usually designated alphabetically.

b. Lines between common and preferred often blurred: example – “Class A Common/Preferred Share” and the “flexible rate” – where the amount of interest was tied to interest rates or some other criteria.

c. Drafters made Chapter 6 of MBCA very flexible with general terminology.

d. Why have different classes?  Think of AB furniture example – to achieve what you could under a partnership agreement while retaining tax advantage.

C. Issuance of Shares: Subscriptions, Par Value, Watered Stock

1. Unlike the old subscription method (§6.20), the issuance of shares is now done by contract, requiring consideration.

2. Under MBCA, the number of shares issued and their price may be set at any level.  Also, number of shares authorized must be equal to or greater than the number of them issued.  

a. It is good advice to authorize more than is issued in case you need more capital down the road.

b. Conversely, you may not want to have vast number of shares over and above what you need:

(1.) Protect  minority shareholders from being trampled on.

(2.) Authorizing more shares than needed increases tax liability.

3. Par Value and Stated Capital

a. On the corporate balance sheet par value goes down as “stated capital.”  (See page 319).  Any consideration paid over par, goes down as “capital surplus.”

b. Old Practice: par value was the amount for which the stock was originally sold.

c. Modern Practice: “nominal par value”

(1.) “Par value = to issuance price” subjected corporations to “watered stock” liability because people could allege that the property given in exchange is not worth the par value of the shares and the recipients might be sued for the difference.  Give it a nominal par value and rarely can anyone make this claim.

(2.) When a secondary market for previously issued shares develops, a corporation raising capital by selling shares competes with that market.  A corporation selling shares at par, say for $100, may not be able to drop the price and compete.  By assigning nominal par values, the corporation raising capital now may compete. 

(3.) Nominal par values increase the corporation’s flexibility in making distributions in the future because nominal par values allow the corporation to build a greater “capital surplus.”

d. Shareholder liability: various theories

(1.) “Trust Fund” or Watered Stock Liability –  Shares issued without consideration, or in exchange for consideration that is worth less than par value, was “watered stock.”  Corporations would appear healthy and creditors would get suckered into loaning the corporation money.  Then, the creditors were left high and dry because the corporation had no assets and the shareholders could hide behind the corporate shield.  To remedy this, courts determined that individuals acquiring watered stock were personally liable to the corporation’s creditors.  Hospes v. Northwestern Mfg. & Car Co. (page 309) (“Trust fund” theory – those who received the stock without consideration are holding it in trust for the creditors – was rejected.  Case decided in the days when par value = issuance price.)

(2.) MBCA 1969, §25 – Under the statute shareholders are liable to the corporation and it creditors only up to the consideration owed for the shares purchased.  Therefore, if the shareholder paid under the par value (old days), he was liable to creditor for any amount that did not exceed the difference between what he paid and what he should have paid.  Hanewald v. Bryan (page 312) (Incorporating to avoid persona liability is fine, but it is not free.  D issued stock to self without consideration and subsequently could not pay the debtor.  Court made a statutory decisions rather than a “watered stock” finding.)

(3.) MBCA 1984 §6.22 – shareholders are liable up to the amount that they should have paid for the shares.  Today, the consideration is not the par value (necessarily).  Rather the consideration is determined by the board of directors.  MBCA §6.21(c).

(4.) Contract: shareholders that fail to perform under a contract involving shares in exchange for services, may be liable to corporation (and creditors, I think).  Note 1, page 317; MBCA §6.21(b)

(5.) Fraud is always available.

e. “Treasury Shares” – If a corporation has reacquired stock after it has lawfully been issued, it may reissue them for less than par and it will not constitute watered stock.  §6.31.

f. Under the MBCA 1969, future services promissory notes were not acceptable consideration.  This was designed to protect creditors and other investors.  Today, MBCA §6.21(b) and (c) allow for future services and promissory notes upon the determination of the directors that this is acceptable.

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

1. Leverage

By using funds from a third person (lender), the shareholders can make smaller contributions and benefit from the borrowed capital for which interest is to be paid at a fixed rate.  This works as long as interest rates are reasonable and net profits are forthcoming.  See example on page 324.  Notice that the number of shares in alternative A are twice that of alternative B, yet B gets higher earnings per share. 

2. Tax Treatment

a. Individual Contributor – may want to make a loan in lieu of buying some shares because the C Corporation can deduct interest payments on its taxes, which it cannot do on dividend payments.

b. Corporate Contributor – If the corporation is the financier, then dividends are preferred because the Corporate shareholder is allowed to deduct dividend payments received.  Sliding scale: own 20% or less, 70% is deductible; own 20-80%, 80% is deductible; own 100%, 100% is deductible.  “Borrower” will lose the deduction.

c. Tax advantages and the Status of the creditor/shareholder – should debt financing be re-classified as debt financing?

(1.) Whether a creditor shareholder is in fact merely a contributor benefitting from the tax advantages of lending, is determined by behaviors of the borrower and lender.  For example, whether there is a consistent failure to repay debts, to postpone repayment, or to pay timely can be indicative.  Remember, contributors are taking the risk; lenders are looking for a fixed return via interest.  Slappy Drive Indus. Park v. United States (page 325).

(2.) In an S-Corporation, only one class of stock is issued.  However, if they issue debt equity that can be re-classified as stock, this constitutes another class of stock, thereby endangering S status. Congressional remedy: “Safe harbor” – “straight debt” financing allows corporations to continue to select S status. 

· “Straight Debt” – debt that involves a written unconditional promise to pay a sum certain in money if (a) interest rates and interest payments dates are not contingent of profits, the borrower’s discretion, or similar factors, (b) there is no direct or indirect convertibility to stock, and (c) the creditor is an eligible shareholder under Chapter S.

d. “Debt/equity ratio: A corporation with $10k of equity that borrows $100k, has a 10/1 debt equity ratio.  A very high D/E ratio is indicative of whether the creditor shareholder’s interest would be re-classified as equity.  A corporation with a very high D/E ratio is known as a “thin corporation.”

3. Debt as a Planning Device in a Closely Held Corporation

a.  Rule: as long as the venture is adequately capitalized, you can make yourself a creditor that is paid first is the corporation goes under.  Obre v. Alban Tractor Co. (page 327)

E. Planning the Capital Structure for the Closely Held Corporation: make sure you can answer the following questions:

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

2. Result: Will it produce the desired result?

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

4. Liabilities: Is the structure vulnerable to liabilities; think of “piercing,” “watered stock,” and where applicable, “par value.”

5. Protection: Are the financial contributions reasonably protected and fairly treated in the event of unexpected or calamitous occurrences causing sudden termination of the venture?

6. Control:

F. Public Offerings – balancing capital formation against investor protection from undervalued stock.

1. State: “Blue Sky Laws” – Registration requiring disclosure and merit qualification.

2. Federal: Securities Act of 1933 – Registration 

a. Prospectus – a document distributed to potential and actual investors

b. Additional info that is submitted to the SEC and is publicly available, but need not be in the prospectus – tells what kind of stock, Class A-1-c, etc. 

c. “Unseasoned Company” may require the assistance of an Underwriter to help with complexities and expense of registration.

· Underwriter:  professionals that buy and resell, or arrange for the direct purchase of securities.  They are helpful but add to the cost of the securities because they take about 15% for transactional costs and commissions.  They will be able to raise more capital than you.

3. Whenever a corporation wished to make a Public offering, compliance with the state and federal regulations is mandatory unless and exemption is available.

4. Advantages and disadvantages to Public offerings.

a. Advantages: Raise a lot of capital; create a market for the securities so that entrepreneur can later sell shares to liquidate investments.

b. Disadvantages: Cost for an “unseasoned” company is so high that they must raise at least $25 million to justify the expense; there may be “disclosures” that the entrepreneur does not want to disclose.

5. Exemption: small companies must structure their capital raising ventures to avoid the cost and complexity of compliance with Securities regulations.

a. Why are they acceptable? Because people investing pursuant to an exemption are generally more sophisticated investors in one sense or another.

b. National Securities Markets Improvement Act: Preempts state laws regarding full scale registration of nationally offered securities.  Does not preempt state laws regarding securities issued pursuant to an exemption from the federal registration requirement.

c. Whenever you can avoid the registration requirement, you are seeking a private offer.

d. Applying the Exemption Statute

(1.) Following the intent of the Statute.  SEC v. Ralston Purina Co. (page 335).  The intent behind registration is to protect investors through full disclosure.  Issue: Is making stock available to employees who initiate the sale a public or private offering?  Holding: Absent a showing of special circumstances, corporate employees are just as much members of the investing “public,” who need the protection of the statute, as any of their neighbors in the community.  Dicta: how widely the shares are offered – number wise – is a factor in determining the requirement for registration, but it is not necessarily determinative. 

(2.) Statutory “underwriter” defined as one who purchases with a view to, or offers or sells for an issuer in connection with, the distribution of and security.”  Therefore, a corporation could not sell to an executive, who would in turn offer it to employees – you cannot do indirectly, what is prohibited directly. 

e. Exemption Provisions

(1.) Section 3(a)(11) – Exempt for offerings strictly intrastate. (Rare usage)

· Policy Intact: issuer still must comply with state blue-sky laws; and investors are in close proximity to the issuer.

· If one person is a non-resident, you lose the shield for the entire offering.

(2.) Regulation D – attempt to simplify raising of capital by small businesses.

· §230.501 – (a) “Accredited Investor” – laundry list of sophisticated investors.  (e.) Calculation of number of purchase – see that in order for it to be a private offering in the context of family, they must live in the same house.

· §230.502 – (a) “Integration” – “safe harbor” that provides issuer the ability to shove issues into the exemption (?).

· §230.504 – Small offering ($1 million) – good for raising capital

· §235.505 – Bigger offerings ($1 million to $5 million) – Accredited investors + 35 others.  $5 million minus all securities 12 month prior and 6 months after the offering.  “Reasonable belief” as to other purchasers (501).

· §230.506 – greater than $5 million – “safe harbor;” Accredited investors + 35 others.  With increasing sophistication there is increasing leniency (Ralston case).  Reasonable belief as to other purchasers (501).

· Remember, anytime you take an exemption, you are still subject to the state Blue Sky Laws.

f. “Outer Limits of Securities” – The Investment Contract.

(1.) Question sought to be answered: Is it an investment, requiring conformity with the statute; or is it a franchise?

(2.) Test: 3 parts Smith v. Gross (promise of minimal effort-high return worm farm.  Success of venture heavily on Defendant) 

· An investment of money

· In a common enterprise

· Efforts made by those other than the investor are undeniably significant ones that effect the success or failure of the business.

(3.) Other “Schemes”

· Ponzi – giving a loan in exchange for double the money back next week. Money from later investors is given to the original investor.  This is an “investment contract,” sale of securities that is to be regulated by the statute.

· Amway – not an investment contract because third leg of test cannot be met.  It is a franchise. The success of the organization rests on the investor.

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

1. Preemption – shareholder’s right of refusal against all outsiders.

a. Common Law: a corporation must allow a shareholder to purchase newly issued stock at the fixed price to allow him to keep his proportionate share of the stock if he so chooses.  Stokes v. Continental Trust Co. (P wanted preemptive option of newly issued stock at original price.)  The underlying interest is to avoid voting dilution.

b. MBCA §6.30 – the preemptive right applies only to voting rights with equity interest; and the preemptive right must be in the articles on incorporation.

2. Right to Maintain Equity Interest – to benefit from fiduciary duty.

a. Principle: Officers and directors have a fiduciary duty to all shareholders.

b. Rule: Where new shares are offered in a closed corporation, existing shareholders who do not want to or are unable to purchase their share of the issuance are not estopped from bringing an equity action based on fraudulent dilution of their interest where the price for the shares was inadequate.  Katzowitz v. Sidler (page 358 – Corporation owed all 3 directors money.  Defendants 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.)

H. Distributions by a Closely Held Corporation

1. If an adequate corporate surplus is available for the purpose, directors may not withhold a declaration of dividends in bad faith.  Bad faith factors – page 365.  Essential test: whether directors are putting their interest over the corporate welfare.  Gottfried v. Gottfried (page 363 – Minority stockholders sought to compel the board of directors to declare dividends on the common stock, alleging that such dividends had not been paid upon considerations other than the best welfare of the corporation or the stockholders.)

Here, the minority stockholders now have two choices:

a. stick it out and keep getting abused

b. sell out to the majority

This is known as a “freeze out”

2. The court will intervene to require payment of a corporate dividend where the avowed motive of the directors for not paying it is to benefit interest of third parties not participating in the ownership.  Dodge v. Ford Motor Co. (Henry Ford states that his intentions are to make cars more widely available while keeping the price stable, and employ many persons.  Meanwhile he is withholding paying the dividend.  Court says that his primary duty is to the stockholders.)

3. 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 (page 370) (Husband and wife incorporate, appoint themselves directors, and pay salaries to themselves.  Husband in president with control prior to deadock; wife occupies subordinate offices.  They divorce and husband increases his salary; and does not increase wife’s salary.  She sues to compel return of unauthorized disbursement.   According to equity and rough justice, husband has burden to show reasonableness of payments and could not.  He breached fiduciary duty.)

Note: when the directors are disinterested people (as in a widely held corporation), their actions are accorded much greater deference.

4. Rule: A controlling stockholder in a close corporation who causes the corporation to purchase his stock breaches his fiduciary duty when he does not  cause the corporation to offer each stockholder an equal opportunity to sell a ratable number of shares to the corporation at an identical price.  Donahue v. Rodd  Electrotype Co. (page 378) (majority stockholder sells stock at certain price to the corporation.  Minority stockholder, who refused to ratify that action, offered to sell as well and was rejected.  She sought to rescind the corporation’s purchase.  Instead the court entitled her to the sale of her stock and the same price.). Underlying principle: In close corporations, the duties owed by stockholders one to another, are the same as that owed among partners in a partnership: the utmost good faith and loyalty.  This is higher that a normal fiduciary owed by a director or majority stockholder in widely held corporations.  Delaware rejects this.

I. Legal Restriction on Distributions

1. “Earned Surplus” Dividend Statutes

2. “Impairment of Capital” Dividend Statutes

3. Distributions of Capital Under “Earned Surplus Statutes

4. MBCA § 6.40 Official Comment.

IV. Management and Control of the Closely Held Corporation

A. The Traditional Roles of Shareholders and Directors

1. A contract is illegal and void so far as it precludes the board of directors (shareholders may still make agreements), at the risk of incurring legal liability, from changing officers, salaries, or policies or retaining individuals in office, except by consent of the directors of the club. McQuade v. Stoneham (page 401) (After P was removed as an officer and director of the NY Giant’s baseball club, he allege dthat his removal violated an agreement between the parties to use the best efforts to keep the parties as officers and directors.

2. Close corporations will not be held to the same standards of corporate conduct as publicly held corporations in the absence of a showing of fraud or prejudice toward minority shareholders or creditors.  Galler v. Galler (page 407). (P sued to compel specific performance of a shareholder agreement made between her deceased husband, BG and IG, his brother and business partner.  The agreement bound the shareholders to vote for specific individuals and directors and called for mandatory dividends – both apparent violations of Illinois corporations code.  The court distinguished closely and publicly held corporations  and rationalized “slight deviations from corporate norms.”

· The MBCA §7.32 was designed to meet the close corporation problem. Note that §7.32(a)(1) appears to allow the elimination of the board of directors.  However, the comments to the model provision explain that the outer limits of modification of a corporation are still dictated by public policy.  For example the fiduciary duty owed by a director is may not be modified in the articles pursuant to this provision.  Nor can the requirement to make corporate filings be eliminated.

3. A shareholder’s agreement requiring minority shareholder approval of corporate activities is enforceable between the original parties to it.  Zion v. Kurtz (page 417) (P sought enforcement of a shareholder’s agreement that prohibited the corporation from entering into any business transaction without his consent.  Court said that the agreement was not prohibited by public policy or statute; and it was reasonable and consented to by all parties.

· See again the flexibility given to corporations in §7.32(a).  Usually these types of agreements are made in close corporations; but this was made in a public corporation and the court found this inconsequential.

4. If the majority of the shareholders want a meeting for a proper purpose, the president must honor the demand.  Auer v. Dressel (page 424) (majority of class A stockholders sought a special meeting for four stated purposes: (a) reinstate former president; (b.) amend bylaws so that any vacancy on the board can be filled by a vote of only those stockholders whom the director represents; (c) to vote on charges against four directors; (d) amend bylaws regarding the number of directors necessary for a quorum.  President determined these purposes were not proper and refused to have a meeting.  Court said that voters could show support for former president; stockholder who elected directors have the inherent power to remove them.  Stockholders from one class can exclude those of another from filling vacancies when the director represents a particular class.)

a. MBCA §7.02 states that unless the articles provide otherwise, only 10% of those eligible to vote on a proposed issues is required to call a special meeting.  The articles may not increase the required percentage to greater than 25%.

b. MBCA §8.10 (b) – If the vacant office was held by a director that was elected by a voting group of shareholders, only that voting group can elect the successor if is filled by shareholders [pursuant to §8.10(a)].

c. MBCA §8.08-09 – unless articles specify otherwise, shareholders can remove directors with or w/o cause.  It does not say that they must wait for his term to expire.  It does say the can call a special meeting to remove him. 

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

· Bylaws changes §10.02

· Amend Articles of Incorporation §10.03

· Mergers §11.03

· Sales of Assets §12.02

· Dissolution §14.02

· Transactions §8.61(b)(2)

· Indemnify the director §8.55(b)(3)

B. Shareholder Voting and Shareholder’s Agreements

1. Record holders, Beneficial owners

a. Shares are always registered in the name of a specific person on the records of the corporation.  This is known as the record holder.  The record holder is treated by the corporation as the legal owner for voting, dividend, distributions and transfer purposes.  MBCA 6.25(b)

b. Beneficial owner: one who actually owns the shares and benefits

c. Shares of stock may be voted only by the record holder or by an authorized representative of the record holder.  Salgo v. Matthews (page 431)

d. If the Beneficial owner and the record holder are different persons, the beneficial owner may compel the record holder to execute a proxy appointment in the name of the beneficial owner so that the owner may vote the shares he or she desires.

2. Proxy: MBCA §7.22

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.

3. 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.

4. Cumulative v. Straight Voting

a. Shares – Voting the total # of shares owned for each director

b. Computing the total number of shares that a shareholder can vote, then distributing them as he sees fit.  It is a mechanism designed to give voice to the minority.

c. A statute prohibiting restriction of cumulative voting rights should not be construed as quaranteeing minority representation on the board of directors.  Humphreys v. Winous Co. (page 437 – Winous Co. established separate classifications for each of its directors.  Effectively, the minority shareholders’ ability to benefit from cumulative voting was erased, although theoretically, they still had the right to do so.  Court stated that this was in conformity with the law.)  

· As long as there is a reasonable number of directors in each class, (3 or so), the minority will not be squashed.

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

e. 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.

f. 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.

5. Voting Agreements (“Pooling agreements”) – A group of shareholders may without impropriety lawfully contract with each other to vote in the future is such a way as they , or a majority of their group, from time to time determine.  Ringling Bros-Barnum & Bailey Combined Shows v. Ringling (page 444).  Under MBCA §7.31, these pooling agreements are specifically enforceable.

a. Contrast with Stoneham v. McQuaid – in that case, it was the directors that attempted a voting agreement.  Unlike shareholders, directors have a fiduciary duty one to another that prevents any voting agreement among them being valid.

b. Vote-buying is illegal per se, if it is intended to defraud or disenfranchise other stockholders.  On the facts, however, vote-buying intended to benefit the corporation has been ruled valid in one jurisdiction.  Schreiber v. Carney (page 454-5) (note that there was full disclosure to the shareholders).  

6. Actions w/o Meeting

a. Under Delaware law, if you can muster the votes necessary to take an action without calling a meeting, you can act without a meeting.  Under this law, an aggressor that can obtain a majority can replace the board of directors, amend by laws, oust incumbent management, and diffuse anti-takeover defenses.

b. Under MBCA §7.04(a), the action must be taken by all the shareholders entitled to take the action.

7. Voting Trusts

a. Definitions

(1.) Voting Trust: the transfer of title to a voting trustee to vote the shares on the beneficial owner’s behalf.  The trustee issues a Voting Trust Certificate to the beneficial owner.

(2.) Debenture holders: corporate creditors that are entitled to payment prior to shareholders upon dissolution.

b. A trustee may not exercise powers granted in a way that is detrimental to the beneficial owner; nor may the trustee for different classes favor one class over the other.  Brown v. McClanahan (The voting trustees, who were substantially debenture holders, voted the give debenture holders voting power.  P alleges that this was an attempt to stay in power after their term as trustees had expired.  The court agreed.  Also, voting power is a property right that goes with the share ownership.)

c. MBCA §7.30 allows for Voting Trusts.

d. 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 (page 463) (Founder, who owns half stock in corporation dies, leaving interest to squabbling children.  Corporation buys back stock and resells to one child; creates new voting share that receives not dividend...).  It is therefore not a voting trust subject to statutory requirements.

(1.) Requirements of a voting trust

· Voting rights of stock are separated from other attributes of ownership.

· Voting rights granted to trustee are irrevocable for a definite term.

· Principle purpose of grant of voting rights is to acquire voting control of the corporation.

(2.) Do not separate stock from ownership – it makes for better business when people own what they are voting for.

(3.) Avoid secret uncontrolled combination of stockholders, formed to acquire voting control of the corporation to the detriment of non-participating shareholders.

(4.) Separating dividends from voting power is ok.  It is perfectly acceptable to issue non-dividend, voting stock to avoid a deadlock.

e. Restrictions on voting are ok per §6.01; but they must be stated in the articles prior to issuance §6.02.

f. Tenure Voting: Each share of common stock is entitled to 10 votes.  Upon transfer it is reduced to one vote.  If the new holder retains the share for more than three years, it resumes being entitled to 10 votes per share.  This benefits a controlling family group, discourage takeovers, but also deters transfers by individual members of the group.

8. Restriction on Transfers of Stock

a. Common Law: A corporation may impose restrictions upon the transfer of its stock as long as those restrictions do not constitute unreasonable restraints or prohibitions.  Ling & Company v. Trinity Savings and Loan Association (page 470 – statute required that restraints be conspicuous and reasonable; D pledged 1500 share of Ling stock in violation of restraints in articles.  Court: though not conspicuous, no evidence of lack of D’s actual notice; plus not unreasonable on the facts.)

b. MBCA: §6.27(b) – Conspicuously on the front or back of the certificate; authorized according to section (c); enforceable only if actual knowledge exists, unless so noted.

c. There is definition for “Conspicuous” in the MBCA §1.40, but always go with the local custom of what that means.

d. Various types of Restrictions on Transfers of Stock:

(1.) Right of first refusal – first shot at third party offers

(2.) Option – predetermined price (“strike price”)

(3.) Guaranteed Price

(4.) Buy/Sell Agreements.  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

e. Considerations for when considering making the stock transferable:

(1.) Types of restrictions: deviating from accepted standards dangerous.

(2.) To whom does the right accrue, corporations or individuals?

· Does the right of first refusal belong to the corp. or individual?

· Will corporation have sufficient funds to re-purchase stock? §6.40(c) 

(3.) What triggers the agreement?

· Death of a shareholder

· Proposed sale of gift to heirs

· Bankruptcy

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

1. Factors Conducive to Deadlock

2. Solutions

3. Quorum for business

a. Common Law: Only a majority is needed.  Where a shareholder-director deliberately causes a lack of quorum required for a directors’ meeting by refusing to attend, equity will refuse to set aside a board decision held at such a meeting for lack of quorum.  Gearing v. Kelly (page 480 – 50/50 split in stock between Kelly and Gearing families.  Director Meacham (Gearing) deliberately stays away from meeting at which one director resigns and the two remaining directors elect a new fourth; bylaws specified that ¾ directors constituted a quorum for business.)

b. MBCA §8.10 follows the dissent decision: No quorum – no election.

c. Now, Gearing will never be able to elect a new director because Kellys will deadlock the meetings.

d. Even though there is a statute, some courts will do some analysis and make a decision on equitable grounds or dissolve the corporation. 

4. Deadlock/Oppression and Petition for Dissolution

a. Where corporate dissolution is authorized by statute in the case of deadlock or other specified circumstances, the existence of the specified circumstances does not mandate the dissolution.  The court will exercise its discretion, taking into account benefits to the shareholders as well as injury to the public.  In re Radom & Neidorf, Inc. (page 483) (Wife of deceased shareholder in a closely held corporation allegedly oppresive to remaining director.  Mutual distrust and dislike led to deadlock in electing directors and paying dividends.  P files for dissolution.  Court denies because business is successful and sees that there are less extreme alternatives.)

b. MBCA §14.30 – Grounds for judicial dissolution

(1.) Fraudulently obtained articles, corporation abuse of authority

(2.) 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:

(1.) §14.01 applies only where shares have not been issued and business has not commenced.

(2.) §14.02 requires a majority vote

(3.) §14.20 – Administrative dissolution – requires a violation of a regulatory provision.

D. Modern Remedies for Oppression, Dissension or Deadlock

1. Dissolution: MBCA §14.30

2. Ordered Buyout – In appropriate cases, courts may order a buyout of stock as a remedy for oppressive conduct by the majority party that frustrates the reasonable expectation of interest of the minority party.  Davis v. Sheerin (page 489) (Davis (55%) denies Sheerin (45%) the right to inspect corporate books.  Court orders Davis to buyout Sheerin’s interest on the basis of the oppression.  There was a high probability that the oppression would continue.  The court reasoned that inherent in the power to dissolve was the lesser ability to order a buyout.  See jury findings on page 492.)

· Studies show that buyout remedies have been ordered more often than dissolutions, despite the lack of such a remedy in the MBCA.  MBCA §14.30 authorizes a judicial dissolution.  In the case of a dissolution proceeding under §14.30(2), shareholders may elect to buyout the petitioner, under §14.34.    

3. 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. (page 499) (After Abreau filed a shareholder’s derivative action for usurping of  a corporate opportunity by one of the directors of Ebro Foods, Inc., the court removed one of Ebro’s directors, appointing a provisional director to stabilize the two hostile factions.  Most jurisdictions require appointment of an impartial director; in this case, Illinois had no such requirement – this was part of the challenge in this case.)

· This solution should be used if it appears that the corporation can be guided through the crisis into stability in the future.

E. Action by Directors

F. Authority of Officers.

1. General Rule: The president of a corporation has no power to bind the corporation by contract.  The management of the affairs of the corporation is ordinarily in the hands of the directors, and the president has only that power granted to him by the bylaws, the board of directors, 

2. As to third parties, a corporation is bound by acts of its agent operating with the apparent scope of his authority.  The authority of an officer to make certain contracts on behalf of the corporation may arise from his having assumed and exercised that authority in the past with the acquiescence of the corporation.  Black v. Harrison Home Co. (page 513) (President entered into a contract for corporation.  Plaintiff seeks specific performance on grounds that President is sole shareholder.  She was not; neither had she assumed any such contracting power prior to this time.)

a. MBCA §8.01 – subject to a shareholder’s agreement or the articles of incorporation, all corporate powers are to be exercised by, or under the power of the board of directors.

b. MBCA §8.41 Duties of the directors are governed by the bylaws and the board of directors. 

c. How do directors give powers to officers

1.) Pass a resolution

2.) Bylaws, less often, the Articles of Incorporation

d.   What is difficult about the hard rule

People are not going to want to deal with a corporation if the president has no power; they will go elsewhere.

3. If the action is within the ordinary course of business, then the officer has apparent authority.  Whether something done by an officer is an “extraordinary” action is a factual question. Lee v. Jenkins Bros. (page 517) (President promises a pension to recruit)

Yardley’s actual authority is not at issue.  If it were then the action would be a shareholder derivative action- Jenkins v. Yardley.  But this is a third party action based on apparent authority.

a. Problem: this is now a non-predictable area.  Certainty and ability to plan are virtually impossible – now we have to have a trial.

b. To combat this: create a business solution – corporate resolution or some other documentation.  In the Matter of Drive-In Dev. Corp.
4. As long as a resolution is delivered to a bank and the bank reasonably relies on its validity, that is sufficient to constitute the apparent authority of the officer, actions by which bind the corporation.  In the Matter of Drive-In Corp. (page 522) (Resolution authorizing president to make a guaranty delivered to bank by secretary.  Corporation goes into bankruptcy.  The trustee in bankruptcy cannot find any discussion of the resolution in the corporate minutes.  Therefore, the resolution may be phony.  But the bank requested and got the corporate resolution.)

a. Common Sense: the bank is not required to attend all of the corporation’s directors meetings.

b. If the bank has some knowledge, then, the case may be different.

5. Summary

a. Where does someone go to discover the officer’s authority?

1.) To the specific resolution that authorized the officer to make contracts, hire, etc.  More general – more vulnerable to challenge the extension of power to the officer.

2.) Bylaws – usually more general because they speculate on the future.  Not as concrete as a resolution.

3.) Test: Is it within the usual course of business or is it “extraordinary” based on the facts.

b. What are ordinary acts?

1.) Fact intensive: If the lawsuit is to collect on debts, probably.  If it is an action against a director, officer, or shareholder, probably not.

