BUSINESS ORGANIZATIONS

Introduction to Business Organizations
A business organization typically consists of 2 or more people who work together for a common business purpose and who share the risks and rewards for their efforts.  However, a business organization may be only one person (e.g., sole proprietorship).  Members may be owners, employees, and/or investors.

-- A business organization is a set of contracts between the owners, executives, creditors, and employees.  This set of contracts is often called a “firm” or business organization.

-- Bus orgs are formed for a business purpose, are intended to be profitable, and are financed by investors who expect to make money by sharing in the company’s profits.

-- We group companies by size according to revenues earned, number of employees, or value of assets owned.  

-- The Large Enterprise

· The rise of the modern corp. has brought a concentration of economic power that can compete on equal terms with the modern state.

· The vast, world wide scope of operations of some large enterprises is reportedly causing their executives to consider replacing hierarchical organizational structures with a consensual approach to management (e.g., co-CEOs).

· Socially responsible investing has also grown.  

· Many companies have merged.

--  The Small and Medium Sized Business

· Most US companies are small, whether measured by receipts, assets, or employees.  80% of all corporations have business receipts under a million dollars per year.  Small companies also employ most US workers.

-- Changing Demographics of the Work Force

· 2 important changes:  shift in the structure of the employment market and the change in the roles played by women and minorities

· The demand for highly skilled and highly educated workers has surged.

· Growth in industry temporary workers signals a shift of the employment market.  The number of temp workers has doubled since 1991.

· Since 1982, the number of firms owned by women and minorities has increased dramatically.  Obtaining financing for women and minority-owned is difficult.  Women-owned companies offer more benefits such as health-care, child care, etc; typically more worker-friendly.

-- Other perspectives of business organizations include accounting views and an economics perspective.

Distinguishing Features of Business Law Practice

-- Appx C, Model Rule 1.2. Scope of Representation

-- Business lawyers work as planners, viewing transactions prospectively; they take the law as a given and the basis for structuring transactions; plan through the eyes of a court viewing the transaction retrospectively with the knowledge of the parties.

-- Drafting is a very important skill—care, precision, and elegant use of language; avoid ambiguity by drafting around it; 

-- The mind set of the business lawyer is to find a way to accomplish what the client basically wants, even if that means telling him no to get to the real unspoken goal.

-- Usually involved in the accomplishment of business transactions about which they give advice and draft documents.

-- Usually the main contact with a business client

-- Must know enough about other specialties to decide whether the client has a legal problem and if the client does have a legal problem, what other lawyer should get involved.

-- Conservative in risk-taking

-- Collegial rather than adversarial relationship with other business lawyers due to the desire to make smooth transactions.

-- Business law practice is often intertwined with the practice of securities law; every business lawyer must be an expert in securities law.

-- Must see potential problem of conflicts of interest of agent and company and handle the conflict without violating ethical obligations and damaging the lawyer’s relationship with the company.

-- Public service

Ch. 1 Sole Proprietorships and Agency Principles
-- 11 Different Business Organization Forms

- sole proprietorship

- general partnership

- limited liability partnership

- limited partnership

- partnership association

- general corporation

- closely held corporation

- limited liability company

- business trust

- unincorporated association (e.g., a joint stock company or a professional corporation)

- multinational corporation

· We will study 4 of these in depth

· Partnership associations and joint stock companies, among others, have limited appeal.

· Publicly held companies with shares traded on a securities exchange are commonly general corps but can be limited partnerships.

· Proprietary or privately held companies use a variety of established forms, including sole proprietorships, general partnerships, limited partnerships, general cops, closely held corps, and professional corps.

· Professional corps were developed for use by members of a licensed profession, such as doctors and lawyers.

· Each type of bus org except the sole proprietorship is governed by state statutes which definite the management and investment structure of the enterprise and control both the company’s internal affairs and some of the consequences of the company’s interactions with third parties.

-- Investors

· Some use real, personal, or IP to acquire an interest in a company, while others contribute human capital in the forms of services

· Some entrepreneurs plan to be active managers of the firm’s day to day business operations while others have no interest in management and seek only a satisfactory return on their investments (passive investors).

· Lender’s rights and obligations are defined in a K with the borrower.  In contrast, state law defines the basic relationship between a company and its owners; however, these may be modified by K.

-- Questions to ask when deciding what business form is best for a particular enterprise:

· What is required to form and operate the business?

· Who will manage the business and how will business decisions be made?

· To what extent will the investors be personally liable for the company’s obligations?

· How will the business be financed?

· How do investors receive a return on their investments?

· What are the tax consequences of forming a business?

-- Restatement (Second) of Agency

· § 1 Agency; Principal; Agent

- (1)  Agency is the fiduciary relation which results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other so to act.
(2)  The one for whom action is to be taken is the principal.
(3)  The one who is to act is the agent.

· a.  The relation of agency is created as the result of conduct by two parties manifesting that one of them is willing for the other to act for him subject to his control, and that the other consents so to act. The principal must in some manner indicate that the agent is to act for him, and the agent must act or agree to act on the principal's behalf and subject to his control. Either of the parties to the relation may be a natural person, groups of natural persons acting for this purpose as a unit such as a partnership, joint undertakers, or a legal person, such as a corporation.

· b.  Agency a legal concept.  Agency is a legal concept which depends upon the existence of required factual elements: the manifestation by the principal that the agent shall act for him, the agent's acceptance of the undertaking and the understanding of the parties that the principal is to be in control of the undertaking. The relation which the law calls agency does not depend upon the intent of the parties to create it, nor their belief that they have done so.

· § 7 Authority 

- Authority is the power of the agent to affect the legal relations of the principal by acts done in accordance with the principal's manifestations of consent to him.

· a…Thus there is no authority unless the principal has capacity to enter into the legal relation sought to be created by the agent…

· § 8 Apparent Authority

- Apparent authority is the power to affect the legal relations of another person by transactions with third persons, professedly as agent for the other, arising from and in accordance with the other's manifestations to such third persons.

· b.  The manifestation of the principal may be made directly to a third person, or may be made to the community, by signs, by advertising, by authorizing the agent to state that he is authorized, or by continuously employing the agent.

· c. Apparent authority exists only to the extent that it is reasonable for the third person dealing with the agent to believe that the agent is authorized. Further, the third person must believe the agent to be authorized. In this respect apparent authority differs from authority since an agent who is authorized can bind the principal to a transaction with a third person who does not believe the agent to be authorized.

· d. Apparent authority is based upon the principle which has led to the objective theory of contracts, namely, that in contractual relations one should ordinarily be bound by what he says rather than by what he intends… Estoppel on the other hand, as stated in § 8 B, is essentially a principle in the law of torts developed in order to prevent loss to an innocent person. See §§ 872 and 894 of the Restatement of Torts. Like apparent authority, it is based on the idea that one should be bound by what he manifests irrespective of fault; but it operates only to compensate for loss to those relying upon the words and not to create rights in the speaker. It follows, therefore, that one basing his claim upon the rules of estoppel must show not merely reliance, which is required when the claim is based upon apparent authority, but also such a change of position that it would be unjust for the speaker to deny the truth of his words.

-- Agency costs

· Shurking (not working) requires monitoring costs

· Coordination costs

Sole Proprietorship

-- A sole proprietorship is a single person who holds himself out for business.  He directly owns the business and has sole decision-making authority, an exclusive claim to business profits, and direct ownership of al business assets.  

-- A sp having employees is a business organization with one owner.

-- No business entity to form, no formalities required to operate, cost-saving, maximum flexibility in structuring and operating the business due to absence of legal requirements

-- Principal is the sole proprietor and anyone acting for him is an agent.

-- Most popular business organization form in the US

-- Disadvantages:  only suitable for small businesses and must be reorganized as it grows, unlimited liability of the owner for the company’s obligations and his risk grows as the company grows and becomes harder to watch over (sometimes that risk can be reduced by the purchase of insurance or by contract, but not always)

Agency Law and the Legal Relationships Between the Sole Proprietors and Their Employees
Formation of an Agency Relationship

-- See Appx. A for Restatement 2nd of Agency

-- Agency law creates a std form contract that applies to the members of business associations, inter se, and to their interactions with third parties.  

-- When a sole proprietor employs another person to act on the owner’s behalf, the common law of agency controls the relationship.  

-- The proprietor is the principal, the person on whose behalf action is to be taken.  The person acting on behalf of the principal is the agent.

-- Agency relationships often exist between employers and employees, attorneys and clients, etc.

-- Created expressly by agmt or may arise as a matter of law

-- Principal must supervise or monitor the activities of the agent, because the agent may not always act in the principal’s best interest.  Principal must bear the cost when the agent’s performance diverges from that which would be most beneficial

-- Appx A §14O. Security Holder Becoming Principal

· A creditor who assumes control of his debtor's business for the mutual benefit of himself and his debtor, may become a principal, with liability for the acts and transactions of the debtor in connection with the business.

-- A. Gay Jenson Farms Co. v. Cargill (Minnesota 1981)

· Agency defined:  Agency is the fiduciary relationship that results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other so to act. In order to create an agency there must be an agreement, but not necessarily a contract between the parties. An agreement may result in the creation of an agency relationship although the parties did not call it an agency and did not intend the legal consequences of the relation to follow. The existence of the agency may be proved by circumstantial evidence which shows a course of dealing between the two parties. When an agency relationship is to be proven by circumstantial evidence, the principal must be shown to have consented to the agency since one cannot be the agent of another except by consent of the latter. 

· Rule:  A creditor who assumes control of his debtor’s business may become liable as a principal for the acts of the debtor in connection with the business.

· Warren operated a grain elevator and was involved in purchasing market grain from local farmers.  Warren obtained financing from Cargill and entered into an agreement whereby Cargill would loan money for working capital to Warren.  Warren, as Cargill’s agent, entered into Ks with local farms for the growing of wheat seed.  Cargil was named as the contracting party, which were unrelated to the financing agreement.  Cargill gave lots of advice to Warren in his business.  Warren went out of business and farmers sued him.  Warren claimed Cargill was liable as his principal.

· It was clear that Cargill, by its control and influence over Warren, became a principal with liability for the transaction entered into by its agent, Warren.  Cargill, in its loan agmts with Warren, directed Warren to implement its recommendations regarding Warren’s operations and management.  

· A number of factors indicate Cargill's control over Warren, including the following:  (1) Cargill's constant recommendations to Warren by telephone; (2) Cargill's right of first refusal on grain; (3) Warren's inability to enter into mortgages, to purchase stock or to pay dividends without Cargill's approval; (4) Cargill's right of entry onto Warren's premises to carry on periodic checks and audits; (5) Cargill's correspondence and criticism regarding Warren's finances, officers salaries and inventory; (6) Cargill's determination that Warren needed "strong paternal guidance"; (7) Provision of drafts and forms to Warren upon which Cargill's name was imprinted; (8) Financing of all Warren's purchases of grain and operating expenses; and (9) Cargill's power to discontinue the financing of Warren's operations.

-- A power of attorney is a document appointing an agent to act on behalf of a principal.  Powers of attorney may be used in any situation involving the appointment of an agent.

-- Ordinarily the appointment of an agent terminates if the principal becomes mentally incapacitated or incompetent.  A durable power of attorney is an appointment designed to survive the principal’s mental incapacity or incompetence; must be in writing, signed by principal, include words of import, and executed and witnessed in the same manner as required for wills.

Legal Consequences of Appointing an Agent—Principal’s Liability for Agent’s Acts

Apparent Authority, Inherent Agency Power, and Estoppel
-- As a general rule, if an agency relationship exists and the agent’s acts were authorized by the principal, third parties who have dealt with the agent may hold the principal liable for the agent’s acts.  The principal may establish the agent’s authority by communicating with the agent directly (actual authority), by communicating with the third party dealing with the agent (apparent authority), or both.

-- Appx A, § 27. Creation of Apparent Authority; General Rule

· Except for the execution of instruments under seal or for the conduct of transactions required by statute to be authorized in a particular way, apparent authority to do an act is created as to a third person by written or spoken words or any other conduct of the principal which, reasonably interpreted, causes the third person to believe that the principal consents to have the act done on his behalf by the person purporting to act for him.

-- The doctrines of inherent agency power and estoppel allow a third party harmed by an agent’s acts to recover when he is unable to establish the acts were authorized.

-- Appx A, § 8A Inherent Agency Power

· Inherent agency power is a term used in the restatement of this subject to indicate the power of an agent which is derived not from authority, apparent authority or estoppel, but solely from the agency relation and exists for the protection of persons harmed by or dealing with a servant or other agent.

- a.  Rationale.  The power of an agent to bind his principal is the distinctive feature of the Anglo-American agency relation. In many situations, however, its existence and extent can be based upon other legal principles. Thus, the liability of a principal for the authorized acts and contracts of an agent is responsive to the tort rule that one is liable for what he intentionally causes, and to the rule in contracts that one who manifests assent to another is bound by the resulting transaction. Contractual liability based upon apparent authority, or its close relation, estoppel, can equally be referred to tort or to contract principles. Likewise restitutional principles may require a principal to surrender property by which he has been unjustly enriched.
However there are situations in which the principal is made liable because of an act done or a transaction entered into by an agent even though there is no tort, contract or restitutional theory upon which the liability can be rested. A principle which will explain such cases can be found if it is assumed that a power can exist purely as a product of the agency relation. Because such a power is derived solely from the agency relation and is not based upon principles of contracts or torts, the term inherent agency power is used to distinguish it from other powers of an agent which are sustained upon contract or tort theories.
The principles of agency have made it possible for persons to utilize the services of others in accomplishing far more than could be done by their unaided efforts. Although the agency relation may exist without reference to mercantile affairs, as in the case of domestic servants, its primary function in modern life is to make possible the commercial enterprises which could not exist otherwise. The common law has properly been responsive to the needs of commerce, permitting what older systems of law denied, namely a direct relation between the principal and a third person with whom the agent deals, even when the principal is undisclosed. Partnerships and corporations, through which most of the work of the world is done today, depend for their existence upon agency principles. The rules designed to promote the interests of these enterprises are necessarily accompanied by rules to police them. It is inevitable that in doing their work, either through negligence or excess of zeal, agents will harm third persons or will deal with them in unauthorized ways. It would be unfair for an enterprise to have the benefit of the work of its agents without making it responsible to some extent for their excesses and failures to act carefully. The answer of the common law has been the creation of special agency powers or, to phrase it otherwise, the imposition of liability upon the principal because of unauthorized or negligent acts of his servants and other agents. These powers or liabilities are created by the courts primarily for the protection of third persons, either those who are harmed by the agent or those who deal with the agent. In the long run, however, they enure to the benefit of the business world and hence to the advantage of employers as a class, the members of which are plaintiffs as well as defendants in actions brought upon unauthorized transactions conducted by agents.

- b.  Situations creating inherent agency powers.  Inherent agency powers fall into two groups. The first and most familiar is the power of a servant to subject his employer to liability for faulty conduct in performing his master's business. The liability of the master in such cases cannot be based upon any ordinary tort theory, since in many cases the employment is not a causative factor in any accepted sense. The liability results purely from the relation. Its existence depends in most cases upon the fact that the servant is acting in his employer's business and intends so to act; it does not depend upon a connection between the principal's conduct and the harm done.
The other type of inherent power subjects the principal to contractual liability or to the loss of his property when an agent has acted improperly in entering into contracts or making conveyances.

-- Appx A, § 8B Estoppel

· (1)  A person who is not otherwise liable as a party to a transaction purported to be done on his account, is nevertheless subject to liability to persons who have changed their positions because of their belief that the transaction was entered into by or for him, if

- (a)  he intentionally or carelessly caused such belief, or

- (b)  knowing of such belief and that others might change their positions because of it, he did not take reasonable steps to notify them of the facts.

· (3)  Change of position, as the phrase is used in the restatement of this subject, indicates payment of money, expenditure of labor, suffering a loss or subjection to legal liability.

- a.  Nature of estoppel.  Estoppel is fundamentally a doctrine in the law of torts, sometimes operating by creating liability, sometimes by denying a cause of action which might otherwise accrue.

-- Fennell v. TLB Kent Co. (CA 2nd Cir 1989)

· Rule:  In order to create apparent authority, the principal must manifest to the third party that he consents to have the act done on his behalf by the person purporting to act for him.  This is a majority view, represented by Restatement 2nd of Agency § 8 (1958).

· Where an apparent authority is established, an agency by estoppel also is formed.  The principal is subsequently precluded from denying the existence of an agency relationship and is obligated, along with the third party, by any contract entered into by the apparent agent so long as he was acting within the scope of the apparent agency.

· An agent cannot create apparent authority by his own actions or representations.

· Fennell sued his employer TLB alleging wrongful discharge.  Fennell’s attorney negotiated a settlement and reported it to the court by phone.  attorneys had no apparent authority to settle the case for $10K without Fennell’s consent.

-- US v. International Brotherhood of Teamsters (CA 2nd Cir 1993)

· Rule:  If an attorney has apparent authority to settle a case, and opposing counsel has no reason to doubt that authority, the settlement will be upheld.

Ratification
-- Appx A, § 82-91. Ratification

· §82 Ratification

- Ratification is the affirmance by a person of a prior act which did not bind him but which was done or professedly done on his account, whereby the act, as to some or all persons, is given effect as if originally authorized by him.

· a.  Ratification connotes that the act was done or purported to be done for a person who acquired no rights or liabilities because of it, except the right to elect to become a party to it.

· §83 Affirmance

- Affirmance is either
(a)  a manifestation of an election by one on whose account an unauthorized act has been done to treat the act as authorized, or
(b)  conduct by him justifiable only if there were such an election.

· §84 What Acts Can Be Ratified

- (1)  An act which, when done, could have been authorized by a purported principal, or if an act of service by an intended principal, can be ratified if, at the time of affirmance, he could authorize such an act.
(2)  An act which, when done, the purported or intended principal could not have authorized, he cannot ratify, except an act affirmed by a legal representative whose appointment relates back to or before the time of such act.

· §91 Knowledge of Principal at Time of Affirmance

- (1)  If, at the time of affirmance, the purported principal is ignorant of material facts involved in the original transaction, and is unaware of his ignorance, he can thereafter avoid the effect of the affirmance.
(2)  Material facts are those which substantially affect the existence or extent of the obligations involved in the transaction, as distinguished from those which affect the values or inducements involved in the transaction.

-- Principals are liable for the authorized acts of their agents.  Principals may be liable for unauthorized acts on the basis of inherent agency power or estoppel.  Ratification may be used to impose liability for an agent’s unauthorized acts.

-- Agency by ratification occurs when the principal, by not supervising the agency properly, allots him powers beyond his authority and justifies others in relying on such authority.

-- Connecticut Junior Republic v. Doherty (Mass 1985)

· Rule:  There is a presumption that a person who signs a writing that is obviously a legal document knows its contents.

· Agency by ratification may occur when the following 2 events take place:

- (1) an agent acts outside the scope of his authority; and

- (2) the alleged principal agrees to the unauthorized act

· Traditional Majority Rule:  Where there is an agency by ratification, the agent is absolved of any culpability for unauthorized acts.

· 8 charities complained that Doherty’s error in drafting a codicil to a will cost them $1,305,060 in bequests, even though the testator consciously ratified the mistake.

· The 2nd codicil consisted of only 7 pages before the signature blocks.  The remainder charities were twice recited and therefore twice read aloud to the testator by a witness.  They seem to have struck no dissonant note.  Those circumstances, together with the deposition of Moses that the testator remarked that he had reverted to the original charities, constituted sufficient basis for the judge’s conclusion that Emerson had ratified a return to the original charities.  Doherty’s mistake may have set the change of beneficiaries in motion, but the testators ratification of the change was a superseding cause of any cognizable loss by the complaining charities.  Doherty had performed only a technical drafting task.  Prevention of harm to the complaining charities was fully within Emerson’s control when he received and carefully read the 2nd codicil.

Liability for Torts
-- In K, the principal is liable for the agent’s actually or apparently authorized acts.  The agent is also liable if the principal is undisclosed or partially disclosed.  In tort, however, the primary focus of the analysis is on the principal’s liability rather than that of the agent.  Agents are personally liable for their own tortious acts.

-- The extent of the principal’s vicarious liability often depends on whether the agent was a servant (employee) or an independent contractor. 

·  Appx A, § 2 defines master, servant, and independent contractor.  

- (1)  A master is a principal who employs an agent to perform service in his affairs and who controls or has the right to control the physical conduct of the other in the performance of the service.
(2)  A servant is an agent employed by a master to perform service in his affairs whose physical conduct in the performance of the service is controlled or is subject to the right to control by the master.
(3)  An independent contractor is a person who contracts with another to do something for him but who is not controlled by the other nor subject to the other's right to control with respect to his physical conduct in the performance of the undertaking. He may or may not be an agent.

-- Principals are liable for a servant’s acts committed within the scope of the servant’s employment.  Rest 2nd of Agency § 219.  In contrast, a principal is not liable for the torts of an independent contractor unless the activity involved is inherently dangerous or the principal was negligent in selecting the contractor.

· In establishing a principal’s liability for the torts of an agent, must first determine the relationship.  §219 lists 11 factors, including whether the principal has the right to control the physical conduct of the agent performing the services.

· If the agent is a servant, the principal will be liable only if the tortious conduct occurred while the servant was acting within the scope of employment, i.e., if it is the kind the agent is employed to perform; it occurs substantially within the authorized time and space limits; it is actuated, at least in part, by a purpose to serve the master, and, if intentional force is involved, the servant’s use of force is not unexpectable by the master.  § 228.

· Further impact on employer:  workers qualifying as employees (servants) under the common law agency rules will be classified as employees for federal tax purposes.  Under the amended §530 of the Revenue Act of 1978, an employer may treat a worker as an independent contractor if certain criteria are met.  (1) The employer must have a reasonable basis for treating the workers as independent contractors, established by such means as reliance on judicial precedent, long standing practice in the industry, or the results of a prior audit by the IRS.  (2) The employer must be consistent in its treatment of similarly situated workers with respect to job fxns and responsibilities and the control and supervision of those duties.  (3) the employer must demonstrate reporting consistency with the IRS, e.g., by filing a Form 1099 for each worker claimed to be an independent contractor.

-- Sexual harassment:  An employer can be vicariously liable for sexual harassment of an employee by an agent if a hostile environment was created, if the employer knew or should have known about the sexual harassment and failed to stop it, or if the harassing employee had apparent authority.

Fiduciary Obligations of Agents

-- Appx A, § 13. Agent as a Fiduciary

· An agent is a fiduciary with respect to matters within the scope of his agency.

- a.  Existence and effect of fiduciary duties.  The agreement to act on behalf of the principal causes the agent to be a fiduciary, that is, a person having a duty, created by his undertaking, to act primarily for the benefit of another in matters connected with his undertaking. Among the agent's fiduciary duties to the principal is the duty to account for profits arising out of the employment, the duty not to act as, or on account of, an adverse party without the principal's consent, the duty not to compete with the principal on his own account or for another in matters relating to the subject matter of the agency, and the duty to deal fairly with the principal in all transactions between them.

-- Principals are not always able to monitor their agents’ conduct.  Therefore, the law implies fiduciary obligations into every agency relationship, providing general guidelines for agents’ conduct and requiring agents to act in their principals’ best interests.  Penalties for breach can be severe.

-- Tarnowski v. Resop (Minnesota 1952)

· Rule:  Fidelity (loyalty) in an agent is what is aimed at, and as a means of securing it, the law will not permit him to place himself in a position in which he may be tempted by his own private interests to disregard of those of the principal.

· It is not material that no actual injury to the principal resulted, or that the policy recommended may have been for its best interest.  It is enough that the agent in fact placed himself in such relations that he might be tempted by his own interests to disregard those of his principal.

· Usually, an agent’s primary duty is to make profits for the principal.  His duty to account includes accounting for any unexpected and incidental accretions whether or not received in violation of duty.  Thus, an agent who, without the principal’s knowledge, receives something in connection with a transaction conducted for the principal, has a duty to pay this to the principal.

· Facts:  Tarnowski hired Resop as his agent to investigate and negotiate for the purchase of a coin-operated machine route.  Resop made only a superficial investigation and adopted false representations as to the health of the to-be-acquired business and passed them off as his own.  Also, Resop took a bribe from the to-be-acquired business for consummating the sale.  Tarnowski sued Resop for rescission of the K and demanding that his sales investment be returned—both were granted.

- Rest 2nd of Agency § 407(2):  The right to recover profits made by the agent in the course of the agency is not affected by the fact that he principal, upon discovering a fraud, has rescinded the K and recovered that with which he parted.  Comment a:  If an agent has violated a duty of loyalty to the principal so that the principal is entitled to profits which the agent has thereby made, the fact that the principal has brought an action against a third person and has been made whole by such action does not prevent the principal from recovering from the agent the profits which the agent has made (including bribes).

- Rest 2nd of Agency § 407(1):  If an agent has received a benefit as a result of violating his duty of loyalty, the principal is entitled to recover from him what he has so received, its value, or its proceeds, and also the amt of damage thereby caused, except that if the violation consists of the wrongful disposal of the principal’s property, the principal cannot recover its value and also what the agent received in exchange therefore.  Comment:  In either event, whether or not the principal elects to get back the thing improperly dealt with or to recover from the agent its value or the amount of benefit which the agent has improperly received, he is, in addition, entitled to be indemnified by the agent for any loss which has been caused to his interest by the improper transaction.

--  Issues of confidentiality and conflict of interest assume a particular importance in the attorney/client context.

Ch. 2 Traditional Business Forms and Their Progeny

-- 2 most important factors in deciding which form to use:  tax consequences and limited liability
General Partnerships
-- A partnership is a voluntary agreement entered into by 2 or more parties to engage in business and to share any attendant profits and losses.

-- Early forms of partnership in the Middle Ages were Compagnia or Societas.  Originally, US partnership law was a common law creation.  Eventually, the Uniform Partnership Act (UPA) (1914) was passed in all states but Louisiana.  UPA was revised in 1994 and 1997.

-- The fundamental concept of a partnership is one of a firm operated by a few members having close personal relationships.  

-- Under the UPA’s fully participatory management structure in which all partners have equal votes (unless they agree otherwise) is suitable to a small number of members, as large numbers of owners make direct participation unwieldy.   

-- The admission of new partners requires unanimous consent (18g) and conveyance of a partner’s interest confers management rights on the transferee only if the remaining partners agree (27(1)).  

-- Other provisions authorize individual partners to bind the partnership and each other, thereby imposing personal liability for partnership obligations (9(1), 13-15).  

-- This sort of liability is more suitable when the organization is small and the partners know and trust one another.

-- Partners’ relations are contractual in nature; they may vary some (but not all) components of the basic partnership structure by agreement (18).

-- Some terms can be varied by agreement of the parties.  Others are mandatory.

-- Easy to organize and inexpensive to operate.

-- Disadvantages:  

· Owners do not enjoy limited liability.  Each partner may be personally liable for the debts of the partnership when partnership assets are not sufficient to meet partnership obligations (UPA (1914) § 15).

· A partnership organized under UPA (1914) is generally not treated as an entity with a legal identity separate from that of the individual partners who comprise it, but rather an aggregate of principals who are liable for the actions of the organization.

· Under UPA (1914), a partner’s death, retirement, bankruptcy, or withdrawal causes dissolution of the business (31).  The remaining partners must wind up the business and affairs of the partnership and distribute its assets unless they agree along with the estate of the deceased partner that the business will be continued by the formation of a new partnership (38b, 41(1-3)).

-- The 1997 Act has eliminated many of these problems by treating the partnership as an entity in most respects, and by permitting the remaining partners to continue the business when one partner withdraws or dies (201).  However, in some instances, the revised act still treats the partnership as an aggregate of individuals (e.g., partners remain personally liable for partnership debts (306a)).

-- No double taxation when a partnership is given aggregate status (rather than treated as an entity).  The partnership itself is not subject to income taxation.  The partnership merely files an information return.

-- Like most other unincorporated business organizations, partnerships may choose to be taxed like a corporation or a partnership (may want to be taxed like a corp if marginal tax rates for corps are lower than personal).

-- Partnerships remain a viable alternative for businesses whose exposure to liability may be limited by the purchase of insurance or contractual arrangements.

-- A joint venture is similar to a partnership and they are often confused.  A “joint venture” is usually connected with a business organized to complete a specific project, such as developing a particular piece of real estate, rather than to engage in an ongoing enterprise.

Partnership Formation

-- Express agreement of the parties or may arise by operation of law when the parties have entered into an arrangement having the legal attributes of a partnership (UPA 1914 § 6-7; 1917 § 202).

-- No formalities are required to forma partnership, although many states require the filing of a trade name registration, and under UPA 1997 § 303-304, certain filings are permitted but not required.

-- Partners are well-advised to document their relationship in a partnership agmt addressing such issues as management and voting, sharing of profits and losses he continuation for the business when a partner withdraws, dies, retires, or is expelled, and valuation of interests in the partnership.

-- Martin v. Peyton (NY 1927)

· Rule:  While words are not determinative, where a transaction bears all of the aspects of a loan, no partnership arrangement will be found.

· Merely declaring that no partnership is intended is not dispositive of the issue.  If the words, acts, and agreements establish the existence of a partnership arrangement, the parties will be liable as partners.  

· A partnership results from either express or implied contracts.  An arrangement for the sharing of profits is often an important factor in determining the existence of a partnership.  Of equal importance is the right to share in the decision-making fxn of the partnership and/or to bind the partnership to contractual obligations.

· Facts:  The plaintiff was a third party seeking to impose partnership liability on the defendant.  Nothing in Peyton’s words or actions established a partnership.  Therefore, the court must look to the contract alone.  Nothing in it was other than what were necessary precautions to protect the loan.  Any control was negative in nature and was to prevent any misuse of the funds.  Peyton had no right to control or initiate policy or to bind the contract.  This was a loan and Peyton and the others are not liable.

-- In MacArthur Co. v. Stein (Mont 1997), the plaintiff was a third party seeking to impose partnership liability on the defendant.  The court used the following test to determine whether a partnership had been formed:  (1) the parties must clearly manifest their intent to associate themselves as a partnership; (2) each party must contribute something that promotes the enterprise; (3) each party must have a right of mutual control over the subject matter of the enterprise; and (4) the parties must agree to share the profits of the enterprise.  

-- Holmes v. Lerner (CA 1999)

· Rule:  An express agreement to divide profits is not a prerequisite to prove the existence of a partnership. 

- Not all cts agree with this approach.  In Schlumberger Technology Corp. v. Swanson (TX 1997), the Ct adopted the rule that a partnership consists of an express or implied agmt containing 4 required elements:  (1) a community of interest in the venture, (2) an agmt to share profits, (3) an agmt to share losses, and (4) a mutual right of control or management of the enterprise.

· The oral partnership agmt between Lerner and Holmes was sufficiently definite to allow enforcement.  The agmt was to take Holmes’s idea and reduce it to concrete form.  The fact that Holmes worked for almost a year without pay is further confirmation of the agmt.  

· In both Holmes and Schlumberger, the plaintiff claimed to be one of the principals of the alleged partnership.  

Financing the Business

-- The left side of the balance sheet describes the types and historical costs of the company’s assets.

-- A business can raise capital through contributions of owners or by borrowing money, either from 3rd party lenders or from company owners.  The UPA 1997 anticipates the possibility that a partner may have a variety of arrangements with the business by recognizing that a partner may both provide capital to and lend money to the partnership (401e, 807a).

-- Obligations to creditors, including those who are also partners, are recorded in the liabilities section of the company’s balance sheet, whereas the value of partners’ ownership interests appears in the equity section.

-- It is difficult to raise additional capital for a partnership.  The company may borrow, increasing the liability of the partners; take in new partners, disrupting the management structure if the partnership becomes too large; obtain additional capital from current owners, but they are not required to contribute without an agreement.

Management of the Enterprise

-- Default rules which may be changed by agreement:  

· All partners have the right to manage the business (UPA 1914 § 18e, 1997 § 401f), and the right to vote is therefore tied to one’s status as a partner.  

· Votes are allocated on a per capita basis, giving every partner one vote, irrespective of the amt of capital contributed (UPA 1914 § 18e, 1997 § 401f).

· Most votes are won by a majority, but extraordinary matters, such as the admission of a new partner or an act in contravention of the partnership agreement, require unanimity.  UPA 1914 § 18g,h; 1997 § 401i,j.

-- This setup (per capita voting) is usually only workable when all partners will work in the business as well as contribute capital.

-- Deviation from the default rules can be accomplished in a partnership agmt describing who has management authority, the scope of that authority, how the authority is to be exercised, and how votes are allocated.

-- In a 2-person partnership, all decisions must be unanimous because a split vote will not produce a majority.  Some provision should, therefore, be made for breaking deadlocks.

-- In a 3 or 4 person partnership, the vote of a super majority is needed to approve an ordinary proposal or action.  

-- Persons who invest significantly more capital than their partners may want greater voting power to protect their investments due to their greater financial risk.

-- A partnership agmt may also create different classes of partners that are essentially salaried employees and those that share in the profits.

Fiduciary Obligations

-- In order for a joint enterprise to fxn well, the members must conform their conduct according to what is best for the venture.  They must also be able to trust each other to act honorably, to treat each other fairly, and to share the benefits of the enterprise.  Members should not have to monitor the actions of their partners.

-- Meinhard v. Salmon (NY 1928)

· This case sets the std for fiduciary obligations in a joint enterprise.

· Rule:  Joint adventurers owe to one another, while their enterprise continues, the duty of finest loyalty, a standard of behavior most sensitive.

· One of the most important aspects of the partnership relation is the broad fiduciary duty between partners.  The unique feature is their symmetry; each partner is, roughly speaking, both a principal and an agent, both a trustee and a beneficiary, for he has the property, authority, and confidence of his co-partners, as they do of him.  He shares their profits and losses, and is bound by their actions.  Without this protection of fiduciary duties, each one is at the other’s mercy.

· Salmon excluded his coadventurer from any chance to compete and from any chance to enjoy the opportunity for benefit that had come to him alone by virtue of his agency.  It was likely that Salmon thought that with the approaching end of the lease he owed no duty to Meinhard, but here the subject matter of the new lease was an extension and enlargement of the subject matter of the old one.  After Meinhard’s remedy, he should have been awarded one share less than half of the shares in Midpoint Realty Company.

· Dissent:  this was a joint adventure, not a general partnership; it ended when the project ended

-- Book says:  Compare the Meinhard std with:

· UPA 1914 §21

· UPA 1997 §103b(1-5)

· Appx C:  Model Rules 1.3, 1.4, 1.6, 1.7

Partners’ Liability to Third Parties for Partnership Obligations

-- The extent of liability in general partnerships under UPA 1914

· Each partner is fully liable in his personal capacity.  Even in a limited partnership, there must be at least one general partner with full personal liability.

· The general partners are jointly and severally liable for the damages caused by any tort or breach of trust committed by a partner within the scope of partnership business.

· Under joint debtor acts, they can be sued jointly or individually, and the resulting judgment would be enforceable against the partnership assets and the individual assets of the partners who were served.

· Doctrine of marshaling of assets—when applicable, firm creditors must proceed against the assets of the firm before seeking satisfaction of their claims out of the individual property of the general partners.

· If a partner makes any payment or incurs a personal liability in the ordinary and proper course of partnership business, the partnership is obligated to indemnify such partner for the payment so made or the liability so incurred.

· Confusion as to the rights of partners wrt contribution can be avoided by the partnership agmt provisions.  Willful and malicious torts and breaches of trust should be attributed and charged to the individual, not the partnership.

· An incoming partner, newly joining an established partnership, is liable personally on only those obligations incurred after joining absent voluntary assumption of the liability of a retiring partner, but the incoming partner’s share in the partnership property can be used to satisfy both old and new partnership obligations.

· A retiring/withdrawing partner, absent release or novation, remains personally liable for partnership obligations incurred while a partner.  As for debts incurred after withdrawal, the retiring partner is liable to those persons who had extended credit to the partnership in the past and who had no knowledge or notice of the retirement, and those who had dealt in the past with the partnership on a cash basis, but had no notice or knowledge of such retirement, if notice of retirement had not been published in a newspaper of general circulation where the partnership business was regularly carried on.

-- Changes to liability in general partnerships brought about by UPA 1997

· Partners are jointly and severally liable for all partnership obligations.  §306a.

· Acts by members which bind the partnership are those that are committed while the member is carrying on in the usual way of business of the type of partnership under consideration.  §301(1).

· A partnership may file a statement of authority either to grant or limit the authority of an individual partner.  § 303.  When properly filed and recorded in the land records, a statement of a grant or limitation of authority to transfer real estate is conclusive against third parties.

· The imposition of joint and several liability for all partnership obligations and the treatments of a partnership as an entity that may sue and be used in the partnership name eliminate the need to join individual partners.

-- Kansallis Finance Ltd. v. Fern (Mass 1995)

· Rule:  Where there is neither apparent authority, nor action intended at least in part to benefit the partnership, there cannot be vicarious liability.

- General rule:  A partnership may be liable for the unauthorized acts of a partner if there is apparent authority; or if the partner acts within the scope of the partnership at least in part to benefit the partnership.

- Under UPA1914  §14, a partnership will be liable for any breach of trust committed by a partner acting within the scope of her apparent authority.  

- Under UPA 1994 § 305a, a partnership is liable to injured third parties for the wrongful conduct of any partner who has acted in the partnership’s ordinary course of business, or with actual or apparent authority created by the partnership.

· If a partner acts with no purpose to benefit the partnership, vicarious liability may still be appropriate, if he is clothed with apparent authority.

· Kansallis brought suit seeking compensation from Jones’s law partners on the theory that the partners were liable for damage caused by a fraudulent letter ratified by Jones.  The partnership was not liable because the jury found no apparent authority and Jones was not acting in any part to benefit the partnership.

Partnership Property

-- Under UPA 1997, a partnership is an entity (§201) and that partnership, no individual partners, owns partnership property (§501).  The Act eliminates the concept of tenants in partnership (which was a confusing part of UPA 1914).

Partners’ Return on Investment

-- If the company is sold, partners receive the appreciated value of their residual shares of the business; the value of a partner’s investment will also be realized if the partnership or other partners buy out a partner’s interest or a partner transfers the partner’s individual interest to a third party.
Allocation of Profits and Losses
-- The balance sheet capital account reflects the total value of partners’ equity, the residual claim to partnership assets.  It thus represents the collective value of individual partners’ accounts as recorded in the company books.

-- An individual capital acct is increased by the value of the applicable partner’s capital contributions and share of the profits, and decreased by the partner’s share of the losses and the amts of any draws.  UPA 1997 §401a.

-- A partner’s share of the profits is the partner’s share of the earnings produced by the company’s ongoing operations during a given time pd.  

-- The term “draw” refers to cash distributions to partners.  Whether partners receive draws and respective amts are determined by the partnership agmt or by vote.

-- Draws may be made even when the company is losing money.  Fraudulent conveyance statutes protect creditors.

-- A partner’s share of losses is the partner’s share of company obligations that remain unmet during a particular time period.

· §401b, comment 3:  It is intended to make clear that a partner is not obligated to contribute to partnership losses before his withdrawal or the liquidation of the partnership, unless the partners agree otherwise.  A partner’s negative account represents a debt to the partnership unless the partners agree to the contrary.  Absent an agmt to the contrary, a partner does not have a right to receive a current distribution of the profits credited to his account, the interim distribution of profits being a matter arising in the ordinary course of business to be decided by a majority vote of the partners.

-- Partners share profits equally in the absence of an agmt and losses are shared in proportion to a partner’s share of the profits. 1914 §18a, 1997 §401b.

-- Under both versions of the UPA, the default rule is that services do not count toward the calculation of capital contribution.  However, the agreement may specify that a partner will receive either compensation or capital contribution credit for services.

· However, in Kovacik v. Reed (Cal 1957), the ct counted services as capital.  This rule has generally been applied only where one or more partners contributes only services.  

· Not all cts agree with the Kovacik approach.  In Richert v. Handly (Wash 1958), the ct applied the UPA default rule when the parties had not agreed how losses would be shared.  The services only partner was then required to contribute toward the partnership losses as provided in the UPA.  It may have made a difference that the services-only partner had received compensation for his services.

Transfer of Partnership Interest to Third Parties or to the Partnership
-- Under default rules, partners may freely assign to third parties only their own financial interests in the partnership:  the partner’s share of the profits and their right to receive distributions.  Transferring management rights requires consent by the other partners.

-- It is difficult to find outsiders who are willing to buy interest in a partnership, but a partnership buyout of a partner’s interest happens frequently when one partner withdraws/resigns/dies, etc.  By statute, the partnership must compensate resigning/retiring/dead partners for the value of their partnership interests.  UPA 1914 §38,42; 1997 §701a,601(7).  If a partner’s resignation violates the terms of the partnership agmt, the amt owed to the partner may be offset by the remaining partners’ claim for damages for breach of K.  §38(2)aII, cII; §602c, 701c.

-- At a minimum, the agmt should specify those situations in which withdrawal is permitted, and in the case of buyout by the partnership, how the financial interest will be valued and how payments will be made.  

-- Rapoport v.55 Perry Co. (NY 1975)

· Rule:  Under NY Partnership Law, unless the parties have agreed otherwise, a person cannot become a member of a partnership without consent of all the partners whereas an assignment of a partnership interest may be made without consent, but the assignee is entitled only to receive the profits of the assigning partner.

· Under the UPA, individual partners own the partnership property in theory, but all the incidents of ownership are vested in the partnership.  The result is a functional 2-level ownership structure somewhat comparable to the legal 2-level ownership structure in a corporation.  That is, a partnership is the functional owner of partnership property, and a partner is the owner of an interest in the partnership.

· Here, the partnership agmt clearly took cognizance of the differences between an assignment of interest in the partnership as compared to the full rights of a partner.  Contrary to the Rapoports’ contentions that the agmt intended to give the parties the right to transfer a full partnership interest to adult children without consent of all other partners, the agmt was instead intended to limit a partner wrt his right to assign a partnership interest to the extent of prohibiting such assignments without consent of other partners, except to children of existing partners who have reached majority.  Thus, it must be decided that the Rapoports could not transfer a full partnership interest to their children, and that the children only have rights as assignees to receive a share of the partnership income.  

Dissolution of the Partnership

-- A partner may not sell his or her interest as a member in a partnership.  Also, there is no market for the financial interests that may be assigned to third parties.  Thus, a partner who wants to withdraw from an ongoing partnership has few options.

-- Partnership rules for dissociation/dissolving function as buyout provisions enabling departing partners to recoup their investments when the business is ongoing and provide for an ordered closing down of the venture, when that is the desired result.  

-- Transfer is prohibited unless the remaining partners agree.  Other restrictions apply to withdrawal.  

-- UPA 1914 §29 deals with 3 terms:  

· Dissolution designates the point in time when the partners cease to carry on the business together; 

- Dissolution occurs when the identity and legal relations of a particular group of partners change, even if the business of the partnership is continued by some members of the original group or by new members.  Under UPA 1914 §31, certain events trigger a dissolution, including:  unilateral withdrawal of a partner at any time, the completion of the term of the partnership, the death or bankruptcy of a partner, the agmt of all partners who have not assigned their financial interests in the business to a third party, the expulsion of a partner according to the terms of the partnership agmt, and a court order.  

- If the triggering event was not in violation of the agmt, the remaining partners may continue the partnership provided all partners agree, including those withdrawing.  §38,41(3).  If it did violate the agmt, the remaining partners have the right to continue the business.  §38(2)b.

- Remaining partners may continue the business by purchasing the partnership assets, creating a new partnership.  If the business is continued, the departing partner will be paid the value of his/her partnership interest.  If the termination is wrongful, the amount due will be reduced by any damages caused by the wrongful termination on the part of the departing partner and by the partner’s proportionate share of the company’s good will.

· Winding up is the process of settling partnership affairs after dissolution

- Refers to the process of closing down the business, the time to sell the company or liquidate its assets

- Proceeds from sale are used to settle debts, and if there are excess funds, repay the partners’ capital contributions and distribute the profits.

- Payments to a partner who has wrongfully dissolved will exclude the value of goodwill and may be offset by the damages caused by the breach of the partnership agmt.  §38

· Goodwill is an intangible value based on a company’s reputation and relationships with customers, vendors and the community and its participation in trade-related activities. In broad terms, goodwill is a measure of how willing these individuals would be to continue doing business with a company.

- If the funds resulting from the sale are insufficient to pay off all debts, then partners must contribute addtl amts according to their share in the profits.  §40d.

- If creditors still remain unpaid, then a dual priority rule (§40h) applies (aka jingle rule).

- Wrt claims against partnership assets, partnership creditors have priority over creditors of individual partners.  Wrt personal assets of individual partners, the claims of individual creditors take precedence over those of partnership creditors.

- Partnership assets include partnership property and contributions required of individual partners to pay all partnership liabilities.  §40a.

- Partnership liabilities include amts owed by partnership creditors, to partners in respect of their capital, and to partners in respect of profits.  §40b.

- Partners with negative balances in their partnership accts must make addtl payments to repay creditors and capital contributions of other partners.  This may be troublesome for partners who contributed services.

· Termination is the point in time when all the partnership affairs are wound up;

- Termination occurs when the winding up process is complete and the partnership stops conducting business.

-- Dissolution, Winding Up, and Termination under UPA 1997

· Same as 1914 with a few changes

· A partner’s withdrawal is referred to as a dissociation

- Triggered by the same events that trigger dissolution UPA 1914.  UPA 1997 §601.

- Terminates one’s status as a partner.  

- May lead either to a continuation of the business, with a mandatory buyout of the dissociating partner, or to dissolution and winding up of the partnership business.  §603a, 701.

- Unless released by the firm’s creditors, the dissociating partner remains liable for partnership obligations incurred prior to the dissociation.  Pursuant to §704, a dissociated partner or partnership may file a statement of dissociation with the designated state office in order to put third parties on notice of the dissociation and to make it clear that the dissociating partner is not liable for partnership obligations arising after the dissociation.

- No dual priority rule to creditors’ claims (807); payment of the goodwill value to a partner who wrongfully dissociates is permissive (602c, comment 3; 807b).

- §401b expressly rejects the Kovacik ruling regarding services and applies the default rule.

-- The statutory default for at-will partnerships is unstable because it allows an individual to compel a buyout at any time, especially with the limitations on transferring partnership interests, the absence of a ready market for partnership interests, and the difficulty of valuation of partnerships.  Partnerships for term are safer to guard against a compulsory buyout or liquidation.

-- A partnership agreement should address the circumstances of withdrawal the opportunities for continuing the business, and the terms of the buyout.

-- Girard Bank v. Haley (Penn 1975)

· Executors v. Partners

· Rule:  Dissolution of a partnership is caused by the express will (desire) of any partners.  In this case a partner expressed her desire to terminate the partnership in a letter, which was effective in terminating the partnership.

· Partnerships terminate by operation of law automatically upon the death of a partner because the liability of the other partners is subsequently altered.  A new partnership is then created in such a situation even where the initial partnership agreement permits the surviving partners to continue the original partnership.

· Reid and 3 partners formed a partnership for the purpose of leasing for profit certain real estate.  By a subsequent letter addressed to her partners, Reid notified them she was dissolving the partnership and requested that the partnership assets be liquidated as soon as possible.  Reid filed suit and prayed for the winding up of affairs and liquidation of assets.  Reid died. 

· Under UPA 1914, dissolution of a partnership is defined as the change in relation of the partners caused by any partner ceasing to be associated in the carrying on of the business.  Under the UPA 1914 §31, dissolution of a partnership is caused by the express will of any partner.

· The appellate ct found that the letter effectively dissolved the partnership between her and her 3 partners.  It was definite and unequivocal:  “I am terminating the partnership which the four of us entered into.”  The effective termination date was the date the letter was sent.  Her death is irrelevant in determining the rights of the parties.

-- See Model Rules of Professional conduct Rules 1.7, 1.9, 1.13, and 2.2 in Appx C.

-- Dreifuerst v. Dreifuerst (Wisconsin 1979)

· Rule:  A partnership at will is a partnership that has no definite term or particular undertaking and can rightfully be dissolved by the express will of any partner.  Partners who have not wrongfully dissolved the partnership have a right to wind up the partnership.  Lawful dissolution gives each partner the right to have the business liquidated and his share of the surplus paid in cash.  

· There was no wrongful dissolution (no violation of partnership agreement) in this case, so Dreifuerst had a right to dissolve the partnership with his express will to the other partners.  The trial ct erred in ordering an in-kind distribution of the assets of the partnership.   

· A sale is the best means of determining the true fair market value of real estate assets.  

· Dissolution is sometimes used to refer to the completion of winding-up (termination), the process of liquidation or winding up, or to designate a change in the relation of partners caused by any partner ceasing to be associated in carrying on the business.

-- UPA 1997 implicitly permits payment of the value of goodwill to a partner who wrongfully dissociates, unless the firm’s goodwill is damaged by the dissociation.  §602c, comment 3.  However, the partner will be liable for damages caused by the wrongful dissociation.  § 602c.

Limited Liability Partnerships

-- History

· Began in 1990s, but they are similar to the professional corporations of the 1960s, which developed to allow licensed professionals, such as physicians, attorneys, and accountants, to take advantage of certain tax code provisions that gave favorable treatment to companies organized as corporations.

· Individual tax rates were cheaper than tax rates, so the LLC developed.

· In many states, professionals could not organize as limited liability business due to the broad grant of limited liability.  Many professional business organizations filed for bankruptcy due to malpractice or misconduct by one of the partners.  Hence the LLP.

-- LLP statutes vary in the scope of their grant of limited liability.  Typically, partners remain liable for their own wrongdoing or negligence, and in some cases for that of persons under their supervision, but generally, partners are shielded from liability for other partners’ torts.  

-- In some statutes, partners may also be liable for partnership obligations, including contractual obligations, claims arising in the ordinary course of business and other claims of third parties not coming within the type of conduct for which protection is afforded.  Other statutes are much broader, approximating the broad grant of limited liability afforded shareholders.

-- Many states do not impose restrictions on limited liability partnership distributions, but a few states require a minimum amt of liability insurance.

-- In most states, the LLP is a type of GP.  GPs desiring limited liability typically must file with the secretary of state.  They must also usually adopt a business name including LLP or something comparable.  

-- In some states, the general partners of a limited partnership may become a LLP, making them a limited liability limited partnership.

-- LLPs, like most other unincorporated businesses, 

· may elect either the partnership or corporate form of taxation; 

· for diversity of citizenship purposes, a LLP is deemed to be a citizen of each state in which each of its partners is a citizen.

-- Most states provide for LLPs.

Corporations

-- A corporation is an entity that consists of an intangible structure for the conduct of the entity’s affairs and operations, the essence of which is created by the state and that possesses the rights and obligations given or allowed it by the state, which rights and obligations more or less parallel those of natural persons.  

· See pgs. 12-16 for more on the definition of corporation and constitutional rights.

-- 2 types: 

· publicly traded on a securities exchange

· privately or closely held

-- Publicly traded companies are organized under general corporation codes.  

-- Privately or closely held companies may be organized under either the general corporation codes or close corporation statutes, which were developed expressly for privately held companies.  Corporations organized under close corporation statutes are called statutory close corporations.

· A close corporation is a corp whose shares (or at least voting shares) are held by a closely knit group of shareholders or a single person.

-- Most corps are incorporated under general corporation statutes.

Advantages of the Corporation
· Limited liability of shareholders

· Centralized management structure 

· flexible capital structure 

· separate entity status

· Usual form for most businesses
Limited Liability of Shareholders

-- Allows company to collect capital more easily

-- The corporation is solely responsible for its obligations.  Shareholders’ personal assets will not be used to pay company debts or third-party claims

-- Exceptions:  lending institutions may require owners of small companies personally to guarantee loans to the business; shareholders are required to satisfy any unpaid amts of capital contributions they are obligated to pay; and in certain circumstances, the corporate veil of limited liability may be pierced in situations where the corporation is a sham.

Management Structure

-- Effective for managing capital, particularly capital raised form large numbers of people.  

-- 2 factors

· The traditional management structure created in corporation statutes works very well for most businesses.

· Modern corporation statues, which provide a default management structure, give corps broad authority to vary the structure as their owners wish, so that any unusual needs are easily served.

-- The traditional management structure provided by corporate law default rules is 3-tiered:  shareholders, directors, and officers.  

-- Shareholders, typically passive investors of capital, elect directors and approve certain extraordinary corporate actions.  Votes are usually allocated on a per-share basis.

-- Directors, acting as a board, set policy and either manage or direct the management of the corporation.  The board is restricted only by shareholders’ limited powers.  

-- Directors elect officers, who manage the day-to-day operations of the corp in whatever ways the directors authorize.

-- When the corp has few shs who also act as the managers, they may want to restrict the powers of the bd or eliminate the bd altogether.

· Model Act §801b:  All corporate powers shall be exercised by or under the authority of, and the business and affairs of the corporation managed by or under the direction of, its bd of directors, subject to any limitation set forth in the articles of incorporation or in an agmt authorized under §7.32.  

· The same may be done under close corporation statutes.

· Such a change may be provided for in the corporate charter or in an agmt signed by all shareholders and included in either the charter or the corporate bylaws.

· Some or all of the powers of the bd may be given to the shareholders and/or officers.

-- Unlike the partnership form, shs have residual financial claims to the equity of the corp and a limited right to vote on significant corporate matters.  These attributes are associated with the shares which are freely transferable.  Investors can usually exit the business easily, except as limited by K.

Capital Structure

-- Simple, traditional form of structure that serves the needs of most corporations, coupled with the flexibility to vary the traditional structure.

-- In the simplest capital structure, a corp has one class of stock (common stock), which represents the sole ownership interest in the corp.

-- The first step away from the traditional form happens when the corp obtains a promissory note to evidence a loan taken by the corporation.  This gives the company an equity interest (common stock) and a debt interest (the note).

-- A corp may have classes of common stock, with the rights of ownership split btwn the classes in any way those controlling the corp wish.

-- A corp may also have one or more classes of preferred stock.

--  Debt interests can vary as much as equity interests with different types of promissory notes, bonds, and debentures.  E.g., a bond might be convertible into stock, and stock might be convertible into bonds or debentures.

Separate Entity Status

-- The death or bankruptcy of an owner which would dissolve a partnership, has no institutional effect on the corporation.  

-- When a shareholder files for bankruptcy, it does not affect the corp.  

-- When a person dies, his shares go to his heirs as personal property.  The expense of multiple probates is avoided in a corporation, since, as personal property, corporate shares are subject to probate only in the deceased sh’s state of domicile.

Usual Form

-- Since the corporation is the most usual form of any jointly-owned business, it makes things easier.  There are common forms for corporations for bank loans, leases, and  purchasing expensive equipment.  People are used to dealing with the corporations.

Disadvantages of the Corporation

-- Expense and trouble of formation and maintenance

-- Required initial and continuing formalities

-- Tax treatment

Expense and Trouble of Formation and Maintenance

-- A charter must be drafted in accordance with the statutory requirements and then filed in one or more offices in the state of incorporation.  

-- After incorporation, bylaws must be drafted for adoption.

-- Attorney drafting fees (although drafting a partnership agmt is usually more expensive due to the specific situation at hand)

-- State fees 

-- Must qualify to do business in every state in which corp will operate, requiring drafting and filing other forms and paying addtl fees.

-- Filing of annual report and pmt of annual fees

-- Legal fees of all sorts—drafting, advice, representation, internal affairs

Required Initial and Continuing Formality
-- Both shs and directors must have meetings, or take action by formal written consent in lieu of mtgs, and proper records must be kept of shs’ and directors’ actions.  

-- Funds of corp must be kept separate from those of the owners.

-- Proper financial records must be maintained.

-- Mangers of closely held corporations tend to ignore formalities.  In such cases, a ct might ignore the corporate form and allow creditors to collect from shareholders.

Tax Treatment
-- Double taxation—A corp is subject to federal income taxation because it is treated like a separate entity.  When a corp distributes its after-tax profits, those dividends are subject to taxation as the ordinary income of the shareholders.

-- Exception to double taxation:  S Corporations

· Congress has provided certain closely held corps with a way to avoid double taxation; if it meets specified requirements of the IRC, it can choose to be treated for federal tax purposes like a partnership.  It will file an informational return, and any corporate profits or losses will flow through to shareholders for inclusion in their individual income tax returns.  These are called S type corporations (these provisions were originally contained in subchapter S of the IRC of 1954).

· Requirements for S type treatment:  no more than 75 shs, incorporation in the US, only one class of stock, shs must be individuals, estates, or specified types of trusts, no shareholder may be a nonresident alien, the corp may not be a life insurance company or certain other excluded types of businesses, and all shareholder must agree to the type S selection.

-- Double taxation can also be avoided (or at least deferred) by not paying dividends, but rather reinvesting the profits to expand the corporation or pay salaries.

-- Some expenditures for officer and employee benefits are deductible to the corp and not taxable to the recipients.  These expenditures usually relate to medial payment and disability plans, group term life insurance and death benefits up to specified limits, and certain deferred compensation plans.

Other Forms of Business Organizations
Statutory Close and Professional Corporations

-- Statutory close corps typically shed many attributes of general corporations and substitute those of partnerships.  Their management structure can be informal, shareholders may dispense with the bd and run the company, shs may dissolve the corporation at will or on the occurrence of a particular event, share transfer restrictions are common.  Like general corporations, they may qualify as an S corp, but will otherwise face double taxation.  Close corps may have limited liability, flexible management structures, and corporate advantages regarding retirement plans.  

· Today, closely held corps not making a statutory close corporation election can achieve many of the same results by preparing shareholder agmts and taking advantage of special statutory provisions included in many general corp statutes.

-- Professional corps are like other corporations except that it makes shs personally liable to their clients or patients, providing limited liability.

Limited Partnerships

-- All states except Louisiana have passed a modern version of the Uniform Limited Partnership Act (either 1976, 1985, or 2001).  Louisiana adopted the 1916 ULPA.

-- ULPA 1916 and 1976 have 2 classes of partners:  general and limited

-- Limited partners are passive investors whose liability is limited to the amt of their capital contribution.  They are prohibited from managing the business and may transfer their interests only if the other partners agree.

-- General partners have full responsibility for the conduct of the business and have unlimited liability for its obligations.  They manage the business and have the same rights and relationships as partners in a general partnership.  They may be individuals, corporations, LLCs, or other legal entities.

-- Like a general partnership, the relationship among members is essentially consensual and may be varied by agmt.

-- A limited partnership cannot be created informally.  In all states, forming a LP requires that a certificate of LP be filed in one or more state offices and the business entity is created at the time of the required filing.  

-- The statute does not require a partnership agmt, but one should be used to identify the rights of the members, tax consequences, etc.

-- Limited partners supply most/all of the capital, whether it be cash, property, services, or a promissory note to contribute cash or property.

-- Limited partners may transfer their right to receive distributions, but not other rights of the partner making the assignment.  Transferring other rights requires the consent of the other partners.  A transfer of all rights by a limited partner does not dissolve the LP.  LPs may also withdraw with prior written notice and be paid the value of their partnership interests; this will not dissolve the partnership.

-- The business will generally end if a general partner withdraws for any reason, but the partnership agmt may provide for the continuation of the business if a gp withdraws.

-- Under ULPA 1916, a limited partner has no liability to creditors unless he takes part in the control of the business.  ULPA says “participates in”, which does not include:  consulting with a gp wrt the business, requesting or attending a mtg of partners, and voting on any matter relating to the business of the partnership that under the agmt is subject to the approval or disapproval of the lps.

-- Under ULPA 1976, a lp who does participate in the control of the business is liable only to persons who transact business with the LP reasonably believing, based upon the limited partner’s conduct, that the lp is a gp.

-- ULPA 1916 makes no mention of LPs operating across state lines.  ULPA 1976 provides that LPs formed in other states may register under the Act as foreign LPs.

-- GPs might convert to LPs to attract new capital or when one partner wants to retire and become a lp.

-- Family Limited Partnerships allow parents to give LP equity interests in the business to their kids w/o enabling the kid to participate in the control of the business.

-- LPs are popular with oil exploration companies and shareholder servicing companies, and are used for tax-shelter investments and real estate ventures such as apt complexes or shopping centers.

-- As of 1997, LPs may choose to be taxed like a gp or corp.

-- Master LPs are publicly traded LPs which are taxed like corporations when certain criteria are met.

-- ULPA 2001

· Designed for a narrower class of LPs:  (i) sophisticated, manger-entrenched commercial deals whose participants commit for long term, and (ii) estate planning arrangements (FLPs).  These LPs wants strong centralized management, strongly entrenched, and passive investors with little control over or right to exit the entity.  

· The 2001 Act is not linked to other GP statutes, but it includes GP and LLC provisions.

· §404a permits a LP to be organized as a LLLP (limited liability limited partnership), protecting all partners from liability, whether general or limited.  Under 404c, obligations of LLLPs are solely the obligations of the partnership (rather than the gps).

· Under §303, a lp has limited liability even if the lp participates in the management and control of the business.

· 606 provides that a lp does not have the right to dissociate from the LP before its termination.  Should a lp exercise its power to dissociate, even though wrongful, the partnership is not obligated to purchase the departing partner’s interest—his transferable interest is owned by the lp as a mere transferee (he continues to own his own transferable interest, but he is no longer a lp, whereas in prior acts, he would have been paid his value of the partnership interests, with any offset for damages caused by wrongful dissociation).

-- Gateway Potato Sales v. G.B. Investment Co. (Arizona 1991)

· Rule:  Under ULPA 1976, a lp may become liable for the obligations of the LP under certain circumstances in which the lp has taken part in the control of the business.

Limited Liability Companies (LLCs)

-- Advantages:

· Favorable tax treatment

· Combines the best of the partnership and corporate forms

· Usually qualifies for partnership pass through taxation while avoiding the restrictions imposed by Subchapter S

· Resembles a partnership in which all members have limited liability

-- All states have passed LLC acts.  Most acts have been passed since a 1988 Revenue Ruling provided that LLCs with certain attributes qualified for partnership taxation.

-- LLCs, like most other unincorporated bus orgs, may elect either partnership or corporate tax treatment.

-- Attracts small, emerging companies, but large companies often use the form to organize subsidiaries and to form joint ventures with other companies by uniting two independently owned businesses under common control:  the independently owned businesses become the members of the LLC.

-- One or more persons may form a LLC by filing articles of organization in the office of the secretary of state.

-- An operating agmt is not required for formation, but most acts are based on the assumption that an agmt will be prepared to address issues of company governance and operations not covered by the statute or to make elections where the statute provides options.

-- All LLC members have unrestricted LL so long as the company was properly formed, members have paid their promised capital contributions in full, and the company is not operating in a fraudulent manner.

-- The LLC may be managed by members or a designated group of managers, who may or may not be members.  Each manager is an agent of the firm.  The member-managed firm resembles a partnership in the relations of the members to each other and in their ability to bind the firm through their individual acts.  Each manager in a manager-managed firm may also bind the firm, but individual members who are not also managers may not bind the firm.

-- Capital contributions by members may consist of property, money, promissory notes, services performed, or agreements to contribute property, money, or services.  Members are liable for the full amount of their promised contributions.

-- Distributions to members may be in equal shares or proportional to contributions.  LLCs cannot make distributions which will render the company insolvent.  Liability is imposed for unlawful distributions.

-- As in partnerships, transferees may transfer money into the company, but a transferee cannot become a member without consent from other members or the operating agmt so provides.  A transferee can receive only the distributions that he had a right to receive.

-- Members have the right to access company records and are subject to fiduciary obligations of due care and loyalty.  

-- A LLC may be at will or organized for a term.  All members have the right to dissociate from the company at any time and to be paid the value of their interests.  Dissociation does not cause dissolution unless the dissociation was wrongful.

-- LLCs are generally taxed like partnerships.  In contrast to S corporations, LLCs qualify for pass through taxation regardless of their size or type of members.  Default provisions in the statutes usually track partnership structures.

-- Problems can arise when interpreting the LLC operating agmt.  The great latitude given in statutes for designing the structure and operation requires a well-drafted operating agmt.  Flexibility:  LLCs may choose a participatory management structure like a partnership or a centralized management structure like a corporation.  

-- “The typical LLC act is usually a hybrid of provisions culled from the individual state’s partnership statutes and business corporation law…the court will focus on the particular aspect of the LLC that gives rise to the problem, with emphasis on the foundational business form from which that characteristic originated.  Usually, the particular aspect can be traced to either the corporate components or the partnership components of the LLC act or agreement.”  Anderson v. Wilder.

-- The Operating Agreement

· There is a key role played by the LLC operating agreement, particularly because of the generally permissive nature of LLC statutory provisions.  A well-drafted operating agmt is essential.

· Elf Atochem North America, Inc. v. Jaffari and Malek LLC (Delaware 1999)

- Rule:  Because the policy of the Uniform LLC Act (ULLCA) is to give maximum effect to the principle of freedom of contract and to the enforceability of LLC agmts, the parties may contract to avoid the applicability of certain provisions of the Act.  

- Elf and Jaffari agreed to undertake a joint venture that would be carried out using a Delaware-based LLC.  The LLC was not a signatory (bound by signed agmt) to the agmt detailing the governance of the new company.  The agmt contained an arbitration clause and a forum selection clause providing California courts would have jx over any claims arising out of, under, or in connection with, the agmt.  Elf later sued in Delaware for breach of K and fiduciary duty, tortious interference, and fraud.  Lower court dismissed for lack of jx due to the forum selection clause.  Elf appealed, contending that the LLC was not a signatory and not a party to the agmt and therefore was not bound to its terms, and that the dispute resolution clauses were invalid because they violated the ULLCA.

- Held:  Affirmed, no jx.  The forum selection clause was valid.  Because the policy of the ULLCA is to give maximum effect to the principle of freedom of contract and to the enforceability of LLC agreements, the parties may contract to avoid the applicability of certain provisions of the Act.

- Almost all states have adopted some form of the Revised Uniform Limited Partners Act (RULPA).  Many provisions of the RULPA and the ULLCA were modeled after the Delaware Limited Partner Act.

· McConnell v. Hunt Sports Enterprises (Ohio 1999)

- Rule:  A member of a LLC does not breach a fiduciary duty to the company by directly competing against it where the operating agmt expressly permits competition.  Similar to a partnership, a LLC involves a fiduciary relationship that precludes direct competition between the members of the company.  However, a LLC operating agmt can expressly allow for competition between members.

- McConnell, HSE, and others formed an LLC whose general character was to invest in and operate a franchise in the NHL.  Difficulty arose when a proposed tax to finance the arena failed.  HSE refused to accept an alternative lease proposal that would permit the required construction, so McConnell offered to lease the arena in HSE’s place.  The offer was accepted and McConnell signed documents in an individual capacity, in the place intended for CHL’s (the LLC) participation, thus identifying McConnell as the majority owner.  HSE filed a complaint and McConnell requested a declaration permitting himself as a member of CHL to compete with CHL itself for the position of majority owner.  McConnell and HSE sought a declaration for breach of K against each other based on the exclusion of certain members’ (McConnell’s) ownership interests in the franchise.

- The operating agmt stated that “members may compete.”  HSE argued that members of CHL may only compete in any business venture that is different from the business of the company.  The injury complained of is the direct competition of McConnell as a member of CHL, against CHL and HSE as a co-member of the same LLC.  However, the competition was allowed as stated in the operating agmt.  The evidence does not show McConnell interfered with HSE’s own dealings with the NHL, thus there was no evidence of fiduciary duty.

· The extent to which LLC statutory provisions or terms of the LLC operating agmt may be limited by common law or statutory fiduciary duties is not limitless.

· VGS, Inc. v. Castel (Delaware 2004)

- Rule:  The managers of a LLC owe to one another a duty of loyalty and to act in good faith.

- An LLC agmt created a 3-member board of managers (Castiel, Sahagen, and Quinn) with sweeping authority to govern the LLC.  Castiel was the majority shareholder and CEO.  The LLC statute, read literally, did not require notice to Castiel before Sahagen and Quinn could act.  S and Q acted to merge with VGS.  The acted without notice to Castiel because they knew he would have blocked it.  After the merger, Castiel was relegated to a minority shareholder and was no longer CEO.  Therefore, the two mangers acted without notice to the third under circumstances where they knew that with notice, the third could have acted to protect his majority interest.  Castiel brought suit in equity to have the merger declared invalid and rescinded on the grounds that it occurred based on the breach of the duty of loyalty of S and Q to have acted toward their fellow manger in good faith.

- The purpose of the statute permitting action by written consent without notice is to enable LLC managers to take quick, efficient action in situations where a minority of managers could not block or adversely affect the course set by the majority even if they were notified of the proposed action and objected to it.  Its purpose was not to allow two managers to deprive, “clandestinely and surreptitiously,” a third manager representing the majority interest in the LLC of an opportunity to protect that interest by taking an action that the third manager’s member would surely have opposed if he had knowledge of it.  Equity looks to intent rather than form.  This application of the maxim requires construction of the statute to allow action without notice only by a constant or fixed majority.

- The merger was held invalid and rescinded due to the breach of loyalty in good faith.

-- Dissociation and Dissolution

· Lieberman v. Wyoming.com LLC
- To what extent does an expelled or withdrawing member (a dissociated member) have a right to payment of the value of the member’s equity interest?

- Rule:  The withdrawal of a LLC’s member from the LLC does not divest (strip) the member of his equity interest in the LLC where the LLC statute is silent on the rights and obligations of members upon the dissociation of a member and the operating agmt does not provide for a buyout.

- Lieberman was an original founder and 40% owner of the original LLC.  After a falling out with the other members, Lieberman withdrew.  The members offered him his original contribution ($21,000), but he wanted the FMV of his interest (40%).  The state’s LLC was silent on the rights of members upon the dissociation of a member, and the LL’s operating agmts did not provide for a buyout on dissociation.  

- The operating agmt provided a method of distribution upon liquidation, but did not address the rights and obligations of members wrt a member who has withdrawn.  As a matter of law, Lieberman’s withdrawal did not constitute a forfeiture of his interest.  An LLC member’s interest consists of distinct economic and non-economic interests.  Lieberman’s withdrawal regarded his non-economic interests only.  There is no reason to treat a withdrawing member any differently from someone who buys into Wyoming.com without becoming a member, absent a statutory or operating agmt provision requiring such.  The parties are left in status quo (the existing condition or state of affairs):  Lieberman retains his equity interest.

- Dissent:  The absence of express statutory provisions regarding this issue requires a look to the entire statutory and contractual scheme and to infer statutory intent.

- An LLC is largely a creature of contract, given that LLC statutes are designed to maximize contractual flexibility regarding the organization and operation of the company.  

· The Dunbar Group, LLC v. Tignor (Virginia 2004)

- When does the dissociation of a member require the company to be dissolved?

- Rule:  Dissolution of a LLC is not warranted upon the expulsion of a wrongdoing member where evidence shows that it is reasonably practicable to carry on the LLC’s business.

- Dunbar and Tignor were both 50% members in XpertCTI, LLC.

- The operating agmt provided a procedure for a company member to assert a breach of agmt by another company member and specified that if the breach was not timely cured by the defaulting member, the complaining member could bring suit for dissolution of the company.  The agmt also stated that the “dissolution of a member or occurrence of any other event that terminates the continued membership of a member in the Company shall not cause the dissolution of the Company.”  

- After a falling out, Dunbar and Xpert brought suit to expel and dissociate Tignor for wrongful conduct.  Tignor filed suit seeking Xpert’s dissolution on the ground that it was no longer practicably reasonable to carry on Xpert’s business.  Evidence showed that Tignor had engaged in misconduct such as commingling funds, providing inaccurate information, and denying Dunbar to equipment and mail which adversely impacted Xpert’s operations.  The trial court ordered that Tignor be expelled while Dunbar’s manager continued operations while providing Tignor with monthly accounting of Xpert’s finances, and that Xpert be dissolved once its contract with Samsung (a big client) expired or otherwise terminated.  The Va. Supreme Ct affirmed, except it reversed as to the dissolution after the Samsung contract.  Dissolution was not necessary illustrated by the practicability of carrying on business with Samsung.

- The statute provided for dissolution of an LLC “if it is not reasonably practicable to carry on the business in conformity with the articles of organization  and any operating agmt.”  Tignor was demoted to a mere investor and divested of his managerial position. 

- The determination of when dissolution of an LLC is appropriate is a fact-intensive question since when it will be reasonably practicable to carry on business depends on circumstances unique to each LLC.  In some instances, a member’s wrongful conduct may be so egregious and go to the core of an LLC’s business, making dissolution necessary even after dissociation of a member (as in this case).

-- McConnell v. Hunt Sports Enterprises (same as above, Ohio 1999)
· This case elaborates on the legal standard applicable to dissolution

· NHL hockey franchise case

· Based on the facts, the trial court concluded that as a result of appellant’s wrongful conduct, CHL should be judicially dissolved.  

· The operating agreement stated that members who have not wrongfully caused the dissolution of CHL or the liquidating trustee shall proceed with CHL’s liquiation.  Therefore, the trial ct concluded that all members of CHL except for appellant shall be responsible for and have the legal authority and power to undertake the liquidation of CHL.  

· RC 1705.47 states that upon application by a member of a limited liability company, a court of common pleas may decree the dissolution of that company if it is not reasonably practicable to carry on the business of the company in conformity with its articles of organization and operating agmt.  

· As a matter of law, the Revised Code does not require a determination of wrongful conduct prior to making a finding that it is not reasonably practicable to carry on the business of the company and, therefore, decreeing the dissolution of such company.  Rather, all that is required is a determination that is not reasonably practicable to carry on the business in conformity with the articles of incorporation and operating agreement.

· Hence, it is only as to who may participate in the liquidation of CHL that a determination of wrongful conduct is necessary.

· The appellate court determined that the trial court erred in finding appellant wrongfully caused the dissolution of CHL, however, the trial court correctly determined that it was not reasonably practicable to carry on the business of CHL.  While appellant did breach the CHL operating agmt by unilaterally rejecting the lease proposal, such was not the reason CHL did not become the ownership group.

Ch. 3  Incorporation
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Delaware General Corporation Law, Section 101, and 102

Promoters’ Contracts

-- “Promoter” (founder, entrepreneur) is a legal term of art applied to persons who organize a business.  They are entrepreneurs responsible for bringing together all of the components required to transform a business opportunity into a business operation.  Tasks to be accomplished by the promoter in order to create a business operation include organizing business aspects of the company, such as finding investors, arranging for office space, hiring employees, purchasing capital equipment and the like, many of which involve entering into contracts.  Promoters also plan the business org’s legal structure and have the necessary documents prepared and filed.  

-- Contractual obligations are often undertaken on behalf of the company to be formed rather than the promoters themselves.  The rules relating to these contracts are part of the common-law doctrine of promoters’ contracts, and questions relating them are divided into 2 categories:

· (1) rights and liabilities of corporations on promoters’ contracts

· (2) rights and liabilities of promoters on promoters’ contracts

-- When the company does not exist, the agent (the promoter) signing the contract on behalf of the to be formed company is liable.  

-- If the company becomes a principle upon an established contract, who is liable?  It depends…

-- Liabilities of Corporations on promoters’ contracts

· 2 types of circumstances:

- (1) although the promoter enters into the K, all parties expect that the corporation to be formed will be responsible for contract performance

- (2) once formed, the corporation may accept or reject the contract.

· No matter what a K by its terms provides about the liabilities of a corporation that is not yet formed, the corporation is not bound by the K unless after it is formed takes some action to make the K its own or takes some action to make the K its own or takes some action that will cause a court to estop the corporation from denying that it is bound by the K.

· Ratification:  The doctrine of ratification is very generously useful.  Ratification is accomplished formally when the board of directors adopts a resolution saying that the acts of the promoter in executing and delivering the K are ratified.  The problem with ratification is that it relates back to the point in time when the action that is being ratified occurred.  That is, the effect of ratification is retroactively to authorize whatever act is being ratified, as of the time of the act.  Since, in the case of a promoter’s contract, no corporation was in existence at the time of the agmt, ratification is a logical impossibility.

· Adoption:  With promoters’ contracts, a corporation can bind itself to the K by adoption, which works in much the same way as ratification, except that adoption does not have retroactive effect.  A corporation may adopt a K in one of 2 ways, formally or informally.  

- For a formal adoption, the bd of directors passes a resolution stating that it adopts the K.  

- Usually, an adoption is informal, with the typical adoption scenario seeing the newly formed corporation performing obligations under the K with knowledge of the K’s terms.

· McArthur v. Times Printing Co. (Minnesota 1892)

- Promoters organized Times Printing Co. to publish a newspaper.  One of the promoters made a K with McArthur on behalf of the contemplated company for his services as advertising solicitor for a pd of oen yr from and after October 1st, the date at which it was expected the company would be organized.  The company was not organized until Oct 16th, but the publication of the newspaper began.  McArthur began the discharge of his duties and after the organization of the company, continued his duties until discharged in April.  No formal action was ever taken regarding the K, but all of the stockholders, directors, and officers of the corporation knew of it and none rejected it.  

- McArthur brought suit for wrongful early discharge in breach of the K.  Times claimed it was not bound by the K.

- Formal action of the board would be necessary only where it would be required in the case of an original contract. 

- Rule:  formal adoption or acceptance of a K by a corporation is not a requirement, but acceptance may be inferred from acts or acquiescence on the part of the corporation, or its authorized agents.

- The agreement must be one which the corporation itself could make, and one which the usual agents of the company have authority to make.  The K in this case is that very kind and the acts and acquiescence of the corporate officers, after the organization of the company, fully justified the jury in finding that it had adopted it as its own.  

- Affirmed.  Judgment for McArthur

- The corporation must accept the benefits of the K with the knowledge of the K.  Knowledge is usually the issue when the K is breached or repudiated.  Traditional agency theory in putting the knowledge of the promoters and/or officers to the corporation is usually applied.  However, this requires a showing that the promoters were acting on behalf of the corporation and not for themselves.  Where the corporation is found to have knowledge of only part of the K, it his held to that part only.

-- Rights and Liabilities of Promoters on Promoters’ Contracts

· Promoters are generally personally liable under promoters’ contracts, largely because, to be enforceable, a K has to have at least one party on each side and a corporation cannot be bound when it is not yet in existence.  This general rule does not always hold true, and whether or not a promoter is bound by a promoters’ K often turns on (1) what the parties seem to have intended and (2) how the K is drafted.

· Promoter’s Liability After a Corporation’s Adoption:  Absent a novation whereby the other contracting party releases the promoter from liability upon accepting a substituted party (the corporation), the promoter will remain liable along with the now formed corporation.  To guard against promoter’s liability, either (1) language contemplating an automatic novation must be included in the K or (2) a novation must be effected after adoption of the K by the corporation.

· Intent of the Parties:  If the other party to the K did not know of the non-existence of the corporation and the promoter signed the name of the corporation, they obviously intended to contract with the corporation, not the promoter.  However, a promoter is still personally liable absent novation.  

· Contract-drafting

- Any language showing an intent to relieve the promoter from liability may be used by the court to do such.  Unless the language is clear beyond argument a ct can be expected to be guided in its contract interpretation by how it perceives the equities of the situation.  

- Novation is the safest way to go.  Pitfall:  lack of consideration; promoter should ensure that the other party receives something in the bargain that will provide the necessary consideration for the novation.

- Another possibility is to secure a written option from the other party by which the other party grants to the promoter, for the benefit of the to-be-formed corporation, an option to enter into a specified contract.

Where and How to Incorporate

Where to Incorporate

-- 3 factors to consider in deciding where to incorporate:

· (1) the substantive provision of state incorporation law 

- (governs internal affairs, determines what options are available for the corporate governance, and determines what options are available for the corporate governance and financial structures)

· (2) the cost of incorporating in a state other than the one where the company does business

- relates to the expense and trouble of incorporating in a state other than the one where the company does business

- to incorporate in a non-home state, must be allowed to do business in home state as a foreign corporation

- must file reports and pay fees each year in home state and state of incorporation

- for corporations that expect to have their shares publicly held by a large number of shareholders, there may be tax savings by incorporating in a different state since taxes are often based on the number of shares that the corporation is authorized to issue

· (3) whether the company will be privately or publicly held

-- Most corporations incorporate in their principle place of business because it’s easier to do.

-- Companies planning to operate in multiple states or to be publicly held usually give serious consideration to incorporate in Delaware because its corporation statute has a full range of options a particular corporation may find necessary or desirable.  Also, Delaware’s judiciary is highly competent in corporation law with lots of case law precedent.  Other attractive features of Delaware:  fast and efficient Secretary of State office; high value of companies incorporated there; no aggressive anti-takeover legislation.

How to Incorporate

-- Corporation begins with filing of a certificate of incorporation (DE) or articles of incorporation (CA) with the state.  “Filing” is complete when the Secretary of State has endorsed the articles.  Then a corporation is formed.  “Formation” or “organization” of a corporation is directly followed by appointment of directors and adoption of bylaws (internal rules that govern the corporation, mechanics that are consistent with the statutes) by an incorporator.  At the directors’ first meeting, officers are appointed.

-- Attorney must carefully check statutory requirements in the state of incorporation and states where the corporation will be doing business.  

-- Useful for attorney to obtain forms that have been used successfully in the state of incorporation and, if relevant, for qualification to do business in other states.  Forms should be checked carefully to ensure they suit the needs of the corporation

-- Key activities for corporate attorney:

· Prepare and/or review promoter’s Ks

· Select a corporate name and reserve it if necessary

· Establish the company’s capital structure and, if necessary, prepare stock subscription agmts in compliance with state and federal securities laws.

· Establish registered agent and registered office

· Determine statutory requirements, if any, for incorporators, officers, and directors

· Prepare articles of incorporation and bylaws

· File articles with secretary of state and, if appropriate, with other governmental authorities, together with any filing fees

· If necessary, file trade name registration and fees with appropriate authority

· Prepare initial draft of minutes of organization meeting or prepare written consents to accomplish without a meeting the actions to be taken at the organization meeting

-- Typically, the articles of incorporation or certificate of incorporation corporate charter include info such as (what is included is in the state corporation statutes):

· Name

· Number and types of shares corp. is authorized to issue

· Name and address of company’s registered office and its registered agent for service of process

· Name and address of the incorporators

· Corporate purposes

· Number and names and addresses of the initial board of directors

· Optional provisions concerning the management of the business and regulation of the company’s affairs

-- Model Act 2.01-2.03 define the necessary steps for preparing and filing the articles of incorporation, and the substantive requirements for the contents.  1.20-1.21 prescribe the stds for the form of the documents (e.g., typewritten or printed).  1.40 (22A) provides for filings and notice by electronic transmission.

-- Articles may also contain optional provisions concerning management structure, use of par value for shares, limitations on director liability, indemnification of directors, etc.

-- Naming:  All corporation statutes contain requirements and limitations on corporate names.  Model Act 4.01 requires that the name contain the word corporation, company, incorporated, or limited, or an abbreviation of one of these; a name cannot imply the corporation is organized for a purpose not permitted by 3.01 or the corporation’s charter.  Sec of State can check if name is available.  4.02 provides a procedure for reserving the name until articles of incorporation can be drafted and filed.  Must check to see if name is available in all states in which company will do business.  This process does not secure exclusive rights to the name—that involves trademark law; trademark and trade name search company should determine that the desired name is indeed available for use.

-- Capitalization:  Capitalization calls for info on the shares of stock the corporation is authorized to issue.  Before drafting the articles, the following must be determined:  classes of stock the clients want authorized and the rights to be provided for each class; the number of shares of each class the clients want the corporation to issue; whether the corporation’s stock is to have par value, and if it is to have par value, how much.

· Wiki:

- Par value of an equity (a stock) is a somewhat archaic concept. The par value of a stock was the share price upon initial offering; the issuing company promised not to issue further shares below par value, so investors could be confident that no one else was receiving a more favorable issue price. This was far more important in unregulated equity markets than in the regulated markets that exist today.  

- Most common stocks issued today do not have par values; those that do (usually only in jurisdictions where par values are required by law) have extremely low par values, for example a penny par value on a stock issue at USD$25/share.

- Preferred stock par value remains relevant, and tends to reflect issue price. Dividends on preferred stocks are calculated as a percentage of par value.

- Also, par value still matters for a callable common stock: the call price is usually either par value or a small fixed percentage over par value.

- In the United States, it is legal for a corporation to issue "watered" shares below par value. However, the purchasers of "watered" shares incur a liability to the corporation for the difference between the par value and the price they paid. Today, in many jurisdictions, par values are no longer required for common stocks.

-- Registered office and registered agent:  A corporation must continuously maintain both in the state of incorporation to allow the state and others a means of contacting the corporation and serving it with process.  Changes of name of agent or address of office must be filed with the secretary of state.

-- Incorporators:  Model Act requires that name and address of incorporator or incorporators be provided.  The only job of incorporators is to sign the charter and deliver it to the sec of state’s office.  If directors not named in charter, incorporators hold the company’s organization meeting.  Incorporators may either conduct the meeting themselves (to the point of issuing shares) or, after the directors are elected, turn the meeting over to the directors.  After this, incorporators’ job is done.

-- Regulation of corporation’s business affairs:  Charter may include additional provisions for regulation (in addition to statutory requirements).  E.g., a provision increasing the usual percentage vote required by directors or shareholders for the approval of some action such as amendment of the charter.

-- Directors:  The number of the corp’s initial directors and their names and addresses may be stated in the articles.  Under modern statutes such as the MA, a corporation may have only one director if it chooses, who need not be a shareholder.

-- Duration:  Under all modern corp statutes, a corp’s duration may be perpetual, and under statutes like the MA, a corp’s duration is perpetual unless its charter specifies otherwise.

-- Optional charter provisions:  modern corp statutes permit a range of optional provisions in the charter, such as provisions providing the opportunity for tailoring some aspects of the corporate structure to the particular needs of the corporate participants.

The Purposes and Powers Clauses

-- The purposes clause of the corporate charter designates the type(s) of business which the company may conduct.  A stated purpose of engaging in any lawful business will satisfy the charter requirements in most states. MA does not require a purposes clause.

-- Statements of corporate powers are typically not required.  MA 3.02 provides that every corp organized under the Act has the same powers as an individual to do all things necessary or convenient to carry out its business and affairs.

-- Today, corporate charter purposes clauses are broad and generic; powers clauses afford corporations powers like those of natural persons.  MA 3.04 limits challenges to corporate action based on lack of power to proceedings brought by shareholders of the corporation, by the corporation itself, or by the attorney general.

Preincorporation Agreements

-- Attorneys often have their clients enter into preincorporation agmts spelling out the important terms and arrangements the parties have agreed to.  MA 7.32 authorizes these agmts and gives the parties wide latitude concerning the content of these agmts.

-- Factors in the decision whether or not to prepare a preincorporation agreement:

· Possibility of disputes and litigation resulting from vagueness, complication, or misunderstanding

· Usually desirable where:

- Organization of the corp will require a considerable pd of time (slow state or other complications)

- Business bargain contemplates extensive financial commitments in advance of incorporation

- Participants want to bind one or more of their number to commitments for possible future financing

- One or more of the participants has been induced to engage in the enterprise by considerations other than the prospect of obtaining shares in the projected corporation (e.g., promise by associates that a participant will be employed by the corporation after it is organized)

- Participants plan to place restrictions on the transferability of stock in the projected corporation  Participants commonly want such restrictions in a close corporation.

- Important parts of the business bargain will not be covered in writing even after the charter has been executed and the bylaws have been adopted

-- It may have the limited objective of binding the participants to create and organize the enterprise according to promotion plans.  It may simply set forth the state of incorporation; the money and property each participant is to contribute; the stock and other securities that are to be issued to each participant; and the principal terms to be included in the charter and bylaws.  This type of preincorporation agmt is referred to as a promoters’ contract.  It is defunct as soon as the corp is organized.

-- Organization of a close corporation requires protection of other interests (protection not provided for in a simple promoters’ contract).  A preincorporation agmt for a close corporation (often called a shareholders’ agreement) may include 

· (1) variations from the traditional pattern of corporation management, such as the granting of a power to veto corporate decisions to some or  all of the participants

· (2) arrangements among the participants for the corporation to employ one or more of them

· (3) undertakings by the participants or some of them not to acquire an interest in or participate in any way in a competing enterprise

· (4) restrictions on the transferability of the corporation’s stock

· (5) disposition of stock of a shareholder who dies or becomes disabled

· (6) arrangements for the purchase of business insurance by the corporation or the participants

· (7) undertakings by one or more of the participants to keep the others fully informed of transactions relating to the business or affecting the value of stock in the corporation

· (8) provisions for arbitration or some other method of settling disputes among participants; and

· (9) possibly commitments for future financing

-- Shareholders often make Ks covering the matters listed above long after the formation of the corporation, but better done before incorporation.

-- After the corporation is made, shareholders’ agmt should be formally approved to become part of the corporation.  There should also be a provision making it binding on the legal reps of the parties to it, and should instruct the parties to include in their wills a clause directing their executors to carry out the agmt.  

-- Sometimes a promoters’ contract and a shareholders’ agmt are combined in a single doc.  May be preferable to separate since a promoters’ contract is defunct upon formation of the corp.

Ch. 4  Capitalization

-- Appendix B (Reading Financial Statements)

-- Basically, a corporation’s capitalization (the cash or other assets put into the corporation on a long-term basis) consists of equity and, if desired, debt.  Wrt the initial capitalization of a new corp., the equity capitalization will be the cash or other assets contributed by shareholders in exchange for stock.  “Equity” is an ownership interest in the corporation.  Equity owners have a residual interest in the assets of the corporation.  Their claims are paid on liquidation only after all superior claims are satisfied.  Nothing prevents a person from contributing some capital as equity and some as debt, making the person both a shareholder and a creditor.

Equity

-- Common stock

· Equity is represented as some form of security, typically stock.  

· Modern corporations statutes allow great flexibility in devising forms of stock, but in most cases corporations will start out simply with common stock.  In that situation, the holders of the common stock will be the only owners of the corp., and they will generally share among themselves, in proportion to the # of shares they own, all the rights shareholders have in a corp., including a right to vote on certain matters, a right to the corp’s profits, and a right to the corporation’s assets if the corporation is liquidated.  

· Sometimes corps establish more than 1 class of common stock, so as to distribute the traditional rights of common shareholders in some way other than equally to all common shareholders.

-- Preferred stock

· Some corps have preferred stock in addition to common stock.  Preferred stock virtually always will be preferred/have priority over the common stock as to shareholders’ right to receive assets if the corp is dissolved.  Almost as often it will carry with it the right to receive a portion of the corp’s profits, in the form of a dividend, before the common shareholders receive a dividend.  Almost always, however, the preferred shareholders’ call on the corp’s profits will be limited to stated amts.

· Preferred stock dividends are usually made cumulative, i.e., no dividends may be paid to the common shareholders until all dividends that should have been paid to the preferred shareholders have been paid.  Typically, preferred shareholders don’t have a right to vote on most matters that are submitted for a shareholders’ vote.  If, however, preferred stock dividends are not paid for a stated pd, often 12 months, many corps give their preferred shareholders the right to elect some or all of the corp’s directors until all dividends in arrears (amount overdue) are paid.

· The board of directors usually is able to require the preferred shareholders to sell their shares to the corp upon the payment to them of an amt of cash that is stated in the charter.  In the usual case, that amt is equal to the original purchase price of the stock plus one yr’s dividends.

· Preferred stock sometimes is made convertible into common stock upon terms specified in the charter.

-- Model Act

· 6.01a and c expressly permit a corp to have classes of shares that differ based on preferences, limitations, and relative rights.  

· 6.102b requires the articles of incorporation to authorize “(1) one or more classes of shares that together have unlimited voting rights, and (2) one or more classes of shares (which may be the same class or classes as those with voting rights) that together are entitled to receive the net assets of the corp upon dissolution.”  

· 6.01c2 authorizes the issuance of shares that may be redeemed at the option of either the corp, the shareholder, or a 3rd person (such as the holder of another class of security in the same corporation) or upon the occurrence of a predetermined event.

-- Authorized stock = set forth in certificate of incorporation

-- Issued stock = authorized by the board/issued by the company 

-- Warrants and Rights

· Corps may issue warrants or rights to purchase common shares.  Warrants and rights are options to purchase shares at a fixed price during some defined time period.  If the common shares are publicly traded, the warrants or rights may also be publicly traded.

· Warrants are transferable long-term options to acquire shares from the corp at a specified price.  Warrants have many of the qualities of an equity security, because their price is a fxn of the MP of the underlying shares and the specified issuance price.

· Rights are short-term warrants, expiring within 1 yr.

-- Issuing Equity Securities

· Par Value

- Wiki, as above:

· Par value of an equity (a stock) is a somewhat archaic concept. The par value of a stock was the share price upon initial offering; the issuing company promised not to issue further shares below par value, so investors could be confident that no one else was receiving a more favorable issue price. This was far more important in unregulated equity markets than in the regulated markets that exist today.  

· Most common stocks issued today do not have par values; those that do (usually only in jurisdictions where par values are required by law) have extremely low par values, for example a penny par value on a stock issue at USD$25/share.

· Preferred stock par value remains relevant, and tends to reflect issue price. Dividends on preferred stocks are calculated as a percentage of par value.

· Also, par value still matters for a callable common stock: the call price is usually either par value or a small fixed percentage over par value.

· In the United States, it is legal for a corporation to issue "watered" shares below par value. However, the purchasers of "watered" shares incur a liability to the corporation for the difference between the par value and the price they paid. Today, in many jurisdictions, par values are no longer required for common stocks.

- Under many modern corp statutes, any form of stock may have a “par value” stated in the corp’s charter, or the charter may state that the stock is without par value.

- The best way to view par value is as a dollar figure specified in the charter, from which certain well-defined consequences flow.  3 main consequences:

· (1) Stock typically cannot be issued by the corp for less than par value.

· (2) When par value shares are issued by the corporation, a dollar figure equal to the par value is shown on the corp’s books as stated capital and in many states there are limitations, spelled out in the corp statute, about what can be done with stated capital.  No dividends, for example, may be paid out of it.

· (3) Fees and taxes payable to the state of incorporation often are based on par value.

- Non-par value stock is merely assigned a value by the directors; called “stated capital.”

- Corps typically either choose no par value stock (in situations where there are no unfavorable tax consequences) or they choose to set par at a small fraction of the proposed selling price of the stock.  One dollar par value is most usual.  Largely for reasons of tradition, corps typically set the par value of preferred stock at or near its selling price, often $100 per share.

- MA 6.21 significantly changed the financial provisions of corporate codes by adopting a legal capital structure that is not based on the concepts of par value and stated capital.  “The statutory structure embodying “par value” and “legal capital” concepts is not only complex and confusing, but also fails to serve the original purpose of protecting creditor and senior security holders from payments to junior security holders…affirmatively misleading.”  However, a company may continue to use the par and no par stock designations if it wishes.

-- Mechanics of Equity Capitalization

· The starting pt is a corporation statute; we’ll use the Delaware General Corporation Law and the MA as examples of 2 approaches to capitalization.

· Delaware code §102a4:  a corp has authority to issue the # of shares that are stated in its charter, and that those shares may be divided into classes if the corporation so desires.  That section also provides that the corporation must state in its charter the par value of its shares, or state that the shares are without par value.

· DE 153 provides 2 separate rules for the consideration that a corp must charge for its shares upon their original sale (“issuance”) by the corporation, one rule for par value shares and the other for shares w/o par value.  In each case, the consideration is typically to be that set by the board of directors.  For par value shares, the bd may not set the consideration at less than par value.  For shares w/o par value, the stock may be issued for such consideration “as is determined” by the board of directors.

· DE 152 specifies what kind of consideration is allowable in payment of the issuance of shares.  The consideration must be in the form of cash, property, any benefit to the corporation, or any combination.  If the stock is to be issued for an amt greater than its par value, and if an amt equal to pv has been paid in one of the foregoing forms of consideration, the corp may accept a binding obligation of the purchaser to pay the remaining amt.  

· DE 154 says that the bd of directors must express the consideration in dollars.

· Accounting (of a DE corp) in the books of consideration received upon the issuance of shares, using both pv and no pv shares, and the legal consequences of that accounting.  Basic balance sheet:

- See pages 244-247

- Under DE 154:

· When a company issues shares having a pv, the amt determined to be capital must be at least equal to the aggregate par value of the outstanding shares.  Thus, if a corp issues 1,000 shares of $2 pv stock, capital must equal $2,000.  

· A corp may issue shares for an amt greater than their pv.  The excess of the amt paid for the stock over the pv may be designated as surplus.  The bd may include some or all of the excess in the capital account.

· For no par stock, all consideration received for the issuance of shares constitutes stated capital unless the bd determines that only a part of the consideration is to be stated capital.  In that case, any amt the bd wishes, short of all consideration, can be designated as surplus.

- Par value Terminology:

· “capital” account = pv paid for stock

· “stated capital” account = no par value paid for stock

· “surplus” = everything else on the equity side

· Certain states assess taxes based on pv capital; restrictions on dividends usually refer to capital.

- A cash dividend is a payment to shareholders constituting a return on their investment.  

- DE 170 says dividends may be paid from surplus or from current profits, but not from a capital account.  Dividends from earned surplus constitute a payout to the shareholders of the corp’s earnings, a return on shareholders’ investments.  Distributions from capital surplus (aka dividends in DE) generally represent a return of shareholders’ capital rather than a payment of corporate earnings, as the usual source of capital surplus is the amt paid for shares in excess of par.  While a dividend typically is a payout to the shareholders of a corp’s earnings, a distribution usually is a payback to shareholders of amts previously invested by them in the corporation.

- Under DE 154, the bd of directors can transfer capital surplus to stated capital, thus restricting the company’s ability to make distributions.  

- Under DE 244, the directors may also transfer amts from stated capital to capital surplus as long as the amt left in stated capital is at least equal to the total par value of the corp’s issued stock, plus some amt representing no par shares, if any.

- If a corp has a deficit in earned surplus, the board may eliminate that earned surplus deficit by a transfer from capital surplus.  It may not transfer from capital surplus any greater amt than necessary to eliminate the deficit.

- Toms v. Cooperative Management Corp. (Louisiana 1999)

· Rule:  To increase its number of authorized shares, a corporation must amend its Articles or Certificate of Incorporation to reflect the increase.

Debt

-- The lender may be an independent 3rd party or a lender.

-- An agmt contains additional terms and conditions applicable to the obligation. 

-- Most common forms of debt capitalization are short-term and long-term loans (1-10 yrs) from banks, private investors, or shareholders to the corporation.  Such loans typically are represented by notes, which maybe secured or unsecured.  A note holder may be protected by contractual provisions contained in a loan agmt between the corporation and the lender.

-- Bonds and debentures are often encountered in larger corporations

· “Bond” is used in 2 different ways

- (1) meaning a long-term debt instrument of five to ten yrs or more

- (2) meaning a long-term debt instrument secured by a mortgage or deed of trust on corporate property

· A “debenture” is an unsecured long-term debt instrument 

· A bond or debenture differs from a note in that they are protected by contractual provisions contained in an indenture covering a multitutde of corporate financial matters.  An indenture contract between the corp and an indenture trustee, usually a bank, that acts for the benefit of the bond or debenture holders.

-- Important advantage of debt—interest payments on debt are tax deductible, while payments of dividends on stock are not.  If a corp is considering either long-term notes or preferred stock, issuing notes likely will be much less expensive.

-- Debt may be repaid without any tax consequences, but if stock is redeemed when the corp has had profits, the redemption may be taxed as a dividend.

-- If the corporation goes bankrupt, debt holders have prior preference before shareholders.

-- If debt holders are not repaid they can qualify for a current income tax deduction in the amt of their loss more readily than can a holder of equity.

-- Owners of a corp often wish to split their own contribution to the corp between equity and debt, giving them leverage.

· How much money is raised through equity and how much is raised through debt determines how much leverage the corporation has.

· “leverage” describes the financial consequences of the use of debt and equity.

· The use of debt creates financial leverage for the equity.  The greater the debt the greater the leverage.  The greater the leverage the greater the risk of loss for the debt.  

· The debt holder (lender) has a fixed claim—a fixed amount of interest and for repayment of the principal.

· The return on the investment or business financed by the debt is uncertain.

· The equity holder (borrower) has a residual claim—i.e., the right to whatever is left after the debt holder’s claim is satisfied.

· The benefits of leverage exist for the shareholders any time the corp can make a return on borrowed money that is greater than the cost of the borrowed money (same as the leverage enjoyed by homeowners during periods of rising real estate prices).

· Leverage can be a disadvantage because it increases the amt of risk in a particular transaction.  Thus, the higher the ratio of debt to equity, the greater the impact of leverage.

· Shareholders can use leverage in the same way as can a homeowner, by causing their corporation to borrow money at a lower rate of interest than it can earn by using the money it borrowed.

· Since preferred stock is in financial terms more like debt than it is like common stock, he common shareholders can leverage their investment by causing their corporation to issue preferred stock just as easily as they can by having the corporation issue debt.

· The corporation can issue both preferred stock and debt, thus maximizing the common shareholders’ leverage.

Duly Authorized, Validly Issued, Fully Paid, and Nonassessable Stock

-- Corp lawyers often are asked to give an opinion that certain shares of a corp’s stock are duly authorized, validly issued, fully paid, and nonassessable.  This typically occurs when a corp sells shares to the public or to private investors, or when a shareholder in a closely held corporation sells to a new investor.  

-- “Duly authorized” means that when the shares were issued, the corp had sufficient shares authorized in its charter to cover the issuance.

-- “Validly issued” indicates that the issuance of shares was in accordance with corporation law, including that the board and the officers of the corporation took the proper steps to issue the shares.  All corporation statutes give the board the power to approve the issuance of stock.

-- “Fully paid” overlaps with “validly issued” and also with “nonassessable.”  In almost all cases, if stock is fully paid, it is nonassessable; that is, the owner cannot be assessed for further payments.  

· 2 ways a corp’s stock could be assessable:  (1) if the corp’s charter authorizes “assessable stock,” which means that in certain specified circumstances the corp has the right to demand future payments from the holders of that stock, and (2) if the consideration that was to have been paid upon its issuance was not paid.

· If the appropriate type and amount of consideration that was to have been paid upon issuance has been paid the stock is “fully paid.”

· MA 6.21b provides that “The bd of directors may authorize shares to be issued for consideration consisting of any tangible or intangible property or benefit to the corp including cash, promissory notes, services performed, Ks for services to be performed, or other securities of the corp.”  Other states have adopted a more restrictive approach.

· 6.21e permits the corp to hold in escrow shares issued for a K for future services, a  promissory notes, or other benefit until the corp has received the full amt of consideration.

· 6.21d:  “When the corp receives the consideration for which the bd of directors authorized the issuance of shares, the shares issued therefore are fully paid and nonassessable.”  [Stock is not fully paid merely because the shareholder paid the amt set by the bd.  The consideration must also meet the statutory requirements for acceptable type.]

· Shares issued for less than the full amt of permissible consideration set by the bd are often referred to as “watered stock.”  Stock could be watered in 1 of 2 ways:  (1) the shareholder to whom shares were issued did not pay to the corp the amt that was legally to have been paid or (2) the value of the consideration used to pay for the stock was inflated (recorded in the company’s books as more than they were paid for).

-- The MA makes a shareholder liable for the full amt of the consideration established by the bd of directors.  DE takes a similar approach.

-- Hanewald v. Bryan’s, Inc. (ND 1988)

· Rule:  A shareholder is liable to corporate creditors to the extent his stock has not been paid for.

· After the Bryans incorporated to operate a general retail store, they issued stock to themselves, lent the corp some cash, and personally guaranteed a bank loan.  However, they failed to pay the corp for the stock that was issued.  B’s purchased H’s store.  When B’s closed after a few months, it paid off all creditors except H, sending him a notice of rescission in an attempt to avoid the lease.  H sued B’s and the Bryans personally for breach of the lease agmt and the promissory note.  The trial ct ruled against B’s but refused to hold the Bryans personally liable.  H appealed and won.  The Bryans were held personally liable for the amt owed on the stock.

· The Bryans had a statutory duty to pay for shares that were issued to them by Bryan’s, Inc.  

Thin Incorporation and Subordination

-- There are dangers for shareholders if they go too far with their use of shareholder debt or if they are not careful enough in establishing and maintaining their debtor-creditor relationship with the corporation.

-- Consequences of thin incorporation fall into 2 categories:

· The IRS may consider the debt to be equity for tax purposes causing the interest payments on the debt to be treated as nondeductible dividends.

· A court may subordinate the shareholders’ debt to that of other creditors in the event of bankruptcy or other financial calamity.

-- “Thin incorporation” in its original form, related to “extreme situations such as nominal stock investments and an obviously excessive debt structure.”  Today, “thin incorporation” usually seeks to resolve one single factors:  the extent to which stockholder loans may be used to finance a corporation.  

-- General guide—practical suggestions 

· (1) Material amount of equity

- “Material amts” of capital should be invested in stock.  Ideally, the equity investment should be sufficient to acquire the “core assets,” those essential for the basic operation of the business.  

· (2) Realistic debt structure

- The debt structure should be planned carefully and realistically.  

- Maturities of indebtedness should be geared to these financial considerations; interest obligations should not be in excess of estimated net earnings available.

- If possible, repayment should be provided from the operation itself rather than through refinancing.

- Most important is to avoid creating a debt structure which cannot be discharged in the normal course of business and which may lead to defaults.

· (3) Straightforward indebtedness

- The instruments should be clear and unambiguous.  Interest should be payable at the going rate.  It should not be dependent on earnings or someone’s discretion.  

- Subordination should be avoided; and there should be no voting rights.

· (4) Collateral 

- indebtedness should be secured; a mortgage or other collateral is strong evidence of the bona fides of the arrangement

· (5) Corporate formalities

- corporate records should be kept carefully, reflecting the intention to create a debtor-creditor relationship.  Transactions should be recorded in minutes and financial accounts.

· (6) Identity consideration

- When assets are transferred for both equity and debt, care should be taken to identify the consideration given for each.

· (7) Avoid Pro Rata Lending

- Pro rata loans in proportion to stockholdings are often regarded as indicative of an intention to make capital contributions.  

- Try to “break the proportions” as much as possible.

· (8) Borrow in Stages

- Funds should be borrowed only as and to the extent needed.  Lump-sum lending on incorporation is more indicative of capital contribution than emergency loans made to satisfy particular needs.

· (9) Different Types of Indebtedness

- Consider using different forms of debt instruments:  bonds, debentures, notes.

· (10) Trust as Lender

- Courts tend to uphold trustee transactions as bona fide.

- Trustees are induced to make loans to the corporation when stockholders create trusts for family members and transfer funds to the trustee.

· (11) Guaranteed Loans

- Bank loans guaranteed by stockholders have been suggested as a solution for the thin incorporation problem.

- A variation is to have stockholders lend collateral to the corporation, instead of endorsing its paper.

· (12) Business Purpose

- Of prime importance is the recording of the nontax reasons for issuing debt.  

- Correspondence, minutes, and other corporate documents should be at hand to reflect the contemporaneous thoughts of the parties in deciding to employ debt instruments.

· (13) Reasonable Expectations of Repayment

- Recognition must be given to the significance of the lender’s reasonable expectations of repayment.

· (14) Acting Like Creditor

- Payments should be made on time, so the repayment plan should make this feasible.  

· (15) Ratio

- ratio = the caloric count of a thin incorporation.  

- This has varying treatment in the courts.

-- Obre v. Alban Tractor Co. (Maryland 1962)

· Rule:  Where a corporate plan is adopted and pursued in good faith and in accordance with the laws of the state, those dealing with the corporation have only themselves to blame if they neglect to seek info obtainable from public records and other available sources.

· Annel corp. was formed when Obre and Nelson pooled equipment and cash for the purpose of establishing Annel to engage in the dirt moving and road building business.  Obre put in cash and equipment and received stock in Annel and Annel’s unsecured note for $35K dated the date of incorporation.  A permanent equity capital of $40K would be invested under corporate planning.  During operation, Obre’s note was listed as a debt of the corporation in its monthly financial reports.  Its continued lack of success led to the execution of a deed of trust for the benefit of creditors on.  Obre filed 4 separate claims in the case which were excepted to the Alban Tractor Co. and other trade creditors.  Alban and the other trade creditors contended they had shown a “subordinating equity” since the corp in which Obre was a dominant stockholder was an undercapitalized venture.  They asserted that where such a situation exists, fraud or mismanagement need not be present in order to subordinate the claims of the principal stockholders.  

· The creditors in this case could have determined Annel’s financial status by simply inspecting the stock issuance certificate filed with the State Tax Commission, by requesting financial reports, or by obtaining credit ratings from the sources available.  There is no basis in fact or law to justify the subordinating of Obre’s claim under the note.

· Where a corporation’s debt to equity ratio is too high, the status of debts attributable to internal creditors may be jeopardized.  The IRS may even think that these debts are hidden equity and reclassify them for tax purposes, subordinating them to the claims of outside creditors in bankruptcy proceedings.  Where such a debt is reclassified as “subordinated equity,” tort victims and contract creditors may be permitted to utilize a “thin capitalization” argument in their attempts to ignore the corporate entity and impose liability on the shareholders.

Preemptive Rights

-- Preemptive rights enable shareholders to maintain their proportionate ownership interests in a corporation when the company sells new issues of stock.  Shareholders with preemptive rights are given the opportunity to buy a proportionate share of new issues of stock so that their ownership interests will not be diluted.

-- Particularly important for closely held corporation shareholders who often depend on the corp for their livelihood.

-- Granting preemptive rights may be difficult because implementation is often complicated, particularly if the corp has multiple classes of stock with different dividend and voting rights.  Also, broad grants of preemptive rights may make it more difficult or more costly for the corporation to accomplish legitimate business objectives.  

-- Advise clients on maintaining the proper balance btwn affording shareholders the protections they desire and not unduly limiting the company’s ability to act.

-- Corp statutes take 3 approaches to grants of preemptive rights: 

· (1) the grant of rights is mandatory;

· (2) preemptive rights are granted unless the corporate charter provides to the contrary (opt-out provisions); or

· (3) the rights are granted only if the corp charter elects them (opt-in provisions)

-- MA 6.30:  This section adopts the opt-in approach and requires the corporate charter expressly to state the election of preemptive rights.  Unless the charter provides otherwise, preemptive rights do not apply to shares issued as compensation or to satisfy a conversation or other right, shares issued within six months of incorporation, and “shares sold otherwise than for money.”  In addition, not all shareholders may have preemptive rights (eg, excludes preferred shareholders without voting rights).

-- Katzowitz v. Sidler (NY 1969)

· Rule:  Where new shares are offered in a close corp, existing shareholders who do not want to or are unable to purchase their share of the issuance are not estopped from bringing an action based on a fraudulent dilution of their interest where the price for the shares was inadequate.

· Facts:  K, S, and Lasker were the sole shareholders and directors in the Sulburn Corp.  S and L had joined forces in an attempt to oust K from his position in the corp and by stipulation K agreed to withdraw from active participation.  When K withdrew, the corp owed each of the directors $2500 and S and L proposed a new issuance of stock to ameliorate the debt.  Over K’s objections, they passed a resolution whereby each of the three could purchase 25 shares at $100 per share when the stock was actually worth $1800 per share.  K did not opt to purchase and when the company was dissolved did not opt to purchase and when the company was dissolved he received $3,147.59 to S’s and L’s $18,885.52.  K brought action to set aside the distribution, to allow S and L the return of their purchase price of the 25 shares, and to compel an equal distribution of the remaining assets.  

· The concept of preemptive rights was fashioned by the cts to protect against dilution of shareholders’ interest and is particularly applicable to the situation of a close corporation.  If issuing stock for less than fair value result sin a fraudulent dilution of the shareholders’ interest, it will be set aside.  

· S and L issued stock way under its value, knowing that K would not elect to purchase his proportionate share and thereby diluting his interest.  The issuance was fraudulent.  After allowing S and L the amt they paid for the addtl shares of stock, the remaining assets of the corp will be divided among the shareholders in proportion to their interests held before the issuance.

Share Transfer Restrictions and Buyout Agmts

-- Most commonly used in closely held corporations to accomplish two closely related purposes:  (1) to give remaining shareholders control over who will become shareholders when one or more shareholders want to liquidate ownership interest, and (2) to provide a mechanism for liquidating the interests of shareholders who die or want to terminate their relationship with the company.

-- Share Transfer Restrictions

· MA 6.27:  Authorizes agmts restricting the transfer of shares; these agmts may be btwn the corp and shareholders or among shareholders or both.  Restrictions may be used to maintain the corp’s tax status or status as a statutory close corp, preserve securities laws exemptions, or for any other reasonable purpose.

--  Generally, it is preferable for both the corp and all current shareholders to be parties to the agmt.  Having the corp as a party can be a useful tool in enforcing the terms of the agmt, as the corp may be authorized not to record on its books shares transferred in violation of the agmt.  The agmt should provide that future shareholders should be permitted to acquire shares only if they agree to be subject to the agmt.  

-- Ways to restrict transfers (types of restrictions on the alienability of shares utilized from time to time in close corps):

· (1) consent requirements and restrictions that focus on keeping shares within the group without specific provisions for buyouts, e.g.:

- an absolute prohibition against transfers, a provision most likely to be struck down, even in a close corporation

- “consent restraints” requiring approval of transfers by shareholders, the directors, or a stipulated percentage of these groups

- provisions permitting transfers only to other classes of persons (e.g., competitors of the business)

· (2) option agmts granting the corp or other shareholders a right to purchase shares triggered by a shareholder’s desire to sell shares (“right of first refusal”) or other events such as the shareholder’s death, retirement or termination from employment or other events such as the shareholder’s death, retirement or termination from the employment

- Most common type of transfer restriction; written to permit the corp or other shareholders to purchase shares of certain shareholders.  

- Often called a right of first refusal when triggered by the individual shareholder’s desire to sell shares.

- Other option agmts are aimed at doing more than blocking the transfer of shares to outsiders by permitting the purchase to occur after other triggering events, such as a shareholder’s death, disability, bankruptcy or insolvency, moving from the city where the corp’s principal place of business is moving from the city where the corp’s principal place of business is located, acquiring an interest in a competing concern, the shareholder’s retirement, leaving the corp’s employment or dismissal as an employee or even the corp’s right to sell the shares at any time.  If written as an option agmt, these provisions give the corporation flexibility to not buy the shares upon a triggering event and likewise do not guarantee the individual shareholder liquidity upon death or requirement.

- An option can be structured so that it is both (a) an offer to purchase the interest of the other party or (b) an offer to sell its own interest.  The recipient could then elect whether to buy or sell.  

· (3) mandatory buyout agmts requiring the corp or other shareholders to purchase the shares of a shareholder who dies retires, is terminated, or desires to sell shares

- Both buyer and seller are obligated by this agmt.

- Its terms may require the transfer of a deceased shareholder’s shares (and perhaps those of a holder that becomes disabled) to the corp or the other shareholders at a stipulated price or at a valuation determined by its formula.  

-- Denkins v. Zinkan Enterprises (Ohio 1997)

· Denkins entered into a subscription agmt with Z for the purchase of common stock.  They entered into a subsequent agmt for a share transfer restriction, option, and preemptive rights agmt, whereby Denkins would be able to exercise a put option to sell his shares back to Z.  Denkins sought to exercise the put option, but Z failed to repurchase the stock.  Denkins sued for breach of K and was awarded $220,500 by the trial ct, but he appealed, arguing that the trial ct’s finding that he failed to prove the book value of the stock was against the manifest weight of the evidence.  He contended that his stock was worth $343,340.55.  The stock’s book value was dictated by the terms of the “Share Transfer Agmt.”  In other cases, the ct has introduced a FMV determination to determine the proper value of the stock (and that should have been done here).

· A trial court’s decision will be overruled if it is so manifestly contrary to the natural and reasonable inferences to be drawn from the evidence as to produce a result in complete violation of substantial justice.

· Here, there was insufficient evidence to support Denkins’s theory that the book value for his put option should be calculated using the same method prescribed for his stock purchase option.  Denkins was required to present evidence of an equity figure appearing on a yearly financial statement and evidence that taxes had already been taken into account in calculating equity.

-- In Weigel Broadcasting Co. v. Smith (Illinois 1996), the appellate ct upheld the trial ct’s determination of the “fair value” of the stock was largely based on the fmv.  “If the ct in determining “fair value” gave greater weight to the stock’s market value, it does not mean that others were not taken into account.”  “It may be appropriate for a trial ct to consider a minority interest factor or a lack of marketability factor…Applying such discounts is left to the trial ct’s discretion.”

Ch. 5  Organizing the Corporation 

Organization Procedures
-- During organization, the corp is given bylaws, shareholders, officers, and often its first directors.  After organization, the corp is ready to do business.

-- Organization Meeting

· Occurs after the issuance of the charter

· MA 2.05a1 requires a meeting to be held “to complete the organization of the corp by appointing officers, adopting bylaws, and carrying on any other business brought before the meeting.”

· If directors are named in the articles, then they hold the organization meeting.  If not, then one of the most important items on the agenda is the electionof the corp’s first directors.

-- Consent in Lieu of Meeting

· Modern corp statutes typically provide a convenient alternative to holding an organization mtg:  written consent in lieu of meeting.

· The incorporator(s) or the directors may forgo the meeting and act by written consent in lieu of meeting.  

· Usually, the consent must be unanimous.

· Makes more sense to do this considering the importance of starting the corp’s life w/o defects in its organization, and the expense of hiring an attorney to supervise the organization of the meeting and the preparation of accurate minutes.

-- Bylaws

· The adoption of bylaws for the regulation of the corp’s affairs is the first step in organizing a corp.

-- Election of Directors

· If directors are not named in the charter, the incorporator usually adopts bylaws, which usually contain a provision on the number of directors, and then elects the corp’s first directors.  

· The incorporator might continue with the organization or the new directors may take up the job at that point (depending on statute and lawyer’s preference).  Having the new directors continue is preferable, especially so that the sale of stock to the first shareholders can be accomplished immediately.  All corp statutes require that item to be handled by the directors.  Other important items to be accomplished by the directors include fixing the compensation of officers.  If consent in lieu of meeting is used, there should be 2 separate consents:  one of the incorporator(s) and one of the directors.

-- Election of Officers

· Occurs after bylaws and election of directors.

· All corp statutes have a provision on the question of required officers.

· MA 8.40 provides simply that the corp shall have “the officers described in its bylaws or appointed by the bd of directors in accordance with the bylaws.”

· Many states require certain named officers (typically a president and secretary, sometimes also a vp and treasurer) and then allow the bd to appoint any other officers it desires.

· A person may hold any number of offices, with the exception in many states that a person may not hold the offices of president and secretary because the secretary is the principal officer who certifies the correctness of corporate actions such as the signing of documents in the corporate name, and the president is the most likely officer to take those actions.  The MA does not require that the pres and sec be different persons.

· Bylaws typically list the officers a corp is to have, along with a brief recitation of their basic powers and duties, and then give the bd of directors (and perhaps certain officers, depending on statute) the power to elect or appoint additional officers.

Other Organizational Matters

-- Sale of Stock

· Most impt of the additional organizational matters is the sale of stock to the first shareholders.

· Corp statutes provide that the directors must authorize the sale of stock against consideration approved by them.  

· If the consideration is other than cash then the directors generally must put a dollar value on the consideration.  These details should be listed in the minutes or handled in a written consent in lieu of mtg.

· The directors also typically authorize certain corporate officers to issue the agreed number of shares against the specified consideration.

· Modern statutes typically allow shares to be issued w/o certificates to achieve simplicity and minimize costs.

· If stock certificates will be issued, the lawyer must obtain from a corporate stationer certificates that meet the requirements of the corp statute.  The bd should then approve the form of those certificates at the time it authorizes the first stock issuance.

-- Promoters’ Contracts and Expenses

· Whether or not clients have entered into promoters’ contracts, typically they have taken some actions on behalf of the corp and have incurred expenses.  

· Often, clients want to have the bd of directors adopt such actions and ratify those taken between the corporation’s incorporation and its organization.  Also, clients want to be reimbursed by the corp for costs incurred.  This should be done during organization.

-- Compensation of Directors and Officers

· Directors should pass a resolution approving the compensation of directors, or at a minimum approving the reimbursement of their costs, and also approving the compensation of at least the CEO.  It may be legally possible for the CEO to approve his or her own salary, but no one believes that to be good practice.

· In the typical closely held corp, the bd approves all or most of the officers’ salaries.

-- Adoption of a Corporate Seal

· Statutes do not require, but authorize corporate seals.  The form of the seal should be approved during organization.

· Most corps have seals and use them in connection with the execution of corporate documents.

· They usually serve as prima facie evidence of due authorization or due execution of the sealed document.

-- Qualification to do Business

· A domestic corp is one that conducts business in the state where it is incorporated.  A foreign corp is one doing business in one or more states that are not the state of incorporation.  Corps must qualify to do business in outside states.  

· At a minimum, the bd should pass a general resolution authorizing and directing the officers to take all necessary steps to effect those qualifications.  A better practice is to promptly obtain the documents that will be required for qualification and determine if a specific bd resolution is necessary in connection with any qualification.

-- Banking Relationship

· The lawyer should ask the client where the corp intends to open a bank acct and then obtain from the bank a form of bd of directors’ resolutions the bank will require before opening an account.  Those resolutions should be passed during organization.  If that is not done, immediately after organization and the corp has received checks from its shareholders in payment for their stock, a corporate officer will be confronted with the need for new bd action to pass those resolutions as soon as the officer attempts to open an acct.

· Those resolutions authorize specific persons to open a corporate checking acct, sell commercial paper, take out loans, etc.

· A lawyer can save the corp future trouble by listing the corporate offices rather than individuals because people will be replaced.

-- Agreements Among Shareholders

· In closely held corps owned by more than one person, there is usually the need for one or more agmts among shareholders on such matters as voting for each other as directors and officers and on such questions as to whom shareholders may sell their stock.  

· The best time for entering into such agmts is at the very beginning of the corp’s life.

-- Corporate Minutes

· If the organization is accomplished at a meeting, certain things must be recorded in the minutes.

· Legal Requirements 

- Vary from “records of all proceedings” to a more specific mandate that minutes shall show the “time and place thereof, whether the mtg was regular or special, whether notice thereof was given, and if so in what manner, the names of those present at directors’ mtgs, the number of shares or members present or represented at stockholders’ or membership mtgs, and the proceedings.”

- Little indication of the required scope, typically requiring only minutes of “proceedings.”  In cts, a proceeding is an action or suit, a specific act in the prosecution or defense of an action or suit; it does not encompass the substance of the debate, argument, or discussion, but only describes the legal form.   Therefore, the statutory requirement for keeping minutes is purely formal, and while acts of the bd of directors must be recorded, the deliberations need not be.

· Inspection of Minutes

- Under certain circumstances, minutes must be made available to persons outside management, mostly significant shareholders.

- They can be reached by a plaintiff against the corporation through discovery.

- The right to inspect corporate books and records may be provided by common law statute, or wrt shareholder lists, by proxy rules established by the SEC.


· Minutes as Evidence

- They are private records subject to the rules of documentary evidence.  Authenticity must be proven as well as that they were made in the regular course of business.

- At common law the admission of minutes is limited by the rule against hearsay, but they are generally admissible to prove constructive acts of the corporation (incorporation, organization, and performance of charter/statutory conditions), against the corp as admissions of interest; and against stockholders, officers, and directors to prove participation in corporate affairs, the authority of agents, and the discharge of directors’ duties of care and loyalty.

- The Uniform Business Records as Evidence Act, adopted in many jxs, abolishes the heresay rule for minutes.

· Optional Contents

- Without regard to statutory requirements, a list of appropriate matters to be included in the minutes of the meeting of the bd of directors might consist of the following:

· Date, time and place

· Whether the mtg was held after due notice or notice waived

· Whether the mtg was regular or special

· Names of all present

· Whether those present constituted a quorum

· All actions taken

· Any dissent or abstentions from the actions taken

· Departures and re-entries of those present

· Substance of all reports

· Such matters as the bd or committee may direct

- If a report is in writing, it should be noted that a copy is on file with the secretary.  If the report is orally presented, the secretary should prepare a written summary and note that the summary is on file.

· Minutes are usually discoverable and admissible, but a recent Delaware case extended the usual reach of discovery to include drafts of corporate minutes and meeting notes.

Bylaws

-- Adoption of bylaws is first step in organization of a corporation.

-- MA 2.605:  “The bylaws of a corp may contain any provision for managing the business and regulating the affairs of the corp that is not inconsistent with law or the articles of the incorporation.”

· Sets hierarchy of corporate regulation:

- (1) Law

- (2) Charter

- (3) Bylaws

- (4) Board of Directors

-- 8.01b (usual statement of the power of the board of directors):  “All corp powers shall be exercised by or under authority of, and the business and affairs of the corp managed by or under the direction of, its board of directors, subject to any limitations set forth in the articles of incorporation or in an agmt authorized under 7.32.”

· Explains where to look (in an agmt or the charter or the bylaws) to find exceptions to the general rules that all corporate powers are to be exercised by the directors and that all of a corporation’s business and affairs are at least to be supervised by a board of directors.  

· Does not speak to the general position of the bylaws in the hierarchy of regulation.

-- 7.32 requires the agmt to be set forth in the articles of incorp or the bylaws or “in a written agmt that is signed by al persons who are shareholders at the time of the agmt and is made known to the corp.”

-- What Bylaws Cover and Bylaw Conflict

· Bylaws may contain any provision relating to the business and affairs of the corporation, so long as the provision does not conflict with law or the charter.

· Divided into articles and sections.  Articles relate to shareholders, directors, and officers, and those articles are followed by others relating to such subjects as certificates for shares and the corporate seal.  Within the articles, detailed sections cover many rules relating to the subjects at hand.  Wrt to the shareholders, for example, each of the following is covered:  annual meeting, special meetings, place of meetings, notice of meetings, fixing of record date, shareholder list, shareholder quorum and voting requirements, increasing either quorum or voting requirements, proxies, voting of shares, corp’s acceptance of votes, informal action by shareholders, voting for directors, shareholders’ rights to inspect corporate records furnishing corporate financial statements to shareholders, and dissenters’ rights.  

· Common problems/defects:  drafter fails to include a provision or creates ambiguities because of inartful drafting, bylaws conflict either with the corporation statute or with the corp’s own charter, not kept up to date and defects form

· Roach & The Legal Center, Inc. v. Bynum (Alabama 1981)

- Rule:  When a corporation’s statute commands that a provision which governs shareholder rights be set out in the Certificate of Incorporation, but the provision is not so set out, a bylaw that purports to regulate the same subject is void.

- TLC’s Certificate of Incorporation was silent as to the number of votes necessary to transact shareholder business.  Thus, the bylaw was void and a simple majority vote of the quorum present at a shareholder meeting was all that was necessary to validly transact corporate business.

- The bylaws requiring a vote of 70% of the issued and outstanding stock to take corporate action is void under Alabama law.  That is not to say that the same result would occur if such a requirement was provided in an otherwise valid stockholder agmt.

- At common law, a majority of shareholders entitled to vote being present constituted a quorum.  A majority vote of the quorum was necessary to approve corporate transactions.  Many jxs enacted greater than majority voting requirements in order to protect the interests of minority shareholders.  

- States vary upon whether such requirements may be set out in the articles of incorporation, bylaws, or charter.

· Datapoint Corp. v. Plaza Securities Co. (Delaware 1985)

- Rule:  A bylaw designed to limit the taking of corporate action by shareholder consent is invalid.

- § 228 of the Delaware Corporate Law provides that, unless the articles provide otherwise, any action which normally would be taken at a shareholders’ meeting may be taken by written consent.  Thus, any rule not in the articles of incorporation limiting this right is improper.

· Paulek v. Isgar (Colorado 1976)

- Rule:  Where bylaws conflict with the articles of incorporation, the articles control, and the bylaws in conflict are void.  This is the traditional majority rule. 

- The articles of incorporation are a corporation’s primary governing document and should thus be meticulously reviewed before drafting bylaws in order to avoid potential conflict.

-- Bylaws as a Contract

· If a particular bylaw provision is ineffective as a bylaw, a ct may in some circumstances decide to interpret the bylaw as a K between the persons who agreed to it.  That only would occur in a closely held corp, and is much more likely to occur when the bylaw provision in question is not invalid as a bylaw due to a conflict with the statute or the corp’s charter.  

Defective Incorporation

-- De Facto Corporations Doctrine and Corporations by Estoppel

· When all of the establishment and organization procedures are not accomplished, these are alternative ways to establish that a corporation exists.  These are both equitable doctrines.

· In order to establish the existence of a de factor corp, one must prove:

- (1) there is a law under which the purported corp could have been incorporated

- (2) there was good faith attempt to incorporate under that law (most difficult requirement to meet); and

- (3) there was a use of corporate power in the honest belief that a corp existed.

· In Cantor v. Sunshine Greenery, Inc. (NJ 1979), the incorporators signed a corporate charter and on the same day mailed the charter to the office of the Secretary of State.  Believing the charter had been received and filed, they signed a lease in the corporation’s name, but the charter was not filed until 2 days later.  The ct found a bona fide attempt to incorporate as well as the other 2 requirements.  The ct focused on equity.

· In Asplund v. Marjohn Corp. (NJ 1961), incorporation papers had been signed and left with a lawyer for filing, but the lawyer neglected to file them before a K was entered into in the corporate name.  The ct found no bona fide attempt to incorporate and laid on personal liability.

· Corporation by estoppel doctrine is a misnomer.  The effect of the application of the doctrine is not to create a corporation, but rather to estop a plaintiff from arguing the nonexistence of a corporation that patently does not exist as a de jure corporation (common law term for when all the necessary steps have been taken to incorporate).  This doctrine is also an equitable doctrine:  “Is it equitable to allow the plaintiff to collect from persons who thought they were officers, directors, or shareholders of a corporation?”  The ct will focus on the nature of the relations contemplated.  If the organization was recognized as a corporation in business dealings, one should not be allowed to quibble or raise immaterial issues on matters which do not concern him in the slightest degree or affect his substantial rights.

-- Statutory Developments

· Now, corporation statutes make establishing a corp a simple one-step process.  

· Some of those statutes also speak directly to the question of liability for those who assume to act as a corporation without the authority to do so.

· MA 2.03  Incorporation

- (a) Unless a delayed effective date is specified, the corporate existence begins when the articles of incorporation are filed.

- (b) The secretary of state’s filing of the articles of incorporation is conclusive proof that the incorporators satisfied all conditions precedent to incorporation except in a proceeding by the state to cancel or revoke the incorporation or involuntarily dissolve the corporation.

· 2.04 Liability for Preincorporation Transactions

- All persons purporting to act as or on behalf of a corporation, knowing there was no incorporation under this Act, are jointly and severally liable for all liabilities created while so acting.

-- Robertson v. Levy (DC 1964)

· This case occurred while the predecessors to MA 2.03-2.04 were in effect.

· Rule:  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.

· Levy tried to form a corp but the Articles were rejected.  However, Levy entered into a K with Robertson to purchase his business for the corporation and signed as corporate president.  The articles were later accepted and the corp was formed.  One payment was made on the note to Robertson and the corp later became insolvent.  Robertson sued Levy on the note claiming he was personally liable since the K was signed before incorporation.  Trial ct found Robertson estopped from asserting proper formation because he knew that the corp had not been validly formed at the time of the K and he also had accepted a payment on the note from the corp.

· The thrust of the MA legislation was to destroy the common law concepts of de facto corporations and corporations by estoppel.

· Since the corp was not formed, Levy was acting in his individual capacity.  Unless the creditor agrees to a novation when the corp is formed or specifically agrees that the promoter shall not be liable, he cannot escape contractual liability.

-- Timberline Equipment Co. v. Davenport (Oregon 1973)

· This case also occurred while the predecessors to MA 2.03-2.04 were in effect.

· Rule:  Those persons who have an investment in and who actively participate in the policy and operational decisions of an organization, and who assume to act as a corp without the authority of a certificate of incorporation are jointly and severally liable for all debts and liabilities incurred or arising as a result thereof.

-- Timberline clearly held that various provisions akin to those in the Model Business Corporation Act had in fact abolished the de facto corporation defense, but it avoided making a determination of the same kind to the defense of corporation by estoppel.  Other cts have held that the corp by estoppel defense has been similarly abolished.  This courts diverge on which of these equitable doctrines are applied, if any.

-- When the drafters of the MA addressed the question of personal liability for the obligations of a defectively incorporated enterprise, they found that they doctrines of de facto corporations, de jure corporations and corporations by estoppel retained a certain vitality.

Ch. 6  Corporate Authority
-- Most issues of corporate authority involve one or both of the following aspects:

· (1) What person or corporate body has power to take action?

- Usually 3 choices:  the shareholders, the directors, or one or more of the officers.

- In a general corp, the members of the bd of directors, acting collectively, have oversight responsibility for managing the corp and making impt policy decisions.  The bd appoints the officers, who supervise the day to day operations of the company.  The shareholders elect directors and approve fundamental corp changes, such as mergers with other companies, amendments to the articles and the like. 

- In closely held corporations, the shareholders may take a more active role in company management.

· (2) What formalities are required for the action to be taken?

-- Functions and Authority of Shareholders

· The role of shareholders in the management of a corp varies according to the number of shareholders.  In companies with a large number of shareholders, the functional separation between company management and company ownership is typically greater than in those companies with just a few shareholders.  

· Originally, shareholders were typically individuals.  Today, stock is increasingly held by institutional investors, such as mutual funds and pension funds.  Large institutional investors can influence company policy by communicating directly with company management.

· Shareholders of closely held corps tend to assume that they have broad powers, as shareholders, to make corporate decisions.  

· Gashwiler v. Willis (CA 1867)

- A special meeting of the stockholders of The Rawhide Ranch Gold and Silver Mining Co. was held, at which all of the stockholders were present and all capital stock was represented.  A resolution was unanimously adopted authorizing Turner, Willis, and Hodges, trustees of the corp, for and on behalf of the corp, to sell to Barney all the company’s property.  They executed a deed.  The deed was held invalid.

- Rule:  The power to sell and convey corporate property can only be conferred by corporate trustees when assembled and acting as a board.

- The Act authorizing the formation of corps for mining purposes does not authorize stockholders, either individually or collectively in a stockholders’ meeting, to perform corporate acts of the character in question.  The whole title was in the corporation.  The stockholders were not in their individual capacities owners of the property

- The corporation could only act—could only speak—through the medium prescribed by law, and that is its Board of Trustees.  The board members were acting in their individual characters as stockholders, and not as a Board of Trustees.

- Shareholders possess no authority to act on behalf of a corp.  However, shareholders usually do have a small number of powers expressly granted to them, the most significant of which are generally the powers to nominate, elect, and remove directors.  According to virtually all state statutes and the articles of incorporation of many companies, shareholders have a right to approve or disapprove of fundamental corporate changes through their votes.

- This case does not suggest that the Board of Trustees of a corp can convey all the property of the corp or do anything else destructive of the objects of its creation, without the consent of the stockholders.

· Situations in which the authority of shareholders is at issue:

- When a shareholders’ meeting is imminent or in progress and a lawyer is asked whether the shareholders can vote on a particular matter or whether the matter has to wait for directors’ action.

- When it is possible to assemble a quorum of the shareholders but not of the directors or, along those same lines, where shareholders are available to sign consents in lieu of a meeting but the directors are not.

· The universal rule in corp law is that shareholders have no general power to manage a corp.  Shareholders have only those powers specifically given them, mostly by the corporation statute, but in some instances by common law.  

· Most important shareholder power is to elect directors.  They can also remove directors at any time with or without cause.

· Typically, all directors are elected annually, unless their terms are staggered so that not all terms will conclude at the same time.

· Some statutes give shareholders power to amend bylaws, unless the charter provides that the directors have that power.  The Model Act provides that the authority to amend bylaws resides with the shareholders and the directors, unless shareholders reserve to themselves exclusive power to amend particular provisions or the bylaws as a whole.

· For charter amendments, mergers and share exchanges, certain dispositions of corporate assets, and voluntary dissolution, there is the statutory requirement that the board of directors first vote on the action and then send it on to the shareholders for their consent.

· Shareholders generally exercise their powers at meetings.  They elect directors at the annual meeting.  Special meetings may be called by the bd of directors, any person(s) authorized by the charter or bylaws, or the holders of, in the usual case, at least 10% of shares entitled to vote.  A notice containing the date, time and place of a mtg must be given to shareholders unless they waive the notice requirement.

· A quorum must be present at meetings.  The MA sets quorum at a majority of shares entitled to vote on the particular matter, unless a different requirement is included in the articles of incorporation. 

· To vote, shareholders must own their shares as of a specified date.  Shareholders may vote either in person or by proxy.  Ordinary matters before the shareholders are approved if the number of votes cast in favor exceed those in opposition.  Directors are elected by a plurality of votes.  Extraordinary matters, such as fundamental corporate changes, require a majority approval of shareholders entitled to vote.

· In Hoschett v. TSI International Software, Ltd. (Delaware 1996), the ct held that the mandatory requirement that an annual mtg of shareholders be held is not satisfied by shareholder action pursuant to DGCL §228 (shareholder written consent in lieu of a meeting) purporting to elect a new bd or to re-elect an old one.  An actual meeting must be held to elect a new bd or to re-elect an old one.  

· The MA provides that shareholders must be provided with annual financial statements.  The Securities Exchange Act also requires that certain publicly traded corporations must provide their shareholders with annual financial statements.  

· Shareholders have the right to inspect and make copies of certain corporate records, such as shareholders’ lists, corporate accounting records, and minutes from bd of directors’ meetings.  

· State ex rel. Pillsbury v Honeywell, Inc. (Minnesota 1971)

- This case concerns shareholders’ inspection rights.

- Pillsbury purchased shares in Honeywell for the sole purpose of persuading Honeywell to cease production of fragmentation bombs because he opposed the Vietnam War.  Pillsbury petitioned for writs of mandamus to compel the production of corporate records which were refused him.  Delaware law, which was applicable, provided that the shareholder had to have a proper purpose to inspect corp records other than shareholder lists.

- Rule:  Under Delaware statute, a shareholder must have a proper purpose to inspect corporate records, and that does not encompass the desire to persuade a corporation to adopt his social and political concerns irrespective of any economic benefit to it or himself.

- One with a bona fide investment interest, unlike Pillsbury, and motivated by concern with the economic effects on the corp as a result of its war activities, might not be similarly barred.  Pillsbury had no purpose germane to his economic interest as a shareholder, which is the source of the right to inspect corp records.  

· The Pillsbury case was disapproved one yr later in Credit Bureau Reports, Inc. v. Credit Bureau of St. Paul, Inc. (DE 1972).  The ct required defendant corp to permit a shareholder, who was also a supplier to the company, to inspect the company’s shareholder list.  The shareholder’s purpose in obtaining the list was to solicit proxies for the purpose of persuading the company to improve its treatment of its suppliers.

· MMI Investments, LLC v. Eastern Co. (Connecticut 1996)

- At common law, the right of inspection of the books and records of a corp at reasonable times and for a proper purpose was a privilege incident to the ownership of shares in a corp.  

- In DeRosa v. Terry Steam Turbine Co. (1965), the shareholders owned one share of stock for the purpose of obtaining the shareholders list to enable their union to communicate with the shareholders regarding the defendant’s labor relations and to inform the shareholders of employee dissatisfaction with the defendant’s labor policies.  Inspection was allowed because the purpose was proper.  The purpose was investigating possible mismanagement, and an ulterior motive to gain control of the corp was not sufficient to show either overriding bad faith or a threat to the business interests of the corp.

- In some jxs, including Delaware, a shareholder is entitled to examine the record of shareholders for any “proper purpose.”  Under the Delaware statute, a proper purpose is defined as “a purpose reasonably related to the stockholder’s interest as a stockholder.”  This purpose can be interest in the corp, but it must not be adverse to the interests of the corp.  

- Inspection of the stock ledger to solicit proxies at the stockholders’ meeting is obviously proper.  An intention to purchase addtl shares from other stockholders is likewise proper.

- In Mite Corp v. Heli-Coil Corp (DE 1969), in a corporate takeover situation, the ct held that inspection of a stock list is proper where it is sought in order to purchase addtl shares of a company’s stock from other stockholders.

- As no person held ten percent or more of the voting power of all of the shares of Eastern, the written request of the shareholders of not less than 35% of such voting power was required.  The subject request submitted by MMI for the call of a special meeting of Eastern shareholders fails to comply with this requirement, and accordingly is invalid.

-- Functions and Authority of Directors

· The directors do not get their authority from shareholders.  

· Manson v. Curtis (NY 1918)

- Rule:  The bd of directors, rather than the shareholders, is vested with full power and responsibility to manage the corp.

- The affairs of every corp must be managed by its bd of directors subject to the valid bylaws adopted by the stockholders.  In corporate bodies, the power of the bd of directors are original and undelegated.  

- Directors are the exclusive, executive reps of the corp, and are charged with the administration of its internal affairs and the management and use of its assets.  The law does not permit the stockholders to create a sterilized bd of directors.

- Courts have usually applied a strict level of scrutiny to ascertain whether or not a shareholder agmt is incompatible with public policy to the degree it intends to predetermine director action on topics such as the selection and compensation of officers.

· ALI 3.01 provides that the management of the business of a publicly held corp should be conducted by or under the supervision of such principal senior executives as are designated by the bd of directors, and by those other officers and employees to whom the management fxn is delegated by the bd or those executives, subject to the fxns and powers of the bd under 3.02.

· 3.02 describes the powers/fxns of the bd of directors as follows:

- (1) Select, regularly evaluate, fix the compensation of, and where appropriate, replace the principal senior executives;

- (2) Oversee the conduct of the corps business to evaluate whether the business is being properly managed;

- (3) Review and where appropriate, approve the corp’s financial objects and major corporate plans and actions;

- (4) Review and, where appropriate, approve major changes in, and determinations of other major questions of choice respecting, the appropriate auditing and accounting principles and practices to be used in the preparation of the corp’s financial statements;

- (5) Perform such other fxns as are prescribed by law, or assigned to the bd under a std of the corp;

- A bd of directors also has the power to:

· (1) Initiate and adopt corporate plans commitments, and actions;

· (2) Initiate and adopt changes in accounting principles and practices;

· (3) Provide advice and counsel to the principal senior executives;

· (4) Instruct any committee, principal senior executive, or other officer and review the actions of any committee principal senior executive, or other officer;

· (5) Make recommendations to shareholders;

· (6) Manage the business of the corp;

· (7) Act as to all other corporate matters not requiring shareholder approval

· MA 8.01b is the prototypical modern statutory grant to directors of their general power over the management of a corp.  Its most essential provision is:  “All corporate powers shall be exercised by or under authority of, and the business and affairs of a corp managed by or under the direction of, its bd of directors, subject to any limitation set forth in the articles of incorporation or in an agmt authorized under § 7.32.”

· MA 7.32 permits shareholders of privately held corps to enter into shareholder agmts modifying the traditional management structure.  8.01 makes it clear that directors are not required to manage a corp directly on a day-to-day basis, but may do so through delegation and oversight.

· MA 2.02b2 allows a charter to contain any provision not inconsistent with law regarding “(ii) managing the business and regulating the affairs of the corp; (iii) defining, limiting, and regulating the powers of the corp, its board of directors and shareholders.”

· The above provisions allow for great variance among corporate management schemes.  The charter could, for example, limit the bd’s power in specific areas or take away al the bd’s power and give it to the shareholders.  

· Limited liability companies and limited liability partnerships are 2 forms in which the principals have opted for a participatory rather than centralized management structure.  

· Most modern statutes have done away with requirements that a board have at least three directors (as in Gashwiler).  The MA requires only one director, and directors do not have to be shareholders.

· It is the traditional norm for statutes to require that the board act by majority decision at a meeting at which a majority of the whole number of directors is present.  

· Quorum requirements are based on the number of directors the corp is authorized to have, not on how many it has.

· Modern statutes generally contain some impt differences from the traditional norms.  The MA says that both the percentage of directors that constitutes a quorum and the percentage of the quorum whose agmt is required to take action may be increased beyond a mere majority in a corp’s charter or bylaws.  The quorum may also be decreased to 1/3 of the fixed number of directors.  Also under the MA, directors may act by unanimous written consents in lieu of a mtg.  Directors may also take action by conference call or other similar communication technologies.

· Under modern statutes, directors may act through a committee they have established.  The typical statutory provision on bd committees provides that the bd may designate from among its members any committee it wishes, and may delegate to a committee any of the bd’s powers, except for certain powers that the statute prohibits to committees.  

- MA 8.25:  A committee may not (1) authorize or approve distributions, except according to a formula or method, or within limits, prescribed by the bd of directors; (2) approve or propose to shareholders action that this Act requires to be approved by shareholders; (3) fill vacancies on the bd of directors or on any of its committees; or (4) adopt, amend, or repeal bylaws.

· Bd usually first appoints an executive committee, which traditionally has all the powers of the bd when the bd is not in session, except those powers prohibited to a committee by statute.  It is common for an executive committee to be all or almost all inside directors.  

· Other committees include nominating committee, audit committee, which selects the company’s auditors, and the compensation committee.

· In companies whose directors are substantial shareholders, the directors can be expected to take an unusually active role in decisionmaking.  

· Closely held corporations also have very active directors.  Continuum:  In many closely held corps, one majority shareholder dominates all corporate decisions, rendering bd action a mere formality; in others, a bd of equally powerful director-shareholders meets often to argue out impt decisions.  

· In publicly held corps without directors who are substantial shareholders, there is much more consistency.  Outside directors usually serve as a source of advice and counsel, offer some sort of discipline value, and act in crisis situations, and monitor the officers to prevent mismanagement lawsuits.  They do not establish objectives, strategies, or major policies.  The CEO plays an impt role in selecting bd members.  Outside directors often have other business connections such as counsel consultant, or supplier.  Inside directors have ready access to corporate records in their sphere of operations.  MA 16.05 gives directors the right to inspect and copy corporate books and records.

-- Functions and Authority of Officers

· Officers are agents of the bd of directors acting collectively as the corporation. 
- Agency relationship:  officer is given powers that go with the office, unless the board or bylaws says otherwise.

- Del. Section 142 is enabling.  Positions and powers are in the bylaws (see example).  

- CA requires certain officers, and bylaws or board authorizations state the powers. 

- Also, resolutions can grant authority for actions or transactions, and
- Officers have implied and apparent authority.
· Bd appoints officers, except RMBCA allows the bd to permit an officer to appoint other officers (not the law in major corporate states).

· MA 8.40 controls what officers of a corp must have and who shall choose them.  

- A corporation will have “the offices described in its bylaws or designated by the bd of directors in accordance with the bylaws.”  

- 8.40 does not prescribe the number or positions of officers, but it requires that one officer has “responsibility for preparing minutes of the directors’ and shareholders’ meetings and for maintaining and authenticating the records of the corporation.” (usually done by secretary)  

- In addition, the “same individual may simultaneously hold more than one office in a corp.”  This is suitable for small companies with only a few officers.  

- Also, a “duly authorized officer may appoint one or more officers.”
- They may be chosen in any way the corporation wishes, so long as the procedure is authorized by the bylaws or the bd.

· Some jxs require specified officers (usually at least a president and secretary, and often also a vp and treasurer).  Even these jxs allow whatever other officers the corp wishes to have.  Generally, a President CFO, and Secretary are required, but not in RMBCA states nor in Delaware.

· MA 4.1:  “Each officer has the authority and shall perform the duties set forth in the bylaws or, to the extent consistent with the bylaws, the duties prescribed by the bd of directors or by direction of an officer authorized by the bd of directors to prescribe the duties of other officers.” 

- No affirmative act (bylaw/act of bd or other officer) is required to establish the authority of an officer.  Rather, officers’ exact powers may be determined by acquiescence; allowing the officer to continue exercising such powers “gives” him those powers.

- Implied authority, incidental authority, and apparent authority are not controlled by the MA.  Simply by being elected to a particular office with generally recognized duties, the officer is automatically granted the powers that are associated with that office.  E.g., the vp acts for the president when the president is incapacitated; the treasurer probably has the incidental power to contract with an investment banking firm for investment advice.

- Apparent authority is only defeated if a person dealing with an officer having apparent authority knows of the officer’s lack of actual authority.

· Authority of Officers
- Authority, if not actual or express (if not expressed in bylaws or resolution), can arise from agency doctrines (determined by facts and circumstances).
- Authority may also be imputed by estoppel (you can’t say the person didn’t have authority where it would be inequitable to do so).
· The President

- Joseph Greenspon’s Sons Iron & Steel Co. v. Pecos Valley Gas Co. (DE 1931)

· Traditional Majority Rule:  The president of a corp enjoys an implied authority that allows him to enter into a K and bind his corp in matters arising from and concerning the usual course of its business, absent limiting instructions from the bd of directors or restrictive provisions in the articles or bylaws.  However, any power over and above the ordinary and usual business of the corp must be specifically granted, i.e., the President must be acting within the usual scope of his office.  

· Pecos’s president entered into a contract.  Pecos argued that although the president signed the contract, the signature affixed thereto was conditional and was understood to be dependent upon the approval of the bd of directors and the general manager, who subsequently did not approve thereof and that therefore, no valid contract was ever entered into on behalf of Pecos.  

· Held:  Pecos was liable.   

· The president has the power to bind the corporation in the usual course of its business.  This broad grant of authority is derived in part from the President’s position as a corporate officer and agent of the corporation. 

- Elbulm Holding Corp. v. Mintz (NJ 1938)

· Issue:  Does a corporate president have the authority to hire an attorney and initiate a lawsuit on behalf of the corporation?

· The pres has no more control over the corporate funds than any other director.

· The pres may, in pursuance of a power incidental to his office, take the obvious/proper/necessary steps in defense of litigation prosecuted against his corporation in order to preserve the corporate assets. 

· If the president were to fail to exercise the power to protect and defend the assets of his corp, he might well be liable to his corp for the resultant losses.  Therefore if the pres exceeds his power the corp may likewise look to him for any damages it may have sustained.

- Lee v. Jenkins Bros. (2d cir 1959)

· Jxl split

· Question of fact about apparent authority

· Issue:  Can it be said that Yardley as president chairman of the bd, substantial stockholder and trustee and son-in-law of the estate of the major stockholder, had no power in the presence of the company’s most interested vice president to secure for a “reasonable” length of time badly needed key personnel by promising an experienced local executive a life pension to commence in 30 yrs at the age of 60, even if Lee were not then working for the corporation, when the maximum liability to Jenkins under such a pension was $1500 per yr?

· The pres only has authority to bind his company by acts arising in the usual and regular course of business but not for contracts of an “extraordinary” nature.  “Extraordinary”  has a broad range of interpretation.

· It is generally settled that the president as part of the regular course of business has authority to hire and discharge employees and fix their compensation.  In so doing he may agree to hire them for a specific number of yrs if the term selected is deemed reasonable.  But employment contracts for life or on a permanent basis are generally regarded as “extraordinary” and beyond the authority of any corporate executive if the only consideration for the promise is the employee’s promise to work for that period.

· Apparent authority is a question of fact and depends on relative factors including the following and others: the nature of the K involved as well as the officer negotiating it the corporation’s usual manner of conducting business, the size of the corp and number of stockholders, the circumstances giving rise to the K, the reasonableness of the K, the amts involved, and who the contracting third party is.

- E.g., a given K may be so impt to the welfare of the corp that outsiders would naturally suppose that only the bd or even the shareholders could properly handle it.  Beyond such extraordinary acts, whether or not apparent authority exists is simply a matter of fact.

· Remanded.  Should’ve been decided as a question of fact, not law because this did not involve an extraordinary act.

- Yucca Mining & Petroleum Co. v. Howard C. Phillips Oil Co. (NM 1961)

· A corp attempted to disclaim an unauthorized agmt entered into by its pres.  The president, the director who acted in a liaison capacity during the drilling of the well, and the geologist, all acted for the benefit of the corporation which would have profited if drilling had been successful.  The corporation is bound and cannot argue lack of authority; it was to have the benefits of the contract, so it must carry the burdens.

- Bresnahan v. Lighthouse Mission, Inc. (Georgia 1998)

· B entered into agmt with LMI to purchase certain real estate.  The agmt was signed by LMI’s pres, but her signature did not specify whether she signed as president on behalf of LMI or individually.  LMI later refused to sell the property.

· Pres was acting outside her authority because it had an express provision in its bylaws requiring any sale of property to be signed by 2 officers acting on behalf of LMI, so she acted outside her actual authority.

· B contended, but failed to present any evidence that conduct by LMI clothed pres with apparent authority.

· A president of a corp does not, by virtue of his office alone, have authority to contract in its behalf, although being the alter ego of the corp he may be presumed to have power to act for it in matters within the scope of its ordinary business.

· The agmt was not executed by pres “as president of” or “on behalf of” LMI, and did not involve matters within the scope of LMI’s ordinary business.  LMI successfully rebutted the presumption of apparent authority.

- If the president is also the CEO (which is often true), that does not affect the general rule about the president’s authority.

· Chair of the Board (“Chairman”)

- Most small corps don’t have one, but most of the really large ones do

- Usually an officer, but not always

- Sometimes title is simply given to the director 

- When chairman is an officer, it is impossible to identify what powers he has.

- Usually, if a corp has a chairman, he is also the CEO; in this case the pres is the chief operating officer, and the chairman has the same powers as the pres (equity usually not on the side of the corp when its chairman signs a K and it tries to cancel the K)

- Often, the chairman is merely ceremonial, such as a former CEO serving until retirement; usually little/no powers in this situation, but can still be held to have bound the corp—choosing the ambiguous “chair of the board” title has consequences

· Vice President

- One inherent power:  to serve in the place of the president, most commonly in the event of death, incapacity or absence.  

- 2 problems:  If there is more than one vp, do they share those powers or is there an order of succession?  What constitutes “incapacity” or “absence”?

- In the absence of a bylaw or a board action, no basis for distinguishing btwn 2 vps.

- Good bylaws always provide for a pres substitute.

- Should give 2 vps different titles like vp and executive vp/senior vp

- Due to the confusion about when a vp can fill in for the pres, many corps place in their bylaws language like:  “The performance of any duty by a vp shall, in respect of any other person dealing with the corporation, be conclusive evidence of the vp’s power to act.”

- Some vps are given other powers like a vp-purchasing, but the extent of such powers is questionable.

- Anderson v. Campbell (Minnesota 1929)

· Rule:  In the absence of bylaws defining or limiting the authority of a vp, he is a substitute for the president when the pres is absent or disqualified.

· The real estate of Pioneer Granite was conveyed to Campbell.  VP Anderson executed the deed in place of the president and the word “vice” was not placed in front of “president”.  The scrivener apparently didn’t know the names of the pres and Anderson.  Anderson sued to void the deed.

· When the bylaws do not differentiate btwn the powers bestowed upon different vps, they are equally empowered to act in his place.

· Secretary

- Powers relate only to internal affairs of the corp and not to its business.  

- Powers include keeping minutes of meetings and other nonfinancial corp records, to have custody of the corp seal, to attest the seal, to certify corporate records, etc.

- Fxns are ministerial in nature and do not vest the secretary to transact business on behalf of the corporation.  

- Secretary has implied power to deliver certifications (in connection with corporate transactions, the person on the other side of the transaction will demand a certified copy of the bd of directors’ resolution approving the transaction) and attestations of officers’ signatures.

- In re Drive In Development Corp. (7th Cir. 1966)

· Rule:  Statements of a corporate officer, if made while acting within the scope of his authority are binding upon the corporation.

· Tastee Freez, parent company of DIDC (Defendant), wanted to borrow money from a bank (Plaintiff).  The bank agreed to advance money if DIDC would guarantee the loan.  The Chairman of DIDC executed a guarantee, but the bank also requested a copy of a resolution authorizing the Chairman to sign the document on behalf of DIDC.  The Secretary of DIDC provided a certified copy of what purported to be the resolution adopted by the bd of directors, but no such resolution ever appeared in DIDC’s minutes book, and some doubt eventually arose as to whether or not it had ever been adopted by the bd.  DIDC filed for bankruptcy and the bank filed a claim in the amt of its unpaid loan.  The referee disallowed the claim, concluding that the Chairman lacked the authority to bind DIDC to the loan guaranty agmt.  Bank appealed and won.

· Apparent authority:  A corp may be bound by the statements, agmts etc., of one of its officers or directors who appears to outsiders to be acting pursuant to authority duly conferred upon him by the bd of directors.  The corporation will not be bound by the unauthorized acts of one of its officers unless the outsider’s belief that the officer possessed the requisite authority was a reasonable one.  An outsider who had actual knowledge of the officer’s lack of authority may not bind the corporation.

· Treasurer

- Power also relates to the internal affairs of the corporation. 

- Power to care for the funds of the corp, including depositing the funds in proper depositories and disbursing them in accordance with orders from the bd of directors or a proper officer, maintaining records of the funds, and rendering reports on the corporation’s funds to the bd.  

- Jacobus v. Jamestown Mantel Co. (NY 1914)

· Rule:  A treasurer of a corp has no power to make promissory notes in its name unless such power is expressly given to such officer by the bylaws of the corp or by resolution of its bd of directors.

· Most vps and treasurers, and many secretaries, have substantial corporate powers in addition to those generally associated with their offices.  When considering any alleged power beyond that which is generally recognized the power must ultimately have been given by the bylaws or the bd, either directly or through another officer, or else the power does not exist.  

· CFO

- Policymaking fxns

- Higher-level office with greater powers, such as dealing with promissory notes, leases, loans

- By custom, includes treasury fxns

Ch. 7  Distributing Corporate Control

-- A corporate lawyer has many tools available for fine-tuning the control relationships within a corporation.  Most of the tools requires shareholder agmt for their use, so it is best to use them at the beginning of the corporation’s life.

-- Issues of allocation are particularly important in a closely held corp due to the close ties between the shareholders and the corporation.  It is important to strike a balance between minority and majority interests so as not to ignore the legitimate interests of the minority or create the possibility that a lone voice of the minority can virtually paralyze the company’s operations.

Cululative Voting, Classification of Directors, and Class Voting

Cumulative Voting v. Straight Voting


-- Straight Voting

· Most corporate statutes mandate straight voting unless the corporate charter provides for cumulative voting.  Some statutes are the opposite.

· Under straight voting, shares are in blocks (a shareholder with 100 shares gets 100 votes for each position for which they’re allowed to vote).

-- Cumulative Voting

· Mandatory in California, but can be removed when company goes public

· DE and RMBCA opt-in states—no cumulative voting unless it is provided in the articles

· Some states require opt out—cumulative voting required but can opt out

· Directors are elected by a plurality of votes.  

· Under cumulative voting, when used effectively, increases the likelihood that shareholders owning minority interests in the corp will be able to elect a director.  The MA 7.28c describes cumulative voting:  Shareholders “are entitled to multiply the number of votes they are entitled to cast by the number of directors for whom they are entitled to vote and cast the product for a single candidate or distribute the product among two or more candidates.”  If there are 5 directors and the voter has 100 shares, he could put all 500 votes on one candidate or spread them in any other fashion.

· Formula for shareholder to determine how many directors can be elected with a particular number of shares:

- X = (N-1)(D+1)/S

· X = # of directors who can be elected with N shares

· N = # of shares controlled (by shareholder or group)

· D = # of directors to be elected at the meeting

· S = # of shares to be voted by all shareholders

· How many shares are needed to elect a certain number of directors:

- X = (SxN)/(D+1)

· X = # of shares needed to elect N directors

· S = # of shares to be voted by all shareholders

· N = # of directors a shareholder or shareholder group wishes to elect

· D = # of directors to be elected at the meeting

· Ordinarily, a director elected cumulatively can be removed by a majority of shareholder votes unless special provisions apply.  However, MA 8.08 provides that a director elected cumulatively “may not be removed if the # of votes sufficient to elect him under cumulative voting is voted against his removal.”

· Cumulative voting essentially gives minority shareholders an opportunity to elect one or more directors and thereby make the bd more truly representative of the range of shareholder interests.  However, this might create factions or divisiveness in bd proceedings.

Classification of Directors

-- The fewer the directors, the lesser the chance that a minority shareholder/group can elect a director.

-- In order to minimize the voting power of minority shareholders, corporate planners sometimes divide the directors into classes, with only one of the classes coming up for election each year.  This is called classification of directors or staggering the board.

-- MA 8.06 allows for staggering the terms of directors by dividing the total number of directors into 2 or 3 groups, with each group containing one half or one third of the total, as near as may be.  The terms of directors in the first group expire at the first annual shareholders’ meeting after their election, the second group at the 2nd meeting, 3rd at 3rd.  At each annual meeting thereafter, directors shall be chosen for a term of 2 or 3 yrs, as the case may be, to succeed those whose terms expire.

Class Voting and Weighted Voting

-- Used for empowering minority interests or to make sure that all members of a small, closely held corp have representation on the bd.

-- MA 8.04 provides, If the articles of incorporation authorize dividing the shares into classes, the articles may also authorize the election of all or a specified number of directors by the holders of one or more authorized classes of shares…”

-- Ensures that each shareholder or group can elect a bd member.

-- Classes of stock can be structured in many different ways.  There may be 2 or 3 classes of common stock, each with the same voting, dividend and liquidation rights, but each elects one director.  The classes may also differ wrt voting and propriety rights.  

-- Weighted voting is an exception to the general rule that each share has only one vote.  Some stock will be given super voting power (more than one share).  Weighted voting is used in anti-takeover devices or to maintain control within a particular group without requiring proportionate investing.  

-- In Providence and Worcester Co. v. Baker (DE 1977), the Delaware SC upheld a Corporate Charter provision limiting voting rights based on the number of shares held by an individual shareholder.  A shareholder was allowed 1 vote for each of the first 50 shares owned, and another vote for every 20 shares in excess of 50.  No shareholder (unless acting as a proxy for other shareholders) could vote in his or her own right more than one fourth of the total outstanding shares.

· Not all cts have agreed with such a provision. (e.g. Asarco)

-- In Asarco Inc. v. Holmes A. Court (NJ 1985), the ct enjoined the issuance of the preferred stock because it would have caused shares within the same class to have different voting rights.

-- In Baker v. Providence and Worcester Co. (DE), the DE SC upheld an original corporate charter which limited the voting rights of large shareholders.

-- Class voting and weighted voting, in effect, creates a partnership like structure in closely held corporations who have made unequal capital contributions by giving shareholders equal voting rights on some or all of the matters properly decided by shareholders.

Charter Provisions

-- Modern corp statutes allow for much freedom in the way that a corporate charter can be drafted.

-- MA contains representative provisions, including

· 8.01b gives power over the management of a corp to the bd of directors, “subject to any limitation set forth in the articles of incorporation or in an agmt” authorized by the MA.

· 2.02, the general provision on charters, allows articles of incorporation to contain “provisions, not inconsistent with the law, regarding” managing the business and regulating the affairs of the corporation; defining, limiting and regulating the powers of the corp, its bd of directors and shareholders.

· 10.01 allows the free amendment of charters at any time.

-- The power to manage a corp can be split among its shareholders, directors, and officers in any way desirable.

-- It may be practical to take away power from the board piecemeal (little by little) and give it to either shareholders or officers.  E.g., a corp may wish to give all power relating to a particular type of business to the President.

-- The most common provision changing the ordinary control relationships is a super-majority voting requirement

· Under MA 7.27 and 8.24, the charter (and in the case of directors, also the bylaws) may require a higher percentage vote of directors or shareholders than the majority vote usually specified in the statute.  

· Might be used for election of directors, sale of a specified corporate asset, mergers and other transactions, 

· High quorum requirements are also permissible and sometimes just as effective.  A high quorum requirement for actions by shareholders or directors may be difficult because convening a meeting is harder and ordinary types of business may be halted or slowed.

· Good idea to require a super-majority vote to amend the super-majority requirement provision.  MA 7.27b requires that “An amendment to the articles that adds, changes, or deletes a greater quorum or voting requirement must meet the same quorum requirement and be adopted by the same vote and voting groups required to take action under the quorum and voting requirements then in effect or proposed to be adopted, whichever is greater.

Removal of Directors

--  In a closely held corporation, there are 2 conflicting desires wrt the removal of directors:  (1) shareholders wish to have unlimited power to remove non-shareholder directors at will, and (2) each shareholder who is also a director wants to have substantial protection against being removed personally as a director.  

-- Some modern statutes (Modeled after the old MA 1978) provide that the shareholders may remove directors “with or without cause” at any meeting called for the purpose.  

· This gives the shareholders the power they wish to have over nonshareholder directors, but provides the shareholders who are also directors with little personal protection.

· Under these statutes, could a charter provide that directors who are also shareholders can be removed only for cause?  Seemingly, no.  One way to give such shareholders substantial protection against being removed as directors is to provide for a supermajority vote for removal without cause.

-- MA 8.08 has addressed such concerns by allowing the charter to provide for removal only for cause.

-- Auer v. Dressel (NY 1954)

· Hoe & Co.’s bylaws provided that the Pres shall call a special mtg when requested by a majority of capital stockholders.  Auer and others submitted a meeting request for class A stockholders, signed by 55% of the class A stockholders.  They wanted to vote on (a) a resolution endorsing former Hoe Pres, Auer, and demanding his reinstatement; (b) a proposal to amend the charter and bylaws to allow the shareholder of the concerned class of stock to fill board vacancies on removal or resignation of a director; (c) a hearing by stockholders of charges against 4 directors; and (d) a proposal to amend the bylaws to provide a quorum for directors’ mtgs of 50%, but not less than 33%, of the total # of directors.  Pres Dressel failed to call the mtg on the grounds that the 4 purposes were improper for class A stockholders.
· Rule:  Where the bylaws provide shareholders the right to demand a meeting to be called, the president of the corporation has no discretion to deny such demand, even if he thinks the purpose of the meeting is improper.

· Even where there is a provision in the articles, as here, giving the right to remove directors for cause to the board, shareholders who are empowered to elect directors have the inherent power to remove them for cause despite the board's power to do the same. Here, the stockholders had the right to amend the bylaws to provide them with the power to fill directors' vacancies due to resignation or on charges.  Pres Dressel's interference in refusing such a meeting was beyond his power.

· The important point made by this case is the court's protection of corporate representative government. To allow directors to remove other directors, but exclude shareholders from doing the same, is to deny corporate democracy. The shareholders are the true beneficial owners of the corporation. Companies are not created to perpetuate the power of a few at the expense of many. Thus, shareholders have the inherent right to guide the future of their corporation, and to do so they must be allowed to hold proper meetings with set procedures in order to remove recalcitrant directors. 
· The court is not saying that shareholders have the right to dictate every power of the directors and officers. Surely, the common management affairs should be left up to directors. But directors are the agents of the shareholders, and to put the principal at the mercy of the agent would be to destroy the purpose of such relationship. 

-- Campbell v. Loew’s, Inc. (DE 1957)

· Vogel was President of Loew's, Inc. (D), which was divided by two factions. Vogel called a special meeting of shareholders for the purpose of enlarging the directorate and ousting two directors from the rival faction, Tomlinson and Meyer. Vogel sent out a proxy statement which accused the directors of various acts of misfeasance. The directors were not offered the opportunity to include rebutting statements. Campbell (P), a shareholder, brought an action seeking to enjoin the meeting.

· A proxy solicitation is a statement, containing specified information by the Securities and Exchange Commission, in order to provide shareholders with adequate information upon which to make an informed decision regarding the solicitation of their proxies.

· Rule:  Directors against whom proxies are solicited must be allowed to send a statement in their defense with the proxy statement.
· While a director may seek proxies pursuant to an effort to remove another director for cause, state regulations require that the accused directors be permitted to present their case to the stockholders. For this opportunity to be realistically afforded, the directors must be provided the opportunity to present a statement which must accompany or precede the initial proxy solicitation. This was not done in this instance, and therefore the proxy solicitation was invalid.  

· Although Campbell (P) won on the issue presented here, Vogel prevailed on several larger issues. Campbell (P) had argued that Vogel lacked authority to call a special meeting, and also that directors could not be removed. The court disagreed on both counts, based on the language of the corporate bylaws as well as relevant state law.

Deadlocks, Oppression, and Dissolution

-- Shareholders in a closely held corp lack the market to sell their stock, thereby making it very difficult to sever their relationship with the corp when they are unhappy.  Also, shareholders in CHCs depend on the company for their livelihood and exacerbate (worsen) the problems caused by conflicts among participants in the enterprise.

-- Conflict situations raise difficult ethical issues for the counseling attorney.  Also, the remedy is often draconian—dissolution of an economically viable corporation.

Deadlocks

-- Big problems arise when a disagreement leads to deadlock.  

-- When a company is deadlocked, it often cannot act.

-- When the bd is deadlocked, the Pres can act relatively unfettered because the bd will not interfere and he has the power to act for the corp on any matter within the corp’s usual course of business.  Since the Pres is usually a member of the bd, he can carry out the wishes of one faction of the bd, perhaps to substantial detriment to some shareholders.

-- Worst deadlock scenarios occur when the shareholders are deadlocked and cannot replace a bd that is dominated by one shareholder faction.

-- Hall v. Hall (Missouri 1974)

· Rule:  Since participation by a shareholder in management of corporate affairs is voluntary, it necessarily follows that no shareholder may be compelled to attend or participate in shareholders' meetings. (traditional majority view)

· The decision in Hall represents the traditional majority view that shareholder participation in the management of corporate affairs is a right as opposed to an obligation. This right comprises several voluntary functions, which usually include the following: nominating, electing and removing members of the board of directors, approving or disapproving of amendments to the articles of incorporation, and other fundamental corporate changes or transactions.

· Musselman and Hall Contractors, Inc. (D) was a Missouri corporation, the stock of which was wholly owned immediately prior to September 19, 1969 in equal proportions by Edward H. Hall and Harry L.  Hall (D). On that date, Edward H. Hall died, leaving his widow (P) surviving him. Mrs. Edward H. Hall (P) thereafter succeeded to a 50 percent stock interest in Musselmal and Hall (D). She complained, however, that her 50 percent ownership interest in Musselman and Hall (D) had been rendered impotent by the refusal of Harry L. Hall (D), the only other shareholder, to attend and participate in stockholders' meetings.  The Missouri corporation statute constituted a quorum as the majority of outstanding shares entitled to vote and conditioned valid corporate acts on the decision of the majority of the quorum. Mrs. Edward H. Hall (P) therefore sought to enjoin Harry Hall (D) from refusing to attend shareholders' meetings of the corporation, to enjoin Harry (D) and his wife Florence (D) from establishing a terminal date for exercise of preemptive purchase rights for the new issue, and from continuing to act as directors and officers of the corporation pending a meeting of shareholders.

Oppression and Dissension

-- Dissension happens in many different types of situations, e.g., when the action of one shareholder group work to the financial disadvantage of another.

-- Cases and statutory provisions deal with dissension among shareholders and deadlock.

-- Donahue v. Rodd Electrotype Co. of New England, Inc. (Mass 1975)

· Rule:  When a close corp repurchases stock from a member of the controlling group, it must offer each stockholder an equal opportunity to sell a ratable number of his shares to the corp at an identical price.

· Harry Rodd, his 2 sons, and a lawyer comprised the bd of directors of Rodd Electrotype, a close corp in which Donahue was a minority shareholder.  When the corp repurchased shares from Harry Rodd after appropriate bd action, Donahue offered to sell her shares at the same price, but the corp turned down the offer.  Donahue brought an action to have the repurchase from Harry rescinded, charging the directors and controlling stockholders with violation of their fiduciary duty towards her as a minority shareholder.

· Because a close corp resembles a partnership, stockholders therein owe one another substantially the same fiduciary duty that partners owe one another—utmost faith and loyalty.  This means not giving a controlling shareholder the advantages of a corporate repurchase of his shares w/o offering those same advantages, by means of a similar repurchase, to other shareholders.  Donahue was denied the opportunity to sell her shares and is, therefore, entitled to either have the stock repurchase from Harry Rodd rescinded or sell 100% of her shares, as did Harry, to the corp at the same price.

· 2 main benefits in a close corp’s repurchase of shares, which the majority cannot reserve for themselves:

- The corp is providing a ready market where none existed so that the shareholder can turn his liquid investment into ready cash.

- The stockholder essentially receives a distribution of assets.

-- A.W. Chesterton Company, Inc. v. Chesterton (1st Cir 1997) 

· This case extends Donahue fiduciary obligations to minority shareholders of a closely held corporation.

· A minority sh had breached his fiduciary duty by proposing to transfer his shares to another corp, thereby defeating the company’s type S tax election.  The Ct enjoined the transfer because the attempted transfer constituted a breach of the minority sh’s fiduciary duties to the company.

· In electing to be a type S entity, the shs had agreed not to act in a way that would jeopardize the company’s tax status.

-- In re Kemp & Beatley, Inc. (NY 1984)

· Rule:  Actions by majority shs to restrict distributions to the prejudice of minority shs may constitute oppression and justify dissolution.

· Gardstein and Dissin, 2 long-time employees of the company (a close corp), owned approximately 20% of the corp’s outstanding stock.  During employment, they regularly received distributions as shareholders, yet after quitting on unfriendly terms with the corp, they stopped receiving such distributions, while the other shareholders still did.  They sued to dissolve the corp, contending such action constituted oppression.

· The action of the majority in this case defeated the expectation of the minority concerning the worth of their stock.  Because this was a close corp, there was little hope of establishing a market for the stock.  Thus, dissolution was the only viable remedy.

· Dissolution is an extraordinary remedy which is granted in very selective cases.  Only where the actions constitute fraud, illegality, or oppression will dissolution be ordered.  

· Oppression contemplates action significantly infringing on minority sh rights.

-- Nixon v. Blackwell (DE 1992)

· Rule:  When corporate directors are on both sides of a transaction, they have the burden of establishing the transaction’s “entire fairness”, sufficient to pass the test of careful scrutiny by the cts.

· The articles of incorporation for EC Barton & Co. provided for Class A voting stock and Class B nonvoting stock.  After Barton’s death, the corp obtained key man life insurance policies to cover its officers and key employees, who were, for the most part owners of Class A stock.  The corp also began an Employee Stock Ownership Plan (ESOP) program for employees owning Class A stock.  Beneficiaries of the program had the option of taking cash instead of stock.  The net result of the life insurance policies and the ESOP was to provide a vehicle for holders of Class A stock to cash in their shares.  These opportunities were not available to Class B holders of stock, although the corp had at times instituted repurchase programs.

· Class B shs filed a suit against the directors, contending the life insurance and ESOP programs unfairly benefited the directors, who were Class A shs, but not those holding Class B.

· The fiduciary duty of a director mandates that shs be treated fairly.  However, in the context of differing classes of shs, “fair” does not have to mean “equal.”  Corporate directors are not obligated to offer the same liquidity devices to each class.  Corps are free to create differing classes of stock with some classes being favored over others.  

· Barton created Class A stock as a vehicle for control over the company.  Since that time, the company has continued to use repurchase programs such as ESOP and the insurance to keep Class A stock in control of the Barton family.  This is a valid corporate purpose, particularly in a closely held corp.  The directors have done nothing to depress the value of Class B stock.  They have met their burden of establishing the entire fairness of their dealings with the Class B shs.

· This is a problem often faced by minority shs in a nonpublic corp.  A disgruntled sh in a publicly traded company can vote with his feet by selling.  A sh in a nonpublic corp has no such option.  Often, a lawsuit is the only remedy, but success in changing company policy through litigation is unlikely at best.

Statutory and Contractual Provisions

· Remedies for deadlock, dissension, and oppression may be provided either by statute or by agmts among the shs.

· These problems happen more often in close corps.

· General corporation statutes may either include special provisions for close corps throughout the general corp code or they may contain a separate unit of code applicable to close corps.  The MA takes the former approach, and the DE code takes the latter approach in Subchapter XIV of the DE General Corporation Law.  The MA special provisions are limited to companies whose shares are not traded on a ntl exchange.  DE limits the application of Subchapter XIV to companies that elect to become statutory closely held corps.  The provisions are elective and enabling.

-- Judicial Dissolution of the Corp

· MA ch.14 establishes the procedures for both voluntary (14.01-14.07) and involuntary dissolution of all types of corps.

· A proposal for dissolution must be recommended by the bd and approved by the shs.  The corp must then file articles of dissolution with the Sec of state and proceed to liquidate.

· A sh may initiate dissolution proceedings if the directors or shs are deadlocked and the deadlock cannot be broken, if the directors or those in control have acted in an illegal, oppressive, or fraudulent manner, or if corp assets are being wasted.  14.30.

· The Sec of State may initiate a dissolution proceeding if the corp is delinquent in paying franchise taxes filing its annual report, or notifying the Sec of changes in its registered office or agent.  14.20.

· The Attorney General may initiate a proceeding against corps obtaining their articles of incorp through fraud or exceeding or abusing their authority.  14.30.

· Creditors of insolvent corps may also initiate proceedings to recover judgment claims against insolvent corps.  14.30

· Shareholders of close corps may also enter into an agmt that mandates dissolution if one or more shs request it or if a specified event or contingency occurs.  7.32a7.  (same as in partnership statutes, creates instability in the corporate form)

-- Buyout of Shareholder Petitioning for Dissolution

· MA 14.34 provides a buyout alternative to ct ordered dissolution—it permits a chc or its shs to elect to purchase at fair value all shares owned by the sh petitioning for judicial dissolution.

· The Model Statutory Closely Held Corp Supplement provides a range of addtl options to a ct confronting deadlock, dissension, or oppression in a chc.  Under §41, the ct is authorized to order one or more of the following types of relief:  (1) the performance, prohibition, alteration, or setting aside of any action of the corp or its shs, directors, or officers of or any other party to the proceeding; (2) the cancellation or alteration of any provision in the articles or bylaws; (3) the removal of any officer or director from office; (4) the appointment of any individual as a director or officer; (5) an accounting wrt any matter in dispute; (6) the appointment of a custodian to manage the business and affairs of the corp; (7) the appointment of a provisional director to serve for the term and under the conditions prescribed by the ct; (8) the pmt of dividends; (9) the award of damages to any aggrieved party.

-- Appointment of a Custodian or Provisional Director

· DE General Corp Law §352 permits a sh having the right to dissolve the corp to petition for the appointment of a custodian to manage the company.  

· §353 provides for the appointment of a provisional director when the bd is deadlocked.  

· MA 14.32 authorizes the appointment of one or more custodians either to wind up the company’s business or to manage it.

-- Contractual Provisions

· Common types of sh agmts are used to allocate corporate control (see next section).

· Including an arbitration clause in these agmts may provide an effective dispute resolution mechanism for problems.

· Arbitration may be used as a litigation substitute, an appraisal procedure to determine the fair value of close corp stock for purposes of a buyout provision, or as a means to resolve an argument over management policy.

Contractual Arrangements

-- Most common tool shs use to tailor corporate control to suit their needs.

-- Various forms, but most can be categorized as voting, trusts, shs’ agmts, or employment Ks.

Voting Trusts and Shareholder Voting (Pooling) Agreements
-- Shs often enter into agmts designed to control how they will vote their shares wrt the election of directors or any other matter that is subject to sh approval. 

-- May be limited in scope or may apply to all matters on which shs are eligible to vote.  May specify in advance how the shares are to be voted or provide a mechanism for deciding at the time that the votes are to be cast.

-- 2 types:  voting trusts and pooling agmts

· Voting trusts

- The classic vt is a trust formed in the ordinary way under trust law with voting stock as its corpus.  The shs who participate in the trust are the grantors.  The transferee votes the shares according to the terms of the trust and otherwise acts for the benefit of the former shareholders, who are now the beneficiaries of the trust.  

- Beneficiaries will continue receive dividends, and in MA jxs, will retain their rights to inspect corporate books and records.

- Controlled by statutes, some following MA §7.30.  7.30 sets an initial 10-yr duration on vts with an option to extend, requires that the trust agmt be in writing, and requires that a copy of the agmt and a list of beneficiaries be given to the corp.

- Often used in family owned businesses (to benefit younger generation but keep control of older generation), to protect creditors (creditor acts as a trustee to control the corp until the loan is repaid), or to maintain a particular control structure.

- Drastic measure.  Few shs wish to relinquish control of their stock for unity.

· Pooling agmts

- The drafters of the agmt attempt to secure voting unity while at the same time allowing shs reasonable control of their own shares.

- Much more popular than vts.

- There is a risk that if the drafter of a shs’ agmt is not careful, the agmt may be held to be a vt and, what is more impt, an illegal and void vt because the agmt does not meet the statutory requirements for a vt.

· Ramos v. Estrada (Cal 1992)

- This case demonstrates how a combination of a pooling agmt and a buy/sell agmt can be used to address issues of control in a chc.

- Rule:  A corporate sh voting agmt may be valid even though the corp is not technically a close corp.

- 2 broadcasting corps merged.  Upon merger, the shs of each company signed a written corp sh agmt which stated that the shs agreed to vote the stock under their control with the majority of shs of each respective group, and that failure to do so would result in the sale of their stock.  The Ramoses and Estradas were members of the Broadcast Corp group.  At the next sh mtg, the Estradas voted their shares with the other group to remove Ramos, even though the majority of stockholders in the Broadcast Corp group voted with Ramos.  The Estradas sought to have the vote of the majority declared null and void and to classify the voting agmt as a proxy agmt that they had revoked.  The Ramoses were awarded judgment that the Estradas had breached the voting agmt and must sell their stock.  The agmt closely resembled a shareholder voting agmt, which is expressly authorized by statute for close corps and others similarly situated.

- A proxy is a person or instrument with the authority to represent another.

Shareholders’ Agreements Allocating Control

-- Sh agmts can contain provisions governing anything the parties wish, so long as the agmt does not constitute an illegal voting trust or violate public policy.

-- These agmts typically affect the allocation of power between shs and directors.

-- Generally, shareholders may vote their shares in any way they wish.  While shs may have fiduciary duties toward their fellow shs, especially in chcs, those duties generally do not limit shs’ ability to look out for their own interests.

-- Questions of public policy arise when a shs’ agmt intrudes into areas governed by a state’s corp statute.  

· This happens when agmts among persons who are both shs and directors relate to matters over which the corp statute gives the directors control, as, e.g., the oversight management of the corp or appointment of officers.  

· It is the job of the directors to represent all of the shs equally, and in so doing they exercise fiduciary responsibilities to all of the shs.  Therefore, cts traditionally do to favor agmts limiting the discretion or authority of the directors, including binding directors to act in the future in agreed-upon ways.

-- Galler v. Galler (Ill 1964)

· Sometimes cts allow substantial leeway to shs and directors in chcs, and sometimes cts uphold agmts that seem to violate public policy as reflected in the corp statute.

· Rule:  Close corps will not be held to the same stds of corporate conduct as publicly held corps in the absence of a showing of fraud or prejudice to ward minority shareholders or creditors.

· Most jxs recognize the basic differences between public corps and chcs.  The parties in a chc regard themselves as partners.  This view allows for a latitude in enforcing shs’ agmts that would be unacceptable in publicly held corps.  Many statutes regulating corps are intended to protect the interests of the shareholders and creditors.  Where the shs are few in number and operating, in essence, as partners, the need for such rigid protection is absent.  As long as the rights of minority shs and creditors are not infringed, the close corp can be given a relatively free reign as regards internal structure and operation.

· In this case, since there were no shareholders other than the parties to the K, there was no prejudice to require invalidation of the sh agmt.

-- MA 7.32 eliminates some of the concerns associated with sh agmts restricting the discretion of the members of the bd of a chc by allowing agmts which govern the exercise of the corporate powers of the management of the business and affairs of the corp or the relationship among the shs, the directors, and the corp, or among any of them, and is not contrary to public policy.  (see pg. 442-43)

· This allows participants in chcs to have greater contractual freedom to tailor the rules of their enterprise.

· This validates for nonpublic corps various types of agmts among shs even when the agmts are inconsistent with the statutory norms contained in the Act.

Employment Contracts

-- Can be used to distribute corporate control

-- Because corp statutes universally provide that a corp’s officers are to be chosen by its directors and that the officers may be removed by the directors at will, specific performance is not a remedy that will be available to an officer if a corp breaks the officer’s employment K, except in extraordinary circumstances.

· MA 8.43b:  An officer may be removed at any time with or w/o cause by the bd of directors

· 8.44:  (a) The appointment of an officer does not itself create contract rights.  (b) An officer’s removal does not affect the officer’s K rights, if any, with the corp.

-- A salary escalator is best to protect an officer; increasing salary each year will increase damages upon breach of an employment K or may induce the corp not to breach.

-- The corp might change an officer’s job in order to force him to quit.  Employment Ks drafted by the corp’s attorney often provide that the employee should “hold such offices and perform such duties as the bd of directors shall provide.”  The best protection for the officer is to describe his office in functional terms in case a change of job titles is otherwise permitted for the corp to avoid breaching the employment K.

-- With the increase in takeover activity, many corps have golden parachute Ks with their principal executives.  When there is a change in control and the employment K is breached, the executive is usually entitled to the continuation of any compensation, bonuses, and other benefits for a stipulated pd notwithstanding any other employment the executive may secure.  The IRC limits the aggregate amts that may be paid under such Ks by imposing confiscatory taxes.

Ch. 8 Piercing the Corporate Veil

-- See Nut Shell book Ch. 6

Tort-Based Claims and Other Considerations

-- Baatz and Walkovsky are contrasting views.

-- Baatz v. Arrow Bar (SD 1990)

· Injured party v. corp, controlling shareholders

· Rule:  Controlling shs will not be liable for a corp’s torts absent use of the corporation to effect a wrong.

· The owners of Arrow Bar, Inc., which started with a $5K loan, personally guaranteed several loans made to purchase equipment.  A bar patron was driving drunk and crashed into the Baatzes, causing serious injury.  Baatzes sued Arrow Bar, Inc. and the owners for negligently serving alcohol to the driver.  

· Exceptions to this rule are made only when it is shown that the shs used their status as controllers to effect a wrong.  Some red flags include:  fraudulent representation; undercapitalization; failure to observe corp formalities; absence of corp records; payment by the corp of personal debts; and use of the corp to promote fraud.

· The loan taken by the owners and the personal guarantees made are standard practice and do not demonstrate fraud.  The corporate veil was not pierced.

· The extent to which a corporation must be capitalized so as to not raise the specter of piercing the corporate veil varies greatly.  Probably the most important factor, besides size, is riskiness of the venture.  The more risky the venture, the more it must be capitalized or insured.

· Dissent:  Arrow was undercapitalized.

-- Walkovsky v. Carlton (NY 1966)

· Injured party v. sh

· Walkovsky, run down by a taxicab owned by SeonCab Corp, sued Carlton, a sh of ten corps, including Seon, each which had but two cabs registered in its name.  Walkovsky sued each of the 10 corps claiming that they operated as a single entity.

· Rule:  Whenever anyone uses control of a corp to further his own rather than the corp’s business, he will be liable for the corp’s acts.  Upon the principle of respondeat superior, the liability extends to negligent acts as well as commercial dealings.  However, where a corp is a fragment of a larger corporate combine which actually conducts the business, a court will not pierce the corporate veil to hold individual shs liable.

· Walkovsky claimed the multiple corporate structure constituted an unlawful attempt to defraud members of the public.  

· While the law permits the incorporation of a business for the purposes of minimizing personal liability, this privilege can be abused.  Cts will disregard the corporate form to prevent fraud or to achieve equity.  General rules of agency (respondeat superior) will apply to hold an individual liable for a corp’s negligent acts.  The ct here had earlier invoked the doctrine in a case where the owner of several cab companies, whose name was prominently displayed on the cabs, actually services, inspected, repaired, and dispatched them.  However, in such instances, it must be shown that the sh was conducting the business in his individual capacity.  The corporate form may not be disregarded simply because the assets of the corp together with the liability insurance coverage is inadequate to assure recovery.  If the insurance coverage is inadequate, the remedy lies with the legislature and not the cts.  It is not fraudulent for the owner of a single cab corp to take out no more than minimum insurance.  Fraud goes to whether Carlton and his associates were shuttling their funds in and out of the corps without regard to formality and to suit their own convenience.

· Courts, in justifying disregard of the corp entity so as to pierce the corp veil, advance an estoppel argument.  If the entity is not respected by the shs, they cannot complain if the ct, likewise, disregards the corporate arrangement page—this is to prevent abuse of the form.  Since the corp veil may be dismissed even in instances where there has been no reliance on a company’s seeming healthiness—as in tort claims whether or not creditors have been misled is not of primary importance.  Rather, a ct will look at the degree to which the corporate shell has been perfected and the corporation’s use as a mere business conduit of its shs.

· Dissent:  The attempt to do corporate business without providing any sufficient basis of financial responsibility to creditors—here, through undercapitalization and minimum insurance liabilities—is an abuse of the corporate entity.  Where the operation of the corporate enterprise yielded profits sufficient to purchase additional insurance the legislature certainly did not intend to shield those individuals who organized these corporations to minimize their personal liability.

Contract-Based Claims and Other Considerations

-- 2 prongs:  

· (1) Were the identities of the shareholder and corporation so inseparable that their separate legal existences should cease?

· (2) Would some inequitable result occur unless the corporation’s veil is pierced?

-- Considerable factors:  undercapitalization, corporate formalities, the contract claimant, intra-enterprise liability, and equity and fraud

-- Sea-Land Services, Inc. v. Pepper Source (7th Cir 1991)

· Shipping co. v. corporation, sole sh

· When Sea-Land couldn’t collect a shipping bill because Pepper Source had been dissolved, Sea-Land sought to pierce the corporate veil to hold PS’s sole sh personally liable.

· Rule:  The corporate veil will be pierced where there is a unity of interest and ownership between the corp and an individual and where adherence to the fiction of a separate corporate existence would sanction a fraud or promote injustice.

· There is no doubt that the unity of interest and ownership part of the test is met here.  Corporate records and formalities have not been maintained, funds and assets have been moved and tapped and borrowed without regard to their source.  As for the second part of the test, an unsatisfied judgment, by itself, is not enough to show that injustice would be promoted.  

· Injustice was proven on remand because Marchese (the sole sh) had received countless benefits at the expense of Sea-Land, and others including loans and salaries paid in such a way as to insure that his corporations had insufficient funds with which to pay their debts.

Ch. 10  Duty of Care

General Std of Care and the Obligation to Monitor

-- Francis v. United Jersey Bank (NJ 1981)

· Rule:  Where insiders have misappropriated corporate funds that were held in an implied trust for third parties, it is said that the director owes a fiduciary duty to the third parties and, consequently, if the director fails to make an effort to fulfill his responsibilities as a director, he will be deemed to have breached his duty of care and thus will be held personally liable to the third parties for the misappropriated funds.

· Francis, the trustee in bankruptcy court, sought damages from Overcash, Pritchard’s executrix, for Pritchard’s negligent performance of her duties as a director of Pritchard & Baird, which went bankrupt after Pritchard’s 4 sons, Pritchard & Baird’s directors, misappropriated corporate funds.  

· Pritchard did not read the corporate financial statements, she didn’t supervise the business nor even did she acquire a basic knowledge of the business.  She did not make the slightest effort to detect and prevent the illegal conduct of her sons.  In addition, it was no defense that she was ignorant of her sons’ acquisitions.  Nor was it a defense that she didn’t actively participate in the misappropriation.  She was not a director of an ordinary business but was a director of a reinsurance brokerage firm.  Her duty was akin to that of a bank director to its depositors.  As such she was held to a stricter accountability than if she had been a director of an ordinary business.  She was personally liable in negligence for over $10 million.

· The director was liable in negligence because of nonfeasance.  Nonfeasance is the failure to act when there is a duty to do so, whereas malfeasance is an affirmative act made in a negligent manner.  The cts are more likely to find a director liable for nonfeasance where the business itself is deemed fiduciary in nature, such as the banking business or as in the present case the reinsurance business.  

Duty to Inquire and to Monitor

-- In re Caremark Intl Inc. Derivative Litigation (DE 1996)

· Shs v. bd

· Rule:  Where a director in fact exercises a good faith effort to be informed and to exercise appropriate judgment, he is deemed as satisfying the duty of attention.

· Facts:  Caremark (D) was indicted for violating a federal law making it a felony to pay kickbacks to persons for referring Medicare or Medicaid patients to it.  Caremark pled guilty to mail fraud and paid criminal fines and civil reimbursement of $250 million.  Shs brought suit seeking to recover those losses from its directors for breaching their fiduciary duty of care.

· Director liability for a breach of the duty to exercise appropriate attention may arise under 2 contexts:

- (1) A bd decision that results in loss because the decision was ill advised or negligent.

· These cases are subject to the business judgment rule, assuming the decision made was the product of a process that was considered in good faith or otherwise rational.

- (2) An unconsidered failure of the bd to act in circumstances in which due attention would have prevented the loss.

· In these cases, it is important that the bd exercise a good faith judgment that the corporation’s info and reporting system is adequate to assure the bd that appropriate info will come to its attention in a timely manner as a matter of ordinary operations so that it may satisfy its duty.

· This case fits under (2).  In order to show that the directors here breached their duty of care by failing to adequately control Caremark’s employees plaintiffs need to demonstrate that the directors knew or should have known that violations of the law were occurring and that they took no steps in a good faith effort to prevent or remedy that situation, resulting in the losses complained of.  Here, there is no finding that the directors were guilty of a failure to exercise their oversight fxn.

· Compliance with the duty of care may never be judged with reference to the content of the bd’s decision leading to the corporate loss.  As long as the process employed was rational or employed in a good faith effort to advance the corporation’s interests, liability will not attach. 

-- Stone v. Ritter (DE 2006)

· Just came out November 6, 2006 in the DE Supreme Ct.

· Good faith, monitoring case

· Rule:  Bad faith can be demonstrated by showing that the director utterly failed to implement the systems required under Caremark of monitoring and overseeing, or consciously failed to monitor or oversee, or consciously disabled himself from monitoring or overseeing.

ALI Principles 

-- ALI §4.01a1 addresses the duty to inquire:

· The duty of care includes the obligation to make, or cause to be made, an inquiry when, but only when, the circumstances would alert a reasonable director or officer the need therefore.  The extent of such inquiry shall be such as the director or officer reasonably believes to be necessary.

Reliance on Others (pg. 528)

-- MA §8.30c,d,e

-- ALI §4.02

-- Both allow directors to rely on a wide range of types of info from a wide variety of persons when the directors reasonably believe that such reliance merits confidence and as described in MA, when directors do not have knowledge that makes reliance unwarranted.

-- While directors may rely on others, such reliance does not automatically substitute for their own conduct.

Officers (pg. 529)

-- MA §8.42

-- ALI 4.02

-- Both provide that officers may rely on others.  MA excludes committees of the bd as persons on whom officers may rely.

Internal Control

-- While reliance on others is often necessary, authorizing such reliance poses risks that directors or officers will turn blind eyes toward issues requiring attention.

-- For public companies, Sarbanes-Oxley Act of 2002 imposes specific certification requirements on CEOs and CFOs.  They must certify in periodic reports filed with the SEC that, among other things, they designed internal controls to promote reliable financial reporting, that they disclosed discovered control deficiencies or weaknesses to their outside auditors and bd audit committee, as well as any fraud involving employees with significant internal control roles.  The SO Act also requires companies to include annual disclosure an internal control report expressing management’s responsibility for establishing and maintaining adequate internal controls for financial reporting and assessing their effectiveness.  Outside auditors must sign off on the assessment.  The Act requires compliance programs, document retention policies and internal investigation procedures.

Business Judgment Rule

-- Once directors make conscious corporate decisions, thereby exercising their business judgment, their conduct is generally subject to the business judgment rule.

-- Joy v. North (2nd Cir 1982)

· The Business Judgment Rule:  A corporate officer who makes a mistake in judgment as to economic conditions, consumer tastes, or production line efficiency will rarely, if ever, be found liable for damages suffered by the corporation.

· The rule extends only as far as the reasons which justify its existence.  Thus, it does not apply in cases in which the corporate decision lacks a business purpose, is tainted by a conflict of interest, is so egregious as to amount to a no-win decision, or results from an obvious and prolonged failure to exercise oversight or supervision.

· First, shs to a very real degree voluntarily undertake the risk of bad business judgment.

· Second, cts recognize that after the fact litigation is an imperfect device to evaluate corporate business decisions.  The entrepreneur’s fxn is to encounter risks and to confront uncertainty, and a reasoned decision at the time may seem a wild hunch viewed yrs later against a background of perfect knowledge.

· Third, because potential profit often corresponds to potential risk, it is very much in the interest of shs that the law not create incentive for overly cautious corporate decisions.  Shs can reduce the volatility of their risk by diversifying their holdings.  In the case of the diversified sh, the seemingly more risky alternatives may well be the best choice since great losses in some stock will over time be offset by even greater gains in others.  

· A rule which personalizes the choice of seemingly riskier alternatives may not be in the interest of shs.

The Classic Rule

-- In Joy, the ct describes the historic judicial tendency to defer management discretion in corporate decisionmaking.  So long as directors do not behave egregiously, the consequence of this classic business judgment rule is to substantially lower the possibility that directors will be found liable for a breach of their duty of care.

-- Cts vary in their description of the std.  Behavior which is not grossly negligent or reckless or decisions with any rational business purpose, e.g., have satisfied the business judgment rule.  

-- The policy behind the rule is that corporate law should encourage and afford protection to informed business judgments in order to stimulate risk taking, innovation, and other creative entrepreneurial activities.

Applicability

-- Only applies when directors have made conscious decisions.  Prolonged inattention and the failure to monitor business activities, as in the Francis case, would not be included.  

Exceptions

-- 2 exceptions to the business rule:

· Directors and officers who are “interested” in the corporate decision may be subject to a different standard of conduct, described in the duty of loyalty.  

· If the directors’ decision itself constitutes illegal conduct, directors will nto be protected by the business judgment rule.  Miller v. American Telephone & Telegraph Co. (3rd Cir 1974).

Informed Decisionmaking

-- Smith v. Van Gorkom (DE 1985)

· Rule:  Directors are bound to exercise good faith informed judgment in making decisions on behalf of the corporation.

· Facts:  In order to fully realize a favorable tax situation, Trans Union’s chief executive, Van Gorkom, solicited a merger offer from an outside investor.  VG acted on his own and arbitrarily arrived at a $55 per share price.  Without any form of investigation, the full Trans Union board accepted the offer.  The offer was proposed two subsequent times before its formal acceptance by the bd.  Smith and other shs brought this derivative suit on the basis that the bd had not given due consideration to the offer.  The trial ct held that because it considered the offer three times before formally accepting it, the bd’s action fell within the business judgment rule.  Reversed on appeal due to the bd’s gross negligence (the intentional failure to perform a duty with reckless disregard of the consequences).

· The directors approved the merger the first time it was presented to them.  They had no, and requested no, substantiating data regarding the feasibility of the $55 per share price.  No consideration was given to allowing time to study the proposal or to gain more information.  As a result, their decision to accept the offer can be classified as nothing short of gross negligence.  As a result, their actions cannot be foisted on the shs under protection fo the business judgment rule.  The decisions of a corporation are left up to the bd.  Some major decisions, such as mergers and acquisitions, require sh approval or ratification.  Within certain parameters, decisions of the bd are upheld on review based on the business judgment rule.  This rule grants immunity from liability for decisions a bd makes based on its business experience.  In the absence of gross negligence, such decisions are generally upheld as falling within the bd’s discretion.

· Dissent:  The bd consisted of extremely well-educated, experienced, and successful business people.  They were well aware of their duties and of the merits of the offer.  Although their actions seem subjectively imprudent, this does not preclude the application of the business judgment rule.

Informed Decisionmaking

-- In Van Gorkom, the directors argued that their decision was informed given the above-market price and the market test period, their substantial expertise and experience, their reliance on expert counsel, and the shs’ approval.  

-- The ct emphasized that the duty of care analysis focuses on the process by which corporate decisions are made, rather than on the substance and merits of the decision itself.  

-- Cts are traditionally hesitant to second-guess management’s actual decisions.  However, the ct’s detailed analysis in VG, e.g., of the price reveals how difficult it is to separate the process from the substance of the decision.  Also, the selection of one decisionmaking process over another can be considered a substantive decision itself.

Aftermath

-- The VG case prompted a flurry of scholarly writing from critics.  The case was widely perceived to impose a higher std of care on directors.  In response insurance companies revised their policies and increased premiums in anticipation of increased litigation against directors.  Many directors considered resigning.

Model Act

-- MA 8.3b comments:

· “Being informed” in the context of the decisionmaking fxn refers to the process of gaining sufficient familiarity with the bkgd facts and circumstances in order to make an informed judgment.  Unless the circumstances would permit a reasonable director to conclude that he or she is already sufficiently informed, the std of care requires every director to take steps to become informed about the bkd facts and circumstances before taking action on the matter at hand.  The process typically involves review of written materials provided before or at the meeting and  attention to/participation in the deliberations leading up to a vote.  It can involve consideration of info and data generated by persons other than legal counsel, public accts, etc., retained by the corp, e.g., review of industry studies or research articles prepared by unrelated parties could be useful.  It can also involve direct communications, outside of the boardroom, with members of management or other directors.  There is no one way for becoming informed and both the method and measure –how to and how much—are matters of reasonable judgment for the director to exercise.

· “Devoting attention” in the context of oversight fxn refers to concern with the corp’s info and reporting systems and not to proactive inquiry searching or system inadequacies or noncompliance.  While directors typically give attn to future plans and trends as well as current activities, they should not be expected to anticipate the problems which the corp may face except in those circumstances where something has occurred to make it obvious to the bd that the corp should be addressing a particular problem.  The std of care associated with the oversight fxn involves gaining assurances from management and advisers that systems believed appropriate have been established coupled with ongoing monitoring of the systems in place, such as those concerned with legal compliance or internal controls—followed up with a proactive response when alerted to the need for inquiry.

Corporate Governance Reforms

-- For public corps, the Sarbanes-Oxley Act of 2002 enacted a variety of corporate governance reforms.  The SOA does not require bds to form audit committees, but provides that absent committee formation, the entire bd is deemed to constitute an audit committee.  Stock exchanges are required to prohibit listing securities of companies not complying with the following audit committee rules:

· The committee must be directly responsible for appointing, paying, and supervising outside auditors.  

· All committee members must be independent and cannot collect fees from the company other than director compensation. 

· Committees must establish procedures to promote employee reporting of misconduct and protect reporting employees (whistle-blowers).

· Committees must be empowered to retain independent counsel and other advisors.

· The company must provide sufficient funding, as the committee determines, to pay outside auditors and committee advisors.

· The SEC must adopt rules requiring quarterly and annual disclosure of whether at least one audit committee member is a “financial expert” and, if not, why not.  The SEC defines the term financial expert, considering a person’s education and experience and probable knowledge of generally accepted accounting principles (GAAP), financial statements, audit committee fxns, internal accounting controls, and preparing or auditing financial statements.
Legislative Responses to Liability

Types of Statutes

-- At least 3 types of exculpation statutes arose after VG in order to decrease directors’ liability risks (pg. 566):

· Some statutes allow individual corporations, typically through sh action to include in their articles a provision limiting or eliminating their directors’ liability.  Under DE §102b7, the defendant directors would generally have the burden of establishing that they qualified for the statutory protection.

· Some laws alter the stds of fiduciary duties imposed on all corporate directors, typically lowering the std of conduct.  Virginia Code Ann. §13.1-690(A).

· Some statutes allow shs to limit the amount of directors’ liability.  ALI §7.19.

Scope of Statutes

-- Arnold v. Society for Savings Bancorp, Inc. (DE 1994)

· Sh v. corp, bd 

· Rule:  A court will not go beyond the express, unambiguous language of the relevant statute in construing a statutory provision in the certificate of incorporation shielding corporate directors from liability for breach of fiduciary duty.

· Fats:  Arnold, a sh of Society for Savings, sued the corp, its directors, and other corps involved with Bancorp in a merger, for failure to disclose material facts in a merger proxy statement.

· The fiduciary disclosure requirements were well established when DE §102b7 was enacted and were not exempted expressly from coverage.  There is no reason to go beyond the text of the statute.  Arnold’s claims of knowing and intentional misconduct and bad faith implicate express exceptions to 102b7, which only protects directors from liability for their negligent actions.  However, his claims were unsupported by the record.

· The judicial trend has been toward stricter scrutiny of directors discharging their duty of care.  In response, some states, including Delaware, adopted statutes permitting corporations to eliminate or limit the personal liability of directors for negligent or grossly negligent conduct.  A few states exempt directors from liability for negligent conduct by statute, or place a ceiling on damage awards against directors.

-- Malpiede v. Towson (DE 2001)

· Sh v. directors

· Rule:  A breach of the duty of care claim must be dismissed where a corp has an exculpatory provision in its charter that precludes money damages for directors’ breaches of care.

· Shs of Frederick’s of Hollywood contended that an exculpatory provision in the charter that precluded money damages for directors’ breaches of the duty of care didn’t bar their claim that the bd was grossly negligent in failing to implement a routine defensive strategy that could enable the bd to negotiate for a higher bidder in a merger situation, or otherwise create a tactical advantage to enhance stockholder value.

-- WLR Foods, Inc. v. Tyson Foods, Inc. (4th Cir 1995)

· Corp v. corp, bd

· Rule:  Directors actions in Virginia are not to be judged for their reasonableness.

· Facts:  Tyson challenged the ct’s finding that §690 of the Virginia Business Judgment State allowed an inquiry only into the processes employed by corporate directors in making their decisions regarding a takeover, and not into the substance of those decisions.

· It is clear from the language of §690 that the actions of a director are to be judged by his or her good faith in performing corporate duties, and not by the substantive merit of the director’s decisions themselves.  Under §690, the director’s conduct or decision is not to be analyzed in the context of whether a reasonable man would have acted similarly.  Whether a different person would have come to a different conclusion given the information that a director had before him is simply irrelevant to the determination of whether a director in Virginia had acted in good faith in fulfilling his corporate duties.

· The ct’s ruling in this case reflects a trend in recent yrs for federal cts to uphold state antitakeover statutes.

· A takeover is an attempt by an outside group to seize control of a target corporation against the will of the targeted company’s officers, directors, or shs.

Corporate Objective and Responsibility

Judicial Guidance

-- Shlensky v. Wrigley (Ill 1968)

· Rule:  A sh’s derivative suit can only be based on conduct by the directors which borders on fraud, illegality, or conflict of interest.

· Facts:  Wrigley was the majority sh and a director of the Cubs.  Shlensky, a minority sh, sought to bring a shs’ derivative action to compel the directors to equip Wrigley field with lights so that night games could be played and revenues could be increased.  This was not a valid derivative action.

-- Corporate Purpose

-- Dodge Case

· Dodge v. Ford Motor Co. (Mich 1919)

- The discretion of directors is to be exercised in the choice of means to attain that end and does not extend to a change in the end itself, to the reduction of profits, or to the nondistribution of profits among shs in order to devote them to other purposes.

Other Constituencies Statutes

-- Over half of the states have statutes that authorize directors to consider the interests of groups other than shs in at least some of their corporate decisionmaking.

ALI Principles (pg. 563)

-- 2.01 The Objective and Conduct of the Corporation

-- 6.02b Action of Directors That Has the Foreseeable Effect of Blocking Unsolicited Tender Offers 

· (1) Factors directors may consider in deciding upon a reasonable response to an unsolicited tender offer include all factors relevant to the best interest of the corp and shs, including, among other things, questions of legality and whether the offer, if successful, would threaten the corp’s essential economic prospects.

· (2) The bd may, in addition, have regard for interests or groups other than shs wrt which the corporation has a legitimate concern if to do so would not significantly disfavor the long-term interests of shs.

Corporate Code

-- Most corps don’t expressly articulate their corporate objective or the factors they consider relevant in their decisionmaking.  Many corps include in documents such as their “Code of Conduct” an expression of their position on these issues.

Ethics Codes

-- For publicly held corps, the SOA directed the SEC to promulgate rules requiring annual and quarterly report disclosure concerning whether the company has adopted a code of ethics for senior financial officers and, if not, why not.  Changes to ethics codes must be disclosed promptly in current reports.

Ch. 11  Duty of Loyalty

Common Law Test

-- Lewis v. SL&E, Inc. (2nd Cir 1980)

· Rule:  When the directors of a corporation are engaged in a transaction between that corporation and an entity in which the directors have an interest, the burden of proof rests on the interested directors to show that the transaction was fair and reasonable to the corporation.

· The general rule is that directors may make decisions in the ordinary course of business without review by the ct.  However, when the directors have a personal interest in the transaction they are no longer immune from review, and must demonstrate that the transaction was fair and reasonable to the corporation at the time it was entered into.  

· Formal ratification of an interested-director transaction is not necessary to validate the K.  The general rule is that directors cannot bind the corporation without collective action.  Subsequent approval of the action, or acceptance and retention of its benefits, constitutes sufficient ratification without a formal, collective resolution.

Fairness Standard

-- What constitutes fairness to the corporation depends on the facts of the case and the court’s determination of what is relevant.

-- ALI 5.02a2A Comment (pg. 584)

Scope of the Duty

-- MA 8.60-61 posits that only directors’ conflicting interest transactions are subject to its duty of loyalty provisions and offer definitions on each key term.

-- ALI uses “duty of fair dealing” to describe such situations.

Safe Harbor Statutes

Statutory Interpretations

-- Marciano v. Nakash (DE 1987)

· Rule:  A transaction by a corporation with its insiders will be valid if intrinsically fair.  

· Facts:  Gasoline, Ltd. was a Delaware corporation with 50% of its shares owned by the Marciano faction and 50% owned by the Nakash faction.  The bd had 6 members, each faction having 3 seats.  During Gasoline’s lifetime, a  loan was extended to Gasoline by the Nakashes.  Gasoline became insolvent.  A claim was made against the insolvent estate by the Nakashes.  The Marcianos challenged the claim, contending it was voidable per se as an interested transaction not approved by a majority of shs.

· The transaction was deemed fair by the ct.

· Delaware General Corporation Law §144 establishes certain conditions which, when met, will make an interested transaction valid.  All parties concede that these conditions were not met here.  §144 was created as a safe haven.

-- Procedures and the Fairness Test

-- Statutes and Their Interpretation

· Nearly all states have safe harbor statutes providing that transactions between directors and their corps are not voidable simply because of the relationship between the parties.  These statutes typically describe 3 alternatives of directors’ approval, shareholders’ approval, and a fairness std.  They vary regarding disclosure requirements, good faith requirements, whether directors’ and shs’ approval must be disinterested, and whether the fairness std is expressly required even though directors’ and shs’ approval has occurred.

-- Directors’ Approval

· Even if a bd’s action falls within the safe harbor of §144, the bd is not entitled to receive the protection of the business judgment rule.  Compliance with §144 merely shifts the burden to the plaintiffs to demonstrate that the transaction was unfair.

· 144a1 provides that a transaction between a corporation and one or more of its directors shall not be void solely because that director participated in authorizing the transaction if the material facts as to his relationship or interest and as to the contract or transaction are disclosed or known to the bd or the committee, and the bd or committee in good faith authorizes the K or transaction by the affirmative votes of a majority of the disinterested directors even though the disinterested directors be less than a quorum.

Compensation Agreements

-- Directors and officers can negotiate a range of compensation packages for themselves, including cash salaries and bonuses, stock option plans, profit sharing agmts, and retirement and termination plans.  

-- ALI 5.03 (pg. 598)

· (a) General rule:  A director or senior executive who receives compensation from the corporation for services in that capacity fulfills the duty of fair dealing wrt the compensation if either:

- (1) The compensation is fair to the corp when approved;

- (2) The compensation is authorized in advance by disinterested directors or in the case of a senior executive who is not a director, authorized in advance by a disinterested superior, in a manner that satisfies the stds of the business judgment rule;

- (3) The compensation is ratified by disinterested directors who satisfy the requirements of the business judgment rule, provided…;

- (4) The compensation is authorized in advance or ratified by disinterested shs, and does not constitute a waste of corporate assets at the time of the sh action.

· Compensation transactions will be subjected to the less intense judicial scrutiny provided by a business judgment review if authorized in advance by disinterested directors, or, in the case of a senior executive who is not a director, by a disinterested superior, or ratified by disinterested directors under (a)(3).  5.03 does not accord the same std of review to a situation in which a senior executive receives compensation w/o such advance authorization or ratification and in such event the senior executive will have the burden of proving fairness.

-- Cohen v. Ayers (7th Cir 1979)

· Ct contrasts the std of review for compensation agreements with self-interested compensation agmts.  (pg. 599)

-- In re The Walt Disney Co. (DE 2003)

· Rule:  A complaint must not be dismissed as protected by the business judgment rule where the pleadings sufficiently allege that a bd has knowingly and deliberately disregarded its responsibilities concerning a material corporate decision.

· Shs of Disney contended that the directors breached their fiduciary duties in hiring and termination of Ovitz as Disney’s president.

Corporate Opportunity Doctrine 

-- A corporate opportunity is an opportunity that a fiduciary to a corporation has to take advantage of information acquired by virtue of his or her position for the individual’s benefit.

-- The doctrine can apply to any opportunity that the corporation and the fiduciaries both claim as theirs.

-- Most cases deal with opportunities that put the fiduciaries in competition with the corporation. 

-- Broz v. Cellular Information Systems, Inc. (DE 1996)

· Rule:  The corporate opportunity doctrine is implicated only in cases where the fiduciary’s seizure of an opportunity results in a conflict between the fiduciary’s duties to the corp and the self-interest of the director as actualized by the exploitation of the opportunity.

· Broz utilized a business opportunity for his wholly owned corporation instead of CIS, Inc. for which he served as a member of the bd.

· Here, the totality of the circumstances indicates that Broz did not usurp an opportunity that properly belonged to CIS.  Broz was entitled to utilize a corporate opportunity for the benefit of his wholly owned corp, instead of for CIS because:  (1) the opportunity became known to him in his individual and not corporate capacity, (2) the opportunity was related more closely to the business conducted by his corp than to that engaged in by CIS, (3) CIS did not have the financial capacity to exploit the opportunity, and (4) CIS was aware of Broz’s potentially conflicting duties toward his corp and did not object to his actions on his corp’s behalf.

· This case represents the Delaware view.  Generally, other cts reject the defense that the corporation lacked the financial capacity to effectively exploit an opportunity when an executive is accused of usurping corporate opportunities.  

-- From the review session:  You can prepare to compete with your employer as long as you’re not breaching any duties.  However, once you start competing, you’re breaching your duty of loyalty.  As a director, if you discover opportunities to negotiate and prepare to compete while employed, you are probably breaching your duty because you should’ve presented the opportunity to the bd.  If a director quits and starts the business the next day, he has probably breached his duty to present the opportunity.  Also look out for misappropriation of trade secrets—employees cannot use information obtained by the company unless the information is in his head (can’t go into the database and steal customers, but you can contact a customer if you merely remember them).

Line of Business Test

-- The rule may be interpreted in a variety of ways.  If it is interpreted narrowly, it would only preclude fiduciaries from pursuing opportunities that would put fiduciaries in direct competition with the corp.  If interpreted more expansively, it could preclude fiduciaries from any opportunities to which the corp could possibly adapt itself.

Key Inquiries

-- (1) Does the corp have a protectable expectancy to the opportunity?

-- (2) Is it fair to the corporation for the fiduciary to take the opportunity?

-- (3) Did the corp have the actual capacity to develop the opportunity? (Delaware)

-- Northeast Harbor Golf Club, Inc. v. Harris (Maine 1995)

· Rule:  Corporate officers and directors must disclose all relevant info prior to taking personal advantage of any potential corporate opportunity.

· Corporate officers bear a duty of loyalty to their corp.  This duty must be discharged with good faith with a view toward furthering the interests of the corp.  

· ALI §5.05 states that a director may take advantage of a corporate opportunity only after meeting a strict requirement of full disclosure.  

· This is the law in all states.

Ch. 16  Impact of Securities Laws on Corporations (Skim ch. 16 pg. 823-833)
Ch. 13  Changes in Control:  Corporate Combinations

Negotiated Changes in Control

Corporate Combinations

-- Acquisition Forms

· Purchase of Assets

· Purchase of Stock

· Stock for Assets

· Stock for Stock

· Merger

-- ALI Principles

· 6.01 Role of Directors and Holders of Voting Equity Securities Wrt Transactions in Control Proposed to the Corporation

- (a) The bd of directors, in the exercise of its business judgment may approve, reject, or decline to consider a proposal to the corporation to engage in a transaction in control.

- (b) A transaction in control of the corporation to which the corp is a party should require approval by the shareholders.

De Facto Mergers

-- The ct may recharacterize a corporate combination as an ordinary merger although the acquiring company labels it differently.

-- Hariton v. Arco Electronics, Inc. (DE 1963)

· Rule:  A corporation may sell its assets to another corporation, even if the result is the same as a merger, without following the statutory merger requirements.

· Arco sold all of its assets to Loral Corp in exchange for Loral common stock.  Hariton, a sh in Arco, challenged the transaction as a de facto merger.

· The statutes dealing with the merger and sale of corporate assets may be overlapping in the sense that they may be used to achieve similar results, but the two procedures are subject to equal dignity.  If all of the applicable provisions are complied with, a corp may achieve a result in a manner which would be illegal under another statute.  There is no interaction between these statutes, and since the sale of corporate assets statute was followed correctly, the provision of the merger statute are of no relevance.  

· The theory of de facto merger can only be introduced by the legislature, not the courts.

· Also, Arco didn’t cease to exist as it would have in an actual merger.

· The rationale of de facto merger which is based upon the theory that a sh shouldn’t be forced to accept a new investment in a different corporation fails in this case

· In Delaware, there is no right of appraisal for a sale of corporate assets, so Hariton knew when he purchased the Arco stock that Arco might at any time sell all of its assets for stock in another corp.  

- Right of appraisal = a statutory remedy whereby minority shs, objecting to extraordinary transactions entered into by the corp, may require the corp to repurchase their shares at a price equal to its value immediately prior to the action.

· This case gives corporations greater freedom of reorganization than is given under the restrictive merger statutes.

· This case represents the minority rule and has been criticized for its emphasis on the form rather than the substance of the transaction in question.  Since the merger procedure is authorized to achieve the result sought by Arco, it seems unfair to allow the use of another device to obtain the same result indirectly in order to deny the protections given to minority shs under the more direct approach.

-- MA 11.01:  de facto merger problems are unlikely to occur under the MA since the procedural requirements for authorization and consequences of various types of transactions are largely standardized.

-- Knapp v. North American Rockwell Corp. (3rd Cir 1974)

· This case shows how creditors rights are affected.

· Rule:  A mere sale of corporate property by one company to another does not make the purchaser liable for the liabilities of the seller not assumed by it.

· Knapp was injured at TMW, which then sold all of its assets to Rockwell.  

· One injured by a defective machine may not recover from the corporation that purchased substantially all the assets of the manufacturer of the machine because the transaction was a sale of assets rather than a merger or consolidation.

· However, liability may be imposed when the transaction amounts to a consolidation or merger, or the purchasing corp is merely a continuation of the selling corp.  The ct looks at who is better able to spread the loss.  Rockwell was better able to spread the burden of the loss.  Rockwell could have protected itself from sustaining the brunt of the loss by securing from TMW an assignment of its insurance.

· Even though a corporation may sell substantially all of its assets, its corporate existence does not automatically terminate after the sale.  At this time, the selling corp maintains funds received from the proceeds of the sale and is obligated to pay any outstanding liabilities that have not been assumed by the acquiring corp.  

· TMW was not found liable for Knapp’s injuries because of the terms of its accord with Rockwell.  Under this agreement, Rockwell assumed liabilities against which TMW is insured.

Ch. 18  What is a Tender Offer?

-- Hanson Trust PLC v. SCM Corp. (2nd Cir 1985)

· Rule:  The question of whether a solicitation constitutes a “tender offer” within the meaning of §14d of the Williams Act turns on whether, viewing the transaction in the light of the totality of circumstances, there appears a likelihood that unless the preacquisition filing strictures of that statute are followed there will be a substantial risk that solicitees will lack information needed to make a carefully considered appraisal of the proposal put before them.

· The purpose of the Williams Act, which does not define tender offer, was to protect shs by insuring that when confronted by a cash tender offer they would not be required to respond without adequate information.  

· There was no federal obligation to disclose any information to shs when making a tender offer until the passage of the Williams Act.  The Act was designed to put investors and takeover bidders on an equal footing without favoring either the tender offeror or existing management.

Ch. 13  Changes in Control:  Tender Offer Defenses

Defending Against Tender Offers

-- Vocabulary, pg. 682

· Back-End Transaction – follows the successful acquisition by an aggressor of a majority of the target’s shares.  The minority shs in the target are eliminated through a cash-out merger.  Aka mop-up merger.

· Bear Hug – approach by an aggressor to a target proposing a friendly acquisition.  A veiled or explicit threat may be made that if the target chooses not to negotiate, an unfriendly takeover attempt addressed directly to the target’s shs may be undertaken.

· Crown Jewels – valuable assets or lines of business owned by a potential target corp.  Such assets may be sold to third parties or placed under option at bargain prices as a device to defeat an unwanted takeover attempt.

· Fair Price Amendments – amendments to articles of incorp adopted by publicly held corps that preclude subsequent mergers or related transactions with major shareholders except at prices that meet specified stds.  Such amendments are designed to prevent unfair back-end transactions, and ultimately serve as a defense against unwanted takeovers.

· Flip-In Poison Pills – grant shs addtl financial rights in the target (e.g. the right to acquire addtl shares or indebtedness issued by the target corp at a bargain price) when the poison pill is triggered by a cash tender offer or a large acquisition of target shares by an aggressor.

· Flip-Over Poison Pills – grant shs addtl financial rights in the aggressor when the poison pill is triggered by a cash tender offer or a large acquisition of target shares by an aggressor.  The usual flip-over provision grants shs in the target the right to purchase shares in the aggressor at bargain prices in the event of a back-end merger between the target and the aggressor within a designated period after the pill is triggered.

· Front-End Loaded Tender Offer – a cash tender offer in which it is announced that the back-end transaction will be effected at a lower price than the initial offer for the controlling interest of the target made in the tender offer itself.

· Golden Parachutes – lucrative severance contracts for top management whose employment with the corp may be terminated upon a successful takeover by an aggressor.  US income tax laws discourage excessive golden parachutes by disallowing deductions to employers paying them and imposing excise taxes on employees receiving them.

· Greenmail – an agmt by an aggressor and a target corp, following the acquisition by the aggressor of a substantial holding in target shares, by which the target corp agrees to buy the target shares owned by the aggressor at a price that is usually above market and certainly above the aggressor’s costs.  In return the aggressor agrees to make no further purchases of target shares for an extended period.  US income tax law imposes stiff non-deductible excise taxes on greenmail payments, rendering this device impotent.

· Lock-Up Options – options on crown jewels or on shares of the target that are granted to friendly third parties as a device to defeat an aggressor’s takeover attempt.

· Pac Man Defense – involves a cash tender offer by the target for a majority of the aggressor’s shares.  

· Poison Pills – special issues of preferred shares or debt securities with rights that are designed specifically to make unwanted attempts to take over the issuing corp difficult, impractical, or impossible.  A poison pill grants addtl rights to shareholders upon the occurrence of a triggering event such as an acquisition of a substantial block of shares or a tender offer by outside interests.

· Shark Repellants – changes made in the corp’s articles or bylaws designed to make it difficult for a new majority shareholder to replace the incumbent bd or to impose addtl costs on the corp in the event of a successful takeover.  Aka porcupine provisions.

· Staggered Board of Directors – bd that has been divided into 2 or 3 groups with one group to be elected each yr.  Sometimes used as defensive measure against unwanted takeover attempts.

· Standstill Agreement – agmt btwn a target and aggressor under which the aggressor agrees not to increase its holding in the target beyond a specified size for a specified pd of time.

· Supermajority Provisions – provisions in articles or bylaws that require certain actions to be approved by more than a simple majority of the affirmative votes of shares.  Supermajority provisions are widely used as takeover defenses by requiring merger transactions proposed by substantial shs to receive supermajority approval.

· White Knight – friendly alternative suitor for a target corp.

-- Defense Mechanisms

· Most popular is a blank check preferred stock, which, when authorized, gives directors broad discretion to establish dividend, voting, conversion, and other rights for the stock, if and when it is eventually issued.  The stock would allow directors, e.g., to put poison pills into place.

· Other popular defenses found in over 40% of corps include classified bds, golden parachutes, poison pills, and advance notice requirements (aimed at containing sh activism; may require that shs give advance notice of directors’ nominations)

Enhanced Scrutiny

-- Unocal and Revlon are the key Delaware cases that formulated the duty of care std in the tender offer context.

-- Unocal Corp. v. Mesa Petroleum Co. (DE 1985)

· Rule:  Unless it is shown by a preponderance of evidence that the directors’ decision in fighting a takeover by one of the shs in the corp was primarily based on perpetuating themselves in office, or some other breach of fiduciary duty (such as fraud, overreaching, lack of good faith, or being uninformed), a Ct will not substitute its judgment for that of the bd.

· Facts:  In response to a takeover attempt by Mesa, a Unocal sh, the bd of Unocal determined that the takeover was not in the best interest of the corp and should be fought.  To do so, Unocal made its own exchange offer, from which Mesa was excluded.  Mesa sought and obtained a preliminary injxn from proceeding with the exchange offer unless it included Mesa.  One of the main issues when the matter was heard via an interlocutory appeal was whether or not the action taken by the bd was covered by the business judgment rule.

· There is no duty owed to a sh in a corp that would preclude the directors from fighting a takeover bid by the sh if the bd determines that he takeover is not in the best interest of the corp.  

· The business judgment rule protects only those actions by directors that are reasonable in relation to the threat posed.  Among the considerations the cts have held are appropriate concerns of the bd in taking defensive actions is the impact on constituencies other than shs (such as creditors, customers, employees, and maybe even the general community) and, also, the risk of nonconsummation.

-- Reasonable Response Standard

· Under Unocal, the target corp’s directors must do more than satisfy the ordinary business judgment rue std of review in the tender offer context.

· ALI §6.02

- (a) The bd may take an action that has the foreseeable effect of blocking an unsolicited tender offer, if the action is a reasonable response to the offer.

- (b) In considering whether its action is a reasonable response to the offer:

· (1) The bd may take into acct all factors relevant to the best interests of the corp and shs, including, inter alia, questions of legality and whether the offer, if successful, would threaten the corps essential economic prospects; and

· (2) The bd may, in addition to the analysis under (b)(1), have regard for interest groups (other than shs) wrt which the corporation has a legitimate concern if to do so would not significantly disfavor the long-term interests of shs.

· Unlike Unocal, 6.02c places the burden on the plaintiffs to prove that the tactics were unreasonable.  

· 6.02d distinguishes between actions to enjoin or set aside corporate actions and actions to determine directors’ liability.  Actions to enjoin are subject to the reasonableness stds.  Disinterested directors are protected from personal liability for damages if they comply with the ordinary business judgment rule stds, even if they comply with the ordinary business judgment rule stds, even if the tactics were not reasonable.  

· 6.02b states more broadly than Unocal that directors may consider non-sh groups to the best interests of the corporations and shs.  

-- Duty of Loyalty

· Unocal and Revlon enhanced the duty of care and business judgment rule std of review in tender offer contests.  In the alternative, a few cts have concluded that incumbent management’s defensive tactics are more properly analyzed under the duty of loyalty.

-- Poison Pills

· After Unocal, the Delaware Supreme Ct considered and upheld the poison pill defensive tactic.  

· Poison Pills are special issues of preferred shares or debt securities with rights that are designed specifically to make unwanted attempts to take over the issuing corp difficult, impractical, or impossible.  A poison pill grants addtl rights to shareholders upon the occurrence of a triggering event such as an acquisition of a substantial block of shares or a tender offer by outside interests.

· Flip-over pills would grant the target shs rights in the bidders’ securities, while flip-in pills, such as the one in Revlon, would grant the target shs rights in the target corp’s securities.

-- Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc. (DE 1986)

· Rule:  While directors may have regard for various constituencies in discharging their responsibilities in regard to an attempted takeover, there must be rationally related benefits accruing to the shs.  Once the corporate dissolution becomes inevitable, the directors must allow market forces to operate freely to bring the shs of the target corp the best price available for their equity.

· Revlon’s bd took a number of actions designed to thwart what it considered to be a hostile takeover attempt by Pantry Pride.  MacAndrews was the controlling stockholder of PP.  A preliminary injxn was sought by MacAndrews to enjoin certain actions of Revlon’s directors had taken to thwart the takeover efforts.  Specifically, challenge was made to the lock-up option and no-shop agmts made with Forstmann Little & Co., designed to enhance Forstmann’s efforts at a friendly takeover.  In addition to other evidence, the trial ct heard evidence that the lock-up option, allowing a favorable purchase of certain Revlon assets by Forstmann was improper because ht dissolution of Revlon had become inevitable and that it rested on consideration of constituencies other than the shs (specifically, holders of certain Notes issued by Revlon as one of the measures to thwart the takeover by PP).  

- Lock-Up Option – a defensive strategy to a takeover attempt whereby a target corp sets aside a specified portion of the company’s shares for purchase by a friendly investor.

· As long as directors of a target corp legitimately conclude that a takeover bid is not in the corp’s best interests, they are free to take defensive action to prevent the takeover as long as they act with due care in doing so.  They may consider other constituencies, as long as there are rationally related benefits accruing to the shs.  However, once the corporate dissolution becomes inevitable, they must allow market forces to operate freely to bring the shs of the target corporation the best price available for their equity.  

· The evidence here indicated a strong possibility that once that point of inevitable dissolution was reached, Revlon’s directors continued to take action favoring one competitive bidder over another.  In this context, such action is not entitled to the deference accorded it by the business judgment rule.  \

· The preliminary injxn was granted.

· One of the common mechanisms used to defend against a hostile takeover is the poison pill.  It is a plan by which shs in the target corp are given the right to be bought out by the corp at a substantial premium on the occurrence of a stated triggering event.  Such a plan resulted in the Notes Revlon issued.

-- Applicability of the Unocal Analysis

· A Unocal analysis should be used only when a bd unilaterally (without sh approval) adopts defensive measures in reaction to a perceived threat.

-- Judicial Deference Under the Unocal Standard

· At least 2 characteristics of draconian defensive measures taken by a bd in responding to a threat have been brought into focus through enhanced judicial scrutiny.  Defensive measures which are either preclusive or coercive are included within the common law definition of draconian.  If a defensive measure is not draconian because it is not either coercive or preclusive, the Unocal proportionality test requires the focus of enhanced judicial scrutiny to shift to the range of reasonableness.  Proper and proportionate defensive responses are intended and permitted to thwart perceived threats.  Paramount Communications, Inc. v. QVC Network, Inc. (DE 1994).

Deal Protection

-- Negotiated agmts for corporate control transactions often include provisions designed to protect the transaction against upset by competing bidders.  This may be necessary to give a bidder some assurance that it will close the transaction, not serve as a stalking horse for competing bidders.

-- Deal protection measures include covenants that the target’s bd will use “best efforts” to obtain sh approval or at least to recommend that shs approve.  They extend to contractual limits on a bd’s right to talk with third parties about a business combination (no-talk provisions) or actively to solicit competing bids (no-shop provisions).  They can also include a broader range of lock-up devices, such as granting the bidder options to buy selected target assets.

-- The challenge is to design measures providing bidder assurance while permitting target directors to discharge their fiduciary duties.  Customarily, deal protection covenants are accompanied by specific contractual provisions called “fiduciary outs” expressly authorizing bds to take actions the covenants otherwise prohibit, including terminating the agmt.

-- Ace Limited v. Capital Re Corp. (DE 2000)

· Rule:  A corporate merger suitor cannot prevent the target bd of directors from entering into a deal that effectively prevents emergence of a more valuable transaction or that disables the target bd from exercising its fiduciary responsibilities.

· The law of mergers and acquisitions gives primacy to the interests of shs in being free to maximize value from their ownership of stock w/o improper compulsion from executory Ks entered into by bds, namely, from Ks that essentially disable the bd and the shs from doing anything other than accepting the K, even if another much more valuable opportunity comes along.  A suitor seeking to lock up a change-of-control transaction with another corp is deemed to know the legal environment in which it is operating.

· Here, the merger had not closed, the eggs had not been scrambled, and a ct should not be in a position of unscrambling them.  The transaction had not gotten to the point where ACE’s K rights to give way to the interests of Capital’s shs.  Judgment for Capital.

-- Omnicare, Inc. v. NCS Healthcare, Inc. (DE 2003)

· Rule:  Lock-up deal protection devices, that when operating in concert are coercive and preclusive, are invalid and unenforceable in the absence of a fiduciary out cause.

· As to the defense measures in this case, enhanced scrutiny is required because of the inherent potential conflict of interest between a bd’s interest in protecting a merger transaction it has approved and the shs’ statutory right to make the final decision to either approve or not approve a merger.  This requires a threshold determination that the bd approved defensive measures comport with the directors’ fiduciary duties.  In applying enhanced scrutiny to defensive measures designed to protect a merger agmt, a ct must first determine that those measures are not preclusive or coercive before its focus shifts to a “range of reasonableness” proportionality determination.  

· When the focus shifts, Unocal requires than any devices must be proportionate to the perceived threat to the corp and its stockholders if the merger transaction is not consummated.  

- Here the voting agmts were inextricably intertwined with the defensive aspects of the Genesis merger agmt and under Unocal, the defensive measures require special scrutiny.  Under such scrutiny, these measures were neither reasonable nor proportionate to the threat NCS perceived from the potential loss of the Genesis transaction.  

· The second part of Unocal analysis requires the NC S directors to demonstrate that their defensive response was reasonable in response to the threat posed.  The NCS directors must first establish that the deal protection devices adopted in response to the threat posed were not coercive or preclusive, and then must demonstrate that their response was within a range of reasonable responses to the threat perceived.

- Here, the defensive measures were both coercive and preclusive and, therefore, draconian and impermissible.  

- The measures also prevented the bd from discharging its fiduciary responsibilities to the minority shs when Omnicare presented its superior transaction.

· One of the primary troubling aspects of the majority opinion, as voiced by the dissent, is the majority's suggestion that it can make a Unocal determination after-the-fact with a view to the superiority of a competing proposal that may subsequently emerge.  Many commentators agree with the dissent that the lock-ups in this case should not have been reviewed in a vacuum.  In a separate dissent, Justice Steele argued that when a board agrees rationally, in good faith, without conflict and with reasonable care to include provisions in a contract to preserve a deal in the absence of a better one, their business judgment should not be second-guessed in order to invalidate or declare unenforceable an otherwise valid merger agreement. Given the tension between the majority's and dissenters' positions, the full impact of the court's decision will need to await further judicial development.

Ch. 15  Indemnification and Insurance

Indemnification

Mandatory Indemnification

-- The corp is required to indemnify directors and officers in certain circumstances.  In most states, directors are entitled by statute to be indemnified for expenses if they are successful on the merits in their lawsuits.

-- Waltuch v. Conticommodity Services, Inc. (2nd Cir 1996)

· Rule:  To the extent that a director, officer, employee or agent of a corporation has been successful on the merits or otherwise in defense of any action, suit or proceeding, or in defense of any claim issue or matter therein, he shall be indemnified against expenses (including attorney’s fees) actually and reasonably incurred by him in connection therewith.

· Facts:  As a former employee of Conti, Waltuch traded silver for the firm’s clients as well as for his personal account.  When the silver market fell, clients brought suit against Waltuch and Conti alleging fraud, market manipulation and antitrust violations.  After the actions were settled, Waltuch sought indemnification from Conti, who refused.  Waltuch brought suit against Conti for indemnification for his unreimbursed expenses.

· Escape from an adverse judgment or other detriment, for whatever reason, is determinative.  Conti must indemnify Waltuch under §145c of the Delaware statute for the legal fees he spent defending the private civil lawsuits.

-- Settlements

· A settlement that is with prejudice and results in the dismissal of the case without any payment or assumption of liability may be considered a success within the meaning of that provision.  Settlements that are without prejudice to a claimant’s right to assert further claims against an officer are not successes under § 145c of the Delaware statute.

-- “Wholly” and “Otherwise”

· Delaware law allows for mandatory indemnification to the extent possible.

· MA 8.52 requires that the director be “wholly” successful.  A defendant is wholly successful only if the entire proceeding is disposed of on a basis which does not involve a finding of liability.  Under 8.52, a defendant is not entitled to partial indemnification if, by plea bargaining or otherwise, he was able to obtain the dismissal of some but not all counts of an indictment.

· Consistent w/ Delaware law, 8.52 allows for mandatory indemnification if successful “on the merits or otherwise.”  

- Otherwise = SoL ran out, disqualification of the plaintiff, or other situations where it is unreasonable to require a D with a valid procedural defense to go through a trial on the merits just to determine if he is eligible for indemnification

Permissive Indemnification

-- Permissive indemnification empowers but does not require the corp to indemnify directors and officers in a wide range of other circumstances.  

-- Heffernan v. Pacific Dunlop GNB Corp. (7th Cir 1992)

· This case concerns who is entitled to permissive indemnification.

· Rule:  Under Delaware law, a corporation may indemnify any person who was or is a party to any suit by reason of the fact that he was or is a director.

· This represents the general rule that corporate insiders may be eligible to receive indemnification from a corporation when defending against a third-party suit or a suit by or on behalf of the corporation.

· When defending against a suit brought by a third party, most state corporation laws require the insiders to prove that they (1) acted in good faith, (2) reasonably believed that their actions were in the corporation’s best interests, and (3) in any criminal proceeding, had no reasonable cause to believe that their actions were unlawful.  

Insurance

-- D&O insurance is directors’ and officers’ liability insurance.  Such insurance insures them against claims based on negligence, failure to disclose, and to a limited extent, other defalcations.  It also provides coverage against expenses to a limited extent against fines, judgments, and amts paid in settlement by insured persons.

-- Can be preferable to indemnification for certain conduct.  E.g., longstanding SEC policy opposes indemnification for officers and directors arising from violations of the Securities Act of 1933.

-- Insurance is allowed to protect situations whether or not the corporation would have the power to indemnify against liabilities under the indemnification provisions.  MA 8.57.

-- Most state corp laws impose limits.  ALI 7.20b2:  A corp should not be entitled to purchase insurance to the extent that the insurance would furnish protection against liability for conduct directly involving a knowing and culpable violation of law or involving a significant pecuniary benefit obtained by an insured person to which the person is not legally entitled.

-- Federal securities law cases recognize a public policy against insuring persons for losses arising from willful or criminal misconduct.  Coverage is pretty much limited to breach of duty, neglect, error, misstatement, misleading statement, omission, or act.  Recklessness resides in the median and is placed sometimes on the insurable and sometimes on the uninsurable side of the line. 

-- Fraudulent acts are not covered (except with some statutes when they arise out of recklessness).

-- A basic and ancient principle of insurance law holds that losses must be fortuitous (losses not caused intentionally).

Ch. 14  Shareholder Derivative Litigation and Other Resolution Processes

The Derivative Action

-- Shs, technically on behalf of the corp, can initiate a lawsuit against the directors for an alleged breach of their fiduciary duties to the corp.

Rule 23.1 of the FRCP:  Derivative Actions by Shareholders

-- In a derivative action brought by one or more shareholders or members to enforce a right of a corporation or of an unincorporated association, the corporation or association having failed to enforce a right which may properly be asserted by it, the complaint shall be verified and shall allege (1) that the plaintiff was a shareholder or member at the time of the transaction of which the plaintiff complains or that the plaintiff's share or membership thereafter devolved on the plaintiff by operation of law, and (2) that the action is not a collusive one to confer jurisdiction on a court of the United States which it would not otherwise have. The complaint shall also allege with particularity the efforts, if any, made by the plaintiff to obtain the action the plaintiff desires from the directors or comparable authority and, if necessary, from the shareholders or members, and the reasons for the plaintiff's failure to obtain the action or for not making the effort. The derivative action may not be maintained if it appears that the plaintiff does not fairly and adequately represent the interests of the shareholders or members similarly situated in enforcing the right of the corporation or association. The action shall not be dismissed or compromised without the approval of the court, and notice of the proposed dismissal or compromise shall be given to shareholders or members in such manner as the court directs.

Derivative Actions Under Federal Law

-- The SOA forbids a corp’s officers and directors to trade securities received by them as corporate employees when the corp’ pension plan participants are legally restricted from trading.  Violations of this rule call for forfeiture of the profits to the company without regard to intent.  Derivative lawsuits can be brought to recover such profits.

-- Several details of the SOA differ from state corp laws:

· The Act authorizes securityholders to maintain actions, while state law is clear that only equity owners have derivative standing (also required by FRCP 23.1).

· The SOA gives directors a 60-day window in which to respond, while the MA gives 90 days, and Delaware gives a “reasonable period of time.”  

· The Act introduces a “diligence” std to assess director responses, an injection of stds likely to differ from applicable state law stds developed under the doctrines of demand and demand futility.

Distinguishing Derivative Suits

-- Personal direct actions are those brought by shareholders to enforce their own rights or to remedy their own injuries.  Derivative actions are brought by shs, in the name of their corp, to enforce a right of the corp or to remedy a corporate injury.  Sometimes it is difficult to distinguish btwn personal direct actions and shareholder derivative suits.

-- Grimes v. Donald (DE 1996)

· Rule:  To pursue a direct action the sh plaintiff must allege more than an injury resulting from a wrong to the corp, but state a claim for an injury that is separate and distinct from that suffered by other shs, or a wrong involving a contractual right of a sh that exists independently of any right of the corp.

· ALI §7.01 states that derivative actions may be sustained in actions involving the structural relationship of the sh to the corp, if the corp is threatened with or suffers a loss.  Such circumstances include where a corp officer knowingly acts in violation of the authority delegated to him pursuant to the Certificate of Incorporation.

Direct Claims

-- Include claims to dividends, the right to inspect corporate books and records, the right to vote, a claim that a transaction will improperly dilute the sh’s proportionate interest in the corp or violate preemptive rights, claims that corporate officials sought to entrench themselves or manipulate the cop machinery so as to frustrate plaintiff’s attempt to secure representation or obtain control, a claim that proposed corporate action should be enjoined as ultra vires (outside the purpose of the corp), fraudulent, or designed to harm a specific sh illegitimately, a claim that minority shs have been oppressed or that corporate dissolution or similar equitable relief is justified, and claims that a proposed corporate control transaction, recapitalization, redemption, or similar defensive transaction unfairly affects the plaintiff sh.

Policy and Other Considerations (pg. 756)

The Demand Requirement

-- In both federal and most state laws, shs in a derivative action are required to ask the directors to pursue the lawsuit on the corp’s behalf, unless the plaintiff shs can demonstrate a sufficient reason for their failure to make such a demand.

-- Aronson v. Lewis (DE 1984)

· Rule:  A prior demand can be excused only where facts are alleged with particularity which create a reasonable doubt that the director’s action was entitled to the protections of the business judgment rule.

· Aronson and others brought a sh’s derivative action contesting an employment K granted by the corp to a longtime employee.  THE K provided for a large lifetime compensation and other benefits.  The K was approved by the bd, most of whom were controlled by the principal actors in executing the K.  No prior demand was made on the bd to bring the suit on the basis of impartiality.  The trial ct dismissed the suit, and the appellate ct reversed, holding there was a reasonable inference that the actions were not protected by the business judgment rule.

· The facts called for which must be alleged to excuse prior demand can include conflict of interest or taking action contrary to the corporate interest.  Because derivative suits are brought on behalf at the corporate entity, facts giving rise to a cause of action should be brought to the corporation’s attention.  The corporation, through its bd, will then decide whether it will bring suit.  If it declines, the shs may then sue.

-- Zapata Corp. v. Maldonado (DE 1981)

· Rule:  Where the making of a prior demand upon the directors of a corporation to sue is excused and a sh initiates a derivative suit on behalf of the corporation, the bd or an independent committee appointed by the bd can move to dismiss the derivative suit as detrimental to the corp’s best interests, and the ct should apply a 2-step test to the motion:  (1) has the corp proved independence, good faith, and a reasonable investigation?; and (2) does the ct feel, applying its own independent business judgment, that the motion should be granted?

· Other cts have chosen to treat this type of situation as one where the business judgment rule is applicable.  They look to see if the committee to whom the bd delegated the responsibility of determining the litigation at issue should be continued was composed of independent and disinterested members and if it conducted a proper review of the matters before it to reach a good-faith business judgment concerning whether or not to continue the litigation.  If it did, the committee’s decision stands.  This ct found that approach too one-sided, as tending to wrest bona fide derivative actions away from well-meaning derivative plaintiffs and robbing the shs of an effective intracorporate means of policing bds of directors.
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