Business Associations Outline

Price vs. Value:
· Price  consideration for investment (what a willing buyer is willing to pay)
· Value  economic worth (determined based on assumptions)
· Market capitalization  total outstanding shares x price (e.g., google wouldn’t sell for less than market cap)
Voluntary vs. Involuntary Creditor

AGENCY LAW

I. Formation of the Agency Relationship
a. Restatement Agency Defined
i. Agency = the fiduciary relationship that arises when a PRINCIPAL manifests assent to an AGENT that the agent shall act on the principal’s behalf and subject to the principal’s control & the agent manifests assent/consents so to act
b. Rule/Elements: Party asserting the existence of an agency relationship has burden of proving  (1) Principal’s manifestation that an agent shall act on her behalf; (2) agent’s acceptance of the undertaking; (3) parties understand that the principal has control
i. Manifestation can be implicit
ii. Agency relationship can be inadvertently formed
c. H&R Block case – issue of whether the customer (principal) had sufficient control over H&R Block (agent)
i. An agency relationship gives the agent authority to alter on behalf of the principal  no agency relationship here b/c of lack of control to alter (H&R can’t alter the customer’s relationship with the 3rd party bank that gave instant tax refunds w/ high interest rates – customer is the one signing)

II. Scope of Agent’s Authority: Actual vs. Apparent Authority
a. Actual authority  agent reasonably believes that the principal wishes the agent to act (based on principal’s manifestations)
i. Often have a writing describing the scope
ii. Implied actual authority  agent’s actions reasonable depending on what a reasonable person would think re principal’s manifestations
b. Apparent authority  (1) 3rd party reasonably believes the agent actor has authority to act on behalf of the principal AND (2) the 3rd party’s belief is traceable to the principal’s manifestations
i. Principal is bound by the agent’s actions to a 3rd party if there was apparent authority even if the agent was acting beyond the scope of his actual authority
ii. An agent can act w/ apparent authority even after the termination of agency relationship
c. Udall v. TD Escrow – auctioneer had apparent authority to sell the property $100K lower than what TD wanted the bid to be   buyer won and they quieted the title b/c his belief there was apparent authority was reasonable
d. CSX Transp. v. Recovery Express – CSX believed Arillota was Recovery’s agent b/c Arillota used their email domain  this manifestation by Recovery isn’t sufficient to hold that Arillota had apparent authority, CSX’s belief unreasonable

III. Principal’s Liability for Agent’s Torts
a. Vicarious liability – principal is liable for agent’s tortious conduct if conduct occurs w/in scope of agent’s employment
i. Can also be liable for torts committed by agent acting w/ apparent authority (fraud, defamation, misrepresentation)
ii. Employer/Employee – ER liable for EE’s tortious actions w/in the scope of employment  establish relationship by showing ER’s control over EE
1. Principal controlling time, manner, and method of executing work
iii. Employer/Independent Contractor – contractor considered an agent if acting like an EE
1. Principal just requiring certain results in conformity to a contract

[bookmark: _GoBack]
IV. Agent’s Liability to 3rd Parties
a. Disclosed Principal – agent who contracts on behalf of a disclosed principal is not liable to the 3rd person with whom the contract was made (principal is liable)
b. Undisclosed Principal – agent who contracts on behalf of an undisclosed principal is ordinarily liable to the 3rd person
c. Unidentified Principal – agent is liable to a 3rd party when acting for an unidentified principal
i. Unidentified = 3rd party knows a principal is involved but doesn’t know their identity
ii. Agent is liable if 3rd party knows principal is an organization, but doesn’t know it’s an LLC

V. Scope of Agent’s Fiduciary Duties
a. Duty of Loyalty – Agent can’t compete with or act adversely to principal, must act for the principal’s benefit (can’t acquire material benefit from trx w/ 3rd party)  includes a duty to disclose all material relevant facts
b. Duty of Care – Agent must act w/ competence, care, and diligence
c. Duty to Obey – Agent must protect principal’s interests and only act w/in the scope of principal’s actual authority  must comply with principal’s instructions

VI. Duties Owed to Agent by Principal
a. Duty to deal fairly and in good faith & honor contracts btw them
b. Duty to indemnify agent in accordance w/ contract & when agent pays for something w/in the scope of actual authority or that is beneficial to the principal
c. Renounce = agent ends the relationship
d. Revoke = principal ends the relationship
i. Sometimes harder for principal to end the relationship b/c the agency powers are coupled w/ an interest

PARTNERSHIP LAW
I. General
a. Partnership is the default form of business entity (sole proprietor  co-owner = partnership)
b. Taxing a partnership
i. Under RUPA  taxed as an entity
ii. Congress 1920s tax laws  profits allocated through each partner – individual partner pays income tax on it (could create cashflow problems)
c. Individual partners are personally liable
d. Decisions in ordinary course of biz can be made by majority; decisions outside course of biz needs everyone’s vote
e. Need all partner’s consent to take on another partner

II. Formation of the Partnership
a. RUPA §202 – association of 2+ people to carry on as co-owners of a business for profit (intent to form partnership NOT needed)
b. Elements:
i. (1) Intent  intent to operate a business for profit, not intent to form a partnership
ii. (2) Co-ownership  do parties share benefits, risks, and management of business? Do they believe they’re doing business together?
1. Factors (Keytronics carwash biz case) – (1) profit & loss sharing; (2) control sharing (or right to exercise control); (3) contribution; and (5) co-ownership of property 
2. Ziegler ice fishing case – court does not find that s had managerial control, fee structure more like independent contractor vs profit sharing  failed in showing co-ownership
iii. (3) Profit motive – must be agreement that the purpose is to generate profit
c. MacArthur Co. v. Stein Elements – same defn of partnership, but diff elements
i. (1) Intent to associate themselves as a partnership
ii. (2) Contribution by each party
iii. (3) Right of mutual control
iv. (4) Agree to share profits
d. Inadvertent partnership common fact-pattern  someone sues b/c they got stiffed

III. Financing the Partnership & Ownership of Assets
a. Partner contribution – some courts require contribution by each partner (can be financial, skill, property, knowledge, past service, etc.)
b. Partnership property – property acquired by partnership is property of partnership, not individual partners
i. Presumed to be partnership property  Property purchased w/ partnership $, even if purchased in name of one of partners
ii. Presumed to be partnership of individual partner  Property purchased in name of a partner, w/o indication of capacity as partners & w/o use of partnership $
iii. Unless otherwise agreed, each partner has equal right to possess and use partnership property for partnership purposes

IV. Allocations and Distributions to Partners
a. Profits  unless otherwise agreed, profits distributed equally
i. Can have a structure to determine % based on certain factors if you don’t want to be locked in to a %
b. Losses  chargeable w/ share of losses in proportion to partner’s share of profits
c. Starr v. Fordham – partner at law firm entitled to 11% of profits instead of 6% b/c partner produced 15% of billables (other partners didn’t want to give him the full % b/c he didn’t bring in business)
i. In equity ct – ct doesn’t acknowledge that RUPA would control since K silent, should be entitled to 1/3, not just 11%
ii. Unfair determination of partner’s share of earnings is a breach of one’s fiduciary duties and implied covenant of good faith and fair dealings  not a breach is partnership agreement clearly says how profits are allocated
d. Distribution to partners
i. $ allocated to capital accounts (per each partner’s contribution) stays in the bank
ii. §401(a) – unless RUPA says so, principles of law and equity supplement RUPA
iii. §401(b) – Each partner has equal rights in managerial control of biz  partner won’t get distribution unless all partners agree
1. E.g., want to spend profits on advertising and 1 partner wants to have her own distribution paid out to her  b/c this decision is w/in ordinary course of biz, only need majority  if majority agrees to spend it on advertising, 1 adverse partner will NOT get her distribution
iv. Remuneration for services §401(h) – partner not entitled to remuneration for working for the partnership unless it’s being dissolved 
1. BUT, common that agreement will give certain partners share of profits + salary if they’re working regularly

V. Personal Liability of Partners
a. Partner’s Liability - §306(a) all partners jointly and severally liable for all obligations of the partnership unless otherwise agreed by claimant or law
i. BUT - §306(b)  partner isn’t personally liable for partnership obligations incurred before that partner’s admission as a partner
ii. AND - §703(a)  a dissociated partner remains personally liable for partnership obligations incurred while he was a partner, before his dissociation (obligations = debts arising during ordinary course of biz)
1. (b) – also liable for debts occurring w/in 2 years after dissociation if obligation made to people who reasonably thought he was still a partner when obligation made
2. post-dissociation liability cuts off 90 days after filing statement of dissociation
iii. §306(c)  if a limited liability partnership, just the partnership is liable (unless they’re the actual tortfeasor)
iv. §307(c) – for individual partner to be liable, judgment must also be against that partner  judgment against partnership isn’t by itself a judgment against a partner
b. Exhaustion Rule - §307(d)  can’t go after partner’s individual assets until assets of partnership have been exhausted
i. Does NOT apply if claim is against the partner and partnership only being held liable on theory of vicarious liability
c. Kansallis Finance v. Fern -  wants to go after other partners b/c one partner who fraudulently sent him letter re loan financing can’t pay the whole judgment  other partners liable if actually or apparent authority OR w/in scope of what normally happens in firm
i. To show it’s w/in the scope of what would normally happen: (1) normal; (2) happened w/in authorized time and geographic limits ot partnership; (3) motivated to serve the partnership (issue here is w/ #3)
d. § 305 – partnership liable for injury incurred as result of partner’s wrongful conduct occurring w/in ordinary course of biz (INCLUDES NEGLIGENCE) (i.e., Kansallis couldn’t show this)

VI. Management of Partnership Biz
a. §401(j) – matters w/in ordinary course of biz decided by majority
i. Unanimous vote for everything outside ordinary course of biz + amending partnership agreement + bringing on new partner
b. §103(b)(10) – partnership agreement CAN’T restrict rights of 3rd parties  partnership liable for partners tort to 3rd party if there is apparent authority

VII. Fiduciary Duties
a. Each partner has ability to bind the partnership
b. Fiduciary duty exists once you decide a partnership exists  duty of loyalty and duty of care are only duties a partner owes to partnership and other partners §404(a)
c. Duty of Loyalty §404(b) – refrain from competing with partnership in same biz before dissolution of the partnership  opportunity belongs to the partnership
i. Meinhard case re building investors –Salmon (developer/manager) breached duty of loyoalty owed to Meinhard (investor) b/c Salmon started developing other properties w/ another investor w/o telling Meinhard (they were in joint venture)  investor entitled to expect disclosure
1. Salmon had higher duty to disclose b/c he was the one managing everything
2. Opportunity belongs to partnership  dissent didn’t think so b/c partnership had not renewed (term partnership)
d. Duty of Care §404(d) – refrain from engaging in grossly negligent or reckless conduct, intentional misconduct, or violating the law
e. Freedom to define what counts as part of fiduciary relationship §103(b) gives freedom of K - but can’t get rid of duties completely §103(b) 
i. If not unreasonable, can identify specific activities that aren’t a violation of duty of loyalty
ii. Can’t unreasonably restrict duty of care
iii. Can’t eliminate obligation of good faith, BUT can prescribe standards of how it’s measured if not unreasonable
iv. JDX Split  Some cts say these limitations must not be unreasonable; others say not manifestly unreasonable
v. Tom Clancy v. his wife – wife thinks Tom intentionally devalued their partnership by taking his name off the books (divorcing)  even though agreement says he has final authority and can compete w/ partnership, might have breached duty to good faith
1. Standard for modifying how obligation of good faith is met = not manifestly unreasonable modifications
VIII. Dissociation & Dissolution
a. Death of partner doesn’t automatically dissolve partnership UNLESS it’s an inadvertent partnership
i. Typically partnerships have a Partnership Survivorship Clause = biz continues even if partner dies
b. DISSOCIATION = when a partner ceases to be a co-owner  occurs upon the following events §601
i. Upon occurrence of event of which partnership agreement says to end that partner’s ownership (wrongful if dissociate before term ends)
ii. Partner becomes debtor in bankruptcy
iii. Expelled by unanimous vote of other partners, BUT ONLY IF:
1. Unlawful to carry on biz w/ that partner
2. Transfer of all of partner’s transferable interest in partnership
3. w/in 90 days after partnership notifies partner of expulsion b/c filed a certificate of dissolution, charter revoked, or right to do biz suspended
4. partnership being dissolved
iv. Judge expels partner b/c of wrongful conduct that (1) materially and adversely affected the biz, (2) partner materially willfully or persistently breached duty owed or agreement, or (3) partner acted in way to make it not practicable to do biz w/ that partner (all wrongful)
v. Partner dies or gets appointed a guardian/conservator, or judge says incapacity
vi. Voluntary withdrawal §103(b)(6)  can’t limit unilateral right to dissociate
c. Wrongful dissociation §602 – liable to partnership and other partners for damages caused by dissociation
i. Wrongful if:
1. Breach of provision of agreement or other duty
2. Before definite term expires
3. Willfully dissociates unless 90 days after another partner’s dissociation by death
4. Partner expelled by court
5. Becoming a debtor in bankruptcy
d. If partner’s dissociation results in dissolution and winding up of partnership  Mandatory buyout §701(a)
i. §701(b) determines buyout price  amount attributable to value of biz on date of dissolution (pick the greater of either liquidation or going concern), then offset by damages caused by wrongful dissociation
1. Buyout price can be altered in partnership agreement, BUT provision for complete forfeiture upon dissociation wouldn’t be enforceable
e. Dissociation by Death – partnership will continue unless ½ of other partners elect to dissolve  dead partner’s share given to estate and based on greater of going concern or liquidation value  paid w/in 120 days, giving estate leverage b/c partnership might not have cash to buy out estate
i. Can solve this ahead of time by purchasing life insurance on partners
f. DISSOLUTION §801 – partnership MUST dissolve if:
i. Becomes unlawful to continue biz
ii. All partners agree
iii. Created for specific period of time/undertaking and time has expired or undertaking completed
iv. Partner ceases being partner in term partnership and ½ of other partners agree to dissolve
v. Court determines economic purpose frustrated, another partner makes it unreasonable to continue biz, or not practicable to carry on in conformity w/ agreement 
vi. In partnership at will, partner gives notice of express with to withdraw
g. McCormick v. Brevig – family biz fighting  judicial dissolution b/c not reasonably practical to carry on biz  partnership must be liquidated to satisfy any obligations, then distribute extra $ to remaining partners according to their allocated share
i. Court initially tried to get a buyout to happen, but one family member didn’t want the other to have control so didn’t do buyout

IX. Limited Liability Partnership (LLPs)
a. Can’t inadvertently form an LLP – file it according to article 10 of RUPA, need unanimous vote
i. §1001 – must file a statement of qualification saying partnership elects to be LLP, effective on filing date or date stated in statement
ii. §1002 – LLP or some form of that must be in the name
iii. §1003 – must file an annual report that basically is an update of info required in statement of qualification
b. Partner in LLP not personally liable just by being a partner (still liable for own misconduct/torts)
i. Statute might not protect you if  can show you participated at all
ii. Statute protects against contract creditors  now might want a personal guarantee

CORPORATIONS

I. The Incorporation Process

a. Promoter Liability
i. Promoters = persons involved in creating the corporation
1. Fiduciary duties  must deal with corp in good faith & disclose any relevant info like potential opportunities or conflicts
ii. RULE – promoters will be personally liable for actions they take to begin doing business as a corporation, UNLESS contract made in the name and w/intent that it’s for the future corp. (implied or express intent – formal board resolution or directors knew of K and acquiesced)
1. Release from personal liability once corporation has been formed – corporation must adopt the contract AND, must be a NOVATION from the other parties to the contract releasing the promoter from liability
a. Novation – when previous obligation replaced by a new contract  through (1) substitution of parties or undertaking; (2) with consent of all parties; (3) valid consideration
i. Need agreement to fully end and responsibilities change
b. Moneywatch v. Wilburs golf shop case – Wilburs held personally liable for lease b/c no novation occurred when he switched the name from his to the corporation’s  he had obligation in both agreements

b. Internal Affairs Doctrine – when disputes arise from internal affairs of a corp, disputes resolved/governed by law of the state of incorporation
i. Domestic corp = e.g., if business in CA and incorporates under CA Corp. Code
ii. Foreign corp = incorporated in another state (e.g., hq in CA, but inc in Delaware)
1. Needs to comply with laws of incporated state + state where hq’d
iii. Internal affairs  relationships between shareholders, executives, directors, etc. (e.g., dispute with janitorial vendor of Disneyland would not be internal affair)
iv. EXCEPTION  when corp has little contact w/ state of incorporation, law of other state will apply when (1) relevant rules of other state embody important public policy of that state; (2) matter doesn’t effect internal administration of corp and can’t be determined differently in diff states

c. Formation of the Corporation
i. Articles of Incorporation
1. Requirements – articles must contain: 1) corporation’s name, 2) address of each person incorporating, 3) name of agent (for service of process), statement of authorized capital (max # shares), 4) purpose of corp (very general “any lawful purpose”), 5) 1 director (doesn’t have to be named) (MBCA 8.03)
a. In CA, need to name at least 3 directors BUT only need one named before issuing shares and then can name the other 2
b. Called Articles in CA, Certificate of Incorporation in DE
c. Incorporator must be named – they name the directors and sign/file the articles
2. Effective date – article become effected when they are delivered to and stamped by the secretary of state (accompanied by any fees/taxes, etc.)
3. Organizational meeting held once incorporated  elect directors, adopt bylaws (don’t need to file with sec. of state), appoint officers
a. If a bylaw conflicts with articles, articles win
4. Corporations have the same power as individuals  can have bank account, property, make contracts, etc.
a. Contested power = ability to make donations
ii. Reserving and registering the name  can reserve w/ secretary of state’s office for 90 (CA) to 120 (MBCA) days – important to register name after reserved
1. CAN’T RENEW A RESERVATION, ONLY A REGISTERED NAME (renew every year)
2. Name has to be distinguishable (MBCA) or not deceptively similar (CA) 
3. Name has to have element of corporateness (inc., co., corp., etc.)
4. Cannot use a word indicating you are a financial institution if you aren’t (i.e. XX Bank, inc.)  generally the name can’t mislead

d. Defective Formation – mistake in forming a corporation
i. De Jure Corporation – corp in good standing  becomes “de jure” once articles have been approved by the secretary of state
ii. De Facto Corporation – even when formation is defective, owners protected from personal liability if they show: (1) law authorizing corporations; (2) good faith effort to incorporate; (3) parties conducted themselves as a corporation
1. Hill v. County Concrete – County Concrete wants to hold Hill liable b/c he never validly incorporated C&M Builders (filed under H&N but didn’t tell County)  not de facto b/c didn’t act in good faith – should’ve disclosed new name
iii. Corporation by Estoppel – prevents a 3rd party from denying the existence of a defective corporation, where the 3rd party has treated it like a corp and denial would result in unjust harm
1. Brown v. WP Media – WP estopped from denying the existence of the corporation b/c WP treated it as a corporation  WP under assumption they were dealing with a limited liability entity – they were incorporated under the right name (unlike Hill) even though delayed
2. TEST/ELEMENTS (Payer v. SGL Carbon)
a. (1) Would it be contrary to general principles of law to let  avoid liability? (against equitable principles? Unjust?)
b. (2) What was intent of parties at the time of contracting? What would be the result consistent with that intent?
c.  (3) Has  relied on s misrepresentations regarding corporate status to its detriment?
i. Issue in Payer v. SGL  wouldn’t have done anything differently had they know no incorporated
iv. MBCA §2.04 Approach – people purporting to act as or on behalf of corporation who know there was no incorporation are personally liable
1. Christmas Lumber case – homeowner suing for poor construction and builders held personally liable b/c court found they were in a partnership  filed for incorporation months after contract signed & “purporting” to act as though they were incorporated – signing a joint venture agreement shows they knew corporation wasn’t formed
2. Frontier Refining v. Kunkel’s Inc. – court only held Kunkel personally liable even though Kunkel, Beach, and Fairfield were in partnership b/c B and F were just funders and K was supposed to file for incorporation but didn’t  only Kunkel held himself out to be incorporated when he knew they weren’t
a. Frontier never relied on B and F when doing biz with Kunkel’s (contracts said C.D. Kunkel d/b/a Kunkel’s Inc. – no mention of B or F) – Kunkel was Frontier’s sole debtor  B and F avoid liability b/c creditors, even though it might look like they were partners

e. Ultra Vires Doctrine – any action taken by a corporation that is beyond its powers will be void
i. Re the “purpose” in the articles – corporations used to have more specific purposes, so if they acted beyond that purpose that action would be void. Now, corporations have very general purpose – “any lawful purpose”
ii. Corporations don’t have the power to commit waste
1. Waste = exchange of corp assets for exchange of consideration so small that nobody would think it’s reasonable
iii. E.g., board votes to issue additional shares but quorum isn’t sufficient  cause of action for ultra vires can be brought to invalidate the decision

II. Financing the Corporation
a. 2 GAAP guiding principles:
i. Matching principle – record revenue in period and then match that to expenses in that period  can’t try to reduce expenditures in that period to make profits look more
ii. Principle of Conservatism – air on the side of caution with preparing statements, allowing comparisons across the industry  violations will skew comparisons

b. Balance Sheets & Income Statements
i. Income Statement – takes into account all revenues
1. Revenues – expenses = profit before taxes – tax = net profit
2. Owners get profits  go to owner’s/shareholder’s equity after taxes (in partnership  allocated share to capital account, taxed individually)
ii. Balance sheet  Assets = liabilities + shareholders equity
1. Shareholders equity = assets – liabilities
a. Profits plugged in here under liabilities (Stated Capital, Capital Surplus, or Retained Earnings)
2. Assets  current and fixed
a. Will record assets as historical cost  book value won’t tell you what a biz is worth (can be worth more or less)
3. Liabilities  current and long-term
4. Owner’s equity  partners’ equity and shareholders’ equity
5. Cooking the books = making up an asset so the balance sheet balances
iii. Taxation
1. Partnership  flow through treatment
2. Corporate  double tax burden
a. Corporation gets taxed based on the profits in a separate bank account  corp is separate tax payer – highest marginal rate always lower for corps than individuals
b. 2 ways to minimize the double tax burden
i. Convert debt to equity  allows you to deduct the interest on debt, rather than pay tax on dividends
ii. Shareholders make themselves employees and take a salary rather than distribute dividends  corporation can deduct salary from profits even though shareholders are taxed on the salary (used in closely held corp)

c. Types of securities: debt vs. equity
i. Forms of capitalization (biz needs $$)
1. Selling shares  equity
2. Borrowing $  debt
3. Biz own profits  retaining profits after taxes becomes a source of capital

ii. Equity vs. Debt
1. Equity = permanent investment  invest $, get stock (no profit, don’t still owe $)
a. Residual player b/c get paid after debt, interest, etc.
b. Typically having shares comes with management control (i.e. voting rights)
c. Stock shares = personal property
i. Negotiable instrument subject to UCC
ii. Shares can be liquid (in public corp.) or illiquid
iii. All shares are transferable
d. Distributions = payment to shareholders (liquidation, dissolution, redemption, repurchases)
i. Payments made while biz is a going concern (no foreseeable end)
ii. If voluntary dissolution, can negotiate for liquidating preference (paid after creditors)
iii. Stock buyback = form of distribution, turns into treasury stock
1. Corp chooses to repurchase some shares – form of payment to shareholder
iv. Dividend at discretion of board – shareholder will only get paid if board declares dividend (different than lending b/c guaranteed $ paid)
1. Putting out dividends creates an expectation and investors will bake it into pricing  lenders not excited about lending to corps with high dividend overhand
2. Debt = not permanent, repaid with interest  investment is the cost of borrowing $
a. Upon dissolution, debt has priority over stock
b. Corp can deduct interest payments on debts, but can’t deduct dividends

iii. Types of equity securities
1. Basic rights – established in articles  like a contract btw corp and investors; all types of stock in articles. Can vary rights, privileges, and preferences.
a. # of max shares is in articles – to increase, need to amend articles which requires approval by board and shareholders b/c fundamental change
b. In absence of differentiation in articles, shares are identical (all common stock) MBCA §6.01(a) and each share has:
i. 1 vote on every matter submitted to shareholders §7.21(a)
ii. the right to its proportion of dividends – pro rata distribution §6.4
1. Cumulative  racks up each year the dividend isn’t paid out
2. Noncumulative  don’t get paid the year they don’t pay dividends
iii. the right to its proportion of corp’s assets upon dissolution §14.05(a)(4)
2. Authorized shares = max # corp can sell
3. Issued shares = # actually sold
4. Outstanding shares = number sold and not reacquired
5. Preferred stock – senior security  receives some priority over common stock (need provision in articles to create preferred stock)
a. Can authorize different classes/series of preferred stock
b. Changing terms of outstanding preferred stock requires amending the articles – need preferred shareholder’s consent (majority of vote of class) even if such shares are otherwise nonvoting
c. Voting rights (=control)  often distinguish preferred from common stock
d. Financial rights – right to receive distributions  dividends or liquidation
i. Preference on liquidation/dissolution (orderly winding up of business affairs)
e. Participating or non-participating preferred stock
i. Participating preferred stock = hybrid security  has preference to get paid first and if more $ is left after dividends made, go back into the pot and get more $ - will get paid again alongside common stock shareholders (pro rata w/ common stock)
1. E.g., total dividends = $400,000  100K common and 20K preferred participating at $2/share  $20K x $2 = $40K preference  $360K left  20K preferred participating + 100K common = 120K shares  $360K / 120K = $3  preferred gets $5 and common gets $3
6. Common stock – junior security  residual claimants
a. Liquidity  publicly traded = liquid; closely held = not liquid b/c no market
7. Blank check preferred stock – articles can include a certain number of blank check stock and decide later on the terms
a. Once terms decided, corp board adopts a resolution and files a certificate of determination with the secretary of state  avoids necessity of getting shareholders to approve articles amendment
b. Allows board to take into account current economic conditions
8. Redeemable and Convertible preferred Stock:
a. Convertible – typically downstream  from senior to common (makes preferred stock look like a hybrid)
i. Convertible common stock – CA prohibits convertible and redeemable common stock  no upstream conversation (can’t go from common to senior)
1. MBCA follows broad freedom of K approach  can be convertible and redeemable
b. Redeemable – 
i. At option of corp (often called “callable”)  bargain for a time period (i.e. can’t buy it back for 5 years)
ii. At option of holder  looks more like debt – like a demand note (lend $ and get it back when you want)

iv. Use of Debt Financing
1. Inside debt  borrowing from the inside
2. Outside debt  borrowing from 3rd parties
3. Debt divided into short and long term (1+ years)
a. Revolving line of credit – short term borrowing (e.g., toy company has sales at end of year and borrows on a short term basis to even out cash flow, pays off with sales at end of year)
b. Capital asset  something you borrow $ for that will be used for a long time (e.g., large piece of equipment, land, etc.)
c. Risk of default not as great w/ short term
4. Mitigating risk – 
a. Common way lender mitigates risk is taking a security interest  in form of inventory, land, etc.
b. Might require personal guarantee
c. Banks often bargain for debt covenants to impose restrictions on owners and manages (e.g., restrict corps ability to pay out dividends)
5. Bonds and debentures  selling debt publicly
a. Debentures = typically unsecured
i. Would really need to believe in the future of a company
ii. Typically has a higher interest rate
b. Bonds = typically secured
6. Concept of leverage  arises when you’re bringing in more than cost of loan
a. $ earned / cost of borrowed funds  shareholder’s equity
b. Concept of equity : debt ratio important
i. Risk in taking on debt is interest is a fixed cost and biz isn’t doing well so you can’t pay and then default
ii. Debt is tax deductible (deduct interest payments)  tax advantage for small biz
1. Can take some of dividends and put it back into business as a loan, can deduct interest so you’re only paying tax at income tax level not biz tax level (if insider loan, IRS can ask where interest check is)
7. Risk of $ be loan vs. equity:
a. Conceptually can’t have 100% debt
b. IRS will audit if they see you’re putting in all $ in form of debt rather than dividends (happens a lot w/ small biz)
i. Paying yourself interest w/o equity = disguise for dividends
ii. Can disallow interest deduction
c. High debt : equity ratio  thin capitalization
i. Leads to govt scrutiny, equitable subordination, and factor to decide whether to pierce corp veil

d. Mechanics of Issuing Stock
i. Subscription Agreement – Contract btw incorporators and corporation that they will purchase shares. Statutes say pre-incorporation subscription agreements enforceable for 6 months, unless another period expressly agreed to.
1. Used to be more popular b/c more of a delay in incorporating

ii. Issuing Stock – when stock goes to investors it is called issuance  becomes outstanding
1. Boards job to authorize # and fix consideration
a. CA §409  consideration can include $ paid, labor done, services rendered, debts cancelled, property received – doesn’t include promissory notes unless collateralized for future services, also doesn’t include future services (hard to value future services)
i. MBCA/DE allows promissory notes and promised future service – anything of value is considered. DE allows anything of benefit to corp.

iii. Number of authorized shares: of “Dilution” = # of outstanding shares increases, % ownership/share decreases
1. Disparate contributions of founding shareholders  one contributes money, one skill, one time, etc.
2. Valuing non-cash consideration  heavily negotiated (i.e., contributing knowledge) – intangible $, leads to disparate contributions

iv. Par Value = minimum issuance price
1. Equity dilution  when corporation sells the same stock to someone else at a lower price
2. Par value tied to purchase price and consideration that everyone pays the same amount
a. MBCA §6.21(c) – in absence of fraud, board’s judgment of value of newly issued shares is conclusive
3. MBCA abandons par value (no purpose now) but DE continues to retain concept  franchise tax in DE is calculated based on par value of outstanding shares – want a low par value
4. Shares sold for price in excess of par value, excess funds are reflected in the capital surplus portion of balance sheet
5. Watered stock liability  stock sold with a face value much higher than market value – shareholder may be exposed to liability up to face value
a. Make sure shares are issued at a price at least equal to the value of the currently outstanding shares (not a problem in public corps)
i. If issued too low, corp may be liable to current shareholders for violating par value rule

v. Preemptive Rights – right an existing shareholder has to buy that # of shares in order to maintain existing % of ownership when corp decides to issue more shares (on same terms and conditions as proposed by the board)
1. Virtually all public corps eliminated preemptive rights
2. Preemptive rights only exist if in articles
3. Preemtpive rights DO NOT APPLY: (1) consideration is something other than cash; (2) newly issued shares are issued pursuant to the corps initial plan of financing; or (3) corp has more than 1 series of shares (when proposed shares different)

vi. Federal Securities Laws  securities act of 1933
1. IPO  when corp goes public and sells securities to the public – traded on secondary trading market (i.e. NYSE), becomes liquid
a. Underwriter is the investment bank – puts together group of other banks to share risks/rewards, decides type of security and price to charge, purchases shares at discount and immediately resells them to the public at the announced price
2. Venture Capital Financing  VCs usually structured as limited partnerships, make investments in privately held companies w/ hope they’ll go public
3. State securities law = blue sky laws (CA Corp. Code §25000) – department of corporations administers
4. Market capitalization = # outstanding shares / trading price

III. Distributions to Shareholders: Dividends and Redemptions
a. Dividend distributions
i. Board’s discretion in declaring dividends
1. Public corps typically declare on quarterly basis – amount can impact the value the stock is traded (if dividend goes up, stock seen as more valuable)
2. Court won’t force payment of dividends unless it’s a remedy for shareholder oppression
3. Once board passes resolution declaring dividends, shareholders are entitled to dividend even if they transfer their shares before the payment date
ii. Statutory restrictions on declaring dividends
1. Public policy – public isn’t the only one w/ interest in getting $ from corp  creditors, employees, lenders, etc.  statutes to prevent payment of dividends in circumstances when creditors could be harmed
2. Board liable for negligently or knowingly violating these restrictions
3. MBCA §6.40 – can’t pay dividends if debts > assets
a. MBCA (& CA) approach  insolvency test – dividends cannot be paid if, afterward, the corp wouldn’t be able to pay debts as they become due (based on judgment of board)
b. DE approach  legal capital test – dividends only paid out of a corp’s capital surplus and its retained earnings
c. Balance sheet test  do assets exceed liabilities on the balance sheet?

b. Redemptions – when a corp repurchases shares pursuant to a previous agreement
i. Limitations on corp power to repurchase shares
1. Economic limitations – same as payments of dividends to protect creditors
2. Voting rights – must always be at least one outstanding share w/ full voting rights and entitled to assets on dissolution
ii. Reasons for repurchasing shares
1. Closely held corps – might want to provide liquidity for deceased shareholder’s estate OR remove current shareholder by repurchasing his interest. Also tax advantages b/c capital gain is taxed lower than income.
2. Publicly traded corps – create public perception of prosperity, OR secure a loan to repurchase and then reduce taxes by deducting interest on loan, OR eliminate management power from a shareholder.
iii. Similar to making a distribution to shareholders
iv. Repurchased shares become authorized but unissued – treasury shares 
1. Articles can provide that the shares are retired – no longer authorized
2. When corp reissues – no min price
3. No longer outstanding for purposes of voting or dividend
4. In DE  “authorized issued but no longer outstanding”
5. In CA  “authorized but not issued”

IV. Piercing the Corporate Veil
a. PCV Doctrine RULE – allows creditors to sue shareholders personally if creditor can show: (1) shareholders failed to maintain a separate corporate identity; AND (2) the failure to maintain a separate corporate existence would sanction fraudulent conduct, promote injustice, or lead to inequitable results
i. (1) Separate Corporate Identity – FACTORS  (1) undercapitalization; (2) failure to observe corp formalities; (3) absence of corp records; (4) corp payment of individual obligations
1. Undercapitalization  typically a big factor with tort claimant who is injured (involuntary creditor w/ risk of loss thrust upon them – see BAATZ)
a. Less a factor for contract creditors  PCV shouldn’t be used to rewrite K and award party something they didn’t K for – willingly assuming the risk
2. Comingling of personal and corporate funds – more a factor in contract creditor b/c façade of dealing with a legit corp.
ii. (2) Fraud/inequitable consequences – FACTORS  (1) fraudulent misrepresentation by directors; (2) general fraud or unfairness/inequitable consequences
1. Courts more likely to find fraud when business is structured in a way to eliminate liability and lack a true business purpose (e.g., fragmenting biz into several nearly identical corps)
2. Intentionally leaving biz undercapitalized make ct. more likely to pierce veil 
b. Brevet golf bag co case – ct didn’t pierce corp veil in suit by consultant to recover fee  didn’t satisfy 1st prong. Could have been prevented if had K in writing.
c. Baatz v. Arrow Bar tort creditor case – unable to pierce b/c corp separate, unable to show undercapitalization, observe corp formalities (uses 6 factor test)
i. Respondeat superior cause of action -  injured by person who was served alcohol by  and the bar doesn’t have insurance so want to pierce veil to get to owners
ii. Dissent thinks no separate corp existence b/c shield created to avoid individual liability in dram shop action – should have insurance, makes  unable to recover, inequitable
d. Hanewald v. Bryan’s inc – pierce veil b/c owners of Bryan’s failed to pay for their issued shares upon formation of the corp (statutory obligation to pay helps them avoid personal liability  shareholder liable to the extent that stock hasn’t been paid for – fraud upon creditors/subscribers)
i. Hanewald should have protected themselves w/personal guarantee when selling biz to Bryan’s  kind of got a windfall 
1. Use of marginally capitalized corp. to allocate risk on a bargained for basis  payment depended on biz making profit - now gets to recover assets not bargained for 
ii. Trial ct doesn’t pierce veil b/c no fraud of injustice (even though undercapitalized), but supreme ct pierces b/c of statutory obligation  should have set a low par value
e. Internal affairs doctrine and PCV  could have threshold inquiry into which state’s law applies (e.g., in a contract dispute, the state law would apply, but maybe in PCV suit, the state where inc applies – less clear whether PCV is an internal affair)

f. Enterprise Liability – creditor can hold a parent/sister company liable for the debts of its subsidiary/sister company  parent corp held liable for wrongful actions of subsidiary IF: (1) parent corp exercises control over subsidiary, AND (2) control leads to harm or prevents subsidiary from fulfilling its duty
i. The more foreseeable the injury, the more likely the parent corp will be held liable
ii. Smith v. McLeod Distributing – debt held in colonial carpets, but another colonial entity held liable under enterprise liability  found the two entities were 1 in the same
1. Test = are they operating as 1 entity  similarity of names, same president, same office manager, same address/phone, intermingled assets
iii. Goldberg v. Lee Express Cap Corp. –  allege enough facts under enterprise liability to allow case to move forward  Lee Express = sister corp to the cab co liable under vicarious liability 
1. Mandatory insurance only $10K – not having enough insurance could be a form of undercapitalization
iv. Forsythe v. Clark USA – s killed at Clark refining, want to hold parent corp liable under direct participant theory  need to show causal connection (specific authorization + foreseeable injury)
1. Public policy reason for accepting direct participant theory – Parent corp liable if they benefit rather than subsidiary (if parent corp exercises control and saves costs, should bear burden of liabilities)  looked at budget cuts effecting safety

V. Role of Directors and Officers
a. Board of Directors
i. Statutory norm MBCA §801 & DE §141(a) - board manages the business affairs – “under direction and subject to oversight”
1. Shareholders have power to elect the board
2. Board CAN delegate but CANNOT abdicate powers
a. MBCA §8.25/.30 – board can establish committees and delegate their powers to the committees EXCEPT the power to change the bylaws and approving fundamental actions requiring shareholder approval (e.g., mergers, dissolution, or liquidation). Board committee can only declare dividends pursuant to a formula preapproved by the whole board. Committee can’t fill a board vacancy.
ii. Grimes v. Donald -  seeks declaration that compensation agreement w/ Donald (CEO) is invalid  argue board is abdicating powers b/c gave CEO unilateral power to terminate K, benefits too much from termination, and too much power
1. Would only be abdicating powers if CEO’s $ > wealth of corp
2. Financial consequences don’t substantially deter board from exercising powers (the cost of disagreeing with CEO isn’t so high that it would deter board from exercising powers)
iii. Selection of Initial Directors
1. MBCA §803(a) – board must consist of 1 or more individuals (only people, not corp)
2. # of directors stated in articles or bylaws – min and max # (CA has min of 3)
a. most boards have scaled down to about 9 directors
i. Public corps have executive committees who get together in between board meetings to make other decisions
iv. Selection and Term
1. MBCA §8.03(c) – at least 1 director elected at every annual shareholder meeting  if not discussed in articles, DEFAULT RULE = all directors elected annually
a. Variations of default rule:
i. Classified board (MBCA §804) – a privilege of a class of shares is to elect a certain # of directors
1. Can only be removed by shareholders that elected them
ii. Staggered term – term divided into 3 groups and each director gets a 3 year term with each group up for election each year
1. Used mostly in public companies, prevents hostile takeover
2. MBCA §8.05 Holdover Directors  director keeps serving until successor is elected and replaces you
a. Vacancies on board may be filled by either remaining board members or by shareholders – whichever acts first (usually board) 
i. When there is a vacant position, corp can wait to fill until next election or board can fill
v. Removal of directors
1. Shareholder can remove director before expiration of term with or w/o cause (MBCA §8.08)
a. Typically will have a provision (modification of default rule) saying only removed with cause
i. Cause = lack of judgment, wrongdoing
ii. Process  entitled to have notice and opportunity to clear name
vi. Mechanics of Board Meetings
1. In general
a. Non-unanimous board action w/o a meeting is invalid
b. Board may be called in any manner approved in advanced by the board
c. Each director has 1 vote unless stated otherwise
d. Directors can’t vote by proxy, must each vote in person
e. Individual directors have no power, board acts as a collective
2. Board can take action in 2 ways:
a. 1) unanimous written consent  action w/o meeting (MBCA §8.21)
b. 2) action by meeting  to be valid – (1) meeting must be called (kind of obsolete), (2) duly noticed, (3) valid quorum, (4) action approved by sufficient vote
c. Regular vs. Special meetings
i. No notice required for regular meetings b/c everyone already knows
ii. Special meeting  deal w/ things that come up in between
1. requires notice (MBCA §8.22)
a. 2 days under MBCA
b. notice can be waived before or after or impliedly by showing up and not objecting to the no notice
2. need a quorum
3. can have a telephone meeting, but everyone has to hear
d. Quorum – minimum amount of voting power that must be present at a meeting for board action to be valid
i. MBCA §8.24 DEFAULT rule – quorum is majority of directors
1. Articles can modify this but not lower it below 1/3 of directors
e. Sufficient vote – action approved if receives assent of majority of directors PRESENT at the meeting
i. Breaking a quorum  tactic used by director to prevent vote – leave meeting to destroy the quorum
1. Doesn’t work in DE b/c once director shows up, he is considered present for purposes of a quorum even if he leaves
vii. McKesson Corp. v. Derdiger -  director seeks declaration that actions at meeting valid   shareholder claim actions void b/c didn’t comply with adequate notice (statute says record date is 60 days before meeting date) 
1. Actions valid b/c of 1 case that said “60 days between” vs “before”  court clarifies that this isn’t the rule going forward, only now b/c they reasonably could’ve relied on that case (w/o this case, meeting would’ve been ultra vires and actions void)
2. Equitable principles used to strike down corp. actions when compliant, but not to uphold when not compliant – very statutory, legislature has power
b. Senior Executive Officer
i. Officers = agents of corp
1. Officer’s can bind corp  individual directors can’t
2. In CA, must have 3 officers – CEO, CFO, Secretary
ii. Scope of officer’s authority
1. CEO can act w/ apparent (ostensible) or actual authority
a. Power of position  scope of apparent authority varies
2. Hierarchical structure of corp – opt into that structure when decide to form corp
3. Torts of officers create vicarious liability when w/in scope of employment
4. Officer’s personal liability?
a. When acting on behalf of disclosed principle, no personal liability
i. Follow appropriate signature block for officer signing (e.g., “ACME Inc. by Marisa Tashman, President)  any deviation creates ambiguity re whether CEO acting in representative or individual capacity
iii. H-D Irrigating v. Kimble Properties  CEO director held liable for misrepresenting condition of equipment (acting as CEO in making contract – careful which hat wearing) – corp liable under vicarious liability theory
1. Kimble and Lloyd (president) jointly and severally liable  Kimble owned equipment and Lloyd agent of Kimble and acting w/in scope of employment
2. Hobble not liable  Hobble owned the land – misrepresentation about the equipment not w/in scope of Lloyd’s authority as president of Hobble, only Kimble
iv. Andrews v. SW Wyoming Rehab – VP doesn’t have right to not be terminated  sues for wrongful termination b/c fired when he tried to tell board that president was mishandling assets
1. Provision similar to MBCA §8.42 – officer may be removed w/o cause at any time
v. Snukal v. Flightways – corp liable for past due rent on property leased by president w/o actual authority, but with apparent authority (president acting as secretary and CFO also)  lessor reasonable in believing president had authority to sign property lease
1. CA §313 – if writing signed by chairman/pres/VP & secretary/CFO, then corp. estopped from saying no authority UNLESS party trying to enforce the contract knew there was no actual authority  corp could have prevented this by not letting 1 guy wear 3 hats
a. 313 allocates transactions costs to corp b/c less costly for corp to monitor
b. lessor arguing that 313 applies b/c pres also secretary and CFO – corp argues it doesn’t apply b/c only signed in capacity as pres
c. if 313 didn’t apply, lessor could rely on apparent authority argument
VI. Role of the Shareholder in Public Corp
a. What do shareholders do?
i. Elect board
ii. Right to approve fundamental changes – most common = amending articles
iii. Also can amend bylaws
iv. Manage board  can remove director or not re-elect him
b. Mechanics of shareholder voting – need (1) called, (2) notice, (3) quorum, (4) sufficient vote
i. Call – decision to hold meeting at a particular time and place
1. If board fails to call required annual director election, shareholder can sue to compel
ii. Notice requirements
1. MBCA §705(a)  must tell shareholders date, time, place 10-60 days before meeting
2. MBCA §705(c)  notice must tell you the purpose of the meeting if special meeting
3. MBCA §705(d)  only biz you can conduct at special meeting is what was described in the purpose
4. Shareholders entitled to vote as of record date (if no longer a shareholder, but was one as of the record date, can vote)
a. MBCA §7.07  record date not more than 70 days before meeting
5. Waive notice  can waive before or after the meeting by signed writing. Can also impliedly waive by showing up and not objecting to notice right away, waive right to object to whatever defect was in the notice
iii. Quorum – min # shares present at meeting (not # of people)
1. MBCA §7.25 DEFAULT rule  majority of shares entitled to vote must be present at the meeting – can contract around this in the articles
a. Present  physically go to meeting with shares certificate OR vote by proxy
i. Proxy = agency relationship MBCA §7.22(c)
1. Agent = proxy who goes to the meeting (proxy holder)
2. Principle = shareholder of record
3. Default rule – proxy = 11 months (solicit new proxy each year)
ii. Proxy is revocable MBCA §7.22(d)
1. Irrevocable if stated + coupled with an interest
a. Vote in best interst of corp if have financial interest
b. Prohibition on “purchased shares” (proxy w/o interest)
2. By showing up, proxy is revoked unless irrevocable
2. CA §602 DEFAULT rule  majority of voting power, no less than 1/3
iv. Record vs. Beneficial Owner
1. Stock ledger in private corp – stock certificate
2. Book entry system for public corp – street name ownership  stock in name of broker who’s part of book entry system  DTC “trustee” for stocks and they keep a ledge of who sells what  DTC would be the record owner, shareholder is beneficial owner
a. Only record owner votes even though beneficial owner has econ. Interest
b. Proxy statements distributed to brokerage firms and they give to shareholder to vote  beneficial owner ends up getting to vote through proxy statement
v. Voting rules (on matters other than election of directors): 1st a QUORUM IS MET
1. DE §216  MAJORITY OF SHARES PRESENT
a. Abstentions treated as “NO” votes
2. MBCA §7.25  MAJORITY OF SHARES ACTUALLY VOTING
a. Abstentions treated as TRUE abstentions
3. CA §602(a)  2 part test: (1) MAJORITY OF SHARES PRESENT & VOTING; (2) MAJORITY OF REQUIRED QUORUM
a. Ensures there is a critical mass  protects against not having collective action  incentivizes corps to get interest from shareholders
4. Fundamental change  need ABSOLUTE MAJORITY VOTE
a. Majority of all voting power regardless of whether that power is present
b. Sometimes set a super majority – need 2/3 or ¾ of voting power
5. Simple Majority Vote Movement  # votes “for” exceeds # “against” – then “no” vote matters
vi. Action by written consent – in lieu of a shareholder meeting (more useful in closely held)
1. MBCA §7.04  action can be taken w/o meeting if evidenced by 1+ consents bearing date, description, and signature of all shareholders entitled to vote
2. CA § 603 & DE §228  need # of votes required to take action at a meeting which all shared entitled to vote were present and voting
a. Need UNANIMOUS written consent to elect DIRECTORS
vii. Annual meeting – usually in spring for public companies
1. Hire election manager to count proxys
2. Hire proxy solicitation firm  specializes in getting the vote out and making sure there is a valid quorum
3. Common proposal is approving an outside auditor to prepare disclosures/statements
viii. Shareholder voting in elections for directors: Straight vs. Cumulative
1. E.g., A has 10 shares, B has 90 shares – 5 directors:
a. Straight voting  A may cast 10 votes for each candidate and B can cast 90 for each (majority shareholder wins)
b. Cumulative voting  A may put 50 votes on 1
2. Default rule is straight voting unless cumulative voting is available
3. Majority elects entire board w/ straight voting, but minority shareholders can work together to elect directors w/ cumulative
4. CA §708  cumulative voting is a mandatory right (default rule is straight) and can exercise it provided you give notice at meeting prior to voting meeting
a. In public corp, can amend to limit cumulative voting or stagger directors term
b. Top vote getters get director seat – votes against director have no effect
5. MBCA & DE  cumulative voting treated as an opt-in provision
a. MBCA §7.28  directors elected by plurality (one w/ most votes)
6. FORMULA to determine # shares needed to elect 1 director  S/(D+1) +1
a. S = # voting shares
b. D = # directors to be elected
c. E.g. with A’s above numbers – 100/6 = 16.667 = 17 shares + 1 = 18 shares needed to elect 1 director (A still can’t elect 1)
7. Humphreys v. Winous – staggered term voting and minority shareholder claims his right to vote cumulatively has been eliminated b/c his cumulative votes have no effect since only vote for 1 director/year
a. Right to vote cumulatively and staggered term both in statutes (neither in constitution, so one doesn’t trump the other)  ct. doesn’t want to intervene w/ legislature
8. CA §301.5(b) (method to prevent minority in Winous wouldn’t work under this)  if pub corp amends articles to permit staggered term, must have min # directors
a. If divided into 3 classes, must have at least 9 directors
b. If divided into 2 classes, must have at least 6 directors
c. 2 or 3 year terms in 2 classes, 3 or 2 directors up for re-election each year, minority still has power
9. Takeover defense = adopting a classified board + prohibition against removing directors w/o cause (when corp. doesn’t have cumulative voting)
c. Shareholder’s Inspection Rights
i. Obtaining info w/o action  transaction reporting and periodic reporting
1. Transaction reporting  corp sends shareholders info about potential transaction
2. Periodic reporting  info provided on regular, specified interval
a. MBCA §16.20 – must send annual financial statements to each shareholder
b. DE – requires annual report filed w/ secretary of state
c. Fed. Securities – shareholders in public corps receive period reports on financial and operations conditions at least 4x/year
ii. Shareholder has right to inspect the stock ledger, books, and records (by statute and CL)
1. List of record date shareholders, voting trust agreements, basic documents (articles/bylaws), list of current officers and directors, current annual report, etc.
iii. Proper Purpose Test  can file an action seeking inspection if shareholder shows she has proper purpose
1. Proper purpose = purpose reasonably related to person’s interest as a shareholder and not harmful to corp or other shareholders
2. Burden of proof  show by preponderance of the evidence a credible basis where possible mismanagement can be inferred (Hershey case)
3. Shareholder has statutory right to inspect and copy a record of shareholders (Wachovia case)
a. Purpose to contact shareholders is proper & can turn list of shareholders over to others involved in proxy contest if no bad faith
b. Public policy  insuring fairness and equality btw corp and shareholders in a proxy solicitation
iv. Difficulties in exercising inspection rights  shareholder’s stock might not be sufficient value to justify spending time/$ to exercise right (might have to bring suit)
v. Hershey case – shareholder showed possible wrongdoing so suit re inspection rights gets to move past M2D stage
1. Hershey’s refused to give info re supply chain – possible use of child labor  shareholder can inspect for property purpose  show inference of possible wrongdoing
2. Test is not whether  proves wrongdoing  just infer possible in order to inspect
vi. Hoepner v. Wachovia -  shareholder wants to inspect records to find out shareholder list b/c he is the chairman of SunTrust who wants to shut down Wachovia’s merger with 1st Union (contested battle for control over Wachovia -  trying to “jump the deal”)
1. Obtaining list of shareholders = proper purpose  can turn it over to others in proxy fight absent bad faith – protects shareholder’s ability to get SunTrust point of view
a. s interest is independent of SunTrust – his interest is as a shareholder of Wachovia even though chairman of SunTrust
d. Federal Proxy Rules
i. Reporting Corp = public corp who’s stock traded on NYSE and NASDAQ
ii. Must make reports available to shareholders
1. 10Q = quarterly report
2. 10K = annual report (more robust disclosure)
3. 8K = disclosure of event that happens in between
a. Event – material fact
b. Disclosed on real-time basis and filed with SEC 4 days after signing the deal
iii. Must solicit proxies before annual meeting
1. Fed proxy rules govern  proxy statement + annual report (expensive to make)
a. Proxy statement = provides full and adequate disclosure of all material facts necessary to make an informed vote on a specific proposal
b. Rule 14a-9 = PROXY FRAUD RULE 
i. Creates liability if corp fails to disclose material facts necessary to make statements in proxy statement not misleading
c. Rule 14a-8 = SHAREHOLDER PROPOSAL RULE
i. Shareholders can propose something – if proper subject for voting, then corp has to place it on agenda for annual meeting
1. Grounds for exclusion leads to fight btw shareholders and management – lots of fights about whether proposal should be excluded
2. Exclusion of PREVIOUSLY submitted IF failed to get 3% (submitted 1x), 6% (submitted 2x), 10% (submitted 3x)
3. Exclusion of NEW proposals if: (1) objection based on state corp law; (2) passage of it would be a nullity; (3) proposal wouldn’t be relevant to corp as a whole; or (4) relates to election of directors
a. Shareholders CANNOT nominate directors
b. Can reject proposal if re specific dividend amount
c. Nullity = couldn’t be implemented or would violate law
ii. Most file on calendar year – file 10-K in Q1 and annual meeting held soon after so info not stale

VII. Fiduciary Duties: Duty of Care & Business Judgment Rule
a. Duty of Care Rule  requires officers and directors act in a manner they REASONABLY BELIEVE to be in the best interest of the corp
i. Shareholder derivative action = mechanism for enforcing these duties  cause of action belongs to corp – shareholder brings it on behalf of corp 
b. Business Judgment Rule  when director is sued for breach of fiduciary duty, director is generally entitled protection of the business judgment rule. PRESUMED that directors acted: (1) on an informed basis, (2) in good faith, and (3) in the honest belief that the action taken was in the best interest of the corp.
i. Public Policy  promote full and free exercise of managerial power granted to directors – judges don’t want to determine whether a biz decision was good or bad
ii. Rebutting Presumption   may rebut by showing the decision was uninformed, made in bad faith, or there was a conflict of interest
1. Uninformed Decision – show directors acted with GROSS NEGLIGENCE by failing to inform themselves of all material info reasonable available to them (Van Gorkam)
2. Fraud/Illegality – rule isn’t applicable if directors committed fraud or acted illegally
3. Conflict of interest – no protection if there is a conflict of interest
4. Bad Faith – EITHER conduct motivated by intent to harm corp OR conscious disregard for their responsibilities
a. No protection when acting w/ purpose other than advancing best interest of corp (Stone v. Ritter)
5. Irrational decision – no protection
6. Waste – no protection when decision/action constitutes waste (trx lacked any biz rationale to support it, or no person could rationally conclude that corp received adequate consideration) 
c. Raincoat Protection DE §102(b)(7)/MBCA §2.02(b)(4)  most corps have raincoat provision in articles, which shields directors from personal liability for breach of fiduciary duties (duty of care)
i. HOWEVER, doesn’t eliminate liability for breach of loyalty, not acting in good faith, or having personal interest
ii. Opt-in statute  put it in articles for it to apply
iii. Adopted after Van Gorkam b/c people were deterred from being directors b/c of liability
d. Wrigley Field case – shareholder alleges board breach duty of care by not putting in lights for night games  ct uses BJR  even though might not make as much $ w/o night games, other interests in mind (e.g., bad for neighborhood, lost property value over time)
e. Smith v. Van Gorkam – court finds for shareholder  in action alleging board and CEO breach of duty of care when arbitrarily decided on price of $55/share in selling corp to TransUnion  no formal valuation process and board didn’t inform themselves of CEO’s role in the deal – board uninformed re intrinsic value of corp
i. Gross negligence standard  board can approved the decision to sell the corp after 2 hrs of consideration when they weren’t given all the information – board not being proactive in evaluating decision (selling a corp is a huge decision – unlike Wrigley lights case)
ii. Dissent thinks BJR should’ve been applied b/c directors all experienced biz people
iii. Case is about board process and power balance – board shouldn’t just base decision on CEOs representations
f. Fulfilling director duties  if you see a red flag, do something. If you have confidence in C-suite, basically just monitoring and holding CEO accountable
i. MBCA §8.24(d)  if present at meeting, deemed to agree UNLESS you take affirmative action
1. Need to either (1) object at beginning of meeting; (2) have dissent in the minutes; or (3) deliver written notice of dissent to president before meeting or to corp. after meeting

VIII. Fiduciary Duties: Duty of Loyalty and the Standard of Entire Fairness
a. Duty of Loyalty Rule – fiduciaries place interest of corp ahead of own interests  breach by making a self-interested trx OR taking a corp opportunity
i. Inherent possibility that trx will be skewed to detriment of corp w/ breach of loyalty  cts more willing to look at biz decision (in duty of care cases, cts have more deference)
ii. Trx are voidable and subject to be set aside to corp  look at whether terms at time contract was made were reasonable and fair (standard = entire fairness)
b. Corporate Opportunity Doctrine  arises when directors/officers use info coming to them in their corporate capacity for personal advantage & thereby depriving corporation of a profitable trx
i. 2 approaches:
1. ALI Test  If a corporate opportunity, director can take advantage of it IF she makes full and adequate disclosure of all material facts AND corp formally rejects opportunity
a. Corporate opp = one closely related to a business in which corp is likely to or is engaged OR one that fiduciary acquires b/c of her position within the corp
b. Good faith but defective disclosure may be ratified after the fact only by an affirmative vote of the disinterested directors or shareholders
c. If fiduciary doesn’t disclose, can’t defend on basis that failure to offer opp was fair
d. Golf Club case – president of golf club bought neighboring properties and didn’t disclose that she was going to purchase them  court rejects line of business test and uses ALI test
i. Even though corp couldn’t pay for the properties, opp still belonged to the corp (line of biz test would make president’s purchase ok b/c club couldn’t pay)
2. Line of Business Test  officer/director CANNOT take a business opportunity for his own IF: (1) corp is financially able to exploit the opportunity; (2) opportunity is w/in corps line of biz; (3) corp has an interest or expectation in the opp; AND (4) by taking the opp for his own, the fiduciary will undermine his duties to the corp
a. Officer/director CAN take a corp opp IF: (1) opp is presented to her in her individual, not corporate, capacity; (2) opp isn’t essential to corp; (3) corp doesn’t have an interest in opp; AND (4) she has not wrongfully employed resources of the corp to pursue opp

c. Self-Dealing: Trxs Involving a Conflict of Interest  when director/officer uses his position w/in corp to further a private interest adverse to the corp
i. Concord Oil case -  buys oil tanks in individual capacity for $1 and sells them to his corp for $5K and  wants to invalidate lease agreement b/c of this conflict  ct says no conflict
1. TEST – (1) good faith? And (2) contract is fair to corp?  here the deal was fair and good faith (can’t make rule against self-dealing completely b/c often benefits corp)
ii. Dunkin Donuts case – Allied-Lyons purchases Dunkin but doesn’t pay  officer’s finder’s fee   not entitled to finder’s fee b/c corp should get full benefit of the trx that officer engages in
1. Damage to corp b/c of trx isn’t required to find a violation of duty of loyalty  want to discourage officers/directors from putting themselves in situation wehre officer isn’t acting in best interest of corp

d. Standard of Entire Fairness – self-dealing trx not automatically set aside if fiduciary involved in self-dealing proves (1) fair dealing AND (2) fair price
i. HMG/Courtland Properties case - s officer/director negotiating for seller side w/ buy side interest is a breach of duty of loyalty  no disclosure so s can’t prove fair price since analysis not based on having insider involved in negotiations
ii. Fair Dealing  whether trx was procedurally fair
1. Court considers when trx timed, how it was initiated, structured, negotiated, disclosed to directors, how approvals were obtained, etc.
iii. Fair Price  economic and financial considerations of proposed merger
1. Include all relevant factors – assets, market value, earnings, future prospects, etc.
a. Q = would corp have taken the deal if privy to all material facts? (HMG case)

e. “Cleansing” the Self-Dealing Trx: CA §310
i. Special Committee  common for board to form special committee of disinterested directors to evaluate the transaction
1. Similarly, special litigation committees formed w/ every suit filed or can go to standing committee
ii. Disinterested vs. Interested Director – Interested IF personally benefit from trx OR can reasonably expect director’s exercise of professional judgment compromised b/c of relationship to interested party
1. Shapiro v. Greenfield – minority shareholder sues directors for breach of duty of loyalty b/c of conflict of interest  interested director trx set aside b/c trx to transfer ownership of real estate to limited partnership in exchange for giving 50% interest to Shapiro directors
a. Shapiro directors and Smith director related – decide how close the relationship is
b. Ct didn’t take cleansing statute into account even though maybe save trx
iii. CA §310 – safe harbor statutes allow a self-dealing trx to be cleansed if it’s approved by a valid vote by disinterested directors or disinterested shareholders.
1. §310(a)(2) – Disinterested Board Approval
a. Requirements:
i. (1) Full disclosure of all material facts
ii. (2) Good faith approval of DISINTERESTED directors
iii. (3) By sufficient vote to approve w/o counting vote of interested
1. Interested directors can be counted for purposes of determining whether there is a quorum even though can’t count their votes
iv. (4) trx is fair to corp at time of contracting
1. If disputed,  has burden to show it isn’t fair  show board can’t be trusted – court uses business judgment rule to judge
2. §310(a) – Disinterested Shareholder Approval
a. Requirements:
i. (1) Full disclosure of all material facts
ii. (2) Shareholder vote in good faith 
iii. (3) By majority of DISINTERESTED shares
iv. no requirement that trx must be fair to corp
3. §310(a)(3) – Fairness Standard  if trx not cleansed and challenged, interested director/shareholder asserting the validity of the contract must prove:
a. (1) Burden of proof on interested director
b. (2) to show entire fairness of trx to corp as of the time trx approved
i. use Entire Fairness Standard  fair dealing & fair price
c. Even if “cleansed” by director approval, can still be challenged if unfair to corp at time it was approved
d. If “cleansed” by shareholders, it can’t be challenged
4. If cleansing by directors and by shareholders fails, move to #3 fairness standard
5. If the statute is met, won’t necessarily mean the contract is enforceable, just that it won’t be voidable b/c of the conflict of interest
a. If cleansed by shareholder still sues, still have presumption of BJR  burden is on  shareholder
6. Closely held corps  more difficult to cleans b/c likely more directors are interested
f. Executive Compensation – every public corp has executive compensation committee w/ directors who aren’t employees
i. Disney case discusses executive compensation

g. Shareholder Derivative Actions
i. Derivative action = cause of action where shareholders file suit against directors, officer, or other agents of corp ON BEHALF OF CORP b/c breach a fiduciary duty resulting in harm
1. Decision to sue a 3rd party is w/ the board  shareholder can’t sue a 3rd party on behalf of the corp if board decides not to suit
2. Corporation gets $ recovered – if shareholder suing, shareholder pays lawyer fees (why this often involves many shareholders) but corp should repay if they win
3. Public policy  suing to vindicate the rights of many
4. Often required to post a bond (to deter suits that aren’t believed in)
ii. Standing Requirement   must have been a shareholder at the time of the alleged harm AND at the time the suit is filed
iii. Shareholder cannot file derivative suit UNLESS:
1. (1)  requested board to initiate litigation and board wrongfully refused OR
2. (2)  shows making demand would be futile b/c board couldn’t have evaluated demand fairly
3. Basis for demand requirement  give board opportunity to take action
iv. Demand Refuse Case – judge not likely to think refusal is wrongful, ct will defer to board’s decision by using BJR (shareholder can sell stock if mad)
1. If shareholder does demand, then conceding that the board is trustworthy – rather show demand is futile/excused
v. Demand Excuse Case – demand excused when shareholder shows it’s futile  when facts show you can’t trust board to decide in best interest of corp
1. TEST – demand excused if ct finds reasonable doubt that a majority of board would be disinterested or independent in making the judgment
a. Independent = whether challenged director’s decision resulted from being controlled by another (i.e. close family relationship)
vi. Martha Stewart case -  shareholders concerned about stock going down b/c Martha stayed as officer  s unable to show demand was excused – didn’t show enough to disrupt balance of board’s decision (board says more harm could be done by eliminating Martha)
vii. In re PSE&G - s brought suit after demand rejected (claim not managing nuclear plant right)  court applies modified BJR to decide if board’s refusal to bring suit was fair
1. DE – if demand refused, corp has burden to show they were fair in decision (independent and acted in good faith)  if burden satisfied, ct uses own judgment to determine whether it’s fair
2. NY applies BJR
3. Modified BJR – board committee comes forward w/ evidence to show decision makers acted reasonably and in good faith  if this burden is met, ct defers to committees recommendation
viii. Disney Ovitz case – regarding Ovitz’s lavish compensation package when he was terminated
1. After shareholders get through M2D stage and adequately pleads claim, DE sup ct. doesn’t hold directors liable b/c apply BJR
2. Only way for  to make board personally liable is to show lack of good faith
3. Comp. package = $7.5M/year + stock options immediately vest ($101M paid)
a. “in the money” – by the time of signing the contract, the market price exceeded the exercise price (“under water” is when the market price is below)

h. Failure to Monitor and the Duty of Good Faith
i. Failure to act in good faith is NOT separate cause of action (Stone v. Ritter)
1. Duty of good faith = condition of loyalty  breach is breach of duty of loyalty
a. Can’t act w/ loyalty if not acting in best interest of corp
ii. Nonfeasance vs. Misfeasance
1. Nonfeasance = failure to adequately monitor
2. Misfeasance = decision wasn’t informed
iii. To be LIABLE for failing to actin good faith show FAILURE TO OVERSEE
1. Can be liable for failure to follow red flags
a. Still good faith when no deliberate ignoring of red flags  measured by directors actions to assure reasonable information
iv. Stone v. Ritter – AmSouth failed to file suspicious activity reports and already owe millions in fines to govt  shareholders bring demand excuse suit  directors have interest b/c would face liability if facts in suit true, so can’t trust them to bring suit
1. Nonfeasance – claim they didn’t do enough to inform themselves (failure to adequately monitor)
2. s didn’t show enough to say there were compliance issues  board had proper system in place and cant be held responsible for individual employee mistakes
v. ATR v. Araneta – Araneta takes most valuable asset and transfers it to his family  other 2 directors personally liable for failing to investigate and exercise adequate oversight

IX. The Role of the Shareholder in the Modern Closely Held Corporation
a. Must look at whether the shareholder or director hat is worn  complicated b/c directors often shareholders
i. RULE  directors can’t contract as stockholders to abrogate board’s independent judgment
1. Stockholders allowed to combine to elect directors  BUT power to unite is limited to election, not extended to power of directors to manage biz
2. Ask whether the contract impinges on board’s power (Clark v. Dodge – slight)
b. Statutorily Recognized Close Corporations – to qualify as a Close Corporation, articles must have provision that state:
i. CA §158 – “all of the corporation’s issued shares of all classes shall be held of record by not more than 35 PEOPLE” AND
ii. “This corporation is a close corporation”
iii. Can amend articles to become a close corp  must need unanimous approval by all outstanding shares
iv. Close corp = articles make the statement per the statute; Closely held = no provision
v. §300 What can a Close Corp statute do?
1. Expresses corp norm that board has discretion to manage corp
2. BUT, no shareholder’s agreement is invalid btw parties for the reason of treating it as a partnership and taking control from directors
3. Failure of corp to “walk the walk” by this statute won’t be a factor to pierce the veil
4. Fiduciary duties owed by directors imposed on each party to shareholders agreement
c. Devices used to control – b/c shareholders often serve on board and stocks lack liquidity, control can become an issue
i. Preemptive Rights – equitable right of existing shareholders to purchase shares proposed to be issued to their economic and managerial interest remains the same proportion
1. EXCEPTIONS – generally not applicable when:
a. Newly issued shares issues for noncash unique consideration
b. Newly issued shares issued as part of the corp’s initial financing plan OR
c. Newly issued shares are a different class than those outstanding
ii. Supermajority voting – raise % of votes needed to enact change  can effectively operate as requiring unanimity (e.g., 4 shareholders each have 25% of the vote and 80% of vote required)
iii. Superquorum – raise quorum requirement (negative effect is that it could give 1 shareholder power to not attend and then not have quorum)
d. McQuade NY Giants Baseball case – McQuade sues b/c board elected Bondy to replace him as treasurer even though McQuade had a deal with 2 of the defendants to use best efforts to keep him as treasurer (part of reason why he bought stock)
i. Contract illegal and void if prevent board from changing officers, salaries, etc. 
1. Violates public policy b/c requires board to keep McQuade as an officer – board should decide what’s best for corp and can’t be bound by contract to decide
e. Clark v. Dodge – Contract upheld b/c contracting as shareholders even though Dodge is also a director  nobody else is effected and provisions barely effect power of board
i. Contract was that Clark would manage biz, disclose secret formula to Dodge’s son, and promised his stock to D’s wife and kids if Dodge voted his shares as director that C is general manager and gets ½ the income
f. Voting Trusts – shareholders place shares in a trust and trustee is responsible for voting the shares
i. Test to determine if voting trust:
1. (1) voting rights separated from other attributes
2. (2) voting rights granted intended to be irrevocable for a definite period of time AND
3. (3) purpose is to acquire voting control of the corp
ii. Valid Voting Trust typically is:
1. In writing
2. Writing submitted and made part of corp records so shareholders can inspect
3. Duration  MBCA 10 years, can be renewed
4. Typically Voting Trust arises in wealth transfer btw generations
a. Typically voting trustee (one giving stock) will keep voting rights and financial benefits given to kids  trustee will be record owner
iii. Lehrman v. Cohen – dispute in family biz (4 directors so deadlock), give 1 share of AD stock to establish a 5th director to avoid deadlock  AD stock has no right to dividends or $ in liquidation, just voting rights to elect 1 director (given to Danzansky)  Danzansky ends up being elected President and  is mad about this
1.  argue stock illegal b/c doesn’t meet voting trust statute, but can’t get past 1st element – argue AC and AL pool portion of voting stock and giving it to trustee who is the holder of AD  AC and AL retain complete control over voting of stock, hasn’t divested right to vote his shares to D
2. Having only a voting interest is ok – don’t need financial participating interest  has property purpose and valid b/c created w/ shareholder unanimity
g. Vote Pooling Agreement – agreement btw shareholders that parties will vote in a certain way
i. Unlike voting trust b/c shareholders don’t entirely relinquish voting power to a 3rd party
ii. Ringling Bros case – family dispute and didn’t abide by agreement that they would act together to be able to elect 5 directors (thus having majority power over 3rd director)
1. b/c of the breach, the 3rd director ended up with majority power
2. ct upholds votes of the 3rd director and the one who followed the rules (other one’s votes aren’t counted)  arbitrators decision enforceable if at least 1 of them wants it to be  1 open spot left that ct doesn’t decide about
3. doesn’t violate public policy b/c a pooling agreement – doesn’t limit right to vote
4. Should have had self-enforcing mechanism in agreement  if breach, non-breaching party has irrevocable proxy to vote breaching party’s shares
h. Limitations on Voting Trusts and Pooling Agreements
i. McQuade rule  agreement can’t restrict, interefere, or control director’s fiduciary duties
1. EXCEPTION (Clark v. Dodge)  these agreements may be OK when:
a. (1) ALL shareholders are parties to the agreement AND
b. (2) there is a provision in the agreement requiring adherence only when it would be in best interest of corp AND
c. (3) infringement on director’s powers is slight
i. Galler v. Galler – brother’s widow wife can vote her dead husbands shares and transfer bank account to her and the brother wants the agreement to be dissolved  widow seeks enforcement on the contract to have the shares converted to her name  brother refuses but offers to give her salary but no voting 
i. Agreement found to be valid – valid purpose to provide her w/ support (like payback for her husband’s sweat equity) and other clauses were valid  it’s ok to deviate from corp norm if it doesn’t impinge on board too much
j. Zion v. Kurtz – Zion sues to cancel 2 agreements approved by board w/o his consent  ct held agreement of his veto power enforceable even though not all steps by close corp statute filled
i. Zion got class A stock and veto power in exchange for his investment
ii. Kurtz was supposed to file the articles w/ close corp provision but he never did  Kurtz estopped from relying on absence of closed corp provision in articles – otherwise windfall
iii. Dissent – thinks no position to decide in equity b/c legislature has spoken

k. Stock Transfer Restrictions and Use of Buy-Sell Agreements
i. General Rule – stock of a corp may be transferred by owner w/o any restrictions
ii. Restrictions – closely held corp may put certain restrictions on transfers  courts disfavor
1. Policy in favor of allowing restrictions  shareholders, as owners, should be allowed to control ownership and management and prevent outsiders from coming in
iii. MBCA/DE – restrictions enforceable for any reasonable purpose
1. Consent Restriction  permit restrictions limiting transfer to certain classes of transferees or requires prior consent of corp or other shareholders
2. Right of First Refusal  restriction may require transfer or grant the corp an option to purchase, and if corp isn’t interested then goes to other shareholders before public
iv. RULE – Stock Transfer Restriction VALID IF: (1) party has notice of restrictions AND (2) restriction is reasonable
1. Notice – can be ACTUAL or CONSTRUCTIVE
a. Constructive if restriction is noted conspicuously on stock certificate – if reasonable person would notice it
2. Reasonable – if designed to serve a legit purpose, not an absolute restriction on right of alienability, and terms of agreement are reasonable
a. Common triggers are death, physical impairment, divorce, bankruptcy
b. Price based on fixed price periodically adjusted or by 3rd party appraiser
v. Restrictions on transfer w/ board approval must be REASONABLE
1. Reasonableness FACTORS: size of corp, degree of restraint, length of restriction, method to determine price, likelihood of restriction helping achieve corp. objectives, possibility a hostile shareholder will harm corp, probability restriction promotes corp interests (FBI Farms v. Moore)
2. Reasonable AT TIME OF K’ING
vi. Buy-Sell vs. Right of 1st Refusal:
1. Right of 1st Refusal  an option, corp doesn’t have obligation 
a. Exercising this right will trigger dividend rules  need legally available source of funds to buy the shares and might not have that
b. Common source of life insurance business  key person life insurance proceeds used to buy back shares of dead shareholder
2. Buy-Sell  corp (or shareholders) have to buy back equity upon triggering event
a. Enables shareholders to require either the corp or fellow shareholders to buy out their equity interest at some mutually agreed upon price, upon occurrence of a mutually agreed upon triggering event
b. Can solve the “freeze out” and lack of liquidity problems of minority shareholders in closely held corps  often will insist on this provision before investor purchases such shares
c. An option agreement doesn’t guarantee the shareholder a specified price, where as a buy-sell agreement does
vii. Harrison v. Netcentric – employment agreement includes right to buy back unvested shares upon termination   argue breach of good faith/loyalty by terminating his employment in order to re-purchase his shares   needs to tender his stock per the agreement – wasn’t unlawfully deprived compensation
1. DE – no heightened duty on shareholders in close corp
viii. Sizzler case – manage hired and got to purchase stocks, but agreement required him to return stock for amount paid if terminated  re-purchase provision unenforceable b/c returning it would be forfeiture of enhanced value of stock
1. Agreement failed to recognize value of stock independent from him as an employee
ix. FBI Farms v. Moore – Moore divorces wife and gets $ secured by a lien on her stock of the farm  seeks declaratory judgment that restrictions not valid  transfer restrictions valid since he had notice (actual and constructive) 
1. Right of 1st refusal – waived by corp b/c knew about sale to Moore and did nothing
2. Restrictions on transfer w/ board approval – substantive limitation but not result of breach of fiduciary duty (reasonable @ time of contracting)
3. Blood family member restriction reasonable – protects viable interest
x. Ling v. Trinity – debtor defaults and triggers Trinity’s right to foreclose on security interest in Ling shares and Ling insisting transfer is subject to unfulfilled restrictions  Ling is a broker so important that owners are licensed on NYSE
1. Right of 1st Refusal – permitted by statute and no evidence it was unreasonable (don’t know how many shareholders to approach under right of 1st refusal – might be unreasonable if have to approach 200)
2. Consent Provision – have to get NYSE permission for transfer  reasonable b/c NYSE protecting own interests
3. If Trinity had notice, then bound by restrictions
l. Problems of Dissension and Deadlock
i. Deadlock = impasse among directors or among shareholders
1. Preventative measures:
a. Cumulative voting
b. Alternative dispute resolution – parties agree to ADR in case of deadlock (Ringling case)
c. Provision transferring authority to a shareholder or specific person to resolve the deadlock issue (like in Lehrman case)
2. Breaking deadlocks:
a. MBCA – grants court DISCRETIONARY power to dissolve b/c of deadlock
b. DE – permits ct to liquidate but not dissolve
c. Shareholder deadlock  relief granted if show shareholders deadlocked
d. Director deadlock  relief granted if show directors deadlocked AND entitled to equitable relief
3. Dissolution – voluntary dissolution requires board resolution and shareholder vote
a. Cause of Action for Involuntary Dissolution – a court may (at their discretion) dissolve a corp in action brought by shareholder IF:
i. I (1) directors are deadlocked in the management of the corporate affairs, (2) shareholders unable to break deadlock, and (3) irreparable injury to corp threatened/suffered OR biz and affairs of corp can no longer be conducted to shareholder advantage b/c of deadlock
ii. II OR directors have acted in illegally, oppressively, or fraudulently
iii. III OR shareholders deadlocked in voting power and have failed to elect successors to directors for at least 2 consecutive annual meetings
iv. IV OR corp assets being misapplied or wasted
b. Courts are reluctant to order dissolution
c. Unlike in a partnership where a partner can leave and force biz to dissolve	
ii. Gearing v. Kelly – director fails to go to meeting to prevent valid vote for new director b/c they’re going to freeze her out (no quorum w/o her)  she has a duty to show up
1. Problem arises w/ 50% ownership w/o any control  if she shows up she gives up control, yet she has a duty to show up – she doesn’t have any options
iii. In re Radom & Nierdorff – widow and her husband’s brother each have 50% ownership and widow doesn’t agree with the brother and refuses to sign his salary checks and brother seeks to dissolve corp
1. Dissolution isn’t justified  dissolution only granted when (1) conflict prevents efficient management AND (2) corp existence can’t be attained (here, corp is prosperous and there’s no stalemate as to corp policies)
2. Dissent thinks dissolution justified b/c if brother quit corp would hurt and if he stayed he wouldn’t get paid
3. Majority thinks deadlock will sort it out and court will make him get paid  Maynard disagrees with this
m. Fiduciary Duties of Controlling Shareholders
i. Stockholders in close corps owe some duty of trust and confidence (like partnerships)  majority action must be intrinsically fair to minority interest (Fought v. Morris)
1. CA §300(d) – shareholder in close corp has same fiduciary duties as directors
ii. Fought v. Morris (closely held corp) – Morris breached fiduciary duty by purchasing another owner’s stock, bypassing the right of first refusal  if corp bought the shares then Morris wouldn’t be the majority owner, would be divided up between him and Fought
1. Morris’ intent was to freeze out Fought
iii. Sinclair Oil (public corp) – derivative action by shareholder to make Sinclair account for damages sustained by subsidiary Sinven (claim Sinclair denied developing Sinven)
1. b/c Sinclair owns 97% of Sinven, no directors are independent  apply BJR (trial ct erred in applying intrinsic fairness test) to test whether Sinven dividend payments were self-dealing  Sinclair didn’t ursurp Sinven’s expansion opportunities (no showing any even came to them) – board decides how to allocate opps
2. re breach of K for not paying and not buying min amount of oil  self-dealing – benefit of not paying only went to majority, so minority excluded  use Intrinsic Fairness – Sinclair must prove that it was intrinsically fair to minority and they didn’t meet that burden
n. Cause of Action for “Oppression” - in CLOSELY HELD corp, minority shareholders can bring cause of action for oppression seeking dissolution on basis that directors or majority shareholders acting in manner that is illegal, fraudulent, or oppressive
i. General Rule: general fiduciary duties DO NOT apply to shareholders  BUT in CLOSELY HELD CORPS, instances when dominant shareholders have a duty of loyalty to minority shareholders – can’t act in manner that is illegal, fraudulent, or oppressive
1. In public corps, majority owes duty to minority in self-dealing trx to make sure it’s not to detriment of minority shareholders (like Sinclair)
ii. Factors re whether majority is acting unfairly prejudicial or oppressive (Atlas Foods):
1. Depriving benefit of ownership through unilateral action
2. Minority’s lack of prospect to receive financial benefit from ownership
3. Majority continues to receive substantial benefit from ownership
4. Company has substantial liquid assets, little debt, but not declaring dividends
5. Estranged relationship of shareholders
6. Low buyout offers
7. The fact that it is a closely held corp
iii. Self-Dealing – Intrinsic Fairness Standard  minority shareholder can bring this cause of action where majority shareholder engaging in self-dealing conduct to the detriment of the minority shareholder
1. Minority shareholder has burden of proving that the majority shareholder causes the corp to do a self-dealing trx to the detriment of the minority shareholder  burden then shifts to majority to show trx was intrinsically fair
a. Can show fairness by showing a valid business purpose
b. When no self-dealing, BJR applies (see Sinclair)
2. DE vs. MBCA – DE is narrower than MBCA in defining scope of fiduciary duties owed among shareholders
a. DE  controlling shareholder has duty to minority only when self-dealing (Sinclair)
b. MBCA  intrinsic fairness standard applies regarding of whether or not there is self-dealing (Fought v. Morris)
3. Some courts apply the Reasonable Expectations Test  whether the reasonable expectations of the minority shareholders have been frustrated by the actions of the majority
a. In Reasonable Expectations Test, focus is on rights/interests of minority shareholders
b. In Intrinsic Fairness Standard, focus is on actions of majority shareholders – whether they acted unfairly prejudicial or oppressive
iv. Atlas Foods case – closely held family business and majority shareholders acted oppressive and unfairly prejudicial  tried to squeeze out minority by fraudulently inducing him to sign over entire property interest to the son and lowballed him when offer to buy shares
1. Applied Intrinsic Fairness Test rather than Reasonable Expectations Test
v. Possible Remedies
1. Buy-out  often judge would rather do this than force dissolution
a. MBCA §14.34 – judge can order a buy out
b. Issues can still arise  if 50/50 ownership, who buys out who? How much? Interest rate? Payment installments? Problems similar to buy/sell agreement
2. Self-dealing trx  invalidate the trx

INSIDER TRADING AND SECURITIES FRAUD
I. Securities Fraud
a. Common Law Fraud & Rule 10b-5: Constraints on Stock Issuance
i. Rule 10b-5 – Unlawful to, by use of instrumentality of interstate commerce:
1. Employ any device, scheme, or artifice to defraud, 
2. OR make untrue or omit statements of material fact necessary in order to make statements made not misleading, in light of the circumstances under which they were made
3. OR engage in fraud/deceit in connection with purchase or sale of a security
4. NO VIOLATION IF   paid unfair price, but  fully disclosed all material info
ii. Security = debt or stock
iii. Dupuy v. Dupuy – intrastate phone calls satisfy the jdx requirement of Rule 10b-5  bad brother misrepresented material facts to get good brother to sell his shares for much less than they were worth – bad bro told good bro that real estate project was stalled and didn’t disclose valuation of lease assigned
1. Pendant claim for CL Fraud b/c can get punitive damages
2. Phone lines make use of instrumentality of interstate commerce
b. Disclosure of “Material” Information
i. Basic Inc. v. Levinson – Basic made public statements denying merger even though they were in negotiating process and  shareholders who sold their stock after this statement sue b/c stock went up in value when the merger came out  argue injured b/c sold at lower price b/c market effected by false statement which they relied on
1. Standard of materiality applicable to pre-merger discussions  presumption of reliance of price determined by market   has burden to rebut by showing broken link btw misrepresentation and price paid OR trading at fair market price
2. Dissent – thinks presumption also assumes reliance on the integrity of that price, but investors purchase stock a lot b/c the price inaccurately reflects the worth  extending the rule is a job for congress, not the courts

II. Elements of Implied Cause of Action under Rule 10b-5 (implied private right of action)
a. (1) Jurisdiction
i. TEST = whether at some point, trx made use of instrumentality of interstate commerce (Dupuy – intrastate phone calls count)
b. (2) Standing to sue
i. Actual buyers or sellers OR the SEC
ii. The  can be “any person” – very broad, individual or company
c. (3) Scienter
i. Intent to deceive, manipulate, or defraud  as long as  KNEW the misrepresentation was false or was grossly reckless in making the misrepresentation
1. Lower cts say gross recklessness, but SCOTUS hasn’t spoken
d. (4) Material Fact
i. Materiality = whether a reasonable investor would have wanted to know the information in making a decision about the purchase/sale of stock
1. How corp decides whether material  Balance the probability that event will actually happen and the magnitude of the event
2. Material Omission – no liability unless there is a duty to disclose
a. When party failing to disclose is aware that other party is operating on the false assumption of that information’s nonexistence, failure to disclose = affirmative misrepresentation and a duty to disclose arises
b. In public corp, duty to file reports w/ SEC – duty to disclose
i. NYSE – must release info quickly
c. Affirmative duty to disclose would be created by SEC periodic disclosure requirements, NYSE calling to ask about something, and fiduciary duty law might create duty
i. Saying “No Comment” to NYSE is positioning yourself in silence  might be liable if some info has been released
d. Doctrine of Half Truths  If you SPEAK, must be COMPLETELY TRUTHFUL
e. (5) Reliance and Causation
i. Actual reliance (Dupuy)
ii. Fraud on the Market Theory  gives rise to rebuttable presumption of reliance (i.e. trx causation) in cases involving (1) misrepresentations in open market trx OR (2) non-disclosure (Basic v. Levinson)
1. Can’t show direct reliance in public corp b/c it’s not a face-to-face trx (no direct reliance b/c don’t know who the other person is)
2. Presumption can be rebutted by  breaking the link btw misrepresentation and price paid or show stock trading at fair market price (take depos of shareholders to find out why they sold the stock)
3. CLASS CERT  show common Qs of law or fact among class – can be determined class wide rather than on individual basis
iii.  must prove that s misrepresentation proximately caused s economic loss (i.e. loss causation)
f. (6) Conduct that violates Rule 10b-5
i. Fraud (Basic v. Levinson)
ii. Insider Trading
iii. Tipper-Tippee Liability
g. (7) Damages – “economic loss”
i. Dura case – have to have loss causation   has burden to show s conduct proximately caused the harm and the loss is attributable to conduct violating 10b-5
ii. SCOTUS hasn’t directly answered how to measure damages, much debate – might be entitled to difference btw price of stock and its value on the date of the trx measured by what a reasonable investor would’ve paid if he had known the facts

III. Insider Trading – when person violates a fiduciary duty by making a trade while in possession of material nonpublic information
a. Insider Trading under the Common Law
i. General Rule – director or officer who has obtained nonpublic information by virtue of her office isn’t under a CL duty to disclose that information in buying or selling stock
1. EXCEPTION – Special Facts Doctrine – fiduciary has duty to disclose “special facts” when engaging in a stock trx w/ stockholder of the corp
a. Doesn’t apply when purchasing stock on open market, but when director personally seeks a stockholder for purpose of buying his shares w/o making disclosure, trx will be closely scrutinized and relief may be granted
b. Special Fact = what a reasonable investor would consider when deciding to buy or sell shares
ii. Good News vs. Bad News cases
1. “Good News” case  sold to buyer w/o benefit of knowing good news – director taking advantage of this buyer not knowing
2. “Bad News” case  bought stock that decreased in value when bad news made public – director who knew the bad news avoided the loss
3. Director has duty to corp to not use info and trade until it’s disclosed
4. Information asymmetry – insider knows more in both good and bad news cases
iii. Goodwin v. Agassiz -  insiders aware that geologist had theory that lots of copper in area and corp securing mineral rights there  s bought a ton of stock and  who sold stock argues he wouldn’t have sold if he knew the info
1. s not liable b/c  acted on his own judgment to sell his stock  the info was just a theory – not a fully developed fact that needed to be disclosed
a. Insider didn’t seek out the buyer, so trx not as closely scrutinized
2. Ct rejects the Kansas Rule (director who obtains inside info through his role as director holds info in trust for shareholders – CL duty to disclose)

IV. Insider Trading as a Violation of Rule 10b-5
a. “Duty to Disclose or Abstain” from Trading
i. Cady Roberts case (administrative action by SEC) – cut a dividend and before disclosed to public, insider ordered stock to be sold, NYSE suspended trading once this came out  if disclosure isn’t possible, insider should abstain from trx
1. DISCLOSE OR ABSTAIN RULE  Affirmative duty to disclose the bad news if you will trade. If you can’t disclose, don’t trade.
ii. Duty arises from relationship of trust and confidence btw directors and officers
iii. Parity of Information (Texas Gulf Sulphur) – anyone in possession of info must disclose or abstain (extends to anyone, not just insiders)
iv. Liability EVEN AFTER A DISCLOSURE  still be liable even after material info released to public IF there was inadequate dissemination of information 
1. Insiders can only trade during certain trading windows, generally weeks after quarterly reports released to public
2. 10b-5-1 plan – insiders trade stocks through a broker rather than personally buying/selling (have pre-ordained plan calling for periodic dispositions)  avoid having to wait for the material info to be adequately disseminated – when info 1st disclosed, broker can trade immediately, unlike the insider who has to wait for info to adequately disseminate to public
v. Public Policy – Equality of Information Theory  other investors should have equal access to reward of participating in trading  if there’s no rule discouraging insider trading, nobody would trade in the market
b. Some states permit a derivative action by shareholders for violation of 10b-5  director breaching duty to corp by not abstaining from trading  harm = misuse of info belonging to corp
i. Issue with whether recover should go to corp or shareholder
1. Hard to show reliance of shareholder which is why we bring in the presumption of reliance  then up to corp to show no reliance
c. Directors could be shielded from liability through “Raincoat Protection” unless grossly negl
d. Texas Gulf Sulphur (action by SEC) – mining corp wanted to buy land around land they already owned b/c found rich w/ deposits, but didn’t want public to know plan b/c then land wouldn’t be as cheap (used a bunch of brokers to buy land and kept mineral info confidential)  insiders buying up corps shares at $18/share and when info disclosed, shares jumped to $37/share
i. Should have disclosed or abstained 
ii. Insiders also told a bunch of people to buy, but didn’t say why  SEC only went after Tippers b/c violates 10b-5(3) on tipping
1. Remedy = take whatever they bought using the insider info and ALSO liable for profit made for the gains of tippees
e. MODERN VIEW  SCALE BACK ON TGS W/ Chiarella (claim brought by US Attorney) – SCOTUS establishes that insider trading violations are tied to insider’s breach of fiduciary duty and rejects the “parity of information” theory in Texas Gulf Sulphur
i. Blue collar worker who worked at print shop used information regarding a tender offer to purchase shares of the target corp in hostile takeover (print shop’s client was the bidder)  stock price of target corp will go up when tender offer announced and  buys shares on open market
ii. Not classic insider b/c not an insider of the corp whos stock he’s purchasing  derivative insider of bidder – classic theory wouldn’t allow for prosecution  2nd circ applies rule set out in Texas Gulf Sulphur that anyone with inside info can’t trade unless disclose  SCOTUS DISAGREES
iii. SCOTUS RULE – just having possession of material public info is too broad  only have duty to disclose if have an independent source of duty  b/c he’s not an officer or director, he has no duty
1. 10b-5 doesn’t trigger obligation to disclose (related to Basic v. Levinson  if you talk, must give full disclosure)
2. Silence not actionable under 10b-5 – no duty btw the worker and sellers  mere possession of info doesn’t trigger duty to disclose
iv. SEC Responds to Chiarella by promulgating Rule 14e-3 which applies only in context of tender offers
f. Tipper-Tippee Liability Under Rule 10b-5
i. TGS – ct holds tippers liable but not tippees
ii. Tippee Liability Requirements (Dirks Test):
1. (1) Did tipper breach by personally benefitting from his disclosure?
a. Benefit can be indirectly or directly
i. Sexual favors and reputational benefit count as personal benefit (Dirks ignores potential reputational benefit, just focuses on original insider)
2. (2) Tippee knows/should have known about the breach (scienter requirement)
a. the more remote the tippee, the more likely trading on speculation and rumor – the harder it will be to prove scienter
iii. Dirks (SEC action) – Tipper motivated to get fraud exposed (former officer of Equity Funding of America) and told people.  was officer in broker-dealer firm who got inside info and discussed it with clients and investors to investigate  investors were selling their stock and then the stock price of Equity Funding went down when fraud exposed  SEC sued Dirks b/c he shouldn’t have disclosed
1. Tippee Liability – inherits duty to disclose or abstain from trading whenever tippee receives material non-public info from an insider (sounds similar to the TGS Parity of Info theory rejected by Chiarella but actually rooted in notion that there needs to be equal info among investors)  still need independent source of duty to be liable (not liable just by possessing)  When does Tippee inherit the fiduciary duty? Apply the test.
2. No personal benefit b/c insider wanted to expose the fraud (ignores reputational benefit of Dirks)
iv. Eavesdropper Case – someone hears insider talking and then buys stock
1. Insider didn’t personally benefit so no breach and eavesdropper not liable
2. But, if eavesdropper is receiving personal benefit (like the mistress of insider), might be liable
v. Newman – govt sued Newman b/c he knew or should’ve known that info was disclosed by a Dell insider in breach of the insider’s fiduciary duties to Dell
1. Personal benefit was that he got career advice (low threshold)
2. Newman actually knew of insider’s benefit
g. Misappropriation Theory of Liability for Insider Trading - Outsider has fiduciary duty to corp is liable when he gains inside, nonpublic info and then breaches duty of loyalty by using info for personal gain by trading
i. Public Policy  secure honest markets and promote investor confidence
ii. US v. O’Hagan – O’Hagan is a partner in law firm representing bidder (Grand Met) who is targeting Pillsbury for takeover  bought Pillsbury stock  liable under misappropriation theory b/c violated a duty owed to his firm and Grand Met to keep info confidential
1. Like stealing the info b/c it doesn’t belong to him  would be against public policy if he got off just b/c he was Grand Met, not Pillsbury’s lawyer (under classic theory, wouldn’t be liable b/c owe no duty to Pillsbury)
2. Law firm = temporary insider  case involves a tender offer and firm representing the bidder must keep information confidential until disclose to public

V. Liability for Short Swing Trading
a. 16(b) – requires certain insiders of certain corps to return any profit they make in their equity stock where the purchase/sale occurs w/in 6 mos
b. Elements:
i. (1)  must be a reporting company (i.e. publiced traded on NYSE)
ii. (2)  must be a “statutory insider” (1) director at time of buy or sell, (2) officer at time of buy or sell, OR (3) beneficial owners of 10%+ stock at time of buy AND sell
1. Enough to be officer/director at time of buy OR sell, don’t need to be officer/director at time of both
iii. (3)  has to buy or sell equity (stock not debt)
iv. (4) Bad conduct
1. Round trip or short swing trading
a. Presume round trip trading while insider if done with non-public insider info
b. Conduct required = short swing/round trip trading (need to buy/sell w/in 6 months)  e.g., violate if insider buy shares and then sell them 5 months later
2. No scienter requirement
3. Trading doesn’t have to be based on having insider information  info irrelevant
c. Goal = eliminate round trip trading (way of calculating profit is complicated, but accurate so no possible profit)
i. Not very common anymore – every insider has to file a report to SEC (16A reports) and every public corp has legal dept clear all trading

16b vs 10b-5
	
	Cause of Action
	Who can sue?
	Who can Violate?
	Violating Conduct
	State of Mind

	16b
	Express
	Corp or shareholders sue insider who violates
	Reporting corps
	Short swing or round trip trading
	Irrelevant – strict liability

	10b-5
	Implied
	SEC and US Attorney or actual buyers/sellers
	Any person
	Trading based on inside info
	Need scienter




UNINCORPORATED ENTITIES
I. Limited Partnership
a. Requires at least 1 GENERAL partner (manages partnership) & 1 LIMITED partner (passive role) 
b. Liability:
i. General partner has unlimited liability
ii. Limited partner has no liability for anything other than what they invested
1. ULPA used to say that limited partner will be liable if have control, but now limited partner not personally liable even if participates in management and control of business
a. Can be involved as long as there isn’t decision making responsibility
2. Limited partner can still be liable for his own wrongful conduct
c. “Check the Box” Regulations  check the box to be taxed as a partnership if you want that (flows through partners and gets taxed as income)
i. a lot of VCs and Hedge Funds organized as limited partnerships
ii. Small Biz organized as LLCs
d. Delany v. Fidelity Lease – breach of contract action for breaching a lease and  is limited partnership where general partner is a corp + 22 limited partners, but 3 of the limited partners are the sole directors in the general partner corp  it’s ok to have a general partner corp, but in this case, the 3 directors aren’t personally liable b/c would need to pierce veil
i. Corp is marginally capitalized and lessor should’ve gotten a personal guarantee
ii. Dissent – doesn’t agree that corp can be general partner b/c not a “person” in the statute & thinks someone needs to be held liable (majority says the corp is liable –  would get a windfall if he could recover since he didn’t bargain for those assets)
e. Mount Vernon v. Partridge Associates – want to hold limited partner in Partridge personally liable b/c take part in control of business, but no evidence showing Mt. Vernon knew of control AND no evidence that their control was substantially the same as the general partner’s
i. TEST: (1) did Mt. Vernon have actual knowledge that limited partner was acting more than a limited partner? AND (2) was limited partner’s participation in control substantially the same as a general partner’s control?
1. Just attending operational meetings regarding progress of project isn’t enough to make them liable  no decision making responsibility – not equal to general partner
II. Limited Liability Companies (LLCs)
a. Small biz usually organized as LLCs 
b. Flow through tax treatment – big advantage
i. Disadvantage – problem of allocation vs distribution can create cash flow problem
c. LLC has some corporate and some partnership features
d. Can’t inadvertently form an LLC  file Articles of Formation
i. Key document = Operating Agreement  looks like partnership agreement, broad freedom of contract
1. Can choose how to structure investment and management (hierarchical or flat)
2. Few default rules  have to write them all results in high trx costs
3. DE allows such broad freedom of K, can eliminate fiduciary duties  lots of critique
e. Capital Contribution – no minimum capital contribution and doesn’t need to be equal between members (opposite to shares in corp)  any form of consideration accepted (e.g., cash, property, promissory notes, services, agreements to render services in the future)
f. Required Vote – majority (can be changed to supermajority or unanimous)
i. Voting power  ½ states say voting power is in proportion to capital contribution; ½ say equal btw members despite disparities in capital contribution
g. Liability – members have no personal liability (only liable to the extent of their capital contribution) unless court pierces veil
h. LLC has perpetual life (like corporation)
i. Default rule for deadlock? Some states address and say there is a right to withdraw, most don’t address so need advanced planning
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