Business Administration

I. Economics of Business

a. Risk 

i. Risk – the chance that something different than expected will happen 

ii. Common risks with investments

1. Default or counterparty risk – other side will not perform because of unwillingness or inability 

2. Inflation – buying power of money received in the future is less

3. Tax laws – may change so money received after taxes is less than anticipated

4. Regulatory risk – unanticipated regulations 

5. Foreign investment risk – other country might changes its rules regarding foreign investment 

6. Currency risk – when investment involves more than one currency – risk that exchange rate may change

iii. Ways to reduce risk 

1. Contracting for certain minimum returns

2. Take a security interest – lien or mortgage to ensure repayment

3. Can contract for specific actions rather than specific results – require monthly saving account deposits to make repayment more likely

4. Can also contractually reduce uncertainty by allocating the consequences of differing outcomes among the parties

a. Its moving the disadvantage from one party to another

5. Diversification - An ability to make multiple investments 

iv. Professor’s Remarks

1.  Risk is all about assigning probabilities to possible outcomes 

b. Valuation

i. Definitions

1. Price – actual consideration for a particular investment

a. May be determined by negotiation or by the market

2. Value – economic worth of an investment to an owner 

a. Value is dependent on use and thus may have different values to different owners

3. 4 values for assets

a. Going concern value - Running the asset as a discrete business

b. Synergy value – operating the asset in conjunction will other assets the investor already owns

c. Break up value – comprising assets would be worth more if operated separately 

d. Salvage or scrap value – value of the components like a freezer

ii. Value as discounted cash flow

1. Assets generates wealth in 2 ways

a. Net cash flow – it produces something that can be sold for more than the cost of production

b. It appreciates in price

2. How to value wealth likely to be generated by an asset 

a. Net cash flows through the holding period

i. We need to value the wealth to be generated over the entire time the owner intends to own the property

ii. To do this we determine the amount of net cash the asset generates on a year to year or month to month basis

iii. Revenues are likely to be relatively smooth, but costs may be more variable 

b. The holding period 

c. The terminal price – likely sales price at the end of the holding period 

d. Likely net cash flow for entire holding period (discounted for present value) + terminal price (discounted for present value) = total wealth the asset will likely generate 

e. Net present value – subtract the cost of the asset from its present value 

i. If the net present value is negative than it doesn’t make economic sense to purchase it 

3. Discounting to present value

a. Process of figuring out how much money one needs to loan today to receive a given amount at a certain time in the future

b. Discount rate – look at comparable loans, then you adjust the rate for more or less risk than the comparable loan. 

iii. Professor’s Remarks

1. Market capitalization = take total number of shares outstanding multiplied by the price of the share 

2. The most dominant form of valuation of stocks and bonds is discounting cash flow 

3. Because the discounting cash flow requires assumptions, 2 experts using the same model can arrive at different valuations 

II. The Principles of Agency  

a. Definition

i. Agency is the fiduciary duty that arises when 

1. A principal manifests assent to agent that the agent shall act on the principal’s behalf AND

2. Subject to the principal’s control AND 

3. The agent manifests assent or otherwise consents so to act.

b. General 

i. It is possible to be both a principal and a agent in a 2 man team

ii. Agency costs derive from separation of ownership from control

iii. Writing is not a key aspect

iv. Its consensual but not necessarily contractual 

v. It’s a fiduciary relationship

vi. Does not require intent 

vii. Courts will find a agency relationship even when the parties specifically disclaim any intention to form such a relationship – courts will simply look at the definition in the restatement and see whether the relationship meets that definition  

viii. Where do agency questions arise?

1. Mid manager relationship - Employees with supervisory powers are agents to their superiors and principals to those employees who report to them 

2. Entity – supplier relationship – principal is entity because supplier has more power to act opportunistically

3. General partnership

a. General partner is an agent and principal 

4. Entity and its lenders 

5. Corporation and its officers 

6. Directors (on board of directors) are not agents because they cannot act alone and are not subject to corporations control 

ix. The key thing in an agency relationship is that the agent can bind the principal

c. Liability – Principal to third parties 

i. 5 theories of liability 

1. Actual authority 

a. Bound to third parties by anything the agent does that is in accordance with the principals manifestation to the agent 

i. Even where the third party had no knowledge of an agency relationship

b. Manifestation is determined by the agent’s reasonable interpretation in light of the circumstances 

c. Agent has actual authority to do collateral act that are incidental or reasonably necessary to accomplish the acts that the principal has expressly authorized 

2. Apparent authority

a. Principal is liable upon a contract duly made by his agent with a third person when the agent acts within the scope of his apparent authority, unless the third person has notice that the agent is exceeding his actual authority 

b. The determination of the principal’s liability must be based on what authority the third person, in the exercise of reasonable care, was justified in believing that the principal had conferred upon his agent

c. Test: third party’s reasonable interpretation of the principal’s manifestations in light of all the circumstances 
d. The principal has to hold the agent out, in order for the third party to reasonably believe in the apparent authority

i. The agent cant hold themselves out – the third party belief would then be unreasonable 

3. Estoppel

a. Principal is liable to third parties who have changed their position in reliance upon their belief that the action was authorized if the principal caused the belief, knowing of the belief, and did nothing to notify the third parties of the facts.

i. Could be intentionally or carelessly 

b. Only comes into play when the action was not actually or apparently authorized 

c. Apparent authority covers many settings in which estoppel might otherwise apply 

4. Ratification

a. Even if A’s action did not bind B, if B ratifies that action, B is treated as though A originally had actual authority 

b. B ratifies by manifesting assent, which is a manifestation of B’s election to treat the action as authorized 

c. The manifestation can be express but does not need to be communicated to A or any third party to be effective

d. Ratification can also be manifested by conduct that is only explainable as a intention to ratify the agent’s action

5. Restitution 

a. Principal is liable to third parties where the principal is unjustly enriched by the agent’s actions that are not within the agent’s actual or apparent authority

ii. Principal’s liability for agent’s torts 

1. Agent acts with actual authority

a. Principal is liable if he actually authorizes the conduct – even thought the principal did not intend the conduct to be tortious 

b. Ex. Agent is authorized to commit intentional torts that do not involve physical injury to people or property

2. Agent acts with apparent authority

a. Principal is liable if the tort is sufficiently related to the agency relationship 

b. Ex. Misrepresentation, defamation, or conversion   

3. Principal, in limited circumstances, can be liable for agent’s torts that cause physical injury

a. Relationships between the possible superior and inferior is often outcome determinative

b. If the agent is an employee and acting within scope of employement, the principal is liable under respondiat superior 

c. If the agent is a IC, the principal is not liable 

d. Employee vs. IC test

i. If principal assumes the right to control the time, manner, and method rather than merely requiring certain end results or work product, an employer-employee agency relationship has been created

ii. Independent contractor:  Factors to determine – These are non exclusive 

1. The extent of control the mater exercise over the details of the work

2. Is it a distinct occupation or business

3. Is the work usually done by direction of an employer or by a specialist without supervision

4. The skill required in the occupation

5. Does the employer supply the instrumentalities and place of work

iii. Labeling a person as a IC on a contract is not sufficient if you conduct yourselves in a way that is not consistent with that legal term 

e. Scope of Employment

i. Act is not within scope of employment when it occurs within an independent course of conduct not intended by the employee to serve any purpose of the employer 

d. Liability of the third party to the principal 

i. Contract liability is reciprocal. 

1. If third party can enforce K because of an agency relationship, then principal can enforce K 

2. Exception

a. Agent falsey represented that he is not acting for the specific principal and the agent or principal knows that the third party would not have dealt with the principal 

e. Liability - Agent to third parties

i. Agent’s liability on K

1. Principal is disclosed - the agent is not contractually liable

2. Principal is unidentified – is when the third party has notice that there is a principal but does not find out his identity – the agent is liable 

3. Principal is undisclosed - the agent is liable

ii. Agent’s liability on tort

1. Agent is liable 

f. Relation of the principal to the agent

i. Duties of the agent

1. Agent may not receive material benefit from the agency relationship 

a. Tips or gratuity from third party 

2. Agent may not compete with the principal

3. Agent must use the principal’s property only for agency purposes and cannot communicate confidential information to others

4. Duty to act only within scope of actual authority 

5. To comply with all reasonable instructions from principal 

6. Comply with any contractual obligations between agent and principal 

7. Must render information to principal that he would want to know

g. Termination of the Agency Relationship 

i. Apparent Authority 

1. Apparent authority ends when it is no longer reasonable for the third party that the agent has actual authority 

2. Because actual authority has ended does not mean that apparent authority has ended

ii. Actual Authority

1. Bilaterally by agreement

2. Unilaterally by single party

a. Agent – renounces 

b. Principal – revokes

c. Other party must have notice to be effective 

iii. Death or incapacity 

III. Partnerships

a. General partnerships

i. Reasons for partnerships – in the past 

1. Formed inadvertently

2. Chosen deliberately 

3. Lack of alterative forms

4. Tax reasons

ii. Partnership - An association of two or more persons to carry on as co-owners a business for profit, whether or not the persons intended to form a partnership. 
iii. Management

1. Every partner has equal right to participate in the management

a. Includes right to receive information and duty to render information

2. All partners are equals

3. Matters in the ordinary course of business – decided by a majority of partners 

4. Other matters, such as amending the partnership agreement, require unanimity 

5. Each partner is an agent of the partnership for the purpose of its business
iv. Liability  

1. Members of the partnership are personally liable for the debts of the partnership – default rule members have personal liability

2. The type of liability is joint and several liability 

3. To reach personal assets the creditor must

a. Exhaust partnership assets AND

b. Obtain a judgment against the partner 

4. New admitted partner

a. Not liable for preexisting partnership debts , but in practice most partnerships require new partners to assume the debts as a condition to partnership 

5. Disassociated partner

a. Remains liable for partnership obligations (K claims only) incurred within 2 years after dissociations to persons who reasonably believed that the person was still a partner and did not have actual notice. 

b. You can also file a statement of disassociation which cuts off liability after 90 days instead of 2 years
v. Property

1. Partnership is an entity and can own property – property acquired by partnership belongs to the entity not the individual partners 

2. Rule

a. Property becomes partnership property if acquired 

i. In the name of the partnership

ii. In the name of one or more of the partners with an indication in the instrument transferring title in either 

1. Their capacity as partners OR

2. Of the existence of a partnership even if the name of the partnership is not indicated

b. When partners have failed to express intent

i. Property purchased with partnerships funds is presumed to be partnership property – regardless of the name on title

ii. Property acquired in name of a partner without indication of their capacity as partners and without use of partnership funds or credit is presumed to be partner’s separate property, even if used for partnership purposes 

vi. Partner’s interest 

1. Ownership interests may be unrelated to the relative value of their contributions

2. Transferable rights – can transfer all or a portion 

a. Right to an allocation of profits and losses, which is simply the right to have a certain percentage of the profits and losses credited to the partners account 

b. Right to receive distributions from the partnership 

3. Non – transferable rights 

a. Use or possession of partnership property

b. Right to manage the partnership 

4. Transferee 

a. Partnership may impose reasonable restrictions on transfer that will be binding on transferee with notice 

b. Transferee does not become a partner, even where the transferee receives all of a partner’s transferable interest 

c. Transferee gains the right to seek a winding up the partnership business, if equitable 

5. Partner’s interest can be seized by creditor – called a charging order 

6. Distributions and taxes

a. Default rule – each partner receives an equal share of the distributions 

i. Can K around the rule 

b. Each partner is allocated a profit share, and each partner pays taxes on that share, EVEN IF the profits were not actually distributed. 

vii. Fiduciary duties

1. Partners are fiduciaries of one another and the partnership itself

2. Duty to disclose partnership opportunities 

a. Partners have duty to disclose business opportunities that are discovered by virtue of the partnership  

b. The other partner than can share if the new opportunity or turn it down 

3. Fiduciary duties can be modified in a partnership agreement but not eliminated 

viii. Dissociation

1. Occurs in 5 settings 

a. Happening of an agreed upon event, such as repayment of a loan from the partner or the passage of time

b. A partner is dissociated upon becoming a debtor in bankruptcy 

i. Because the partners are individually liable for the partnerships debts -  so if your broke, the creditors are hindered

c. Partner may be expelled

i. Can unanimously agree in advance to vary the default (UPA) rule for expulsion

ii. Unanimously expel a partner where it is unlawful to continue the business with that partner or where a partner that is a corporation has dissolved. 

iii. Unanimously expel a partner who has transferred all of his or her transferable interest in the partnership

iv. Court may expel partner on equitable grounds because of wrongful conduct that adversely affected the partnership OR willfully committed a material breach of the partnership agreement

d. Partners death

i. Estate succeed to the partner’s transferable interest, but Estate is not a partner

e. Express will 

i. This power cannot be contracted away by agreement

2. Consequences – Buy Out 

a. Right to participate in the management of the partnership ends 

b. Dissociating partner is under no further fiduciary obligation 

c. Dissociating partner can enter into competition with the partnership 

d. Buyout price - Price is based on hypothetical value of the dissociating partner’s account if the partnership had dissolved

i. Either liquidation value or value as a continuing business – whichever is greater 

ii. Price is reduced by any amount the dissociating partner owes the partnerships, even if the loan is not due

iii. Price reduced by damages the partnership suffers if dissociation due to partner’s wrongful act 

1. Breach of express agreement

2. By express will prior to end of a term partnership
3. By becoming a debtor in bankruptcy, OR 

4. expulsion by court order

ix. Dissolution

1. Occurs in 6 settings 

a. Where is becomes unlawful to continue all or substantially all of the business

b. All the partners agree

c. If a term partnership, dissolution occurs upon the expiration of time or completion of undertaking

d. If a partner in term partnership ceases to be a partner (death, bankruptcy, or wrongful withdrawal by express will), half the remaining partners can opt to dissolve the partnership 

e. Court can dissolve

i. Economic purpose of the partnership is likely to be unreasonably frustrated 

ii. Not reasonably practicable to carry on the partnership in conformity with the agreement

iii. Not reasonably practicable to continue partnership with a problematic partner - 

iv. Dissolve the partnership at the request of a transferee of a partner’s interest 

f. Each partner, in a partnership at will, has the absolute right to compel the dissolution at any time

2. Consequence – Liquidation 

a. Default rules only apply in the absence of a partnership agreement to that term

b. Liquidation means reducing the assets to cash and distributing surplus to partners after paying off creditors 

b. How partnership and agency laws work together
i. K claim - Every partner is an agent of the partnership and the act of every partner in the ordinary course of business binds the partnership unless there was no actual or apparent authority. 
1. An act outside of the ordinary course of business by a partner does not bind a partnership unless it is authorized.
ii. Tort claim

1. A partnership is liable for loss or injury caused to a person because of a partner’s conduct in the ordinary course of business OR with authority of partnership. 

iii. Kansallis Finance ltd v. Fern

1. Facts

a. Jones and 4 others were law partners

b. Kansallis sought an opinion letter from Jones

c. The opinion letter Jones submitted contained several intentional misrepresentations 

d. It was part of a conspiracy by Jones to defraud Kansallis

e. The opinion letter was the law firm letterhead

f. The other law partners were not involved

g. Jones was convicted and told to pay 880k

h. Kansallis was unable to collect and went after the law firm partners

i. The theory is that the law partners are liable because they

i. Gave Jones apparent authority 

ii. Acted within the scope of the partnership in issuing the letter

iii. The issuance of the letter violated the Mass. Consumer protection act, under which the partners are vicariously liable

2. Holding – This is all about apparent authority & scope of employment 

a. Jones is clearly personally liable

b. The issue is whether the partnership is liable – this is a tort claim 

i. All partners are principals and agents of each other so agency law applies

ii. Jones did not have actual authority to write misleading legal opinions

iii. Two separate ways to find liability

1. Apparent authority  

a. He did have apparent authority because a third party can reasonable believe that a partner at a law firm has the authority to write legal opinions 

iv. Scope of employment under respondiat superior 

1. Was not under the scope of employment 

v. Because the partnership is not liable as an employer but is liable as a principal 

vi. All partners are joint and severally liable 

c. Other partnership forms

i. Joint Ventures

1. Legal definition – partnership formed for a limited time or purpose 

a. More specific or narrow than a term partnership

b. If more than 4 partners, courts will tend to call it a term partnership instead of joint venture 

2. It refers to the business opportunity itself rather than the entity that is created – the opportunity still takes to take a form – i.e partnership, corporation, etc 

3. Joint venture vs. term partnership 

a. Courts give a narrower construction to the scope of the enterprise if joint venture

i. Fiduciary duties are more circumscribed than term partnership

b. Joint venture is not subject to all of the UPA

i. Allows the court to impose a rule it deems fairer than default rule 

ii. Way to ameliorate a strict application of the UPA

ii. Limited Partnerships

1. Background and Context

a. Limited partnership – is a general partnership in which additional owners – called limited partners – invest money in return for interests that are different from those of the general partners.  

b. Limited partners interests are freely transferable

c. Limited partners have no management rights 

d. Strictly silent partners 

e. Limited partners have liability limited to the amount of their investment 

f. Interests are freely alienable 

2. The current setting

a. A limited partnership cannot be formed inadvertently

i. Must file with state

b. Must have one or more general partners

c. Limited partners have limited management powers and are not agents of the partnership

d. Liability is limited to amount of investment and are freely transferable

e. Limited partners are not agents 

f. Used primarily in two settings

i. Very sophisticated commercial settings – where they dislike the mandatory corporate or LLC provisions

ii. Estate planning device

3. Ways to insulate the general partner

a. Make it a corporation whose sole purpose is to server as a general partner 

i. Thus for all purposes an entity has been created where all participants have limited liability

4. Limited partner is only personally liable if they exercise control over the business

a. Limited only to third parties reasonably believing based on the limited party’s conduct that they are in fact a general partner 

b. Safe harbor – actions in subpart b

c. No exact definition of control – because if they give an exact definition people will just come up with ways around it 
5. Limited liability partnerships (LLP) and limited liability limited partnerships

a. LLP

i. Shield all partners from personal liability for all partnership debts

ii. Partners remain liable for their own actions as partners

iii. Partners shields you from other partners malpractice

iv. This is so new, we are not sure how bulletproof this shield really is 
d. LLC – created in 1996

a. Choice between member managed (like a partnership) or manager managed (more like a corp.)

b. Each states chooses its own default rule between member and managed 

c. Broad freedom of K 

i. You have to set up your own default rules – both up and down side

d. The point is flow through taxation 

2. When general partner is a corp.

a. Leads to the problem of inherent conflict of interest

i. What’s in the best interest in the corp. may not be in the best interest of partnership

1. And the officers of the corp. owe a fiduciary duty to the corp. yet they are the managers of the limited partnership 

ii. You deal with this in the limited partnership agreement 

IV. Corporations: Formation 

a. Terminology 

i. Foreign corporation = means organized according to law outside of the State not country 

ii. Domestic corporation = corporations incorporated under the laws of this state 

b. Promoter liability – applies when K are entered into before the corporation has been perfected 

i. Promoters – entrepreneurs

ii. Promoters are personally liable for the K’s they make on the yet to exist corporation’s behalf 

iii. If promoter signs only in the corporations name knowing it wasn’t perfected – its fraud 

iv. If multiple promoters – liability is limited to the promoter who acts on behalf of the imperfect corporation

1. Passive promoters are not liable 

2. Possible to find liability on passive promoters by finding an inadvertent partnership was formed because the corporation is defective 
v. The promoters are released from liability only where 

1. The K provides that performance is to be the obligation of the corporation

2. The corporation is ultimately formed AND

3. The corporation then formally adopts the K. 

vi. Corporations is not bound by the K unless it ratifies the K after it is formed 

vii. Moral of the story is form the corporation first before you sign anything 

c.  Defective incorporation – parties mistakenly believe a corporation exists 

i. De facto corporation – if promoter can prove a de facto corporation he can escape liability 

1. Elements – the key is good faith 

a. A law authorizing corporations

b. A good faith effort to incorporate 

c. The use or exercise of corporate powers in good faith 

i. Acting as if he was a corporation 

ii. Corporations by Estoppel 

1. Rule – When where both parties reasonably believe they are dealing with a corporation and neither party has actual or constructive knowledge that the corporation does not exist 

2. Elements

a. Good faith effort to form a corporation

b. Detrimental reliance 

iii. Difference between De Facto and Estoppel 

1. Estoppel – defense against only this creditor 

2. De facto corporation – defense against all creditors except the state  

3. Most courts think Estoppel is alive in well, but most think De facto is probably gone  

d. Choice of Jurisdiction 

i. A corporation may incorporate in any state, even though there’s no connection to that state

ii. If you incorporate in another state, the attorney often hires a service corporation

1. The service corporation prepares the incorporation papers and shepherds them through the administrative process

2. Sometimes they act as the agent for service of process in the state of incorporation

iii. The Internal Affairs Doctrine

1. Matters of internal affairs are governed by the laws of the state of incorporation

a. Examples – Corporate governance 

i. Who the shareholders are

ii. Shareholder voting and dividend rights

iii. Voting rights of a trustee

iv. Fiduciary duty or majority shareholder

v. Director and officer liability

b. Exception

i. Law of incorporation not applied when it is in a situation where the corporation has little contact with the state of incorporation and

1. The relevant rules of the other state embody an important policy of that state and

2. The matter involved does not affect the corporation’s organic structure or internal administration 

c. The special role of Delaware

i. Delaware law is advantageous to management and quite flexible, so that planner can vary almost any provision. 

ii. Its familiar to most corporate lawyers 

iii. Law body of case law makes it predictable

iv. Has a specialized corporate court – Court of Chancery 

v. All appeals go immediately to Delaware Supreme Court 

vi. They fast track cases

e. Incorporation Mechanics

i. Reserving a name

1. Name may be reserved for 90 to 180 days for small fee

2. Must be distinguishable from the name of every other corporation on file

a. CA – prohibits names that are deceptively similar 

3. Name must contain some evidence that the entity is a corporation

4. Cant use words that falsely suggests the entity is involved in banking or financial services

ii. The incorporation documents

1. Certificate of Incorporation = Articles of Incorporation

2. Must include corporations name, and name and address of each promoter

3. Lawyer usually acts as the incorporator 

4. Must identify an agent for service of process within the state

5. Must state the maximum number of shares the corporation may issue

6. Must state if shares have different rights 

7. Must state purpose of the corporation – most just write for any lawful purpose

8. It is practical to name initial Board of Directors 

a. This relieves the incorporator from any liability and authority once the corporation has been created

iii. Filing

iv. Organizing the new corporation

1. Electing Directors

2. Adopting bylaws

3. Appointing officers

4. Issuing stock

f. Restrictions on the board power 

i. Ultra Vires Doctrine

1. Allows for relief when a corporation acts beyond its stated purpose

2. Pointless now because states allow all purpose clauses in the Articles of Incorporation

3. Waste is the only ultra vires now 

a. Selling corporate assets for consideration that is disproportionately small – beyond what any reasonable person would trade for

b. Claim is usually associated with transfer of corporate assets for no corporate purpose or when little to no consideration is received

4. Chronic ultra views problem

a. Charitable donation

i. Have to show link to any long term corporate benefit 

ii. Easy to show if the corporation deals with the public – benefit is image

iii. States began to pass statues allowing corporations to make charitable donations – granting an exception 

5. Salary continuation agreement after termination is common feature in corporate executive employment – not waste
V. Corporations: Financing

a. Tax

i. Corporations pay taxes as an entity

1. If the profits are distributes – then the individual pay income tax on that – double taxation 

2. Double tax is reason not to incorporate 

3. But if you loan money to a corporation instead of investing in return for stock, the interest payment is tax deductible for the corporation 

4. But the recipient of the interest has to pay income tax on the interest 

5. Interest is considered a business expense

ii. Partnership is the flow through method

1. The entity doesn’t pay 

2. Partners pay tax on the profits, even if there was no distribution

b. Accounting

i. Accounting statements – Independent accountants review the books and prepare standardized report

1. States the financial position of the business

2. Helps measure the performance of people running the business

3. Preparation – ideally two principles are followed 

a. Matching principle

i. We want companies to match their revenues over a certain period, with the cost they incurred

ii. Crucial in preparing the income statement

b. Principle of Conservatism

i. When you have two choices you err on the side of caution

ii. The notion is that the financial statements are more accurate than not

iii. Makes statements more reliable across businesses in different industries – if everyone did it

ii. Operating Expenses – things used up within the year

iii. Capital Expenses – Lasts longer than one year

1. These expenses are spread out over the life of the purchase

2. Ex. 10 years for a refrigerator – counts 1/10 of the of the cost is listed as an expense each year

a. 2 

iv. 3 types of financial statements 

1. Balance sheet

a. Divides things you own into assets and liabilities 

b. Further divides them into liquid and illiquid

c. Assets are listed at their cost at time they were acquired

i. Assets may be worth more or less than what is listed because the fair market value will change 

d. Depreciation – capital expenses are reduced by a certain amount each year to show loss of value 

i. It is broken out separately and subtracted from the cost of capital assets 

e. Prepaid expenses – right to receive something in the future for something you paid for upfront – like a subscription

f. Accrued liabilities – impending liability – like rent that is going to be due

g. Shareholders or Partner’s equity – net worth of the business

h. Retained earning – earning from the firm’s business – as opposed to money that the shareholder originally paid into the firm 

i. Professor’s Remarks

i. Assets – liabilities = owners equity

ii. Left column should equal your right column – it balances

iii. Assets of the business should equal sum of liabilities plus owners equity

2. Statement of cash flows – incorporates 3 categories of cash flow 

a. Cash flow from operations

i. Begins with a new income figure – the taxable income figure 

1. This number does not represent cash

ii. Next you undo all non-cash adjustments

iii. Now you are left with net cash – the sum of all checking account deposits and withdrawals from business

b. Cash flows from investing activities

i. Investing means buying new land and equipment and selling off old equipment

ii. This number is nearly always negative because you spend more cash buying new equipment then make selling old equipment 

c. Cash financing activities

i. Cash from loans you obtained and principal and interest you repaid

ii. Includes sell or repurchase of company stock 

3. Statement of income 

a. Begins with revenues – money the business received

i. Net sales or net revenues – means sales that are final

b.  Then all business’s costs are listed

i. Separated into cost of sales and overhead

ii. Separate out R&D costs

c. Costs are subtracted from revenues to yield operating profit 

d. The core operating profit is added to other revenues and expenses = income before income taxes

e. Net income = after income taxes are subtracted

c. Capital formation

i. 3 sources of capital 

1. Owners 

2. Lenders

3. Business itself – retained earnings

ii. Corporate securities

1. Common stock – three attributes 

a. One vote on every matter submitted to the shareholders

b. The right to its proportionate amount of any dividend

c. The right to its proportionate amount of the corporation’s assets upon dissolution 

2. Preferred stock

a. General 

i. Has only the attributes defined in the Articles – if not in articles it does not exist 

ii. Change in rights, preferences and privileges of a class of outstanding preferred stock:

1. Requires amending the Articles after approval of preferred and common shareholders, and Board 

2. Must send amendment with secretary of state 

iii. When there are more than 1 kind of preferred stock, the subsets are called series, and the preferred stock is a called a class. 

iv. Non-voting, unless the corporation consecutively fails to declare dividends for 4 straight quarters  

b. Common treatments 

i. Dividend rights 

1. Most frequent and important preference 

2. Typical preference is to grant a fixed amount as a dividend per year before the other classes receive any dividend – identical to payment of interest on debt

3. Cumulative dividends 

a. If the preferred stock is entitled to $1 per share per year, and the corporation decides not to declare a dividend that year, the amount accrues until the corporation finally does declare a dividend. 

b. In other words, ff not paid it rolls over to the next year, and has to be paid first when the dividend is finally declared 

4. Noncumlative dividend 

a. Entitled amount of dividend does not accrue in non-dividend declaring years. 

ii. Participation rights 

1. Participating preferred stock – hybrid security because it looks like preferred and common stock 

a. After the preferred stock has received it preferential share first, it again shares in the remainder of the dividends that is split among the common stock 

b. If the preferred stock gets equal dividends as the common stock on its second dip – called pari pasu
c. If the second dip is a multiple or fraction of the common stock dividend – then called nothing 

2. Nonparticipating preferred stock

a. Does not get a second dip when dividends are declared 

iii. Dissolution rights 

1. Preferred stock typically gets a fixed amount at dissolution before common stock gets any money

2. In the real world if the business was insolvent it would not dissolve

3. Since its insolvent, there’s usually no more money left after paying creditors and this preference is really illusory  

iv. Repurchase or conversion rights 

1. Redeemable – right to have corporation repurchase your stock 

a. Callable stock – Right of the corporation to force the shareholder to sell back the stock for a predetermined price 

b. In CA – common stock is locked and cannot be redeemed at either the option of the company or investor 

2. Convertible – the holder has the option of converting his stock into another security 

a. Ex. From preferred to common or from debt to preferred 

b. Corporations prefer conversion because they just change the rights, rather than have to actually buy it

c. Preferred to Common – You want convertible – because if its convertible to common, then you can share in the upside when the company takes off, instead of have a fixed return on preferred stock, OR you can go for participating

3. Stock can be either redeemable and convertible or both 

3. Debt

a. General 

i. A loan is temporary; investment in stock is permanent

ii. Lender is entitled to periodic interest payments; holder of stock is entitled to dividends only when declared by the board of directors 

iii. Upon dissolution debt is entitled to be paid in full; stockholders are entitled to remaining assets

iv. Lender has no right to participate in management; stockholder has full voting rights 

v. Corporations receive tax benefits by issuing debt rather then equity because the interest is tax deductible

vi. Corporation who are shareholders can exclude 70% of the dividends from their income, but if they are debt holders the have to report 100% of the interest payments as income  

vii. Balance sheet will separate out short term vs. long term debt 

viii. Large corporations – debt is issued publicly because the amounts are so large  

b. Short term debt

i. Commercial paper market – Loans made to corporations with good credit that need to borrow large amounts of money on a regular cycle for short periods 

ii. Usually used to deal with cash flow disconnects 

c. Long term debt

i. Usually used for capital investments 

ii. Syndicate – Several banks getting together to make a single large loan OR the corporation could sell…

iii. Bonds or debentures – the long term loan is divided into smaller pieces and sold to the public

1. Bonds are secured; debentures are unsecured

2. Investment banks serve as intermediaries between corporations and ultimate lenders 

3. Investment bank acts as a trustee for the lenders and sets out the terms with the borrowing corporation in a K called an indenture 

iv. Rate of the loan

1. Float – adjustable rate

2. Collar – Floor and ceiling of the rate

v. May be convertible into other securities

vi. Affirmative covenants – corporation agrees to do certain things to make loan less risky

1. Ex. Maintaining certain financial ratios

vii. Negative covenants – corporation refrains to do certain things to make loan less risky

1. Ex. Prohibit the corporation from increasing its debt beyond an agreed upon level or paying more dividends than it currently does  

viii. Event of default – significant violation or either negative or affirmative covenants

1. Allows the investment bank to declare the entire loan due and payable – the loan becomes redeemable at the trustee’s option

ix. Sinking fund – Borrowing corporation is required to put aside a certain amount of money each quarter to ensure that it can make it loan payments

x. Defeased – When the corporation wants to terminate the loan but its not callable, it puts money into a trust and the loan is paid from the trust. 

1. As an economic matter, this way the loan has been prepaid 

4. Option to purchase securities

a. Corporation is a party 

i. Right – option granted to existing security holder

1. Usually short term

2. Usually transferable 

ii. Warrant

1. Usually long term

2. Usually sold to general public

3. Units  - a stock and warrant package

4. Always transferable

5. Usually offered in a package with another security 

b. Corporation is not a party 

i. Call option – right to purchase the corporation’s securities from the writer

ii. Put option – Right to sell the corporation’s securities to the writer  

iii. Planning the corporate capital structure

1. Side note 

a. Zeroing out

i. When you work for the corporation, you take wages and bonuses, which is all tax deductible as a business expense

ii. If your too aggressive, IRS will catch you and disallow it 

iii. Small business are the most aggressive when it comes to tax planning 

2. Debt leverage

a. Tax 

i. The corporation is more valuable when its capital structure includes debt

ii. Because interest payments are tax deductible, the taxable income is much lower

iii. The more highly leveraged an investment the greater the percentage gains compared to the initial investment when the business increases in value or revenue 

b.  Highly leveraged

i. High pressure to keep revenue high enough to cover interest payments or the third parties can call the debt

ii. As the amount of debt increases the margin for error in predicting future cash falls, which increases risk

iii. When debt becomes a large percentage of the capital, tine increased risk makes the business less valuable as a whole

iv. Interest payments are mandatory

v. Reinvestment risk – risk that debt is repaid and the holder is no longer an investor

vi. Re-characterization of interest – invites IRS scrutiny 

1. Inside debt – is when current shareholders loan their money to the corporation because when the company pays the interest back to the shareholder, the corporation can make it tax deductible – this is a re-characterization of interest


2. IRS re-categorizes some interest payment as dividends because they think its equity disguised as debt

a. IRS will look to whether the obligation has attributes of traditional debt OR

b. Economic realities test – whether an unrelated third party would have been willing to make a loan of similar size on similar terms to business

i. Look at debt/equity ratio of corporation 

ii. Also look at debt/equity ratio of each shareholder – if its 50/50 its suspicious.  It should be different 

3. IRS will disallow the entire interest deduction 

vii. Equitable subordination

viii. Piercing the corporate veil

1. If corporation incurs a liability that it cannot satisfy, especially if that liability is incurred near the corporation’s formation, a court may disregard the corporate entity and hold its owners personally liable

2. If entity had a significant part of its capita in form of debt held by equity holders – the possibility of piercing is heightened. 

3. Equity – Issuing stock 

a. Terminology 

i. Over issue - when a corporation issues more shares than authorized in the Articles – they are void

ii. Authorized shares - Number of shares set out in the Articles – size of the pie

iii. Outstanding

1. Shares that are statutorily authorized, validly issued, and in the hands of someone other than the corporation

2. Only outstanding shares are entitled to vote and receive dividends

iv. Treasury shares – redeemed shares or repurchased shares

1. They can be issued unless forbidden in the articles 

v. Trading transaction

1. 1 person sell a share to another person – neither of whom are the corporation

2. Par value doesn’t matter in these transactions

vi. Dilution

1. Ensuring everyone is paying the same price for the shares – not much of a problem in the publicly traded company 

2.  Closely held

a. Each shareholder put in different things, money or equipment or knowledge

b. Leads to valuation issues – they have to agree that the contributions each put in is roughly equal if they get equal shares

c. Board puts the value on the consideration 

d. So long as the Board acts in good faith, its valuations are binding

b. The attributes of every class or series of stock must be laid out in the Articles 

c. Each separate type of stock must be given a separate name

d. Statutes allow the Articles to simply have a provision authorizing more than one class and more than one series of stock with such attributes as the board decides

i. The number of preferred shares must still be stated in the Articles but the terms can be decided later 

ii. The board adopts a resolution setting out the terms and files that resolution with the State, after its been negotiated between the corporation and the investor

iii. Resolution become part of the Articles and a public record

iv. Called Blank Check Preferred Stock
v. Blank Check Preferred class is built into the Articles of most sophisticated corporations 

e. Issuance 

i. Board must approve the issuance and the corporation must receive consideration 

ii. When this happens the shares are said to have been validly issued and fully paid and are non-assessable

iii. Board authorization

1. Subscription agreements – K to purchase shares 

2. Pre-incorporation subscription agreements are is enforceable for 6 months unless another period expressly agreed to 

iv. Consideration

1. Par value – abolished in CA but alive in DE 

a. It has no relevance in today’s credit market 

b. If you have a par value you must state it in the Articles 

c. Can be enforced by creditors if some people paid less than par

d. It sets the floor not the ceiling

e. Can’t sell for less than par but can sell for more than par

f. Delaware has a tax penalty if you don’t have a par value

g. Modern significance

i. Related to the legal restrictions on Delaware company when it declares distributions 

h. High par value – when the par value is related to the actual purchase price 

i. Low par value  - the purchase price is so far beyond the par value it bears no relation 

i. This is the modern convention 

ii. Always advise your clients to use low par value

2. Problem of ensuring that the corporation receives the consideration

a. Shares that are issued for future consideration can be placed in escrow until payment

b. May issue shares that are explicitly partially paid for 

3. Problem of later issuance at an inadequate price

a. Publicly traded – price is determined by market

b. Closely held – board decides price 

4. Problem of noncash consideration

a. Board decides 

v. Preemptive rights - Equity doctrine

1. Right of each current shareholder to maintain his proportionate interest by purchasing the same percentage of to-be-issued shares on the same terms as proposed

2. Do not exists unless granted by the Articles

3. Exceptions

a. When consideration for new shares is other than cash

b. Newly issued shares are issued pursuant to corp. initial plan of financing

c. Corp has more than one class or series of shares 

VI. Corporations: Distribution of profit to shareholders 

a. Shareholder make money by

i. Dividends OR

ii. Selling shares 

b. Dividends

i. Board discretion

1. Board declares dividends at its discretion

2. Board may withhold declaring to retain wealth in order to grow the business

3. Typically publicly held corporations pay dividends every 3 months

4. Board may withhold declaring because it is controlled by a faction that receives corporate salaries and thus has no need to declare

5. Courts will not compel a dividend unless withholding is oppressive and entirely without merit

6. Courts will not concern themselves with operations of a corporation except on ground of fraud

ii. Statutory restrictions

1. General 

a. Statutes prevent payment of dividends where creditors may be harmed

b. Restrictions are not waiveable and directors face personal liability for knowing breach 

2. CA – Insolvency test approach

a. Corporation may not pay a dividend if 

i. Equity test - The corporation would not be able to pay its debts as they become due in the usual course of business OR 

1. Have to take into account debts that haven’t come due but are coming down the pipe 

ii. Balance sheet test - The corporation’s total assets would be less that its total liabilities + the amount necessary to pay the preferred shares their liquidation preference 

b. Board may use any model of valuation to make either determination

c. Board is not bound by financial statements or traditional accounting methods if it is reasonable to depart from them 

3. Delaware – Legal Capital Test

a. The board must designate how much consideration is to be stated capital when it issues shares

i. For par value – the minimum amount that can be designated as capital is the par value

b. Corporations net assets (total assts – total liabilities) less its capital = surplus
c. Dividends can only be legally paid out of its surplus or retained earnings 
d. Exception

i. If corporation has no surplus – it may pay dividends up to the amount of its net profits from the current and proceeding year

iii. The mechanics of paying dividends

1. Once the board declares a dividend, the shareholders become creditors to that dividend

2. Usually a lag time between declaration and actual payment

3. Default rule – shareholders are entitled to the dividend on the date of the board’s declaration even if they transfer their shares before the payment date. 

a. So its who owned the shares on the date of declaration not on the date the shares are actually paid

4. In modern practice the shareholder of record is entitled to the dividend 

a. Day is considered to be an indivisible unit

b. The law will not take into account fractions of a day

5. Stock splits

a. The division of outstanding shares into more shares

b. Corporation receives nothing in a stock split, nor do the shareholders change their relative ownership interests 

c. Nothing is created, no assets are transferred 

d. But it does allow the transfer of smaller percentages of each shareholder’s ownership

e. Stock splits reduces the price per share – makes it more affordable

f. Most splits are through a stock dividend of authorized but unissued shares to existing shareholders

i. MBCA - Corporation can increase number of authorized and unissued shares to facilitate a stock dividend

ii. Delaware – must designate at least the aggregate par value of the newly issued shares as capital, which reduces the surplus 

VII. Corporations: Repurchase of shares by corporation 

a. Limitations to repurchase 

i. Such purchases are subject to the same economic test as dividends

1. A repurchase has the same effect as a dividend on the corporation’s creditors: fewer corporate assets are available to satisfy the creditor’s claims 

a. In other words, you have less capital or cash against your liabilities

ii. At lease one shareholder have a right to vote 

1. At least one share must remain outstanding at all times 

b. Motivations to repurchase 

i. To terminate persons interest in the corp

ii. To provide shareholders a tax advantage because the consideration for the shares is treated as a return of the shareholder’s investment (no tax) and then as a capital gain

iii. To change capital structure – believes it needs a higher ratio of debt to equity – sell debt security and repurchase shares 

iv. To drive the stock price up – because there are less outstanding shares but the value of the corporation remains the same

c. Metaphysics of repurchase

i. Retired 

1. Required shares are not allowed to be reissued; they evaporate – this decreases the number of total authorized shares OR

2. They become authorized and unissued shares

ii. Delaware

1. Reacquired stock is not retired – it becomes authorized and issued but not outstanding – called treasury stock

2. Board has power to sell treasury stock, but they are not reissued – they are sold as treasury stock
3. Board can sell for any price because they already received par value when originally issued

4. Board may sell treasury stock when the market value of issuing stock is lower than the par value

iii. MBCA

1. Default rule – reacquired stock become authorized but unissued – they can be reissued 

2. If the Articles change the default rule and state that reacquired stock cannot be reissued – then they are retired 

VIII. Corporations: Creditors and an insolvent corporation 

a. Piercing the corporate veil

i. General

1. In theory it can be applied to publicly held corporations – in practice it only applies to closely held corporation

2. Once the number of shareholders increases above 2 or 3, there is little likelihood that a court will pierce 

3. The court is more likely to pierce if the owner and corporation have a single bank account, or moves funds from corporate and individual accounts

4. This area has a million different tests 

5. 2 principles remain the same

a. Shareholder is not playing by the rules – was there foul play; examine expectations of both the parties 

b. Recognizing limited liability would undermine fundamental fairness

6. Piercing is subject to the internal affairs doctrine – the law of the state of incorporation 

7.  Delaware

a. Courts are extremely reluctant to pierce

8. Tort creditor – when you see tort argue lack of insurance shows undercapitalization if the harm was foreseeable, which it usually is 

9. K creditor – courts are hesitant to pierce if the are re-wrting the K. 

a. What were the expectations of the parties at time of K

b. Has the lack of assets upset the parties expectations that would make it unfair

ii. Elements – one example of a piercing test 

1. Was there such unity of interest and ownership that the separate personalities of the corporation and its shareholders, officers, or directors are indistinct or non-existent; AND

a. 4 factors are considered

i. Undercapitalization

1. Whether the owner provided enough equity and insurance to cover reasonable obligations that the corporation might incur at the time of formation
ii. Failure to observe corporate formalities

1. Corporate formalities are holding share holder and director meetings, appointing officers and filing annual report with the secretary of state
iii. Absence of corporate records

iv. Payment by the corporation of individual obligations

2. Would adherence to the fiction of separate corporate existence sanction fraud, promote injustice or inequitable consequences or lead to an evasion of legal obligations?

a. 2 factors

i. Fraudulent misrepresentation by corporation directors

ii. Use of the corporation to promote fraud, injustice, or illegality 
iii. Result

1. Shareholders are personally liable for the plaintiff’s claim’s against the corporations

a. Only shareholders who are more than a 50% owner OR in control of business

2. Does not dissolve the corporation

3. Does not make the shareholders liable for all the corporations debts

a. Only makes shareholders liable for the Plaintiff’s claims against the corporation

b. It does not open up liability to every tom, dick, and harry

b. Enterprise Liability

i. General

1. Holding a corporate parent liable for its subsidiary’s debt 

2. Seeks to aggregate corporations into a single enterprise and hold the entire enterprise liable

3. Can be vertical – the parent is laible

4. Can be horizontal – another corporation that is under a common control is liable

ii. 4 approaches

1. Treat the same as piercing the corporate veil – most common 

2. Impose liability where the distinctions between the corporations are insufficient 

a. Use piercing factors +

i. Whether similar corporate names were used

ii. Common principal corporate officers, director, employees

iii. Business purposes were similar 

iv. Corporations were located in the same offices, used same phone numbers and business cards

b. The test focuses on whether the corporations were alter egos of each other 

3. Aggregate affiliated corporations that perform complimentary aspects of a single business

a. Subsidiaries are distinct persons, even when one company may dominate or control, or even treat another company as a mere department or agency

b. Court is willing to disregard when corporate form is used to as unfair device to achieve inequitable result, 

i. When corporations is organized and operated as a mere tool or business conduit of another corporations 

ii. When the corporation fiction is resorted to as a means of evading existing legal obligations

c. Single business doctrine

i. When corporations are not operated as separate entities, but rather integrate their resources to achieve a common business purpose, each constituent corporation may be held liable for the debts incurred in pursuit of that business purpose 

4. Single business is separated into separate corporations, each of which performs the same or nearly the same functions – fragmented business 

a. He consolidated the assets but segregated the liability 

b. 2 separate arguments of unfairness – separating to avoid liability and the lack of adequate insurance coverage, when an accident is a foreseeable risk

i. More had the minimum amount of insurance set out by the State, so the a court have come out the other way

ii. The prof will always think that the minimum is not enough 

c. Commercial and Bankruptcy Doctrines

i. Commercial law

1. Doctrine of fraudulent conveyances

a. If corporate debtor transfers assets for less than fair value at time when it is insolvent for purpose of harming other creditors then…

b. Those creditors can trace the transferred assets into the hands of the transferees

ii. Bankruptcy law

1. Equitable subordination 

a. Equitable subordination – an equitable doctrine that subordinates a claim to other claims based on fairness i.e. an individual is trying to move up the line for a debt payment, but the court refuses to allow it.  It is a fact sensitive inquiry to look into fraud or fundamental unfairness.
i. When an officer or director uses his power to impair the rights of another creditor

ii. The insider’s claim is subordinated to other creditors 

iii. Piercing and equitable subordination tests are similar 

IX. Corporations: The board of directors

a. The Role of the board of directors

i. Duty to manage or supervise the management of the business

ii. Duty to establish long term strategic, financial, and organizational goals

iii. To approve formal or informal plans for achievement of these goals

iv. To monitor corporate performance 

v. To act in good faith when it is appropriate to act 

vi. Boards determine executive comp.

1. If you challenge the amount of compensation – the cause of action is waste

a. Very tough to win on 
b. Limitations on the power of the board to delegate

i. Law permits Board to delegate managerial duties to officers unless limited by bylaws BUT

ii. The Board may not formally or effectively abdicate its power and fiduciary duty to direct the management of the business 

iii. Board Committees

1. Board can have sub committees (i.e. executive committee) that can act for full board but they cant…

a. Change bylaws

b. Approve fundamental actions – mergers, sale of assets, sale of business 

c. Declare dividends 

d. Fill Board vacancies

2. Three common sub – committees

a. Audit committee

b. Compensation committee 

c. Nominating committee – develops list of nominees for board  

c. Number, selection, election, term, and removal of Directors

i. Number 

1. Must consist of 1 or more

2. Corporation may own shares in another corp. and elect directors to the other corp. board 

a. But it can’t serve as a director of the other corp. – directors must be human 

3. Number of directors is determined by Articles

4. Common practice – Min and Max set by articles; exact number of Board set by the Board itself

ii. Election and term

1. At least 1 director must be elected at every annual shareholder meeting

2. Default term is 1 year 

3. Default rule – all directors are elected annually by all shareholders

a. Rule can be varied in 2 ways

i. Classified board

1. Power to elect at least 1 director is vested in or denied to at least 1 class of stock

ii. Staggered terms

1. Divide the directors into 2 or 3 blocks with each block holding staggered terms of 2 or 3 years

2. Entire board is not up for election at any given year 

3. Is good for continuity and stability 

4. Director remains in office until another person is elected to fill sport or the board is reduced in number – not at the end of the term

a. Called holdover directors
5. Vacancies 
a. Delaware 

i. Default rule – Only Board can fill vacancies 

1. Vacancy is when director leaves from resignation, death, or removal

b. MBCA

i. Default rule – Vacancies can be filled by either Board or shareholders – whoever acts first 

1. As a practical matter the board bills vacancies because they can act faster 

iii. Removal of Directors 

1. Amotion – Shareholders have the power to remove directors during their term 

2. May be removed with or without cause

3. Exception – classified boards

a. If elected to a classified board than may only be removed by the same set of shareholders that elected them 

b. Delaware

i. Members of classified board may only be removed for cause 

ii. Rule is to prevent hostile takeovers 

iii. Process required 

1. Specific charges for removal 

2. Adequate notice 

3. Full opportunity o meet he accusation 

4. Board itself has no power to remove a director 

d. Mechanics of Board Action

i. General

1. Non-unanimous board action without a meeting is invalid

2. Board meetings may be called in any manner approved in advance by the board

3. Each director has one vote on all matters 

4. Directors may not vote by proxy; each must vote in person 

ii. Board act in two ways

1. By unanimous consent

a. If unanimous they may act without a meeting

b. Each director executes a consent 

2. By board meeting – action valid if..  

a. The meeting is properly called

b. The corporation give each director proper notice

c. A quorum of directors must be present, and 

d. The action must be approve by a sufficient vote.  

iii. Board Meeting

1. Call

a. Decision to hold a meeting at a particular time and place 

b. Regular meetings (periodic) may be provided for in the bylaws 

i. No separate call is necessary – they are automatic

c. Special meetings (not periodic)

d. Bylaws give power to call board meeting usually to specific people

e. If not in bylaws than its made like any other board action 

2. Notice

a. Regular meeting 

i. Notice of meeting or purpose not necessary 

b. Special meetings – 2 days notice

i. Time and place

ii. Notice of purpose of special meeting not necessary 

iii. Showing up at meeting, waives protest that he did not receive proper notice 

3. Quorum 

a. Minimum amount of voting power that must be present 

b. Default rule - Half the total number of authorized directors 

i. May be raised

ii. Cannot be less than 1/3

c. Model Act – can break quorum 

d. Delaware – can’t break quorum 

4. Sufficient Vote

a. Meeting – majority is required

b. Consent – unanimous 

iv. Adlerstein exception 

1. Board action taken in technical compliance

2. Action can be held invalid if the purpose of the meeting is to squeeze out a controlling majority shareholder who is also a director, if the shareholder could have prevented the action by replacing the directors before the meeting, had he been notified of the purpose of the meeting 

X. Corporations: Officers

a. General 

i. Directors have no implied authority to act individually; they can only act collectively as a board

1. Exception

a. Express delegation of authority to a director 

ii. Directors are not agents

iii. Officers are agents – therefore when you see officers think agency law 

iv. Since people can wear multiple hats – you have to specify what hat they were wearing when the action took place

v. Officers are employees

1. What’s different is the scope of apparent authority 

2. Making someone an officer – it expands the authority of individual – both actual and apparent

vi. Officers – subject to a heightened standard of fiduciary duty

1. Every employee has a fiduciary duty – but the scope is diff from regular employees and officers 

vii. MBCA – requires at least Secretary

viii. Delaware – requires Secretary & President 

ix. One person can hold multiple offices 

b. Officers are selected by the board  

i. Board may remove an officer at any time with or without cause   

c. Powers of officers 

i. CEO  & Secretary

1. Its about checks and balances

2. There are almost never the same person

ii. Secretary – has special job of certifying corporate actions 

iii. Courts will take judicial notice of the extent of powers of a well defined class like presidents, directors.

1. Parties dealing with such agents - entitled to assume they possess all the powers usually given to agents of the class  

XI. Corporations: Shareholders

a. Shareholders’ powers – act as a group 

i. They elect the board of directors

1. At a minimum 1/3 of the board each year – at the most the entire board

ii. Approve certain fundamental changes

1. They cannot initiate the changes

2. They can only approve what is proposed by the board

3. Ex. Amending articles; selling all or most of the corporations assets; merging with another business; dissolving’ ending the corporations power to engage business

iii. Power to act in two settings without board concurrence and without possible board override

1. To remove directors

2. Amend corporations bylaws – however, usually this power is eliminated in the articles

iv. Precatory motions

1. State law allows a certain number of shareholders to force the board to call a special shareholders meeting

2. But they can’t do anything at the meeting, than what has been discussed 

b. Valid shareholder action by meeting 

i. Call

1. Decision to hold meeting at a time, place

2. Shareholder may sure to compel meeting if the board fails to call a meeting for a certain period of time 

ii. Notice

1. Annual meeting

a. Date, time, and place 

b. Must be given out every year

c. Some agenda items have to go into the notice – you have to look at the state law

2. Special meeting

a. Date, time, place, + purpose
b. The only items you can vote on – the purpose items 

c. Cannot spontaneously decide to vote on matters not on the notice 

3. Notice can be waived

a. In writing 

b. Implied

i. If you show up, then you can’t say it was unduly noticed – even if you never actually got a official notice 

4. All shareholder of the Record Date are the ones entitled to notice and vote at meeting 

iii. Quorum

1. Minimum amount of voting power that must be present at a meeting for valid action

2. Defined by percentage of voting power not by percentage of shareholders

3. Default rule - You need majority of voting shares 

a. Can be raised

b. Cannot be lowered more than 1/3 shares

iv. Sufficient vote – voting rules for everything besides directors 

1. Delaware

a. Majority of votes present for normal matters

i. Abstain – acts as a no

b. Absolute majority of all the voting power for fundamental changes 

i. Shares not present – act as a no

c. Directors are elected by a plurality of votes if quorum exists 

2. MBCA

a. Simple majority 

i. More yes than no, regardless of how few votes are cast

ii. Means people an abstain and not effect vote

b. Directors are elected by a plurality of votes if quorum exists 

3. CA

a. 2 requirements 

i. Prong 1 – Simple majority  

ii. Prong 2 - Majority of required quorum 

1. Abstain = no

4. If it’s a fundamental change – vote rules change

a. Absolute majority of the shares OR

i. Majority of share outstanding and entitled to vote 

b. Super Majority 

i. 2/3 of outstanding and entitled to vote 

v. Cumulative v. Straight Voting

1. Ex. A with 18 shares; B with 82 Shares

2. 5 directors and each share holder nominates 5 candidates = 10 total candidates for 5 spots 

3. 5 persons receiving the most votes are elected

4. Straight voting

a. A may cast 18 votes for each of 5 candidates

b. B may cast 82 votes for each of 5 candidates

c. Result -  All of B’s candidates win

5. Cumulative voting

a. Total number of votes a shareholder may cast is computed

i. A = can cast 90 total votes

ii. B = can cast 410 total votes

b. A can then cast all 90 votes for a single candidate ensuring that he will elect at least 1 director 

6. In straight voting, the shareholder with 51% of the vote elects the entire board; in cumulative voting, a relatively small faction may obtain representation on the board 

7. Formula used to determine the number of shares needed to elect one director

a. (S/D+1) +1

b. S equals the total number of shares actually voting

c. D equals the number of directors to be elected 

d. (100/5+1) +1 = 18 * 5=90

8. CA - cumulative voting – mandatory

9. Delaware – straight voting – can change default rule  

10. Staggering the terms has in effect nullified the right to vote cumulatively

vi. Simple Majority Movement

1. Delaware and MBCA

a. Bylaws may change the plurality default rule for electing directors and, if adopted by the shareholders, may not be changed by the board 

b. Permit a director resignation to be contingent on the result of a shareholder vote and permit such a contingent resignation to be irrevocable 

vii. Importance of being present

1. Shares are present when share holders are physically at meeting

2. By Proxy

a. Agency relationship where a shareholder appoints another to attend meeting and vote shares 

b. Limited Proxy

i. Agent is told to vote in a particular way

c. General Proxy 

i. Agent uses discretion 

3. Virtual Presence 

a. Through an electronic medium – real time, and can participate 

c. Valid shareholder action without a meeting – written consent 

i. MBCA

1. Must be unanimous

a. Thus only relevant in closely held corporation

ii. Delaware

1. Absolute majority 

2. Consent action proposed by the board – the resolution to seek consents is the call OR

3. The shareholders themselves can solicit the consent – usually to act without board approval 

4. If board solicits – all shareholders receive notice 

5. If insurgent shareholders solicit – only sympathetic shareholder receive notice

6. If solicitation is successful all shareholders receive prompt notice that action has been taken by consent 

7. Must obtain consents from shareholders holding an absolute majority

d. Tabulating the votes

i. Whose vote counts

1. Shareholders of record

ii. Who counts the vote

1. Senior managers

2. Public corporations have inspectors for elections and voting 

e. Shareholders rights to information

i.  Periodic and transaction reporting

1. Transaction reporting – information sent by the corporation with respect to a contemplated transaction – usually one the shareholders will vote on

2. Periodic reporting – information provided at a specific intervals, such as annual or quarterly

3. Corporation bears cost of periodic and transaction reporting 

4. Delaware

a. Does not require periodic reporting or transaction reporting

b. Does require franchise tax report

c. Does require corporation to give shareholders all material information before a vote

5. MBCA

a. Does require periodic reporting

b. Does not require transaction reporting 

ii. Inspection right

1. Shareholder have right to examine some corporate documents

2. Shareholder bears the cost of obtaining corporate information

3. What information does a shareholder have a right to inspect?

a. List of record date shareholders before the shareholder meting

b. Delaware – only inspect 

i. Voting trust agreements

c. MBCA – inspect and copy 

i. Articles an bylaws

ii. List of current officers and directors

iii. Current annual report filed with Secretary of State

4. What information requires an additional showing to inspect?

a. Anything else 

5. Test – that triggers the right to inspect 

a. Whether the shareholder has a proper purpose reasonably related to their interest as a shareholder 

i. Information sought has to have a reasonable relationship with an interest the shareholder wants to protect by inspection

6. Proper inspection purposes 

a. Ex. the purpose of soliciting additional parties to a pending litigation against the corporation is proper – not adverse to the corporation even though it potentially raises the damage award because directors do not have a right avoid valid compensatory damages 

i. Its beneficial to the corporation because it acts as a deterrence to future mishandling 

b. Even thought a purpose may be reasonably related to one’s interest as a stockholder, it cannot be adverse to the interests of the corporation

1. Horton’s demand is connected to his status as a stockholder because he seeks to bring and end to injuries sustained, past and present, that directly and adversely affect his stock ownership 

2. All you must do is establish a single proper purpose related to your role as stockholder, all other purposes are irrelevant 

7. Burden of proof 

a. P has the burden of showing they have made  proper demand for access

b. Once P shows demand complies – then burden shifts to Compaq to show that its an improper purpose 

f. Federal securities regulation

i. Matters requiring shareholder vote under federal law

1. A person who owned 1 percent or 2k of voting stock for more than 1 year can submit one proposal

2. Proposal may not exceed 500 words

3. Proponent must appear at annual meeting to formally move proposal

4. Exclusion 

a. Old proposal

i. A properly submitted proposal may be excluded by the company if it has been substantially included within the last five years and failed to garner 3%, 6%, or 9% of the vote. 

b. New proposal 

i. May exclude if impermissible under state law 

ii. Proposal related to matters already on the agenda 

iii. Proposal relates to specific amounts of dividends 

iv. Passage would be  nullity – could not implement proposal, or has been substantially implemented already 

v. Proposals are of minimal relevance to the corporation as a whole – relates to less than 5% of the corporation’s business

vi. Matters that concern day to day management issues 

ii. Regulation of proxy solicitations

1. SEC regulates proxies 

2. Can’t make a misrepresentation or omit material facts – company is liable

iii. Reporting requirements

1. 10k – disclosure of company’s finances to shareholders filed with SEC

iv. Ownership reporting requirements

1. If you own more than 5% of voting stock you must filed with SEC

2. Purpose is to alert other shareholders of possible hostile takeover

XII. Corporations: Fiduciary duties  

a. General

i. Directors and officers owe a fiduciary duty to the corporation

ii. Shareholder primacy model 

1. What’s in the company’s best interest is what in the best interest for the shareholders 

2. You can talk about shareholder’s interests in short versus long term goals

iii. Courts focus on the process not the outcomes of directors decisions 

iv. Damages

1. Directors are personally liable for violating fiduciary duty 

b. Duty of care

i. Aspirational standard 

1. Director shall discharge his duties with good faith like a person in like position would exercise AND

2. In a manner that is in the best interest of the organization

ii. Liability

1. Gross negligence 
iii. Business judgment rule – applies to claims arising from breach of duty of care 

1. General 

a. This rule posits a power presumption in favor of actions taken by the directors in that a decision made by a loyal and informed board will not be overturned by the courts unless it cannot be attributed to any rational purpose

b. The rule is an acknowledgement that corporate law recognizes a disconnect between the stated fiduciary duties of directors and the actual conduct that will result in sanctions. 

2. Rule

a. As a rule of evidence, it creates a presumption that in making a business decision the directors of a corporation acted on an informed basis, in good faith, and in the honest belief that the action taken was in the best interest of the company

b. To rebut the rule, a shareholder plaintiff assumes the burden of providing evidence that directors, in reaching their challenged decision, breached their fiduciary duty – good faith, loyalty, or due care.

i. P must meet the burden at the outset 

ii. If the P fails to meet the burden – courts will not second guess 

iii. If the P meets the burden – burden shits to D, directors, to prove the entire fairness of the transaction to the shareholder plaintiff 

iv. P must show fraud, illegality, bad faith, conflict of interest, or failure to make informed decisions by reviewing all the material information 

iv. Raincoat protection – legislature response to this case, to tell directors not to leave boards

1. Delaware

a. Certificate of incorporation may contain a provision eliminating or limiting the personal liability of a director, provided that such provision shall not eliminate or limit the liability of a director for 

i. Breach of the duty of loyalty

ii. Actions taken in bad faith (or failure to act in good faith) OR

iii. Acts which involve intentional misconduct or a knowing violation of law OR

iv. Receipt of an improper personal benefit by a director
2. Almost every state has a similar provision.

3. It limits director’s personal liability in money damages for conduct that amounts to a violation of the duty of care.  They eliminate a director’s liability. 

4. Also, it does not eliminate the potential for a lawsuit for equitable relief.  

a. If you think the board is making a stupid decision, you can sue the board for an injunction to prevent them from taking a certain action.  
5. Most states its an OPT IN provision

a. You have to amend Articles to adopt the protection

6. Few states OPT OUT

a. You have to amend articles stating that you want exemption from the protection 

v. Breach of duty of care may arise in 2 situations

1. From a Board Decision (Category 1) – Misfeasance 

a. That results in a loss because that decision was ill advised or negligent 

2. An unconsidered failure of the board to act (Category 2) – Nonfeseance  

a. In circumstances in which due attention would, arguably, have prevented the loss
b. Hardest to find liability 
vi. Liability for Directorial Decisions (Category 1) – Misfeasance 

1. Compliance with a director’s duty of care can never appropriately be judicially determined by reference to the content of the board decision that leads to the corporate loss, apart from consideration of the good faith or rationality of the process employed. 

a. In other words, whether a judge thinks the decision was wrong or stupid is not grounds for director liability

b. So long as the court determines that the process employed was either rational or employed in a good faith effort to advance corporate interests

2. Where a director in fact exercises a good faith effort to be informed and to exercise appropriate judgment, he or she should be deemed to satisfy fully the duty of attention

vii. Liability for failure to monitor (Category 2) – Nonfeasance 

1. Legally, the board itself will be required only to authorize the most significant corporate acts or transactions

a. The day to day decisions are made by officers not directors

2. Boards must assure themselves that information and reporting systems exist in the organization that are reasonably designed to provide to senior management and to the board itself timely, accurate information sufficient to allow management and the board to reach informed judgments concerning both the corporations compliance with law and its business performance.

a. The level of detail that is appropriate for such an information system is a question of business judgment 

b. Having implemented such a system, consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention – also violates duty of care 
3. Directors obligation includes a duty to attempt in good faith to assure that a corporate information and reporting system, which the board concludes is adequate, exists, and that failure to do so under some circumstances may render a director liable for losses caused by noncompliance with legal standards

c. Duty of loyalty and the standard of entire fairness

i. General

1. The other directors are supposed to make a decision what will maximize what in the best interests of all the shareholders, not just the majority shareholders

2. The duty requires an undivided and unselfish loyalty to the corporation – there must be no conflict between duty and self-interest

3. The test for whether a director has met his duty of loyalty should turn, entirely, on whether the director actually believes that the action will be in the corporation’s best interest. 

a. Objective indicators that show whether the director had the requisite belief

i. Corp. opportunity doctrine – clearly shows breach 

ii. Self dealing – not as clear 

1. Unlike corp. opportunity doctrine, a director could reasonably believe its in the corp. best interest to conduct a transaction with himself  

4. Three basic fact patterns that give rise to a breach of duty of loyalty: interested director transactions, competing ventures, and corp. opportunity cases
5. Breach of duty of good faith should be framed as - violating the duty loyalty by acting in bad faith
ii. The corporate opportunity doctrine

1. Involve instances in which officers or directors use for personal advantage information that comes to them in their corporate capacity, by diverting a profitable transaction from the corporation. 

2. Line of Business Test – Delaware test

a. Officer or Director may not take a business opportunity for his own if

i. The corporation is financially able to exploit the opportunity

ii. The opportunity is within the corp. line of business

iii. The corp. has an interest or expectancy in the opportunity

iv. By taking the opportunity for his own, the corp. fiduciary will be in position in conflict with his duties to the corp.  

b. There real issue of the test is

i. Whether the opportunity was so closely associated with the existing business activities as to bring the transaction within that class of cases where the acquisition of the property would through the corporate officer purchasing it into competition with his company 

3. Fairness Test

a. Doctrine rests on the unfairness of a director taking advantage of an opportunity for her personal profit when the interest of the corporation justly calls for protection  

4. ALI Test

a. Definition of corporate opportunity

i. Any opportunity to engage in a business activity of which a director or senior executive becomes aware either:

1. In connection with the performance of functions as a director or senior exec., or under circumstances that should reasonably lead the director or senior exec to believe that the person offering the opportunity expects it to be offered to the corp. OR

2. Through the use of corporate information or property, if the resulting opportunity is one that the director or officer should reasonably be expected to believe would be of interest to the corp. 

ii. Any opportunity to engage in a business activity of which a officer becomes aware and knows is closely related to a business in which the corp. is engaged or expects to engage. 

b. Rule – full disclosure prior to taking advantage is key 

i. Director or officer may not take advantage of corporate opportunity unless:

1. The director or officer first offers the corp. opportunity to the corporation and makes full and adequate disclosure concerning the conflict of interest and the corporate opportunity AND

2. The corporate opportunity is rejected by the corp. 

a. Want a formal rejection – board resolution 
3. You want disinterested directors to vote on it – if they are interested director it’s a flaw in the defense 

5. Remedy

a. Constructive trust 

iii. Self Dealing or self conflict 

1. Self dealing - occurs when a director or officer enters into a transaction with the corporation (buying or selling) 

2. Whether it violates the duty of loyalty depends on whether the corp. pays too much or the K is not in the corp. best interest

a. Inquire into good faith (disclosing all material facts) AND

b. Entire fairness 

i. Concept has 2 components – Court looks at both as a whole 

1. Fair dealing

a. Embraces questions of when the transaction was timed, how it was initiated, structured, negotiated, disclosed to the directors, and how the approvals of the directors and the stockholders were obtained 

2. Fair price

a. Relates to the economic and financial considerations of the proposed merger, including all relevant factors: assets, market value, earnings, future prospects, and any other elements that affect the intrinsic or inherent value of a company’s stock. 

3. This obviously leads to the problem of valuation – how to value X to determine if the corp. has overpaid

4. Burden is on self dealing party to prove the transaction was fair 

5. Burden is on self dealing party to make direct and adequate disclosure to corporation’s disinterested decision makers 

6. Financial harm is not a requirement to find a breach of duty of loyalty

7. Court doesn’t focus on the outcome, they once again focus on the process

8. Cleansing statutes for conflict of interest transactions 

a. They are basically safe harbor provisions that allow certain transactions are mired in a conflict of interest 

b. CA 310 (a) (1) – Shareholder approval 

i. Full and adequate disclosure

ii. Good faith approval 

iii. By a majority of disinterested shares

c. CA 310 (a) (2) – Board approval 

i. Full and adequate disclosure 

ii. Good faith approval 

iii. By disinterested directors

iv. By vote sufficient w/o counting interested director 

v. Trans is fair to corp. 

1. Burden on contesting party to show that its unfair 

d. CA 310 (a) (3)

i. Entire fairness doctrine 

1. Burden on interested director to show its fair 

e. You only have to satisfy 1 of the possible 3 ways to find safe harbor 

9. Cleansing Hypos

a. Hypo 1

i. Assume the following: 

1. 7 person board

2. 4 directors present

3. 1 interested director is present

ii. After lengthy discussion, the Board votes on a proposed interested director transaction as follows

1. Yes = 3 disinterested directors

2. No = 0

3. Abstain = 1 interested director

iii. Has this self dealing transaction cleansed under the terms of CA 310

1. Do you have valid board action – is transaction binding on the corp. 

a. We have a majority of authorized number – so we have a quorum 

b. Majority of the board present voted yes 

c. You need sufficient without counting vote of interested directors 

d. The vote is only as good as the disclosure 

b. Hypo 2

i. Assume the following: 

1. 3 person board

2. 2 directors present

3. 1 interested director is present – 1 disinterested 

ii. After lengthy discussion, the Board votes on a proposed interested director transaction as follows

1. Yes = 2 directors 

2. No = 0 

iii. Valid board action

1. Yes because there is quorum and sufficient vote

2. But did you cleanse the action

3. Apply 310 (a) (2)

4. No, because not by a vote sufficient w/o the interested directors

5. Now you go to 310 (a) (3)

6. Burden is on interested director to show fairness (fair price/fair dealing)
d. Ways to limit liability for violations of fiduciary duty 

i. Violation of duty of care

1. Boards are permitted to rely on reports made to them by board committees and others inside the corp., and advisors not within the corp., in the absence of indications that reliance is unwarranted

2. Delaware – to overcome the presumption that reliance is warranted a P must show

a. The directors did not in fact rely on the expert OR

b. Their reliance was not in good faith OR

c. They did not reasonably believe that the expert’s advice was within the expert’s professional competence OR

d. The expert was not selected with reasonable care by the corp. OR

e. The subject matter that was material and reasonably available was so obvious that the board’s failure to consider it was grossly negligent regardless of the expert advice OR

f. The decision of the board was so unconscionable as to constitute waste or fraud 

ii. Special case of the power to delegate

1. When some, but fewer than all, directors are sued for breaching their fiduciary duties, the board frequently forms a special litigation committee to investigate the allegations and recommend whether pursuing those allegations is in the best interest of the corp. 

XIII. Corporations: Shareholder derivative actions

a. General 

i. Shareholder’s file suit on the corporations behalf against either directors, officers, agents, or third parties who are alleged to have harmed the corporation 

ii. Recovery goes to the corporation, not the suing shareholders 

iii. P must have been a shareholder at the time of the alleged harm to the corp. AND at the times he files suit

iv. Direct action – the shareholder has born the harm; relief goes to shareholder

v. To increase the chance that the board will make a fair decision if a demand is made; the board often delegates the task of evaluating a shareholder demand to a special committee of non-implicated directors

vi. As a practical matter, demands are almost always refused as not in the best interest of the corp. 

vii. Derivative actions cannot be dismissed or settled without judicial approval 

viii. Some states have a bond requirement – waived if you’re a significant investor in the company 

ix. Derivative suits against board for failure to sue third party usually DOA – because you have to overcome business judgment rule

b. Demand requirement

i. Before the shareholder can bring suit 

1. Setting 1 – demand refused 

a. He must have demanded the board to initiate litigation

b. The board must have refused to do so 

c. That refusal must have been wrongful

i. Court can apply the business judgment rule to determine wrongful decisions OR

ii. Modified business judgment rule which just shifts the burden to corp. to prove it wasn’t wrongful – that disinterested directors made the decision in good faith 

2. Setting 2 – demand excused

a. He did not demand the board to initiate litigation BUT

b. Can demonstrate that prior demand on the board would have been futile because the boar could not have evaluated the demand fairly 

c. Futility

i. Test – P must prove a reasonable doubt that the majority of the board could not have exercised independent AND disinterested business judgment in responding to the demand at the time the claim was filed  

ii. P must prove the majority of the board had either a disabling interest or lacked independence 

iii. Disabling interest (cause of action) – exists in two instances

1. Instance 1

a. A director personally receives a benefit (or suffers a detriment)

b. As a result of the challenged transaction

c. Which is not generally shared with (or suffered by) the other shareholders of his corp. AND

d. That benefit (or detriment) is of such subjective material significance to that particular director that it is reasonable to question whether that director objectively considered the advisability of the challenged transaction to the crop. and its shareholders. 

2. Instance 2 

a. A director personally receives a benefit (or suffers a detriment)

b. As a result of the challenged transaction

c. Which is not generally shared with (or suffered by) the other shareholders of his corp. AND

d. Whenever a director stands on both sides of the challenged transaction he is deemed interested and allegations of materiality have not been required. 

iv. Independence (cause of action) 

1. Directors decision resulted from being controlled by another

a. Director can be controlled by another if he is dominated by that other party, whether through close personal or familial relationship or through force of will OR

2. Director is beholden to the allegedly controlling entity

a. Director may be considered beholden to another when the allegedly controlling entity has the unilateral power (direct or indirect) to decide whether the challenged director continues to receive a benefit, financial or otherwise, AND

b.  The director is so dependent on the benefit that he cannot consider the merits of the transaction objectively  

XIV. Closely held corporations: Shareholder governance 

a. Preemptive Rights: The management component

i. Permits each current shareholder to maintain his or her proportionate interest by purchasing the same percentage of to be issued shares on the same terms and conditions as proposed by the board of directors 

ii. This protects the original shareholder when new shares are issued, which could dilute the original shareholder voting power by reducing the his ownership percentage

iii. Exceptions

1. The newly issued shares were to be issue for noncash consideration 

2. The newly issued shares were to be issued as part of the corporations initial plan of financing; OR

3. The issued shares were to be of a different class than those outstanding 

iv. Preemptive rights are Opt-In – you have to explicitly put them in your Articles 

b. Supermajority provisions

i. Supermajority provision for board meetings or shareholder meetings may be placed in the Articles or Bylaws

ii. Acts like a veto by the minority shareholder 

iii. Veto power is very important in closely held corporations – without it minority has no control over crucial corporate actions 

iv. If supermajority provisions are changed by majority to eliminate the veto 

1. First it would require shareholder and board approval 

2. Minority can assert dissenters rights that was triggered because of the original agreement was changed – deprived of the benefit of the bargain

3. The remedy is a buyout

a. Policy - there’s no public market for these shares if he doesn’t like their decisions; 

v. Superquorum provisions

1. May be placed in the articles or bylaws

2. Drawbacks

c. Shareholder voting agreements 

i. Voting trusts – Trustee votes the shares not the owners – valid if they comply with statute 

1. Test for voting trust

a. When the voting interests are separated from the beneficial interest

b. The voting rights granted are irrevocable

c. The principal purpose is to gain a majority voting block 

2. Used in 3 situations 

a. To give economic rights of stock to one person and the management rights to another 

b. When corp. enters bankruptcy, but the underlying economic business is viable

i. The corp. is reorganized not liquidated

ii. The creditors debt is often converted into stock

c. As company that is near bankruptcy may enter into voting trust agreement as a condition of receiving a necessary loan

3. These are valid if they comply with the voting trust statute

4. You may try to argue an agreement is in substance a voting trust – thus it must comply with the substantive portions of the voting trust statute 

ii. Pooling agreements

1. Agreements that determine how the shareholders themselves will vote their own shares are specifically enforceable

2. Being a party to a pooling agreement is to an interest in shares that supports an irrevocable proxy

iii. Vote buying

1. Unless the shareholder owns a majority or controlling percentage of the shares, no fiduciary duty runs to other shareholders

2. Its when a shareholder buys another shareholders vote

3. Proxy – is on the other hand gratuitous

4. Its voidable subject to fairness test

5. Its not per se illegal but it raises strong suspicion 

iv. Voting agreements and fiduciary duties 

1. Stockholder may not by agreement control the directors in the exercise of the independent judgment 

2. Invalidity arises in connection with agreements that encroach on the domain of the board, which may be problematic

a. Exception – Common law 

i. No harm no foul AND limitation is not more than an impingement 

1. When all of the corp. shareholders are parties to the agreement AND

2. Third party interest such as creditors are not impaired

a. Doesn’t violate public policy because all interested parties rights are protected in the K

ii. The shareholder agreement contained (expressly or by implication) a provision requiring adherence only where doing so would be in the best interest of the corp. 

b. Exception - Delaware version

i. Close corporations may implement shareholder agreements that restrict board power if a valid close corp.

ii. Valid close corp. if.

1. The certificate of incorporation of close corp. states that they are a close corp.

2. The certificate provides that the business shall be managed by the stockholders of the corp. rather than the directors – all holders of record of all the outstanding stock must authorize – unanimity

3. Those that have 30 of fewer shareholders

4. 1 or more restrictions on share transfer

5. Not registered with the SEC

6. Explicitly elected to be governed under Delaware close corp. provision in the certificate

iii. You cant pierce the corporate veil because a corporation has followed this statute and made a shareholder agreement 

iv. Seldom used

c. Exception – CA version 

i. Articles state that you are a close corp. 

ii. All shareholders are parties to the shareholder agreement 

iii. You cant pierce the corporate veil because a corporation has followed this statute and made a shareholder agreement 

3. Being a close corp. – after adhering to statute formalities - allows them to act like a partnership while in the corporate form

v. Stock transfer restrictions and the use of Buy-Sell agreements

1. General 

a. Rule - Stock transfer restrictions are valid if reasonable at time they were adopted– which means serves a valid business purpose 

b. Whenever you try to impose stock transfer restrictions – the party must have been put on notice

i. If the creditor did not have actual or constructive notice – restriction is not valid 

ii. If the stock is not freely transferable – the buyer discounts that from their value

c. Courts will construe stock transfer restrictions narrowly in favor of alienation – thus the restrictions must be explicit 

d. A restriction is reasonable if it is designed to serve a legitimate purpose of the party imposing the restraint and the restraint is not an absolute restriction on the recipient’s right of alienability

2. Policy 

a. The corporate norm is that stock may be transferred by its owner without any restrictions

i. Unlike partnership – where only part of the partner’s ownership may be transferred – managerial rights cannot be transferred

b. Public policy – preference for free alienation 

c. 2 reasons why shareholders restrict transfer

i. They may be indifferent economically about the identity of the shareholder, but they care very much as a matter of management

ii. Regulatory reasons 

1. Ex. To be a S corp. all shareholders must be individuals

3. Buy-Sell agreement - restriction that requires a transfer 

a. Big difference between buy-sell agreement and right of first refusal
i. Buy-sell – makes obligation to buy mandatory

ii. Right of first refusal – its an option to buy

b. Enable shareholders to require either the corp. or their fellow shareholders to buy out their equity interest in the corp. at some mutually agreed upon price, upon the occurrence of some mutually agreed – upon triggering event. 

c. Such agreements solve the freeze out and lack of liquidity problems that minority shareholders in close corp. face

d. We should counsel minority shareholders in close corp. to seek protection of buy-sell agreement BEFORE purchasing shares

e. Corp. should have key – man life insurance to pay for buy – sell agreements 

4. Deciding on a price at which shares will be bought or sold

a. 3 ways

i. Using a formula 

ii. Establish a price and agree to review the price when the holder wants to sell

iii. Neutral appraiser will determine the price 

5. Several factors are relevant to determine reasonableness

a. Size of corp.

b. The degree of restraint on alienation

c. The time the restriction was to continue into effect

d. The method to be used in determining the transfer price of shares

e. The likelihood of the restriction’s contributing to the attainment of corp. objectives, t

f. The possibility that a hostile stockholder might injure the corp.

g. The probability of the restrictions promoting the best interests of the corp.

6. Restrictions to transfer except to Blood Members of the family

a. Valid if it’s a family business 

7. Restrictions as applied to involuntary transfers

a. Creditors can seize the stock regardless of the restrictions BUT

b. When they sell the stock – the stock restrictions still apply 

XV. Close corporation: Dissension and deadlock

a. Deadlock – impasse among directors or shareholders 

b. Seldom a problem in publicly held corp.

i. Number of shareholders make the problem remote between shareholders

ii. Directors typically act with a strong consensus 

iii. Seldom do they take action by bare majority vote

iv. Board tend to defer action until something close to a consensus can be reached

v. If no consensus – they typically decline to act rather than act by sharply divided vote

c. Closely held corp.

i. Very real possibility 

ii. Supermajority provisions can produce deadlock even when the factions are of unequal strength

d. Voluntary dissolution

i. Requires board resolution and a shareholder vote 

ii. If the deadlocked factions believe dissolution is the best solution – it is easily obtained 

e. 3 methods for ameliorating the possibility of deadlock

i. Shareholder level

1. Cumulative voting avoids deadlock if each faction can elect at least 1 director 

2. Capital structure that provides for directors to be elected by different classes of stock 

ii. Parties can agree to participate in dispute resolution 

iii. Shareholder agreement – provision that transfers to another shareholder all or part of the authority to exercise the corporate powers or to manage the business, including the resolution of any issue about which there exists a deadlock 

f. Remedies for deadlock  

i. Deadlock is the inability to agree on a course of action

ii. If a singular event – court will enjoin one party form taking a action – picking a winner based on what it believes is best for the corporation 

iii. If the deadlock seems likely to be chronic the court could appoint a neutral person to act as a tie-breaker

iv. Or they could order liquidation and proceeds distributed to owners

1. Prime inquiry for necessity of dissolution 

a. Is always whether judicially imposed death will be beneficial to the stockholders or members and not injurious to the public – the profitability of the corp. 

2. Courts are often reluctant

XVI. Close corporations: Fiduciary duties of controlling shareholders

a. Traditional rule – shareholders do not owe a fiduciary duty to one another 

i. Squeeze outs cannot be attached as a breach of loyalty to each other 

b. In some Jx 

i. In close corp. shareholders controlling shareholder owe a fiduciary duty to a minority shareholder because

1. There are only small number of shareholders

2. There is a lack of an available ready market for corporate stock

3. There is substantial majority stockholder participation in the management, direction, and operation of the corp. 

4. Minority stockholders are acutely vulnerable 

5. Close corp. frequently originate in the context of relationships personal in nature

6. Thus, stockholders owe a fiduciary duty to each other

ii. Result 

1. Majority must asset a valid business purpose for its action

2. Minority must demonstrate that the same valid objective could have been reached through an alternative course less harmful to minority 

3. Court must weigh the legitimate business purpose against practicability of a less harmful alternative  

c. Oppression and unfairness by shareholders 

i. Oppression is conduct which excludes a minority shareholder from participation in the enterprise or which can be characterized as heavy handed or overbearing 

ii. Basically when the minority has been effectively squeezed out 

iii. Factors that indicate oppression

1. Officers were hired and salary increases were given without director approval 

2. Loans were made to corporations in which the president had an interest without director approval

3. A subsidiary was organized without director approval

4. The matter of payment of dividends had not been presented to the board 

5. The other family was excluded from all incidents of control and corporate participation

6. Failure to pay dividends to minority stockholders due to large salaries drawn by officer-majority stockholders 

iv. The focus in on the minority shareholder and the remedy is not to undo a corporate transaction but to permit another transaction – a buyout of the minority shareholder 

v. Reasonable expectations test – majority test

1. Oppressive actions that substantially defeat the reasonable expectations held by the minority shareholders in committing their capital to the particular enterprise

2. The crux is identifying the basis of the bargain – what were the explicit or implicit conditions pursuant to which the parties associated themselves together in the corporate form. 

3. Using the shareholder’s reasonable expectations as a means of identifying and measuring conduct alleged to be oppressive is appropriate

4. Those in control of a corporation may no longer use the business judgment rule to shield from actions that are detrimental to minority shareholders 

vi. Ex. To deny a minority shareholder employment when a job was part of his rationale in vesting is oppressive, as is the failure to pay dividends to nonemployee shareholders when employed shareholders are receiving de facto dividends through salaries 

vii. Remedy

1. Dissolution or buyout – whatever is more equitable 

XVII. Corporations: Insider trading and securities fraud / Insider AND shareholder interactions – thus no fiduciary duty issues 

a. Securities fraud - 10b-5 cause of action 

i. Jx. - Federal securities law applies when there is the use of any means or instrumentality of interstate commerce – very easy to meet 

ii. Elements 

1. Material representation (or omission)

2. Scienter – intent to deceive - open question if recklessness is sufficient, but most lower courts say it is 

3. A connection with the purchase or sale of a security – fraud touches or concerns the transaction 

4. Reliance - often referred to as in cases involving public securities markets as transaction causation 

5. Economic loss

6. Loss causation – causal connection between the material misrepresentation and the loss

a. When the P sell shares at lower price – the lower price may reflect not earlier misrepresentation, but changed economic circumstances, changed investor expectations, new industry facts, etc. 

b. The more time between purchase and sale – the more likely other factors caused the loss

iii. Materiality 

1. Test for materiality

a. Omitted fact is material if there is a substantial likelihood that a reasonable investor would consider it important in deciding how to take action

2. 2 categories

a. Where the impact of the corporate development on the target’s fortune is certain and clear

i. Test is straightforward 

b. Where the event in contingent or speculative in nature

i. Difficult to ascertain whether reasonable investor would have considered the omitted information significant at the time

ii. Probability/Magnitude approach - Materiality will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity 

3. Duty to disclose 

a. No duty to disclose for securities fraud – you can just say no comment 

b. BUT remember doctrine of half truths – you can’t give an answer that is truthful, but leads the listener to believe an untrue fact – an omission that make a statement untrue

i. Duty to update past  disclosed information that is still likely to be relied upon by the investment community

ii. Basically you have to say absolutely nothing or no comment 

iv. Reliance and Causation 

1. Fraud on the market theory 

a. In open market, the price of a stock is determine by the available material information regarding the company and its business 

b. Misleading statement will defraud purchasers of stock even if the purchasers do not directly rely on misstatements 

c. The casual connection in such a case is no less than in case of direct reliance on misrepresentations 

2. Fraud on the market theory does not eliminate Reliance as an element 

a. In Face to Face transaction

i. Inquiry into investor’s reliance on info is into the subjective pricing of that information by that investor 

b. Market transaction

i. Market is performing a substantial part of the valuation process performed by the investor in a face to face transaction

ii. The market is acting as the unpaid agent of the investor, informing him that given all the information available to it, the value of the stock is worth the market price 

3. Fraud on market theory will give rise to a rebuttable presumption of reliance in cases involving:

a. Misrepresentation in open market transactions

b. Non – disclosure when there was a duty to speak because of NYSE reporting rules

4. Any showing that severs the link between the alleged misrepresentation and either the price paid or his decision to trade at a fair market price, will be sufficient to rebut the presumption of reliance
i. You rebut by proving they sold the stock for other reasons then relying on the misrepresentation 

b. Insider trading – 10b-5 cause of action 

i. Insider trading – trade made while in possession of material nonpublic information

ii. Can be  a temporary insider – you work for a company who works for another company 

iii. Common law

1. Insider has duty to disclose material facts when engaging in a face-to-face stock transaction with a shareholder of corp. 

2. No duty to disclose on an exchange 

a. Good news

i. When insider buys – hes buying from an existing shareholder

ii. This is unfair 

iii. Insider owes duty to the shareholder 

b. Bad news  

i. Insider is a shareholder and he wants out because of this bad news no one knows about 

ii. Buyer is a stranger 

iii. Insider does not owe to market place 

iv. 10b-5 cause of action 

1. Same elements

2. Duty to disclose material non-public information 

a. Disclose or abstain rule 

i. Person in possession of material inside information must either disclose it to the entire investing public, or if he is disabled from disclosing it in order to protect a corporate confidence or he choose not to do so, must abstain from trading in or recommending the securities concerned while such inside information remains undisclosed 

ii. Disclosure must have been effective 

b. Rule applies only when the person trading on material non-public information has a duty to disclose

i. Duty arises out of some sort of fiduciary duty OR relationship or trust between the person and the buyer, seller, or the corporation in who’s stock he’s trading  

ii. Without a duty the plaintiff has no standing 

c. Relationship of trust 

i. When a person agrees to maintain information in confidence 

ii. When the source and tippee have a history, pattern or practice of sharing confidences, such that the tippee should know that its confidential

iii. From spouse, parent, child, or sibling – unless tipeee can prove there was no relationship of trust 
v. Tipper – Tippee liability 

1. A tippee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only when 

a. The insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee AND

b. The tippee knows or should now that there has been a breach. 

2. Whether disclosure is a breach of the insider’s duty will depend in large part on the purpose of the disclosure

a. The test is whether the insider personally will benefit, directly or indirectly, from his disclosure (personal benefit test) 

i. Absent some personal gain, there has been no breach of duty to stockholders 

ii. Absent a breach by the insider, there is no derivative breach

iii. Benefit does not have to be pecuniary 

3. We only use personal benefit test to determine breach of fiduciary duty under 10b-5 

4. It has nothing to do with a standard breach of fiduciary duty claim – which we studied earlier 

5. You have to show a separate tippee scienter apart from the original scienter  

vi. Misappropriation theory – to find liability when insider trades in target company stock  

1. Person breaches his fiduciary duty owed to the source corporation by misappropriating information – then liability can be found for trading in target corporations stock  

2. Many people who breach a confidence may be liable under 10b-5 

a. Ex. a psychiatrist who uses information from a patient to trade in stock 

b. Ex. family member with another family member 

3. We use classic when insider trades in bidder comp stock – use misappropriation theory when insider trades in target comp stock 

XVIII. Corporations: Section 16b

a. General

i. 16b only applies to large, publicly traded corporations – that is reporting companies 

1. Different from 10b-5 which has no size limitation 

ii. Reporting company 

1. Class of shareholder numbering 500 or more AND assets of 10 million or more OR

2. Listed on NYSE

iii. Statutory insider

1. Officer – either at the time she bought or sold or director either at time she bought or sold OR

2. Beneficial owner - More than 10% owner both at the time she bought AND sold 

iv. No scienter requirement because there is a presumption that trading is a result of access to inside nonpublic information 

v. Even if you can show that you wernt in actual possession of material nonpublic information – your dead

vi. Even if you had not bad intent – your dead

vii. Policy behind 16(b0 was to deter transaction that have a high potential for fraud 

viii. A person avoids liability if he does not meet the statutory definition of an insider OR

ix. If he sells more than six months after purchase liability cannot be imposed simply because investor structured his transaction to avoid liability under 16b

x. To determine whether one qualifies as one who own more than 10% of the stock under 16b, one takes a snap shot of the level of ownership immediately before the purchase or sale

xi. Cause of action - belongs to corp. 

xii. Company can sue or derivative action by shareholders

b. Rule – a corporation may recover for itself the profits realized by an owner of more than 10% of its shares from a purchase and sale of its stock within any 6 month period, provided that the owner held more than 10% BOTH at the time of the purchase AND sale 

i. This rule only applies when the buy and sell occurred within a 6 month period – otherwise it does not apply 

1. Also applies if you were a statory insider (director, officer) at either buy or sale – does not have to be both 

2. Company sues the insider

c. Problem set 

i. BB corp. is a reporting company with 1 million shares

ii. Maynard is not a director or officer 

1. Maynard buys 20% on January 20th   for 10 a share

a. On May 1, she sells all 20% for 30 a share

i. She is not liable for the profit 

ii. Maynard is not a statutory insider when she bought the 20% initial share 

iii. She was a staturoy insider when she sold the 20% initial share 

iv. She is not liable because she must have been a staturoy insider at BOTH buy and sell 

v. Assumption made in the statute is that she didn’t have material nonpublic information when she bought because she wasn’t an insider 

vi. You need a mirroring buy and sale – roundtrip 

vii. Match any buy with any sale – you can match more than 1 sale with a buy 

b. On May 1, she sells 11% for 30 a share. On May 10, she sells remaining 9% for 40 a share

i. She is not liable for the 11% sale.  Because she did own 10% at the time of the purchase. 

ii. Statute does not apply 

iii. She is not liable for the 9% sale.  Because didn’t own 10% at time of sale

iii. Maynard is a director – same facts as problem ii

1. Maynard is liable for the 20% buy on Jan 20th
2. Maynard is liable for the 20% sale for 30 a share

3. Maynard is liable for the 11% sell and the 9% sell

4. All purchases are covered as long as purchase and sale is within 6 months because he is a director

