Business associations outline
· agency 
· What is an agency relationship?  

· The legal definition of agency is not as broad as the economists definition 
· Economists; a relationship where an agent and a principal agree that the agent will use some degree of judgment to perform a service for the principle’s benefit 
· Legal definition; restatement 2nd of agency § 1 

· Agency is the fiduciary relation which results from the manifestation of consent by one person to another that the other shall 

· (1) Act on behalf of the principal 
· (2) And subject to the control of the principal 
· (3) the agent manifests his assent or otherwise consents to do so 

· How can an agency relationship be formed? 

· (1) an agency relationship does not need to be intended 

· Courts will find that an agency relationship has been created even though the parties specifically disclaim to create an agency relationship as long as the parties meet the definition 

· Basile v. H&R Block 

· The court did find that there was an agency relationship created between the customers of H&R Block (as principals) and the employees of H&R Block(as their agents) 
· What did the court say 
· (1) what is an agency relationship 
· (1) the manifestation by the principal that the agent shall act for him 
· This is where the court says that the action fails 
· There is no showing that the customers intended for Block to act on their behalf in obtaining the RAL’s 
· The customers had three options and only one of them involved the RAL 
· The customers were not required to apply for the RAL in order to have their tax returns completed by Block or filed electronically 
· All Block did was facilitate the loan process 
· Did not apply for the loan on behalf of the customers  
· (2) the agents acceptance of the undertaking 
· (3) the understanding of the parties that the principal is to be in control of the undertaking 
· (2) who has the burden of establishing the agency relationship 
· The party asserting that one exists 
· (3) an integral part of the agency relationship is the ability of the agent to bind the principal or alter the principal’s legal relations 
· Block could not file a tax return for the customer without the customer’s authorization or signature 
· The dissent believed that an agency relationship had been created 
· (1) appellees manifested that H & R Block, through its employees, compute their taxes and complete and send their tax forms, thereby rendering service but retaining control of the manner in doing it (they maintain control over the way the tasks are performed) 
· (2) Block, through its employees, accepted the undertaking of completing and sending the tax forms (they assented to the undertaking of the task) 
· (3) appellees remained in control 
· They had to sign their own forms 
· Block employees completed forms pursuant to information given to them by the appellees  
· Who can be an agent 

· Directors of a corporation ARE NOT agents of the corporation 

· However corporate officers such as the president or assistant secretary are agents 

· Employees of business entities are agents 

· So are outside accountants 
· General and limited partners are agents of the partnership 

· What are the issues with an agency relationship; THESE ARE AGENCY COSTS  

· (1) predicting the future 

· The principal wants to ensure that the agent will perform well 

· PRBLM; the agent is in a better position that the principal to know whether they are capable of performing the task and whether they are motivated to perform the task well for the principal 
· (2) adverse selection 

· There is no way for the principal or the agent to know that they are choosing the most suitable agent or principal 

· Look to 

· References 

· Reputation 

· Third party evidence such as a degree from a university 

· (3) moral hazard 
· The risk that a party with discretion  will choose an action that decreases the expected value of the transaction to the other party  in a way that the other party cannot effectively prohibit 
· Moral hazard to agent 

· Ratcheting 

· The principal wants to get the most out of the agent at the lowest possible cost 

· The danger to the agent is that the principal will increase the agent’s task without an increase in the agent’s compensation 
· Moral hazard to principal 

· Shirking 

· The agent chooses to perform less well that the parties anticipated 

· May use suboptimal skill (may do a shoddy job) 
· May use optimal skill but in an inefficient manner (does quality work but a lesser quantity than anticipated) 

· Private benefits 

· This is where the agent uses his or her discretion opportunistically to obtain private benefits for which the agent will bear little or none of the cost 
· How can you reduce agency costs? 

· (1) incentive compensation 

· The agent’s compensation depends in whole or in part on the degree to which the agent acts in the principal’s best interests 
· Reduces the principals gain from the transaction because the gain must be shared with the agent 

· i.e. dealing with the possibility of shirking by a manager by making the manager’s compensation dependant to some degree upon the profits of the business 
· may be a fixed salary as well as a bonus (giving the employee not only the fixed claim in the salary but a residual claim in the bonus) 

· by making the compensation contingent on the success of the business the owner aligns the interest of the agent with that of the principal, thereby minimizing the possibility of shirking and at the same time apportioning some of the risk to the agent 

· however this may have the reverse effect of enticing the agent to take great risks because the gain from them for the agent will be great whereas the majority of the loss if they fail will be apportioned to the principal 

· (2) monitoring 

· The cost of monitoring is often referred to as economists as waste 

· The benefit to the employee of not working up to expectation is minimal whereas the lost profits of the principal or owner can be substantial 

· Monitoring is used to deal with the issue of self dealing; issues of shirking and private benefits 

· Hire outside agencies or auditors 

· Ways to monitor 

· Observation of performance or results followed by reward or punishment 

· PRBLM; very costly and often inaccurate 

· (3) bonding actions 

· Obtaining an insurance policy 

· Agreeing to a financial penalty clause in the agency agreement 
· Klein an coffee and agency 

· (1) employees are servants 

· The employer is the master and the employee is the servant 

· The employer (master) 

· (1) expects the employee to perform the task 

· (2) can tell the employee how to physically perform the task 

· § 220; restatement of agency 

· A servant is a person employed to perform services in the affairs of another 

· AND with respect to the physical conduct in the performance of the services is subject to the other’s control or right of control 

· (2) non-servant agents 

· One who agrees to act on behalf of the principal 

· BUT is NOT subject to the principle’s control over how the task is performed 

· (3) the agent has the ability to bind the principal 

· The principal is liable when they are disclosed, unidentified, or undisclosed and the agent is acting with actual or apparent authority 
· However, there are circumstances when the agent will also become a party to the contract 

· Disclosed; 

· When the principal is disclosed (the identity of the principal is disclosed) then the agent does not become a party to the contract 
· Unidentified; 

· When the principal is partially disclosed (the third party knows the person is an agent but does not know who the principal is) is a party to the contract 
· Undisclosed; 

· When the principal is undisclosed the agent becomes a party to the contract with the third party 

· Note that the duties in contract are reciprocal; if a principal is liable on a contract to a third party, the principal can enforce the contract against the third party as if the contract had been made directly by the principal 

· EXCEPTION; where the agent knows that the third party WILL NOT deal with the principal the agent’s failure to disclose the principal may be sufficient to make the contract voidable by the third party 

· The principal can be bound if the agent’s act was authorized either explicitly or implicitly 

· § 26 ; actual authority 
· Authority can be created by written or spoken words or other conduct of the principal

· Which reasonably interpreted 

· Causes the agent to believe that the principal desires him so to act on the principal’s account 

· § 27; apparent authority 

· Apart authority to do an act can be created as to a third person

·  by written or spoken words or other conduct of the principal which 

· Reasonably interpreted causes the third person to believe that the principal consents to have the act done on his behalf by the person purporting to act for him  

· Bound if the agent had apparent or ostensible authority 

· If the principal engages in conduct which would lead a third party to believe that the agent had authority  

· What are the ways in which the agent can bind the principal? 

· (1) actual authority 

· A principal is bound by anything the agent does that is in accordance with the principal’s manifestation to the agent 
· The principal’s manifestation is determined by the agent’s reasonable interpretation in light of the circumstances 

· The manifestation can be express or implied 

· Actual authority to do collateral acts which are incidental that accomplish the acts the principal has expressly authorized 

· (2) apparent authority 

· IMPORTANT; the test is the third party’s reasonable interpretation of the principal’s manifestations in light of all the circumstances 

· NOTE; power of position; does the person’s position give them apparent authority to act ion behalf of the corporation 

· Stems from a third party’s belief, traceable to the principal’s manifestation that the agent is authorized to act for the principal 
· In the matter of McDuffie 
· The court found that the trustee was acting with apparent authority when he made his bid on the property 
· (1) what is the rule 
· 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 apparent authority 
· The determination of a principal’s liability must be based on what authority the third person, in exercise of reasonable care was justified in believing 
· (3) estoppel 
· a principal can be held liable for an agents actions which are neither actually or apparently authorized to third parties who have changed their position in reliance upon their belief that the action was authorized IF 
· (1) the principal intentionally or carelessly caused the belief 
· (2) OR if the principal KNOWING of their belief did nothing to notify the third parties of the facts 
· (4) ratification
· The principal may ratify action of the agent which would not have originally bound the principal 
· If the principal ratifies the action then it is as if the agent had actual authority to take the action   
· (5) restitution 
· The principal is liable to third parties where the principal has been unjustly enriched by the agent’s actions which are not within the scope of the agent’s actual or apparent authority 
· (4) agents owe a fiduciary duty to their principal 

· Duties of the agent 

· Agent owes a fiduciary duty to the principal 

· Must act loyally for the principal 

· Many not gain any material benefit from the agency relationship 

· The agent may not compete with, NOR act adversely to the principal 

· The agent must only use the principal’s property for agency purposes 

· AND cannot communicate confidential information to others 

· Other non-fiduciary duties 

· Only act within the scope of actual authority 

· Comply with all reasonable instructions of the principal 

· Comply with any contractual obligations between the principal and the agent 

· Must use reasonable care and act reasonably so as not to damage the principal’s enterprise 

· Must render information to the principal the principal would believe to be material 

· Duties of the principal 

· Not a fiduciary to the agent 

· Generally free to act in his own best interest rather than in the best interest of the agent 

· Duty to deal fairly and in good faith with the agent 

· Must honor any contractual duties with the agent

· Indemnify the agent for out of pocket costs in performing agency duties 

· § 13; restatement of agency 

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

· § 379; duty of care and skill 

· UNLESS otherwise agreed a paid agent 
· is subject to a duty to the principal to act with 
· standard care and with the skill which is 
· the standard in the locality for the kind of work which is employed to perform and in addition to exercise any special skill that he has 
· §381; duty to give information 

· UNLESS otherwise agreed to 

· An agent is subject to a duty to use REASONABLE EFFORTS 
· To give his principal information which is RELEVANT to affairs entrusted to him 

· AND which the principal would desire to have

· AND which can be communicated without violating a superior duty to a third person 

· § 385; duty to obey 
· UNLESS otherwise agreed to 

· An agent is subject to obey all reasonable directions in regard to the manner of performing a service that he has contracted to perform 

· UNLESS he is privileged to protect his or another’s interests 

· Duty not to act in matters entrusted to him on account of the principal contrary to the directions of the principal 

· § 387; general principal 

· UNLESS otherwise agreed 
· An agent is subject to a duty to his principal to 

· Act solely for the benefit of the principal 

· In ALL matters connected with his agency 

· Principal’s liability for the torts of their agents 

· § 219 
· (1) A master is subject to liability for the torts of his servants committed while acting in the scope of their employment 

· Third restatement 

· (1) principal is liable when they authorize the agent to engage in tortious conduct, even though the principal may not have intended the conduct to be tortious 
· (2) the principal is also liable for torts committed by the agent when acting with apparent authority where ability to commit the tort is sufficiently related to the agency relationship 
· (3) the principal may be liable for tortious acts of their agents that result in physical injury in limited circumstances because such actions are too remote from their apparent authority 

· Fisher v. Townsends
· Vicarious liability case 
· (1) the court needed to determine the type of relationship which existed 
· Employer employee; if the principal assumes the right to control the time, manner and method of executing the work, an employer employee relationship exists 
· Why is this important 
· If the principal is an employer and the agent an employee the fault of the employee will be imputed to the principal 
· (2) the court determines that there is a question as to whether an employer employee relationship existed and that Reid was not an independent contractor 
· Is it the actions taken by the parties, not the terms of the contract that are dispositive in determining whether an agency relationship exists 
· Townsends supplied Reid with daily movement sheets that identified where the work was to be done, the total number of chickens that were to be caught, the number of birds that were to be put in each cage, which crew would be assigned and what time the crew was to report for the work 
· Towsends owned and supplied the trucks, forklifts, cages, paper-masks,  and disposable gloves worn by the chicken catchers 
· When is an agent an employee 
· An agent is an employee when the principal controls or has to the right to control the manner and means of the agent’s performance of the work 
· When is an agent acting within the scope of his employment/ outside of the scope of employment  
· An employee acts within the scope of employment when; 
· Performing work assigned by the employer or engaged in a course of conduct subject to the employer’s control 
· An employee acts outside of the scope of employment when; frolic and detour 
· The act occurs within an independent course of conduct 
· NOT INTENDED by the employee to serve any purpose of the employer 
· Termination of agency 

· Apparent authority ends when it would not longer be reasonable for the third party to believe that the agent has actual authority 

· Actual authority is terminated when; 

· When the agent renounces or the principal revokes the agency relationship 

· Only effective when the other party has notice 

· Normally the termination can be done unilaterally 

· Death or incapacity can terminate the agency relationship (need notice of the agent’s death; don’t need notice of the principal’s death)

· Principal loss of capacity terminates actual authority 

· Exception to unilateral termination; when the agency powers are coupled with interest (power given as security)
· Sole proprietorships; Klein and Coffee  
· What is a sole proprietorship 

· A business owned directly by one individual called a sole proprietor 

· The sole proprietor does not need to own and manage the entity 
· Can delegate the management responsibility giving an employee wide discretion but still the sole owner of the business

· Under the law the sole proprietor has direct ownership of the assets used in the business 
· Any indebtedness of the business is a personal obligation of the sole proprietor 

· Regardless of the value of the business, the sole proprietor has the obligation to repay all debts 

· Two types of creditors 

· Secured; their claim is secured by an interest in specific property; they also have first claim to the sale of the property for which they have the security interest 
· General; all other creditors (those that do not have security interests) are general creditors 

· general partnerships 

· a partnership is a business owned by more than one person 
· partnership presumptions 

· presumption of symmetry; in the absence of an agreement otherwise losses are divided in the same proportion as profits 
· UPA § 401; each partner is entitled to an equal share of the partnership profits and is chargeable with a share of the partnership losses in proportion to the partner’s share of the profits 
· Does not matter how much the partner has contributed to the partnership; unless the partners agree otherwise each is entitled to an equal share of the profits of the partnership 
· However this does not mean that the partners are entitled to a distribution 

· The decision of whether to distribute profits is a decision to be made in the ordinary course of the partnership business (thereby requiring a majority vote rather than unanimous consent) 
· This does not mean that the partners are entitled to a salary; UPA 401(h) 

· A partner is not entitled to renumeration for services performed for the partnership except when the partnership is being dissolved 

· The partners can agree to pay a particular partner a salary  

· presumption of equality; in the absence of an agreement each partner has an equal right to manage the business of the partnership 
· UPA § 401; each partner has equal rights in the management and conduct of the partnership business 

· personal contract; a partner’s powers could not be transferred and no one could become a partner without unanimous consent 

· UPA § 401; 

· Decision in the ordinary course of business; 

· May be decided by a majority of the partners 

· amendment to the partnership agreement or act outside the ordinary course of business 

· requires unanimous consent of the partners 

· a person may not become a partner without consent of all the partners (the partners can agree in advance that a partner can be admitted without less than unanimous consent) 

· formation of partnership 

· UPA § 202; definition of partnership 
· The association of two or more persons to carry on as co-owners a business for profit forms a partnership 
· NOTE; although Tondu and MacArthur look to contribution there is no requirement under the UPA that a partner contribute something to the partnership in order to become a partner 

· Types of contribution 

· (1) Money is the most common type of contribution 

· (2) Property 

· § 401; a partner may use or posses partnership property only on behalf of the partnership 

· § 203; property acquired by the partnership is property of the partnership and not of the partners individually 
· Property is presumed to be partnership property IF 

· Purchased with partnership assets even if not acquired in the name of the partnership 

· However when the property is purchased by one of the partners without reference to the partnership and without use of partnership funds is presumed to be separate property 

· § 204; when is property partnership property 

· (1) if it is acquired in the name of the partnership 
· (2) or in the name of one or more partners with an indication in the instrument transferring title of the person’s capacity as a partner or of the existence of a partnership 
· § 501; A partner is not a co-owner of partnership property and had not interest in the property which can be transferred 

· Whether or not the persons intend to form a partnership 

· The partnership can be formed inadvertently 

· No intent to form the partnership is necessary (but refer to the Montana cases below where the courts looked to the parties intent to determine whether a partnership had been formed) 

· 202(c) 

· (1) Joint ownership of property does not by itself establish a partnership

· (2) sharing of gross returns by itself does not establish a partnership 
· (3) HOWEVER a person who receives a share of the profits of a business is presumed to be a partner UNLESS the profits are payment for such things as
· Principal or interest of debt 

· Compensation as an employee 

· Or rent 

· Tondu; the court needed to determine whether a partnership had been formed 

· (1) the definition of a partnership 

· An association of two or more persons to carry on as co owners a business for profit 

· (2) considerations is order to determine whether a partnership has been formed 
· Intent; NOTE; partnerships can be formed inadvertently, but here the court looks to the specific intent of the parties and found that there was not intent to form a partnership; the court here stated that a partnership only arises when the parties intend to associate themselves as such   

· The parties filed separate tax forms 

· The parties never registered the name of the partnership with the secretary of state 
· The parties never entered into a partnership agreement 

· Pete specifically stated that he did not want to form a partnership 

· Mary was a signer on the brand, not an owner 

· Contribution 

· She contributed money and cattle
· He contributed money and expertise 
· Right of mutual control 

· Both parties actively participated in purchasing and marketing cattle 

· Agreement to share profits 

· No agreement between the parties to share profits 

· They pooled money but could be put into joint or separate accounts 

· MacArthur; again the court needed to determine whether a partnership existed 
· Here the question was whether a partnership had been formed which would result in Stein being liable for the debt owed to MacArthur for the alleged roofing partnership; stein had been unable to get financing to increase the size of his business and Bebe and Potter came in and Bebe arranged for a line of credit to do just that; they then skipped town and Macarthur (the party which extended the line of credit) sued Stein on the theory that partners are jointly and severally liable for the actions of the partnership (refer to UPA § 306)  
· (1) intent 
· Stein testified that he did not intend to create a partnership; the court however states that the parties cannot escape liability simply by saying that no partnership ever existed; 
· If the intended actions of the parties creates a partnership what the parties intend to call their agreement is irrelevant 
· Intent must be  established from all the facts, circumstances, actions and conduct of the parties 
· The court in this case found intent because contribution, mutual control of an agreement to share profits were proven 
· (2) contribution 
· Stein contributed the name of the business, the business license and his goodwill in the community 
· The other parties contributed roofing skills, start up revenue and sales skills 
· (3) right of mutual control 
· Stein had the right to exercise quality control over the work performed by the partnership and after inspection could require that the work conform to his standards 
· Stein had the right to discontinue the partnership and the use of his telephone number and business license 
· Stein was involved in the oversight and day to day workings of the partnership 
· (4) agreement to share profits 
· The parties entered into a formal agreement which entitled stein to a percentage of the profits from the gross revenue on all work done by the partnership  
· Mims v. UAB; again the court needed to determine whether a partnership had been formed  

· Here there were two possible partnerships at issue 
· (1) the feasibility partnership 
· The court said that the agreement created a feasibility partnership 
· (2) the development partnership 
· No development partnership was created; the court found that there was an option for the parties to move forward but no obligation to do so  
· (1) partnership rests on the intent of the parties and the agreement to become partners may be derived from 
· the expression of the parties 
· the facts and circumstances surrounding their business relationships 
· look to the attendant circumstances including the right to manage and control the business 
· applied to the development partnership 
· no amended or restated partnership agreement for development as contemplated by the parties 
· UAB stopped making land purchased for the tentative geriatric center; no bond were ever issued; no construction ever began 
· Transferable partnership rights 
· There are only two transferable partnership rights; UPA § 502; these rights are considered personal property of the partner 
· (1) right to an allocation of the profits and losses 
· (2) the right to receive distributions from the partnership 
· NOTE; UPA § 504 
· A partner’s transferable interest in a partnership can be involuntarily seized by a judgment creditor of the partner; this is a changing order or lien on the partner’s transferable interest in the partnership 
· UPA § 503 
· A transfer in whole or in part of a partner’s transferable interest in the partnership does not 
· (1) by itself cause the partner’s disassociation or a dissolution of the partnership business 
· (2) entitle the transferee to 
· participate in the management or conduct of the partnership business 
· require access to information concerning the partnership transactions 
· or to inspect or copy the partnership books or records 
· what rights does a transferee have 
· (1) to receive in accordance with the transfer distributions 
· (2) to receive upon dissolution and in accordance with the transfer the net about distributable to the transferor 
· (3) to seek a judicial determination that it is equitable to wind up the partnership business 
· Liability of partners 

· UPA § 306 

· All partners are liable jointly and severally for all obligations of the partnership UNLESS 

· Otherwise agreed by the claimant 

· OR provided by law 
· EXEPTIONS; § 306(b); new partners  

· (b) A person admitted as a partner into an existing partnership IS NOT personally liable for any partnership obligation incurred before the person’s admission as a partner 

· BUT; dissociated partners 

· Per 703(a); dissociated partners are still obligated to debts incurred before their dissociation 

· Per 703(b); dissociated partners may be liable for debts incurred after dissociation 

· Remains liable for debts incurred within two years after dissociation 

· To persons who reasonably believed the dissociated partner was a partner at the time of the obligation 

· AND The person did not have notice that the dissociated person was not a partner 

· BUT UPA § 307(c)

· A judgment against a partnership is not by itself a judgment against the partner. 

· A judgment against the partnership MAY NOT be satisfied from a partner’s assets UNLESS 

· There is a also a judgment against the partner 

· PER UPA § 307(d) 

· A judgment creditor of a partner may not levy execution against the assets of the partner to satisfy a judgment based on a claim against the partnership unless 

· (1) the partner is personally liable per § 306 AND
· (2) a judgment based on the same claim has been obtained against the partnership 
· (3) the partnership is a debtor in bankruptcy 

· (4) the partner has agreed that the creditor need not exhaust the partnership assets 

· (5) the court grants permission to the judgment creditor to levy execution against the partner on a finding that;  

· The partnership assets are clearly insufficient to satisfy the judgment 

· The exhaustion of the partnership assets is excessively burdensome 
· OR that the grant of permission is an appropriate exercise of the court’s equitable powers
· Partnerships and management 

· UPA 401; equal right to management  

· Every partner has an equal right to participate in the management of the partnership 

· UPA 403; right to information  

· A partnership shall provide partners and their agents and attorneys access to books and records of the partnership 
· Each partner and the partnership shall furnish to each partner or the legal representative of a deceased partner 
· without demand any information concerning the partnership’s business and affairs reasonably required for the proper exercise of the partner’s rights and duties under the partnership agreement  
· on demand any other information concerning the partnership business and affairs UNLESS the demand is unreasonable or improper 
· Partnership and agency 

· partners are agents of one another; all partners are both agents and principals of the partnership  

· UPA 301; 

· each partner is an agent of the partnership for the purpose of its business 

· an act of a partner for apparently carrying on in the ordinary course or the partnership business or business of the kind carried on by the partnership binds the partnership UNLESS 

· The partner has no authority to act for the partnership in the particular matter 

· AND the person with whom the partner was dealing knew or had received notification that the partner lacked authority 

· When the act is not 

· Apparently for carrying on in the ordinary course of the partnership business 

· OR business if the kind carried on by the partnership 

· The partnership is ONLY BOUND IF 

· The act was authorized by the other partners 

· Kansallis; here the issue is when the partnership is vicariously liable for the actions of its partners; the court found that the partnership can be held liable even when the partner is not acting with apparent or actual authority as long as the partner intents to benefit the partnership  
· What is the rule 
· (1) When the partner is acting with either actual or apparent authority, then the partnership is liable for the actions of the partner even if the partner was not acting to benefit the partnership 

· (2) However when the partner is not acting with any authority, either actual or apparent, the partnership can still be held liable, if there was an intent of the partner to benefit the partnership;
· UPA § 305(a); this is vicarious liability 

· A partnership is liable for loss or injury caused to a person OR for a penalty incurred as a result of a wrongful act or omission or other action able conduct 

· (1) Of a partner acting in the ORDINARY COURSE OF BUSINESS of the partnership 
· The question of whether the partner was acting within the ordinary course of partnership business only arises when the partner was acting without authority (either actual or apparent) 

· Look to whether the partner had an intent to serve or benefit the partnership (this is how you determine whether the action was in the ordinary course of partnership business 

· (2) OR with AUTHORITY of the partnership 

· Partnerships and fiduciary duty 

· UPA § 404; The only fiduciary duties a partner owes are

· The duty of loyalty; limited to;  

· (1) Accounting to the partnership and holding for it as trustee any 
· property, 
· profit 
· or benefit derived by the partner in the conduct and dissolution of the partnership 
· OR derived from use by the partner of partnership property 

· Including the appropriation of a partnership opportunity 

· (2) to refrain from dealing with the partnership in the conduct or dissolution of the partnership on behalf of a party having adverse interests to the partnership 

· (3) to refrain from competing with the partnership in the conduct of the partnership business before dissolution of the partnership 

· The duty of care ; limited to 
· (1) Refraining from engaging in GROSSLY NEGLIGENT or RECKLESS conduct, intentional misconduct, or a knowing violation of the law 

· UPA 103(b) 

· The partnership agreement may not 

· Eliminate the duty of loyalty BUT 

· (1) the partnership agreement may identify certain types of categories or activities that do not violate the duty of loyalty IF not MANIFESTLY UNREASONABLE 
· Unreasonably reduce the duty of care 

· Eliminate the obligation of good faith and fair dealing BUT 

· (1) The partnership agreement may prescribe the standards by which the performance of the obligation is measured IF the standards are not manifestly unreasonable 
· Meinhard
· Meinhard and Salmon entered into a partnership; Meinhard contributed capital while Salmon would do all the work of the partnership; Salmon did not have the capital he needed to fulfill the terms of the lease he acquired on the Hotel Bristol so he brought Meinhard in; as the lease was ending he was approached with a business opportunity 
· What does the court say about fiduciary duty 
· NOTE FROM CLASS; The role of fiduciary duty law is to fill in the gap 

· It fills in the holes for things which could not have been anticipated when the parties originally entered into their partnership 

· Joint adventurers owe one another the “duty of the finest loyalty” 

· Many of the actions taken by people working at arms length are forbidden to those bound by the fiduciary duty 

· “not honesty alone, but the punctilio (observance of etiquette) of an honor, the most sensitive, is then the standard of behavior”

· what was the court’s holding  
· (1) The court found that the partner Salmon had a duty to disclose the opportunity he gained by virtue of his participation in the partnership to Meinhard, and thereby give Meinhard an opportunity to compete for the opportunity; the court found that the new lease (even though the original partnership did not contemplate a new lease) was an extension and enlargement of the old lease which the partnership was formed for  
· Why did the court determine that the opportunity was a partnership opportunity 
· (1) geography; tract where the original undertaking was located 
· (2) identity of the person making the offer; Gerry related to the person who made the original lease with Salmon 
· Because he failed to disclose the opportunity he was forced to share the lease with Meinhard 
· NOTE; the dissent found that the opportunity was not a partnership opportunity 
· Was for a much larger tract of land 
· Called for a much higher annual rent  
· Called for a much larger investment 
· There was no renewal or extension of the old lease 
· (2) The court essentially found that Salmon had a duty to give full and adequate disclosure of the opportunity (of the material facts related to the opportunity)
· (3) There was no requirement that he include the other partner if he chose to take advantage of the opportunity 
· Partnership dissociation and dissolution 
· NOTE; because the UPA treats a partnership as a separate entity from its owners, the dissociation of a partner does not lead to the dissolution or winding down of the partnership
· (1) Dissociation 
· UPA § 601; five settings in which  a partner is dissociated from the partnership 
· (1) a partner is dissociated upon the happening of an agreed upon event 
· (2) a partner is dissociated upon becoming a debtor in bankruptcy 
· (3) a partner is dissociated upon being expelled 
· (1) pursuant to the partnership agreement 
· (2) by a unanimous vote of the other partners IF
· NOTE; the partners can agree in the partnership agreement to allow for less than a unanimous vote to expel a partner for any of the following reasons 
·  (1) Unlawful to carry on the partnership business with the partner 
· (2) the partner is a corporation which is now dissolved 
· (3) the partner can be expelled if they have transferred all of their transferable interest in the partnership 
· (4) a partner is dissociated by a court order resulting in expulsion because 
· (1) the partner has engaged in wrongful conduct that adversely and materially affected the partnership 
· (2) the partner willfully or persistently materially breached the partnership agreement or a duty owed to the partnership or other partners (fiduciary duty) 
· (3) the partner engaged in conduct relating to the partnership business which makes it no reasonably practicable to carry on the partnership with the partner 
· NOTE; this is also a ground for the court to dissolve the partnership 
· (5) the partner’s death 
· (6) the partner’s express will to become dissociated from the partnership  
· (2) what happens upon dissociation 
· The other partners purchase the partner’s interest in the partnership 
· How is the purchase price of the interest determined; UPA § 701 
· NOTE; although 701 creates a default rule that partners may agree in the partnership agreement to use a different method for determining the buyout price of the partner’s interest 
· NOTE; the amount of the buyout price is reduced by 
· (1) any amount the dissociating partner owes to the partnership 
· (2) any damages the dissociating partner may owe if the dissociation is wrongful 
· The price is based on a hypothetical value of the dissociating partner’s account as if the partnership had ended on he date of dissociation and the assets sold for  the greater of 
· (1) the liquidation value OR
· (2) the value of the partnership as a going concern without the dissociated partner 
· The price that a willing and informed buyer would pay a willing and informed seller 
· (3) when is dissociation wrongful 
· NOTE; when dissociation is wrongful the buyout price is reduced by any damages the partnership may suffer as a result of the wrongful dissociation 
· Wrongful when; UPA § 601 
· (1) it is in breach of an express provision of the partnership agreement 
· (2) OR if prior to the end of a TERM PARTNERSHIP that partner dissociates by express will UNLESS 
· The withdrawal follows within 90 days after another partner’s dissociation by death 
· (3) the partner is expelled by judicial determination 
· (4) the partner becomes a debtor in bankruptcy 
· (4) what are the consequences of dissociation 
· UPA § 603; this only applies when the dissociation does not result in the winding up or dissolution of the partnership 
· (1) the partner’s right to participate in the management of the partnership ends UNLESS the partnership is being dissolved
· (2) the partner’s duty of loyalty terminates and can compete with the partnership 
· (3) duty of loyalty and duty of care only continue as to matters arising and events occurring before the partnership’s dissociation 
· (2) Dissolution 
· UPA § 801; Six ways for a partnership to dissolve 
· (1)  where is becomes unlawful to continue all OR substantially all of the partnership’s business 
· (2) if all the partner’s agree to dissolve the partnership 
· (3) if the partnership is a term partnership, upon the completion of the undertaking or the expiration of time the partnership dissolves 
· (4) if the partnership is a term partnership the express will of half the partner’s to dissolve the partnership results in dissolution IF
· (1) wrongful dissociation ( breach of an express provision of the partnership agreement, bankruptcy, judicially ordered expulsion) 
· (2) death of one of the partners 
· (5) judicial determination dissolving the partnership (equitable grounds) 
· (1) the economic purpose of the partnership is unreasonably frustrated
· (2) another partner engaged in conduct which makes it not reasonably practicable to carry on the partnership business with that partner 
· McCormick; the court dissolved the partnership because Clark has used partnership assets for his own personal use 
· (3) not practicable to carry on the partnership in conformity with the partnership agreement 
· (6) judicial determination dissolving the partnership upon request by a transferee if the court finds that it is equitable to dissolve the partnership 
· (1) End of term partnership; completion of the undertaking or end of the term 
· (2) any time when the partnership is a partnership at will 
· limited partnerships 

· limited liability companies 

· corporations 

· (1) promoter liability 

· Barnes; because Benjamin Plumbing was unaware of the corporate status of RHN (no INC. in the name) Whitcomb, the agent of the corporation was personally liable for the money owed to Benjamin Plumbing for the services they performed 
· What is a promoter 
· The person who is responsible for the organization of the corporation 
· When does a promoter have personal liability 
· When they make an agreement by the promoter before the corporation comes into existence (before incorporation) 
· Moneywatch; promoter liability case 
· Wilbers entered into an agreement to lease space for Golfing Adventures before incorporation of the corporation J&J Adventures; the lessor informed Wilburs that he would have to remain personally liable on the lease even once the corporation was incorporated  
· The name on the lease was changed once J&J Adventures was incorporated and the question is whether the change of the name on the lease released Wilbers from personal liability for the lease; it becomes an issue because the corporation defaulted on the lease and vacated the premises 
· What is the rule 
· A promoter is NOT personally liable on a contract made prior to incorporation which is made 
· (1) in the name and solely on the credit of the future corporation
· The lease was executed in the name of WIlbers and on his personal credit 
· Submitted his own financial statement during the negotiations
· His individual signature remained on the agreement even though the name of the tenant was changed to the corporation 
· (2) BUT a corporation does not assume that a contract is made on its behalf by the mere act of incorporation 
· Mere adoption in the absence of a novation does not relieve the promoter of liability; for a novation to occur 
· (1) all parties to the original contract must clearly intend for the second agreement to be a novation 
· (2) all parties to the original contract must intend to completely disregard the original contractual obligation 
· (3) there must be consideration for the novation (the discharge of the existing obligation is sufficient consideration) 
· The court found that there was no intent for a novation; the lessor made it clear the Wilbers would remain personally liable during the negotiations  
· Promoters are initially liable for contract made prior to incorporation BUT released from liability when; 
· (1) the contract provides that performance of the contract is to be the obligation of the corporation 
· (2) the corporation is ultimately formed 
· (3) the corporation formally adopts the contract 
· There was no evidence that the corporation formally adopted the contract 
· MBCA 2.04 ; persons acting on behalf of the corporation prior to incorporation are personally liable for the debts of the corporation 
· All persons purporting to act as or on behalf of a corporation
· Knowing there was no incorporation under this act 
· KNOWING is an important issue; it is only appropriate to impose liability on those who act on behalf of the corporation knowing that no corporation existed at the time of making the contract (there was no incorporation under MBCA etc.) 
· Are jointly and severally liable for all liabilities while so acting 
· Harris v. Looney 
· 2/1/88; Harris sold his business and assets to J&R Construction 

· 2/1/88; articles of incorporation for J&R signed but not filed 

· 2/3/88; articles of incorporation filed 

· 1991; J&R defaulted on promissory note to Harris; Harris now claims they are jointly and severally liable for the promissory note (the incorporators, Joe Alexander, Looney and Rita Alexander) because the articles of incorporation had not been filed with the state at the time of contract 

· HOLDING 

· Because ONLY Joe Alexander was acting on behalf of the corporation when he purchased the business from Hill for J&R he is the only party that should have personal liability due to the wording in § 2.04 of the MBCA 
· Only Joe Alexander signed the promissory note for the sale of the business on behalf of the corporation 
· (2) internal affairs doctrine 
· The law of the state of incorporation will govern the internal affairs of the corporation 
· A corporation can be incorporated in any state even if the corporation has no other tie or connection to the state of incorporation 
· The state of incorporation is important because of the internal affairs doctrine 
· Corporate actions that cannot be performed by individuals will be governed by the law of the state of incorporation 
· What corporate actions are governed by the internal affairs doctrine; those having to do with the organic structure or the internal administration of the corporation; directors, officers and shareholders need to be aware of their rights and liabilities which can only be accomplished by having them be subject to a single states laws when it involves; 
· The issuance of shares 
· The election of directors 
· The payment or distribution of dividends 
· An amendment to the articles of incorporation 
· Steps taken in the original course of incorporation 
· (3) formation of the corporation 
· Reserving the name 
· MBCA 4.01; the name of the corporation must contain the word 
· (1) Corporation, incorporation, company, limited or their abbreviations
· (2) The corporate name cannot suggest a purpose other than the purpose permitted by the articles of incorporation 
· (3) the name must be distinguished from 
· other corporations incorporated in the state or authorized to do business within the state 

· fictitious business names adopted by the state 

· a corporate name that is reserved or registered 

· MBCA 4.02; reserving the corporate name 

· Can be reserved for a nonrenewable 120 period if the name is not already in use 
· Because the reservation of the name is personal property it can be sold to another person 

· Application must contain

· (1) The name proposed to be used 

· (2) the name and address of the applicant 
· The incorporation documents 
· MBCA 2.02; the articles of incorporation MUST contain 
· (1) A corporate name (look to reserving the name 4.01 and 4.02) 
· (2) The number of shares the corporation is authorized to issue 
· (3) Address of the corporation and the name of the corporation’s agent 
· (4) The name and address of each incorporator 
· COMPARE Delaware; the certificate of incorporation must contain
· (1) corporate name 
· (2) maximum number of authorized shares
· Par value of the shares (optional under the MBCA) 
· Classes, rights, privileges, preferences of all shares  
· (3) corporation purpose (can state any lawful business purpose)  
· (4) the address of the corporation and the name of its agent 
· (5) the name and address of the incorporators 
· (6) if the powers of the incorporators cease at the time of incorporation, the names and addresses of the directors until the first annual meeting 
· MBCA 2.02; the articles of incorporation MAY CONTAIN 
· (1) the names and addresses of the directors 
· (2) purpose of the corporation 
· MBCA 3.01; every corporation incorporated under this act has the purpose of engaging in any lawful business UNLESS a more limited purpose is set forth in the articles of incorporation 
· (3) managing the business 
· (4) Regulations of the power of the board of directors 
· (5) Par value for the authorized shares of stock 
· (6) personally liability for the shareholders for debts of the corporation 

· Filing
· MBCA 2.03 and DGCL § 106 
· unless a delayed effective date is specified, the corporate existence begins when the articles of incorporation are filed 
· The secretary of state’s filing of the articles of incorporation in conclusive proof that the incorporators have satisfied all conditions precedent to incorporation 
· MBCA and DGCL 
· allows anyone to for a corporation by delivering a certificate of incorporation/articles of incorporation to the secretary of state 
· the articles must be 
· (1) executed by the incorporator 
· (2) a copy of the articles, taxes and fees must be delivered to the secretary of state 
· (3) under the MBCA the corporation comes into existence at the close of business on the day the articles of incorporation are filed; under the DGCL they become effective at the moment that the certificate is stamped filed 
· Organization of corporation 
· MBCA 2.05 and DGCL § 108 
· After incorporation 
· (1) IF the initial directors are named in the articles of incorporation the initial directors shall hold an organization meeting at the call of a majority of directors 
· Appoint officer 
· Adopt bylaws 
· MBCA 2.06; The incorporators or board of directors shall adopt initial bylaws for the corporation
· Carry on any other business brought before the meeting 
· (2) IF initial directors are not named 
· The incorporator shall hold an organizational meeting at the call of the majority of incorporators to; 
· Elect directors and complete the organization of the corporation OR
· Elect a board who will complete organization of the corporation 
· De facto ,De Jure and Corporation by estoppel 
· What is corporation de jure? 

· The articles of incorporation are filed and the shield of limited liability is in place  

· Substantial compliance with all mandatory provisions which are meant to be conditions precedent to incorporation 
· What is de facto corporation? 

· NOTE; if the court does not find that there is a de facto corporation then the promoter will be subject to partnership liability (jointly and severally liable for the debts of the partnership=personal liability) 

· Incorporation has been defective but the promoter argues for corporate protection of limited liability 

· (1) must be a law authorizing corporate formation 
· (2) there must be a good faith effort to incorporate 

· (3) there must have been a use of corporate powers or privileges 

· Hill v. County Concrete 
· County concrete claimed that Hill never validly incorporated C&M Builders so he is personally liable on the contract to County 
· What is the test to determine whether there has been a de facto corporation 
· (1) law authorizing corporation
· (2) good faith effort to incorporate 
· The court held that there was no good faith effort on the part of Hill 
· He continued to operate under the corporate name even though the attorney advised him that it was already registered 
· He failed to disclose the proper corporate name (de jure corporation under H&N Builders) 
· (3) the use or exercise of corporate powers 
· What is corporation by estoppel?  

· There is a difference in result when relying on estoppel versus de facto 

· What is it? 

· A corporation by estoppel keeps a particular party from denying the existence of a corporation (de facto is good against every party except for the state) 

· The corporation may be estopped from denying that the corporation was in existence 

· The party which transacted with the corporation may be estopped from denying the existence of the corporation 

· What is the rule 

· (1) both parties reasonably believe that they are dealing with a corporation 

· (2) AND neither party had actual or constructive knowledge that the corporation did not exist 
· American Vending Services v. Morse
· Morse and American Vending entered into a contract where Morse sold American Vending a car wash before American Vending was a de jure corporation 
· The court found that a corporation by estoppel did not exist because the 2 attorneys acting on behalf of American Vending knew that they were not incorporated (they had tried twice to incorporate but were denied because of a name conflict) 
·  (4) the ultra virus doctrine 
· This was a cause of action for the corporation acting outside the scope of the corporate purpose described in the articles of incorporation 
· HOWEVER, 
· MBCA; does not require for the articles to contain the corporate purpose and presumed that the corporation is formed for any lawful purpose unless a more limited purpose is specified 
· DGCL; purpose must be stated but only need to state that the corporation is being formed for a lawful purpose
· The only thing that is beyond the power of the corporation is WASTE 
· What is waste 
· An exchange of corporate assets for consideration so disproportionately small as to lie beyond the range of what a reasonable person might be willing to trade 
· Such a transfer is in essence a gift (either for no consideration or for no corporate purpose) 
· HOWEVER there can be no finding of waste if there is a good faith judgment that in the circumstances the transaction is worthwhile 
· Ultra vires today 
· It is often used to describe corporate actions that are permissible but have not been authorized by the board of directors
· However, note that acts which are voidable can be later ratified by the corporation  
· (5) financing the corporation 
· Accounting 
· Preparation of the balance sheet; the balance sheet divides things the business owns into assets and liabilities  

· Example 

	Assets; 
assets must be listed as the cost they were required; because of this the assets of the business may be worth far more than the value listed on the balance sheet (but historic cost is not as variable as fair market value)  
	Liabilities and Shareholder’s Equity; divided into current liabilities, long term liabilities, and shareholder’s equity  

	(1) liquid assets; cash or cash like assets 

(2) non-liquid assets; raw materials, partly finished goods, goods ready for sale  

(3) good purchased with capital expenses; depreciate by a certain amount each year  (only one tenth of the cost of a refrigerator can be listed as an expense each year for the 10 year life of the refrigerator) 
(4) goods purchased with operating expenses; fully depreciable as they will be used within the year  

(5) prepaid expenses; the right to enjoy something without paying more for them is an asset  

(6) other assets such as goodwill 

(7) deferred charges 
	 current liabilities; 

(1) accounts payable 

(2) accrued liabilities; impending liability (when you pay for the use of something at the end of the month; i.e. you use your phone for 30 days and then receive a bill; this is an accrued liability)  

(3) accrued income taxes 

(4) long term debt due within one year 

long term liabilities 

(1) long term debt 

(2) deferred income taxes

shareholder’s equity; 

(1) this is net worth in the business setting; because more than one person usually owns a business the net worth must be described in greater detail 
(2) what is net worth; it is what you own minus what you owe 

divides shareholder or partnership equity into 

(1) the number of shares outstanding 

(2) retained earnings (the amount originally paid by the shareholders for the stock) 

	Total assets
	Total liabilities and Shareholders Equity 


· Preparation of the income statement 

· This is the final financial statement 
· (1) revenues; 
· money that the business has received 
· these are sales that are net of returned goods (these are final sales) 

· (2) operating costs and expenses 

· (1) costs which are directly attributable to the goods produced (cost of sales) 
· (2) indirect costs (overhead) 
· (3) research and development costs 

· (3) operating profit 

· This is the revenue minus the costs 

· (4) other revenue and expenses 

· This is revenue from activities other than the core business activities of the business 

· (5) income before income taxes 

· Operating profit plus the other revenue 

· (6) taxes 

· After the profit is computed must be separate provision for the taxes 

· (6) net income  

· After the taxes are subtracted you get the net income 

· Capital formation; this is the way in which a corporation or other business raises capital for the business
· NOTE; the kind of right that a corporation grants is known as a security; a security is a set of rights 
· There are two ways to finance a corporation 
· (1) Debt 
· Two types of debt 
· (1) short term
· The commercial paper market 
· Taken on when there is an immediate need for a cash infusion and the owners do not want to raise capital by bringing on other investors because of the loss of managerial control 
· Lower interest rate; smaller amount and lesser risk of non-payment  
· (2) long term 
· Long term debt is used when the corporation needs a large infusion of a cash over an extended amount of time but does not want to sell off equity in the business 
· Higher interest rate because greater amount of money and greater risk of nonpayment 
· What is the difference between debt and stock 
· (1) Debt is temporary (loan); the loan can be made by a shareholder (inside debt) or by a third party (outside debt)  
· NOTE; when the loan is made by an equity holder the IRS gives greater scrutiny to whether the debt is genuine debt (to determine whether or not the interest should be re-characterized as a dividend) 
· (1) does the obligation have the traditional indicia of debt 

· Unconditional obligation to pay a certain sum 

· A fixed maturity date 

· And interest payable regardless of debtor’s income 

· (2) Economic Realities Test 

· Objective inquiry 

· Ask whether an UNRELATED THIRD PARTY would have been willing to make a loan of similar SIZE and similar TERMS to the corporation

· The interest in the stock is permanent 
· But stock can be temporary because it can be redeemable or callable 

· Both the loan and the stock can be converted into another security 
· (2) The holder of the loan is entitled to periodic interest payments
· The holder of the stock is not entitled to the payment of a dividend 
· (3) When dissolution occurs the holder of the debt is entitled to be paid in full  
· The holders of the common stock are only entitled to what remains at dissolution after the creditors have been paid, and after the holder of the preferred stock have been paid 

· What is the importance of debt 

· Tax benefits from the debt for the corporation 

· Can deduct interest payments from the business’ income 

· NOTE; although the interest is deductible it MUST be paid; this becomes an issue if the corporation is facing a financial difficulty (will not be able to retain the earnings by not making a distribution to shareholders like an equity financed corporation can) 

· DIVIDEND payments are not deductible 

· BUT the IRS is suspicious of companies that deduct large amounts of interest
· They will re-characterize the interest as dividends 
· Denied the deductions 

· Compare with double tax burden for corporation on equity 

· Taxed once at the corporate level as its profit; then the shareholder is taxed when the dividend is distributed (this is taxed as ordinary income) 
· Compare with pass through taxation for partnerships 

· Profits and losses are allocated directly to the partners who include those profits and losses on their income 

· However this pass through can become a problem if the partnership makes no distribution and the profit still shows up on the partners income taxes 

· Debt financing 

· Bonds 

· Secured by the corporation’s assets 

· This is when the loan is divided into small pieces and sold to the public (a $1,000 bond) 

· Bonds and debentures are as readily transferable as stock 

· Debenturs

· Unsecured bonds 

· Debt covenants 
· (1) agree to an AFFIRMATIVE COVENANT;  

· maintaining financial ratios (equity to debt) 

· agree to make payments of other loans in a timely fashion

· (2) agree to a NEGATIVE COVENANT; 

· cant increase debt beyond an agreed upon level 

· or prohibit the corporation from paying more than a specified amount of dividends 

· Violating any of these covenants will result in default and the loan will become DUE and PAYABLE 

· (3) agree to a SINKING FUND;  

· Put money aside each calendar quarter to make the loan payments 

· (4) may DEFEASE the loan 

· This is advantageous for the borrower 

· Put enough money in the trust so that the borrower can pay of the entire loan (principal and interest) by having enough money to make the payments when they are due 

· Although they are still making payments the loan has been PREPAID  

· Legal dangers of debt financing 
· (1) THIN CAPITALIZATION 

· When a particular debt/equity ration is EXCESSIVE (the amount of debt to equity) 

· Compare the capital structure of the corporation to other corporations in the industry 

· Also compare the total equity owned by a shareholder to the total debt owned by a shareholder 

· IF the debt is equal to the equity then it is PROPORTIONAL, and this may suggest that some debt is actually equity 

· (2) EQUITABLE SUBORDINATION 

· Debt holders are paid before equity holders when the corporation declares for bankruptcy 

· If the creditor is also a shareholder and it looks like the shareholder took on the debt to increase their priority for repayment, the court may reduce the priority 

·  (2) Equity; an equity is an ownership interest in the business rather than a loan to the business 
· NOTE; MBCA calls them shareholders while the DGCL calls them stockholders 
· MBCA 6.01; the articles of incorporation must set forth 
· (1) any classes of shares and series of shares within a class 
· (2) and the number of shares of each class and series that the corporation is authorized to issue 
· (3) if there is more than one class or series, the articles of incorporation must 
· Prescribe a distinguishing designation for each 
· Describe prior to issuance the terms, including the preferences, rights, and limitations of that class or series 
· (4) All shares of a class or series must have terms that are identical with those of other shares of the same class or series 
·  (1) Common stock ; this is the paradigm corporate security 
· MBCA and DGCL 
· (1) All shares are identical in the absence of an explicit differentiation in the articles of incorporation 
· (2) each share has 
· (1) one vote 
· (2) right to a proportionate share of any dividend (although there is no right to a dividend) 
· (3) right to its proportionate amount of the corporate assets if any at the time of dissolution 
· (2) Preferred Stock 
· Preferred stock has preferences over common stock; may have either of these preferences or both  

· (1) Preferred dividend; when a dividend is distributed the holders of the preferred stock are paid first 
· Typically pay the holders of the preferred stock a fixes amount as a dividend before the other stock receives a dividend (although remember there is no right to a dividend) 
· (2) liquidation preference; preferred stock gets paid before the common stockholders and after the creditors; note if it is participating the preferred shareholders will get paid twice during liquidation 
· Preferred stock can be cumulative 

· If the preferred shares are CUMULATIVE, then the owners will get paid the amount they should have been paid (when no dividends were issued) plus this years dividend before the owners of common stock get their distribution 

· Preferred stock can be participating 

· If the preferred shares are PARTICIPATING, then they will get paid dividends along with the common stock shareholders even though they have already been paid dividends 

· The dividend can be equal to the shares 

· OR it can be a fraction of the shares owned by the owner 

· Can be more than one series of preferred stock 

· Remember that if there is no differentiation in the Articles of Incorporation then preferred stock will be treated as common stock (with one vote and proportionate payment of dividends if any is made) 

· MBCA 6.01(c)(1) 

· Articles of incorporation may authorize

· Special 

· Conditional 

· OR limited voting rights 

· OR not right to vote 

· Except to the extent otherwise provided by the MBCA 
· (3) other relative rights of stock 

· (1) voting rights; a trade off for economic preferences is that the shareholder often loses the right to vote 

· (2) redemption and conversion ; 
· MBCA 6.01; the right to redemption and conversion can be at the option of 
· The corporation 

· The shareholder 

· Or another person upon the occurrence of a specified event 
· Redemption 

· the corporation buys back the stock from the holder 

· In CA there is no redeemable common stock  

· Valuable to the shareholder if there is no other market for the shares to be sold  

· Conversion   
· The holder of the shares has the option to exchange the shares for a fixed amount of another security of the corporation 

· (3) callable stock (just like redeemable stock except now the corporation has the right to repurchase the shares) 
· The corporation may negotiate for the right to repurchase their shares from the shareholder at a predetermined price
· Keeps the corporation from having stock outstanding in perpetuity that has unlimited voting power or large dividends that become onerous over time 
· (3) making changes to the rights, preferences and privileges of a class of stock 

· MBCA 10.03 ; remember that a corporation acts through its board of directors 

· A corporation’s board of directors may propose one or more amendments to the articles of incorporation; for the amendment to be adopted 
· (1) the proposed amendment must be adopted by the board 

· (2) after adoption the proposed amendment must be submitted to the shareholders for their approval 

· The board cannot unilaterally amend the articles of incorporation 
· (3) must make a recommendation that the shareholders approve the amendment UNLESS there is a conflict of interest 

· (4) must notify every shareholder whether or not entitled to vote of the meeting of the shareholders at which the amendment will be submitted for approval; must state that one of the purposes of the meeting is to vote on the amendment 

· (5) UNLESS a greater vote is required by the articles or the board for the amendment to be adopted 

· (1) must have a quorum of at least a majority of the VOTES entitled to be cast 
· MBCA 10.04 

· If a proposed amendment would affect a series of a class of shares by 
· Reclassification ; Change the rights privileges or preferences ; Create a new class of shares having rights superior to the class ; Increase the rights of an exiting class that would make that class superior to the class ; Etc. 

· The holders of the shares of that series are entitled to vote as a separate voting group on the proposed amendment; they are entitled to vote even if the articles of incorporation provide that they are non-voting shares 
· (4) blank check preferred stock 

· PER MBCA 6.02 BLANK CHECK STOCK 

· Because getting shareholder approval in order to amend the articles in order to allow the corporation to issue a new class of stock the MBCA allows for the articles to contain a provision which authorizes the corporation (the board) to authorize more than one class and more than one series of stock with such attributes as the board decides 

· 6.02(a) 

· IF the articles of incorporation so provide

· The board of directors is authorized

· Without shareholder approval to; 

· (1) classify any un-issued shares into one or more class or into one or more series within a class 

· 6.02(b) and (c) 

· Before issuing the shares of a class or series created under this section 

· (b) the board must determine the rights’ limitations and preferences of the class or series within the class 

· (c) the corporation must deliver to the sec. of state for filing articles of amendment setting forth the terms of the new class or series

· (3) the mechanics of issuing stock 

· Subscription agreements 

· Contract to purchase stock 

· Presents a legal issues when the subscription agreement is entered into before the corporation is in existence is creates a problem because the contract to purchase shares is with a non-existent party 

· MBCA 6.20 

· A subscription agreement for shares 

· Entered into before incorporation 

· Is irrevocable for 6 months UNLESS 

· The subscription agreement provides a longer or shorter time 

· OR all other subscribers agree to revocation

· Statutorily authorized stock 

· PER MBCA § 1.40(2) and 2.02(a)(2) 

· The articles of incorporation must contain a statement of the number and kinds of shares that the corporation may, is authorized to issue 

· To issue more shares than are authorized by the articles of incorporation, the corporation must amend the articles of incorporation which takes both shareholder and board approval (shareholder approval of fundamental change requires an absolute majority) 

· If they do not amend the articles, then the newly issued shares are not authorized 

· They are called OVERISSUE 

· They are void 

· Issuing stock 

· Issuance 
· Issuance is the raising of capital by the corporation 

· This is different from trading because the trading is done between the shareholder and a third party and does not raise any capital for the corporation 

· This is the process of putting statutorily authorized shares in the hands of investors 
· (1) the board must approve the issuance of the shares 

· The articles of incorporation must permit the appropriate number of shares 

· The board must approve the transaction in which the statutorily authorized shares will be exchanged for consideration 
· (2) the corporation must receive the appropriate consideration for the shares 

· Once there is approval and consideration 

· The shares are validly issued and fully paid making them unassailable 
· Consideration 

· MBCA; 6.21; anything can be consideration 
· CA; what can be consideration; future services, promissory notes unless secured by other capital; past services cannot be consideration 
· Outstanding shares 

· Shares are outstanding when they have been 

· (1) statutorily authorized 

· (2) validly issued 

· (3) and remain in the hands of someone other than the corporation 

· The shareholder does not need to be the original shareholder 

· What is the importance of outstanding shares; MBCA 7.21  

· (1) only outstanding shares are authorized to vote 

· (2) only outstanding shares can receive dividends 
· Problem of dillution 

· (1) When new shares are issued at a lower price than the value of the existing shares, then they dilute the value of the existing shares Per 6.21(c); 

· Before issuing new shares, the board of directors must determine that the consideration to be received for the shares issued is adequate

· That determination by the board of directors is conclusive insofar as the adequacy of the consideration (at least in the absence of fraud 

· (2) issuing new shares will also dilute the value of the existing shares in that their proportional control of the corporation will be decreased

· The value of the shares is also diluted in the sense that the current shareholders will have to share the increase in the value of the corporation (i.e. in the receipt of dividends) with the new additional shareholders 

· To protect from dilution PREEMPTIVE RIGHT

· Right of existing shareholder to purchase his proportional share of the newly issued stock in order to maintain his proportional interest in the corporation 

· Remember that a preemptive right is an opt in not an opt out (this means that the shareholder has to negotiate for the preemptive right) 

· Preemptive right MBCA § 6.30 (default rule) 

· Codified in most states

· Shareholders DO NOT have a preemptive right unless the articles provide for such a right 

· Shares are treated as contracts 

· If you want a preemptive right then you need to bargain for it 

· (3) when are preemptive rights not triggered? 

· (1) where the consideration for the new shares is something other than money 

· Non-cash consideration is likely unique;  intellectual property or a particular person’s services 

· PAR VALUE 

· Under the Delaware rule you cannot pay less than the par value for a share of stock 

· What is the problem with the par value being the price they are going to issue the stock for 

· if they later need to sell the stock to raise capital (un-issued authorized shares) and they cant get the par value, then they cant issue the shares 

· why is low par value commonly used 

· the legal capital rule 

· forces you to allocate the consideration received between the stated capital and the capital surplus 

· capital surplus; purchase price minus the par value; any part of the capital surplus can be distributed as a dividend   

· can be issued from the retained earnings as well 

· stated capital; the par value of the stock must stay in the stated capital and cannot be distributed as a dividend  

· Why is this important 

· With legal capital rule the capital accounts determine whether there is money that can be legally distributed as a dividend 

· Insolvency test; greater protection to the creditors  

· Balance sheet test for insolvency 

· Under the balance sheet test a company is not insolvent UNLESS there assets are less than their liabilities after distribution 
· Equity test for insolvency 

· Asks whether after making the distribution, is the company going to be able to pay their debts when they come due

·  (4) distributions to shareholders; dividends 
· Both the MBCA and DGCL authorize the board of directors to issue dividends SUBJECT TO CERTAIN RESTRICTIONS 
· This also means that a corporation cannot issue a dividend unless the board of directors approves the dividend 

· Whether or not a dividend is to be issued is within the business judgment of the board 

· Why wouldn’t a board issue a dividend 

· (1) The board may feel that the corporation needs to retain the increased wealth to expand the business or to ensure that the corporation can meet its future obligations 

· (2) The corporations shareholders may not need the dividends to meet their ordinary living expenses 

· The shareholders are taxed on the dividends as ordinary income 
· (3) In a closely held corporation the board may be controlled by shareholders that has given its members employment within the corporation so they don’t need the dividend because the corporation pays them a salary 
· Restrictions on the ability to distribute dividends 

· MBCA 6.40; the insolvency test approach  

· Cannot make a distribution IF 

· (1) the corporation would not be able to pay its debts as they become due in the ordinary course of business OR 

· The board can determine that the corporation can pay its debts as they become due by any method of valuation that is reasonable under the circumstances 

· (2) the corporation’s total assets would be less that the sum of its total liabilities plus the amount that would be needed if the corporation were to be dissolved at the time of the distribution 
· DGCL § 154; the legal capital test 

· Stated capital; this is the par value times the number of shares (10 shares at $1=$10 in stated capital)  

· Capital surplus; purchase price minus the par value  (10 shares at 100 purchase price = $1000 dollars-$10 in stated capital= $990 capital surplus)  
· The dividend may be paid out of the capital surplus  

· What is the capital surplus exactly 

· The net assets (total assets minus liabilities and stated capital)= surplus 

· So $1000 from the sale of shares 

·  Subtract $10= stated capital 

· If not liabilities (such as a loan) the corporation can make a maximum distribution of $990 to shareholders 
· Retained earnings  

· The dividend may also be paid out of the retained earnings  

· (6) paying dividends 

· MBCA 6.40 

· If the board of directors does not fix a RECORD DATE for determining shareholders entitled to distribution the record date is the date that the board of directors authorizes the distribution 
· What is a RECORD DATE 

· Shares may change hands between the declaration of the dividend and the time the dividend is paid 

· The question becomes who is entitled to the dividend; the shareholder who owned the stock on the date the dividend was declared or the shareholder on the date the dividend is paid 
· this is the purpose of the record date; it fixes the list of shareholders who are entitled to a dividend 
· MBCA and DGCL 

· The list of shareholders entitled to a dividend shall be fixed as of the CLOSE OF BUSINESS on the record date 

· McIlVaine; the court had to determine who was entitled to the dividend when the shareholder died on the record date but before the close of business; should it be paid to the estate of the shareholder or the beneficiaries of the shareholder; the court refused to split the day into fractions; if you are alive on the record date, then you are entitled to the dividend 
· (7) stock splits 

· A stock split is a division of the outstanding shares into more shares 

· The ownership interest is the same, it just divides it up into more shares 

· So the corporation receives nothing in a stock split 

· Why STOCK SPLIT? 

· Shares are more easily transferable at lower prices (between $10 and $100) 

· Most splits are done through a STOCK DIVIDEND 

· Stock dividend of authorized but un-issued shares

· The board does not need shareholder approval for such an action 

· BUT only to produce a stock dividend 

· Lynam; the court found that the wife was not entitled to the additional shares of the stock where the stock had split multiple times during marriage; this is because it was not new stock but rather the original stock being split many times which the husband had owned prior to marriage; she was only entitled to the 100 shares owned as joint tenants which due to the splits were now 800 shares  

· (8) the corporation’s ability to repurchase its own shares 

· NOTE; 

· (1) repurchased shares are not counted for purposes of determining whether or not there is a sufficient quorum to take action 
· MBCA 6.31; a corporation may purchase its own shares and shares so acquired constitute authorized but un-issued shares; if the articles of incorporation prohibit the reissue of the acquired shares the number of authorized shares is reduced by the number of shares acquired 

· The shares become retired shares 

· This means that under the MBCA corporations can reissue repurchased shares (shares that is has called or redeemed) UNLESS the articles of incorporation provide otherwise 

· Allows for the corporations to seek capital again by re-issuing the shares 
· The DGCL is similar in that is allows that corporation to resell any of the shares that have been purchased or redeemed
· In Delaware the stock is called treasury stock; repurchased shares remain authorized, issued but not outstanding 
· NOTE; Unlike the MBCA they are not reissued if the board chooses to resell them because they remain issued stock 

· Also allows the board to retire the shares (they can remain authorized but un-issued by the board) 
· Because they have already received par value for the shares the board can sell them for any price or consideration  
· Also useful when the board cannot attempt to amend the articles to increase the number of authorized shares because they would not be able to sell the shares for par value 

· There are two primary limitation on the power of the corporation to purchase its own shares 
· (1) because the purchase of the shares by the corporation has the same effect as a dividend upon its creditors (less corporate assets available to pay creditors) it is subject to the same test as dividends 
· MBCA; equity or insolvency test

· DGCL; legal capital 

· (2) one share must remain outstanding at all times. WHY? 
· MBCA and DGCL 
· At least one outstanding share must have full voting rights 

· MBCA 

· At least one outstanding share must be entitled to assets upon dissolution 

· (9) other types of securities 

· Right 

· Option granted to an existing security holder 

· Usually short term (the corporation needs money immediately) 

· Used when the corporation believes that its current security holders are a likely source of capital 
· May also be used when the corporation believes that the current security holders will invest more capital because they do not want their voting power to be diluted by additional outside investment 

· They are usually transferable 

· Warrant 

· Long term option to purchase securities 

· Sold to the general public 

· May sell warrants and stock as a package (purchase the stock with an option to purchase other securities in the future) 

· Almost always transferable 
· Option 

· Different meanings of options 

· (1) An option is the power but not an obligation to do something 

· Under this definition both rights and warrants are options 

· (2) A power granted by a corporation to a particular person, usually a key employee, to purchase securities 

· Because it is usually offered as an incentive for the employee to work diligently  the option may not vest until years later (may not be exercisable until the time the option vests) 
· (3) a standardized right sold by someone other than the corporation to purchase securities of the corporation from the writer or to sell securities of the corporation to the writer 
· These are agreements between private parties 
· The corporation is not a party to the option 

· Piercing the corporate veil 

· NOTE; the purpose of the piercing the corporate veil is to prevent fraud or injustice 

· This is an equitable doctrine 
· Normally the corporations shareholders have the veil of limited liability and are not responsible for the debts of the corporation (the only thing the shareholders are responsible for is the agreed upon purchase price for the shares) 
· When the court pierces the corporate veil the shareholders become personally liable for the debts of the corporation if the corporation is unable to pay 
· In practice it is only germane to closely held corporations 

· What does piercing the corporate veil not do 

· (1) does not dissolve the corporation 

· (2) does not make the shareholders liable for all the corporation’s debts; if liable it only makes the shareholders liable for the plaintiff’s claim 

· What is the general rule 

· A corporation is perceived as a distinct and separate entity from its shareholders, officers and directors 

· So when does the court pierce; what is the test  

· (1) separate corporate identity; the question is whether the stockholder and the corporation has maintained a separate identity 
· Undercapitalization 

· The court looks to the time when the corporation was first incorporated to see whether the owner provided enough equity and insurance to cover reasonably foreseeable obligations that the corporation might incur 
· Failure to observe corporate formalities 

· Has there been board and shareholder meetings 

· Has the board appointed officers 

· Has the corporation filed annual reports with the secretary of state 

· Absence of corporate records 

· Payment by corporate funds of individual obligations 

· Has there been commingling 

· Does the corporation and the individual have a separate bank account 

· Does the owner move funds from the corporate bank account to his bank account and visa versa 
· (2) would adhering to the separate corporate existence result in fraud or inequitable consequences 
· The fraud or the inequitable consequences must flow from the misuse of the corporate form 

· That act must cause the fraud or inequity 

· The mere fact that the corporation is unable to pay its debts is not sufficient 

· (3) the court deems that it is appropriate to piece the corporate veil 

· Enterprise liability 

· Similar to piercing the corporate veil 
· However in this sense it is not used to make the shareholders in the corporation personally liable for the debts of the corporation 

· Rather it is used to impose liability on the parent corporation for the debts of the subsidiary 

· Seeks to aggregate corporation into a single enterprise and hold the entire enterprise liable 

· (1) horizontal; creditor seeks to aggregate one or more corporation that are under common control 
· (2) vertical; seeks to hold the corporate parent responsible for the debts of the subsidiary 

· Smith 
· Colonial mat applied for a line of credit with McLeod and McLeod granted the line of credit once Smith (the president of both colonial mat and colonial industrial) agreed to give a personal guarantee; Smith then sent a letter stating that he would be doing business as colonial carpets after doing business with McLeod as colonial mat for over a year; bills eventually went unpaid; McLeod sued Colonial Mat and Smith and Colonial Mat now claims they should not have been a party
· The court had to determine whether colonial mat and colonial carpet were separate companies for purposes of enterprise liability 
· What does the court say; 
· (1) do not disregard a corporate entity unless it is needed to prevent fraud or unfairness to third parties 
· Refuse to recognize separate entities where the facts establish several corporations acting as the same entity   
· (2) considerations 
· Considerations for enterprise liability  
· Separate identity prong 
· (1) Similar names used 
· Colonial mat and colonial carpet 
· (2) Common principal corporate officers, directors and employees 
· Smith was the president of both 
· The only other director was the same for both colonial mat and carpet 
· Shared the same office manager 
· (3) Similar business purpose of the corporations 
· engaged in virtually identical business 
· colonial mat; all floor coverings 
· colonial carpet; all floor coverings except for mats 
· (4) Whether the corporations were located in the same office, used the same telephones and business cards
· Operated at the same address with the same telephone number 
· (5) intermingling of assets 
· Colonial mat paid for the obligations of colonial carpets 
· Fraud or inequitable consequences prong 
· (1) The corporations are not operated as separate entities but are manipulated or controlled as one enterprise to cause illegality, fraud or injustice or to permit one entity to escape liability arising our of an operation conducted by one corporation for the benefit of the whole enterprise 
· If the corporations were allowed to be distinct, then colonial mat would not be forced to pay the obligations of colonial carpet and McLeod would be out in the cold; equity requires that they pay for the debt of colonial carpet 
· In re U HAUL 
· Here the issue was whether UHI (UHAUL) and its insurance company (republic) which are owned by the same parent corporation are not distinct corporations thereby compelling UHAUL to produce documents which are in the possession of Republic 
· The court held that UHAUL and republic were not sufficiently similar entities even though they were owned by the same corporation 
· General rule; 
· parent and subsidiary corporations are separate and distinct persons as a matter of law 
· only disregarded when the the corporate form is used as part of an unfair device to achieve an inequitable result 

· When the corporation is organized as a mere tool or business conduit of another corporation 

· When the corporate fiction is resorted to as a means of evading an existing legal obligation
· Applied to instant case

· No evidence that UHI treats republic as a mere department 

· No evidence that they integrate their resources to achieve a common business purpose
· Goldberg v. Lee Express
· Goldberg was hit by a taxi cab owned by Lee Express (the corporate owner) which is owned by More; the core chose to impose enterprise liability and aggregated the 16 taxi cab companies owned by more 
· (1) more purchased centrally all supplies, automobile parts, oil, gas and tires for all of the corporations
· (2) more commingled receipts, disbursements, assets and property   
· (3) all the taxicabs for all the corporations were centrally garaged 
· (4) all the operations and properties of all the corporations were operated, controlled, managed and maintained as a singled entity by More 
· Equitable Subordination 
· Similar to piercing the corporate veil because the court is asked to use its equitable power to reach a fair result 
· What is it 

· The court uses its equitable power to subordinate one claim to others if fairness requires 

· Pepper v. Litton 
· Litton was the sole shareholder of Dixie and Pepper sued Dixie when he wasn’t paid royalties due under a lease;  while this case was pending Litton caused Dixie to confess a judgment in favor of Litton for back wages and executed the judgment after Pepper obtained a judgment, which forced Dixie to file for bankruptcy; Litton then attempted to get his back wages judgment fulfilled in bankruptcy court 
· The bankruptcy court chose to subordinate his claim to that of Pepper; the Supreme Court upheld the decision 
· (1) he sat on his back wages claims and only chose to enforce them when the debtor corporation was in financial difficulty 
· (2) he only enforced the back wages claim so that the claim of Pepper would be impaired; he enforced the claim and forced the corporation into bankruptcy to avoid paying Pepper the royalties he was owed under the lease; he also wanted to make sure that he could get all the assets of the corporation to the exclusion of the creditor, Pepper 
· How corporations take actions 
· (1) The board of directors
· NOTE; the directors of the corporation are not agents because they cannot act individually but can only take action as a board 
· MBCA 8.01 and DGCL § 141 ; the board of directors manages the business affairs of the corporation 
· This is because a corporation is a fictional entity that can only act through humans     
· (1) the board is the center of all corporate activity 

· All powers of the corporation reside in the board 
· (2) each corporation must have a board of directors 
· BUT MBCA 7.32 and DGCL § 140; allows for an agreement among the shareholders to eliminate the board of directors 
· (3) the board does not need to perform every corporate activity
· However every act of the corporation should be traceable to the board of directors 
· The statute states that all corporate powers shall be exercised by or under the authority of the board and the business and affairs of the corporation shall be managed by or under the direction of the board 
· this makes it clear that the board has the authority to delegate  
· per the MBCA and the DGCL the board can delegate board power to committees BUT cannot 
· (1) a committee is prohibited from changing the corporations bylaws (adopting, repealing or amending bylaws) 
· (2) a committee is prohibited from approving fundamental actions (mergers, dissolution or sale of corporate assets) these are actions which must be submitted to the shareholders (cannot approve adopt or recommend actions which are required to be submitted to shareholders for approval) 
· (3) MBCA ads that a committee cannot declare dividends except pursuant to a formula provided by the full board 
· (4) MBCA ads that a committee cannot fill board vacancies 
· Grimes; are there limitations on the power of the board to delegate 
· The plaintiff in the case claimed that the board of DSC unlawfully abdicated its power to manage the corporation by entering into an employment contract with Donald, to be its CEO, which allowed Donald to terminate his employment if he unilaterally determined in good faith that the board had unreasonably interfered with his management of the corporation, qualifying for a large termination payment   
· The plaintiff claimed that this provision effectively kept the board from managing the business affairs of the corporation 
· What did the court say 
· (1) the DGCL allows for the board to delegate managerial duties to officers EXCEPT when doing so would violate the articles of incorporation or bylaws; HOWEVER the board may not either formally or effectively abdicate its statutory power and its fiduciary duty to manage or direct the management of the business and affairs of the corporation 
· (2) the court held that the severance package was not an abdication of the board’s managerial power because 
· (1) the employment contract does not say that cant interfere it simply allows for Donald to terminate and be paid if he feels that they have unreasonably interfered with his management of the corporation 
· (2) the termination payments were a small fraction of the total wealth of the corporation 
· (2) the number, selection, election term and removal of directors 

· (1) number and selection of initial directors 
· MBCA § 8.03(a) and DGCL 141(b) 

· A board MUST consist of ONE or MORE individuals 

· The number of board members must be stated in the (1) articles of incorporation OR (2) the bylaws of the corporation 

· MBCA 8.05; initial directors terms expire at the first shareholder’s meeting electing directors 

· MBCA § 2.02(b)(1) and DGCL 102(a)(6) 

· The initial directors can be named in the articles of incorporation 

· This is preferable. WHY? 

· (1) immediately certain who the first directors are 

· (2) initial directors are vested with all corporate power at the time of incorporation 

· MBCA 2.05(a)(2) and DGCL 108(a) 

· IF they are not named, then the incorporator MUST name them as part of the organizational meeting process (post filing procedure) 

· PRBLM; 

· (1) lag time in which the incorporator is vested with corporate power 

· (2) The board then has its own organizational meeting where it issues stock, creates bylaws etc. 

· (3) The default rule then tells you that directors are elected annually 

· (2) ELECTION AND TERM 

· At least one director MUST be elected at EVERY annual shareholder meeting 

· The default rule is that ALL DIRECTORS are to be elected annually (this means that the default is a one year term) 

· How can the default rule be altered? 

· (1) classified board (we will look at this in Lehrman v. Cohen)

· The power to elect at least one director is VESTED IN or DENIED TO at least one class or series of stock 

· This is desirable when the planners

· (1) foresee disagreements among shareholders in the future 

· (2) wish to give one series or class of stock disproportionate power to another series or class 

· (2) staggered terms (not very often in private companies; we will see this in Humphreys v. Winous)
· Divide the board into thirds so that each director has a three year term (so only one group of directors comes up for election annually; justified so that continuity remains in the corporation; really a tool to keep a hostile takeover from occurring by a party who becomes a majority shareholder) 

· The end of the director’s term does not mean that they are not a director 

· Remains in office until;  They become HOLDOVER DIRECTORS; you continue until a successor becomes duly elected 

· (1) reelected 

· (2) another person is elected to fill the position 

· (3) the number of board members is reduced at the end of the director’s term 

· (4) or the slot becomes vacant 

· How are vacancies dealt with? 

· Vacancies can occur due to death, resignation or removal 

· In Delaware the default rule is that the vacancy can ONLY be filled by the remaining board members 

· MBCA; vacancies may be filled by either the; 

· Remaining board members 

· OR by the shareholders 

· Whichever acts first (as a general rule the board will fill the vacancy because they can act more quickly than shareholders) 

· (3) REMOVAL OF DIRECTORS

· The power to remove a board member is the power of amotion held by the shareholders 

· Shareholders have the power to remove directors 

· The board itself has no power to remove a member of the board 

· MBCA and Delaware; can be removed WITH or WITHOUT CAUSE; MBCA § 8.08  

· Classified board members; 

· Can only be removed by the same set of shareholders which elected them 

· Delaware; classified board members can only be removed FOR CAUSE (also applies to staggered boards; In Delaware they can only be removed for cause 

· In Delaware removal of a director requires; 

· (1) specific charges for removal 

· (2) adequate notice 

· (3) a full opportunity to meet the accusation 

· Regardless of whether the action is taken at a shareholder’s meeting or by written consent
· (4) Hoschett v. TSI; what happens if the corporation fails to hold an annual meeting 
·  TSI had never had a shareholders meeting and a shareholder brought a lawsuit to compel to TSI to have a shareholders meeting. TSI had instead obtained a written consent from the majority of the voting power of the corporation to elect five directors. The issue is whether getting the written consent keeps TSI from having to hold an annual shareholders meeting
· What does the court say; two statutes which seem to be in conflict 
· (1) DGCL 211; mandatory that the corporation have an annual shareholders meeting 
· (2) DGCL 228l authorizes any action required by 211 to be taken at a shareholder’s meeting to be taken (1) without a meeting (2) without notice (3) and without a vote if a consent setting forth the action so taken shall be signed by the holders of outstanding stock NOT LESS than the MINIMUM number of votes that would be necessary to authorize such action at a meeting 
· What does the court say; importance of the annual shareholder meeting  
· the annual meeting is about more than having shareholders vote
· (1) knowing that there is going to be such a meeting has a beneficial impact upon managerial attention and performance 
· (2) provides for discipline and an occasion for participation of a kind 
· What does the court say; holding; this is also the revised DGCL 211 
· Majority consent to elect directors; the directors hold office in lieu of the annual shareholders meeting where they all come up for election; the majority written consent removes the old directors and replaces them with new directors, but they only serve until the next annual shareholders meeting where they all come up for election 
· Unanimous consent; you can get around the annual shareholders meeting 
· (3) mechanics of board action; how the board takes action 

· (1) no meeting 
· The board of directors can act by unanimous written consent 
· MBCA 8.21; unless the articles of incorporation require the board to take action via a meeting action required or permitted to be taken by the board of directors may be taken without a meeting if EACH director signs a consent describing the action to be taken and delivers it to the corporation
· The consent can be revoked by delivering a revocation signed by the director and delivered to the corporation prior to the delivery of the written consent 
· Non-unanimous board action without a meeting is invalid 
· (2) meeting 
· For board action at a meeting to be valid 
· (1) call 
· The call of the meeting is the decision to hold the meeting 
· Regular meetings;  
· which may be provided for in the corporations bylaws do not require a separate call because they are automatically called 
· (2) notice 
· DGCL; only requires that the board members be given “due notice” which gives the board discretion in establishing procedures for notifying the member 
· MBCA; must more detailed 
· (1) regular meeting; the default rule is that no notice needs to be made for regular board meeting 
· (2) special meetings; requires (2) day notice of the location and time of the board meeting but does not require notice of the purpose of the meeting; notice can be waived by the director’s presence at the meeting; notice can also be waived by an express written waiver 
· (3) quorum 
· The quorum is the minimum amount of voting power that must be present for actions at board meetings to be valid 
· MBCA and DGCL; default rule is that the quorum is HALF the total number of directors
· NOTE; the number can be raised but it cannot be lowered 
· NOTE; the number is not based on the total number of filled board positions (if there are any vacancies) but on the total number of board positions 
· 8.24(d);  a director is presumed (deemed) to have voted assented to the action taken if they are present at the meeting UNLESS 

· (1) You object to the meeting in a timely manner (at the beginning of the meeting) to the holding of the meeting or transacting business at the meeting 

· (2) Dissent is noted in the minutes of the meeting 

· (3) OR deliver written notice of his dissent or abstention to the presiding officer of the meeting before its adjournment or to the corporation immediately after the adjournment of the meeting 

· (4) adequate vote 
· The action must be approved by a sufficient vote 
· (1) board action by consent; requires unanimous consent 
· (2) board action by meeting 
· An action is approved if it receives the assent of a majority of directors present at the meeting 
· NOTE; MBCA; you can break the quorum by leaving the meeting if you are opposed to the action keeping there from being a sufficient vote; DGCL; directors cannot break the quorum 
· Alderstein v. Werthheimer; the court had to determine whether the board meeting of SpectruMedix on July 9th was properly convened making the actions taken at the board meeting valid; Alderstein, the former chairman and CEO and president of SpectruMedix claimed that the meeting was not (1) properly conducted; the court determined that the actions at the board meeting were invalid because; (1) because he was the controlling shareholder of the corporation he was entitled to notice of the decision to provide shares to Reich which would have diluted the voting power of his shares (2) Alderstein could have prevented the issuance of the new shares by delivering a written consent to the corporation removing the other 2 directors because he was the controlling shareholder 
· (4) officers
· (1) MBCA and DGCL; 
· a corporation has whatever officers its (1) bylaws or (2) its board of directors determines and that those officers have whatever powers are specifically granted to them    

· MBCA; 
· (1) there must be at least one officer of the corporation 
· (2) multiple offices can be held by the same person 
· (3) officers can be removed with or without cause 
· Andrews; Andrews claimed that as vice president his wrongful termination breached the fiduciary relationship he had with the corporation because he was going to report the president to the board for mishandling corporate assets and causing moral problems with the other employees. The court held that per MBCA 8.43 the board can remove an officer with or without cause although they noted that this could be modified by contract. The court stated that his position did not create a special relationship of trust and reliance between him and the corporation  
· (4) officers have whatever powers are specifically granted to them by the bylaws or the board 
· DGCL; 
· (1) must have at least 2 officers
· Every shareholder of a Delaware corporation is entitled to a stock certificate signed by at least 2 officers 
· Officer (1); must be either chair or vice chair; president or vice president 
· Officer (2); must treasurer or assistant treasurer; secretary or assistant secretary 
· (2) any number of offices may be held by the same person 
· (3) the coporation’s failure to elect officers has no effect on the corporation  
· (4) case law has taken the position that officers can be terminated with or without cause 
· CA; requires that there be a president, treasurer and secretary 
· Snukal v. Flightways; Snukal entered into a lease with Flightways to rent his Malibu residence to Lyle who was the president, CFO and secretary of Flightways. The rent eventually went unpaid and Flightways claimed the Lyle did not have the authority to enter into the lease on behalf of the corporation. The CA Corporations code holds that an instrument is not invalid if it entered into without authority if it is signed by an operational officer (say the president) and a record keeping officer (secretary) and the other party does not know that the person does not have authority to bind the corporation. Since Lyle was both the president and secretary the lease was valid. Case shows the issue with one person wearing multiple officer hats=destroys checks and balances 
· (2) An officer is a person who holds an office, which in turn, is a position to which particular kinds of duties and powers are attached 
· (3) an officer is an agent of the corporation
· H-D Irrigating; the court found that although Kimble was the president of both Kimble properties and Hobble Diamond Cattel Co. at the time he made the misrepresentations which were at issue in the case he was acting as an agent for Kimble properties. The general rule is that a principal if liable for the wrongs of his agent committed while acting in the scope of his employment. Since he was only acting as an agent for Kimble properties, Hobble Diamond, Hobble Diamond was not liable. 
· Review of agency 
· (1) agency relationship is consensual not contractual; principal manifests his consent to have the agent act on his behalf and the agent manifests his consent to do so

· (2) the agent acts on the principal’s behalf and subject to the principal’s control 

· The principal does not need to have control over the physical performance of the task (although this would make the agent a servant and the principal would be liable for the torts committed by the servant while acting in the scope of employment) 

· It is enough for the principal to control the general performance and outcome 
· (3) agency may be ended unilaterally by either party 

· (4) the principal is bound by the actions of the agent taken by 

· (1) the agent while acting within the scope of his actual authority 
· (2) any act done in accordance with apparent authority (third party’s reasonable interpretation of the principal’s manifestation to the third part
y that the agent is authorized) 
· (3) bound by estoppel 
· (4) bound by ratification of the agent’s actions 

· (5) may be bound by tortious actions that cause personal injury if the agent is an employee or servant 

· Agency and Corporations 
· (1) All employees of the corporation are agents (they are also servants) 
· (2) outside employees are also agents 

· (3) the corporations directors are not agents because they cannot act as individuals but rather must act collectively and the directors are not under the control of the corporation 
· (4) an officer is an agent of the corporation but they are different from employee agents 
· Officers are held to fiduciary duties similar to that of directors of the corporation 

· Officers have to be named in the corporation’s annual report 

· The corporation may be required to indemnify the officer and the officer may be statutorily subject to liability 

· (5) they have three types of powers 

· Have actual authority (this is authority granted by the board) 

· Have apparent authority (actions taken in the ordinary course of business) 

· Have power of position 
· Shareholder Governance 

· (1) what power do shareholders have in the corporation 
· The shareholders do not have any power in the management of the corporation (the board of directors per the MBCA is responsible for managing the business affairs of the corporation) 
· HOWEVER 

· (1) shareholder elect directors; even with a staggered board the shareholders elect 1/3 of the board of directors every year 

· (2) the shareholders are required to approve certain fundamental changes 

· Amending the articles of incorporation 

· Selling all or substantially all the corporation’s assets 

· Mergers 

· Dissolving the corporation 

· (3) the board can put things before the shareholders at their discretion 
· i.e. a proposed transaction where some if not all the directors have a conflict of interest 

· (4) have the power to remove or amote directors (one or more) without board interference 

· (2) how do shareholders vote 

· For there to be a proper shareholder meeting 

· (1) call 

· The decision to hold a meeting at a particular time and place and often for a particular purpose 

· Both the MBCA and the DGCL require there to be annual shareholders meetings 
· The bylaws or the articles of incorporation can contain the call for the meeting 
· Special meetings are any meeting other than an annual meeting; can be called by the board or by a person designated by the bylaws or the articles  

· (2) notice 

· Annual meeting; The shareholder must have between 10 and 60 days notice of the date, time and place of the annual meeting  

· McKesson; the court would have invalidated the action taken at the shareholder meeting because the notice was not between 10 and 60 days; the notice was 61 days; but the court upheld the action as valid because of an ambiguity with prior precedent  

· NOTE; DGCL required 20 to 60 days notice for fundamental changes 

· Special meeting; For the special meeting the shareholders must also have notice of the purpose of the meeting; this is the only purpose for which the meeting can be transacted 

· Waiver of notice; Notice can be waived by a written waiver delivered to the corporation which can be signed before or after the meeting; implied waiver occurs when the shareholder attends the meeting without objecting at the beginning of the meeting 

· Who is entitled to notice; shareholders at the close of business on the record date    
· (3) quorum 

· Default; majority of the shares entitled to vote (since only outstanding shares are entitled to vote it is a majority of the outstanding shares 
· A shareholder quorum once established is valid for the remainder of the meeting so the shareholder cannot break the quorum 

· (4) sufficient vote 

· DGCL; 
· majority of the votes present at the meeting 

· under the DGCL an abstention is counted as a NO vote 

· fundamental changes; require an absolute majority; an absolute majority is a majority of all the shares entitled to vote 

· MBCA 

· A matter is approved if it receives a simple majority meaning the YES votes need to outnumber the NO votes 

· Abstentions are not counted 

· DGCL and MBCA 

· Directors are elected by a plurality of the vote 

· The candidates with the most votes are elected as long as there is a quorum present 
· CA 

· Yes votes must be both (1) a majority of the required quorum (2) a majority of the shares voting 

· How is a shareholder present for a shareholders meeting 

· DGCL and MBCA 
· (1) owner physically present 
· (2) proxy;  

· MBCA and DGCL 

· agency relationship where the shareholder appoints another person to attend the shareholders meeting on the shareholder’s behalf and vote the shareholder’s shares 

· limited proxy; the shareholder authorizes the agent to vote in a particular way 
· general proxy;  the agent can use his discretion in voting 
· Irrevocable proxy; the intention for it to be irrevocable is stated in writing and it is coupled with an interest 

· The irrevocable proxy can be revoked if the interest it is coupled with is extinguished 

· MBCA; 
· a proxy can only be created by writing or electronic transmission 
· principles death does not invalidate the proxy in absence of actual knowledge by the corporation 

· the proxy is only good for 11 months 

· DGCL 

· The proxy is good for 3 years 

· CA 

· For the proxy to be irrevocable it does not need to be coupled with an interest ONLY needs to state that it is irrevocable 

· How do shareholders take action by consent 

· MBCA
· Per the MBCA shareholder action without a meeting must be unanimous  

· Because it must be unanimous the MBCA limits shareholder consents to closely held corporations 

· The consents are revocable until the time all the consents from all the shareholders are delivered to the corporation 

· DGCL 

· Allows for consents to be obtained and submitted electronically 

· The shareholders can take action by consent even if they are not unanimous 

· It is unclear whether the consents can be revoked under the DGCL 

· MBCA and DGCL 

· Consents are only valid if delivered to the corporation within 60 days of the receipt of the earliest consent 

· CA

· Absolute majority is required to take action by consent 

· However UNANIMOUS consent is required when the shareholders are electing directors 

· Who may vote at shareholders meetings 

· MBCA and DGCL 

· Only shareholders of record (those who owned the shares on the record date) 
· Only outstanding shares can vote at the shareholder meeting 

· The record list must be prepared rapidly after the record date and must be made available to shareholders until the shareholders meeting is adjourned 

· How do shareholders vote for directors  

· (1) straight voting 
· DGCL; default rule is straight voting 

· With straight voting the majority shareholder will always control the board of directors 

· (2) cumulative voting 

· Cumulative voting allows for a minority director to be elected 

· CA; the default rule is cumulative voting
· 301.5 allows for the elimination of cumulative voting 

· Listed corporation; need an amendment to the articles or bylaws 

· Non-listed; amendment to the articles or bylaws which only takes affect when the corporation becomes a listed corporation 

· 301.5; allows for staggered terms 

· Can serve for 2 or 3 years 

· If (2) classes then 6.5 directors must be elected each annual shareholders meeting 

· If (3) classes then 9.33 directors must be elected at each meeting 
· MBCA; there is no cumulative voting unless the articles of incorporation provide the right for shareholders to cumulate their votes; even when cumulative voting is provided for in the articles must have (1) 48 hours notice of the intent of the shareholder to cumulate votes (2) even one shareholder is the class eligible to cumulate vote gives notice all are entitled to cumulate votes    

· Removal of minority elected directors 

· MBCA 8.08 

· If cumulative voting is authorized then the director cannot be removed if the number of votes sufficient to elect him under cumulative voting vote against his removal 

· CA 3.03 

· Same as the MBCA 

· Shareholder’s rights to information 

· MBCA & DGCL 
· Shareholders have the right to examine some documents 

· This right is called the shareholders inspection right 

· The shareholder bears nearly the entire cost of obtaining the information 

· In order to inspect corporate documents the shareholder needs to have a PROPER PURPOSE 
· In order for the purpose to be proper the information sought must be reasonably related to the legitimate interests of the shareholder 
· NOTE; the proper purpose cannot be adverse to the corporation’s interests 
· Compaq v. Horton; Horton wanted to inspect the stock ledger and other related material because he contended that Compaq misled the public as to the value of their shares while the directors were selling off their shares. Although the court found that the purpose was proper (notifying other shareholders about fraud may lead to multiple lawsuits and deter fraud) the court noted that the proper purpose CANNOT be adverse to the corporation. They found that the purpose was not adverse because (1) litigation was already pending and (2) corporations and their agents need to answer to their shareholders for their breaches of fiduciary duty (3) because he is a shareholder Horton gains nothing by injuring the corporation   
· What documents do they have the right to inspect 

· MBCA and DGCL 

· (1) the record list of shareholders before the shareholder meeting 

· DGCL 
· (1) any shareholder has the right to inspect any voting trust agreement 
· MBCA 

· Any shareholder can inspect 

· (1) articles and bylaws 

· (2) list of current officers 

· (3) the current annual report 

· The SEC requires that corporation provide periodic reports to its shareholders 

· Fiduciary Duties 

· Three duties 
· (1) the duty of care 

· Directors and officers have an obligation to be informed 

· Not just an obligation to act in the best interests of the corporation 

· What is the judicial standard of review for a violation of fiduciary duty (the duty of loyalty, care, or good faith)? 

· MBCA and the duty of care 

· 8.30; each member of the board of directors shall act in (1) good faith (2) and in a manner that a director reasonably believes to be in the best interests of the corporation (3) requires the members of the board to discharge their duties with the care that a person in a like position would reasonably believe to be appropriate under similar circumstances (ordinary negligence) 
· MBCA and ability to rely; also under the DGCL § 141(e) 

· 8.30; a director is entitled to rely upon information, opinions, reports or statements prepared by officers or employees who the director reasonably believes to be competent and reliable as to the opinions, reports, information, statements, opinions provided 
· How do you get around this in Delaware; 

· (1) the directors did not in fact rely on the expert 

· (2) reliance was not in good faith 

· (3) they did not reasonably believe that the advice was within the expert’s professional competence 

· (4) expert was not selected with reasonable care by or on behalf of the corporation and the faulty selection process is attributable to the directors 

· (5) 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’s advice or lack of

· (6) the decision of the board was so unconscionable as to constitute waste or fraud 

· Per Caremark can be violated in 2 ways 

· (1) misfeasance; 
· the failure to act in an informed manner (need to be informed of all the material facts which are reasonable available; this was the cause of action in Smith v. Van Gorkham)

· Smith v. Van Gorkham; the shareholders brought an action to rescind a merger between Trans Union and New T. the court refused to afford the board of directors of Trans Union the protection of the business judgment rule because the directors were not informed. (1) the directors were grossly negligent by not making themselves informed of all the material information that was reasonably available to them. They did not know (1) the CEO’s role in setting the price and forcing the sale of the corporation (2) were uninformed about the intrinsic value of the corporation (3) only 2 hours of consideration with no report provided by the CEO who they relied upon; they can only rely when the representations made by the officer are made on a sound basis (4) no members of the senior management attended the meeting and only one director knew of the purpose of the meeting 
·  (2) nonfeasance  
· There is an unconsidered failure of the board to act in circumstances in which due attention would arguably have prevented the loss (this is the case in Caremark) 
· Duty to attempt in good faith to ensure that adequate corporate information and recording systems exist 
· They are adequate when they are reasonably designed to provide the board with timely and accurate information so the board and management can come to informed decisions regarding the corporation’s compliance with the law and its business performance 
· Caremark; the shareholders brought a derivative action claiming that the board had breached their duty of care by failing to monitor properly their employees which led to  violations of federal and state law which and a $250 million payout by Caremark. The court afforded the board the protection of the business judgment rule. WHY? (1) there was an external and internal audit performed by the corporation (2) guides to ensure compliance with federal law (3) advice from inside and outside legal counsel   
· (3) Business Judgment Rule; this is a presumption in favor of decisions made by the board
· NOTE; the proponent of the board action has the burden of rebutting the presumption; once the proponent meets the business judgment rule the burden shifts to the board to prove the entire fairness of the of the transaction to the shareholder plaintiff    
· Absent illegality, fraud or self dealing the court will presume that the board made (1) an informed decision (2) in good faith and (3) in the best interests of the corporation

· NOTE; when will the courts not supply the protection of the business judgment rule 

· (1) if the board was grossly negligent in the process of making their decision including the failure to consider all material facts reasonably available to them 

· (2) the decision of the board is not based on any rational business purpose 

· CA counterpart 

· NOTE; in CA the standard seems to be ordinary rather than gross negligence 

· A director shall perform duties in (1) good faith (2) in a manner the director believes to be in the best interest of the corporation and its shareholders (3) and with such care, including reasonable inquiry, as an ordinarily prudent person would under the similar circumstances and in a similar position 

· MBCA 8.31 

· A director shall not be liable o the corporation or its shareholders for any decision to take or not take action, or any failure to take action UNLESS 

· (1) action not in good faith OR 

· (2) the director did not reasonably believe that the action was in the best interests of the corporation OR 

· (3) the director was not informed to an extent the director reasonably believed appropriate under the circumstances 

· Shlensky v. Wrigley; a shareholder of the Chicago National League Ball Club Inc.  brought a shareholder derivative suit claiming that the board of directors was not acting in the best interests of the corporation because Wrigley refused to build lights so that the Cubs could play night games affecting the corporation financially and the other directors acquiesced to Wrigley’s decision. The court stated that absent a showing of (1) fraud (2) illegality or (3) a conflict of interest the decision of the board benefits from the presumption that it was carried out in good faith and in the best interests of the corporation. The court stated that Wrigley may have been concerned about (1) the affect night games would have on the neighborhood; may not have been the correct decision but beyond the court’s jurisdiction  
· (4) Raincoat provisions; protections for violations of the duty of care  
· DGCL 102(b)(7) ;  the certificate of incorporation may contain a provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for a breach of fiduciary duty as a director BUT cannot limit or eliminate 

· (1) any breach of loyalty to the corporation or its stockholders 

· (2) acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of the law 

· (3) liability for transactions where the director derived an improper personal benefit 

· NOTE; MBCA substantially similar 

· NOTE; opt in provision and if the corporation already in existence needs to go before the shareholders as an amendment to articles of incorporation 
·  (2) the duty of loyalty
· MBCA 8.30; each member of the board of directors when discharging the duties of the director shall act in (1) good faith (2) in the best interests of the corporation 
· Delaware; not codified from the case law 
· (1) directors and officers cannot use their position to further their private interests 
· Interests of the corporation and the shareholders must supersede that of the director or officer
· Cannot steal 
· May not use corporate assets for non-corporate purposes 
· May not take a corporate opportunity  
· (2) affirmative duty to protect the interests of the corporation 
· (3) must refrain from doing anything that would (1) injure the corporation (2) or deprive the corporation of an advantage which the director or officers skill would bring the corporation 
· (4) there can be no conflict between the duty and self interest  
· Corporate opportunity

· NOTE; best thing to do is to present the opportunity to the board making and full and adequate disclosure of all material facts if there is a question as to whether the business activity is a corporate opportunity 

· (1) What is a corporate opportunity (ALI definition) 
·  (1) Any opportunity to engage in a business activity which the director or officer becomes aware of either in connection to performance of functions as officer or director Or under circumstances where the officer or director should reasonably believe that the person offering the opportunity expects it to be offered to the corporation
· (2) OR through the use of corporate information or property IF the director or officer should reasonably believe that the resulting opportunity would be of interest to the corporation 

· (3) opportunity to engage in a business activity of which a director/officer becomes aware and is closely related to a business in which the corporation engages of expects to engage 

· (2) How do you determine if something is a corporate opportunity (Northeast Harbor)
· (1) interest expectancy test; Delaware 
· An officer may not take a corporate opportunity for himself if; 
· (1) the corporation is financially able to exploit it 
· (2) the opportunity is within the corporation’s line of business 
· (3) the corporation has an interest or expectancy in the opportunity 
· (4) by taking the opportunity for himself, the corporate fiduciary will be placed in a position inimicable to his duties to the corporation 
· DGCL; allows the corporation to reject the opportunity in advance 
· (2) line of business test; 
· The opportunity is in the line of business of the corporation and would throw the officer into competition with the corporation 
·  (3) fairness test;
· Looks at what is fair and equitable to the corporation 
· Rests on the unfairness under particular circumstances of a director taking advantage of an opportunity when the interest of the corporation calls for protection 
· (4) ALI test 
· (1) the opportunity must first be offered to the corporation and the officer director makes full and adequate disclosure of all material facts 
· (2) the board must have an opportunity to reject the opportunity 
· The board may reject the opportunity in advance 
· NOTE; the MBCA is completely silent on the issue of corporate opportunities 
· Self Dealing
· (1) what is self dealing 
· Another duty of loyalty issue 
· Self dealing occurs when the director or officer enters into a transaction with the corporation either to sell or purchase something to or from the corporation 
· The issue is whether the corporation is exchanging too much for what it is receiving 
· (2) What is the duty of loyalty in the context of self dealing transactions (from Tomaino)
· (1) act in good faith 

· Full and adequate disclosure by the fiduciary of all material facts to allow a disinterested decision maker to make an informed decision 

· (2) the transaction must be fair to the corporation 

· The transaction must (1) benefit the corporation and shareholders (2) and not confer an unjust advantage upon the fiduciary 

· How is it fulfilled 

· assent by disinterested officers and or stockholders of the corporation with full knowledge of the material facts 
· (3) Self dealing cases 
· Tomaino v. Concord Oil; Concord Oil of Newport claimed that Tomaino, the President of Concord/Newport had breached his duty of loyalty to Concord/Newport by selling to Concord/Newport for $5,000 equipment such as underground tanks, pump islands and pump facilities that he had purchased from Newport Oil for $1 (this price also included the real estate which he did not sell to Concord Oil). The court stated that Tomaino had not breached his duty of loyalty because the price of $5,000 was well below full market value and less than what Concord/Newport had paid in previous transactions 
· Geller v. Allied Lyons; a former senior vice president of Dunkin Donuts brought an action to recover a finder’s fee which Allied Lyons promised to him if he helped them acquire Dunkin Donuts. The court refused to enforce the finders fee because it was a violation of Gellar’s duty of loyalty to the corporation because the finders fee for millions put his own pecuniary interests in conflict with the best interests of the corporation. He was using his position within the corporation to his own personal advantage and could have caused him to violate his duty of loyalty to the corporation. The fact that Dunkin benefited from the transaction was irrelevant because there was a possibility of harm to Dunkin. He could have made full and adequate disclosure of the material facts (the finders fee and the conflict of interest) but he failed to do so (didn’t make it clear that the agreement was for him to do everything in his power to secure Dunkin for allied or that he had accepted the finders fee)    
· (4) the entire fairness standard

· (1)  there are two components to the entire fairness standard 
· (1) fair dealing 
· Timing of the transaction 
· How the transaction was initiated 
· How the transaction was structured 
· How it was negotiated 
· How it was disclosed to the directors 
· How the approval of the directors and the stockholders were obtained 
· (2) fair price 
· Economic and financial considerations
· (2) two situations where it is used 
· (1) duty of care; 
· if the plaintiff meets the burden of the business judgment rule then the board bears the burden of proving the entire fairness of the transaction to the plaintiff shareholder 
· (2) self dealing transactions between officers and directors of the corporation and the corporation 
· A conflict of interest does not necessarily make a transaction invalid 
· However if there is a conflict of interest it is on the interested officer/director to prove the entire fairness of the transaction 
· HMG/Courtland v. Gray; the case involved two real estate transactions between HMG and two of its directors who purchased the real estate. The court found that the directors could not meet the entire fairness standard because although the price could be deemed fair (within the low range of negotiated arms length deals) there was no fair dealing because Gray was the chief negotiator for HMG and he was also one of the buyers in the transaction which he had failed to disclose to HMG (they only knew that Director Fieber was involved in transaction. Because he was the negotiator HMG relied on Gray to be skilled and properly motivated and his depiction of the bargain and whether to accept the terms of the transactions.
· (5) safe harbor for conflict of interest transactions 
· (1) What does the safe harbor do 
· It cleanses director interested transactions 
· (1) the director is involved in a self dealing transaction 
· (2) the director serves on the board of directors for the other corporation involved in the transaction 
· NOTE; you do not need to get both shareholder and board approval; one or the other suffices to place the transaction within the safe harbor 
· NOTE; in CA you are an interested director if you have a material financial interest, whether direct or indirect 
· NOTE; if you do not come within the safe harbor then the interested director has the burden of proving the entire fairness of the transaction 
· NOTE; if the board places the transaction within the safe harbor then the party claiming that the transaction is invalid has the burden of showing that the transaction was not entirely fair
· May also want to argue; (1) not full and adequate disclosure (2) although the other directors were not interested they were not independent of the interested director; look to whether or not the other directors were under the control of the interested director; look to personal relationships (this is the position in Greenfield;  the court determined that the interested director’s sister may have also been an interested director because although she did not personally benefit from the transaction, she may not have been able to make an independent judgment about whether the transaction was in the best interest of the corporation) 
· NOTE; when the shareholders place the transaction within the safe harbor then the plaintiff may be forced to show that the decision of the board falls outside of the business judgment presumption 
· Argue; (1) the transaction amounted to waste because no person of sound business judgment cold view the benefits received as a fair exchange for the consideration paid by the corporation 
· NOTE; the interested directors can be counted for purposes of a quorum for valid board action 
· CA § 310; 
· (1) shareholder approval to cleans the transaction 
· Material facts and the directors interest must be fully disclosed to the shareholders 
· The transaction is approved by the shareholders in good faith 
· The interested director cannot vote his shares 
· (2) board approval 
· Material facts of the transaction and the director’s interest are fully disclosed to the board of directors or committee 
· Board or committee approves, authorizes or ratifies the transaction in good faith 
· By a sufficient vote without counting the vote of the interested director 
· The transaction must also be just and reasonable to corporation at the time it was authorized 
·  (3) the duty of good faith (is this really separate from the duty of care and loyalty???) 
· MBCA 8.30; requires directors to act in good faith 
· BUT look to the other duties 
· (1) duty of loyalty; 
· (1) good faith (2) in the best interests of the corporation 
· (2) duty of care 
· (1) good faith (2) informed decision; awareness of all material facts reasonably available  (3) honest belief that they were acting in the best interests of the corporation 
· Shareholder Derivative Action 
· (1) why is it called a derivative action 

· Because the shareholder’s ability to bring the action derives from the corporation’s ability to redress harms to itself 

· Because the action is being brought on behalf of the corporation the recovery from the lawsuit goes to the corporation 

· The shareholder brings the action against the corporation’s directors or officers for the injury suffered by the corporation 

· NOTE; different than a direct action where the shareholder is suing to enforce their rights and where the recovery from the litigation would go to the shareholder; i.e. where the shareholder is suing to enforce their inspection rights  

· (2) why do the shareholders take action 

· The board’s decision making ability may be compromised (it was the directors who violated their duty of loyalty or care to the corporation so they wont sue themselves) 
· (3) requirements for bringing a derivative action 

· (1) must be shareholder at the time that (1) alleged harm took place (2) at the time of filing the suit 
· (2) make a demand that the corporation file the lawsuit against directors/officers (demand the board to take action) 
· Must make a demand because the general rule is that the corporate power is vested in the board of directors (they alone are responsible for managing the business affairs of the corporation) 

· PSE&G Shareholder litigation; what is the standard the court uses when the board rejects the demand made by the shareholder to bring the lawsuit; the rejection of the demand will not be overturned unless the demand is wrongful 
· PSE&G; Approaches to determine whether the rejection is wrongful 
· (1) Delaware;
·  (1) When demand is not excused 
· (1) the plaintiff bears the burden of allege specific facts  create reasonable doubt that the demand was made and wrongfully rejected to remove the decision of the board outside of the protection of the business judgment rule. 
· (2) The court then may apply their own business judgment to determine whether the dismissal was in the best interests of the corporation or can terminate the suit based on fairness to the corporation   
· why business judgment protection; by making the demand the plaintiff concedes the independence of a majority of the board to respond 
· NOTE; to show wrongful refusal Delaware does not allow for discovery but the shareholder making the demand can use the tools at hand (minutes of board meetings)
· (2) When demand is excused  (excused because the demand would have been futile) 
· corporation has the burden to prove that the special committee was independent, acted in good faith and had a reasonable basis for its decision 
· (2) NY; business judgment rule protection 
· NOTE; there is no discovery under the NY approach 
· the court will only consider 
· (1) the independence and disinterestedness of the committee
· (2) the appropriateness of the procedures used by the committee in making its decision to reject the demand 
· (3) IF BOTH ARE MET business judgment rule 
· (3) MASS; modified business judgment approach  (this is the approach used by the court)
· (1) the corporation bears the burden of showing 
· (1) special litigation committee was (1) unbiased (2) acted in good faith (3) independent (4) conducted a thorough and careful analysis 
· (2) court determines whether the committee reached a fair and principled decision  
· (3) the plaintiff is allowed to make discovery 
· NOTE; demand is ALWAYS required UNLESS they can show that the demand would be futile  because the board could not objectively determine whether to bring the lawsuit 

· When is demand futile 

· (1) directors are interested 

· (2) directors are not independent 

· How does the court determine whether the directors are independent 

· Ask whether there was reasonable doubt at the time the complaint was filed as to whether the board of directors could have properly exercised its independent and disinterested business judgment in responding to the demand; ask whether the board is free of (1) financial interests (2) other extraneous influences (Beam)
· In order for the shareholder to determine that the directors are not independent 

· (1) cannot rely on newspaper or magazine articles describing the relationship between the directors 

· (2) look to minutes of board meeting to determine whether they are independent 

· Beam v. Stewart; the shareholder did not make a demand before bringing a derivative suit to redress the injury to Martha Stewart Living caused by Stewart’s insider trading of ImClone shares. The court determined that the shareholder needed to make a demand because a majority of the directors were independent. 4 of the 6 directors needed to be able to respond to the demand and the court determined that only one of the directors was not independent of Stewart (even though 3 others were long term friends of Stewart and another had contacted and another had contacted her publishing company because of concern about unflattering comments in a biography about Stewart) 
· Shareholder Governance in Closely Held Corporations 
· (1) formation of the closely held corporation 
· MBCA (model statutory close corporation) 
·  must elect to be a closely held corporation in the articles 

· 50 or fewer shareholders 

· If the corporation is already in existence then a close corporation can be accomplished by amending the articles with the approval of at least 2/3 of the votes of each class or series of stock voting as a separate group 
· CA 

· 35 shareholders or less 

· Husband and wife are counted as a single shareholder 

· Trust is counted as a single shareholder 

· Corporation or partnership shall be counted as a single shareholder 

· Must elect in the articles to be a close corporation (must contain a statement that the corporation is a close corporation) 
· Can lose close corporation status by 

· (1) amendment to the articles 

· (2) having more than the maximum number of shareholders 

· DGCL 

· 30 shareholders or less 

· Stock held in joint or common tenancy shall be treated as owned by a single shareholder 

· Must elect to become a close corporation in the certificate of incorporation 

· All stock has to be subject to one or more restrictions on transfer 
· The corporation cant make a public offering of any of its stock 

· Like the MBCA if the corporation is already in existence must amend the articles with 2/3 of each class of stock that is outstanding 
· Can lose close corporation status by  

· (1) amendment to the certificate of incorporation flied with the secretary of state 

· (2) if any of the conditions of being a close corporation is breached (IPO, more than 30 shareholders etc.) 
· (2) restrictions on shareholder governance rights 

· (1) preemptive rights 

· Equitable right of existing shareholders to purchase shares proposed to be issued so that there proportional economic and management interests will be preserved 

· They keep the same interest they had before by purchasing then same proportionate interest in the newly issued shares on the same terms and conditions proposed by the board   

· MBCA 6.30 

· (1) preemptive rights are an OPT IN so they are no available by default 
· (2) there is no right to preempt subsequent issues of stock UNLESS the articles of incorporation so provide 

· (2) supermajority provisions 

· (1) Commonly used in the close corporation setting 

· (2) supermajority voting creates a veto power for the minority shareholder (say the provision requires 75% of the shareholder vote and the minority owns 26% can block the action by voting against it) so it creates protection for the minority shareholder or director because they are needed in order for the corporation to take action 
· NOTE; a supermajority provision is likely to create a deadlock problem in the future because the minority shareholder or director can keep the corporation from taking action 

· MBCA and DGCL 

· Supermajority provision for board meetings may be placed in the articles or the bylaws 

· MBCA; shareholder meeting supermajority  
· supermajority provision must be in the articles of incorporation 

· DGCL; shareholder meeting supermajority  
· supermajority provision can be in the articles or in the bylaws 

· Whetstone; the minority shareholder (36% owner) dissented to the amendment to the articles of incorporation and bylaws that eliminated the supermajority provisions; most importantly the bylaws of the corporation stated that an amendment of the bylaws requires 75% vote of the shareholders; this gave the minority shareholder the power to veto an amendment to the bylaws; a majority of the board voted to amend the bylaws to remove the veto provision and then a majority of the shareholders approved the amendment ; the minority shareholder dissented but the corporation did not repurchase the shares. The court determined that the minority shareholder was entitled to the fair value of his shares because the removal of the veto power fundamentally altered the investment contract between the minority shareholder and the corporation. Before he could cast the deciding vote, now his right to vote as little more than a formality   
· (3) super quorum provisions 

· A provision which raises the quorum required for board or shareholder meetings 
· Board meetings 

· May be in the bylaws or the articles 

· Shareholder meetings 

· MBCA; may be in the articles only 
· DGCL; may be in the certificate or the bylaws (note if the provision is in the bylaws it may be easier to amend the bylaws than it is to amend the articles or certificate of incorporation) 

· Problems with super-quorum provisions 

· (1) should be used with a supermajority provision because if the required quorum is reached there is no protection for the minority shareholder 

· (2) super-quorum can cause deadlock 

· Under MBCA; directors could break the quorum 

· The directors could just not attend the board meeting to keep the board from taking action 

· (3) agreements restricting shareholder voting 
· (1) voting trusts 

· Separates the economic rights from the voting rights of the stock 
· MBCA 7.30 

· One or more shareholders may enter into a voting trust conferring on a trustee the right to vote or otherwise act for them and transferring their shares to the trustee 
· A voting trust is not valid for more than 10 years after its effective date UNLESS 

· (1) all or some of the parties to the voting trust extend the voting trust for an additional term not to exceed 10 years by signing a written consent 

· NOTE; DGCL § 218 the voting trust can be for any period of time described by the agreement 

· How do you form a voting trust; Lehrman v. Cohen
· (1) the voting rights of the stock are separated from the other attributes of ownership 
· The voting rights are transferred to the trustees of the voting trust 

· The beneficial owners receive certificates which allow them to transfer their economic interest 

· (2) the voting rights granted are intended to be irrevocable for a definite period of time 

· (3) the principal purpose of the grant of voting rights is to acquire voting control of the corporation 
· Lehrman; the court determined that the creation of the AD stock, which was created to break deadlocks between the AC and AL classes, did not create a voting trust because although it diluted the voting power of the AL and the AC stock it did not separate the voting rights from the other aspects of ownership of the stock 
· NOTE; an irrevocable general proxy is similar to a voting trust because (1) the proxy has the discretion to determine how to vote the shares (2) it is irrevocable for a definite period of time (3) the beneficial owner still retains the other rights of ownership 

· (2) pooling agreements 
· A pooling agreement is an agreement that determines how the shareholders will vote their own shares 
· The shareholders act together to accomplish something (control of the board) 

· MBCA 7.31; two or more shareholders may provide for the manner in which they will vote their shares by signing an agreement for that purpose

· NOTE; MBCA 7.31; allows for specific enforcement of a pooling agreement 

· Ringling Bros; this would have been helpful in the Ringling brothers case where there was no enforcement provision for the arbitrators decision as to how the votes in the polling agreement should be voted. In Ringling Bros 2 shareholders in Ringling stock entered into a pooling agreement which provided that the parties would act jointly in exercising their voting rights. There was a disagreement about how to vote for directors between the 2 shareholders and they entered into binding arbitration per the agreement, however there was no mechanism to enforce the arbitrator’s decision. The court determined that the failure to vote in accordance with the arbitrator’s decision created (1) a breach of  contract not (2) an implied proxy for the arbitrator to vote the shares and (3) determined that the shareholder who breached the contract should not have her voted counted. 
· DGCL § 218; two or more shareholders, in writing and signed by the parties can enter into an agreement providing how the shares held by them shall be voted as provided by 
· (1) the agreement 

· (2) or as the parties may agree 

· (3) or as determined in accordance with a procedure agreed upon by them 

·  (3) shareholder agreements 

· (1) Agreements that go against the general norm that it is the board who controls the business affairs of the corporation 

· (2) General rule; when the director/shareholder is a party to the agreement their fiduciary duty to the corporation overrides an agreement that requires action inconsistent with their fiduciary duties  

· McQuade; three shareholders in a corporation entered into an agreement to do everything in their power to make sure that they would continue as directors and officers of the corporation. The court did not uphold the agreement because although shareholders can enter into agreements to determine how their shares will be voted, and can combine to elect directors, they cannot enter in an agreement which controls the directors of the corporation in their exercise of their judgment to elect officers and fix salaries. Directors may not by agreements entered into a stockholders abrogate their independent judgment
· CONTRA Clark v. Dodge; Clark and Dodge were the sole shareholders of 2 corporations and entered into an agreement whereby (1) Dodge agreed to vote his shares and to vote a director in order to ensure than Clark would remain as general manager and director and (2) Clark agreed that he would bequeath his shares to Dodge’s wife and children. The court upheld the agreement stating that where the directors are the sole stockholders there seems to be no objection to enforcing an agreement among them to vote for certain people as officers    
· Galler v. Galler; in the case of close corporations the courts have relaxed their attitudes towards statutory compliance and have permitted slight deviations from corporate norms. There is no reason to hold as illegal an agreement which harms no one, not even members of the public just because it impinges slightly on the general norm that the business affairs are managed by the corporation. The court then upheld the provisions of the agreement including (1) the provision which required an annual divided because the dividend could only be made when the corporation had a particular surplus providing plenty of protection for both the corporation and its creditors (2) the continuing salary provision because the salary was only to be paid if it could be tax deductible to the corporation and (3) the provision which called for certain persons to be elected as directors because all the shareholders signed the agreement 
· Zion; the 2 shareholders of all the stock in the corporation (Zion owned all the A stock; Kurtz all the B stock) entered into an agreement whereby the corporation could not take any action without the consent of the holders of the class a stock (Zion). The court upheld the agreement even though the corporation had not been incorporated as a close corporation and the formal steps had not been taken to become a close corporation because all the stockholders in the corporation agreed to the provision   
· (3) where upheld

· (1) all shareholders were parties to he agreement 

· (2) the shareholder agreement contains a provision requiring compliance only when it is in the best interest of the corporation 

· (3) where the infringement on the director’s powers is slight 
· (4) What is a shareholder agreement? 

· MBCA 7.32; an agreement among shareholders of the corporation that 

· (1) eliminates the board of directors or restricts the discretion or powers of the board of directors 

· (3) establishes who shall be directors or officers of the corporation, their terms of office, or their manner of selection 

· (6) transfers to one or more shareholders or other persons all or part of the authority to exercise the corporate powers or to manage the business affairs of the corporation   

· MBCA 7.32 An agreement authorized by this section shall 

· (1) be set forth in the articles of incorporation or bylaws approved by all persons who are shareholders at the time of the agreement OR

· (2) in a written agreement that is signed by all the persons who are shareholders at the time the agreement is made 
· (3) can only be amended by those who are shareholders at the time of the amendment 

· (4) valid for 10 years, UNLESS the agreement provides otherwise 

· (5) the shareholder agreement MUST be noted conspicuously on the front OR back of each certificate for outstanding shares   

· NOTE PER MBCA; these agreements are only valid in the close corporation setting and cease to be effective when the cor poration becomes a public corporation

· (4) Stock transfer restrictions and the use of buy sell agreements 

· (1) General rule; shares of stock in a corporation are freely alienable 
· Consider FBI Farms in terms of these rules on the restriction of transfer; the board of directors of FBI adopted a number of restrictions on transfer including (1) board approval of transfer (2) corporation first right to purchase the stock at book value (3) shareholders next option to purchase the stock if the corporation was not interested at book value (4) if the corporation and the shareholders are not interested to any blood member of the family. 

· (2) MBCA and DGCL 

· The articles of incorporation, bylaws agreement among shareholders or between shareholders and the corporation may impose restrictions on the transfer of shares of the corporation 
· (1) restriction does not affect shares which were issued before the restriction was adopted unless the holders of those shares are a party to the agreement or voted in favor of the restriction 

· (2) the restriction must be noted conspicuously on the front or back of the certificate OR is contained in the information statement 
· Ling; in Ling the court determined that although the stock transfer restrictions were both on the face and the back of the stock certificate they were not conspicuously noted but rather they were in the fine print. However the court did not determine that the bank could sell the stock in order to satisfy the defaulted loan because there was no evidence establishing that the bank, Trinity, was not aware of the stock transfer restrictions when the stock was assigned to them. 
· NOTE; if it is not noted conspicuously then the restriction is not valid against the purchaser of the stock UNLESS they had knowledge of the restriction 

· FBI Farms; although none of the restrictions on transfer were noted conspicuously on the certificates or the information statement the court determined that the husband had notice of the stock restrictions (he had been married to Linda a member of the family who owned the corporation when they adopted the restrictions) 
· (3) restrictions are enforceable for any reasonable purpose 

· A restriction on the transfer of shares may 

· (1) obligate the shareholder to first offer the shares to the corporation or other persons to acquire the shares 

· FBI Farms; the court called the restriction which required the shares to be first offered to the corporation as a right of first refusal. However the court refused to allow the corporation the opportunity to repurchase the shares because they aware of the sheriff’s sale and did nothing to first force Linda to offer to sell the shares to the corporation (cant sit on your rights) 
· (2) obligate the corporation or other persons to acquire the shares 

· FBI Farms; restriction which required the shares to second be offered to the shareholders. The court also `found that the shareholders did not demand that Linda offer them the opportunity to purchase the rights (they also cant sit on their rights)  
· (3) require the corporation or the holders of any class of its shares or any other person to approve the transfer if the requirement is not manifestly unreasonable 
· FBI Farms; the court upheld restriction # 1 requiring approval of the corporation (simply referred to this rule)
· (4) prohibit the transfer of shares to particular persons or class of persons if not manifestly unreasonable 

· FBI Farms; the court found that the 4th restriction (if the corporation and the shareholders are not interested then can transfer to any blood member of the family) was not manifestly unreasonable because the family who owned the corporation had an interest in maintaining ownership and operation of the corporation in the hands of family members 
· PER MBCA; a restriction is reasonable if 

· (1) serves a legitimate purpose of the party imposing the restraint 

· (2) and the restraint is not an absolute restriction on the recipient’s right of alienability 
·  (3) Cases 

· Harrison ; Harrison entered into a stock agreement where 40% of the 2 million plus shares he owned would vest in May and 1996 and that 5% would vest each succeeding quarter until all the shares were vested. The agreement provided that if he were terminated the corporation could buy back the unvested shares at the original purchase price. Harrison was terminated after 45% of the shares were vested and the corporation sought to repurchase the remaining 55% of the shares. Because the shares (1) were not compensation for work already performed, but rather compensation contingent upon his continuing to be employed by the corporation, and (2)  the stock agreement provided that the corporation could repurchase the unvested shares, the court held that the corporation was entitled to exercise its repurchase rights. 
· Man O’ War; Martin was hired as manager of Sizzler and was given the option to purchase 25% of the stock in the corporation for $1,000. Pursuant to the employment agreement, if he was fired within 5 years he had to return the stock to the corporation for the original amount paid. However he was free to transfer the shares of stock and was also able to participate in dividends. Martin was fired within 3 years and the corporation sought to repurchase his shares. The court refused to uphold the provision requiring the return of the stock because it acted as forfeiture or a penalty for being terminated and breaching the employment contract. The court felt that it was unenforceable because the contract (1) made no reference to the concept of value (2) the provision was arbitrary and hostile to the concept of ownership. One who is forced to return property for a sum which bears no relationship to its value can hardly be said to be an owner.  Takeaways (1) when drafting a restriction on transfer the parties must decide upon the terms and price to be paid of the required transfer; can use a (1) formula (2) establish a price (3) determine that a neutral arbitrator will determine a price 
· (5) dissention and deadlock 

· (1) what is deadlock 

· (1) Where the directors or the shareholders are at an impasse (where they cannot reach agreement so either the board can’t act or the shareholder cant elect directors, etc.) 

· (2) Seldom a problem in publicly held corporations 

· Because of the large number of shares the possibility of a deadlock is extremely remote

· Directors within public corporations often act unanimously or at least with a strong consensus 

· (3) very real problem for close corporations 

· Provisions such as supermajority (which gives the minority shareholder a veto power) or a super-quorum provision may keep the board or the shareholders from acting 

· May not be a problem if only as to one problem 

· (1) can elect directors; old directors remain as holdover directors 

· (2) cant issue a dividend; dividends are not guaranteed and at the discretion of the board of directors 

· (4) often bad corporate planning leads to deadlock so it can be avoided through good corporate planning 

· (1) cumulative voting so that the minority can elect a director 
· (2) a classified board (a board which is elected by a particular class or series of stock) will ensure that at least some members of the board will be elected 
· (3) MBCA 7.32; shareholder agreement that requires the dissolution of the corporation at the request of one or more of the shareholders upon the occurrence of a specified event or contingency 
· (2) what are the remedies 

· (1) voluntary dissolution 

· Every corporation statute provides for voluntary dissolution 

· MBCA and DGCL 

· (1) requires a board resolution 

· (2) requires notice to all the shareholders even those who are not entitled to vote; the notice must include that the purpose or one of the purposes of the meeting is to approve dissolution 

· (3) requires a shareholder vote (there must be a quorum of at least a majority of all the votes entitled to be cast) 
· DGCL ads; dissolution of the corporation may also be authorized without action of the board IF all the stockholders entitled to vote consent in writing to dissolution (requires unanimous consent to dissolve without board action) 

· MBCA ads; the directors have to recommend dissolution to the shareholders UNLESS conflict of interest 
· (2) court ordered dissolution 

· MBCA 14.30; the court may dissolve a corporation 
· (1) IF the directors are deadlocked 
· the directors are deadlocked in the management of corporate affairs  

· the shareholders cannot break the deadlock 

· irreparable injury to the corporation is threatened or being suffered 

· OR the business and affairs of the corporation can no longer be conducted to the advantage of the shareholders generally because of the deadlock 

· (2) IF the shareholders are deadlocked 

· Shareholders are deadlocked in voting power and have failed for at least 2 consecutive annual meetings to elect successors to the holdover directors 
· NOTE; DGCL only allows for the court to liquidate the corporation’s assets when the corporation is deadlocked due to the board of directors or the shareholders  

· In re Radom; the court refused to judicially dissolve a corporation which was deadlocked because the only 2 shareholders, brother and sister were having internal strife. The court stated that judicial dissolution can only be granted where the competing interests are so discordant as to prevent (1) efficient management of the corporation and (2) the object of corporate existence can not be obtained. Rather than the corporation being frustrated the profits of the corporation had increased during the period of shareholder disagreement.    

· (3) court may validate the transaction under public policy 
· Gearing; the court refused to invalidate the election of a board member although there was no quorum at the board meeting, because the complaining director, refused to and deliberately and intentionally did not attend the board meeting for the purpose of keeping the board from acting 
· (6) shareholder fiduciary duties 
· NOTE; if there is a fiduciary duty among shareholders, then the shareholder can bring a direct action for the breach of the fiduciary duty rather than bringing a derivative action (because the fiduciary duty is normally owed only by directors and officers to the corporation) 
· Different jurisdictions take different approaches to whether or not there is a fiduciary duty owed by the MAJORITY shareholder to the MINORITY shareholder 
· (1) Mississippi;; intrinsic fairness is the standard  
· What is the rule 
· Where a majority shareholder stands to benefit as a controlling shareholder the law requires that the majority’s action be intrinsically fair to the minority interest 
· Why did they adopt this rule; practical realities of the close corporation  
· (1) a close corporation operates much like a partnership 
· (2) the shareholders, directors and officers are often the same people 
· (3) other jurisdictions have imposed a fiduciary duty.
· Fought v. Morris ; in fought the shareholders entered into an agreement whereby any shareholder who sought to dispose of his shares would (1) offer them 1st to the corporation (2) if the corporation did not purchase within 30 days to be offered to the existing shareholders who could purchase the shares in proportion to their existing interest. When one of the shareholders (Peyton) sold his shares he sold them all to Morris making Morris the majority shareholder rather than complying with the agreement. The court held that Morris violated his fiduciary duty owed to the other shareholder (Fought) by breaching the shareholder agreement 
· Wilkes; change to Fought; legitimate business purpose  when a minority shareholder brings a cause of action for breach of fiduciary duty of the majority shareholder the court should determine whether the majority shareholder can demonstrate a legitimate business purpose for its action. If the majority proves a legitimate business purpose the burden shifts to the plaintiff to prove that it could have been achieved through an alternative course of action less harmful to the minority’s interest  
· (2) Delaware; Delaware only imposes a fiduciary duty among shareholders in the context of self dealing transactions 
· (1) Allied Chemical; self dealing=intrinsic fairness of the transaction; when the majority shareholder causes the corporation to enter into a self dealing transaction involving the disposition of corporate assets the majority shareholder owes a fiduciary duty to minority shareholders equivalent to that of the fiduciary duty owed by directors. In such a setting the majority shareholder is required to show the entire fairness of the transaction  
· Sinclair Oil; business judgment when the transaction is not a self dealing transaction; Sinclair Oil was the majority shareholder of its subsidiary company Sinven. As the majority shareholder it controlled the board of directors. Because the court found that Sinclair dominated the board of directors, it determined that Sinclair owed a fiduciary duty to Sinven.  The issue was whether the dividend distribution, forced by Sinclair through their domination of the board, should be analyzed under intrinsic fairness or whether the business judgment rule should be applied. The court applied the business judgment rule because the minority shareholders take part in the dividend, and therefore was not a self dealing transaction. However the court did determine that the contract Sinclair caused Sinven to enter into, whereby Sinven was to sell all of its oil products to a Sinclair subsidiary at a set price would be subject to intrinsic fairness because only Sinclair could benefit from the contract=self dealing. 
· NOTE; Sinclair oil is not in the context of a close corporation but rather a publicly owned corporation
· (7) Oppression 
· (1) what are the remedies for dissolution 
· MBCA 14.30; the courts may dissolve a corporation IF 
· The directors or those in charge of the corporation (majority shareholders) are acting or will act in a manner that is illegal, oppressive or fraudulent 
· NOTE; the court looks the action of the majority (there conduct) 
· MBCA 14.34; provides that the defendant in an action for dissolution may elect to purchase all shares owned by the complaining shareholder at the fair value of the shares 
· (2) what is oppression 

· It encompasses conduct outside of fraud and illegality 

· (1) exclusion of the minority shareholder from participating in the enterprise 
· (2) failing to issue dividends to the minority shareholder while the majority shareholders all take salaries from the corporation 

· (3) the majority shareholder pays himself an excessive salary or misused corporate funds 

·  (3) What are the two approaches to defining oppression 

· (1) look only to the conduct of the majority shareholder (look to the considerations above)

· Kirakides; in this case the court chose not to look to the minority shareholder’s reasonable expectations when deciding whether the majority shareholder was acting in an oppressive manner because it forces the court to examine (1) the dealings of a close corporation (2) the intentions of the majority and minority going back to when the corporation was created. They instead decided to look to the conduct of the majority shareholder and determined that the majority freeze out of the minority by (1) not issuing dividends and not planning to issue one in the near future (2) offering a very low buyout of the minority’s shares (3) removing the minority from his officer position that he would not be able to receive a salary 
· (2) look to the reasonable expectations of the minority shareholder 

· Ask whether the majority’s conduct substantially defeats the reasonable expectations held by minority shareholders in committing their capital to the particular enterprise 

· NOTE; if the court uses the reasonable expectations approach this is a way to get around the court allowing the majority to prove a legitimate business purpose when bringing an action for breach of fiduciary duty. They cant claim a legitimate business purpose because the focus in oppression under the reasonable expectation test is not the action of the majority but rather the expectations of the minority 

· Securities Fraud 
· 10(b)(5); prohibition against fraud and misrepresentation in the purchase and sale of securities
· NOTE; always include a fraud claim in connection with a 10(b)(5) claim because you cant get punitive damages under 10(b)(5) but you can under fraud 
· What does the rule require (Dura Pharmaceuticals) 
· (1) must use a facility of interstate commerce

· If any part of the transaction used interstate commerce then it falls under 10(b)(5)

Dupuy: 10(b)(5) came into play because the negotiations for the formation of a corporation to build, own and operate a hotel occurred during interstate telephone conversations. The statue only requires the use of any means or instrumentality of interstate commerce.  The interstate use of the telephone provides federal jurisdiction over a 10(b)(5) claim 
· (2) the shareholder must have standing 

· The shareholder must own shares at the time of the misrepresentation and the time of trial 

· (3)there must be a misrepresentation or omission of material fact 

· (1) misstatements of material facts 

· (2) omitting to state a material fact necessary in order to make the statement made, in light of the circumstances under which they were made, not misleading (no half truths)  

· How do you know if the misrepresentation on omission was material 

· Basic; Standard is whether a reasonable investor would consider the information important in making a decision whether to trade the stock. There must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as significantly altering the total mix of information available. 
· Basic; In Basic the omitted fact was a possible merger between Basic and Combustion. The court stated that when the material fact is speculative such as a possible merger must balance (1) the indicated probability that the merger will occur (2) the anticipated magnitude of the event in light of the totality of company activity  
· (4) the misrepresentation or omission must occur in connection with the purchase or sale of stock 
· Enough to touch or concern a securities transaction 

· (5) intent 
· Intent to deceive, defraud or manipulate

· Recklessness is enough 

· (6) reliance 

· The party bringing the 10(b)(5) action does not need to prove reliance but rather a presumption of reliance is provided by the court 

· Basic; fraud on the market theory; an investor who buys or sells stock at the price set by the market does so in reliance on the integrity of that price.  
· (7) economic loss 
· (8) loss  causation 

· Dura; the purpose of the 10(b)(5) action is not to insure against market losses but to protect investors from economic losses that are actually caused by the material misrepresentation. In Dura the shareholders brought their action because they claimed that they purchased shares at inflated prices because Dura made misleading statements about (1) their profits and (2) the future FDA approval a new asthmatic spray device. When the FDA approval did not occur the price of the shares decreased. The court did not find that they met the loss causation requirement because  the decrease in the price may have also occurred because (1) changed economic circumstances (2) changed investor activity 
· Insider trading 
· NOTE; Insider trading also results in 10(b)(5) liability; the insider fails to make a statement (omission) of material non-public information when buying or selling shares  

· (1) What is insider trading 

· Insider trading is a trade made while in possession of material non-public information 

· (2) what are the requirements 

· (1) the information must be material (look to the definition in Basic)

· (2) the information must not be public information 
· (3) there must be a duty to disclose 
· Goodwin; there was no duty for the director to disclose the information he had when he bought 700 shares owned by Goodwin on the public stock exchange because the information regarding the possible acquisition of possible mineral rights in Michigan was at most a theory regarding the possible existence of copper deposits. Moreover if he had disclosed the information he may have faced liability if the shareholders relied upon the information and the theory regarding the copper deposits turned out to be incorrect   
· Cady Roberts; disclose or abstain; insiders must disclose material facts which are known to them by virtue of their position but are not known to persons with whom they deal and which IF known would affect their investment judgment. The alternative is to forgo the transaction 
· Texas Gulf Sulfur; disclose or abstain; anyone in possession of material non public information must either (1) disclose the information to the investment public (full and adequate disclosure of all material facts)  OR (2) must abstain from trading in or recommending the securities concerned while the information remains undisclosed (he either cant disclose due to corporate confidences OR chooses not to disclose the information  
· NOTE;  Cady Roberts and Texas Gulf Sulfur are based upon the equality of information theory) 
· Chiarella; there must be an affirmative independent duty to disclose; one who fails to disclose material non-public information prior to the consummation of the transaction only commits fraud and is subject to 10(b)(5) liability if there is a duty to disclose. In order to have a duty to disclose the person in possession of the material non-public information must be either a (1) insider or (2) fiduciary. The duty arises from a specific relationship between the two parties. In Chiarella the printed who came into possession of the material non public information had no duty to disclose because he had no relationship with the companies he was trading in (traded in the companies that were possibly going to be acquired by the companies he was hired by; the target companies)   
· O’Hagan; expands Chiarella through the misappropriation theory; based on the misappropriation theory a person commits fraud in connection with a securities transaction and violated 10(b)(5) when he misappropriates (steals) confidential information for securities trading purposes in breach of a duty owed to the source of the information. Under this theory Chiarrela would have violated 10(b)(5) because through his employer he owed a duty to the source of the information. In O’Hagan the attorney violated 10(b)(5) because he breached his duty owed to Grand Met by trading in Pillsbury stock while he was representing Grand Met in a possible tender offer for the common stock of Pillsbury   
· (3) tipper-tippee liability 
· How does a tippee have liability 

· (1) the tipper must breach his fiduciary duty by passing on information for personal gain (the benefit can be pecuniary or non-pecuniary) 
· Dirks; Dirks received material non-public information from insiders at Equity Funding which he passed on to investors who relied on the information in trading in shares of the corporation. The court found that Dirks did not have any tippee liability because the insider did not reveal the inside information to gain personally (so he did not breach his fiduciary duty) but rather he revealed the information to uncover fraud within the corporation  
· (2) the tippee must know or should know of the breach 
· (3) if the tipper has breached his duty then the tippee has a duty to disclose the material non-public information when trading otherwise 10(b)(5) liability 
· 16(b) short swing trading 
· (1) required elements 

· (1) plaintiff corporation must be a reporting corporation 

· (1) listed on the NYSE 

· (2) listed on the Nasdaq and has 500 or more shareholders  or 10 million dollars in assets 
· (2) defendant must be a statutory insider 

· Director; must be director at either the time of the purchase or the time of sale 

·  Officer; must be a director either at the time of the purchase or at the time of the sale  
· Shareholder; need to be above the 10% line both at the time you purchased and at the time you sold the shares  

· (3) defendant must buy and sell or sell and buy within 6 months 
· (2) not required elements 

· (1) in possession of material non-public information 

· (2) intent; this is a strict liability statute 
