I) PRACTICE OF BUSINESS LAW
A) Practicing Corporate Law


1) What do Corporate Lawyers do?

a) Deal with prospective matters rather than retrospective matters 

b) Not adversarial, more negotiators

c) Client is in charge of business proposal- client control decision making


2) Four main roles of a corporate lawyer



a) Counselor

i) advise and listen



b) Facilitator




i) negotiate, ensure compliance with rules, drafter



c) Conciliator




i) Resolve conflicts



d) Guardian

i) gatekeeper: protect client (the entity) and the public from people acting on client’s behalf.

B) What is a Business?


1) Three Forms of Capitalism



a) Family
i) Where family owns and makes strategic decisions.  A close alignment of interests between owners and those managing the business.



b) Managerial

i) Separates ownership (owners) from control (managers).  Managers are salaried and make a variety of decisions.  As businesses get larger, it’s important to develop specialized knowledge within the organization.



c) Financial

i) Where a lender (bank, hedge fund) gives capital to the biz, lender has ability to participate in top management decisions.  They want to monitor how the money is being spent and what is being done with it.


2) Benefits of Corporation over partnership



a) More stable and commits more capital over extended period



b) Ability to amass more capital



c) Limited liability



d) Centralized control



e) Owns its own assets

3) Internal Affairs Doctrine and Importance of Delaware Law

a)  State law governs the internal affairs of a business entity. State in which a corporation is incorporated will govern the corporation’s internal law.

b) All significant biz law decisions come from Delaware.  
c) Reasons Delaware attracts most corporations


i) Lower annual franchise tax rates


ii) DE legislature willing to adopt new devices for management

d) Fed govt occasionally intervenes


i) Sarbanes Oaxley

C) Economics of Business


1) Risk and Valuation



a) Risk is uncertainty, and




i) Something different from what you expected to happen

ii) There may be many possible alternatives and consequences to what you expect to happen

iii) Risk can be categorized- there are a range of possible outcomes:


(1) Inflation: money will have less buying power in the future

(2) Default: party won’t be able to pay you back


(3) Regulatory: govt may change regulatory framework


(4) Currency: changes in exchange rate


(5) Tax: changes in tax code

iv) The number of alternatives and the range of their consequences can sometimes be changed by present actions (reducing risk)

(1) Diversify portfolio


(2) Contract to minimize risk


(3) Lawyers contract to allocate risk to other parties



b) Valuation




i) Value is different than price

(1) Price: the actual consideration for a particular investment (the amount willing to be spent by buyer)

(2) Value: the economic worth of an investment to an owner


- more subjective




ii) Liquidity

(1) The ease of being able to move in an out of an investment because you easily convert the investment to cash




iii) Discounted Cash Flow

(1) Method for determining value of particular asset – used to valuate asset that will generate income in the future.  Depends entirely on the assumptions that you make and the discount factor that they use.

D) Making Economic Decisions


1) Classic paradigm:



a) Rationality

i) Bounded: recognizes that there are limits of human mind and environment

(1) Satisficing: set a goal as to limit and once you reach that goal you stop.  This concept applies when you don’t know much about possibilities ahead.
(2) Heuristics: rules of thumb that are shortcuts to making decisions (though these are helpful they can lead to an invalid set of assumptions).




ii) Economic: assumes unlimited time available to gather and assess info



b) Self-interest




i) People use altruism to make decisions, not just self-interest




ii) Altruism





(1) Reciprocal: if you cooperate, others will cooperate





(2) Pure: taking pleasure in other people’s pleasure

(3) Impure: doing the right thing for the sake of doing the right thing


2) Emotions

a) Emotions are good to have, but need to learn how to control. Need to become emotionally competent (integrating emotion and cognitive sides during decision making)

3) Ethics



a) Be conscious that ethical norms and morals may be different

II) AGENCY LAW

A) Formation of the Agency Relationship

1) Definition of Agency Relationship: 

a) Agency as a matter of law is a fiduciary relationship which results from manifestation of consent by one person to another that the other shall act on his behalf, and subject to control and consent by the other so to act


i) Doesn’t require intent to form agency relationship

b) Principal: the one who controls

c) Agent: acts on behalf of the principal, subject to control


2) An agent owes a fiduciary duty to the principal
3) Scope of Duty

a) Agent owes duties of loyalty and care.  Higher than implied duty of good faith and fair dealing.  Also includes the duty to disclose.

4) Basile v. H&R Block, Inc:
a) Facts: HR has rapid refund program.  Plaintiff were HR customers.  P thought she signed refund check, turned out to be a loan to Mellon Bank.  MB pays HR a fee for this referral.  P sues b/c HR didn’t disclose that it received a fee from MB.  P alleges HR had fiduciary duty b/c HR was P’s agent.
b) Issue: Is there an agency relationship between P (principal) and HR (agent)?

c) Rule: elements of agency relationship (Pennsylvania):




i) Manifestation by principal that the agent shall act on his behalf




ii) the agent accepts the undertaking


iii) Understanding that the principal is in control.

d) Holding: no agency relationship exists, and thus no fiduciary duty exists.  P did not show intent for HR to act on her behalf in securing the loans.  

e) Takeaway: the burden to prove the relationship exists is on the party claiming an agency relationship.

B) Scope of Agent’s Authority: Actual Authority vs. Apparent Authority

1) Actual Authority: Principal manifests specific authority to the agent. Here, the focus is on what the agent reasonably considers the authority to be.

a) Agent has actual authority to do collateral acts that are incidental/accompany acts that are expressly authorized.

2) Apparent Authority: Look at third party and see if it is reasonable for them to believe that the agent has authority to act on behalf of principal. (§8 of Rst 2). If yes, then principal is bound by the actions of the agent.

a) E.g.: bidding $43k for a house is reasonable to believe; $4.3 million not reasonable

3) In the Matter of McDuffie

a) Facts: McDuffie gets loan and gives deed of trust to 2 parcels to secure loan. McD sold both properties, with the deed of trust attached. Buyer of one property defaulted. Bank goes to foreclose. Bank tells its trustee to make a bid for the amount remaining on loan. Trustee goes on vacation. Then bank sends letter stating that they want trustee to only bid $1k. Trustee never gets letter and makes bid for total amount remaining on loan. Bank wants to withdraw bid, saying that trustee had no authority

b) Issue: Is the bank allowed to withdraw, or did the trustee have apparent authority?
c) Holding: Bank cannot withdraw b/c court finds apparent authority.  The owners of other prop had a reasonable belief that trustee had authority b/c: 1) trustee had the deed; 2) customary to buy for the outstanding amount of loan; 3) bank appt him as trustee and owners knew the amount outstanding.

3) Rule: A principal is liable for agent’s actions where there is no actual authority but there is apparent authority.

C) Principal’s Liability for Agent’s Torts

1) Must determine whether agency relationship is employer/employee or independent contractor.

2) Vicarious Liability: Employer is liable for the torts of his employee if they occurred in the course of employment.  Employer is NOT subject to liability when the employee is acting outside the scope of employment unless: 1) employer intended the conduct or the consequences; 2) the employer was negligent or reckless; 3) conduct violated a non-delegable duty of employer; 4) employee was aided in doing tort by existence of employer-employee relationship.

3) All employees are agents of the principal; not all agents are employees (independent contractors).

a) The difference between agent and servant is the level of control the employer has.

b) A manager is still an employee but there might be more latitude.

4) Fisher v. Townends, Inc.:

a) Facts: Chicken catcher injured other workers driving car to pick up flock movement sheet.  Injured man sues both company and chicken catcher.  Sues company under theory of respondeat superior (VL).

b) Issue: Is Chicken catcher an employee or independent contractor of Townsends and was he operating within the scope of employment?

c) Holding: Court remands to look at facts to decide if employer-employee relationship exists. 

d) Rule: Though agency relationship exists in both employer-employee and independent contractor situations, only if employer-employee relationship found, will the employer be VL. (remember act has to be within scope of employment).  Regardless of whether chicken catcher is found to be employee or independent contractor he is still personally liable for any tort he commits.
D) Agent’s Liability

1) Disclosed principal

a) Definition: at the time of the transaction, the third party has notice that the agent is acting for a principal and knows the principal’s identity.

b) Rule: the agent is not a party to the contract and not liable

i) Agent might be liable to principal for breach of fiduciary duty


2) Partially disclosed principal (unidentified principal)
a) Definition: the third party has notice that the agent is or may be acting for a principal but has no notice of the principal’s identity

b) Rule: the agent is a party to the K and liable to the third party

3) Undisclosed principal



a) Definition: the third party has no notice that the agent is acting for a principal



b) Rule: the agent is a party to the K and liable to the third party
III) GENERAL PARTNERSHIP

A) General

1) Partnership was originally viewed as an aggregate of individuals (common law).  When a partner left, the partnership ended.


2) Under RUPA, partnership is viewed as an entity.

3) If you fail to organize your business properly as a corporation, the default is to treat it as a partnership.  You can inadvertently form a partnership, not a corporation.

4) RUPA 103 
a) The partnership agreement controls.  However, if partnership K doesn’t address something, the default rules of RUPA apply.
b) The partnership agreement cannot (mandatory; can’t be modified):


i) Eliminate fiduciary duty (loyalty, care, good faith) but can limit it


ii) Vary the power to disassociate


iii) Restrict rights of third parties


5) RUPA 201



a) A partnership is an entity distinct from its partners


6) Term partnership



a) partnership limited to a certain amount of time


7) At will partnership



a) partnership of indefinite term

8) RUPA 104



a) Principles of law and equity govern when something is not covered in RUPA.
9) Don’t need a written partnership agreement or a lawyer to form or operate a partnership.
B) Formation of the Partnership  


1) RUPA 202

a) A partnership is an association of two or more persons to carry on as co-owners a business for profit, whether or not the parties intend to form a partnership.


i) States may add an intent requirement

2) Decision of whether a partnership exists is a matter of law.  Court not constrained by what the parties thought their relationship was; looks at conduct, not testimony.

3) Tondu v. Akerly

a) Facts: M and P decide to enter in to business to raise cattle. They also have a personal relationship (live together). Contribute equal interest, had joint accounts and loans, filed separate tax returns. Relationship ends. M sues to get half of business profits based on partnership. 

b) Issue: Was a partnership formed?

c) Rule (Montana) – elements of partnership




i) Intent of the parties to establish a partnership




ii) Each partner has to contribute to or promote the enterprise




iii) Right of mutual control


iv) Agreement to share profits

d) Holding: no partnership existed.  No manifested intent b/c separate returns.  No agreement to share profits.
e) Takeaway: the party asserting the partnership has the burden of demonstrating that all the elements of the partnership are satisfied.


4) MacArthur v. Stein

a) Facts: Stormtrackers come into town and offer to expand Stein’s business. They provide money, get loans from M that S could not have otherwise gotten, used similar name of S’s pre-existing business, then stormtrackers leave. (left Stein with bill).  M initially didn’t know S was a partner.  M goes after S, as partner of business, for breach of K.
b) Issue: was there a partnership?

c) Holding: Court found partnership based on last 3 elements, and inferred intent from circumstances.

d) Takeaway point: third party creditor case.  Default rule is that partner is individually liable for debt of partnership.  The principal is the partnership.  However, if stormtrackers ran up huge debt, might be beyond apparent authority.

5) MLR v. UAB

a) Facts: two entities work together on retirement facility idea.  First K is an NDA.  The second K is for a general partnership.  There were two potential partnerships: for feasibility and for development.  UAB terminated after feasibility study.  MLR sues for breach of K, good faith, fraud.
b) Issue: was there a partnership?

c) Holding: court said there is a partnership, but the scope is limited to determining feasibility.  The second part was merely an agreement to agree.

d) Rule: Alabama case law looks at intent and totality of circumstances for partnership formation.
C) Financing the Partnership’s Business and Ownership of Partnership’s Business Assets


1) RUPA 203

a) Property acquired by a partnership is property of the partnership and not of the partners individually.
 


2) RUPA 204



a) Property is partnership property if acquired in the name of:




i) the partnership, or

ii) one or more partners with an indication in the instrument transferring title to the property of the person’s capacity as a partner or of the existence of a partnership but without an indication of the name of the partnership.



b) Property is acquired in the name of the partnership by a transfer to:




i) the partnership in its name

ii) one or more partners in their capacity as partners in the partnership, if the name of the partnership is indicated in the instrument transferring title to the property.
c) Property is presumed to be partnership property if purchased with partnership assets (even if not acquired in the name of partnership or the name of one of the partners)

3) RUPA 501 

a) Partner is NOT a co-owner of partnership property and has no transferable interest in partnership property


4) RUPA 502

a) The only transferable interest of a partner in the partnership is the partner’s share of profits and losses and the partner’s right to receive distributions.  The interest is personal property and considered an asset.
i) Policy: a transferee doesn’t have managerial rights b/c not all partners consented 

ii) If someone buys a partnership interest from the partnership (and not just a single partner), then she will have managerial rights

5) Partner Contributions

a) The statute doesn’t require that partners make equal contributions or equal types of contributions

b) Types of contribution

i) Money


ii) Services


iii) Property
D) Distributions to Partners/Management of Partnership’s business/Personal Liability of General Partners on Partnership’s Business Debts

1) RUPA 401
b) each partner gets the same amount of profits and losses unless otherwise agreed upon
f) Each partner has equal rights in the management and conduct of the partnership’s business

i) It’s possible for a K to bestow all managerial authority to one partner and the partnership is bound by his acts 
ii) Possible for partnership to be bound by a partner’s acts b/c of apparent authority and 103(b)(10)
g) a partner may use or possess partnership property only on behalf of the partnership 

h) Partner is not entitled to a salary unless the agreement says so 

i) A person may become a partner only with consent of all partners


i) Usually modified in partnership K (i.e. Gibson Dunn)

j) A decision in the ordinary course of business requires a majority vote.  An act outside the ordinary course or an amendment to the partnership K requires unanimous consent.

2) RUPA 405

a) A partnership can sue a partner for breach of agreement or breach of a duty to the partnership that causes harm to the partnership 

b) A partner can sue a partnership or other partners to: (1) enforce partners rights under the agreement; (2) enforce their rights under RUPA


3) RUPA 301 

a) Every partner is an agent of the partnership and the act of every partner in the ordinary course of business binds the partnership unless there was no actual or apparent authority.

b) An act outside of the ordinary course of business by a partner does not bind a partnership unless it is authorized by the other partners

c) Includes agency law – actual/apparent authority, VL


4) RUPA 305

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


i) Tort creditor – involuntary


ii) Contract creditor – voluntary


5) RUPA 306



a) All partners are jointly and severally liable for all obligations of the partnership

b) A partner is not personally liable for anything that occurred before they became a partner


6) RUPA 307 (Exhaustion Rule)
a) Can sue the partnership and any or all of the partners in the same action or separate action

b) A judgment against a partnership is not a judgment against a partner.  You must get a judgment against a partner to get to his assets (for VL).

c) A third party must first go after the assets of the partnership to satisfy a debt, then you can go after the individual partners’ assets.

d) If partner is actually liable (i.e. the one who committed the negligent act, as opposed to VL), then you don’t have to go after the partnership first.

7) Allocation vs. Distribution



a) A partnership is a flow-through and profits are allocated to a capital account.

b) Profits are allocated amongst partners and must be reported as income.  Partners pay taxes for allocation even if they don’t receive it as a distribution.


c) Distribution is the portion of profits a partner actually receives in cash.


8) Starr v. Fordham

a) Facts: Plaintiff joined D’s lawfirm. He was hesitant to sign partnership agrmt because of the authority the other partners had over determining compensation.  P signs agreement. 1st year they divided profits evenly. 2nd year, he decided to leave, and the firm only wanted to give him 6.3% of profits. Starr sued for breach of fiduciary duties and breach of GFFD.  Lower court ruled in favor of Starr and gave him 11% of profits.

b) Issue: Was there a violation of fiduciary duty and GFFD?

c) Holding: Ct aff’d lower cts finding of breach of duty and GFFD using a standard of fairness. They used this standard b/c fiduciary duty law is an equitable doctrine and the goal of equity is fairness and justice. When P signed agreement he assumed that the partners would fairly compensate him (though he did not assume equal shares bc knew he was not a rainmaker) and the court went with the reasonable expectation of the P, not the default rule (equal share of profits to partners).


9) Kansallis Finance Ltd. v. Fern
a) Facts: P asked for legal opinion from law firm. Jones, a partner in firm, wrote a fraudulent letter on firm letterhead and sent to P. P loses money and sues Jones.  Can’t collect from Jones, so sues firm.

b) Issue: is the firm vicariously liable for Jones’ actions?

c) Holding: No. There was no actual authority, and the ct found no apparent authority b/c the contents of the letter were such that no reasonable person could think the firm would authorize the letter.  Court said RUPA 301 doesn’t apply b/c Jones only acted to benefit himself, not the partnership.

d) Rule: This case narrows §301, by stating that a partnership can only be liable if the act was in part to benefit the partnership.
E) Fiduciary Duties


1) RUPA 404

a) Partners owe the partnership the duty of loyalty, duty of care and duty of good faith and fair dealing.

b) Fiduciary duties can be modified by K, but not waived completely.  The K provisions modifying fiduciary duties cannot be unreasonable


i) Pro waiving: freedom of K


ii) Con waiving: can’t predict every outcome; relative bargaining positions


2) Meinhard v. Salmon

a) Facts: lease of hotel property for 20 years. M gives money for the lease and S has managerial control. At the end of the 20 years, the owner of the property wanted to rent the property in conjunction with other property. S decides to take the lease without talking to M.  M sues for breach of fiduciary duty.

b) Issue: Did S have a duty to disclose the possible lease with M? Did S breach his fiduciary duty?

c) Rule: a partner should disclose all material facts of opportunity received based on being in partnership.

d) Holding: Court says yes, breach of fiduciary duty. S should have disclosed the info regarding the new lease to M when the offer for the new lease came in.  S does not have to offer for M to sign the new lease, but Cardozo says that M should have had the opportunity to compete for the lease.  If the same lease were going to be renewed, then the opportunity belongs to the partnership.  The remedy was to place the lease in a constructive trust for benefit of partnership.
e) Dissent: joint venture and fiduciary duty ended when the 20 year lease expired.


3) Baltrusch v. Baltrusch

a) Facts: two brothers have a partnership. One brother transfers lease to his sons and gives use of tractor (sons pay farmhands in exchange for use of tractor). Partnership is dissolved. William is suing Otto for breach of duty of loyalty.  William claims the sons used the tractor without repaying the partnership. Also that Otto paid personal expenses out of partnership funds.
b) Issue: was there a breach of fiduciary duty?

c) Holding: No. O did account for personal expenses paid out of partnership and the sons did pay for use of tractor through hired hand wages.

d) Takeaway point: The duty of loyalty exists, it is mandatory, but it doesn’t carry the heavy lifting.  William should’ve monitored the biz more closely.
F) Disassociation and Dissolution


1) RUPA 601 – Events Causing Partner’s Disassocation



a) Partner’s express will

i) partnership relationship is viewed as personal and partner always has the unilateral right to get out

ii) If partnership is at-will, this leads to dissolution

iii) This cannot be contracted away (RUPA 103(b)(6)).



b) Upon happening of an agreed-upon circumstance



c) Partner is expelled



d) Partner becomes debtor in a bankruptcy


e) Partner’s death



f) For a partnership at will, anything but express will leads to disassociation


2) RUPA 602 – Partner’s Power to Disassociate; Wrongful Disassociation
a) Partner has the power to withdraw/disassociate at any time, rightfully or wrongfully

b) Partner’s disassociation is wrongful only if: 

i) The partner breaches an express agreement, or 

ii) The partner disassociates prior to the end of a term partnership


3) RUPA 603 – Effect of Partner’s Disassociation

a) If a partnerships disassociation results in a dissolution and winding up of the partnership business §800’s apply, OTHERWISE the §700’s apply

b) Upon a partnerships disassociation:

i) a partner’s right to participate in the management and conduct of the partnership business terminates

ii) a partner’s duty to not compete with the partnership in the conduct of the partnership business is terminated


4) RUPA 701

a) Will trigger a buyout when there is a disassociation. Price is based on hypothetical value of the dissociating partner’s account as if the partnership had dissolved on the date of dissociation and the assets sold for the greater of 

i) liquidation value (what a willing buyer would pay a willing seller, NOT emergency sale value) or 

ii) value of going concern without the dissociated partner

b) But if wrongful disassociation:

i) You do not get paid until the end of the term (if term partnership), and 

ii) The amount you get will be reduced by any damages that resulted from wrongful withdrawal


5) RUPA 702 (2 year tail)

a) for 2 years after disassociation the partnership is bound by an act of the disassociated partner which would have bound the partnership before disassociation only if: 

i) the other party reasonably believed that the disassociated partners was a partner and 

ii) the other party did not have notice of the partner’s disassociation and

iii) the other party does not have knowledge due to statement filed with state

b) a disassociated partner is liable to the partnership for any damage caused to the partnership arising from an obligation incurred by the disassociated partners after disassociated partner for which the partnership is liable under (a)


6) RUPA 703

a) partner can be liable for partnership liability that was incurred before disassociation and a partner is not liable for conduct after disassociation, unless it meets (b)

b) disassociated partner is liable as a partners within 2 years after disassociation if the partner is liable under §306 AND at the time of the transaction, the other party: 

i) the other party reasonably believed that the disassociated partners was a partner and 

ii) the other party did not have notice of the disassociation and 

iii) the other party does not have knowledge due to statement filed with state

- This only applies to contract claims, not tort claims


7) 801 – Mandatory dissolution



a) A partnership is dissolved and must be wound up if:




i) in a partnership at will, by a partner’s express will (not 601(2)-(10)).




ii) in a term partnership

(1) When half of partners remaining after either wrongful disassociation, disassociation by death, or thru 601(6)-(10), decide to wind up business within 90 days of disassociation

(2) All partners want to wind up
(3) Expiration of the term

iii) An event agreed to in the partnership K that results in winding up partnership 




iv) It’s unlawful to continue the biz




v) Judicial determination


8) 802



a) Partnership continues after dissolution, but only for the purpose of winding up


9) McCormick v. Brevig

a) Facts: Kids ran parents company. Joan and Clark ultimately had equal ownership in partnership. J sues C for conversion and wanted the partnership to dissolve. Lower court ordered C to purchase J’s interest (buyout), but J wanted liquidation/dissolution.
b) Issue: is dissolution mandatory?

c) Holding: yes.  Lower court judge used dictionary/fairness for judicial alternative.  Dissolution is mandatory under 801(5) and partnership assets are reduced to cash.

G) Limited Liability Partnership


1) 306(c)

a) An obligation of a partnership incurred while the partnership is an LLP, whether arising in K, tort or otherwise, is solely the obligation of the partnership. A partner is not personally liable for an obligation solely by reason of being or so acting as a partner

2) Partners are liable for their own malpractice/debt but not other partners’ malpractice/debt unless they were closely working together or supervising one another.

IV) THE INCORPORATION PROCESS
A) Promoter Liability


1) Promoter



a) A promoter is a person who organizes the corporation



b) May execute agreements on behalf of the yet-to-be-formed corporation


2) Rules

a) If agent acting on behalf of corporation with apparent or actual authority, then they are shielded from personal liability on the company’s debt

b) For an agent to escape liability, the burden is on the agent to prove that the principal’s corporate status was fully and adequately disclosed to the third party

c) The third party does not have a duty to inquire into the corporate status of the principal even when it is within that party’s capability to do so.

d) Where the principal’s corporate status is not disclosed, the agent is liable on the K, as well.

e) In a K, agent/promoter must make it clear that the corporation is liable on the lease and that once the lease is entered into with the corporation, the agent is no longer liable.

f) A promoter isn’t personally liable in a K made prior to incorporation if it’s made in the name and solely for the credit of the future corporation.

i) The 3rd party has to agree that the day the corp is formed, the promoter will no longer be personally liable

g) To establish a novation, you need to show the intent to substitute the name for a properly formed corporation and consideration.  Consideration is usually a release of liability of the promoter.
h) Promoter acting on behalf of an unformed corp has personal liability unless the promoter establishes: (1) novation or (2) that the 3rd party intended to K with corp and agreement that corp would be liable.

3) Benjamin Plumbing, Inc. v. Barnes

a) Facts: Plumbing company contracted with Whitcomb to do plumbing for the Response to Hunger Network. W’s company defaulted on payments. Plumbing co is seeking to hold W personally liable for the difference. W argues that he is not personally because HRN is a corp. and he is only an agent of corp. (therefore the agent is not personally liable, only the corp.)
b) Issue: Is W personally liable?  Did W disclose that he was working for a corporation?

c) Holding: Ct finds that W had a duty to disclose corporate status to Benjamin plumbing if he wanted to avoid liability. The court found W is personally liable b/c 1) he did not disclose the identity of the principal and 2) because he is the contracting party. 

4) Moneywatch Companies v. Wilbers

a) Facts: W enters into a lease with M under his own name, then changed the name on the lease to a corporation but M still wants W personally liable.  W defaults on lease.  W claims no personal liability b/c 1) he’s a promoter and 2) there was a novation.
b) Issue: is W personally liable for the rent?

c) Holding: yes.  The ct finds that W was a promoter, and the original lease was NOT made in the name and solely on the credit of the future corporation, but that W executed the lease to his own credit.  Also, there was no novation b/c there was no intent and there was no consideration.  There could’ve been consideration if there was a release.
B) The Internal Affairs Doctrine

1) You can incorporate in one state (i.e. Delaware) and operate in another.  However, the state of incorporation’s laws will govern the internal affairs of the corporation (relationship between shareholders, directors, officers and agents).

C) Formation of the Corporation


1) A natural person must be the incorporator


2) Name of the corporation



a) The name must indicate that the business is a corporation




i) MBCA 4.01: must have ltd, corp, inc. or co. in the name

b) Name must be distinguishable from the name of every other corporation on file with the Secretary of State (MBCA and DE law)
i) cannot be minor distinctions

ii) CA: cannot be deceptively similar

c) Reservation (MBCA 4.02)

i) If a domestic corporation, holds name for 120 days to file Articles of Incorporation



d) Registration (MBCA 4.03)

i) For foreign corporations (organized under laws of a different state)


3) Articles of Incorporation (called Certificate of Incorporation in Delaware)



a) AOI must have (MBCA 2.02a):




i) Corporate name

ii) The maximum number of shares the corporation is authorized to issue

- by default all shares are the same absent explicit differentiation




iii) Name of person who will act as agent for services of process





- For personal jurisdiction




iv) Name and address of each incorporator 




v) CA: also requires stated purpose



b) MBCA 2.02b lists things AOI may have

c) Default Rules

i) MBCA §3.02: corporation will exists in perpetuity unless otherwise stated AND the company maintains the rights of a separate legal person.

ii) MBCA §3.01: Corporation may engage in any lawful act unless a more limited purpose is set forth in the articles

iii) MBCA §8.03: requires that a board of directors have one or more individuals (Corp cannot be a director, director must be a natural person), and this number can be set out in bylaws or articles.  BUT in CA §212, Have to have 3 members on board unless you fit under one of the exceptions



d) Hierarchy 




- 1) state’s statutes, 2) articles of incorporation, 3) bylaws


4) Filing
a) The action by which the state accepts the Articles of Incorporation. It is through filing that the corporation comes into existence

b) Turn AOI into the Sec of State and when approved, receive a Certificate of Incorporation and becomes de jure corporation


5) Organizing the New Corporaiton



a) By-laws

i) Rules and regulations that the corp set up to govern corporation’s affairs. (these deal with minutia/day-to-day issues)

ii) Does not need to be filed with Secretary of State

D) Defective Formation


1) De Jure

a) Substantial compliance with all mandatory provisions which are conditions precedent to incorporation – legally recognized. (have filed articles/certificate of incorporation)

b) Good against the world (the state and private litigation)


2) De Facto Corporation

a) A de facto corporation is a partially-formed corporation that provides a shield against personal liability of shareholders for corporate obligations. De facto corporation is good against all of the world, but the state.
b) Requirements:

i) Law authorizing corporations

- Organizers of the corp. attempted to comply w/ the applicable statutes, but failed to do so



ii) Good faith effort to incorporate

- Organizers were unaware of the defect that kept the corp. from being formed

- shouldn’t hold yourself out as a corp when you know it’s not true (close to fraud)




iii) The use or exercise of corporate powers

- Company carried on as though they believed the corporation existed (act like a corporation)


c) Hill v. County Concrete Company, Inc.

i) Facts: CCC brings breach of K action against Hill.  Hill claims personal liability shield b/c of de facto corporation.  H’s company held itself out as corp CM but couldn’t use the name, so were really filing to be HN.  
ii) Issue: Is Hill personally liable?  Was CM a de facto corp?

iii) Holding: Hill is personally liable b/c didn’t act with good faith.  He held himself out as CM corp when he knew he couldn’t use that name.  Problem here: Creditor gets a windfall because dealing with a corp either way and got more than bargained for (Hill’s assets); but, Hill should’ve come clean in the first place


3) Statutory Provision

a) Rule: MBCA §2.04 – “To find liability, there must be a finding that the persons sought to be charged (1) acted as or on behalf of the corporation and (2) knew there was no incorporation under the Act.”



c) Harris v. Looney

i) Facts: Harris sold his business and its assets to JR Construction on Feb 1.  The articles of inc for JR were signed by incorporators (Looney, Joe, and Rita) on Feb 1 but not filed until Feb 3.  Three years later, JR defaulted and Harris sued Looney and other incorporators as jointly and severally liable for $50k debt.  Lower court hold Joe liable, but not Looney or Rita.

ii) Issue: are all three incorporators personally liable?

iii) Holding: only Joe is personally liable

iv) Application: Joe acted on behalf of the corp by signing the K.  But Looney and Rita weren’t present to sign the K, so they’re not liable.  The statute pre-empts consideration of de facto corp.


4) Corporations by Estoppel

a) Rule: Doctrine of Corp. by estoppel only applies where --
i) both parties reasonably believe they are dealing with a corporation; and 

ii) neither party has actual or constructive knowledge that the corp does not exist
- Unlike de facto, Estoppel is only good against the person suing you.  But Maynard thinks estoppel and de facto are similar.


b) American Vending Services, Inc. v. Morse

i) Facts: Two lawyers buy car wash from Morse on behalf of AVSI but don’t file to incorporate AVSI until 2 months later.  AVSI defaults and Morse sues two lawyers personally.  They claim no liability b/c corporations by estoppel

ii) Issue: Is there a corporation by estoppel?

iii) Holding: no.  The lawyers knew that there was no corp formed yet, therefore they were held personally liable.  Both parties must reasonably believe a corporation is in place.


5) Frontier Refining Company v. Kunkel’s Inc

a) Facts: Kunkel went to Beach and Fairfield to invest in gas station. B and F agreed to loan the money to K, but K would incorporate the co and manage co. B & F clearly stated that no business should occur until incorp. was complete. Kunkel entered into K, on behalf of corp, with Frontier before actual incorporation. K included that there would be cash on delivery, BUT Kunkel never paid, so Frontier sued. K had no money, so Frontier sues B and F personally.

b) Issue: Are Beach and Fairfield personally liable for the breach?

c) Holding: no.  Frontier would get a windfall and Beach and Fairfield were not at fault.  Also Frontier’s driver screwed up b/c it was supposed to be COD.  No claim of de facto or estoppel here.

V) FINANCING THE CORPORATION
A) General


1) Financial statements are prepared in accordance with the GAAP 



a) Required in CA


2) Matching principle

a) Requires report of all revenues/expenses in one particular period (i.e. annual, quarterly).  Allows biz to make comparisons with other periods.


3) Conservatism



a) when you have two choices, you should err on the side of caution  
b) Allows for comparability across businesses b/c they use the same principle and makes the comparisons more reliable.

B) Accounting: Balance Sheets and Income Statements


1) Preparation of the Income Statement

a) Take into account all revenues and subtract all expenses, and you’re left with gross profits.

b) If you underreport costs, you’ll overstate profits


2) Preparation of the Balance Sheet



a) Assets – Current and Fixed




i) Assets = liabilities plus equity.

ii) E.g.: borrow $10k from bank.  Put $10k into both assets and liabilities columns.  Spend $1000 on equipment, goes into assets.  Stock is an asset.


b) Liabilities – Current and Long Term



c) Owner’s Equity – Partners’ Equity and Shareholders’ Equity

3) Taxation of the Business Entity



a) Partnership Taxation: Flow through treatment

i) Individual partners are responsible for the tax on their share of the profits, even if the profits were not distributed (allocation vs. distribution)
ii) Partners must put profits on their personal tax return

iii) Partnership business does not pay income tax



b) Corporate Tax: Double tax burden

i) Corporation is an entity that must pay taxes; shareholders must pay income tax on distribution.  This is the “double taxation.”  

ii) If no dividend distribution, then no double tax (put profits in the biz).

iii) If there is a dividend distribution, you must account for it on the balance sheet.  

iv) Shareholders’ equity is profits after taxes (?)

C) Types of Securities: The Fundamental Distinction between Debt and Equity and the Concept of “Hybrid Securities”

1) Three sources of income for a corporation:



a) Owners can contribute capital themselves



b) Owners can borrow money



c) Profits can stay in the business


2) Debt



a) Security holder has no management power- entitled to interest and principal


b) Advantage over equity: interest on debt is deductible


3) Equity



a) Permanent equity with managerial power


4) Hybrid security



a) Some debt-like features and some equity-like features

D) Overview of the Different Types of Equity Securities


1) Attributes of Common Stock



a) Rights are established in the Articles of Incorporation




i) The number of common shares must be set forth in AOI

ii) If you have two different classes of stock, must state it in the AOI.  If you don’t, then it’s common stock.



b) Preferred Stock




i) Receives some priority over common stock



c) Common Stock




i) Residual claimants, you get what’s leftover after everything’s been paid.



d) Voting Rights



i) Control (i.e. managerial rights)



e) Financial Rights




i) Right to receive distributions




ii) Dividends

(1) Right to receive payment from the company while corporation is still active/going concern

(2) Nobody has a right to receive a dividend unless a dividend has been declared by the board.  You can’t compel distribution.  




iii) Liquidation 

(1) Upon winding up of affairs, the leftover gets paid out to the common share holders. This is different from liquidity


f) Liquidity of Common Stock




i) Able to turn stock into money quickly

ii) If you invest in shares and sell them, the profit will be treated as capital gain for tax purposes

iii) Publicly traded – NYSE or NASDAQ

iv) Closely held – PAC Surfwear, Inc


2) Shareholder Distributions – Payments to Shareholders



a) Distributions includes dividends paid to shareholders



b) Payments to shareholders on liquidation (or dissolution)



c) Payments to shareholders to acquire (“redeem”) their stock

i) Redemptions or repurchases= when you sell your stock and the company pays you
d) There is no right to receive a dividend.  Declaring dividends is in the discretion of the Board.


3) Preferred Stock: Use of Multiple Classes of Stock


a) Preferred Stock




i) A senior security

(1) It has some preference or some right that comes ahead of the common stock owner


b) Authorized shares




i) The maximum number a corporation can sell



c) Issued shares




i) The number of shares actually sold



d) Outstanding shares




i) The number of shares sold and not reacquired

ii) The number of outstanding shares can be different from the number of shares issued and from the number of shares authorized


e) Statement of authorized capital must be set forth in the AOI




i) MBCA §2.02 and §6.01-6.03

4) Different Types of Preferences: Terminology



a) Cumulative Dividend




i) dividends accrue



b) Non-cumulative dividend




i) if not paid, dividend eliminated



c) Partially-cumulative dividend



d) Voting or non-voting Preferred Stock



e) Liquidation (or Dissolution) Preference



f) Use Participating or non-participating Preferred Stock?



g) Making Changes to Terms of Outstanding Preferred Stock



h) Authorize Different Classes (or Series) of Preferred Stock



i) Authorize “Blank Shares”?


5) Different Types of Preferences - Hypos



- $4 a share



- $3.60 a share



a) Dividend Preferences




i) Cumulative

(1) if board does not declare dividend in any given year, your dividend will keep adding up (dividend overhang). It is not legally enforceable until the company decides to distribute dividends, but once they decide to distribute, you are entitled to “back pay” from the years prior.



ii) Non-Cumulative





(1) If it’s not paid, the dividend is gone




- Hypo:

(1) Preferred get $160,000 ($8 a share); common gets $240,000 ($2.4 a share)

(2) Preferred get $40,000 ($2 a share); common gets $360,000 ($3.6 a share)



b) Preferences on Liquidation

i) When corporation is dissolved and all creditors claims have been paid – both secured and unsecured
- in dissolution, the creditors have a priority before distributions can be made to equity holders (preferred or common)

ii) Then preferred shareholders have priority over common shares to extent of their preference in any further distribution of any remaining assets


- default rule: no liquidation preference unless AOI provides for it

iii) After payment of any liquidation preference, distribute any remaining funds to common stock

- to the extent a biz does really well, all of the residual value goes to the common stock holders



c) Voting rights




i) Gives shareholders some right to monitor/control




ii) Default rule: one share = one vote

iii) Typically, preferred stock is non-voting (common stock has voting rights)

iv) But if corp constantly fails to declare distributions, investors will bargain for right to vote on their preferred shares



d) Participating vs. Non-Participating

i) Participating preferred stock is a hybrid security — having some features of common stock (i.e., the right to participate in further dividend distributions made by the company), as well as having some stated preference over common stock (which makes it look more like a senior security). 
- These stockholders will get paid twice
ii) Participating preferred gets paid first, then acts like common stock for second round of payment

iii) Hypo:$3 a share, which means preferred participating ends up with a total of $100,000 and common gets $300,000
e) Changes in rights, preferences and privileges of a class of outstanding preferred stock:


i) Read MBCA §§ 10.03 - 10.04
ii) Board, acting on behalf of corporation, cannot unilaterally amend terms of its outstanding preferred stock

iii) The terms of an outstanding class of preferred stock cannot be amended without first obtaining the preferred stockholders’ consent to such changes (usually by a majority vote of such class) – even if such shares are otherwise non-voting.

iv) To amend the articles is a BIG change. You have to get board approval AND share holder approval and then you have to file the amended articles with the secretary state


f) What is “blank check preferred” stock?




i) MBCA § 6.02
ii) allows Board flexibility to establish financial terms of a particular class (or series) of shares at time of issuance (they fill in the blanks)

iii) allows Board to take into account current economic conditions in specifying the terms of the preferred stock it plans to sell
iv) Board’s decision-making power is limited by their fiduciary duty obligations

v) AOI authorizes the number of preferred shares, but leaves terms (i.e. rights, privileges) blank b/c can’t predict market conditions


6) Common questions when reviewing an AOI statement of capital structure:

a) How many shares are authorized?  Do these articles authorize more than one class of stock?


i) Class means common, preferred, etc.


ii) Series is a subset of class (i.e. different series of preferred)

iii) Look at certificate of determination to see if any additional preferred stock has been issued

iv) If shares are sold at a later time, then they have different rights, preferences, and privileges

b) Do these articles authorize any blank check preferred shares?

c) If there are any preferred shares authorized in these articles, do they carry any dividend rights?  Any liquidation rights?  Any voting rights?  If yes, describe the terms of any preferences.

i) Default rule: preferred stock only has the rights, preferences, and privileges set out in the AOI


7) Redeemable Preferred Stock

a) Preferred stock “redeemable” at option of corporation – “callable” preferred stock


i) A redemption is a payment from the company to its holder


ii) Callable: it can be called by the company for redemption
b) Preferred stock “redeemable” at option of holder – a form of demand indebtedness?

i) Preferred stock that is redeemable at the option of a holder is like a demand note.

8) Convertible Preferred Stock



a) Convertible at option of holder

i) usually convertible into common stock. Investors in small start-up companies want convertible common stock. They want the ability to have the preference (preferred stock), BUT they will also want to be able to covert to common stock when the company does REALLY well (the common stock will then be worth more than the preferred stock). This will be bargained for
ii) Warren Buffett/Goldman Sachs example


9) Redeemable Common Stock



a) At the option of the holder?

i) Most states, including CA, say that you CANNOT make the common stock redeemable bc it is the layer of ownership that is the residual claimant.


b) At the option of the corporation? (callable common stock)


10) Convertible Common Stock



a) Convertible into another class of stock?




i) Most states will allow this



b) Convertible into debt?

i) Most states (including CA, which has a statute that prohibits this) don’t allow this b/c we want to protect the creditors of the company (their place in line).


11) The RMBCA’s Freedom of Contract Approach



a) Complete freedom of K, no prohibitions

E) Use of Debt Financing


1) General

a) Four Basic Questions




i) Who is going to make the loan?





- Inside creditor (shareholder) or outside creditor (bank)




ii) What debt covenants will the lender insist on?




iii) How will the business service the debt?





- Interest and principal payments




iv) What happens in the event that the company defaults on the loan?



b) Interest on debt is tax deductible

c) If you lend money to the corporation, you have priority through creditor’s rights

d) Two kinds of debt terms


i) Short term



- Addresses cash flow problems



- Revolving line of credit


ii) Long term



- finances capital purchases/assets like building or equipment

2) Different Types of Debt Securities



a) Bond

i) Usually viewed as debt that is secured with some asset of the business. 


b) Debenture




i) Unsecured debt; you buy into company’s creditworthiness



c) Debt covenants

i) Affirmative: includes maintaining financial ratios, have certain amount of money in bank account, etc.

ii) Negative: prohibits the corp from increasing its debt beyond agreed upon level or prohibit the corporation from paying more dividends that it currently does



d) Rights/options/warrants




i) Not really debt, just another kind of security

ii) Right: usually granted to existing shareholders for short time period (right to buy more shares on whatever terms set out in the right).
iii) Warrant: typically an option to 3rd party to buy some security of the optioner, and 3rd party has longer period of time to exercise warrant
iv) Option: granted to employees by an optioner- incentive to have employees work hard. Option is granted on the day that you get hired giving you a right to buy a share of corp’s stock at the value on the day of your hire.


3) Concept of Leverage



a) Loans made by third parties (“outside debt”)



b) Loans made by shareholders (“inside debt”)

c) Advantage: you keep the excess off another’s money and you don’t get taxed as much 



d) Disadvantage: you have to pay, especially on demand


4) Economic and Legal Risks of Excessive Debt



a) Debt – equity ratio




i) Want the optimal amount of debt and equity


b) “Thin” Capitalization




i) Having too high debt to equity ratio




ii) Three risks
(1) IRS can audit (will treat debt as equity, interest as dividends, must pay tax on amounts paid out)





(2) Piercing the corporate veil





(3) Equitable subordination


5) Use of Venture Capital Financing

F) Mechanics of Issuing Stock


1) Use of Subscription Agreements



a) A written K to buy stock on whatever terms are set out in the K


b) Problematic if done pre-incorporation b/c binding non-existent entity


2) Issuing Stock: Terminology



a) Issuance vs. Trading Transactions

i) Issuance: issuing stock as a capital raising transaction to raise money for Corp.  
ii) Trading transactions: sell your shares on the market.  They’re personal property and freely transferable.  



b) Authorized shares

i) Stated in the AOI.  The maximum number of shares the company can sell



c) Issued shares

i) the number of the authorized shares that were actually distributed to shareholders (either common or preferred)


d) Outstanding shares

i) the number of shares that have not been reacquired/redeemed by the company. When it is reacquired/redeemed, it is treasury stock.
ii) Only outstanding shares are entitled to vote and receive dividends


3) Number of Authorized Shares: Herein of “Dilution”



a) Disparate contributions of founding shareholders

i) Dilution is the problem of ensuring that all the investors make an equal payment per share



b) Valuation of non-cash consideration

i) Most consideration is given in cash, but sometimes it is not. Board decides how much the non-cash consideration is valued at. So long as no fraud and comports with fiduciary duties, the board’s decision on value is binding

4) Concept of “Par Value”



a) Par value is the minimum/lowest amount that stock can be issued for

b) Principle was established to give investors some idea of what other investors are paying for shares and to prevent dilution
c) The board decides the par value.  Can’t sell shares for less than par value.

d) In CA and model act, there is no par value, but Delaware retains the par value concept.
e) Balance Sheet Accounts


i) Stated Capital



- Par value times the number of shares issued


- Cannot pay dividends/distributions out of stated capital



- E.g. $2 a share par value, 100 shares sold, stated capital = $200


ii) Capital Surplus



- The excess over the par value



- Can be used to pay dividends



- E.g. if 100 shares sold for $5 a share, capital surplus = $300


iii) Retained Earnings



- The profits of the business



- Can be used to pay dividends

f) Watered Stock Liability


i) Selling stock for less than par value


ii) If invalid consideration is used to acquire stock

g) Par Value in Modern Practice


i) Only Delaware


ii) Has nothing to do with dilution today

h) Tests for insolvency: 
i) equity test: after giving effect to the distribution, can the company pay its debt when they come due? 

ii) balance sheet test: you are insolvent if your assets are lower than liabilities- this is far more quantitative than equity test.  

iii) If you are insolvent under either, then you cannot make a distribution.  If a dividend is made and corp is insolvent, the directors could be legally liable.
iv) Legal capital test (Delaware):

i) Treasury stock is not included in the balance sheet but retained earnings/shareholders’ equity is reduced

5) What type of consideration can be used to acquire stock?

a) Traditional Distinction between Permitted (Eligible) Forms of Consideration and Prohibited (Ineligible) Forms

b) The RMBCA Approach [MBCA §6.21(b)-(d)]
i) Consideration can be money, property, services, promissory notes, contracts for services, or other securities
c) What is California’s Approach?  [See Calif. §409]
i) Same as MBCA, but not promissory notes or future services.  It has to be services already performed (sweat equity).
d) Delaware’s Approach [Skim DGCL §§151-154 and 161]

i) Cash, property, or rights

6) Preemptive Rights: Traditional Common Law Approach

a) Preemptive right: right of an existing shareholder to maintain her percentage of ownership whenever there is a new issuance of stock for cash.
G) Public Offerings vs. Private Placements – Federal Securities Law

a) Securities Act of 1933

b) Blue Sky Laws -- e.g., California Corporations Codes §§25000, et. seq.
c) IPO’s -- Initial Public Offerings

d) Additional rounds of debt or equity financing by publicly traded companies
VI) DISTRIBUTIONS TO SHAREHOLDERS: DIVIDENDS AND REDEMPTIONS
A) Dividend Distributions


1) General

a) For dividends to be paid, you have to have the funds available for the distribution.  The board is held liable if it’s illegally paid.

b) No dividend until the board declares a dividend. It can pay it out on that date (the day that it decided to pay out), or any day thereafter
c) Declaration date: the day that the board declares a dividend
d) Record date: the day on which the shareholders become entitled to receive the dividend
i) the shareholders of record on this date are the ones that are entitled to get the check


e) Payment date: the date you can expect the check to get mailed


2) McIlvaine v. AmSouth Bank

a) Trust set up for the benefit of 3 kids.  One of the kids, Tommy, died. Gene is Tommy’s son.  Trustee, the bank, trying to determine whether the dividend goes to Tommy’s estate or it goes to Gene.  Tommy died on the record date.  Held, Tommy was still alive on the record date, and thus the money goes to his estate, not Gene.  If Tommy had died before the record date, Gene would get the money.

b) Rule: you just need to be alive on the record date to get the dividend.

VII) PIERCING THE CORPORATE VEIL

A) General PCV
1) Default rule is that a corporation is a shield for personal liability.  PCV allows creditors to get around this shield and makes it equitable to disregard the corporate form and allow third parties to proceed against the shareholders personally.


2) Personal guarantee

a) Individual shareholder makes a promise to the creditor in exchange for the right to go after the individual personally

b) Generally happens when the third party is not creditworthy

3) PCV is an equitable doctrine


a) Very uncertain and hard to predict


b) Court has lots of discretion to use different factors


c) Tort creditors are more sympathetic than K creditors (voluntary)

4) Two major public policies/factors


a) The shareholders/directors are not playing by the rules (alter-ego allegation)


b) Fundamental fairness – limited liability would create an inequitable result

5) Brevet International, Inc. v. Great Plains Luggage Company

a) Facts: Contract creditor case.  Brevet was a consulting company and GPL specialized in golf equipment.  There was an oral agreement for Brevet to give services for $35k and daily expenses.  GPL paid the expenses, but did not pay the $35k. B was submitting invoices to GPL (NOT the individuals). B sues the corp AND directors/owners personally. Cause of action = breach of K and PCV.
b) Issue: Should the corporate veil be pierced?

c) Holding: no.  The individual defendants did not abuse the corporate form.  He did nothing to dupe the creditor into thinking he was dealing with anything but the corporation.

d) Takeaway: Brevet should’ve gotten a personal guarantee.  Court construes PCV so creditor does not get more than it bargained for.
6) Baatz v Arrow Bar

a) Facts: Tort creditor case.  Arrow bar owned by H and W (it was incorporated). Tortfeasor was drinking in bar, and they kept serving him even after he was clearly intoxicated.  He hit 2 people.  He was insolvent and without insurance, so the Ps go after the bar/owners.  Cause of action against the drinker- negligence and the cause of action against bar was Dram Shop Act, and cause of action against owners was PCV.  H and W financed the purchase of the bar with $5k of their money, and they borrowed $145k. The bank insisted on a personal guarantee. So, the H and W would say that they have invested $150k in the bar.
b) Issue: Should corporate veil be pierced?

c) Holding: no.  This is an involuntary creditor bc tort, the relationship of the formalities to the P’s injury is not relevant.  The court also found that the corp was adequately capitalized.  Crt did not pierce the corporate veil.
d) Rules:


i) Adequate capitalization

- shareholders should contribute to the company the kind of capital that the business requires to be a going concern.

- There is no minimum capital requirement to incorporate
- Tort issue: if undercapitalized (i.e. no Dram Shop insurance), then you shift the foreseeable risks to the consumers.



ii) Arrow Bar factors:





(1) Undercapitalization





(2) failure to observe corporate formalities





(3) absence of corporate records





(4) payment by the corporation of individual obligations





(5) fraudulent misrepresentation by corporate directors





(6) use of the corporation to promote fraud, injustice, or illegality


7) Hanewald v. Bryan’s Inc

a) Facts: K creditor.  Keith and Joan Bryan form a corporation.  Bank loans them $55k (personally guaranteed).  Sold themselves 100 shares at $1000 per share.  They gave no consideration for it.  Gave a $10k loan to the corp.  K and J buy biz from Hanewald for $60k, including $5k note to H and sign a lease.  K and J end up rescinding – they pay bank and themselves but not H.  H sues for breach of K and PCV.
b) Issue: are K and J personally liable?

c) Holding: yes.  Since Joan and Keith did not pay for their shares in the corporation, they are personally liable for the corporation’s debt to Hanewald.

d) Rule: it is the shareholders’ initial capital investments which protects their personal assets from further liability in the corporate enterprise.

B) Enterprise Liability


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

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

3) Vertical EL

a) Where the creditor seeks to hold the debtor corporation’s corporate parent liable

4) Horizontal EL

a) Where the creditor seeks to aggregate one or more corporations that are under common control


5) Smith v. McLeod Distributing, Inc.

a) Facts: K creditor.  3 companies, all with name “Colonial” and all dealing in carpet.  Creditor sues for breach of K, wants hold common owner liable.  
b) Holding: Court agrees to hold common owner liable because all companies operating as a single enterprise.  Court focuses on the similarity of names, same address, same phone number, same employees, etc. – these are different facts that give rise to alter-ego claims.

c) Rule: burden is on the defendant to establish to third party that corporations are distinct.  Courts refuse to recognize corporations as separate entities where facts show companies acting as same entity

6) In Re U-Haul International, Inc

a) Facts: Tort creditor.  U-Haul is a defendant in a design defect case.  Plaintiff wants Republic, a U-Haul sibling, to produce docs but they refuse.  Republic and U-Haul both subsidiaries under AMERCO.  Uhaul appeals sanction arguing they have no control over Republic and cannot force them to give documents.
b) Issue: are Uhaul and Republic distinct companies so that sanctions were inappropriate?
c) Holding: yes.  Court says P didn’t meet his burden of proving they were a single business entity.

d) Rule: not inherently fraudulent to create separate subsidiaries.  It’s useful to spread risks


7) Goldberg v. Lee Express Cab Corp.

a) Facts: tort creditor.  Plaintiff hit by cab and suing driver (negligence), Cab company (VL), Cab company owner More (PCV) and 16 other cab cos owned by More (enterprise liability).
b) Issue: Were the cab companies all a single entity so that the plaintiff can get the assets of all companies? 

c) Holding: yes.  Court made both owner and all other companies liable.  Crt looked at: commingling of receipts, assets, property; all supplies centrally purchased; one dispatcher for all cabs; all cabs registered in name of one corp; central garage and central management.

d) Rule: Court pierces because of fundamental unfairness on facts – this is a sham to insulate owner from liability.  Should have carried better insurance.
C) Equitable Subordination Doctrine


1) Power of court sitting in equity to subordinate a particular shareholder’s claim.


a) Puts debtor’s claim behind creditor’s.

2) Similar to PCV: Both PCV and ES are equitable and rely on judgment call to obtain fairness
3) Different from PCV: Subordination does not render shareholder personally liable to creditor, whereas PCV does.

4) Pepper v. Litton

a) Facts: Litton was the sole shareholder of Dixie Corp.  Pepper = creditor suing Dixie for breach of K.  Litten obtains judgment against company for back wages. He enforces the judgment and gets Dixie’s assets; Dixie goes bankrupt.  Litton files in bankruptcy court to get the unsatisified remainder of his judgment before Pepper gets paid.

b) Issue: who gets paid first?

c) Holding: Pepper does.  Court uses power of equitable subordination to subordinate Litton’s claim AFTER Pepper’s is paid.  Court doesn’t PCV b/c Pepper would get a windfall.

d) Rule: don’t take advantage of corporate machinery to violate fiduciary duty and get a leg up on creditors.
VIII) THE ROLE OF DIRECTORS AND OFFICERS: MANAGING THE BUSINESS AFFAIRS OF THE MODERN CORPORATION

A) The Board of Directors


1) General
a) They are not agents of the corporation (as opposed to officers).  This is b/c the board acts collectively and not individually, and b/c the board is not under the control of the corporation.
b) BOD creates centralized management structure, as opposed to partnerships, which are decentralized

c) Corporate norm: BOD manages the business affairs of the corp.

d) Boards act collectively.  No individual power for board members.

e) A board cannot make a material and permanent alteration of the business or constitution of a corp.  This can only be done by the shareholders.
f) There must be one or more individuals on a board.  A corporation can own shares in another corp and can elect directors, but a corp cannot serve as a director.


2) The statutory norm



a) DGCL 141a/MBCA 8.01

i) The board of directors manages the business and affairs of the corporation.

ii) The board has implied authority to carry out management acts in the company’s regular business.

iii) Expressly permits a board of directors to delegate managerial duties to officers of the corporation according to its AOI/bylaws, but the board can’t formally abdicate its statutory power/duties.

b) Both DGCL and MBCA allow a corporate structure that does not have a board of directors

c) Grimes v. Donald

i) Facts: Donald is CEO of DSC.  Grimes is a shareholder who sues about Donald’s compensation agreements.  The agreement says if the board unreasonably interferes with D’s duties, he can unilaterally terminate and get $1 million for 6.5 years.  G claims the agreements abdicate managerial power from the board to D.  
ii) Issue: Did the board unreasonably delegate power to D?

iii) Holding: no.  The board still has the power to fire D and keep running the business.  But it would’ve been unlawful if the board fired D but couldn’t continue the biz b/c of the large severance.


3) Committees
a) Generally, the board can delegate substantial management functions to a committee of a board, which usually must consist of two or more directors, but cannot delegate all managerial responsibility: cannot amend bylaws, fill bd vacancies, cannot declare dividends, cannot recommend fundamental changes
b) Types of committees


i) Audit committee: required by NYSE for publicly-traded companies


ii) Compensation committee – handles bonuses, comp, etc


iii) Nominating committee 


4) Selection of initial Directors



a) The number of initial directors is named in articles or bylaws



i) Must be one or more individuals on the board

b) The names of the initial directors may be in the AOI (DGCL 102a6/MBCA 2.02b1), or else the incorporator names them at organizational meeting (DGCL 108a/MBCA 2.05a2).


5) Election, Term, and Removal of Directors



a) Default rule (DGCL 211b/MBCA 8.03c): 

i) All directors are elected annually by all shareholders

ii) Directors elected to one year term

iii) At least one director must be elected at every annual shareholder meeting.



b) Two ways to modify the default rule




i) Classified board: 

- articles can specify that certain classes of stock are to elect a fixed number of directors to board, to distribute SH power by ensuring rep on board by certain groups of SH



ii) Staggered board

- SH stagger the terms of the board members, thereby electing less than the entire board each year
- director will serve a two or three year term

- creates institutional memory and continuity

c) A director remains in office until he or she is reelected, another person is elected to fill his or her slot, the board is reduced in number at the end of the director’s term, or the slot becomes vacant (DGCL 141b/MBCA 8.05).

d) Holdover director

i) A director who continues in office after the expiration of his term b/c no election has been held.



e) Vacancy




i) Usually occurs through resignation, death, or removal of an incumbent

ii) Delaware default: vacancies can only be filled by the remaining board members (223a1)

iii) Model act: may be filled by either the remaining board members or by the shareholders, whichever acts first


- the board usually acts faster



f) Removal

i) Directors can be removed with and without cause by shareholders [DE §141(k) and MBCA §8.08(a)].


- the shareholders’ power to remove is called amotion

ii) Directors elected to a classified board may only be removed by the same set of shareholders that elected them.

iii) The board itself has no power to remove a director

iv) Delaware: directors on a staggered or classified board may be removed only for cause



g) Hoschett v. TSI International Software, Ltd

i) Facts: Company went over a year without an election because everything going fine.  Plaintiff minority shareholder filed action compelling annual meeting of stockholders.  Board had used §228 (DE) to get consent to skip the meetings.  But 211 requires annual meetings.

ii) Issue: Should corporation have an annual meeting?

iii) Holding: yes.  Meetings are designed for not only voting but also discourse. You can’t use 228 to avoid the annual meeting.  The current directors who were elected by written consent can finish their term.
iv) Takeaway: Only if there had been unanimous consent of shareholders, then ok to avoid annual meeting for shareholders (DE).


6) The Mechanics of Board Action



a) General

i) Do not have to get everyone together in same place, so long as all directors can hear each other and participate in meeting (telephonic hearings okay)
ii) Directors cannot have proxies and there can be no voting agreements between directors. (want directors to exercise their independent voting judgment)
b) The board can take action in two ways:

i) Unanimous written consent to act without a meeting (DE §141(f), 232(c), and MBCA §8.21(a))



ii) Valid meeting





(1) Properly called





(2) Proper notice





(3) Quorum of directors present





(4) Action approved by sufficient vote



c) Call and Notice
i) Call: the decision to hold a meeting at a particular time and place, and often, for a particular reason.
ii) Regular meeting


- Set-up in corp’s by-laws


- No notice is required (MBCA 8.22a)
iii) Special meeting

- Must give directors two days notice of location and time but need not give them notice of meeting’s purpose (MBCA 8.22b)

- Notice is waived by signed writing or attending the meeting w/out objection



d) Quorum




i) The number of directors required to have a valid assembly of the board
ii) Default: a majority of the fixed number of directors must be present (MBCA 8.24a)

iii) Measured by the number of authorized director positions, not the number of directors currently in office.



e) Sufficient vote

i) If quorum is established, a majority of directors present must approve an action in order for board action to be considered valid and binding.

ii) If voting by consent, you need a unanimous vote

iii) MBCA 8.10: if the number of director is less than a quorum, they can vote to fill the vacancies to meet quorum.

iv) Breaking quorum 


- Leaving the meeting before vote is taken


- Allowed in MBCA; not in DE



f) Alderstein v. Wertheimer

i) Facts: Alderstein starts company and has 73% voting power.  The other two directors – W and M - want to squeeze him out b/c the company is doing badly.  W and M call a meeting and tell A that it’s about a law firm withdrawal.  So, all three directors are there for a quorum, and they actually vote to let Reich take over.  A is silent, W and M vote yes, so R is in and A is out.  A sues, claiming the meeting was not valid.  He also sues for breach of fiduciary duty.
ii) Issue: was the meeting valid?

iii) Holding: No, it was not valid.  The notice was not valid.

iv) Rule: court ruled that notice was not valid b/c A didn’t know the real subject matter of the meeting.  This is normally not part of the rules, but court ruled this way b/c A had majority voting power and it wasn’t fair to squeeze him out.

v) Maynard note: court probably would’ve rule differently if A weren’t the controlling shareholder.  

B) Senior Executive Officers


1) Officers as Agents of Corporation
a) Officers are agents of the corporation.  The corporation is the principal.  An officer can bind a corporation under agency law.  
b) Important to determine if someone is an officer, agent, or employee.  An officer has heightened fiduciary duty and expanded actual and apparent authority.

c) H-D Irrigating Inc v. Kimble Properties Inc

i) Facts: Lane owns HD Irrigating and purchases land from Hobble and buys irrigation equipment from Kimble Inc.  Kimble owns both Hobble and Kimble Inc.  Kimble falsely represented that the equipment worked.  HD sues Kimble personally and both companies for misrepresentation and breach of duty to disclose.

ii) Issue: who is liable?

iii) Holding: Kimble and Kimble Inc are liable, but not Hobble.  Kimble was only acting in scope of employment for Kimble Inc, not Hobble.  

iv) Rule: a corporation’s agent, such as an officer, is liable for his or her own tort that causes personal injury to a third person and the corporation is liable, as well, if the agent is an employee acting within the scope of his employment.



d) Andrews v. Southwest Wyoming Rehabilitation Center
i) Facts: Andrew (ex –vp) fired by supervisor.  He argued he was fired bc he tried to inform SWRC’s board of directors that his supervisor was mishandling corp assets.  He sued SWRC for Duty of GFFD for terminating him b/c there was a “special relationship” between him and the company.
ii) Issue: does a special relationship exist that entitles him to this claim?

iii) Holding: no.  Being an officer doesn’t give you any additional employment rights.  You can’t use corporate law/fiduciary duty to protect against retaliatory termination for whistleblowing.

2) The Scope of Officers’ Authority


a) Determining whether an officer has authority to act




i) The old way – a corporate seal.




ii) Third party can go to the board meeting and see for himself.

iii) Ask for a secretary certified board resolution authorizing the action taken


b) Snukal v. Flightways Manufacturing Inc

i) Facts: S leased Malibu house to F, through F’s CEO/Sec/CFO, Lyle. F/L defaulted, so S sues. F said L was not authorized to act on company’s behalf.  L signed as president but not as secretary.

ii) Issue: is F liable to pay the rent?

iii) Holding: yes, L had apparent authority, which binds F.  

iv) Rule: CA corp code 313: if both president and secretary/CFO sign and D doesn’t have knowledge of lack of actual authority, the K is not invalidated.  The code doesn’t say president and secretary have to be different people.  Since Lyle held 3 titles, it was valid.  Also, Flightways was in a better position to prevent this.
v) Maynard note: this shows why it’s dangerous for one person to be both president and secretary.  

IX) THE ROLE OF THE SHAREHOLDER IN THE MODERN PUBLICLY TRADED CORPORATION

A) The Mechanics of Shareholder Voting


1) Call 

a) Shareholders are required to meet once a year to vote for the board of directors (DGCL 211b/MBCA 7.01)

 b) Shareholders are also required to approve certain fundamental changes in the corp before they become effective

2) Notice

a) Notice is required and regulated by statutes

b) Annual meeting

i) Statutes require between 10 and 60 days notice of the date, time, and place.

ii) Can discuss any issue



c) Special meeting

i) Same requirements as annual meeting, but notice also requires the content/purpose of the meeting.

ii) You can only discuss that purpose at the meeting



d) Waiver of notice




i) Express or implied

ii) Implied: if you show up at the meeting, unless you object at the beginning of the meeting



e) McKesson Corp v. Derdiger

i) State law says record date cannot be set outside of 60 days from notice of shareholder meeting.  Here, gave 61 days notice; company relied on typo error in case that says could be 60 days between.  Court holds the meeting was valid, but next time it has to be 60 days before, not between.

3) Quorum and Voting Rules 
a) Quorum

i) Number that has to be present in order to have an assembly. We count SHARES with shareholder mtgs.
b) Default rule: quorum for shareholder meetings is a majority of the voting shares (DGCL 216/MBCA 7.25)
c) Record owner vs. Beneficial owner


i) Only record owner is entitled to vote (MBCA 7.07)

ii) Record owner: The entity listed in the companies records as the owner of the shares (i.e. the owner as of the record date)

iii) Beneficial owner: equitable owner, the one with the financial interest in the shares, but NOT the record owner


d) Proxy

i) The vehicle that gives the beneficial owner the right to vote those shares even though he is not the record owner

ii) It is a writing that creates an agency relationship.  The principal is the record owner and the agent is the beneficial owner.

iii) May only be created by a writing or electronic transmission [MBCA §7.22(b)].  The form of the proxy is governed by state law.  

iv) You can tell the proxy-holder specifically how to vote, or give them a general proxy, which lets them vote with their own judgment
v) A proxy is valid for 11 months (3 yrs in DE) from the date of execution.  Need both parties’ names and the duration.
vi) Last in time: Last proxy vote is the one that counts.  If record owner shows up to meeting and votes AFTER mailing in proxy, the in person vote counts
vii) Default rule: proxies are freely revocable

viii) Proxies are irrevocable under MBCA 7.22(d) but the proxy form must state that it’s irrevocable and it must be coupled with an interest.



e) Shareholder Voting on matters other than election of directors




i) The number of shares that have to vote to pass an item at a meeting




ii) Delaware 





- Majority of shares present must vote yes for a resolution to pass





- An abstention is basically a no vote




iii) MBCA 





- Majority of shares actually voting must vote yes





- Abstentions don’t matter; just need more yes than no




iv) CA: 2 part test – need affirmative vote from:





(1) Majority of shares present and voting, and





(2) Majority of required quorum



f) Fundamental changes




i) Initiated by board, voted on by shareholders




ii) Example: merger, increased number of authorized shares, dissolution




iii) Most statutes require absolute majority (i.e. Delaware)
- Majority of all voting power/outstanding shares, regardless of whether that power is present at the meeting




iv) Some statutes require super-majority





- requires that there is either 2/3 or 3/4 of the shares outstanding



v) Unanimity





- Corporation can modify default rule to require unanimity





- Statutes provide floors but not ceilings


g) Action by written consent




i) Shareholders can take valid action w/out having a meeting

ii) MBCA: need unanimous written consent of all outstanding shares for an action to be valid




iii) DE/CA: only need absolute majority 

4) Shareholder Election for Directors – straight vs. cumulative voting



a) Directors elected by plurality of votes




i) Candidates with the most votes are elected.  Don’t need a majority.

b) Straight voting

i) The majority basically elects the entire board, because the minority will never have enough votes to make a difference


c) Cumulative voting

i) Number of shares times number of seats = votes which shareholder may distribute how they see fit.  Plurality wins
ii) Gives minority shareholder a shot at getting someone on the board

iii) [S /(D+1)]+1 = # of Shares needed to elect 1 Director

- S is # of shares actually voting


- D is the # of directors to be elected
d) Delaware/MBCA: shareholders elect directors using straight voting (opt-in to have cumulative voting)
e) CA

i) Cumulative voting is mandatory 

ii) Once you become a public company, you can opt-out of cumulative voting

iii) No staggered terms allowed in CA unless you’re a publicly-traded company

f) If there’s a tie, the seat remains vacant and the holdover stays in power until filled by Board or shareholders
g) Humphreys v. Winous

i) Facts: classified board statute at odds with cumulative voting statute.  3 Directors, 1 elected each year, 3 year term, thus eliminating the effect of the state’s mandatory cumulative voting.
ii) Issue: can both statutes exist even though one invalidates the effect of the other?

iii) Holding: yes.  The statute guarantees the right to cumulative voting, but not the effectiveness of it.

iv) Takeaway: the court is not willing to rewrite the statute.  

B) Shareholders’ Inspection Rights


1) Periodic and Transaction reporting

a) Delaware: no shareholder right to periodic reporting, but annual franchise tax report

b) MBCA: right to periodic but not transaction

c) Corporation bears the cost of this


2) Right to inspect



a) Shareholder bears the cost of this



b) Shareholder has the right to inspect basic docs 




i) stock ledgers, by-laws, organizing docs, etc.



c) Shareholder needs a “proper purpose” to inspect all other docs

d) A proper purpose is related to your role as a shareholder and is not adverse to the corporation.

e) The burden is on the plaintiff to make a proper demand and meet procedural requirements.  Then the burden is on the corporation to show improper purpose.


3) Compaq Computer Corp v. Horton

a) Facts: Minority shareholder wants to inspect Compaq’s docs to add more plaintiffs to his class action.  Compaq denies him for lack of “proper purpose” – his actions could harm the company by forcing it to pay out more money.
b) Issue: does Horton have a proper purpose?

c) Holding: yes.  The harm to the corporation is speculative and outweighed by shareholder’s interest in ensuring management fulfills its fiduciary duties
C) Federal Proxy Rules


1) These only apply to publicly-traded/reporting companies

2) Proxy rules require companies to send to shareholders the proxy statement (packet of information including ballot, annual report, proxy, etc.)
3) Rule 14(a)(9) - Applies only to the Proxy statement – If it’s false or misleading, the company can be sued.  SEC wanted to incentivise management to give you ALL the details and information.
4) Rule 14(a)(8): requires public companies to include a shareholder’s proposal in its proxy materials sent to all shareholders if certain conditions are met.

a) Certain proposals can be excluded: impermissible under state corporate law, proposal is a nullity (i.e. illegal or impractical), or of minimal relevance (i.e. personal grievance, relates to 5% of company biz, etc).

X) FIDUCIARY DUTIES: THE DUTY OF CARE AND THE BUSINESS JUDGMENT RULE

A) The Scope of the Duty of Care


1) The Duty of Care – MR 8.30
a) A director must perform his function in good faith and in a manner he reasonably believes to be in the company’s best interest with the care of an ordinarily prudent person in a like position under similar circumstances.

b) The duty is to the corporation


2) The business judgment rule (modern courts)
a) There is a presumption that in making a business decision, the directors of a corporation acted on an informed basis, in good faith, and in the honest belief that the action taken was in the best interests of the company.

b) The burden is on the plaintiff to rebut the presumption

c) The breach is either through misfeasance or nonfeasance

d) Policy: courts want to defer to business judgment b/c they don’t have biz knowledge and they want companies to take risks.


3) Misfeasance

a) When the director’s decision does not reflect a good faith exercise of informed decision making.
b) BJR: To rebut the presumption of validity of directors’ action, plaintiff must prove fraud, illegality, or conflict of interest (Shlensky v. Wrigley), or

c) The directors did not use reasonable efforts to make an informed decision (Smith v. Van Gorkum)

i) DE: gross negligence


ii) CA/MBCA: negligence

d) Shlensky v. Wrigley: plaintiff suing Wrigley board for not installing lights at Wrigley Field.  Court dismisses because as long as there are rational reasons for not doing so (i.e. property value), then court will not disturb the judgment of the Board.  Burden on plaintiff to show violation of BJR via fraud/illegality/conflict of interest.

e) Smith v. Van Gorkum (DE): Ps, shareholders sue CEO and corp’s board, want recission of merger K (or wants damages). Merger is a fundamental change, and therefore must have board approval AND shareholder approval.  Claim is breach of duty of care b/c not informed decision making.  Standard: Gross Negligence.  Since the Board didn’t do their research in coming up with the Control Premium, Court finds them in breach and personally liable.  The shareholder vote didn’t matter b/c they weren’t informed.  

4) Nonfeasance

a) The unconsidered failure of the board to act in circumstances in which due attention would arguably have prevented the loss.
b) The board commits nonfeasance by either:


i) Failing to implement a system to monitor


ii) Failing to properly monitor or solve a problem after notice is given

c) Caremark: 

i) Facts: derivative action brought by shareholder on behalf of corporation.  Shareholders claims board’s fault that Co had to pay govt bc board failed to make sure that entire business org was following laws. Shareholders wanted $250 million (amount of money Caremark had to pay to govt for violations of state and fed law).  

ii) Issue: Breach of fid duty through inaction?  

iii) Holding: No.  They were informed by experts and updated by reports (monitoring corp).  This fulfilled their duty and the fact that lower employees didn’t follow rules was not bd’s fault. They couldn’t guarantee compliance.

B) Raincoat Protection Offered by Delaware


1) DGCL 102(b)(7)

a) An optional provision for capping or eliminating the monetary liability of directors for breach of their fiduciary duties.  

i) Can still get equitable relief (i.e. an injunction)

b) Does not eliminate breach of duty of Loyalty, Intentional Misconduct, Receipt of Personal Benefit, or Acts Not Taken in Good Faith
c) Have to amend articles (opt-in) and get shareholder approval in order to provide raincoat 


i) It’s an opt-in for most states.  Still have to amend AOI if opt-out.

XI) FIDUCIARY DUTIES: THE DUTY OF LOYALTY AND THE STANDARD OF ENTIRE FAIRNESS

A) General

1) Directors owe the corp a duty of loyalty. This duty is imposed by operation of law. The duty of loyalty means that the director must act in good faith and in a manner she reasonably believes to be in the company’s best interest

2) That means he has to act in the best interest of the corp and its shareholders, so it obligates him not to put his own personal interests ahead of the corporation’s or the shareholders’ interests
3) Financial harm to the corporation is not a prerequisite for breach of duty of loyalty
B) The Corporate Opportunity Doctrine


1) Usurping a corporate opportunity is a breach of the duty of loyalty.



a) Similar to Meinhard v. Salmon


2) Tests for Corporate Opportunity



a) Line of Business Test

i) Opportunity closely related to the line of business, and company would be reasonably expected to be interested in the opportunity
ii) Courts won’t find financial incapacity as excusing a director’s conduct b/c there are always ways of finding money.



b) Fairness Test
i) Look at the underlying fairness/equitable nature of the transaction (from the eyes of the corporation). 

ii) Rejected in Northeast Harbor b/c too vague



c) Minnesota Test (Miller)



i) Combines line of business with fairness



d) ALI Test 

i) The director must make a full and adequate disclosure of all material facts to the board about the corporate opportunity and the conflict of interest, and

ii) The corporation rejects the corporate opportunity

iii) This test is triggered if the director or senior executive reasonably believes that the person offering the opportunity expects it to be offered to the corporation
iv) If both of these are done, then the director can take the opportunity free from any challenge  

3) Northeast Harbor Golf Club, Inc. v. Harris

a) Facts: H was president of golf club. She was approached by a broker re: property located on the fairway of the golf course (he contacted her in her capacity as Pres of the golf club). She purchased this property and later another for herself (she did not disclose this to board). She then wanted to develop the property. The golf club sued her.

b) Issue: Did Harris usurp a corporate opportunity from the club?

c) Holding: Yes, b/c she took away the clubs ability to buy the land and secure that it would be undeveloped. She frustrated their purpose/plan to not develop. Ct used the ALI test for corporate opportunity.  Rejects line of biz and fairness tests.

C) Self-Dealing: Transactions Involving Conflicts of Interest 

1) Self-dealing occurs when a director or officer enters into a K with the corporation, usually to buy something from or sell something to the corporation.

2) An interested director is someone with financial, direct, or indirect interest in the transaction

a) can include benefits to family members
3) Self-dealing is a subset of conflict of interest

4) CL approach


a) Self-dealing transactions are voidable

b) Courts backed away from this b/c sometimes these deals are to the corp’s advantage

5) Tomaino: the transaction must be fair and made in good faith with full and adequate disclosure of material facts.


a) The burden is on the interested party (the director)

6) Modern approach

a) Director loses the protection of the BJR unless the transaction has been cleansed of its taint of self-dealing.  If cleansed, there is a rebuttable presumption of fairness and the burden shifts to the P to show the transaction was not fair.

7) Tomaino v. Concord Oil of Newport, Inc

a) Facts: Tomaino is a director for Concord.  He buys tanks for $1 and sells them to Concord for $5000.  Tomaino leaves Concord and Concord cancels lease and refuses to remove tanks.  Tomaino sues for damages, back rent, and removal of tanks.  Concord tries to nullify K b/c of self-dealing b/c T was on both sides of transaction.

b) Issue: should the transaction be set aside b/c of self-dealing?

c) Holding: no.  The K is valid and enforceable b/c the transaction was fair and Tomaino made a full and adequate disclosure of material facts.


8) Geller v. Allied-Lyons Plc

a) Facts: Dunkin Donuts officer offered a finder’s fee if he acts of behalf of Allied to acquire Dunkin Donuts.  Dunkin eventually becomes a subsidiary of Allied, and Geller sues for finder’s fee.  
b) Issue: does the finder’s fee present a conflict of interest and invalidate the fee?

c) Holding: yes.  Even though Dunkin Donuts was not harmed, Geller violated his duty of loyalty.  Financial harm is not a prereq for this breach.  There was an inherent danger in a finder’s fee b/c there might’ve been a better deal.  Also, Geller didn’t give full and adequate disclosure.  

D) The Standard of Entire Fairness


1) Elements (HMG)


a) Fair deal

i) Involves how the K was timed, how it was initiated, structured, negotiated, disclosed to the directors, and how approval was obtained


b) Fair price

i) Relates to the economic and financial considerations of the proposed merger.  


c) Interested party has the burden to demonstrate fairness


2) HMG/Courtland Properties Inc v. Gray

a) Facts: HMG is in the real estate business. Here, they are the seller of property, and two of the directors buy the property (G and F). BUT only F disclosed his interest in purchasing the property. (he also abstained from voting). G did not mention his interest in the property, and he did vote.  Neither F nor G disclosed G’s interest.
b) Issue: is the transaction void?

c) Holding: yes.  Inside director has burden to prove the transaction was fair.  Fair Dealing?  No, because he didn’t have “pure seller incentive.”  Fair Price?  Price was in the low end of the range the property could have sold for, probably could have gotten a higher price.  Court sets aside the transaction.
E) Statutory Safe Harbor/Cleansing the Self-Dealing Transaction

1) Shapiro v. Greenfield
a) Facts: College Park’s mall is doing badly.  Board members are Charles, Michael, Joan, Marvin, and Betty.  They want to redevelop, so the board votes for joint venture with Clinton Crossing (Charles and Michael’s partnership).  CP gets 50% interest and gives fee simple to mall in exchange.  Charles, Michael, and Joan vote unanimously for venture.  But Marvin and Betty are not there and claim vote was not valid b/c all voting directors were interested parties.
b) Issue: is the board action valid?

c) Holding: The ct remanded, to have the TC to conduct fact finding re: who is a disinterested/interested party. Joan is the only the one they have a question about (she is Charles’s sister, therefore could be interested party). C and M are clearly interested parties.

d) Rule: must focus on a director’s ability to exercise independent judgment and the expected influence of a particular relationship on the director.


2) Self-Dealing Analysis (CA 310 cleansing statute)



a) Is there valid board action?




i) Notice




ii) Quorum





- Majority of board is present




iii) Sufficient vote





- Majority of those present vote yes.



b) Are there interested parties?

i) An interested party has a financial, direct or indirect interest in the transaction

ii) Must be of material significance


- if not material, then apply BJR

iii) A disinterested party can exercise independent judgment and is not influenced by a relationship with an interested director.



c) Is the transaction cleansed under the safe harbor provision?

i) Shareholder approval – 310(a)(1)

(1) Full and adequate disclosure





(2) Good faith approval


(3) By a majority of “disinterested” shares

- Note: no requirement that the transaction is fair.  The court won’t second guess the shareholders
- P can’t challenge on fairness; only on full disclosure/good faith

ii) Board approval – 310(a)(2)

(1) Full and adequate disclosure of all material facts




(2) Good faith approval





(3) By disinterested directors





(4) By vote sufficient w/out counting interested directors






- Disinterested vote must be majority of all present


(5) Transaction is fair to the corporation

iii) Judicial Approval – 310(a)(3)

(1) Transaction is fair to the corporation

(2) Burden of proof: If there is sufficient disinterested vote under 310(a)(2), then the plaintiff has burden to prove unfairness; if there is insufficient disinterested vote, then defendant has burden to show fairness.

F) Shareholder Derivative Actions


1) General



a) Must determine if a cause of action is individual or derivative

b) A derivative action is brought on behalf of the corporation and recovery goes to the corporation, which benefits the shareholders.  The shareholder brings the action, deriving from a violation of rights that belong to the corporation.  The shareholder is not harmed directly.

c) An individual action would be something like inspect rights

d) To have standing to bring a derivative action, you must be a shareholder who was a shareholder at the company at the time the misconduct occurred

i) Some states require both ownership at the time misconduct occurred and continue to own at the time suit is filed.

e) Many states have a bond requirement.


2) A plaintiff shareholder can bring two types of lawsuits on behalf of the corporation:



a) Breach of K by a third party




i) The board decides whether to sue the third party
ii) If the Board does not sue, then can sue the directors for breach of duty of care
b) Lawsuit where the shareholder wants or believes that the board has acted inappropriately and breached its fiduciary duty (care or loyalty).


3) The Demand Requirement



a) Requirement for Derivative Acts (determined by state law):

i) Shareholder must make a demand that the board bring action on behalf of the corporation, unless demand is excused
- Demand is excused if the P can show that making a demand is futile.  Futile means the board cannot be trusted to make a decision that is in the company’s best interest.

- Demand is excused if “Reasonable doubt that a majority of the Board would be disinterested or independent in making a decision on demand.”
- Plaintiff shareholder has the burden to show demand is futile.

ii) If demand is refused, shareholder can bring derivative suit for wrongful refusal


b) Beam v. Stewart

i) Facts: Martha Stewart insider trading issue. Stockholders are upset that the stock dropped about 65% and claiming a breach of duty of care on the part of the bd, bc they did not remove Martha as CEO after the insider trading ordeal. Whole company is based on martha’s image, and the P claims that her actions tarnished her image and thus she should have been removed.
ii) Issue: was demand required?

iii) Holding: Yes, and the Ps did not make a demand on the bd therefore could not bring derivative action.  Disqualified 2 members of the Board, but not all were interested – Only 2 of the 6 were interested, therefore demand was NOT excused (need a majority to be interested).

4) Special Committees and Derivative Actions

a) To evaluate a shareholder demand, the board often delegates the task to a special committee of nonimplicated directors.

b) The committee will decide whether to file a motion to dismiss or to continue the litigation. 

c) If shareholder claims demand is excused, the committee can argue that demand should have been made

d) If shareholder demand is made and rejected, he can file suit that the decision to reject was wrong

e) Special committees rarely find that litigation is in the best interest of the corporation and therefore demand is almost always refused.

f) Three different standards of review to see if rejection of demand is proper:

i) NY Law

- As long as the Board exercised informed decision-making and is disinterested, then the lawsuit is dismissed (similar to BJR)



ii) DE Law

- Demand excused: (1) Corp must show that committee was independent, acted in good faith and reasonable basis for decision. (2) Ct exercises its own judgment as to whether lawsuit should continue or be dismissed.
- Demand rejected: burden on P to rebut BJR




iii) Massachusetts (modified BJR)
- burden is on corporation to show committee is independent, unbiased, and acted in good faith while conducting a thorough and careful analysis of the shareholder’s demand for litigation
- policy: corporation is in the best position to prove this
g) In re PSE&G Shareholder Litigation

i) Facts: Shareholders demanded the corp initiate litigation against the officers and directors for mismanagement. The demand was rejected and the Ps brought the derivative action against officers and directors. D moved to dismiss
ii) Issue: Should the action be dismissed?

iii) Rule: court adopts Mass’s modified BJR

iv) Holding: court remands to apply new standard of review 

G) Synthesizing it All: the Disney Litigation

1) Disney case

a) Facts: Eisner wanted good friend Ovitz to become new Pres of Disney. Shady negotiations re: employment K terms. Bd never fully knew what terms were. Ultimately, employment K very favorable to Ovitz. Ovitz hired, and sucked at his job, wanted to leave within a year, but wanted no-fault termination. Eisner ensured that he left under no-fault term. Ovitz got $140 mil. Ps sought to hold directors personally liable for $140mil for breaching fiduciary duties
b) Issue: did the board breach its fiduciary duty?

c) Holding: no, court did not find that directors breached their fiduciary duties and thus were not held personally liable, but that they did act with a “we don’t care attitude.”
d) Rule: 

i) standard of waste: an exchange that is so one sided that no business person of ordinary, sound judgment could conclude that the corporation has received adequate consideration
- Court found no waste b/c of BJR – took a lot for Ovitz to join them

ii) Independent duty of good faith: intentional avoidance of their responsibilities
- If it’s a separate duty (from loyalty), then it’s very expansive and hard to define.


2) Stone v. Ritter

a) Facts: Plaintiffs Stone filed a derivative suit against AmSouth’s board of directors.  AmSouth is a Delaware corp.  AS paid $40 million in fines and $10 million in penalties b/c it failed to file suspicious activity reports.  
b) Issue: did the board act in bad faith?

c) Holding: no.  The directors took necessary steps to make sure that a reasonable compliance system was in place and properly delegated duties

d) Rule: there is no separate duty of good faith.  It is part of the duty of loyalty.

e) Rule: necessary conditions for director oversight liability are 

i) the directors utterly failed to implement any reporting or information system or controls, or 

ii) having implemented such a system or controls, consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention.

XII) THE ROLE OF THE SHAREHOLDER IN THE MODERN CLOSELY-HELD CORPORATION

A) Closely held vs. large corp


1) Receive dividends as income


2) No liquidity/wall street option b/c no market for these kinds of shares


3) Can work for the company to draw a salary
4) Shareholders in small corp bargain for right to control/be on the board to protect their investments (i.e. become a member of the board)

5) A close corporation is one in which the stock is held in a few hands, or in a few families, and wherein it is not at all, or only rarely, dealt in by buying or selling.

B) Mechanics of Shareholder Voting


1) Preemptive Rights

a) If you want to keep the percentage of shares that you originally buy, then you have to bargain for the preemptive right to buy the shares when they are issued
b) DGCL/MBCA: preemptive rights are opt-in; must be in AOI


2) Supermajority Provisions

a) Minority shareholders should bargain for supermajority vote because they will bargain for a VETO – they cannot control, but ensures that something cannot happen without them
i) E.g.: you need 75% of votes to amend and minority shareholder has 30% voting power

ii) A way for minority shareholder to protect his investment

b) MBCA: must be in the AOI; DGCL: must be in Certificate or by-laws

c) Whetstone v. Hossfeld Mfg. Co.

i) Facts: Majority shareholders eliminate the veto power of the minority shareholder by eliminating the supermajority voting requirements.  W said this triggered the dissenters’ rights statutes which required the company to buy out his interests.
ii) Issue: Should W get fair value buy-out of his shares?
iii) Holding: yes.  W should have been able to get an appraisal bc the amendments to the articles materially effected his voting rights, since it got rid of his veto power.

iv) Rule: appraisal - Minority shareholder has the right to compel the company to pay the fair value of his shares because his rights were fundamentally altered – the protections he had initially bargained for
v) Policy: similar to partnership law

C) Shareholder Agreements and Close Corporations

1) General agreements

a) Agreements between shareholders are going to be set aside on the grounds that they violate public policy if the provisions of the agreement bind the discretion of the board of directors to manage business affairs (corporate norm/McQuade).

b) Exception: court will enforce a shareholder agreement binding board discretion if (Clark):



i) All existing shareholders are parties in the K



ii) No damage to anybody (no harm, no foul)
iii) Whatever limitation is created must constitute nothing more than a slight impingement on the board’s discretion
iv) The corporation is closely-held


c) Statutes

i) CA: §158 – Articles must include sentence that this is a closed corporation + 35 or less shareholders

ii) CA §186 – Can enter into a shareholder’s agreement – must be signed by ALL the shareholders.  
iii) CA §300 – What can go into your shareholder’s agreement – business shall be managed under a Board of Directors.  Otherwise, no shareholder’s agreement shall be invalid on grounds that relates to the conduct of the business affairs of the company.  Shall not be invalid if trying to treat the company as a partnership.  Get the limited liability.
d) McQuade v. Stoneham

i) Facts: McQuade invests in company and signs K where Stoneham and McGraw will pay McQuade a salary and keep electing him. S and McQuade have a falling out and they don’t reelect McQuade.  M sues for breach of K.
ii) Issue: should the K be enforced?

iii) Holding: no.  The agreement to bind the board’s discretion and keep McQuade as an officer and his salary violates the public policy of the corporate norm.  Can’t limit board’s discretion, must account for all shareholder.
iv) Takeaway: Stoneham got a windfall; McQuade should’ve gotten an employment K.



e) Clark v. Dodge

i) Facts: C and D entered into a K whereby Clark would manage the biz and get a salary, and C gives D’s son the secret formula and the biz if C has no heirs.  D breaches and C wants specific performance

ii) Issue: is the K enforceable?

iii) Holding: yes.  The K is not illegal as against public policy b/c If the only shareholders were the ones that were parties to the agreement and the agreement was only a minor infringement on the bds discretion, then agreement would be ok.



f) Galler v. Galler

i) Facts: Two brothers, B and I, each own half of profitable drug company.  B has heart attack. Entered into K (trying to provide for spouses), which required annual dividends to be paid so long as $500k in surplus and a salary continuation agreement for 5 years.  The agreement stated that when B dies, his stock (50% ownership) goes to wife.  B dies.
ii) Issue: Does this K violate McQuade?

iii) Holding: no.  It seems to violate it b/c there are mandatory dividends and wife gets a salary for no consideration (waste problem).  But there’s no harm/no foul, all shareholders were parties to the K, and only a slight impingement on the board’s discretion.

iv) Takeaway: this is the modern judicial approach, to reject strict adherence to McQuade.  These agreements address the plight of the minority shareholder.


g) Zion v. Kurtz

i) Facts: Z is investor in K’s corp. Z gets veto power in agreement. K makes independent choices and Z sues to enforce the agreement. K says agreement is not valid b/c it violates the bd’s ability to manage. Z says this falls under the applicable Del statute that allows close corp to have these special agreements. K says that the corp did not ever declare that it was a closely held corp or follow procedures, and therefore does not fall under the statue.
ii) Issue: is the agreement valid?

iii) Holding: yes.  Its OK that they didn’t follow statute specifically b/c there are no third parties that are hurt and the intentions of the statute are furthered by applying it here.
iv) Dissent: the only way to bend the corporate norm is to comply with the statute.  If you want the benefits of close corp, must state it in AOI. 

2) Pooling agreements



a) Basic
i) An agreement here shareholders get together and decide how to vote their shares and enter into agreement to vote a certain way.

ii) This doesn’t violate public policy b/c the shareholders own their stock and if they want to combine together to form a majority block, they can do this b/c shares are personal property.  It doesn’t bind the board’s discretion, only board representation.
iii) MBCA §7.31(b) – Shareholder can obtain specific performance of a pooling agreement


b) Ringling Bros. Barnum and Bailey

i) Facts: 2 women agree to pool their votes to constitute a majority and make the majority shareholder the minority voice.  Pooling agreement: 2 women to meet before the shareholder meeting to decide how to vote their shares; if a deadlock, then their lawyer would make the tie-breaker vote.  But one woman doesn’t follow the lawyer’s swing vote.  Other woman sues for breach of pooling agreement.

ii) Holding: court upholds the pooling agreement as valid, but decides to nullify breaching woman’s votes instead of making her votes fall in line with other woman’s (implied proxy).  So, the purpose of the pooling agreement was nullified and the majority shareholder controlled the board
iii) Takeaway: they should give an irrevocable proxy to a third party to break the deadlock (must be coupled with an interest)


3) Voting trusts



a) Elements:

i) the voting rights of the stock are separated from other attributes of ownership; 

- separates legal right from beneficial ownership rights; shareholder maintains beneficial ownership
ii) the voting rights granted are intended to be irrevocable for a definite period of time; and 


- statute: 10 year maximum

iii) the principal purpose of the grant of voting rights is to acquire voting control of the corporation.



b) Lehrman v. Cohen

i) Facts: AL stock votes for two directors and AC stock votes for two directors (classified board).  Disputes arose after founders died. C and L agree to create a 5th director (tie breaker) and third class of stock (AD).  AD has voting rights but no financial rights.  D resigned and used his share of stock to vote West to the bd. Board created a disinterested committee to ratify D’s election as president. So, L sues claiming that the creation of the AD stock was an illegal voting trust (which can only last 10 yrs; AD had been around for 15 yrs).
ii) Did the creation of the AD stock constitute an illegal voting trust?

iii) Holding: no.  Ct said because there was no separation of voting rights and financial rights of the AL and AC stock, this was NOT a voting trust. Rather there was just dilution of the voting power of the pre-existing stocks.  Also, it’s okay that this class doesn’t have financial rights; it solves the deadlock problem.

D) Stock Transfer Restrictions and the Use of Buy-Sell Agreements

1) Rules: 
a) Default: Shares are freely transferable unless corp places restrictions upon transferability
b) Corporation can impose restrictions on the transfer of its stock so long as 
i) conspicuous notice is given on the stock certificate and 

- notice of restriction affects stock value

ii) the restriction is a reasonable restraint on transferability

- reasonable at the time the restriction is adopted

- Reasonable: designed to serve a legitimate purpose of the party imposing the restraint
c) There are some involuntary transfers that a transfer restriction cannot prevent b/c the agreement would unreasonably interfere with the rights of third parties.
2) Purpose of transfer restriction/buy-sell


a) Shareholders want to maintain control over who is involved in the corporation

3) Right of First Refusal

a) The first right to buy back the stock before anyone else can.


i) Usually corporation first (redemption), then other shareholders

ii) Decision about whether corp is going to repurchase shares is a decision made by board members.  



b) A consent restriction is another common restriction




i) Board must approve transfer of stock


4) Buy-sell Agreement

a) Binding guarantee of purchase whereby company or shareholders must purchase shares

5) Funding for buy-sell/right of first refusal

a) Must take into account legally available funds, because company must make sure that it can pay off creditors FIRST (distribution rules)

b) Corp can borrow money or have insurance (i.e. key-man) to pay for repurchase


6) Ling & Co. v. Trinity Savings & Loan

a) Facts: Bank wants to foreclose on stock certificates which were put up to secure payment on loan taken out by Bowman. The bank brought the company into this because the company would not give the bank the stock bc they said that  there were certain restrictions placed upon the stock transfer that had not been fulfilled. The restrictions: (1) had to obtain written approval with NYSE prior to the sale (consent restriction); and (2) there was a right given to corporation and other shareholders of the same class of stock to be able to buy the stock before anyone else (right of first refusal restriction).
b) Issue: Were the restrictions on transfer valid, so that the stock could not be transferred? Was the restriction conspicuous? Was the restriction reasonable?
c) Holding: Court finds that the restrictions were reasonable, but the notice was not conspicuous. However, there was a question as to whether the bank had actual knowledge of the restrictions so ct remanded. If actual knowledge, then restrictions would be enforced

7) Harrison v. NetCentric Corp
a) Facts: P is former founder/employee of small closely held corp. P executed stock purchase agreement stock vests each quarter until all of the shares were vested. If P ceased to be employed, then the company had the right to buy back the unvested shares at the original purchase price.  P gets fired, and the company wanted to exercise right to purchase the unvested shares (55%).  P refused to sell and he sued for breach of fiduciary duty of utmost good faith and loyalty (Mass. corp law), wrongful termination, and breach of good faith and fair dealing.
b) Issue: Did the corporation breach any duty?

c) Holding: no.  DE law applies, not Mass law, b/c incorporated in DE (internal affairs).  DE doesn’t recognize heightened fiduciary duty of utmost loyalty/good faith in close corps for minority shareholders.  P’s claim for breach of implied GFFD fails (governed by state K law) b/c he didn’t earn the 55% yet.


8) Man o’ War Restaurants Inc v. Martin

a) Facts: Martin is the manager of Sizzler and gets 25% ownership for $1000. He has to complete 5 years of services, if he doesn’t Sizzler can buy back the stock for $1000 (even if worth a lot more). He is fired 3 years into his employment.
b) Issue: was the buy-back provision valid?

c) Holding: no.  Court finds this inequitable.  Amounts to forfeiture because of the enhanced value/sweat equity he put into the stock.  He gets fair market value for his shares.

9) FBI Farms Inc v. Moore

a) Facts: Divorce case between Wife and Husband that owned stock in the farm. In the divorce W got the shares and H got monetary judgment, secured with lien. W secured debt with shares and did not pay on the underlying debt. H forecloses on the security interest that he has in the shares of the farm. Shares sold at a public auction and the H bought them. H is claiming the he bought the shares free of any of the transfer restrictions that were imposed by the terms of the bylaws. (there were 4 restrictions that were placed on transfer: (1) transfer has to be ok’d by the directors; (2) right of first refusal to corp; (3) if corp doesn’t/can’t buy, then right of first refusal to shareholders; (4) sale to blood member of family)
b) Issue: Do the restrictions apply to the transfer?

c) Holding: the director-approval and blood member restriction are reasonable and enforceable.

E) Problems of Dissension and Deadlock
