Business Associations Outlines
Part I: PRACTICE OF BUISNESS LAW
· Practicing Corporate Law

· A) What do Corp Lawyers do:

· Difference between litigators:

· 1) Corp Lawyers: Forward-looking; Litigators: backward-looking 

· 2) Goal = engage in the transaction/structure (not vindication or zero-sum like litigation)

· 3) Corp lawyer world: decision-maker = client/corp

· Litigator world: Lawyer is the main decision-maker/strategist

· 4 Recurring Roles of Corp Lawyers

· 1) Lawyer as Counselor - gives advice to client

· 2) Lawyer as Conciliator - called upon to resolve conflict btw client and another

· 3) Lawyer as Facilitator 

· 3 basic skills:

· Negotiating substantive elements of the transaction (this class won’t focus much on this) 

· Ensuring Compliance (again not much in this class)

· Drafting 

· 4) Lawyer as Guardian/”Gatekeeper”

· Called upon to protect the client and the public against some contemplated actions by persons acting on the client’s behalf. (“gatekeeper”)

· Prof: Professional nudger - nudge into doing the right thing

· B) Where do Corporate Lawyers Work?

· Private practice, corps (in-house), other practice settings(not-for-profit, niche gov, etc)

· C) What do Corporate Lawyers Need to Know?

· Core areas: 1) business entities, 2) law of agency, 3) contracts, 4) tax, 5) securities regulation

· Secondary Areas of Knowledge: 1) Employment and labor law. 2) Secured Transactions under the UCC, 3) IP

· What is a Business?
· Profit-seeking: intent to generate more wealth
· For profit (our focus) = have owners
· Non-profit = don’t have owners, money goes back into business 

· Types:

· Sole Proprietorship: 1 owner (if business is profitable, owner gets $$ individually 

· Entity: more than one order (general partnership, modern corporation, LLC)
· Integration:
· Vertical: One company owns all parts/ supply chain integration (manufactures/sells/etc)
· Levis example, this also became big during COVID
· Horizontal: One company acquires another that does same type of business in a different geographic location (either by entering market not currently in or acquiring a company in same location with different customer base) 
· Coach/Kate Spade example: growing the business thorugh acquisition and target different audiences in the same industry
· Managers: 

· Family capitalism: founding members wear different hats (also managers) 
· Can be actual family or friends, some sort of relationship 

· Financial capitalism: financial institution (bank) provides capital and take strategic interest (ownership) gives them ability oversee 
· Ex: venture capital

· Managerial capitalism: Salaried managers are in control and owners are passive 
· Economics of Business

· Evaluating risk

· Need to measure the chance that something will be different from our agreement/ expectations
· Ex: investments 
· Risk can also be good OR bad 
· Ways to mitigate risk

· Allocate consequences

· Diversification (vertically and horizontally)

· Look at the liquidity (ease of transfer)
· Liquidity: how quickly you can convert your investment to cash 
· Liquidity risk: risk it could take a long time to sell my house, could affect how much you’re willing to pay for it 
· Valuation

· Price and value are difference

· Price = The actual consideration for a particular investment 
· May be determined by active negotiation or determined by reference to the market 

· Value = (by contrast to price) - The economic worth of an investment to an owner
· The wealth of an asset will likely produce for its owner

· B/c value is dependent upon an asset’s use, the same asset might have different values to different owners 

· Fair/Intrinsic/Real Value = The economic worth that an asset will produce for its owner

· In the eye of the beholder 

· 4 Uses/Values for Assets:

· Going Concern Value = Running the asset as a discrete biz (think small business)
· Synergy Value = how they work together
· Break-Up Value = how they work separately 
· Salvage/Scrap Value = value even when they’re not operating 
· Ex: Value of metal assets was made of 
· Making economic decisions

· Rational self-interest (classical paradigm)

· Key Assumptions: rationality AND self-interest
· Note: even if these aren’t the actual reasons, they still help us evaluate and predict

· Self-interest

· Why free riders might not actually be that inevitable 

· Reciprocal altruism (kindness reflects kindness, cooperation) 

· Pure altruism (take pleasure in others’ pleasure)

· Impure altruism (satisfaction of conscience… acting morally)

· Limits on Rationality

· Assumption that people have unlimited time and capacity to be rational

· Representativeness: gauging how linked A and B… some biases are

· Prior Probability

· Sample size

· Misconception of chance

· Availability (familiarity/salience)

· Anchoring

· Affective Component of Economic Decision Making (emotional competency!!)

· Resilience/ self-efficiency/ ability to handle/ cope with stress

Park II: AGENCY LAW
· Principles of Agency Law

· Generally: Relationship between agent and principal resulting in fiduciary relationship between them (think employment)

· Rule: Does NOT require that the parties intend to form an agency relationship, if it fits the requirements then treated as one
· Rule: Since A is fiduciary to P - A has higher duties than the implied duties of good faith and fair dealing ordinarily found in contractual settings 

· Rule: Burden of proof in establishing a relationship is on the party asserting that it exists. 

· There is risk in selecting either counterpart because each wants different things (bang for their buck)

· Can use signaling (degrees/references/etc)

· Moral hazards: Risk that party will choose an action that decreases the expected value of the transaction to the other party
· For agent ( ratcheting (having to do more for the same compensation)

· For principal ( shirking (doing less for same pay); private benefits (use discretion opportunistically); agents tend to be more risk adverse

· Can be soothed with

· Incentive compensation

· Monitoring the agent

· Bonding

· Agency costs

· When does the agency question arise?
· Employees with supervisory powers are both agents (of the manager they report to) and Ps (to the employees who report to them)

· Rule: In a General Partnership - Each partner is both an owner and an agent 
· Formation of the Agency Relationship

· Rezac Livestock Comm’n Co v. Pinnacle Bank (livestock auction case)
· Cattle was being sold at auction, sent agent to go to auction and buy cattle to certain specifications, the agent then bought nearly $1M of cattle and wrote a check/shipped cattle. The check bounced because the $1M was pulled to pay the agent’s debts, principal arguing there was no agency relationship. Ct found no control and no benefit to the principal, so no agency relationship
· No control: agent regularly attende3d these auctions and made decisions not in accordance to principal’s criteria
· No benefit: agent was marking up prices (running his own business) 
· Rule: A principal-agent relationship does not exist if, among other things, there is no control by or intended benefit to the principal.
· Scope of Agent’s Authority

· 2.01(Actual Authority): [principal gave the authority]: P is bound to a 3rd party by anything the agent does that is in accordance w/ the P’s manifestation to the A
· The P’s manifestation is determined by the A’s reasonable interpretation in light of all the circumstances

· Manifestation of principal to agent, actual or implied 
· 2.02(1) Manifestation can be “express” 

· Ex: You are authorized to sell my car for any price in excess of $2000

· 2.02(2) Manifestation can be “implied”

· Ex: “Power of position” - someone’s position, such as VP or Prez, carries implied actual authority even if the company is vague about the actual authority given to the person. 
· 2.03: Apparent Authority (third party belief that agent had authority): Holds a principal liable based on a 3rd party’s belief that the Agent is authorized to act for the Principal.
· Stems from third party belief (traceable to principal’s manifestation) that agent is authorized 
· Rule: 3rd party belief must also be reasonable (CSX case) 

· Principal is bound by an agent’s actions

· Udall v. T.D. Escrow Services (wrong price of foreclosure auction case)
· TD Escrow Services authorized ABC Legal services to set the minimum bid at auction for the sale of a property for 159k, but ABC listed it as 59k. Udall brought the property for a $1 over the bidding price, but when he went to get the deed, TD refused to hand it over b/c ABC had it at the wrong price. TD gave Udall a refund but he refused to accept. Udall sued to quiet title 

· Rule: Agent has ability to act on behalf of partner to third parties. Not apparent authority.
· There was no Actual Authority (express or implied) to sell for $59k, so must rely on apparent authority. 

· ABC DID have apparent authority b/c Udall had a reasonable belief that ABC was authorized to sell the prop on TD’s behalf. 

· CSX Transportation v. Recovery Express (employee scammer with email case)
· Arillotta (with a Recovery email address) represented himself as wanting to buy scraps from CSX. Poorly worded and poor grammar email. CSX delivered the parts, didn't get paid. A never worked for Recovery. Did the email, via apparent authority, show Recovery was liable for A’s actions? 

· No. Only conduct associated with Recovery is the email. Not enough to establish apparent authority. Apparent authority requires a reasonable belief, tracible to the manifestations by the P at the time they decide to sign the K. 

· Apparent authority is not established by the agent it’s the conduct of the principal that would reasonably establish
· Rule: agents that act with actual or apparent authority then the principal is liable that the agent enters into. Giving someone an email address with a company domain name does not give that person apparent authority to bind the company as its agent
· Liability for Agent’s Torts
· Coffee Klein Reading Takeaways??
· All employers = P, and all employees = As

· Vicarious Liability/Respondeat Superior Element:

· (1) Employer-employee relationship must exist 

· (2) Agent action in the scope of employment

· Rule: Conduct is w/n the scope of employment if the P had the right to control the manner and means in which the employee does their work

· Jefferson v. Missouri Baptist Medical Center (medical malpractice radiologist case) 
· Birth complications, Ms. Jefferson gave birth at MBMC, mass in abdomen, radiologist (Mosher) told her she was okay, died from cancer in the mass. MBMC Ks with radiology services – Mosher technically works for. Was Mosher the hospital’s employee, thus making MBMC vicariously liable? 

· Yes. More power the P can exercise over the A, more likely its an employee – but don't actually have to exercise that power, just be able to. Employee is subset of agent. Moher is an agent/employee. 
· Rule: Mere fact that a physician retained independent judgment will not preclude a court from finding the existence of an employer-employee relationship. 
· Solberg v Borden Light Marina (musician boat crash case)
· Solberg injured when Lund took him on Murono’s boat – boat not owned by business or Lund (president of BLM). Lund hired Solberg to sing at the tipsy seagull.
· Rule: Employee is acting within the scope of employment if:
· (1) his conduct is of the kind he is employed to perform 

· (2) occurs substantially within the authorized time and space limits

· (3) it is motivated, at least in part, by a purpose to serve the employer 
· Court: There is a genuine issue of material fact as to whether Lund was acting as a BLM employee when he hosted Solberg on the boat ride. 
· Jury could reasonably conclude that it was w/n Lunds’ authority at BLM to host a performer

· Lund had slept on the boats before 

· Boat rides, lodging and food were perks in the past

· Jury could also reasonably conclude that the boat ride occurred w/n authorized time & space limits 

· Lunds’ desire to promote BLM and organize events for BLM’s customers could have influenced his offer to host Solberg on the boat ride. 

· Agent’s Liability to Third Parties

· Contracts & other Third Parties
· 6.01 (Agent for Disclosed Principal): A contracts on behalf of disclosed principal – A not liable in the K. 
· When an agent acting with actual or apparent authority makes a contract on behalf of a disclosed principal,

· (1) the principal and the third party are parties to the contract; and

· (2) the agent is not a party to the contract unless the agent and third party agree otherwise.

· 6.02 (Agent for Unidentified Principal): A is liable, third party doesn't know entity is limited liability = Agent liable. Only with promoter’s liability – corporations.
· 6.03 (Agent for Undisclosed Principal): A is liable. 
· Ex: Disney buying land but people selling land don't know its Disney, just there is a principal. Agent gets title. R3d Agency 6.01:

· Agents that K on behalf of P – impliedly warrant they’re able to do so. If not, could be liable in tort. 

· Scope of Agent’s Fiduciary Duties
· Rule: A has a fiduciary duty to P, P does NOT have a fiduciary duty to A
· A should protect P’s interests and act as directed, not compete, and act reasonably as to not cause harm to P’s interest
· P acts in own self interest (does have duty of good faith & fair dealing & to honor K)
· Termination of Agency Relationship 

· Terminating Apparent Authority:

· Rule: Apparent authority ends when it is no longer reasonable for the 3rd party to believe that the agent has actual authority

· Simply b/c A’s actual authority has ended doesn't mean that A’s apparent authority has ended 

· Terminating Actual Authority:

· Rule: Actual authority may be ended either by consent of both parties or unilaterally, so long as other party has notice of it 

· Agent: May unilaterally end the agency relationship through renunciation - always possible and effective, so long as other party has notice of it

· Principal: May unilaterally end the relationship through revocation

· Revocation is NOT effective if the power given to the A has been made irreversible in certain ways. 

· “Agency powers coupled with an interest” (“power given as security”) ( ex: proxy 
· Death/Incapacity: Terminating Agency

· A’s Death = terminates Actual Authority

· P’s death = terminates A’s Actual Authority when A receives notice of it 

· When P loses capacity to act, A is prohibited from performing that act. 
Part III: GENERAL PARTNERSHIP (DEFAULT FORM of BUSINESS ENTITY)
· General Background

· General Rule: Business owned by one or more person, regardless of intention to form a partnership
· Any person has the right to end
· UPA 301: each partner is an agent of the partnership of the purpose of the business
· Partners can bind each other
· UPA 201: Partnership is an entity distinct form its partners (can own property… but a flow through entity [doesn’t pay taxes]) 
· UPA 105(b): If the partnership is silent, the default rules apply, but 105(c) are the mandatory provisions 
· Reasons to still use this entity even after the modern corporation:
· 1) Can be formed inadvertently

· 2) deliberately choose partnership form, but did so without seeking legal advice

· 3) Lack of alternative forms

· Learned professions were stuck to just being partnerships for a while

· 4) Partnerships used to have strong tax benefits 
· Formation of the Partnership

· UPA 202 (Formation of a Partnership): Partnership Association of two or more persons to carry on as co-owners a business for profit forms a partnership, whether or not the persons intend to form a partnership. As soon as you take on a co-owner in business, no longer a sole proprietorship. Don’t need a written agreement. 

· A corporation, LLC, or individual can be a partner in a partnership 
· Presumptions:
· 1) Joint ownership of property does NOT, without more, establish a partnership 

· 2) Sharing of gross returns does NOT, without more, establish a partnership.
· Ziegler v. Dahl (fishing guide profits case) 
· Ice fishing service Perch Patrol, five guys were kind of operating their own thing with own equipment but also kind of worked together. Z and K joined D. They paid D, claiming it was an investment in a partnership and they’re entitled to profits. 
· P has to show they had the intent to get together as co-owners and operate for profit. Not satisfied. Showing co-ownership: maintaining rights of control. Need to show sharing of profits. Each had own equipment and didn't show sharing of profits. 

· Rule: Intent does NOT need to be written/orally expressed - it can be derived from the parties’ actions (inferred) ( not intent to form partnership but intent to operate an business together for profit
· Intent - NO evidence - parties did not file a partnership tax return, Dahl handled all admin duties, each party provided own equipment, major decisions made without Ziegler or Kirsch’s input 

· Co-Ownership - NOT present - Z&K did what Dahl instructed them to do
· Financing the Partnership’s Business & Ownership of Assets 

· Contributions:
· You can acquire ownership interest without making a contribution
· Money, physical property, IP, services

· Division of ownership interest can be unrelated to relative value of contribution

· Property belongs to partnership if:
· Bought by partnership

· Paid for by partnership assets 

· If not paid for with assets or title, presumed separate even if used for partnership purposes

· Partnership Interests: 

· 1) Economic Rights

· Right to receive distributions but not the right to compel a distribution 

· Only transferable right a partner has. 102(23)

· Partner’s transferable interest can also be involuntary seized by judgment creditor - “changing order” (like a lien) ( doesn’t get partnership rights, just distributions
· 2) Governance and Information Rights 

· Equal Rights to manage the partnership

· Equal rights to inspect books/records

· Equal rights to request other partnership info

· Equal rights to receive material information w/o asking. 
· Allocations & Distributions to Partners 

· Overland v. Scheper Kim & Harris LLP (loser lawyer freeloader case) 
· Four partners at a law firm, main asset of partnership was profits (distributed each year based on percentage you brought in). Went from 25% each to Overland bringing in 4%, one guy became a job and resigned (701 dissociation), names rearranged and new partnership, Overland notifies of dissociation and requests buyout, others refuses to pay more than 4% brought in, Overland wants 25% (saying he owned in symmetry) 
· Overland wanted to apply default rule UPA 401(a) each partner is entitled to equal share of partnership losses and gains
· Ct looked at how business was run, said there was an implied contract based on conduct, they had agreed to distribution based on participation, partnerships can contract around the default. Overland gets 4%
· Note: partnerships are flow through entities, meaning they do not pay taxes themselves, the owners are separately taxed
· Personal Liability of General Partners for Business Debts
· UPA 306: Partnership liability
· (a): Partners have unlimited personal liability for the debts of the partnership 
· Joint and severally liability for partnership obligations (or injury arise in the ordinary course of business) 
· UPA 307: partnership creditors can’t levy personal assets until the assets of the partnership have been exhausted 
· Exhaustion Rule: After a creditor exhausts the partnership assets, they can go after the partners individually (they can go after whichever partner they want, whoever is easiest)
· Exceptions to personal liability
· New Partners

· UPA 306(b) new partners are not personally liable for preexisting debts

· Dissociated Partners
· UPA 703(b): remain personally liable for obligations incurred before dissociation, generally not after 
· Exception: A dissociated partner remains liable obligations incurred within 2 years after dissociation to persons who reasonably believed at the time of the obligation that the dissociated partner was a partner and who is not deemed to have had notice that the partner was dissociated
· UPA 704: cut off liability post dissociation by filing statement of dissociation
· Management of the Partnership’s Business

· Default rules of management:
· UPA 401(f): Every partner has an equal right to participate in the management of the partnership

· Includes a right to receive info from the partnership and other partners and  a corresponding duty to render info to other partners (408)
· UPA 301(1): Each partner is an agent of the partnership for the purpose of its biz

· Thus, every partner has actual authority to take actions that further the partnership’s biz. 

· Every partner also has actual authority to do anything outside the partnership’s biz that all partners authorize. 
· UPA 401(k): Partners have equal share on decision making

· Matters that are “ordinary course of biz” require majority vote 

· But other matters, including amending the partnership agreement, require unanimity
· Kansallis Financial Ltd v. Fern: fraudulent letter of firm letterhead case
· Opinion letter sent out, Jones wrote fraudulent misrepresentation on firm letterhead without discussion with others, Kansallis claims they lost $90k based on the letter, Jones sent to jail and can’t pay so they go after the other partners
· Apparent: law firms give opinion letters… the KIND of thing that a firm would do

· On letterhead

· Court says NO!! Kansallis could not show they reasonably relied that Jones had apparent authority 

· Who decides who makes management decisions?

· Rule: If the partner had apparent authority there WILL be vicarious liability regardless of whether or not he acted to benefit the partnership - however, if there is NO apparent authority, there still may be vicarious liability based on an intent to benefit the partnership 

· Issue: Was there intent to benefit the partnership? 

· Court: Here there was no evidence that Jones acting to benefit the partnership - so DC was correct in ruling for the Ds (law firm partners) 
· 301 language expands to partnership liability

· Has to be the KIND OF THING the partnership would do 

· 1) kind of thing they would do

· 2) occurred within authorized time and geographic limits

· 3) motivated at least in part by a purpose to observe the partnership

· Issue of reciprocity:

· Partners work together so mutual agency! All agents, all principals!

· To expand the scope of apparent authority, it’s reasonable because they are all partners! Want to encourage everyone to make more money!

· Between 2 innocent parties (the firm and the third party) 

· What public policy forms imposing liability?

· Keeps other partners on alert to make sure people are doing what they are supposed to do… keeping tabs!!! 

· The law firm is in the better position between the two innocent parties to prevent it!
· Fiduciary Duties
· General Rule: partners are fiduciaries for one another and the partnership itself
· Meinhard v. Salmon (keeping secret lease from partner case)
· Salmon leased a building (Bristol Lease) and contracted with Meinhard to be partners in a joint venture for the necessary funds. (Meinhard provided capital for a share in the profits - Salmon had all legal authority to operate/was managing partner). When the lease had less than 4 months left, the new property owner approached Salmon and they created a separate lease (midpoint lease), which did not include Meinhard. Salmon did not tell Meinhard about the opportunity until it was already executed. 
· Meinhard sued Salmon - saying that Salmon breached his fiduciary duty and that Salmon was under a duty to give Meinhard a chance to enjoy the opportunity for benefit that had come to him through the partnership 

· Fiduciary Duties ( As those of partners/joint adventures: required to inform others of business opportunities that occur as a result of the business venture
· How did Salmon breach then?

· Bc Salmon had managerial power and status, Salmon needed to inform Meinhard of the opportunity to enter into the new lease. 

· To avoid this breach, Salmon could have simply told him that he was approached for this project → had Salmon done so, J. Cardozo believes had Meinhard been informed by Salmon, Meinhard may have presented a new offer or backed it etc. 
· Clancy v. King (author cuts out wife case) 
· Two partners are spouses and form JRLP with purpose to engage in writing and publishing books. JRLP partnership agreement limits fiduciary duties to others and allows independent ventures. JRLP gets partnership w S&R Literary Inc. w/ ghostwriter. This partnership holds that Clancy will have the final word because his name will be published. After divorce, Clancy tries to withdraw from JRLP/S&R venture. Spouse holds breach of fiduciary duty, Clancy defends w K provisions. 

· Holding: Clancy was able to do independent venture because the K provisions allowed him to limit the partnership. Had Clancy had not exercised RUPA to limit scope of fiduciary duty, this would have clearly violated fiduciary duty. NOW, remand because of K duty of good faith within the JRLP partnership agreement. 

· The evidence for B of K duty of GFFD, “spite” for retribution against ex-spouse. 
· Rule: UPA 105(c)(6) says that the partnership agreement may NOT eliminate the obligation of good faith and fair dealing

· Rule: UPA gives you the ability to limit the scope of your fiduciary duty BUT you can’t contract around your obligation to good faith and fair dealing. 
· Dissociation & Dissolution

· Dissociation: partner ceases to be co-owner
· When does it happen?

· (1) happening of an agreed-upon event, such as repayment of a loan from the partner or passage of time.

· (2) Upon becoming a debtor in bankruptcy 

· B/c partners are individually liable for the partnerships’ debts 

· (3) May be expelled 
· Power of expulsion is limited b/c partners have an equal management rights and a power to expel would generally be considered antithetical to that equality of partners 

· Partners can unanimously expel a partner where it is unlawful to continue the biz with that partner 

· Partners can unanimously expel a partner who has transferred all of his or her transferable interest in the partnership 

· Court may also order a partner’s expulsion on equitable grounds b/c partner engaged in wrongful conduct that has affect adversely & materially the partnerships biz”

· (4) Partner’s death
· (5) Simply by Express Will  - this cannot be contracted away by agreement. Even if the partners agree that they will not dissociate, any partner may do so by express will. 
· What happens once it happens?

· UPA 701(a): Mandatory Buy-out (  Dissociated partner’s interest is bought out by the partnership
· Liquidation value or

· Price fixed by UPA 701(b)
· Dissociation = wrongful if it breaches an express agreement or if, prior to the end of a term partnership, the partner dissociates by express will, by becoming a debtor in bankruptcy, or by expulsion by court order.

· Dissolution: partnership itself is dissolved and the business is wound up 

· When? Partnership can Dissolve in 6 instances 

· 1) If it is unlawful to continue in the partnership’s biz 801(4)(A)

· 2) All partners agree 801(2)(B)
· 3) If it is a term partnership and the term expires 801(2)(C)
· 4) Partner in a term partnership ceases to be a partner (death, bankruptcy, or wrongfully withdrawing) and ½ of the remaining partners opt to dissolve the partnership

· 5) Courts have equitable power to dissolve if:

· a) economic purpose of the partnership is likely to be unreasonably frustrated 801(4)(B)

· b) It is not reasonably practicable to carry on the partnership biz in conformity w/ the partnership agreement 801(4)(D)

· c) Not reasonably practicable to carry on the biz in partnership w/ a problematic partner 801(4)(C)

· Court could also remove the problematic partner 

· d) At request of a transferee of a partner’s interest 801(5)

· 6) Each partner in a partnership at will (not a term partnership), has absolute right to compel the partnership’s dissolution at any time 801(1). 

· Like other default rules, this power can be varied or eliminated by agreement
· What happens when it happens?

· 802(a)(b)(1) - Dissolved partnership must wind up its biz by marshalling its assets and paying off debts (including debts owed to partners). 

· 806(b) - If there is money remaining after all debts are paid – 
· default rule = partnership then repays any partner who made a contribution to the partnership (that has not yet been repaid)
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If there are funds remaining after that - the partners receive a distribution in proportion to their agreement 401(a)

· If nothing in the agreement, then in equal shares

· If there are any distributions they must be in money - NOT property 

· 806(c), 401(a) - If there are insufficient funds to pay the partnership's debts, the partners must contribute in proportion to their agreement to contribute to losses

· If any partners fail to make such a contribution, the other partners must make up the shortfall, with a right to seek reimbursement from the defaulting partners 806(c)(d)
· LLP: Limited Liability Partnership/ LLLP: Limited Liability Limited Partnerships
· Helps alleviate the personal liability that results from partnerships
· Basically a general partnership that have made an election to be treated as LLPS by filing with secretary of state to shield themselves form liability
Part IV: CORPORATIONS
· Promoter Liability

· Generally: Promoter = persons who are organizing the corporation
· Promoters can be personably liable for breach of a pre-incorporation K made on behalf of the non-existent corporation UNLESS can show the 3rd party looked only to the corporation for performance 

· Release of Personal liability ( once corporation is formed, to release individual promoters for personal liability, the corporation must adopt pre-incorporation Ks AND there must be a novation from other K parties 
· Novation: previous K is extinguished by a new valid K by:
· (1) substituting of parties or undertakings;
· (2) with consent of all parties; and
· (3) Based on valid consideration 

· Rule: NO Consideration required where the parties to contract and 3rd party are all in agreement that one party will be released from the K obligations and the 3rd party substituted in its place
· A novation has occurred and additional consideration is NOT required. 

· Quest Engineering Solutions, Inc v Wilbur(promoter signs on behalf of unincorporated company case)
· Wilbur entered into interim agreement with Quest, QES president signed as president, Wilbur signed as self (intended to bind company but didn’t exist yet!). Articles of incorporation for CMG signed after. QES sued Wilbur holding him personally liable for breach of K (sales & service) that had noncompete provision. Lower ct found Wilbur had entered as a promoter and was personally liable ($165k in damages) 

· Did Wilbur signed the agreement in an individual capacity only or as a promotor?
· Rule: Wilbur IS personally liable because… 
· Quest did not look exclusively to CMG for performance

· Wilbur’s liability stayed until novation, here no novation!

· There was no intent to discharge a preexisting obligation 

· Burden on Wilbur to show novation, failed (Wilbur is in the best position to avoid, should have been proactive!) 
· Internal Affairs Doctrine & Delaware Law

· Corporation can choose state of incorporation, even is no other connection
· Choice of jx matters! 
· Internal Affairs Doctrine: what’s going on INSIDE the corporation (corporation’s organic structure/ internal administration) ( governed by state of incorporation law!
· Ex: matters re: corporation’s relationship to shareholders, steps for original corporation, election/appointment/bylaws, meetings/voting

· Why Delaware?
· 1) DL corp law is familiar to most corp lawyers is US (least important)

· 2) Large body of case law interpreting the statute - provides for predictability and thus comfort to corps
· 3) DL has a specialized court - Court of Chancery - that handles corp matters 

· Handles w/ the speed that biz requires

· Appeals go directly to DL Sup Court 
· 4) very management friendly (gives deference to managers) 
· Formation of the Corporation 
· 1) Reserving the Name
· Can reserve w/ small fee (120 days), must be distinguishable from all other registered names on file with secretary of state (MBCA 4.01) 
· Spilt of Authority whether minor differences are ok (MBCA says no)

· MBCA 4.02 Reserve Name: can transfer reservation

· Must include some evidence of the entity 

· MCBA: corporation, incorporated, company, limited 

· DGCL: corporation, incorporated, company, limited, association, club, foundation, fun, institute, society, union 

· No bank or trust unless you are

· MBCA 4.03 Registered Name: foreign corporation can register if complies with requirements 
· 2) The Incorporation Documents
· MCBA: Articles of Incorporation 

· Pretty minimal requirements in every state (MBCA 2.02)
· Corporation name

· Name/address of person incorporating (usually lawyer) = Corporation agent

· MBCA 2.01 Incorporator
· Maximum number of shares

· Sometimes purpose (MCBA does not require) 

· Number of directors (In articles or bylaws)

· Some optional provisions (ex: naming director so switch of liability is quick)
· MBCA 2.02(b)(1)

· 3) Filing 
· Gives corporation life! (moment of filing = moment of birth)
· File with secretary of state (articles, fee, return copy to corporation) 
· MBCA 2.03
· 4) Organizing the New Corporation 
· Need organizational meeting (doesn’t need actual presence, just unanimous consent)
· Choose directors, appoint officers

· bylaws ( MCBA 2.06/ CA 2.12(b) [gives examples] ( deals with rules of internal order

· Stock does not need to be issued (statute wise, but CL differs on this sometimes)
· Defective Formation 

· De Jure Corporation  (In good standing): If the corp has complied with all mandatory conditions precedent to incorporation and the articles have been approved by the SOS is 
· valid against whole world (2.03) NOBODY (not even state) can attack validity of corporation 
· De Facto Corporation: there was a mistake, but you were close enough (however the courts defined that)
· Can be attacked by the state (didn’t grant filing, so they can attack)

· Elements:

· 1) Proceeded in good faith 

· 2) under a valid statute

· 3) an authorized purpose

· 4) executed and acknowledged articles of association pursuant to that purpose 

· Exercise corporation privilege (walk the walk, talk the talk) 
· Balancing of reasonable expectations!
· Durray Development LLC v Perrin (land excavation unincorporated entity case)
· Durray entered into a K w/ Perrin for excavating a property. Perrin signed the K on behalf of his company, Outlaw Excavation. Perrin’s company did not perform under the K, so Duray brought suit Durray enver formally incorporated 

· Personally liable unless de facto OR estoppel
· Perrin liable on promoter liability 
· De Facto Corporation

· 1) proceed in good faith

· ISSUE HERE! But precedent case say unless evidence of fraud or false representation, we assume good faith… here no evidence otherwise

· 2) under valid statute

· 3) an authorized purpose

· 4) executed and acknowledged articles of association pursuant to that purpose 
· Perrin wins on an argument of de facto corporation! 
· De Facto vs. Equitable estoppel

· De facto corp doctrine establishes the legal existence of the corp 

· Corp by estoppel merely prevents one from arguing against existence of corp  
· Corporation by Estoppel: Equitable doctrine, Does not result in creating a separate corporation, but arise out of course of dealing between parties that thought they were a corporation (does not create, prevents denying that it is a corp)
· Criticism: MCBA says incorporating is easy, so just do it! Legislative spoke, courts should not interfere
· Brown v. WP Media (agreement to provide wireless networks case)
· Brown & Alabama provide the money, negotiate with WPM to give proprietary information (acting on behalf of Alabama). Claimed not properly incorporated when they signed the k, WP media said they have no claim because they didn’t exist. Alabama claim that WPM treated them like a corporation, doing business as if they were a corp (on the assumption they are 
· Argument of estoppel

· Made K and acted upon K as if incorporated 

· WPM is being estopped from claim that Alabama was not a corporation because they treated them  as one! 
· Payer v. The SGL Carbon, LLC (parcel of industrial property in Niagara Falls case)
· Parties = Payer as “CEO” (on behalf of TMT, not incorporated… happened 18 months later) & SGL Carbon for land sale. SGL cancels and finds another buyer, payer sues for breach of K (specific performance)
· Ct finds yes corporation by estoppel
· No evidence that SGL Carbon would have acted differently in negotiations/contracting in not incorporated

· No evidence Payer purposefully misrepresented

· No evidence that cause SGL reliance detriment 

· Christmas Lumber Co v. Valiga  (house construction case)
· Waddel signs the articles of incorp for Waddell Inc., but the articles are not filled until after. Before filing, Valiga claimed he entered into a K w/ Waddell for the construction of a house.

· Valiga started experiencing issues w/ the quality of the construction. 

· Valiga sued Waddel and Graves, claiming they had personal liability on basis of 2.04

· Waddell claims that he did not know there was NOT a corp.

· Prof: No De Jure Corp - wasn’t formed correctly

· Court: Holds Waddell & Graves personally liable - b/c they were partners and knew there was no corp. Why: 

· Terms of the Joint Venture agreement - purpose of making profit 

· Waddell and Graves chose to divide contractor’s fee

· Waddell testimony that he and Graves were “partners” 

· Graves testimony that he spent significant time on worksite 
· Frontier Refining Co v. Kunkel’s Inc (gas station case)
· Kunkle wants to take over a gas station/truck stop owned by Frontier. Kunkle doesn’t have money so he approaches Beach and Fairfield for a loan 

· Beach & Fairfield agree but say that it must be Kunkl’s responsibility to see that the biz is incorporated, and not to do anything until that was done. Kunkl did not - forgets to check in w/ SOS on status 

· Frontier enter sublease for the station w/ “Clifford D. Kunkl DBA Kunkl’s Inc.” 

· Eventually defaulted on the payments 

· Frontier sues Kunkl, Beach, & Fairfield as a partnership 

· Are beach and Fairfield individually liable (as partnership)? NO!
· Not a de facto corporation… what was the problem?

· Have to attempt to make a corporation! There’s no effort here!!

· Why not corporation by estoppel 

· The other party has to believe they are working with a corporation.. based on course of dealings, here it is between Kunkel and Frontier (NOT BEACH OR FAIRFIELD)

· Probably wasn’t even aware of these other people (silent/secret partners) 

· The agreement was cash on delivery, but it was their OWN fault for not collecting, so would not be fair to take from Beach and Fairfield! You were extending credit you didn’t agree on, would be fucked if you could recover from them!
· Ultra Vires Doctrine: Holds that any action by a corporation that is beyond the purpose stated in its Articles is void
· Modern Ultra vires is sometimes used to describe corporate actions that are permissible but that have not been properly authorized by the board
· Very difficult to make an Ultra Vires claim if you have not modified the default rule

· Every corp can take advantage of a broad purpose (and almost every corp does this b/c they can engage in broad ventures) 

· Modern statues limit Ultra Vires to 3 settings MBCA 3.04
· 1) Retain the rule that a shareholder may sue to enjoin executory ultra vires actions

· 2) Director, officer, employee, or agent can be held personally liable for causing the corp to engage in an ultra vires action

· 3) (most rare) permits the state attorney general to sue to enjoin corps from acting ultra vires 

· Rule: Corps are NOT allowed to commit waste.

· Waste = exchange of corp assets so disproportionately small as to lie beyond the range at which any reasonable person would be willing to trade

· Very high bar for P to clear

· Board of directors CAN’T engage in waste 
· Financing the Corporation 
· Accounting 

· 1) Preparation of the Income Statement (How much your wealth has increased)
· Matching principle: Matches cost you incurred during a time frame, with the revenues you got (hope that revenues exceed costs and you have “profit” 
· Allowing for comparability (can look back and compare different periods)
· Conservatism: when outside financial statement preparers (firm or accountant, IB) the goal is to be conservative (not push the envelope) 

· Steps:
· 1) Start with revenue (net sales/net revenues) ( final sales
· 2) List all the costs (cost of sales, indirect costs/overhead, development)
· 3) Costs – Revenues = operating profit
· 4) Other revenues & expenses (earning from other than core business), add to operating profit = INCOME BEFORE TAX
· 5) Pay taxes = net income (go to owners!)
· Note: should keep costs and revenues in correct time slot, temptation to move around for convenience
· 2) Balance Sheet
· Divides things you own into assets & liabilities 

· Further divides assets & liabilities into those that are liquid and illiquid 
· Asset on balance sheet be listed at their cost when they were acquired

· Balance Sheet must balance (left and right sides match) 
· Preparing a balance sheet
· Assets - current & fixed

· Prepaid Expenses = Right to receive something in the future for which you’ve already paid is an “asset”, so you’ll see a line item labeled prepaid expenses. (ex. Insurance) 

· Liabilities - current & long-term

· Capital Expenses = long-lived

· Accrued Liabilities/Accrued Income Taxes = reflects impending liability 

· Owner equity - partner’s equity and shareholder’s equity
· Equations:
· Assets – Liabilities = Shareholder’s Equity
· Assets = Liabilities + Share Equity
· Net worth/ book value ( value of the business based on the balance sheet
· Not full picture of, just shows state of business at any given moment (+ remember conservatism!!)
· Types of Securities

· Where do corporations get money? 

· 1) Owners can put money in, 2) owners can sell ownership interest (equity), 3) can borrow money (take on debt), 4) plowed back/reinvested 
· Distinguish “Inside” Debt from “Outside” Debt
· Inside debt are loans made by shareholders and owners
· Outside debt are loans from banks
· Types of Equity Securities

· Equity: Equity is permanent, has all the rights of control, has residual financial rights/ managerial rights
· Debt (think like from a bank): generally no management power, generally have interest costs
· Common vs. Preferred Stock
· MCBA 2.02(a)(2): These rights are established in the Articles of Incorporation gives max number of shares authorized to issue
· Authorized shares = max number of shares corp can sell
· Issued shares ( how many you actually sell 
· Outstanding shares = number sold and not reacquired
· MBCA 6.01(a): Must also set forth the class/series, (which is preferred which is common and privileges of each) (Statement of authorized capital)( all shares in a single class are identical! 
· Common Stock = residual layer of ownership/equity; has no preference (get what’s left after everything else) 
· MBCA 6.01(a) All shares are identical in the absence of an explicit differentiation in the Articles of Incorp: If no differentiation, each share of stock has 

· 1) 1 vote on every matter submitted to the shareholders (7.21(a)) 

· 2) right to its proportionate amount of any dividend (6.40)

· 3) right to its proportionate amount of the corp’s assets, if any, upon dissolution (14.05(a)(4) 

· When only 1 types of stock exists in a biz = common stock 
· Preferred Stock = receives some priority over common stock (senior security)
· Equity (so similar to common stock in that sense) but has a preference/priority over common stock

· Both Preferred & Common have Rights to…

· Voting rights = control (managerial rights)
· Gives shareholders some right to monitor/control
· Preferred shareholders can bargain for these

· Financial rights = right to receive distributions
· Dividends: a sum of money paid regularly (typically quarterly) by a company to its shareholders out of its profits (or reserves)
· Buyback it’s shares ( coming back to it ( right to repurchase (preferred stock sometimes have this), Or…. Companies announce that they will buy back their own shares (THIS IS NOT A RIGHT, this is a voluntary 

· Liquidation: when the business is winding down, one-time payment of distribution
· Preferences on Liquidation (hierarchy)

· when corporation is dissolved and all creditors claims have been paid – both secured and unsecured [FIRST PRIORITY]

· then preferred shareholders have priority over common shares to extent of their preference in any further distribution of any remaining assets

· after payment of any liquidation preference, distribute any remaining funds to common stock (residual claimants)

· NOTE: Liquidity of common stock: Different from liquidation, it’s how easily the value/asset can be converted to cash 
· (google stock = high liquidity, land = illiquid) 
· Shareholder Distributions

· Distributions includes dividends paid to shareholders

· Distributions = payments to shareholder on liquidation (or dissolution)
· Distribution = payment to shareholders to acquire (redeem their stock)

· Redemption or repurchases
· Rule: Just b/c you own shares, doesn’t mean you have a right to receive dividends (Board can decide to pay out a dividend) 
· May be to retain money in corp, shareholders might not need for living expenses (closely held), strategic

· Types of Preferences Terminology
· Cumulative Dividend: It adds up! Preferred stock, where the shareholder gets paid dividends on past years in addition to current year if there was no past year payout (if BOD decides not to distribute one year)
· Corp prohibited from paying regular dividends on common stock until the accumulated dividends have been paid
· Non-Cumulative Dividend: If you are not paid that year, the dividend disappears! 
· Participating vs. Non-Participating Stock

· Participating Preferred Stock = pay again! It receives dividends along w/ the common stock even though it has already received its preferential dividend. 

· Non-Participating Preferred Stock = Only entitled to the 1st dividend. Don’t receive the additional dividends w/ the common stock 

· Amending/Changing Preferred Stock

· MBCA 10.03 Corp can modify Articles of Incorp - proposed amendment must be approved by BOTH (a) the BOD, & (b) shareholders

· MBCA 10.04 Entitled to vote on this even if otherwise non-voting IF it would change their rights & privileges (changing contract!!)
· Board, can’t unilaterally amend terms of its outstanding preferred stock
· The terms of an outstanding class of preferred stock can’t be amended w/o preferred stockholders’ consent (usually majority)
· Blank Shares: Allows the Articles to say max # of non-common shares, but can leave the characteristics of the shares to be decided later by the BOD when the corp is prepared to sell them to an investor (MBCA 6.02)
· W/o “Blank Check” provision in the Articles and you want to get capital before deciding rights, you would have to amend articles (reqs shareholder vote = expensive/time-consuming/difficult) 

· Allows Board flexibility & to account current economic conditions in specifying the terms of preferred stock it plans to sell 
· Warren Buffet example to quickly make a new class
· Use of Debt Financing 

· Debt (Overview)

· Interest payments are deductible (from the business as an expense)

· When liquidation of business, debt always take priority over shareholders

· Short term: Less than a year usually taken out to smooth out cash flow issue

· Ex: toy business, bulk of money comes from holiday season, so can have cash flow issues 

· Long term : Typically paid over number of years, capital expenditures 

· Ex: buying a big piece of equipment 

· Bond market: publicly traded debt by big companies

· Bonds/debenture 
· Bond: usually secure by some assets

· Debenture: unsecured corporate debt
· Both can be traded in debt market, much bigger than equity market

· Exotic Securities: 

· Option/ Employee incentive stock option 
· Often granted to employees (of all levels) can be used to incentivize employees
· Concept of Leverage
· Loans made by Third Parties (“outside” debt) [vs. “inside debt” by shareholder]
· Leverage = business can go out and borrow money (from bank usually)

· Have to pay interest (cost of borrowed capital)
· Lender wants a return on borrowed capital (fixed interest capital)

· If you can earn more than borrowed (cost of interest), then all the gain (excess) belongs to the owners (owner’s equity side)
· Think about when you buy/sell a house

· Tax Advantages of Debt Over Equity

· Interest payments on debt are deductible from income
· Dividends are not
· Economic and Legal Risks of Excessive Debt
· Daily risk ( default on payment

· Risk of leverage

· Business (economic) risk of taking on excessive debt (debt equity ratio is really high)

· AKA “highly leveraged”

· Legal risk of excessive debt 

· Interest payments = business expense, so less tax to pay on income

· Use “profits” to pay taxes, keep in lower tax bracket… invites audit from IRS
· “thin capitalization” = low equity (BAD for audit purposes) ( high debt-equity ratio

· Increase risk of piercing the corporate veil

· Taxation of the Business Entity
· Partnership Taxation = flow through treatment 

· Partnership doesn’t pay taxes, individuals get profits and they get taxed
· Corporate  Tax = Double tax burden
· Modern Corporation: is separate entity, files separate tax return, but if dividends are paid, double taxation can occur (First, pay tax [as a corp], second, pay dividend, and that is taxed on the individual level!]
· Minimizing burden of double taxation: 

· retained earnings ( The money that you didn’t pay dividends on, go to the owner
· If comes in as assets, goes to shareholder equity

· Accumulation bailout strategy: don’t distribute profits, keep in retained earnings to increase company value then when shareholders exit, come in as capital gains which pays lower marginal tax rate 
· Zeroing out strategy: pay the owners as employees, shows lower profits, then just pay individual taxes on income or bill other expenses (paying rent on a building they own/paying inside debts)

· High risk if audited 

· Mechanics of Issuing Stock

· Use of Subscription Agreements

· Pre-incorporation subscription agreements: K promising to buy shares set forth in sub agreements
· Unidentified principal problem when pre-incorporation (back to promotor liability issue)
· MBCA allows sub agreements to be valid for 6 months to give wiggle room when people want to quit to move to new business 

· Agency issue of fiduciary duty if working both biz?

· Issuing Stock Terminology
· Issuance vs/ Trading Transactions

· Issuance: raising capital; money you pay goes straight to the corp

· Trading: when you sell your google shares 
· Authorized Shares: shares the board allows (max # of preferred and common)
· Issued: # actually sold

· Outstanding: once sold, shares can be traded but they are outstanding until the company buys back
· Number of Authorized Shares: Herein of “Dilution” 

· Disparate contributions of founding shareholders

· Valuation of non-cash consideration 
· What type of Consideration can be used to acquire stock?

· MBCA 6.21: modern approach, BOD may allow consideration by any tangible/intangible thing or benefit to business (very broad)
· §6.21(c): BOD does have to decide if adequate (binding and conclusive)

· Value has to be same as other stocks bought contemporaneously 
· Note: Fiduciary duty to do this right, so if not an area of expertise, should bring in an expert

· CA §409: 

· Permitted: money (cash), labor already incurred, services actually performed, debt that’s canceled, tangible/intangible property

· Prohibited: future services, promissory notes
· To avoid equity dilution between people paying cash today and people completing note later 

· §409(b): valuation of non-cash consideration up to BOD… issue of how we decide the value of this stuff!
· Delaware §151-154, 161: keeps par value, similar broad view like MBCA
· Par Value: designed to make sure each investor that got the same stoke certificate, they were paying the same amount (with same shares/same rights) (minimum issuance price)
· Largely obsolete, other than Delaware
· Modern use of no par or low par shares: set very low ($0.01), purchase price is way higher 
· Board fixes the number
· Balance Sheet Accounts
· Consider paid for the issuing of shares is allocated to either 

· Stated Capital: par value goes here (of each share sold)
· Capital Surplus: excess paid above the par value
· Retained earnings: what you earn from business operations 
· Watered Stock Liability: issuing stock for less than par value

· Used if invalid consideration for stock (corp/creditors can sue if sold for less than par value)

· danger that when consider is non-cash, the consider may become overvalued (especially when assets are connected to management because there’s an incentive)
· Note: BOD can always sell for more than par value

· Legal Restrictions on Dividends and other Distributions 

· Delaware Standard (170 & 154) 

· Rule: Can make dividends out of Retained Earnings & Capital Surplus 
· CANNOT pay dividends with Stated Capital 

· This is why corporate planners advise utilizing Low Par Value shares 
· Punchline: if you’re in Delaware, par value just depends to figure out how much legally available money there is for dividend distribution 
· MBCA Insolvency Test? (6.40(c)) (CA is similar) 

· 2 prongs: 

· 1) Balance sheet test: cannot pay dividends if it will leave assets less than liabilities  (More concrete)
· 2) Equity: insolvent if the payment left the biz unable to pay its debts when they come due (This one is more of a judgment call)
· Redemptions: corporation buys back its shares
· Corp does not get an “asset” when it buys back its own shares 

· Impact on the balance sheet = reduces cash (b/c that’s how you pay for it

· Comes out of retained earnings like dividends 

· Compared to taking cash and buying stock in other companies ( converts
· Asset allocation (diversity cash and equity)

· HERE: not assets but unissued shares ( changes distribution to your own shareholders (dividends and power!)
· charter document can have rights preference and privilege for your preferred shares that the company has to buy them back 

· but we commonly see a stock buy back its shares 

· Piercing the Corporate Veil

· General Rule: creditors that are owed money are going to have to go to the entity to get paid (De jure corporation comes with a shield of liability) 
· MCBA 6.22(b): Shield of limited liability
· May become liability personally by reason of the shareholder’s own acts or conduct 

· Not insulated from your own tortious conduct

· Sophisticated companies (ex: commercial landlords, banks) are well aware of that shield, can ask start ups to give personal guarantee (contract around the default rule)

· personal guarantee ( like a partner! (All assets can become personally liable) 

· Equitable Doctrine (Very fact specific, towards case law precedent)

· Two reason courts will pierce the corporate veil (look through shield, impose personal liability) 

· facts show owners and managers have failed to maintain the separate corporate identity 
· 1) Undercapitalization (did owner provide enough equity to cover reasonably foreseeable obligations?)
· 2) Failure to observe corporate formalities (to walk the walk/talk the talk)

· 3) Co-mingling of funds

· 4) Absence of Corporate records 

· Whether failing to PCV would = unfairness, injustice, fraud, other inequitable conduct.
· 1) fraudulent misrepresentation by corporate directors AND
· 2) use of the corporation to promote fraud, injustice, or illegalities

· Lunneborg v. My Fun Life (employment breach of K, spend corp $ on self case)
· Breach of employment K, corporation had no money so want to bring in owners… because L wants to pierce the corporate veil, he has the burden
· 1) Separateness

· Co-mingling

· Did not keep personal funds from business funds

· Withdrew from corporate funds for personal use 

· Buy cars, buy vacations, etc.

· Weren’t treating like a corporation (No dividends paid, no stocks)

· 2) equitable (show it would be fundamentally unfair) 

· Left literally no money in the corporation so wouldn’t be able to pay ( would be unjust!

· Note: Wife wasn’t a shareholder, but the court found she could be found liable (bit of split here, but the precedent generally says ok)

· she was the one shuffling the money around, not really documenting where the money was going so 

· Kind of helped with the day to day operations 
· Baatz v. Arrow Bar (overserved drunk driver suing bar case)
· Ds own Arrow Bar, which they bought through their corp and w/ a $145k loan from a bank. Bank made them sign a personal guaranty. Ps were injured when a 3rd party hit them with their car after drinking at the bar. Arrow Bar is the employer of the bartender that kept serving the 3rd party so would be vicariously liable, but Arrow Bar has very little assets and doesn’t have enough to make Baatz (Ps) whole again

· Here, the personal guarentee didn’t count as payment for personal obligations and not undercapitalization, no piercing the corporate veil
· Dissent: D’s should be personally liable b/c undercapitalization:

· The biz should’ve had Dram Shop Insurance 

· Owners had the legal incentive to do this for protection 

· Individuals should not be protected if they are incorporated solely for the shield of limited liability 
· Hanewald v. Bryan’s Inc (unsuccessful grocery store with “free” stock case)
· Keith and Joan Bryan incorporated “Bryan’s Inc” issued 50 shares of common stock to Keith, 50 shares to Joan (100 shares of stock $1k per share = total capitalization of $100k)(high par value). Bryan’s Inc did not receive any payment for the stock that was issued. Hanewald sold his dry goods store to Bryan’s Inc. for $60k (Paid $55k cash from a personally guaranteed loan from bank & promissory note of $5k). Business failed and Bryan’s failed to pay promissory note . Hanewald sued Bryans Inc and the Bryans personally for breach of the lease agreement and promissory note of $5k

· Ct found Keith & Joan ARE personally liable (not based on PCV but based on the statutory duty to have valid form of consideration for the shares & they sold the shares for LESS than Par Value. 

· Watered Stock liability: (Ds) failed to pay proper par value for their shares 

· The debt to Hanewald does NOT exceed the difference btw the par value of their stock and the amount they actually paid. 

· Prof: Arguably there is a windfall to Hanewald – he is a contract creditor didn’t do anything to protect that he would get paid, thus he assumed the risk of not getting paid. 

· Hanewad and bryans created a “bargained for risk” by using the corp for the transaction - Hanewald’s ability to get paid is going to be determined by the success of the biz 

· Prof: This case shows why Par Value is a trap for the unwary
· Enterprise Liability
· Goldberg v. Lee Express Cab Corp (taxi king case)
· Taxi runs over lady, she sues (includes the taxi driver, the company in charge of the taxi cab, and the owner of the company, and the other taxi companies owned by the owner) 

· Cause of action against driver = negligence

· Cause of action against Lee cab company = vicarious liability 

· Cause of action against the owner of lee = piercing the corporate veil 

· Cause of action against “sibling corporations” (owner is parent of all) = enterprise liability if its established by the P, can go after the assets of the other companies… says they are not actually separate, treat what he owns as one enterprise
· Public policy concern with the way owner organized his companies ( avoid liability by having a bunch of little companies 

· What helps show enterprise liability ( co-mingling of receipts, assets, property (All the supplies are shared among)
· The Role of Directors and Officers
· Board of Directors (Same no matter what kind/size of corporate you are (public or private!)
· MCBA 8.01: Business affairs of the corp shall be managed by/under the direction, and subject to the oversight of the BOD
· MCBA 8.25: The board can delegate some of those power (committees of the board) 

· Has to have at least (or more) director that will delegated certain jobs to take care of with the committee

· (d): can delegate powers of the board except the authority to declare dividends 
· Incorporator will complete incorporation by holding a meeting to set up directors

· To approve bylaws/stocks

· Default rule: directors serve one year term
· Modify ( classified (see Larimer) /staggard 

· Vacancies ( usually occur when director resigns or dies
· MBCA 8.10: vacancies can be filled by remaining board members or shareholders 

· Removal of Directors

· Shareholders can remove with or without cause
· With cause: have lost faith that board can manage business affairs

· Usually bigger deals… misconduct 

· NOTE: Shareholders are passive (not engaged in the mechanics of managing business affairs) UNLESS they are also a director on the board 

· How does the board take valid action?
· Entities cannot serve as directors
· Generally, each director has one vote

· Directors cannot vote by proxy (have to be present at the meeting)

· Boards take action by (collective body) 
· 1) Action without a meeting (action by unanimous written consent)

· MBCA 8.21: Each director has to sign a written consent that describes what the board is voting on 

· 2) Regular or special meetings (MBCA 8.20) 
· Regular meetings are coming, know when it is happening

· No notice needed

· Fixed in bylaw provision

· End of calendar year, board decides schedule

· Anything other than regular = special

· Notice is needed  (Default rule: §8.22 ( at least 2 days)
· Notice can be waived (MBCA 8.23) 

· (a): expressly, waive before or after meeting (writing, signed by director waiving, filed with company)

· (b): implied, if you show up to the meeting, you waive any issues regarding notice by conduct 

· Unless, objector objects at beginning of meeting re: defect

· MBCA 8.24(a): Quorum (default can be amended by bylaws or articles)

· Majority (of # of authorized positions, not how many are seating)

· MBCA(c): Sufficient Vote default rule ( majority of those present 
· Senior Executive Officers
· Directors are not agents, officers are agents (not bound as long as third party knows identity of corporation & agent makes on behalf) 
· but have a higher fiduciary duty (see below)
· MBCA 8.40(c): minimum one officer needed ( required = secretary 
· Maintain company books & records & authenticate
· MBCA 8.40(c): all officer positions can be held by the same person
· One person can wear many different hats
· Can be employee and agent (duh)

· Agent but not employee (outside accountant)

· Perform services but not agent (nonagent independent contractors)

· Directors are NOT agents, board must act collectively 

· CA 312(a): need a president/chairman of board/president or both, secretary, CFO

· Chosen by board, can resign at any time (written) or be remove by BOD (with or without cause) 

· H-D Irrigating, Inc v. Kimble Properties, Inc (bad irrigation equipment case)
· HD (buyers/Ps) agree to purchase land from Hobble Diamond Co (for $1.6M) and irrigation equipment from Kimble Prop (for 350K). Lloyd Kimble was prez of both Hobble & Kimble, misrepresented irrigation equipment, P sues
· Rule: Kimble properties is selling the equipment, Kimble generally would be shielded by the corporation but here he is not because he’s the tortfeasor (misrepresented)

· Promote the public policy to do the right thing

· He is liable as an individual, and as a representative of Kimble properties

· BUT Hobble sold the land, Hobble is NOT liable for Lloyd’s misrepresentations, but Kimble Properties and Llyod are jointly & severally liable.
· Officers under SEC: officer is pretty broad, anyone that is routinely performing functions

· Executive officers = prez, VP, CEO…. Big dogs! Even higher fiduciary duty
· Power of Officers

· Rule: Officers are cloaked with apparent authority
· Can do what someone in that position of power can do

· Signature Block

· Name of Corporation

· By (name)

· Its (title)
· How do we ensure a person claiming to have authority can bind the corporation?
· Snukal v. Flightways Mgfs Inc (malibu dream house under corp case)
· P leases a residence in Malibu to Lyle (prez & CFO & secretary) of Flightways on behalf of co, but Lyle alone executed the lease designating only his title as president. Defaulted on lease payments, vacated the premises, P sues to recover rent 
· Flightway denies that Lyle was authorized, claiming that there for flightways is not bound 

· CA §313 - Agreement IS enforceable if signed by chairman, prez, or VP, AND secretary, assistant secretary, CFO or assistant treasurer 

· Snukal Argues: Lyle wears both the prez and secretary hat and his signature is fine and it doesn’t need to be 2 separate people. 

· Flightways Argues: Snukal can’t rely on 313 b/c he only signed in his capacity as prez (even tho he wear the requisite multiple hats). Lyle failed to indicate that he wore 2 hats

· Court: Interprets public policy CA section 313. 

· Court/Rule: The signature of one person alone IS sufficient if he holds corporate offices in each of the 2 categories described 
· Flightways - well Lyle didn’t have the authority

· Court: Between the 2 innocent parties, you guys (Flightways) are most to blame  - don’t let him wear so many hats

· Prof: Creates a safe harbor for persons entering into K w corp 

· Shareholder Governance Powers: Paradigms and Public Companies
· Actions Shareholders can take as a group
· 1) Vote who will serve as directors (MBCA 7.01(a))
· Should elect 1/3 of the board but frequently vote entire board each year

· 2) Required to fundamental changes (but cannot initiate) 
· Amending articles

· Selling all or almost all of the corporation’s assets

· Merging

· Dissolving 

· At CL, require unanimity, then moved to super majority (75%)
· Today: need majority of outstanding shares
· MBCA 7.04 allows forgoing meeting is UWC

· Delaware standard: need absolute majority of written consent to have valid vote without meeting

· CA is the same 

· 3) Power to act without board concurrence and without possible of board overriding

· Remove/replace directors

· Amend corporate bylaws

· Precatory motions (a little murky) ( force board to call special shareholders meeting, but serves as avenue to do what they have the power to do (not expand)
· Mechanics of Shareholder Voting (requirements)
· Call: decision to hold a meeting at particular time/place/reason
· Notice: 
· MBCA §7.05-7.06: 
· Annual meeting held annually (duh) ( elect board of directors 

· Anything else is a special meeting 
· §7.02(d) notice of special meeting has to set forth the purpose of the meeting (the only action the shareholders can take is that purpose)

· §7.05: Kind of notice 

· All (including annual) have to notify of date/time/place of meeting 

· No fewer than 10 days, but not more than 60 days 

· (b)/(c) regular, don’t need specific purpose, at special meeting can only talk about what the notice says 

· Waiver (express or implied) of notice

· §7.06(a): waive notice before or after, in writing, delivered to company, filed with company records

· Implied waiver by showing up (whole point of notice is to get you to attend), to object have to show up and immediately notice you object on grounds of defective notice 

· McKesson Corp v. Derdiger (pissed shareholder & notice formality case)
· Bad blood between D and corporation, P brings suit for declaratory judgment that date of notice was ok, D counter suits that everything decided in the meeting should be void because of improper notice 
· Language of the statute says no more than 60 days before the meeting

· P wanted to say 60 days BETWEEN the record and meeting date

· D wanted the co to reschedule the meeting, which would require the company bring in all the people back in to redo the proxy statement (big fuck you to corp)
· Derdiger said if the meeting happened, everything would be void! Would extend past their rights (ultra vire) 

· Court draws a hard line, statute says no more than 60 days… but basically just side steps by relying on precedent that attorney relied on (probably just attorney error anyway) so let the meeting stay valid but the details matter!
· Quorum: minimum amount of voting power that must be present at a meeting for action to be valid
· MBCA §7.25/ CA §602
· Shares not warm bodies!! 

· Default rule is 1 vote per share, need majority of voting power
· (a) unless modify default, need that number of SHARES present at meeting to represent majority ( if yes, then quorum 

· Delaware §216: Majority of shares generally (unless articles say otherwise) 

· Why? Want to have a representative number of shares present! 

· Record date ownership
· MBCA §7.07( Record date: Only shareholders as of the record date may vote 

· Record Date = cutoff for who gets to vote the shares 

· Record Owner vs. Beneficial Owner

· Prof is NOT the record owner of her disney stock, she owns in street name

· But she IS the beneficial owner of the shares and she can direct how she wants the record owner (CD company) to vote

· She will instruct how to vote and the “shareholder of record” will then vote on how she chose 

· Shareholder of record = one entitled to vote the shares

· Hypo: proxy to sally 

· Record owner is Sally, the beneficial owner is Byer here, so if Byer wants to vote the shares, its incumbent that Byer has to add in that Byer votes for Sally by proxy at the time of purchase

· MBCA 7.22(a): two ways to vote
· Show up and vote
· MBCA 7.22(d): Voting by Proxy
· Proxy = Agency relationship where shareholder appoints another person to attend a shareholder meeting on the shareholder’s behalf to vote the shares

· P = Record owner 

· A = beneficial owner (Sally would nominate Buyer as the agent to vote the shares) 

· Rule: Must be in writing

· Can be “limited” or “general”

· CA §705 - CA Proxy Rules 

· Can Proxy be made Irrevocable? 

· MBCA 7.22(d): general default rule freely revocable unless proxy form says on its face it is irrevocable and the proxy has to be coupled with an interest 

· You can’t sell your vote (you can’t have bad actors, all share holders have economic stake so everyone should care what happens), this is extinguished if you can sell right to vote

· Duration of a proxy = 11 months (annually pick directors, compel the co. to act)
· Sufficient Vote: 

· Delaware rule: majority of the votes present at the meeting

· MBCA rule: a matter is approved if it receives a simple majority (yes is greater than no)
· CA rule: two prongs
· Yes votes have to be more than no votes

· Yes votes have to be majority of the required quorum 

· Abstentions could weigh you down
· Action by Written Consent (in lieu of a shareholder meeting) 

· Amount of shareholders that must approve to get rid of the meeting

· MBCA 7.04(a) - Need unanimous consent of all shareholders 

· Ex: 1000 shares - need unanimous consent 

· DL/CA = need an absolute majority

· Ex: 1000 shares - need 501

· CA: Can’t elect directors unless unanimous 

· Shareholder election for Directors 
· Plurality voting: candidates receiving the highest number of vote to fill the positions (top vote geters are elected)

· Straight Voting: default rule (one share, one vote)
· Majority shareholder always wins (whoever had 51% elects everyone)

· Cumulative Voting: every share holder that complies with notice requirement can cumulate the vote for board elections
· Gives minority shareholders a shot at a having a say as to who is elected

· CA 301.5: cumulative voting is mandatory unless a listed company (public company) then you can amend articles to stagger board into 2 (serve 2 year term, need minimum of 6 directors) or 3 classes (serve 3 year term, need minimum of 9 directors) and eliminate cumulative voting
· MBCA/Delaware: have to opt in 
· Problem with Cumulative… when you shrink the size of the board, the value of cumulative voting goes down (see Humphrys)
· Notice Requirement

· MCBA 7.28(d): cannot vote cumulatively unless you give notice
· CA: if going to vote cumulatively, have to give notice 
· Why? Gives rest of shareholders ability to decide if they also want to vote cumulatively 
· Ex: straight voting on 5 director spots
· A = 18

· B = 82

	A1 = 18
	A2 = 18
	A3 = 18
	A4 = 18
	A5 = 18

	B1 = 82
	B2 = 82
	B3 = 82
	B4 = 82
	B5 = 82


· Ex: Cumulative voting 

· A= 90 (18x5)

· B = 410 (82x5)

· There is no way that b can allocate his 410 votes in a way to gets rid of A if A puts all 90 on one director 

· If B puts 90 on 1 and 0 on the other 4

· A can do 91, 91, 91, 91, 46 

· So B’s 90 vote will beat A’s 46

· Humphrys v. Winous Co (shrinking the board with staggered voting case)
· Winous has three directors, divided into three classifications, each class containing one director. The directors were to serve three-year terms of office, with one director to be elected each year. 
· One statute required cumulative voting
· One statute allows staggered terms: directors are elected on rolling years (year 1, one person is up, year 2 next person is up, etc) 
· Classified is usually where more than one class of share and each class is able to elect a certain number of directors (here the court conflates them to be the same) 
· Is a staggered board is permitted when another statute required cumulative voting? (kind of contradict each other) How do we reconcile these two statutes? 

· Rule: Right to cumulative voting but does not ensure that minority shareholders would elect a director 
· (did not restrict the right to vote cumulatively but had effect of depriving shareholders)

· Did not GUARENTEE

· Got away with getting rid of minority shareholder ability to elect directors
· Staggered terms basically nullifies cumulative voting
· CA has a mandatory right to cumulative voting, directors voted once a year 

· Unless CA 301.5(a)  ( can eliminate cumulative voting & stagger terms (public)

·  CA 301.5(b):  a listed company can amend articles to stagger board into 2 (serve 2 year term, need minimum of 6 directors) or 3 classes (serve 3 year term, need minimum of 9 directors) and eliminate cumulative voting 
· Can’t fully nullify cumulative voting as happened in case
· Another way to minimize cumulative voting
· Shareholders can remove directors w/ or w/o cause 
· can remove a director voted in by minority 
· Voting rules to determine whether the proposal to remove the director passes is 
· MBCA 8.08(c): director may be removed if number of votes to remove exceed number to keep, provided that if number of votes cast against would be sufficient to elect someone else
· Law recognizes this unfairness, has a backstop
· Shareholder’s Rights to Information
· Why would a shareholder want to? To monitor! (know worth of their shares)
· Transactional Reporting ( info sent re: contemplated transaction (usually ones shareholders will vote on)
· Periodic Reporting ( Info is sent out in specific intervals (annually, quarterly) 

· Public companies are required to send at least 4 per year

· Inspection Rights
· Two main types:
· 1) Info shareholder has a right to inspect simply by virtue of being a shareholder

· Inspect list of record date shareholders before shareholder meeting 

· MBCA 16.02 : Articles of Incorp, Bylaws, list of current officers, current annual report filed w/ SOS. 

· 2) MBCA 16.02: If the shareholder wants to examine financial statements, accounting records, excerpts from meeting mins, or copying of docs (including record shareholder list) = must show PROPER PURPOSE
· Proper Purpose = Purpose reasonably related to person’s interest as shareholder & is NOT harmful to the corp or other shareholders 

· Not defined by MBCA, but in DL 220(b)
· LAMPA v. The Hershey Co (unethical cacao harvesting case)
· Hershey signed protocol, but still widespread child labor happening. LAMPERS is upset! How to certify the supply chain is following the laws, and not allowing exploitation 

· Hershey had not certified supply chain 

· Why does LAMPERS want to go in and look to see if the directors are aware the supply chain is not complying?

· The company can be at stake, want to hold management accountable!
· What is the standard P has to establish to look at books & records
· whether there is a Proper Purpose - Purpose reasonably related to a person’s interest as a shareholder and is not harmful to the corp’s or other shareholders. 

· Here, allegations support a reasonable inference of possible wrongdoing, so can inspect!
· Chitwood v/. Vertex Pharamceuticals (fake biotech breakthrough case)
· Developing drug, announced phase 2 of a study said that there was a medical breakthrough, stock prices shot up. Three weeks later, issued a new statement, basically taking all this back, stock prices tanked. In between the announcements 7 of the officers & directors sold $37M in corporation stock.

· Proper purpose?

· Certain things are mandatory, can see them! 

· Basically can’t see the really juicy stuff…. If you want those… have to show proper purpose! 

· Wants to see books & records to figure out if the investigation itself was correctly conducted by the special committee

· Trial Ct: the request was overbroad and it was outside the scope of what they are entitled to 

· On Appeal: standard was too demanding, his desire to look = proper purpose 

· So what is the standard? The shareholder does not have to provide evidence of wrongdoing to get access, trying to verify what the special committee actually did, reasonably relevant to shareholder’s interest 
· Federal Securities Regulation
· State law authorizes voting by proxy - not fed law
· validly create proxy, duration of proxy (11 months is default), freely revocable (default) 

· Federal Proxy Rules

· Goal: Provide shareholder will full and adequate info so that they can vote their shares in a fully informed manner 

· Only apply to voting shares of a publicly traded company

· SEC Fraud Prohibition - can’t have misstatements of material fact in the proxy information distributed to shareholders. 

· Rule 14a-8: Allows a shareholder (who meets certain reqs) to submit one proposal per year, this is a recommendation for the company and its Board to take action 

· Ex: Shareholder proposal to diversify the board of publicly traded companies. 

· Companies usually try to find rules to exclude these, and have to convince the SEC why it shouldn't be listed on the ballot - if they can’t it will be listed on the ballot (not BAR exam thing)

· Fiduciary Duties
· Duty of Care
· We expect the board to do their research and known what they’re doing in running biz 
· Rule: Directors have a fiduciary Duty of CARE to inform themselves in preparation for a decision - NO protection for directors who make unintelligent or unadvised judgments 
· THE DUTY IS OWNED TO THE COPORATION
· Rule: Must have functional mgmt in place and adequate function of internal information in place - NO director can choose to ignore signs of serious problems in the company 
· Business Judgement Rule: Presumption in favor of actions by the directors in that a decision made by a loyal and informed board will NOT be overturned by the courts unless it CANNOT be “attributed to any rational biz purpose”
· Many factors to consider by the board, the court isn’t going to come in and do their job… don’t want to spend their time second guessing stuff like this!!
· MBCA 8.30(a&b) Mandatory Provisions: good faith & reasonably best interest of company 
· Shlensky v. Wrigley (Baseball stadium lights case) 
· Wrigley ball club in Chicago, P suing for breach of fiduciary duty of care when BOD decided not to put up lights to host night games. 
· Ct applied business judgment rule: the board has many factors to consider and the ct doesn’t want to second guess reasonable BOD action, so ok here
· BJR burden can be overcome if P can show evidence of conduct involved fraud, illegality, or conflict of interests, then presumption does not apply
· If he does not like the decision, just sell shares!
· Smith v. Van Garkum (super sus super sonic speed merger case)
· Gorkom, CEO, of Trans Union and a member of board of directors negotiated a deal to sell Trans Union to Prtitzker for $55 a share (700M), only one other director was involved in negotiations (Chelberg), and other directors were not aware until they attended a special meeting 

· Shareholders bring a suit against directors for breach of duty of care b/c directors failed to inform themselves of the facts of merger prior to approving it 

· standard for whether board breached its duty of care = gross negligence

· However, this does not match what the MBCA says - which is more of a general negligence/reasonableness 

· Court: Board breached its duty of care - NOT informed biz judgment in voting for $55/share, b/c:

· Directors did NOT inform themselves as to Gorkom’s role in forcing the sale of the company/establishing the purchase price

· Uninformed to the intrinsic value of the company

· Grossly negligent in approving the sale upon just 2 hours consideration, w/o prior notice and w/o any crisis/emergency 

· Prof: Court is likely less deferential here b/c a merger = a fundamental change that cannot be reversed easily & requires both shareholder and board approval 

· Difference btw Wrigley Case - 1 is a merger (Don’t get a redo, 1 is installing lights (can be redecided at next board meeting) 

· Dissent: BOD v qualified to make biz judgment under BJR, should not be liable
· Raincoat protection 
· Offered by Delaware §102(b)(7): Certificate of Incorporation can include a provision that eliminates a DIRECTOR’S liability to shareholders for breach of fiduciary Duty of Care, BUT CANNOT eliminate personal liability for breach of Duty of Loyalty; acts or omission NOT in Good Faith; Intentional Misconduct; or known violation of the law
· Have to opt in, implemented by directors but the shareholders have to approve
· Limits money damages from personal liability and money damages of the naked breach of duty of care
· Cannot eliminate personal liability for breach of duty of loyalty or bad faith conduct involving knowingly violating the law
· CA has a similar provision
· Bayless Manning Article: cut the directors some slack!
· Directors are generally part time (outside directors especially)
· Business decisions come with tradeoffs… decide to do one thing for another!
· Generally decisions need to be near unanimous
· BOD deal with issues that come TO IT, but there’s a lot of fast paced moving parts! 
· MBCA 8.24(d): directors that are present at a meeting to be deemed (MAGIC!) to have agreed to the decision that was made by the board unless you object when you walk in or when an action is asked to approve it, have to make sire you dissent (abstain or say no!)
· Why? Protect you from liability and help move away from group think!
· Duty of Loyalty 
· Corporate Opportunity: Whether directors/officers has breached the duty of loyalty by taking a corporate opportunity and taking advantage of it for themselves but it belongs to the company ( duty owned to the corporation!!
· Two different tests… see below
· Brewer v. Insight Technology (LinkedIn for trucks backstabbing employee case)
· Brewer hired by Gary, quickly becomes Prez of ITI. Expand and create FactorLoads (factoring biz). Hull ran FreightCheck (competes with ITI). Brewer secretly also became an owner of FreightCheck. FactorLoads biz down, Brewer urged Gary to sell ITI to FC. Gary eventually learns that Brewer was a co-owner of Freightcheck and had been using ITI employees to do FreightCheck work.
· Brewer is fired & ITI (the entity) sues Brewer, Hull, FreightCheck (they all settle beside Brewer)

· COA against Brewer = breach of fiduciary Duty of Loyalty
· Line of Business Test (kind of all or nothing test):
· 1) court must determine whether the appropriated opportunity was in fact a business opportunity rightfully belonging to the corporation
· If the corporation is (1) financially able to undertake the opportunity, (2) and from its nature in the line of business and is of practical advantage to it (3) is one in which the corp has an interest or a reasonable expectancy and by embracing the opportunity

· If NOT, director that pursued the opportunity for personal benefit is immune
· 2) IF YES court must determine whether the corporate official violated a fiduciary duty in appropriating that opportunity

· Does it put them in conflict with the corp (not putting corp interest first)

· Here, 1) Brewer took the corporate opportunity because they are clearly within the same line of business! Forming this separate business, took the opportunity away from ITI. 2) fiduciary duty was DEFINITELY breached ( clearly competing! 
· Northeast Harbor Gold Club v. Harris (Miss prez buying personal land case)
· Golf course in fancy part of Maine, Nancy = club prez, purchased property in the capacity of the president of the club (makes it seem like they wanted to deal with club), she purchased herself. Disclosed to board after she bought it, said she wouldn’t develop. Later heard some more might be for sale, has lawyer find the heirs, tells some directors but doesn’t really announce, buys, starts developing, one of the long term board members brings suit saying she was relying on Nancy’s assurance that she wouldn’t develop

· NOTE: THE COMPANY SUES ITS OFFICER 

· Who decides whether the corp should bring the lawsuit? the board!

· Cause of action = breach of fiduciary duty (duty of loyalty, bought the property and proceeding to develop)
· Ct rejects Delaware test: says line of business is conceptually vague
· Ct looks at Mass test ( Fairness test
· Looks at inequity, no standard to measure whether corp opportunity, but good part is that it looks at ethical standards
· ALI Test (ct remands for application of this test)
· Financial ability of the corp to take advantage of the opportunity = Irrelevant. This test reqs:

· (1) Full disclosure to the Board prior to taking advantage of any corp opportunity, which is closely related to a biz it engaged in.

· Opportunity defined broadly 

· (2) Once the corp has had a chance to accept/reject the opportunity, and if Board chooses not to accept, then it is up for grabs
· If the Board accepts not a corporate opportunity
· Test balances different corporate interests (between the corp at fiduciary promoters personal rights to act as businesspeople)
· Self Dealing/ Conflicts of Interest
· When the corporation buys or sells something for director or officers (enters into K) if the exchange is inequitable (not if actually in the corp’s best interest)
· Blanket ban would deprive corp of some valuable business opportunities (especially in small business where self dealing may be bulk of biz)
· Treat these types of K as voidable
· In the matter of the estate of Richard C Poe (Logan cuts Ken out of biz case)
· Case where dad (Dick) owned car dealerships and son was VP and sole shareholder, would elect dad as director via UWC (whole board) who would appoint all officers. Dad on his death bed asked to issue $3.2M in stock to him so he would be 52% shareholder (board decides what to do with unissued stock), died. Dick is on both sides, elects Bock as President, Castro as VP, Sergant as secretary, kick out Richard!!

· Son finds out and is pissed, sues individually and on behalf of the company in derivative action gain executors of Dick’s estate
· Cause of action = violation of fiduciary duty ( breach of loyalty with self-dealing transaction from Dick

· Richard wants the issuance of shares to be void, Richard gets his power back, as the sole shareholder, can elect new people (or himself!!)
· Uphold the valid transactions if found fair to the company at the time of formation, void those that don’t meet the standard of fairness

· Who should decide?  The board of directors (disinterested) and officers (disinterested) 
· Here, Dick was the only director, he was NOT DISINTERESTED!
· Since it’s a done deal, have to prove to court ( who has burden to meet fairness standard? Dick’s executors [Castro and Bock]
· Court cancels issuance of stocks 
· HMG/ Courtland Properties, Inc v. Gray (friends sneakily sell own co case)
· Gray & buddy = 2/5 directors of HMG (commercial real estate co). Gray was a negotiator for HMG deals and negotiated the sale of HMG to company owned by the buddy (buddy disclosed this interest to HMG’s other directors and abstained from voting on the proposed sale). Gray also owned some interest in the seller co but did not disclose to buddy or other directors. Gray voted to approve the sale. Further, his friend knew of Gray’s interest but did not disclose Gray’s interest to the other HMG directors. 
· HMG sued Gray and friend for breach of their fiduciary duties of loyalty and care and for defrauding HMG.
· Self-Dealing: when a director or officer enters into a contract with the corp

· The standard of entire fairness test: Delaware §144 says a self-dealing transaction will NOT be voided if the transaction was ratified by a majority of disinterested directors.
· Fair Dealing: have non-interested pure incentive

· Fair Price: diligence to source a fair price
· At the time of the transaction
· Holding: both liable bc there was not “Full and adequate disclosure of all material facts”

· Cleansing the Self- Dealing Transaction
· If a transaction does involve an interested director/shareholder, it may still be a valid transaction if it is approved under the cleansing statutes
· CA 310(a): safe harbors!! Disinterested Board Approval: Transaction will be cleansed IF:

· (1) full disclosure of all material” facts; 

· (2) good faith approval by “disinterested” directors, 

· (3) by a vote sufficient W/O counting vote of “interested” director,

· (4) transaction is FAIR to corp as of time transaction was approved 

· P must show it was not fair

· In absence of disinterested members, set aside, void if the transaction is not fair to the company at the time the transaction is approved

· Who decides? COURT 

· Burden? the self-dealing person

· Note, interested parties may be included in finding quorum, but not vote

· CA 310(a)(3) ( shifting burden on proof of fairness (have to prove it’s valid and fair towards the corporation)
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· REMEMBER! These Ks are valid, but voidable!! ( look to 310 to decide whether cleansed
· Executive Compensation
· Use of Incentive Stock Option Compensation

· Goal: give the employees a stake in the company (work harder, stay longer!)
· Options allow you to buy shares without paying directly, just exercise option one they vest (usually vest after some period of time)
· Terminology
· Grant date ( when the options are issued

· Number of ISOs ( number of options (usually one option = one share)

· Vesting ( usually time 

· Option give employee RIGHT to buy the common stock, does not obligate 

· “at the money” stock price = strike price

· “in the money” stock price is higher than strike price

· “out of the money” stock price is less than strike price 

· Exercising: have to pay exercise prize either with cash or by selling simultaneously with your purchase 
· Shareholder Derivative Actions

· Direct Shareholder Action ( individual shareholder has a cause of action and they will benefit
· Shareholder Derivative Action ( benefits the corporation, brought on behalf of the corporation by a shareholder to address a cause of action that belongs to the corporation
· Occurs in situations where the board’s decision-making ability may be compromised
· Rule: shareholder must be a shareholder at the time the conduct occurred
· Rule: The shareholder must make a demand to the board to pursue litigation (the board manages the business affairs, demand that the board sues to vindication the corporation)
· If board refuses demand ( shareholder has to show refusal was wrongful in order to proceed 
· Wrongful when it is not valid exercise of board’s business judgement 
· Rule: Shareholder can file without demand (demand excused) if demand would be futile
· Suring the entire board, because can’t trust the board to exercise good judgement  
· Futile: P can show a reasonable doubt as to whether a majority of the Board would be disinterested OR independent in making a decision of whether bringing the lawsuit was in the corp’s best interest
· Beam v. Stewart (miss Martha steward goes to jail, board besties got her back case)
· Plaintiff is a minority shareholder in Martha Stewart’s company, Martha is the majority shareholder (Board is elected by Martha, but owe fiduciary duty to the corporation). The relationship between Martha and MSO ( the company derives success from Martha’s image & reputation 

· Martha’s insider trading scandal happens ( stock prices DROP, corporation is harmed
· Beam says BOD should have acted differently when investigation of Martha was launched (breach of loyalty & care)
· Beam did not make a demand of the board
· arguing futile because the board would be unable to make fair analysis and so demand was not required  

· Not going to demand because then if its rejected, lose day in court!

· But this was poorly pled, should have explained why it was futile (didn’t give enough facts to show independent or NOT sufficiently independent)
· Test for futility: 
· (1) received a material personal benefit from the alleged misconduct, 
· (2) faced a substantial likelihood of liability on any of the claims, or 
· (3) lacked independence from someone who received a material personal benefit from the alleged misconduct. 
· Special Litigation Committees

· Established by Board and comprised of supposedly truly independent/disinterested directors in response to the shareholder’s derivative suit. Committee investigates lawsuit and determines what the corp should do with the lawsuit 
· In Re PSE&G Shareholder Litigation (poorly pled futile case)
· P = PSE&G shareholders (on behalf of the corp); D = PSE&G officers and directors. Ps bringing suit due to mismanagement of company’s nuclear plants - It would be a negligence claim. Board refused the demand to sue . PSE&G forms a special litigation committee. They choose that the suit should not be pursued 

· How much deference is given to a SLC?
· NY Courts’ Approach: 

· Apply Business Judgement Rule 

· Court looks to if we trust the decision makers, do we trust they acted in the company’s interest 

· Delaware Courts’ Approach – Distinguish Demand Refused vs Demand Excused:
· Demand Refused: Apply BJR

· Demand Excused: Apply two-part test:

· Corporation has burden to prove SLC is entitled to BJR 

· Court is then to apply its own independent business judgment 
· North Carolina Courts’ Approach:

· No distinction between Demand Refused vs Demand Excused cases

· Court applies its own judgement to determine whether Director/Defendants will be able to show that transaction/conduct complained of is fair and reasonable to the corporation 
· Query: What is approach adopted by court in PSE&G case?

· Modified Business judgment rule approach

· Show they are independent (only have corporation’s best interest at heart)

· You did your homework (you looked into it!)

· Ask around, hire experts, etc.

· IF YOU DO THESE, WE WILL DEFER TO BOARD, WILL NOT SECOND GUESS

· What is UNIVERSAL DEMAND? 

· The idea is that the board decides when to bring a suit

· A shareholder bringing a suit is in effect taking the board’s ability to exercise power to manage business affairs away

· So maybe we should always require demand, and then look at how the board responded 

· What is STRUCTURAL bias?

· Reflects concern that they may not unbiasly be able to decide for corporation (argument for courts to be more probative)
· Failure to Monitor in Good Faith

· Failure to Monitor: can Directors violate their duty of loyalty when they don’t act at all?
· The board must regularly exercise a good faith effort to have a reporting system with regard to the corporation’s ordinary operations
· There is NOT a separate duty of good faith, but there could certain facts where there are so many red flags that a failure to monitor is especially a breach of fiduciary duty of loyalty 
· Stone v. Ritter (ponzi scheme bank didn’t act case)
· AmSouth paid $50M in fines for failing to report suspicious bank activity (ponzi scheme putting investor money in bank but no revenues). Plaintiff want to sue the board that the $50M is a result of failure to monitor

· Need to make demand or show it was futile

· Court said failed to show futile, therefore excused (Zuckerberg test)

· Caremark Test (affirmed here): two ways for P to bring claim that board failed to exercise adequate oversight

· 1) Directors utterly failed to create any system of internal control 

· 2) Did implicate system of internal control but failed to monitor (oversee the system) ( not informed of risks or problems

· Court here adds AND to impose personal liability plaintiff have to show they KNEW they were not doing their job

· Here: no factual basis to hold directors personally liable for failure to monitor (relied heavily on KPMG report 
· independent monitor required by federal law, KPMG people concluded AmSouth was trying to comply with the rules
· so neither prong could be shown (DID NOT KNOW)

· Note: Disney case
· Hired President, 14 months later falling out, Eisner wants him gone, fired, all this stocks vested and got like $15M for a little over a year…

· Court found that Disney board BARELY met standard

· BUT Disney board did not conclude…. Did not act in good faith… 

· Could a plaintiff sue for breach of duty to act in good faith (is that a separate duty from duty of care and duty of loyalty) 

· Failure to act in good faith does NOT result in personal liability, need conduct that breach duty to act in good faith (here failure to monitor) that will result in duty of loyalty 

· ATR Kim Eng Financial v. Araneta (relationship goes sour, secretly sells key asset case)
· Araneta was majority stake holder, ATR had 10%, Araneta transferred key asset to family members making ATR’s 10% stake virtually worthless. Sue Araneta for self-dealing, sue other board members for failure to monitor/prevent his self dealing
· Cause of action against Hugo and Liza is breach of duty of loyalty (breach of good faith) ( failure to adequately oversee 

· Rememe3r, no separate good faith duty, so has to breach loyalty
· Falls under Caremark prong 1 ( completely and utterly failed to do their job, didn’t realize the BIGGEST asset was missing!
· Note: slam dunk self dealing case against Arantea

· Note: no raincoat because can’t waive duty of loyalty with insurance!
· Boeing CO Derivative Litigation Case (plane crash[es!!] case)
· Two 737 plane crashes (2018 and 2019) (Design to compete with airbus had some flaws) Plaintiffs (big companies as stakeholders) bring suit via failure to exercise adequate oversight
· No internal system to monitor airline safety, ignored red flags after the first one
· Derivative lawsuit ( have to show demand is excused (futile)

· Material personal benefit? NO not receiving anything 
· Face a substantial likelihood of personal liability 
· YES! If plaintiff can show Caremark prong one or two, they are disqualified from responding to demand (not trustworthy!)
· YES FUTILE, 9 out of 10 faced serious risk of personal liability 
· Caremark prongs

· 1) failure to have any internal reporting system
· NO airplane safety committee until after the second plane crash
· Didn’t ask any questions, no push back by the board 

· No whistleblower hotline ( employees had concerns with the design but have nowhere to report these concerts!

· 2) Ignored red flags! (when they started putting system in)
· Here, there was a crash and they did NOTHING (indifferent!!)

· Scienter Requirement (did they KNOW that there wasn’t oversight)
· Again, ignored after first crash, so yes knew it wasn’t adequate 
· Role of the Shareholder in the Closely Held Corporation
· Note: all of the corporate law, statutes, and fiduciary duties that apply to public companies apply to closely held companies as well
· Mechanics of Shareholder Voting
· Preemptive Rights: 
· Issuing more shares = voting power dilution - Not that big of a deal w/ public companies, but for closely held corps considerable harm can be done to existing shareholders 

· Preemptive Right = An equitable right in existing shareholders to purchase shares proposed to be issued so that their economic and managerial interest would be preserved. 

· Permits each current shareholder to maintain his proportionate interest by purchasing the same % of to-be-issued shares on the same terms & conditions as proposed by the BOD. 

· MBCA 6.30 / DGCL 102(b)(2) - preemptive rights are opt-in, shareholders have no right to preempt subsequent issuances of stock unless the Articles provide. 

· Supermajority Voting and Quorum Provisions

· McQuade v. Stoneham (baseball drama retaliation case)
· K entered between Stoneham, McQuade and one other that after M & other bought some of S’ stock, each would vote eachother onto the board (M to be treasurer, S to be Prez), personal falling out, S voted out M. M sues for breach of K, ct finds K is void even though 3 directors entered into K with consideration
· Agreement obligates Stoneham to vote his shares a certain way
· shareholders can agree to combine shares to elect board of directors (that is in their right) BUT 
· McQuade Rule:  strong public police (corporate norm) 
· cannot contract to constrict board action because it is in the board’s power to manage business affairs 

· violate the corporate norm… limits the board’s discretion to make decisions in the corporation’s best interest 

· Note: different if the only shareholders were the three people in the contract?
· Public policy it violates (corporate norm) ( it protects the interest of other shareholders (entitled to expect the directors will act in best interest of the corporation)… Wouldn’t be as bring of a deal if they were the only three
· Clark v. Dodge (pharma company, one gets to manage, one brings the recipe case)
· C (25%) and D (75%) are sole shareholders of pharma company. Enter K to vote C on board as general manager, C was supposed to bring over trade secret, falling out, D fires C
· Exception to McQuade Rule: 

· can have Ks that impinge as long as no harm no foul (all shareholders are parties to K) and standard is that the agreement includes only a slight impingement on board’s decisions
· YES still violates public policy (hinders board’s ability to gi ve unbiased judgement in business affairs 
· Voting Trusts
· MCBA 7.30(a): need a trustee, they have legal title (right to vote the shares) because the shareholders are going to transfer shares to the trust and trustee will vote, they will become beneficiaries 

· What do the original shareholders get? Voting trust certificate, no legal right to vote the shares, the trustee will have the right to vote 

· No time limit (Delaware, CA, prior MBCA had 10 year duration) 

· Exclusive way to create voting trust is through statute 

· Lehrman v. Cohen (Giant food, class stock K to make new shares voting trust case)
· C and L founded Giant Food, Lehrman dies, his shares are all consolidated to his son. Capital structure = two Classes (AL and AC) have identical financial rights dividends and distributions) ( each year each family votes in 2. Wanted a third class to break any deadlocks with a fifth director (worried now that ownership is passing, people may not be on the same page). Amend certificate of incorporation, AD, assign low par value, not entitled to dividends, right to vote, give it to long time co. lawyer Danzanski (basically act as mediator/tie breaker)). AC and AD vote to give D an executive position, AL says no (self-dealing!) 
· COA = validity of AD stock arguing it is in substance a voting trust
· Voting Trust Test: A voting trust exists where: 
· (1) the stock’s voting rights are separated from other attributes of stock ownership; 
· (2) the voting rights are irrevocable for a definite period of time; and 
· (3) the principle purpose of granting voting rights is to acquire voting control in the corporation.

· Here, P argues that it is a voting trust because class AD effectively separates other two classes and takes away their voting rights because they are consolidated in AD 

· But here, fails on prong one, so move on!
· If worried about diminishing the value of voting power of the shares, shouldn’t have approved or should have bargained for preemptive rights
· Public Policy Argument: they would have too much power because you have no monetary interest but have a big voting power 

· Ct rejects, think back to proxies, Ct doesn’t want to judge adequacy of consideration 
· MBCA 6.01: May authorize one or more classes that have limited voting rights or no voting rights, today, there would be no issue under the model act as to whether AD was valid

· Company could also repurchase AD based on par value if Danzanski wasn’t doing his job
· Pooling Agreements
· Ringling Bros v. Ringling
· Circus brothers (3) started, when they died, Aubrey (widow/ 315 shares) North (grandson/ 370) and Edith (widow/ 315), North took over and got kind of cocky… the widows got together and made a pooling agreement (vote together, through cumulative voting can get at least one director in) 
· Widows have a falling out, in meeting disagree on how to vote shares, did not reach a consensus on how to vote their shares ( the arbitrator decided (built into the K, this guy would decide how to vote, needed to vote how the arbitrator said). A does not vote for Dunn as she was supposed to, Edith sues
· Is the K enforceable ( Yes! Pooling agreement (does not violate public policy!)

· This has nothing to do with managing the business, own shares and get to determine how they want to vote their shares (can agree to collaborate)  

· What is the remedy? (disagreement)

· Edith wins in terms of the K is deemed valid

· But the purpose was to have power over North, but they are losing that power from the collaboration with this remedy

· Inherent limitations of polling agreements: A pooling agreement gets you representation on the board, Edith wanted to squash North (so even specific performance wouldn’t get her that) 

· The K is valid but not self-executing ( if breached, need to litigate (remedy today is specific performance) 

· How to make self-executing? Create express proxy (irrevocable proxy to the arbitrator or if there is none, cross-proxy [get right to vote other widow’s shares if one does not comply with the instruction]) 
· Shareholder Agreements and Close Corporations

· Galler v. Galler (want to provide for family agreement case)
· Brothers have drug company, execute K that after one dies, immediate family will maintain equal control. Prior to Benjamin’s death, brother & immediate fam had decided that they weren’t going to honor the agreement. 
· When wife presented B’s stock certificates to Ds, the D’s tried to convince her to abandon the agreement. She refused but agreed to let other son become prez for 1 year in exchange for transferred stock name
· Husband dies and wife demanded enforcement to guarantee her equal protect, dividends each year, and continued salary, other fam refused
· Ds argue void because violates McQuade 

· Ct  said willing to allow if fit Clark v Dodge requirements 

· Provisions to focus on:

· 1) Who can amend bylaws: Shareholders or Board may amend (does not violate McQuade, appropriate things to include in bylaws)

· 2) Pooling agreements are allowed

· 3) Filling vacancies in case of death: 

· §8.1 (board or shareholders can fill a vacancy) that does not violate because the widow would be a shareholder (Lehrman) 

· 4) Dividends: go to Clark v. Dodge, passes because quantify the dividends 

· The board determines whether/when dividends get paid, bc the board manages the affairs of the corp

· So this DOES violate McQuade

· BUT under Clark v. Dodge (whether the provision causes more than a slight impingement on the BOD) - the agreement still does NOT violate public policy


· It was fair to the parties of the agreement 

· Enough provisions to protect creditors that make sure there is enough money after dividends to pay creditors

· 5)  Restriction on ability to transfers shares: valid stock transfer restriction 

· 6) Salary continuation agreement: continue paying the husband’s salary (to financially protect them) 

· Said it was ok, if he was alive he’d be sending the money to wife and family, so same here, will enforce 

· Another argument is the zeroing out strategy 

· Another argument is a claim of ultra vires (waste) ( paying out something and getting nothing back… that’s committing waste and the board does not have the power to commit waste

· Problem with duration: no fixed term (presumably means contract would never dies… dead hand contract)

· Court overcame this by saying that the shareholders are the only party, because the point was to protect the interest of the immediate family (life expectancy is only about 25 years) 

· Public Policy Discussion(big point): 

· “Closed/closely held Corp” =  Limited # of shares and where the shares are not liquid (they are locked in/no market for stock) 

· Plight of the closely held shareholder

· Thus different public policy for these closely held corp vs. public

· Galler bros’ agreement was a sound way to go about this for a closely held corp 

· Modern day, companies will elect to become an LLC instead of a close corporation 
· Zion v. Kurtz (veto power case)
· Z & K entered into a shareholder’s agreement that the company would not engage in any biz or activities without the consent of the Class A shareholders (Z holds all the class A stock - thus he bargained for veto power). The board of directors approved 2 transactions without his approval, Z sues for breach of K
· D says K is void b/c Corp not in compliance w/ Close Corp statute
· Z argues yes, it's not w/ the corp norm - BUT the biz still meets the definition of the close corp, and thus the K is fine

· They are incorporated in DL - so we will apply DL law 

· Ct dealing with argument that it’s not formally a close corporation 

· Only shareholders involved, no third party interest is at stake
· K was in charge of making sure it’s a close corporation and he didn’t do it!

· Contracting with “eyes open”
· the business still meets standard of a close corporation based on conduct

· Majority exercises its equitable powers/policy argument
· Dissent: says majority got it all wrong

· Veto power gives significant discretion over business affairs

· Statue is clear legislative intent that these agreements should only occur in narrow instances, if you don’t comply then you’re not a close corporation
· Stock Transfer Restrictions
· MBCA 6.2(a) says stock transfer restrictions are allowed in… 
· Certificate of incorporation 
· Bylaws
· Often in a shareholder agreement 
· Agreement between shareholders and the company 

· Ling and Co v Trinity Sav and Loan Assn (use stocks as security interest, violate buyback provision case)
· Bowman owed $ to Trinity, used stock on debt, Ling brings suit based on restrictions on transferring stock set out in articles of incorporation. 

· require a stockholder to get written approval from NY Stock Exchange

·  give the corporation and other stockholders an opportunity to purchase, prior to selling or encumbering the stock. 

· Trinity says restrictions on the transfer of stock contained in articles are invalid 

· Ct found restrictions were invalid because there was no conspicuous notice of them on the stock certificate, and because the restrictions on stock transfer were unreasonable.
· Conspicuousness:
· No, the statute says the restriction needs to be noted very clearly, if not the consent and right of first refusal are not enforceable unless there’s actual knowledge 

· Need to remand for actual knowledge 

· Reasonableness:
· Most modern statues have provisions that say a restriction on transferable is allowed so long as reasonable

· New York stock exchange has reasonable standards, so ok there

· First refusal meant to confine to group that can to be co-owners

· Henry v Phixios Holdings, Inc (no notice of buyback, 
· D had stock-transfer restriction in a stockholder agreement, where majority stockholders could revoke a stockholder’s stock if they found that they acted in ways damaging to the corporation. P was stockholder. Restriction was not noted on his stock certificate, and didn’t  have knowledge of the restriction before he bought the stock. Later became aware but never agreed. Co rescinds on claims of competition
· Wanted access to books & records (proper purpose is to see whether there is management wrongdoing), they said no, not a shareholder anymore
· Says he never received notice!

· Three ways he could have gotten notice

· Conspicuous (problem here is the stock certificate doesn’t mention it at all)

· Actual knowledge (company claims they had many conversations about it… contradicts herself so not a good argument) 

· Subsequent notice (did not give consent to be bound by the terms) 

· Not subject to stock restriction!!! Stocks were improperly taken from him 
· Deadlock

· Not really an issue in publicly held corps ( so many different shareholders

· directors of public cos usually they act in unison, or at least a strong consensus, or otherwise defer action 

· In closely held corps deadlock is very real, both of the shareholder in the director level 

· Sometimes consequence of bad corporate planning (absolute equal division)
· Sometimes it doesn’t create a serious problem (doesn’t effect day to day ops)
· If it really becomes a big of an issue, you can just sell the corporations assets

· Ways to alleviate the possibility of deadlock 

· 1) shareholder level cumulative voting, avoids deadlock or directors can be elected at diff. times/ classes 

· 2) parties can agree to participate in dispute resolution mechanisms 
· mediation or non-binding arbitration
· 3) MBCA 7.32: transfers power to SS to manage affairs / resolve a deadlock
· Gearing v. Kelly (lady doesn’t attend meeting in defiance case)
· 4 person board (½ representing the Kellys and ½ representing Gearing). Mecham represents Gearing. 1/4 directors resigns and there is supposed to be a meeting to fill vacancy. G/M just don’t show b/c quorum would require 3 of directors be there. (if Mecham did show up - Ks would’ve had majority and would’ve been able to elect whoever). Ks elect someone anyways. G/M sue, election was improper (no  quorum)
· Court: Kellys win - G is estopped from complaining about the election’s lack of quorum b/c it was caused by G/M intentionally refusing to attend the meeting 

· had a fiduciary duty to the corp to attend the meeting 
· (Gearing/Mecham can’t willfully abstain from responsibilities)

· Rule: A director, or stockholders associated with that director, may not request a new corporate election based on a lack of quorum, when the lack of quorum was caused by the director’s refusal to attend the stockholders’ meeting
· Prof: Majority’s decision essentially allows the Kelly’s to have control of the Co even though Gearing is also a 50% owner 
· In re Radom & Neidorff, Inc (sibling rivalry, sister refuses to cooperate case)
· Sole shareholders were originally R and N (50/50). H dies, shares go to widow (R’s sister), siblings don’t like each other, R petitions for involuntary dissolution b/c Anna refuses to sign any of his salary checks and there is deadlock btw who to elect as a director

· Court: Not dissolved - the biz is thriving, not paralyzed, and profits are going up

· This would change if there was interference/deadlock w/ the biz that it threatens/impairs the economic operations of the biz

· Rule: There is NO right to compel dissolution. Dissolution is something the court may (discretionary) do. (MBCA 14.30)
· Test: Whether the deadlock threatens the economic operations of the corp 

· Dissent: Sympathizes with R - If court doesn’t dissolution, what options for R? 

· Leave (or even resigns) and start a new biz - he will risk a lawsuit of his fiduciary duty not to compete. And If Random quits - the sister will have full access to all the cash

· Radom stays and does a bad job (not appealing)

· Prof: Radom can try to buy her out (he initially low balled for $75K), but now decision is incentivizing Radom to offer more to try and buy her out
· Dissension (Shareholder Fiduciary Duties)
· Sometimes/ some jx shareholders owe fiduciary duties to some other shareholders

· Rationale: 

· shareholders plaintiffs can bring actions rather than having to suit derivatively. 

· argument that close corporation should be treated more like partnerships

· one shareholder is bullying another, can be compensated via fiduciary duty 

· diff tests in diff jx: whether the shareholder is acting in with improper motivation
· Basically want separate rights for closely held corporations

· Fought v. Morris (right of first refusal case)
· 4 guys split shares equally, employed by corp. Entered into shareholder agreement w/ right of first refusal by the company and shareholders. 
· 1st guy sells his share in accordance to agreement
· 2nd guy doesn’t sell directly to remaining, sue for breach of fiduciary duty

· Rule: close corporation where majority stockholder stands to benefit as a controlling stockholder, actions must be intrinsically fair to the minority interest
· Treated more like a partnership! (relationship of trust!) 
· Here: freezing out! point of the K was to keep proportionate control of the corp, K is valid, F wins!
· Sinclair Oil Corp v. Levien (Oil Co using subsidiary to benefit case) 
· Oil Co. owns subsidiary and D owns 3000/120,000 publicly held shares of the subsidiary Co. Parent Co was compelling dividend payments when the parent company needed $$.
· Issue: whether intrinsic fairness test or the business judgment standard should apply 

· the intrinsic fairness test applies when there is self-dealing, otherwise BJR
· Dividends: not self-dealing because minority shareholder was paid too ( BJR 

· Board did not breach fiduciary duty ( no fraud/bad faith

· Expansion Policy: allowed to take opportunities to expand in different places, so no self dealing (  BJR 

· Allowed to make reasonable decisions re business affair, not breached
· Breach of Contract claim: clearly self-dealing because the parent caused the subsidiary to contract and to sell all of its products to the parent 

· intrinsic fairness test applies, and they are in breach both on the time of payments and the amount purchased so they lose on this issue

· Modern Remedies for Oppression
· Issue… 
· money damages will not end deadlock
· enjoining/injunctive relief is second guessing biz decisions
· mediator just shifts the decision to someone else
· liquidating (in practice ends in a corporate dissolution)
· Model code grants caught the power to dissolve for deadlock

· Delaware code permits the court of chancery to liquidate but not dissolve

· Kiriakides v. Atlas Food Systems & Services, Inc

· Atlas owned by 3 siblings (alex, john, louise). P = John & Louise. Ps are suing Alex & the biz claiming that Alex (majority shareholder) has been fraudulent, oppressive, and unfairly prejudicial to them.
· Request relief: Want a buyout of their interest in lieu of dissolution (Alex did offer to buy out for 1M, but John refused) 

· Issue: How to determine “Oppressive” and “unfairly prejudicial” 

· Test: 2 approaches for what constitutes oppression

· 1) Reasonable Expectation Approach (NC) - Whether the reasonable expectation of minority shareholders would be frustrated by acts of the majority

· 2) South Carolina Approach (adopted here)  - Focus on the controlling shareholder’s conduct. Indicators of “squeeze out”:

· Termination of a minority shareholder’s employment; refusal to declare dividends, removal of a minority shareholder form position of mgmt, directing corp earnings to the majority shareholder through increased compensation 

· Court: YES - there was oppression 

· Depriving them of any income stream from their substantial interest in the biz 

· Prof: Courts find it troublesome to issue dissolution when there is a claim of oppression when the biz is operating as a going-concern (employing a lot of people, stimulating the local economy)

· jx split whether they have the ability issue a buy-out as a remedy in lieu of dissolution 
· Buy-sell agreements: K that sets out how a partner's shares will be obtained by the remaining partners or owners of a firm in case of their death or departure (legally enforceable) 

· Right of first refusal (an option): K that if a shareholder wants to sell shares, has to offer it 1st to the corp and/or other shareholders [Does NOT guarantee liquidity (corp/shareholders may not buy)]
PART V: INSIDER TRADING AND SECURITIES FRAUD
· Securities Fraud

· Common Law Fraud and Rule 10b-5: Constraints on Stock Issuance

· Rule 10b-5: A wide ranging prohibition against fraud in the purchase or sale of securities, applies through some instrumentality of interstate commerce such as a telephone (not just publicly traded companies) 

· It also applies to stocks that are exempt from registration requirements, 

· prohibits fraudulent trading practices and prohibits, 

· misstatements and material fact, 

· makes unlawful, 

· defrauding, 

· untrue statements of material fact (or omissions) 

· fraud or deceit to any person

· Elements of Implied Cause of Action under Rule 10b-5
· 1) Jurisdiction
· Interstate Commerce: has to touch at some point

· Made use of means or instrumentality in interstate commerce

· Selling on NY stock exchange satisfies this 

· Don’t need to cross state lines (phone call) 

· Security: Fraud in the purchase or sale of any security 
· What is a security? 

· Equity 

· Bonds and debentures 

· Dupuy v. Dupuy (fraud over the phone case)
· Brothers (living in same complex), one got sick and sold shares to brother over the phone, brother misrepresented material facts over the call to get lower price

· Does Rule 10b-5 include interstate phone calls to confirm federal jx?

· Ct says based on leg intent, purpose was to impose a philosophy of full disclosure & high standard of ethics so wouldn’t make sense to narrowly apply

· Yes satisfies: use of any means or instrumentality of interstate commerce (the phone is an instrumentality of interstate commerce) 
· Note: you cannot get punitive damages for 10b-5 claims

· 2) Standing to Sue for Rule 10b-5 Violations (who can be plaintiffs?)
· Actual Buyers or Sellers

· The SEC (sometimes DOJ)

· Note: Who are possible defendants?

· Any person! (or entity!)

· 3) The Scienter Requirement: 

· Intent to deceive, manipulate or defraud

· Will recklessness suffice? Yes, will do the trick

· Beware! SCOTUS has not decided on whether gross recklessness, will but lower courts have 

· 4) Material Fact 

· Forward looking ( apply balancing test (probability vs magnitude)

· Basic Inc. v. Levinson (potential merger… don’t tell anyone case)
· Combustion started discussing merger with Basic, Basic made three public statements denying that it was engaged in any merger negotiations. Allegedly in reliance on those statements, plaintiffs sold their stock in Basic at artificially low prices. 

· Sold before good news was disclosed: “had I known you were in discussion of selling the whole business in a merger, I would have held on to shares and gambled on the deal getting done and getting more in the sale”
· How do you determine market capitalization ( trading price x number of outstanding shares (gives a baseline for the business)

· Company won’t merge for price less than market cap 

· Facts have to be material ( were the premilitary negotiation discussions material? 

· TSC Materiality Definition (adopted by court): substantial likelihood that he disclosure of the omitted face would have been viewed by the reasonable investor as having significantly altered the total mix of the info available

· when a clear impact on well-being of corporation, clean cut (objectively verifiable) 
· when a murkier area like merger, less clear (inherently speculative… no guarantee!) 

· Balancing test (used when looking at toward looking/speculative things):

· Likelihood that merger will occur vs. magnitude of the merger (mainly focuses on probably of happening) 

· CAN be material even if there is a pretty low probability of it actually happening because magnitude is always high!

· Reliance is a required element!

· Fraud on the market theory (presumption): trading price of the stock reflects all the information known to the market… so fraud will reflect in the price in the capital market! (impacted)
· NY stock exchange can be price discovery tool!

· Allows court to create presumption of reliance (those that sold don’t have to come in an individually prove reliance, there’s a rebuttable presumption!)
· Burden of rebutting is on the Company here (by trying to sever the link between the material misrepresentation what the plaintiffs did [sold])
· What if the stockholders ask if something was going on to effect, co says 

· No… Deny ( YES ISSUE! Misrepresentation 

· No Comment ( corporate equivalent of silence… which is ok! (10b-5 does not create duty to disclose just says if you speak you better be truthful)

· Remember: Publicly traded corporations do require SEC disclosure in quarterly reports

· 5) Reliance and Causation
· Actual reliance (Dupuy v. Dupuy)

· In Basic, Inc. v. Levinson, the Supreme Court accepted the “fraud on the market theory,” which generally will give rise to a rebuttable presumption of reliance (i.e., transaction causation) in cases involving:

· Misrepresentations in open market transactions

· Non-disclosure

· In Dura Pharmaceuticals, Inc. v. Broudo, the Supreme Court established that the plaintiff must prove that the defendant’s misrepresentation (or other fraudulent conduct) proximately caused plaintiff’s economic loss 

· (i.e., loss causation): show causal connection between omission of material fact and injury 

· 6) Conduct that Violates Rule10b-5

· Fraud (Basic, Inc. v. Levinson)
· Can be in public company context or small family business 

· Insider Trading – see below (failure to disclose material fact… as long as there is a preexisting duty to disclose) 

· Classical Theory of Insider Trading Liability (Chiarella)

· Misappropriation Theory of Insider Trading Liability

· Tipper-Tippee Liability – see below
· 7) Damages – “Economic Loss”

· Misstatement or omission of material fact has to result in economic harm (have to show damages!) 
· Insider Trading
· Insider Trading under Common Law
· Insider trading is trading while in the possession of material non-public information
· Do directors and officers have an affirmative duty to disclose material facts in their possession if they want to buy from shareholders or sell to perspective shareholders? 
· Can’t lie in a corp transaction, what about non-disclosure at arms length, BFE? 

· Ex: sheep herder found oil on land and tried to buy neighbors

· No duty to disclose, but if the other guy asks, can’t lie!

· Doctrine of half-truths: you can’t omit to state facts that are necessary to make the statements you’re making not misleading 

· if he asks about natural gas, misleading to only say no to natural gas, have to disclose about the oil too 

· Existed in CL, codified by 10b-5

· Goodwin v. Agassiz (anonymous selling on the NYSE floor case) 
· G sold 7000 to A (prez of company) on stock exchange (anonymous) ( brokers cross floor without knowing the other person, so G didn’t know he was selling to an insider. Pres knew about geologist theory of an area w/ rich copper deposit 

· No fraud issue here, there was no material misstatement, no statements were made!

· P sues on theory of fiduciary duty to disclose the inside info about the theory 

· Ct says prez has fiduciary duties, but only to the corp!
· No independent source of fiduciary duty to the shareholder, so no duty here!

· So… if President is silence, no breach! (unless relationship that gives rise to an affirmative duty to disclose) (Here anonymous, so no relationship)
· Carve out to general rule: if director specifically seeks out shareholder for purpose of buying shares from shareholder while in possession of material non-public information by virtue of his position and does not tell the shareholder about it, then appropriate situation to hold accountable (Insider taking advantage! unethical!) 

· Rationale: insider is using non-public information for personal benefit to the harm of the shareholder 
· Note: information asymmetry problem, directors will always know more than passive shareholders, but has to be using in a way to get a leg up in the market in an unethical way!
· Insider Trading as a 10b-5 Violation [UNDER CONDUCT ELEMENT]
· In the Matter of Cady, Roberts & Co. (called the broker during break to sell case)
· Board approved dividend at a reduced rate (stock price will likely fall), one director that had stock went to his broker (also works at Cady) during the break of the meeting and tells him about dividends. There was a glitch in the system, delay, Cady Roberts sells, but at way higher price

· Establishes that failing to disclose material facts IS a 10b-5 violation!
· Disclose or abstain! Duty rests of two principles
· 1) fiduciary relationship that gives access to information (entrusting him for corporate purposes, not for personal gain)

· 2) inherent unfairness (taking advantage by virtue of the imbalance

· Classical theory of insider theory: directors & officers trading stock of own co

· Who decides when the information goes public? The board! 

· Why? The info belongs to the company! 

· COA: Breach of fiduciary duty of care to the corp (derivate lawsuit)
· Scope of Rule 10b-5

· SEC v. Texas Gulf Sulpher Co (secret drilling case)
· Mining co, wants to buy all this land in high oil area, trying to buy a ton of the land at a low price without drawing attention. Before statement, insiders buy stock at $18 a share, once announced, went up to $37. SEC comes after independent directors, trading with inside information violates 10b-5

· Following Cady, should have abstained 

· Can’t disclose because the info belongs to the co
· not purchasing on behalf of the corp, but as individuals… so taking that opportunity, breach of the duty of loyalty! 

· Materiality 

· Like Basic merger? Inherently speculative (no guarantee!)
· Balancing test: Likelihood + magnitude 

· Evidence of good new? Directors bought SO much stock (took out a mortgage to take out stock) 

· Policy: investors should have equal access to the rewards to participation in trading, here not equal (equality of access/parody of information)
· People will want to participate because you know insiders aren’t going to always take advantage of them!

· Coins terms:

· Tipper: Insider, told other people about it! (They have the duty)
· Tippee: whoever insider told, SEC only goes after the tipper 

· Today: tipper/tippee liability is a violation! (see below)
· NY Stock Exchange Disclosure rule 

· When can company insiders sell their stock? TRADING WINDOWS
· Classical Theory of Insider Trading Liability
· Chiarella v. United States (printing employee sees blacked out info case)
· Employee at printing co handling docs about corp takeover, even though blacked out D figured out the names and purchased shares a of the target corp before offer made, made $30k. SEC comes after him
· Get fired ( agency issue, duty to obey
· Rule: Rejects “Parity of Info”/TGS; 
· Adopts: Trading violations of 10b-5 are tied to the insider’s breach of fiduciary duty or facts showing that some kind of relationship of trust and confidence sufficient to impose a duty to disclose 
· Ex: relationship of trust & confidence btwn  insiders and the shareholders. 

· The corp insider has a duty to disclose based on this relationship to avoid taking advantage of uninformed minority shareholders

· Chiarella wins - he had NO affirmative duty to disclose 

· No duty b/c: this was an open-market transaction & he was not an agent or in a fiduciary relationship with the selling shareholder 

· Chiarella was not a corp insider of the co he traded
· Total stranger to the sellers - There no fiduciary relationship between Chiarella and the sellers, and he had no duty to disclose

· Hypo: Had Chiarella bought stock of a company that his company was hired by. Would he be liable? Yes - he would be.

· Misappropriation Theory 
· United States v. O’Hagan (law firm uses client info to trade case)
· Law firm takes on client that may be engaged in a merger (co wanted to keep it quiet), OH didn’t work on case, but heard about it through the firm,  bought stocks/call options. After announced, made $4M (had major personal debt to pay)
· SEC brings 10b-5 violation under a theory of misappropriation
· You stole (misappropriated ) non-public info that did not belong to you (belonged to corp), fiduciary duty because info was entrusted, taking and using for personal gain = breach of duty that firm and OH had to client 
· No direct relationship with client, so can’t be under classical theory 
· Public policy: promotes leg intent to promote investor confidence by insuring honest securities markets 
· OH was a Temporary Insider: Someone that is given access to info solely for corporate purposes, creates a relationship with fiduciary duty if the corporation expects that the info will remain confidential
· Tipper/Tippee Liability 
· Dirks v. SEC (tells buddy to investigate fraud, info gets out during investigation case)
· Secrist used to work at co that engaging in fraud, tells D to investigate, he does. In discussing with investors and stockholders in investigation, sell at artificial price before the info was made public. SEC found D had given insider info in violation of 10b-5, D appeals
· Secrist = tipper, Dirks = tippee
· Dirks so NOT a temporary insider
· Dirks is a sub-tippee
· When Tippee is subject to liability test [duty not to trade]
· 1) Personal benefit test (insider will be breaching their fiduciary duty if the insider will benefit, directly or indirectly, from his discloser)

· If no personal gain, no breach of duty to stockholder, so no derivative breach 

· Only when insider has breached their fiduciary duty by disclosing to tippee

· 2) Tippee Scienter Test: Tippee knew or should have known there was a breach in sharing 

· Here: D was not a temp insider, no personal gain to S so no derivative breach by D
· Salman v. United States (giving insider information to friends and family case)
· Maher (tipper) was corporate insider, gave trading info to brother (tippee), who gave to Salman (sub-tippee) who traded. 
· Salman argues Newman case decided in between ( needs to be $$ benefit
· Ct says tippee can be liable if tipper breaches fiduciary duty by making a gift of confidential info to relative or friend. Tipper personally benefits because family benefits!
· Section 16(b): Liability for “Short Swing Trade” 
· Must mor narrow than 10b-5
· Elements: 
· 1) Plaintiff must be a “reporting company.”
· A company where the company stock is listed for trading on the NY stock exchange
· 2) Defendant must be a “statutory insider”:

· Director – either at the time she bought or sold (NOT BOTH)

· Officer – either at the time she bought or sold (NOT BOTH)

· Beneficial owners of more than 10% of the company’s shares – BOTH at the time she bought and sold (don’t have to be record owner, street owner works too)

· More than 10% at only bought or sold, trading is not covered

· Only look at equity (so common stock) 
· 3) Defendant must have bought and sold equity securities within a rolling six-month period (i.e., “short swing trading”) ( round trip trading (sell sell sell/ buy buy buy is ok)
· No fraud is required
· No requirement that trading be based on defendant’s use of inside information
· 4) All “profits” from such “short swing trading” are recoverable by the corporation
· Purpose: Strict liability offense, don’t care about intentions (presume access to information) 

· Note: Even if you sell your shares at low price and then buy at a higher price (different shares), they are treated as fungible, so still counts
· Reliance Electric Co v. Emmerson Electric Co (sold tock in batches to get around 16b case)
· E bought 13.2% of R stock, after merger didn’t want anymore but trying to get around 16b, first sold enough to bring just below 10%, paid that profit to merged company, then sold remaining, R demanded profits from second sale. 
· Does E owe profits of second sale even though no longer 10% holder? 
· No. 16(b) only applies to more than 10%, even if part of one “plan,” once ownership drops below 10%, no longer liable for profits 
· Limited Partnerships
· 1. What is a Limited Partnership?
· Came along before the modern corp, a way to raise large amounts of capital… CL came up with this by building off the general partnership (think industrial revolution)

· 2. Organizing a Business as a Limited Partnership

· Limited Partnership sold Limited Partnership interest to raise 

· Needed at least one limited partner and one general partner

· Max amount a limited partner could lose was what they have invested

· Have to file with the secretary of state ( privilege granted to investors by the state!

· Limited partnership agreement will lay out the rights and protections (not filed but most important doc) 

· 3. Operating a Business as a Limited Partnership

· a. Who decides what?  Who is liable to whom for what?

· General partners were personally liable for debts to creditors if LLP could not UNLESS limited partners participated in management and control, the limited partner was no longer passive, acting like general partner then treated like one 

· Can lose protection status!

· Note: still exist, but not widely used… now LLCs supersede

· Delaney v. Fidelity Lease Ltd. (sole shareholders of general partner case)
· Breach of lease, general partner is entity with 22 limited partners (3 also officers of entity). Prez signed lease in capacity of president on behalf of the general partner.
· Can limited partner become labile if participates as active member of general partner corp?
· Just looking at statute, maybe… but here not deceptive!
· Using a nomically capitalized LLP to allocate risk as to whether it will make it or not to the landlord (assuming part of that risk, bargained for), not deceptive so allow it 

· If he wanted to, he should have bargained for a personal guarantee!

· Remember, partnerships are not separate tax payers (FLOW THROUGH ENTITIES), so this allows the promoters (three guys) to not get double taxed where if they were to incorporate and become shareholders, they were be a separate entity and would get double taxed 

· Going after limited partners because Interlease (the general partner)

· Cause of action against the three guys is that they are acting as general partners, lose protection of limited partner status

· ETHICAL ISSUE: get rid of 19, bring Delany’s lawyer in for frivolous lawsuits trying to get settlements

· RULPA §30: An obligation of a limited partnership, whether rising in contract order, otherwise, is not the obligation of any limited partner a limited partner is not personally liable, directly, or indirectly by way of indemnification contribution assessment, or otherwise, for any obligation of the limited partnership solely by reason of being limited partner, even if the limited partner participates in a management in control of the limited 
· Limited Liability Companies [HYBRID OF PARTNERSHIP & CORPORATION)
· 1. What is an LLC?

· One entity that serves the purpose that LLPs used to 

· Gives you flow through for taxation with limited liability as well

· 2. Organizing a Business as an LLC

· Form an LLC by filing with secretary of state (pg 760 gives formation requirements) ( can’t inadvertently form, have to do something to confer this limited liability!

· Delaware: formation form

· CA: articles of organization
· Most important thing is not the certificate, it’s the operating agreement 
· Delaware gives very broad right to contract (have default but can basically contract your way around all of it) 

· Tend to be very long because you have to put everything in there

· Very flexible

· Contribution can be like partnerships, really anything goes 

· Difference between allocating profits and distributing profits

· Partners don’t have right to receive ( Members of LLC don’t have right to distribution

· Who manages?

· Member managed = like a partnership, all members ahs right to manage/ make decisions

· Manager managed = managers can be members (owners) or they can outsiders 

· 3. Operating a Business as an LLC

· a. Who is liable to whom for what?

·  Members’ Liability to Third Parties


· Financial 

· Disregarding the Entity

· b. Who decides what?

· Why might the LLC decide to retain earnings and not distribute? Operating costs!

· Note: piercing the corporate veil can still happen here!!!

· 4. Fiduciary Duties of Members and Managers

· Most controversial part: in your operating agreement you can waive fiduciary duties!

· Other than good faith and fair dealing (inherent in all K), we can say wild wild west! No residual layer of fiduciary obligation! (Loyalty or Care!)

