	Agency Law

Partnerships

· Partnership Agreements
· Allocation of Profit/Losses
· Liability to 3d Parties

· Torts

· Contracts

· Actions Against P-ships/Partners

· Management of P-ships

· Ability to Create Liability/Bind Partnerships

· 1914 UPA
· 1997 UPA

· Duties of Partners to Each Other

· Partnership Property

· Specific property

· P-ship Interest
· P-ship Accounting

· Balance Sheets

· Income Statements

· Capital Accts

· P-Ship Dissolution
· Dissolution v. Winging Up [UPA 1914]
· Dissociation v. Dissolution [UPA 1997]
· Inadvertent Partnerships

· Taxation

Limited Partnerships [LP]

· Limited Partners

· General Partners

· Corp General Partners

Limited Liability Partnerships [LLP]
· Narrow form [TX]
· Broad form [LLPA]

Limited Liability Company [LLC]

Comparison of Unincorporated Forms
	Corporations
· Formation

· How to incorporate

· Ultra Vires

· Premature Commencement

· Promoters
· Disregard of the Corp Entity
· Piercing the corp veil

· Parent/subsidiary piercing

· Federal/statute piercing

· Reverse piercing

· Equitable Subordination

· Successor Liability

· Raising Capital

· Shares/Stock

· Issuance of shares

· Issuance of stock by going concern

· Preemption
· Dilution

· Restraints on securities transferability

· Distributions

· Dividends

· Shares

· Repurchase of stock by corp
· Legal restrictions on distributions
· Debt Securities

· Recharacterization

· Business Planning

· Management/Control of Corp

· BOD
· Public v. close corp

· Action by Shareholders

· Voting

· Corp role

· S/h role

· Straight v. Cumulative voting

· Voting groups/class voting

· Action by written consent
· Proxy

· S/h pooling/voting agreements

· Voting trusts

· Deadlock

· BOD deadlocks

· Director deadlocks

· Planning to avoid

· Judicial intervention

· Actions by BOD/Directors

· Planning purposes

· After the fact

· Actions by Officers

· Duties of Officers/Directors

· Duty of care

· Duty of loyalty

· Self-dealing

· Corporate opportunity

· Duties to Other Corp Constituencies

· Derivative Litigation
· Corp Taxation

· Payment of Corp Debts – order of liquidation

Public Offerings

· Securities Act of 1933 & Securities Exchange Act of 1934

Professional Responsibility

· Conflict of Interest; Transactions w/clients; Organization as the Client


Professional Responsibility

· Conflict of Interest [MR 1.7]
· Reasonableness AND client’s informed written consent

· Conflict of Interest exists if:

· Rep of one client will be directly adverse to another client
· Significant risk that representation of one or more clients will be materially limited by lawyer’s responsibilities to another client [a former client, a 3p, or the personal interest of the lawyer]
· Can represent anyway if:

· REASONABLY belief the lawyer will be able to provide competent and diligent representation

· Not prohibited by law

· Does NOT involve the assertion of a claim by one client against another in the same litigation

· Informed written consent

· Transactions with Clients [MR 1.8]
· Presumptively UNFAIR and voidable by client – lawyer has burden to prove fairness
· OK if: 

· Fair terms
· Client has reasonable opportunity to seek independent counsel (you need to tell them they should)
· Client’s informed written consent 

· Lawyer CANNOT enter into an unfair/unreasonable transaction w/client EVEN IF the terms are fully disclosed and client consents

· Malpractice?: Not necessarily malpractice if trans is not in compliance w/ 1.8 (indicative but not dispositive w/r/t standard of care)
· Organization as the Client [1.13]
· ABA: The entity is the client

· Some states: you represent the individual partners if you represent the partnership

· Lawyer can represent both an individual and his organization IF there is no problem under MR 1.7

· Duty to the organization when a constituent threatens harm 

· If lawyer knows a member/partner/officer/director/employee is engaged or plans to engage in an act that is related to the representation AND

· Violates a legal obligation of the organization or of the law AND

· Is likely to result in substantial injury to the organization
· Lawyer should proceed as is reasonably necessary in the best interests of the organization
· First – higher authority w/in org

· If higher authority cannot/refuses to act AND it is clearly a violation of law AND the lawyer reasonably believes the violation is reasonably certain to result in substantial injury to the org
· Then may go outside org BUT can only reveal info to the extent necessary to prevent substantial injury to org [does not violate MR 1.6 – Confidentiality of Info]

· CANNOT reveal info relating to lawyer’s rep of org during investigations or claims rising out of investigations

· If lawyer reasonably believes h/s was discharged because of h/h actions under 1.13, h/s shall procedd as reasonably necessary to let the highest authority w/in the org know of the discharge
Principle Forms of Doing Business
	
	Sole Proprietorship
	General Partnership
	Limited Partnership
	Limited Partnership w/Corp GP
	Limited Liability Partnership
	Limited Liability Limited Partnership
	Limited Liability Company
	S Corp
	Corporation

	Definition
	Owned by one person
	A partnership is an entity distinct from its partners. [UPA 210(a)]

Default form for a business w/2+ owners
	A general partnership that has one or more limited partners - those that invest in the partnership but do not have any control of the business

Risky: easy to go from limited partner to GP based on actions
	Limited partnership with a corporation (or LLC) as the sole general partner. 

All other partners are limited partners.


	Created so GPs could limit their liability


	A limited partnership w/both general and limited partners, but general partners have the protection of the LLP election 

Applies the LLP concept to a LP in which some or all of the general partners have no personal responsibility for obligations of the LLLP. 
	Provides limited liability for all participants, whether or not they are active in the management of the business and permits total flexibility in internal management
	Corp w/ <75 s/h and only one class of shares
	A separate legal entity independent of its s/h

Closely-held: shares are not publicly traded

Publicly-held: shares are traded on public securities markets subject to federal regulation

	Duration
	Determined by owner
	Dissolved by P’s death or bankruptcy
	
	
	Dissolved when partners dissociate and wind up the business of the partnership
	
	Sometimes limited by state law
	Perpetual
	Perpetual

	Liability
	Personally liable for all business obligations - no separation between owner and business 
	All partners liable jointly/severally for all p-ship obligations UNLESS otherwise agreed by the claimant or provided by law. 

A partner joining an existing p-ship is NOT personally liable for p-ship obligation incurred before becoming a partner
	Limited Ps: share in the profits of the business but are not liable for its debts
Limited partners still at risk for contracts but not torts
	
	An obligation of a p-ship incurred while a LLP is solely the obligation of the p-ship. 

A partner is NOT personally liable for such an obligation solely by reason of being a partner [§ 306] 
	Created so LPs could limit the liability of all the partners - general and limited


	
	
	Only the corp is responsible for the corp's obligations. 

Other participants are still liable for their personal conduct

	Limited Liability
	Owner: N

Employees: see agency

Creditors: Y
	GPs: N
	GPs: N

Limited Ps: Y UNLESS participate in control/mgmt
	Limited partners – Y

Corp partner’s s/h – Y

Corp GP - N (but usually has limited assets)
	GPs: Y 

BUT Full personal liability for their own misconduct
	GPs AND Limited Ps - Y
	All members - Y
	S/h are not typically liable for debts of corp
	S/h are not typically liable for debts of corp

	Filing Req
	None for formation
	None for formation
	Y
	Y - one to form corp and one to form partnership
	Y - general partnership files to become a LLP
	Y - one to form an LP and another to form a LLP
	Y
	Y
	Y – Articles of incorp

	Control/Mgt
	Sole proprietor
	GPs
	GPs
	BOD of corp gen partner
	GPs
	
	Flexible: Can be member OR manager managed
	BOD
	BOD

	Taxation
	Direct taxation - profit is taxed at indiv tax rate
	Pass-through taxation 
[Profit is taxed at indiv partner's tax rate]
	Pass-through taxation 
	Corp GP: two-tier

Limited Ps: pass-through taxation 
	Pass-through taxation
	Pass-through taxation
	Pass-through taxation 
	Not a taxable entity.
Pass-through  and taxed at s/s tax rate
	2-tier: Net profit taxed first at corp rate and any remaining profit taxed at s/h tax rate

	Transfer-

ability of Interest
	N
	N
	
	
	Free transferability of interest

Can transfer economic interest w/out consent BUT CANNOT transfer rights to participate in mgmt/control
	
	Possibly
	Y – subject to consent
	Shares of stock are easily transferable


Agency Law
· Principal: Person who gives consent for another to act on h/h behalf
· Principals Duties: Must (1) perform his commitments to the agent; (2) act in good faith; (3) cooperate w/ the agent; (4) not interfere w/or make more difficult the agent's performance of duties

· Implicit duties: (1) Give the agent work: opportunity to earn reasonable compensation OR opportunity to find additional work AND (2) Repay or indemnify agent

· Agent: Person who consents to act on behalf of another, subject to control of another
· Fiduciary Duties: runs from agent to principal

· Agent is accountable to/has a fiduciary duty to the principal with respect to matters within the scope of h/h agency

· CANNOT act adversely to the interest of the principal, assist an adverse party to the principal or compete w/the principal in connection with the agency

· MUST protect any property entrusted to h/h by the principal - liable for any resulting loss

· Other Duties: MUST act w/reasonable care in carrying out the agency AND meet at least the standard of competence and skill in the locality for work for the character h/s is obligated to perform

· Servant/employee: Principal controls or has the right to control the physical conduct of the other in the performance of the service

· Master/employer

· Independent contractor: Person who contracts to do something for another but is not controlled by the other with respect to his physical conduct in the performance

· May or may not be an agent - depends on the degree of control

· Creating Agent’s Authority

· Actual: Principal’s express authority for the agent to act on h/h behalf. 
· Liability: Agent’s actions = principal bound to 3d parties BUT agent NOT bound

· Termination: Principal must terminate in order to remove liability  
· Implied: Authority inferred from principal’s prior course of conduct 
· Incidental: Authority to do incidental acts relating to execution of the agency [e.g. agent is told to purchase goods but principal does not give the agent any money - agent has the incidental authority to purchase the goods on the principals credit]

· Inherent: Authority that arises from the agency itself - authority that is inherently a part of the job [e.g. store manager has the inherent ability to markdown goods even if not expressly told h/s can]
· Ratification: Approval of principal after the fact can give rise to future actual/apparent authority

· 3d Parties Perception of Agent’s Authority
· Apparent: Principal either directly [express] OR indirectly [implied] (1) leads a third party to recognize an agent's authority AND (2) 3d party perceives the authority
· Only a principal can create apparent authority - CANNOT be created by an agent

· Termination: Principal may have to notify third parties to end agent's apparent authority
· Estoppel: If principal (1) represents that someone is an agent OR (2) creates/permits the impression that authority exits AND (3) 3d party relies on the representation/appearance of authority THEN (4) principal may be held liable for the "apparent" agent's actions. NOTE: The third party does NOT have to change his position in reliance in order for the principal to be bound. 
· Termination: Principal must terminate in order to remove liability

· Terminating Authority/Agency Relationships

· Objective of relationship is achieved

· Agent dies/becomes incompetent

· On notice of agent or principal
· Principal revokes agent’s authority by giving notice to agent
· Tort Consequences of Agency
· Principal liable IF:
· Intended the conduct or consequences

· Negligent [duty, breach of duty, causation, damage]

· E.g. negligent in hiring/instruction/supervision

· Conduct is authorized, though unintended

· Conduct by servant within scope of employment [respondeat superior]

· Turns on whether the conduct is done with the intent to benefit the principal

· Independent contractor - principal not responsible for independent contractor's torts

· Agent: Not liable for principal’s conduct BUT always liable for own torts UNLESS respondeat superior applies OR agent is subject to principal’s privilege [e.g. parental privilege to discipline]

· 3d parties liable in tort against agent/principal per tort law

· Contract Consequences of Agency
	
	Principal
	Agent
	3d Party

	Disclosed Principal: 

3d party knows principal’s identity at the time of the transaction
	Bound/liable if contract is authorized
	Not bound/liable
	Bound/liable to principal

	Partially Disclosed/Unidentified Principal: 

Principal's identity is not known BUT 3d party is on notice agent is acting on behalf of another
	Bound/liable if contract is authorized
	Bound/liable BUT not bound IF 3d party agrees
	Bound/liable to principal

	Undisclosed Principal:
3d party thinks they are dealing w/the principal NOT agent

NOTE: Apparent authority CANNOT arise
	· Bound to extent agent is acting w/in h/h actual authority
· CANNOT directly enforce contract against 3d party – must work through agent

· CANNOT claim estoppel IF (1) agent acts outside h/h actual authority IF (2) conduct falls w/in what a reasonable 3d party would believe the agent had if principal had been disclosed 3rd Rest. Of the Law of Agency §2.06]
	Bound and can enforce contract
	Bound/liable to principal 
Exceptions: 
· Fraudulent concealment - deny there is a principal; contract is for personal services - unfair to require performance
· Contract is non-assignable


Partnership
	· Partners form a partnership regardless of intent if meet statutory requirements: §202(a) - CANNOT say "we are not a partnership" [Partnership Formation: 1997: 202]
· If the partnership has not filed to be a limited partner, etc. they are still a general partnership AND desire of a partner to be a limited partner has no legal affect [silent partner does not equal limited partner]. 
· NOTE: Only after dissolution does it matter if a partner was silent or not [§35(2) & §703(b)(1)]
· Partner = someone who receives a share of business profits UNLESS profits received were payment for: [1997: 202(c)]
· A debt 

· Services as an independent contractor or wages/compensation as an employee
· Rent 
· An annuity/other retirement or health benefit to a beneficiary, representative, or designee of a deceased or retired partner
· Loan obligations [even if terms adjust based on profits 
· The sale of the goodwill of a business or other property


· Partnership Agreement

· No writing required BUT highly recommended [May be required under Statute of Frauds]

· Amendment to p-ship agreement requires unanimous partner vote [1997: 401]

· No agreement = relationship governed by applicable state statute

· Pros:

· Avoid future disagreements - faulty memories

· Accurately reflects partners' intentions

· Identifies which party owns and loaned what assets

· Protects against fraud

· Protects against Statute of Frauds

· Allocation of Profits/Losses (distinguish liability to 3ps)
· Default distribution: Each partner is entitled to an equal share of profits and is chargeable with equal share of losses in proportion to the partner's share of the profits. [UPA §401(b)]
· NOTE: Limited partners default rule: proportional to capital contribution

· Default Rules: [UPA 1914: 18 & 1997: 401]
	Can always contract around these default rules


· Equal profits [equal profits rule] 18(a)/401(a-b)
· Losses follow profits [ea. p is responsible for losses in proportion to h/h share of profits] 18(a)/401(a-b)
· No remuneration for services to the partnership [can contract around] 18(f)/401(h)
· Partners are entitled to indemnification - right to be made whole by the partnership 18(b)/401(c)
· Partners contribute to indemnification - just like any other loss [in proportion to their share in profits] 18(a)/401(c)
· Must repay partners for capital contributions/investments 40(b)(3)/401(d) [Richert v. Handly]
· All partners must contribute to the repayment of capital 40(d)
· Right to be made whole includes right to interest - state statute usually estab. interest rate calculation 18(c)/401(e)
	Richert v. Handly: Holding: Agreement stated that profit/losses where to be shared equally and was silent as to all other aspects including if the respondent [Handly] was responsible for covering the appellant's [Richert] initial investment. Ct held that the initial investment was a part of the expenses of the venture and did have to be covered by the respondent per the agreement


· Possible sharing plans:

· Flat percentage [partnership units]

· Fixed weekly/monthly salary - payment is treated as a cost

· Percentage basis, recomputed annually based on ea. partner's yearly investment

· Percentage basis, recomputed annually based on total income, ea. partner's sales or billings, time spent working, etc.

· Fixed percentage of some % of total income w/remaining divided up among junior associates as a part of an incentive plan

· No fixed division plan - division of profits decided annually

· Covering Losses

	An express agreement to share losses is NOT essential for the existence of a partnership [UPA 202(c)(3)]


· If one or more partners cannot cover h/h losses then remaining partners must cover loss = to their proportional share of profits 40(d)
	% owed of Non-contributing/Insolvent Partner's Share: 

· Ea. contributing (solvent) partner's share/Total of ea. contributing (solvent) partner's share 

· Loss = (40,000): A = 50% or $20,000, B = 20% or $8,000, C = 30% or $12,000

· B cannot pay

· A = $20k + 5,000 [(20,000/32,000 = .63)(8,000)] = $25,000

· C = $12k + 3,000 [(12,000/32,000 = .38)(8,000)] = $15,000


· Liability to 3rd parties 

	· Can contract around liability to partners  - CANNOT contract around liability w/ 3rd parties
· Silent partners still liable to 3rd parties

· Several = can sue them separately


· UPA 1914
· Torts: joint AND several for torts [§15]
	· IF act is w/in regular course of business OR w/ the authority of co-partners

· INDEMNIFICATION [18(b)] + interest [18(c)] if one partner pays entire judgment in a tort suit (gets proportional share from others)


· P-ship bound by partner’s wrongful act [§13]

· P-ship bound by partner’s breach of trust (partner/p-ship misapplies $ of 3rd party) [§14]

· Contracts: joint [§15b] BUT can contract liability among partners
· UPA 1997: Joint & several for all [306]
· P-ship liable for p’s conduct IF acting w/in normal course of business OR w/ authority [§305]

	· If partner joins post bad conduct NOT liable 
· If obligation incurred during LLP, no liability for partners


· Winding up Business

	If one partner is insolvent, others must pick up tab [1914 § 40(d)]


· Priority of partnership obligations [40(b)]
· Owed to p-ship creditors OTHER than partners

· Owed to partners [or partner’s creditors] OTHER than for capital investments or profits

· Owed to partners for capital investments/contributions
· Owed to partners for profits

	· Calculate profit/losses: 

· Income - Expenses = Gross profit/loss

· Subtract gross profit/loss from capital investment:

· Capital Investment - Gross profit/loss = Net profit/loss

· Ea. partner shares in profit/loss proportionally 

Partner who provided capital gets:

· Capital +/- any profit/loss - monies received


· Settlement of Accounts and Contributions among Partners. [1997 §807]
· First discharge obligations to creditors, rest to partners

· Each partner entitled to settlement of partnership accounts

· If one partner fails to contribute, others pick up tab: See calculation above
· After settlement, each partner contributes for unforeseen loss

· Estate of dead partner liable for partner’s obligations

· Assignee of creditor can enforce partners’ obligations

· Actions by/against P-ships/Partners (1997) §307
· P-ship can sue and be sued

· CAN bring action against partners in same/separate actions as p-ship

· CANNOT get assets from partners UNLESS judgment against them too

· Creditor CANNOT get partner’s assets UNLESS partner is personally liable [per 306] AND
· A judgment against the p-ship was based on the same claim and a writ of execution was returned unsatisfied in whole or in part;

· P-ship is a debtor in bankruptcy;

· Partner has agreed that the creditor need not exhaust partnership assets;

· Ct grants permission to the judgment creditor to levy execution against the assets of a partner based on a finding that partnership assets subject to execution are clearly insufficient to satisfy the judgment, that exhaustion of partnership assets is excessively burdensome, or that the grant of permission is an appropriate exercise of the court's equitable powers; OR
· Liability is imposed on the partner by law or contract independent of the existence of the partnership.

· Management of Partnerships [1914 Top of Form

· § 18/1997 § 401]
· All partners have equal rights in the management and conduct of the partnership business
· No person can become a member of a partnership without the consent of all the partners
· If differences about p-ship matters arise then majority vote BUT unanimous vote to circumvent p-ship agreement 
· CAN limit partner’s authority to manage/bind by agreement BUT agreement does NOT affect 3d parties UNLESS they know about the agreement [See Statement of Authority]
	National Biscuit v. Stroud:  Stroud & Freeman had a general partnership - Stroud's Food Center. Stroud told National Biscuit that he would not longer accept/pay for bread from the co. His partner, Freeman, continued to accept the bread. When the partnership dissolved, Stroud argued that hew as not responsible for monies owed for the bread. Holding: When a partner acts w/in the scope of the partnership, his acts bind the partnership. The other partner does not have the right to restrict the other partner: ea. has equal right in management and conduct of partner business [UPA 18]. Only a clause in the partnership agreement or majority vote of partners has legal effect to restrict a partner. In a two-person partnership, one partner does not constitute a majority. [Contract]


· Ability to Create Liability/Bind Partnership
	· Big Q: Is the partner acting w/in the usual course/scope of business?
· P has burden to prove w/in scope


· Actual/Inherent Authority [1914 §9]
	If 3d party has notice then p-ship NOT bound


· Every partner =  an agent of the p-ship AND h/s binds the p-ship if in usual course of business UNLESS (1) partner has no authority to act AND (2) 3d party knows h/s has no authority [Smith]
· Acts NOT in regular course of business do NOT bind the p-ship UNLESS authorized by other partners
· CANNOT w/out authority from other partners:
· Assign p-ship property in trust for cred. or on the assignee's promise to pay the debts of the p-ship

· Dispose of the good-will of the business

· Do any act that makes it impossible to carry on the ordinary business of a partnership

· Confess a judgment

· Submit a partnership claim or liability in arbitration or reference
· Partnership Authority Under 1997 UPA

· Statements of authority §303(d)
· Non-real property: A filed statement of partnership authority regarding a partners authority is conclusive in favor of 3d party who relies on the statement IF no notice of limitations
· BUT not conclusive against the 3d party if limitation is filed
· Real property: A certified copy of grant of authority to transfer real property recorded in office responsible for recording transfers is conclusive in favor of who relies on the statement if no notice of limitations 
· BUT conclusive against 3d party if limitation is filed in a certified copy in the office responsible for recording transfers
· Binding of partnership post-dissolution [35(1)(b)(II)]: Dissolved partnership can continue to be bound post-dissolution if the partnership does not put a notice of dissolution in a paper of general circulation
· Cases

· Smith v. Dixon: A family partnership entered into a contract for the sale of land through their agent - a managing member of the p-ship. The other members argued that the contract was unenforceable because their agent accepted a price which was less than they had directed him to accept. Holding: Although the agent did not have the actual authority to accept the offer, he had apparent authority so the contract is still binding. In order to determine if apparent authority exists, the ct can look to past transactions that may indicate a custom or course of dealing [UPA 8-10]. It was customary in the past for the p-ship to rely on the managing partner to transact business affairs of the firm, therefore the agent was acting w/in his apparent authority as managing partner and the contract is binding and enforceable. [Contract]

· Rouse v. Pollard: One of the partners of a law firm convinced a client to sign over a number of securities with the promise to reinvest them in a mortgage. The partner converted the securities and embezzled the money. When the client found out years later, the p-ship had dissolved and the offending lawyer was in prison on a number of embezzlement counts. Holding: As a general rule, ea. partner is authorized to act as a general agent in all matters w/in the scope of the p-ship business; all partners are responsible for the agent's actions w/in the scope of the p-ship’s business. BUT partners are NOT liable for actions that fall outside that scope. Here the partner was engaging in general investing, completely unknown to the other partners. The firm was a law firm NOT an investment firm, so the "bad" lawyer was acting outside the scope of the firm's business and the other partners are not liable. [Tort]

· Roach v. Mead: D claimed he was not responsible for the negligent acts of his partner because those acts were outside the scope of the partnership. Partner took $20k from a client promising to invest it at a return of 15%. Partner actually deposited the monies into his own personal account. P sued D’s partnership for negligence, alleging that the partnership failed to disclose the conflicting interest and advising P to seek independent legal advice, as well as did not point out the risks associated with an unsecured loan and that the loan was unenforceable because of the usurious interest rated. NOTE: failed to give legal advice! Holding: D is liable because although a lawyer does not usually invest clients’ money, they do regularly provide legal advice about investments/contracts; the jury could have found that the P relied on the partner for legal advice concerning the loan and that a lawyer seeking a loan from a client would be negligent if h/s did not tell the client to seek independent legal advice, etc. The test is NOT whether someone in the profession would/would not find the services the client sought as unusual, but whether a third party would find those actions reasonable. The question as to whether services fall within the domain of the profession must be considered on a case-by-case basis. [Tort]
· Duties of Partners to Each Other
	Meinhard v. Salmon: Partners owe each other the duty of the finest loyalty. Obligation to tell partner of new opportunities that involve or is an extension of the p-ship’s business.


· (1914) §20 & 21
· Minimum Standard: Disclosure of relevant info 
· Fiduciary duty = Account to p-ship for any benefit realized from any transaction connected to the p-ship
· Can be modified by agreement
· (1997) §404: Fiduciary duty =  Duty of loyalty and care 

· Duty of loyalty = (1) Account to p-ship for any benefit realized from transaction connected to the p-ship; (2) Refrain from conduct that is adverse to p-ship; AND (3) Refrain from competing w/p-ship before dissolution
· Duty of care = refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of law
· Discharge duty consistent w/good faith and fair dealing

· CANNOT eliminate duty or loyalty/care in p-ship agreement [103]
· Partner does NOT violate these standards just because h/h conduct furthers h/h own interests AND may make loans/conduct business w/p-ship
· Partnership Property

· Partner’s property rights = [(1914) § 24]
· (1) Right in specific p-ship property [subject to agreement] = Tenant in p-ship: [§ 25]
· Equal right to possess property for p-ship purposes. If NOT p-ship purpose, then need other partners’ consent
· Not assignable UNLESS consistent w/assignment the partners’ rights
· NOT subject to attachment/execution UNLESS claim is against p-ship

· If partner dies, h/h rights vest w/surviving partners

· Not subject to dower, courtesy, or allowances to widows, heirs, or next of kin
· (2) Interest in p-ship [personal property interest] = h/h share of profits and surplus [§ 26]
· IF partner conveys h/h partnership interest it does NOT dissolve the p-ship AND does NOT entitle assignee to (1) interfere in p-ship management/administration; (2) to p-ship info or accounting of transactions; OR (3) inspect p-ship books. Only entitles assignee to receive assigning p’s share in profits per the contract [§ 27]
· Personal property interest is subject to attachment/execution by a court for payment of 3d party debt and does NOT dissolve the p-ship [§ 28]
· Assignee MAY petition court for p-ship dissolution (1) after the termination of the specified term or particular undertaking OR at any time if the partnership was a partnership at will when the interest was assigned or when the charging order was issued. [§ 32(2)]
· But P’s creditor’s claims are subordinate to claims of p-ship's creditors
· (3) Right to participate in management 

· Partner’s property rights [1997]
· Property acquired by p-ship is p-ships NOT partners individually [(1997) § 203] AND partner is NOT a co-owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily or involuntarily [§ 501]
· Property = p-ship property IF (1) acquired in p-ship name OR (2) if instrument transferring title indicates that the partner affecting the buying the property is a partner or the existence of the partnership OR (3) purchased w/p-ship assets
· BUT if property is acquired by one or more partners w/out indication that they are buying it as partners OR they do not use p-ship assets, the property is assumed separate from the p-ship even if used for p-ship purposes [§ 204]
· Partner’s personal property = partner's share of p-ship profits/losses of the partnership AND right to receive distributions. Only this right is transferable. [§ 502]
	If 3d party has notice of a transfer restriction in the p-ship agreement at the time of the transfer, the transfer is invalid [§503]


· Transfer does NOT [§503]
· Cause p’s dissociation or p-ship dissolution/winding up
· Entitle transferee to (1) participate in p-ship management or conduct p-ship business; (2) gain access to p-ship transaction info; OR (3) inspect or copy p-ship partnership books/records
· Divest the partner of any other rights/duties other than the interest transferred

· Transfer DOES entitle transferee to (1) receive per the contract the p’s distributions; (2) receive upon the dissolution and winding up of the p-ship, per the contract, the net amount due to the partner; AND (3) seek a judicial determination that it is equitable to wind up the partnership business.
· P-ship does NOT have to give effect to transferee’s rights until notice of the transfer is received

· P’s transferable interest is subject to a charging order/lien for payment of debts BUT does not deprive P of p-ship interest [§ 504]
· P-ship Accounting
· Profit/Loss and Accounting Fundamentals:

· The business is ongoing and indefinite

· Ea. business must adopt either a calendar/fiscal year accounting period

· Costs allocable to the creation of revenue should be matched with that revenue and costs arising from the passage of time are allocated on the basis of that time

· Revenue is realized when the business becomes unconditionally entitled to their receipt [accrual accounting]

· Accounting generally done on historical cost basis [assets reflected at original purchase price NOT current value]
· Subject to some adjustments, such as depreciation [done according to a schedule] is a scheduled expense which reduces profits and therefore net worth/equity, thus affecting both sides of the balance sheet

· Vocabulary

· Accrual accounting: "realize" credit/debit when the right to receive/pay occurs
· Cash-basis accounting: "realize" the credit/debit when actually receive/pay happens
	Balance Sheet:
	Assets 
	=
	Liabilities
	+
	Equity

	A static concept showing the status of a business at a particular instant in time [snap shot]

NOTE:
*Cash payments reduce "Cash" and "Equity"
* Income increases "Cash" and "Equity"


	Assets = Liabilities + Equity
	
	
	
	Equity = partners’ capital accts [ownership interest of investors/net worth]
Partner's capital acct = (capital contributed - distributions) + (share of profits - share of losses) [401a-b]

- if negative when partnership dissolves, partner owes remaining amount [807b]

Equity historically reflects the partners' contributions +/- profit/loss reduced by distributions

Equity = Assets – Liabilities [Can be a negative no.]

	Expenses ( then net profit ( then capital accts ( then net equity ( and assets ( AND/OR liabilities (
Balance Sheet Fundamental Premises:

1. Individual business records are kept separately

2. All entries are in terms of dollars

3. A balance sheet must balance

4. Every business transaction is recorded in two different ways - double entry


	Assets
	Liabilities

	measly bank acct                           $1000
	Debt                                         $100,000

	
	

	personal property                          $4000
	Equity / Net Worth                  <$95,000>

	                                                  ------------
	                                                 -------------

	                                                     $5000
	                                                    $5000


· Income Statements: 

· Income = revenues - expenses

· Reflect operation results over a period of time [motion picture] AND only reflects activities of business so NO capital contributions or withdrawals are shown 

· Historical Cost Basis (rather than FMV)

· Original value of assets (prices they were purchased for) W/O subsequent adjustment for variations over time NOT value the assets would bring if liquidated [
· BUT include periodic annual charge for depreciation of assets

· Depreciation: an expense represented on income statement w/in the value of an asset
	Assets
	Liabilities

	Cash                                            $20,000
	Accounts Payable                       $70,000

	Accounts Receivable                  $80,000
	Notes Payable to A                     $30,000

	Inventory                                   $100,000
	

	Fixtures (net of depreciation)      $40,000
	Equity

	Truck (net of deptreciation)         $10,000  
	Partner’s Capital                       $150,000

	                                                  ------------
	                                               -------------

	                                                  $250,000
	                                                  $250,000


· Partner’s Capital Accounts

· Sum of contributions – withdrawals +/- profit / loss

· Equals equity portion on balance sheet (Equity = Assets – Liabilities)

· Note:  Partner B may wish to w/draw some amt of money (say $10,000) – A may object b/c the company doesn’t have a lot of cash, but B has a right to do so anyway

	
	Opening
	Income for Year
	Drawing for Year
	Closing

	Partner A
	$100,000
	$25,000
	0
	$125,000

	Partner B
	0
	$25,000
	0
	$25,000

	
	
	
	
	-------------

	
	
	
	
	$150,000


· Selling P-ship v. Winding Up P-ship
· Selling p-ship

· If liquidating business, sales price = sum of assets sold to highest bidder

· If selling as ongoing business, sales price = how much p-ship is likely to continue to make [includes goodwill] x some no. of years, etc.
· Relationship of financial statements to valuation of the enterprise

· Book value ( fair market value (usually)

· “Book Value” = Equity = $150,000

· FMV has to do with rate of return on similar investments, amt of risk

· Winding Up [§ 807]
· Each partner is entitled to a settlement of all p-ship accounts upon winding up the partnership business.
· Profits and losses resulting from p-ship liquidation must be credited and charged to the partners' accounts. 
· Partner is entitled to any profits OR must contribute to any losses EXCEPT those h/s is not personally liable for under 306

· Risk Analysis
	Risk free - government bonds

Historically annual return = 6%

How does our firm compare w/gov't bonds?

 

X @ 6% [annual return] = $60,000 [net profit]

.06x = 60,000

X = 60,000/.06

X = 1,000,000 [how much that would have to be invested to get same historical return in gov't bonds]
	Risky, start-up Companies

Historical annual return = 20%

How does our firm compare w/start ups?

 

X @ 20% = 60,000

.20x = 60,000

X = 60,000/.20

X = 300,000 [how much that would have to be invested to get same historical return as start-ups]


· P-ship Dissolution
· (1914) 

· Dissolution: When any partner ceases to be a partner [§29]
· P-ship continues [§30]

· Does NOT trigger winding up or disposition of assets [§29]
· Winding up: process that is commenced by dissolution [§37]
· Right to Wind Up: Unless agreement to the contrary, partners in good standing/legal rep of last surviving partner not in bankruptcy have the right to wind up the p-ship affairs BUT must get ct approval per 32 [1914: §37]

· Termination: ending point; point at which all rights/obligations are satisfied [§30]

· Application of property: right to be paid in cash [§38]

· Liquidation: the process of satisfying rights/obligations [§41]
	· REMEMBER: All of the above can occur and the business still marches on

· Inquiry: What kind of partnership was formed? Is there a partnership agreement in place?


· Causes of Dissolution [§31]
	· Breaching partners are generally NOT entitled to a dissolution [Collins]

· Partner always has the power to dissolve BUT ct gives the right to dissolve per §32 [Collins]

· Cts guard discretion to apply  as it sees is equitable [Collins]

· Collins v. Lewis: Holding: The power to dissolve a partnership is not a right, but rests in equity similar to the right to relief from a legal contract. Because the jury found that Collins conduct was to blame for the partnership's problems, he cannot seek to dissolve the partnership. The evidence shows that Lewis had to cover Collins' obligations out of business profits in amount equal to that which he owed under the mortgage agreement and therefore did not default under the terms of the partnership.


· When a specified term/event in the p-ship agreement occurs 
· By the express will of any partner – at will

· By the bona fide expulsion of any partner
	· Conceptually the same as dissolution of the old partnership with reformation as a new partnership with fewer partners

· Same effect as dissolution and can draft own terms for expulsion 
· Opportunity to agree about (1) partners rights to bring it about AND (2) consequences of what happens

· Bona fides = the exercise of a contractual right to expel


· Bona fide expulsion

· Expulsion of cause: Don't show up for work, embezzlement, etc. - bona fide

· Expulsion for no cause: If agreement allows for "no cause" then no issue - bona fide

· Expulsion for bad cause: If cause is against public policy, refusing to do an illegal act, then NOT bona fide

· When operating the p-ship becomes unlawful
· Death of a partner

· Bankruptcy of a partner/p-ship
· By court order under §32
· By application by/for a partner the ct shall decree a dissolution if:
· A partner has been declared a lunatic or shown to be of unsound mind 

· A partner becomes incapable of performing his part of the partnership contract
· A partner is guilty of conduct that prejudicially affects the p-ship

· A partner willfully/persistently commits a breach of the partnership agreement
· P-ship can only be carried on at a loss
· Other circumstances render a dissolution equitable - infers that cts have discretion to dissolve or not - above list does not mandate ct to do so
· On the application of the purchaser of a partner's interest under § 27 or 28
· After the termination of the specified term or particular undertaking,

· At any time if the p-ship was a p-ship at will when the interest was assigned or when the charging order was issued. 
· Consequences of Dissolution [partner leaves/dies]
· If dissolution is not counter to the p-ship agreement, a partner in good standing is entitled to have the p-ship property applied to discharge its liabilities and any surplus paid in cash in the net amount owing to the respective partners [§38]

· If partner is bona fide expulsed, then h/s is only entitled to cash = to the net amount due h/h from the p-ship

	Adams v. Jarvis: Holding: The partner's agreement that the withdrawal of one partner would not terminate the partnership is valid and not contrary to §§ 29, 30 and 38. §38 expressly allows for an agreement by the partners to continue beyond the withdrawal of a partner.


· If dissolution is counter to p-ship agreement, partners NOT causing the dissolution are entitled to have the p-ship property applied to discharge its liabilities and any surplus paid in cash in the net amount owing to the respective partners AND damages for breach of the agreement against partner(s) causing dissolution wrongly
· Partners not wrongfully causing dissolution may continue p-ship and use p-ship name
· If partner dies/leaves either partner may:
· Force application of property [§ 38(1)]

· If application of property is forced, then the p-ship MUST calculate value of assets – either what they are worth if sold piecemeal OR as a going concern and exiting partner is entitled to h/h proportionate share (surviving ptrs., subject to fiduciary duty § 21)

· If application of property is NOT forced, exiting partner permits continuation of business AND claims as creditor in amt = to fair market value [NOT book value] on date partner dies/retires AND partner is entitled to value in proportion to ownership interest = amount exiting partner is due under § 42 [Default]
· If choose this option, during winding up can either elect to receive:

· Interest at statutory rate on partnership's interest [interest on fair market value of assets] OR

· % of profits realized during wrapping up period [fair market value - amt paid for assets = profit [at % of p-ship interest]
	· This decision can be made at time liquidation actually occurs - encourages remaining partners to wind up as soon as possible]

· Interest payments/share of losses continue until liquidation occurs

· Acct receivables are valued at fair market value

· If cash basis partnership, AR are included in profits, so would be a double accounting in calculating partner's share


	 Cauble v. Handler: No partnership agreement. The P (as the estate of a deceased partner) sues the D (the remaining partner) for an accounting and share of the partnership business. The P appealed the lower cts finding that she was not entitled to 1/2 of the profits realized by the partnership during the winding up period. Holding: §42 provides that the estate of the deceased partner is entitled to 1/2 of any profits occurring during the winding up period - it is an incentive to speed up the winding up period. Additionally, the costs associated with an accounting are usually covered by the partnership, which means each partner shares in the cost according to their percentage of ownership. 


· Continuance

· Creditors of dissolved p-ship become creditors of continuing p-ship [§41]
· Partner Power to Bind Partnership to 3d Parties After Dissolution [§35]
· By any act appropriate for winding up p-ship or completing unfinished transactions at dissolution
· BY any act that would have bound p-ship before dissolution if 3d party has NO knowledge of dissolution
· Notice = announcement of dissolution in a newspaper of general circulation in the place (or in each place if more than one) that p-ship conducts regular business 
· Liability to 3d party above shall be satisfied from p-ship assets alone if such partner prior to dissolution was (1) unknown as a partner to the 3d party AND (2) the business reputation of the p-ship could not be said to have been in any degree due to his connection with it
· The p-ship is NOT bound by a partner’s act post-dissolution IF
· P-ship is dissolved because it is unlawful to carry on UNLESS the act was necessary to wind up p-ship
· The partner has become bankrupt
· The partner has no authority to wind up partnership affairs UNLESS 3d party has NO knowledge of dissolution [see NOTICE above]
· Effect of Dissolution on Partner's Existing Liability. [§36]
· The dissolution of the partnership does not of itself discharge the existing liability of any partner.
· If a creditor knows that a partner has retired and deals with the successor partnership, the creditor affectively releases the retired partner from future liability [§ 36(2)]
· Where a person agrees to assume the existing obligations of a dissolved partnership, the partners whose obligations have been assumed shall be discharged from any liability to any creditor of the partnership who, knowing of the agreement, consents to a material alteration in the nature or time of payment of such obligations.
· The individual property of a deceased partner shall be liable for all obligations of the partnership incurred while he was a partner but subject to the prior payment of his separate debts.
· UPA (1997)

· Dissociation: When any partner w/draws from partnership [changes in partnership relationship] [600s]

· Default Rule: Remaining partners buyout the w/drawing partner [701]
· 2nd Cauble v. Handler election is eliminated - interest only on value of h/h interest in partnership

· Dissolution: Defined and discussed in 800s [p-ship is being terminated, winding up, and going away - like liquidation]
· Dissociation

· Partner Dissociation: A partner is dissociated if: [UPA 601]

· H/s gives express notice of withdrawal
· An event in the partnership agreement occurs
· H/h expulsion per partnership agreement
· H/h partner’s expulsion per unanimous partner vote IF (1) it is unlawful to carry on the partnership w/that partner, (2) all/substantially all of the partner’s interest in the p-ship (other than for security purposes or ct order) has been transferred and not foreclosed; (3) the partner is a corp partner…[see statute]; OR (4) the partner is a partnership that has been dissolved.

· H/h expulsion by judicial determination because (1) partner engaged in wrong conduct that adversely and materially affected the p-ship; (2) partner willfully or persistently committed a material breach of p-ship agreement or duty owed to p-ship or other partners under Sec. 404; OR (3) partner engaged in conduct relating to p-ship business that makes it impractical to continue the p-ship w/the partner

· H/s is terminated

· H/s becomes a debtor in bankruptcy
· H/s executes an assignment for the benefit of creditors
· H/s seeks/consents to/acquiesces in the appointment of a trustee/receiver/liquidator of the partner OR all/substantially all of the partner’s property; OR (iv) fails, w/in 90 days after the appointment, to have the appointment of a trustee/receiver/liquidator of that partner OR all/substantially all of the partner’s property stayed or vacated w/out the partner’s consent/acquiesce, OR fails w/in 90 days after the expiration of the stay to have the appointment vacated. 
· H/s dies
· H/s has a guardian/general conservator appointed
· H/s receives a judicial determination that h/s is incapable of performing h/h duties under the p-ship agreement

· It is a trust and distributes the trust’s entire transferable partnership interest BUT NOT merely for the substitution of successor trustees

· It is an estate distributes the estate’s entire transferable partnership interest  BUT NOT merely for the substitution of successor personal representation OR

· Partner’s Power to Dissociate [UPA 602]

· A partner has the power to dissociate at any time, rightfully or wrongfully, by express will  

· Wrongful dissociation: (1) it is in breach of an express provision of the partnership agreement; OR (2) the p-ship is for a definite term or particular undertaking, and before the expiration of the term/completion of the undertaking:

· The partner withdraws by express will, unless the withdrawal follows within 90 days after another partner's dissociation by death; the partner is expelled by judicial determination;  the partner is dissociated by becoming a debtor in bankruptcy; OR in the case of a partner who is NOT an individual, trust other than a business trust, or estate, the partner is expelled or otherwise dissociated because it willfully dissolved or terminated.

· Liability for wrongful dissociation: A partner who wrongfully dissociates is liable to the p-ship AND other partners for damages caused by the dissociation. The liability is in addition to any other obligation of the partner to the partnership or to the other partners. 

· Ramifications of dissolution/dissociation 

· If a partner's dissociation = a dissolution/winding up of the p-ship, [Article] 8 applies; otherwise, [Article] 7 applies.

· If a partner dissociates (1) h/h right to participate in the management/conduct of the p-ship terminates; (2) h/h duty of loyalty terminates; AND (3) h/h duty of loyalty and duty of care under continue only with regard to matters arising and events occurring before dissociation UNLESS h/s participates in winding up of the p-ship [UPA 603]
· Purchase of Dissociated Partner's Interest. [UPA 701]

· If dissociation but NO dissolution, p-ship must buyout the partner's interest [Default Rule]

· Buyout price = the greater of the liquidation value OR the value based on a sale of the entire business as a going concern without the dissociated partner on the date of dissociation. Interest must be paid from the date of dissociation to the date of payment. See 807(b).

· Dissociated partner is liable for damages due to wrongful dissociation AND all other amounts owing are subtracted from buyout price. Interest must be paid from the date the amount owed becomes due to the date of payment.

· P-ship must indemnify dissociated partner against all partnership liabilities, whether incurred before or after the dissociation, EXCEPT liabilities incurred by an act of the dissociated partner under 702.

· Once the dissociated partner serves a written demand for payment, the p-ship has 120 days to pay the partner cash = the estimated buyout price + interest – any amounts owed 
· If deferred payments are authorized, the p-ship may tender a written offer for payment of the dissociated partner’s interest stating: (1) time of payment; (2) amount and type of security for payment; AND (3) other terms and conditions of the obligation. 

· Payment/tender must include: (1) a statement of p- ship assets and liabilities as of the date of dissociation; (2) the latest available balance sheet and income statement, (3) an explanation of how the estimated amount of the payment was calculated; AND (4) written notice that the payment is in full satisfaction of the obligation to purchase UNLESS the dissociated partner commences an action to determine the buyout price, any offsets under subsection (c), or other terms of the obligation to purchase within 120 days after the written notice,.

· A wrongfully dissociated partner is NOT entitled to payment of any portion of the buyout price UNTIL the term or completion of the undertaking expires, UNLESS the ct determines earlier payment will not cause undue hardship. A deferred payment must be adequately secured and bear interest.

· W/in 120 days after the p-ship has tendered payment/offer to pay OR w/in one year after written demand for payment, a dissociated partner may bring an action to determine h/h interest amount 

· The ct will determine amount due AND enter judgment for any additional payment or refund. 

· If deferred payment is authorized, the ct will also determine the security for payment and other terms of the obligation to purchase. 

· The ct may assess reasonable attorney's fees and the fees and expenses of appraisers or other experts for a party to the action, in amounts the ct finds equitable, against a party that the ct finds acted in bad faith. The finding may be based on the p-ship's failure to tender payment/offer OR comply with 701 

· Dissociated Partner's Power to Bind and Liability to Partnership. [UPA 702]

· If a dissociation does NOT = p-ship dissolution/winding up, then the p-ship is BOUND by an act of the dissociated partner for the following 2 years IF the act would have bound the p-ship AND at the time of entering into the transaction the other party: 

· (1) reasonably believed the dissociated partner was then a partner AND (2) did NOT have notice or knowledge of the partner's dissociation

· Dissociated Partner's Liability to Other Persons. [UPA 703]

· A dissociated partner may still be liable for p-ship obligations incurred before dissociation; h/s is NOT liable for p-ship obligations incurred after dissociation, EXCEPT:

· A dissociated partner is liable for p-ship transactions for two years after dissociation IF at the time of entering into the transaction the 3d party  (1) reasonably believed that the dissociated partner was then a partner AND (2) had no notice or knowledge of the partner’s dissociation 
· A dissociated partner can be released from liability for the p-ship obligation by agreement with the p-ship creditor AND remaining partners. 

· A dissociated partner is released from liability for a p-ship obligation if a partnership creditor, w/ notice of the partner's dissociation but w/out the partner's consent, agrees to a material alteration in the nature/time of payment of a p-ship obligation. 

· Statement of Dissociation. [UPA 704]

· Either a dissociated partner or the p-ship may file a statement of dissociation stating the name of the partnership and that the partner is dissociated. 

· A statement of dissociation is a limitation on the authority of a dissociated partner 
· 3d parties are deemed to have notice of the dissociation 90 days after the statement of dissociation is filed. [image: image1.wmf]
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· Continued Use of Partnership Name after Dissociation: Continued use of a p-ship name, even if it includes a dissociated partner's name, does NOT alone make the partner liable for the p-ship’s obligations [UPA 705]
· Dissolution
· Events Causing Dissolution and Winding Up of Partnership Business. [UPA 801]

· A p-ship must be dissolved/wound up IF:  

· If p-ship at will, a partner, other than one dissociated, gives notice to the p-ship that h/s is withdrawing as partner;

· If p-ship for definite term or particular undertaking AND (1) at least half the remaining partners want to windup the p-ship w/in 90 days after a partner's death OR wrongful dissociation; (2) all the partners want to windup the p-ship business; OR (3) the expiration of the term or the completion of the undertaking
· An event in the p-hip agreement resulting in the winding up of the p-ship occurs 
· It is unlawful for all/substantially all of the p-ship business to continue, BUT a cure of illegality w/in 90 days after notice of the event is effective retroactively to the date of the event for purposes of this section;

· On application by a partner, a judicial determination that (1) the economic purpose of the p-ship is likely to be unreasonably frustrated; (2) another partner has engaged in conduct relating to the p-ship that makes it not reasonably practicable to carry on the p-ship with that partner; OR (3) it is not otherwise reasonably practicable to carry on p-ship in conformity with the p-ship agreement
· On application by a transferee of a partner's transferable interest, a judicial determination that it is equitable to wind up the p-ship (1) after the expiration of the term/completion of the undertaking, if the p-ship was for a definite term/particular undertaking at the time of the transfer or entry of the charging order that gave rise to the transfer; OR (2) at any time, if the p-ship was a partnership at will at the time of the transfer or entry of the charging order that gave rise to the transfer. 

· Partnership Continues after Dissolution. [UPA 802]

· A p-ship continues after dissolution ONLY for the purpose of winding up its business. The p-ship is terminated when the winding up of its business is completed.

· Any time before winding up is completed, ALL partners, including dissociating partners [excluding wrongfully dissociating partner], may waive the right to have the p-ship wound up and terminated. In that event (1) the p-ship resumes carrying on its business as if dissolution had never occurred; AND (2) 3d party rights accruing/arising reliance on the dissolution are not adversely affected. 

· Right to Wind Up Partnership Business. [UPA 803]

· After dissolution, a partner who has not wrongfully dissociated may participate in winding up the p-ship, but on application of any partner, partner's legal representative, or transferee, a ct, for good cause shown, may order judicial supervision of the winding up.

· The legal representative of the last surviving partner may wind up a p-ship.  

· A person winding up a p-ship may preserve the p-ship or property as a going concern for a reasonable time, prosecute and defend actions and proceedings, whether civil, criminal, or administrative, settle and close the p-ship, dispose of and transfer the p-ship's property, discharge the p-ship's liabilities, distribute the assets of the p-ship pursuant to Section 807, settle disputes by mediation or arbitration, and perform other necessary acts. 

· Partner's Power to Bind Partnership after Dissolution. [UPA 804]

· A p-ship is bound by a partner's act after dissolution that (1) is appropriate for winding up the p-ship; OR (2) would have bound the p-ship before dissolution, if the other party to the transaction did NOT have notice of the dissolution. 

· Statement of Dissolution. [UPA 805]

· A partner who has not wrongfully dissociated may file a statement of dissolution stating the name of the p-ship and that the p-ship has dissolved and is winding up its business.

· A statement of dissolution cancels a filed statement of p-ship authority and is a limitation on partner’s authority for liability purposes
· A 3d party is deemed to have notice of the dissolution and the limitation on the partners' authority as a result of the statement of dissolution 90 days after it is filed.

· After filing a statement of dissolution, a dissolved p-ship may file a statement of p-ship authority which will operate with respect to 3d parties in any transaction, whether or not the transaction is appropriate for winding up the p-ship.

· Partner's Liability to Other Partners after Dissolution. [UPA 806]

· After dissolution a partner is liable to the other partners for the partner's share of any p-ship liability incurred 

· A partner who, with knowledge of the dissolution, incurs a p-ship liability by an act that is not appropriate for winding up the p-ship is liable to the p-ship for any damage that arises from the liability. 

· Settlement of Accounts and Contributions among Partners. [UPA 807]

· P-ship assets first applied to discharge creditor obligations AND partners who are creditors then any surplus must be paid cash and distributed to the partners according to their to distributions.
· Each partner is entitled to a settlement of all p-ship accounts upon winding up the p-ship. In settling partner accounts, resulting profits and losses from liquidating the p-ship assets must be credited/charged to the partners' accounts. 
· The p-ship shall give ea. partner an amount = to the excess of credits over charges in h/h account. 
· A partner shall contribute any amount = to the excess of charges over credits in h/h account, excluding charges attributable to an obligation that the partner is NOT personally liable for.
· If a partner fails to contribute h/h share, all remaining partners shall contribute proportionally to their share of p-ship losses the additional amount necessary to satisfy the p-ship obligations for which they are personally liable.

· A partner may recover from the other partners any excess contributions h/s makes towards p-ship obligations.

· After the settlement of accounts, each partner shall contribute, in the proportion in which the partner shares partnership losses, the amount necessary to satisfy p-ship obligations that were not known at the time of the settlement and for which the partner is personally liable.
· A deceased partner estate is liable for the partner's obligation to contribute to the p-ship.

· An assignee for the benefit of creditors of a p-ship/partner, or a person appointed by a ct to represent creditors of a p-ship/partner, may enforce a partner's obligation to contribute to the p-ship. 
· Inadvertent Partnerships

· When do two people working together become a "partnership" so A may force B to pay its claim?
· A partnership = an association of two or more persons to carry on as co-owners a business for profit [§6]
· Inquiry: Was there an intent to assume partnership obligations?

· Look at rights of persons to (1) bind AND (2) manage as well as (3) agreements
· Statement of intent is not dispositive of p-ship 
· Option to become a partner ≠ partner [Martin]

	Martin v. Peyton: F: Peyton and other lent securities to the firm so that it could secure a bank loan. Holding: Partnership results from contract, expressed or implied. If nothing else appears, a sharing of profits may be enough. [UPA 7] The ct must look at all the business dealings to determine if a party is actually acting as a partner or has a different relationship with the other party(ies). After looking at the three agreements between the parties and the existing partnership, the documents were consistent with that of a lender and not active partners. The fact that the lenders had an option to become partners in the firm were not alone enough to "create" a partnership.


· Joint tenancy, tenancy in common, tenancy by the entireties, joint property, common property, or part ownership ALONE ≠ a p-ship 

· Sharing of gross returns ≠ a p-ship EVEN if the persons sharing them have a joint or common right or interest in the property generating revenue 
· Receiving a share of the profits of a business is prima facie evidence that he is a partner in the business UNLESS payments are for (1) a debt; (2) wages of an employee or rent to a landlord; (3) an annuity to a widow or representative of a deceased partner; (3) interest on a loan, though the amount of payment vary with the profits of the business; OR as the consideration for the sale of a good-will of a business or other property by installments or otherwise
· Partnership by estoppel [1914 §16 & 1997 §308]
· If someone represents himself as a partner to a 3d party h/s is liable to the 3d party for any credit extended based on the representation

· If a p-ship represents a non-partner as a partner, the p-ship is liable to 3d parties extending credit based on the representation

· Only applies to transactions [contracts] NOT torts

· Estoppel also applies to 3d parties ONLY – employee cannot claim they thought they were a partner because the firm held them out as a partner [Smith]

	Smith v. Kelley: P joined the D's accounting firm. While at the firm, the P received a salary plus expenses and a small annual bonus. The firm held him out as a partner to the public, but did not treat him as a partner w/in the firm. After leaving the firm, the P sued for a 20% share in the firms profits because he considered himself a partner of the firm. Holding: Although a third-party may have been able to assert that a partnership exists via estoppel, the P cannot make the same claim. [§ 16] As far as the P was concerned, he was never treated as a partner or given express or apparent authority to act as a partner; giving the title of partner is not enough to entitle him to share in the profits of the business as a partner.


· Taxation of Business Forms

· Proprietorship: Not a separate taxable entity - income/loss reported on proprietor's personal income tax return [Schedule C]

· Unincorporated Business Forms [general partnership, LP, LLP, LLC]: Classified as a partnership and subject to taxation under Schedule K

· Partnership itself does not pay income tax - profit/loss is "passed through" to each owner and reported on each individuals' income tax return

· C Corporations: 2 tier taxation: corp pays taxes and shareholders pay taxes on distributions

· S Corporations: Pass-thru taxation [NOTE restrictions]
· Taxation of Partnerships [IRS subchapter K]
· Basis: Cost/purchase price of the property 
· Gifts: Basis is the same as it would be in the hands of the donor [substitute basis]

· Inherited: Basis is the fair market value of the asset on the death of the decedent [stepped up basis]

· Adjusted basis: Basis of the property + (1) capital improvements made by seller; (2) commissions originally paid by seller; AND (3) legal costs for perfecting title - returns of capital [depreciation claimed as tax deductions, depletion, deducted casualty losses, insurance reimbursement, etc.]

· Amount realized: Amount received at sale OR FMV received in exchange for property - selling expenses [commissions, etc.]
· NOTE: if the property is encumbered by a mortgage, the amount realized = profit + mortgage note OR mortgage note - loss

· Gain: amount realized - adjusted basis 

· If adjusted basis is > amount realized = loss

· Basics

· Tax rates are progressive: higher-income levels are taxed at higher rates
· Marginal rate: Rate at which each additional increment of income [additional $] is taxed
· Ex:  5% on first $10K of income, 10% on next $10K of income

· Make $20K, you pay

· 5% of $10K = $500

· 10% of $10K = $1000

· 500 + 1500 = $1500 Total Tax Bill

· Effective rate: Average rate of tax

· First $10,00 taxed at 5% = $500 of tax

· Second $10,000 taxed at 10% = $1000 of tax

· Effective tax rate: $1,500 = $20,000x (solve for x) = 7.5%effective rate

· Capital gains taxation: Preferred, lower tax rate, on sale of assets held for held for investment 
· Must be held for minimum period for preferred taxation to apply

· Gain: selling price [cash, promise to pay, assumption of debt] – amt paid [purchase price, property improvements, estate taxation, step-up basis for heirs, different tax rates for indiv. and corps]
· Estate taxation: Tax paid by the grantor’s estate on it’s value - independent of income tax scheme

· Exemptions from estate tax:
· 2006 - estates up to $2 million are excluded

· 2010 - estate tax repealed altogether

· 2011 - estate tax scheduled to come back

· Heir of property: Gets to “step up” the “basis” of property inherited to its FMV at the time of decedent’s death so if heir immediately sells property so FMV = “new” basis [means that heir is not paying taxes on appreciation of inherited property]
Limited Partnerships [LP]
· Partnership w/one or more general partners/corporate general partners and one or more limited partners 
· Created by filing

· Naming requirement [include initials "LP" to give public notice of limited liability]

· NOTE: Uniform Limited Partnership Acts rely on Uniform Partnership Acts as gap fillers

· Acts

· ULPA - 2 states use

· RULPA or ULPA (1976) - used by 48 states

· ReRULPA of 2001 - no one uses

· Default rule on sharing of profits: according to capital contributions

· Taxation: Check the box [UNLESS publicly held - then 2-tier basis]
· LP - strong central control w/passive investors who have little right to exit the entity

· Entity of choice for VCs, Leverage Buyout Companies and Family Limited Partnerships

· Limited partners

· Liability: Limited UNLESS 
· Also general partner [303(a)]
· Participated in control AND
· 3d party reasonably believed based on the conduct that the limited partner was a general partner
· A limited partner does NOT participate in the control of the business by solely doing one or more of the following: [Safe harbors 303(b)]

· Being a contractor, agent or employee of the LP or general partner

· Being an officer, director, or s/h of a general partner that is a corp

· Consulting with and advising a general partner with respect to the business of the limited partnership
· Guaranteeing or assuming an obligation of the LP

· Bringing a derivative action on behalf of the LP

· Requesting/attending a meeting of partners

· Proposing or approving/disapproving one of the following matters: 
· Dissolution and winding up of the LP
· Sale, exchange, lease, mortgage, pledge, or other transfer of all or substantially all of the assets of the LP
· Incurrence of indebtedness by the LP other than in the ordinary course of business
· A change in the nature of the business
· Admission/removal of a general or limited partner
· A transaction involving an actual/potential conflict of interest between the general partner and limited partners or LP

· An amend to the p-ship agreement or cert. of LP

· Matters related to LP not otherwise enumerated which p-ship agreement states is subject to limited partners approval/disapproval

· Winding up the LP

· Exercising any other right permitted under this act and not enumerated above

· Allow name to be used in partnership 303(d)
· Risk liability for contracts NOT tort
· Withdrawal: A limited partner may withdraw from a limited partnership at the time or upon the happening of events specified IN WRITING IN the partnership agreement. If the AGREEMENT does not specify IN WRITING the time or the events upon the happening of which a limited partner may withdraw or a definite time for the dissolution and winding up of the limited partnership, a limited partner may withdraw upon not less than six months' prior written notice to each general partner at his [other] address on the books of the limited partnership at its office in this State. [§603]
· General partner
· Actual

· De facto - complete managerial authority and ability to bind

· GP acts on behalf of and subject to LP control

· Liability: Unlimited

· UNLESS GP files to be a LLLP - limited partners are still at risk for liability
· Participate in management: Yes
· Fiduciary Duty: General partners owes fiduciary duties to limited partners [In Re USACAFES]
· Withdrawal: A general partner may withdraw from a limited partnership at any time by giving written notice to the other partners, but if the withdrawal violates the partnership agreement, the limited partnership may recover from the withdrawing general partner damages for breach of the partnership agreement and offset the damages against the amount otherwise distributable to him [or her]. [§602]
· Corporate general partner

· Liability: Unlimited but seldom have any assets

· Taxation: Two-tier taxation
· Filing requirement: Same as any other corp
· Fiduciary Duty: Officers/directors of the GP owe fiduciary duties to limited partners [rooted in trust law] 
· At a minimum, the directors of CGP cannot enrich themselves at the expense of LPs [In Re USACafes]

	GP
	CGP

	· Indiv has direct fiduciary duties

· Easy to control transfers of managerial authority to third persons - LPs must approve

· Cannot assign his interest in the partnership w/out other partners permission, can only transfer financial interest [UPA 1914 Sec. 27] BUT assignee may become a LP [ULPA 76 Sec. 702]


	· Subject to control of somebody else - who ultimately has fiduciary duty?

· LPs have little/no control over transfers of managerial authority

· Recovery from CGP is limited to assets of CGP entity - usually minimal on purpose

· Assets of corp may be legally bleed off by owners of corp and LPs have little control

· May have conflicting duties between the LPs and shareholders of corp - whose takes precedent?


Limited Liability Partnership (general partnership +w/limited liability)

	· Born out of TX S&L crisis

· Created by law firms to protect partners


· Narrow form [TX form]: 

· Tort: Limited liability ONLY for negligence and malpractice claims [can only recover from partnership]
· Still personal liability their own torts
· Contracts: no limited liability – same as GPs [Must post bond or prove minimum insurance coverage]

· Can recover from partnership AND partners

· Return of capital to partners: Not sure

· Broad form: Can only recover from partnership

· Torts: Limited liability [306]
· Still personal liability for own torts

· Contracts: Limited liability [No posting of bond/proof of insurance coverage] [306]
· Return of capital to partners: not sure but see 306(c) -  appears to say that partners are not personally liable for capital repayments - repaid out of partnership or not at all

· Piercing corporate veil – see corp 
· Many believe the LLP “shield” is more porous than the corp veil b/c of problems w/ multi-state practice, is new p-ship created whenever anyone enters or leaves the firm, etc.
· Liability to 3rd parties – see limitations of narrow v. broad forms
· Broad form [306]
· Partners are NOT personally responsible for obligations of p-ship incurred while it is an LLP (306(c))

· Contribution / indemnification

· No personal liability for contribution to capital or other losses 
· Right to contribution for payments made on behalf of the p’ship (401)

· Duty to contribute to partners losses, including capital contribution losses

· Notice to 3p NOT req’d except for the name inclusion requirement
· Recognition state-to-state [Unclear / not universally accepted ]

· Art 11 (1997 UPA)

· Need “Statement of Foreign Qualification”

· LLP is governed by the law of the state in which it is formed – governs relations b/t partners and liability of the partners for obligations of the p-ship

· Forming an LLP 
· Must be approved by the vote necessary to amend the p-ship agreement OR if p-ship agreement expressly considers obligations to contribute to the partnership, the vote necessary to amend those provisions [1001(b)]
· File statement of qualification:  (1) the name of the p-ship; (2) the street address of the p-ship’s chief executive office and, if different, the street address of an office in this State; (3) if the p-ship does not have an office in this State, the name and street address of the p-ship’s agent for service of process; (4) a statement that the p-ship elects to be a limited liability partnership; and (5) a deferred effective date, if any. [1001(c)]
· Effective: date statement was filed or date specified in statement, whichever is later. [1001(e)]
	· The status remains effective, regardless of changes in the partnership, until it is canceled pursuant to Section 105(d) or revoked pursuant to Section 1003.

· Changes/errors in statement of qualification do NOT effect p-ships’ LLP status/partners liability [1001(f)]
· Filing = p-ship has satisfied all conditions precedent to the qualification of the partnership as a LLP [1001(g)]
· An amendment or cancellation of a statement of qualification is effective when it is filed or on a deferred effective date specified in the amendment or cancellation. [1001(h)]


· Change name: The name of a LLP must end with "Registered Limited Liability Partnership", "Limited Liability Partnership", "R.L.L.P.", "L.L.P.", "RLLP," or "LLP".  [1002]

· File annual report: (1) the name of the LLP and the State or other jurisdiction under whose laws the foreign limited liability partnership is formed;(2) the street address of the partnership's chief executive office and, if different, the street address of an office of the partnership in this State, if any; AND (3) if the partnership does not have an office in this State, the name and street address of the partnership's current agent for service of process. [1003]

	· File between Jan 1 – Apr 1 [1003(b)]

· SoS may revoke LLP qualification if not filed/fee paid BUT must provide notice [1003(c)]

· Revoke = change in status NOT p-ship dissolution [1003(d)]

· P-ship can apply for reinstatement w/in two years of revocation: (1) the name of the p-ship and the effective date of the revocation; AND (2) that the ground for revocation either did not exist or has been corrected. [1003(e)]

· Reinstatement = relates back to and takes effect as of the revocation effective date, and the p-ship's status as a LLP continues as if the revocation had never occurred. [1003(f)]


Limited Liability Company [LLC]
· Liability: Limited for members
· Taxation: Pass-thru; check the box
· Formation: Under enabling legislation
· Different default rules in every jurisdiction
· ULLCA - adoptive in 7 states [has a strong partnership default]

· Other default statutes are strongly "corp" in nature, providing for centralized management elected by the members, but operating more simply than a corp

· Emphasis is on ability of members to provide rules for themselves

· Issue: no "typical" LLC, so third-parties may not know what to expect

· Naming requirement – include LLC
· Filing requirement
· Growing in popularity BUT no settled law – has not been tested in ct

· Possible piercing issues
Comparison of Unincorporated Forms
· General partnership v. LLP - choose LLP where available

· LLP v. LLLP - choose LLLP where available

· LLC v. LLP/LLLP

· If want centralized management, LLLP where available

· (general partner in control, no election)

· Consider availability of LLP and LLLP

· LLP v. LLC where both available:

· LLP has more settled law

· LLC default management structure is better 
 

 

 

 

 

 

 

 

 

Corporations
· Development of Corporate Law

· Internal Affairs Doctrine

· Internal affairs - the internal relationships among the people w/in the corp. 
· Governed by the laws of the state of incorp
· Choice of law: cts must apply the state rules of incorp
· Race to the bottom: the trend of some states to make rules governing corp law as simple and pro-corp as possible to attract corporations
· Preeminence of DE: considered the winner of the “race to the bottom” because of liberal rules and experience of judiciary in applying corporation law
· Federal Intervention: Interfering w/ corp. governance matters
· Some interference but not a lot

· Ex: Sarbannes-Oaxley

	Shareholders
	Board of Directors
	Officers

	· Agent: No

· Do not act on behalf of corp

· Not under control of the corp
	· Agent: No

· Act on behalf of corp

· Control the corp BUT corp does NOT control them

· Elect officers

· Chairperson: Presides of BOD meeting

Powers of Directors

· 
	· Typical positions: 

· President
· VP
· Secretary: [hands of corp] - Only required office – maintains minutes, authenticates corp records, etc.

· Treasurer 
· Agent: Yes

· Act on behalf of corp

· Under control of corp and BOD


· Formation

	Delaware
	Home State

	Choose if:
· Need internal flexibility

· Do business nationwide
	Choose if:

· Closely-held entity, conducting business entirely or largely w/in a singe state

· Costs more to incorp in DE

· Don't have to worry about incorp in DE and qualifying to do business in another state
· Main penalty for not qualifying = small fee and ct in non-qualified jurisdiction are closed to you

· Don't need the internal "flexibility" that DE is known for

	· Consider:

· Cost of incorporation? Tax, filings, etc.
· Advantages/disadvantages under the substantive law in each state?


· How to Incorporate
· Incorporator: 
· Files articles of incorporation w/Secretary of State 
· Formal Requirements [MBCA §§1.20 - 1.26]

· Incorporator signs papers and serves as contact person, but do not have any other powers beyond those duties 

· Incorporators do not have liability to the corp
	MBCA § 2.01. Incorporators.

One or more persons may act as the incorporator or incorporators of a corporation by delivering articles of incorporation to the secretary of state for filing. 


· Articles of Incorporation [§2.02]
· Public document - trend is to limit to only those provisions required by law

· Effect of filing: Begins as soon as article is “filed”, or given to SOS [§2.03]

· Creates corp. - marks the beginning of the corp life
· Contracts in interim can lead to personal liability
· Mandatory info [§2.20(a)]
· Name that complies w/ §4.01
· Must contain the word corporation, incorporated, company, or limited, or the abbreviation corp., inc., co., or ltd
· Must suggest a lawful purpose

· Must be distinguishable on the records from other corps registered/transacting business w/in the state and non-profits
· Reserved and registered per 4.02/4.03

· May NOT contain language stating/implying that the corporation is organized for a purpose other than that permitted by section 3.01 and its articles of incorporation.
· Statute does NOT control use of fictional names [§4.01(e)]

· # of shares authorized [and classes] per 6.01 and 6.02

· Name of registered agents and street address of registered office

· Names and addresses of incorporators
· Discretionary info [2.02(b)]
· Names/addresses of initial directors

· Corp’s purpose

· Defining, limiting, and regulating corp, BOD and s/h powers

· Par value for authorized shares or classes of shares;

· Imposition of personal liability on shareholders for the debts of the corporation to a specified extent and upon specified conditions;

· Any info that the bylaws contain
· Eliminating/limiting director or s/h liability 

· Indemnification for directors for actions that are not intentional torts or illegal

· Amending Articles of Incorporation – difficult

· BOD must recommend

· S/h must approve by majority vote [NOTE: if different classes of shares, need a majority vote of s/h w/in ea. class ][10.04]
· Must file w/SOS
· Organizational meeting: [2.05]

· Incorporators elect directors of if initial directors named, directors:

· Adopt bylaws [§2.06]

· Not public docs

· May contain any provision for managing the business and regulating the affairs of the corporation that is not inconsistent with law or the articles of incorporation.  

· Create officerships: Not a public document
· Elect officers and establish salaries

· Approve official notebook used to record meeting minutes

· Approve stock certificates

· Approve corporate seal

· Approve the offering of shares at particular prices to particular persons

· Direct the president to sign the stock certificates that evidence issuing of shares

· Banking resolution - official bank of the corporation

· Ratify promoter’s contracts [Reimbursing promoters for amount expended on creation of corporation]
· S/h Agreement: Not a public document [§7.32]
· Duration: Every corporation has perpetual duration and succession in its corporate name and has the same powers as an individual to do all things necessary or convenient to carry out its business and affairs [§3.02]
· Registered Office/Agent : Must have a registered agent w/in state of incorp to receive info from SOS and for service purposes [§§5.01 – 5.04]
· Ultra Vires

· Old Rule: Corp CANNOT engage in business that charter does not authorize
· Ramifications: All contracts NOT covered by charter are not enforceable

· Modern Statutes

· Purpose [§3.01]

· Engage in any lawful business UNLESS articles restrict purpose

· Regulated entities: banks, railroads, insurance cos., etc. - CANNOT take advantage of the general incorporate statute - have their own statutes.
· Powers [§3.02]

	When powers are challenged, cts apply a reasonableness test [Sullivan]


· Sue and be sued, complain and defend in its corporate name;

· Have a corporate seal, which may be altered at will, and to use it
· Make and amend bylaws, not inconsistent with its articles of incorporation or with the laws of this state, for managing the business and regulating the affairs of the corporation
· Purchase/sell real or personal property
· Sell, convey, mortgage, pledge, lease, exchange, and otherwise dispose of all or any part of its property
· Purchase/sell shares or other interests in any other entity;

· Make contracts and guarantees, incur liabilities, borrow money, issue its notes, bonds, and other obligations 
· Lend money, invest and reinvest its funds, and receive and hold real and personal property as security for repayment;

· Be a promoter, partner, member, associate, or manager of any other entity
· Conduct its business, locate offices, and exercise the powers granted by this Act within or without this state

· Elect directors and appoint officers, employees, and agents of the corporation, define their duties, fix their compensation, and lend them money and credit
· Pay pensions and establish pension plans, pension trusts, profit sharing plans, share bonus plans, share option plans, and benefit or incentive plans for any or all of its current or former directors, officers, employees, and agents
· Make donations for the public welfare or for charitable, scientific, or educational purposes [Sullivan]
· Transact any lawful business 
· Hot button: Illegal acts - international right violations

· Ultra Vires [§3.04]
· Validity of corp may NOT be challenged on the ground it lacks/lacked the power to act [cannot get out of a contract] EXCEPT: [711 Kings Highway]
· Exceptions:

· In a s/h proceeding against corp to enjoin act
	· If a shareholder brings a suit on behalf of the corp [as an agent of the corp], the cts have not allowed the Doctrine of Ultra Vires be invoked
· An entity may be able to get around Ultra Vires by doing business through subsidiaries - big loophole [TVEPA]

· Close loophole by piercing corporate veil or argue agency of subsidiary to primary entity


· In a proceeding by corp against incumbent/former officer or agent

· In a proceeding by attorney general
· Use in sword AND shield cases
· Sword case: when a P tries to use Ultra Vires to nullify a contract the corp entered into [TVEPA]
· Shield case: when the corp is using Ultra Vires to get out of a contract [711 Kings Highway]
· Ultra Vires Inquiry:

· Does the P have the standing to sue under Doctrine of Ultra Vires [see 3.04]

· Is the entity exceeding its power/purpose?

· Ct can set aside a finding that the entity exceeded its power/purpose in the name of equity

· See TVEPA [reason for shareholder suit against selling propane was that the "shareholders" did not want additional competition]
· Cases:

· 711 Kings Highway Corp v. FIM's Marine Repair Service: P leased a building to the D for use as a motion picture theatre. The P then filed suit to nullify the lease asserting that the D could not enter into a lease to run a theatre because its charter limited its business to general marine activities, so under the Doctrine of Ultra Vires, the contract was void. Holding: Except for three very specific instances, the Doctrine of Ultra Vires does NOT invalidate a lawfully executed contract by a corporation, notwithstanding what the charter says. It is irrelevant if the P or D are asserting the Doctrine of Ultra Vires - only applies in three circumstances

· Tallahatchie Valley Electric Power Assc. v. MS Propane Gas Assc

· F: MS Propane claims TVEPA is exceeding the powers given to it in its charter by selling propane.

· Q1: Can MS Propane sue under 3.04 - do they fit one of the 3 categories?

· A1: Yes, because a number of its members are shareholders of TVEPA

· Q2: Did TVEPA exceed its power and/or purpose?

· A2: Because a subsidiary of TVEPA, a separate entity, was carrying on the business and therefore, TVEPA did not exceed its power/purpose.

· H: An entity may be able to get around Ultra Vires by doing business through subsidiaries - big loophole

· Sullivan v. Hammer, Ct of Chancery of DE, 1990

· F: Shareholders of Occidental Petroleum Corp brought a class action suit under the Doctrine of Ultra Vires that the building and maintenance of an art museum named after the company's founder, constituted a gift and was a wasted corporate assets. The parties settled out of court and submitted the settlement agreement to the court for approval. 

· Q: Is it w/in the corp power to make the charitable gift?

· A: Yes - see 3.02(13)

· Premature Commencement
· Promoters
· Founder or organizer of an enterprise

· Includes a person who, acting alone or in conjunction with one or more other persons, directly or indirectly takes initiative in founding and organizing the business or enterprise of an issuer
· Misrepresenting authority under agency law = tort

· Continuing confusion - not all cts read statutes the same and litigants fail to invoke statutes so CL still alive and well

· Liability Risks

· Fiduciary Duty

· Owe duties to co-promoters [see partnerships] and corp [see self-dealing]
· Must exercise good faith in their dealings w/the corp and members, including fully advising them who would become members and any interests they may have that would affect the corp, members and anticipated members
· Any funds made must be used to benefit the corp and members

· Owe duties to investors [see Fed securities law]
· Honesty to prospective investors
· General creditors of corp or their representatives
· Contracts
· General rule: Bound unless 3rd party agrees [Stanley How]
· Burden is on promoter to show 3rd party's agreement
	Stanley How & Assoc v. Boss: P entered into a contract with D to perform architecture duties. Payment was based on 75% of 6% of $850k. The D only paid the P $14,500 - $23,750 less than the amount agreed upon which was $38,250. The D claimed that the corp, which was never formed, was responsible for the monies and not himself personally. Holding: It is possible to hold a promoter personally responsible for the debts of a future corporation unless the parties agree to novation. Here, the facts of the agreement do not support a finding of novation, so the P is owed the difference. In business, novation is typically the process by which a newly formed corporation assumes the pre-incorporation liabilities incurred by its founders.


· Corp is not liable for promoter’s contracts UNLESS

· Ratifies [McArthur v. Times Printing Co]
· Formal adoption by board of directors

· Receive benefits under the contract w/knowledge of authorized decision makers
· Informal ratification

· Example: Quantum meruit, i.e. attny receives payment for inc. corp
· Signing Contracts on Behalf of a Non-existing Corp

 

ABC Corp

 

By __"person's name"___

(typed name)

 

It's ____"title"_________

 

· Mitigating Liability

· Be clear about intent to be bound by the terms of contract

· Get 3d parties to agree to NOT bind
· Show Incorporation
· Incorporation in CL occurred by: 
· De jure: corp complies w/all mandatory [minimal] steps for incorporation

· Good against all - once you are de jure you are a corp - not even the state can challenge

· De facto: valid law permitting corp, attempt to comply, began operating under corp form, but did not meet all minimum statutory requirements

· Cts look at good faith

· Can only be challenged by the state

· By estoppel: holding out by 3P of willingness to rely on corp and its credit

· Generally only applies in a corp context

· Today

· De facto eliminated by §§2.03(b) and 2.04, however some cts still allow. 
	· §2.03(b): The secretary of state's filing of the articles of incorporation is conclusive proof that the incorporators satisfied all conditions precedent to incorporation except in a proceeding by the state to cancel or revoke the incorporation or involuntarily dissolve the corporation. [Previously §50 (1950)]

· NOTE: State can challenge the validity of the incorporation, but not in business of challenge validity of contracts

· § 2.04. Liability for Preincorporation Transactions: All persons purporting to act as or on behalf of a corporation, knowing there was no incorporation under this Act, are jointly and severally liable for all liabilities created while so acting. [Previously §139 (1950) - earlier version slightly different]

· Where 3P knows corp isn't formed, §139 doesn't apply
· Promoter’s “not knowing” does not remove liability – becomes equity question
· Robertson v. Levy: Holding: The corp comes into existence when the certificate is issued. Before it is issued, the promoter is jointly and severally liable for liabilities created. Additionally, a third party is not estopped from seeking damages from the promoter just because the corp does come into existence at a later time. Additionally, §2.03(b) and 2.04 have virtually eliminated the "defacto" corp.


· By estoppel still does exist - cts like to have an equity argument

· Disregard of the Corporate Entity – shareholder liability
· Piercing the Corporate Veil

	· Determines when a s/h should be held personally liable for a corporate obligation

· Piercing the veil does not dissolve or change the standing of the corp
· Most important consideration - fraud
· Seldom occurs if more than 10 shareholders

· Exception: Parent-Subsidiary relationships but still must show fraud, manifest unfairness or misconduct
· Even if corp veil is NOT pierced, shareholder can get in trouble if:

· Shareholder as agent for corp [particularly as unknown principle]

· Corp is agent for shareholder

· Personal guarantee [Dewitt]
· S/h did not pay for shares
· Equally applicable to LLC - especially underfunding 
· Unincorporated entity - if undercapitalized, could be pierced


· CL: Only done if (1) fraud OR (2) combination of factors + injustice [applies equally to tort and contract cases]
· Fraud [Bartle]

· Factors + Injustice: [DeWitt]
· Grossly undercapitalized
· Under funding NOT  determined solely on the state of the corp's balance sheet
· Big Q: Can corp satisfy its financial-responsibility requirements?

· Insurance = sufficiently funded if it can cover debt [Radaszewski]
· Licensing standards

· Lack of corporate formalities

· Not paying dividends

· Siphoning of funds by dominate shareholder

· Insolvency
· Non- functioning/existence of other directors/officers
· Absence of corp records
· Fraudulent representation, injustice, illegality
· Parent/Subsidiary Piercing:

· Look at relationship: Alter Ego Test
· If normal relationship in regards to accounting controls, overlapping board, then NO domination/control – NOT Alter Ego [Fletcher] – CANNOT pierce sub to get to corp

	Jurisdiction
	Type of D
	Claim
	Pierce?
	Approach

	NY
	Entity
	Contact
	N
	Fraud/misleading and/or depletion [Bartle]

	SC
	Indiv
	Contract
	Y
	Fraud OR factors + injustice [DeWitt]

	SD
	Indiv
	Tort
	N
	Factors + injustice + causation [Baatz]

	MO
	Entity
	Tort
	N
	Control (domination) + injury; undercapitalization + causation [Radaszewski]

	DE
	Entity
	Tort
	N
	“Alter ego” Test: judged by factors (same as SD) [Fletcher]


· Cases
· Bartle v. Home Owners Corp, Ct of Appeals, NY, 1955: Holding: Absent a showing of fraud, misrepresentation or illegality, the fact that a corp is owned by a parent company which owns all of its stock and exclusively controls its affairs, is not enough to pierce the corporate veil and hold the parent company responsible for the subsidiary's debts. The corporate veil may be pierced if necessary to prevent fraud of achieve equity. 

· Dewitt Truck Bros v. W. Ray Flemming Fruit Co., 4th Cir, 1976: Holding: Cts will not pierce the corp veil unless there is evidence of fraud or inequity. The burden to show fraud and inequity rests w/the party asserting the claim. The fact that the corp is closely held and controlled is not alone enough to pierce the veil, there must be additional indications that the corp was a corp in name only. Factors the ct should consider include: whether the corp was adequately funded initially and subsequently, failure/observance of corporate formalities including payment of dividends, siphoning of funds, non-functioning board of directors/officers, absence of corporate records, whether personal assurance had been extended by the shareholders to induce credit, indication corp was merely a façade…The decision to pierce the veil however does not rest on a single factor, but must be supported by many AND include an element of injustice or fundamental unfairness.

· Baatz v. Arrow Bar, Supreme Ct of SD, 1990: Holding: Factors to consider when deciding to pierce the corporate veil include:

· Fraudulent representation by corp directors - No evidence of fraud

· Undercapitalization [big point in case] - P failed to demonstrate that the capital was inadequate - CANNOT say so, must prove

· Failure to observe corporate formalities - Fact that "Inc." was not on all collateral was not enough and there was no causation w/relation to the harm suffered

· Absence of corp records AND Payment by the corp of individual obligations - Alone not enough

· Use of the corp to promote fraud, injustice or illegalities

· Important Points of the Case: 

· What undercapitalization means

· Possible causation necessary for the failure to observe corporate formalities

· Radaszewski v. Telecom, 8th Cir, 1992: Holding: In Missouri, a P needs to show three things in order to pierce the corp veil:

· Control, not mere majority or complete stock control, but complete domination, not only of finance, but of policy and business practice in respect to the transaction attacked that the corp entity as to this transaction had at the time no separate mind, will or existence of its own; 

· Such control must have been used by the D to commit fraud or wrong, to perpetrate the violation of a statutory or other positive legal duty, or dishonest and unjust act in contravention of P's legal rights AND

· The control and breach of duty proximately caused the injury or unjust loss

· Element two is met if the P can show that the corp was under funded. Under funding, however, is not determined solely on the state of the corp's balance sheet. It ultimately turns on whether a corp can satisfy its financial-responsibility requirements. The D's subsidiary's balance sheet was abysmal, but it carried enough liability insurance to pay subsequent judgments in an amount that exceeded federal financial-responsibility requirements. Carrying the insurance is enough to show that it was financially responsible, which ct says = sufficiently funded.

· Fletcher v. Atex, 2d Cir, 1995: Holding: Under the DE alter ego theory, a P must show: the parent and subsidiary operated as a single economic unit AND that an overall element of injustice or unfairness is present. A showing of fraud is not necessary. The following are not per se showings of a parent and subsidiary operating as a single economic unit: use of a centralized cash management system where the indebtedness of one entity to another exists; parent company retaining the right to approve large cash expenditures; overlapping boards of directors; use of parent's logo on collateral.

· Federal/State Statutes re Piercing
· If statutes impose s/h liability, then s/h is liable
· Inquiry:

· What is the purpose of the statute?

· Is the D using the corp to frustrate that purpose?

· Liability: 
· CERCLA 

· Imposes liability on the owner [either parent company (Besfoods) of individual s/h]
· Subsidiary

· Parent, if corporate veil pierced - only DERIVATIVE liability

· Parent, if actually operated
· Bestfoods, SCt, 1998: US brought suit against five Ds under the Comprehensive Environmental Response, Compensation, and Liability Act of 1980 for the cleanup of a chemical waste site in MI. The Act allowed the government to recover funds, which would be applied towards the site's cleanup, from anyone who "directly" operated the polluting facility. The district ct and several circuit cts applied different tests and the SCt granted cert to eliminate the confusion. Holding: A parent corp is not liable for the acts of its subsidiaries by merely exercising its legal rights as a shareholder. The corp veil may be pierced, however, if the parent corp created or operated the subsidiary to perpetrate fraud. In order to be considered a direct operator of a polluting facility under the Act, the parent corp must manage, direct, or conduct operations specifically related to pollution; operations having to do with the leakage or disposal of hazardous waste, or decisions about compliance w/environmental regulations. The question is not whether the parent owns the subsidiary, but rather whether it operates the facility, and that operation is evidenced by participation in the activities of the facility, not the subsidiary. 

· Unemployment Payments

· Roccograndi v. Unemployment Comp Bd of Review, Superior Ct of PA, 1962: Holding: Where appellants have sufficient control to lay themselves off, they are considered self-employed regardless of the organization of a corp entity. To determine if unemployment statute is being undermined, look for: (1) small number of shareholders AND (2) control - can you control whether you do or don’t work? If yes, then self-employed. 
· No Liability
· Social Security Payments

· Stark v. Flemming, 9th Cir, 1960: F: The P placed her assets in a corp and started drawing a salary from the corp in order to pay into social security. The corp was properly incorporated and maintained. Regardless, the D, the Social Security Secretary, declared the corp invalid. Holding: The D cannot, because h disagrees w/the amount of salary the P is drawing, simply disregard the valid formation of a corp. H must instead revaluate and recalculate what a reasonable salary would be for the services rendered by the P and base SS calculations on those figures.

· Reverse Piercing
	When a corp is held liable for the debts of is its shareholders [Sweeney]


· Normally, creditors of S/H cannot reach the corp

· Pierce if corporation is alter-ego of S/H


· Factors showing motivation to defraud
· Use of corp funds for personal purposes

· Shielding assets from creditors

· Timing of incorp. – after debt incurred

· Sweeney v. Kane, Supreme Ct of NY, 2004: F: D's formed a FL corp in order to protect their personal assets from two previous judgments against them. Holding: A corp will be held liable for the debts of its controlling shareholders where the shareholders have formed or used the corp to secrete assets and thereby avoid preexisting personal liability. The Kane's incorp to avoid Amy Kane's obligations to the Ps. The Kane's utter domination of the corp is evidenced by their paying the property taxes and mortgage and taking the associated income tax deductions on their personal returns; personally paying for improvements to the property; and paying for family expenses w/corp checks subsidized by monies personally loaned to the corp. Cts should be concerned about holding all shareholders responsible for the conduct of one shareholder, but in this case, George Kane acted in concert w/ his wife, the judgment debtor. He lied about her ownership rights in the corp and benefited as much as she did from the corp form. George Kane, therefore, may be held jointly and severally liable for the constructive, if not actual, fraud on Amy Kane's creditors.

· Equitable Subordination 
· Deep Rock Doctrine - name in federal court for the equitable subordination doctrine
· S/h claims are subordinate to 3d party claims
· Comparison w/ partnership law: Partnership: 3rd party creditors get paid first, then capital return to partners, then profits

· To determine when a s/h is a s/h or creditor cts consider:
· Fairness

· Fiduciary duty

· See self-dealing

· Similar factors are applied as in corporate veil-piercing

· Pepper v. Litton, SCt, 1939: Litton, the dominant shareholder, brought action against his bankrupt corp for a debt of back pay. The bankruptcy ct disallowed the claim. Holding: Just because an officer, director of stockholder has a claim against his bankrupt corp does not mean his claim takes precedence over other creditor's claims. In fact, officers, directors and shareholders dealing with the corp are subject to rigorous scrutiny and any contracts or engagements w/the corp are burdened by a show of good faith to prove that h/h transaction was done in fairness to the corp.

· Successor Liability
· General Rule: If one corp buys another corp, it does NOT acquire its liabilities 

· Exceptions:

· Express agreement to accept liabilities - pure merger

· Statutes pursuant to which mergers are accomplished always specify that the “survivor” of the merger accepts all the liabilities of the other in the new entity

· Acquisition is a continuation of business
· If continuing same entity, then no reason to not apply liability

· Does NOT extend to a continuing enterprise 
· NOTE: Enterprise continuation only in some cts – NOT MD
· Pro: creditors

· Con: Prevents easy transferability of the assets of a business [cannot sell off piecemeal – inherit all liabilities/inventory]
· Perpetrate fraud - attempt to purposely avoid liabilities

· Nissen Corp. v. Miller, Ct of Appeals, MD, 1991: Holding: A corp which acquires all of part of the assets of another corp does not acquire the liabilities and debts of the predecessor UNLESS: (1) there is an express or implied agreement to assume the liabilities; (2) the transaction amounts to a consolidation or merger; (3) the successor entity is a mere continuation or reincarnation of the predecessor entity; or (4) the transaction was fraudulent, not made in good faith, or made w/out sufficient consideration. 

· Raising Capital
· Capital

· Debt

· Must be repaid 
· Earns interest NOT dependent on earnings

· Interest is deductible by the corp, taxable to the investor
· Salary is deductible by corp and reported on the taxable income of the recipient

· Equity = ownership
· Composed of contributions from owners and retained earnings

· Hybrid securities - have some characteristics of debt, some of equity

· Rate of return  - earnings of an investment, expressed as a percentage of the amount invested
· Capital Accounts

· Par value – assigned value for shares (historically represented amount for which they would be issued)

· Stated capital

· Includes par value of all outstanding shares

· Includes amount for which no par shares are issued (unless allocated by BoD to capital surplus)

· Capital surplus - includes amount raised from sale of shares in excess of par value of the shares

· Earned surplus / retained earnings

· Portion of shareholder equity

· Represents amounts earned but not distributed yet

· Paid-in capital

· Sum of stated capital and capital surplus

· Issue price of each share outstanding

· Shares/Stock: units of ownership in a corporation
· Articles of Incorporation

· Sets forth number of shares a corporation MAY issues

· If more than one class, gives info on rights of each class

· Class – all authorized shares of a corporation having identical rights
	· Ea. class must have a distinguishing designation

· All shares w/in a single class must have identical rights
· Classes of shares must be set forth in the articles of incorporation [§ 6.01(a)]

· A common class of shares must always be authorized w/rights identified in § 6.01(b)

· At least one share of each class w/common shares attributes must always be outstanding/issued [§ 6.03(c)]


· Series – subset of a class of shares, terms of which are set by BOD (w/in limits AOL)

· Types of Stock

· Common stock - one or more classes that taken together have:

	· Common stock: class(es) of shares that have the fundamental rights of voting for directors and receiving net assets of the corp

· Supreme Ct definition of common stock characteristics:

· Right to receive dividends contingent upon net profits

· Negotiability 

· Ability to pledge or hypothecate

· Conferring of voting rights in proportion to the number of shares owned

· Capacity to increase in value
Common Shareholder's Rights 

· Financial rights [§ 6.01(b)]

· Entitled to vote for the election of directors and matters coming before the shareholders AND Entitled to net assets of the corp when distributions are made in the form of dividends or liquidating distributions

· Non-financial rights

· Right to inspect books and records [§ 16.02]

· Right to sue on behalf of corp for a wrong committed against it [§§ 7.40-7.47]

· Right to financial info [§ 16.20]


· Preferred stock - having a priority in payment of dividends AND/OR distributions in liquidation
	· Preferred stock: limited rights that supersede common stock rights [entitle shareholders to a specified dividend payment and liquidation preference but no more regardless of how profitable the corp becomes]

· Entitle holders to a priority or preference payment over common shareholders

· e.g. $5 preferred means that preferred shareholders get paid $5/share before common shareholders receive their dividends

· Preferred shareholder's rights are detailed in the articles of incorporation

· Rights of Publicly Traded Preferred Stock

· Cumulative dividend rights - if a preferred dividend is not paid one year, it accumulates and rolls over until paid

· Usually non-voting
· Liquidation preference - if corp dissolves, preferred shareholders are paid a fixed price per share before common shareholders are paid 

· NOTE: not considered a debt but a claim to priority

· Redemption rights - corp has the right to buy back the preferred stocks at any time at a fixed price

· Conversion rights - preferred shares may be converted to common shares by the holder at a fixed ration

· Allows preferred shareholders to participate in appreciation of corp assets

· Protective provisions

· Sinking fund provisions - corp must set aside a certain amount each year to redeem a specified portion of issued preferred stock

· Dilution protection - protects preferred stock from being diluted due to share splits, additional issues of stock, etc.


· Participating preferred – entitled to a specific dividend AND a share of the additional distributions (profits) in certain circumstances (after common stock has been paid a certain amount, shares receive dividends along w/ the common)
	· Participating preferred [Class A common]

· Entitled to specified dividend and, after common shares receive a specified amount, share w/ the common in additional distributions on some predetermined basis

· Liquidation rights are tied to amounts received by common shares on liquidation


· Treasury shares – shares that have been issued and then repurchased by the corp, but have not been retired 

· Under ineligible consideration statutes, could be sold for promissory notes or future services

· Senior security – 1st in the order of priority of pay off

· Redeemable / callable - can be repurchased at the option of the corporation

· Convertible - debt or shares that can be exchanged for another security under certain conditions

· Upstream conversion – conversion from a lower class of stock to one w/ superior rights

· Issuance of shares
	Historically: All shares had to have a par value - assured creditors that outstanding shares worth a certain amount 

MBCA (1969)

· Shares can only be paid for in cash/property/services performed [§19]

· Ineligible consideration

· Promissory notes [Hanewald v. Bryan’s Inc.]

· Future services

· Doesn’t apply to treasury shares

· Shares can be sold for par OR not for par

· Par shares – Corp decides:

· Stated capital = par value x # of shares issued

· Capital surplus = issue price x # of shares issued [entire amt received] – stated capital

· No par shares

· Stated capital = issue price [entire amt received] UNLESS BOD reallocates w/in 60 days (§21)


· NOTE: under  most statutes, stated capital is locked in BUT capital surplus can be use for distributions or to acquire outstanding shares



MBCA 1984 [default for exam]

· BOD determines whether consideration is adequate – NO eligibility restrictions [§6.22(a)]

· BUT: if no payment OR inadequate consideration RISK creating watered/diluted stock [§6.21(e)]
· Stock worth less than par and liability exists up to par amount

· If par value known: 1969 rules for stated capital/capital surplus apply
· If no par value: corp decides where issuance is reflected
· Shares received as salary are taxable to recipient


· Authorized – total number of shares of each class permitted to be issued in the Articles of Incorporation

· Issued – shares that have at any time been registered in the name of a holder

· Outstanding  shares – in the hands of a holder other than the corporation

· Par value – arbitrarily assigned value for shares
· No par stock – stock w/ no stated par value BUT subject to same restrictions as par value shares

· Shares w/out par value – only shares that do not have stated capital/capital surplus restrictions
· Bonus shares – shares for which nothing was paid

· Discount shares – shares issued for cash but less than par value of the shares

· Watered stock – stock paid for w/ property worth less than the par value of the shares

· Issuance of Stock by Going Concern

· Preemption: the s/h right to maintain proportional ownership of the corp when new stock is issued

· Protects s/h’s ownership interest AND voting rights

· CL: s/h have a preemptive right to maintain proportional ownership

· At a minimum must be given a chance to participate in new offering [Stokes]

	Stokes v. Continental Trust, Ct of Appeals of NY, 1906: Holding: While a corp can issue more stock with a majority vote of its s/h, it cannot deprive current s/h of the opportunity to maintain their current interest in the corp. Here, the corp refused to allow Stokes to buy shares equal to his current holding at the going price, which resulted in a dilution of his current shares by half. This act effectively deprived him of his property; something that he could do by not buying the new shares, but not something they could do on his behalf.


· Statutes

· Opt-in [MBCA §6.30]

· Default:: S/h do NOT have a preemptive right to purchase shares UNLESS specified in articles of incorporation [opt-in]  THEN:
· S/h must be given opportunity to exercise right
· S/h can waive the preemptive right
· NO preemptive right w/ respect to: 

· Shares as compensation to directors, agents, etc.

· Shares issued to satisfy conversion/option rights created to provide compensation

· Shares authorized in Articles, that are issued w/in 6 mos of date of incorporation

· Shares sold otherwise than for money

· Dilution

· Directors, in issuing shares, have duty to treat existing shareholders fairly [Lacos]

· Cannot issue shares for self-dealing purposes [even if reasons are benevolent]

	Lacos Land Co. v. Arden Group, Ct of Chancery of DE, 1986: Holding: The issuance of the new class of stock is prohibited because Briskin breach his duty to the corp when he made explicit threats to block future beneficial transactions. In order to determine if Briskin breach his duty, it is necessary to see what hat he was wearing in regards to the new issuance of stock. If he was only acting on behalf of himself as a s/h, then no fiduciary duty exists, however, he also holds the positions of director and officer and in that capacity ows a duty to act with complete loyalty to the interests of the corp and its s/h. He breach his duty as director and officer when he made statements saying he would not support corporate transactions unless steps were taken to confer a personal power or benefit. This duty is breach anytime threats of this nature are made even if the underlying motivation is benevolent.


· Preemptive right should = right to purchase AND right not to purchase

· Where issue is to themselves at substantially less than book, dir. must justify issuance by reference to business reasons [Katzowitz]

· Especially true in closely-held corps where high risk of freeze-out

· Freeze-out: occurs when inside shareholders pay for their additional shares by canceling debts owed them by the corp while outside shareholders are put to the painful choice of investing new capital over which they lose effective control or see their proportionate interest decline drastically.
	Katzowitz v. Sidler, Ct of Appeals of NY, 1969: Holding: The concept of preemptive rights protects two distinct s/h interests: (1) protects against dilution of their equity in the corp and (2) protects against dilution of their proportionate voting power. Just as s/h has the preemptive right to buy additional shares, h/s also has the right to not buy additional shares if no valid business justification exits for the dilution. No legitimate business reason exists for price set. S/h’s right to not purchase is seriously undermined if the stock offered is worth substantially more than the offering price. Any purchase at this price dilutes his interest/impairs the value of his original holding. Judicial review is limited to whether under the circumstances the additional offering should be condemned because the dir. did not fix the price in reference to financial considerations with respect to outstanding stock. Judges should consider the disparity between issuing price and true value, the nature of the corp, the business necessity for est. an offering price at a certain amount to facilitate the raising of new capital, and ability of s/h to sell rights. The actions of the other two s/h have not legitimate purpose except to freeze-out the other and therefore the P is entitled to his equal share of the dissolving company's assets.


· Restraints on Securities Transferability [6.27]
· OK – but notice is required and must be reasonable

· Restrictions can be in AOI, bylaws, shareholders agreements, etc 
· Types:

· Buy/sell agreement – one party is obliged to buy or sell to the other

· Options – right of first refusal – if one party wishes to sell he must first offer the shares on the same terms to the other

· Cross-purchase – one shareholder is obligated to buy from the other in certain circumstances

· Redemption agreement – agreement that the corporation will buy back shares from the shareholder under certain circumstances

· Why do this?

· Planning for a deadlock or disagreement

· Could make the stock more attractive to investors in a small corporation

· Protect a family investor, either by allowing them to keep control if shares are offered to outsiders or to have an exit if they no longer want to participate

· Estate planning – in case of death of a shareholder, estate gets cash not merely an interest in a business they can’t or don’t want to help run

· Inquiry

· Is there notice of the restrictions? [Notice required – Ling]
· Actual notice

· Constructive notice - conspicuous and in keeping w/statute requirements
	Conspicuous means so written that a reasonable person against whom the writing is to operate should have noticed it. For example, printing in italics or boldface or contrasting color, or typing in capitals or underlined, is conspicuous. [§1.40]


· Are the restrictions reasonable? Are they unduly burdensome?
	Ling v. Trinity Sav. And Loan Ass'n, Supreme Ct of TX, 1972: Ct of Appeals struck down the restrictions because (1) they were not conspicuous and (2) they were unreasonable. : H1: Notice of security transferability restrictions must be expressly set forth in a company's articles of incorp and copied at length or in summary form on the face of each stock certificate. It is enough to reference where in the articles of incorp the restriction is defined. The co's certificate's met the notice requirement, but the notice was no conspicuous enough. The notice must be obvious enough that a reasonable person who looks at the certificate would be put on written notice of the restriction. But, an inconspicuous notice does not defeat the notice requirement if a person has actual knowledge of the notice. F: Ct of Appeals held the restrictions were unreasonable because (1) it required the approval of the NY stock exchange and (2) the successive options to purchase - first rights of refusal to corp and then to other Class A stockholders then to public in general H3: Because of the co.'s standing as a brokerage house member, it was required to give notice to NY stock exchange - not unreasonable. Additionally, the record does not reveal that giving notice to either the corp or other shareholders was an excessive burden. Without a specific showing of excessive burden, summary judgment was not justified.


· Distributions: Dividends, salaries, stock repurchases 

· Dividends
	Dividends paid only out of earned surplus [current or retained earnings] §45(a)


· NOT deductible by corporation
· For preferred stock

· Cumulative dividend – preference carries over year to year

· Noncumulative dividend – preference lasts for only one year, doesn’t carry over (begins anew each year)

· Partially cumulative dividend

· Fiduciary Considerations

· If surplus exists, can’t withhold in bad faith
· If no adequate surplus do NOT have to pay dividends

· Directors have substantial discretion as to payment of dividends - limit is bad faith

· Bad faith = personal interest = other than in corp interest [Dodge]
· Earmarks of bad faith [Gottfried] 
· Hostility between majority and minority

· Exclusion of minority from employment

· High salaries/bonuses for officers

· Majority avoids paying dividends b/c of high personal tax liability

· Majority desires to acquire minority interest cheaply

· PERSONAL INTEREST (anything not related to corporate purpose)

· “Corporate purpose” = making money for S/H
	· Gottfried v. Gottfried, Supreme Ct of NY, 1947: Holding: If there is an adequate surplus for dividend payments, the directors may not withhold the declaration of dividends in bad faith. The mere existence of adequate corp surplus is not sufficient to invoke ct action to compel a dividend w/out a showing of bad faith on the part of the directors. Factors to consider in regards to a shoeing of bad faith are: intense hostility of the controlling faction against the minority; exclusion of the minority form employment by the corp; high salaries, or bonuses, or corp loans made to officers in control; the fact that the majority group may be subject to high personal income taxes if substantial dividends are paid; the existence of a desire by the controlling directors to acquire the minority stock interests as cheaply as possible. The essential test of bad faith is to determine whether the policy of the directors is dictated by their personal interest rather than the corporate welfare because directors are fiduciaries. 

· Dodge v. Ford, Supreme Ct of MI, 1919: Holding: The directors owe a fiduciary duty to s/h not the general public or others. Nothing in regards to the company's future plans seemingly justifies not issuing a dividend to s/h today. Ct finds Ford not issuing dividends for personal reasons – even though they are benevolent to an extent.


· Salaries [and leases, loans, etc.]

· Burden on fiduciary to justify self-distribution via business reasons

· If recipient fixes h/h salary or amt of distribution h/s bears burden to show reasonableness [Wilderman]

· See self dealing

· Factors to determine reasonableness of salary:

· What similarly situated execs get
· Ability of executive

· Would IRS allow deduction for the salary

· How crucial his service is to corporation

· Success of the corporation
	Wilderman v. Wilderman, Ct of Chancery of DE, 1974: Holding: When executive salaries are fixed by a disinterested board of directors, the cts are hesitant to disturb the compensation. But, when the salary is fixed by the recipient of the salary, h/s bears the burden of proving that the compensation is reasonable. Factors to consider include: what other similarly situated executives make; what the IRS allows as a reasonable salary deduction; whether the salary bears a reasonable relation to the success of the corp; previously paid amounts; increases are tied to increases of provided services; and the amount paid in relation to other corp salaries.

· Similar to Katzowitz where the person w/fiduciary duty must justify actions if actions are questionable


· Repurchases of stock by corp
· Distribution = when a corp repurchases its own stock [treasury shares]
· Sinking fund / protective provision - requirement that corp set aside a certain amount each year for the redemption of securities

· Subscription agreement – people agreeing to purchase shares prior to issuance

· Call  – corp exercising its option on call-able shares to repurchase those shares

· Put – K by which shareholder can sell his shares back to the company at a specified price in specified circumstances AT HIS ELECTION (if unrestricted, the sh can threated corp by threatening to exercise it at an inconvenient time; if too restricted, minority sh may not be able to protect self adequately)

· Close Corp: Equal Opportunity Rule: Minority S/H must be given equal opportunity to sell shares back to corporation too in event of repurchase from majority [Donahue]
· Close corporation = (1) small # of stockholders; (2) no ready market for the stock; (3) substantial majority S/H control of management
· In this context, S/h = to partner and partnership duty of loyalty applies [§404] 
· Account to s/h as “trustee”
· No dealing w/ corp on behalf of adverse party

· No competing w/ corp
· Rules apply to both maj. and min. s/h

· Equal Opportunity Rule may not be applicable if:

· S/h is willing to accept less than another s/h

· Shares are repurchased when an employee leaves company

· NOTE: Maj must still show fiduciary duty has been met
· DE has NOT followed the trend that closely held corps owe partnership duty
	Donahue v. Rodd Electrotype, Supreme Judicial Ct of MA, 1975: Holding: A closed corp = one that has a small no. of s/; no ready marker for the corp stock; and substantial majority s/h participation in management, direction and operations. It bears a remarkable resemblance to a partnership. S/h in the close corp owe one another the same fiduciary duty in the operation of the enterprise as is owed to partners in a partnership - one of utmost good faith and loyalty. S/h in a close corp must discharge their management and s/h responsibilities in conformity w/this strict good faith standard. The may not act out of self-interest. Closed corps are allowed to repurchase their own stock, but must exercise the utmost good faith and loyalty to other shareholders. In order to show that the utmost good faith and loyalty was exercised, if the shares were purchased from a member of the controlling group, the controlling s/h must cause the corp to offer ea. s/h an equal opportunity to sell a ratable number of h/h shares to the corp for an identical price. Reasoning: by buying the shares, the majority group establishes a market for shares that did not previously have a market and therefore, creates a benefit for itself that is not available for all s/h. It also distributes assets to the member of the majority group that is not available to minority s/h and constitutes a preferential distribution of assets.


· Non-close Corp: directors ONLY owe duty of inherent fairness [Donahue]

· Legal Restrictions on Distributions [don't apply to salaries, lease payments, etc. UNLESS recharacterized as distribution w/respect to stock]
· MBCA (1969) Legal Boundaries

· Test of equity solvency – if corp is solvent then CAN distribute

· Solvent = corp can pay debts as they come due
· This means if debt is long-term, do NOT need to ensure that are able to pay it now - need only be able to pay immediate debts.

· If solvent, distribute out of Earned surplus [§45(a)]
· If no earned surplus can still make a nimble dividend distribution if corp. has been profitable last 2 years 
· Can distribute out of Capital surplus IF (§46):
· Provided for in Articles, OR

· Majority of S/H in each class vote to approve

· NO distributions out of stated capital 

· Amounts movable between accounts IF [§69/§70]
· Vote of board of directors

· Approval by S/H

· Filing w/ secretary of state

	· Can move earned surplus into capital surplus, and vice versa [§70]

· Practical matter: if need to make distributions and don’t have cash b/c assets are in land/property/etc., may need to borrow cash to distribute

· Directors are personally liable for breaching restrictions [§48]


· MBCA (1984) Legal Restrictions

· Balance sheet AND insolvency test [§6.40]
· Balance sheet test: post-distribution, MUST have:

· Assets > Liabilities + Liquidation Pref. of Preferred Class

· Don’t have to use GAAP to make balance sheet - any valuation method, if reasonable under the circumstances

· (Encourages using FMV of assets!

· Equity insolvency test - inability to pay debts as they come due
	· If shares of corp. are reacquired,  measure effect of distribution on earlier of (1) payment date or (2) date S/H seized holding those shares [§6.40(c)]
· Directors are personally liable for breaching restrictions [§8.33]


· §6.40(c) If shares of corp. are reacquired,  measure effect of distribution on earlier of (1) payment date or (2) date S/H seized holding those shares

· Directors are personally liable for breaching restrictions §8.33
· Delaware
· Can make distributions from any surplus + nimble dividends

· BUT avoid impairing stated capital accounts

· Attracts investors to corp. in debt, b/c need only be profitable for 2 years so that dividends can be paid

· Can create re-evaluation surplus

· If land was worth 30K, and now worth 80K, 50K in capital accounts

· Must reevaluate all assets under this method, NOT just profitable ones

· Similar to 1969 MBCA

· Debt Securities
	· Recharacterization of debt as equity

· If undercapitalized (thin corporation), IRS may decide to do this

· Lose deductibility advantage of debt
· May cause loss of SubS election by creating a 2d class of stock
· Does NOT include differences in voting
· Straight debt – safe harbor from recharacterization
· Unconditional promise to pay certain sum of money

· NOT contingent on profits or borrower’s discretion

· Non-convertible (to another type of security)

· Preserves Sub S classification IF only issued to Sub S eligible s/h (not non-resident aliens, business trusts, etc.)


· Debt

· Kind of capital that must generally be repaid

· Earns interest not dependent on earnings

· Interest is deductible by the corp, taxable to the investor

· Debenture – unsecured corporate obligation typically known as a security

· Bond – Corporate obligation known as a security and secured by lien or mortgage on property

· Zero coupon bond – pays no interest, sells at a substantial discount from face amount (no coupons b/c no interest payments to be made, make $ on it by reselling at face value)

· Portion of difference b/t face amount and sales price is taxed to holder annually

· Thin corporation – high debt / equity ratio

· = undercapitalization

· Risks recharacterization of debt as equity

· Leverage – permits borrowers to earn more on borrowed funds than the cost of borrowing them

· Junk bond – below investment-grade debt instrument
· Business Planning re: Raising Capital
· Strategies

· Deferred issuance

· Different classes

· voting rights

· liquidation

· dividends

· Different prices

· Debt

· Escrow

· LLP/LLC election - pass-through taxation

· Don’t have to worry about Sub-S election, b/c taxation is pass-through

· Can draft whatever control and profit-sharing arrangements you want
	
	Equity
	Debt

	Source of $
	S/h
	3d parties

	Ownership interest
	Y
	N – creditor

	Voting rights
	Y
	N

	Maturity date
	Y
	N

	Investment return
	Depends on corp profits
	Fixed periodic return

	Income
	Distribution/dividends at discretion of BOD
	Interest payments are mandatory

	Risk to s/h
	· No return on investment 

· Higher risk BUT higher rate of return
· Watered stock

· Future shares are issued below par or for consideration less than par
	Minimal

	Subordination
	Paid after creditors
	Paid first

	S/h taxation
	Taxed at personal tax rate
	Taxed at personal tax rate

	Eligible Consideration
	Applies pre 1984
	

	Par value
	Stated capital v. capital surplus restrictions
	

	Risks to corp
	Loss of Sub S deduction

	· Bankruptcy if cannot make interest payments
· Recharacterization

· Loss of deduction

· Loss of Sub S election

	Corp taxation
	Dividends/distributions NOT tax deductible
	Interest is tax deductible

	Undercapitalization risks
	
	

	· Considerations

· Will the structure stand up in the vent of later disagreement/legal attack?

· Will the structure provide the desired result? 

· Will the desired tax treatment be available or is the desired tax treatment more probable if not certain?

· Might the structure give rise to unexpected liabilities?

· Par value and watered stock restrictions

· Corp veil piercing

· Are the client's financial contributions reasonably protected and fairly treated should the venture terminate?

· Questions to consider:

· What is the eligible consideration?

· Is there a risk of watered stock or similar liability?

· What is the tax consequences of shares received for services?

· What consequences to ea. s/h on dissolution?

· Voting rights

· Profit shares - what is the impact on ea. s/h share in corp earnings?

· Sub-s election risk?

· Undercapitalization risks? 

· Piercing

· Recharacterization of debt as equity

· Loss of deduction

· Loss of sub-s election [unless straight debt]


· Management and Control of Corp
· BOD: control/manage the corp
· S/h: can elect/remove directors but CANNOT interfere w/BOD control/management of corp

· S/h CAN make agreements to elect directors [McQuade]

· S/h CANNOT make agreements to elect officers and fix salaries because interferes w/BOD role [McQuade]

	McQuade v. Stoneham, Ct of Appeals, NY, 1934: Holding:  S/h have the power to elect directors, but that power does not extend to their controlling the decisions of the directors they elect. If they no longer agree with the decisions being made by a particular director, they may vote h/h out of office. Additionally, they may not enter into a contract to keep a director in office, effectively removing the ability of the directors to conduct the internal affairs of the corp. Directors have right to enter into long-term employment contracts but s/h cannot. S/h cannot make enforceable agreements that impairs directors management duties. Directors cannot enter into enforceable agreements that open them up to personal liability


· Public and Close Corps: If complaining/dissenting minority then cts strictly adhere to statutory allocations of BOD and s/h rights
· Close Corp: S/h may interfere/impair BOD management duties/control if

· No complaining minority

· No sterilization 
· Unanimous s/h vote 

· No harm

	Trespassing/Interfering w/BOD Duties

	NY
	· McQuade: no trespass on BOD

· Clark: unanimous + slight/no damage = OK

· Long Park: If sterilization = no, even if unanimous

· Zion: if you could have been a statutory close corp, we will treat you if you were unless 3d party interests are implicated

	IL
	· Galler: No complaining minority + no damage = OK [at least in close corp]

	DE
	· Nixon: Must make election under statute or not a close corp


· Galler v. Galler, Supreme Ct of IL, 1964: Holding: Close corp s/h agreements should be treated differently than those entered into for public corp and should be upheld unless there is a showing of public injury, a complaining minority interest or prejudice to creditors. Additionally, if the agreement was entered into in bad faith. S/h have the authority to amend the bylaws. Test: (1) No damage suffered or threatened AND (2) No complaining minority

· Zion v. Kurtz, Ct of Appeals, NY, 1980: Holding: NY ct interpreting De law: In the case of close corp in DE, barring a showing of bad faith or injury to third parties, s/h agreements that restrict directors management authority are valid. The fact that the corp had not met the prerequisite filing as a close corp under the DE statute, was not fatal and the articles of incorp could be reformed after the fact to come into compliance. NOTE: Nixon v. Blackwell overrules Zion in DE: Must elect close corp under the statute in order to benefit from statute.

· Integrated Close Corp Statute [e.g. DE]

· If you elect to be a statutory close corp, then you can play by a different set of rules then other corps

· Usually requires election in Articles [§7.32(b)]
· Historically seldom used

· Shareholder Agreements § 7.32 - modern trend 
	If close corp, s/h agreements are enforceable UNLESS complaining minority 


· Requires unanimous vote of s/h
· Cannot be contrary to public policy
· Valid for 10 years UNLESS an agreement provides otherwise
· S/h agreements must be conspicuously placed on stock certificates
· Ceases to be effective if stock listed on a national securities exchange [no longer close corp]
· S/h agreements do NOT impose personal liability on any s/h
	S/h agreements CAN:

· Eliminate the BOD or restrict their powers

· Govern the authorization or making of distributions whether or not in proportion to ownership of shares, subject the limitations in section 6.40
· Estab. who shall be directors/officers, terms of office, and manner of selection/ removal
· Govern the exercise or division of voting power by or between the s/h and dir. or by or among any of them, including use of weighted voting rights or director proxies
· Estab. the terms and conditions of any agreement for the transfer/use of property or the provision of services between the corp and any s/h, dir., officer or employee of the corp or among any of them
· Transfer authority to a s/h or other persons to exercise corp powers/manage the business and affairs of the corp, including the resolution of any issue about which there exists a deadlock among dir. or s/h 
· Require dissolution of the corp at the request of a s/h or when a specified event/contingency occurs


· Action by Shareholders

· What can they do? (as matter of statutory allocation and case law)

· Make recommendations

· Elect directors [8.03]
· Remove directors [8.09]
· Always for cause

· Not for cause if statute or articles of incorp say it is ok
· Fill vacancies on BOD [8.10]
· Adopt and amend by-laws (for proper purposes) [10.20]
· Amend articles after recommendation by the board [10.20]
· Endorse old president - OK - just an endorsement not trying to make directors do anything specifically

· Call meetings [Matter of Auer]
· 10% can compel calling of a shareholder’s meeting [7.02]
· Approve sale of assets not in the ordinary course of business [12.02]
· Ratify conflict of interest matters [8.63]
· Merger [11.03]
· Approve dissolution / liquidation [14.02]
· Indemnification of Officers and Directors [8.55]
	Matter of Auer v. Dressel, Ct of Appeals, NY, 1954: Holding: If a corps articles of incorporation grant the a class of s/h the right to call a special meeting, the officers of the company do not have the authority to deny them of this right. Although s/h cannot interfere in the director's management of the company and appointment of officers directly, they can indirectly assert control through their right to elect/remove directors. And, if cause is shown, they have the right to remove directors for cause before their term expires.


· Voting
· Control devices: Tools for clients to achieve control
· Quorum devices/requirements

· Voting requirements

· Cumulative voting

· Class voting [Voting Groups]

· Classification of directors/staggering directors

· Removal of Directors

· S/h pooling or voting agreements

· Corporations Role

· Election inspector/Director: corp officer who manages election, decides who gets to vote, counts votes;  his decision stands unless court says otherwise – 7.29
	Salgo v. Matthews: Holding: The election inspector has the final word absent a challenge in court and record owners, not beneficial owners get to vote b/c beneficial owners can vote by getting a proxy from the record owners. The corp is not required to look beyond its records to determine who has the right to vote. 


· Registered owner/Record holder v. Beneficial Owner
· Registered owner/Record Holder: owner of the stock listed on the corporate books
· Record holder is the owner of the shares for purposes of voting, payment of dividends/distributions, and determining to whom the shares have been transferred

· Beneficial Owner: The person who actually owns the shares

· If different from the record owner, the beneficial owner can compel the record owner, by ct process, to execute a proxy appointment in the name of the beneficial owner so that the owner may vote the shares as h/s desires

· Beneficial owner has the power to compel the record owner to turn over any distributions made and ultimately to reregister the shares in the name of the beneficial owner

· Notice: Corp must notify all shareholders eligible to vote of time, date, place of annual or special shareholder’s meetings
· Bylaws est. notice requirements

· More than 10 days before, less than 60 days before [§7.07]

· Technical compliance is important
· No requirement of actual receipt – just mail it to shareholders at their address of record

· Waiver – shareholders can waive notice by a signed writing (7.07)

· Attendance at mtg waives lack of notice objection UNLESS s/h objects at beginning of mtg 
· Record date: The date on which the transfer book freezes until after the vote is taken. The record holder on that date is the one who has the right to vote. Also affects who dividends are paid to
· No more than 70 days before the meeting [§7.07]
· Set by the bylaws or the BOD

· If not fixed, is the day the first notice is delivered [§7.05]
· Annual meeting – corp must hold a meeting of shareholders every year at a time set or fixed in accordance w/ the bylaws  (7.01)

· Primarily for annual election of directors

· Can address any purpose w/in ambit of shareholder control

· Special meeting – can be called by BOD or by 10% of all s/h eligible to vote on an issue or by others specified in the bylaws (7.02)

· limited to purposes specified in the notice of the meeting

· Quorum – number of attendees needed to take a binding vote

· “Majority” under statute [7.25]
· Quorum equals a majority of the votes entitled to be cast on the matter by the voting group (unless Articles or statute specify otherwise)

· Amendments to quorum requirement and voting requirements must be past by the greater of the proposed requirement or the requirement currently in effect
· Can be raised in Articles [7.27] 

· Can adjust quorum number up but not down

· Higher the quorum no. required, the harder it is for minority to take action
· Dribbling quorum – meeting begins w/ quorum present, members then leave and don’t come back in order to break the quorum and prevent a vote; prevented by statute in the MBCA

· 7.25(b) – once a quorum is present for any purpose at a meeting, it is deemed present for quorum purposes for the remainder of the meeting

· Breaking quorum

· Shareholders Role

· Voting requirement: how many shares have to be cast in favor of a motion in order for it to carry 
· Default - majority [7.25(a)]

· Majority of votes cast as opposed to majority of shares outstanding
· If a quorum is present, more affirmative votes than opposing votes passes the matter [7.25(c)]
· Voting for directors: Must have a plurality - more votes than anyone else - not necessarily a majority [7.28]
· Can be raised in Articles [7.27]
· Plurality voting: More votes than anyone else

· Straight voting: Each share gets one vote for each opening
	A = 18 shares

B = 82 shares

Both nominate 5 directors

A = 18 votes

B = 82 votes

Therefore, all of B's candidates win


· Cumulative voting: Ea. share gets one vote for each opening, but they can be cumulated and cast for fewer than all openings [applies to election of dir. NOT all matters]
· MBCA - must opt in 

· Some states - opt out or mandatory by statute/state constitution

· NOTE: most corps avoid cumulative voting - considered too much trouble - avoid incorp in those states
	The number of votes ea s/h may cast is computed and then may be distributed over one or more candidates
· A = 18 shares

· B = 82 shares

· 5 directors elected

· A = 90 votes [18x5]

· B = 410 votes [82x5]

If A puts all of his votes on one candidate, that candidate will win, because B cannot divide 410 votes among five candidates in such a way as to give his five candidates more than 90 votes to preclude A's candidates election. Remember: you vote for directors not against them
	No. of Shares Needed to Elect One Director = 

   S

_____ + 1

  D+1

 

· D = No. directors to be elected

· S = total no. shares voting

 

100 shares outstanding, 3 directors to be elected

 

(100/3+1) +1 = (100/4) + 1 = 26

 

No. of Shares Needed to Elect n Directors =

  nS

_____ +1

 D+1

 

 (2X100/3+1) +1 = (200/4) + 1 = 51

 

NOTE: if you how many shares you have, you can solve for n and see if you have enough to elect a director


· Minimizing cumulative voting

· Classes of directors [8.06]

· A decision to classify dir. may be attacked as a breach of fiduciary duty w/out business justification and in the midst of a proxy campaign to elect one director by proxy

· Removal of directors [8.08/8.09]

· Anti-takeover measures
· A director serves until h/h successor is elected and qualified. So, if there is a tie, until the tie is broken the former board holds over - perhaps forever. [Stancil v. Bruce Stancil Refrigeration]
· Can be removed w/ or w/o cause [8.08]
· For cause only if in Articles AND only at special meeting called for the purpose of removing him

· Can only remove a Director elected by cumulative voting if the # of votes for removal would’ve been enough to block his election originally

· Classify/stagger the board:  some but not all members of the board are elected each year [§8.06]
· Classify into 3 classes, only 1/3 gets elected each year, AND eliminate removals unless for cause
· Pro: promotes continuity
· Con: Makes it more difficult for minority faction to elect a director
· NOTE: MBCA permits classifying/staggering the board regardless of no. of directors 
· Eliminate cumulative voting/replace w/straight voting [Humphrys]

	Humphrys v. Winous, SCt of OH, 1956: Holding: A corp in OH cannot restrict the statutory right of a s/h to vote cumulatively or place a restriction upon the right to vote cumulatively - e.g. must hold a certain percentage of shares in order to exercise the right. But, the majority s/h can legally curtail/eliminate the minorities' right by replacing cumulative voting w/straight voting [in states that cumulative voting is voluntary], removing minority-elected directors w/out cause, and reducing the no. of directors elected. In OH, minority s/h are only guaranteed the right of cumulative voting NOT the effectiveness of exercising that right. Classifying/staggering the board does not restrict that right.


· Voting Groups/Class Voting: group of shareholders that vote together on a particular issue
· CAN be required by a specific provision in Articles
· Can create different classes, each w/ right to elect certain # of directors [8.04]
· Alternatively, create classes that must be owned to act as an officer or Director and make them non-transferable

	EX: Class A shares vote for 3 Directors, Class B shares vote for 2 – 2 voting groups


· Need a quorum of each group of shares entitled to vote as a separate voting group [7.25]
· Shares entitled to vote as a separate voting group may take action on a matter only if a quorum of those shares exist at the meeting [7.25(a)]
· Action by Single and Multiple Voting Groups [7.26]

· If an issue requires a single voting group action is taken by plurality vote of that group
· If an issue requires multiple voting groups action is taken by independent plurality vote of each group taken separately 
· Voting on Amendments by Voting Groups – holders of a class of shares are entitled to vote as a SEPARATE VOTING GROUP w/r/t actions: [10.04]
· Exchange/reclassification of shares of that class into another class

· Exchange/reclassification of shares of another class into shares of that class

· Changes to the rights, preferences, or limitations of all or part of the shares of the class

· Changing number of shares in the class into a different # of shares

· Increases to the rights, preferences, or number of authorized shares of another class that, after the change, would have rights in dissolution that are superior to those of the class

· Limit or deny an existing preemptive right

· Cancel or otherwise affect rights to accumulated but unauthorized dividends
· Action by written consent – s/h can act w/o holding a meeting if UNANIMOUS written consent. (7.04) 

· Delaware provides for MAJORITY written consent EXCEPT for election of Directors (228)

· Convenient for small corporations

· Voting directly - tell person casting the vote exactly how to vote [c.f. proxy voting]

· Informal submission of written votes on a matter

· Not doing it in a setting of a formal meeting [c.f. proxy voting which is done w/in formal setting/meeting]

· Everyone else 7.04 = unanimous written consent EXCEPT in DE

· Proxy: The right to vote on behalf of someone else [7.22]

· Valid for 11 months unless specifically stated longer on the appointment form

· REVOCABLE at any time UNLESS coupled w/ an interest
· Proxy coupled w/ an interest – proxy is revocable UNLESS it is accompanied by an interest.  If accompanied by an interest and appointment form conspicuously states “IRREVOCABLE” = irrevocable proxy
· Irrevocable proxy: proxy is self-executing [no need to worry about getting specific performance or not in court]
· Must be accompanied by an Interest = [7.22]
· Appointment of a party to a voting agreement created under 7.31
· Watch out for trouncing on powers of the Board, presence of a potentially complaining minority
· Unclear whether a non-shareholder can be a party to a shareholder’s agreement under 7.31

· Unclear whether an arbitrator under a shareholder’s agreement could be given an irrevocable proxy so make arbitrator a party to secure irrevocability

· Under NY 620 – clearly ok to have a non-party involved in an agreement

· Appointment of a pledgee

· Appointment of a person who purchased or agreed to purchase the shares (but is not the record owner)

· Creditor of the corp who extended credit under terms requiring the appointment

· Employee of the corp who’s employment contract requires the appointment

· Revoked when accompanying interest is extinguished

· Discretionary - proxy holder can vote anyway h/s wants

· Mandate - proxy holder must vote a certain way
· Shareholder pooling/voting agreements: Voting agreement between 2 or more shareholders that designates how they will vote their shares – signed document [7.31]
· Generally enforceable if relates to issue on which s/h can decide
· If agreement deals w/issues w/in BOD discretion, then unenforceable

· Can be specifically enforceable by statute

· Is a s/h voting/pooling agreement a form of vote buying? If no, then ok. If yes, authorized by statue anyway [7.31(a)]

· Vote buying agreements
· Historical antipathy to notion that votes can be separated from share ownership, but continuing controversy

· Some statutory treatment [NY 609: cannot sell votes unless s/h pooling agreement or grant of irrevocable proxy]

· DE: per se invalid if fraud or disenfranchisement
· Voidable subject by a test of fairness
· Voidable where done by mgt w corp assets UNLESS not damaging to corp franchise
· Cts should be more suspect if it is management trying to buy votes as opposed to s/h buying votes

· Voidable if:

· Oppresses someone

· Inherently unfair

	S/h Pooling/Voting Agreement Enforceability 

· Does it trespass on directors? [McQuade]
· Does it oppress shareholders? [Donahue]
· Does it constitute an illegal voting trust - separate the votes from ownership? [Abercrombie]
· S/h pooling agreements do NOT constitute a voting trust even if they meet Abercrombie Test [7.31] BUT if statute does not say so, pooling agreements may have to comply w/voting trust statute
What is the enforcement method?
· No implied proxy - NEED EXPRESS proxy appointment form
· Disallow non-complying votes – votes that don’t follow agreement [Ringling]

· Specific performance – NEED specific performance
· Must be self-executing - granting express irrevocable proxy 
· Can you make it irrevocable? Generally - Y
· Does this create an illegal voting trust?
Ringling Bros. Barnum & Bailey Combined Shows v. Ringling, SCt of DE, 1947: Holding: The P's pooling agreement is a valid contract. There is nothing in DE statute to prevent it, nor does it go against public policy. The arbitration clause, which states that ea. of the two women must vote their shares in keeping with the arbitrator's recommendation does not convey upon the arbitrator any special agency rights to vote the shares a particular way. H/h job is to make a recommendation and then it is up to the parties as to whether they will vote based on the recommendation. Similarly, the pooling agreement does not convey to one party the ability to vote the other party's stock. So, by not voting in keeping with the arbitrator's recommendation, the non-complying party is in breach of contract, nullifying her votes. Four directors were legally elected by the votes cast and a vacancy exists. Ps claim that the only way you can separate voting from ownership in DE is through voting trusts and irrevocable proxies. Ct: the above are two ways to separate voting from ownership, but they did not actually separate the right to vote from ownership, so pooling agreement was ok


· Voting trust: S/h convey legal title to the trust, conferring on the trustee the right to vote or otherwise act for them (7.30)
	First, must establish if there is a "voting trust." 

· Test [Abercrombie v. Davis]: 

· Voting rights separate from other attributes of ownership, 

· Voting rights are irrevocable for a definite period of time, AND

· The principal purpose of granting the voting rights is to acquire voting control of the corp. 

· All three must be present. 

· If it is a voting trust according to the test, then the trust must be in compliance with the relevant statute.  
· Does the arrangement constitute a voting trust under Abercrombie

· If yes - :)

· If no - does it comply with applicable voting trust statute?

· If yes, :)

· If no - is there an exception? [see 7.31(a)]

· If yes, :)

· In no, :(


· To set up a formal voting trust must comply w/applicable statute w/in your state
· 7.30
· CANNOT last longer than 10 years 
· Can be extended by signing an extension agreement of not more than 10 years (effective for 10 years after the first person signs)

· When voting trust agmt is signed, trustee prepares list of names and addresses of the owners of beneficial interests in the trust and deliver copies to the corp office

· Statutory voting trust

· Illegal voting trust: when the effect of the trust is to separate the votes from ownership – owners cannot control votes
· Fiduciary Duties: Voting trusts are real trusts and have same fiduciary duties to all trustees – CANNOT favor some of the trust’s beneficiaries to the detriment of others [Brown]

· Deadlock

· BOD Deadlocks: 50/50 s/h split

· Causes

· Straight voting - deadlock, no gets elected, incumbents holdover and continue to serve

· Cumulative voting

· Even # on BOD: will succeed in election, but may be factional - 50 % by one group/50% by other group - transfer deadlock from s/h to BOD

· Odd # on BOD: deadlock on odd director

· High quorum - prevent quorum by not attending the meeting, high voting requirements

· Director Deadlocks

· Causes

· Even # of Directors

· High quorum or voting requirements

· Planning to avoid it

· Shareholder agreements
· Buy / sell agreements

· Triggering events s/a deadlock that automatically cause dissolution (authorized in 7.32(a)(7))

· Tiebreaker stock is an option (Lehrman v. Cohen)
· Designate a tiebreaker

· Stagger directors

· Classify directors

· Fill vacancy w/board member of s/h [§8.10]
· Unless contrary to Articles, a vacancy on the BOD may be filled by a (1) s/h; (2) the board of directors [only if they meet all voting requirements, so vote only holds if quorum present]; OR (3) if remaining dir are less than a quorum, an affirmative of a majority of all the directors remaining in office.

· If the vacant office was held by a director elected by a voting group of shareholders, only the holders of shares of that voting group are entitled to vote to fill the vacancy if it is filled by the shareholders.

· Ambiguous under the ’69 MBCA

· DON’T have an even # of Directors (invites deadlock)

· Judicial intervention: Dissolution because of deadlock
· Statutes

· 14.30: Grounds for judicial Dissolution of Corporation

· The cts MAY dissolve a corp in a proceeding by a s/h if it is established that:

· Dir are deadlocked as to management of the corp, the s/h are unable to break the deadlock AND irreparable injury to the corp is threatened OR  the business of the corp can no longer be conducted to the advantage of the s/h generally, b/c of the deadlock

· Dir have acted in a manner that is illegal, oppressive, or fraudulent
· S/h are deadlocked in voting power and have failed for two consecutive annual meeting dates to elect successors to directors whose terms have expired

· Corp assets are being misapplied or wasted
· 14.34: Buy out option in lieu of dissolution (ct ordered) [Davis]
	Davis v. Sheerin, Ct of Appeals, TX, 1988: Holding:  TX cts have the power to decree a "buy-out" where less harsh remedies are inadequate to protect the rights of parties. Does not require a breach of fiduciary duty, but that would suffice. Other things that would support a buy-out = showing of fraud, illegality, mismanagement, wasting of assets, deadlock, etc. S/h right to inspect the books for proper purposes


· Judicial discretion under statutes

· “Object of corporate existence” Test

· Object is profit – if its still profitable, ct will not use its discretion to dissolve

· Cts tend to converge on “profit” b/c shareholders have divergent interests beyond profit
	Radom v. Neidorff – brother wants to dissolve corp b/c sister is suing him for breach of fiduciary duty, withholding his salary.  Ct agrees that it has power to dissolve the corp, but uses its statutory discretion to forgo doing so.  Ct says the business is profitable, dissolution would be good for him (he can go start a new one), BAD for her b/c she can’t run this business and its main “asset” is really his skill and good will which is not distributable at liquidation + it’s a cash cow (probably couldn’t get same return by reinvesting proceeds of liquidation).  Note that they could agree to appoint a neutral 3d director, brother can sue corp for his back pay, if he leaves and forms a new company he’ll get sued for breach of duty, no possibility of buyout b/c she doesn’t want to sell her shares or buy his


· “Exploiting” circumstances / unclean hands – someone takes advantage to create / avoid deadlock

· Breaking quorum requirements to fill vacancies (not advisable)
	Gearing v. Kelly, Ct of Appeals of NY, 1962: F: In order to frustrate a vote of the BOD, a board member, stayed away so no quorum would be present. The P, a s/h, asks the ct to void the votes and resulting election of that day because a quorum was not present. Holding: A ct has the power to nullify an election or order another meeting for cause shown. However, a BOD voluntary refusal to attend a meeting is not just cause. There was nothing to indicate that she had notice or could not temporarily attend - illness, traveling, etc. Additionally, the P's and BOD claim that they were trying to protect their interest is not sufficient, because the record shows that they voluntarily surrendered this interest seven years prior. The election stands and no order to hold another meeting will be issued. You cannot complain about an irregularity that you as the s/h or director caused.

· NOTE: 8.10(a)(3) does not apply because a quorum does still exist in Gearing - just one dir refuses to show up for the meeting. Sec. 38, would have upheld the Gearing outcome.


· Actions by BOD/Directors
	Typically authorizing officers to act
BOD/Officer Authority

· Actual - manifestations by the principle to the agent

· Express: Statutes, AOI, Bylaws, Resolutions

· Implied: Did the actions/inactions of the BOD ratify the authority after the fact?

· Apparent - manifestations by the principle to a third-party

· Inherent - authority that goes along w/a position - may be express, implied or apparent


· For planning purposes

· Need advanced authorization at a formal meeting OR by unanimous written consent
· Formal meeting [8.20] 
	· Can be either physical/face-to-face meeting OR conference call

· Must comply w/notice AND quorum requirements


· Notice [8.22]

· Regular meetings can be held w/o notice of time, date, place, purpose

· Special meetings MUST be preceded by AT LEAST 2 DAYS NOTICE of time, date, place

· Waiver of Notice [8.23]

· Director can waive notice by a signed writing at any time

· Appearing at the meeting waives any required notice to him UNLESS he objects at the beginning and doesn’t vote or assent to action at the meeting
· NOTE: If a director waives notice, h/s is considered present.  H/h is abstaining from voting, so absence does NOT count against a unanimous vote of present dir. 
· Quorum [8.24(a)]
· Quorum = majority of BOD 
· Articles can increase # for a quorum, can decrease it to NO LESS THAN 1/3 of the size of the Board
· Voting Requirement [8.24(c)]

· Affirmative vote of a majority of the Directors present in a quorum

· Articles can increase # of Directors needed
· Unanimous written consent [8.21]

· Need a writing signed by all Directors

· After the fact


· If corporation wants to approve action by director/officer
· Can ratify prior action at a meeting, or conference call

· Can ratify by unanimous written consent
· If 3rd party wants to prove action was authorized
· Must prove apparent authorization OR corp is estopped from denying existence of actual or inherent authority
· Apparent auth by corp: can be created expressly OR by silence / acquiescence

· Can retroactively authorize an action already taken OR imply authority for future acts of the same type
· NOTE: 3d party must have reasonable belief based on manifestations of the principal NOT officer [remember: agent cannot self-appoint]
	Mickshaw v. Coca-Cola - Feinberg Secretary / mgr / Director of bottling plant announces corp will pay salaries of draftees while they are at war.  Ee comes back from war, demands payment.  Corp says Feinberg was one director, another Director clearly knew and said nothing, the 3d director never said anything either SO the corp is bound.  EITHER b/c the BoD approved by acquiescence (actual auth) OR b/c they appeared to acquiesce by not objecting to the newspaper ad (apparent auth)


· Actions by Officers
	Types of Authority

· Actual

· Express Actual Authority: In advance or by ratification / adoption by the Board

· Sources = State Constitutions, statutes, AoI, bylaws, specific resolutions of the Board of Directors

· Implied Actual Authority: Acts w/ KNOWLEDGE AND ACQUIESCENCE of the Board of Directors 

· Can retroactively authorize an action already taken

· Can create implied authority for FUTURE acts of the same type

· Apparent: Created by manifestations of the Principal to 3ps

· Inherent: Goes with the position

Legal documents that eliminate uncertainty: [typically present at closing]
· Certified AOF - signed by Secretary of State

· Certificate of good standing - signed by SOS

· Certified bylaws - signed by Corp Sec.

· Identifies what corp officer can sign

· Certified resolution - Corp Sec.

· Says the officer can sign in this transactions

· Incumbency certificate - Corp Sec.

· Cross-incumbency cert. - officer other than the corp sec

· Says corp is sec who they purports to be

· Opinion of Counsel

· Above to their knowledge is true/correct


· Inherent Authority of

· Secretary: Authentication of records in binding manner
	In re Drive in Development Corp – Secretary of DI certifies a loan guarantee resolution.  problem is that there never was a loan guarantee resolution.  Secretary clearly has no express or implied actual authority to certify false resolutions BUT Ct says DI is estopped from denying the loan guarantee b/c bank relied on Secretary’s certification.  Ct says Secretary has inherent authority to certify documents in a manner that 3ps are entitled to rely upon (system wouldn’t work otherwise)


· President

· Enter into contracts in the ordinary course of business BUT NO inherent authority to bind corp for extraordinary contracts
· Factors – Ordinary v. Extraordinary
· nature of the K

· Specific officer who’s negotiating it

· Usual manner of conducting business

· Size of the corp

· # of shareholders

· Circumstances giving rise to the K

· Reasonableness of the K terms

· Amount of $ involved

· Who the contracting 3p is
	In the Matter of Drive-in Development Corp., 7th Cir., 1966: Holding: A parent company is estopped from denying the obligations of one of its subsidiaries if the obligation was incurred by an agent acting within the scope of his authority and the third party does not have actual or constructive knowledge that the representation is untrue - that the agent does not have the authority.  The third party does not have the burden to inquire beyond the representation of those who have authority to speak for the corp and verify that they do indeed have the authority. NOTE: Chairman had the apparent authority to act, which was manifested through the secretary's inherent authority to act

 

Lee v. Jenkins Bros, 2nd Cir, 1959: Q: Does the president of a corp have the inherent authority to make pension agreements? H: A president has the inherent authority to bind his co. for acts arising in the usual and regular course of business but not for "extraordinary" contracts. An example of an extraordinary contract is a lifetime employment contract. Reasoning: they unduly restrict s/h and BOD on questions of managerial policy, subject the corp to unreasonable amount of liability, they run for a long and indefinite period of time. The D's argument that a pension plan is also an extraordinary contract is flawed because it does not impose on the s/h, BOD or corp the same issues that lifetime employment contracts do. It's only similarity is that it runs for a long, indefinite period of time. Additionally, pension contracts are commonly used and upheld by the cts [c.f. lifetime employment contracts]. H2: Whether a corp's president has apparent authority to enter into pension contracts is a question of fact and depends on the contract involved, the officer negotiation it, the corp's usual manner of conducting business, the size of the corp and no. of s/h, the circumstances giving rise to the contract, the amounts involved, and who the contracting third party is, etc.


· Duties of Officers and Directors

· If negligence: duty, breach of duty, damage = breach of duty of care
· Duty of care

· CL: Duty to act w/skill, diligence and prudence
· Standard: care of a reasonable person managing h/h own property
· Deviation from duty standard - neg. in most, gross neg. in DE

· Skill
· Diligence = decision making process

· Bad process = breach of duty
	· What remedy should be given? [VanGorkum: Damages = FMV shares – value rec’d] 
· DE: no causation required. P does not have to prove bad process caused bad outcome
· Some states have a causal requirement


· Prudence  = substance of the decision [Test: BJR]
	· BJR: Where a judgment of directors is informed and not tainted by fraud, illegality or conflict of interest, judges will not interfere (subject to test for minimal rationality - a.k.a. waste]
· P’s burden to establish fraud, illegality, conflict of interest
· Shlensky v. Wrigley, Appellate Ct of IL, 1968: H: In order for a s/h derivative suit to be brought, the s/h must show fraud or breach of good faith by the directors.

· Formal rule: in absence of x, y, z, cts won't second guess business judgment
· Does NOT protect BOD from disregard of duties
· Litwin v. Allen, Supreme Ct of NY, 1940: Holding: Directors in the performance of their duties stand in a fiduciary relationship to the company. They owe a loyalty and allegiance to the company. A director may not profit at the expense of the corp and may not for personal gain divert opportunities that belong to the corp. The director must act honestly and in good faith. Additionally, he must exercise some degree of skill, prudence and diligence. Directors are liable for negligence in the performance of their duties, but are not liable for errors of judgment or for mistakes while acting with reasonable skill and prudence. Whether a director has discharged his duty or been negligent is fact dependant and specific to each case. The standard by which he is measured is that of the degree of care ordinarily exercised by a prudent person in h/ position. In this case, the officers and bankers did not act as an ordinary prudent banker would have acted. The entire arrangement was so improvident, so risky, so unusual and unnecessary that it is contrary to the fundamental conceptions of prudent banking practices.


· Business Judgment Rule: protects the substance of decisions from review BUT subject to test for waste/minimum rationality provided decision is (1) informed AND (2) NOT tainted - self-interest, fraud, etc.

· If bad outcome, presumption that it was a calculated risk that simply turned out badly [outcome is not determinative or an officially recognized factor in determining liability]
· Waste/minimum rationality: 

· Something so risky or improvident that no reasonable person/business would do the same thing 

·  Exhortation- expression of philosophy

· MBCA [Pretty much the same as CL and DE statute]
· 8.30 – Standards of Conduct for Directors 

· Act in good faith AND in a manner he reasonably believes to be in the best interests of the corporation (about prudence / substance of the decision)

· Duty when becoming informed to do so w/ the care that a reasonable person in a like situation would find appropriate (about diligence / process of decision-making)

· 8.31 – Standards of Liability for Directors 

· Party asserting liability must establish that there is no election limiting director liability in Articles under 2.02(b)(4) AND challenged conduct was

· Not in good faith OR

· Director did not reasonably believe was in the best interests of the corp OR

· Was not informed to the degree the director reasonably believed was appropriate under the circumstances
· 2.02(b)(4) – Dir liability to corp or s/h in Articles [MBCA Raincoat Provision]
· CANNOT disavow liability for

· Amt of financial benefit wrongfully received by the director

· Intentional infliction of harm on the corp or its shs

· Unlawful distributions under 8.33

· Intentional violation of a criminal law
· DE 102

	· Statutory responses to VanGorkham - refocused liability on good v. bad faith and not mere v. gross negligence
· Limit liability for damages resulting from breaches of duty other than…good faith and COI so resulting litigation involves P's attorney's couching everything in terms of breach of good faith and COI


· Can limit liability of directors to the business judgment rule by election in Articles
· CANNOT not limit for 

· Breach of duty of loyalty

· Intentional misconduct

· Knowing violation of law

· Breach of good faith

· VanGorkham “made mgmt tremble in their tassled Florsheims”
	Smith v. Van Gorkom, SCt of DE, 1985: H: Judge looks at the following facts to determine if the BOD should incur liability for decision: (1) 20 minute presentation; (2) two hour meeting; (3) CFO hasn't valued the company; (4) no fair value study; (5) merger proposal not in front/read of the BOD when voting. BOD liable because accepted the plan w/out due diligence - rushed. At a minimum need a paper record and need to show some deliberation. Ct concerned about the lack of process more so than substance of decision. H2: BJR protects sound business judgments and this was not one of those, so will impose liability. BOD liable for fair value of corp - $55 received = amt of damages owed to s/h. In DE, liability is imposed if BODs deviate by gross negligence - NOT mere negligence. When diligence [process] is breached - enough to impose liability and go right to damages. Threshold Q: Did the BOD make an informed business decision? Ct: NO - they were grossly negligent. Absence of bad faith, illegality or self-dealing is irrelevant if the threshold has not been met. Ct: (1) Saw a distinction between process and substantive; (2) If breach process - can go to damages; (3) DE - gross negligence standard


· Duty of Loyalty

	Cases involving duty of loyalty and COI

· Katzowitz

· Wilderman

· Promoter's fraud

· Wiles discussion [right after Donahue]

· Atty's duties when entering transactions w/clients [Roach & Rouse]

· Pepper v. Litton [Discussion of equitable subordination]


· Self-dealing: When a dir of a corp enters into a transaction w/the same corp
	· NOTE: Sanitizing from self-dealing is a different question from corp authorization - must pass both tests

· Usual remedy is voidability of transaction

· Unaffected by statutory limitation on liability [DEL 102 do not apply to claims of self-dealing]


· Is it self dealing? 

· MBCA: Is it a directors conflicting interest transaction? [defined term]] 

· CL/DE: Apply Sinclair test [Or make argument that Sinclair is not broad enough and need to continue analysis]

· N - no review for self-interest BUT apply BJR
· Y - Has it been approved by a disinterested decision maker? 

· Y - CL: then P must show that transaction is unfair

· Y - DEL 144: then P must show that transaction is unfair [Fliegler]

· Y - MBCA: ends the matter [but probably still subject to a minimum rationality test]

· N - CL: D must show transaction was fair

· N - DEL 144: D must show transaction was fair when approved [Marciano]

· N – MBCA 8.61: D must show transaction was fair

· Remedy = avoidance of the transaction
· CL treatment of Self-dealing:

· Per se voidability - if self-dealing shown, deal automatically voided [obsolete test today]

· Voidable UNLESS the interested party proves transaction is fair

· NOT voidable if disinterested approval UNLESS the plaintiff shows unfair
· DE 144

· Safe harbor from liability rule

· Show approval by disinterested directors [subject to BJR - informed and not a product of fraud/self-interest]

· Approval of majority of s/h [subject for a test of waste]

· Shown to be fair at time of approval, if they were in fact approved

· Not deemed to be exclusive tests - do not validate unfairness nor invalidate transactions that are fair

· MBCA 8.60 et seq

· Does intend exclusivity

· The only self-dealing transaction = conflicting interest transaction
· Conflict interest transaction = Director knows that he or related person (1) is a party to the transaction; (2) has a beneficial financial interest; OR (3) is so closely linked that the interest would reasonably be expected to exert an influence on the director's judgment if he were called upon to vote on the transaction [8.60]
· Inquiry

· Is it a transaction w/in the def?

· If N - ok

· If Y - did the self-dealing director make full disclosure to other voting directors?

· If N - not ok

· If Y - did the "qualified" directors or s/h vote?

· N - not ok

· Y - ok

· An unqualified director by staying away does not break quorum - they are not counted for quorum purposes

· If both the directors and s/h are not qualified, then COI transaction is OK if transaction judged to be fair to corp - 8.61(b)

· Burden lies on the party stating transaction is fair 8.61(b)(3)

· 3 conclusive safe harbors

· Approval by qualified directors [subject to BJR]

· Approval by qualifying s/h [subject to test for waste]

· If interested party proves it is fair
· Sarbanes - Oaxley Act

· Companies that must register under SEC Act 34

· Exchange traded

· > $10 assests AND >500 holders of any single class of equity

· 402 - if meet above def., unlawful to extend credit to any director or executive officer of the company

· Cases
· Sinclair Oil v. Levien, SCt of DE, 1971: In a situation where a parent has controlling interest of a subsidiary and that parent received a benefit to the exclusion and at the expense of the subsidiary, the test of intrinsic fairness is applied. The parent company has the burden to prove under careful judicial scrutiny that is transactions with the subsidiary were objectively fair. The intrinsic fairness standard is not invoked simply because the parent owes a fiduciary duty to the subsidiary; it is invoked only in cases involving self-dealing; when the parent is on both sides of the transaction; when the parent receives something from the subsidiary to the exclusion of and detriment to the minority s/h of the subsidiary. If there is self-dealing, but minority s/h of the subsidiary are not excluded then the best judgment rule applies.

· Marciano v. Nakash, SCt of DE, 1987: Holding: Sect 144 neither completely preempts the CL duty of director fidelity nor grants directors broad immunity; it simply removes an "interested director" cloud when it terms are met and provides against invalidation of an agreement solely because such a director of officer is involved. Cts should apply a two-tier analysis: (1) application of Sec. 144 and (2) an intrinsic fairness test. The fact that a director or officer is has a financial interest in a corp transaction is NOT a per se violation mandating voiding the transaction.

· Corporate Opportunity

	· Think about Meinhardt v. Salmon
· Is it a p-ship opp?

· N - D is ok

· Y - was it offered to p-ship?

· N - D may have to prove fair [not addressed]

· Y - Was it rejected?

· Y - holding doesn't address this point, but may think you have to show fairness/reasonableness

· N - then D is in trouble
· Remedy = constructive trust


· DE Test:  Line of business test – was the opportunity w/in the corp’s line of business?

· Includes financial ability of corp to undertake transaction in question
· Intrinsic Fairness Test: Was it intrinsically unfair? Amorphous and fuzzy
· Line of business + fairness test: Compounds the problems associated w/both tests
· ALI test [modern trend] [505]
· Broadly def corp opp

· REQUIRES offer to corp

· REQUIRES rejection be
· Inquiry: Is it a corp opp? 
· Includes opps offered to the person in their position as off/dir - constructive trust OR opps that are closely related to corp's line of business
· N - OK

· Y - Was it offered to the corp? 

· N – Director CANNOT take opp [birghtline rule]
· Y – Was it rejected?

· N – Corp has it

· Y - Was it passed by disinterested decision maker? 

· Y - Check for reasonableness

· N - D's burden to prove it was fair
· § 505

· (a) Director may NOT take advantage of a corporate opportunity UNLESS:

· (1) director FIRST offers the opportunity to the corporation and makes disclosure AND (2) the corporation rejects the opportunity AND (3) the rejection is:
· fair to the corporation OR

· the opportunity was rejected in advance, following disclosure, by disinterested directors in a manner following the BJR OR

· the opportunity was rejected in advance, following disclosure, by disinterested shareholders, and the rejection does not constitute waste of corporate assets

· (b)  Corporate Opportunity = 

· any opportunity which the director became aware of in connection w/ performance of functions as a director, under circumstances that should reasonably lead the director to believe that the person offering the opportunity expccts it to be offered to the corporation

· any opportunity which the director became aware of through the use of corporate information or property, if the resulting opportunity is one that the director or senior executive should reasonably be expected to believe would be of interest to the corporation

· any opportunity to engage in a business activity of which a senior executive becomes aware of and knows is closely related to a business in which the corporation is engaged or expects to engage

· (c) Burden of Proof

· challenging party has the burden of proof 

· if challenging party establishes that requirements of (a)(3)(B or C) were not met (no rejection by disinterested decisionmaker), ∆ has burden of proving that the transaction was fair

· Cases
· Northeast Harbor Golf v. Harris, Supreme Judicial Ct, ME, 1995: Member of the Board of Directors for the golf course buys up property along the fairway, assures them she won’t develop it and then does.  Board asks Ct for a constructive trust so she can’t develop the property.  Ct adopts ALI approach and remands for trial ct to figure out whether she violated the duty of loyalty by usurping a Corporate Opportunity
· Duties to Other Corp Constituencies

· Duty to Preferred Stock holders - contractual

· Duty to Common Stock holders - fiduciary/equitable

· Duty to Holders of Convertible Securities/Call Options - contractual [does not morph to fiduciary until they convert/exercise their options

· If convertible securities have a call feature [issuing corp can "call" or repurchase them at a contractually agreed upon price], the corp owes the holders a duty to provide them w/accurate info regarding their redemption options - either allow the corp to purchase or convert to common stock - includes a duty of adequate notice [just publishing it fine print in nationwide newspapers NOT adequate notice]

· General rule: No fiduciary duty to creditors - contractual 

· BUT when the corp is in the "vicinity of insolvency" or insolvent, the corp duty shifts from s/h to creditors and employees

· Other Constituencies

· Employees, retirees, suppliers, customers, community, etc

· 30 states have statutes giving the BOD the right to consider these constituencies and will not hold them liable if they fail to elevate the interests of s/h over these groups [NOTE: statutes do not give BOD right to do anything that is inconsistent w/fiduciary duties to s/h]

· Derivative Litigation
	· Enforce corp rights and any recovery goes to the corp

· S/h brings suit on behalf of corp for “breach” of duty by BOD


· Statutory standing requirements [§ 7.41]
· S/h CANNOT commence or maintain a derivative proceeding UNLESS h/s:
· Was a s/h of the corp at the time of the act or omission complained of OR became a s/h through transfer by operation of law from one who was a shareholder at that time; AND
· Fairly and adequately represents the interests of the corp in enforcing the right of the corporation. 

· Demand requirement

· Absolutely required under MBCA - no need for demand futility test under MBCA - must make demand [MBCA 7.42]

· DE: Demand required UNLESS futile
· Suites against 3d parties [probably protected by BJR, so demand is required]

· Suites against directors
· Breach of Duty of loyalty claim - underlying decision is not protected by BJR, therefore demand will be futile

· Breach of Duty of care - ask if underlying decision is protected by BJR? (how careful was board of directors in reaching determination?)
· If yes, demand is required

· If no, demand is futile

· What if there is a Motion to Dismiss by "Independent Litigation Committee"?
· NY [Gull]: If committee is truly indep, decision subject to BJR, motion will be dismissed

· DE [Zapata]: 

· Corp must prove

· Indep of committee
· An independent committee, properly appointed by the BOD, has the power to seek termination of a derivative suit regardless of how the suit is initiated by the s/h. [DGCL 141(c)]

· If the BOD is tainted by the self-interest of the majority of its members, it still has the power to delegated is authority to a committee of disinterested directors. [DGCL 141(c)]

· Reasonableness of investigation

· If corp does NOT meet its burden, ct should deny motion

· If corp does meet its burden, ct may apply own business judgment to second-guess corp decision
· Cases

· Gall v. EXXON, SDNY, 1976: Holding: D's motion for summary judgment is denied w/out prejudice in order to give the P, a s/h, time to conduct discovery as to the Special Committee and its resulting report regarding $59 mil in illegal payments to Italian political groups/leaders. D moved for summary judgment stating that, based on the Special Committee's report, it was in the best interest of the corp not to seek legal measures against former directors/officers involved in the payments. Since this is a derivative suit, the decision whether to pursue legal recourse is a business decision and left to the BOD's discretion, in the absence of a vote of the s/h. The BOD does not have to enforce every legal right of the corp. And absent allegations of fraud, collusion, self-interest, dishonesty or other misconduct of a breach of trust or absent some other allegation that the business judgment exercised was grossly unsound, the cts should not interfere w/the judgment of corp officials. Since the P claims, however, that the committee was not disinterested and questions the bone fides of the report, it is too early to grant SJ.

· Zapata v. Maldonado, SCt of DE, 1981

· H1: S/h do not have a an absolute independent, indiv right to continue a derivative suit for breaches of fiduciary duty over the corp's objections. BUT, a BOD cannot cause a suit to be dismissed when it would breach their fiduciary duty.

· Inquiry: Has the s/h properly initiated a derivative suit?

· Did the s/h make a demand on the BOD to bring the suit?

· Y - Was the demand denied?

· Y - Is the denial in bad faith [tainted by fraud, collusion, self-interest, dishonesty or grossly unsound business judgment or breach of other fiduciary duty]?

· N - S/h right to sue terminates - they have no legal managerial power - ct does not intervene

· Y - S/h must prove bad faith and ct intervenes

· N - Suit goes forward

· N - Was making the demand futile [BOD are under an influence that sterilizes discretion and could not be proper person to conduct the litigation]

· N - Cannot sue without first filing a demand to sue on BOD

· Y - Can sue, but have burden to show demand was futile

· H2: When should an authorized board committee by permitted to cause litigation, properly initiated by a derivative s/h to be dismissed?

· An independent committee, properly appointed by the BOD, has the power to seek termination of a derivative suit regardless of how the suit is initiated by the s/h. [DGCL 141(c)]

· If the BOD is tainted by the self-interest of the majority of its members, it still has the power to delegated is authority to a committee of disinterested directors. [DGCL 141(c)]

· H3: After an objective and thorough investigation of a derivative suit, an independent committee may cause its corp to file a pretrial motion to dismiss the derivative suit. The trial ct, however, has the discretion to deny SJ on the resulting record and facts. In deciding whether to grant or deny the motion, the ct should apply a two-step test.

· The ct should inquire into the independence and good faith of the committee supporting the conclusion

· Corp has the burden to of proving indep, good faith and reasonable investigation

· If corp does not meet its burden of proof, ct should deny the motion

· If corp does meet burden, ct should (2) should apply its own business judgment rule and weigh the corps interest in dismissal when faced w/a frivolous lawsuit v. matters of law and public policy

· Aronson v. Lewis, SCt of DE, 1984: Q: When is a demand futile, and therefore excused?

· H: P has the burden to prove that service of demand on the BOD is futile. W/out such a showing, cts should defer to the corp's decision NOT to bring a derivative suit under the BJR and apply the Zapata test.

· H2: To determine if the P has discharge h/h burden in showing that service of demand is futile, the ct must decide under the particularized facts alleged, whether (1) the directors are disinterested and independent AND (2) the challenged transaction was otherwise the product of a valid exercise of business judgment.

· First element, ct should review the factual allegations to decide whether they raise a reasonable doubt, as a threshold matter, that the protections of the business judgment rule are available to the BOD. 

· Is the BOD interested and self-dealing?

· Y - BJR not available

· N - BJR available

· Has the P alleged facts w/particularity which, taken as true, support a reasonable doubt that the challenged transaction was the product of a valid exercise of business judgment? [Ct should not assume the transaction is wrong. It should substantively review against the factual background alleged in the complaint.

· N - S/h must make a demand upon the BOD to bring suit 

· Y - Demand is futile - apply Zappata test for SJ

· The mere threat of personal liability for approving a question transaction, standing alone, is insufficient to challenge the indep and  disinterest of the BOD

· Stock ownership alone, at least less than a maj ownership, is not sufficient proof of domination or control

· Even w/proof of maj ownership, the BOD of directors is presumed to be indep and that their acts have been taken in good faith and in the best interest of the corp. The P must allege facts that demonstrate that through personal or other relationships the BOD are beholden to the controlling person

· NOTE: If the case is about corp v. BOD for self-dealing then demand probably is futile. BUT if really corp. v. BOD then duty of care issue, demand is required and BJR applies.

· Are the named BOD [named as D] "independent?" Or in other words, is the underlying transaction protected by the BJR?

· Taxation for Corporations [IRS subchapters C & S] 
· Two-tier taxation: Taxed to corp when earned AND taxed to s/h when distributed
	Corp earns $10
· Corp tax rate = 10% or $1

· $9 is distributed to s/h

· S/h tax rate = 10% or $.90

· S/h ultimately gets $8.10



· Ways to Minimize 2-tier Taxation

· Zeroing out:
· Reduce income through deductions: Reasonable and necessary expenses of doing business

· Includes:  
· Making rental payments on property rented from s/h  

· Hire s/h as employees and pay them salary

· Borrow money from s/h and pay them interest

· Accumulation - bailout strategy
· Accumulate income in corporate form, then sell shares and get taxed at capital gain rates
	· S/h buys $2,000 if stock [s/h basis]

· Corp earns $20,000; corp tax rate = 10%

· Corp pays $2,000 in tax leaving $18,000 for distribution

· S/h tax rate = 10%

· If s/h takes distro, then pays an additional $1,800 in taxes

· BUT corp keeps earnings for minimum capital gains period and then SELLS the corp to a 3rd party:
· Sells corporation for $20,000

· $20,000 - $2,000 (this was the shareholder’s basis) = $18,000

· $18,000 is taxed at the capital gains rate of 5%, and then only has to pay an additional $900 of tax

· IF instead of selling the corp, the s/h dies and leaves it to heir, who sells it:

· $20,000 (amt received) minus $20,000 (heir’s stepped-up basis) = 0

· Heir pays no income tax at all - death is the ultimate way to avoid paying taxes


· Sub-S election
· Qualifying corps can elect to be taxed under sub-chapter S, rather than sub-chapter C, and get pass-through taxation

· Requirements: 
· 75 or < s/h

· Only one class of stock

· NO non-resident s/h

· Form multi small corps w/ < $50,000 income then effective tax rate is below 15%
· Unincorporated entities get to “check the box”, selecting either two-tier or pass-through taxation

· UNLESS: the entity is publicly traded - they are required to file as C corporations
· Payment of Corp Debts
· Order of Liquidation
· Holders of secured debt
· General unsecured creditors
· Debenture holders
· Unsecured creditors
· Employees salaries
· Preferred stock
· Common shareholders/participating preferred shareholders
Public Offerings
· Federal Securities Regulation

	SEC has enforcement authority - civil actions. If criminal, refer to DOJ
Definition of Security:

· Note, stock, treasury stock, security future, bond, debenture, etc. OR

· Investment Contract [Howey Test]
· Howey Test

· Investment of $ or other valuable consideration

· Common enterprise

· 9th Cir: Commonality between promoter and investor enough

· Other jurisdictions: Commonality among investors

· Profit

· Solely [primarily] from the managerial/entrepreneurial efforts of others
· Dare to be Great - pyramid scheme - security. The scheme itself makes the money - not the efforts of others to recruit others

· GP - some jurisdictions - not securities/some securities [turns on whether the non-managing partner has veto power [and the ability to exercise it] when applying Howey Test

· LP - LP their interest is a security. GP's interest does not qualify as a security interest unless they also possess LP interest, in which case that interest would be a security

· LLC - It depends - if member managed LLC then not security interest BUT if manager managed LLC then security interest


· Securities Act of 1933
	Threshold Qs: Does an exemption apply AND are we dealing w/a security [Howey]?


· Directed at capital raising

· Goal: Insure purchasers have necessary info to make an informed decision
· Sec. 5: Illegal to offer/sell a security unless registered
· Express Private Rights

· Sec. 12(a)(1): allows a purchaser to rescind a purchase if it should have been registered under Sec. 5
· Exemption from Registration [Sec. 5]

· Intrastate Offering Exception [3(a)(11)]

· Safe harbor - [R147] applies only to issuer incorp in state in which they do majority business and only to people who are residents of the state

· 28: Gives SEC discretion to exempt anything it wants - not used a lot

· 4(1): Exemption for other than issuer, underwriter or dealer - covers most aftermarket transactions - exchange of securities among anyone who is not an issuer, underwriter or dealer

· 4(2): Non – public offerings: Trans not involving any public offering are exempt 
	· The no. of offerees is not depositive [more offerees may make it harder to claim the non-public exemption and burden is on the one claiming the exemption]

· The fact the offer is made to a specific group and not the public in general is irrelevant


· Owners of a closely-held corp issuing securities to themselves - nonpublic offerings
· What is a public offering? [Ralston Purina]
· Does the class need the protection of the act? 

· OR can they fend for themselves?

· Do the offerees have the knowledge or access to the info that disclosure under the act would reveal in a registration statement? i.e. Executive officers 
· Regulation D [Rules 501-508] P. 361 - 63

· 504: exercise of SEC's Sec 3(b) authority

· Only applies to non-1934 act corps [non-reporting companies only]
· No restrictions on no. of purchasers

· Except if registered in a state or sold pursuant to a state exemption

· Only authorizes up to $1 mill in sec

· Unless the transaction is registered in a state under blue sky law or exempt by reason of certain blue sky exemptions, must

· Avoid general solicitation [No general solicitation of investors]
· Restrict resales [Limits on resale [cannot resell w/out legal opinion]
· Check 502 if multiple offerings w/6 mos.
· 505: exercise of SEC's Sec 3(b) authority

· Only authorizes up to $5 mill in sec

· No more than 35 purchasers + unlimited accredited investor rule [BUT no financial sophistication test]

· Info requirement

· No general solicitation of investors allowed

· Limits on resale [cannot resell w/out legal opinion]

· Must look back for 12 mos, and if relied on a 3(b) exemption in the previous 12 mos., then must subtract the previous offering from the cap and stay w/in the cap in the new offering
· Check 502 if multiple offerings w/6 mos.
· 506: Safe harbor interpretation of 4(2)

· No dollar limit

· No more than 35 purchasers + unlimited accredited investor rule

· Following are not counted: accredited investors

· Accredited investors: banks; corps w/assets in excess of $5 mil; director, executive officers, GP of issuer; indiv. w/more than $1 mil,

· BUT if not accredited investor must pass a financial sophistication test either alone OR w/purchaser reps, so if investor is not sophisticated still meet exemption if purchasers are sophisticated

· Info requirement

No general solicitation of investors allowed

Limits on resale
Check 502
· 502

· Two offerings could be treated as a single offering

· Safe harbor if transactions are more than 6 months apart

· W/in 6 months, apply a factors test:

· Amt of time between offerings

· Same class of securities?

· Same consideration for securities?

· Same purpose? [Similar to consideration factor]
· Single plan?

· If made w/in 6 mos all offerings are considered w/in the same offering and must meet the factors under the applicable rule

· Sec. 17: Illegal to engage in fraud in connection w/offer/sale of securities

· Express Private Rights

· Sec. 12(a)(2): Misrepresentation in prospectus - violation of Sec. 17

· Sec. 11: Damages for misrep in registration statement - violation of Sec. 17

· Securities Exchange Act of 1934

· Regulates aftermarket in securities - enough info on an ongoing basis 

· Who must register?

· 12(a) – If traded on an exchange – MUST register
· 12(g) – 

· Asset test - $10M assets held by corporation

· Holders of a single class of equity security > 500 

· If there are 600 common stockholders, 60 preferred, 600 debentures, then only common stock must be registered because too few preferred, and debentures are debt and not equity securities 

· Reporting requirements – what happens once registered?

· Reporting – issuers must file periodic reports; holders if representing 5% of shares of one class

· Proxy solicitation – must prepare form of proxy and proxy statement in compliance with SEC rules [see examples in book]; annual report if made by management
· Exemptions

· A communication by a security holder that is NOT engaged in a proxy solicitation stating that the security holder intends to vote, and the reasons why, provided the communication:

· Is made during a speech in a public forum, press release, pub/broadcast opinions, statements or advertisements appearing in a broadcast media, or newspaper, magazine or other bona fide pub distributed on a regular basis,

· Is directed to person the security holder owes a fiduciary duty in connection with the securities, OR

· Is made in response to unsolicited request for additional info with respect to a prior communications by the security holder

· Studebaker Corp v. Gittlin, 2d Cir, 1966: SEA 1934 14(a), which sets out the rules for solicitation of proxies by mail, applies equally to s/h soliciting proxies as it does to corps. Additionally, it applies to solicitations that are made as a part of or leading up to the solicitation of a proxy - in this case a request to see the s/h list. Reasoning: 14(a) is designed to ensure that s/h before they grant their proxy are informed and they need to be informed at every step - not just during the final granting.
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