Corporations Outline – Professor Galston Fall 2002

I. Agency:     1/ fiduciary relationship whereby 

2/ A consents to do X on behalf of P

3/ subject to P’s control/direction
-     Agents Duties to the Principal

1/ Fiduciary – responsible to account for profits to principal



        --may not act to benefit himself or someone else

--may not act adversely or assist another to act adversely to principal’s interest

        -- may not compete with principal

        --duty to protect property of principal entrusted to his care

2/ Rxable Care w/in Scope of Agency – std. of skill within the locality for the work

· Servants v. Independent K’ors 

· All servants are agents.  Some I K’ors are agents – depending on the level of control the principal exerts. 

· What distinguishes the two is the level of control the principal exercises.  Principal controls the physical manner of the servants work but not the I. K’ors.

· Important legal distinction – Master is liable for the torts of servants committed within the scope of the employment (§ 219 Rst, Agency) Master is not liable for torts of I. K’ors.

· Master may be liable for contracts and conveyances of agents – thus encompasses servants and  I K’ors (§140/161 Rst. Agency)

· Agent’s Authority = Principal’s Liability : power to affect the legal relations of the principal.  What are the forms of authority?

Actual – P’s manifestation to A of power to act and A’s consent to so act

--A immunized from liability for actually authorized acts



Apparent – P’s manifestation to 3rd party that A is authorized to act for P

    - A CANNOT create the appearance of authority himself

    - Appearance occurs when A exceeds the scope of P’s actual         authorization to A unbeknownst to 3rd party.  A is liable to P for exceeding his actual authority in the amount that A’s act damaged P.

-      Types of Principals and Agent Liability (§321-323)

-Disclosed: identity of principal known to 3rd party



agent not liable for contract/conveyance/tort 

-Unidentified/Partially Disclosed: principal existent but unknown to 3rd party

                                                         agent is liable for contract/conveyance/tort

-Undisclosed: principal nonexistent to so far as 3rd party knows

                        agent is liable for for contract/conveyance/tort  

But ….  Parties may K out the liability of the agent where an unidentified or    undisclosed principal exists

-DRR v. English: Iowa Law contains a Cause of Action for the acts of an agent on behalf of the principal where the principal has a Special Duty to the public

· English Enterprises Special Duty= possession of Master Key to plaintiff and other resident’s apartments

· Possible Other Special Duty= non-delegable Public Contract (American)
II. Choice of Entitites

A. General Partnerships: 

I.Establishment/Operation

 §6 /§202 -Definition

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


           §7/§202 -Formation

-Joint property ownership – even if owners share profits emanating from land – does not establish partnership

-Sharing of gross returns does not establish partnership.

-Receipt of profits from business is 1/prima facie evidence 2/creates presumption that individual is partner UNLESS receipt constitutes


-Debt Payment


-Wage Payment


-Rent Payment


-Interest on a Loan

-Annuity to a party selected by deceased partner (1997 addresses more  contingencies)

-Consideration for sale goodwill of business/property

If a party is receiving a share of the profits of a partnership as payment of debt, wages, rent, interest, annuity or consideration, that party is not a partner and is not personally liable for the business debts the partnership incurs.

§8/§203- Partnership Property
    -Any property acquired in the partnership name or with partnership funds/assets is partnership property (unless the contrary intention appears/presumption is rebutted)

     -Property NOT purchased with partnership funds/assets is presumed to be SEPARATE from partnership property EVEN IF used for purposes of the partnership (§203)
§9/§301- Partner Agent of Partnership as to Partnership Business

     -Every partner is an agent of the partnership for apparently carrying on in the usual way/ordinary course the partnership business UNLESS 

1/the partner has NO AUTHORITY TO so act and

2/the person with whom the partner is dealing KNOWS the partner has no such authority (See §3 (1914) for definition of “knowledge” (i.e. under the circumstances indicates bad faith) & 

- Any act no within the ordinary course of business is not binding on the partnership UNLESS the partnership authorized the act.

§13-14/§305(a) –(b)– PartnershipLiability for Partners Wrongful Act/Breach of   Trust
· Partnership is liable for any injury/loss caused by the wrongful act or omission of any partner 

· /acting in the ordinary course of business of the partnership or 

· with the authority of the partnership

· Partnership is liable for the misapplication by any partner of money or property received in the ordinary course of the partnership/by authority of the partnership.

§15-17/306-Partner’s Liability

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

· Incoming partner is NOT PERSONALLY LIABLE for debts incurred prior to his admission as partner.

N.B. Partners are not individually liable for the acts of agents (employees).  Only the partnership is liable for acts of its agents

§18/401 – Partner’s Duties-Rights Vis-Vis Each Other

· Each partner is entitled to an equal share of the partnership profits/surplus.

· Each partner must contribute to losses in proportion to his share of the partnership profits (partners often fail to agree to distribution of losses …)
· Partnership must indemnify each partner for personal liabilities sustained in the ordinary course of the partnership business.
· Any contribution by a partner that exceeds that amount that partner agreed to contribute is a 1/loan on which 2/interest accrued from the date of contribution
· All partners have equal rights in the management and conduct of the partnership business
· No partner entitled to remuneration EXCEPT for services performed in winding up the partnership business.
· No new partners without consent of all partners,

· A majority of the partners may resolve a dispute within the partnership.
N.B.  All these rules are default.  The partnership itself may enter into an agreement that determines the conditions of internal relations.

UPA (1997) clarifications to confusion in UPA (1914)

1/ §103 – Acknowledges that Partnership Agreement is the controlling document that governs relations between partners and with the partnership while describing what the P.A. may not do (See list §103)

NB Consult the restrictions that UPA §103 (b)  (1997) places on partners to limit the rights and duties of partners in the partnership pursuant to the p-ship agreement anytime partners severely limit duties or rights.

2/ §303 – Outlines the process whereby a partnership may file a Statement of Authority outlining the powers of the partners to act on behalf of the partnership.  This allows the partnership the right of reimbursement from a partner who causes injury/loss to another (or the partnership) acts beyond the scope of his authority as designated in the S.A.  (See particulary §303(e))

3/ §306 c– Defines the limited liability partnership

4/ §307 – Judgment creditor must exhaust p-ship coffers before proceeding against individual partner directly.

· Procedural schema for bringing suit against p-ship and individuals.

· Partners liable jointly and severally for all acts of the p-ship including contractual breaches (whereas UPA (1914) limited contractual liability to a “joint” claim in §15)

General Partnership Cases


SharingProfits/Losses

Richert v. Handly: in the absence of a partnership agreement dictating otherwise

1/ Capital contributions of partners must be reimbursed BEFORE an equal distribution of profits (§18(a))

2/ No partner receives salary/wages remuneration for acting in partnership business (§18(e))

3/  Therefore, since Richert and Handly entered into no partnership agreement, 

A/ capital contributions of Richert need be repaid before distribution of “profits”

B/ Handly is not entitled to remuneration for acting in the partnership’s business

Kovacik (alternative) : capital contributor and services contributor each bear their own risk – capital contributor that he will not recover capital, services contributor that he will not receive “wages” – ergo capital contributor in failed capital/services joint venture is not entitled to recovery from services provider

Management – Theme : members of p-ship making the defense that the negligent or injury causing actions of their fellow partners  were outside the scope of the partner’s authority and, therefore, the p-ship (and the partners individually)are not liable for the acts of the errant partner.


Stroud : 1/ Partners have equal power of management of the partnership business (§18(e)).   

2/ What either partner does with 3rd party in course of p-ship business is binding on the p-ship as within the partners Actual Authority.

3/ Thus, p-ship is liable for refusal to make payment on purchase of bread by a partner within the ordinary course of business EVEN when another partner attempts to CANCEL that act.

N.B.  Because this suit concerns a Contract, under UPA (1914), plaintiff would only be able to sue partnership jointly (15 c) whereas in UPA (1997) plaintiff would have choice to file suit jointly or severally (but subject to the limitations of §307).

Smith v. Dixon: partner has apparent authority as regards 3rd party to sell parcel of land below authorized price where   1/3rd party is unaware the sale price is unauthorized



           2/  partner has sold property for p-ship on prior occasion

N.B. Statement of Authority (§303 (1997)) 

303 (a)(2): Allows partners reimbursement from partner who acts outside the scope of his authority though still in the ordinary course of business

303(e): purchaser of real property is on constructive notice of partners with the authority to convey land – conveyance by unauthorized partner is VOID/Title is Destroyed

Rouse/Roach: Both involve financial “assistance” that a partner in a law firm negligently provided to “clients”.  Why is the p-ship in liable for the acts of Roach but not for the acts of Rouse
1/ Plaintiff in Roach sought legal advice concerning management of his money whereas purpose of meeting in Rouse was NOT to see legal advice about finances.

2/ Roach plaintiff rxably believed investment advice was a legal service of the firm
Duties of Partners to one Another

Meinhard : partners have duty of “finest loyalty … utmost care”, p-ship arrangement calls for that “punctilio of honor most sensitive”

§20/403 – Duty to Render Information/Duties/rights with respect to Info


§21/404 – Fiduciary Duties of Partners

· The standard for the Duty of Loyalty/Care is much clearer in §404 – however, recall that these duties are default provisions that can be modified so long as the do not exceed the limitation in §103 

· §404 – Loyalty is three fold 

·  to account and hold as trustee any property. profit,    benefit   derived in the conduct/winding up  of partnership business

· to refrain from competition with the p-ship until after dissolution
· to refrain from representation of an adverse interest during the conduct or winding up of the p-ship business

· §404 Duty of Care

· refrain from engaging in grossly negligent or reckless/intentional misconduct 

NB 1/ Remember the tension of§404(e) with a partner’s general duties in holding that it is not a per se violation of partner’s duties to engage in conduct that “furthers the partner’s own interests”

2/ UPA (1997) contains no duties for partners during the formation of the partnership whereas UPA (1914) mandates the same duties for prospective partners.

      3/ Partners in UPA (1997) have broad authority to contract out fiduciary duties while the “consensus opinion is that UPA (1914) fiduciary duties are mandatory and not subject to consensual cancellation.


II. Dissolution ….

III.Inadvertent Partnerships: so long as towo or more person carry on a  business as co-owners for profit, both UPA 1914 & UPA 1997 (§7/§202 respectively) mandate that a partnership has been formed-the intent to form a partnership is not necessary.

When does the concept of an inadvertent partnership become an issue?  The concept can be an issue for internal relations of a p-ship (Smith)  and external relations of the p-ship (Young).  The partnership in both instances defends that a certain individual or entity is noy a partner for purposes of liability.



Internal relations

Smith: pl. ruled employee of partnership (despite the evidence that p-ship held the employee out to the public as a partner for 1/tax purposes and 2/ in a judicial proceeding) b/c pl. lacked traditional bona fides of a partner –

1/ he did not have equal management power in the p-ship (§18e) 

2/ he did not share in the profits 

3/ he did not have power to fire/hire

External relations

Young: Parent accounting firm is not partner of subsidiary who negligently performs accounting services under §16 (partner by estoppel) provision of UPA (1914) despite company letterhead and brochure holding out parent as affiliated b/c pl. “did not give credit” or specifically rely on parent as partner in making investment decision.

Idea – For A to recover against C for negligence of B (under partner by estoppel), A must show concrete evidence that he specifically relied on C in transacting business with B.

Partner De Jure/Partner De Facto/Partner By Estoppel – Also do not forget that an argument exists for an apparent authority  rel/ship between parent and subsidiary that would allow a pl. to recover on a theory of agency.

Simpson : “partner” at Ernst & Young sues under ADEA for damages and must prove that he is an  employee – not a partner- in order to recover.  The court ruled that b/c Simpson lacked traditional supervisory powers, equal management powers, power to make an accounting, to share in profits/losses, he was not a partner for purposes of UPA (1914) and thus able to pursue his cause of action pursuant to the ADEA.

II. Limited Partnerships – allows for individual members of the partnership to be immunized from personal liability so long as they do not “participate in control of the business” 

§303 – Provision announces that partner is not personally liable for the obligations of the limited partnership unless they participate in the control of the business.  The provision then broadly excludes partnership related activities from the field of participation in the control of the business.  Partner may maintain limited status though 

· a contractor, agent, employee of the partnership

· a director, officer, shareholder of the Corporate general partner

· consults/advises general partners

· acts as a surety for the LP or guarantees or assumes the obligations of the LP

· pursues a derivative action for the LP

· requests/attends GP meetings

· proposes/approves/disapproves

· dissolution/winding up

· sale etc. of all or substantially all the LP’s assest

· a change in the nature of the business

· admission/removal GP or LP

· amendment to p=ship agreement or cert. LP

· winds up the business of the LP

· Moreover, the limited partner who somehow manages to exceed the these broad powers and actually does participate in control of the business  is only liable to parties who

 
 1/transact business with the limited p-ship


 2/ rxably believing that the professed is an GP

· Limited Partner who 

· knowingly allows the LP to use his name as the P=ship name

· is personally liable
· to creditor who extends credit 

· w/out actual knowledge 

· that limited partner is not general partner

§304 – Erroneous Belief that One is a Limited Partner

§602 – General Partner may withdraw from LP by right (so long as consistent with P-ship agreement)

§603 – Limited Partner may not withdraw from LP when term of LP is running and if no term must provide 6 months written notice to general partners prior to withdrawal.

· Most limited partnerships have a Corporate General Partner.  This allows partners A & B – neither of which wants to take the personal liability of the Gneral Partner - to incorporate and become the shareholders/directors/officers of the corporation that serves as the General Partner in their business venture.  Thus, the corporation becomes solely liable for the obligations of the partnership.  By keeping the corporation minimally capitalized (paying themselves salaries and dividends), A & B ensure that debt payments will not affect their personal bottom line.  The limited partnership with a Corporate General Partner may be risky to limited partners in a few instances

1/ Control of the CGP may turnover based on sale of shares w/in Corporation.  The LP may then be controlled by shareholders of the CGP who have different financial interests than the limited partners.

2/ Directors/Officers of CGP might have conflict of interest in fiduciary duty corporate stockholders v. Fiduciary Duty to partners of LP –  b/c the CGP has the same FD to the p-ship as that enunciated in Meinhard, it appears the CGP must resolve the conflict in favor of the partners. 

3/ CGP may lack assets for recovery in breach of FD suit by the partners.  If this be the case, then partners need to find a way to hold corporate officers of CGP personally liable for their acts (pierce the corporate veil)
-LPs are generally obsolete except in 2 specific businesses


1/ venture capital firms/.leveraged buyout companies


2/ Family Limited Partnerships – means to avoid gift and estate taxes (pg. 186 text)

III. Limited Liability Partnerships: 

· Creation :  Unlike partnerships, LLP are statutory creatures that can only be created by agreement of the partners and then by filing a statement of qualification  with the state (§1001) .  In addition to filing with the state, there are certain RQT’s that the state imposes upon LLP’s (§1001(e) – in state agent for service of process, §1003- annual report, §1002 – LLP attached to name etc.)

· “Narrow Shield” LLP States v. “Broad Shield” LLP States

· Narrow shield statutes only protect partners against personal liability for tort or malpractice suits
· Broad Shield statutes also protect partners for contracts and other suits (§306 UPA 1997)

· Who then is liable for the N of a partner under such statutes?

· Partnership as an entity

· Individual Partner who was N

· Possibly other partners who Had Oversight Duty of Care

· For all other matters besides personal partner liability, the UPA rules govern the LLP in the absence of a contractual agreement otherwise

· What are the practical business results of the choice of LLP?
· Higher Interest Rates on loans
· Contractual Guarantees by Partners of Personal Liability to “cement” a deal
· Security Interests – bargaining retains right to foreclose on partnership interests if failure to pay

· How is LLP distinct from LP?

· LLP partners all participate in control of the business but are still immunized from personal liability whereas in a LP at least one partner must remain personally liable – though that one may be a corporate general partner thus avoiding the trap of a live person maintaining personal liability
· LP is a statutory creature distinct from GP statute – LP statute =RULPA whereas the LLP is an entity whose governed by GP standards in UPA 1916 & 1997

· What is the similarity between LLP and LP?

· Both are entities created by choice of partners and must file with the state to come into being

IV. Limited Liability Companies

III. Formation of the Closely Held Corporation

A. How/Where?

· Order of Incorporation

· Incorporators (§201) – any person may act as incorporator so long as they deliverAI to the Secretary of State for filing
· Filing – must file with the Secretary of State

· Mandatories

· Name of Corp. in compliance with §401

· Number of shares authorized to diustribute

· Address of Corporate office and Name of Registered Agent

· Name and address of incorporators

· Permissives

· Purpose of corporate organization (archaic in light of §3.01 default principle that “every corporation has the purpose to engage in any lawful business”)

· Management of the business and affairs of the Corp.

· Define. Limit and regulate the powers of the Corp, Board, S-holders (Also a bit archaic in light of the exhaust ive list of corporate powers contained in§302)
· Imposition personal liability on s=holders to specific extent under specific conditions

· Any provision required or permitted under the bylaws

· Bylaws (§206) – “statutory” rules that implement the “Constitutional” outline of the AI
· Adopted by incorporators or the Board of Directors
· Contain any provision to manage the business or regulate the affairs of the Corp. not inconsistent with the AI of or law
· Org. Meeting (§205) – gathering called by either 
· the initial directors as selected in the AI or
· incorporators
to complete the ordering of the corporation by 

· selecting officers

· adopting bylaws

· R egistered Office/Agent (§5.01)- Corp. must continuously maintain 

· Registered state office
· Registered agent – may be a
· State resident, domestic or non-profit domestic corp., foreign. or non- profit foreign corp.

· All of whose business office must be identical to corporate registered office

Legal Actions for Corporate Naming

Trans – America Airlines – Delaware (§102) Distinguishable Test

So long as the corporate name is  “distinguishable upon the record of the secretary of state”,  similar names are acceptable







Vs.

“Deceptively Similar Test” – if corporate name is deceptively similar to another Corp name, then filing is unacceptable

Dunn – Corp. may file under fictitious name so long as purpose is not to defraud

- Some states, however,med name statutes mandating that fictitious name incorporators register realname with the Secr. Of State





Corporate Powers
· Very broad provision – §3.02 is a very broad grant of power, it may be limited

· No gifts – unless compliant with 

· §3.02 (13) – donations for public welfare or for charitable, scientific, or educational purposes or

· §3.02(15)- to make payments or donations  … that furthers the business and affairs of the Corp.

· inclusion of the term payments indicates political contributions that are not donations

· Broadening of Powers – Tuck Away Provisions
· §8.51 – permissive indemnification to director for liability incurred in a proceeding if he
· conducted himself in good faith
· rxably believed his conduct was in the best interests of the Corp.
Where to Incorporate

· Management friendly JD where Directors/Officers are immune from personal liability in suits by 

· Shareholders (internal relations)

· 3rd parties (external relations)

· Flexible Corporate staute

· Judicial decision rich in precedent to ensure predictability of action

NB
nternal uits (s-holder actions) are governed by the Corporate law of the state of incorporation


External suits (3rd party creditors, personal injury etc.) pl. has choice of forum where events giving rise to the claim or

state of incorporation

B. Ultra Vires – doctrine of “corporate insanity” – defense by Corp that the Corp is not liable for an act of an agent or of the Corp that does not conform with Corp powers enumerated in the AI because Corp was literally not empowered to do so
Asbury – old English doctrine

Corp that enters into and partially performs a K is not liable for stopping performance where it was not within the Corp power to perform the K – ergo the K is Void at its inception

Decline of the Doctrine

· Courts construe mutual performance to be binding on the Corp regardless of the inconsistency with Corp powers

· Torts/Criminal Activity precluded from UV defense

Kings Highway Corp. – New York (pg 264)
Plaintiif lessor wants lease  invalidated on grounds that def. lessee’s AI did not permit use of the leased property for the purposes that def. was using the property (motion picture theater)  - §203 of Ny Corp Stat. Only permits UV claim for transfer of property

1/ in an act brought by shareholder to enjoin Corp. act



2/action by Corp (or derivative suit) against former director or officer



3/ action/special proceeding by AG

Kahn – Delaware



§122(9) permits “reasonable corporate gift of a charitable or educational nature”

NB “rxable” is defined by the IRS – a charitable contribution may only amount to 5% of corporate revenues for tax deduction purposes – but Corp will defend that there are intangible benefits to gift that exceeds IRS threshold of tax deductibility (eg gift of 10% corporate revenues)

Intercontinental

Typifies prong 1 of the NY statute – s-holder may intervene in  ction by 3rd party against Corp with UV claim against the Corp – the result : unless 3rd party can show that s-holder is merely acting as the agent of the Corp, the 3rd party may not recover on the Corp promise

Eg Corporate officer promises donation strictly prohibited by the AI – s-holder may intervene in the suit by the donee for performance of the donation w/ UV claim

Where is UV alive?  Charitable/Political/Gift cases where s-holders may challenge the power of the Corp. or a Director/Officer to make a political contribution or gift or charitable contribution - §3.02 (13& 15)  are the provisions that a Corp or Director will cite to defend its contributions as will 3 rd parties who wish to thwart the intervention of s-holders in the transaction they have agreed to with the Corp or Director.  (Ask Galston about this!!!)

Substituted Theories for UV

 1/ Self Dealing – Breach Duty of Loyalty (to s-holders)

2/ Breach Duty of Fiduciary Care (to s-holders)

3/ Corporate Waste


C. Premature Commencement

· Promoters – persons who perform services pre-incorporation (ie enter into K’s, find financing) to ensure that the Corp will be doing business when incorporation occurs – set in motion/take initiative to creat Corp.

· Active – parties that perform promotional services

· Passive - parties who merely contribute capital
NB  Active promoters are personally liable while passive promoters are not

What are the liabilities of a promoter? Corporation for the acts of a promoter?  Third party rights to sue? 

§2.04 – Promoters MBCA

 All persons acting on behalf of a corporation, knowing there was not incorporation, are jointly and severally liable for all liabilities created while acting.

· Promoters are “partners” who are responsible for each other’s acts

· Have fiduciary duty to co-adventurers.other promoters

Common Law – Promoters are personally liable for pre-incorporation transactions UNLESS  

· 3rd party agrees to hold Corporation liable.  How do you determine 3rd party intent?
· Howe – 4 possibilities of 3rd party intent in making K with promoter 
· (§326 Rst. Agency)

· Revocable Offer – 3rd party offer is only binding if Corp. comes into existence
· Irrevocable Offer- 3rd party making an irrevocable offer for period of time
Inthese two instances, the 3rd party is not holding the Promoter liable 

· Novation – 3rd party agrees that promoter is bound but if Corp comes into existence then liability transfers to Corp.

· “Dual Liability” – 3rd party agrees that promoter is bound even after the Corp comes into existence

 In these two instances, the promoter is personally liable (unless the Corp has come into existence after the novation and assumed the duties of the promoter)

· Holding in Howe – k between promoter and 3rd party that includes the language that the nonexistent Corp “will be the obligor” is not substantial enough indicator that 3rd party Intended the Corp and not the promoter to be liable for the K –

· What advice would an attorney have given the promoter in Howe?

· Form a Corp or LLC to be the promoter thereby eliminating possibility of personal liability for failed promotions

· Quaker Hill – 3rd party assumes risk  of Corp not forming 
· when it compels signature of promoter on behalf of Corp despite promoter’s resignations
· knowing that Corp does not exist
· §2.04 -  ..persons who urge defendants to execute contracts in the corporate name knowing that the Corp does not exist may be estopped  from asserting claims for personal liability against the promoter
· Fox – promoter claiming pl. looked to the Corp has burden of proving so through an express or implied agreement
· Goodman – promoter must prove with ‘rxable certainty” that 3rd party intended to hold Corp liable (knowledge of nonexistence of Corp no evidence that 3rd party intended to look to Corp.)
· What if promoter holds himself out to be agent of Corp and 3rd party is unaware of uninc. Status of Corp.? 
· §329/330 – Rst. Of Agency Promoter is personally liable unless

· He makes NO REPRESENTATION that he is an agent (§331) of the assumed Corp.
· McArthur –  Corp. assumes liability of promoter by 
· Receiving the benfits of employment K promoter secured pre-incorporation

· Rule Of Law – Corp is not liable for the K’s that promoter enters into unless the expressly or impliedly adopt those K’ after incorporation

· Defective Incorporation – situation where presumed Corp. incurs legal responsibilities only to later discover mistakes in Incorporation process precluded actual Inc.
· Q. -  Are individuals (qua individuals)liable for the acts taken when Corp  does  not yet exist?
· Levy -  individual who enter into business transactions WITH KNOWLEDGE  that Corporate status is incomplete is Personally Liable

          Vs.

· Cranson – individual who agrees to be President of Corp and contribute financially WITHOUT knowledge that corporate status is incomplete is NOT PERSONALLY LIABLE

Ideas

· Three Types of Corporation for Legal purposes – common law defenses of individual wishing to avoid personal liability

· De Jure – all the filing RQT’s and procedures to attain Corporate staus fully completed

·  De Facto – a good faith attempt to fulfill the filing RQT’s and procedures and a rxable belief that one has fulfilled these RQT/procedures

· Sunshine Greenery – Individual enters into K with 3rd party two weeks after sending in for filing his papers to finalize incorporation.  Due to clerical bureaucracy , filing did not occur until after individual entered into K.  IS individual personally liable?

· No – De Facto Corporation
· By Estoppel -  Corp holds itself out to be so and 3rd party rxable relies on such holding out – can be established by a course of dealing b/w the parties

· Both Corporation and 3rd party must agree to Novation for promoter to be released from personal liability for a transaction he entered into

IV. Financial Matters and the Closely Held Corporation

Equity Financing v. Debt Financing

· Debt financing involves capitalizing the Corp. through borrowing from institutional lenders, banks etc whereas …

· Equity financing involves capitalizing the Corp through “owner” contributions, issuance of shares and retained earnings

A. Equity Financing

· §6.01: Authorized Shares
· AI must prescribe classes of shares
· With distinguishable designation

· With preferences, limitations, relative rights

· AI must authorize ate least one class of shares w/

· Unlimited Voting Rights

· Rights to Net Assets of the Corp. upon dissolution

· AI may authorize class of shares

· W/ special, limited, conditional or no voting rights
· Redeemable or convertible
· At option Corp, holder or another person

· For cash, indebtedness, security or other property

· In a designated amount or through designated formula

· Entitled to cumulative, non cumulative, partially cumulative distributions 

· Entitled to preference
· NB Preferential shareholders often maintain a right of conversion to common stock. Why?
·  If  the Corp is highly successful, common stock dividends from soaring profits may exceed the guaranteed preference of Pref. S-holder.  In this case, the Pref. S-Holder will opt to convert.  Another option is the 

· participating preferred stock  - holder receives preference and share of residual dividends if profits are high
· §6.03 – Issued and Outstanding Shares

· Corp may issue shares up to amount authorized in AI – once issued such shares are outstanding

· Reacquisition, redemption or conversion of shares is subject to Equity Insolvency and Balance Sheet limitation (§6.40)

· If transaction would result in Corp’s insolvency or failure to balance, then transaction is impermissible

· At all times, one or more shares with

· Unlimited voting rights

· Right to net assets

Must be outstanding

· §6.20 – Subscription for Shares

· Subscription irrevocable for 6 months Unless

· Sub. Agreement provides longer or shorter period of irrevocability or

· All subscribers agree to revocation

· B of Dir. Determines payment schedule/scheme for Sub. Post-incorporation/ Schedule must be uniform to all shares of the same class as far as practicable UNLESS
· Sub. Agreement provides otherwise

· In event subscriber fails to pay, Corp may

· Sue for damages

· Rescind after providing sub. 20 days to make payment

NB A subscription is an offer to purchase shares pre-incorporation.  The offer may only be accepted when the Corp comes into existence.  It is at this point that the B of Dir may then setout the terms of payment etc.

· §6.21 - Issuance of Shares

· The BD may authorize shares to be distributed for any tangible or intangible benefit to the Corp including 
· Cash, promissory note, promise to perform future services, real property, services or securities of other Corporations

Compare DEL §152 – Prospective, Future services do not satisfy as consideration

· BD must determine that consideration is adequate – as regards the purchaser this determination is conclusive as to valid issuance.

· Shareholders may have DOL action against BD that sells low … but directors can defend with the BJR
· Watered Stock – illegal sale of stock below par value that

· Dilutes s-holder voting power (action for corporate waste/ breach of duty against Director)

· Tricks creditors – can bring fraud action against below par value purchaser and BD (Hospes) – creditor relies in good faith on the representation that purchaser of shares has paid par value price.

· Resale of stock below par value is Lawful (Torres)
NB  The BD may sell the same stock at variant prices so long as price exceeds the Par Value – Why?  In order to make necessary capitalization maneuvers. Corp might have to reduce consideration for stock purchases- again Business Judgment

· DEL§152(b)/ §6.20 – AI may empower shareholders to set the consideration price shares
· DEL 152(a) – Corp may include par value for shares in AI   - if it does then it may not sell stock at price below par value

· §6.31 – Treasury Shares

· Shares reacquired by the Corp that may be

· Authorized (subject to reissue) or

· Retired

{Insert handout on Par value/ capital surplus/stated capital)

B. Debt Financing

· Types

· Bonds – secured debts
· Debentures – unsecured debts
· Zero Coupon Bonds – bond that determines fixed repayment sum and date instead of accumulating interest
· X borrows 100 from Y today and promises 200 tomorrow

· Why debt finance?

· Leverage ​– limit number of shareholder necessary to equity finance and make lender’s money work for smaller group of equity investors

· Shareholder ”loans” – characterize a shareholder distribution to the Corp as a “loan” in order that repayment is tax deductible as interest payment (excise the first layer of double taxation)

· Risk of Recharacterization by IRS
· Slappey Drives  - the essential difference between debt/equity is that equity contributor takes risk of nopayment for reward of profit whereas the debtor lends in order to receive fixed repayment plus interest – where the shareholder did not charge interest or demand repayment on scheduled dates, the Court ruled that the “loan” was actually an equity contribution
· NB Corporation distributions are subject to double taxation.  Corporate conferral of 

· Wages, salaries, lease payments, interest payments to s-holders are not taxable to the Corp.

· Debt Equity Ratios 

· Outside  - ratio of external debt financing (lenders etc) to equity- cannot exceed 10/1
· Inside ​ - ratio of internal debt financing (shareholders) to equity – cannot exceed 3-4/1
V. Issuance of Shares – Public and Private offerings

· Securities Act of 1933 – only governs the primary issuance of shares and is concerned only with Disclosure/Notification to securities purchasers and the Gov’t
	Corporate Issuer
	Underwriter
	Dealer
	Investor


· § 4 – Exempt Securities

· Securities disclosure laws only apply to I, U and D.
· Securities disclosure laws only apply to public offerings

· Ralston Purina: employer attempting to avoid registration RQT’s claims that offering to employees is private 
· How does the Ct. determine whether an offering is public or private? – Purpose of the statute is to disclose to investors information necesssary to make an informed choice, thus …

· Does the potential investor have access to info to make rxable investment choice? – Employer/Issuer has burden to demonstrate that investors are sufficiently informed to make rxable investment choice
· Presumably high level employees.can make rxable investment choice in the absence of SEC disclosure , ergo an offering to such employees is private
· Accredited investors can make “rxable investment choice” without SEC disclosure sol long as 

· Issuer notifies the SEC

· The transaction is under $5 million
· No advertising/public solicitation of the transaction
· §3(11) –Exempt Transaction
· No registration is necessary for transaction where 

· All investors are persona resident within one state

· Issuer is either

· a resident , doing business within the state or

· a Corp. , incorporated and doing business in the state

· Regulation D –Federal regulation passed to facilitate issuance of securities by small business that would not be subjected to the rigorous and costly registration RQT’s 
· Any public solicitation disqualifies offering from Reg D exemption (unless §230.504(b) offering)

· §230.508 – Good Faith failure to comply with details of REG D is not actionable – Mercy Rule
(Insert Notes in the Outline Here PG 4o2 Text )                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                       

· §5 – Prohibitions on Moving Unregistered Securities through Interstate Commerce/Mails

· Sale or Delivery after Sale of Unregistered Securities

· If no registration statement, then unlawful
· To use modes of IC/mails to sell the security
· Corp. X advertises securities through magazines that travel in IC
· To carry or cause to be carried through modes of IC/mails the security
· In order to sell
· Person X travels from DC to VA to sell unregistered security to person Z    
· Or in order to deliver after sale
· Person X delivers the unregistered security to person Z after confirming sale over phone (this would also constitute an unlawful of the modes of IC  to sell the security)
· §12 – Civil Liabilities for §5 Violations

· Any person who

· Violates §5 or

· (regardless of whether the stock is registered) Makes untrue statement of a material fact or omits to state a material fact necessary in order to make the statements  not misleading … both of which

· That person cannot sustain her burden of proof to demonstrate that she did not know, and could not have known using rxable care, such untruth or omission

·  Is liable to the person purchasing the security who may sue

· for the consideration paid+ interest – profits from security or

· for damages – if the person no longer owns the security

NB Provision for private action of action

· §17 Fraudulent Interstate Transaction
· Use of Interstate Commerce for the Purpose of Fraud or Deceit

· Unlawful for any person in offer or sale through IC or mails

· To employ scheme, device or artifice
· To obtain money or property by making untrue statement of a material fact or omission to state a material fact necessary in order to make the statements  not misleading

· To engage in practice … which operates as a fraud or deceit upon the purchaser  Catch All
· NB  Anything that qualifies as a security is subject to §17.  §17 permits a civil, criminal or injunctive action by the state against the def.

· Smith – Investment K  is a security where

· Investor tenders consideration to another party

· Common enterprise

· Where profitability depends on other party

· Pl. can sustain this burden where no matter how extensive their efforts, they cannot  profit b/c a misrepresentation by def.
	Pre File ----------


	File --


	Waiting Period 


	Approval
	Post Certification/Registration



	Issuer/Underwriter Negotiations are Lawful Pre Filing
	
	 5 c offers to buy or sell are OK (filing effectuated)

5 (a) sales/deliveries are unlawful

5 (b)(1-2) writings are unlawful

  during the waiting period


	
	


· States may enact securities regulations schemes that govern the merits securities traded – blue sky laws

VI    Preemptive Rights – Do current shareholders have prior rights to purchase unissued shares of the Corporation so that their stake is not diluted?  

· Stokes (1906) – YES : stock constitutes an inherent property right, ergo if the Corp intends to dilute the property by selling it into more pieces, it must afford the “property” owner the opportunity to maintain his “share” through preemptive purchase (but only if the consideration for the new issuance is cash – other consideration=no preemptive right)

· No longer good law – though 8 states have mandatory preemptive rights and 12 have OPT OUT statutes, the rest have some form of the MBCA OPT IN statute whereby no preemptive rights inhere unless the AI contain provisions for preemptive rights

· The general answer is NO Unless

· The AI OPT IN to preemptive rights
· §6.30 MBCA – “OPT IN” Statute What is the result of “opting in”?
· Proportional Amount - shareholder right to of unissued shares 
· Eg  X owns 100 shares in Corp with 1000 outstanding.  When Corp issues 10000 new shares, X has a preemptive right to purchase 1000 (10%) of the new shares
· Waiver - Shareholder may waive preemptive right 
· One evidenced in writing is irrevocable even though no consideration
· Non- Preemptive Issuances

· Compensation – shares issued to directors, officers, agents, employees, subsidiaries, affiliates
· Conversion/Option Rights – “

“  to satisfy conversion/option agreements

· 6 months – shares authorized w/in 6 months of Inc.

· Consideration Besides Money – no preemptive right over shares sold for property, services rendered etc.  Why?

· Unique Consideration cannot be replicated

· Preferential Shareholders/No General Voting Rights
· No preemptive rights

· No Preferential Shares/General Voting Rights
· No preemptive rights over issuance preferential shares
· Non – Exercise Shareholder Preemptive Rights
· Corp may sell to general public

· For 1 yr.
· At same consideration or higher as that offered to shareholders

· An offer below consideration or after more than a year has passed is subject to shareholder preemption

· NEW YORK §622 – “OPT IN” Statute Unless Inc. preceded the drafting of §6.22 – 

· How do you analyze the preemptive rights of shareholders in Corp. chartered prior to the enactment of §622?

· Except as provided in AI – equity shares (shares of any class with unlimited dividend rights)
· If Corp proposes 

· issuance of equity shares

· grants option/rights to purchase equity shares or

· issuance of shares convertible into equity shares

· have preemptive right to proportional shares if

· the issuance would adversely affect the unlimited dividend rights of such holders
· Except as provided in AI – voting shares (shares of any class with voting rights except Corporate Bonds)
· If Corp proposes 

· Issuance of voting shares

· Grants options.rights to voting shares

· Issuance of shares convertible into voting shares

· have preemptive right to proportional shares if

· the issuance would adversely affect the unlimited dividend rights of such holders
Basic Idea – In a NEW YORK Corp chartered before the OPT IN provisions, shareholders of equity shares (unlimited voting rights) or voting shares have preemptive right over any issuance that directly or indirectly grants equity share or voting share stock to new purchasers  unless the certificate of inc. holds otherwise

Katzowitz – case of “freeze out” by other two shareholders in Close Corp. – other shareholders introduce plan to purchase shares at below value price – fait accompli where shareholders conspire to place another in the position of purchasing shares far below value to protect his equity share/voting rights or not purchase and allow dilution

· RULE OF LAW – when the issuing price of new stocks is shown to be

·  markedly below book value 

· in a close corp and 

· the remaining shareholder/directors benefit from the issuance,

·  judicial action is appropriate

NB Modern “Freeze Out” complaints are usually framed as Breach of Fiduciary Duty against Shareholder/Directors (probably under a Loyalty framework – cross-reference)

VI. Distributions – any direct or indirect transfer of money or other property by the Corp., or the incurrence or forgiveness of indebtedness to or for a shareholder
· Dividends, Bonds, Redemptions – any transaction whereby the Corp. sends out money to shareholder for nothing in exchange

· BD have the power to determine whether distributions are proper
· Wildeman – IRS can recharacterize alleged salary as dividend UNLESS 
· Director can show the services rendered for the salary – otherwise the payment is a unilateral exchange of money by the Corp for nothing in exchange Why?
· Dividends are subject to double taxation whereas salary is not
· Gottfried –(minority) Shareholders have cause of action against Director for failure to make distribution where
· There is an adequate surplus
· Failure to distribute is in bad faith - Indicators
· Hostility

· Insider Loans

· Desire to avoid Taxes

· Bonuses

· Freeze Out Motive

· Causation – indicators of bad faith must be the CX of failure to distribute

· Dodge – “business Corp is organized for the profit of the shareholder … the discretion of Directors does not extend  … to the nondistribution of profits among shareholders in order to devote them to other purposes (PUBLIC GOOD)”

· Though Corp. can exercise business discretion concerning the reinvestment of Corp. surplus instead of making a distribution, Corp. cannot withhold surplus funds in excess of the surplus necessary to fund reinvestment scheme

· Donahue

· Stockholders in CH Corp have same DOL to one another as  (Meinhard) Why?
· Small number of stakeholders

· No ready market to sell interest in business entity (in large public Corp. – shareholder can sell his stock to avoid majority “oppression”)

· Substantial majority stockholder participation in management of the Corp.

· Cross Reference Katzowitz – one purpose preemptive right is to protect against dilution of one’s equity in the Corp. – a redemption as the BD gave in Donahue w/out an equal opportunity to redeem one’s shares dilutes one’s equity interest in the Corp., ergo
· Directors breach their fiduciary duty of loyalty when they offer redemption of one s-holder’s stock but not the others
· RULE of LAW – If Corp. purchases the shares of a controlling member, it must allow an equal opportunity to redeem shares to minority s-holders as well
Ideas

· Court deference to managerial discretion of the Board of Directors …

· Legitimate business just for the distributive choice?

· Concern for Majority S-holder discrimination against Minority …

· Freeze Outs ( a la Katzowitz/Donahue)

· Duty Of Loyalty – all shareholders have Meinhard DOL to one another that mandates equal treatment amongst shareholders

· MBCA §6.40
· Board of Directors authorize distributions to shareholders

· No distribution may be made if 

· The Corp. would be unable to pay its debts in the usual course of business after the distribution (Equity Insolvency Test) OR
· TA< TL + Amount necessary to satisfy PR (at dissolution) of preferential shareholders whose rights are superior to those receiving the distribution (Balance Sheet Test)
· Q. – what if the preferential shareholders are receiving the dist?

· Rxable Person Std. for Board Distribution Conformity w/ tests

· Rxable reliance on financial statements prepared using accounting principles and practices rxable under the circumstances
· Fair evaluation or other method rxable under the circumstances

	Complicated BST

A>L+PSD+LP+CSD

 If A exceeds then dist is OK

IF A is less than, dist. is not OK
	Assets must exceed

Liabilities + Dist. to PS + Liquidating Pref. + Dist. to CS
	Eg

A=30k

L= 22k

1000 shares

$3 Dist

100 PS w/ $2 pref. And $ 3 LP – Is the distribution permissible?
	22k+ $200 + $300 + 3k= $25,500

30k>$25500

Therefore, the dist. is permissible under the balance sheet test


Stated Capital = par value * no. of Common Shares

· Del §170(a)(1) allows dist of surplus but  restricts distributions that dip into stated capital

· Corp may avoid this problem by declining to assess a par value to the stock
· DEL §170(a)(2) allows dist based on net profits for the year + the preceding year (nimble dividends)
· Del §172 – director may rxably rely on information received  from employees, officers, committees who were rxably selected to make statements give opinions etc. concerning the financial health of the Corp related to a director’s right to make distributions

· DEL §174 –  directors jointly and severally liable for unlawful distributions

Q.  What the hell is going on with §154? 

VII. Management/Control of Closely Held Corporation

A.  Traditional Roles of S-holders/Directors
· §8.01/Del §141(a) – All corporate powers shall be exercised by or under the authority of, and the business and affairs of the Corporation managed by or under the direction of, its board of directors 

· subject to any limitations set forth in 

· the AI or in a 

· s-holder agreement (§7.32)

· Eliminate BD or restrict their powers etc.

Delaware Equivalent to MBCA §7.32 Limitations on Director Power

· DEL §344/350/351

· 344 – Del Corp may opt in/elect close corporation status

· 350 – Del shareholders may agree to restrict discretion of BD
· Such choice transfers liability to the stockholders for actionable acts or omissions   - §7.32 (e)
· Only necessary that majority of shareholders agree to ad hoc restriction - §7.32 (b): restriction must be agreed to by all shareholders
· 351 – Shareholders may choose not to have BD all together (§7.32(a))
· McQuade – shareholder K void/unenforceable as usurpation of traditional director powers to manage the affairs of the Corp.

· Clark – where 

· SH are Directors
· No 3rd party harm (reliant creditors or purchasers of stock) and

· No Sterilization of BD

contract b/w s-holders to manage Corp. affairs is permissible

· Long Park – agreement among s-holders to confer all decision making power to one individual sterilizes the BD and is therefore violative of Public Policy supporting director control of the business affairs of the Corp.

· Galler – presumption shifts – so long as shareholder K on equal terms to manage the Corp., the K is presumptively valid as regards Corporate governance
· The Galler decision tracks §7.32 of MBCA and Del § 344/350/351 by allowing s-holder agreements to eliminate or restrict BD power to govern the Corp

NB Integral to Galler was the idea that a close Corp is unique (See Donahue).  Its small numbers and joinder of shareholder/director power often makes it imperative to have a shareholder agreement to define the powers /rights/responsibilities of the members of the Close corp.

· Zion – agreement b/w shareholders not to make decision unless minority s-holder approved the decision is valid even in the absence of an election of close corp status (§344) where the defendant promised to perform the election
· Decision limited to the circumstance where def. promises to make election
· Nixon – DEL statute should be narrowly construed (in limiting BD power) to only include instances where procedural RQT’s of election are met
NB DEL Corp must elect close corporate status before it is permitted to weaken traditional BD powers whereas there is no such RQT in the MBCA §7.32 Why the RQT of election?

· Put creditors and stock purchasers on notice

· Concern for minority s-holders being overrun
B. Shareholder Voting and Agreements

§7.21 – Voting Entitlement of Shares

· All outstanding shares are entitled to a vote unless otherwise provided in the AI or bylaws

· Shares owned by a 2nd Corp. in which the 1st Corp. holds a majority of the stock to elect directors may not, absent special circumstances, vote on matters in the 1st Corp.

§7.22 – Proxies

· Shareholder may vote by proxy

· So long as inspector receives electronic transmission or signed appointment form 
· Proxy is good for 11 months
· Proxy is revocable unless the appointment is coupled with an interest

· Pledgee

· Purchaser/future purchaser

· Creditor

· Employment K 

· Party to §7.31 voting agreement

· Inclusive list –there may be other interests, §609 NY – exclusive list

Whats the idea?  Law has distaste for proxies except where proxy voter has an interest  in the success of the Corporation – all these proxies also have an interest in the Corp. success.

· Good faith purchaser of irrevocable shares who

· Was unaware of the Irrevocable P. and

· Certificate of Shares did not conspicuously display the proxy

      
       may revoke the appointment 


- 
Salgo – judiciary must respect the decision of an inspector (Corp election monitor) that the record holder of shares is entitled to vote the shares.  Any injustice worked on the beneficial owner may be remedied in an action quo warranto.  Ergo, the inspector correctly relied on the Corp record.


Record Holder – the party that Corp records show owns, and thus has the right to vote, the shares


Beneficial Owner – the party who is the true owner of the shares



Eg Institutional Investor =Record Holder,  Investors= Beneficial Owners



      Voting Trustee =Record Holder, Shareholders= Beneficial Owners   

§7.25 – Qourum and Voting Groups

· Corp. may have separate voting groups What are the RQT’s for a valid vote by SVG?

· Quorum is a majority of votes of SVG

· Once a share is represented, it may not leave
· Plurality of votes cast takes the day (except for election of directors)
· §7.27 – Corp can amend AI to change quorum RQT’s
· Change must be approved by vote that meets the new or old quorum RQT – whichever is greater

· Proposal to increase quorum to 60% must be approved at meeting where 60% shares are present; proposal to downgrade quorum from 60% must be approved at meeting where 60% of the shares are present

NB Voting groups may vote so long as quorum of the voting group is present (regardless of the presence of the other shares)

§7.28 – Voting for Directors; Cumulative Voting

· Directors elected by plurality of shares entitled to cast votes for the director (DEL – Majority necessary to elect directors)
· Corp must opt in to cumulative voting by stating so in the AI

· Cumulative Voting?  Allows shareholder to multiply the number of shares he owns by the number of candidates he may vote for and decide to use all these votes on 1 or 2 candidates instead of distributing his votes – Consolidation of Voting Power
· RQT of Cumulative Voting
· Meeting Notice must state conspicuously that cumulation is permitted at the vote

· Shareholder must give the Corp. 48 hours notice of his intent to cumulate – any other shareholders in the same voting group need not give notice of cumulation

NB Cumulative Voting empowers the minority shareholder by allowing him to consolidate his support for one or a few candidates.  Staggered Boards (§8.06) – electing Directors in different years- dilutes the CV power of minority shareholders.

( S divided by (D+1) ) +1 – Formula to determine no. of shares necessary to elect at least one Director through cumulation

§7.31/§218© – Voting Agreements: agreement b/w shareholders to vote their stock in a certain way

· Shareholders may agree – in writing and signed – to pool their votes

· Voting Agreement is specifically enforceable
· Ringling- Ct cancels the votes a shareholder who breaches voting agreement but does not specifically enforce the K
§7.30 – Voting Trust Arrangement – agreement b/w shareholders that trustee will vote their shares

· Valid for 10 years (historic distaste for separation ownership and voting rights)

· Must be on file with Corp. for creditor/share purchaser notice
· Brown – trustee of voting trust has fiduciary duty to beneficiaries, this duty makes it unlawful for him to

· Dilute the voting power of beneficiaries through amendment of the AI

· Exercise favoritism towards one beneficiary over another

Lehrman – shareholder agreement to create new class of stock to resolve deadlocks is not a voting trust b/c

· Shareholders did not separate their voting rights from ownership of the stock

And is not void b/c the stock had no economic/voting rights b/c

· §151(a) DEL permits creation of stock with no voting/economic rights

`§6.27 – Share Transfer Restrictions
· Shareholders may enter into an agreement to restrict the resale of shares

· Restriction is valid against all if

· Share certificates contain conspicuous notation of restriction on their face or

· Buyer receives information statement containing restriction (in lieu of share certificate)

· Transfer restriction is authorized 

· To maintain Corporate status when dependent on the number of shareholders (S- Corp. status …)
· To preserve exemptions under state/federal law (tax exemptions …)

· Any other rxable purpose
Types of Share Restriction Agreements

· Buy/Sell Agreements – prearranged agreement that Corp. or s-holder will purchase the stock of a member

· Cross Purchase – agreement b/w shareholders to purchase one another’s shares
· Stock Redemption – agreement that Corp. will repurchase the shares of a s-holder

C. Deadlocks – situation that arises when shares of Corp. cannot agree on path of Corp

· Gearing – pl. seeks new director election where 

· AI mandate that quorum of Directors must be present to elect new director and

· Only 2 of 4 Directors were present at election

Ct. – where failure of quorum resulted from intentional/deliberate absence of one Director, shareholder related to that director may not seek equitable relief of new election (unclean hands)

NB When a deadlock arises, a shareholder may have an action for breach of fiduciary duty against his fellow shareholder for violating his duty of loyalty (Donahue – in a close Corp.)

Rexford Reed – former employee who takes name of Corp. after dispute breaches duty of loyalty to Corp …. But 

J-Bar H – wrongfully terminated employee has no fiduciary duty to the Corp.

· Radom – co-owner of two man Corp is estopped from dissolving the Corp after death of partner

· No showing that Corp cannot be “managed effectively” w/ partners wife
· Equitable Cons. – co-owner would dissolve business then restart a new business and the deceased partner’s wife would be “in the cold”

· Corp was still successful – profitable

§14.30/14.34 – provide grounds for judicial dissolution in the event that directors are mired in deadlock

Idea – Deadlock can arise in electing directors or in management of the business affairs.  The best way to avoid deadlock is to implement a shareholders agreement to govern disputes that may involve deadlock.  The shareholders could agree to arbitrate the dispute before a mutually acceptable arbiter (would have been helpful in (Gearing) or enter into a buy-sell agreement in the event circumstances arise that make co-existence untenable or to protect one’s interest in the Corp. post mortem (would have helped in Radom).  When deadlock appears to be a possibility the best solution is to implement a shareholder agreement to govern the dispute.

D. Action by Directors and Officers – see DEL §141(B)

§8.20 – Directors can have regular or special meetings – directors need not be present at the meeting, they only need to be able to hear their fellow directors (conference call)

§8.21 – Director action can be taken w/out meeting if Directors all sign unanimous consent form to specified actions.

§8.22 – Regular meetings may be held w/out notice.

Special meetings must provide two days notice of date time place of meeting

§8.23 – Waiver: director may waive right to notice

§8.24 – Director Quorum and Voting

· Quorum =majority of fixed number of Directors if Corp has fixed board size or

· Quorum=majority of number prior to the meeting or prescribed if variable sized Board
· AI may reduce necessary quorum of Board but only to 1/3 of the fixed or prescribed no.
· Director who wishes to avoid liability for BD action?

· Object to the meeting
· Dissent or abstain, on the record, to the action taken
· Dissent or abstain in action taken by delivery of written notice before or immediately after adjournment of the meeting
§8.25 – Committees
· BD may delegate authority to a committee through vote of greater of 

· Majority of active directors
· No. of Directors necessary to take action as stated in the AI
· Committee has all the powers of the BD (§8.01(b)) except
· Authorize/approve distributions, unless following a formula or method prescribed by the Board
· Approve or propose to shareholders action that Act requires shareholders must approve (cannot approve or propose the fundamental business decision- sale of assets, election of directors etc.)
· Adopt . amend or repeal bylaws
· Fill vacancies on the Board or on other committees
NB AI or bylaws of the Corp. can prescribe different standards or rules for nearly all the RQT’s of Board action than those prescribed by the MBCA or DEL except the 1/3 quorum RQT to make a decision





Cases of Officer Authority 

· Corp against whom lawsuit is filed will defend that actions taken by officers were outside the scope of their authority while plaintiffs will claim that the actions were w/in the scope of their authority as employees of the Corp and therefore imputable to the Corp.

Drive In – Secretary has authority to keep books and records of the Corp.  3rd parties reliance in the Secretary’s book or record keeping is justified so long as they lack actual or constructive knowledge otherwise.  Therefore, Corp. is estopped from denying Secr. Authority to bind the Corp through certification of Corporate resolution.

Black – President of Corp K regarding the sale of real estate owned by the Corp. is not binding upon the Corp. b/c the Pres. lacks authority to make such a sale

Lee – President promise to provide pension is w/in her power to hire/fire employees


NB President may not make offer of lifetime employment Why?

· Interference w/ management of Corp.

VIII Duty of Care & the Business Judgment Rule

 §8.30 – Director Duty of Care

· A director’a duty to the Corp. and shareholders is to inform herself (procedural), not to make correct decisions (substantive)

Substantive Responsibility of Director

· Director decision must be made in 

· Good faith

· W/ rxable belief that decision is in the best interest of the Corp.

Procedural Responsibility of Director

· Director preparing for decision making must do so

· W/ the care that a person in a like position would exercise under similar circumstances

Rxable Reliance on Competent Experts

· Director can rely in good faith on the opinions, statements, input of any number of experts that the Director rxably believes to be reliable and competent in the functions performed or input etc. provided

Why the move away from a substantive/decision based duty of care?

· Reflects a decision to permit Directors space to take entrepreneurial risk necessary to successful Corp without fear of liability for a failure of the expectation to materialize.

· Therefore, the Duty of Care exists in the preparation/informing oneself with the requisite information necessary to make an informed business choice.

§8.31 – Director Liability

· What must the Corp. or shareholder demonstrate to succeed in holding a Director liable?

· That §2.02(b)(4) does not preclude liability
· Permits elimination or limitation of Director liability in AI in monetary damages except  for

· Financial benefit received to which he is not entitled
· Intentional infliction of harm on the Corp/shareholders
· Unlawful Dist. (§8.33)
· That §8.61 does not preclude liability

AND

· The action was not in good faith or

· Dir. did not rxably believe the decision was in best interests of the Corp. or

· Dir. was not appropriately informed or

· Dir. lack of objectivity … due to rel/ship with another with material interest in the challenged conduct or

· That affected the vote of the Dir.
· Dir. receipt of benefit to which he was not entitled
AND
· Dir. action was proximate cause of harm to shareholder or Corp.
A. Duty of Care Cases

Duty of Care of Financial Institution

Allen – Bank agrees to extend “loan” to company in exchange for debentures.  Company retains right to repurchase the debentures at the same price 6 months later or to refuse to buy the debentures.  Did bank directors violate their duty of care to the shareholders?

· Bank/Financial Institution directors have higher duty of care than other Corp. b/c public interest involved

· Minimum Rationality – where financial institution has no possible business justification for the transaction, Directors are liable

Dresser/Francis – instances where DOC was one of awareness, in Dresser Director was liable where clerk was stealing under his nose and in widower who be majority shareholder in Corp. was liable for breach of her DOC for the monumental thefts of her son from Corporate coffers.

Duty of Care Non-Financial Corp,/Business Judgment Rule
Van Gorkom (DEL) – Directors are liable for breach of duty of care in leveraged buy out transaction with another Corp. where

· Sale price was set by buyer proposal and not through informed research as to the best price for the Corp. (akin to transaction entered into by bank Dir. in Allen – concern for the financial condition of the one you’re doing business with instead of s-holders is BFDC)
· What is the applicable std. of care – Gross Negligence In Informing Themselves

Rule of Law – A director is only personally liable for his acts as a Director if, in preparation for making a Corp decision, he is grossly negligent in informing himself as to the particulars of the transaction.  

The failure by the Van Gorkom directors to inform themselves more extensively as to the market price of their stock prior to sale and to accept the offer of the purchaser without extensive research was grossly negligent.

How could the Directors in Van Gorkom have avoided liability?

· Del 102(B)(7) – Exculpatory Provision for Directors that may be included in AI (opt in) that is akin to MBCA §202 (b)(4)

· Exculpatory provision may not limit or eliminate liability for

· Breach duty of loyalty
· Acts not in good faith
· Intentional Misconduct/Knowing Violation of Law
· Acts from which Dir. received benefit he is not entitled to
· Exculpatory provision 
· does not protect Officers
· Only applies to state not federal law
· Underlying Transaction can be challenged
· Corp can seek rescission of K that Directors entered into despite inability to hold Dir. liable
· CEDE – 
· DEL Corp or shareholder does not have to demonstrate that Dir. GN is the proximate cx of harm to Corp or shareholder (For opposite view see MBCA §8.31(B)(2)).  
· So long however, as the Dir can “establish the entire fairness of the transaction” the Dir is not liable. 

· Zirn –

· §102 does not immunize directors from liability for equitable fraud – failure to fully disclose info is breach of DOL that §102 does not cover

· But good faith error in failure to inform involves DOC, therefore when DIR esta. That failure to inform was in good faith, Corp election to immunize Dir from monetary damages pursuant to §102 covers the good faith error.

 NB Pl attorney bringing action against Dir for breach of fiduciary duty (in MBCA or DEL) wants to shape the claim so that it pleads breach of DOL so that exculpatory provisions (§102 DEL, §202 MBCA) do not immunize the Dir. from liability




Duty of Care/Shareholder Derivative Suits

The unique characteristic of these suits is the conflict b/w shareholders who wish to file suit with Corp. directors on behalf of the Corp. and Corp. desire not to pursue the suit.

· Gall –

· Derivative suit is brought on behalf of the Corp., and is, therefore, within the Corp. sound business judgment as to whether the suit should be brought. 
· As business decisions are the work of the BD, ordinarily this body would determine whether suit is in the best interest of the Corp.
· Since implicated in SDS BD creates an independent Special Litigation Committee to make determination of whether suit is in the best interest of the Corp.
So long as the conclusion of SLC is unbiased, independent and in good faith based on a judgment informed by all information at their disposal, this judgment passes the BJ rule and SDS will be dismissed

ie The decision not to litigate is akin to any business decision that the BD makes.  If litigation is not profitable or in the best interest of the Corp., then a decision by the Board or SLC to have the action of a shareholder dismissed will be upheld.

· Zapata – Del flips the burden of proof of BJ onto the Corp.
· Places burden on the Corp. to demonstrate that the decision of a litigation committee not file suit against Director comports with the BJR

· Corp must show independence, good faith and informed judgment of the LC

· Failure to make this showing=denial of Corp motion to dismiss the suit

· Even if Corp. est. good faith, independence and informed judgment of the LC, Court may still deny motion if LC decision would defy the spirit of Corporate law
· Aronson – Court addresses question that precedes whether Corp. properly invokes the BJ rule to dismiss the claim of an individual shareholder – What procedure-vis-vis the Corp.- does the ind. S-holder have to follow before filing suit?

	                         Demand Futility

Shareholder can choose not to make demand upon Corp to file suit

  
	In this instance, s-holder must plead facts with particularity to demonstrate that demand would have been futile.  Like what?

      -Interested, biased Directors

      -Shareholder domination of Directors

Particular facts. must create rxable doubt as to the

· independence, disinterest of the       Directors regarding the choice to litigate

· applicability of the BJ rule to the underlying transaction


	                          Shareholder Demand

Shareholder may make demand upon Corp.
	In this instance, Corp. merely has to deny demand and so long as denial passes BJ rule, suit will be dismissed.



In Aronson, the shareholder plead insufficient facts to sustain pleading burden of particularity.



Basic premise


Demand RQT recognizes that BD has managerial control of business decisions

VIII. Duty of Loyalty/Conflict of Interest/Self Dealing

· Common Law Rule for interested transactions by Directors=per se voidable

Marciano –  Loan to Corp passes the entire fairness test, therefore, Directors did not violate their DOL by entering into the transaction
· Owners of Corp. in deadlock. 

· One group of owners seeks repayment of loan that it made.  Another group argues that loan is per se voidable as it constitutes self dealing/interested transaction.  

· How does DEL law determine whether an interested transaction by a Director violates/passes that directors DOL to the Corp.?

	1.  

§144(a)(b) make clear that there is a procedure –whose emphasis is disclosure – that permits interested transactions

But here, these conditions cannot be met b/c deadlock – disinterested Directors (144(a)(1)) will not affirm the transaction


	2.  

Intrinsic Fairness –even in the absence of §144 procedures, Director can defeat claim the interested transaction is void by making showing that the transaction is fully fair
NB The presence of §144 procedures is Prima facie evidence of the fairness of the transaction – Fliegler – 

Therefore, the Corp. could defend using the BJ rule and only a pl. showing of Corp waste or gift could override the defense

	Oolie

Overturns dicta in Marciano that §144 procedures are prima facie evidence of intrinsic fairness entitling Corp. to defend using the BJ rule.
Pl. still has BOP to show intrinsic unfairness, but class of actions that are intrinsically unfair exceeds Corp waste and gift


§144 – Interested transaction by Director/Officer is not breach of the DOL solely by reason of this interest if
· Director/Officer 

· discloses the material facts of his interest in the transaction/K to the BD or Committee, and 

· the BD or committee in good faith authorizes the k/transaction

· by a majority of the disinterested Directors
· Director/Officer

· discloses the material facts of his interest in the transaction/K to the shareholders

· the shareholders in good faith in good faith authorizes the K or transaction

· K/Transaction is fair as to the Corp at the time of authorization, approval or ratification by the Board, Shareholders, or Committee

Duty of Loyalty Parent/Subsidiary​ –Where Directors Overlap …

Sinclair – What is the standard to determine whether a parent’s actions vis-is its subsidiary meet the parents DOL to the subsidiary?

· Intrinsic Fairness Test – 

· If the transaction b/w parent and subsidiary involves self dealing on the part of the parent that benefits the parent at expense of the subsidiary  AND
· When parent controls the transaction and fixes the terms, 

· Parent has burden to demonstrate that transaction is intrinsically fair 

a. Sinclair dividend payments were intrinsically fair b/c they were distributed to Sinven shareholders

b. Sinclair failure to bring suit against other subsidiary for failure to pay up on K with Sinven is self dealing which Sinclair benefited from at the expense of Sinven, ergo Sinven has valid cause of action

NB If no self dealing is involved, then you can apply the BJ standard

Weinberger – Dual Director’s failure to disclose to subsidiary the results of a feasibility study that relied on the books/records of the subsidiary to determine a suitable share price = breach of DOL by that Director

· Std of review?

· In transaction in which Director is on both sides -as director of both parent and subsidiary – Director has burden to esta. the inherent fairness of the transaction (same test as Marciano only in the parent/subsidiary context)
· What were the factors indicating unfairness?
· Nondisclosure of study to shareholders to whom Dir. has duty of disclosure
· Domination/Control by Signal (parent) shareholders
Corporate Opportunity

Northeast Harbor Golf Club – C.O. What?

· Director usurpation of an opportunity of the Corp. for her own benefit – Theories?

· ‘in line of business test” -  Was the opportunity w/in the “field” of the Corp business?

· “rxable expectancy” – Was this an opportunity we could rxably expect the Corp would have entertained?

· “capability test” – Might the Corp be capable of expanding into this opportunity?

· ALI Approach – “Disclosure Test”
· Business opportunities of which Corp officials become aware

· In connection with their function as a Corp official or under circumstances which would  rxably lead official to believe that opportunity was being extended to the Corp or
· Through the use of Corp info or property, if the opportunity is one that could rxably be expected to be of interest to the Corp.

· Must first 

· offer to the Corp AND 

· disclose conflict of interest

  One who brings suit against director for usurpation has burden of proof

