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�Evolution of the law of corporations

History� XE "History of Corporate Development" �

Fears of Corporate Power & Loosening of Control

Although value of corporation form was long recognized, it was limited out of fear - The Crown controlled formation to prevent threat of economic / political rivalry.  

In early U.S., control continued over fear for encroachment of liberties and opportunities of the individual, subjection of labor to capital, monopoly.

This lead to early grants only for religious, educational, or charitable purposes; later sparingly for commercial purposes only to secure a public benefit otherwise unavailable.

When finally granted for private business purposes under increasing demand for business expansion, there were strict restrictions on the authorized capital, scope of powers and activity, and limitations over geographic location and activity, generally designed to promote equality of opportunity.   

Limited Liability only came in mid 1800's  

Separation of Ownership & Control� XE "Separation of Ownership & Control" � - The essence of the Problem?

J. Brandeis� XE "Brandeis" � asserts that as corporations have grown beyond the local level, with a small group of owners limited to their personal wealth’s growing into the mega-corp, ownership has been separated from control, with a wide dispersion of limited ownership interests, and a concentrated group of plutocratic managers exercising power and control.  

This separation has removed many of the checks which formerly operated to curb the misuses of wealth and power.  

The result is a new Feudal System.

J. Brandeis' fear is of Economic / Monopoly Power, and Social / Political Control, classic instances of Misuses of Wealth.

Regulatory Responses to fears 

Anti-Trust

Environmental

OSHA

Securities Laws

EEOC

State Competition� XE "State Competition" �

Commercial Development of U.S. led to pressures to loosen restraints on corporate activities

Interstate Commerce Clause led to judicial decisions limiting the State control over certain aspects of corporations.  

Led to expansions of corporation powers now codified in MBCA § 3.01 - any lawful business & § 3.02, general powers

Race to the Bottom� XE "Race to the Bottom" �

Advantages of having a corporation locate in a state came from employment, support of other business, filing fees, tax revenues.

Led to States actively competing for corporate locations - Prof. Cary asserts that States increasingly changed corporation laws to allow management maximum freedom, and the judiciaries responded with favorable decisions. 

A suggestion has been made that active competition between states is healthy for the development of corporate law.

Delaware� XE "Deleware " � - Winner of the Race?

Prof. Carey asserts DE won the race; others counter that DE's success is based on other merits.  Regardless, It's big business for DE, a large part of state budget, and a closed, insulated political process (unlike many states, such as TX, where it is a more general Legislative Process).

Economists state that if the assertion of Prof. Cary were true, the market would price the abuses into the share prices of DE corporations, not supported by empirical data.

DE statutes are not substantively different to a significant degree from MBCA or other modern codes.

DE judiciary has recently demonstrated that it will protect the interests of minority shareholders and hold management accountable for abuses of their positions.

Substantive reasons for DE's success:

DE GCL is flexible and simplifies many corporation activities.

Larger body of case law, more sophisticated case law, thus less uncertainty

Experienced bar and bench, and state bureaucrats.

Many attys in other states have become familiar w/ DE corporation law and steer clients there

Sometimes management needs friendly place:

numerous, active shareholders 

asset rich target for bust-up raiders

There is empirical support for positive stock affects of DE incorporation - Romano

California Law considered most "shareholder friendly"

Calif. has attempted to assert control over corporations incorporated in other states but doing principal business activity in Calif. -  A challenge to the "internal affairs rule� XE "internal affairs rule:  California infringement" �" 

If the corporation is found to have the "specified minimum contacts" it is subject to Calif statutes dealing, e.g., with cumulative votings, limitations on distributions, broad shareholder inspection rights, and broad dissenters' rights.  

This does not reach corporations w/ shares listed on National Securities Exchanges or NASDAQ

Constitutionality has not been tested.

Internal Affairs Rule� XE "Internal Affairs Rule" �:  foreign courts will apply the law of the state of incorporation to issues relating to the "internal affairs" of a foreign corporation.  

Corporate Theories� XE "Corporate Theories" �

Grant Theory

Early for of idealization:  a corporation is a concession from the state,

Reflected in the early restrictions on corporation purposes and powers 

This theory still useful when issue is "corporate responsibility" - state can modify grant to suit public purposes.� XE "Grant Theory" �� XE "Corporate Theories:  Grant Theory" �

But today, really a fiction, with all the "automatic" provisions that require only "ministerial" state action.  

Entity Theory� XE "Entitiy Theory" �� XE "Corporate Theories:  Entitiy Theory" �

In U.S., received virtually universal legal acceptance

CJ Marshall, in Dartmouth College� TA \l "Dartmouth College" \c 1 �, "a corporation is an artificial being"

Realist Theory� XE "Realist Theory" �� XE "Corporate Theories:  Realist Theory" �

The conduct of business by corporations is just another mode by which natural individuals conduct business and own property

Contract Theory� XE "Contract Theory" �� XE "Corporate Theories:  Contract Theory" �

"Corporations are founded in private contract" - 

this idea arises in modern times often in disputes between different classes of shareholders, or disparate corporate treatment of a class of shareholders or debt holders.  

Early theory was contract between state & corporation - Dartmouth� TA \l "Dartmouth" \c 1 �, where it was held that State of NH could not modify the terms of contract (corporate grant)

This result has been avoided by the practice of including reservation of the power to amend� XE "Corporations: power to amend state statutes" � in the corporation statutes  see MBCA § 1.02

Later theory was tripartite: 

 State - Corporation, 

Corporation - Shareholder, 

Shareholder - Shareholder.  

Expansion to shareholders arose when legal right of shareholders to modify their respective rights was recognized. 

The discretion granted to management is implicit in the "contract" formed when a shareholder buys stock. 

Public Corporations: since most small shareholders have little incentive to actively monitor and enforce any kind of perceived contractual right, Regulation is still the basis of much corporation law - and thus more consistent w/ entity theory

Nexus of Contracts Theory� XE "Nexus of Contracts Theory" �� XE "Corporate Theories:  Nexus of Contracts Theory" �

Whatever the academic insights from this theory, it does not reflect the current state of law.  Most statutory schemes have many invariable terms� XE "Corporations: invariable terms of statutes" �:

MBCA §§ 8.01, 8.03(b), 16.02(d)

Federal Securities laws

But also some leeway for optional terms� XE "Corporations: optional terms allowed by statute" � - MBCA § 8.43

Economists use this to analyze the economic relations and consequences of the corporate form.

Each contract in the nexus that is the corporation deserves the same legal and constitutional protection as other private contracts.  

In this theory, Shareholders are "risk bearers", and not really the ultimate owners.  They share expectations w/ other capital providers for a return on investment.  

Moreover, the parties in the nexus, to gain economic efficiency, must be free to structure their relations as they wish.

Parties to the nexus of contracts anticipate the numerous problems associated w/  specialization, delegation, team production, and agency relationships.  Thus, freedom of structuring their contractual relationships allow the amelioration of the agency problems inherent in large corporations.   A corollary result:  State statutory provisions should be optional "off the shelf" provisions that can be incorporated for efficiency benefits if desired, but can be rejected in favor of private agreement.  But, S.Ct. held states have broad regulatory power over corporations, CTS� TA \l "CTS" \c 1 �

Economic efficiency of corporation comes from:

specializations of activities from share issuance and limitation of liability.

specialization of management capability from centralization of control.

Breakdown of this theory occurs when the incidents of "contract" are examined more closely, as economists view the concept of contract far broader than the limited legal concept (cognizable rights & duties).  The difference is greatest when an implied contract is looked at.  To economist, the contract will be enforced in the marketplace, which, however, may not benefit the aggrieved, only punish the culpable.

Caveat:  Tort creditors and other persons affected by corporate actions often have claims that can not in any sense be categorized as contractual.  

Efficient Capital Market Hypothesis  ( ECMH )� XE "Efficient Capital Market Hypothesis  ( ECMH )" �

Weak Form - all past price info incorporated into the current price.  

Semi-Strong Form (greatest empirical support) - many purchasers and sellers, all attempting to use available info to maximize their returns, using increasingly sophisticated analysis and acquisition methods.  Thus, prices move rapidly to reflect all publicly available information

Strong Form - even non-public info is rapidly incorporated in share prices.

The Semi-Strong Form is the basis for sanctioning inside trading:  private knowledge of potential actions confers a real advantage.  

Judicial recognition:  S.Ct. in Basic Inc. v. Levinson� TA \l "Basic Inc. v. Levinson" \c 1 �

Caveat:  this theory does not work well in Thin Markets

Sources of Law� XE "Corporations: Sources of Law" �

State Corporation Statutes

State Securities Laws - Blue Sky Laws

State C/L 

Federal Statutes

Securities Act of 1933

Securities Exchange Act of 1934

Investment Company Act of 1940

Insider Trading Sanctions Act of 1984

Insider Trading and Securities Fraud Enforcement Act of 1988

Generally no Federal Corporation C/L - CTS Corporation v. Dynamics Corporation of America� TA \l "CTS Corporation v. Dynamics Corporation of America" \c 1 �

Close / Public  Functional Distinction� XE "Corporations: Close / Public  Functional Distinction" �� XE "Close / Public  Functional Distinction" �

Close Corporation - General Incidents:

Few shareholders, all or most of whom are active in management 

no public market for shares

shares often have restrictions on transfer

no registration for public share distribution

Public Corporation - General Attributes� XE "Public Corporation - General Attributes" �:

Some of the shares held by members of general public, overall number of shares generally large.

Public market for shares, either exchange or OTC

corporation subject to reporting and disclosure requirements

centralized, professional management. 

Market for shares the central distinction

shareholders in public corporations have easy remedy for dissatisfaction:  sell.

Value more certain

no real danger of "lock out" or "freeze out"

�selection of business form

Table of Associational Forms� XE "SELECTION OF BUSINESS FORM - TABLE" �

�C Corporation�S Corporation�L L Company�Ltd. Partnership�Partnership��Name�Must contain "corporation" or "incorporated" or an abbreviation �Same as for C Corporation �Must contain "Limited" "Ltd." or "L.C."�Must contain "Limited" "Limited Partnership" "Ltd." or "L.P."�No requirements ��Transferable interests, full substitution of transferee�Yes, subject to agreement among shareholders�Same as for C Corporation�Only if permitted by articles of organization or regulation - may raise tax issues if allowed�Only if permitted by p-ship agreement - may raise tax issues if allowed�Only if permitted by p-ship agreement��Term�Typically perpetual unless limited by AoI�Same as for C Corporation�May not exceed 30 years�Typically limited by p-ship agreement�Typically limited by p-ship agreement��Dissolution on death, retirement, withdrawal etc of owner�No�Same as for C Corporation�Yes, unless regulations provide otherwise - may raise tax issues if not�No for limited partners, yes for general partners unless regulations provide otherwise - tax issues if allowed�Yes��Level of Income Tax�At corporate and shareholder level�At shareholder level only�At member level only, if properly structured�At partner level only, if properly structured�At partner level��Number of owners�No restrictions�No more than 35 shareholders �No restrictions, but need at least 2 members to be p-ship for tax purposes�Must have at least one general partner and at least one limited partner, at least 2 different pners�Must have at least 2 partners��Type of owners�No restrictions�May not include corporations, non-resident aliens, p-ships, some trusts, pension plans or charities�No restrictions�No restrictions�No restrictions��Classes of Ownership Interests�Permitted�One class only, but may have different voting rights�Permitted�Permitted�Permitted��Liability of Owners�Limited�Same as for C Corporation�Limited�General P-ners have J&S liability; limited pners have limited liability except extraordinary situations�General Pners have J&S liability - note that all jurisdictions  have abolished the § 15(b) distinction��Owner Participation in Mgmt�Permitted �Same as for C Corporation�Permitted�Participation by limited pner generally restricted�Permitted��Organization Costs�Filing fee in Texas is $400; may be significant professional fees�Same as for C Corporation�Filing fee in Texas is $200�Filing fee in Texas is $750�None��Formation Requiremnts�File AoI, adopt by laws�Same as for C Corporation - IRS election�File AoI, adopt regulations�File certificate of ltd pship, enter into oral or written pship agreement �None.  Pship may exist in the absence of any or written agreement��Conduct of Business in other States�Most states have foreign Corporation qualification provisions�Same as for C Corporation�Majority of states do not have foreign LLC qualification provisions - smart to register as foreign C cor.�Most states have foreign limited partnership qualification provisions�Typically no mechanism for qualification of foreign pships��� XE "SELECTION OF BUSINESS FORM


" �

Agency; Master/Servant

Most basic form of multi-person business is sole proprietor� XE "sole proprietor " � with employees - e.g., a master and his servants, or principal and his agents.

However, even the simplest factors of "profit sharing" or "decision making power" can take a relationship out of the basic model.

MINORITY law:  There has been some judicial sympathy for "passive" investors who were caught in a venture w/ liabilities incurred by others.  Some courts have been willing to accept argument that the absence of an express agreement to share losses indicates that no partnership was ever created in first place.  [Long v. Gonzales� TA \l "Long v. Gonzales" \c 1 �, FDIC v. Claycomb� TA \l "FDIC v. Claycomb" \c 1 �  mentioned in notes w/o facts]

Example:  A and B planning to enter furniture business, A invests money, B will run on a daily basis, subject to veto power by A over major decisions.  Profits divided after B gets salary.  Here, B is an Agent of AB company, but also, on these facts, a principal.  Probably a partnership.

Partnership - [UPA of 1914 is Majority Law] � XE "Partnership" �

General

Essential Definitions §§ 2,3

Basis for UPA 1914:  a codification of C/L - §4

agency law incorporated - §4(3)

estoppel incorporated - §4(2)

Law Merchant incorporated - §5

Existence� XE "Partnership: Existance " � of partnership: Definition and relevant factors in §§ 6,7  [also see generally § � REF _Ref362000776 \n �2.3.10�]

Prima facie  evidence of existence of partnership and the exceptions are in §7(4)

Key factors:

contribution to partnership

** division/share of profits **

say in management of business

In the AB Co. hypo above, there is an association of "co-owners" to carry on business for profit - the handshake and the agreement are sufficient.  

Types of partnership:  Not mutually exclusive

Joint Venture� XE "Partnership: Joint Venture" �� XE "Joint Venture" �:  A joint undertaking of a particular transaction for mutual profit.  Normally does not entail a continuing relationship among the parties, or only of limited scope.

Term Partnership� XE "Partnership: Term " � - set to expire at fixed date - see § 23 for continuation after term.

At-will partnership - no fixed term or purpose - see dissolution §§31(1)(b), (2)

Notice to a partner is notice to the partnership� XE "Partnership: Notice" � - §12

Liability� XE "Partnership:  Liability of " �:  

The personal liability of the partners is the most serious drawback of this form of association.

Generally, an agreement to share losses� XE "Partnership:  agreement to share losses " � is not required for a creation of agency - but see "agency" section � REF _Ref361913034 \n �2.2.2.1�  supra. 

J&S:  All jurisdictions have abolished the §15(b) distinction for "several" liability, which as practical matter required the joinder of "all" the partners to achieve full satisfaction.  Partners today are J&S liable for partnership liabilities to 3rd parties.

3rd parties are not subject to any agreement among partners dividing liability in §§ 13,14,15.

Thus a non-equity partner� XE "Liability of non-equity partner " � may have significant J&S liability exposure - the indemnity from the full equity partners is only as good as the partners

Indemnity:  Partner who individually pays partnership liability has right of indemnity� XE "Partnership:  indemnity " � §18(b)

Course of Business� XE "Partnership: Course of Business " � / Scope of Apparent Authority� XE "Partnership: Scope of Apparent Authority" � - §§ 9(2), 13, 14, 15 - If a transaction is outside the partnership business, the other partners are not liable and they are not bound by a statement of the partner who conducts the transaction that he is acting on behalf of the firm.  

Standard is normal practice in area or past conduct of firm.

( is not required to prove reliance by affirmative evidence, but ( partnership can rebut w/ affirmative defense.  

In Rouse v. Pollard� TA \l "Rouse v. Pollard" \c 1 �, in determining whether  an analogy to § 9(2) absolved a law firm from liability of a partner's actions, the court looked at "practice of law in NJ."  The culpable partner, who lacked actual authority, advised a client to sell all her securities and let him invest them.  Compare Roach, § � REF _Ref361943786 \n �2.3.2.7.1�

There was evidence that the ( acted in reliance on the individual, and not on the firm and the J&S liability provisions.  

There was no past pattern of investment activity of the firm

Willful, Negligent, or Incompetent actions� XE "Partnership: Willful, Negligent, or Incompetent actions " � (e.g. - Torts� XE "Partnership: Torts" �) of a partner w/in course of business or scope of agency - unlimited liability for partners - §§ 13, 15.  

Test is reasonableness of the ('s belief based on facts in the specific case.  

For example, to imply atty-client relationship, the law requires more than an individual's subjective, unspoken belief that the person with whom he is dealing, who happens to be a lawyer, has become his lawyer.  Belief must be objectively reasonable under the totality of the circumstances.  

Thus just doing business with a lawyer does not create the relationship.  Sheinkopf v. Stone� TA \l "Sheinkopf v. Stone" \c 1 �.

Employees of partnership also subject partnership to liability - R2A §§ 165, 219, 228 infra.

In Roach v. Mead� TA \l "Roach v. Mead" \c 1 �, ( asked his atty for advice in investing funds.  ( partner said he would take it at 15%.  ( partner offered to secure loan w/ mortgage on house, ( said "do what you think best" but ( did not secure.  ( shied ( partner and ( partnership for negligence, claiming that they filed to advise ( to seek independent advice, or of risks and conflicts.  Giving of advice regarding legal aspect of loan (i.e. security) is a normal part of legal practice.  This approach prevalent today - compare Rouse, § � REF _Ref361943841 \n �2.3.2.6.3�

Professional Rules of Conduct� XE "Attorneys:  Professional Rules of Conduct " � now require full disclosure of atty's interest in writing to client, chance to seek independent counsel, and written consent of client.

Note that this result same for associate.

Business Advice� XE "Attorneys: Business Advice" � - does not normally subject atty to liability, but where an unsophisticated client is involved, risks should be pointed out clearly, forcefully, and w/o hesitation.

Incoming Partners - � XE "Partnership: Incoming Partners Liability of " �-§17 - limitation of personal responsibility to assets of partnership.

However, if the incoming partner has actual knowledge of past defalcations, he may still be personally liable.   UPA does not limit application of other bodies of law, in this case decisional law.  

Written Agreements� XE "Partnership:  Written Agreements" �

The cases on partnerships establish that the primary problems arise in second generation areas - amenable to advantages of a writing. 

Advantages

Helps to avoid future disagreements

Best evidence in court (readily proved)

Proactive attention to potential trouble spots

Allows partners to allocate tax consequences pursuant to IRC

Allows for ready continuance of the partnership after death or disability of one of the partners

Avoids Statute of Frauds problems where a partner loans property to the partnership or where the term  is to be more than one year.  (e.g. the "Jamail and Gano" oral agreement unenforceable because the cases undertaken during the partnership took more than a year)

Despite the advantages of a written agreement, many successful partnerships have operated for years w/o a written agreement.  Some other disadvantages:

costs of drawing up agreement

strains relationship from start

Profit and Loss Sharing� XE "Partnership:  Profit and Loss Sharing" �

No Agreement for sharing of P&L:  § 18(a) - equal shares

By Agreement as allowed by §18(a)(some examples but not inclusive):

flat %

fixed salary treated as expense before profit distribution

% varied yearly according to capital contribution or revenue generation

fixed % of pool, with separate pool divided among "junior" partners

a function of each partner's bargaining power

NON-EQUITY partners - (a.k.a. "income partners") - typical privileges include

attend firm meetings

serve on committees  (except mgmt or compensation

receive paid benefits (which equity partners pay for themselves)� XE "Partnership:  NON-EQUITY partners" �

Management� XE "Partnership:  Mangement" � & Agency� XE "Partnership:  Agency" � 

Every Partner an Agent of Partnership w/in apparent course of normal business- §§ 9(1)&(2) -

3rd must reasonably believe transaction w/in scope of partnership business, but the burden on the 3rd party to discover if partner's action w/in normal business is not substantial - National Biscuit, Smith� TA \l "Smith" \c 1 �

Knowledge of a restriction on a partner's authority does not bind a 3rd party w/ knowledge of the restriction §9(4)

"apparently carrying on the business" of a partnership has been held  to mean "the way in which other firms engaged in the same business in the locality usually transact business, or the way in which this particular partnership usually conducts business."  Burns v. Gonzalez

Burden of Proof:  on party claiming the action was w/in normal course of business - Burns v. Gonzalez

See also Rouse v. Pollard� TA \l "Rouse v. Pollard" \c 1 �, § � TA \l "Burns v. Gonzalez" \c 1 � � TA \l "Burns v. Gonzalez" \c 1 �� TA \l "National Biscuit" \c 1 �� REF _Ref361942844 \n �2.3.2.6�

Equal rights in Management; Majority vote for normal matters of business - §§ 18 (e) & (h)

One of Two partners cannot restrict the decision-making or power to bind partnership of the other partner - not a majority National Biscuit� TA \l "National Biscuit" \c 1 �

Agreements� XE "Partnership: Management Agreements " � regarding management - "subject to" of §18 preamble - but note that § 9 is not "subject to" agreement.  If a partner acts wrongfully wrt agreement, §§13-15 still catches partners in actions by 3rd parties.  see also R2A §§ 160, 161 infra, agency section.  

Notice to a partner is notice to the partnership� XE "Partnership: Notice" � - §12

Acts an individual partner cannot do� XE "Partnership: Acts an individual partner cannot do" �:  § 9(3)

National Biscuit Co. v. Stroud - Actual Authority� XE "Actual Authority " � - � TA \l "National Biscuit Co. v. Stroud" \c 1 �( and his partner had a partnership in a grocery store, with no restrictions in partnership agreement over either's powers of mgmt.  ( later advised ( that he would not be responsible for any bread sold by ( to the store.  Held, ( could not restrict his partner's authority, 1/2 not a majority.  Buying bread normal part of business of grocery store, ( J&S liable. 

Smith v. Dixon� TA \l "Smith v. Dixon" \c 1 �   Apparent Authority� XE "Apparent Authority " � - ( Smith family was involved in family partnership that bought and sold realty.  Head of family was normal transactor of sales and leases of property.  Here, family claimed that head had authority to negotiate this sale, but only at a price above $225,000.  When he sold for less, it was w/o actual authority, but nature of business and prior course of conduct gave the head apparent authority. [Apparent Authority Arises from perceptions of 3rd]

Here, the family had no practical way to give notice to all 3rds that head might negotiate with, the only practical remedy to discipline head.  

Duties of Partners to Each Other� XE "Partnership:  Duties of Partners to Each Other" � (Inter Se Duties)

Duty of Loyalty� XE "Partnership: Duty of Loyalty" � - a fiduciary duty� XE "Partnership: fiduciary duty" �

Meinhard v. Salmon� TA \l "Meinhard v. Salmon" \c 1 �:  Here, ( and ( entered a writing for a joint venture to improve and operate a hotel property that had a twenty year lease.  As term of lease approached, 3rd party approached ( Salmon and executed new lease, but w/o (.  Held, the subject matter of the new lease was an extension and an enlargement of the subject matter of the old lease, and thus of the partnership.  ( had highest fiduciary duty of loyalty to his partner w/in scope of partnership. [Here, Salmon could have avoided this result, which came solely from his failure to inform, by expressly limiting the joint venture's term or scope in the original agreement.]  Compare UPA §§ 20, 21

Basis of the duty is mutual agency of partners to the partnership and each other;  those who can bring ruin to each other have highest duty of trust and loyalty.

Implicit in fiduciary duty is duty not to compete� XE "Partnership: duty not to compete" �. - see Meehan v. Shaughnessy� TA \l "Meehan v. Shaughnessy" \c 1 �, infra § � REF _Ref361998371 \n �2.3.9.5�

Duty of Loyalty / Fiduciary Duty can not be waived by agreement.

Accounting� XE "Partnership:  Accounting" � - § 22 - More than a presentation of financial statements - It encompasses a review of all transactions, including alleged improprieties, which should be reflected in the financial statements.

Results generally in a money judgment

C/L generally allowed only on dissolution, but UPA softens w/ § 22(c);  but still unusual in an ongoing partnership. 

Duty of Good Faith� XE "Partnership: Duty of Good Faith " � (implied by case law, generally) - look out for it in these situations:

where there is a veto power over majority

Oppressive negotiating tactics

Disclosure of info during negotiations

Duty to Render Information� XE "Partnership: Duty to Render Information" � - § 20

Miscellaneous Inter Se duties� XE "Partnership: Miscellaneous Inter Se duties" � - § 18 (subject to opt out by agreement)

dividing losses

dividing profits

indemnification

Advances

Interest on Contributions

Control & Mgmt

Salaries

New Partners

Entity nature of Partnership� XE "Partnership:  Entity Naure" - both views have currency

C/L courts generally took the "aggregate theory” where  “where the partnership was considered an extension of the partners themselves, w/o separate legal existence.  Some support in UPA

§ 6(1):  association of 2 or more persons

§ 15:  J&S liability provisions based on aggregate concept.

used in TAX issues

Entity / Mercantile theory� XE "Partnership: Entity / Merchantile theory" � - support in UPA

§ 18(b):  The partnership must indemnify every partner

§ 9(1):  each partner is an agent of the partnership. 

Also, most courts accept this view.  Policy:  typical partnership today is larger and more dispersed, w/ societal and economic forces favoring "entity" approach.

Especially prevalent w/ property issues

Property� XE "Partnership:  Property" �

Tenancy in the Partnership - §25(1) with these incidents § 25(2):

right to possession for partnership purposes

non-assignable except in bulk (all of partners' interest)

limited attachment - 

creditors of individual partner cannot foreclose on partnership to satisfy individual debt - 

But can get "charging order" attaching the partner's profits distributed. §28 and perhaps, under § 32, force a dissolution at a court's discretion

survivorship

Assignment of a Partner's interest in the Partnership §27 (absent agreement otherwise):

Only the interest in the property can be assigned, not participation - §§ 18(e), (g). 

Dissolution� XE "Partnership:  Dissolution" �

Note Distinctions:  Dissolution, Winding Up, Termination� XE "Partnership: Distinctions:  Dissolution, Winding Up, Termination" � - §§ 29,30 - dissolution has a very technical sense in UPA

Winding up is the process of settling the partnership affairs after dissolution

Termination is the point in time when all the partnership  affairs are wound up.

An incoming partner� XE "Partnership: Dissolution - not on incoming partner " � entering is not a dissolution - see also §17.

Automatic v. Court Ordered Dissolution:  §§ 31,32 distinguished

§ 31 contains relatively objective standards

§ 32 are more subjective, more amenable to a court's equitable powers.

The Equitable dissolutions under §§ 32(1)(f), (2) are rarely granted.

Continuation of Business following Dissolution� XE "Partnership: Continuation of Business followind Dissolution" � - 

Most common partnership agreement provision:  upon any withdrawal of a partner ("dissolution" per UPA nomenclature) the business of the partnership is not to be wound up and terminated but is to be continued by the remaining partners with the interest of the withdrawing partner being paid off in cash on some basis.

Theoretical basis under UPA when a partner withdraws is dissolution (§ 29) followed by a new partnership arising immediately.

Consequences of theoretical basis may be seen, for example, in leases that do not allow assignments.

No express agreement for continuation:

May continue by contemporaneous agreement of all the partners, but

Withdrawing partner may compel winding up� XE "Partnership: Compelled winding up" � in absence of agreement - § 38(1)

Terms of Agreement to continue may override the default provisions of the UPA - Adams v. Jarvis� TA \l "Adams v. Jarvis" \c 1 � - ( withdrew from a medical partnership, which had written partnership agreement w/ provisions for continuation of partnership.  Agreement provided that all A/R at time of withdrawal remained the sole property of the ongoing partnership.  Held, the A/R retention enforceable, since § 38(1) specifically allows for "as otherwise agreed" and here, the agreement met the conditions for an enforceable agreement and the statute should not invalidate it:

provides for continuation

sets forth an equitable  method of paying a withdrawing partner his agreed share, and

does not jeopardize the rights of creditors.  



Dissolution� XE "Partnership: Wronful Forced Dissolution " � can always be forced by a partner, if willing to suffer consequences - see §31(2)

Collins v. Lewis� TA \l "Collins v. Lewis" \c 1 �:  partners in a Houston cafeteria - ( financed, ( operated, obtained 30 year lease.  ( sought judicial dissolution of the partnership based on cost overruns and unprofitability.  Jury found that ( was competent to manage the business, that ('s unreasonable conduct was the cause of the profitability problem.  Jury's findings make the issue on appeal a request for dissolution based on conduct by requester that was in contrivance of the partnership agreement.

Held, Court will not use equitable power to dissolve partnership when it aids a partner breaching his contract - must do equity to request equity.  

Here, ( can use provisions of §31(2) to force dissolution, but at expense of liability for damages from br/K.  § 38(2)

This also reveals a judicial predisposition not to dissolve going concerns.  Policy is community economic benefits.  

Partner withdrawal to compete w/ prior partnership� XE "Partnership: Dissolution to compete w/ prior partnership " � - Fiduciary Duty - Meehan v. Shaughnessy� TA \l "Meehan v. Shaughnessy" \c 1 �:

Law firm was a partnership at will, w/ a 3 month notice provision for withdrawal by a partner.  Three partners leaving decided to give only 30 days notice.  On 3 separate occasions before notice was given, other partners approached a leaving partner and asked if the rumors were true, which were denied.  The leaving partners communicated with clients about taking their cases with them on 12/3.  The remaining partners requested a list of pending cases and were not given the list until 12/17.   Held,

Withdrawing partners failed to render on demand true and full info (the denials of departure) required by §20 - Some courts have gone beyond this, and required disclosure w/o demand by other partners.

Withdrawing partners continued to use, after notice, their position of trust and confidence to the disadvantage of firm, by immediately communicating w/ clients and withholding the requested list.  TEST:  did ( exclude the other partners from effectively presenting their services as an alternative to those of (?  Here, no. 

The (s were given burden of showing that removed clients would have come even if ( had chance to give effective pitch.  [i.e., no causal connection between  the ('s breach and the damage (loss of clients).

Lesson of Meehan:  be completely honest and ethical

Similar lesson in Rosenfeld, Meyer & Susman v. Cohen� TA \l "Rosenfeld, Meyer & Susman v. Cohen" \c 1 �, where two withdrawing partners worked almost exclusively on an antitrust case for six years, netting the partnership very little. When it became clear that the case would settle for $20million, the two attempted to form new firm and take the case w/ them.  Disallowed.   

Non-Compete provisions of Dissolution agreement� XE "Non-Compete provisions of Dissolution agreement" �� XE "Partnership: Non-Compete provisions of Dissolution agreement" �:

For professionals like lawyers, non-compete provisions will usually be upheld if reasonable.  General test of non-compete:  [from Gelder Medical Group v. Webber� TA \l "Gelder Medical Group v. Webber" \c 1 � ]

reasonable as to time and area

necessary to protect legitimate interests

not harmful to the public, 

not unduly burdensome

Some courts hold that a restriction on lawyer unenforceable, holding it unreasonably deprives public of free choice of legal advisors - primacy of the will of the client.  A forfeiture of distribution rights for competition has the same effect.  Cohen v. Lord, Day & Lord� TA \l "Cohen v. Lord, Day & Lord" \c 1 �.

In Gelder Medical Group v. Webber� TA \l "Gelder Medical Group v. Webber" \c 1 �, the partnership agreement allowed for expulsion of a partner by the others, and provided for non-compete w/in 30 mile radius after voluntary or involuntary departure.   Held, as with any contract, there is a time-honored implied term of good faith, but here, ( has not established any absence of good faith.  The involuntary expulsion and non-compete provision upheld.  Also see §� REF _Ref362000449 \n �2.3.9.7� &  §� REF _Ref362000481 \n �2.3.9.6.1�

Involuntary Expulsion� XE "Partnership: Involuntary Expulsion" � - Gelder Medical Group v. Webber� TA \l "Gelder Medical Group v. Webber" \c 1 �

While there is no C/L or statutory right to expel a member of a partnership, partners may provide contractually in their agreement for involuntary dismissal, w/ or w/o cause.  

Provisions for dismissal must not

be undue penalty

unjust forfeiture

overreach

violate public policy

Insolvent Partner� XE "Partnership:  Dissolution - Insolvent Partner" � - § 40(d) puts proportionate [per §18(a) or agreement] liability burden on remaining solvent partners

Distribution Rules� XE "Partnership: DissolutionDistribution Rules" �, § 40

Inadvertent - [also see generally § � REF _Ref362000861 \n �2.3.1.3�]

At C/L, sharing of profits was often deemed conclusive of existence of partnership.  UPA approach in §§ 6, 7.  Profit sharing is now only prima facie  evidence - § 7(4).  EXAMINE entirety of circumstances.

Some important Factors:

A retention of power by the person receiving a share of the profits that is greater than that required to effect protection the § 7(4) exceptions 

Declaration / non-Declaration of partnership can be important to determine parties' intent.

Partnership results from Contract, express or implied.  [from Martin v. Peyton� TA \l "Martin v. Peyton" \c 1 �  - � REF _Ref362001779 \n �2.3.10.4�]

Court will look at effect and essence of agreement, not express words of categorization.

A subsequent modification can create a partnership where not existed before

Subsequent actions can also create a partnership where not existed before

Martin v. Peyton� TA \l "Martin v. Peyton" \c 1 �:  [also see � REF _Ref362001870 \n �2.3.10.2�]  ( Peyton one of several lenders of securities to investment banking firm.  Terms of loan were that specific partner known to ( was to have management control during time loan outstanding, and his life was to be insured and policies assigned as collateral.  (s were to be kept advised as to conduct of business and consulted as to important matters.  (s could inspect the books and get any info they thought important.  (s could veto any business they thought too speculative or injurious.  (s were to receive 40% of firms profits, capped at $500,000, but not less than $100,000.  

Held, not a partnership based on entirety of circumstances:

Loan need not be only of cash, and the securities here were just loaned - indeed, the (s got all interest and dividends from them

The share of the profits was capped and floored, unlike real sharing

management control was consistent power required under loan covenants and w/in industry standards

(s could not initiate action on behalf of partnership nor bind the firm by their actions

Public Representation� XE "Partnership:  Inadvertent - Public Representation " � not enough to create partnership - Smith v. Kelley� TA \l "Smith v. Kelley" \c 1 � - Accounting firm, ( Smith came to work for existing partnership of (s.  ( paid salary, expenses,  and annual, small, bonus out of profits.  He was held out to public as a partner of the firm.  But there was no agreement that ( would be a partner, have share of profits, nor did he contribute to assets, or participate in management, had no authority to hire/fire, or purchase for form, nor did he ever sign loan notes for firm, nor obligated for losses of firm.  Held, a partnership is a contractual relation, and intention is necessary to create.  The representation to the public was not enough  to create partnership among the parties.  

Note, however that 3rd party could make claim on both ( and ( based on representation - see § 16.

§ 16 operates by reliance, though, so ( probably not liable for a "slip and fall"

§§ 9 (1), (2), (4) - actions and conduct may create a partnership. � XE "Partnership:  Inadvertent" �

Limited Partnership� XE "Limited Partnership" � [ULPA of 1976 w/ 1985 revisions is Majority Law]

General

History:  No C/L limited partnership - a purely statutory creature - with characteristics of both corporations and partnerships.  

Development� XE "Limited partnership: Development" � of large limited partnerships was based on Federal FIT pass through treatment, plus the provision of limited liability.

Although ULPA 76 forms the basis of the statutory law in 49 states, numerous deviating amendments have led to much less uniform application than with UPA 1914.  

Offers limited liability for the limited partners, general partners still generally J&S liable. § 303

Filing requirement for creation - § 201

Pass Through Taxation� XE "Limited partnership: Pass Through Taxation " � - The Kintner regulations� XE "Pass Through Taxation - The Kintner regulations" �� XE "Kintner regulations" �:  To determine whether an association will be taxed as corporation or as partnership, six characteristics of "pure corporations" are examined in the context of the association being reviewed.  A partnership will be treated as an association taxable as a corporation if it "more nearly resembles a corporation than a partnership."  If a partnership lacks two of the last four characteristics, its status as a partnership will be respected for tax purposes.  

Associates  [both corporations and partnerships have this always]

objective to carry on business and divide the gains therefrom [both corporations and partnerships have this always]

continuity of live

here, most limited partnerships or master limited partnerships avoid this factor, due to termination on death, insanity, or bankruptcy of general partner. 

Case law has held that even if the limited partners can replace the general partner, possibility of termination under state law sufficient to avoid "continuity of life."

centralization of management

liability for corporation debts limited to corporation property

As long as the general partner is not a "dummy" or has only insubstantial assets, limited partnership liability is not  limited to limited partnership property

Requirements for general partner� XE "Limited partnership: Financial Requirements for general partner" �: 

All general partners taken together must have at least a 1% interest in each material item of partnership income, gain, loss, etc. at all times, and must be expressly allocated by partnership agreement

Must have a capital account balance of 1% of all positive capital account balances, or $500,000, whichever is less

If General Partner is a corporation, its net worth must be at least 10% of the total contributions to the partnership. 

If General Partners are individuals, aggregate net worth of at least 10% of the total contributions of partnership or $1million, whichever less

If Gps mixed, may meet either test.

free transferability of interests 

Master Limited partnership� XE "Limited partnership: Master" �  � XE "Master Limited partnership" � - originally named from process of "rolling up" small limited partnerships into a large one; now, refers more generally to large limited partnerships that are widely held and whose ownership interests are frequently traded.

As a result of the tax advantages of limited partnerships, the master limited partnerships competed for capital w/ the large corporations in the capital markets.

Congress responded by treating "PUBLIC TRADING" as the criteria for taxation as corporation.  Phase out provisions over ten years from 1987

Result is that only Oil & Gas and Real Estate  master limited partnerships, which got exemption, remain active

Control of Business� XE "Limited Partnership:  Control of Business" �� XE "Control of Business" �  - § 303(a) - limited partner looses liability shield to those who reasonably perceive the limited partner's control of business as actions of a general partner.  Exceptions in § 303(b)

Delaney v. Fidelity Lease Limited� TA \l "Delaney v. Fidelity Lease Limited" \c 1 �: Limited partners acted as officers of a corporation which was the sole general partner of a limited partnership.  (s claimed that the 3 limited partners controlled the limited partnership, albeit as officers of the shell corporation.  Here, (s built a restaurant under K with limited partnership by acting with the corporate general partner (.  ( failed to take over the lease as agreed. Held, the personal liability which attaches to a limited partner when he takes part in the control of the business cannot be evaded merely by acting through a corporation. "There is no requirement that ( must have relied on the personal liability of a limited partner holding himself out as a general partner."   This particular result heavily criticized, different results in other jurisdictions, flatly O/R by RULPA §303(b)  

There is a "commercial" policy behind the RULPA's reliance doctrine:  (s could have secured personal guarantees if the felt insecure.  The Delaney court "changed the deal."

Limited Liability Partnership� XE "Limited Liability Partnership" �

Developed in TX in 1991, affords limited liability in the partnership association.  Now in DE, NC, LA, D.C.  Good choice for law firms, provides liability protection at modest cost.

Specifically, the Texas Revised Partnership Act makes individual partners  not personally liable for the debts and obligations of the partnership arising from errors, omissions, negligence incompetence, or malfeasance committed (the "acts") while the partnership is a registered LLP and in the course of the partnership business by another partner or a representative of the partnership not working under the supervision or direction of the first partner unless the first partner:

was directly involved in the specific  activity where the acts were committed by the other party, or

had notice or knowledge of the acts and failed to take reasonable steps to prevent or cure the acts.

No Protection for:  contract creditors or third party tort claims outside the professional acts.  

Requirements:

public filing w/ secretary of state, 

use of words LLP in name

specific amount of liability insurance coverage or cash escrow

TX = $100,000, DE= $1 million

Limited Liability Companies� XE "Limited Liability Companies" �

Limited Liability comes by definition and by statute - conceptually, a limited partnership w/o a general partner; generally has corporation type organizational requirements. 

LLCs attempt to achieve to fundamental goals:

Allows choice of tax status at individual level [Kintner Test] w/o the limitations of S corporation (more than 35 members, losses deducted beyond the basis in the stock) or limited partnerships 

permits great freedom to tailor governance and financing, while maintaining limited liability [analogous to limited partnership].

Here, Kintner Test� XE "Kintner " � [ § � REF _Ref362012140 \n �2.4.2� ], which arises because LLC is not a corporation,  often avoided by tweaking transferability and continuity, typically by

organizational approval of transfers

automatic dissolution on death, insanity, bankruptcy of member (while still allowing, a la general partnerships for ongoing operations and cash-out of exiting member).

Professional Corporations� XE "Professional Corporations" �

Concern addressed by creation of PCs  is tax concerns of professionals:  deductibility of "employee benefits."  Partnerships could not deduct expenses for partners.  This concern has been supplanted by IRS allowance of partnership deductions now.  

In Texas, the Texas Business Corporation Act is applicable to professional corporations except to extent that the Texas Professional Corporation Act overrides - 

Liability of PC for acts of shareholders in performance of professional services, at least 3 approaches:  (Generally, when liability attaches for a shareholder's acts, it also attaches to the supervising shareholder for the similar acts of all employees under his direction.)

The Ohio S.Ct. held that shareholders in a PC law corporation were liable for ALL obligations of the corporation, including leases.

Some jurisdictions limit liability only for those arising outside the delivery of professional services.  First Bank & Trust Co. v. Zagoria� TA \l "First Bank & Trust Co. v. Zagoria" \c 1 �, a GA case, held that when a lawyer shareholder issued checks out of corporation accounts for closings, escrows, etc., and the checks are dishonored, ALL shareholders of the PC are liable J&S.  However, a landlord would not recover J&S for rent.  [An overbill of a medical patient by a doctors' PC would probably be "part of the practice" however, even though not really a "professional" malfeasance or nonfeasance][Note, however, that the court here was not interpreting the GA statute, they were "exercising the GA S.Ct.'s authority to regulate the practice of law" - so maybe a different result for a Dr.]

Professional Relationship Intact, but innocent shareholders insulated personally:  In Texas, the Texas Professional Corporation Act � XE "Professional Corporations" �does not alter the professional relationship between person rendering the service and his client, including all privileges of confidentiality.  No rights at law regarding the services are diminished.  Further, the PC remains fully liable as an entity for shareholder's acts that constitute errors, omissions, negligence, incompetence, or malfeasance.  But the shareholders not involved in rendering services are not personally liable.  This direction has been followed by several legislatures due to the "malpractice insurance crisis."

Miscellaneous Issues that require examination of the express statutory provisions and relevant Codes of Ethics:

Whether PC will be allowed more than one line of business?

May the PC have non-professional shareholders?

Many professions hold it unethical to share fees w/ non-professionals

 What about the names of the corporation? 

S Corporations - [RMBCA of 1984]

Restrictions:

Fewer than 35 shareholders

no shareholders who are nonresident aliens, corporations, or other artificial entities

S corporation may not own controlling interest in any other corporation.

may only issue one class of stock (except for classes of common that differ only in voting rights)

NO MAXIMUM SIZE LIMIT, however.

This is a TAX election, and not a corporate law election.  S corporations  have all the attributes of C corporations under state law.

Conduity, or pass through, taxation, but unlike partnerships, losses limited to basis in the stock� XE "S Corporations" �

C Corporations - [RMBCA of 1984]� XE "C Corporations" �

Incorporation results in a separate legal entity - Again, a statutory creature with no C/L equivalent.

Uniformity less than UPA 1914.  But statutes in most jurisdictions today are modern and draw from the common core of the uniform statutes.

Limited Liability� XE "Limited Liability" � for shareholders - unless corporate veil pierced due to shareholders own acts or conduct, a shareholder only liable for the amount of his stock A/R or conscription.  § 6.22

Selection of Form - Relevant Factors� XE "Selection of Form: Relevant Factors" �

FIT

Usually the most significant single factor in selection of form

Pass Through� XE "Pass Through Taxation" � or Conduit Taxation� XE "Conduit Taxation" �� XE "Taxation:  Conduit" �� XE "Taxation:  Pass Through " �

partnerships

S corporations - see supra, § � REF _Ref362023613 \n �2.8�

Various hybrids under Kintner Test� XE "Kintner Test" �

As tax rates stand today, small business usually come out better as conduit taxation.

Dual Taxation� XE "Dual Taxation " �� XE "Taxation:  Dual " � in C corporation - personal and corporate

Old method was to "zero out� XE "zero out" �" by paying salaries or other expenses as income of corporation allowed.  Only really worked for small corporations w/ employee owners.  For these types, tax rate not a factor, although S corporation still preferable when available.

Accumulations in C corporation subject to a test of reasonableness with regard to corporate needs, and subject to penalty for excess accumulation.  

Qualified Personal Service Corporation� XE "Taxation: Qualified Personal Service Corporation" �� XE "Qualified Personal Service Corporation "� - defined in IRC as corporation that substantially all of the activities of which involve the performance of services in fields of health, law, engineering, architecture, accounting, actuarial, consulting, or performing arts with substantially all of the stock owned by present or former employees or distrubutees.  Income rate is flat 35 %.  Purpose to prevent incorporation to take advantage of lower rates. 

Limited Liability 

The biggest fear of the businessman is the "unanticipated hit" but this may be overrated

Generally, a small business will be required to provide personal guarantees for most potential liabilities.   Even a going corporation may be required to pledge corporation assets as security.

Secured transactions are prevalent today, too. 

Also, existence of liability insurance is prevalent in many fields, albeit w/ coverage and limit gaps. 

Liabilities that the corporation form provides protection of  the individual:  tax claims, wage claims, warranty claims, vendor claims

These risks can be mitigated to some extent in non-corporate associations by active and vigilant management, including the willing to shut down early a struggling concern.  

However, passive investors generally not comforted by these "practical" solutions.  

Legal Restrictions 

Law, medicine, dentistry, etc. have traditionally, for ethical reasons, been required to operate as partnerships.  PC and LLP forms have mitigated the restriction

Most states allow incorporation for "any lawful purpose."

Some other lines of business w/ traditional restrictions include banks, insurance, S&Ls, railroads, and public utilities.  Regulation generally accompanies these lines.  

Other policy restrictions may include non-family farm corporations, or the like.  

Informality, Flexibility, Cost

Costs rarely a factor except for really small businesses.  

legal expenses for organization

ongoing requirements of form (e.g. meetings and reporting)

minimum capitalization

foreign corporation registrations

Partnerships have few required formalities, while corporations have certain required formalities.  

Corporations generally subject to state franchise taxes (based on income, net worth, or capitalization) or state income taxes.

Continuity of Life

Distinguish between "legal" life and "economic" life:

A close corporation may have a dominant shareholder whose death may render ongoing operations impossible, while

A large partnership may not even notice the passing of an inactive partner - dissolution problem handled by the "technical" description of UPA 1914.

Also, §3.02 of MBCA allows for articles of incorporation restrictions to life

Centralization of Management

Classic statement of centralization:  authority and discretion over business affairs must be vested exclusively in an elected body whose members need not be owners of the business.  ["the business and affairs of a corporation shall be managed by a board of directors"  MBCA 1960] also see MBCA § 8.01(b)

Compare Classic diffusion:  "each partner has equal rights in the management and conduct of the business"  UPA 1914 § 18(e).

Practically, Centralization or Diffusion can be handled w/o regard to form of association by means of contract.  

UPA § 18(e) can be modified by agreement

In many states now, small corporations can entirely eliminate by articles of incorporation, bylaws, or shareholder agreement the board of directors.

Bylaws or articles of incorporation can require the directors to be shareholders.  

Free Transferability of Interests

In theory, corporation shares are freely transferable (subject to restriction pursuant to MBCA § 6.27), while partnership interests are difficult (9UPA 1914 §§ 18(g), 27)  BUT 

Economic transferability may be lacking despite corporation form.  A shareholder may be much worse off than a partner who can force dissolution and winding up.  

�Formation of Corporation� XE "FORMATION" �

Selection of State� XE "Corporations: Selection of State" �

See also Evolution of Corporate Law, § � REF _Ref362510189 \n �1.2�

Generally requires appraisal of 2 factors

relative monetary costs of incorporation and qualification as a foreign corporation in the various jurisdictions in which business contemplated

Costs invariably higher to incorporate in DE, register as foreign corporation in state of activity.

advantages and disadvantages of the substance of the corporate laws of the states.

Most states now have modern statutes that allow flexibility, but there are still some restrictive anomalies to be aware of.   

Close Corporation - if business mostly in one state, local incorporation is generally preferred.

Possibility of having to defend suits in distant states should also be considered.  

Internal Affairs Rule� XE "Internal Affairs Rule" �:  foreign courts will apply the law of the state of incorporation to issues relating to the "internal affairs" of a foreign corporation

Filing / Technical

Filings - MBCA §§ 1.20, 1.25

limited discretion for Sec. of State - MBCA §§ 1.21, 1.30

the grant to Sec of State under § 1.30 is not to make "policy"

Name� XE "Corporations: Name" �

MBCA § 4.01 - distinguishable and non-confusing

Reservation  - MBCA § 4.02

Duration

Perpetual unless shorter specified - MBCA § 3.02

Purposes [ what a corporation can do, v. powers, how it can do it ] 

Any lawful business, unless otherwise stated - MBCA § 3.01(a)

May be important for charities, non-profits to limit

Some regulated industries must limit

Limitation allows defense of "ultra vires" for some mismanagement  - see infra, §� REF _Ref362516259 \n �3.7�, but at the expense of giving C/A to atty general or shareholders 

Registered Offices and Agents - §§ 2.02(a)(3), 5.01, 5.02, 5.03

Name of Incorporators, and if selected, the initial Directors. § 2.02

Naming Initial Directors� XE "Initial Directors" �� XE "Corporations: §Initial Directors" �

Drawback is privacy in a close corporation 

May have salutary effect, e.g., for arranging financing

Foreign Corporation� XE "Foreign Corporation" �:  must file as foreign corporation in every jurisdictions other than state of incorporation where doing business. 

If not, no recourse to courts of that jurisdiction. 

May matter if someone attempts to pierce the veil.

Incorporators� XE "Incorporators" �

Today, merely a formal role w/ no significant duties, responsibilities, or liabilities.  

Minimal function:  execute the articles of incorporation and receive back the certificate of incorporation 

May complete the formation [MBCA § 2.05(a)(2)], or turn over to the initial directors [MBCA § 2.02(b)(1) § 2.05(a)(1)]  -

If Incorporators complete the incorporation, there is some liability risk if required funds not received, etc.  

Completion:

prepare bylaws 

minutes of organizational meetings

issue shareholder certificates

elect directors

small / close corporations may not need meetings, see MBCA §§ 2.05, 7.04, 8.21

Capitalization & Securities

see generally MBCA 2.02(a)(2), 6.01(a)

$1000 has generally been a historic "minimum capital", but trend is toward no requirement.

Subscriptions� XE "Subsciptions" �:  shareholder liability up to amount of subscription� XE "Corporations: Capitalization & Securities" �

Incorporation Terms - Articles of incorporation� XE "Corporations: Articles of incorporation" �� XE "Articles of incorporation" � 

Mandatory Terms

See generally Chapter 2 of the MBCA, §§ 2.01 - 2.07, especially § 2.02(a), filing section supra, § � REF _Ref362514504 \n �3.2�

Some states still require at least 3 directors 

Optional Terms� XE "Optional Terms" �� XE "Corporations: Optional Terms" �

See generally MBCA §§ 2.02(b), 6.30, 7.28, 7.32,

Opt-In for Preemptive rights, § 6.30(a)

Opt-In for Cumulative voting § 7.28(b)

Limited liability for directors § 2.02(b)(4)

indemnity, §§ 8.50 et seq. 

Corporate Powers §§ 2.02(b)(2)(ii), 3.02 [ Purposes:  what a corporation can do, v. powers, how it can do it ]

Various director provisions, § 8.04

Quorum / majority provisions,  

type of securities § 6.01

Bylaws 

See generally MBCA §§ 2.06, 10.20 - 10.22

Binding on intra-corporate matters

generally the place for "procedural" matters, while articles of incorporation get the "substantive" matters; common practice, however, to restate both general state corporation law and articles of incorporation provisions in the bylaws, for the benefit of officers and management who rely mostly on bylaws.

Ultra Vires Doctrine� XE "Ultra Vires Doctrine" �

C/L - an ultra vires transaction is void, unless fully executed

Could be ratified by all the shareholders 

Ashbury Ry. Carriage & Iron Co. v. Riche� TA \l "Ashbury Ry. Carriage & Iron Co. v. Riche" \c 1 �, the corporation charter was to "sell or lend all kinds of railway plant, and carry on business of mechanical engineers."  Corporation entered into contracts with Riche to obtain state concessions, construct and operate a RR., with corporation to raise necessary capital.  After partial performance, corporation repudiated the contract.  Held, corporation not liable to Riche because owning and operating a railway line was ultra vires.  

Corporation was "incompetent to make contract 

Activities were  lawful, even beneficial, but outside corporation powers.  

Courts stretched to avoid the unfair result of Ashbury� TA \l "Ashbury" \c 1 �:

Construing purposes clauses broadly, finding implied purposes from language used

U.S. S.Ct. held that a railroad corporation might engage in business of leasing and running a seaside resort hotel - Jacksonville RR & Navigation co. v. Hooper� TA \l "Jacksonville RR & Navigation co. v. Hooper" \c 1 �

partial execution allowed doctrines of estoppel, unjust enrichment, waiver, quasi-k  to be raised

defense not usually available for tort or crime

MBCA § 3.04 minimizes the application of doctrine

As a practical matter, broad purpose and powers clauses in articles of incorporation bar the doctrine in many situations -  but see supra, §� REF _Ref362516321 \n �3.2.4.4�

Constructive Notice argument:  since articles of incorporation on file w/ state, party contracting with corporation has constructive notice of limitation.  This is unrealistic in a business context though.  In general, as a matter of policy, this rule of thumb not followed anymore with regard to corporate "purposes" clauses in articles of incorporation. 

711 Kings Highway Corporation v. F.I.M's Marine Repair Service, Inc.� TA \l "711 Kings Highway Corporation v. F.I.M's Marine Repair Service, Inc." \c 1 �:  an "offensive" use of ultra vires doctrine - ( lessor sought to invalidate lease to (, in order to take advantage of better opportunity.  ('s corporate charter limited purposes to "marine related activities."  Held, the NY statute abrogated C/L ultra vires doctrine, and 

[same as MBCA § 3.04(b)] No act of a corporation otherwise lawful shall be invalid by reason of fact that corporation was w/o  capacity or power to engage in act unless 

 C/A brought by shareholder to enjoin act

C/A in name of corporation against officer or director

action by Atty General

Doctrine can be used neither offensively or defensively

Use of modern exemptions to ban on Ultra Vires Doctrine:  Inter-Continental Corporation v. Moody� TA \l "Inter-Contintental Corporation v. Moody" \c 1 �:  A suit by ( against ( corporation on ultra vires promissory note, shareholder intervened in order to block payment of note.  Held:

Shareholder not necessarily agent of corporation, even if officer gave him notice of C/A and suggested intervention

Agency of shareholder could be established, however, by circumstances, such as payment by corporation of shareholder's atty fees, or the direction of the efforts, etc. 

Indirect Corporate Benefits & the UV doctrine

Charity:  Theodora Holding Corporation v. Henderson� TA \l "Theodora Holding Corporation v. Henderson" \c 1 �:  ( caused the board of directors of ( corporation to be reduced to 3 members.  Then ( caused large charitable contributions to be made [allowed generally by MBCA §3.02(13)].  Shareholder (  brought action alleging that contribution was excessive and ultra vires.  Held, a corporate power to donate must be exercised reasonably, both as to amount and purpose.

court looked at IRC for guide to reasonable amount

looked to see if gift was disguised to hide personal benefit to (

looked at net after tax effect, balanced against social benefit

Caveat:  if a corporation does this, should put in minutes what benefit, even if intangible, it expects from gifts.

Generally susceptible to this argument:  any type of insider self dealing� XE "self dealing" � or improper conduct.

the L&E crowd says "stop this, let the shareholders decide for themselves what type of charity or other indirect purpose to support."

May still arise today, despite MBCA § 3.02 broad powers and "same powers as an individual to do all things necessary or convenient to carry out its business  and affairs," in 

political campaigns / lobbying - but watch out for "political speech" constitutional protection.

unusual corporate rewards to others unrelated to value received [employees, vendors, directors, etc.]

entering into general partnerships 

charitable donations excessive to benefit received

Debt guarantees of others, little benefit to corporation.

loans to officers or directors, in some situations even if statute authorizes

Defective Incorporation� XE "Defective Incorporation" � - 

2 main pitfalls

Overlooking an obvious matter - use a checklist of routine steps.

Use of boilerplate forms that contain inappropriate terms.

Consequences

Directors may be liable for failure to meet minimum  or stated capital requirement 

some states limited to deficiency

some states unlimited - all debts incurred before conformance

Promoters' Liability

Disregard of Corporate Entity

Pre-Incorporation Transactions� XE "Corporations: Pre-Incorporation Transactions" �� XE "Pre-Incorporation Transactions " � - MBCA § 2.04 and comments

Promoter's contracts� XE "Corporations: Promoter's contracts" �� XE "Promoter's contracts " � entered in the name of a "Corporation to be formed."  Usually analyzed in light of facts and context, for "intent" of parties.  Usually, the promoter is found liable.  If possible, agreement should clearly express the liability of the parties.  

Traditional analysis:  Promoter is personally liable on contract and is not relieved of liability if the corporation later formed even if the contract adopted (that leads to J&S liability, then).   Promoter may look to corporation for indemnification, if contract benefits corporation.   This is a result of R2A, § 326.  

Promoter liable until corporation adopts contract [type of novation]

Radical:  since counter-party expected to be dealing w/ the corporation, the promoter not liable at all.  [here, the counter-party has in theory made a revocable offer to be accepted by corporation ]  R2A says this is the normal understanding

Promoter not personally liable, but agreed to use best efforts to cause the corporation to be formed and adopt the contract.  [the "best efforts" may be consideration for the counter-party's efforts]  Unlike � REF _Ref362523049 \n �3.9.1.3�, supra, the promoter may be liable if exerts no efforts.

Stanley J. How & Assc., Inc. v. Boss� TA \l "Stanley J. How & Assc., Inc. v. Boss" \c 1 �:  Architectural contract to build building by ( architect and ( promoter of corporation.  ( signed contract as "agent for corporation to be formed who will be sole obligor."  Held, ( liable, R2A § 326.  The words "who will be liable" not enough to offset rule that person signing for non-existent corporation is normally personally liable.  All ambiguity resolved against the Agent, unless other party makes it "crystal clear" that it won't look to agent for recompense.  

Contracts entered into under Corporation Name, but corporation not yet properly formed.

Promoter purporting to act for non-existent agent is personally liable - R2A § 330, MBCA §2.04

A de jure corporation� XE "Corporations: de jure corporation" �� XE "de jure corporation " � is good for all purposes, suffering only inconsequential incorporation flaws.

De Facto Corporation� XE "Corporations: De Facto Corporation" �� XE "De Facto Corporation " � [when all 3 elements concur, there is a de jure corporation against all persons but the state]:

A law exists authorizing incorporation 

a good faith effort to incorporate was done

actual use or exercise of corporate powers.

Corporation by estoppel� XE "Corporations:  estoppel" �� XE "Corporation by estoppel " � [ may be applied where there is no de facto / de jure corporation]:  Cranson v. IBM� TA \l "Cranson v. IBM" \c 1 �:  ( executed articles of incorporation and thought his atty filed them w/ sec of state, but didn't.  ( bought typewriters from (, as corporation, and ( relied solely on corporation credit.  Held, ( estopped from denying existence of corporation.  Note that this is the "reverse" of the normal operation of this doctrine.  Economic result correct, IBM could have demanded personal guarantee if it wanted this protection.

�Disregard of the corporate form� XE "DISREGARD OF THE CORPORATE FORM" �� XE "Piercing Corporate Veil: " �

Traditional Tests� XE "Piercing Corporate Veil: Traditional Tests" �

General purpose of PCV doctrine is to prevent fraud or to achieve equity - almost exclusively a Close Corporation incident, generally with one or two shareholders.

In Bartle v. Home Owners Corporation� TA \l "Bartle v. Home Owners Corporation" \c 1 �, ( corporation organized to build houses for its shareholders, formed subsidiary to do actual construction.  ( contributed original capital to sub, and more, but sold houses constructed out of sub at cost, allowing no profit to sub.  Held, the outward indicia of two separate corporation maintained at all times, creditors not misled about who debtor was or its finances, there was no fraud, and (s did not act to deplete the assets of sub.  Thus, no PCV.  See � REF _Ref362534443 \n �4.2.2.3.1� for dissent.

General points:

Motive for incorporation is not relevant to inquiry; people generally incorporation to limit liability, a valid purpose.  

Burden always on ( to establish that there is a basis which serves for disregard of corporate form. Brunswick v. Waxman� TA \l "Brunswick v. Waxman" \c 1 �

LOOK for Commercial v. Unsophisticate distinction in (

Policy:  not easy to justify protection for parties that fail to protect themselves by security or guarantee, in the absence of deception or wrong.  

In contract cases� XE "Piercing Corporate Veil: contract cases" �, the issue is Assumption of Risk

Look for voluntary / involuntary nature of dealing with corporation out of which liability arises.  A voluntary transactions w/o deception is often an "assumption of risk� XE "Piercing Corporate Veil: assumption of risk" �" and should not PCV. Could always ask for guarantee or collateral.  

Tort / CONTRACT� XE "Piercing Corporate Veil: TORT / CONTRACT " � distinction:  Note there is usually no Assumption of Risk or Consent in Tort.

Agency and Tort principles are often sufficient to hold shareholder liable, without recourse to PCV. 

Nominal Capital� XE "Piercing Corporate Veil: Nominal Capital " � is often a valid risk allocation strategy, and should not be overweighted in analysis.  DeWitt� TA \l "DeWitt" \c 1 �

Alter-Ego Test� XE "Piercing Corporate Veil: Alter-Ego Test" �:  

(Such unity of ownership and interest exists between corporation and shareholder that the corporation has ceased to have separate existence, and

(recognition of the separate existence of corporation sanctions fraud or leads to inequitable result.

(the harm to ( is causally connected to acts of (

Disregard of corporate form coupled w/ inadequate capitalization has been held to be sufficient, w/o any fraud or wrongful purpose. This is not a good policy result, however, if the confusion/disregard and undercapitalization do not bear directly on the ('s loss.   dicta in Brunswick v. Waxman� TA \l "Brunswick v. Waxman" \c 1 �

In Brunswick v. Waxman� TA \l "Brunswick v. Waxman" \c 1 �, the disregard of corporate formalities, and of the corporation itself, did not have a connection to ('s alleged harm. 

DeWitt� TA \l "DeWitt" \c 1 � [§ � REF _Ref362538506 \n �4.2.2.3.1�] a classic instance:  court doesn't recognize corporation, because ( doesn't.

Instrumentality Test� XE "Piercing Corporate Veil: Instrumentality Test" �: [n/a to express agency, estoppel, or tort situations]

(Dominion and control over corporation by those to be held liable that is so complete that the corporation has no separate mind, will or existence of its own;

(use of this dominations and control to commit fraud or wrong, or other dishonest or unjust act;

(injury to ( caused by such fraud, control, or wrong.

Brunswick v. Waxman� TA \l "Brunswick v. Waxman" \c 1 �:  even though the (s completely disregarded corporate form and formalities, and ignored the corporations after formed, there was no fraud, misappropriation of corporation assets or profits, or wrong to (, thus no PCV under instrumentality test.

Estoppel� XE "Piercing Corporate Veil: Estoppel" �:  Where shareholders represent they will stand behind corporate obligations, they are estopped from denying liability.  [this is really just agency, though] 

Individual shareholder Liability for Corporate Debts� XE "Piercing Corporate Veil: Individual shareholder Liability for Corporate Debts" �

PCV normally not recognized in consensual contract claims

Brunswick v. Waxman� TA \l "Brunswick v. Waxman" \c 1 �:  ( bowling goods mfg attempted to PCV of  corporation it sold alleys to.   ( had set up shell corporation to purchase the alleys, and only connection with ongoing alley operations was the check that was put into its account to pay installments on alleys - no rent for alley equip or other revenue to shell.  Shell held no shareholder meetings or director meetings, had no bylaws and issued no stock.  In addition, the shell, pursuant to a credit extension w/ (, was to receive additional assets of (, which were never conveyed.  ( claimed that (s operated business "in complete disregard" of shell corporation and in their individual capacities.  Held, both alter ego and instrumentality n/a, no estoppel or looting, thus no PCV.  ( had full knowledge of lack of capitalization, and consented, w/o being misled.

Unusual Circumstances� XE "Piercing Corporate Veil: Unusual Circumstances" �

Shareholder conducts business w/ resulting confusion between individual and corporation finances

3rd party misled, tricked into dealing w/ corporation   

Corporation operated in unusual way, so that it can never make a profit, or funds siphoned off w/o regard for corporate need, or corporation always insolvent or nearly so. 

DeWitt Truck Brokers v. W. Ray Fleming Fruit Co.� TA \l "DeWitt Truck Brokers v. W. Ray Fleming Fruit Co." \c 1 �:   (  was 90% shareholder of close corporation, other director only a figurehead, no corporate records of director meetings, sole purpose of corporate existence was ('s benefit, ('s withdrawals varied with what could be taken out of corporation at the moment, severe undercapitalization.  Evidence that ( must have know his withdrawals would not allow corporation to meet obligations.  Held, fraud not necessary for PCV, single or few shareholders not sufficient for PCV, but are factors to be balanced in analysis, along with undercapitalization, disregard of corporate form, non-payment of dividends, looting, and the Principal element:  unjustice or unfairness.  

But see Bartle v. Home Owners Corporation� TA \l "Bartle v. Home Owners Corporation" \c 1 �, supra � REF _Ref362534172 \n �4.1.1.1�, where majority did not PCV over dissent that pointed out that subject corporation was not allowed to make a profit, that the home buyers ability to buy at cost was a form of depleting dividend, and subject corporation merely agent for parent corporation. 

Estoppel� XE "Piercing Corporate Veil: Estoppel" �, see � REF _Ref362536728 \n �4.1.5�.   

DeWitt� TA \l "DeWitt" \c 1 �, §� REF _Ref362537023 \n �4.2.2.3.1�; Statute of Frauds may be a problem according to Carson, but case seemed to say that a prior or contemporaneous promise would not fail to SoF, and that if the promisor owned nearly all of the stock, the corporate "entity" may be synonymous w/ promisor, thus no "debt of other" involved.  Counter argument is that ( could insist on guarantee in writing.  

Torts� XE "Piercing Corporate Veil: Torts" �:  Usually no element of voluntary dealing - no Assumption of Risk or Consent.  

Lack of Capital or equivalent financial responsibility is a major consideration in Tort PCV.  -  Inability to pay for torts shift burden to innocent members of general public, contrary to normal public policy.  

Under capitalization may be excused, however, if it was once adequate, and unavoidable business losses resulted in the condition.  

This area raises policy issues:

To what extent will we let corporations expose public to externalities [test generally "commercial reasonableness"]

To what degree will we let insurance compensate for undercapitalization - an efficiency issue related to deployment of capital.  

Walkovszky v. Carlton� TA \l "Walkovszky v. Carlton" \c 1 �:  ( individual ran ( corporation taxi company (which owned no shares of the individual cab owning corporations) organized into many corporations owning only one or two cabs, w/ small capital and the minimum liability insurance allowed by law.  ( was injured by collision w/ one of taxis, sued alleging "common enterprise" of corporations under ( corporation, but attempted to hold ( individual personally liable, too.  Held, no evidence that individual ( was conducting the taxi corporations in his individual capacity; and the ( corporation did not own stock or serve as agent for the individual cab corporations.   Dissent argued purposeful avoidance of large liability in an endeavor vested w/ a public interest, which majority answered by saying that it was pursuant to Legislative allowance, which the Legislature should revise if necessary to reflect current policy.  

Note that the "enterprise" theory for tort claims not law; only valid basis for that theory is confusion causing reliance, but use of Shell to avoid tort liability unlikely to succeed.  

In Minton v. Cavaney� TA \l "Minton v. Cavaney" \c 1 �, a corporation was formed to lease and operate swimming pool.  Corporation validly filed, but no capital paid or stock issued.  The atty who incorporated the corporation was a director and officer,  and corporate records stored in his office.  He was held personally liable for drowning death on theory of "alter ego" (undercap issue here, too).  Court rejected his "accommodation" or "temporary" director theory, and PCV.  Policy:  we allow liability here to encourage corporate compliance.    Lesson:  don't be involved in corporation you do the legal work to set up.

See also Radaszewski� TA \l "Radaszewski" \c 1 �, infra at § � REF _Ref362545853 \n �4.3.1.2�

Texas Statute� XE "Piercing Corporate Veil: Texas Statute" �:  No holder of shares shall be obligated for corporate responsibilities with regard to [ essentially Brunswick ]: 

CONTRACT  claims based on alter ego, or fraud, unless obligee shows that the shareholder caused the corporation to be used for the purpose of perpetrating an actual fraud on the obligee primarily for the direct personal benefit of the shareholder, or

any contract obligation based on failure to observe a corporation formality.

Parent Corporation Liability for Subsidiary

General� XE "Piercing Corporate Veil: Parent / Subsidiary" �:

Courts often more willing to PCV if ( is another corporation, especially if:

business affairs of two corporations intertwined, or

when both parent and sibling are operating portions of same enterprise, or

when sibling operated in unfair manner, e.g. funneling profits to parent, or

no clear delineation between the entities, or

common agent's actions lead to confusion

Policy:  capital of parent is still risk capital, subject to less protection than a kid's "college education" fund.  

Test:  Radaszewski v. Telecom Corporation� TA \l "Radaszewski v. Telecom Corporation" \c 1 �:

(Control, not merely majority or complete stock control, but complete domination, not only of finances, but of policy and business practices in respect to the transaction attacked so that the subsidiary had at the time no separate mind;, and

(Control used to commit fraud or wrong, [e.g. tort, looting, violation of statute, outright fraud, etc.] and

(control / breach of duty proximately caused harm

The fraud/wrong element, in some jurisdictions, has been inferred when there is undercapitalization.  Perhaps this rule is only used in tort contexts, though. 

In Radaszewski v. Telecom Corporation� TA \l "Radaszewski v. Telecom Corporation" \c 1 �:  ( struck by vehicle driven by employee of sibling corporation of parent ( corporation.   The subsidiary, from an accounting point, was undercaped, but had $10million liability insurance.  Insurance carrier, through no fault of any party to the suit, went bankrupt.    Held, the existence of insurance rebuts the presumption of culpable conduct/purpose.  Policy:  the limitation of liability is precisely designed to protect parent corporation whose subsidiary goes broke, and is generally socially reasonable and useful. 

CTA 2 factors for dominion & control� XE "Piercing Corporate Veil: dominion & control " � (balance):

(following formalities of corporate existence - stock, directors, records, etc.

(inadequate capital

(fund migration for personal rather than corporation use

(overlap in ownership, officers, directors, and personnel

(common office space, address, telephones, 

(amount of business discretion of the allegedly dominated corporation

(whether inter-corp transactions are at arms-length

(payment or guarantee of debts of dominated corporation

(clearly defined and utilized property.

  American Trading and Production Corporation v. Fischbach & Moore� TA \l "American Trading and Production Corporation v. Fischbach & Moore" \c 1 �:  ( parent corporation wholly owned subsidiary electric contractor corporation.  All four of sub's directors were parent directors, four of sub's eight officers were common w/ parent.  They kept separate offices and conducted separate director's meetings.  Books kept separately and distinctly, separate bank accounts, tax returns, payroll,  and 3rd party loans, but parent reviews.   Sub has borrowed from Parent, but evidenced by notes w/ market interest.  Salaries of sub determined by sub, review by parent; purchasing and labor negotiations are separate.  Sub notifies parent of contract bids, but not subject to review or control of particulars of performance.  Financial statements consolidated.  Group liability insurance, but separate premiums.  Held, there is bona-fide separate existence, fiction respected, no PCV.  There is room for inter-company business, as long as marginally arm's length.

Enterprise Liability� XE "Piercing Corporate Veil: Enterprise Liability" �:  My Bread Baking Co. v. Cumberland Farms, Inc.� TA \l "My Bread Baking Co. v. Cumberland Farms, Inc." \c 1 �:  The secretary/treasurer and dominant family member of family that owned ( corporation and 15 other ( subsidiary corporations entered contract w/ ( on the parent corporation level.  ( place store equipment (racks for sale of bread) in each of the sub corporation stores.  (s refused to return racks on proper demand.  Here, the mode of operation of all the (s was likely to confuse anyone coming into contact with the organization (but ( looked like a rube, probably to his benefit in court).  Held, parent corporation liable for actions of subs on basis of rule:

enterprise liability exists when there is a 

confused intermingling of activity of two or more corporations 

engaged in a common enterprise 

w/ substantial disregard of the separate nature of the corporate entities, or serious ambiguity about the manner and capacity in which the various corporations and their reps are acting.

L&E Policy:  Easterbrook & Fischel say that courts properly disregard the corporate entity only when the corporation arrangement has increased risks over what they would be if firms generally were organized as separate ventures.   Problem with this reasoning, for example in the case of a single cab owned by the driver, is that the owner/operator is liable for his own torts personally.  

Reverse Pierce� XE "Piercing Corporate Veil: Reverse Pierce " � - Estoppel against Shareholders 

PCV is basically an equitable doctrine available to creditors or claimants of a corporation whose separate existence is being challenged.  It generally is not available to the corporation itself or to its shareholders who now regret having formed the corporation.  It also may not be available to bankruptcy trustee.

A few cases have allowed the  reverse pierce, usually to extend statutory protections available to individuals.  PURE POLICY.  Policy underlying statutory protections is found to outweigh distrust of reverse pierce.

Cargill, Inc. v. Hedge� TA \l "Cargill, Inc. v. Hedge" \c 1 �:  (s, owner-occupants of family farm which they placed into assets of corporation, filed suit to restore homestead exemption on land sold in execution of judgment against family corporation.  Held, ( gets the homestead exemption.  Court said "policy alone not enough" and attempted to justify with "alter ego" analysis:

close identity between (s and their corporation

they operated farm as their own, despite keeping minutes, filing corporation tax returns, and securing credit as a corporation

no lease w/ corporation and no rent

farm house was family home

Wife owned all the stock

Family members were directors

no salary for officers

In Frankel v. Bally, Inc.� TA \l "Frankel v. Bally, Inc." \c 1 �, ( formed corporation in order to provide self w/ employment benefits his old employer did not provide and get preferential tax treatment.  Thereafter, his old employer dealt with the corporation, which employed (.  When the employer dismissed services of (/corporation, the individual filed age discrimination suit, which was allowed.  

Choice of Law� XE "Piercing Corporate Veil: Choice of Law" �

Internal Affairs� XE "Piercing Corporate Veil: Internal Affirs" �:  plausible argument that law of state of incorporation should apply, since relations between shareholder and corporation involved.  Supported by sparse case law on issue.  Texas adopts this rule by statute.

Traditional Tort rule is to apply law of state where tort occurred.

Federal Law� XE "Piercing Corporate Veil: Federal Law" �

Federal C/L:  In a case involving the Medicare program, U.S. v. Pisani� TA \l "U.S. v. Pisani" \c 1 �, CTA 3, relying on Erie doctrine for filling interstitial gaps with regard to federal issues, decided to make federal C/L.  Court used the alter ego model in DeWitt, supra § � REF _Ref362547993 \n �4.2.2.3.1�.  The CTA5 has found federal/Texas state law to be identical and interchangeable.

CERCLA:  In U.S. v. Kayser-Roth Corporation� TA \l "U.S. v. Kayser-Roth Corporation" \c 1 �, a parent corporation dominated a subsidiary that had environmental incident occur.  Case law on CERCLA had generally conferred a sub's liability on parent [for owning the "facility" that pollutes] when either (the parent dominates sub to such extent that C/L PCV appropriate, or (shareholder participates directly in management of facility, but not to PCV extent.  This court added parent liability w/o PCV to list when balance of factors indicate that control and management appropriate to incur liability:

capacity to discover in a timely fashion the actual or threatened release,

power to direct mechanism causing release

capacity to prevent or abate damages.  

Bankruptcy� XE "Piercing Corporate Veil: Bankruptcy" �

Subordination:  Court may subordinate claims of shareholder to claims of other creditors where the claim of the shareholder is in some sense inequitable.  S.Ct. found this power "inherent" in the bankruptcy jurisdiction of federal courts, and later codified in Bankruptcy Act.  This is the Deep Rock Doctrine� XE "Deep Rock Doctrine" �� XE "Piercing Corporate Veil: Deep Rock Doctrine" �

Pepper v. Litton� TA \l "Pepper v. Litton" \c 1 �:  ( sued corporation solely owned by ( for accounting of royalties under lease.  ( caused corporation to confess judgment for back wages to himself.  When ( got his judgment, ( executed on his judgment first, purchasing corporate assets in sale, and filing the corporation for bankruptcy.  ( then claimed in bankruptcy court for deficiency in execution sale.  S.Ct. ruled that officer, director, shareholder claim in bankruptcy is not per se subject to subordination  in bankruptcy court,  but the court may be necessary by principles of equity.  One of those is that a director of corporation is a fiduciary, to the entire community of interests - creditors as well as shareholders.  The fiduciary's dealings are subject to rigorous scrutiny, w/ burden on fiduciary to establish fairness of transaction (to corporation and all related interests).   Test is whether or not, under all the circumstances, the transaction carries the earmarks of an arm's length bargain.   Held, ('s allowing his salary claims to lie dormant for years, and seeking to enforce only in financial difficulty of corporation, to the impairment of the rights of a creditor in corporation, was a breach of fiduciary duty, allowing bankruptcy court to subordinate.  ( could not consider only himself.

Theoretically, just puts shareholder claim at lower priority, but as a practical matter, generally results in no payment.

�financing� XE "Financing " �

Equity� XE "Financing: Equity" �� XE "Equity" �


" �

Generally, 

Articles of incorporation must state shares issued and classes, § 2.02(a)(2), 6.01(a)

Good way to keep management on short leash is to restrict number of outstanding and unissued shares.  

MBCA avoids the common/preferred distinction

Issuance� XE "Issuance of shares" �� XE "stock:  Issuance" �, see MBCA § 6.21

Common Shares

Common shares defined in MBCA at § 1.40(21) - units of corporate interest.  

Characteristics [MBCA §§ 6.01(b),6.03(c)]:

vote for directors, subject to articles of incorporation. § 6.01(c)

entitled to net assets 

Note that Lehrman� TA \l "Lehrman" \c 1 � recognizes creation of a class of shares w/ full voting power but little financial interest in the corporation. 

S.Ct. in United Housing Found, Inc. v. Forman� TA \l "United Housing Found, Inc. v. Forman" \c 1 �, defined common stock characteristics as:

right to receive dividends when profit apportioned

negotiability

can be pledged or hypothecated

voting rights proportional to ownership

capable of increasing in value

MBCA § 6.03(c) - one share w/ attributes always outstanding.

Dividends handled like other distributions, MBCA § 6.40, subject to business judgment of directors. No general right of shareholders to complain over dividend policy.  

Preferred Shares

Preference may be to dividend or liquidation, or both.

!st series issued usually ensures no higher preference ever available.  

Usually nonvoting, but w/ many exceptions around.

Subscriptions - MBCA § 6.20

Issuance for tangible / intangible property or benefit - § 6.21(b)

When state statute does not recognize this method, proceed as in § 6.21(e).

Adequacy of consideration, § 6.21(c), is conclusive as far as a new shareholder is concerned, but the directors may be liable for the inadequate consideration.  

Debt� XE "Debt" �� XE "Financing: Debt" �

Bonds secured by lien or mortgage on corporate property

Debentures are unsecured corporate obligations.

Tax advantage to debt.

Control advantage to debt

ROE/leverage advantage to debt

Shareholder Loans� XE "Financing: Shareholder Loans" �� XE "Shareholder Loans" �

Shareholder loans have many of the characteristics of equity capital and may be treated as such for some purposes.  Normally a question of law for the court. 

General Rule:  Shareholder may loan money to their corporations and achieve corresponding tax treatment.  A general test for this treatment is "risk of the business."  Equity owners invest risk capital; Debt owners expect a more reliable return.  Also, a true lender is concerned w/ interest.  While a shareholder who loans to his corporation should not be expected to exactly match the disinterested lender, the "risk" test provides the general background.  Courts look at substance of the transaction, not just the form.   Slappey Drive.

Slappey Drive Indus. Park v. U.S.� TA \l "Slappey Drive Indus. Park v. U.S." \c 1 �:  A tax suit.  Shareholders transferred land to corporation in exchange for installment notes.  Recurring pattern, most telling evidence of case, in regard to loans was corporation's failure to adhere to the announced repayment schedules or to make established interest payments.  Although corporation made some P & I payments, not a single one conformed to terms of notes.  Shareholders acknowledged the only time they sought repayment was when corporation had plenty of cash, because they were more concerned with their status as shareholders than lender..  Court here used the "Mixon" factors� XE "Financing: "Mixon" factors " � to evaluate the facts, finding the transaction more closely resembling equity.  Court downplayed the "proportionality" element, which the shareholders offered as a defense(different shareholders had different % of debt and equity), due to fact that all shareholders were close family members.  

Mixon Factors::  [evaluated, not counted - subjective factors weighted less than objective]  

Name given to the certificate evidencing debt;

presence or absence of fixed maturity date;

source of payments;

right to enforce payment of P&I;

participation in management flowing as a result;

status of the contribution in relation to regular corporate creditors;

intent of parties [little weight here];

capitalization:  thin or adequate [courts don't generally follow the old 4:1 D/E benchmark any more, where reclassification was automatic];

proportionality, the identity of interest between creditor and shareholder;

when each shareholder owns the same proportion of debt as equity, there is no change in control or benefit arrangement between parties, and no objective measure of intent, but

if the interests are not identical, there is reason to believe that the parties' debt characterization has substance as well as form.  

source of interest payments;

ability of corporation to obtain loans from independent sources;

extent to which the advance was used to acquire capital assets;

failure of corporation to repay on due date or seek postponement;

For S corporation purposes, Congress classified "straight debt as a debt that involves a written unconditional promise to pay a sum certain in money, and

interest rates and payments do not depend on profits, borrower's discretion, or similar factors, and

there is no direct or indirect convertibility into stock, and

the creditor is eligible shareholder under chapter S.

Subordinating Equity� XE "Financing: Subordinating Equity" �� XE "Subordinating Equity" � - "Deep Rock" doctrine in state law - Obre v. Alban Tractor Co.� TA \l "Obre v. Alban Tractor Co." \c 1 �:  2 shareholders formed new corporation to engage in dirt moving & road building.  O agreed to contribute cash and equip worth $65,000 and N contributed $10,000 of cash and equip, both based on independent appraisals.  Control was to be equal.  Both N and O received $10,000 worth of common stock, and O took rest as $20,000 preferred non-voting, and $35,000 note.  O was classified as valid creditor for the note in a state insolvency proceeding.  Court rejected the Subordinating Equity doctrine here, where the note would be treated as equity in the proceeding, because there was no showing of undercap, fraud, misrep, or estoppel.  Corporation started with $40,000 equity and $35,000 debt, a reasonable ratio, and no showing by creditors that it was insufficient at the outset.  Fact of loan was also available to creditors by public filings or asking for statements.  

Shareholder Guarantees� XE "Financing: Shareholder Guarantees" �:  IRS has sometimes attempted to treat a shareholder guaranteed loan as a personal loan to the shareholder followed by a contribution of the proceed to the corporation.   

Preemptive Rights� XE "Financing: Preemptive Rights" �� XE "Preemptive Rights " � & Dilution� XE "Financing: Dilution" �� XE "Dilution" �

Preemptive Rights are the classic C/L protection for existing shareholders. Shareholders of outstanding shares have the right to subscribe or pay for a proportionate part of any new issue of securities by the corporation at the price established by the board of directors. 

Stokes v. Continental Trust Co.� TA \l "Stokes v. Continental Trust Co." \c 1 �:  ( corporation had a book value of $310 per share, with evidence that it had $540 market value.  3rd party offered corporation $450 per share if the corporation would double its authorized and issued holdings, giving it the new 1/2 of capitalization, w/ rights to elect 10 of 21 directors.  ( demanded from ( corporation the right to subscribe for 221 shares at the par value of $100, the amount he currently owned, which was refused.  Held, the right of proportionate control is akin to right of property, and cannot be  denied.  Rule limited to stock issued for money, not in exchange for property.  Damages measured at $540 - $450.  Dissent:  There was no evidence that ( was ever ready or willing to pay the $450 offer price, so he did not live up to his duty (sort of an "unclean hands" or "bad faith" argument ).  This position would probably prevail today.

Modern Law:  

MBCA § 6.30(a) is an "opt in" provision of statute.  

Some states have "opt out" provisions.  

Even if corporation has Preemptive rights, § 6.30(b)(3) exceptions can work a significant dilution

Policy for weakened rights:  there is little economic impact anymore;  in public corporations, rare for any single person to have control; in close corporations, the result can be avoided by contract. 

Reverse Preemptive rights� XE "Financing: Reverse Preemptive rights" �:   A shareholder has the right to maintain his proportionate equity value without having to buy additional shares.  a pricing of shares issue addressing gross undervalued offers.  see Katzowitz

Fiduciary Restrictions on Share Issuance� XE "Financing: Fiduciary Restrictions on Share Issuance " � (most important when Preemptive rights unavailable, but applicable even if available but unreasonable)

Bad Faith Issuance� XE "Financing: Bad Faith Issuance" �:  Katzowitz v. Sidler� TA \l "Katzowitz v. Sidler" \c 1 �:  A 3 person corporation, with 2 of the shareholders acting to reduce control of other.  They did this by proposing to lend money from this corporation to another, and to do this by raising new cash from stock sales to the three.  The sales of stock were at 1/18th the book value.  ( did not participate, because he wanted to invest no more money in the corporation.  The issuance set aside despite the fact that ( had the same right as the others, an equal preemptive right he did not exercise.  Held, breach of fiduciary duty, the power to determine price must be exercised for benefit of corporation and ALL the shareholders.  Reasoning:  in close corporations, a shareholder who does not want to invest can have his control reduced to near zero by issuances far below fair value.  Also, NO BUSINESS PURPOSE for transaction.   This was a type of "freeze out� XE "Financing: freeze out" �"

freeze out� XE "Financing: freeze out" �:  another version similar to Katzowitz occurs when inside shareholders issue new shares to themselves in return for canceling debts owed by corporation to them.  General tests:  abuse of discretion, fraudulently oppressive, valid business purpose.  

Distributions� XE "Financing: Distributions" �

General Rule:  Divided Policy� XE "Financing: Divided Policy" � of board of directors is a business decision due great deference and is changeable only for bad faith.  Main inquiry looks at fiduciary duty of directors:  does the policy follow their personal interests over those of corporation or shareholders?  Some relevant factors (mostly for close corporations) to consider, non-inclusive:

hostility of controlling faction toward minority

exclusion of minority from employment

high salaries, bonuses, or loans to majority

tax consequences of a distribution

desire by majority to acquire minority as cheaply as possible

Gottfried v. Gottfried� TA \l "Gottfried v. Gottfried" \c 1 �:  A close family corporation, action by minority shareholders to compel payment of dividends.  The (s controlled board of directors and were employees of corporation.  Here, no evidence that salaries of majority were excessive, the insider loans occurred before dispute arose and were not abusive, there were some dividends paid recently.  Valid business purpose of retaining surplus was minimization of shareholder taxes.  Held, no duty to declare dividends, because no bad faith established.

Dodge v. Ford Motor Co� TA \l "Dodge v. Ford Motor Co" \c 1 �.:  ( had assets of $132M and surplus of $112M, cash was $54M, very active sales and profits.  ( omitted special dividend after course of paying them.  ( argued that expansion plans required the accumulation, but there was evidence of strong, continuing cash flow to meet the needs.  There was evidence that Henry was running the corporation in his own vision, with a semi-charitable aspect:  lower the price of cars for the masses, boost jobs.  2 main holdings:  Corporations are run primarily for benefit of shareholders; Dividends cannot be denied for personal reasons.  Major factors in decision:  the "charitable" factors derogated the BJR here, the surplus was huge, even in light of expansion plans, and all of ('s liquidity tied up in corporation.  Less than pure heart allowed court to ignore BJR.

Tax Tests� XE "Financing: Tax Tests distributions" � for distributions:

  Reasonableness:   In Herber G. Hatt� TA \l "Herber G. Hatt" \c 1 �, a tax case, the court examined the salary of officer, director, shareholder: 

looked at prevailing salary for equivalent positions in the geographic area; 

the age and experience of shareholder

training and education

licensing status

results of management efforts

compensation of previous functionary

For the boats and planes charged to the corporation, the Hatt court looked at:

personal use

ordinary and necessary aspects of business use

Constructive Dividends� XE "Financing: Constructive Dividends" �:  In Hatt, the corporate expenses, to the extent unreasonable, were charged to ( as dividends.  

Legal Restrictions� XE "Financing: Legal Restrictions" � - MBCA § 6.40 and Comments - purpose is creditor protection.  Traditionally, the corporation must get at least par, and maintain stated capital on books (number of shares times the par value).  With par and selling price decoupled, creditors rely on guarantees and general creditworthiness.  Good faith call by directors generally respected, and no accounting method specified.  TEST of REASONABLENESS

Equity Insolvency Test § 6.40(c)(1)

Balance Sheet Test § 6.40(c)(2)

�Management & control of the close corporation� XE "Management & Control of the Close Corporation" �

Close Corporation:  Definition� XE "Close Corporation:  Definition" �

From Donahue v. Rodd Electrotype Co� TA \l "Donahue v. Rodd Electrotype Co" \c 1 �. we get the following characteristics:

small number of shareholders

no ready market for corporation stock

substantial majority participation in the management, direction, and operations of corporation.

Traditional Scheme of Management

Shareholders are the ultimate owners, separate from control and management over which shareholders have only limited powers.  see Shareholder section

Attempts to Vary Statutory Scheme� XE "Management & Control of the Close Corporation: Attempts to Vary Statutory Scheme" � - 

General:  Attempts to reallocate the corporate powers in ways significantly different from the statutory scheme historically have been viewed with suspicion and many have been held to be against public policy and unenforceable

C/L Rule: agreements between shareholders that attempt to resolve questions that are the responsibility of the board of directors are against public policy as expressed in corporation statutes and thus unenforceable, and may be ignored by the other parties to agreement.   Even a unanimous vote not enough.  

Classic paradigm - McQuade v. Stoneham� TA \l "McQuade v. Stoneham" \c 1 �:  The NY Giants baseball case.  ( and ( entered agreement that they would use best efforts to �((a) keep themselves directors and �((b) officers, with ( pres. and ( treasurer, and�((c) setting the salaries for the officers.   �Parties had falling out, and ( was dropped out of board of directors and as  officer.  There were other shareholders besides these two parties.  Held, shareholders may not by agreement among themselves control the directors in the exercise of judgment vested in them by virtue of their office to elect officers and fix salaries.  But, of course, they can combine to elect directors, since that is the function of shareholders.  Thus, (a) is ok, (b) & (c) are void and unenforceable.   

Policy of McQuade:  directors are potentially liable for the exercise of their duties.  It would be inequitable to allow shareholders to constrain the director's discretion at his peril.  

Modified C/L Rule:  Agreements that involve only slight impingement on directors' duties and hurt no one not party to the agreement, will not be invalidated.  Safety of minority shareholders, creditors, and the public is the main 3rd party concern.

Clark v. Dodge� TA \l "Clark v. Dodge" \c 1 �:  ( a 25% and ( a 75% shareholder of corporation.  Agreement that ( would vote as shareholder to elect ( to board of directors, vote as director to keep ( as officer as long as performed faithfully, efficiently, and competently.  Held, no attempt to "sterilize" board of directors as in McQuade, and no harm to any non-party to the agreement.  Also, agreement over officer pay as % of net income implicitly allowed board of directors to reserve to corporation what required for business purposes.

Long Park, Inc. v. Trenton-New Brunswick Theater Co.� TA \l "Long Park, Inc. v. Trenton-New Brunswick Theater Co." \c 1 �:  All shareholders of corporation entered into agreement giving one shareholder "full authority and power to supervise and direct the operation and management" of certain theaters, removable only by arbitration.  Thus, board of directors had no control over operation of theaters, and could not select or change the mgr. w/o arbitration.  Held, the board of directors completely sterilized, agreement void.  

Severablility� XE "shareholder agreements: Severablility " � to Save valid terms:  Triggs v. Triggs� TA \l "Triggs v. Triggs" \c 1 �:  Two shareholders of close corporation owned 184 of the 254 issued shares.  They agreed to elect each other directors, gave option to buy one's shares to the other,  and also to appoint each other as officers with fixed salaries.  Held, the legal stock option can be severed from the terms that violate McQuade.  Dissent:  Can't sever because there may be mutuality of consideration among the terms.  Dissent:  Agreement valid in toto under Galler principles, but terminated earlier.

Close Corporations, Sui Generis treatment under the C/L Rule:  Some courts have been willing to uphold even major encroachments on board of directors authority, as long as all the shareholders agree to it.  

Galler v. Galler� TA \l "Galler v. Galler" \c 1 �:  Agreement among all the shareholders of corporate stock to provide for well being of spouses, included terms such as

no specific term for the agreement  (but the life expectancy of the spouses was short)

a minimum dividend to be paid, subject to a minimum surplus requirement;

fixed salary requirement for widows 

certain fixed repurchase of stock arrangements

These terms were clearly  more than slight impingments on board of directors powers.  

Held, agreements should only be set aside if they are part of a corrupt or dangerous scheme.  In Close Corporations, there are unique factors that mitigate the danger of limits on board of directors discretion, and thus Close corporations are due sui generis treatment.  

Testamentary Direction� XE "Management & Control of the Close Corporation: Testamentary Direction" �:  In the Matter of the Estate of Hirshon� TA \l "In the Matter of the Estate of Hirshon" \c 1 �:  Shareholder of 68% of close corporation set up testamentary trust where trustees were to vote themselves directors and follow his detailed instructions on running the business, including the appointment of certain officers, and fixing certain salaries.  Court invalidated under McQuade.  Even in light of more liberal rules, testamentary direction may be too inflexible for most courts to accept.  Note that this would cause a serious problem for the trustees:  conflicting fiduciary duties.

Modern Rule:  § 8.01(b) allows change of structure in articles of incorporation or pursuant to § 7.32 shareholder agreements for limited purposes.  See also broad language in DE  GCL § 141(a)

Close Corporation Statutes� XE "Management & Control of the Close Corporation: Close Corporation Statutes" �

Broad Application of Close Corporation Provisions:  Zion v. Kurtz� TA \l "Zion v. Kurtz" \c 1 �:  In this case, the DE close statutes are being applied in NY court under internal affairs rule.  The court upheld an agreement under the close corporation statute between two shareholders that the corporation would not enter into transactions or new business without the consent of both shareholders despite the fact that no reference to the agreement appeared in the articles of incorporation and the corporation had not elected close corporation status.  The court viewed these omissions as technical and subject to the power of the court to order the articles of incorporation reformed.   Dissent in 4-3 vote  argued that public notice of electing close status and of the agreement restricting directors was essential for their validity under the statutes.  See §620 of NY statute as a guide for dissent, on p. 366 of supp.

Possible explanation for majority:  estoppel.  A party is estopped from denying an agreement he is a party to when there is no harm to 3rd parties.  The statutory requirements are there to protect 3rds, not the parties w/in the corporation.   Dissent says this estoppel doesn't apply to agreements that are prohibited by law or contrary to public policy.

But see Nixon for DE S.Ct.'s response.  Carson thinks Zion will be followed in most jurisdictions under estoppel.

Narrow Application by DE S.Ct.:  Nixon v. Blackwell� TA \l "Nixon v. Blackwell" \c 1 � - the court refused to extend the application of the DE close corporation statutes to nonelecting close corporations, stating that the statute "is a narrowly constructed statute which applies only to a corporation that is designated as a "close corporation" in its certificate of incorporation and fulfills the other statutory requirements.  The DE statutes pre-empt the field, so no C/L exception can be applied.  Looks like a refutation of Zion. 



Shareholder Voting Agreements� XE "Voting Agreements" �� XE "Shareholder Voting Agreements" �

Agreements among shareholders to vote their shares cooperatively or as a unit are called "pooling agreements" and are generally enforceable.  MBCA § 7.31.

Scope:  Must relate to issues proper for shareholder action, e.g. elections of directors, else may be invalid under McQuade principle. 

Enforcement:  

Some jurisdictions allow by statute for specific enforcement.  § 7.31(b)

Disqualification of votes contrary to agreement.  This sometimes frustrates the purpose of the agreement due to dilution of strength of combined vote. 

Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling� TA \l "Ringling Bros.-Barnum & Baile Combined Shows v. Ringling" \c 1 �:   Two shareholders agreed to vote cooperatively, and let an arbitrator break deadlocks.  One broke agreement, voting with the 3rd shareholder and giving him control.  Held, this was a valid, lawful agreement with proper shareholder purposes.  This does not mean that either party has the right to exercise the votes of the other; a part may vote in contravenous action to agreement, but then in br/k.  Remedy, disallow votes in breach of agreement, allowing 3rd party to keep control.  

Voting Trusts� XE "Voting Trusts


" �

Power to vote shares is irrevocably but temporarily severed from beneficial title.  Formal arrangements w/ name of trustee on books of corporation. 

C/L distrust of trusts - got strict scrutiny.

This distrust continues at the SEC and NYSE, which refuses to list a stock involved in voting trust.  

Statutes generally recognize validity - MBCA § 7.30.  

Some states add restriction that purpose must be "proper."

Scope of Powers:  Powers of trustees to vote on fundamental corporate change depends on the specific language of the trust instrument.  Some decisions have imposed equitable limitations on the power of trustees to approve damaging fundamental changes despite clear and broad language in the governing document. 

Brown v. McLanahan� TA \l "Brown v. McLanahan" \c 1 �:  A bankruptcy reorg led to the issuance of 3 type of securities, debentures, preferred, and common.  Voting rights were vested exclusively in the preferred and common stock.  The reorg also set up voting trust for all equity for ten years, to revert at term to beneficial owners.  The trustees owned most of the debentures, and when the term of the trust was close to expiring, voted to amend articles of incorporation by giving massive voting rights to debenture owners.  Rule:  trustee may not exercise powers granted in a way that is detrimental to those who benefit from trust, nor for own interest, nor may trustee for different classes favor one class at the expense of the other.  Such actions are in derogation of the trust.  

Recognizing a Voting Trust

DE case law establishes these criteria for voting trust:

voting rights of stock are separated from the other attributes of ownership

the voting rights granted are intended to be irrevocable for a definite period of time

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

Lehrman v. Cohen� TA \l "Lehrman v. Cohen" \c 1 �:  (DE)  2 shareholders each own 50% of the stock of corporation.  After series of disputes, they agree to restructure:  two classes of shares created, each w/ power to elect 2 directors, with each of the two shareholders owning all the stock of each class.  A third class is created, par value $10, w/ no dividend or dissolution value over par, elects one director.  One share issued to the corporation atty, redeemable at par at any time by vote of the 2 main shareholders.  Held, the stock valid.  Major issue:  Is this a voting trust arrangement?  Held, not a trust.  Each of the primary shareholders retained full control over his vote, may have lost voting power, but not voting rights.  [It is also not an improper delegation of directors duties] 

Policy favoring trusts:

The Brown type  trusts are preferred in cases like that:  give centralized control in professional management in times of crisis, such as corporation reorg, family business in treat of disintegration, etc.  

Also used for regulated industries� XE "regulated industries" �, to allow private parties to take ownership.

Action w/o Meeting� XE "Action w/o Meeting" �

MBCA § 7.04 requires unanimity, DE § 228 only a voting minimum as established for meetings.

Proxies� XE "Proxies" �� XE "voting: Proxies" �

Statutes,  MBCA § 7.22.  

Revocability� XE "Proxies:  Revocability" �:

C/L basis of proxy is a grant of authority to an agent, and is thus usually revocable whether or not stated otherwise.  

When Irrevocable:  When coupled with an interest see § 7.22(d), NY §609, p508 of supp

Actions by Board of directors:

see generally the Directors section.

Actions by Officers

see generally the Officers section

Share Transfer Restrictions� XE "Transfer Restrictions" �� XE "Share Transfer Restrictions" �� XE "transfers:  Share Transfer Restrictions" �� XE "shareholders: Share Transfer Restrictions" �:  

Share transfer restrictions are contractual restrictions on the free transferability of shares.  Generally "option", "right of first refusal" or "buy/sell" agreements that require a shareholder to offer his shares to the corporation or to other shareholders at a predetermined price upon the occurrence of specified events. 

Statutory Recognition:  e.g., MBCA § 6.27

As a restraint on alienation in derogation of C/L, strictly construed.  Thus, important to specify clearly and unambiguously the essential attributes of the restrictions.  

whether or not purchase is optional or mandatory

persons who may or must purchase and the sequence and amounts

manner of establishing price

time periods

triggering events

Advantages in close corporation:

allow shareholders to decide who's in

stable management 

can be designed to protect proportionate interest

simplify estate tax problems

provide liquid exit for withdrawing shareholder 

ensure ongoing eligibility of S corporation status

can be designed to resolve deadlock situations

Use in public corporation:

prevent violation of SEC regs and Securities Acts., e.g., unregistered shares Rule 144 of 33Act

Exchanges may require for corporation a member of exchange

Ling and Co. v. Trinity Sav. and Loan Ass'n� TA \l "Ling and Co. v. Trinity Sav. and Loan Ass'n" \c 1 �:  Ling was member of NYSE as brokerage firm.  NYSE restriction had purpose of restricting transfer to those not approved by NYSE.  Restriction in articles of incorporation of Ling, but Share Certificate only incorporated the specifics of the restriction in general term and by reference to the appropriate article in the articles of incorporation.  Court held that that was NOT conspicuous notice, but that ( may have had notice of restriction, and under UCC 8-204 may thus be bound.  Held, the restriction was also reasonable:  valid business reason for it, no evidence that contacting other shareholders would be overly burdensome.

Reasonable:  [Ling and §6.27(c)]  generally a fact issue

Conspicuous Notice: UCC 8-204, MBCA §§ 6.27(a), (b), 1.40(3).  Ling

Buyer's Knowledge of restriction defeats defects in procedural requirements. MBCA §6.27(b) last sentence, Ling - the buyer is "estopped" from pleading defects. 

Buy-Sell Agreement� XE "Buy-Sell Agreement" �:  These usually get strict scrutiny, too.  

Two main types:  cross-purchase or redemption

Redemption’s may run into MBCA § 6.40

Appraisals now commonly done by forecasting historic earnings into future and discounting back.  Often 2 estimates, split the difference

Fixed price, even if unreasonable, is ok under corporation law, but may be attacked under contract law.  

e.g., where a shareholder acquired shares as gift, and corporation attempted to redeem from estate and unfair price, court held "no contract" because no consideration



IRS accepts "reasonable" valuations of set price, if none, evaluates de novo.  

NO DIVORCE triggers w/ unreasonable price term, either statute or policy grounds.  A reasonable price may be enforced

Major Policy concerns:

is there any reason to refuse to enforce a buy-sell at a "too low" price not related to value

may a corporation selective apply agreement to only certain shareholders, at its option

Oppression� XE "Oppression" �, Dissension� XE "Dissension" �,

Oppression: from  Davis v. Sheerin� TA \l "Davis v. Sheerin" \c 1 �  - arises only when one party's (usually majority) conduct substantially defeats the expectations that objectively viewed were both reasonable under the circumstances and were central to the other parties' (usually minority) decision to join venture.  It is burdensome, harsh, and wrongful conduct, a lack of probity and fair dealing in the affairs of a corporation to the prejudice of some of its shareholders, or a visible departure from the standards of fair dealing that every shareholder is entitled to rely.  It is not synonymous w/ "illegal" or "fraudulent"  and does not require mismanagement.  

More than dissatisfaction w/ corporate management, or objection to conduct that is protected by business judgment rule. 

Standard of conduct in close corporations today is generally much higher than this minimum.

Fiduciary Duty� XE "Fiduciary Duty: shareholder  " � of Majority Shareholder� XE "Shareholders: fiduciary duty " �� XE "Fiduciary Duty of Majority Shareholder" �

MA has developed a strict fiduciary duty of Majority shareholder of "utmost good faith and loyalty" to the Minority.  Donahue v. Rodd Elecrotype Co.

Donahue v. Rodd Electrotype Co.� TA \l "Donahue v. Rodd Electrotype Co." \c 1 �:  Shares owned by father of majority shareholder had been redeemed by corporation but the corporation's offer for redemption of minority shares was much lower.  Held, shareholders in the close corporation owe one another substantially the same fiduciary duty in the operations of the corporation that partners owe to one another, a standard of "utmost good faith and loyalty."  

this duty arises only in the operation of the corporation; the court express did not rule on a duty regarding share transactions to which the corporation was not party.

If shareholder whose shares were purchased by corporation was a member of the controlling group, the  majority must cause the corporation to offer each stockholder an equal opportunity to sell a ratable number of his shares to the corporation at an identical price.

the majority may not, consistent w/ its strict duty to the minority, utilize its control of the corporation to obtain special advantages and disproportionate benefit.

this duty is differentiated w/ that of the normal corporation, "good faith and inherent fairness" 

Remedies:  rescind sale; purchase ('s shares at same price

Burden on Minority: Wilkes v. Springside Nursing Home, Inc.,� TA \l "Wilkes v. Springside Nursing Home, Inc.," \c 1 �  court ordered reinstatement of minority shareholder to corporation payroll after he had been fired in violation of his expected treatment in a freeze out attempt. However, the court recognized that the majority needed room to operate for their own interest, too.  When the majority asserts a facially valid business purpose for their action, the minority has the burden to show that the same legitimate objective could nave been achieved through an alternative course less harmful to the minority interests. 

Typical Oppressive behavior occurs w/ majority dominion over the corporate property.

Beers v. Tisdale� TA \l "Beers v. Tisdale" \c 1 �, a corporation violated duty when failed to redeem retiring shareholder's shares as agreed, and instead dissolved corporation, assigning client list to themselves.

Crowley v. Communications for Hospitals, Inc.� TA \l "Crowley v. Communications for Hospitals, Inc." \c 1 �, corporation violated duties when it zero'ed out its income by way of salaries to only the majority.

Fiduciary Duty of Minority w/ Veto Power� XE "Fiduciary Duty of Minority w/ Veto Power" �

The Donahue fiduciary duty in the close corporation extends to management roles of minority  as well as to majority.  

Smith v. Atlantic Properties, Inc.� TA \l "Smith v. Atlantic Properties, Inc." \c 1 �: Minority shareholder w/ veto power over management of corporation due to unanimity requirement wanted to see development of corporation activities, other shareholders wanted dividends.  Ill will arose, and ( steadfastly refuse to declare dividends, despite warning of IRS penalty for accumulated earnings, which eventually occurred.  Held, Donahue applies here, ( liable for corporate losses due to tax penalties.

Delaware Rejects the Donahue Doctrine:  Nixon v. Blackwell� TA \l "Nixon v. Blackwell" \c 1 �:  "It would do violence to normal corporate practice and our corporation law to fashion an ad hoc ruling which would result in a court-imposed shareholder buy-out for which the parties had not contracted."  

Thus in DE, the ( will plead to court "contract, contract, contract," while the ( will plead "Meinhard, close corporation, 

Deadlock� XE "Deadlock" �, and Dissolution� XE "Dissolution" �

Deadlock can occur at the shareholder level or the board of directors level.  When it occurs at the board level, the corporation can continue to function - directors hold over until replacements elected.

Gearing v. Kelly� TA \l "Gearing v. Kelly" \c 1 �:  ( , owner of 50% of stock, stayed away from board of directors meeting to prevent quorum.  The board of directors was to have 4 directors, a majority of whom constitute a quorum.  Only 3 directors in office.  At the meeting, the two other directors vote to fill the vacancy.  Held, ( estopped from challenging validity of election, for her own actions prevented the quorum of directors.  Thus, the election stood, and since 50% stock was not enough to vote in a new director, the new director will perpetually hold over.  Dissent:  estoppel is equitable in nature, should not be applied here to give the other 50% owners unfair control of the corporation. 

MBCA drafters specifically addressed Gearing in §§ 8.03, 8.10, and 8.24

Involuntary Dissolution - The traditional remedy for problems of dissension and deadlock when no buyout has been agreed to is involuntary dissolution by judicial decree at the request of a shareholder.  (  must establish that statutory grounds have been met.. Court has broad ability to withhold remedy on equitable grounds - even if statutory requirements met.  There is historic judicial dislike of dissolution on economic and public welfare grounds.  

Statutory Provisions - No C/L right - statutes strictly construed.  MBCA § 14.30

Judicial distaste makes dissolution a "last resort" when no alternative remedy, such as buy out, infra, is feasible.

Equitable discretion often exercised when dissolution would favor one party over the other.  In re Random & Neidorff, Inc.� TA \l "In re Random & Neidorff, Inc." \c 1 �:  Here, the shareholder seeking dissolution possessed the skills and ability that made the corporation a success.  Mutual dislike and distrust had led to corporate deadlock, to the point where the non-petitioning shareholder would not sign the dominant shareholder's paycheck, and also had initiated a derivative suit against the dominant shareholder.   The corporation was flourishing, and the non-petitioning shareholder had agreed to appoint an independent director to break deadlock.  Held, no absolute right for dissolution, even when majority shareholders file a petition.  The test is that the competing interests "are so discordant as to prevent efficient management"  and the object of corporate existence cannot be attained.  Further, the dissolution must be beneficial to the shareholders and not injure the public.    Rationale:  This was a business in which there were minimal entry requirements; main value of corporation was as going concern.  ( could take his personal skill and contacts in industry and start up again w/o much fuss, leaving the other's interests in dissolution severely undervalued - an oppressive result.  Even if the dominant shareholder simply leaves and starts up, there may be unfair competition and usurpation of corporate opportunity.  e.g., Meinhard  Today, on the severe facts of this case, a court may attempt to assign a "going concern" valuation for breakup.

Corporation or shareholders may elect to buy out petitioner in lieu of dissolution - MBCA § 14.34 - 

Voluntary Dissolution - see MBCA §§ 14.01, 14.02 et seq. 

Court Ordered Buyouts� XE "buyouts:  Court Ordered Buyouts" �� XE "Court Ordered Buyouts" � - a modern alternative to dissolution.  Specific Statutory authorization in some states, and viewed as part of inherent judicial/equity power in others.  

Inherent Power - Davis v. Sheerin� TA \l "Davis v. Sheerin" \c 1 �:   ( claimed (s were conspiring to deprive him of stock ownership, had received informal dividends and profit sharing not given to (, and wasted corporate assets by paying their atty fees out of corporate funds.  Held, courts have power to order buyout under their general equity power, as a lesser included remedy to dissolution.  

Election by Corporation or shareholders in lieu of dissolution:  MBCA § 14.34 

Court Appointed Directors� XE "directors: Court Appointed Directors" �� XE "Court Appointed Directors" �:   impartial person appointed by court to serve on the board of directors if it is so divided that it cannot make decisions, such that business cannot be conducted to the advantage of the shareholders. 

Statutory provisions:  MBCA § 14.32, DE GCL§353, Ill. BCA §12.55

When appointing a provisional director, the court considers only the best interests of the corporation, and not those of the warring factions.  Abreu  Factors to balance:

degree and quality of past involvement in corporation 

understanding of corporation history and current situation

experience and abilities in providing a cooperative and unifying element

need for immediate appointment

degree of impartiality

**>true interest in the viability and advancement of the corporation as an entity and not allegiance to one of the deadlocked factions

"Impartial" not a strict requirement:  Abreu v. Unica Indus. Sales, Inc.� TA \l "Abreu v. Unica Indus. Sales, Inc." \c 1 �:  A 50% shareholder formed another corporation to directly compete with the subject corporation, and repeatedly tried to obtain its secret formulas.  The court appointed a provision director after removing ( from board of directors.  The appointed director was a mgr. at the subject corporation and son-in-law of (.  Held, he'll do.  He knows business, is interested in it, and has demonstrated no impartiality.    see factors in � REF _Ref362701269 \n �6.12.5.2�  [here, the director did not have full powers, perhaps a factor; along w/ close supervision by court]

�management & control of the public corporation� XE "MANAGEMENT & CONTROL OF THE PUBLIC CORPORATION " � 

Social Responsibility� XE "public corporations: Social Responsibility" �� XE "Social Responsibility" �

Primary Policy Concern:  Private decisions by a small group of wealth, powerful individuals, w/ extended public consequences.  see e.g. Brandeis, in Evolution section.  

Traditional View:  Management as agents of Capital� XE "Management as agents of Capital" �.  Duty to maximize corporate profits.  It is the function of Government to protect individuals from the corporation's lawful externalities, social costs, and inequities of wealth distribution.  

Criticism:  this has produced increased pollution, environmental degradation, toxic waste, resource depletion, hazardous and unreliable products, unsafe/inhumane  working conditions, and capital flight.

Management was able to mitigate this harsh view in simpler times by raising "long term / short term" profit concept, in order to "invest in the community" 

Reform View:  Management as agents of Society� XE "Management as agents of Society" �.  Management should look beyond the P&L statement to account for all of the human, social and environmental consequences of their business decisions.  

Criticism:   Easterbrook says an agent told to serve two masters has been feed of both and is answerable to neither.  Agency costs rise, social wealth falls.

Carson thinks its better to regulate corporate externalities

Fischel thinks its too hard to define the "public interest."  For example, a firm that has a wrenching relocation from Rust to Sun belts has done no more social harm than a corporation that invents radical new technology, rendering others economically obsolete.  

Alternative Constituency:  Modern Statutes such as proposed by ALI and for states of ILL and PA and 26 other states, allow corporation to consider, in addition to enhancing shareholder gain, a reasonable accommodation of public welfare, humanitarian, educational, and philanthropic purposes, and to consider the effects of its actions on employees, suppliers, customers, communities.  Ironically, these arose primarily from takeover concerns.  see MBCA §§ 3.02(13), (15)

Giantism� XE "public corporations: Giantism" �� XE "Giantism" �:  The corporation is a human invention to serve human, social needs.  In theory, it is subservient both to the State that creates it and the market in which it competes.   If the corporation does not fulfill its social obligations,  the State can amend or revoke its charter.  If it lapses in economic efficiency, its market competitors will force it to improve, or force it out.  But for some huge corporations, their economic size and power eclipses both the State and the Market.  Senate Monopoly subcommittee, 1971.  

Shareholders

Separation of Control:  A result of industrial concentration and diffusion of ownership

Diffusion easily allows management to wield power of control due to the strategic advantages of its "location," a general public presumption of worth, and the proxy machine.  

Fischel says that efficient markets will devalue the stock of a poorly managed company, invite takeover attempts by people w/ better vision for allocation of the corporate assets.  He calls this "market for corporate control."  Thus there is strong limits on management discretion.  

As a result, the fiduciary duties of directors increased during the process of diffusion.

Most public corporations are controlled by minority interests. 

Shareholder Dissent:  in this situation, the most common means of dissent is to sell the stock.  [ the so called "Wall Street Rule� XE "Wall Street Rule" �" ]

Institutional Investors:  may help alleviate the agency problem in corporate management, even though  they typically have fiduciary duties to others that may be interpreted as requiring "maximization of profit."  Many do not take a "short term" or "Wall Street Rule� XE "Wall Street Rule " � [simply sell the shares]" view of their maximization efforts, though.   Selling out is a good alternative only for the holder of a small block of shares who can sell w/o affecting market. 

Nominee Holding:  One nominee, Cede & Co.� XE "Cede & Co." �,  is owner of record of much of publicly traded shares.  It is the nominee for the Depository Trust Company, the central clearing facility for the NYSE.  This raises several issues in shareholder control contexts:

The issuing corporation has difficulty with communication with or even knowing who its beneficial owners are, who have the ultimate right to vote.  [SEC thinks this has not really had a significant negative effect ]

This may also modify substantive provisions of the 34Act that are based upon shareholder-of-record.  

It does, however, facilitate the transfer, clearance, and settlement of securities transactions.  Book entry is the predominant form. 

Meetings� XE "shareholders: Meetings" �� XE "Meetings"of shareholders  �:  

See generally MBCA § 7.01 et seq. 

A corporation official or the board of directors may not refuse to call a special shareholder meeting if one is called by the votes of the required number of shareholders, as long as called for matters proper for shareholder action.   Matter of Auer v. Dressel� TA \l "Matter of Auer v. Dressel" \c 1 �

Directors

Management:  Modern board of directors of public corporations have practically nothing to do w/ the day-to-day business of the corporation.  Its primary source of power is the ability to replace top management. Primary functions:

advice and counsel to management

discipline management 

CEO retain dominant influence on board of directors of public corporations.  Board of directors generally doesn't:

establish basic objectives, corporate strategies, or broad policies

This may be changing

ask discerning questions at meetings

This may be changing regarding ethical, legal and social obligation.  

even select successor of retiring CEO

outside directors: Board of directors in public corporations generally consist of outside directors� XE "public corporations: outside directors" �� XE "directors: outside directors" �� XE "outside directors " � w/ no direct affiliation w/ corporation management.  The law tends to attach great significance to "independence" w/ greater deference to judgment.

Agenda Setting:  as noted supra, the CEO often exerts considerable influence on board of directors, setting much of the agenda.  Two key matters are subject to independent board of directors action in a proper board, though: 

responsibility with regard to the organic, structural integrity of the corporation:

must have functioning management

must have internal information system

may not choose to ignore credible signals of serious trouble in corporation. 

Reliance on professionals:  directors may safely rely upon officers and employees of the corporation, accountants, engineers, lawyers, and other expert consultants who they reasonably believe are competent.  

Business Judgment Rule� XE "directors: Business Judgment Rule" �� XE "Business Judgment Rule" �:  When the board acts in its theoretical, but in reality rare, mode as collegial decision making body, and weights a matter and makes a judgment  after proper discourse and reflection, it's that judgment that is protected by the business judgment rule. 

Constituent Directors� XE "directors: Constituent Directors" �� XE "Constituent Directors" �:   there have been proposals for representation on board of directors by various STAKEholders:

general public

customers

IRS

DoJ or FTC

Employees

Institutional Investors

Small shareholders 

mayor of city

governor of state

minority groups

Conflict between Shareholders & Directors� XE "Conflict between Shareholders & Directors" �� XE "public corporations: Conflict between Shareholders & Directors" �

Fundamental Change� XE "public corporations: Fundamental Change" �

Shareholder approval for transaction not in ordinary course of business� XE "Shareholders: approval for transaction not in ordinary course of business" �� XE "public corporations: Shareholder approval for transaction not in ordinary course of business" �:  Gimbel  says that every transaction OUTSIDE normal course of business does NOT require shareholder approval.  The TEST is whether the unusual nature of the transaction strikes at the heart of the corporate existence and purpose.  Statutes requiring shareholder consent are designed specifically to protect the shareholder from the destruction of the means to accomplish the purposes or objects for which the corporation was incorporated and actually performs.

Sale of the Substantially All� XE "assets: Sale of the Substantially All " � Assets� XE "Sale of the Substantially All Assets" �:  When not in the usual and regular course of business, proposal must be submitted to shareholders for approval, by statutes of most states.  e.g. MBCA § 12.02, DE GCL §271(a)  

In Gimbel v. Signal Companies, Inc.� TA \l "Gimbel v. Signal Companies, Inc." \c 1 �, the directors, at a special meeting of board of directors, approved sale of subsidiary that represented 26% of assets, 41% of net worth, 15% of revenues and earnings.  ( shareholder sued to enjoin sale unless approved by shareholders under the "substantially all assets" provisions.  

Under qualitative analysis, by any measure the unit sold was less than half.  

Under quantitative analysis, the court found that the fundamental nature of the parent corporation had changed, from one of oil drilling and development, to a conglomerate, with principal activity in purchase and sale of business units.  

MBCA rejects the qualitative factors of Gimbel:  see Comment 1, § 12.01, p139 of supp.

Shareholder Recommendations� XE "Recommendations to board of directors " �� XE "shareholders: Shareholder Recommendations" �� XE "Shareholder Recommendations" �:  Directors are not agents of shareholders and may not be compelled to approve transactions merely because a majority or even all the shareholders approve them.  McQuade� TA \l "McQuade" \c 1 �

However, there is no inherent bar to shareholder recommendations submitted to board of directors for action.  Matter of Auer v. Dressel� TA \l "Matter of Auer v. Dressel" \c 1 �

Control Fights� XE "public corporations: Control Fights" �� XE "Control Fights" �:  shareholders have inherent right to definitively resolve internal control struggles, by filling board seats.  

In Campbell v. Loew's, Inc.� TA \l "In Campbell v. Loew's, Inc." \c 1 �, two factions, V and T, fighting for control, compromised, each to have 6 director seats, with neutral 13th.  Two of V's and one of T's directors resigned.  V, as president, called special shareholder meeting to( fill director vacancies, (amend bylaws to increase number of board from 13 to 19, quorum from 7 to 10, elect 6 new directors, and (remove T as director and fill vacancy.  Here, as president, V had express authority to call meeting and the actions at meeting were concurrent powers between shareholders and directors, so a valid meeting.  Held,

shareholders have inherent right to fill board seats, even if power granted also to board of directors

shareholders have inherent right to remove directors for cause

proper cause is not just disagreement, attempting to take over corporation, or a charge of "lack of cooperation," which are valid business practices, but must be more - to the point were the actions become deliberately obstructive and constitute a real burden on corporation.  [dicta - a planned scheme of harassment is cause].

Defensive Tactics� XE "Takeovers: Defensive Tactics" �� XE "shareholder meetings:  changing dates�� XE "meetings: changing dates" �:  The validity of defensive tactics are judged by whether a reasonable business purpose exists for the corporation independent of the defensive effect.  

In Schnell v. Chris-Craft Industries, Inc.� TA \l "Schnell v. Chris-Craft Industries, Inc." \c 1 �, management took proper method and procedure to move the annual meeting of the shareholders forward in time, thereby denying the dissidents time to prepare their control fight.  ( attempted to give valid business reasons, such as the "bad weather in January (the original date" and the "holiday mail delay."  Court rejected these as reasonable business purposes, held:  management has attempted to utilize the corporate machinery and DE law for the purpose of perpetuating itself in office, for the purpose of obstructing legitimate efforts of dissent.  These are inequitable purposes, contrary to established principles of corporate democracy.  Original date reinstated.  

Amending Articles of Incorporation: There is no C/L right of shareholders to amend articles of incorporation� XE "articles of incorporation: amending " �� XE "amend articles of incorporation" �.  Supported by language in MBCA § 10.03(b)(1).

�Shareholders� XE "SHAREHOLDERS" �

Rights� XE "Shareholders: Rights " � of common shareholders [focus on  MBCA ]

select directors� XE "directors: electing " � by Vote § 6.01(b)

remove directors� XE "directors: removing" �

at C/L, only for cause

statutorily broadened, to w/o cause - MBCA § 8.08

make recommendations to board of directors� XE "shareholders: recommendations to board of directors " � - Auer� TA \l "Auer" \c 1 �

shareholders do not have power to implement their plans - McQuade, � TA \l "McQuade" \c 1 �even if they vote unanimously for an action.

even the power to recommend is subject to SEC securities rules on shareholder proposals

amend or repeal bylaws� XE "bylaws: amend " � - § 10.20

but may lose this power in some jurisdictions if power placed exclusively in board of directors - Somers� TA \l "Somers" \c 1 �

Most states and MBCA would not have the Somers effect - also per Matter of Auer v. Dressel� TA \l "Matter of Auer v. Dressel" \c 1 �.

In concert w/ board of directors, approve fundamental corporate change� XE "fundamental corporate change" �

amend articles of incorporation� XE "articles of incorporation: amending " � - § 10.03

merger� XE "merger" �, share exchange� XE "share exchange" �, consolidations� XE "consolidations " � - § 11.03

sales of substantially all assets� XE "sales of substantially all assets " � - §12.02

dissolution� XE "dissolution " � § 14.02

Inspect books and records, § 16.02

select corporation auditor (if corporation subject to SEC reporting)

Sue on behalf of corporation, §§ 7.40-7.47

Financial information, § 16.20

Receive residual assets, § 6.03(c)

Voting - see Public corporations for meetings� XE "shareholders: Voting" �

Record

Record Ownership:  this gives the record owner legal right to vote the shares, but the beneficial owner may compel the record owner to vote as the beneficial owner directs.  Usually done by having record owner execute blank proxy [§ 7.22] for beneficial owner to use.  At the meeting, only the record owner, or his proxy, entitled to vote.  see § 6.25(b)

Record Date established by board of directors, or defaults to date of notice.   MBCA § 7.07, also see § 7.20

Purpose of record dates and record ownership rules:  to simplify the meeting of the shareholders, allowing the corporation to only concern itself with matters of record, and not who the beneficial owners are.  

Inspections� XE "Voting Inspections" �� XE "Inspections: Voting" �:  Disputes as to entitlements to vote are usually resolved by inspectors of elections who may be granted discretionary authority to resolve disputes on the basis of the statutory voting rules and the records of the corporation.  Inspectors do not have authority to determine who are beneficial owners and permit them to vote; their decisions are based solely on the records of the corporation and receive substantial deference.  Policy is to not stop business to litigate a voting issue.  

Salgo v. Matthews:   ( appointed an election inspector (also () for shareholder meeting.  Inspector refused to accept proxies which would have allowed ( to win proxy fight over (.  The shares at issue were registered to an insurance company with beneficial ownership in an individual in bankruptcy.  Two of the four proxies were executed in the name of the record owner by execution of the beneficial owner.  Other documents consisted of a court order to bankruptcy trustee to execute proxy to beneficial owner.  Held, the inspector has broad discretionary authority to make a preliminary determination of the validity of the proxies for the purposes of tabulating, counting, and certifying the vote.  He is not required to inquire into disputed beneficial ownership.

Quorum:  §§ 7.25, 7.26, 7.27, 7.28

Cumulative voting� XE "voting: Cumulative" �� XE "Cumulative voting" �:  See MBCA § 7.28, an opt in clause.  The formula for determining the number of shares needed to elect one director, where S is the total number of shares voting, D is the number of directors to be elected:� EMBED Equation.2  ���, and the formula to elect n directors:� EMBED Equation.2  ���. 

Cumulative voting may be eliminated entirely in states that do not require it by statute by amendment of articles of incorporation.  Caveat: in some states cumulative voting is a constitutional protection.

See MBCA § 8.08(c) for removing a director in a cumulative situation.

Policy:  In large public corporations, there is little point.  Best to just sell shares if unhappy, and move on.  In corporations with illiquid mkts, cumulative voting allows discrete factions to exercise a measure of control, w/o having to sacrifice investment.  The key is access to corporate records and process that a director has - a watchdog role.  

[S  / (D+1) + 1, and nS / (D+1) + 1, respectively]

Classified Directors� XE "Directors: Classified " �� XE "Classified Directors" �, or Staggered Terms� XE "Directors: Staggered Terms" �� XE "Staggered Terms" �:  Most statutes require nine or more directors to take this step.  MBCA § 8.06 illustrates.  also see § 8.04

While the justification is usually give as ensuring continuity of service, it generally is a takeover measure (when accompanied by removal only for cause), or to reduce the effect of cumulative voting.  

Extreme case, no longer allowed by any state statute:  Humphrys v. Winous Co.� TA \l "Humphrys v. Winous Co." \c 1 �:  Here, the Ohio statutes allowed both cumulative voting that couldn't be restricted and classified directors.  Corporation reduced its board to 3 members, effectively destroying cumulative voting rights.  Held, the equal dignity rule� XE "equal dignity rule" � requires that both statutes be given full effect.  Thus, only the right to vote cumulatively is assured.  The power to actually have it mean anything is not.  

Even with nine directors, if further classified by share type so that each class of shares only elects one director, the provision may be attacked as breach of fiduciary duty if made w/o business justification in the midst of proxy or takeover fight.

Holdover Directors� XE "directors: Holdover " �� XE "Holdover Directors" �:  if directors are not elected at an annual meeting for any reason, or the required annual meeting is never held, the directors hold over till their successors elected.  § 8.05(e)

This also applies for erratic meetings or deadlock, Gearing v. Kelly

Removal of Directors� XE "shareholders: Removal of Directors" �� XE "directors: removal" �� XE "Removal of Directors" �:  

At C/L, directors could be removed only for cause.

MBCA and many state statutes allow removal w/ or w/o cause.  see § 8.08(a)

�directors� XE "directors " �

General 

Independent fiduciary� XE "directors: Independent fiduciary" �:  in the statutory scheme, a director is a person w/ independent authority and fiduciary duties, and some tenure to office, not an agent or representative of shareholders.  Role established by statute, not shareholders. 

Management:  board of directors is entrusted with the general power of management of the corporate  business and affairs.  All significant business decisions are generally entrusted to board of directors, subject to their delegation to officers or agents

Direction:  Although some states retain language that the powers and management of corporation "shall be exercised by" the board of directors, most modern statutes, and the MBCA, have changed to "exercised by or under authority of" board of directors [MBCA § 8.01] reflecting the realities of the large public corporations subject to minimum standards of conduct in § 8.30. 

delegation of management authority to a committee of the board of directors is generally allowed, except for the "critical" type of issues - § 8.25

Board of directors may remove officers at any time, w/ or w/o cause - §8.43

Amend bylaws� XE "bylaws: amending" �, § 10.20

Duties� XE "directors: Duties" �

Directors have the broad responsibility of overseeing the management of the corporation.  They are not strictly trustees, since they are not automatically liable for consequences of actions which exceed their powers, and they have greater leeway for discretion and judgment.  The nature of  the trust has been modified to account for the nature of a business enterprise:  to increase the corpus, versus maintaining it in a true trust.  The position imposes 2 duties on directors, care and loyalty, which are essentially the same as trustee duties.  Litwin� TA \l "Litwin" \c 1 �.  The duty, in general, is to the corporation as a whole, rather than to individual shareholders.  Goodwin v. Agassiz� TA \l "Goodwin v. Agassiz" \c 1 �.  However, if a director deals w/ shareholder directly, or acts in a way that injures specific shareholders, may be liable to that shareholder.   

Duty of Care - see separate section

Duty of Loyalty (Fidelity) - see separate section

Also see MBCA § 8.30 for general standard

Meetings� XE "directors: Meetings" �

Decisions of board of directors: 

C/L Rule:  Decisions� XE "directors: Decisions " � must be made at meetings:  at C/L, the power in directors was not "joint and several" but purely "joint."  [i.e., agents of the corporation as a board, not individually]  Theory is that shareholders are shortchanged by decisions that do not involve the full body and the attendant give and take of a live meeting of a collegial body. 

No Seriatim Approval:  Baldwin v. Canfield� TA \l "Baldwin v. Canfield" \c 1 �:  A deed that was executed seriatim by the directors, with no meeting and no corporate resolution,  was not valid.  

Statutory Modification of C/L Rule:  MBCA §§ 8.20(b), 8.21

telephonic meeting

unanimous written approval

POLICY:  the meeting makes little sense  in the context of today's close corporation. 

There are still teeth in C/L, though, see Hurley� TA \l "Hurley" \c 1 �.

Estoppel or Ratification:  

Micksaw v. Coca Cola Bottling Co.� TA \l "Micksaw v. Coca Cola Bottling Co." \c 1 �:  A director of corporation made press release that any employee drafted in WWII would have the difference between military pay and his regular pay given to him by corporation.  ( filed suit to recover the difference.  ( attempted to avoid under "meeting rule."  Held, the board of directors had ratified the statement when two of the three directors discussed it after publication.  Rules:  

(a)Actual knowledge of one director is constructive knowledge of the other. 

In a close corporation, informal action by a majority of directors estoppes them from denying it as ultra vires

an action by single director will bind others if ratified by majority

In Litwin v. Allen� TA \l "Litwin v. Allen" \c 1 �, the board of directors approved action of officers buying bonds, thus liable for duty of care ex post.

No benefit to corporation:  Hurley v. Ornsteen� TA \l "Hurley v. Ornsteen" \c 1 �:  An investment corporation had client that owed them money.  One director sent letter offering to forgive debt, and debtor talked by phone w/ second director who agreed.  Held, where action that can only be done by board of directors, such as forgiveness of debt owed corporation, is not submitted to full board of directors for consideration, or ratified by full board of directors by majority vote, it is not binding on corporation.  Still teeth in the C/L rule.   This was a gratuitous cancellation of debt that prejudiced the creditors of the corporation.  Court addressed agency of officer� XE "officers: agency" �� XE "agency: officer" � issue by stating that w/o express authorization, the agent has no power to release contract of principal, and here there was no implied delegation by course of conduct or acquiescence.  

Fiduciary Duties� XE "directors: Fiduciary Duties" �

A willful refusal to attend a board of directors meeting has been held a breach of fiduciary duty - Gearing v. Kelly� TA \l "Gearing v. Kelly" \c 1 �

Removal of Directors� XE "shareholders: Removal of Directors" �� XE "directors: removal" �� XE "Removal of Directors" �:  

At C/L, directors could be removed only for cause - this was an inherent power Matter of Auer v. Dressel� TA \l "Matter of Auer v. Dressel" \c 1 � (giving procedure below), Campbell v. Loew's, Inc. (affirming right, establishing that cause must be more than disagreement, see case in Public Corp.)� TA \l "Campbell v. Loew's, Inc." \c 1 �

service of specific charges, 

adequate notice 

full opportunity to meet accusations

MBCA and many state statutes allow removal w/ or w/o cause.  see § 8.08(a)

A bylaws provision granting board of directors power to remove any director on charges does not derogate the shareholders rights to do same. Matter of Auer v. Dressel� TA \l "Matter of Auer v. Dressel" \c 1 �

Judicial Proceeding: Fraud or dishonest conduct, § 8.09.  Often simpler and less expensive that shareholder vote.  May be useful in close corporations w/ evenly divided votes.

Director Vacancies� XE "directors: Vacancies " � and New Director positions� XE "directors: New Director positions" �:

MBCA § 8.10 provides, subject to modification in articles of incorporation

New Position is NOT a vacancy:  Campbell v. Loew's, Inc.� TA \l "Campbell v. Loew's, Inc." \c 1 �  But, under DE law, shareholders have inherent right to fill new vacancies.

Miscellaneous Provisions:

Unilateral size change� XE "directors: Unilateral size change" �:   MBCA § 8.03 limit board of directors power to increase or decrease size

�officers� XE "officers" �

General

Statutory Provisions:  MBCA §§ 8.40 et seq., 1.40(20), DE GCL § 142

Limited Role:  carry out the policies and decisions of the board of directors.   Officers do not themselves formulate policy

Power to Bind Corporation� XE "officers: Power to Bind Corporation" �: limited to actions within the scope of their responsibilities, which is not broadly construed.  

Discretionary power is in board of directors, not officers or shareholders. 

Sources of Authority� XE "officers:  Sources of Authority" �:  

State Statutes - e.g. MBCA § 8.41

Articles of incorporation (usually not much detail)

Bylaws , e.g. p. 515 of supp

General Resolutions of board of directors

Specific resolutions of board of directors

Implied from office

ratification, estoppel or implied consent may apply

Actual Role:  generally greater than contemplated by statutory scheme.

Removable at any time by board of directors, with or w/o cause §8.43(b)

Duties� XE "officers: Duties" � in General

Duties owed to corporation by officers and agents depend to some extent to the position and the type of liability involved

A full-time, high-level officer may owe substantial the same duties to corporation as a director. 

Lower level agents or employees owe a lesser degree, though even the lowest agent owes the principal certain minimum duties of care, skill, propriety, and loyalty.

President� XE "officers:  President" �

Inherent Authority of President actually very limited, extending to minor, routine transaction. 

Cannot generally Bind by c:  Black v. Harrison Home Co.� TA \l "Black v. Harrison Home Co." \c 1 �:  Pres. of ( corporation agreed to sell land to (.  Resolution of board of directors authorized the pres. and the sec. of corporation to jointly sell and contract for land.  Held, no inherent authority of position of pres. to bind corporation by contract.  

Dicta in Black:  Power to contract may come by general or specific authorization, or by course of conduct, or ratification, or by corporation accepting benefits of contract.  Court rejected estoppel because no acquiescence by board of directors of prior, similar conduct.

Rule protects creditors of corporation and shareholders.  

Lee court might find different result.

Employment generally w/in scope:  Lee v. Jenkins Bros.� TA \l "Lee v. Jenkins Bros." \c 1 �:  ( was promised by pres of ( that he would get $1500 per year pension after 30 years of service no  matter what happened.  ( argued no express authority.  Held, w/in inherent authority of pres., as normal part of business and role of hiring and firing personnel.   This court might find a different result on facts in Black, a result of 50 years of expansion of common role of pres. The court distinguishes "ordinary" and "extra-ordinary matters.  Factors:

size of transaction,

subject matter of transaction

Apparent Authority� XE "authority:  Apparent " �� XE "officers: Apparent Authority" �� XE "Apparent Authority of officers" �:  The ability of a 3rd party to rely on apparent authority smoothes the functioning of business;  3rd party only denied when he has knowledge of limits on express authority of officer.

Determining Officer's Authority

Certified Resolution:  � XE "officers:  Determining Officer's Authority" �� XE "Determining Officer's Authority" �Foolproof method is to require the officer to deliver certified copy of resolution of board of directors authorizing transaction in question

Corporation estopped from denying validity of certified resolution:  In the Matter of Drive-In Development Corporation� TA \l "In the Matter of Drive-In Development Corporation" \c 1 �: One corporation guaranteed the obligations of another, and  upon request secretary of corporation delivered a certified, sealed copy of the resolution of board of directors.   The minutes, however, did not reflect the transaction, and testimony of directors were vague.  Held, duty of sec to keep the corporation records, so it w/in authority of sec to certify the resolutions.  As such the resolution stands as authentic, sec's actions binding.  No duty of 3rd to go behind and verify the facts.  

Note that this estoppel principle does not apply if 3rd has knowledge of facts derogating the resolution.  

Ratification, Estoppel, Implied, and Apparent Authority

Ratification

Board of directors must promptly attempt to rescind or revoke unauthorized action of officer that it learns of, or be bound by ratification.

Scientific Holding Co., Limited v. Plessey, Inc.� TA \l "Scientific Holding Co., Limited v. Plessey, Inc." \c 1 �:  Two corporations negotiating sale of ( corporation to (.  At closing, ( pressed for better terms, pres. of ( said he didn't know if he had authority to change deal, but signed anyway.  Held, contract binding:

's notice of potential lack of pres.' authority would normally destroy the authority, and no contract. At a minimum, a duty of further inquiry.

But here, ( failed to repudiate the transaction in a timely manner.  (several months here)

could not plead ignorance of change, knowledge of agent is knowledge of principal.

Here, pres. can bind corporation to ordinary matters, or act w/ express authority, as here.  Thus he could probably change non-material terms of contract.  

�duty of care� XE "DUTY OF CARE " � - business judgment rule� XE "BUSINESS JUDGMENT RULE" �

General

MBCA § 8.30 - good faith, reasonable, best interests of corporation

Banks / financial corporations� XE "duty of care: Banks / financial corporations " � may bring a higher degree of care - see Bates v. Dresser (bank director liable for theft of bookkeeper, had reason to know by course of shortages, feeble excuses)� TA \l "Bates v. Dresser" \c 1 �; Litwin v. Allten� TA \l "Litwin v. Allten" \c 1 � - may not be applicable anymore, though 

Proximate Cause� XE "Proximate Cause for breach of duty of care " �� XE "duty of care: Proximate Cause" �� XE "business judgment rule: Proximate Cause" �:  Cases hold that breach of duty of care must be proximate cause of damage complained of.  Francis v. United Jersey Bank� TA \l "Francis v. United Jersey Bank" \c 1 �.  Also codified in A.L.I. Principles of Corporate Governance § 4.01(d).  

Test - A.L.I. § 7.18:  ( must prove that 

satisfaction of applicable standard would have been a substantial factor in averting the loss, and

the likelihood of injury would have been foreseeable to an ordinarily prudent person in a like position to that of ( in same or similar circumstances.

Intervening causes not recognized  

Caveat:  DE S.Ct. rejects causation requirement for business judgment rule:   In Cede & Co., Cinerama, Inc. v. Technicolor, Inc.� TA \l "Cede & Co., Cinerama, Inc. v. Technicolor, Inc." \c 1 �, the court held that "tort principles of causation or proximate cause have no place in a business judgment rule standard of review analysis."  To allow that principle would lead to unfortunate results detrimental to goals of heightened and enlightened standards for corporate governance of DE corporations.  Once the principle of Van Gorkom is applicable and business judgment rule not met, the only way (s may avoid liability is if they can establish the entire fairness of the transaction. 

BUSINESS JUDGMENT RULE� XE "duty of care:  BUSINESS JUDGMENT RULE" �� XE "BUSINESS JUDGMENT RULE" �

Theoretical disagreement over scope of business judgment rule:

congruent w/ duty of care

a safe harbor under broader duty of care 

Big Caveat:  Carson says:

MBCA § 8.30 duty of care addresses questions of process and is a prerequisite for application of the business judgment rule;

business judgment rule addresses quality of substantive decision [i.e., grossly improvident]

MBCA § 8.30 & A.L.I. codification of C/L business judgment rule in Principles of Corporate Governance, § 4.01(c) [see caveat in � REF _Ref362796107 \n �11.2.4�] :  �A director or officer who makes a business judgment in good faith fulfills his duty of care if the director of officer:

is not interested in the subject of the business judgment [good faith]

is informed w/ respect to the subject of the business judgment to the extent the director or officer reasonably believes to be appropriate under the circumstances [due care], and

rationally believes that the business judgment is in the best interests of the corporation.  [but see � REF _Ref362806182 \n �11.1.3.2� below, for GROSS NEGLIGENCE STANDARD; however, an action that doesn't meet the business judgment rule standards can be attacked if simply improvident or simple negligence]

Caveat:  Gross Negligence  Standard� XE "Gross Negligence  Standard" �� XE "duty of care: Gross Negligence  Standard" �� XE "business judgment rule: Gross Negligence  Standard" �:  Hansen argues that A.L.I. codification misleading, in that the cases are PROCESS, rather than RESULT oriented [ Hamilton says all modern authorities recognize this - as Joy v. North� TA \l "Joy v. North" \c 1 � (CTA2)  Smith v. Van Gorkom� TA \l "Smith v. Van Gorkom" \c 1 � (DE S.Ct.),  Graham v. Allis-Chalmers Manuf. Co.� TA \l "Graham v. Allis-Chalmers Manuf. Co." \c 1 � and  Shlensky v. Wrigley� XE "Shlensky v. Wrigley " � does].  He says cases protect director even if the decision is not that of "ordinary prudent person" [with the possible exception of egregious conduct] as long as director acts

in good faith, and

with due care in the process sense:  ascertaining relevant facts and law before making decision and after reasonable deliberation. 

POLICY behind looser standard [ Joy v. North ]:  

shareholders voluntarily undertake risk of bad business judgment

ex post litigation is poor device to evaluate corporate decisions

profits correspond to risk, and not in interest of shareholders to have law that causes overly cautious behavior - danger of bad judgment can be reduced by diversification.

Limitations� XE "business judgment rule: Limitations" �� XE "Limitations of business judgment rule " � of BUSINESS JUDGMENT RULE does not apply in cases where decision lacks business purpose, is tainted by conflict of interests, or is so egregious as to amount to a no-win situation, or gross negligence.   

Burden / Presumption� XE "directors: Burden / Presumption" �� XE "business judgment rule: Burden / Presumption" �� XE "duty of care: Burden / Presumption" �:  Business judgment rule is a presumption in favor of directors that decision formed in good faith and designed to promote the best interests of corporation.  Burden on party challenging the decision as must rebut the presumption.   Smith v. Van Gorkom� TA \l "Smith v. Van Gorkom" \c 1 �, Shlensky v. Wright� TA \l "Shlensky v. Wright" \c 1 �

Mistaken, Unfortunate, or even disastrous decisions that meet the duty of care under the business judgment rule are not actionable.  Persons w/ controlling interest in corporation must be allowed to run business in absence of breach of charter, law, or duty.  [also in cases:  Judicial reluctance to interfere in this area]  

In Shlensky v. Wrigley� TA \l "Shlensky v. Wrigley" \c 1 �, shareholders of Chicago Cubs baseball team brought derivative action against directors for damages or mandamus to install lights at Wrigley Field.  No evidence of directors' decision having:

fraud

corruption - conflict of interests  

illegality

gross negligence or improvidence

Consequences of breach of duty of care

Test for breach is ex ante; Litwin

Unreasonable / Imprudent Action:  Litwin v. Allen� TA \l "Litwin v. Allen" \c 1 �:  A Bank's officers  bought some bonds of a risky corporation,  w/ option to seller to repurchase at term of agreement.  The bank made the normal market interest during the term.  Market for bonds fell, seller let option expire, bank stuck w/ loss.  Held, the entire deal was risky, improvident, and contrary to prudent banking practice.  Market interest fine for safe investments, or when buyer has chance for appreciation of bond.  By agreeing to sell the bonds back, bank gave this up.  The directors NEGLIGENT; and liable because of their ratification of officer's action.  Officers liable.  Another director liable, even though not voting, because of active participation and acquiescence.  (dicta:  Bank directors held to higher standard than other directors - simple v. gross negligence) 

Reliance on Subordinates / Employees� XE "Reliance on Subordinates / Employees" �� XE "business judgment rule: Reliance on Subordinates / Employees" �� XE "duty of care: Reliance on Subordinates / Employees" �:  Directors are entitled to rely on the honesty and integrity of their subordinates until something occurs to put them on notice that something is wrong.  Absent cause for suspicion, there is no duty upon the directors to install and operate a corporate system of espionage to ferret out wrongdoing which they have no reason to expect exists.  

Graham v. Allis-Chalmers Manuf. Co.� TA \l "Graham v. Allis-Chalmers Manuf. Co." \c 1 �, various directors and officials had been indicted for antitrust violations.  Evidence established that none of them had reason to know of problem; previous incident was long time ago.  Held, no need to spy on underlings without reason to suspect.  [probably a different result in a small, close corporation] 

Nature of business may require an espionage system:  examples are banks and brokerages; industry prone to antitrust violations.

Informed Decision� XE "business judgment rule: Informed Decision" �� XE "directors: Informed Decision" �� XE "decisions of board: Informed Decision" �:  NO PROTECTION for uninformed decision.  Determination of whether a decision was informed turns on whether the directors have informed themselves prior to making a business decision, of all material information reasonably available to them.  

Smith v. Van Gorkom� TA \l "Smith v. Van Gorkom" \c 1 �:  ( was CEO and chairman of Transaction Union Corporation, which had large, unusable ITCs.  Sought merger to use them.  CFO did study, established range of "feasible prices" for leveraged buyout [not actual fair prices].  ( met w/ broker, made deal for low end of feasible range.  Most members of senior management did not support proposal.  In board of directors meeting of two hours, ( made oral presentation, two other management statements, corporate atty said directors could be sued if did not accept, and that feasibility study not required.  Based on this and fact that $ was $17 over market, board of directors approved w/out  further inquire.  There had been previous offers of $60 or more, and evidence that corporation was worth more. Held, directors liable. Major asset of corporation was cash flow and no study done on that basis, or even ask CFO to do one or if he had done one.  Premium alone not sufficient basis to value deal.   Should have questioned ( on his source of valuation.  Board of directors did not examine any documents or even inquire into terms.  

Test for director conduct is Gross Negligence



Court made clear that, as a matter of law, fairness opinions not necessarily required.

Failure to Direct� XE "duty of care: Failure to Direct" �� XE "Failure to Direct" �� XE "business judgment rule: Failure to Direct" �:  

Business judgment rule applies only to affirmative decisions [protects malfeasance, not nonfeasance].  But a decision to take no action is itself a protectable affirmative decision.

Theoretically, the director limitation/indemnification statutes also not applicable here, either.  

Aged, ill, remote, lazy, bored, none a defense.  

In Francis v. United Jersey Bank� TA \l "Francis v. United Jersey Bank" \c 1 �, an elderly mother who was a director failed to take action against her director sons, who misappropriated funds from corporation.  Evidence of the misappropriation was clearly evident on the face of the financial statements.  Held, liable for failure to direct.  Directors are under a continuing obligation to keep informed about the activities of the corporation.   [here, the perpetrator the beneficiaries of mom's estate, the mom received a small portion of benefits personally - weight of this factor not clear - also, the corporation was a reinsurer, sort of like a bank]

Statutes� XE "duty of care: Statutes" �

In response to Van Gorkom,  DE legislature passed § 102(b)(7)  [ supp p. 237 ] allowing corporations to limit the liability of directors in articles of incorporation, even for gross negligence.  

Virtually all states have followed DE

see MBCA § 2.02(b)(4) for "opt in" - but narrower than DE.

Reliance on Experts� XE "duty of care: Reliance on Experts" �� XE "directors: Reliance on Experts" �� XE "business judgment rule: Reliance on Experts" �

MBCA § 8.30(b) permits directors to rely on officers, employees, experts

Only justified if director reasonably believes that source is competent and reliable, and matter w/in expertise.   

The decision to rely is itself protected by business judgment rule. 

Caveat:  Make sure the source has no conflict of interests 

�duty of loyalty� XE "DUTY OF LOYALTY " � 

Conflict of Interests - Self-Dealing� XE "SELF DEALING" �� XE "CONFLICT OF INTERESTS" � 

General

Defined:  A self-dealing transaction is one between a director and his corporation.  May be indirect, e.g. w/ relative of director, between two corporations w/ common director, or between a parent corporation and partially owned subsidiary.  

Basic Test:  a transaction raises self-dealing or conflict of interests concerns when:  

decision maker has interests on both sides of the issue, and

un-equal treatment results to either corporation or subset of shareholders. 

Duty:  It is a breach of duty for a director to place himself in a position where his person interests would prevent him from action for the best interests of the corporation.  Shlensky v. South Parkway Building Corporation� TA \l "Shlensky v. South Parkway Building Corporation" \c 1 �. 

Policy concern comes from risk that corporation will be treated unfairly due to directors’ selfish interests.  For this reason, early C/L held that self-dealing transaction were automatically voidable at election of corporation. Abandoned to benefit may self-dealing transaction can bring.  

Burden:  When a transaction is questioned, the director must usually justify the propriety and fairness of the transaction.  In cases where a sale is involved, this includes the full adequacy of consideration� XE "confict of interests: adequacy of consideration" �� XE "duty of loyalty: adequacy of consideration" �.   Shlensky v. South Parkway Building Corporation� TA \l "Shlensky v. South Parkway Building Corporation" \c 1 �     When a transaction approved by fully informed majority vote, burden shifts back to challenging party.  

Majority vote:  Vote of Interested director not counted in determining whether the challenged action received the affirmative vote of a majority of board of directors.     Marciano v. Nakash� TA \l "Marciano v. Nakash" \c 1 �. Under most statutes, a fully informed majority vote of the board of directors (disinterested members) shifts the burden back on challenging party by permitting the invocation of the business judgment rule (judicial review of gifts/waste still allowed).  footnote in Marciano v. Nakash� TA \l "Marciano v. Nakash" \c 1 �

C/L test in absence of statute

Old C/L rule was that transaction was automatically voidable by corporation.  

New C/L analysis focuses on both procedural and substantive requirements.  

If the court feels the transaction is fair to the corporation, it will be upheld

If the court feels that the transaction involves fraud, undue overreaching, or waste of corporate assets, then the transaction will be set aside

if the court feels that the transaction does not involve fraud, undue overreach, or waste of corporate assets, but is not convinced the transaction is fair, the transaction will be upheld only where the interested director can convincingly show that the transaction was approved or ratified  by a truly disinterested majority of the board of directors w/o participation by the interested director, or by a majority of the shareholders, after full disclosure of all relevant facts.  

Statutes

MBCA § 8.31, with most states similar.  

Under most statutes, a fully informed majority vote of the board of directors (disinterested members) shifts the burden back on challenging party by permitting the invocation of the business judgment rule (judicial review of gifts/waste still allowed).  footnote in  Marciano v. Nakash� TA \l "Marciano v. Nakash" \c 1 �

Operation of the statute is generally to remove cloud of interest  and prevent automatic voiding of transactions when the terms of statute met.

Statues do not derogate or preempt C/L:   In Marciano v. Nakash� TA \l "Marciano v. Nakash" \c 1 �, a corporation board of directors was deadlocked, each party had 50/50 control.  This prevented compliance with approval / ratification process of statute.  But the court found the loans by director to corporation to be fair under the "intrinsic fairness" test, and did not invalidate due to non-compliance w/ statute.

Indirect Conflict of Interests 

Corporations w/ common directors: Shlensky v. South Parkway Building Corporation� TA \l "Shlensky v. South Parkway Building Corporation" \c 1 �

Fact that directors do not deal directly w/ themselves but deal w/ another corporation which they own or control will not change the effect of the transaction - subject to same strict scrutiny as personal dealings.

Test is approval by "independent and disinterested majority" 

focus in not on mere numbers of common directors, but rather whether a majority of the directors are dominated by an individual or group.  

Transaction between corporations w/ common directors may be avoided ONLY IF UNFAIR 

C/L standard is "manifest unfairness," "utmost fairness" or "entire fairness."  Some factors that may be relevant:

full value received for commodities purchased

corporation's need for property purchased

corporation's ability to finance purchase

market price 

whether detriment to corporation as result of transaction

whether the possibility of corporate gain was siphoned off by director, 

whether there was full disclosure (although neither disclosure or shareholder assent can convert a dishonest transaction into a fair one)

In Shlensky v. South Parkway Building Corporation� TA \l "Shlensky v. South Parkway Building Corporation" \c 1 �, main asset of ( corporation was a commercial building.   ( director was majority shareholder, and the second party to transaction was corporation owned by ( director.  ( corporation, with no commercial need,  bought the store fixtures of other corporation, but allowed other to continue to use them.  The alleged benefit to ( corporation was a renegotiated lease with second corporation, but in actuality, the rents were less.  Held, ( director must account to corporation.  

MBCA §8.31(b) recognizes reality of modern corporate business by limiting the scope of transactions to those that should be considered by the board of directors. 

Remedies

Recission is normally the proper remedy for voidable transaction.  

Loans to Directors and Officers� XE "directors: Loans to Directors and Officers" �� XE "officers: Loans to Directors and Officers" �� XE "Loans to Directors and Officers " � 

MBCA § 8.32

Articles of Incorporation Provisions� XE "duty of loyalty: Articles of Incorporation Provisions" �

See MBCA §2.02(b) and DGCL § 1.02(b)(7) - not construed literally to validate fraudulent or manifestly unfair acts. 

But they may allow an interested director to be counted in quorum or change inference of invalidity of a self-dealing transaction. 

Executive Compensation� XE "Executive Compensation" �

Excessive:  Compensation that has no relation or proportionality to the value of service given is in reality a gift in part, or a waste of corporate assets.  (note that not even majority shareholder vote can sanction this against a minority)

Board Discretion:  Compensation a board of directors matter, under McQuade analysis

Business judgment rule: executive compensation subject to this rule.  

Test for public corporation:  compensation so large as to constitute spoilation or waste.  Rogers v. Hill� TA \l "Rogers v. Hill" \c 1 � , Heller v. Boylan� TA \l "Heller v. Boylan" \c 1 �:  The American Tobacco Co. case where officers and directors had incentive plan that paid them millions / yr in 1930's.  Court didn't like the size of the pay, but could find no principle in law to hold them waste or gift, since tied to profits of corporation.  Court rejected a "reasonableness" test based on "comparables"

Test for close corporation:  Reasonableness.  Difference treatment based on policy:  (probable duty of loyalty issues in close corporations, (need for greater protection of minority shareholders.  Many cases for close corporations arise from tax attempts to zero-out C corporation income.  IRS test is "reasonableness," and courts accept this as evidence of unreasonableness.  The court in Wilderman v. Wilderman� TA \l "Wilderman v. Wilderman" \c 1 � use IRS test to order a husband to reimburse family corporation for excessive salary after divorce from minority shareholder wife put her out of benefit of the pay.   Factors for "reasonableness" review:  

Comparable executive compensation for similarly situated executives

ability of executive

IRS determination

reasonable relation of compensation w/ success of corporation

amount previously received

increases geared to value of services rendered

other salaries paid in corporation

Courts reluctant to intervene, at least in public corporations:  salaries of top  execs are disclosed to public, and generally immaterial compared to corporation income.  

Self-dealing:  if an executive "writes his own check" w/o independent board of directors review, a test of "fairness" or "intrinsic fairness" might apply. Court in Wilderman v. Wilderman� TA \l "Wilderman v. Wilderman " \c 1 � held that where recepient's vote as director was required to fix the amount, the burden of showing reasonableness was on him.  But under Heller, a court would be hard pressed to establish fairness w/o comparison tests.   Wilderman was a tax case for a close corporation, using "reasonable" standard of review. 

Shareholder Proposals� XE "executive compensation:  Shareholder Proposals" �� XE "Shareholder Proposals: executive compensation" �:  SEC used to take position that shareholder proposals under 14a-8 of 34Act were excludable from proxy statements due to "ordinary business operations" of issuer.  Reversed in 1992, and now requires certain compensation issues relating to senior management to be included.  But compensation issues relating to non-senior management employees are excludable if they purport to be self executing for interfering w/ board of directors discretion.  

Fairness Test� XE "duty of loyalty: Fairness Test" �� XE "Fairness Test" �

General:  

Concern is over injury to minority shareholders by action taken by controlling shareholders or board of directors elected by controlling shareholders.  

Tests:  "fairnes� XE "duty of loyalty: fairnes" �s� XE "duty of loyalty: fairness" �" or "intrinsic fairness� XE "intrinsic fairness" �� XE "intrinsic fairness" �"

Transactions w/ Partially Owned Subsidiary� XE "Paritally Owned Subsidiary:  transactions with" �� XE "duty of loyalty: Transactions w/ Paritally Owned Subsidiary" �� XE "Transactions w/ Paritally Owned Subsidiary" �:  Intrinsic Fairness  - 

Test:  Test triggered when parent has received a benefit to the exclusion and  at the expense of the subsidiary [i.e., self-dealing accompanied by the fiduciary duty of parent toward subsidiary].  Sinclair Oil Corporation v. Levien� TA \l "Sinclair Oil Corporation v. Levien" \c 1 �.   Test:

  fiduciary on both sides of transaction

disparate impact

If the transaction involves  proportionate distribution of assets by subsidiary to all the shareholders, the minority has no basis for complaint (because of equal treatment) on the ground of domination of the management by parent.  

In Sinclair Oil Corporation v. Levien� TA \l "Sinclair Oil Corporation v. Levien" \c 1 �, ( shareholders accused ( parent corporation of paying out excessive dividends to ease its cash flow, of allocating expansion opportunities to other subsidiaries, and of failing to pursue a br/K claim of subsidiary against parent.  Held,

the dividends were paid out proportionately, so duty of loyalty not appropriate, use business judgment rule, and ( could not show that dividend payments resulted from improper motive and amounted to waste [by not using "intrinsic fairness" test, court put burden on (, rather than (]

business judgment rule also the one to use for expansion plans absent showing of improper motive, and ( could not show any opportunity lost

BUT, failure to pursue br/K claim was self-dealing, and thus trigged "intrinsic fairness test"

Allocation of Tax benefits often triggers suits

"exoneration clause" in articles of incorporation that attempts to validate parent-subsidiary transactions at best will just shift burden or avoid adverse inference.

Cash Out Mergers� XE "mergers: Cash Out Mergers" �� XE "duty of loyalty: Cash Out Mergers" �� XE "Cash Out Mergers" �:  Compliance w/ statutory formalities alone is not sufficient.  Validity based on test of "entire fairness."   Note that in these transactions, the minority shareholders are treated differently because they are "cashed out" - they no longer are participants in the corporation. 

Entire Fairness test� XE "duty of loyalty: Entire Fairness test" �� XE "Entire Fairness test" �� XE "mergers: Entire Fairness test" �:

fair dealing - includes full disclosure of all information relating to fairness that a reasonable decision maker would consider relevant.  

fair price

[some courts, such as NY, require a business purpose that benefits corporation for the merger, too.  But need not show that merger the only way to gain what's desired] 

Burden on proving entire fairness in on corporation proposing the cash transaction.  Evidence of fairness of a transaction may be derived from 

approval by independent directors unaffiliated w/ the controlling shareholder of the transaction after full disclosure AND

approval of the transaction by a majority of the minority shareholders being cashed out after full disclosure [here that means any info that a reasonable shareholder would consider in his decision to sell or not]

Once these two elements met, burden shifts back to (.

Weinberger v. UOP, Inc.� TA \l "Weinberger v. UOP, Inc." \c 1 �:  Parent owned 50.5% of subsidiary, elected 6 of 13 subsidiary directors.  One of the 6 "common" directors of subsidiary was an investment banker employed by company that did "fairness opinion� XE "fairness opinion" �" for the deal, which appeared to have been hastily done, which established the price of the deal.  2 of the "common" directors of subsidiary  did their own feasibility study for the exclusive use of the parent (this study supported a valuation $3/share higher than that paid).   At the subsidiary board of directors meeting to consider the transaction, various "common" parties participated, but did not vote, in the decision.    [common here means either directly on both boards, or significantly influenced by parent] Held,

withholding of the study done by the two common directors was not full disclosure - also a br/ fiduciary duty since the directors were also subsidiary directors.  

No disclosure of cursory preparation of fairness opinion - instead that it was a careful study

Participation in meeting, even w/o voting, by "common" directors was inference that dealing not arms length.

Independent Negotiating Committee:  dicta in Weinberger suggests that a committee of independent directors, negotiating at arms length w/ parent, would be strong evidence of fairness.

Remedy:  

Statutory:  MBCA §§ 13.01(3),13.02 provision for dissenters rights� XE "shareholders: dissenters rights" �� XE "mergers: dissenters rights" �� XE "dissenters rights" �  awards MARKET DAMAGES - court need not consider transactional effects.

Rescissory:  allow the ( to get more or less the "intrinsic" value by computing w/ the "post activity" value in various methods.  For unlawful or fraudulent acts, or where there has not been full disclosure, this is usually the remedy.  Defined:  damages which are the monetary equivalent of recission and which will, in effect, equal the incremental increase in value that the ( enjoyed as a result of acquiring and holding the stock at issue.  

Appraisal:  the Weinberger method, allows court to consider all relevant factors [DE GCL § 262(h)] including the Delaware Block method� XE "Deleware Block method" � [3 factors, assets, market, earnings, weighted averaged into a price], average premiums over market in other merger transactions, discounted cash flow, etc.  

Injunction, if not too late

( can file both value claims and fraud claims, both exercising dissenter's rights as well as asserting malfeasance.

Corporate Opportunity� XE "duty of loyalty: Corporate Opportunity" �� XE "Corporate Opportunity" �

General:   as part of fiduciary duty to corporation, directors and officers owe a duty to further the interests of the corporation and give it uncorrupted business judgment.  Thus, a director may not compete unfairly w/ corporation or exploit position by appropriating business of the corporation.  Miller v. Miller� TA \l "Miller v. Miller" \c 1 �.

Tests:

Expectancy Test:  Rarely used today, too narrow a view.  

Opportunity must involve "property" wherein the corporation has interest already existing or in which it has an expectancy growing out of an existing right.  A "beachhead" in a legal or equitable sense growing out of pre-existing right or relationship.

Fairness Test:

what is fair and equitable in particular set of facts. 

Bad faith not required to doom ( but good faith not enough to save him. Miller v. Miller� TA \l "Miller v. Miller" \c 1 �. 

Line of Business Test:  (includes as a subset the expectancy test) if an officer or director is presented with a business opportunity which the corporation is 

financially able to undertake

is by nature in the corporation line of business and is of practical advantage to it

fundamental knowledge

practical experience

ability to pursue

the corporation has an interest or reasonable expectancy, and

by embracing the opportunity, the self interest of the officer or director will come into conflict w/ corporation. 

Hybrid:  court in Miller v. Miller� TA \l "Miller v. Miller" \c 1 � applied a combination of "line of business" and "fairness."  First find out if its a corporation opportunity, then see if its fair.

Burden of proof: for line of business element, on ( attacking the acquisition, for fairness, on director or officer. 

Factors: to consider in evaluating a director's decision to take advantage of opportunity:  whether

there were prior negotiations w/ corporation about opportunity

the opportunity was offered to the corporation or to the director as an agent of the corp

the director disclosed the opportunity to the corporation or took advantage secretly

the director learned of the opportunity by reason of his or her position w/ corporation

the director used corporation facilities or property in taking advantage of opportunity

taking advantage of the opportunity results in the director competing with the corporation or thwarting corporation policy

the director acquired at a discount claims against the corporation when the corporation could have done so.

the need of corporation for opportunity was substantial 

the director was involved in several ventures and the opportunity in question was not uniquely attributable to one such venture.  

In Miller v. Miller� TA \l "Miller v. Miller" \c 1 �, various family members owned corporation, but a couple of them more industrious than the others.  The laggards brought suit, alleging the businesses the eagers started usurped corporation opportunity of the family corporation.  Some of the ('s business could be considered "in the line of business" of the family corporation, but not unfair.  Factors leading the court to hold for the eagers were:  some business not significant, others benefited and did not harm corporation (the inter-corporate transactions were better than arms-length), no corporation assets or facilities exploited, and there was acquiescence or approval of several lines.  Also, (s weren't full time employees of corporation.  No bad faith or breach of duty of loyalty. 

Close Corporation Test:   In Klinicki v. Lundgren� TA \l "Klinicki v. Lundgren" \c 1 �, the Oregon S.Ct. rejected Miller for close corporations and adopted the A.L.I. Corporate Governance Project test in § 5.05.  ( was president of  air transport corporation, met with Berlin travel agents, then thereafter usurped all contact with the Berlin agents and diverted the resulting contract to himself.  Based defense on "financial inability of corporation to undertake the project."  Held, based on new rule, ( estopped from raising the finance defense, because did not first meet the A.L.I. test:

General Rule:  Director or officer may not take advantage of corporate opportunity unless:

offers opportunity to corporation first and discloses conflict of interests [failure to disclose a corporate opportunity is conclusive];

corporation rejects the opportunity; and

either

the rejection is fair to corporation; or 

opportunity rejected in advance by disinterested directors following full disclosure or

rejection authorized in advance or ratified, following disclosure, by disinterested shareholders, and the rejection is not a waste of corporation assets

Corporate Opportunity is

any business activity of which director or officer becomes aware of either:

in connection w/ performance of corporate duties or under circumstances that would reasonably lead the officer or director to think the offer was being made to the corporation, or

through use of corporation info or property, or

any opportunity closely related to a business in which the corporation is or expects to be engaged.



�Securities Regulation� XE "SECURITIES REGULATION" �

General

Public Corporations, mostly Federal regulation.

Disclosure is the theme of the Federal regulatory regime; one of the earliest consumer protection schemes; no real attempt at regulating "merit" of securities.

Interpretive Guideline� XE "securities regulation: Interpretive Guideline" �:  Federal Statutes drafted w/ broad, all encompassing sweep, to catch all potential securities, with all exceptions made from this base.   

Blue Sky Laws, create a "dual regime" of securities regulation, but the state attempts at securities regulation, are largely ineffective due to

substantive similarity to C/L fraud, a difficult C/A;

procedurally difficult because most securities schemes interstate

NOTE that some states use quality review, not just the federal disclosure method.  

'33-Act is the primary means of regulation for distribution of securities.  Limited scope in that it covers only the distribution of securities and protects only purchasers of securities 

'34-Act is more omnibus - touches nearly every aspect of securities trading and the regulation of securities exchanges and securities professionals.  NOTE that many of the '34-Act requirements cover corporations even if they are not required to register under '34-Act § 12.  (focus on trading after distribution, but there is some distribution regulation in § 10 for example could catch people in distribution not caught by '33-Act §§ 11 or 12.)

'34-Act Registration� XE "Registration: '34-Act " �� XE "securities regulation: '34-Act Registration" �:  § 12 - distinguished from '33-Act registration.  

Issuers w/ a class of securities traded on national exchange or having assets of $5M or and class w/ shareholders of record of 500 or more must register.  see § 12(g)(1) and Rule 12g-1.  

Termination of requirement - § 12(g)(4), rule 12g-4.  shareholders fall to less than 300.

'34-Act Reporting� XE "securities regulation: Reporting" �� XE "Reporting under '34-Act " �:  most important are annual report on form 10-K, which is supplemented quarterly on form 10-Q.   Significant Events must be reported on form 8-K.  Also must give shareholders an annual report, with proxy info the annual shareholders meeting.  

Corporations filing under '34-Act for more that 3 years may incorporate that info into their '33-Act filings

Small business have optional filing requirements if they:

have annual revenue less than $25M

is a U.S. or Canadian issuer

not an investment company

does not have a public float of $25M or more (aggregate market value of outstanding securities not held by affiliate).

Officers, Directors, 10% shareholders must file reports under § 16(a)

'34-Act Liabilities� XE "securities regulation: Liabilities - '34-Act " �:  both civil and enforcement tools for SEC 

False or misleading information filed w/ SEC:  § 18

Insider short swing profits, § 16 (see Transactions in Securities section)

These give rise to IMPLIED PRIVATE C/A in favor of persons the statutes intended to benefit. 

Distribution� XE "securities regulation: Distribution" �

'33-Act main tool here

'33-Act Registration:  § 5 uses interstate commerce and the mails as control means to require registration for sale or distribution.  Some of the required info:

description of corporation business, properties, material transactions with insiders, use of proceeds

highlight certain adverse facts

PENALTIES for § 5  procedural violations in § 12.

Corporations filing under '34-Act for more that 3 years may incorporate that info into their '33-Act filings

'33-Act Prospectus requirement also in §5 - Part I of the filing statement is the prospectus, Part II contains public info available at the SEC

both a selling and a disclosure doc

but huge potential liability leads to conservative filings, erring on the side of greater disclosure.

traditionally only historical, verifiable info, 

but trend toward some prospective info, only if reasonable basis in fact and management's good faith.

§ 8 - registration effective 28 days after filing, but for IPOs, this is waived, because there is no price term until closer to the date of sale, price amendment .  Effective for supplemental or revisionary filings, though. 

§ 11- liabilities for false statements.  (also see § 12 for broader one covering all securities for seller's negligence in representations)  Draconian liability provisions.  

Removes C/L obstacles to fraud action.  No need to prove privity, scienter, reliance or causation.   Also, unlike C/L, omission w/o fiduciary duty will also create liability.  

 Need only show a purchase, a material misstatement or omission, and a loss. 

Can sue lots of people, see §11(a) 

Affirmative defenses:

causation:  §11(e)

due diligence §11(b)(3) (A) -(c), with reasonable investigation defined in §11(c) - requires all those potentially liable to review registration statement in order to personally verify accuracy.

Scienter:   the 1995 amendment ot '33-Act requires scienter beyond reckless in order for an outside director to be J&S liable.  

3 time periods of interest for IPO:

pre-filing

during exam period by SEC - this is where the red-herring can go out, solicitations made, syndicate formed - no firm commitments, though, until registration effective

after SEC approval

Underwriting� XE "securities:  Underwriting" �� XE "Underwriting" �:  

Firm commitments - the underwriter actually purchases the securities, reselling them at a markup

Back up:  the underwriter buys whatever doesn't sell in the offering

Best efforts - no guarantee of success, 

Underwriters assume a role that is at least partially adversarial to issuer, in that the lower the offering price, the less the risk.  

IPO� XE "securities regulation: IPO" �� XE "IPO" �:  

info in registration must include 27 items in Schedule A of '33-Act, more disclosure in Regulation S-K and the registration form S-1, 3years of certified financial statements per Regulation S-X.  

Exemptions from Registration� XE "securities regulation: Exemptions from Registration" �:  GET REPRESENTATIONS FROM BUYERS !!!

Individual sales - i.e., not an issuer, underwriter, or dealer - §4(1)

Non-public offering� XE "Non-public offering" �� XE "securities regulation: Non-public offering" �:  '33-Act § 4(2) - transactions not involving a public offering are exempt from § 5

Test is not numerical or categorical, but whether the offeree has sufficient access and sophistication so that they don't need the protection of the act.  

Resale of §4(2) shares handled in Rule 144 - a 2 year holding requirement.

SEC v. Ralston Purina Co.:  Company had a employee stock plan for key employees, ranging from low level to execs across the country, sold $2M (1950s era) and use mail to sell.  Held, some of the employees, e.g. the lower level w/o access to management data, need the protection, so must register.  Note that an officer who doesn't need the protection could not pass through, see definition of "underwriter" and "issuer" in §2(11)



Small offerings� XE "securities regulation: Small offerings" �� XE "Small offerings " � - Regulation D, rule 501-508.  §§ 504-506 are the substantive provisions.  

§ 506 - the sophisticated buyer provision

§ 505 - $ and number of offeree restrictions

§ 502(b) - no prospectus type info if offeree is accredited investor - but one un-accredited one queers the deal

§  508 - good faith standard - saves some deals from innocent mistakes

Low capitalization - § 3(b) 0 Regulation A

Single state - § 3(a)(11) & Rule 147 - local financing by local investors for local corporations. Covers Transactions, not the Securities themselves.  Locality interpreted narrowly in light of purposes of '33-Act - protection and disclosure.  Assumption is that "local" means knowledge of activity.  The rule is binding only the SEC though, and room to argue case law broader than rule but still in statute - e.g. the % of local business aspect.  Some case law allows minor interstate activity, e.g., Texarkana.  

What is a Security?  '33-Act § 2(1) is broad, w/ "investment contract" covering many diverse schemes.  Often sellers try to dodge by characterizing as "service contract" or "franchise"

For the Howey test, U.S. S.Ct. said investment contract conditions are whether the scheme involves:

investment of money

in a common enterprise

with profits to come 

solely from the efforts of others. 

this element applies to the "essential" element of success/failure of the scheme, in order to prevent ( from escaping by restructuring deal w/ trivial administrative tasks for (

Orange Grove Land:  SEC v. W.J. Howey Co.� TA \l "SEC v. W.J. Howey Co." \c 1 �:  sales of plots of land planted in citrus.  Purchases were narrow strips of land so that an acre consisted of a row of 48 trees.  Buyer could contract w/ seller for cultivation and harvesting services.  Held, an investment contract and thus a security

Worms:  Smith v. Gross� TA \l "Smith v. Gross" \c 1 �:  Seller was to buy back worms at above market prices.  Key facts:  sold on basis of little work by buyer, and that even if the worked their asses off, they couldn't make a profit.  

S.Ct. in United Housing Found, Inc. v. Forman� TA \l "United Housing Found, Inc. v. Forman" \c 1 �, defined common stock characteristics as:

right to receive dividends when profit apportioned

negotiability

can be pledged or hypothecated

voting rights proportional to ownership

capable of increasing in value

In United Housing Found, Inc. v. Forman� TA \l "United Housing Found, Inc. v. Forman" \c 1 �, a housing co-op sold shares to residents as requirement to move in, based on square footage, desirability of apt, etc.  Held, not a security, because there was single fixed redemption on moving out, could not pledge or hypothecate, and voting was independent of shares owned.  Also, the rents paid by the first floor commercial tenants, which were rebated to the residential tenants, were not characterized as "profits," in the Howey sense.  A "substance over form" decision.  

Sale of Business Doctrine� XE "securities regulation: Sale of Business Doctrine" �� XE "Sale of Business Doctrine" �: When a buyer purchases all the shares of closely held corporation, generally its to own and run it as a business, not as a securities investment - purchase of control of assets, not a passive investment.  S.Ct. in Landreth Timber Co. v. Landreth� TA \l "Landreth Timber Co. v. Landreth" \c 1 �, rejected the doctrine and held that it was still sale of security, in a literal argument based on '33-Act § 2(1).  Opens up § 12(2) and § 17 to all buyers of businesses w/ interstate activity, w/o need to prove scienter for C/L fraud.  

Proxy Regulation� XE "securities regulation: Proxy Regulation" �� XE "proxy regulation" �

'34-Act Proxy Requirements § 14 & Rules 14a-1 through 6.

These provisions are, in general, broadly construed.

Proxy Statement and Form� XE "proxy regulation: Statement and Form" �

Requirement - rule 14a-3

Form - rule 14a-4.  

Information content - rule 14a-3, which refers to Schedule 14A (supp, p975), which refers to Regulations S-X and S-K.  

clearly presented - rule 14a-5

Undated or postdated not allowed - rule 14a-10

Proxy documents and solicitation material must be filed w/ SEC 10 days prior to distribution.  rule 14a-6

Solicitation � XE "proxy regulation: Solicitation


" �

Concept of what constitutes solicitation is broadly construed

Studebaker Corporation v. Gittlin� TA \l "Studebaker Corporation v. Gittlin" \c 1 �:  a shareholder obtained authorization from 42 other shareholders in order to meet % requirement for a request to inspect the list of corporate shareholders.   Held, ('s activity in securing the other signatures constituted solicitation under § 14(a).   [later, this chilling effect on shareholder communication mitigated by safe harbor of rule 14a-1(l) - but Studebaker still good law for registrant and its dominions]

Press Releases:    In Conagra, Inc. v. Tyson Foods, Inc.� TA \l "Conagra, Inc. v. Tyson Foods, Inc." \c 1 �, a press release issued close to the time of a critical vote on a merger was designed to influence voting and therefore was a proxy solicitation.  See rule 14a-3(f)

Option in Registrant:  rule 14a-7 gives registrant the option of including the proposal or providing list.  Usually chooses inclusion, so as not to give up the valuable list.  May attempt to obtain under state law, too.  MBCA § 16.02

NOBO lists� XE "securities regulation: NOBO lists" �� XE "proxy regulation: NOBO lists" �� XE "NOBO lists" �:  Sadler v. NCR Corp.� TA \l "Sadler v. NCR Corp." \c 1 �  holds that a corporation may be required to produce a NOBO list as well as a shareholder list under state law.  see Parsons v. Jefferson-Pilot Corp.� TA \l "Parsons v. Jefferson-Pilot Corp." \c 1 � held that the corporation was required to provide the NOBO list if it had it, but not required to compile it.  

Exempt Solicitation� XE "proxy regulation: Exempt Solicitation" �

In general, see rule 14a-2, especially (b)

brokers to beneficial owners to obtain instructions on how to vote - [also see rule 14b-1(b)(3)]

beneficial owner to registered owner to get proxy appointment form

newspaper ads advising only how to obtain proxy docs. 

Shareholder Communications:  rule 14a-1(l) is a safe harbor

Speeches, etc., if a statement on file - rule 14a-3(f)

less than 10 people - rule 14a-2(b)(2)

Corporations that don't need proxy solicitation� XE "proxy regulation: Corporations that don't need proxy solicitation" �

Most corporations have to solicit to get quorum, but if shareholding is concentrated enough, may not need to solicit proxies.

Even then, other shareholders must get equivalent info - § 14(f)

Annual Reports� XE "shareholders: Annual Reports" �� XE "Annual Reports" �� XE "proxy regulation: Annual Reports" �

rule 14a-3(b)

MBCA §§ 16.20-16.22, provides much of the same info for non-public corporations.  

Management Discussion and Analysis� XE "Management Discussion and Analysis" �� XE "securities regulation: Management Discussion and Analysis" �� XE "proxy regulation: Management Discussion and Analysis" �:  item 303 of Regulation S-K (supp p. 999) is very important today - Item 303 must be responded to not only in annual report, but whenever financial info is made public, e.g. 10-K and 10-Q.  

Intended to give the investor an opportunity to look at the company through the eyes of management. 

It also included a "prospective" requirement, see infra, � REF _Ref362933787 \n �13.3.6.4� 

Prospective Information� XE "proxy regulation: Prosepective Information" �� XE "Prosepective Information" �� XE "securities regulation: Prosepective Information" �:  the SEC's MD&A release gives this test for when disclosure required (review of MD&A buy experts does not relieve management of responsibility):  Where a trend, demand, commitment, event or uncertainty is known, management must make two assessments:

Is the known trend, demand, commitment, event or uncertainty likely to come to fruition?  If management determines that it is not reasonably likely to occur, no disclosure required.

If management cannot make that determination, it must evaluate objectively the consequences of the known trend, demand, commitment, event or uncertainty, on the assumption that it will come to fruition.  ��Disclosure is then required unless management determines the a material effect on the registrant's financial condition or results of operations is not reasonably likely to occur.   [a form of probability x magnitude evaluation]

In the Matter of Caterpillar, Inc.� TA \l "In the Matter of Caterpillar, Inc." \c 1 �:  Cat had a Brazilian subsidiary that made huge profit one year, primarily from currency swings.  Good chance that conditions would deteriorate, and that future earnings of subsidiary would fall, materially affecting the Parent's bottom line.  Held, should have disclosed.   Highly technical compliance w/ the rules will not satisfy the spirit of Item 303.  Rule of thumb:  If the board of directors discusses it, it's probably material.

False & Misleading statements� XE "proxy regulation: False & Misleading statements" � - rule 14a-9 - [also subject to rule 10b-5]

C/L test was whether the proxy material was so tainted with fraud that an inequitable result was accomplished.  Statutory test much looser

  Omissions stricter for C/L - no duty to speak in absence of special relationship. 

scienter required in C/L [but the CTA6 says scienter required if ( is not the registrant or related party.  

Forward looking info� XE "securities regulation: Forward looking info" �� XE "proxy regulation: Forward looking info" �:  generally a safe harbor for qualified forward looking info

some courts have found rule 14a-9 violations for failure to provide the forward info.  

Private C/A:   S.Ct. encourages private atty generals, § 27 implies a private right of action for other sections of act where policy is consistent with broad action, such as 14(a).  Policy:  private enforcement of the proxy rules provides a necessary supplement to SEC action (especially since the SEC only gives proxy material a cursory look).  J.I. Case Co. v. Borak� TA \l "J.I. Case Co. v. Borak" \c 1 �

This often allows shareholders to avoid state law and the resulting expense bonds� XE "securities regulation: expense bonds" �� XE "proxy regulation: expense bonds" �� XE "expense bonds " � many states require for derivative litigation.  

Caveat:   the S.Ct. does not use this broad approach to find private C/A in federal statutes anymore.  But the ruling in Borak has not been questioned.

Material Fact Test:

Materiality:  The defect must have a significant propensity to affect the voting deliberations of a reasonable investor.  A substantial misstatement.  The true/factual must outweigh the false/misleading in a contextual assessment to avoid liability.  Virginia Bankshares� TA \l "Virginia Bankshares " \c 1 �

Omissions:  An omitted fact is material if there is a substantial likelihood that a reasonable sharehold would (not "could") consider it important in deciding how to vote. TSC Industries, Inc. v. Northway, Inc.� TA \l "TSC Industries, Inc. v. Northway, Inc." \c 1 �

Opinions:  Virginia Bankshares� TA \l "Virginia Bankshares " \c 1 � held that statement couched in terms of opinion or belief may still be materially misleading in violation of rule 14a-9.  Only when the inconsistency of the opinion (w/ facts known to shareholder) is such that it would exhaust the misleading opinion's capacity to influence the reasonable shareholder would a § 14(a) action fail on the element of materiality.   In other words, the true/factual must outweigh the false/misleading in a contextual assessment to avoid liability.  

Causation:

Essential Step Test:  Not necessary to show that the false or omitted material fact actually influenced votes; it is enough to show that the vote itself was an essential step in the transaction being questioned.  Mills v. Electric Auto-Lite Co.� TA \l "Mills v. Electric Auto-Lite Co." \c 1 � [thus the material falsity may have been significant enough that a shareholder  "would" consider it but still approve it and pass this test]

Sufficient Vote Strength:  A false statement or material omission does not meet a test of causal necessity if it is addressed solely to shareholders whose combined votes are not sufficient to prevent the action being taken.  Virginia Bankshares� TA \l "Virginia Bankshares" \c 1 �  This case leaves open what standard to apply if minority shareholders are induced to vote in favor of a proposal because of false statements and thereby lose state remedies, such as dissent and appraisal, or to serve as derivative (.  CTAs split on this issue.

Mills v. Electric Auto-lite Co.� TA \l "Mills v. Electric Auto-lite Co." \c 1 �:  In a merger, the board of directors of the targetted corporation recommended the action to shareholders in the proxy materials, but failed to mention that they had been selected by the acquiring corporation.  [Unlike Virginia Bankshares, the vote of the minority shareholders was needed here due to 2/3 requirement. ] 

TSC Industries, Inc. v. Northway, Inc.� TA \l "TSC Industries, Inc. v. Northway, Inc." \c 1 �:  In a merger vote, the acquiring company had previously acquired 34% of target, enough for effective control.   The board of directors approved the transaction by a vote of the disinterested shareholders.  The proxy material did not state that target had acquired de facto control.  Court held that this was not misleading as a matter of law, new test is "shareholder would consider," remand for trial of fact issue of materiality.  

Virginia Bankshares, Inc. v. Sandberg� TA \l "Virginia Bankshares, Inc. v. Sandberg" \c 1 �:  Directors offered opinion that the offering price was "fair" and "high" when there was evidence that directors had reason to know indicated the corporation worth more.  The statement was held misleading.  But the Acquirer owned 85% of the company, and only solicited proxies for public relations purposes.  Held, no causation for harm.  

Remedies in rule 14a-9 cases:

Atty Fees:  Even if there is no injunction issued or $ damages awarded, if liability found, interim atty fees may  be awarded. Mills v. Electric Auto-Lite Co.� TA \l "Mills v. Electric Auto-Lite Co." \c 1 �   However, TSC Industries has made summary judgment much less likely, so in close cases fees only come, if at all, at the end of long and expensive trials.  

TRO may be issued to enjoin distribution of proxy material, the voting itself, or the meeting.

After transaction has occurred, the court may rescind, award $ damages, or do nothing.

Shareholder Proposals � XE "proxy regulation: Shareholder Proposals" �� XE "shareholders: Shareholder Proposals" �- see rule 14a-8

Note that this provision relates to use of the registrant's proxy material, and does not affect the ability of shareholders to communicate independently, subject to solicitation provisions, supra.

Appropriate for shareholder action:  if so, the registrant must include the proposal even if opposed to it.  rule 14a-8(c)(1), which is determined by state law (e.g., Auer v. Dressel� TA \l "Auer v. Dressel" \c 1 �) Rauchman� TA \l "Rauchman " \c 1 � infra

Exceptions:   See rule 14a-8(c) for proposals the registrant may omit.  see Lovenheim� TA \l "Lovenheim" \c 1 �, infra, on rule 14a-8(c)(5) about matters significantly related to corporate activities, and Rauchman� TA \l "Rauchman" \c 1 �, on rule 14a-8(c)(8) on election of directors 

Policy Proposals:  generally cannot be eliminated solely on economic significance or ordinary business operations.  See Lovenheim and Medical Comm. for Human Rights v. SEC

Ordinary Business Operations:  rule 14a-8(c)(7) - most litigation over social responsibility.  

In Medical Comm. for Human Rights v. SEC� TA \l "Medical Comm. for Human Rights v. SEC" \c 1 �, CTA.DC held that the SEC's administrative decision to allow a registrant to omit a "napalm" proposal during Vietnam war was reviewable.  

In 1976, the SEC commented on rule 14a-8(c)(7), saying that proposals w/ significant policy, economic, or other considerations would be considered beyond the realm of "ordinary business"  - The clause now stands for business matters that are mundane in nature and do not involve any substantial policy or other considerations.

Some examples where proposals included:

nuclear power plants

compliance w/ EEOC and affirmative action - SEC later backed away from Employment issues, but a SDNY court made the registrant include one anyway - 



Shareholder requirements:  $1,000, or 1%, held stock for at least one year.  

Word Limit:  Proposal + Statement < 500 words

Subsequent submissions: Restrictions on subsequent submissions that have failed.  rule 14a-8(c)(12)

Attendance at meeting requirement.

Rauchman v. Mobil Corp.� TA \l "Rauchman v. Mobil Corp." \c 1 �:  Registrant refused to include a proposal which would amend the bylaws to prevent a citizen of an OPEC country from sitting on the board of directors.  At the same shareholder meeting, an OPEC citizen was up for election to board of directors.  Held, need not include proposal.  Shareholders could not vote for the proposal and the OPEC citizen at the same time.  [here, the window dressing on the proposal, "amend bylaws," did not save it - another substance over form decision]

Lovenheim v. Iroquois Brands, Ltd.� TA \l "Lovenheim v. Iroquois Brands, Ltd." \c 1 �:  ( corporation had a French paté operations where geese were force fed "inhumanely."  Revenue from goose stuff was .05% of corporate revenue, for a loss, only $34,000 in assets for operation in a huge corporation.  Held, rule 14a-8(c)(5)'s "significantly related" does not mean just economic significance.  Include it.  

Note that here, the operation was so insignificant as to not be material for disclosure in registrant's communications]

Procedure for Registrant Exclusion:   Registrant writes to SEC for a "no-action" letter.  If awarded, the proponent can only appeal to CTA, but can get injunction at DCT level.  

�corporate books & records� XE "CORPORATE BOOKS & RECORDS" �

MBCA § 16.01 et seq. guidelines

Note the distinction between "keep" and "maintain" in §16.01 (a),(b),(e).  keep means permanent retention, maintain refers to current records.  

"appropriate" accounting records refers to the nature and size of the corporation. 

Annual financial statements - § 16.20

Absolute Rights:  § 16.02 rights cannot be abridged by articles of incorporation provisions

Director Inspection� XE "corporate records: Director Inspection" �

Policy:  Director owes duty to corporation and shareholders, including duty to adequately acquaint himself w/ corporate affairs.  Also, if director's going to be held liable, he needs access to do job as his perception requires.  

Scope of right:

Some courts hold that it is absolute

Some courts hold that it may be limited where it is clear that the director is acting w/ manifestly improper motives and other adequate information has been made available. Burden on corporation to show improper motive, unlike for shareholders.  A.L.I. takes this view.

Shareholder Inspection� XE "Shareholder Inspection" �� XE "corporate records: Shareholder Inspection" �

C/L gave shareholders the right to make reasonable inspections, continued in MBCA.  Policy:  to protect interest in corporation, and the records are his. 

Statute not in derogation of C/L: Parsons v. Jefferson-Pilot Corp.� TA \l "Parsons v. Jefferson-Pilot Corp." \c 1 �

MBCA a matter of efficiency:  codified to handle oft repeated litigation issues that don't pose big risks to corporations. 

Parsons v. Jefferson-Pilot Corp.� TA \l "Parsons v. Jefferson-Pilot Corp." \c 1 �:  Shareholder suspected mismanagement, sought accounting records and NOBO list� XE "NOBO list" �.   The NC statute allowed a corporation to withhold accounting info if it, in good faith, thought the disclosure would be harmful to corporation.  The NC statute also granted shareholders various inspections rights not found in C/L.  Thus, court reasoned that the "statutory" inspection right, in light of statute section preserving C/L power of courts and legislative commentary, did not abrogate the C/L right, thus a separate C/L claim for accounting information was not limited by statute.  But the right to the NOBO list only went so far as the corporation had records;  corporation was not required to generate a list it did not have.

NOTE:  NC legislature statutorily overruled this result.

Automatic rights:  § 16.01 are automatic,  motive irrelevant

Proper Purpose Restriction of § 16.02(b) [other than shareholder lists]:  

Shareholder's statement is examined for motive and relationship w/ corporation. Substance over form. 

A proper purpose  [valuing a shareholder's interest is a proper purpose - BBC Acquisition� TA \l "BBC Acquisition v. Durr-Fillauer Medical" \c 1 � ]

The requirement of proper purpose refers only to the "primary" purpose, the secondary purpose is irrelevant, so shareholder may have an improper secondary purpose.  

Shareholder has the burden of proving that his purpose is proper BBC Acquisition� TA \l "BBC Acquisition v. Durr-Fillauer Medical" \c 1 �; [note that this deals w/ DGCL § 220(c), supp p. 283]

In BBC Acquisition v. Durr-Fillauer Medical� TA \l "BBC Acquisition v. Durr-Fillauer Medical" \c 1 �, ( sought access to financial info in order to prepare a competing bid for takeover of the corporation, put explicitly stated that its purpose was to "value the shares it owned."  Held, valuing a shareholder's interest is a proper purpose, but valuing the corporation for the sole purpose of acquisition is not a proper purpose.  No right to inspect.  [Note that this argument has greater force for a public corporation, because a shareholder's shares have a market price.  If a close corporation, this reasoning may be specious.]

POLICY for purpose restriction:  unfettered access could be a greater threat to social utility.  

Discovery:  § 16.02(e)(2) exempts discovery from this requirement.

Scope Restriction:  MBCA § 16.03, BBC Acquisition: � TA \l "BBC Acquisition v. Durr-Fillauer Medical" \c 1 �   The inspection is limited to the books and records needed to perform the task, i.e., necessary, essential and sufficient.  

Reasonable particularity of §16.02(c)(3) has same interpretation as FRCP 34(b) discovery interpretation:  test is relative, turning on the degree of knowledge that the shareholder has about the documents he wants.  Goal is that designation be sufficient to give man of ordinary intelligence notice of the documents required. Parsons v. Jefferson-Pilot Corp.� TA \l "Parsons v. Jefferson-Pilot Corp." \c 1 �

Shareholder lists� XE "Shareholder lists" �� XE "corporate records: Shareholder lists" �:  

Statutes:  MBCA §§ 16.02 (general provision), 7.20 (for meetings)



�Fundamental changes� XE "FUNDAMENTAL CHANGES" �

No Vested Rights� XE "Non-statutory merger: No Vested Rights" �� XE "merger: Vested Rights" �� XE "Vested Rights" �:  

MBCA § 10.01(b).  The vested rights argument comes from Trustees of Dartmouth College v. Woodward� TA \l "Trustees of Dartmouth College v. Woodward" \c 1 �, where the S.Ct. held that a state could not unilaterally amend a corporate charter.  

J. Story's concurrence had dicta suggesting this result by putting a reservation of right to amend in the incorporation.  

Under today's statutory incorporations (instead of the business by business incorporation at the time), this is done in MBCA §1.02.

However, the issue occasionally still arises in regard w/ corporations that were incorporated before the modern statutes started reserving this power.

In Bove v. Community Hotel Corp. of Newport� TA \l "Bove v. Community Hotel Corp. of Newport" \c 1 �, a statutory merger� XE "merger: statutory" �� XE "statutory merger" �, preferred shareholders had big accumulated dividends, exceeding the corporation's surplus.   Merger plan, otherwise valid under the corporation statute of RI,  called for canceling the accumulated dividends, and issuing common shares in the acquirer at the rate of 5:1 Preferred: Common; challenged by preferred shareholder on vested rights grounds.  Corporation was incorporation before RI added the merger statutes to the corporation law.  Held, the preferred shareholders contractual relations included the "amendment reservation" and thus the state could validly add the merger statutes, which became incorporated into the contract.  Thus, under the "equal dignity rule� XE "equal dignity rule" �" (merger statute & amendment of articles of incorporation statute to eliminate dividend)  the merger statute controlled, and preferred could not block merger on vested rights.  Here, the preferred shareholders have recourse to dissenter's rights, including appraisal.  MBCA § 13.01(3)

Statutory procedures must be B, and there must be some protection, such as dissenter's rights, for shareholders. 

Equality of treatment

 is often not guaranteed in statutory Transactions - e.g. statutory merger.  see Weinberger v. UOP, Inc.� TA \l "Weinberger v. UOP, Inc." \c 1 � , MBCA §§ 11.01(b)(3), 11.04(b)(2).  

Non-statutory Merger� XE "merger: Non-statutory Merger" �� XE "Non-statutory Merger" �:  

2 main types:  stock purchases, asset sales.  Advantage of this tactic is avoidance of dissenter's rights and appraisal.  See MBCA § 13.02 (a) for categories that allow dissenter's rights.

Legitimate avoidance of Dissenter's Rights� XE "shareholders: Dissenter's Rights" �� XE "merger:  Dissenter's Rights" �� XE "Dissenter's Rights" �:  There is nothing inherently unlawful in structuring a transaction in one form rather than another in order to simplify transaction or avoiding dissenting shareholders rights.  

  In Hariton v. Arco Electronics, Inc� TA \l "Hariton v. Arco Electronics, Inc" \c 1 �, a DE case where ( a shareholder of seller, a large buyer was buying all the assets of small seller (, paying with buyers stock, seller to dissolve & distribute.  Shareholder of ( seller alleged that statutory merger formalities not followed, and this was de facto merger.  Held, equal dignity rule, the DE statute that allows this transaction (in DE w/o dissent) operates independently of the merger statute.   No de facto merger, no right of dissent.  [no silent equity issue here, though:  no self-dealing or major value decline, like in Farris v. Glen Alden Corp.]� TA \l "Farris v. Glen Alden Corp." \c 1 �  Also the DE court looks at shareholder interest in fundamentally different way:  as ROI, not identity w/ business.  But this ignores a shareholder's attempt to diversify.

Note that this practice does not work in MBCA;  where §12.02 covers this transaction, requiring selling shareholder vote,  and §13.02(a)(3) allows dissent and appraisal.  Some states require the vote

De Facto Merger� XE "merger:  De Facto Merger" �� XE "De Facto Merger" �:  

A court may reject the form of a transaction and recast it  - possibly into a statutory form. To determine the proper nature of the transaction, court looks at all the provisions of the agreement and also to the consequences of the transaction and to the purposes of the Corporation Law applicable to transaction w/ similar economic effect [substance over form].  Farris.

This varies by jurisdictions, see Hariton v. Arco Electronics, Inc.� TA \l "Hariton v. Arco Electronics, Inc." \c 1 �, where DE S.Ct. refused to apply de facto merger doctrine on slightly different facts; TX statutes do same; doctrine not liked in most legislatures.

In Farris v. Glen Alden Corporation� TA \l "Farris v. Glen Alden Corporation" \c 1 �, (( a shareholder of buyer) a small corporation was set to buy all the assets of a large corporation.  The seller was to receive stock in the buyer, then dissolve and distribute the assets, which then were only the stock; this effectively would have given the sellers control of the buyer in this case.  This would have avoided PA's dissenter's rights statute.  Test:  Does the transaction so fundamentally change the corporate character of the buyer and the interests of the ( as a shareholder therein, that to refuse him the rights and remedies of a dissenting shareholder would in reality force him to give up his stock in one corporation and against his will accept shares in another?  Held, Yes.  ( gets dissenters rights.

here, the basic business of the corporation changed

capital structure fundamentally altered - long term debt

control changed

shares outstanding changed-proportionate control dropped

Book value fell. 

[unspoken - the seller had infiltrated the buyer's board of directors previously]

Successor Liability� XE "Non-statutory merger: Successor Liability" �� XE "Successor Liability" �:

Main reason for asset sale transaction is to avoid the hidden liabilities of the purchased corporation. 

Courts have avoided this result when necessary, e.g. length of time for C/A to accrue, only available pocket, by 2 doctrines:

de facto merger - see supra at � REF _Ref362962095 \n �15.3.3� 

Even after PA legislature statutorily overruled Farris, CTA3 held that de facto merger doctrine still good for successor liability.

continuity of business

MBCA addresses the issue some in § 14.07 - can proceed against former shareholders. 

�transactions in shares� XE "TRANSACTIONS IN SHARES" �

General

Common Law Misrepresentation� XE "Misrepresentation " � (Deceit� XE "Deceit" �):  

  Where (, in the course of some transaction, makes a false statement to ( or another, ( acts in justifiable reliance on the statement, and thereby sustains pecuniary loss 

Elements:

False Representations

made a false representation, ordinarily of a fact, by words or conduct

Intentional use of ambiguity actionable

Opinions / predictions generally not actionable

Incomplete statements actionable if misleading

Concealment is same as stating Non-Existence of that concealed

Scienter

must have known or believed that his statement was false

or he must have made it in conscious ignorance of the truth or falsity, or w/o confidence in accuracy of representation, or the representation is w/o basis;

or with reckless disregard of the truth or falsity

Note:  Motive is irrelevant.  It is no defense that  ( did not intend to harm (

Intent

must have intended that ( act (or refrain from acting) in reliance on the representation

Reliance of ( must have be justified

Materiality required for justifiable reliance

There is generally no duty to investigate a factual representation

sustained actual damage.

Non-Disclosure� XE "Non-Disclosure" �

In General, mere silence does not amount to a misrepresentation.  

Exceptions to general rule:

Fiduciary or Confidential Relations

Incomplete statements

Subsequently acquired info - which makes prior statements untrue or misleading must be disclosed if ( knows or believes that ( still acting on basis of original statement.

Standard of Proof:  for C/L fraud actions, its clear and convincing, but only preponderance of the evidence for rule 10b-5 C/A - Herman & MacLean v. Huddleston� TA \l "Herman & MacLean v. Huddleston " \c 1 � 

State Courts� XE "State Courts" �

Insider Trading� XE "transactions in shares:  : Insider Trading - State Law" �� XE "Insider Trading - State Law" �: 

No duty: most state law cases permitted insider trading in the absence of fraud

In Goodwin v. Agassiz� TA \l "Goodwin v. Agassiz" \c 1 � (1933), ( shareholder sold his shares when he learned that corporation's mining exploration had ended.  But there was a promising geological theory working, that directors of the corporation were aware of, with fair chances of success.  ( directors bought, on an open exchange, shares sold by (.  Held, directors have no direct fiduciary duty to shareholders, and unless a director seeks out a shareholder to directly buy his shares, has no duty to speak.  Judgment for (.  

The privity was happenstance.  

Note that the concepts of fiduciary duty and materiality have been significantly refined and expanded from the time of this case.

Fraud:  If affirmative misrepresentation made, C/L fraud applicable

"Special Facts" - 

In Strong v. Repide� TA \l "Strong v. Repide" \c 1 �, a director w/ inside info about future corporation land deal employed intermediaries to clandestinely buy ('s shares.  ( claimed he would not have sold at that price if he knew ( was the buyer.  Court held that a duty existed because of "special facts," which here were

role of ( as director, principal shareholder, and negotiator of the land deal

key fact:  ('s affirmative steps taken to conceal his identity as purchaser of the shares.

The special facts deal w/ the circumstances of the deal and the surrounding situation, not just the corporate info.  

Elements of C/A: ( must show that director 

possessed some special knowledge 

not available to shareholder which enabled him to 

purchase the stock at a price that was lower than its actual value.

Stricter Rule of Fiduciary Duty (Kansas) - In Hotchkiss v. Fischer� TA \l "Hotchkiss v. Fischer" \c 1 �, ( widow was in need of funds.  She talked w/ ( director  about possibility of dividend, and, w/o misstating facts, painted a dark picture of corporate situation.  ( bought ('s shares, for $1.25, and 3 days later the board of directors declared $1 dividend.  Held, director negotiating w/ shareholder for purchase of shares acts in a relation of scrupulous trust and confidence.  MINORITY RULE, but closely related to the "special facts" doctrine.

Misappropriation� XE "transactions in shares:   Misappropriation" �� XE "insider trading:   Misappropriation" �:  A minority rule - by analogy w/ Federal Securities Law, courts have concluded that inside information was corporate property, and that the insider should not be permitted to profit from the use of that corporate property even if corporation not injured.

In Diamond v. Oreamuno� TA \l "Diamond v. Oreamuno" \c 1 �, NY high court held that ( director who sold off his shares in advance of bad earnings report could be found liable.  ( was a corporation shareholder who had not transacted in shares, but sued derivatively for profits (losses avoided) that rightfully belonged to corporation due to the proprietary property nature of the earnings news.  Rule:  person who acquires info because of fiduciary relationship is not free to profit personally on that info, but must account to his principal.  

Rationale:  there is indirect harm to corporation, in that it gets a bad name from this activity.  Also, this use of info is like the use that '34-Act § 16(b) [short swing profits of insiders] attempts to prevent.  

Note that ( had no Federal C/A because no transaction by him in shares to establish injury.  

The NY CTA extended this doctrine to tipees in Schein v. Chasen� TA \l "Schein v. Chasen" \c 1 �, a case using Florida law.  U.S. S.Ct. vacated for a determination by FL S.Ct. of FL law.   The FL S.Ct. repudiated the doctrine totally.  In FL, a ( must plead actual damage to self or corporation.  Indiana also does not follow Diamond, but NJ probably does.

Rule 10b-5� XE "transactions in shares:   Rule 10b-5" �� XE "Rule 10b-5" �

History:  Created by Milton Friedman to extend '34-Act §10(b) to sellers of shares to insiders.  

Unregistered Securities:  Unlike rule 14a-9 actions, rule 10b-5 applies to all securities w/ interstate commerce nexus ['34-Act § 3(a)(17)], not just those registered under §12.  

Non-exclusive:  There is overlap and room for alternative pleading.  U.S. S.Ct. in Herman & MacLean v. Huddleston� TA \l "Herman & MacLean v. Huddleston " \c 1 � held that a rule 10b-5 C/A could be maintained for acts that also violated '33-Act § 11.  

Standard of Proof:  for C/L fraud actions, its clear and convincing, but only preponderance of the evidence for rule 10b-5 C/A - Herman & MacLean v. Huddleston� TA \l "Herman & MacLean v. Huddleston " \c 1 �

Private C/A:  In Kardon v. National Gypsum Co.� TA \l "Kardon v. National Gypsum Co." \c 1 �, ( director contracted to sell close corporation [4 shareholders] to another corporation.  ( bought all of ('s stock w/o disclosing the sale, and affirmatively answered at the meeting where the stock transaction consummated that he had not contracted to sell the corporation.  Garden variety fraud, but the DCT found implied in § 10  a private C/A. Similar reasoning to the J.I. Case Co. v. Borak� TA \l "J.I. Case Co. v. Borak" \c 1 � decision [U.S. S.Ct.].

Limited to ( Buyers or Sellers:  Blue Chip Stamps v. Manor Drug Stores� TA \l "Blue Chip Stamps v. Manor Drug Stores" \c 1 � - U.S. S.Ct. - (, under antitrust settlement requirement to sell shares, created pessimistic prospectus.  (s were offerees who decided not to buy, but got mad when the stock went way up.  Court adopted the CTA2 position in Birnbaum v. Newport Steel Corp.� TA \l "Birnbaum v. Newport Steel Corp." \c 1 � that the ( class for rule 10b-5 and §10(b) was limited to actual purchasers and sellers of securities.  This excludes:  

non shareholders who decide not to buy based on gloomy presentations or withholding of rosy presentation;

current shareholders who decide not to sell based on rosy presentation or withholding of gloomy presentations;

shareholders, creditors, and perhaps others related to issuer who suffer loss in value to shares held due to corporation or insider activity in connection w/ purchase or sale in violation of rule 10b-5.��Some courts have held that shareholders in categories 2 and 3 can bring derivative actions, but not those in category 1, where this ( was.

(s need not be buyer or seller:  Ernst & Ernst v. Hochfelder� TA \l "Ernst & Ernst v. Hochfelder" \c 1 �, where the accounting firm could have been liable, but wasn't for other reasons.

Scienter Requirement:  A C/A under rule 10b-5 and § 10(b) must prove scienter:  a mental state embracing intent to deceive, manipulate, or defraud. Ernst & Ernst v. Hochfelder� TA \l "Ernst & Ernst v. Hochfelder" \c 1 �, S.Ct.  Almost all CTAs have held reckless to also be actionable.  

In Ernst & Ernst v. Hochfelder� TA \l "Ernst & Ernst v. Hochfelder" \c 1 �, the accounting firm of a brokerage failed to detect fraud.  A norm of the industry is for employees of brokerages to go on mandatory vacation, while their affairs are scrutinized.  Here, the president personally opened all mail addressed to him or to him in care of brokerage, and stole the checks.  Clear negligence but not enough for rule 10b-5 liability.  Also can't get ( here under '33-Act § 12(2) (professional service provider) because not a seller or buyer.  

In Central Bank of Denver, N.A. v. First Interstate Bank of Denver� TA \l "Central Bank of Denver, N.A. v. First Interstate Bank of Denver" \c 1 �, S.Ct. held there is no '34-Act §10(b) or rule 10b-5 C/A for aiding and abetting.  The SEC can pursue one, though. 

Manipulation or Deception Required:  A claim under §10(b) or rule 10b-5 must allege manipulation or deception.  

Manipulation is a term of art that refers generally to practices such as wash sales, matched orders, or rigged prices, that are intended to mislead investors by artificially affecting market activity.  

Unfair activities that are adequately disclosed cannot be attacked under §10(b) or rule 10b-5.  In Santa Fe Indus., Inc. v. Green� TA \l "Sante Fe Indus., Inc. v. Green" \c 1 �, S.Ct. held that a corporation that forced a statutory short form merger [MBCA § 11.04] that cashed out the minority cannot be liable under rule 10b-5.  Even though the transaction may have been unfair, there was full disclosure.  

Policy:  don't federalize state corporation law regarding fiduciary duty.  

Materiality:  same requirement as for '34-Act § 14 proxy cases:  whether a reasonable person would attach importance to the information in determining a course of action.  TSC Industries, Inc. v. Northway, Inc.� TA \l "TSC Industries, Inc. v. Northway, Inc." \c 1 �

In Basic Inc. v. Levinson� TA \l "Basic Inc. v. Levinson" \c 1 �, a corporation in merger negotiations denied them.  Held, 

the determination of materiality requires delicate assessments of the inferences a reasonable shareholder would draw from a given set of facts and the significance of those inferences to him.

In dealing w/ contingent or speculative information or events, materiality will depend on a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company's activities.

Probability:  look at indicia of interest in the transaction at the highest corporate levels:  board resolutions, dealings w/ investment bankers, state of negotiations. 

Magnitude:  size of the 2 corporate entities, potential premiums over market value.  

 In SEC v. Texas Gulf Sulfur Co.� TA \l "SEC v. Texas Gulf Sulphur Co." \c 1 �, the fact that (s bought market call options, an unusual transaction for them, was evidence that they thought the info was material.

Fraud on the Market - Reliance:  if the misrepresentation or deception relates to a publicly traded security, ( need not show knowledge of or reliance on the misrepresentation or deception.  Doctrine based on semi-strong form of ECMH.  In Basic Inc. v. Levinson� TA \l "Basic Inc. v. Levinson" \c 1 �, S.Ct. adopted this doctrine when a corporation in negotiations for a merger publicly denied the pending transaction. 

The doctrine is a presumption of reliance

any showing that severs the link between the alleged misrepresentation and either the price or the decision to trade will be sufficient to rebut the presumption of reliance

To establish, the ( must show 

that the ( made public misrepresentations

that the misrepresentations were material

that the shares were traded on efficient markets

that the  misrepresentations would induce a reasonable, relying investor to misjudge the value of the shares and

the ( traded the shares between the time the misrepresentations were made and the time the truth was revealed.    

Statute of Limitations:  § 27A.  

Contribution:  Implied right of contribution among (s in §10(b) and rule 10b-5 cases.  Musick, Peeler & Garrett v. Employers Ins. of Wausau� TA \l "Musick, Peeler & Garrett v. Employers Ins. of Wausau" \c 1 �, S.Ct. 

No Comment:  Silence absent a duty to disclose, is not misleading under rule 10b-5.  No comment statements are the functional equivalent of silence. Basic Inc. v. Levinson� TA \l "Basic Inc. v. Levinson" \c 1 �.  That duty has been interpreted to arise in some situations:

to render previously disclosed information non-misleading

if corporation believes that people are trading on information that has not been disclosed

if there are rumors swirling through investment community that are falsely being attributed to corporation. 

Caveat:  to be completely safe, say nothing, don't trade.

Insider Trading under rule 10b-5 � XE "transactions in shares:   Insider Trading" �� XE "Insider Trading" �

Trends:  Most C/A dealing w/ transaction between directors or other insiders on one side and shareholders on the other since WWII have been brought under rule 10b-5.  

There may be a swing under way back to State C/A. [rule 10b-5's short statute of limitations, need to prove scienter, possibility of punitives in state court].  

But state law has difficulty w/ insider trading - omissions require "special circumstance" and have narrow materiality standards, problems w/ causation.  

Basis of Duty:  In the Matter of Cady, Roberts & Co.� TA \l "In the Matter of Cady, Roberts & Co." \c 1 �  (integrated investment company dealt on both sides of the Chinese Wall)  Special obligation on people who acquire inside information, based on 2 principles:

existence of a relationship giving access, directly or indirectly, to information intended to be available only for corporate purposes and not for the personal benefit of anyone;

inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he deals

Policy issues:  

The L&E crowd says let the market handle it.  If people really think it's harmful, they will punish the shares of the insiders.  It's a flexible compensation arrangement.  Besides, it serves a communicative effect.  [a sort of "strong form" ECMH argument]

But, it threatens market integrity if done on a widespread basis, undermines confidence in markets, and is just plain immoral. 

Fiduciary Duty of Brokers to act on information: in Cady� TA \l "Cady" \c 1 �, the portfolio managers argued that they had duty to clients to get them out of bad stock once they learned from their I-banking co-employees of bad news.  SEC said no, the rule 10b-5 obligation will provide an out:  a fiduciary is not required to break the law.  

Any Person:  § 10(b) and rule 10b-5 apply to any person.  Examples follow.  But there are limits.  In Chiarella v. U.S.� TA \l "Chiarella v. U.S." \c 1 �, the printer at the financial print shop who traded on the basis of merger info he saw at work was not liable for a criminal rule 10b-5 C/A.  Court held that a duty arises from the relationship between parties, not merely from one's ability to acquire information because of position in markets.  A buyer/seller who has no duty to his counter-party in the transaction because he is neither an insider nor a fiduciary has no obligation to reveal a material fact.  Printer not liable under rule 10b-5 misrepresentation, no duty to target corporation or buyer.   

SEC corrected this loophole w/ rule 14e-3, supp p. 919, under rule 14(e), supp p. 792.  TENDER.  Upheld by CTA2 en banc, in U.S. v. Chestman.  Thrust of rule is to give the tender offeree (time and (info to make his decision, a protection that institutional investors don't need.� TA \l "U.S. v. Chestman" \c 1 �

[Court did NOT address the misappropriation theory because it was not raised at trial]  

Lower Level Employees:  the geologist in SEC v. Texas Gulf Sulphur Co.� TA \l "SEC v. Texas Gulf Sulphur Co." \c 1 � got nailed for his market transactions

Temporary Insiders:  Dirks v. SEC� TA \l "Dirks v. SEC" \c 1 � expands fiduciary duty to temporary insiders.  Under certain circumstances, such as where corporate info is revealed legitimately to an underwriter, accountant, lawyer, or consultant working for the corporation, these outsiders may become fiduciaries of the corporation/shareholders .  They have entered into a special confidential relationship, and may be treated more like a tipper than a tippee when he breaches duty.  

Corporation must expect the outsider to keep the info confidential, and the relationship must imply that duty.

Tippees / Tippers: Dirks v. SEC  Mere receipt of information from an insider does not, per se, create a special relationship between the tippee and the corporation/shareholders.  The tippees duty is derivative from the tipper; if the tipper is acting improperly, the tippee receives the info improperly.  

To judge the tipper's actions, look at Cady, Roberts� TA \l "Cady, Roberts" \c 1 �,  supra � REF _Ref362980909 \n �16.4.2�, and at the PURPOSE for the disclosure.  Absent a personal gain, no breach of duty to corporation / shareholders. 

Personal gain, though, is liberally construed - and direct or indirect personal benefit, such as pecuniary, or reputational benefit, or admiration of family, or any implied or real quid pro quo.  

In Dirks v. SEC, an insurance industry financial analyst received tips from top level execs of an insurance corporation that the corporation was cooking the books.  He attempted to notify SEC and others, but no action accrued.  He got his customers out of the stock.  Held, the insiders had proper motive for tip - cleaning up the place.  

Transactions w/ Corporation:  High level  insiders who execute transaction w/ corporation on basis of information liable for gains. SEC v. Texas Gulf Sulphur Co.� TA \l "SEC v. Texas Gulf Sulphur Co." \c 1 �  Duty to disclose to corporation compensation committee before trading.  But, lower level employees can rely on assumption that superiors disclosed relevant information if they knew it.  

Information dissemination: ( in SEC v. Texas Gulf Sulphur Co.� TA \l "SEC v. Texas Gulf Sulphur Co." \c 1 � phoned his broker 20 minutes after press release.  Held, the press release was just the first step in the process of dissemination required for compliance w/ objectives of Federal securities regulation.  Liable.  

Misappropriation:  applied in CTA 2,3,7,9.  S.Ct. evenly divided in Carpenter v. U.S.� TA \l "Carpenter v. U.S." \c 1 �, where the breach of duty was to WSJ who wasn't a market participant possibly explains the split.   

Mail / Wire Fraud:  Powerful weapon.  In Carpenter v. U.S.� TA \l "Carpenter v. U.S." \c 1 �, employee of WSJ traded on advance notice of "Heard on Street" column in violation of rules of his employer. Held, that the WSJ's interest in confidentiality of the content and timing of the column was a property right, and WSJ had right to decide how to use it.  ( fraud was the embezzlement [fraudulent appropriation of property] of the info.  Since the mails (to deliver paper) and phone (broker calls) were used, ( guilty of the mail/wire fraud.  

SEC v. Texas Gulf Sulphur Co.� TA \l "SEC v. Texas Gulf Sulphur Co." \c 1 �:   The mining firm that hit the mother lode in Canada.  Various ( bought stock on market and exercised bonus options w/ corporation, bought market call options.  (s ranged from directors to the geologist.  

'34-Act § 20A - Trading Liability:  a private C/A against anyone trading w/ inside info for the benefit of anyone contemporaneously trading.

Damages limited to profit or loss avoided § 20A(b)(1)

pay the government first, what's left goes to (s.  § 20A(b)(2)

Controlling Person Liability� XE "Controlling Person Liability" �: § 20A(b)(3)

'34-Act § 21A:  Civil Penalties:  

SEC can go after 3 times profits as a penalty, on top of damages to ('s under § 20A

Failure to control punished.

Short Swing Activity - § 16(b)

ONLY APPLIES TO § 12(b) REGISTERED CORPORATIONS, but statute strictly construed w/in scope.

Policy:  to support integrity of market by limiting in/out insider transactions.

Derivative Action:  money goes to corporation � XE "transactions in shares:   Short Swing Activity" �� XE "Short Swing Activity" �

Strict Liability:  motives not important, no SCIENTER requirement.  But 6months plus 1 day is full insurance.  

Parties in Interest:  there is no requirement that the ( be an owner of the stock at the time of either the insider's purchase or the sale. Jammies Int'l, Inc. v. Lazarus� TA \l "Jammies Int'l, Inc. v. Lazarus" \c 1 �.   Must only own a share at time C/A filed and continue to hold some financial interest of some sort during trial.  

Unorthodox transaction that destroy ('s direct interest do not destroy standing.  In Gollust v. Mendell� TA \l "Gollust v. Mendell" \c 1 �, the shares at issue were swallowed up in merger before the litigation completed.  But there must be some continuing interest, satisfied here by potential recovery by the acquiring corporation of the results of litigation.  

( can also be nominee of a beneficial owner, since the real party in interest is the corporation.  Blau v. Lamb� TA \l "Blau v. Lamb" \c 1 �.

Definitions:  rule 16a-1

Officers:  only the issuer's president, CFO, principal  accounting officer, any VP in charge of a principal business unit, division or function, and other persons performing policy-making functions for the issuer, or identified as such on for 10-K. 

Security:  the acquisition of a derivative is a transaction and the exercise of one is not. [so a covered person can exercise an option and sell the stock w/o liability]

Covered Persons:  ( must have control over the decision of whether to transact or not [also see unorthodox transactions, infra at � REF _Ref362982830 \n �16.5.8�].  

Spouses:  So a wife who ignores her covered husband's advice not to sell, and winds up selling out of her private portfolio that doesn't benefit the covered person,  does not subject him to liability.  Jammies Int'l, Inc. v. Lazarus� TA \l "Jammies Int'l, Inc. v. Lazarus" \c 1 �. (Toys ‘R Us).  Test here is some benefit to the covered person from the other's ownership, however indirect; and the matter of control, where shared control is sufficient.  

Unorthodox Transactions:  As in "covered persons," supra at � REF _Ref362984017 \n �16.5.7�, ( must have some control.  So a purchase by covered party followed by a merger of the issuer effecting the disposition of its shares w/in the period does not fall under §16(b).  Kern County Land Co. v. Occidental Corp.� TA \l "Kern County Land Co. v. Occidental Corp." \c 1 � 

Hypothecated Securities:  Pledged shares sold to recover on loan are exempt.  But when a loan over-collateralized, the excess shares are covered.  To calculate remedy, court will assume that the non-exempt shares are the first to be sold.  C.R.A. Realty Corp. v. Fremont General Corp.� TA \l "C.R.A. Realty Corp. v. Fremont General Corp. " \c 1 � 

Prior Transactions:  transactions made by a covered person before they attained that status are not reported, not matched, not counted. 

10% acquisition transaction:   the transaction by which a person becomes a 10% shareholder is not itself a purchase that may be matched with subsequent sales.  Foremost-McKesson, Inc. v. Provident Sec. Co.� TA \l "Foremost-McKesson, Inc. v. Provident Sec. Co." \c 1 �

Profits calculated abusively:  Match each highest sale with the lowest, calculate profits, reiterate.  

Exemptions:  employee benefit plans and SARs, employee long term options, rules 16b-3, 16b-6.

Sale of Control� XE "transactions in shares:   Sale of Control" �� XE "Sale of Control" �

General Rule:  Control Premium:  

Almost unanimously, courts hold there is no per se violation of any duty when a control premium is secured.  So absent looting of corporate assets, conversion of a corporate opportunity, fraud or bad faith, a controlling shareholder is free to sell that controlling interest at a premium.  Zetlin v. Hanson Holdings, Inc.

POLICY:   courts loathe to interfere w/ markets.  Also, controlling shareholder may have PAID � TA \l "Zetlin v. Hanson Holdings, Inc." \c 1 �a premium to get control.  But there are problems:  the premium must be recovered ( strong motive to loot.

Burden on complaining shareholders to establish inequity.

Duty of Controlling Shareholder:  

At early C/L, controlling shareholder owed no duty to the minority shareholders or the corporation in the sale of his stock.

Current C/L:  In any transaction where the control of the corporation is material, the controlling shareholder must exercise good faith and fairness from the viewpoint of the corporation and those interests therein (e.g. shareholders, creditors).  [It's the duty of loyalty and care]

Looters:  Duty encompasses an obligation where  the controlling shareholder has possession of facts "such as to awaken suspicion and put a prudent man on his guard that a potential buyer of his shares may loot the corporation of its assets to pay for shares purchased to conduct a reasonably adequate investigation of the buyer.  

  In Debaun v. First W. Bank and Trust Co.� TA \l "Debaun v. First W. Bank and Trust Co." \c 1 �, the seller knew of previous default of buyer, had a bad credit report full of bad news.  Should have investigated.  

Scope of duty to investigate:

creditworthiness

management ability

buyer is in same business, or

representation that key personnel will stay

financial viability of deal - how will the buyer pay - is it too leveraged?

Corporate Opportunity:  Where the premium represents an opportunity that the corporation could enjoy just as much as controlling shareholder, the fiduciary duty of a majority shareholder arises.

In Perlman v. Feldmann� TA \l "Perlman v. Feldmann" \c 1 �, the Korean war had tightened demand for steel, but there was a voluntary price freeze.  To get steel, buyers were offering perks such as interest free loans for plant development.  ( was controlling shareholder of steel mill, sold out to a consortium of steel users at a premium.  [economically, this can be analyzed by noting that the buyers could just as well have bought the assets at a premium, where all the shareholders profit.]  Court of course quoted Meinhard v. Salmon� TA \l "Meinhard v. Salmon" \c 1 � in reaching its decision that the controlling shareholder had breached his duty to corporation and minority shareholders. 

Sale of Corporate Office:  A sale of corporate office is against public policy, and if proved, excess payment is recoverable by corporation.  

In the Petition of Caplan� TA \l "Petition of Caplan" \c 1 �, ( had 3% of the stock, but controlled the board of directors as often happens when shareholding is widely dispersed.  Agreement called for seriatim resignation of ('s directors and replacement by buyer's nominees.  Held, a sale of office.  

Test:  whether the sale constitutes enough control to accomplish the same result at a fair election.  In Carter v. Muscat� TA \l "Carter v. Muscat" \c 1 �, a seriatim replacement occurred, but with full disclosure and later some of the new directors were reelected.  Transaction upheld, based on disclosure, lack of objection, and re-elections.  

Remedy: either the corporation or the shareholders can recover.  In Perlman v. Feldmann, the court gave the award only to the minority shareholders, thus penalizing the buyers of the controlling shares as well as the sellers.

�agency� XE "AGENCY" �

Definitions

s 1. AGENCY; PRINCIPAL; AGENT

Agency is the fiduciary relation which results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other so to act.

The one for whom action is to be taken is the principal.

The one who is to act is the agent.

General Agent� XE "General Agent" �� XE "Agent: General� XE "General Agent" � " � - one who is authorized to act for his principal in all matters concerning particular business.

Special Agent� XE "Special Agent" �� XE "Agent: Special " � - One authorized to conduct a particular transaction or piece of business or authorized to conduct a specific act for his principal.  [does not involve continuity of service

s 2.  MASTER� XE "MASTER" �; SERVANT� XE "SERVANT" �; INDEPENDENT CONTRACTOR� XE "INDEPENDENT CONTRACTOR" �

A master is a principal who employs an agent to perform services in his affairs and who controls or has the right ot control the physical conduct of the other in the performance of the service.

A servant is an agent employed by a master to perform service in his affairs whose physical conduct in the performance of the service is controlled or is subject to the right to control by the master.  See § 220

An independent contractor is a person who contracts with another to do something for him but who is not controlled by the other nor subject to the other's right to control with respect to his physical conduct in the performance of the undertaking.  He may or may not be an agent.

s 4. DISCLOSED PRINCIPAL� XE "DISCLOSED PRINCIPALS" �; PARTIALLY DISCLOSED PRINCIPAL� XE "PARTIALLY DISCLOSED PRINCIPAL" �; UNDISCLOSED PRINCIPAL� XE "UNDISCLOSED PRINCIPAL" ��PRIVATE ��

If, at the time of a transaction conducted by an agent, the other party thereto has notice that the agent is acting for a principal and of the principal's identity, the principal is a disclosed principal.

If the other party has notice that the agent is or may be acting for a principal but has no notice of the principal's identity, the principal for whom the agent is acting is a partially disclosed principal.

If the other party has no notice that the agent is acting for a principal, the one for whom he acts is an undisclosed principal.

s 7. ACTUAL AUTHORITY� XE "AUTHORITY: Actual" �� XE "ACTUAL AUTHORITY" � - [actual - granted by the principal]

Authority is the power of the agent to affect the legal relations of the principal by acts done in accordance with the principal's manifestations of consent to him.

The manifestation may be made by words or other conduct, including acquiescence. Sections 26�31 state the manner in which it may be made. The rules for the interpretation of the manifestation are stated in Sections 32�81, but generally depend on:

the agent's actions, not beliefs, to determine his acceptance of agency

whether the principal's manifestation of intent reached the agent.  The agent's manifestation need not reach the principal for agency to exist.

Knowledge of the rest of the world is irrelevant for the actual authority to exist:  based solely on actions of principal / agent.

Express� XE "Authority: Express" �� XE "Express authority" � and Implied� XE "Authority: Implied " � authority� XE "Implied authority" �. It is possible for a principal to specify minutely what the agent is to do. To the extent that he does this, the agent may be said to have express authority. But most authority is created by implication. Thus, in the authorization to "sell my automobile", the only fully expressed power is to transfer title in exchange for money or a promise to give money. In fact, under some circumstances (see s 53), "sell" may not mean "convey", and there may or may not be power to take or give possession of the automobile or to extend credit or to accept something in partial exchange. These powers are all implied or inferred from the words used, from customs and from the relations of the parties. They are described as "implied authority." Although frequently used, the phrase "express authority" is usually not adequate to describe the agent's authority, and the use of the adjective "implied" is unnecessary. Both adjectives are to be distinguished sharply from "apparent" as it is used in Section 8, since the latter is distinct in conception, although not in effect as between a principal and third parties. Implied authority as here used is also to be differentiated from a phrase, frequently misused, namely, "authority implied in law," which refers to situations in which a person has power to bind another although not his agent, for example, the power of a wife to bind her husband to pay for necessaries. See s 14 I.

Express authority can be determined by examining the manifestation of agency on its face

Implied authority is that reasonably necessary to carry out the objectives of the agency, even if not expressly granted

Inherent authority� XE "authority: inherent" �� XE "Inherent authority " � is that power which resides in the agent by virtue of the agency itself.

s 8. APPARENT AUTHORITY� XE "AUTHORITY: apparent" �� XE "APPARENT AUTHORITY" �

Apparent authority is the power to affect the legal relations of another person by transactions with third persons, professedly as agent for the other, arising from and in accordance with the other's manifestations to such third persons.

Apparent authority results from a manifestation by a person that another is his agent, the manifestation being made to a third person and not, as when [actual or implied] authority is created, to the agent. It is entirely distinct from authority, either express or implied. The power to deal with third persons which results from it may, however, be identical with the power created by authority as it is where the principal's statements to the third person are the same as to the agent and are similarly interpreted. On the other hand, the power may be greater or smaller than that resulting from authority. If it exists, the third person has the same rights with reference to the principal as where the agent is authorized. In the relation between principal and agent, however, apparent authority differs from authority, in that the one having it may not be a fiduciary, may have no privilege to exercise it and may not even know he has it. Although normally it results from a prior relation of principal and agent, this is not necessarily the case. Further, one who is authorized to act for the principal makes the latter a party to the transaction whether or not the third person believes the agent to be authorized or is even aware of the existence of the principal. See ss 144 and 186. On the other hand, apparent authority exists only with regard to those who believe and have reason to believe that there is authority; there can be no apparent authority created by an undisclosed principal. The rules of interpretation of apparent authority are, however, the same as those for authority, substituting the manifestation to the third person in place of that to the agent. See ss 27 and 49.

Apparent authority can occur by the position that principal places agent

No Apparent Agency when principal is undisclosed

Apparent authority can result from the principal's silence only when the ostensible principal has either constructive or real notice of the manifestations which lead to the 3rd party's reasonable beliefs.

Creation of Relation� XE "Creation of Relation" �

s 15. MANIFESTATIONS OF CONSENT

An agency relation exists only if there has been a manifestation by the principal to the agent that the agent may act on his account, and consent by the agent so to act.

Creation� XE "Authority: Creation " � and Interpretation of Authority and Apparent Authority� XE "Creation and Interpretation of Authority and Apparent Authority" �

s 26. CREATION OF AUTHORITY; GENERAL RULE

Except for the execution of instruments under seal or for the performance of transactions required by statute to be authorized in a particular way, authority to do an act can be created by written or spoken words or other conduct of the principal which, reasonably interpreted, causes the agent to believe that the principal desires him so to act on the principal's account.

s 27. CREATION OF APPARENT AUTHORITY: GENERAL RULE

Except for the execution of instruments under seal or for the conduct of transactions required by statute to be authorized in a particular way, apparent authority to do an act is created as to a third person by written or spoken words or any other conduct of the principal which, reasonably interpreted, causes the third person to believe that the principal consents to have the act done on his behalf by the person purporting to act for him.

s 33. GENERAL PRINCIPLE OF INTERPRETATION

An agent is authorized to do, and to do only, what it is reasonable for him to infer that the principal desires him to do in the light of the principal's manifestations and the facts as he knows or should know them at the time he acts.

s 34. CIRCUMSTANCES CONSIDERED IN INTERPRETING AUTHORITY

An authorization is interpreted in light of all accompanying circumstances, including among other matters:

the situation of the parties, their relations to one another, and the business in which they are engaged;

the general usage of business, the usage of trades or employment of the kind to which the authorization relates, and the business methods of the principal;

facts of which the agent has notice respecting the objects which the principal desires to accomplish;

the nature of the subject matter, the circumstances under which the act is to be performed and the legality or illegality of the act; and

the formality or informality, and the care, or lack of it, with which an instrument evidencing the authority is drawn.

s 43. ACQUIESCENCE BY PRINCIPAL IN AGENT'S CONDUCT

Acquiescence by the principal in conduct of an agent whose previously conferred authorization reasonably might include it, indicates that the conduct was authorized; if clearly not included in the authorization, acquiescence in it indicates affirmance.

Acquiescence by the principal in a series of acts by the agent indicates authorization to perform similar acts in the future.

s 49. INTERPRETATION OF APPARENT AUTHORITY COMPARED WITH INTERPRETATION OF AUTHORITY

The rules applicable to the interpretation of authority are applicable to the interpretation of apparent authority except that:

manifestations of the principal to the other party to the transaction are interpreted in light of what the other party knows or should know instead of what the agent knows or should know, and

if there is a latent ambiguity in the manifestations of the principal for which he is not at fault, the interpretation of apparent authority is based on the facts known to the principal.

s 82. RATIFICATION

Ratification is the affirmance by a person of a prior act which did not bind him but which was done or professedly done on his account, whereby the act, as to some or all persons, is given effect as if originally authorized by him.

Termination � XE "Termination of Agency" �

s 105. Termination by LAPSE OF TIME

Authority conferred for a specified time terminates at the expiration of that period; if no time is specified, authority terminates at the end of a reasonable period.

s 106. . Termination by ACCOMPLISHMENT OF AUTHORIZED ACT

The authority of an agent to perform a specified act or to accomplish a specified result terminates when the act is done or the result is accomplished by the agent or by another, except that if the act is done or the result is accomplished by a person other than the agent, the manifestations of the principal to the agent determine whether the authority terminates at once or when the agent has notice of it.

s 117. . Termination by MUTUAL CONSENT

The authority of an agent terminates in accordance with the terms of an agreement between the principal and agent so to terminate it.

s 118. . Termination by REVOCATION OR RENUNCIATION

Authority terminates if the principal or the agent manifests to the other dissent to its continuance.

s 119. . MANNER OF REVOCATION OR RENUNCIATION

Authority created in any manner terminates when either party in any manner manifests to the other dissent to its continuance or, unless otherwise agreed, when the other has notice of dissent.

s 124A. EFFECT OF TERMINATION OF AUTHORITY UPON APPARENT AUTHORITY AND OTHER POWERS

The termination of authority does not thereby terminate apparent authority. All other powers of the agent resulting from the relation terminate except powers necessary for the protection of his interests or of those of the principal.

s 125. . Termination of apparent authority BY NOTICE OF TERMINATION OF AUTHORITY, OR OF PRINCIPAL'S CONSENT, OR OF A BASIC ERROR

Apparent authority, not otherwise terminated, terminates when the third person has notice of:

the termination of the agent's authority;

a manifestation by the principal that he no longer consents; or

facts, the failure to reveal which, were the transaction with the principal in person, would be ground for rescission by the principal.

Liability Based upon Agency Principles� XE "Liability Based upon Agency Principles" �

s 140. LIABILITY BASED UPON AGENCY PRINCIPLES

The liability of the principal to a third person upon a transaction conducted by an agent, or the transfer of his interests by an agent, may be based upon the fact that:

the agent was authorized;

the agent was apparently authorized; or

the agent had a power arising from the agency relation and not dependent upon authority or apparent authority.

s 141. LIABILITY BASED ON OTHER THAN AGENCY PRINCIPLES

A principal, although not subject to liability because of principles of agency, may be liable to a third person on account of a transaction with an agent, because of the principles of estoppel, restitution or negotiability.

s 143. EFFECT OF RATIFICATION

Upon ratification with knowledge of the material facts, the principal becomes responsible for contracts and conveyances made for him by one purporting to act on his account as if the transaction had been authorized, if there has been no supervening loss of capacity by the principal or change in the law which would render illegal the authorization or performance of such a transaction.

Liability of Disclosed or Partially Disclosed Principals� XE "Liability of Disclosed or Partially Disclosed Principals" �

s 144. GENERAL RULE

A disclosed or partially disclosed principal is subject to liability upon contracts made by an agent acting within his authority if made in proper form and with the understanding that the principal is a party.

s 159. APPARENT AUTHORITY

A disclosed or partially disclosed principal is subject to liability upon contracts made by an agent acting within his apparent authority if made in proper form and with the understanding that the apparent principal is a party. The rules as to the liability of a principal for authorized acts, are applicable to unauthorized acts which are apparently authorized.

s 160. VIOLATION OF SECRET INSTRUCTIONS

A disclosed or partially disclosed principal authorizing an agent to make a contract, but imposing upon him limitations as to incidental terms intended not to be revealed, is subject to liability upon a contract made in violation of such limitations with a third person who has no notice of them.

s 161. UNAUTHORIZED ACTS OF GENERAL AGENT

A general agent for a disclosed or partially disclosed principal subjects his principal to liability for acts done on his account which usually accompany or are incidental to transactions which the agent is authorized to conduct if, although they are forbidden by the principal, the other party reasonably believes that the agent is authorized to do them and has no notice that he is not so authorized.

s 165. AGENT ACTS FOR IMPROPER PURPOSE

A disclosed or partially disclosed principal is subject to liability upon a contract purported to be made on his account by an agent authorized to make it for the principal's benefit, although the agent acts for his own or other improper purposes, unless the other party has notice that the agent is not acting for the principal's benefit.

s 166. PERSONS HAVING NOTICE OF LIMITATIONS OF AGENT'S AUTHORITY

A person with notice of a limitation of an agent's authority cannot subject the principal to liability upon a transaction with the agent if he should know that the agent is acting improperly.

s 168. POWER OF AGENT AS TO STATEMENTS OF HIS AUTHORITY

A disclosed or partially disclosed principal is not thereby subject to liability because of untrue representations by an agent as to the existence or extent of his authority or the facts upon which it depends.

Liability of Undisclosed Principals� XE "Liability of Undisclosed Principals" �

s 186. GENERAL RULE

An undisclosed principal is bound by contracts and conveyances made on his account by an agent acting within his authority, except that the principal is not bound by a contract which is under seal or which is negotiable, or upon a contract which excludes him.

s 194. ACTS OF GENERAL AGENTS

A general agent for an undisclosed principal authorized to conduct transactions subjects his principal to liability for acts done on his account, if usual or necessary in such transactions, although forbidden by the principal to do them.

s 195. ACTS OF MANAGER APPEARING TO BE OWNER

An undisclosed principal who entrusts an agent with the management of his business is subject to liability to third persons with whom the agent enters into transactions usual in such businesses and on the principal's account, although contrary to the directions of the principal.

Liability of Principal to Third Persons for TORTS� XE "Liability of Principal to Third Persons for TORTS" �

s 212. PRINCIPAL INTENDS CONDUCT OR CONSEQUENCES

A person is subject to liability for the consequences of another's conduct which results from his directions as he would be for his own personal conduct if, with knowledge of the conditions, he intends the conduct, or if he intends its consequences, unless the one directing or the one acting has a privilege or immunity not available to the other.

s 213. PRINCIPAL NEGLIGENT OR RECKLESS

A person conducting an activity through servants or other agents is subject to liability for harm resulting from his conduct if he is negligent or reckless:

in giving improper or ambiguous orders of in failing to make proper regulations; or

in the employment of improper persons or instrumentalities in work involving risk of harm to others:

in the supervision of the activity; or

in permitting, or failing to prevent, negligent or other tortious conduct by persons, whether or not his servants or agents, upon premises or with instrumentalities under his control.

s 215. CONDUCT AUTHORIZED BUT UNINTENDED BY PRINCIPAL

A master or other principal who unintentionally authorizes conduct of a servant or other agent which constitutes a tort to a third person is subject to liability to such person.

s 216. UNAUTHORIZED TORTIOUS CONDUCT

A master or other principal may be liable to another whose interests have been invaded by the tortious conduct of a servant or other agent, although the principal does not personally violate a duty to such other or authorize the conduct of the agent causing the invasion.

s 219. WHEN MASTER IS LIABLE FOR TORTS OF HIS SERVANTS

A master is subject to liability for the torts of his servants committed while acting in the scope of their employment.

A master is not subject to liability for the torts of his servants acting outside the scope of their employment, unless:

the master intended the conduct or the consequences, or

the master was negligent or reckless, or

the conduct violated a non�delegable duty of the master, or

the servant purported to act or to speak on behalf of the principal and there was reliance upon apparent authority, or he was aided in accomplishing the tort by the existence of the agency relation.

s 220.  Definition of Servant� XE "SERVANT, DEFINITION OF" �

A servant is a person employed to perform services in the affairs of another and who with respect to the physical conduct in the performance of the services is subject to the other's control or right to control.

In determining whether one acting for another is a servant or an independent contractor, the following matters of fact, among others, are considered:

the extent of control which, by the agreement, the master may exercise over the details of the work;

whether or not the one employed is engaged in a distinct occupation or business;

the kind of occupation, with reference to whether, in the locality, the work is usually done under the direction of the employer or by a specialist without supervision;

the skill required in the particular occupation;

whether the employer or the workman supplies the instrumentalities, tools, and the place of work for the person doing the work;

the length of time for which the person is employed;

the method of payment, whether by the time or by the job;

whether or not the work is a part of the regular business of the employer;

whether or not the parties believe they are creating the relation of master and servant; and

whether the principal is or is not in business.

s 222. SERVANTS OF AGENT OF UNDISCLOSED PRINCIPAL

An undisclosed principal is subject to liability to third persons for conduct within the scope of employment of servants and of subservants employed for him by a servant or other agent empowered to employ them.

s 228. GENERAL STATEMENT

Conduct of a servant is within the scope of employment if, but only if:

it is of the kind he is employed to perform;

it occurs substantially within the authorized time and space limits;

it is actuated, at least in part, by a purpose to serve the master, and

if force is intentionally used by the servant against another, the use of force is not unexpectable by the master.

Conduct of a servant is not within the scope of employment if it is different in kind from that authorized, far beyond the authorized time or space limits, or too little actuated by a purpose to serve the master.

s 230. FORBIDDEN ACTS

An act, although forbidden, or done in a forbidden manner, may be within the scope of employment.

s 231. CRIMINAL OR TORTIOUS ACTS

An act may be within the scope of employment although consciously criminal or tortious.

s 232. FAILURE TO ACT

The failure of a servant to act may be conduct within the scope of employment.

s 250. NON�LIABILITY FOR PHYSICAL HARM BY NON�SERVANT AGENTS

A principal is not liable for physical harm caused by the negligent physical conduct of a non�servant agent during the performance of the principal's business, if he neither intended nor authorized the result nor the manner of performance, unless he was under a duty to have the act performed with due care.

Liability of Third Party to Principal� XE "Liability of Third Party to Principal" �

s 292. GENERAL RULE regarding Disclosed or Partially Disclosed Principal

The other party to a contract made by an agent for a disclosed or partially disclosed principal, acting within his authority, apparent authority or other agency power, is liable to the principal as if he had contracted directly with the principal, unless the principal is excluded as a party by the form or terms of the contract.

s 302. GENERAL RULE regarding Undisclosed Principal

A person who makes a contract with an agent of an undisclosed principal, intended by the agent to be on account of his principal and within the power of such agent to bind his principal, is liable to the principal as if the principal himself had made the contract with him, unless he is excluded by the form or terms of the contract, unless his existence is fraudulently concealed or unless there is set�off or a similar defense against the agent.

s 304. AGENT MISREPRESENTS EXISTENCE OF PRINCIPAL

A person with whom an agent contracts on account of an undisclosed principal can rescind the contract if he was induced to enter into it by a representation that the agent was not acting for a principal and if, as the agent or principal had notice, he would not have dealt with the principal.

Liability of Agent to Third Person� XE "Liability of Agent to Third Person" �

s 320. PRINCIPAL DISCLOSED

Unless otherwise agreed, a person making or purporting to make a contract with another as agent for a disclosed principal does not become a party to the contract.

s 321. PRINCIPAL PARTIALLY DISCLOSED

Unless otherwise agreed, a person purporting to make a contract with another for a partially disclosed principal is a party to the contract.

s 322. PRINCIPAL UNDISCLOSED

An agent purporting to act upon his own account, but in fact making a contract on account of an undisclosed principal, is a party to the contract.

s 326. PRINCIPAL KNOWN TO BE NON EXISTENT OR INCOMPETENT

Unless otherwise agreed, a person who, in dealing with another, purports to act as agent for a principal whom both know to be nonexistent or wholly incompetent, becomes a party to such a contract.

s 329. AGENT WHO WARRANTS AUTHORITY

A person who purports to make a contract, conveyance or representation on behalf of another who has full capacity but whom he has no power to bind, thereby becomes subject to liability to the other party thereto upon an implied warranty of authority, unless he has manifested that he does not make such warranty or the other party knows that the agent is not so authorized.

s 330. LIABILITY FOR MISREPRESENTATION OF AUTHORITY

A person who tortiously misrepresents to another that he has authority to make a contract, conveyance, or representation on behalf of a principal whom he has no power to bind, is subject to liability to the other in an action of tort for loss caused by reliance upon such misrepresentation.

s 331. AGENT MAKING NO WARRANTY OR REPRESENTATION OF AUTHORITY

A person who purports to make a contract, conveyance or representation on behalf of a principal whom he has no power to bind thereby is not subject to liability to the other party thereto if he sufficiently manifests that he does not warrant his authority and makes no tortious misrepresentation.

s 343. GENERAL RULE [With respect to TORTS]

An agent who does an act otherwise a tort is not relieved from liability by the fact that he acted at the command of the principal or on account of the principal, except where he is exercising a privilege of the principal, or a privilege held by him for the protection of the principal's interests, or where the principal owes no duty or less than the normal duty of care to the person harmed.

ss 376-528 Duties of Agent and Principal

Principal - the duties of a principal include performance of K obligations, good conduct, non-interference, and cooperation

Agent - the duties of an agent include care, skill, obedience, good conduct, loyalty, candor, good faith, and the preservation of confidentiality

For a gratuitous agent, standard for liability is gross negligence

For a paid agent, the standard for liability is simple negligence - the community standard.

Loyalty - Agent has duty to act solely for the benefit of the principal in all matters connected w/ the agency

�Analytic Framework

Fiduciary duty� XE "Fiduciary duty" � - 

a duty imposed upon a party (as a result of his own undertaking) to act primarily for another's benefit in matters connected with such undertaking, subordinating that persons interests to that of the other.  

nature of duty analogous to a trust, position of trustee,

characterized by faith, special confidence, scrupulous good faith, and candor

Agency - 

Is there real or ostensible agency?

What is the scope?

What are the principal's interests?

Are Agent's acts w/in scope of agency?

What are the reasonable perceptions of 3rd parties?

Tax Treatment of Associations - The Kintner Test - see § � REF _Ref362010033 \n �2.4.1.3�

Statutory interpretation� XE "Statutory interpretation


" �

unjust or unreasonable result� XE "unjust or unreasonable result" � - In specific circumstances, statutory language may appear to require an unjust or unreasonable result.  Where this occurs, the statute must be viewed as an obstacle to be overcome, rather than a rule to be followed.

Policy Regarding Professional Services:  Because of the special relationship involved in provision of medical and legal services, and other such fields, all statutes must be interpreted in light of protection of the public.  Specifically, the debts and obligations of the professional association arising from errors, omissions, negligence incompetence, or malfeasance committed during the provision of services will generally always make the individual practitioner liable, and may well, by policy, extend the liability to associates.

Type of Association / Relevant Body of Law

Sole Proprietor, Partnership, Corporation?

Close / Public?  see  outline § � REF _Ref362509892 \n �1.6�

Partnerships

Does partnership exist (even inadvertent)?

Scope of p-ship - joint venture, at will, partnership for a term

Scope of partner's action - ultra vires, etc.

Distinguish partners' duty to 3rds and to other partners

Is there an express agreement, and are the terms consistent w/ statute?

INTERESTS  in the CORPORATION  - layers:

shareholders

board of directors 

officers

3rd parties

vendors

customers

general public interest

communities

governmental interests

employees

Causes of Action� XE "Causes of Action" �:

Direct shareholder suit� XE "shareholders: Direct shareholder suit" �� XE "Direct shareholder suit" �� XE "C/A: Direct shareholder suit" �:  

when some shareholders are disparately impacted, can sue in own interest

can at times be both derivative and direct

Derivative suit� XE "C/A: Derivative suit" �� XE "shareholders: Derivative suit" �� XE "Derivative suit" �:

where all shareholders are impacted equally, the suit is derivative in the corporate interest - [corporation can be both a ( and a ( at times].

can at times be both derivative and direct
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