AGENCY
A.  Introduction:


1.  Sole Proprietorship:  Business organization owned by a single individual



a.  Not cast in a special form of organization



b.  No separate identity from owner (can’t separate assets, ect.)



c.  Doesn’t act only personally – has employment relationships; agents


2.  Agency:  



a.  Person who by mutual assent acts on behalf of another and subject to the other’s control


b.  Agency law governs:




1.  Relationship between agents and principals




2.  Relationship between agents and 3rd persons w/ whom agent deals/purports to deal





on a principal’s behalf




3.  Relationship between principals and 3rd persons when an agent deals/purports to deal,





w/ a 3rd person on the principal’s behalf



c.  Does not depend on the intent of the parties to create it – doesn’t matter if they think they




have one or not ******LOOK AT THEIR ACTIONS****** 



d.  Nomenclature:




1.  CA Code:  Agent (§2295):  One who represents principal in dealing w/ 3rd persons




2.  RS §1.01:  …fiduciary relationship that arises when one person manifests consent to





another person that the agent shall act on the principal’s behalf and subject to





the principal’s control, and the agent consents so to act





a.  Broadly defined – employer-employee relationship is just a subspecies



e.  Issues:




1.  “Subject to the control of another”:





a.  To whom an end is delegated but who then is using his/her own judgment, skill,






discretion = independent contractor (not an agent)





b.  Agency relation implies right to set boundaries of what agent can do





c.  The more discretion in the agent, the more potential for efficiency but also






for creating relationships the principal didn’t want




2.  Authority issues vs. representational issues

B.  AUTHORITY:


1.  Classifications:



a.  2 types of agents:




1.  General agent: agent authorized to conduct series of transactions involving continuity





of service




2.  Special agent:  agent authorized to conduct only single transaction, or only a specified





series of transactions



b.  3 classes of principals:




1.  Disclosed: at time of transaction (agent-3rd person), 3rd person knows agent is acting





on behalf of (P) and knows (P)’s identity




2.  Partially disclosed: At time of transaction 3rd person knows agent acting on behalf of





(P) but doesn’t know (P)’s identity




3.  Undisclosed:  Agent purports to be acting on own behalf





a.  (P) still liable for agent ‘s activities b/c set the transaction in motion and stood






to gain from it – doesn’t matter that 3rd person doesn’t know






1.  Usually b/c of wealth or need – don’t want 3rd person to know identity







a.  Morris Oil Co. v. Rainbow Trucking  (FACTS:  Rainbow K w/ 








Dawn to use Dawn’s certificate to operate trucking enterprise;








Dawn rt. to full + complete control over operations of Rainbow;








Dawn received charges for transportation + $$ clerical fee +








% of gross receipts;  Rainbow responsible for payment of 








expenses; all billing made under Dawn’s name; agreement said








Rainbow not agent of dawn and couldn’t create debt/liability








for Dawn; Morris worked w/ Rainbow; Rainbow went under,








owed Morris $$)








1.  Undisclosed agency – Undisclosed (P) liable to 3rd parties









w/ whom (A) K’s w/ in normal course of business,









even if K is contrary to express directions of (P)








2.  Court says actual authority









a.  Contradictory (p.4 ¶4) – denies agency then grants it








3.  From ¶4:  apparent authority (reasonable to believe…) +









undisclosed principle (apparent authority of…) +









ratification of an unauthorized act


2.  Liability of Principal to Third Person:  Layers of Authority


a.  Actual authority:




1.  (P)’s words/conduct lead reasonable person in (A)’s position to believe (P) had





authorized him to act





a.  May be express or implied





1.  Implied:  X has Y’s car; fills gas tank and says Y will pay → Y would







have given authority  - What the (P) would have expect (A) to do






a.  Incidental authority (implied)  authority to do incidental acts that are

reasonably necessary to accomplish an actually authorized transaction or that usually accompanies it



b.  Apparent authority:  




1.  Words or conduct of (P) would lead reasonable person in 3rd person’s position to believe





the (P) had authorized the (A) to act



*****Litigation usually arises in this context********





a.  Power of Position:  Created by appointing person to a position which carries w/






it generally recognized duties; to those who know of the appointment there






is apparent authority to do the things ordinarily entrusted to one occupying






such a position





b.  In CA – called “ostensible authority”  (§2300: (P) intentionally or by want of






ordinary care causes 3rd person to believe another to be his (A)  -- no






“reasonable” standard – but doesn’t affect outcome)






1.  Not that (P) doesn’t want to reveal scope of authority – he just doesn’t want







to be bothered by recurring inquiries – too nonefficient





2.  Generates wider scope of appearance of authority




2.  Apparent authority in the absence of actual:





a.  Agent has no authority but 3rd person reasonably believes he does






1.  Agent:  what did he do?







a.  Unreasonable belief by the (A) in the authority = (A) liable








to the (P)







b.  Consciously usurped the authority (willful) = if acting against








best interest of (P) may be liable to (P) – have to give








(P) some $ benefit




3.  Appearance of authority:  (RS §27):  (P) by written/spoken words/any other conduct which,





reasonably interpreted, causes 3rd person to believe (P) consents to have the act





done on his behalf by the person purporting to be his (A)



c.  Agency by Estoppel:




1.  Person who is not otherwise liable but is liable to persons who have changed their positions





b/c of their belief that the transaction was entered into by/for him if:  (1) he intentionally/





carelessly caused such belief OR (2) knowing such belief, did not take reasonable 





steps to notify them of the facts





a.  RS 3rd §2.06:  Estoppel of Undisclosed Principal:






1.  Suit against (A) – (A)’s claim that it wasn’t authorized is irrelevant 







a.  Issue of limitation of authority doesn’t arise







b.  Anything (A) says, despite scope of authority, he’s stuck with






2.  If (P) says way beyond scope + belief unreasonable – sue only (A)






3.  (P) can claim lack of apparent authority – if 3rd party unreasonable in







relying in the imagined context of an agency



d.  Inherent authority:




1.  (RS §161):  Disclosed/partially disclosed (P) liable for act done on his behalf by a general





(A), even if (P) had forbidden (A) to do the act if:  (1).  act usually accompanies/is





incidental to transactions the (A) is authorized to conduct, and (2) 3rd person





reasonably believes (A) authorized to do the act





a. Special form of actual authority →→authority to taken action that a person in 






(P)’s position reasonably should have foreseen the (A) would likely take






1.  Under RS provisions, not limited to only general agents





b.  Dispute over whether it’s form of actual authority or a non-manifestation of






apparent authority




2.  Arose from roles and business structure – getting away from need of direct communication





a.  If (P) selects (A) to act for him w/ some discretion, he has by that fact vouched to






some extent





b.  No manifestations required – comes out of relationship




3.  Is inherent agency a way to trump an effort to deny actual/apparent authority?



e.  Ratifications:




1.  (P) bound to 3rd person if (A) purported to act on (P)’s behalf, and (P) w/ knowledge of





material facts either (1) affirms (A)’s conduct by manifesting intention to treat 





(A)’s conduct as authorized, or (2) engages in conduct that is justifiable only if





he has such an intention





a.  Express ratification:  manifesting intention to treat (A)’s conduct as authorized





b.  Implied ratification:  engaging in conduct justifiable only if (P) intends…




2.  Ratification doesn’t need to be communicated to 3rd person – but must be objectively





manifested




3.  To be effective, must occur before either:





a.  3rd person has withdrawn





b.  Agreement has otherwise terminated





c.  Situation has so materially changed that it would be inequitable to bind the 3rd





person, and the 3rd person elects not to be bound



f.  Acquiescence:




1.  If (A) performs series of acts of a similar nature, failure of (P) to object to them is indication





he consents to the performance of similar acts in the future under similar conditions



g.  Termination of agent’s authority:




1.  (P) has power to terminate (A)’s authority at any time, even if violates K between (P)





and (A) and (A)’s authority was reasonable  (b/c K’s relating to personal services





will not be specifically enforced)


3.  Liability of Third Person to Principal:



a.  If (A) and 43rd person enter into K under which (A)’s (P) is liable to 3rd person, then 3rd person




is liable to (P)




1.  Exception:  3rd person not liable to undisclosed (P) if (A) or (P) knew 3rd person would





not have dealt w/ the (P) if she had known the (P)’s identity


4.  Liability of Agent to Third Person:



a.  Where the principal is bound:




1.  If (A) has actual, apparent, or inherent authority, (A)’s liability to 3rd person depends on 





whether (P) disclosed, partially disclosed, or undisclosed





a.  Undisclosed (P):






1.  General rule:  (A) bound even though (P) bound too






2.  Majority Rule:  If 3rd person, after learning undisclosed (P)’s identity,







obtains judgment against (P), (A) discharged from liability even if







judgment not satisfied  (and vice versa)






3.  Minority Rule:  Only discharged by satisfaction of the judgment (a sounder







rule)





b.  Partially disclosed (P):






1.  General Rule:  (A) and (P) bound





c.  Disclosed (P):






1.  General Rule:  (A) not bound



b.  Where the principal is not bound:




1.  If (P) not bound by (A)’s act b/c  (A) had no actual, apparent, or inherent authority:





a.  General Rule:  (A) liable to 3rd person (based on implied warranty of authority






theory)





b.  RS §329 (damages):  3rd person can recover not only for harm caused to him by






fact (A) was unauthorized but also amount he would have benefited if authority






existed


5.  Liability of Agent to Principal:



a.  If (A) takes action w/ no actual authority to perform, but (P) nevertheless bound b/c (A) had




apparent authority, (A) liable to (P) for any resulting damages  (RS 2nd §383, cmt. e)


6.  Liability of Principal to Agent:



a.  If (A) acted w/in actual authority, (P) under duty to indemnify (A) for payments authorized or made




necessary in executing (P)’s affairs.

C.  LOYALTY:


1.   ISSUES:



a.  (A) willfully/negligently accepts inconsistent obligations from (P)’s




1.  Knowledge questions




2.  First in time, first in right




3.  Structure already set forth



b.  (A) on his own profits on the side from fact of relationship




1.  (A), theoretically, can’t profit




2.  Time:  In what sense does the (P) have a right to claim any profit/benefit on





the (P)’s time (i.e. a good idea)





a.  RS says only owe (P) cost of time spent


2.  DUTY:



a.  Not to profit




1.  Reading v. Attorney-General (Reading a sergeant in Royal Army Medical Corps during





WWII; man asked Reading to assist in selling cases of whisky and brandy b/c if





in uniform he wouldn’t get inspected; got paid around 20,000 pounds)  HELD:





violation of duty of loyalty





a.  Unjustly enriched himself by virtue of his service w/out his master’s sanction





b.  “Any official position, whether marked by a uniform or not, which enables the 






holder to earn $ by its use gives his master a right to receive the $ so earned






even though it was earned by a criminal act.”



b.  Not to uphold inconsistent principals



c.  RUPA §103:  

1.  Partnership agreement may identify specific types or categories of activities that





do not violate the duty of loyalty, if not manifestly unreasonable






OR




2.  All partners or number/% specified in partnership agreement (PA) may authorize or





ratify, after full disclosure of all material fact, a specific act or transaction that





otherwise would violate the duty of loyalty




3.  BUT – PA may not eliminate the duty of loyalty

PARTNERSHIP

A.  Why the new forms developed:


1.  General Partnership:  residual form into which other transactions collapse when they are flawed



a.  Default Form – used to be planned




1.  Can be inadvertent





a.  Martin v. Peyton  (FACTS:  K.N. & K. in financial difficulties; Peyton obtained large






loan; agreement between Peyton, Perkins, and Freeman to loan K.N. & K. $; in






compensation they would get 40% of profits of firm until return made;)






HELD =   no partnership  (court probably wrong)






1.  Statements that no partnership is intended are not conclusive






2.  If as a whole a K contemplates an association of 2 or more persons to







carry on as co-owners a business for profit a partnership is formed






3.  2 Issues:







a.  Shared in net profits of business (characterized as loan








repayment)







b.  Peytons could veto speculative business – Martin tried to show








management rights (court said just protecting loans)

b.  Lupien v. Malsbenden  (Lupien entered written agreement w/ Cragin (doing business 

as York Motor Mart) for construction of a Bradley automobile; Lupien made deposit + payment; purchase order and bill of sale, signed by Cragin, identified






seller as York Motor Mart; when Lupien visited Motor Mart usually dealt w/






Malsbenden b/c Cragin never there; Malsbenden purchased Bradley kits w/






personal checks and also some equipment for Motor Mart;  claimed only 






interest was as a banker)






HELD:  Malsbenden and Cragin were partners 






1. “Co-owners”: doesn’t mean joint title to all assets --  “the right to







participate in control of the business is the essence of coownership”




2.  Consequence:





a.  Usual agency relationship





b.  No separability of personal assets and partnership assets → wholly liable for all





c.  Mutual trust and confidence:






1.  Change of personnel mandated dissolution of partnership


2.  Limited Partnership  (active – passive (those w/$) joining)



a.  Limited partners must stay limited – no usurping control



b.  Tax motivation for investment as partners  (For a while LP ran at a nominal loss in terms of tax)




(Pass-Through Taxation)




1.  Shelter otherwise taxable income w/ investment in LP





a.  Can’t look like a corporation (no more than 2 of 4 factors)






1.  Limited liability






2.  Centralized management






3.  Continuity of life






4.  Transferability of interests



c.  Continuity of life an essential element



d.  Centralized management and transferability of interests – necessary attributes to look for


3.  Limited Liability Corporations:



a.  Corporate vehicle that could have pass-through taxation  (from fed. level)



b.  More flexible (different classes of stock; board of directors)


4.  Limited Liability Partnerships:



a.  Each GP can limit personal liability to personal behavior (only available to general partnership)




1.  Insulate from cross-over liability




2.  Changes in professional responsibility structure allowed for more internal walls  (so as





not to jeopardize assets of other GP’s)


5.  Limited Liability Limited Partnership:



a.  Provide GP of limited partnership ability to limit liability to own acts
A.  Partnership Formation:


1.  3 Groups in Dispute:



a.  Financial Sector:  Creditors remedies not waivable except in non-secured transactions (b/c




unsecured creditors have no interest groups)



b.  Agents (REITS, etc.):  Pressure resulted in type of statute in RUPA – financial institutions




neutral on loyalty issue



c.  Investors (individuals, etc.):  Not powerful in investment structures


2.  RUPA §103:  Effect of Partnership Agreement:  (PA trumps RUPA)



a.  PA can’t eliminate duty of loyalty [§404(b)] and care




1.  Duty of loyalty restricted to:





a.  Account to partnership any property, profit, or benefit…





b.  Refrain from dealing w/ partnership on behalf of a party having an interest






adverse to the partnership





c.  Refrain from competition




2.  PA may: [103(3)]





a.  Identify categories of activities that do not violate duty of loyalty if not






manifestly unreasonable






1.  To permit repeat players in organizing partnerships to, if he finds a good







deal, to bring it to the partnership OR one of the others







a.  Real Estate example:  A has option – trying to get other investors








--  want right to sell as a principle (though it’s adverse)






2.  Specify in PA a number of % who can authorize/ratify, after full disclosure







of all material facts, a specific act or transaction that otherwise would







violate duty of loyalty





*** Courts don’t like enforcing agreements broadly “waiving” in advance a partner’s






fiduciary duty of loyalty


3.  When is there a Partnership?:



a.  Definitions:




1.  Association of 2 or more persons to carry on as co-owners a business for purposes of





profit (RUPA §202)




2.  Rules (UPA §§6, 7) to determine if there is one:





a.  Will:  Must intend to do thing law makes a partnership





b.  Property holding together doesn’t automatically = partnership





c.  Receipt of share of profits is prima facie evidence he’s a partner, unless






received in payment:






1.  As a debt by installments or otherwise






2.  As wages of an employee or rent to a landlord






3.  As an annuity to a widow or representative of a deceased partner






4.  As interest on a loan, though the amount of payment vary w/ the 







profits of the business






5.  As consideration for sale of a good-will of a business or other property 







by installments or otherwise





d.  If a partner – have right to participate in management (plays as a definitional






sign)






1.  Veto power  




3.  RUPA §202 Rules:





a.  Joint tenancy, tenancy in common, joint property, common property, or part 






ownership don’t alone establish partnership, even if co-owners share profits





b.  Sharing of gross returns doesn’t alone establish partnership, even if joint interest






in property





c.  Person who receives share of profits of a business presumed to be a partner unless






payment for:






1.  Debt by installments or otherwise






2.  For services as an independent contractor or of wages or other compensation







to an employee






3.  Of Rent






4.  Of an annuity or other retirement or health benefit to a beneficiary,







representative, or designee of a deceased or retired partner






5.  Of interest or other charge on a loan, even if amount of payment varies w/







profits of business, including direct/indirect present/future ownership







of the collateral, or rights to income, proceeds, or increase in value







derived from the collateral






6.  For the sale of the goodwill of a business or other property by installments







or otherwise





d.  Involves power of ultimate control



b.  Formalities:




1.  General partnerships can be organized w/ no formalities and no filing



c.  Four-Element Test (where no express partnership agreement):




1.  TEST:

a.  Agreement to share profits


1.  Self-characterization as interest would permit a court to reverse a finding of


 
partnership





b.  Agreement to share losses





c.  Mutual right of control or management of the business





d.  Community of interest in the venture




2.  Unclear if these are requisites are merely evidence

B.  Legal Nature of a Partnership:


1.  Entity or Aggregate Status:



a.  Predominant view under CL:  Not an entity – merely an aggregate of its members



b.  UPA:  Aggregate in principal




1.  In practice, deals w/ many issues as an entity (works better)



c.  RUPA:  Entity




1.  Simplifies partnership rules (such as holding property and litigation)

C.  Operation of Partnerships:


1.  Management:



RUPA §401(f):  Each partner has equal rights in management and conduct of business



****Old law dilemma:  sharing of profits mimicked share of management despite % of




contribution  →→ Losses tracked sharing of profits under default  (so w/ not




partnership agreement, equal management, profits, and losses)



a.  Voting:  




1.  UPA §18(h):  Any difference arising as to any difference arising re: ordinary matters





connected w/ the partnership business may be decided by a majority of the 





partners, “subject to any agreement between them”





a.  Agreement may be implied by course of conduct




2.  RUPA §410(j):  Difference re: ordinary course of business may be decided by





majority of partners; act outside ordinary course of business and an amendment





to PA only w/ consent of all partners





a.  PA:  includes any agreement among the partners concerning either the






affairs of the partnership or the conduct of its business; agreement






may be inferred from conduct  (RUPA §105(5))






1.  Extraordinary:  includes changing form of the business entity and 







substantially altering the rights of the parties





b.  Sommers v. Dooley  (partner hired another employee against wishes of






other partner; had to pay $$ from own pocket; wanted to get costs)






1.  No hiring extra employee w/out consent (other courts have said







you can)






2.  ISSUE:  ordinary acts vs. acts in contravention of PA






3.  PROB:  Conduct is agreement – court can look at past conduct as







an agreement that varies the default rule



b.  Participation:




1.  Absent contrary agreement, every partner must be consulted in partnership





decisions





a.  Doesn’t matter if the majority can override the minority – still must consult





b.  Consultation is not the same as participation (having a consequence)





c.  Nondisclosure to partners may be independent grounds for objection





d.  Consultation can be reduced or eliminated in the agreement



c.  Conflict of Laws:  Determines which state’s law governs




1.  General Rule:  law of state where file organizational documents governs – but





don’t have to file organizational documents for general partnership





a.  RUPA §106:  GP’s internal affairs governed by law of state in which 






partnership has its chief executive office





b.  If a CA general partnership – can choose another foreign governing law


2.  Indemnification and Contribution:



a.  Partners individually liable to partnership creditors for partnership obligations



b.    Indemnification:




1.  The obligation to indemnify a partner (partnership liability)





a.  If acted w/in authority and expended personal $ -- have right to be indemnified






by partnership






1.  RUPA §401:







a.  Partnership shall reimburse partner for payments made and indemnify








partner for liabilities incurred in ordinary course of business or








for preservation of its business or property







e.  Payment/advance by partner which gives rise to partnership obligation








to indemnify constitutes a loan to the partnership which accrues








interest from date of payment/advance



c.  Contribution:  




1.  Obligation to make contribution (liability of a partner)





a.  May be required for paying off partnership creditors and equalizing capital






losses






1.  RUPA §306 (Partnership Liability)







a.  Joint and several liability for obligations of the partnership








unless otherwise agreed; judgment creditor must exhaust








partnership’s assets before enforcing judgment against








separate assets of a partner







b.  Innocent partner not personally liable for specified partnership








obligations, directly or indirectly, by way of contribution








or otherwise


3.  Profit Loss/Sharing:



a.  Default rules tie management to profit loss/sharing




1.  Has no bearing on 3rd party rights of holding any partner liable




2.  Judicial variations on theme of auto. loss/profit sharing:





a.  CA Sup. Ct.:  If one gives $, the other services, can’t expect service partner to pay






$ so capital partner bears whole loss of $, service partner bears whole loss






of services (Kobacic v. Reed)




3.  If K provisions vary management rights – law assumes you can quantify it to determine profit 





loss/sharing





a.  Default rule tracking management doesn’t work unless rights very obvious




4.  Has external consequences





a.  Creditors remedies:  may be able to force contributions



**** see p. 43-46

D.  AUTHORITY OF A PARTNER:


1.  Apparent Authority of Partners:



a.  Partners limited only by nature of partnership itself 




1.  Burns v. Gonzalez:  act of partner binds firm if such act is for purpose of ‘apparently





carrying on’ the business of the partnership in the way in which other firms





engaged in the same business in the locality usually transact business



b.  UPA § 9(1):  Third person’s actual knowledge or knowledge of such other facts as in the 




circumstances shows bad faith (implied/inquiry notice) of restriction on partner’s 




authority →prevents partnership liability from arising



c.  RUPA §301:  Makes clear what the UPA did not:  partner’s apparent authority includes acts:




1. Carrying on by the partnership business





AND




2.  Business of the kind carried on by the partnership





a.  Inquiry not enough – must have actual knowledge or receipt of notification of






partner’s lack of authority



d.  RUPA §303:  Partnership can file “Statement of Partnership Authority”




1.  Grant of authority in Statement normally conclusive in favor of 3rd persons, even if no





actual knowledge of the Statement, unless they have actual knowledge the partner





has no such authority




2.  Limitation on partner’s authority in Statement, other than limitation on authority to transfer





real property, not effective unless 3rd party knows or Statement delivered to him.

E.  Liability For Partnership Obligations:


1.  ISSUE:  Can you sue partners before you’ve tried to sue partnership?



a.  Major change:  GP are guarantors of partnership obligations



b.  Only after unsatisfied as against partnership can you go against partners


2.  UPA §§ 9, 13, 14:  “The partnership” liable for defined acts of the partners



a.  UPA doesn’t authorize suit against the partnership b/c doesn’t recognize as an entity



b.  §15(a): Partners jointly and severally liable for wrongful acts and omissions of the partnership




(such as torts) and breach of trust)



c.  §15(b):  Partners jointly liable “for all other debts and obligations of the partnership” (must




join all obligors in same suit)


3.  RUPA §307:



a.  Partnership may both sue and be sued in own name



b.  Partners are jointly and severally liable for all obligations of the partnership (§306)



c.  Judgment against partner based on claim against partnership normally can’t be satisfied against




partner’s individual assets, unless and until judgment on same claim has been rendered




against partnership and judgment unsatisfied (§307)




1.  “Exhaustion rule”:  partnership assets must be exhausted before partner’s individual





assets can be reached (subject to certain exceptions, i.e. partnership bankruptcy)




2.  RUPA takes aggregate approach to a partner’s liability, but entity approach to 





collecting judgments

F.  Partnership Interests and Partnership Property


1.  Partnership may own real assets



a.  PROB:  B/c aggregate theory, could not actually own, but needed to protect from illegitimate




use by individual partners




1.  Most private law issues quashed by RUPA entity theory – but, public law issues (i.e.





theft, workers comp., etc.) still exist →→ private law may drive public law outcome –





look at policy considerations


2.  Right of management:



a.  Definitional point looks at management rights  (default rule of joint management – subject to variation)


3.  Interest in Partnership:


a.  Assignment:




1.  Partner cannot assign interest that would substitute transferee as partner in transferor’s





place b/c no person can become partner w/out consent of all partners





a.  Partner who assigns partnership interest remains a partner





b.  RUPA §601(4)(ii): Permits nonassigning partners to expel assignor from the






partnership  (UPA § 31(c) permits nonassigning partners to dissolve 






partnership as of right even if partnership not at will)






1.  Rapoport v. 55 Perry Co. (50-50 partnership; Rapoport assigned 10% to







children; Parnes defendants told of assignment and amended partner-






ship certificate filed adding children as partners; Parnes refused to 








execute amended partnership agreement – no admit new partners







w/out consent of all existing partners; suit for declaration of absolute







right to assign w/out consent + admit children as partners)







HELD:  consent necessary to admit kids as partners







a.  There’s a difference between assignees of partnership interest and








admission into partnership of new partners







b.  Subject to contrary agreement, need consent of all partners







c.  Assignee of interest in partnership not entitled to interfere in 








management or administration of the partnership business –








only entitled to receive profits assigning partner would get




2.  Assignability of interests:





a.  Partner chooses to assign interest in partnership:






1.  No requirement of consent (no default rule of prohibition)






2.  Restrictability of assignments – what do you consider?







a.  Assignee of partnership interest (rights):








1.  Info. on partnership affairs








2.  Right ot share in profits








3.  No right to demand a distribution of profits








4.  Must be seen as a creditor to have power to force 









dissolution (to have it liquidated and get share)





b.  Instead of assignment, may be creditor of individual partner






1.  Charging order against interest in partnership (not an assignment yet) →







foreclosure→creditor buys interest






2.  Denied right of forced dissolution (§801)


4.  Partnership Creditors:



a.  Partnership creditor (creditor who extended credit to partner as individual, rather than extending 




credit to partnership) is in position similar to assignee




1.  UPA §28:  If obtains judgment, can get charging order on partner’s partnership interest





a.  Right to be paid partnership distributions which debtor-partner would otherwise be






entitled





b.  Can foreclose on the interest and cause its sale





c.  Right to compel dissolution if:






1.  Term of partnership has expired







OR






2.  Partnership is at will





d.  Can put individual partner into bankruptcy, which will result in dissolution (§31(5))


5.  Priorities:



a.  UPA §40(h):  




1.  Partnership creditors have priority over separate creditors as to partnership assets






AND




2.  Separate creditors have priority over partnership creditors as to the individual assets of the





partners



b.  RUPA drops the “dual priorities” rule of the UPA

G.  Partner’s Duty of Loyalty

1.  RUPA



a.  §103:  Cannot waive duty of loyalty – but can provide in PA categories of activities, so long as




not manifestly unreasonable, that would not violate



b.  §403:  Partner’s right s and duties w/ respect to information



c.  §404:  Duty of loyalty limited to:




1.  Account for any property, profit, or benefit derived in conduct or winding up or from a 





use of partnership property




2.  Refrain from dealing as or on behalf of party having adverse interest




3.  Refrain from competing w/ partnership





a.  Meinhard v. Salmon  (Meinhard and Salmon in joint venture; salmon operated 






property; when lease almost up, Salmon approached about new lease for larger






block; Salmon didn’t tell Meinhard about it)  HELD:  For Meinhard – duty






of loyalty as joint venturers






1.  Deception (as to disclosure of intentions) – agent should not profit







a.  Deception element not the issue -  don’t’ need this element







b.  Disclosure/non does remain an important element b/c fear of








retroactive justification – so definition of opportunity








may not help






2.  Next deal clearly w/in expectations of Meinhard – unreasonable for Salmon







to believe free to go on







a.  Appropriation of partnership opportunity





b.  Birubaum v. Birubaum (D. charged wife’s salary to partnership)  HELD: for P

1.  Default rule:  No pay partners – is Victoria far enough from that relationship?

2.  Fiduciary owes duty of undivided and undiluted loyalty


a.  Requires avoidance of situations where personal interest possibly



conflicts w/ interest of those owed a duty






d.  ISSUE:  How far could we write out these loyalty issues as a default rule?




1.  Can draft around non-defeasible rule by specifying venture more clearly




2.  Drafting around non-competition is harder – deception issue comes in 



e.  Suits by a Partner against a Partnership:




1.  Suit for accounting  (UPA §22) Right to accounting :





a.  Partner wrongfully excluded from business





b.  Right is granted under the PA





c.  For appropriation of an unauthorized benefit in violation of §21





d.   Whenever other circumstances render it just and reasonable






1.  Cases involving such actions are rare




2.Court limit suits by partner against partnership to dissolution and accounting




3.  Exceptions:





a.  Accounting in equity  may not be necessary when breach of the PA, wrongful






dissolution, fraudulent breach of trust, or misappropriation of $ clearly






belonging to another partner is charged




4.  RUPA §305:  Drops phrase “not being partner in the partnership” = partner can sue





the partnership on a tort or other theory during the term of the partnership

H.  Dissolution:  By Rightful Election

1.  At-Will UPA Partnership:



a.  If not definite term in PA, partners at-will dissolution okay



b.  Absent written agreement, liquidation by sale is not defeasible




1.  Dreifuerst v. Dreifuerst:  





a.  No in-kind distribution unless PA says so






1.  Factors in allowing an in-kind distribution:







a.  No creditors who will be paid from the proceeds







b.  Showing that no one other than partners would be interested in








the assets






2.  Sale is best means of determining true fair market value of the assets





b.  Unless otherwise agreed, partners who have not wrongfully dissolved a partnership






have a right to wind up the partnership


2.  Distributions in Dissolution:



a.  Priority:




1.  1st to pay off creditors





a.  UPA §40(d): partners must contribute amount necessary to satisfy liablities




2.  2nd: pay off partners for obligations other than capital or profits (i.e. a loan partner made





to the partnership)




3.  3rd:  pay off partners in respect of capital




4.  4th: Pay off partners in respect of profits



b.  Partners not equal in what they contribute (one capital, one services)




1.  Losses so great partnership must be dissolved/liquidated:





a.  Return of capital problems:






1.  Should services partner get any $$ back?






2.  Since all partners equally liable, services partner must pay equal w/ 







capital partner







a.  Prob. w/ default rule:  can draft that capital partner forgoes








indemnification by services partner




2.  Default rule:  partner contributing only personal services ordinarily not entitled to any





share of partnership capital pursuant to dissolution





a.  Personal services may qualify as capital contributions where express/implied






agreement exists





b.  Court may distinguish service contribution on “day-to-day” basis vs. where






“the skill and labor of the partner are his contribution to the capital assets






of the partnership”  (Thompson v. Beth)





c.  Joint Ventures:  (Kovacik v. Reed):  Party who contributed not entitled to recover






any part from party who contributed only services



c.  Joint Ventures:  One-shot partnerships




1.  Isolated transactions characterized as joint ventures (vs. continuing enterprises)





a.  Generally fall under partnership law (see RUPA §202)






1.  Loyalty component diminished b/c one shot



d.  Other issues:




1.  Loyalty:





a.  If you trigger dissolution knowing you can seal the assets and go w/out the






others – creates loyalty issues






1.  Prentiss v. Sheffel:  (A, B 42% each, C 15%; A, B fall out w/ C; court







concluded partnership dissolved by parties’ actions, ordered sale; C







asked trail court to order A and B to refrain from bidding for assets)







HELD:  denied request







a.  No bad faith by partner; no wrongful or fraudulent conduct


2.  Partnership Breakup (UPA)



a.  OLD LAW:  Changes in personnel →→ partnership had to dissolve →→ creates conflicts between




post and pre event creditors




1.  Not a fault issue




2.  No default rule




3.  Could K for continuation of business of old partnership





a.  Buyout issues





b.  Must you pay cash for the interest?



b.  Phases:




1.  Dissolution:  change in the legal status of the partners and partnership




2.   Winding-up:  Economic event of liquidation




3.  Termination



c.  Consequences Among the Partners:




1.  Partnership normally must sell its assets for cash and distribute proceeds of the sale





a.  Can K out  -  Business-continuation agreements






1.  Rights to continue partnership’s business






2.  Terms on which partner who causes dissolution (or his estate) will be







compensated for his partnership interest





b.  Partnership property applied to discharge its liabilities and surplus applied to pay






in cash net amount owning to the respective partners (§38(1))



d.  Consequences on Third Parties:




1.  Majority Rule:  PA cannot provide both that the partnership business will be continued





after dissolution, but also that the withdrawal will not cause dissolution so that





relation w/ third parties will not be affected by partner’s withdrawal



3.  Tax Consequences:




1.  Partnership’s existence doesn’t terminate, for tax purposes, until either





a.  No part of any business, financial operation, or venture of the partnership






continues to be carried on by any of the partners in the partnership







OR





b.  Within 12 month period there is a sale or exchange of 50% or more of the






total interest in partnership capital and profits

I.  Dissolution:  by Judicial Decree and Wrongful Dissolution
     UPA:


1.  Partnership-at-will:



a.  Never wrongful




1.  Hard to write one that’s not at-will




2.  Can have for a term of years or completion of an event


2.  Partnership at term



a.  Leaving before end of term is wrongful act


3.  Personal characteristics render partner unsuitable; partner w/ bad judgment



a.  Can claim behavior so wrongful as to justify expulsion – rightful dissolution against partner




1.  Is behavior grounds for dissolution – gamble that your reaction is excessive and in-turn





a wrongful act


4.  Misconduct (UPA):



1.  2 types of misconduct:




a.  Misconduct so serious it prejudicially affects the business





1.  Need not be in the course of operating the business – as long as it injures






the business, by jeopardizing the partnership property or credit (i.e.






gambling and drug use by a partner)




b.  Misconduct “relating to the partnership business” that makes it impractical to





carry on the business





1.  Persistent breach of partnership agreement





2.  Other misconduct that doesn’t breach PA






a.  Conduct inconsistent w/ partner expectations inferred from parties’







agreement






b.  Wrongful expulsion of a partner







1.  PA may lawfully provide that partner can be expelled w/out








cause upon designed vote








a.  UPA §31(1)(d):  Must be “bona fide”/”good faith”









- Desire to gain business or property advantage









- Policy disagreements okay




c.  Equitable Grounds:






a.  Persistent bad business judgment that doesn’t amount to incapacity







or misconduct






b.  Partner incapacity (that is not enough to dissolve the  partnership)






c.  Partner dissention



2.  Breach must be willful or persistent – can’t be an isolated incident



3.  Presence or absence of financial harm to the business may be a relevant factor – some 




courts won’t order dissolution to a financially successful partnership


4.  Good Will:  (Old Law)



a.  Could value interest and deduct good will – then pay




1.  Good will:2 concepts:





a.  Technical:  $$ valuation included in net assets





b.  Lay concept:  Expectation of continued patronage which is not reflectable in






hard asset accounts

    b.  Dissociation (RUPA)


1.  An event of dissociation is rightful unless it is specified as wrongful in §602(b)



a.  Major types of wrongful dissociation:




1.  Dissociation that is in breach of an express provision of the PA




2.  Withdrawal of a partner by the partner’s express will before the expiration of the partnership





term





a.  Right of partners to continue is not the issue – ISSUE: whether caused any damages




3.  Partner engaged in wrongful conduct that adversely AND materially affected the partnership





business





a.  Wrongful Expulsion:  (see  §601):  Court probably wouldn’t allow an expelled






partner to claim others dissociated by wrongfully expelling




4.  Partner willfully OR persistently committed a material breach of the PA OR of a duty of





care, loyalty, good faith, and fair dealing




5.  Partner became debtor in bankruptcy:  automatic dissociation 





a.  Necessary b/c creditor couldn’t get at his partnership assets





b.  Suggestion that partnership has default right to pay less to bankrupt partner



b.  If wrongful dissociation: 

1.  That partner not entitled to participate in winding up the business

2.  May give rise to damages


2.  Consequences of Dissociation:



a.  RUPA does not provide that every termination of person’s status as partner causes dissolution




1. Key Issue:  Whether dissociation has occurred – and what are the consequences of the kind





of dissociation that occurred




2.  PA can provide departure of partner does not cause dissolution at all



b.  Dissociation leads to 2 paths:




1.  Winding up under Article 8  (§801)





a.  Only events in §801 cause winding up – other dissociations result in buyout






1.  Any member of at-will partnership has right to force liquidation






2.  Partners who want to continue business of a term partnership can not be







forced to liquidate the business by partner who withdraws prematurely







in violation of PA




2.  Mandatory buyout under Article 7





a.  If winding up not required, §701 requires mandatory buyout of dissociated partner’s






interest by the partnership





b.  If dissociation wrongfully caused:






1.  Buyout price (§701(b)) to be reduced by damages for wrongful dissociation







(§701(c))






2.  Dissociated partner not entitled to payment until expiration of term, unless







can establish earlier payment won’t cause undue hardship to business 





c.  Good Will:






1.  Valuation of post damages returns – no longer involves any non-accounting







of good will







a.  RUPA §602(c):  Leaves open argument that while maybe won’t lose








net benefit of interest





d.  Sharing of Losses






1.  RUPA §401:  Parties should contemplate this problem and take care of it







by agreement







a.  Kovacik v. Reed  (FACTS:  Kov. put $ down; told Reed he had K








w/ Sears to renovate; if R. would put in services, share profits –








but no compensation for work; Kov. underbid project – made








deal to get out -- @$8500 spent of $10,000; Kov. sues R.








b/c dissolving – accounts show capital loss – Kov. takes








the $1500 and sues R. for the other $3500

J.  Dissolution:  Agreements Concerning Dissolution:  Fiduciary Obligations of Departing Partners


1.  Partner at will not bound to remain in partnership, regardless of whether profitable or unprofitable



a. If P. acted in bad faith and violated fiduciary duties by attempting to appropriate to own use the




new prosperity of the partnership w/out compensating copartner = wrongful dissolution




1.  Page v . Page  (FACTS:  P. and D. partners in linen supply business; oral partnership 





agreement; business losing $$; partnership’s major creditor is corporation wholly





owned by P., that supplies the linen and machinery; partnership operations began





to improve; P. wants to terminate partnership; D. claims P. acting in bad faith and





trying to use superior financial position to appropriate now profitable business)





HELD:  for P – it’s at-will




2.  Meehan v. Shaughnessy (FACTS:  partners decided to leave firm; set up office, etc. for new




 
firm; didn’t tell firm leaving until after had already talked to clients)





a.  How diligently did partners conduct business at old firm






1.  Improperly handled cases for own benefit







a.  When another partner left firm, B took many cases himself






2.  Secretly competing w/ partnership







a.  Court says okay they were planning








1.  General rule – or in the client interest?







b.  Renting new building space okay







c.  Can use projected list of clients to support financing






3.  Unfairly acquiring clients and referring attorney’s consent:  Evaluate








totality of circumstances







a.  Mailed letters to clients before partnership had chance to catch








breath







b.  Letter was bad – a one-sided announcement







c.  Client choice guidelines suggest joint letter







d.  Letter mailed after they’ve left the firm







e.  Only people you have an active client relationship with







f.  Notice related to open and pending matters





b.  Compensation Problelm:






1.  Default rule:  no compensation (§18(f))






2.  Fiduciary duty to win-up business







a.  RESULT:  Lock-in lawyer who takes long time to wind-up








          Lock-out client – if A wants to leave – may not make









self available b/c no compensation rule gives 









disincentive to do work






3.  Solutions:







a.  Separate business at dissolution








1.  Give proportion in relation to costs put in








2.  No loyalty issues that are present during wind-up







b.  % compensation: 








1.  Create a split into the future where compensation in 









relation to effort put in






4.  Loyalty Issues:







a.  Client grabbing







b.  Grabbing other attorneys/paralegals






5.  DAMAGES:







a.  Court tend to try to deter in the assessment of damages








1.  In Meehan – had to do work + give $ back to old firm in









some cases







b.  Burden of Proof:  Departing partners had to prove clients taken








legitimately







c.  Remedy of constructive trust vs. damages in an expanded 








evidentiary context (have to give back even if only took








legitimately – but breach fiduciary duty)

LIMITED PARTNERSHIPS

A.  Formation of Limited Partnership:


1.  RULPA §101:



a.  Partnership formed by two or more persons…w/ one or more general partners and one or more




limited partners




1.  RULPA §201:  To form a LP, must file certificate of LP in office of Sec. of State





a.  Name of LP





b.  Name + business address of each GP





c.  Latest date upon which LP is to dissolve





d.  Name + address of agent for service of process


2.  Liability limited to capital contribution


3.  GP liable if technical structuring of the LP is defective


4.  RULPA:



a.   Mechanics of formation and liability for defective formation mitigated




1.  Gave LP ability to cure defect before becoming liable (not an element of control)




2.  Corporate model of residual power in LP for major structural events and decisions

B.  Liability of Limited Partners:


1.  RULPA §303 (p. 339):



a.   Except  as in subs. (d), LP not liable for obligations of LP unless:




1.  Also a GP





OR




2.  Participates in the control of the business





a.  If participates in control of business:  liable only to person who transact business






w/ LP reasonably believing that the LP is a GP



b.  LP does not participate in control of business solely by doing:




1.  Being contractor for/agent/employee of the LP of a GP; being an officer, directors or





SH of a GP that is a corporation




2.  Consulting with/advising a GP w/ respect to the business of the LP




3.  Acting as surety for the LP or guaranteeing/assuming one or more specific obligations





of the LP




4.  Taking any action required/permitted by law to bring/pursue a derivative action in the





right of the LP




5.  Requesting/attending a meeting of partners




6.  Proposing, approving, or disapproving, by voting/otherwise, one or more of the following:





a.  Dissolution + winding up of LP





b.  Sale, exchange, lease, mortgage, pledge or other transfer of all/substantially all






of LP assets





c.  Incurrence of indebtedness by the LP other than in ordinary course of business





d.  Change in nature of the business





e.  Admission/removal of a GP





f.  Admission/removal of a LP





g.  Transaction involving act/potential conflict of interest between a GP and the LP






or the LP’s





h.  Amendment to the PA or certificate of LP





i.  Matters related to business of the LP which PA says in writing may be subject to 






(dis)approval of LPs



b.  These serve as a safe harbor catalog for internal decisions making behavior



c.  Gateway Potato Sales v. G.B. Investment Co. 

1.  FACTS:  Gateway, creditor of Sunworth, brought suit to recover payment for goods had  to 

supplied to the LP; sued the Sunworth LP, Sunworth Corp. as GP, and G.B. Investment

as LP; Ellsworth (president of Sunworth Corp.) called Pribula asking to sell potatoes;

assured Pribula OK b/c in partnership w/ large financial institution (G.B. Invest.) and 

G.B. providing financing + actively involved in operation of business;  Pribula thought

doing business with a general partnership; contradictory testimony about whether

G.B. employees controlled day-to-day affairs of the LP, including approval of

most of the significant operational decisions and expenditures and use and

management of partnership funds w/out Ellsworth’s involvement

a.  Use “substantially the same as” test (?)

C.  Corporate General Partners


1.  A corporation can be a GP in a LP  (§303(b)(1) + 402(9))



a.  Director/officer of corporate GP not liable for debt of LP merely b/c participates in control of




partnership business in that capacity  - but may be liable if:




1.  Fail to maintain corporate-officer identity in conducting partnership affairs





OR




2.  Corporate assets intermingled w/ partnership assets





OR




3.  Corporation not sufficiently capitalized


2.  Directors of a corporate GP owe fiduciary duties to the partnership and its LPs



a.  Fiduciary duty also extends to a controlling SH of a corporate GP




1.  In re USA Cafes, L.P. Litigation  (Metsa bought USACafes, L.P.; Plaintiffs are





LPs; claim sale at a low price b/c directors of the GP all received substantial





side payments; also that GP not sufficiently informed to make a valid





business judgment on the sale (b/c absence of shopping the Partnership’s





assets/any post-agreement market check procedure; also that holders of





partnership units misled by a prospectus into believing any sale of 





substantially all of the Partnership assets would require affirmative vote of





majority of unitholders)





a.  Duty to consult w/out obligation to follow consultation – is safe harbor






(consultation right) drifting into veto power?






1.  Does it breach the no management requirement?







a.  Statute hints veto power maybe okay


b.  Duty not to use control over the partnership’s property to advantage the corporate director at the



expense of the partnership


3.  Taxation of Unincorporated Business Organizations:



a.  Two basic patterns of business taxation:




1.  Firm taxation:  Business firm taxable on its income





a.  If firm has income/expenses or gains/losses, those items go into






firm’s taxable income, not owners’ taxable income





b.  Firm makes distributions after taxes – owners ordinarily pay taxes on those





c.  = “double taxation”




2.  Flow-through taxation:  





a.  Firm not subject to taxation  -- all of firm’s income/expenses and gains/losses






taxable directly to firm’s owners





b.  Distributions not taxed



b.  Any domestic unincorporated business that constitutes an “eligible entity” can elect either flow-




through or firm (corporate) taxation




1.  If “eligible entity” has two or more owners, will be taxed as a partnership




2.  Master limited partnership (LP whose interests are publicly traded):  Taxed as corporations –





can’t elect partnership taxation



c.  Subchapter S:  Owners of qualifying corporations can elect special tax status (flow-through taxation




comparable – though not identical – to partnership taxation if:




1.  Corporation has not more than 75 SH’s




2.  Corporation has not more than one class of stock




3.  All SH’s must be individuals or qualifies estates and trusts




4.  No SH may be a nonresident alien

Limited Liability Companies

A.  LLC’s


1.  Noncorporate entities that combine elements of corporation and partnership law



a.  Owners (members) have limited liability (corporate law)



b.  LLC has great freedom to structure its internal governance by agreement (partnership law)



c.  LLC is an entity (corporate law)  (can own property; sue/be sued in own name, etc.)


2.  Two types:



a.  Member-managed LLCs



b.  Manager-managed LLCs

B.  Formation; Articles of Organization; Powers:


1.  Formed by filing articles of organization in designated state office (usually Sec. of State)



a.  Usually can be formed by single person



b.  Most articles must state:




1.  Purpose of the LLC




2.  Manager-managed (names of initial managers) or Member-managed (names of initial





members)




3.  Duration of LLC or latest date on which it is to dissolve



c.  Statutes provide either:




1.  LLCs have all powers necessary to effectuate their purposes





OR




2.  Contain exhaustive laundry list of LLC’s powers

C.  Operating Agreements:


1.  Critical foundational instrument document  (articles of organization usually sketchy)



a.  Governance of LLC



b.  Capitalization



c.  Admission/withdrawal of members



d.  Distributions

D.  Management:


1.  Default rule:  LLC to be managed by its members  (most statutes)



a.  Can provide for manager management



b.  distribute functions between members and managers

E.  Voting by Members:


1.  Default rule (@1/2 statutes):  Members vote per capita (one vote per member) – unless otherwise agreed



a.  Like the partnership default rule


2.  @1/2 statutes:  Members vote pro rata (by financial interest) – unless otherwise agreed



a.  Corporate rule


3.  Normally, act by a majority vote (some statutes require unanimous vote for certain actions)

F.  Agency Powers:


1.  Member-managed LLCs:



a.  (Majority):  Each member has power to bind LLC for any act that is apparently carrying on the 




business of the LLC in the usual or ordinary way (apparent authority)




1.  If not w/in ordinary course of business – remaining members can confer actual authority





to bind LLC




2.  Can withdraw actual authority – LLC still bound b/c of apparent authority, but member





may have to indemnify for any loss that results


2.  Manager-managed LLCs:



a.  Only managers have apparent authority to bind the firm (corporate rule)

G.  Inspection of Books and Records:


1.  Members generally entitled to access LLC’s books and records



a.  Some statutes:  must be for proper purpose

H.  Fiduciary Duties:


1.  Largely unspecified by LLC statutes  (courts borrow from corporate and partnership case-law)


2.  Duty of care



a.  Some statutes say manager only liable for gross negligence, bad faith, recklessness, or 




equivalent conduct



b.  Some statutes require manage act as a prudent person would in similar circumstances


3.  Mechanisms for the authorization of self-interested transactions


4.  Some statutes permit operating agreement to waive all fiduciary duties

I.  Derivative Actions:


1.  Most statutes:  Members can bring derivative actions on LLC’s behalf based on breach of



fiduciary duties



a.  Even if not explicitly in statute – court likely to permit

J.  Distributions:


1.  Most statutes:  In absence of agreement to the contrary, distributions made pro rata according to



members’ contributions (corporate law – rather than per capita as in partnership law)

K.  Members’ Interests:


1.  Financial rights:  Right to receive distributions


2.  Governance rights:  Right, if any, to participate in management, to vote on certain issues,



to be supplied with information



a.  Some statutes:  List of actions that require membership approval


3.  Most statutes define members’ interest as financial rights (some statutes include governance rights)


4.  Generally, can freely transfer financial rights by transferring interest in LLC


5.  Governance rights – may need unanimous consent to transfer/majority of other members


6.  Cannot assign governance rights – but unclear if that assigning member retains her governance rights

L.  Liability:


1.  Members and managers are not liable for the LLC’s debts, obligations, and other liabilities



a.  Likely that courts will develop a sort of piercing veil doctrine

M.  Disassociation:


1.  Death, bankruptcy, or lawful expulsion of a member results in disassociation


2.  Member has right to:



a.  Withdraw (resign) at any time



b.  Power although not necessarily the right to withdraw at any time




OR



c.  Right to withdraw at any time unless otherwise provided in the operating agreement


3.  Majority of the statutes don’t explicitly provide a right or power to dissociate



-- PB Real Estate v. DEM II Properties



FACTS:  P’s obtained deficiency judgment resulting from mortgage foreclosure against





D’s; applied for charging order directed at B&K, LLC (D’s each own half of





the LLC)




ISSUE:  Extent to which liability shield protects interest of a member of a LLC against a





judgment creditor when basis for the judgment is obligation unrelated to the activities





of the company




HELD:  No barrier to the satisfaction of judgment from member’s interest in the company





1.  By statute: judgment creditor has only rights of assignee of member’s LLC interest






a.  Share of profits/losses and right to receive distributions



-- Hollowell v. Orleans Regional Hospital:




FACTS:  ORH a LLC (hospital); P’s allege laid off by D’s w/out proper notice





1.  “Alter ego” (owners are if):






a.  Commingling of funds






b.  Failure to follow statutory formalities for formation and the transaction







affairs






c.  Undercapitalization






d.  Failure to provide separate bank accounts and bookkeeping records






e.  Failure to hold regular required meetings







- These factors can also be applied to LP’s  BUT – LP may have







    fewer formalities – so that factor may carry less weight 



-- McConnell v. Hunt Sports  (hockey franchise case; when failed to agree, some individuals went on 




own)




1.  Operating agreement said members may compete – is this a legitimate variation on duty





of loyalty?





a.  Partnership law:  (RUPA §103): can identify specific categories to vary duty






of loyalty






1.  Probably can’t eliminate §404(b)(3) b/c explicit and wouldn’t work (duty







to refrain from competing w/ partnership in conduct of part. business…)





b.  Del. LLCA §18-107:  Except as in OA, member may…transact other business w/ a






LLC…has same rights and obligations…as a person who is not a  member or






manager






1.  Some commentators think permits agreements as in McConnell





2.  Not helpful in McConnell b/c everyone tried in good faith under 1st plan







and only when it failed did they go to 2nd 







a.  This case doesn’t clearly answer the question if the provision, in 








general, is okay




*****These statutes are relatively new --- concepts and default variability is not clear; not many





cases

    - Now that tax issues no longer a problem – LLC’s drifting towards corporate style hierarchy (away from partnership


model)

Limited Liability Partnerships
1.  Essentially general partnerships w/ one core difference and several ancillary differences:


a.  Core difference:  Liability of GP’s in a LLP less extensive than liability of a GP



1.  Generally, not personally liable for all partnership obligations


2.  Only liable for obligations arising form own activites



3.  Exception:  under some statutes, liable for activities closely related to her, for K obligations,




or both



4.  As to those certain obligations – partner’s liability is unlimited (to entire extent of his wealth)


b.  Ancillary difference:



1.  Requirement of a min. amount of liability insurance or segregated funds



2.  Must be registered w/ the appropriate state office

CORPORATIONS

A.  Key Attributes of Corporations (critical to modern economic life):


1.  ***  Duration – Continuity of Existence:



a.  Continuation of enterprise beyond any 1 member’s death/departure


2.  *** Transferability of interests (free)


3.  Centralized management and control



a.  SH’s have no power to participate in management or determine questions w/in scope of corporation’s




business



b.  Board of Directors and officers acting under Board’s authority have management and control


4.  Limited Liability of Owners:



a.  SH’s not responsible for corporate debts – their liability limited to amount of their investment


5.  Entity Statues:  Corporation is a legal entity


6.  Taxation:  Taxed on own income



a.  SH’s taxed on dividends




BUT



b.  Certain corporations can become “S” corporations – where SH’s taxed on pro rata share of




corporations’ income (and can claim pro rata share of corporation’s losses)




1.  35 or fewer SH’s   (and)




2.  One class of stock  (and)




3.  No foreign shareholders

B.  Individual Participants:


1.  Managers:



a.  All executives and employees w/ decision making authority


2.  Directors:



a.  Control and management of the corporation




1.  Small, close corporation:  Usually the principal SH’s




2.  Large publicly held corporation:  Substantial majority are “outside” directors





a.  “Lead Director”:  Independent outside director who chairs an annual review of the






chief executive’s performance





b.  Independent board replaces a poorly performing CEO more quickly





c.  Less likely to overpay in making an acquisition





d.  More likely to use takeover defensive tactics to obtain high price for SH’s



b.  Structure and Operation:




1.   Usually operate through committees


3.  Shareholders



a.  Institutional investors




1.  Don’t hold too large of a % in one company b/c makes less liquid

C.  Constitutional Provisions Relevant to Corporations:


1.  Commerce Clause:  Power to regulate corporation as a person



a.  Non-moral person – instrumental actor for profit maximation



b.  Dormant commerce clause may have importance to corporations




1.  Theoretically, can be overrun by Congress





a.  Court says states can’t restrict liquor sales from out of state – but Congress can






pass legislation allowing – so Congress can change domant CC outcomes



c.  Has run over idea of state autonomy in dealing w/ corporations




1.  State handicapped in preventing foreign corporations from entering states





a.  Investment rights:  Foreign corp. can’t be banned from raising capital if investment






corp. in the state


2.  1st Amendment:



a.  Profit motive not a barrier to 1st Amendment protection – look to goal/purpose in speaking


3.  Due Process/Equal Protection:



a.  Santa Clara v. Southern Pacific:  Supreme Court granted personhood to corps. for due process




and equal protection purposes




1.  Deals w/ issue where corp. has bigger burdens than regular persons – i.e. any CA corp.





must spend 50% profits on good works but individuals do not


4.  Impairment of K argument:



a.  (Dartmouth College Case):  If K at time of incorporation not permitted to have new class of stock  →




but later state stays preferred stock is OK – the reserved paper clause prevents argument against




impairment of K



b.  If all corps. told can’t buy agricultural land in future →→ okay under impairment argument 

D.  The Global Perspective:


1.  Key features in American corporate governance:



a.  Fragmented share ownership



b.  Resulting separation of ownership and control



c.  Substantial reliance on independent directors as monitoring agents


2.  Bank-Centered vs. Market-Centered Monitoring Systems:



a.  Germany and Japan:




1.  Stock held in concentrated voting blocks





a.  5 largest SH’s of Daimler-Benz control 78.4% of its stock (vs. 5 largest of GM – 






5.74%)




2.  German banks act as brokers for clients – individual investors deposit stock w/ bank, which





votes these custodial shares




3.  Japan:  extensive cross-ownership





a.  Large Japanese firms usually members of a keiretsu (grouping of corps. and financial






institutions that own some of each other’s stock)






1.  Aggregate ownership in any firm’s stock likely around 50%






2.  At center – main bank – provides loans/credit to industrial firms in the







keiretsu and usually owns 5% stock in each major firm






3.  Members usually largest customers for/suppliers of goods/services to each







other



b.  Financial intermediaries:




1.  Difference in scale of financial institutions





a.  Largest U.S. banks’ assets (@ 7% GNP) vs. German (36% of GNP)

FORMING THE CORPORATION
A.  State of Incorporation:


1.  Choice of State:



a.  If business to be conducted primarily w/in one state:




1.  Usually best to incorp. there – otherwise subject to taxes in states of incorp. and in place





of business; subject to suit, receivership proceedings, other forms of regulation in





both places



b.  Multistate Business:




1.  Choice of Law Rule:  (to avoid multiple state claims)





a.  Law of state of incorporation will govern the corporation’s internal affairs





b. CA §2215:  If it acts like a CA corp., then it is (only in a conflict between 2 states)






1.  50% SH are CA residents






2.  50% payroll in CA






3.  50% facilities in CA




2.  States competing for corporations draft corp. codes attractive to management (b/c management





picks where to incorporate)




3.  Criticism:





a.  Produces race to top on some matters – but race to bottom on others






1.  Where interests of public SH’s and managers/dominant SH’s diverge –







rules favor the latter, even if value-decreasing (i.e. do not maximize







SH value)






2.  Externalities on 3rd parties (i.e. managers may prefer to incorporate in state







that benefits company at expense of creditors)

B.  Compliance w/ State Requirements

1.  Preparation of Documents:



a.  Incorporators:  




1.  Any person, partnership, association or corporation, singly or jointly w/ others, may incorp.





or organize a corp. (DE §101):





a.  Model Act:  1 or more persons (who submits docs. to Sec. of State)



b.  Certificate or Articles of Incorporation



1.  Required Provisions:





a.  Corporate name  (DE §102 says must contain words “assoc.”, “company,”, etc.





b.  Number of shares the corp. is authorized to issue






1.  (DE §102):  Par value of each share






2.  If more than one class – total # of shares of all classes





c.  Street address of corp’s initial registered office





d.  Name of initial registered agent at that office





e.  Name + address of each incorporator




2.  Optional Provisions:





a.  Purpose for which corporation organized






1.  Required in DE – but okay to state “nature of the business” by stating the







“purpose is to engage in any lawful act or activities for which corps. may







be organized…”

b.  Any provisions for the management of the business; regulating the powers of the 

corp., the directors, and the SH’s





c.  The definition, limitation, and regulation of the powers of the corp., Board of






Directors (BD ) and SH’s





d.  Par value, if any, for authorized shares or classes of shares





e.  Imposition of personal liability on SH’s for debts of corp. to specified extent






and upon specified conditions





f.  Eliminating/limiting liability of a director or SH’s for money damages for any 






act/failure to act, of a director (except liability for the amt.  of a financial






benefit received by a director not entitled to it, for an intentional infliction






of harm on the corp.. or the SH’s, for a violation of rules governing the payment






of dividends, or for intentional violation of criminal law)





g.  Provision limiting the duration of the corporation’s existence to a specified date 





(otherwise corp. will have perpetual existence)





h.  Any provision required or permitted to be set forth in the bylaws (RMBCA §2.02(b))




3.  Issuing Shares:





a.  No min. # (could be 1)





b.  No statement as to # of $ per share (don’t know anything about the capitalization






of the corporation)





c.  No minimum aggregate capitalization requirement (unique to American corps.)






1.  If corp. fails, retroactively test if adequately capitalizaed






2.  If submitting property in exchange for capital → problems w/ valuation







a.  B/c property, in other legal systems, had to be tested by a ct.








(appraised) before exchange for capital







b.  OK in U.S. b/c of retroactive test




4.  Capital:





a.  Sum SH’s put at risk in the business







     surplus








loans (normal 


ISSUE:  do lenders see selves as to







providers)


   corp. or holding owners as back-up











   security?







owner-







loans








capital    (SH contribution)





b.  Shares of capital:






1.  used to be that $ contribution to stock = par value







a.  Share issued at par $100 for $100 – locked $100 into capital and 








couldn’t be distributed again while creditors outstanding






2.  Later:  no part stock – issued at $100 – but not locked in at part value






3.  To avoid probs. relating to property valuation →issued stock w/out par 







value – when turned in, BD will describe some as stated capital (par)







but some not par (originally contributed surplus)







a.  Removed automatic liability to creditors when put in $100 but not








really worth it



c.  Organizational Meeting:  




1.  Meeting of incorporators:  (if initial directors not named in articles of incorporation)





a.  Adopt bylaws





b.  Fix # of directors (if not already done)





c.  Elect directors to serve until 1st SH meeting




2.  Meeting of Initial Directors:  If named:





a.  Adopt bylaws





b.  Elect officers





c.  Adopt form of corporate seal and stock certificate





d.  Authorize issuance of shares to designated persons at designated prices





e.  Designate corp’s bank

C.  Defective Incorporation

1.  When the problem arises:



a.  Liability actions:  




1.  3rd party seeks to impose personal liability on would-be SH’s on ground that corp. status





 was not attained, so neither was limited liability



b.  Quo warranto actions:  (brought by the state)



c.  Corporate existence begins w/ filing – how do you fail:




1.  No date stamp and began business early




2.  Articles rejected




3.  Attorneys:  client not knowing hadn’t been filed


2. Three consequences of defective attempts to incorporate:



a.  De Jure Corporation:  (substantial compliance w/ the statute)




1.  Courts recognize as a corp. – not even sate can attack




2.  Substantial compliance sufficient:





a.  Under Model Act, any steps short of securing certificate of incorporation would






not constitute apparent compliance






1.  Thompson & Green Machinery Co. v. Music City Lumber (D., supposedly







on behalf of corp., bought wheel loader; not a corp. yet; P. sued when







D. couldn’t pay







a.  HELD:  individually liable – before certificate of incorp. issued,








individuals, not the corp. are liable (no de jure corp. here)




3.  Mandatory vs. directory requirements:





a.  Some courts hold to be de jure, must be exact compliance w/ all mandatory statutory






reqs, but failure to meet directory will not preclude de jure status






1.  Must look at wording of statute + relative importance of provision to 







determine if mandatory or directory



b.  De facto:




1.  Insufficient compliance to constitute a de jure corporation vis-à-vis this state, but steps





taken are sufficient to treat as a corp. w/ respect to 3rd parties





a.  Colorable attempt to incorporate + some actual use/exercise of corp. privileges




2.  This doctrine essentially wiped out today →→ collapsed into estoppel





a.  MBCA §146:  Persons who act as a (C) w/out authority of a properly issued certificate






of incorporation are jointly and severally liable for all debts and liabilities 






incurred as a result of this action  (RMCBA §2.04 – D. must know there was






no incorporation)



c.  Corporation by Estoppel:




1.  Party estopped from challenging corporate status





a.  SH estopped to deny corporate statuts:  






1.  SH of nominal corp., having claimed corp. status in earlier transaction w/ a







3rd party, estopped to deny in a suit brought by 3rd party against corp.





b.  Agent for a corp. lets it be known there is a corp. when there isn’t





c.  3rd party extends credit – corp. can’t pay – wrongfully told it was a corp:  sue those






who incorporated and its directors






1.  ISSUE:  Can they claim:  you dealt w/ (C) as if it was a (C) – now you can’t







deny it’s a (C) and sue me individually?





2.  PROB:  Windfall – if prepared to extend $100 to (C) worth only 1¢ -- why







get luck of getting it all back




d.  Technical Defenses:  






1.  3rd Parties also estopped from raising the defense the a would-be (C) is







not really a (C) – b/c defense is technical and would defeat interests of







justice (in context of (C) suing 3rd person)





e.  Personally liability of would-be SH’s:






1.  Less must be shown to establish a (C) by estoppel than de facto  - 3rd party







seeking to impose personal liability on would-be SH’s who use defense







of estoppel







a.  Cranson v. IBM   (Certificate of incorp signed; not filed b/c over-








sight by lawyer who informed D. that (C) hadn’t been formed;








IBM pushed Cranson to buy goods; Cranson believed his lawyer








had incorporated; IBM had ability to check records








1.  HELD:  3rd party who dealt w/ the business as if it were a









(C) estopped from seeking individual liability





f.  Strong 3rd party willing to extend credit w/out security – should they be entitled to






the good luck of getting whole $ back (courts in disagreement)




2.  Individual purporting to act for non-existent (C) cannot escape liability on a K by defending





on basis of the non-existent corp.





a.  Don Swann Sales Corp. v. Echols  (Swann sued Echols on open account in name of






(C) purportedly registered by Echols (but not yet properly registered)






1.  HELD:  Trial court incorrect in applying estoppel – b/c undisputed that







(C) not in existence at time of K – Echols individually liable for the K


3.  Who May Be Held Liable (if not de jure or by estoppel):



a.  Modern trend:  Against only those owners who actively participated in the management of the business




1.  Passive investors not held liable (as they were in traditional view)

D.  Pre-Formation Transactions:


1.  Successor Liability:  (Liability for a Predecessor)



a.  General Rule:  Corporation that acquires all assets of predecessor business does not ordinarily




succeed to predecessor’s liabilities:




1.  Exceptions:





a.  Third-party beneficiary:  If newly formed (C) expressly/impliedly assumes obligations






of predecessor, creditor may hold new (C) liable as 3rd party beneficiary





b.  Fraud:  If sale of predecessor assets was attempt to defraud creditors






1.  Inadequate consideration:  If successor (C) gives inadequate consideration







for assets received, rending predecessor unable to pay existing debts







a.  J.F. Anderson Lumber Co. v. Myers (P. obtained judgment against 








Leekley, Inc.; before entry of judgment, sole SH formed new








(C); performed same business; transferred some assets for








$; 1st (C) stopped doing business – insolvent; none of customer








K’s transferred; no assets in name of incomplete K’s or $ due








transferred)








1.  HELD:  Transfer of tangible assets from 1st to 2nd with full









and adequate consideration paid








2.  Motive to avoid paying debts of 1st not an issue








BUT








3.  Timing + for years seller (C) broke so no real shift








4.  Not a good case to illustrate the point – teaching rule









through exception





c.  Merger:  If merged into, or was absorbed by, the successor.






1.  2 Lines of Cases:  sort and hard:







a.  Conservative Rule:  Corporation which purchases assets of (C)








does not succeed liability (Leannais v. Cincinnati, 565 F.2d 437,








439)







b.  Liberal Rule:  Courts use “mere continuation” to impose liability






2.  Tift v. Forage King Industries  (P. injured in 1975 operating farm tractor







equipped w/ chopper box manufactured by sole proprietor; then turned







into partnership; then corporation)







a.  HELD:  Doesn’t matter if predecessor was different form of business








organization







b.  It’s substantially the same business org. – just a structural change







c.  Sole proprietor cannot place defective product in stream of commerce








and avoid liability through incorporation






3.  Merger:







a.  Seller quickly dissolves







b.  Consideration for sale of assets are shares of the purchaser which are








distributed to seller’s SH’s





d. Continuation:  May be held liable on theory that successor is merely a continuation






of the predecessor



b.  Predecessor Partnership:




1.  When partnership transfers assets to (C) composed of substantially same members, creditor





can’t be deprived of prior right against partnership assets





a.  May follow assets into the (C) and enforce payment



c.  Products Liability:




1.  PROB:  No tort claim until accident – maybe years after (C) dissolved





a.  2 year window where (C) deemed not done winding up – if you file w/in






2 years – share w/other creditors (most states, including CA)





b.  Sometimes extend fraudulent conveyance period to 4 years





c.  2 Layer period of time:  winding up + extend period = maybe 5 years





d.  Premise in CA:  Strict liability






1.   Do you use same product line; use good will of old (C); same logo;







no changes in manufacture (→ looks like mere continuation)






2.  If now manufacture something different and not same facilities, etc. – NO






3.  Economic analysis:  Who is the better risk avoided (who can better buy







insurance)







a.  Was there adequate consideration for the sale or transfer


2.  Promoter’s Contracts:



a.  Promoters:  Persons responsible for founding and organization of a corporation




1.  Tasks:





a.  Arranges compliance w/ legal reqs. to form (C)





b.  Secures initial capitalization





c.  Enters into necessary K’s




2.  Promoters regarded as joint venturers – owe duties of full disclosure and fair dealing




3.  PROB:   No ratification principal (allowing relation back) b/c since (C) not in existence





at time of promoter’s K, it could not authorize it


3.  K’s Made by Promoters on Corporation’s Behalf:


a.  Rights/Liabilities of (C):



1.  English Rule:  (C) can’t be held liable on K’s made on its behalf prior to incorporation – even





where (C) has adopted/ratified the K  (must enter into new K)





a.  Quasi-K liability:  Recovery against (C) for value of any goods/services it chose






to accept after it came into being  (unjust enrichment theory)





b.  Massachusetts Rule:  (C) liable on Promoter’s K if other party performs and (C)






knowingly accepts the benefits of the (C)




2.  American Rule:  (C) liable only if the (C) ratifies or adopts the K (express or implied





ratification okay)





a.  Ratification/Adoption:






1.  Express adoption:  resolution of the BD






2.  Implied:  usually requires some affirmative act by the corporation (e.g.







accepting benefits or making use of services or materials obtained







under the K w/knowledge of the K)





b.  Quasi-K liability:  Even if express disavowal of K, cannot keep benefits:  liability






for fair value of services/materials obtained






1.  Kridelbaugh v. Aldrehn Theatres (P. seeks to recover expenses incidental







to incorp. of (C); 3 persons proposed to incorporate; P. told his services







required; investigate + determine which state to incorp in; his plan







adopted; 3 promoters promised to pay for services; 3 promoters became







the only Directors







a.  Doesn’t matter that promoters became Directors (still not act of (C)







b.  Ratification may be implied – services of P. fully known to BD when








question of prior K and securing of a permit to sell stock under








consideration







c.  Acceptance of the charter and doing business thereunder w/ 








relation to services of the P. performed and to be performed








raised implied K







d.  HELD:  D’s must pay




3.  (C)’s right to enforce K:  May enforce against party promoter K’d w/





1.  English Rule:  (C) must sue as assignee of the promoters

2.  American Rule:  (C)’s adoption of the K makes it a party thereto – can maintain direct 

action



b.  Rights/Liabilities of Promoters:




1.  Liability on pre-incorporation K:  Where (C) never comes into existence, rejects the K’s,





or ratifies the K but never performs/pays as agreed:





a.  No liability:  If party clearly intended to K w/ the proposed K and not the promoters






individually





b.  Liability:  Where promoters have not made explicit they are K on behalf of proposed






(C), they are personally liable  (esp. where K requires party to render perform.






prior to formation of the (C)




2.  Right to enforce against other party:





a.  If (C) never formed – may enforce K on theory that since promoter could have been






held liable in event of breach, = “mutuality” to allow him to enforce






1.  Exception: K expressly limited to proposed (C)




3.  Nature of Services is important





a.   Sherwood & Roberts-Oregon v. Alexander  (D’s are real estate developers; held






title to land as IMIC; planned to develop; P. in business of lending money and






securing loans; D’s sought financing through P.; note signed by D. Alexander






for the non-existent corporation; P. knew there was no corporate entity; D’s






rejected the commitment; P. brought action on good faith deposit note






1.  Since all parties knew no (C) yet – note was a pre-incorp. K; D’s are







promoters







a.  HELD:  P’s not intending to look to individuals for payment of note







b.  Not going to expand effort until after (C) formed – would create term








sheet to show bankers




4.  Does promoter continue liability after (C) is established and (C) liability clear?





a.  Simple adoption by (C) doesn’t necessarily imply a loss of liability for earlier






party – ONLY  adds another liable party




5.  Implied Warranties:  (usually cases where (C) never formed)





a.  Implied promise/warranty of promoters – but what is the scope?   (p.; 302)


4.  Issues:



a.  If a (C) after formation + knowledge of terms of promoter’s K, adopts K →→ not retroactive →→




adopts as of that date (no relation back)




1.  Can cause Statute of Limitations problems



b.  If you hold promoter liable on a K ((C) failed to adopt b/c never formed) → technical issues:




1.  Breach of K, etc. if hold promoter on K → regular damages (expectation)




2.  Breach of warranty that a (C) would be formed – if (C) not good enough – maybe signif.





less $ damage; only damages (C) could pay if formed



c.  Suppose promoters think need technicians on Board 1st; promoters will later work in (C); K w/ selves;




(C) formed; some on Board – demand stock options




1.  Does adoption of employment relationship adopt all bells and whistles of K’s by promoters?





a.  Steele v. Litton (p. 295 n.3):  When Board ratified K of Steele, didn’t know






Steele had been promised certain shares



d.  Self-Dealing Prob:




a.  Some promoters now ratify the K’s when on the Board → self-interest of board in ratifying





a K that board at arm’s length wouldn’t

E.  DISREGARDING THE CORPORATE ENTITY:

****When would a court disregard the separateness of a (C) from its owners (e.g. disregard the limited liability of owners 

and hold individually liable)


1.  Piercing the Corporate Veil:  (Suit by corporate creditors against SH’s)



a.  Factors:




1.  Commingling of assets:





a.  When SH’s have dealt w/ assets of (C) as if their own (e.g. to pay private debts, etc.)




2.  Lack of corporate formalities:





a.  In general:  






-issuance of stock






-corporate records maintained






-directors or officers elected






-regular meetings of directors and SH’s held





b.  Statutory Close Corporations:  Permit less formal management of (C) affairs





c.  May be most significant consideration in deciding whether (C) is the “alter ego” of






the SH or whether the “corporate veil should be pierced”




3.  Undercapitalization:





a.  Is (C) organized w/ sufficient resources (capital, liability insurance) to meet 






obligations reasonably expected to arise in its business






1.  Usually not enough alone to pierce veil






2.  Compare to capitalization of other (C)’s in same/similar line of business






3.  compare w/ average industry-wide ratios






4.   Time of undercapitalization:  measured at time of inception





b.   Remedy may be:  limit recovery to amount of inadequacy of capitalization




4.  Domination and control by SH:





a.  Individual or another (C) owns most/all of stock so completely dominates the






policy and business practices that (C) can be said to have no separate mind,






will, or existence






- Parent (C) determines business policy of a subsidiary (rather than allowing







subsidiary’s BD to decide)




5.  “Alter ego”; “instrumentality”; “unity of interest”:





a.  If only the “alter ego” or “instrumentality” of its SH; or if there is a “unity of






interest” between the (C) and its SH’s






1.  Conclusory terms – look to other factors to determine







a.  No separate books







b.  Comingling of funds (e.g. owner gives personal loan to (C) to pay








salaries then takes checks and endorses to own account to pay








self back)







c.  CA case:  (C)’s lawyer was owner’s personal lawyer too







d.  CA case:  Sole SH on way home took (C) mail and deposited in








own mailbox







e.  Capitalization





b.  Soft/liberal rule:






1.  Kinney Shoe Corp v. Polan (Kinney sued to recover $ owed on sublease 







between Kinney and Industrial (formed by Polan); other than sublease,







had no assets, no income, no bank account (only income was from







sublease to Polan Industries, Inc.)







a.  Corporation was only a shell – nothing invested – no protection to 








owner; must follow simple formalities




6.  Requirement of fraud, wrong, dishonesty, or injustice:





a.  Sometimes:  only pierce if used to commit fraud or wrong, perpetuate the violation






of a statutory or other positive legal duty, or commit a dishonest or unjust






act in contravention of the creditor’s legal right






1.  In Practice:  Other elements (like failure to follow corporate formalities)







not enough unless court thinks injustice would be done to P. if veil







not pierced




7.  Application:  Cases where veil pierced usually limited to (C) w/ small # of SH’s





a.  Courts reluctant to pierce veil in K cases where creditor willingly transacted






business w/ the (C) – unless (C) misrepresents financial condition to creditor





b.  More likely pierced in tort contexts (involuntary creditors) than K





c.  “Misprepresentation” is the most powerful factor →→ then “demonstrations of lack






of substantive separation of the (C) and its SH’s→ undercapitalization





d.  Piercing more likely when D. behind (C) is an individual SH than when it is






another (C)





e.  Passive SH’s almost never held liable


2.  Piercing Wall  Between Affiliated Corporations:


a.  P. w/ claim against (C)1 seek to satisfy against assets of (C)2 (affiliated under common ownership)




1.  Enterprise liability:





a.  Might be permitted where each affiliated (C) entity is not a free-standing business






enterprise, but only a fragment of an enterprise composed of all the affiliated






(C)’s


3.  Statutory or Contract Obligations:



a.  ISSUE:  Was a statute/K that nominally applies only to the (C) intended to also apply to the SH’s




1.  Liberal Rule  (2-prong test in Kinney Shoe Corp.)





a.  Is unity of interest and ownership such that the separate personalities of the (C)






and individual SH no longer exist





b.  Would an equitable result occur if the acts are treated as those of the (C) alone?






1.  Factor in adequate capitalization – look at timing







a.  Did (C) being w/ inadequate capitalization?





c.  (certain cases):  When would it be reasonable for that particular type of party (those






K creditors capable of protecting selves) entering into a K w/ the (C) (e.g. a 






bank/lending institution), to conduct an investigation of the credit of the (C) prior






to entering into K – such party charged w/ knowledge such investigation would






disclose


4.  Express Agency Theory:



a.  When (C) enters into a K – and one person owns/controls all/substantially all of its shares and thereby




originates, negotiates, and executes all of its K – maybe the SH is the “principal” and the




corporation is the “agent”




1.  P. must allege and approve debtor (C) was under actual control of the SH AND P’s





inability to collect from (C) resulted form some form of improper conduct on part





of SH





a.  Condut must be improper either in relation to (1) P’s entering the transaction OR






(2) Preventing/interfering w/ the (C)’s performance/ability to perform its 






obligations toward the P.


5.  Parent-Subsidiary situations:


a.  Intrusive Control:




1.  Excessive degree of intrusive control over a subsidiary – particularly over daily operations – 





makes subsidiary an agent for its parents (and parent liable)




2.  Fails in K cases




3.  Factors showing “mere instrumentality”





a.  Parent (C) owns all/most of capital stock in the subsidiary





b.  Parent and subsidiary have common directors or officers





c.  Parent (C) finances the subsidiary 





d.  Parent (C) subscribes to all the capital stock of the subsidiary or otherwise causes






its incorporation





e.  Subsidiary has grossly inadequate capital





f.  Parent (C) pays the salaries and other expenses/losses of the subsidiary





g.  Parent (C) uses the property of the subsidiary as its own





h.  Directors or executives of subsidiary do not act independently in interest of






subsidiary – but take their orders from the parent (C) in (C)’s interest




4.  ISSUE:  When should be consolidate subsidiaries for creditor purposes?





a.  RULE:  Takes a lot of intercorporate breaking up of separateness to, i.e., penalize






creditor of S(1) who was smart when S(3) was not






1.  Can’t claim S(1) + S(2) are same b/c S(1) and parent are same and S(2) and







parent are same






2.   Can’t allege double vertical alter ego






3.  Can say parent liable for all by alter ego


6.   Whose Law Governs:


a.  Eerie Doctrine:  Requires federal court to adopt state law as it sits




1.  SH sues in name of (C) re: breach of duty by directors – whose law applies?





a.  Law of state of incorporation typically used for internal affairs





b.   If brought in fed. court in N.D. Cal, but incorporated in DE – look to substantive






law of CA, including conflict of laws doctrine (which would use DE law)





c.  Exception to internal affairs (pseudo-foreign:  looks, acts, etc. like CA corp) – CA law




2.  Normal alter ego case:   Not an internal issue (b/c creditor is a 3rd party)





a.  Law of state of incorporation bears on alter ego – creditor is charged to know





b.  ISSUE:  Courts haven’t figured out when forced to choose between law of






parent or subsidiary


7.  Subordination of SH Debts – “Deep rock Doctrine”



a.  If (C) goes bankrupt, debts owed by (C) to controlling SH may be subordinated




1.  Effect of Subordination:





a.  Loans from SH’s treated as invested capital (stock)  (so usually  not repaid)





b.  Differs form piercing:  In piercing, SH must pay (C) debts – in subordination,






SH claims placed behind others – not liable for (C) debts




2.  Factors justifying subordination





a.  Fraud or other wrongdoing





b.  Mismanagement in excess of simple negligence





c.  Undercapitalization





d.  Commingling of funds and properties





e.  Failure to develop (C) into independently profitable business; overdependence






of (C)’s business upon SH





f.  Excessive control (indicated by failure to observe formalities)





g.  Did transaction that gave rise to SH debt carry earmarks of arm’s length transaction




3.  Don’t want to create rule of denial of equal status too readily b/c may chill source of major





credit (the owners)  [Buxbaum doesn’t buy into this theory]

Norms and Duties for Management of Corporations

A.  Directors:


1.  Formalities:



a.  Meetings:




1.  Can act only at a duly convened meeting at which a quorum is present  (most statutes





say meeting by conference telephone or other means okay; unanimous written





consent okay)




2.  Notice:





a.  Forma notice not required for regular board meeting





b.  special meeting:  Need notice of date, time, and place to every director




3.  Quorum:  Majority of the authorized number of directors (not majority of directors then





in office) (statutes permit requiring larger number for quorum; some say lower okay,





but not less than 1/3 BD)




4.  Voting:  Affirmative vote of majority present – not majority voting – is required


2.  Noncompliance w/ formalities:



a.  Unanimous but informal approval:   Informal but explicit approval by all directors is effective



b.  Unanimous acquiescence:  Explicit approval by majority of directors effective w/out meeting 




together w/ acquiescence by remaining directors



c.  Majority acquiescence: 




1.  If remaining directors lack knowledge of transaction – some courts say (C) not liable




2.  Other courts say liable if SH acquiesced in the transaction

 B.  Officers:  


1.  Election:



a.  Major officers usually elected by BD


2.  Authority:



a.  Types of Authority:




1.  Actual Authority:  Reasonable person in officer’s position would believe to have been





conferred by the (C)





a.  Express:  bylaws, resolutions of BD, valid delegation, pattern of past conduct





b.  Implied:  Reasonably can be implied from grant of express authority






1.  Executive Financial Services v. Loyd:







a.  Tri-County bound by Loyd’s signature on a guarantee K b/c








generally a (C) bound by K’s entered on behalf by its duly








authorized officers or agents acting w/in scope of authority




2.  Apparent Authority:  (C) allows 3rd parties to reasonably believe an officer possesses





a.  Mohr v. State Bank of Stanley (Officer went to Bank w/ (C) check + endorsed to






self)






1.  HELD:  Bank can’t claim apparent authority b/c no reason to think he could







endorse to own account




3.  Power of Position:  (type of apparent authority):  Arises by reason of officer holding





particular position in (C) that normally carries certain authority





a.  Guarantees:  Powers issue – b/c w/in powers of the position to execute guarantees –






there is inherent authority and 3rd party is bound




4.  Ratification:  Officer purports to act on (C)’s behalf and act later ratified by BD



b.  President:




1.  3 Competing Views:





a.  Only power of a director (+ power of presiding at corporate meetings) – not good law





b.  Broad power to act (“New York rule”):  Presumptive or prima facie power to do






any act that board could authorize or ratify





c.  Power to bind corporation in regular course of business:  (law in most jurisdictions):






Transactions arising in the ‘usual and regular course of business,’ but not in 






‘extraordinary transactions’






1.  Expansive view of what constitutes ordinary and regular course of business



c.  Treasurer:




1.  Express authority to execute/indorse commercial paper in the (C)’s name…does not include





authority to draw or indorse negotiable paper for benefit of any other person





a.  General Overseas Films (Kraft, treasurer of Anaconda, executed guarantee of






Robin’s debt to GOF as personal favor  to Robin’s chief executive)






1.  HELD:  For Anaconda – look to nature of specific transaction – this guarantee







to unrelated corporation was extraordinary – so enough to require inquiry







by GOF before it relied on authority






2.  If high enough officer + states (C) reason to satisfy debt of (C) – maybe 







enough to satisfy inquiry of 3rd party 



d.  Secretary:  (special powers – every (C) must have one)




1.  Responsible for minutes of all (C) proceedings




2.  Certifies that an action has been taken – others can rely





a.  American Union  (Minutes said could take $$ to guarantee debt of Prophecy; BD 






hadn’t really agreed; secretary in collusion w/ spouse falsified minutes; when






Prophecy defaulted American’s new management claimed pledge unauthorized)






1.  HELD:  For Prophecy --- demonstrates power of the secretary




3.  Corporation is bound – even in if secretary fraudulent




4.  ISSUES:





a.  The higher the officer w/in the (C) (esp. if highest officer so only BD left) → more






problems of confirmation


3.  Special Rules for Close Corporations:



a.  Officers in close (C) possess more powers to bind (C)  (officers more like general managers)




1.  Acts apparently carried on to further the firm’s usual business




2.  Absent provision in by-laws or action by BD prohibiting president from defending/





instituting suit in name of and in behalf of the (C), he must be deemed, in 





discharge of duties, to have presumptive authority to so act


4.  Ultra Vires Doctrine:



a.  Act that is beyond the purposes and powers of the corporation  





- CA by law:  may not specify what you can do – only what you cannot do




1.  Consequences:  





a.  Act is a nullity/void






1.  Recover under quantum meruit; unjust enrichment (can’t recover on K –







only on equitable doctrines – w/ broad purposes clause, (C) can’t







repudiate on that ground




2.  Tort + Criminal Actions:  Ultra vires is no defense




3.  Contract Actions:  (Common Law):  Depends on extent to which K performed





a.  Purely executory:  (No performance on either side):  Either side could raise





b.  Fully performed (both sides):  neither could rescind





c.  Partial performance:  Majority – no defense; Minority – could assert ultra






vires defense BUT liable in quasi-contract for value of benefit




4.  Statutes:  Usually prohibit in K actions [RMBCA §304; Del. Gen. Corp. Law §124]





a.  (C) and 3rd party:  Neither can use as defense in suit to enforce K





b.  Suit against officers or directors:  If K performed and result in large loss to (C),






(C) can sue officers/directors for exceeding authority (if (C) doesn’t, SH






can bring derivative suit)





c.  Suit by the state:  State can sue to enjoin (C) from transacting unauthorized business





d.  Suit by SH:  Can sue (C) to enjoin performance of an ultra vires K – but all parties to






K must be parties to the action




5.  Broad certificate provisions:  Ultra vires usually won’t arise b/c statutes (i.e. like in 





DE) that allow (C) to state purpose very broadly

B.  Managers’ Responsibilities and Compensation:

***In General, (C) managers – directors, officers (usually controlling SH’s) – may be held responsible for



breach of duty to three classes:  creditors of the (C), SH’s of the (C), and the (C) entity itself


1.  Disinterested Conduct:  Duty of Care:



a.  Amount of care required:   “reasonable care and prudence”




1.  Courts recognize:

a.  Since potential profit often corresponds to potential risk, courts recognize SH often






assume risk of bad business judgment





b.  After-the-fact judgment is not good way to evaluate business decisions





c.  If liability imposed too readily, might deter persons from serving as directors




2.  Business Judgment Rule:  Where act/omission involves no fraud, illegality, or conflict





of interest but is a question of policy/business judgment, director who acts in good faith





is not personally liable, short of clear and gross negligence




a.  Majority View:  Director must be “reasonably diligent”






1.  Can’t invoke rule if should have known/knew did not have sufficient facts







to make a judgment, but failed to make reasonable efforts to inform self







a.  Smith v. Van Gorkom (p. 83)






2.  Some courts use gross negligence standard/ some use ordinary negligence





b.  Illegality:  Can’t use Rule if causes (C) to engage in illegal acts or acts contrary to






public policy





c.  Profit Maximization and “other constituencies”:






1.  Can invoke rule even though causes (C) to take action not profit-maximizing,







instead considering interests of employees, creditors, local communities,







or other constituencies






2.  Reasonableness limit





d.  §401:  Fulfills duty if director or officer:






1.  Is not interested in the subject of the business judgment






2.  Is informed w/ respect to the subject of the business judgment to the







extent he believes appropriate AND






3.  Rationally believes the business judgment is in the best interest of the (C)





e.  Varying types of Directors:






1.  Nature and extent of responsibilities vary






2.  Decisions must be made on basis of  info. known to directors w/out benefit







of hindsight






3.  Special background, qualifications, and management responsibilities of a 







particular director may be relevant in evaluating compliance w/ standard







of care





f.  “Rationally believes”:  To permit wider range of discretion than the term






‘reasonable’






1.  Caution against director liability for unsuccessful business decisions







a.  SH’s voluntarily undertake risk of bad business judgment







b.  Courts recognize that after-the-fact litigation isn’t good device








to evaluate (C) business decisions







c.  B/c potential profit often corresponds to potential risk – it’s in the








interest of SH’s that law not create incentives for overly








cautious corporate decisions



b.  Extent of liability:




a.  Some statutes permit articles of incorporation to limit or eliminate directors’ liability for





breach of duty of care – apart from action in bad faith, intentional misconduct, or





knowing violation of law


2.  Interested Transactions:  Duty of Loyalty:



a.  Fiduciary duty imposed on decision-making power (as opposed to duty re: misuse of info.)




1.  Loyalty Probs. when you have decisional power





1.  One has decisional power at many levels →→ often handle in terms of agency law






(agent has duty to principal not to act contrary to principal’s interests)





2.  Loyalty duties may also be imposed in SH as to those things they vote on:






a.  May have close (C) where powers ordinarily by BD are by K exercised







by SH – bear on running the company (operational structure/profit-







loss)  → can imply same duties of loyalty as directors






b.  Decisions law always leaves to SH







1.  Decisions to dissolve (C) is to SH; to merge; to sell all/substantially









all assets and reinvest in different business



b.  K w/ Interested Directors:  Director also on other side of transaction




1.  OLD LAW:  If there was a conflict of interest – automatically voided transaction




2.  Statutes:  





a.  Cal. Gen. Corp. Law §310


1.  No K between (C) and director… in which have substantial financial interest, 

shall be voidable so long as:







a.  If in a court can prove the K or transaction was fair at time approved







b.  If material facts presented to SH and they approve (less valuable)







c.  Material facts as to interest fully disclosed/known to the board and








approved in good faith w/out counting vote of interested director

2.  Interested/common directors may be counted in determining presence of 

quorum





b.  PROBS:






1.  Doesn’t cover directors w/ no financial interest but voting on both sides






2.  If (C) is large, can’t give SH’s enough info. to decide as if the BD was







deciding (b/c sending proxies; no cross-communication between SH’s)






3.  When small (C) where BD conflicted and same people are SH’s – idea that 







interested SH ratification was okay:







a.  CA:  NO – interested SH ratification no better than interested BD








1.  SH must approve in good faith w/ shares by interested









directors not voting





c.  Independent director approval:






1.  NY: Disclose material facts of both director’s interest and transaction






2.  CA:  Material facts as to the transaction






3.  NY:  BD approves either (a) W/out vote of interested director  OR







(b) by unanimity (if no quorum in (a))





d.  Quorum Rules:  Least majority is a quorum – but can reduce to as low as 1/3 of 






the body to be a quorum  (if 9, need 5 to approve – if 4 don’t vote – will take






3-2 vote to win, so min. is 3 of 9)






1.  Supposed 8 of 9 interested:  Okay for 1 disinterested to approve, so long as







quorum of 3 shows up






2.  What is appropriate vote if only 1 uninterested present?







a.  if majority needed – can’t vote b/c need 3 uninterested – if








abstentions don’t’ count as no, 1 is enough






3.  CA §307:  majority of authorized # = quorum; bylaws can change but no







less than 1/3 or “2” which ever is larger – unless authorized # of







directors is 1







a.  Majority of directors present at a meeting where a quorum is present








is an act of BD






b.  If 5-9 interested; all 9 come to meeting; 4-9 approve – no approval








b/c not majority; 2 of interested should not have come






4.  DE – majority of those voting constitutes an act – so 1 alone can approve




3.  Effect of Self-interest on right to participate in meeting authorizing transaction:





a.  CL:  Directors who had adverse interests could not be counted for purposes of making






up a quorum, or for making up majority vote at the meeting where transaction






approved





b.  Statutes:  Most permit “interested” director to be counted to determine presence






of a quorum;  transactions not automatically voidable



4.  Effect of self-interest in rendering transaction voidable by (C):





a.  Only where K found to be unfair to the (C) considering all relevant circumstances






1.  Disclosure requirement:  Failure to make full disclosure to an independent






board respecting the transaction itself is “unfair”







a.  “Full Disclosure”:  Inform as to all matters affecting the value of








property involved and perhaps amount of director’s profit






b.  “Independent board”:  Where majority of directors not under control








of interested director (directly or indirectly)






2.  Fairness requirement:  Even if full disclosure, still voidable by (C) if 







unfair to (C) in price, terms, or other conditions







a.  Presumption of unfairness must be rebutted by interested director







b.  If disclosure to independent board not possible (e.g. b/c interested








director controls majority of board), dealings upheld as








long as fair and reasonable to the (C)




5.  If problem “cured” – is that enough to make K valid?





a.  CA §310(a)(2):  If cured, the K still must be “just and reasonable”






1.  Procedural cure may be appropriate → maybe burden on attacking party to







disprove justness and reasonableness (burden depends on context)





b.  Del. + Model Act:  No requirement of justness/reasonableness






1.  Will Court let P. prove unfair – in last 20 years, De. cts. don’t bring in







fairness requirement





c.  “Just and reasonable” can be independent cure – but heavy burden of proof




6.  Principles:





a.  Fairness:  What should standard be?






1.  Range of reasonableness – okay even if at high range





b.  Intermediate Review:  Loyalty review for fairness rarely applies b/c seldom






is there classic self-dealing – duty of care (business judgment rule) and






duty of loyalty (fairness) both fail to account for combination of conflicting






interests and legitimate (C) purposes (e.g. executive compensation; (C) actions






taken in control context such as takeover defenses)





c.  Procedural vs. substantive fairness:






1.  Courts wary of SH ratification







a.  Have they gotten enough info.







b.  Have interested directors put on hats of SH’s and tainted the








decision by voting?  (CA says can’t vote; Del. says can)





d.  Scope of disclosure:  Is it sufficient to disclose interest alone – not details of 






transaction?






1.  Cookies:  Herrig didn’t reveal details of transaction






2.   CA:  All elements of transaction and interest required






3.  DE/Model Act:  so long as interest disclosed it’s okay







***Courts don’t like/allow hiding of interests*** -- nondisclosure







    is independent ground of voidability********



c.  Interlocking Directorates:  




1.  Same individual sits as director of 2 (C)’s when they K w/ each other – director owes each





(C) a duty





a.  Transactions okay subject to same general requirements (full disclosure and fairness)






1.  Statutes:  CA: mere common directorship does not constitute a material







financial interest that should be disclosed



d.  Parent-Subsidiary Special Problems:




1.  No conflict where wholly owned – but where parents owns only majority of shares, minority





SH’s might be affected





a.  Was the transaction fair to the subsidiary






1.  Burden of proof on parent:  Demonstrate that has taken no unfair advantage







of subsidiary through control of its board






2.  Limitation:  Some courts place burden on parent only where, by virtue of







its domination, it has received something from the subsidiary to the







exclusion of the minority SH’s







a.  Case v. NY Central R.R. (D. owns 80% Mahoning; D. had losses, M.








had gains; by consolidating, indirectly M. no pay taxes b/c losses








of parent erased gains of subsidiary; M. spared $3.8 million –








less than 10% of that was returned to M.)








1.  HELD:  No harm so long as M. no have to make payment









larger than gain – no loss/disadvantage to M.




2.  *****Where there is no analog (to compare to) – conflict of interest structure falls apart****




3.  Court looks as a self-dealing situation:  fiduciary duty of fair dealing





a.  Standard applies only when parent on both sides of transaction





b.  Dividend payment not self-dealing:  Self-dealing only when one side gets benefit






that other doesn’t 






1.  Sinclair Oil v. Levien (FACTS:  Sinven a unit of Sinclair; a 97% subsidiary;







oil exploration business; did really well; reinvested earnings; Sinclair







decided to disinvest; made Sinven unable to go into more exploration







activities (liquidated investment); started new operations, including in







Latin America (Sinven in Venezuela); paid dividend to SH’s in Sinven







to pay for new operations)  HELD:  For Sinclair







a.  Court skirted issue of corporate opportunity (Sinven had interest  +








expectation of expanding in Latin America)







b.  Del. court carving out subset of transactions from corporate








opportunity subject matter



e.  Taking of a Corporate Opportunity:




1.  Director cannot take for self any advantage or business opportunity that properly belongs





to the (C) – as to any such opportunity, director must 1st offer to the (C) – owes (C)





right of first refusal (right to acquire on same terms offered to director):




2.  TESTS:





a.  Procedural:





b.  Substantive:  Can’t use financial incapacity of (C) as an excuse for taking for self






1.  Majority Rule:  Most courts allow director to prove as an affirmative defense







that (C) needed the financial ability to pursue the opportunity




c.  Interest and Expectancy Test:






1.  Did you get in official capacity?






2.  Vague deference if it happens outside business context






3.  Urgent need






4.  Established corporate policy





a.  Corporate Opportunity:






1.  Under circumstances would it be unfair for director to exploit opportunity?







a.  (C) plans and expectations:  (C) has present interest or “tangible








expectancy” in opportunity in that has specific need for it,








has resolved to acquire it, or has actively considered it








1.  Mere fact that opportunity would be “useful” to (C) not









enough to make it an opportunity







b.  Director’s capacity in dealing:  If opportunity discovered by director








in capacity as director = corp. opp.







c.  Funds used:  If (C)’s property, information, or funds involved in 








director’s discovering/acquiring the opportunity;  (C)’s facilities 







or employees used in developing it








1.  Estoppel more likely when “harsh” assets used:









a.  Cash









b.  Facilities









c.  K’s








2.  “Soft”









a.  Goodwill









b.  Working time









c.  Corporate info.





b.  If (C) unable to take advantage:






1.  If (C) can’t take advantage (e.g. involvent, etc.), director can







a.  Might have to disclose all known material facts to the disinterested








directors (or disinterested SH’s) – then can take advantage if








rejected by the (C) or if director proves (C) unreasonably








failed to reject + fair for director to take it








1.  Financial ability not a defense unless they did their best –









but how would we know








2.  Directs have burden on “best” issue







b.  Some courts say no – violates fiduciary duty b/c may discourage








from making best efforts to obtain needed $ for the (C)







c.  Ultra vires:  If (C) not authorized to do so, director might be








able to make transaction – but – other argument says








(C) should first be able to consider b/c could amend articles





c.  If (C) unwilling to take advantage:






1.  If directly fully informs BD of opportunity + independent BD declines,







director can pursue





d.  DEFENSES:






1.  3rd party won’t deal w/ (C)






2.  Financial inability of (C)






3.  (C) couldn’t legally take opportunity (e.g. Charter prohibitions; govt.







regulations)





e.  REMEDIES:






1.  Constructive trust:  Directors holds for (C) as trustee, forcing conveyance






of the property at the cost the director paid + accounting to (C) for







any rents, income, or profits derived






a.  Irving Trust Co. v. Deutsh (P. a trustee in bankruptcy of Acoustic;








essential for Acoustic to acquire rights to manufacture under







patents; thought could get rights through DeForest Radio Co.;







Bell employed by Acoustic to negotiate w/ those in charge of







DRC; got offer from DRC to take 1/3 participation in purchase







of 600,000 shares DRC stock; couldn’t get funds for Acoustic;







D’s offered to buy for Acoustic; they bought then sold for







a profit







1.  HELD:  For Acoustic








2.  Court imposes constructive trust – (C) officer is a fiduciary









who acts in role of trustee





f.  Should you ever be able to take (C) opportunity?






1.  In Irving Trust, 4 non-interested directors were informed – isn’t that enough?






2.  Should you go to the disinterested directors, inform – and allow to







validate





g.  PROCEDURES FOR DIRECTOR:






1.  Ratification by disinterested SH’s






2.  Ratification by disinterested BD






3.  **If Directors can show fairness (majority rule)





h.  ALI §5.05 General Rule:






1.  Director/senior executive may not take advantage of (C) opportunity unless:







a.  First offers the (C) opportunity to the (C) and makes disclosure 







      concerning the conflict of interest and (C) opportunity







b.  (C) opportunity is fair to the (C)







c.  Either:








1.  Rejection of the opportunity is fair to the (C)








2.  Opportunity rejected in advance following disclosure, 









rejection by disinterested SH’s, or in case of senior









executive who is not a director, by a disinterested









superior in a manner that satisfies business judgment









rule







c.  Rejection is authorized in advance or ratified following such









disclosure by disinterested SH’s and rejection is not









equivalent to waste of (C) assets




3.  Where no arms-length analog (parent-subsidiary probs.)




a.  Court looks as a self-dealing situation:  fiduciary duty of fair dealing






1.  Sinclair Oil Corp.:







a.  Issues surrounding decision not to use Sinven as a vehicle – court








looked to context as a total enterprise to avoid the issue







b.  If stripping subsidiary – maybe best solution for minority is a buyout







c.  Sinven would have reinvested the $$ -- so that created interest








+ expectation for corporate opportunity analysis 


3.  Compensation of Managers:  conflicts of interest



*****Issues of reasonableness, waste, and self-dealing*****



a.  Authorization:  Has compensation arrangement been duly authorized by the board



b.   “Reasonableness”:  If not reasonable, may be challenged as waste of (C) assets




1.  Disinterested Directors:  Protected by good faith + business judgment rule




a.  Publicly held (C)’s:  Modern decisions almost never find excessive pay





b.  Close corporations:  Often held unreasonable when not approved by either






disinterested directors or disinterested SH’s




2.  Doctrine of Waste:





a.  Legally sufficient consideration to (C):  Must appear services are legally sufficient






for such payment






1.  Services must be expressly or impliedly authorized; usually okay if 







reasonably related to the (C)’s business






2.  Compensation for past services:  







a.  Used to be illegal (Adams v. Smith) – courts have abandoned this








rule for the most part (bonus for Coca-Cola CEO upheld)







b.  Future consulting fees:  In exchange for promise to be available








to “advise” or “consult” w/ (C) in the future OR promise not








to compete w/ (C)







c.  Bonuses:  Reasonable bonuses for past services okay






3.  Compensation for future services:  May be improper if no reasonable 







assurance (C) will get the services







a.  Stock options:  Usually okay – but sometimes invalidated if not








conditioned on recipient’s remaining at (C) for designated








period of time





b.  Value of services rendered:  






1.  Must be some reasonable relationship between amount paid + value of







services rendered







a.  “Reasonable”:  Determined by facts + circumstances:  qualifications;








time spent; responsibilities assumed; size and complexity of (C)








business; amount of its incomes; comparison to others in similar








(C)’s







b.  Percentage of profits:  Just b/c getting % of profits not alone enough








to show unreasonable



c.  When is enough too much – is there ever a LIMIT?  (prob. of EXCESS):




1.  Court will not scrutinize amounts




2.  Some problems courts can’t handle:





a.  Director of Mutual fund to get ½-1% of Fund’s net assets






1.  Management K’s now have scale of declining % for payment




3.  We depend on marketplace – the BDs – to handle this  (prob:  around 75% of BDs are





current/former CEOs)





a.  Ohio has statute allowing self-interested parties to ratify compensation packages and 






remove from self-dealing realm – moves to duty of care  (changes a loyalty






problem to duty of care)






1.  Mlinarcik v. E.E. Wehrung Parking, Inc.  (FACTS:  E.E. created D.; holder







of lease on parking garage; Kids took over management and BD; paid







selves; worked very little (once a month, in some cases); salaries more







than 10x the value of their services)  HELD:  for D – salaries okay –but







Buxbaum thinks court wrong – that could have been managed for 1/10







the cost should have been enough







a.  As a matter of excess:  May recharacterize compensation as a








dividend – could get share







b.  This case cries for mandatory buyout – may have remedy of court








ordered dissolution 




4.  Close Corporations:  Court is more likely to find overcompensation





a.  Must be in proportion to executive’s ability, services, time devoted to the (C),






difficulties involved, responsibilities assumed, success achieved, amounts






under jurisdiction, corporate earnings, profits and prosperity, increase in volume






or quality of business or both, and all other relevant facts and circumstances





b.  Cases usually involve self-dealing + absence of realistic alternative for the minority






(can’t vote majority out or sell shares in market)




5.  Golden parachutes:





a.  Provides executive w/ annuity or cash payment (and, often, immediate vesting of






stock options and pension benefits), if control of the (C) changes or if






executive’s responsibilities decreased following change of control






1.  Courts usually apply business judgment rule






2.  Congress has limited size by prohibiting tax deduction if too high



d.  Stock Options:




1.  Right to purchase a (C)’s shares w/in designated period of time at a set price





a.  Statute:  N.M. Bus. Corp. §53-11-20






1.  (C) can create and issue rights or options…set forth terms upon which







shares can be purchased…if issued to directors, officers, or employees







and not to SH’s generally, issuance shall be approved or ratified by







affirmative vote of holders of majority of shares…In absence of fraud,







judgment of BD as to adequacy of consideration shall be conclusive





b.  Can be adopted as form of compensation for continuance in employment





c.  If SH’s ratify – court will only look to see whether value of services bears






reasonable relationship to amounts to be paid + whether value to company






of benefits was so much less than compensation someone of ordinary business






judgment would not think fair exchange






1.  Where waste is alleged – court, notwithstanding independent SH ratification,







must examine facts





d.  TEST:






1.  (C) reasonably expects to receive contemplated benefit from grant of options








+






2.  Reasonable relationship between value of benefits passing to (C) and value of







options granted




2.  Reasonableness of Compensation:





a.  Okay to grant units credited w/ any market appreciation in the (C)’s stock – BD is






to decide if wants to compensate in that way in own business judgment




3.  Shareholder ratification of interested director transactions:





a.  4 possible effects of SH ratification:






1.  An effective SH ratification is a complete defense to any charge of breach of







duty






2.  Effect of ratification is to shift the substantive test on judicial review of the 







act from one of fairness that would otherwise be obtained to one of waste






3.  Ratification shifts burden of proof of unfairness to plaintiff, but leaves SH-







protective test in place






4.  SH ratification on full information is afforded no effect




4.  Public Corporations:





a.  SH have collective action probs  (free-rider; communication and coordination;






rational apathy) – can be swayed by information






1.  Tension between liquidity (exit) and control (voice) now favoring control







since ‘exit’ for institutional SH’s has become more difficult




5.  Should effect of disinterested SH ratification be any different from effect of approval or





ratification by disinterested board --- (What is the effect of BD?)
CLOSE CORPORATIONS

*****Corporation owned by a small number of persons for which no active trading market exists*****

- High overlap between SH and managers

-SH often not diversified – most of wealth in the (C)

A.  In General:


1.  Statutes:



a.  Del.:  Need 3 elements:




1.  All of (C)’s shared held by not more than 30 persons




2.  All of issued shares must be subject to one or more authorized restrictions on transfer




3.  (C) cannot make any “public offering” of its shares





a.  Harsher b/c mandatory transfer restriction requirement



b.  NY:




1.  Any (C) other than a public (C)



c.  CA:




1.  (C)’s whose articles permit no more than 35 SH’s 




2.  Void any voluntary inter vivos transfer of shares violating this requirement




3.  Articles may be amended only by unanimous SH vote




4.  §300(b):





a.  no SH agreement which relates to affairs…shall be invalid on ground it :






1.  So relates to conduct of affairs of (C) as to interfere w/ discretion of BD OR






2.  Attempt to treat (C) as if it were a partnership



d.  Non-statutory Close Corporation:   _____________________________                               


2.  Terms of Art:



a.  Shareholder Agreement:  (§186):  Unanimous agreement among all existing SH’s



b.  Close Corporation (§158):  Must say “this is a close corporation” + all shares not held by more




than 35 persons




1.  Non-unanimous agreements or (C)’s w/ over 35 SH’s are not valid if relate to any





phase of affairs of (C) + (1) or (2) above



2.  In CA, don’t have to say “this is a close…”, but do need unanimity

B.  TRANSFER RESTRICTIONS (ON SHARES):


1.  First Refusal Clauses:  (perfectly legal)



a.  SH’s agree each free to sell stock but (C) or other SH’s get first-refusal option (option to buy at




that price)




1.  Price Disparity:





a.  More than mere disparity between option price and current value must be shown to






invalidate a transfer restriction





b.  Restriction will be sustained “if reasonable” + SH acquired stock w/ notice of 






restriction






1.  Allen v. Biltmore Tissue Corp.  (FACTS: Biltmore shares w/ restriction if







one wants to sell/transfer must give (C)/SH’s opportunity to repurchase







at price paid to the (C) at time (C) issued the stock – if not exercised,







can be sold after 90 days; Kaplan bought 5 shares at $5 +10 shares at







$100; after Kaplan died (C) decided to purchase at $20; executors







declined)  HELD:  For Biltmore





c.  PROB:  Is there a real market when bidder knows its bid might not be taken (just a






stalking horse for the (C) to act)




2.  Del. Gen. Corp. Law §202:  Written restriction on transfer okay if:





a.  Noted conspicuously on certificate/contained in notice 






1.  If no notice – ineffective except if person has actual knowledge





b.  Permitted if:






1.  Obligates holder to offer to (C) or SH prior opportunity to buy







OR






2.  Obligates (C) or SH to purchase the securities subject of an agreement







OR






3.  Requires (C) to consent to any proposed transfer







OR






4.  Prohibits transfer to designated persons or classes of persons, so long as not







manifestly unreasonable





c.  Steers close to problems of abuse →→ suggests no reasonableness limitation and






Del. courts rarely infer it




3.  Consent Restrictions:





a.  Del. statute suggests it may be unreasonable




b.  Mass.:  Not palpably unreasonable or unconscionable to require consent of ¾






stock b/c in small business relations analogous to partnership – right to choose






one’s associates





c.  N.C.:  Valid where good faith and absence of allegation or proof of arbitrary, 






oppressive, or unreasonable conduct





d.  N.Y.:  Stock certificates regarded as personal property – subject to rule of no 






unreasonable restraint on alienation ---- refusal must be reasonable – not






arbitrary






1.  Rafe v. Hindin (FACTS:  P. and D. organized (C) to purchase property;







each owned 50%; non-transferable except to other SH; can transfer







w/ written consent of other SH; P. found purchaser; offered to sell to







D.; D. refused and refused consent)  HELD:  For P.




4.  Reasonableness of Restraints:  Factors to consider





a.  Size of (C)





b.  Degree of restraint on power to alienate





c.  Length of time restriction to remain in effect





d.  Method used in determining transfer or option price of shares subject to the restraint





e.  Fairness/unfairness of the procedure used to adopt the restriction





f.  Likelihood of its contributing to the attainment of (C) objectives





g.  Possibility that a hostile SH would seriously injure the (C)





h.  Likelihood the restriction will promote best interest of enterprise as a whole





i.  ****Is restraint sufficiently needed by particular enterprise to justify overriding the






general policy against restraings on alienation


2.  Mandatory Call


a.  Mandatory buy-out right in occurrence of events you may not have control over (e.g. death,




retirement, voluntary withdrawal)




1.  Law doesn’t distinguish between voluntary and involuntary




2.  Probs. usually regarding fairness of price agreements





a.  Levi Strauss (FACTS :  when private, employees w/ X yrs. service got almost free






stock; agreement that retirement, death, leaving would force stock sale at






book value (never below price bought at – rises as Levis assets rise)






1.  Court pretty relaxed about relation of value – sometimes mandatory buybacks







at purchase price are okay






2.  Courts not kind to arguments about unfairness


3.  How useful are TR’s?



a.  Are they temporary or generational (e.g. to keep family business in the family)




1.  May not know how long down road you want to keep them → make sense at start-up w/





6 people, but maybe not once it grows (close to IPO)




2.  Pre-IPO restrictions must be drawn w/ foresight of IOP (when to eliminate/modify)




3.  PROB:  Implacement and displacement:





a.  To put in restrictions, usually need unanimity (if (C) already existing)





b.  BUT – doesn’t take unanimous vote to get rid of  (Buxbaum thinks a bad rule)





c.  TR’s only a benefit to majority SH’s if can get rid of w/out unanimity


4.  Where do you put TR’s



a.  In charter (to cover incoming people)



b.  Between parties – it’s contractual



c.  Problem won’t be legality of form – it will be over appraisal structures (if built in)


5.  Where to incorporate:



a.  Small (C)’s should not incorporate in Del. 




1.  If a CA small (C) and meet functional tests (payroll, facilities, sales) will get to apply





CA law

C.  SPECIAL AGREEMENTS ALLOCATING AUTHORITY

1.  Shareholder Agreements Respecting Election of Directors:



a.  Pooling Agreements




1.  2 or more SH’s, each ordinarily owning minority but together usually controlling





majority, agree to cast votes as a unit  (may be irrevocable)




2.  TESTS:





a.  SH control agreements valid where:






1.  For the benefit of the (C)






2.  Where works not fraud upon creditors or other SH’s






3.  Where violates no statute or recognized public policy





b.  SH agreement for voting trust valid where:






1.  No wrong to the (C)






2.  No special benefit to the parties to the (C)






3.  No turning over of management to strangers





c.  E.K. Buck Retail Stores v. Harkett  (FACTS:  Harket indebted to P. Buck; B. agreed






to cancel obligation and to pay cash into Harkett business in exchange for 40%






shares and equal representation on BD; agreement said Harkett to pick two,






Buck to pick two)  HELD:  agreement valid






1.  May have also achieved same goal by SH agreement/bylaw/charter provision







that no directors may be elected unless receive unanimous vote





d.  Ringling v. Ringling Bros.-Barnum & Bailey (FACTS: 1000 shares; Ringling 315;






Haley 315; North 315; Ringling and Haley agreement that each in voting will 






act jointly and if fail to agreement disagreement will go to arbitrator; disagree






over 5th director; Loos to arbitrate; Haley refused (wanted out to vote w/ North);






Loos directed Ringling to cast 882 votes for herself, 882 for her son, 441 for






Dunn and for Haley to do same w/ self, husband, and Dunn; Haley voted






1103 for self, 1102 for husband






1.  HELD:  Haley’s votes declared invalid






2.  Nothing wrong w/ agreement – despite non-unanimous situation






3.  Denied auto-enforceability of arbitrator




3.  CONCERN:  Future stability of such agreements





a.  Problems in generational sense – people don’t survive as long as (C)’s





b.  Unanimity requirement okay – Prob. arises if:






1.  unanimity + automatic enforceability + long duration (excessive)



4.  Duration:  





a.  As to automatically enforcing activities, there will be a time limit (CA – 10 yrs.)






1.  Holdout problem avoided by making vote on extension of term 2 years







early (at 8 years)






2.  Del. eliminated all duration limits on all SH agreements




5.  Unanimity:  (for veto power – “election of director shall require 100% vote)





a.  Model Act:  §7.27






1.  Articles of incorporation may provide for greater quorum or voting 







requirement for SH’s






2.  Amendment to articles that adds, changes, or deletes a greater quorum







or voting requirement must meet same quorum requirement and be







adopted by same vote and voting groups required to take action under







the requirements than in effect or proposed to be adopted, whichever







is greater





b.  No similar statute in CA – but 100% requirement is probably not good as an






auto-enforceability mechanism




6.  Auto-Enforcement Issue (non-unanimous agreement)




a.  Del. §218:






1.  Agreement, if in writing and signed…may provide…shares shall be







voted as provided by the agreement, or as parties may agree, or as







determined in accordance w/ a procedure agreed upon by them





b.  CA and Model Act also made similar statutory changes (w/ time limits) – remove






all doubt as to contingent proxy (e.g. arbitrator votes all shares…)





c.  Are such proxies irrevoacable?






1.  Can have irrevocable proxy to secure SH agreement in a close (C)







a.  ISSUE:  only in a statutory close (C) or also in a common law one?


b.  Voting Trusts:  (generally legal)




1.  Device established by formal transfer of voting shares, usually for designated period, from





owners to trustees





a.  Trustees have legal title to shares + right to vote in manner agreed on





b.  SH retain right to dividends and other asset distributions




2.  USES:





a.  Same as in voting agreements





b.  Existing creditors/senior security holders of financially unstable (C) may require 






control of voting mechanism





c.  Typically occur in small (C)’s

1.  PROB:  Duration issues – can you foresee enough of future w/out enough 

leeway to resolve inevitable disputes – 







a.  Del. answer lies in K – if you enter into agreement, you’re stuck w/ it








(Buxbaum thinks this answer is insufficient/iunadequate)






2.  Open-endedness that builds in adaptation is important



3.  STATUTES:





a.  Limit duration (except for Del.)

b.  Must be public (both in charter + other public docs.) – b/c innocent voters can’t come 

in and break fortress






1.  Secrecy aspect will likely fall by the wayside soon (Buxbaum)







a.  Abercrombie v. Davies:  Courts main issue was secrecy of trust – 54%








of SH’s had locked selves up




4.  POLICY:

a.  Those outside caucus should know those inside are impervious to persuasion – 

investors may invest when they wouldn’t have if they knew






1.  BUT – they can do it midstream – so those already invested are stuck





b.  If a group decides on certain mechanisms, maybe shouldn’t be exclusionary so long as 






enemy SH can’t throw around his shares



5.  LIMITS:





a.  CA §706 on irrevoacable proxies:  Suggest can only be irrevocable if given to 






enforce a valid SH agreement → does that mean a unanimous agreement






1.  Functional equivalent of VT may be limited to when put into place







by unanimous SH agreement





2.  Can you have a  non-unanimous SH agreement enforced through an







irrevocable proxy?  - Statute suggests must be unanimous




b.  “Trust” argues “equity” which argues “good faith”






1.  ISSUE:  Right of court to decide  if original purposes frustrated this







arrangement should be ended






2.  Maybe if you lock it in by K too stringently, you deserve what you get




6.  ENFORCEMENT:





a.  Pooling agreements can be specifically enforced





b.  Create contingent proxy (in arbitrator or it automatically arises in hands of winner)



c.  Other Mechanisms for Locking up Forced Consensus:




1.  Irrevocable proxy at the outset (implies different kind of agreement)




a.  Why give one?

1.  60-40 SH’s → create permanent proxy in minority SH for 10% to create 50-

50 voting







a.  Probably not the best way b/c what if 50-50 always at odds?




2.  Pre-pledge of shares to creditor (lender)



3.  If employees buying shares on installment plan – give shares but keep proxy until fully





paid (selling SH controls voting structure untinl paid)




4.  Arbitrator





a.  Create a separate stock of class (w/ right to vote but no dividends, etc.)






1.  Lehrman v. Cohen (Two classes of stock, AC and AL, each could elect two







directors; created one share of class AD w/ right to elect 5th; AD started







siding w/ one side)  HELD:  valid

a.  Purpose of voting trust statute:  to avoid secret, uncontrolled 

combinations of SH’s formed to acquire voting control of the (C) to the possible detriment of non-participating SH’s

*********Most of these mechanisms are legitimate – overarching issue her is fiduciary, loyalty, or frustration probs****


2.  Agreements Respecting Actions of Directors:  



a.  Business and affairs of a (C) shall be managed “by” a BD – not by the SH’s



b.  Requirements:



1.  Unanimity




2.  Reasonableness and limitedness 





a.  “…director must appoint Clark as GM so long as faithful, efficient, and competent”





b.  No substantial impingements on discretion of BD




3.  Specificity and particularity of what you are stripping BD of (not clear in NY how 





particular it must be



c.  Clark v. Dodge  (Clark owned 25%; Dodge 75%; Dodge took no active part in business; Clark

was a director; agreement that Clark, should continue as director + as GM so long as ‘faithful, efficient, and competent + during life receive ¼ net income of (C) either by salary or dividends + no unreasonable salary to others so as to affect Clark’s profits)  HELD:  Agreement valid




a.  Scope:  Narrow but absolute





1.  Suppose said so long as able to function he’ll be GM + $ → do we read in 






reasonableness →→ what if specified $






a.  Nature of absolute duty may cause it to be challenged, even though narrow







in scope




b.  Broad changes in Process by which Directors direct:





1.  All decisions shall be made by Clark + Dodge in consensus – why not just appoint






selves directors





2.  Is it fair to say to directors that they must operate by consensus (stripping of their






right to make own judgment calls) → takes everything away




c.  Transfer of all director functions to SH’s





1.  Everything voted on by directors will be voted by SH’s + as SH’s we agree to






share 50-50 (by statute this is okay)


d.  LIMITATIONS:




1.  Can’t delegate management to another entity – rule may be obsolete





a.  Long Park (FACTS: agreement by 3 SH’s that 1 gets all authority to manage)




2.  If split close (C) and majority delegates management → analogous to problem of





unanimity



3.  Duration:  Can’t extend delegation too long



e.  STATUTES:




1.  NY §620





a.  Provision otherwise invalid b/c restricts board in management valid if:






1.  All incorporators or holders of record of all outstanding shares, whether 







or not have voting power, have authorized such provision in certif..







of incorp or an amendment   









AND






2.  Subsequent to adoption, shares transferred/issues only to persons who have







knowledge or notice





b.  Only if shares not listed on national securities exchange…




2.  MD §4-401





a.  Under unanimous SH agreement, SH of close (C) may regulate any aspect of (C)






including:






1.  Management of the business and affairs of (C)






2.  Restrictions on transfer of stock






3.  Right of one or more SH to dissolve at will or specified event






4.  Exercise/division of voting power






5.  Terms and conditions of employment of an officer or employee






6.  Individuals who are to be directors and officers






7.  Payment of dividends or division of profits





b.  SH w ho gets stock after unanimous agreement considered to have assented






1.  Whether or not has actual knowledge if acquired by gift/bequest






2.  If has actual knowledge of existence of agreement if acquired in any







other manner




3.  Unanimous/majority (depending on statute) SH’s can make agreement relating to any





phase of (C)’s affairs





a.  Some statutes (Del. §351) allow SH to manage directly rather than by directors




4.  Nothing is out of bounds in CA – see §300(b)

3.  Agreements Implied by Majority’s Fiduciary Duty:



a.  Donahue Rule (Massachusetts Rule):  Small (C)’s are like partnerships where SH’s owe




fiduciary duties to each other unless in interest of common enterprise that SH bears some 




sacrifice




1.  PROB:  May cause limits on legitimate actions that will hinder effectiveness



b.  RULE:




a.  If majority asserts business purpose – minority should show pretext or less onerous way





to that outcome  (less harmful to minority interest)





1.  Oscillation between K and loyalty






a.  Wilkes v. Springside Nursing Home (FACTS:  Majority unhappy w/ 







Wilkes b/c don’t like him; use power to push him out of salary







position)  HELD:  Violation of fiduciary duty




b.  Majority has some rights to “selfish ownership” in (C) to be balanced against  fiduciary





obligation to minority



c.  50/50 Corporations:




a.  Fact that you’re a SH doesn’t give you a right to 1st purchase newly issued shares





1.  Schwartz (Long time j50/50 split; one SH/director died; other family which then






controlled majority of BD voted to issue treasury shares to self, ending






equal division)






a.  BD still required to justify sale of treasury stock by showing bona fide 







business purpose





2.  Is this overly favorable to defendants?  -- Can majority ever show a legitimate






business purpose to do this?



d.  Stock Repurchase Options:




a.  CA has Donahue like duty





1.  Zidell v. Zidell (Oregon case) (FACTS:  P. and D. each had 37 ½%; Rosenfeld had






25%; P. asked R. if wanted to sell; P. reported conversation to D.; D. went to






R. and w/out informing P. negotiated for purchase)  HELD:  For P.






a.  Fiduciary duty to (C) and (C) doesn’t care who buys them – CA would







come out differently →→ P’s tried as (C) opportunity case – but







(C) doesn’t care who owns shares



e.  Purchases from third parties:  




1.   Some courts will look at expectation to remain equal partners (Cressy)





a.  Might have to show in violation of some agreement, written or oral






OR





b.  Interests of (C) adversely affected






OR




c.  Relative position of P. in ownership of (C) was altered as a result



f.  Competition:




1.  D. violated fiduciary duty to (C) and SH’s when competes w/ the (C)


4.  Directors’ Delegation of Management Authority


a.  Ability of (C) to enter into employment K’s w/ SH’s and “managemnt K’s”



b.  Common Law:  




1.  CA RULE:





a.  BD can’t delegate function to govern;  may grant authority to act – but 






can’t delegate function to govern






1.  Kennerson v. Burbank Amusement Co. (P. hired to act as GM for







5 yrs at set salary + 5% gross sales + exclusive right to fix and







establish all policies for operation…of Theatre)  HELD:  For D.







a.  Requirement that Kennerson must report to BD and account is








not enough for BD to retain sufficient control




2.  Can’t violate bylaws





a.  Pioneer Specialties (FACTS: Nelson elected President; bylaws say “shall be elected






for one year”; K provided he was to be employed as president for 2 years; 






discharged by BD)






1.  Distinction between right to manage as to change officers and that they







may be stuck by K to those officers






2.  Distinction between power of BD to kick someone out and right of person







after dismissed to be paid under K




b.  Can’t K around articles of incorporation




3.  May have built in time limit functions





a.  Maybe officers limited to term of their principals – concept may apply in (C) law






(this isn’t the law now)



4.  Court may handle on authorization basis:





a.  E.g. Dusty Baker not given normal GM appointment (4 years) – instead given 40





b.  Should we have hard-fast rule w/ limits?






1.  Gives clarity, predictability






2.  BUT – maybe not efficient b/c won’t get best people





c.  Authorization not the structure anymore – gets into fiduciary duties


c.  STATUTES:




1.  CA §300(a):  BD may delegate management of day-to-day operation of business of 





(C) provided that business and affairs of (C) shall be managed and all (C) powers





shall be exercised under ultimate direction of the BD

D.  RESOLUTION OF DISPUTES AND DEADLOCKS

1.  Arbitration:



a.  It’s a K issue – must be provided for in advance




1.  (A) provisions in intra-(C) disputes:  Usually no state law problems as deadlock 





devices





a.  Do get problems in employment disputes; securities regulation 



b.  (A) clause only for controversies “which might be the subject of a personal action at law




or of a suit in equity”




1.  Disputes respecting various management and policy matters not subject to (A) under





these statutes



c.  Aversion to separation of ownership from control – to remedy, courts may narrowly construe




(A) clauses



d.  3 Issues:




1.  Litigation subject in normal justiciable controversy  (e.g. employee discharge)





a.  Minority SH – 1 of 5 directors – real concern is that dividend is not a 






reward, it’s the salary – protect self by requiring that if discharged






it’s an arbitrable controversy






1.  Litigation may be tough here (argument you should be able to continue







in gainful position) – if only possibility is dissolution, it’s not







a good option





b.  If condition for discharge not, e.g. drunk, senile, etc. – can (A) on those issues




2.  Right to claim dissolution (triggers buyout) – but (C) offers only penny for shares





a.  Can (A) around the price






1.  A planning took when looking at buyout – to determine buyout values




3.  Can you use (A) to resolve dispute around (C) policy?





a.  50-50; 2 person BD – no resolution mechanism – if we reach deadlock we’ll (A)






1.   Subject to lots of misuse – what about minor problems – e.g. giving a 







health plan or 401k – too minor to (A)






2.  (A) no good for ordinary range of decisions that owners make every day





b.  NY says this stuff isn’t (A) – only if alleging breach of duty of care





c.  (A) is no mechanism for policy disputes except of high, infrequent level w/






structural probs.  (not a legal objection – a practical one ******)


2.  Statutory Deadlock Breaking Devices:  Receivers, Provisional Directors, or Custodians:
  ******see §300(c) for which you can exclude from operation by SH agreement *****



a.  Receivers:




1.  Del. §291





a.  When (C) insolvent…upon application of any creditor or SH, may appoint…






receivers to take charge of its assets, estate, effects, business and affairs, +






collect outstanding debts, claims, and property due and belonging to the (C)


b.  Provisional Director:




1.  When eligible to be appointed:





a.  Directors so divided re: management of (C) business and affairs that no action






can be taken…business and affairs can no longer be carried on advantageously






to SH’s generally




2.  Who can file:





a.  ½ directors in office





b.  Holder of 1/3 stock then entitled to elect directors





c.  If more than any one class of stock entitled to elect directors, holders of 2/3 of






any such class




3.  Rights:





a.  All rights of duly elected director – e.g. vote + notice of meetings




4.  Removal:





a.  Court of Chancery





b.  Holders of majority of all shares entitled to vote to elect directors or 2/3…class…




5.  Often overlooked in drafting – people draft selves into deadlock situations where majority SH





asks for PD  (least powerful/least stringent)





a.  Original idea of PD:  Make policy decisions, break deadlock, and leave





b.  Enjoys absolute protection from liability




6.  PROBLEM: *** If have charter that says no less than 3, no more than 6 – have 4 – deadlock 





--- PD comes in – sides w/ one side – helps create permanently uneven BD





a.  Avoid by drafting K so situation can’t come up – (A) breaks deadlock, etc.



c.  Custodian:  (CA has no specific device for one)




1.  What triggers?





a.  So divided can’t elect directors





b.  Business of (C) suffering or threatened w/ irreparable injury b/c directors so divided






re: management of affairs





c.  Business and affairs managed by SH and they’re so divided business of (C)






suffering…




2.  Duties:





a.  Authority to continue the business of the (C) – not to liquidate its affairs and






distribute its assets  (but powers of a receiver)




3.  Is this mandatory or facilitative (can be removed by agreement)?





a.  If mandatory – it’s a bombshell – defeats expectations






1.  Del. PD provision:  “Not withstanding any contrary provision…”  =







non-waivable






2.  §352 Doesn’t say that – but cross-reference suggests its non-waivable







(CA is better – low threshold for PD – when real damage go to a







receiver ****)



4.  Giurich v. Emtrol  (FACTS:  P. agreed to supply technical expertise, Continental to supply





capital; Continental 80% shares; P’s got 20% w/ option to get 15%; Continental given





control of Emtrol’s BD; no agreement re: restructuring BD if P’s got more shares;  P’s





exercised options – together owned 50% + demanded restructure BD; deadlock prevent





election of new directors; P. petitioned for custodian)  HELD:  granted





a.  harm is not a requisite to PD or custodian provisions – only deadlock


4.  DISSOLUTION


a.  What can you alter by SH agreement? (in CA)




1.  Can’t alter:





a.  Right to petition for involuntary dissolution at will of SH’s






1.  Who may file:







a.  ½ or more of directors in office







b.  Any SH owning 1/3 or more of stock






2.  Reasons:







a.  (C) has even # directors equally divided on management of affairs







b.  Business can’t be conducted







c.  Danger property + business will be impaired







d.  SH so divided can’t elect board resulting in uneven #






3.  Specific rights:







a.  (b)(3):  deadlock at SH level







b.  (b)(4):  persistent fraud or misconduct







c.  (b)(5):  any (C) w/ 35 or ↓ SH – liquidation reasonably necessary








for protection of rights or interests upon complaint of SH




2.  Can agree other faction has buyout right – can be enforced  (even including (A) as to





value)




3.  “Reasonably Necessary…to protect rights or interests”





a.  TEST:






1.  “Reasonable expectations” complaining SH has in (C)







a.  Look at entire history of participants’ relationship







b.  Reasonableness:  Must be known to or assumed by the other








SH’s and concurred in by them






2.  “Reasonably necessary”:







a.  One or + substantial reasonable expectations known or assumed by








other participants







b.  Expectation has been frustrated







c.  Frustration w/out fault of P. and in large part beyond his control







d.  Under all circumstances P. entitled to some form of equitable 








relief





b.  Meiselman v. Meiselman  (FACTS:  Brothers, by gift, own 30-70%; both employed






by (C); Ira fired Michael after Michael sued Ira over (C) action that resulted in






Michael’s exclusion from meaningful participation in (C)’s management;  M.






sued for dissolution or buy-out at fair value)






1.  Additional factors to consider:







a.  Will it interfere w/ (C)’s ability to attract financing for its business







b.  Will it interfere w/ ability to attract additional capital







c.  Will it interfere w/ rights of creditors







d.  Will it require burdensome financing upon the (C) or SH’s





******Add in notes from other case*********


b.  STATUTES:  




1.  §1900:  Equally divided:  can request voluntary dissolution – BUT may be limited by SH





agreement




2.  §204:  May provide that need larger vote – except not in §1900 – can’t say need more than





50%





a.   EFFECT:  It is mandatory (50% rule seems to be locked in)




3.  Complaint may be filed by 3 types of people:





a.  ½ + of directors





b.  1/3 SH’s (in a close (C), a single SH can)





c.  a single SH in a close (C) w/ fewer than 35 SH’s




4.  Provisions:





a.  (b)(2):  Director divisions + no way to elect another






1.  Court/other side may say too extreme of a remedy at this stage






2.  Availability of a provisional director







a.  May have power to cause permanent new additional director to








be on the board  -- must provide in articles or SH agreement








otherwise




b.  (b)(3):  SH division






1.  Can’t draft around petitioning under §1800 – but can prevent occurrences





c.  (b)(4):  Pervasive fraud, mismanagement, abuse of authority






1.  Situation where SH tired of bringing derivative suits for breach of duty of







loyalty, due care





d.  (b)(5):  No talk of misbehavior – more of legitimate disappointment

VOTING PROCEDURES

A.  Cumulative Voting:


1.  STATUTES:



a.  CA §708(?):




1.  Every SH is entitled to cumulate votes




2.  If you’re a listed (C), can amend articles to get rid of cumulative voting



b.  §300(c) implies you can delete it by SH agreement




1.  Need unanimous SH to delete + subject to notice there’s no cumulative voting




2.  EFFECT:  Stuck w/ cumulative voting if:





a.  Issue new stock (must get new SH to agree)





b.  Any SH wants it


2.  Evasions of Cumulative Voting


a.  Classified Board:  Staggered terms for BD 




1.  Cumulative voting protection gone if only 3 BD members and staggered




2.   CA §301.5:





a.  Can go as far as 3 classes (max # of classes you can stagger, so 3 yr. term is






max.)





b.  If BD divided in 2, authorized # of directors no less than 6; if in 3, # no less 






than 9






1.  If you use classes, have min. of 3 directors elected every years so minority







w/ 26% can elect one director



b.  Provisions authorizing removal of directors by majority vote:




1.  Need supermajority vote – SH majority may not remove director unless it has vote 





sufficient to capture that seat in a real election





2.  If vacancy b/c of death, etc…. ?




c.  Reduction in # of directors:




1.  Increases size of minority block necessary to secure board representation



d.  Use of nonvoting stock or stock w/ limited/weighted voting rights

3.  Cumulative Voting and the Removal of Directors:



a.  Director elected by cumulative voting may not be removed if votes cast against his removal would be 




enough to elect him if voted cumulatively at an election at which same total # of votes were cast 




and entire board, or entire class of which he is a member, were then being elected


4.  Is it a good idea?


a.  In CA – it’s the law



b.  Minority SH’s would be bargaining for other types of protection otherwise




1.  Trade-off question in CA probably trumps cumulative voting b/c it’s a limited protection





(only gives you a voice on BD)




2.  In case of small (C), not a good remedy unless there’s a swing (1/3-1/3-1/3) – then 





you can use voting agreements, etc.


c.  It’s never alone an autonomous, significant protection



d.  In large (C) – why want it?




1.  If have more than 35 SH, must have until get public listing





a.  Scattered # of SH’s – too hard to get coalitions – so not a big deal





b.  Transaction costs – very cumbersome way of voting




2.  RESULT:  Large institutional investor coalitions can have voice on BD




3.  In certain sectors, there is a coalition already (e.g. public sector)



e.  Middle range – Buxbaum doesn’t see why CA kept it


f.  When CA (C)’s go public, usually go to straight vote

B.  CLASS VOTING


1.  Different Voting Rights of Different Classes of Stock:



a.  Preferred Stock Default Rule:  Priority in dividend payment + liquidation proceeds




1.  Traditionally – must look to K to see what it is




2.  If (C) doesn’t pay dividend – becomes arrearage – must pay preferred (cumulated)





dividend before can pay common




3.  95% of preferred stock is nonvoting – it’s more like a bond


2.  CA Law:



a.  2 Areas voting normally required:




1.  SH approval of amendments of articles of incorporation




2.  SH approval of major structural changes (e.g. merger)




3.  Election of directors



b.  §152 “Approved by Outstanding Shares”




1.  Only shares of SH’s as are entitled to vote (by K)




2.  If entitled, whole class votes





a.  In election of directors, only common stock votes – so vote as class doesn’t matter





b.  If have different series of common stock – covered by §152



c.  §903:  “Amendment Approval”  

1.  Proposed amendment must be approved by outstanding shares of a class, whether or not 

entitled to vote by provisions of articles, if would:





a.  Increase/decrease aggregate # of authorized shares of such class…





b.  Effect an exchange, reclassification, or cancellation of all or part of the shares of 






such class, including reverse stock split but excluding a stock split





c.  Effect an exchange, or create a right of exchange, of all or part of the shares of






another class into the shares of such class





d.  Change the rights, preferences, privileges or restrictions of the shares of such class





e.  Create new class of shares having rights, preferences or privileges prior to the






shares of such class, or increase the rights, preferences, or privileges or the






number of authorized shares of any class having rights, preferences, or 






privileges prior to the shares of such class




f. In case of preferred shares, divide shares of any class into series having different






rights, preferences, privileges, or restrictions or authorize the BD to do






so





g.  Cancel/otherwise affect dividends on shares of such class which have accrued but






have not been paid



d.  §1201:  Reorganization:




1.  In a merger – financial reality of PS in acquiring position may be much less valuable





(b/c not a surplus cushion)  →→ courts held: tough luck




2.  If “rights” remain same (e.g. PS w/ 7% dividend) → then no vote




3.  PS argue right to vote b/c of dilution (b/c chance to get 7% is now riskier than





before) – statute doesn’t cover this


3.  Is Coercion Still Possible:



a.  Class voting right does not always fully protect the class



b.  Coercion still possible if:




1.  Common SH’s who elect BD can suspend payment of dividends, knowing senior class





more likely to require current dividends than residual claimants



2.  Even though PS is “cumulative” – usually no interest paid on arrearages





a.  Uncertainty of when will get dividends depresses market value of PS



c.  Some statutes provide appraisal remedy so that there is a right to exist the (C) at a fair value




+ right to veto adverse changes

4.  How Preferred Stock is issued:



a.  When proposed – what price?




1.  Must be salable – look to bond rate, inflation rate





a.  Can’t have article that gives financial terms – only gives right to issue PS





b.  Terms of PS only part of resolution that BD issues – subject to underwriters’






judgment as to rate





c.  Actual issuance is never a SH situation



b.  When stock goes out – set terms ahead of time (e.g. convertible, etc.)




1.  Date of issuance:  “series” fill in the blanks





a.  PROB:  If you issue stocks in series  (e.g. series(1) at 6%, (2) at 9% + (2) has






priority over (1) for dividend) → any time rights impinged upon, vote is






triggered in that class as to if should be issued






1.  To protect against disappointments



c.   If CS also owns large % of PS




1.  Can corrupt vote 





a.  Abuse of fiduciary duty if CS buys up PS at low price b/c acted to fail






dividend – then vote again against values of PS


5.  Mergers:



a.  (C) can mere existing (C) into newly formed “shell” (C) to effectively enact a charter




amendment




1.  Some states require class voting on proposed merger, even by nonvoting shares, if:





a.  “Plan of merger…contains any provisions which, if contained in an amendment to






the certificate of incorporation, would entitle the holders of such class to vote






and vote as a class thereon

C.  SUPERMAJORITY VOTING

1.  STATUES:  



a.  CA §710:




1.  Applies to (C) w/ shares held by 100 + persons




2.  Requires a supermajority vote to enact a supermajority vote




3.  Expires after two years of adoption unless readopted



b.  Many states permit a 51% majority to adopt a 90% supermajority


2.  Purpose:



a.  In close corporations:




1.  Protect minority investors who need veto powers over some matters



b.  Public corporations




1.  As takeover defensive measure

REMOVAL and VACANCIES
A.  Directors:


1.  Del., CA, RMBCA:  Can remove w/out cause even if not in certificate of incorporation



a.  Impact:




1.  Acquiring firm could secretly purchase majority shares/solicit written consents from SH’s





and remove incumbent BD summarily


2.  Nonstatutory Removal without Cause:



a.  Absent statute – unclear if charter provision or bylaw can authorize removal w/out cause




1.  NY denied if director in office at time bylaw authorizing removal w/out cause adopted


3.  Removal for cause:



a.  Majority vote of SH at special meeting called for that purpose



b.  Specific grounds for removal:




1.  Conviction of a felony




2.  Insanity




3.  Bankruptcy




4.  Organization of a competing company




5.  Harassment of (C) officers and employees




6.  Sale by director of all his shares


4.  Removal of directors by directors:



a.   No inherent power to remove – can’t confer such power by bylaw



b.  BUT – if vacancy on BD – want to fill before election --   BD in office can fill termporary




space (in a benevolent situation)

B. Filling Board Vacancies: 

1.  CA §305 Filling Vacancies



a.   Unless otherwise provided (not mandatory)




1.  Approval of BD 




2.  If # directors in office less than quorum, by:





a.  Unanimous written consent of directors then in office





b.  Vote of majority of directors than in office at meeting held w/ notes





c.  Sole remaining director




3.  Immediate right of 5% SH to call a vote and test legitimacy


2.  ISSUE:  Directors resign at request of incoming purchaser of controlling interest in a (C) – not in 



a block but one at a time – so can elect whole new BD




a.  Creates struggles over legitimacy – especially if incoming only controls, e.g. 23%

C.  Removal of Officers:


1.  Majority can’t kick out cumulatively voted in minority director unless enough votes


2.  When can you remove:



a.  Incompetence, disloyalty, etc.




OR



b.  W/out cause at all – is it legitimate?




1.  Not a big deal what “cause” is – b/c even w/out cause – have to send out reasons





why so back into cause issue




2.  Gets into fed. law of proxy fights in connection w/ takeovers




a.  B/c who cares about removing directors w/out cause unless want to take control of BD

3.  Officers elected/appointed by BD may be removed w/ or w/out cause


4. Officers elected by SH may only be removed by vote of SH



a.  But –may be suspended by BD for cause

VOTING PROCEDURES:

A.  Record Dates:


1.  Determines who entitled to notice of approaching SH meeting + who can vote



a.  Thos people registered on (C)’s stock ledger as owners of stock on the record date


2.  POLICY:



a.  Rapid turnover of shares on a national securities exchange – need record date for administrative




reasons


3.  Usually can be set by (C)’s bylaws or BD resolution


4.  SH who get after record date:



a.  Can negotiate w/ seller and require seller to deliver proxy – which may be made irrevocable




as a condition of the sale




1.  Infeasible when purchased over securities exchange




2.  Commonly required in tender offer

B.  PROXIES:


1.  Loosely used to refer to:



a.  Legal relationship under which one party appointed a fiduciary to vote another’s shares




1.  Del. §212:  No such proxy shall be voted/acted upon after three years from its date, unless 





proxy provides for longer period



b.  Nominee so appointed




1.  Federal law limits discretion nominee can obtain to vote on matters for which express





instructions are not given



c.  Physical document that evidences the relationship


2.  Formalities:



a.  Normally must be in writing  (becoming more relaxed – telegram, cablegram, or other




electronic transmission may be okay if can determine it was authorized by the SH)



b.  Time period limited by statute  




1.  Effect:  Requires management to solicit proxies annually to satisfy quorum





and voting requirements


3.  Revocability:



a.  Default Rule:  Revocable  




1.  SH death or incapacity:  normally does not revoke a proxy, unless written notice given





to (C) before vote is counted




2.  Irrevocable proxies:  May be irrevocable if:





a.  Expressly states






+





b.  Coupled with an interest (e.g., proxy holder has independent interest in the subject






matter of the proxy)






1.  Interest in shares themselves:







-SH(S) borrows $ from L; pledges shares to L as security; gives L







  irrevocable proxy to vote shares until loan repaid; interest of L in







  the shares qualifies to make irrevocable







-SH(S) agrees to sell shares to P; S gives P irrevocable proxy to vote her







  shares, pending transfer of shares on (C)’s books; interest of P in shares







  qualifies to make irrevocable






2.  Interest in (C):  Certain types of interest in (C) rather than shares can make







irrevocable







a.  Creditors to the (C), partly in consideration of the proxy







b.  Persons who agreed to serve as (C) employees on condition they







receive a proxy







c.  Parties to SH voting agreements 






3.  Termination of interest:







a.  Even if irrevocable, becomes revocable when interest supporting








proxy terminates (e.g., when loan supporting proxy is repaid)


4.  Special Case of Close Corporations:  (Rules about revocability are more tricky)


a.  Pooling agreements:




1.  Combining votes for control gives each SH sufficient “interest” in shares of the 





other that their agreement is enforceable as a grant of an irrevocable proxy



b.  Self-executing agreements:




1.  May still be held revocable despite promise not to revoke b/c court may say not





coupled with “an interest”  (but some statutes say it is)   -- other party would





have to sue for enforcement




2.  If found irrevocable – self-executing arrangement may be viewed as voting trust – must





comply w/ specified requirements  (some statutes say voting agreements are not





voting trusts) – probably not a problem

C.  STREET NAME OWNERSHIP:


1.  Usually SH do not register shares they purchase in own names – leave them in name of bank/broker who



uses a “street name”


2.  ISSUES:



a.  Harder to ascertain actual equitable owners of stock – complicating proxy solicitation process

D.  INSPECTOR OF ELECTIONS:


1.  (C) official authorized on behalf of (C) to determine validity of proxies and ballets



a.  Decisions can be appealed to court



b.  PROB:




1.  “Broker overvote”:  Proxy submitted by major broker dealer, holding securities in “street





name” for clients – shares voted exceeds those held of record by broker




2.  Response:  Del. §231:





a.  (C)’s listed on stock exchange or Nasdaq w/ 2,000+ SH of record must appoint






inspectors of elections to tabulate votes cast as SH meetings

E.  STOCKHOLDER CONSENTS:


1.  Written consents solicited from SH’s w/out meeting



a.  Del. §228 (waivable):




1.  Any action which may be taken at any annual/special meeting may be taken w/out meeting,





w/out prior notice, and w/out vote if:





a.  Consent in writing, setting forth action so taken






+





b.  Signed by holders of outstanding stock by not less than minimum # necessary to






authorize or take such action at a meting




2.  No written consent effective to take corporate action unless:





a.  W/in 60 days of earliest dated consent delivered in requisite manner, written






consents signed by sufficient # delivered to the (C)




3.  Difference  between proxy structure and consent structure





a.  Information:






1.  Proxy systems include info – consent system doesn’t involve any exchange






2.  Only have to give nonconsenting SH’s information retrospectively

2.  Hostile Takeover Problem:



a.  Balance between right of bidder to make solicitations and right of management to resist bid on




economic argument that they can do better



b.  Inconsistencies:




1.  Bidder regulated by Securities Exchange Act of 1934 + Williams Act --- in interest of





transparency  (a) that bids not be so rushed that holder of shares has time to reflect +





(b)  to avoid coercion (if you don’t tender now, I’ll get 51% and offer very little





later)




2.  Target regulated by state law:  Company law – only extreme misuse will courts impose on





them


3.  Bylaw intended to permit “ministerial-type review of sufficiency of consents” okay



a.  Even if resulting postponement of SH action allows critical new block of shares to be issued



b.  No “arbitrary delay”




1.  If no record date fixed…shall be first date on which signed written consent setting forth





action taken/proposed delivered to the (C)





a.  If SH quickly assembles 51% + executes written consent, BD may not respond






by setting later record date (and issuing new shares in interim)





b.  Datapoint (Edelman, 10% SH, wanted to acquire control; BD rejected; told BD he






would solicit consents from SH’s; (C) makes bylaw changing record dates






to thwart him)  HELD:  For P. – BD action unreasonable b/c solely to delay –






and nullifies SH rights






1.  If Edelman had 51% irrevocable proxies maybe still could win 



c.  Management has lots of leeway to prevent quick consents (esp. by jiggering record date)


4.  Cal. Corp. Code §603:



a.  When action has certain impact on SH, consent won’t work unless unanimous:




1.  Election of directors




2.  If filling vacancy (other than b/c removal), need majority of outstanding shares to vote (§305)

F.  The Business Judgment Rule and Shareholder Voting:


1.  Del. has limited use when reviewing claims BD interfered w/ shareholder voting rights



a.  Blasius Industries v. Atlas  (FACTS:  Blasius, owner of 9% of Atlas, commenced consent solicitation




to expand 7 member BD to 15 and to elect own nominees to fill vacancies; in response, Atlas BD




increased self to 9 and filled the 2 vacancies, preventing Blasius from electing majority; Atlas




acted in good faith and for purpose they believed in (C) best interests (to thwart recapitalization




Blasius planned for Atlas) 




1. HELD:  For Blasius – b/c BD’s action was to frustrate the consent solicitation – not protected





by business judgment rule




2.  If purpose to prevent SH majority from determining issues of corporate governance, BD must





show “compelling” justification for its actions

G.  PROXY CONTEST EXPENSES:


1.  Pre-Outcome Fights:



a.  Incumbent management may spend (C) funds in battle




1.  So long as contest genuinely over policy differences





a.  Not mere personal/personnel disputes (e.g., management attempt to retain its office)




2.  Everything okay so long as reasonable --- rule w/ no boundaries



b.  Insurgents have no right to pre-victory disbursement




1.  REASONING:  No control – everyone could do it


2.  Post Outcome:



a.  (C) can voluntarily reimburse reasonable expenses of insurgents who win a contest involving




policy




1.  Ground that they have conferred a benefit on the (C)  (Rosenfeld), provided a majority





of SH’s ratify

H.   ELECTION CONTESTS:


1.  Division of Powers Problem:



a.  Certificate of incorporation/charter amendments:




1.  Can only be done by SH’s  - BUT



2.  Can only be initiated by directors (gatekeepers)



b.  Bylaw amendment:  




1.  Can be initiated and approved by both




2.  Legitimate subject matter:





a.  Time, place, and manner stuff




3.  Bylaw initiated by SH cannot be changed/nullified by directors (but vice versa is okay)


2.  Substance:  Time, place, or manner



a.  Schnell: (P.’s sought proxy context; management responded by amending bylaws to advance date




of annual meeting by 5 weeks to shorten time to solicit other SH’s)




1.  Subject matter clearly w/in purview of BD – substance was legit.




2.  Abuse Test:  Court looks to purpose of BD





a.  Purpose of perpetuating itself in office; obstructing legit. efforts of SH’s in exercise






of rights



b.  Other state law remedies:  Procedure to review validity of outcome of election for inequitable




procedure :  ONLY QUESTION: what is the remedy




1.  New election




2.   Court may designate who should have been on BD (Ringling Bros.)




3.  Courts reluctant to enjoin pending meeting (b/c might render claims moot)




4.  Void irregular proxies



c.  Delaware courts use two channels of analysis:




1.  Hostile Takeover Bid:  (Unocal analysis – BD must have reasonable grounds for





believing danger to (C) policy and effectiveness existed + response was reasonable





in relation to threat posed)





a.  Entire fairness test





b.  Defense mechanisms closely controlled






1.  Fiduciary standard






2.  Empowerment standard  (do you have right at all)







a.  Contrast w/ merger (where SH must vote by majority) – HT








goes over BD head








1.  Direct communication between bidder + SH’s








2.  Decisions are indirect decisions (whether to tender









shares) – over control of BD





c.  POLICY:  What motivates BD to thwart takeover bids:






1.  Self-interest (too reductionist)






2.  Mixed motives:  maybe indeterminate review is best:







between self-dealing & prudence (business judgment rule)




2.  No Takeover Bid:





a.  Normal business judgment test




3.  Both contexts – court gives lots of deference to informed SH vote




a.  If many vote by consent – ISSUE:  is there enough knowledge by those






putting it forward to justify they know what they’ve done






1.  So long as sufficient info. put out – it’s okay – if not enough info., it’s







not okay, even if proxy solicitors have enough votes to push it through





b.  ISSUE:  Can the interested SH vote to ratify:






1.  In CA – must be uninterested or meet fairness test




4.  Stroud v. Grace:  (P. owned 17% Milliken; Milliken mailed notice of bylaw proposals to SH’s 





which would give Milliken family right of first refusal to purchase shares offered to 3rd





parties + SH must submit notice of candidates it wanted to nominate to BD specifying





their qualifications + established qualifications for BD + gave BD right to disqualify





SH nominee at any time;  SH got copy of current by-laws + resolution proposal + current





Certificate of Incorporation; at meeting 97.8% of shares present; amendments approved





by 78%)





1.  In absence of fraud, fully informed SH vote in favor of even a “voidable” transaction






ratifies BD action 





2.  Fact that controlling SH voted in favor of the transaction is irrelevant so long as they






did not breach fiduciary duties to minority SH





3.  ISSUE:  Was purpose of BD action to interfere with or impede exercise of






the SH franchise




4.  IMPACT*****:  rejects decisions that refused to employ business judgment rule






analysis and instead used a fairness test w/ respect to BD decisions that






chilled SH voting rights (like Blasius)



d.  Poison Pills:




1.  Deters bidder by threatening to dilute ownership





a.  If plan triggered, all SH under plan would receive opportunity to buy (C) stock






at a price well below market value (Stahl II)





b.  Deem proxy contestant to be beneficial holder of any stock that it has the power






to vote, directly or indirectly, except pursuant to revocable proxies given






in response to proxy solicitation






1.  Frustrates ability of proxy contestants to employ voting agreements or







irrevocable proxies, or to include other SH on their proposed slate







of candidates, b/c the poison pill is triggered once the contest passes







a defined level of beneficial ownership



d.  Monitoring Devices:




1.  Litigation (overcomes rational apathy problem):  





a.  Derivative action in name of (C) to recover for loss




2.  Sufficient cost-free info. among SH’s so can together make effective decisions regarding





management  (PROB:  Fed. system almost precludes use of easy/cheap proxy





communications in proxy battles geared to overturn management)




3.  Proxy solicitation:  Tied to change in control of equity of (C)





a.  If bystanding minority interest – only option is to mount proxy fight




4.  Ratification Statutes: (curative device)
HOSTILE TAKEOVER BIDS
1.  Usually bidder has some equity stake in (C) & (C) making a profit


a.  PROB:  Not much interest in SH to change management control of (C) if stake is trivial

2.  4 general types of hostile takeovers:


a.  Unsolicited tender offer:



1.  Buy shares on market w/out getting BD okay


b.  Proxy fight:



1.  Proxy contest to remove directors and have “new” directors redeem takeover plan


c.  Consent solicitation


d.  Green-mail

 3.  Success of defending:


a.  36% sold to the raider


b.  30% sold to a third party


c.  34% remained independent

4.  Result:


a.  Higher premia for target than friendly mergers b/c have to “pay up” to get SH to sell


b.  All-cash offers (versus stock transactions) put more pressure on target companies

5.  Defenses:


a.  Advance notice requirements for SH’ business and BD nominations (bylaws)



1.  Prospective nominees for election to BD must submit certain info concerning their




candidacy and qualifications in advance of the meeting (@ 30-90 days)




a.  Judicial review as to whether inequitably employed (e.g., if BD waived bylaw





w/ respect to one slate of candidates,  may have to do so for others)


b.  Blank check preferred stock (class of preferred stock that has huge voting rights, thus able to negate



the vast majority of shares on the market)


c.  Classified or staggered BD


d.  Dual-class scok w/uneven voting rights


e.  Limitations on ability to amend Articles or By-Laws


f.  Limitations on action by written consent



1. E.g., adopt bylaws establishing procedure for BD to set record date – giving BD advance notice




of intended solicitation


g.  Limitations on BD size


h.  Limitations on calling of special SH meetings


i.  Limitations on removal of directors or director election


j.  Supermajority voting requirements to approve merger


k.  Postponements:



1.  Postpone scheduled meeting if looks like insurgent will win



2.  During interval:




a.  Issue more shares




b.  Take other actions



3.  No statute  directly governing postponements except (§211 Del. “as soon as thereafter as convenient”)



4.  Generally upheld in Del. so long as don’t invalidate outstanding proxies

Shareholder’s Right of Inspection

A.  Del. Gen. Corp. Law 220:


1.  Rules depend on what SH wants to inspect:



a.  Stock ledger (fellow SH names & addresses):




1.  State proper interest reasonably related to interest o fSH




2.  If (C) refuses → has burden to show bad purpose




3.  This is a presumptive right



b.  Other books & records:




1.  Legitimate & substantial burden of proof on SH to demonstrate why needs records

B.   ISSUES:


1.  Stock Ledger:



a.  Depositories:  (SH of record – but thousands of beneficial holers)




1.  NOBO List:  Non-objecting beneficial owners (no objection to inspection)




2.  OBO List:  Objecting beneficial owners



 b.  Conflict of Laws situation:




1.  Use state of incorporation law or of depository?




2.  Law governing home of depository lists usually applies


2.  Litigation over breaches of duty:



a.  Normally don’t need b/c of discovery rights



b.  Is suspicion of a breach of duty a proper purpose?




a.  Security First Corporation:  (FACTS:  P. owns 5% of (C); (C) entered into merger agreement;





when announced, stock went up a lot; merger fell through; subject to termination 





agreement, (C) paid $ to Mid Am and agreed to pay  more later; value of CS dropped





& hasn’t rebounded; P. demanded inspection of all books and records related to merger





for investigation of mismanagement)





1.  Investigation for mismanagement a proper purpose – must have some credible






basis for thinking so





2.  P. must show that each category of books & records requested is essential to 






accomplishment of SH’s articulated purpose for inspection





3.  Burdens (of proving proper purpose):






a.  SH: when seeking books & records






b.  (C) (to show improper) when SH list sought



c.  NY:  SH has unqualified right to examine annual balance sheet and profit and loss statement, but




requies good faith and proper purpose when other records or financial data sought


3.  Proper Purposes:



a.  OK for takeover bidder or proxy contestant to seek SH list to communicate w/ other SH’s



b.  Directors:   Absolute right to inspection


4.  Who may inspect:



a.  Registered owners



b.  Beneficial owners:  debatable – courts go both ways (usually rejected)

VOTING AND CORPORATE CONTROL

A.  Theories/Issues in General:

1.  Information Costs and “Rational Apathy


a.  SH view to prospective benefits obtained form ratifying/defeating specific proposal weighed against




costs of voting, including opportunity cost of diverted time



b.  Must see expected benefits – SH with little stock will think can’t make much difference so little




benefit to acquiring info.



c.  Greater gains expected when relating to hostile takeover – more activism there




1.  But – issues (e.g., impact of poison pills) are complex



d.  Even large institutional investors sometimes not activist




1.  Public pension funds – activist




2.  Large institutional investors – less activism


2.  Free Rider Problem:



a.  Individual SH don’t have incentives to contribute more than proportionate share of expected




benefit + can’t tax others for their share → small SH free ride on efforts of big SH




1.  May be reluctant to vote against management b/c opposition usually means must back





a rival slate of candidates




2.  Proxy contests can benefit SH – even if typically don’t succeed





a.  One study:  72% firms in survey under different management team 3 yrs. Later





b.  Positive market gains b/c sense some eventual change in management likely


3.  Market Alternative:



a.  SH choice:  “exit” option OR “voice” option




1.  SH in close corporations don’t have this choice



b.  Even institutional investors are reluctant to oppose actively incumbent corporate management


4.  Conflicts of Interest


a.  Institutions subject to conflicting pressures


5.  3 Generalizations about the efficacy of SH voting as a means of controlling corporate managers:



a.  Higher the expected benefit to SH from voting, the better SH voting is likely to work as a 




means of controlling managers



b.  Voting system interrelates w/ the market for corporate control




1.  Absent voting rights – couldn’t make control changes through share acquisitions




2.  Voting maybe less important to existing SH than to prospective acquirer



c.  Legal rules that further cost of voting as a mechanism of corporate accountability may have




a significant chilling effect




1.  SEC regulations in terms of:





a.  How it reduces information costs





b.  Alleviates problems w/ collective actions

B.  PROBLEMS:


1.  Directors not nominated by outside force – CEO control



a.  BD mostly cross-components of CEOs, etc.




1.  Racheting up CEO compensation (bias – but not self-dealing)



b.  Shift from pure CEO control → BD control


2.  Monitoring devices (b/c of structural problems) (not self-dealing)



a.  Shift to more of a BD management of system



b.  PROXY CONTESTS (as a monitor)




1.  Only public investors play a consistent role in activism




2.  Index funds – must have voice b/c don’t have exit




3.  Conflict of interest may prevent voice:  Fund managers usually part of investment





banks – conflicts between interest


3.  Self-perpetuation of BD itself


4.  SH as essentially a ratification body

C.  WHO VOTES:


1.  Division of classes and series


2.  Generally only SH vote



a.  They are the residual claimants to firm’s income



b.  Bondholders, employees, etc. have fixed income




1.  Bondholders have senior but limited claim – in conflict w/ SH who have junior but





limited claim




2.  Can K for veto rights over specific transactions that may hurt their cushion of security





a.  ISSUE:  Unsecured creditors






1.  NY law:  10 largest SH’s liable for payments if (C) goes bankrupt and







employees not paid

D.  WHEN SHOULD SH VOTE BE REQUIRED?:


1.  SH fundamental voting rights:



a.  Annual election of the BD (or some fraction if “staggered”)



b.  “Fundamental” corporate changes (e.g., mergers, liquidations, sales of substantially all of (C) 




assets, amendments to certificate of incorporation)




1.  No power of initiative here – vote is just for ratification




2.  Some statutes require a supermajority vote




3.  Sometimes nonvoting shares can vote on these issues too – at least if the change will





effect their rights



c.  ISSUE:  When is a sale “substantially all”




1.  De Facto Merger Doctrine:  





a.  Consolidates transaction + removes 2/3 requirement





b.  Avoids appraisal remedy




c.  CA:  same voting + appraisal rights to SH in all “reorganizations”


2.  Transactions Law Should Require Non-Waivable SH Vote:


a.  Merger – b/c changes structure



b.  Issuance of new shares:




1.  Mostly listing requirements




2.  If enough new shares – SH vote requires b/c = structural change


2.  SH Power of Initiative :


3.  Timing:



a.  “Annual Meeting” doesn’t have to = 1 / year  (Hilton: 18 mos. in NV)



b.  Ability of BD to delay meeting:




1.  Where no meeting date set + no proxies even solicited = no impairment of effective





exercise of franchise


4.  BD Evasions of Voting Requirements:



a.  Strategy:  Design transactions that are functional equivalents to fundamental changes:



b.  2 Types of Power:




1.  Power over assets of the (C)  (-- business judgment rule)




2.  Power relationship between BD (management) and shareholders





a.  Hilton v. ITT (ITT defensive strategy to spin off into subsidiary its gaming assets;






subsidiary would have staggered board under which only 1/3 directors would







be up for election in 1st year; new ITT BD would have same members as ITT






BD now)  HELD:  invalid






1.  No threat of hostile offer warranting defensive response







a.  Didn’t show Hilton’s inability or ineffectiveness to run ITT







b.  No good faith and reasonable investigation of threat






2.  Classified board provision will prevent SH from right to determine 







membership of ITT BD






3.  Primary purpose was to disenfranchise the SH in light of a proxy contest






4.  Directors who approved plan are same directors who would fill BD positions






5.  No credible justification for not seeking SH approval






6.  Other jurisdictions:







a.  Del./CA:  can do by bylaw – limited to SH enacted







b.  Model Act – only by charter amendment



c.  Interference w/ SH franchise is especially serious – not left to BD business judgment b/c it is




the only check on BD business judgment
E.  Class Voting – Special Voting Shares:


1.  Preferred Stock:



a.  Vote when action impacts their rights



b.  Structural issues – but vote is meaningless unless a class specific vote




1.  Del. Law:  Must be specified in Articles of Incorporation – or just an illusory vote

F.  COERCION:


1.  KEY QUESTION:  Is coercer acting as a SH, officer or director



a.  Lacos Land  (FACTS:  Proxy solicitation to create new class of CS w/ extra voting rights;




in proxy Briskin threatened would make life difficult if SH didn’t approve)



b.  CA:  Can deny issuance if not “fair, just, and equitable”



c.  If original charter provides for double classes – OK – just hard when listed to valuate


2.  Threats as Director  vs. Threats as SH:



a.  Fiduciary duty is to (C) in action as director



b.  If harm at SH action – tougher situation




1.  (DE, MA, NY):  If spoke only as SH – can do as one wishes




2.  CA:  If SH going to liquidate (C) for reasons of spite – maybe show abuse of duty





to vote as SH

G.  
VOTE BUYING:


1.  Schreiber v. Carney (FACTS: D. a 35% SH in TI; JC had veto power over proposed merger between TI



and TA; threatened to block b/c of adverse tax consequences for JC; demanded loan in amount



of tax consequence + enough to buy shares it had warrants for; SH voted in favor of loan)



a.  Loan = vote buying




1.  Illegal per se if purpose is to defraud or disenfranchise other SH’s




2.  Illegal per se as matter of public policy (fraud – but in sense of duty owed by SH





to each other)



b.  But – agreement was to benefit SH’s



c.  HELD:  Voidable transaction subject to test for  intrinsic fairness




1.  Not void per se




2.  Ratification cured it



d.  2 Problems:




1.  Held up Subsidiary for loan $




2.  Held up for more $ so can buy more shares →cause dilution of amount of $ other 





SH will get




****Court only looked at 1 element as relevant for SH vote *****



e.  Is JC acting as a SH when it commands vote?:




1.  Fiduciary duty of dominant party in exercising power as director vs. SH


2.  Irrevocable proxies are major exception to prohibition against vote selling

