BUSINESS ASSOCIATIONS

WHAT CORPORATE LAWYERS DO

I. Agency Relationship

a. Restatement (Second) of Agency §1

i. Agency: The fiduciary relation which results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other (agent) so to act. 

ii. Elements:

1. (1) Principal has to authorize agent (delegation) to 

2. (2) Act on his behalf – agent must be able to bind the principle.  

a. E.g., when someone starts to make more $, it becomes necessary to hire someone to do some of the work.

3. (3) Principal must have right to control the agent so they will really operate on his behalf.  

a. This is important b/c principle liable for agent’s actions. 

4. (4) Agent must consent.  

a. I.e., we have MUTUAL CONSENT. 

5. The relationship is a fiduciary one. 

b. Examples:

i. Employer is principle, employee is agent

1. Employee owes fiduciary duty to employer

ii. Corporation is principle; officer is agent

1. Officer owes fiduciary duty to corporation.

II. Goal of corporation

a. Milton Friedman: Corporation is a profit-making entity: it’s sole responsibility is making profits.  

b. Ben & Jerry’s: Use % of profits for social activism. 

c. AP Smith

i. Shareholders upset that board of directors votes to donate $1,500 to Princeton.

ii. P, shareholders, seek to recover from board, on theory that board did not have authority to spend company’s $ that way. 

iii. Held – board of directors’ decision is valid:

1. (1) No facts suggesting that donation personally benefited members of board.

a. I.e., no conflict of interest (e.g., if chairman of board was graduate, or trying to get son into school). 

b. Had there been such a conflict, would give rise to breach of fiduciary duty. 

i. Board is agent, company is princple.  

2. (2) A company is a separate legal entity: equivalent to a “separate person,” with powers to make these types of decisions.  

a. MBCA 8.01:

i. Each corporation must have a board of directors.

ii. The board is to manage the business affairs of the corporation. 

iii. ( The shareholders vote on the board, but the money belongs to the corporation – therefore, it us up to the board to decide what to do with it.   

b. NJ statute:

i. NJ Statute expressly authorized contribution – and statute applies to corporations created before the statute passed.  

1. Ct held so, even though statute said corporation could contribute to charity only if directly connected to protection of corporation’s interest.  

ii. The policy behind this statute was to encourage charitable donations.  

c. Policy: Court sees corporation’s role as the same as modern obligations of natural persons: if have all the powers of a separate person, then also have obligations. 

3. Options for shareholders:

a. Vote board off

b. Divest stocks

c. Amend articles of incorporation – the articles can limit the power of the board to donate. 

4. BOTTOM LINE:

a. It is settled law in most states that corporations can donate, but this is still controversial.. 

iv. Terms: 

1. Intra vires: w/in board’s control

2. Ultra vires: outside of the board’s scope.

III. Financial Statements

a. Three kinds of financial statements:

i. (1) Income statement

ii. (2) Balance Sheet

iii. (3) Statement of Cash Flow

b. Who uses this information?

i. Lenders

ii. Investors

iii. Prospective employees

c. Generally Accepted Accounting Principles (GAAP) 

i. (1) Matching Principle: costs or expenses should be “booked” in the same period as the revenues those expenditures helped generate.  

1. i.e., match revenues in period to expenses in that same period.

ii. (2) Principle of Conservatism: understate you revenues and assets, and overstate your costs and liabilities

1. I.e., err on the side of caution. 

2. Revenue recognition is big issue – if negotiating sale, when can you record these revenues?

a. For most businesses ( when you sign the K!

iii. FOR EXAM:

1. If pushing expenses off into the future, this violates both the matching principle and the principle of conservatism.

d. Income Statement

i. Formula: 

1. Revenues – Expenses (depreciation, salary, etc.) = Pre-tax Profits

ii. Depreciation: when buy equipment, you pay $ in current accounting period, but equipment will produce benefits beyond current accounting period.

1. Thus, you don’t count all “expenses” in year 1 for the equipment – you take payment and spread out over useful life of equipment. 

2. Thus, this differs from cash flow. 

3. Straight-line depreciation: divide cost of equipment by numer of years it will produce benefits. 

iii. Hypo:

1. Buy 1,000 mousepads for $1.  Sell them all for $5.  Then buy a machine that is to last 5 years for $5k. 

2. Revenues:

a. 1000 * $5 = $5,000

3. Expenses:

a. 1000 * $1 = $1,000

b. $5k / 5 years = $1,000

4. Revenues – Expenses = $3,000

e. Cash Flow

i. Cash flow statement reconclies the capital expenditures through the process of depreciation. Cash flow statement will reflect initial investment of $5,000, even though we depreciated it in our income statement. 

ii. Cash flow also takes into account taxes.

iii. Formula: add in depreciation into every year from income statement, since you are not really spending the $1,000 (see above). 

iv. Example:

1. (note: you calculate taxes based on including depreciation, as in income statement; but then you subtract depreciation to get post-tax cash flow). 

	
	2004
	2005

	Sales
	10,000
	10,000

	Cost of Goods Sold (COGS)
	     500
	     500

	Salaries
	 1,000
	 1,000

	G&A
	     100
	     100

	Depreciation
	 1,000
	 1,000

	Profits before tax
	 7,400
	 7,400

	Taxes
	 3,700
	 3,700

	Profits after tax
	 3,700
	 3,700

	+ Depreciation
	 1,000
	 1,000

	-Investment
	 5,000
	        0

	= Cash flow
	  -300
	 4,700


f. Balance Sheet

i. Formula:

1. Assets – Liabilities = Owner’s Equity

Or, in other words:

2. Assets = Owner’s Equity + Liabilities

ii. link to income statement: if end up having profits of $1,500 (assuming cash), this goes in your “assets” column and your “equity” column. 

iii. Salary is a liability.  

iv. Hypos

1. Company has $1,000 cash and no liabilities.

	Assets
	Liabilities

	Cash: $1,000
	$0

	
	Equity:

$1,000

	$1,000
	$1,000


2. Company buys 100 shares of Google for $1/share.  

	Assets
	Liabilities

	Cash $900

Stock: $100
	$0

	
	Equity:

$1,000

	$1,000
	$1,000


3. Company borrows $1,000

	Assets
	Liabilities

	Cash: $1,900

Stock: $100
	$1,000

	
	Equity:

$1,000

	$2,000
	$2,000


4. Company buys equipment for $500.  Owner also takes $200 for himself.  

	Assets
	Liabilities

	Cash: $1,200

Stock: $100

Equipment: $500
	$1,000

	
	Equity:

$800

	$1,800
	$1,800


a. “Distribution”: owner takes out money is a distribution.  Distribution is when you distribute cash to owners. 

g. Financial statements and the value of the company

i. Financial statements are just a tool to determine what a business is worth.

1. while balance sheet gives us a lot of information, it is just a starting point to estimating the “real value” of the business.   

ii. Alternative methods to estimate value of business:  

1. (1) Book value = assets-liabilities.

a. Based on balance sheet.

b. This is just what the books say the company is worth.  

c. Other considerations that could determine actual value:

i. (1) “Good will”: reputation, relationship with customers, vendors, etc.

ii. (2) Accuracy of equipment depreciation, must assume it actually depreciated by that amount – but FMV could have increased or decreased for that equipment.

1. HOW WOULD THIS WORK IN TERMS OF BALANCE SHEET??  HOW DOES DEPRECIATION FIGURE INTO BALANCE SHEET? 

iii. (3) Accounts receivable: how reliable are your customers, how likely you’ll receive the $. 

iv. (4) “Contingent liabilities”

1. Liabilities are just your fixed and known claims.

2. Business could also have contingent liabilities that reduce value of business – e.g., if defective mousepads, customers are suing. 

3. Thus, buyer must do due diligence (e.g., investigate history of warranty claims).  

2. (2) Replacement value: how much it would cost to replicate business from scartch.

3. (3) Comparables: what does a similar business sell for? 

4. (4) Discounted cash flow: look at historical revenues and profitability, project into future and discount it. 

a. ( This is the DOMINANT method.

5. (5) Market capitalization: take share price and multiply by number of outstanding shares. 

a. only applies to publically traded companies.  

SOLE PROPRIETORSHIP

I. In general

a. The most common form of business

b. The business and the owner are the same person.

c. The owner is taxed once (at individual marginal tax rate).  

II. Agency (revisited)

a. Recall that agency is: 

i. (1) Fiduciary

ii. (2) Created through conduct (not words)

1. does not even need to be oral – just conduct.  

iii. (3) Manifestation of consent by principal that agent will act on his behalf.

iv. (4) Agent’s consent to do so.

b. Hypo:  Propp establishes “Bubba’s Burritos” – a sole proprietorship.  Propp can’t do everything himself so hires Agee. 

i. Agee is the agent. 

ii. Propp is the principal.

iii. By hiring Agee, and in turn Agee’s agreeing to work, an agency relationship is formed – i.e., we have MUTUAL CONSENT.

c. Liability in Agency Relationship – Contract Liability

i. Key feature of agency relationship: the agent can bind the principal for the agent’s action. 

1. Thus, when have employer/employee relationship, employer is bound by employee’s actions.

ii. Liability (Restatement 140)

1.  A principal is liable for contracts/transaction entered by the agent if: 

a. (1) agent has actual authority 
b. (2) agent has apparent authority

c. (3) the agent had power arising from the agency relation and not dependent upon actual or apparent authority.

i. WHAT WOULD THIS BE? 

iii. Actual Authority (Restatement §26)

1. Authority to do an act can be created by written or spoken words or other conduct of the principal which, reasonably interepreted, causes the agent to believe that the principal consents to have the act done on his behalf by the person purporting to act for him.

2. Two forms:

a. Actual Express Authority: P actually tells A to do BLANK.  

b. Actual Implied Authority: P does not tell A to do anything specific, but the agent has the authority to do whatever is reasonably necessary to get the job done.  

i. E.g., principal says, “just get me to London” without specifying how – if agent orders ticket, principal is liable. 

ii. This is also referred to as “inherent authority.” 

iv. Apparent Authority (Restatement §27)

1. Apparent authority is created by written or spoken words or other conduct of the principal which, reasonably interpreted, causes the third person to believe that the principal consents to have the act done on his behalf by the person purporting to act for him.  

2. Explanation in English: focus on relationship b/w P and third party.  P does not necessarily authorize A to act on his behalf, but he gives that impression to the third party.  

3. Elements:

a. (1) Manifestation by P to third party. 

b. (2) Third party must have received the communication.

c. (3) Must lead third party to reasonably conclude that A is P’s agent.  

4. Reasonableness limitation: If P hires A to order food, and A orders food, P will be liable.  But if A ordinarily orders $1,000 worth of food, and then orders $100,000, P probably not liable.  

v. NOTE DIFFERENCE B/W ACTUAL AND APPARENT:

1. Actual: words/conduct leading agent to believe he has authority. 

2. Apparent: words/conduct leading third party to believe agent has authority. 

3. EITHER WAY, principal is liable.  So for exam, ask first if actual, then apparent – either one creates liability. 

vi. Liability of Agent:

1. Disclosed principal:  If agent is acting within scope of authority, no liability for agent.  An agent has no personal liability when acting for a dislosed principal (Bubba’s is disclosed principal).  


vii. Hypos: 

1. When Propp hires Agee as a cook, he tells her that part of her job will be to order food for the restaurant.  Agee orders grits and other essential ingredients from TeePee.  Is Propp liable to pay for the stuff A ordered and TP delivered?
a. Yes, under Restatement 26, here there is express authority. 

b. If Propp’s business could not pay for it, Propp is personally liable b/c his company is himself.

c. Aggee is not personally liable 

2. Propp tells Agee to make a $1,000 food purchase, and A orders $2,000.  Is Propp liable? 
a. Yes, although there is no actual express or implied authority, there is likely apparent authority.  Agee has ordered food in past, and TP has already received checks from Propp after Agee ordered the food.  Therefore, P has given apparent authority. 

b. NOTE: P could sue for breach of fiduciary duty:

i. Duty of care: She breached standard of care by ignoring a direct order by P.  

1. Damages would be the $1k difference.

ii. Duty of loyalty: would have to show she directly benefited.

c. If Propp wants to protect himself, he must tell TP that Agee doesn’t have this authority.  

3. Agee calls a newspaper, tells the advertising director that she is running Bubba’s for Propp, and places a series of full page ads.   Is Propp liable to newspaper for the ads?  Is Agee liable?
a. No.

i. No express actual authority.  P never asked Agee to do this.

ii.  No implied actual authority – A is a cook, not an advertiser.

iii. No apparent authority – no manifestation by principal to third party that A is authorized to order ads.  

4. Propp opens a diner.  He hires A to be his night mgr.  Now if A places an ad P may be liable b/c this will create apparent authority.  A manager implies a lot more authority than a cook.  
a. So when P holds A out as a manager, this reasonably may cause third party to assume he has authority to place ad. 

b. Ways to avoid this: P might have written agreement so he will have a K claim against A if A goes outside his authority. 

i. Then P could sue under the employment K.

ii. What about breach of fiduciary duty?  

viii. Hayes v. National Service
1. Facts: Hayes hires Rogers as lawyer for her claim of wrongful discharge.  Rogers accepts a settlement on her behalf.  She claims he didn’t have any authority. 

2. Analysis

a. This is not a master-servant relationship (see below).   Clients don’t have a high degree of control over lawyers (why would it matter if it was a master-servant – I thought that was only relevant for tort analysis?).  

b. But in most states, lawyer-client is an agency relationship.  Lawyer is agent, client is principal. 

c. Here we may have both:

i. Actual implied authority, b/c lawyer’s authority is considered plenary, and not limited by representation agreement.

ii. Apparent authority: here, the act of hiring the lawyer is principal’s manifestation of authority to 3d party.

1. note: the fact that lawyer told the D’s lawyer he has authority to settle does not create apparent authority, b/c this is agent talking to 3d party – apparent authority is only created by principal’s statements/conduct. 

2. To limit this authority, Hayes had to call 3d party and say lawyer doesn’t have authority to settle w/out first notifying Hayes. 

iii. Thus, client can sue lawyer for breach of fiduciary duty (probably duty of care). 

1. Can you have both breach of fiduciary duty and contract claim (if there was a contract).

a. E.g., in employment contract case.  

ix. FOR EXAM

1. Consider liability of principal AND fiduciary duty owed from agent to principal. 

a. So TP sues P, and P sues A. 

d. Tort Liability in Sole Proprietorship 

i. Liability for Torts -- Restatement §219:

1. A master is responsible for the torts of his servants committed in scope of employment.  

a. If outside scope, master is not liable unless:

i. Master intended the conduct or consequences.

ii. Master was negligent or reckless

iii. The conduct violated a non-delegable duty of the master.

iv. Or, the servant was aided in accomplishing the tort by the existence of the agency relation. 

1. LOOK FOR TRICK QN ON MC.  

ii. Step 1: Is there a master-servant relationship?

1. Master = principal

2. Employee / “Servant” = agent

a. All servants are agents, but not all agents are servants. 

3. Restatement: 

a. A servant is a person who is (1) employed to perform services and (2) with respect to the physical conduct, is subject to employer’s control. 

i. A servant implies a degree of control that the principal has over the discharge of the agent’s duties (much more control than an agency relationship alone)

ii. Does frolic/detour belong here?  

b. Master has control over the physical conduct of the servant. 

iii. Step 2:  Was tort committed within scope of employment?   

1. Frolic – no, because too far off.

2. Detour – a mere detour would mean that M is liable for S’s actions.

3. NOTE: Intentional torts are outside scope of employment.  

4. NOTE: Employees generally are not liable for torts of other employees. 

iv. Hypos

1. Propp hires Servantes to work as a waiter at Bubba’s.  Is Servantes a “Servant”?
a. Yes, Servantes is (1) employee, and (2) subject to control over physical conduct.  

i. A boss will exert enough control over waiter to qualify.

2. Servantes negligently spills coffee on a customer. 
a.  A master is liable for tort committed w/in scope of employmemt.  

i. Step 1 – is there a master-servant relationship?  Yes.

ii. Step 2 – is servant acting in scope of employment?  Yes.  

3. While driving to work, Servantes negligently hits pedestrian.  Is Propp liable?  

a. No, b/c not within scope of employment 

b. Compare to job delivering roses. 

i. But not if too far outside route (frolic versus detour). 

4. Propp hires Agee to work as cook.  When Agee hears a customer criticise the food, she wacks him with pan.  
a. Propp not liable, b/c int’l tort outside scope of employment. 

b. Agee is liable as tortfeasor.

c. Servantes is not liable b/c employeeas are generally not liable for acts of other employees. 

e. Underlying principal behind agency liability: when you separate management from ownership, you are taking a risk to make more money.  

i. You give up managerial control, become liable for A’s decisions, etc.

ii. To get around this might

1. Get insurance

2. Monitor employees more closely (but this entails costs)

3. Give performance-based pay.

a. But this may change relationship from sole proprietorship to partnership – if there is now an equity interest. 

i. If owner gives EE 50% of profits for each night shift, then it is still a sole proprietorship

ii. If owner gives 5% of total business, then it becomes a partnership. 

iii. And of course, they will want more say in managerial decisions.

f. Franchise Relationship
i. Franchisee/franchisor relationship governed by agency law. 

ii. Whether liable depends on how much control.

iii. Miller v. McDonald’s:


1. ADD AFTER GETTING MAYNARD’S RESPONSE. 

a. Does “apparent authority” give rise to tort liability?  (I didn’t ask her this).  

2. Key things:

a. Not all franchising relationships create agency relationship – depends on degree of control.

i. Many franschisors provide standards that have to mbe met, but if franchisee has discretion in how to meet standards, then likely there won’t be agency relationship. 

b. Disclaimers of “no agency relationship” are not determinative.  What matters is control, as evidenced by conduct in addition to words. 

3. Apparent agency – creates agency when doesn’t already exist.  
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III. Growing a Sole Proprietorship

a. A sole proprietorship grows through investment of money.

b. Besides the owner investing his own money, there are two ways to get outside money:

i. Loan

ii. Equity

1. But as soon as you give equity, it is no longer a sole proprietorship.  The default is it becomes a partnership. 

iii. ( So if you want to remain a sole proprietorship, must borrow money.  The balance sheet will show debt in the liability column.  

1. …and of course, must pay interest.  

IV. Inadvertent Partnership


a. Fenimore
i. Facts: Fenimore owes money to sister, Audrey.  Fenimore also owes money to Vallabona.  Fennimore and sister had agreement, which they contrue as loan. 
ii. Issue: Was agreement b/w Fenimore and sister a partnership agreement or a loan? 
1. Creditors want to characterize it as a partnership agreement so they will have preference over her for an inheritance. 
iii. Holding:
1.  This was a partership, based on langauge of agreement. 
a. Agreement doesn’t use the term, “loan,” – it’s called an “advance.” 
b. Critical: agreement says they will divide profits. 
i. If share profits, presumed to be partnership under RUPA §202.
1. This can be rebutted. 
ii. Under Rule §202(3): “A person who receives a share of the profits of a business is presumed to be a partner in the business, unless the profits were received in:
1. Debt installments
2. For services of independent contractor or employee
3. Rent. 
iii. (note: under Old UPA: evidence of profit shareing is “prima facie case” that partnership has developed)
1. professor doesn’t think there’s a signficant distnction b/w this and RUPA formulation. 
c. Note: it’s not crucial to formation of partnership that have control, but Klein and Coffee say it does matter that have right of control. 
2. To characterize this K as loan, lawyer should have:
a. Used term, “loan”
b. State that profits to be used as installments to pay off debt.
i. expressed as cost of borroed capital.
c. Don’t call it “the business” – call it “his business.”
d. ( note: none of these are dispositive. 

b. Martin v. Peyton
i. Facts: 
1. Company in business of trading securities.  Company falls uon hard times, and consortium of 3 individuals invest $2.5 collectively to bail it out. 
2. In return for their investment, lend/s investors get:
a. 40% of profits up to $500k, minimum of $100k.
b. Right to inspect books.
c. Right to veto business decisions that were too speculative.
d. Option to join firm.
3. The company goes bankrupt b/c of stupid investments. 
ii. Issue: was there an inadvertent partnership?
1. Creditors argue they were partners, exposing them to personal liability. 
iii. Holding:  This was a loan, not a partnership.
1. Key difference b/w above case: there was an upside limit on how much they could make. 
2. Prof thinks that defendants got lucky with this holding (esp. b/c had option to buy 50% of business). 
PARTNERSHIP

I. General rules

a. A partnership is defined as two or more persons. 

b. A corporation can count as a “person.” 

c. But a partnership cannot also be a corporation.

d. A partnership is a separate entity, separate from its members. (§201)

i. E.g., so partnership owns bank account, can be the “tenant,” hold title, etc.  

e. You do not need a written agreement to have a partnership (see §202 above and §103 below). 

f. Lawyers can represent all partners in partership if get waiver.

i. To have effective waiver, must be clear dislosure.


II. Partnership Property


a. §203: Property acquired by the partnership belongs to the partnership, and not the individual partners.

i. Hypo: Propp, Agee and Capel decide to operate Bubba’s as partnership.  The cooking equipment Propp used in the restaurant before formation of the partnership is not partnership property. 

a. Agee and Capel should put provision in partnership agreement that makes this partnership property.  

b. §204(a): Property is partnership property if acquired in the name of:

i. (1) the partnership

ii. (2) one or more partners with indication in the instrument that acting as partner or referencing partnership (but not necessarily with name of partnership). 

iii. property is acquired “in the name of the partnership” by a transfer to: 
1. the partnership inits name; 
2. one or more partners in their capacities as partners, if name of the partnership is indicated in the instrumenet.  
c. §204(c): Property purchased with partnership funds is presumed to be partnership property, even if not acquired in the partnership’s name. 

d. §204(d): Property acquired in the name of one of the partners, without indication as to person’s capacity as partner, and without use of partnership assets, is presumed to be separate property, even if used for partnership purposes. 

e. §501: A partner is NOT a co-owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily or involuntarily.

i. §201(a): partnership is a separate/distinct entity! 

f. MEMORIZE THESE!!
g. Hypo:  After formation, Bubba’s uses funds provided by Capel to buy Blackacre.  Is Blackacre “partnership property.”  What if the seller deeds Blackacre to Cappel?  Here, §204(C) doesn’t apply b/c not purchased with partnership funds.  To ensure that the presumption attaches, we will want Capel to contribute the money to the partnership, and then have the partnership purchase the parcel and have the deed naming the partnership as title holder.  

i. BUT WOULDN’T THIS QUALIFY UNDER §204(a)(1) without having to come from partnership assets – since it’s Bubba’s that’s purchasing the property?  

III. Partnership Decisionmaking

a. Hypo: Agee and Capel want the partnership to lease a building from Roberts.  Propp disagrees.  Who wins? 
i. Agee and Capel, since within ordinary scope of business.

b. Hypo: Partnership agreement says that Capel is managing partner and has authority to lease property on behalf of business without consulting other partners.  Capel leases property on behelaf of partnership for ten years for $10k/year.
i. There is nothing in §103 that prevents partners from appointing managing partner. 

c. Hypo: Partnership agreement provides that “No partner may, without the express consent of the other partners, lease property on behalf of the partnership.”  Not withstanding this provision, Capel, without consulting Agee or Propp, rents a building for ten years for $10k/year from Roberts.  Is the partnership legally obligated to pay Roberts?
i. See §301.  Here, the first step is satisfied, since Capel had no authority to bind the partnership.  However, there still appears to be apparent authority, b/c no facts suggesting Roberts didn’t know Capel’s actions weren’t authorized.  So partnership is liable. 

ii. To protect themselves Agee and Propp could have put Roberts on notice of no authority.  Such notice is part of the costs of monitoring a business – but limited, b/c can’t anticipate every such 3d party. 

d. Can Propp and Agee sue Capel?

i. Maybe.   Here, the agreement only provided a right of consent, and it’s too late to enforce that right – so there’s no real remedy.  If they are not happy, they can sue for breach of fiduciary duty and seek damages (see below). 

IV. Fiduciary Duties Under Partnership Law
a. Meinhard v. Salmon
i. Facts: P (Meinhard) and D (Salmon) enter into a partnership agreement.  Salmon needed capital for a renovation project.  Salmon was to keep sole power of managing, and Meinhard provided money.  The agreement was for 20 years.  Towards the end of the term, Salmon is offered a new renovation project, this time of the whole block.  Salmon accepts the project for himself, never telling Salmon about this opportunity.

ii. Claim: Meinhard sues for breach of fiduciary duty of loyalty.

iii. Holding: 

1. “Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of finest loyalty… A trustee is held to something stricter than the morals of the market place.  Not honesty alone but the punctilio of an honor the most sensitive, is the standard of behavior.

2. Salmon should have disclosed to Meinhard that he had this opportunity, as soon as he learned it – esp b/c he was the sole manager.   

3. Had Salmon disclosed it, the fiduciary duty would have been satisfied.  At this point, Meinhard would have opportunity to make offer.

a. So this allows Meinhard to protect his own interest. 

4. Remedy: Meinhard gets 49% share in the new project (i.e., Salmon keeps decisionmaking power). 

iv. Rationale for holding: Offer was made to Salmon as a result of the partnership – so the opportunity belongs to the partnership. 

1. QN: DO YOU OWE DUTY TO PARTNERSHIP AS ENTITY, OR TO OTHER PARTNERS??

a. ANSWER: Under RUPA, owe duty to entity as well as (by virtue of mutual general agency, a la Meinhard), owe duty to partners.  

v. Dissent: No duty of disclosure b/c partnership no longer existed, b/c partnership was limited to first lease. 

b. Fiduciary Duties Owed:

i. Duty of loyalty

ii. Duty of care

iii. Obligation of good faith and fair dealing. 

c. Waivability of Fiduciary Duties

i. §103 provides that parties

1. Cannot eliminate the duty of loyalty, but can decide that some activies do not violate this duty, so long as not manifestly unreasonably.  rovides that a partnership agreement can

2.  Can reduce duty of care, just not unreasonably.  

3. Can define standards for good faith and fair dealing, so long as not manifestly unreasonable.  

4. (But difficult to draw line around what is unreasonable.

5. ( Debate represents clash between freedom of contract versus duty to provide protection to parties. 

V. Partnership Liability

a. Based on above rules, to get judgment against an invididual partner under vicarious liability theory (i.e., not if suing directly as tortfeasor), must:

i. (1) get jmt against partnership under §305(a).

1. this includes showing that action was in scope of business.

ii. (2) fulfill exhaustion requirement under §307(d) by going after partnership assets.

iii. (3) get jmt against indivual partner under §307(c).

b. Hypo: A, C and E form the ACE partnership.  If, through the course of their partnership, A negligently injures P, can P sue the Partnership?  Can P sue A?  Can P sue E?
i. Yes, P can sue partnership under §305(a).

ii. Yes, P can sue A directly as tortfeasor.  

iii. P can sue E as well under §306(a), provided that exhausted partnership assets under §307(d). 

c. If P sues A, does he also have to sue ACE and obtain a jmt against them (because of “exhaustion” req’t)?  No, b/c P can sue A directly as the tortfeasor,.

d. If P sues E, does he also have to sue ACE and obtain a jmt against them?  Yes, because of the exhaustion requirement. 

e. If P successfully sues A and collects from A, does A have any right of contribution or indemnity?  If A is the tortfeasor, then no.  But if A is just a partner, then yes under §401(c).

f. Will a new partner have liability for an already existing ten-year lease?  No, b/c under §306, he was admitted to partnership after it incurred this obligation.  But would be liable for an “upcoming construction mortgage.” 

i. This gets at why you need to get a jmt against each partner – they may not have liability if loan signed before they joined. 

VI. Growing a Partnernship

a. Capital contributions from existing partners

i. It is common for a partnership agreement to contain provisions requiring initial and additional capital contributions from partners.  Properly drafted, such provisions wil state:

1. (1) the vote or event that triggers the obligation to contribute. 

2. (2) the amount of each partner’s contribution obligation.

3. (3) the time in which to make the additional contribution.

4. (4) the consequences of a failure to contribute.

ii. Partners may want these contributions to be characterized as a loan b/c that will make them inside creditors.  After all debt to outside creditors will be paid, these partners will get money before payoffs to the other partners.

1. NOTE: This inside/outside distinction is no longer the rule under RUPA! All creditors owed at same time, regardless of whether inside or outside.  

2. Under RUPA §404(f), a partner can lend money to the partnership.

b. Outside lenders

i. Some lenders to partnerships request guarantees from individual partners.  If a partner signs a personal guarantee he will be liable in K law.  

c. Additional owners (i.e., investors)

i. Raising money can be done through selling a part of the ownership interest in the partnership.

ii. RUPA §401(i): a person can only become a partner with consent of all partners. 

iii. Hypo: Bubba’s partnership agreement has no provision with respect to existing partners approving new partners.  Agee and propp favor taking $100,000 from Roberts and making him a partner. Capel opposes.  Agee and Capel want to amend the partnership 
1. No, under 401(i) – need all partners’ consent.

iv. See hypo above about adding partner – not liable for existing lease. 

VII. Earnings from Partnership Operations

a. Hypo: Bubba’s profited $250k last year.  Propp and Capel want to use the money to expand the business.  Agee needs her share of the money to pay for school loans.  Can she prevail?  Can a lawyer advise all the partners?
i. This is a management decision in the ordinary course of business.  Unless the partnership agreement says otherwise, this only requires majority vote, so Agee is out of luck.

ii. Lawyer should not advise all the partners – his real client is the partnership itself. 

VIII. Partner Salaries

a. Hypo: Propp, Agee and Capel are partners in Bubba’s.  Agee and Propp work at the partnership, but Capel does not.  Can Agee and Propp receive money from the partnership?  Because partnership agreement is silent, RUPA 401(h) kicks in, so no salary. 

b. Hypo: Partnership agreement provides that Agee will receive annual salary of $430k and Propp to receive $25k.  Can Capel prevent them from increasing their salary?  Yes.  To increase their salary, they will need to amend the partnership agreement, and §401(j) (see above) says you need consent of all partners to amend partnership agreement. 

c. Can Capel compel the partnership to employ him and pay him a salary?  No.  Salaries/hiring decisions for are decisions made int the ordinary course of business, so under RUPA §401(j) would need a majority of partners, unless the partnership agreement says otherwise. 

d. Can a partnership pay Capel a salary even though he does not do any work for the partnership?  Yes, he can get a salary if partnership agreement so provides OR if partnership agreement is islent but majority of partners agree.  This is unlikely b/c he is getting paid something for nothing, therefore diluting the other partner’s equity interest.  Also, they can’t deduct his salary from taxes as “reasonable and legitimate business expense.” 

IX. Partnership Profits


a. Hypo: Agee, Propp and Capel are partners in Bubba’s.  Capel invests $1m in the partnership.  Propp invests $20k.  Agee doesn’t make any contribution of capital; she works for a salary.  The partnership profits $99k in 2001.  How will profits be shared? 
i.  Since partnership agreement is silent, §401(b) applies, which says to distribute profits equally, so each partner gets $33k.

b. What if partnership agreement provides that Capel would receive 2/3 of profits and Agee and Propp 1/6 each? Now partnership agreement is not silent, so distribute accordingly.  
c. Partnership had a bad year.  Notwithstanding that, 2 of the 3 partners support a distribution.  Can they distribute?

i. Yes.  Although §807 requires that creditor claims be satisfied first. 
X. Sale of Ownership Interest to a 3d Party


a. If Roberts buys Propp’s partnership interest, will Roberts have a right to particiapte in partnership decisions?  No, unless partnership agreement provides otherwise. 

b. Suppose he buys a partnership interest from the whole partnership – will he then have a right to participate in partnership decisions?
i. Yes, because he then becomes a “full partner” under §401(i), which mandates unanimity to admit new partners. 

c. There is a difference b/w a “distribution” and share of profits.  Technically, there can be a distribution without profit. 

XI. Withdrawal of Partner

a. Two issues:

i. (1) What happens to partner if there is no dissolution when partner withdraws/dissociates?

1. IS THERE A DIFFERENCE B/W “WITHDRAW” and “DISSOCIATE”?  Dissociation covers withdrawal and other things. 

ii. (2) What happens to partners if there is a dissolution?


b. Effect of Dissociation When Partnership Continues


i. Hypo: Agee, Propp and Capel have a ten-year term partnership.  The partnership agreement has no provision with respect to withdrawal or dissociation of a partner.  Can Propp withdraw from the partnership after its third year?  Will it be wrongful?  When will propp be paid for his partnership interest?
1. Propp has absolute right to dissociate under §602(a).  However, this is a wrongful dissociation under RUPA §602(b).  Because it is wrongful, under §701(b), he won’t be paid until end of ten-year term.  
a. Note: if worried he won’t paid, he can take partnership to ct to get assets secured. 
ii. Creel v Lilly
1. Facts: One of a partnership’s partners dies.  Wife, his inheritor, wants the partnership to dissolve and have assets liquidated.  The partners want to continue, though.

2.  Issue: Can surviving partners keep partnership going, or can she force dissolution. 

a. In other words, is there legal continuity once partner dies? 

3. Rule:
a. OLD RULE (UPA): 

i. Of course, first look to partnership agreement.

ii. If not in agreement, default rule is automatic dissolution upon death of one of the partners (no legal continuity). 

1. This is based on “aggregate theory.”

2. sidenote: if old partners show up and continue business, then by default would have a new, inadvertent partnership (under def’n of partnership).  

b. NEW RULE (RUPA)

i. Default rule is now that partnership continues, and that partner (or, here, the widow) is entitled to buyout under §701(a).  

1. see above for formula for calculating buyout price.

2. This is based on “entity theory.”

ii. NOTE: under RUPA, partners do not need to make a choice whether to continue or not.  The default rule is that partnership continues.  

iii. Liabilities of Dissociating Partner or Partnership to Third Parties 

1. see above for liability to partnership/partners


2. Hypo: Assume that Capel, a partner in Bubba’s dissociates from the partnership on April 5.  Is Capel liable:
a. To Roberts on the ten-year lease that Bubba’s executed on January 15?   Yes, under §703(a) (see above), liable for obligations prior to dissociation. 

b. To a client for a slip and fall based on a July 13 incident? No, because obligation occurred after dissociation. 

c. To TeePee Distributions, Inc., a long time supplier of Bubba’s for food ordered and delivered on April 11?  Maybe.  If TeePee believed that Capel was still a partner the time this debt was incurred.  

i. We should advice Capel to notify  suppliers of dissociation.  He should also file a statement of dissocation.  
ii. NOTE FOR EXAM: Even if partnership agreement said that dissociation terminates liability, Capel will still be liable because partnership agreement cannot restrict the rights of 3d parties!

c. Dissolution


i. Hypo: Propp, Agee and Capel are partners in Bubba’s Burritos.  The partnership agreement contains no provision relating to dissolution or to the duration of the partnership.  Capel withdraws.  Can Propp and Agee continue the partnership?  

1. According to §801(1).  The partnership must dissolve!  In a partnership at-will, if a partner withdraws under 601(1) (i.e., express will), the partnership must dissolve. 

ii. Hypo: What if Capel wants to dissolve, but Propp and Agee want to continue?  Same answer as above – notice how much power such a provision gives one person.

iii. Hypo: What if Capel dies and his wife wants to dissolve but Agee and Propp want to continue?   Under Creel/§801(1), the default rule is that partnership continues, however remaining partners must buy out that partner’s interest.  

iv. Hypo: A, B, C, and D are in a 10-year partnership.  Partner A withdraws after 3 years.  Can the others continue the partnership?  This is wrongful dissociation.  Under §801(2), after wrongful dissociation, partnership can continue with consent of at least half of remaining partners.  So here, would need agreement from at least 2 of the remaining 3.  

v. Hypo: What if B wants to dissolve?  Still no mandatory dissolution, b/c if have half of remaining partners wanting to continue, partnership will continue (and here, B is only 1 of remaining 3 partners).  

1. note: if B withdraws, this is not wrongful (since it is subsequent to another partner’s wrongful withdrawal).  

vi.  Steps for exam (CREATE FLOWCHART --- see bottom of notes on 9/12 “SO WE GO TO 801 FIRST…”):

1. (1) Did partner dissociate?

2. (2) Was dissociation wrongful?

a. If Yes:

i. Did dissociation cause dissolution?

ii. If no, then what  …


b. If no:

i. Did dissociation cause dissolution

3. (3) Is there automatic dissolution

4. (4) If no, is …

5. SEE RIGHT BEFORE “PAGE” – Default rule is that if doesn’t trigger mandatory dissolution under 801, triggers buyout under 701. 

d. Winding Up

i. After dissolution, the next stage is winding up – WHO GETS WHAT?


ii. Hypo: On dissolution, Bubba’s owes $100k to its creditor, including $20k lent to the partnership by one of its partners, Capel.  Should this debt be treated differently?   Under RUPA §807(a), assets must be paid to creditors including inside ebt (under old UPA, preference went to outside creditors). 

iii. Can the creditor collect unpaid balances from the partners individually?  Yes (see rules above for joint and several liability; remember, there’s an exhaustion requirement, and must get jmt from each individual partner). 

iv. Partnership accounts

1. When a business starts, one of the heavily-negotiated issues is partners’ capital contribution, which in turn affects the amount in each partner’s capital account.

	Assets
	Liabilities

	
	

	
	Owners’ Equity:

Capital accounts:

Capel - $100k

Propp - $8k

Agee - $2k

Retained earnings:

$90k

	
	$200k


v. Hypo: At the dissolution of the partnership, the partnership has $200k after paying off its creditors.  If the balance in Capel’s partnership account is $100k, Propp $8k, and Agee $2k, how should the $200k be distributed?
1. See above.  Pay off the partnership accounts under §807(b), which here will leave us with $90k.  Then each partner gets 1/3, so $30k each (plus their distribution from their partnership accounts). 

a. E.g., Capel: $100k + $30k = $130k. 

vi. Hypo: Suppose that after paying off creditors, only have $20k left.  Partnership shares loss equally.  

1. (1) First we look at total amount in capital accounts to determine losses – here, capital accounts have $110, but only $20k in bank, so $90k in losses.  

2. (2) Then distribute these losses equally.  Here, there are 3 partners, so $30k per partner.

3. (3) Then subtract losses from capital accounts: 

a. Capel: $100k - $30k = $70k

b. Propp: $8k - $30k = -$22k

c. Agee: $2k - $30k = -$28k.

4. Thus, Capel gets $70k (the remaining $20k plus another $50k that Propp and Agee must pay him), Propp owes $22k, and Agee owes $28k.

vii. Kovacik
1. Facts: P and D entered into a home kitchen remodeling business.  Kovacik (P) to provide all the money, and Reed (D) to provide his labor only (no capital).  Agreement says how they will split profits, but nothing as to how to split losses.  Reed not to get any salary – just gets half the profits.  After a few months, Kovacik wants to dissolve b/c not profitable.  After paid off all obligations, partnership lost $8k.  Kavoacik wants $4k from Reed (half of losses).  

2. Holding: D is not obligated to pay.  

3. Rationale: 

a. Kovacik put in $10k and was apparantly willing to lose this amt. 

b. Reed provided services and wasn’t compensated – this is what he lost. 

4. IMPORTANT NOTE: under RUPA (default rule), would have to share losses as you would profits, which is to divide equally (using above methodoly).

a. Thus, RUPA appears to overrule Kovick. 

b. This case decided in equity not to apply RUPA rules. 

e. Expulsion of a Partner

i. Bohatch
1. Facts: Partner at law firm mistakenly believes another partner is overbilling client.  She raises this with managing partner, and is eventually fired.  

2. Issues: 

a. (1) Is this breach of fiduciary duty?

b. (2) Is this breach of partnership agreement?  

3. Holding:

a. (1) No breach of fiduciary duty

i. This is not in “bad faith.”  The partnership lost trust in her.  

1. The court acknowledged that can’t fire someone for “self-gain” but didn’t have that here. 

b. (2) No breach of the parntership agreement.   Agreement didn’t address grounds for firing/expulsion, only firing mechanisms. 

ii. Hypo: What if partners want to expel someone because not making enough money?  No problem, this is not “self gain” – the only reason the business exists is to make money. 

iii. How to protect against expulsion: make partnership a “term” one – then if other partners try to discharge me before the end of the term, they will have to pay me damages.

f. “Freezing-Out” a Partner
i. Page v. Page
1. Facts: P and D enter into oral partnership agreement.  Each invest $43k into agreement.  Partnership loses money then begins to improve.  P wants biz to dissolve b/c he is creditor to business.  D only stands to profit if biz continues.  P seeks declaratory jmt that partnership is at-will.

2. Issue: Is partnership at-will or term? 

a. D wants it to be term, b/c:

i. (1) P’s withdrawal will be wrongful.

ii. (2) The partnership will not dissolve, b/c not at least half of the remaining partners will want it to dissolve.

iii. (3) D will be able to postpone buyout until the end of the term.

b. P wants at-will b/c P can withdraw and partnership will automatically dissolve.  

i. P tried to dissolve at time when D won’t even make his money back (because of the need to pay back creditors first – in this case, P).

3. Holding: This was partnership at-will.  

a. Accordingly, P can set in motion dissolution.

b. D should have brought claim for breach of fiduciary duty! 

i. Claim that P was acting in bad faith and was attempting to use his serperior financial position 
CORPORATIONS

I. Introduction

a. Creature of state law.  State legislature confers:

i. (1) status of corporation

1. Today, corporations are governed by state rules that are “enabling rules” – i.e., fairly lenient formatlities in the way of creating a corporation. 

ii. (2) shield of limited liability.

II. 4 sources of corporate law:

a. (1) Statutes

b. (2) Organizational documents (e.g., articles of corp, bylaws, etc.) – aka “chartering documents”

c. (3) Case law construing agreements and statutes

d. (4) Federal laws – e.g., federal securities laws

PART 1.  MECHANICS OF FORMING A CORPORATION; LIABILITIES PRE- AND POST-INCORPORATION

I. Promoter’s Liability

a. Introduction 
i. Two issues that arise:

1. To what extent will individual promoter have liability (Stanley Howe)? 

2. To what extent will company be liable once it comes into existence (McArthrur times)? 

ii. Definition of “promoter”: person who is driving force that will launch business. 

b. Test:

i. Are we dealing with an individual who is stating that he is going to form a corporation?  (if he is stating that he is already incorporated and he is not because of a technicality, then you’re in wrong part of outline).

c. Promoter’s Personal Liability


i. Stanley Howe v. Boss
1. Facts: P is an architectural services company; D is Boss, the promoter of a hotel.  D hires P perform architectural services.  They negotiate an agreement, go to closing.  Boss lines out the name of the corporation, and puts his name signing as “Edwin A. Boss, agent for a Minnesota corp to be formed who would be the obligor.”  P nows wants payment for architectural services and is suing D as invidual. 

a. Rule: see above.  
2. Holding: Ct places burden on Boss, since his signature line was ambiguous.  This could have been a novation, but the parties did not plead novation.

3. To escape liability, should have added a term saying that under no circumstances is promoter personally liable. 

d. Liability of Corporation for Promoter’s Contract

e. Promoter Liability Hypos

i. Hypo: Propp executes a lease with L & L before articles of incorporation for Bubbas Burritos, Inc. are filed.  Propp simply signs the lease “Propp for Bubba’s Burritos, Inc.”  No articles of incorporation are ever filed for Bubba’s Burritors, Inc.  Can L & L enforce the lease against Propp? 
1. Yes, under §2.04 above, he is personally liable.

ii. Hypo: Same facts as 1.1 except that Propp signs the lease “Bubba’s Burritos, Inc., a corporation to be formed.”
1.  This is ambiguous, as in Stanley Howe.  Ct will likely say that Propp has personal liability.

iii. Hypo: Is there any legal basis for L & L to enforce the lease against Agee or Capel in either of the two preceding questions?
1. No basis – they have to do something to adopt the agreement.

II. Mechanics of Forming a Corporation

a. Creation of corporation


b. What Must/May be Included in Articles of Incorporation


c. Corporate Name


i. Hypo: A husband and wife operate a plumbing repair business out of their home and decided to incorporate it.  They want to name their new corporation, “P & M Plumbing, Co.” but a name search reveals that there is already another corporation forumed under the name “P & M Plumbing, Inc.”  Can they still have this name?  
1. Under MBCA §4.01, a corporate name has to be “distinguishable” – here, this meets that standard.  However, this would probably FAIL under California law, since “deceptively similar.”
2. What if they decide to name the new corporation “Royal Plumbing Service”?
a. Under MBCA, this is no good, b/c need someo indication that it is a corporation (e.g., “inc.”).  

d. Registering/Reserving the Corporate Name


i. Hypo: Paul and Mickey have decided to organize their new corporation under the name “Royal Plumbing Services, Inc.” and have ordered invoices for using that name although the articles have not yet been filed.  Does that represent a problem?  Should they register their name?  Should they reserve it?  
1. Since it is a domestic corporation, they should reserve their name (see above).
2. Rationale for name reservation system: protect transaction costs -- allows parties to order invoices, etc

e. Duration of Corporation


i. Hypo: Article 2.00 of Royal Plumbing is titled “DURATION” and states that “the duration of the corporation is perpetual.  Does this raise any problems under MBCA?  No, perpetual duration is the default under MBCA §3.02. 
1. Note: putting in a duration term in the by-laws will not have effect unless also in the articles.  

f. Purpose of Corporation 


i. Hypo: Royal’s Article also contains a general purpose provision, and contains no language of limitation other than “lawful.”  Does this raise any problems?  No, under MBCA, unless an article contains more limiting language, every corporation is presumed to have such powers (not the case for all states – some require general purpose clause).   

1. Advantage to using “General Purpose”: can expand company into other areas.

2. Advantage to using “Narrow Purpose”: to prevent managers from steering business into other areas.  

a. this is rare.  

g. General Powers of Corporation


i. Note: so under AP Manufacturing, the default is that corporation can make charitable donations – but not if there’s limiting language in the Articles. 

h. Number of Directors 


i. Note: under common law, used to require 3 board members.

ii. Do not need to include names of the initial board members -- this is permissible, not mandatory (see §2.02b above)

1. But DO have to name the incorporators. 

i. Bylaws

i. Bylaws deal with how the corporation will run and can contain any provision for managing the company.  They do not need to be filed with the sec’y of state.  

ii. If bylaws conflict with Articles, Articles will prevail (MBCA §2.06(b)).  
j. Election of Directors


k. Where to Incorporate & Where Can Be Sued

i. The most preferred state for incorporation is Delaware, b/c it is very friendly to businesses. 


ii. Hypo: Bubbas incoporates in Delaware, opens a store in Alabama, and a customer gets food poisoning.  Where can the customer sue? Which law will govern? The customer can sue in BOTH states. Will probably choose Alabama b/c cheaper.  Alabama law will govern.

iii. Hypo: What if we have a breach of fiduciary duty claim?  The law of Delaware will now apply.


III. Defective Incorporation

a. Applies when someone acts as if company is incorporated, when it’s not.  In other words, someone is acting on behalf of non-existing principle. 

i. Compare to promoter cases: promoter acknowledges there is not yet a corporation.

1. FOR EXAM: look for individual signing (promoter liability), versus signing on behalf of purportedly existing corporation (defective corp).


b. Robertson v. Levy 
i. Facts: Robinson and Levy enter into agreement whereby Levy will form a corporation and it will buy Robertson’s business.  The consideration paid to Robertson on the day of closing was a promissory note by the corporation.  The Articles were prepared and filed, but at the time of signing the deal which transferred title, no certificate of incorporation had been issued.  Later, Levy successfully formed the corporation – but the corporation DID NOT EXIST at the time of the title transfer.  Robertson was later paid one payment, which he accepted.  He was never paid after that, and b/c the corporation is without any assets, Robertson sues Levy personally.

ii. Holding: 

1. HARD LINE OUTCOME: Under §2.04, Levy is liable because there was no de jure corporation.

a. “It is immateral whether the third person believed he was dealing with a corporation or whether he intended to deal with a corporation.  The certificate of incorporation provides the cut-off point; befite it is issued, the individuals, and not the corporation, are liable.” 

2. Notably, this court here rejects:

a. De-facto incorporation (see Cantor below)

b. Estoppel theory: the fact that Robertson accepted a payment does not estop him from denying the existence of the corporation. 

3. Problem with holding: Robertson got more than he bargained for, b/c he knew he was entering into an agreement with a corporation, not an individual, and yet is permitted to attack the assets of the individual.  

iii. Hypo: Suppose promissory note provided for payments over 5 years and Robertson was paid for 3 years by the corporation before it went belly up?  D would try to claim waiver.  

c. Cantor v. Sunshine – De Facto Corporations

i. Facts: Lease agreement between Cantor and Brunetti, as president of corporation.  The certificate of incorporation was not yet officially filed until after agreement signed.  Brunetti had mailed the documents but due to clerical reasons, certificate delayed.  Defendant was under the assumption that there was incorporation.

ii. P’s Claim: sues Brunetti under theory of promoter liability. 

1. WHY IS THIS PROMOTER?  I THOUGHT HE WAS SIGNING AS CORPORATION????  Prof: if 3d party thought it was not yet formed, it would be promoter.  But unlikely here. 

iii. Holding:

1. Court protects D by relying on the “de facto” corporation doctrine: there was a good faith effort to organize a business under a valid statute – simply a delay in getting the certificate processed. 

2. Important note: Here, NJ does not have equivalent of §2.04.

a. In states that have §2.04 equivalent, it is virtually impossible to have de facto corporation.

i. Why?  D didn’t “know” that there was no incorporation --- so why would §2.04 even apply?  LIOR’S OUTLINE SAYS IT WOULDN’T MATTER IF HAD §2.04 STATUTE. 

3. note: De jure is good against anyone.  De facto is no good against the state. 

d.  Cranson v. IBM
i. Facts: Cranson bought equipment from IBM and signed as officer of a corporation.  Turns out that his lawyer failed to file the articles and obtain the certificate.  When the corporation defaulted and IBM learned of this defect, they sued Cranson personally.

ii. Holding: 

1. IBM is estopped from denying existence of corporation

a. (1) IBM bargained to deal with the corporation and not with Cranson personally.  

b. (2) Cranson honestly and in good faith believed he organized as a corporation.  

iii. Note: Corp by estoppel theory only applies to parties that are estopped – not to all parties. 

iv. Note: a de-facto theory would not have worked here b/c no good faith effort to incorporate (the lawyer never filed the articles).  

IV. Mechanics of Issuing Stock
a. In general

i. Recall §2.02: you must recite the number of shares that are “authorized” = max number of shares the corporation can issue.

1. But corporation need not issue all the shares – the remainder can be in “stock heaven.”

2. If want to change this, must amend articles. 

ii. Once shares are issued, they become “outstanding” shares.

b. Consideration for Shares


skim Delaware §§151, 152, 153, 154

i. Can a corporation issue a stock in return for land?  Yes, under MBCA or California, “tangible or intangible property” is acceptable.

ii. What about for a release of a claim against he corp?  Fine under both.

iii. How about for a promise of future services for the corporation?  OK under MBCA, not okay under CA.  

c. Classes of Shares

i. Corporations can issue more than one class of share.  

ii. Common stock:

1. these are the “residual owner” of the stock.

iii. Preferred – grants rights, etc. (see below in outline)

1. considered “senior” to the common, b/c has preference over the common.

2. NOTE: Preferred stock only has preferences that are in the Articles. 

a. So if articles do not say that has preferential voting rights, does not have them. 


d. Pricing of Shares
i. The articles of incoporation for C, Inc., provides that Class A stock shall have a par value of $2.  Can C Inc. issue 2,000 shares of stock A for $1?  No.

ii. C issued 3,000 shares of class A for $5.  Is this ok?  Yes, can issue above par value – par value is only the minimum price.  

iii.  Under these facts, what portion of the issuance price is stated capital, capital surplus, retained earnings?
	Assets
	Liabilities

	Cash: $15,000
	

	
	Owners’ Equity:
Stated capital: $6k

Capital surplus: $9k

Retained earnings (doesn’t this have to do with distributions?): $0

	$15,000
	Total: $15,000


iv. Can C, Inc. issue 100,000 of its $2 par value class A stock to B in exchange for Blackacre?  Since par value is $2, the minimum issuance is $200,000.  As per §6.21(b), it is for the board to determine the value of Blackacre and so long as the do so “in good faith” the determination is binding and conclusive. 

e. Note: Add §2115 – deals with if incorporated in DE, but do everything else in CA.  (not sure if this is important). 


V. Individual Shareholder Liability for De Jure Corps: “Piercing the Corporate Veil”

a. In General

i. Compare to promoter liability cases and defective incorporation: there we were dealing with corporations that didn’t come to exist – here, we are dealing with corporations that do exist.  



b. Contract Claims: Dewitt Truck Brokers, Inc. v. Ray Flemming Fruit Co.
i. Facts: Defendant-corporation was a fruit broker – buys fruit from growers and then sells them.  Corporation needs transportation for fruit so contracted with P in exchange for commission.  D, Ray (individual shareholder) orally promised that he would personally pay P if the corporation could not.  Corporation did not pay (and oral promise is not valid because of SOF). 

ii. Claim: P wants to pierce the corporate veil so he can recover personally from Ray (the corp doesn’t have resources to pay the debt). 

iii. Holding: 

1. Ct ALLOWS piercing the veil.  Factors considered:

a. (1) Inadequate capitalization of corporation when it was formed.

i. Note: Prof thinks this is not really relevant here – Dewitt knew about undercapitization and could have protected himself by contracting directly with Ray, or getting personal guaranty.  (as compared to tort, where you suddenly get hit by a car). 

ii. BOTTOM LINE: undercapitalization more important in tort cases!

b. (2) Alter ego

i. Failure to observe corporate formalities, such as non-payment of dividends, absence of corporate records, non-functioning officers or directors. 

1. This was big factor b/c Ray is not “walking the talk” – may confuse contracting parties. 

ii. Conmingling of funds (mixing personal and corporate funds). 

iv. NOTE:

1. This case could have been a tort case (under the “Fraud” theory) b/c Ray likely committed fraud by promising to personally make good on the corp K, which he never intended to do. 

c. Tort Claims: Baatz v. Aarow Bar
i. Facts: P gets hit by a drunk driver.  The driver has no assets or insurance.  So P sues the bar that served him the drinks.  The bar is a corporation and it doesn’t have enough assets, so P goes after the corporation/bar’s owners. 

ii. Holding: No piercing!

1. Factors:

a. No undercapitalization: 

i. Here, D’s put in $5,000 into corporation and took all the stock.  They got a loan from a bank that insisted on a personal guarantee for $55k.  

ii. Thus, P argues they are undercapitalized – only had invested $5k of their own money.

iii. However, D argues they put $60k in the business ($5k + $55k personally-guaranteed loan). 

iv. Professor’s opinion:

1. Corp was undercapitalized by not getting insurance.  Corp gets all advantages of being a corp, yet did not even obtain insurance.  By doing so it shifted a foreseeable risk of drunk driving to everyone else – hence, fundamental unfairness.   The P ended up having nobody to sue. 

b. No “alter ego”
i. No mingling of funds here

ii. Not following corporate formalities – but not important b/c there was no course of dealings b/w P and D. 

1. As compared to a contracts case, where this is more important.

iii. FOR EXAM:

1. (1) Is there 

a. fraud or 

b. fundamental unfairness – 

i. Under capitalization theory

1. Are they undercapitalized

ii. Alter ego theory

1. Are they not observing corporate formalities?

2. Are they comingling funds

3. Are they acting as if they are the same company? 

d. Enterprise Liability Theory


i. Walkoski
1. Facts: P injured by a taxicab.  A corporation owned by Carlton operated the cab.  The corporation consisted of two cabs, and had the minimum insurance.  It turns out that Calrton also owned nine identical corporations.  The P alleged that all ten corporations operated as a single business.  

2. Claim – 2 theories: 

a. Piercing the corp veil

i. Pierce the one corp that owned the cab that hit P, and go after Carlton personally.

b. Enterprise liability.

i. Treat all ten companies as one, and P would be able to recover from the COMBINED ASSETS OF ALL 10 CORPORATIONS (i.e., the “sibling” companies would be liable). 

3. Holding:

a. Ct dismissed claim b/c of inadequate pleadings.

b. Dissent: would have allowed piercing, b/c Carlton “cheated” the minimum amt of insurnace by splitting up his large business into ten separate entities.  Had he not done so, his insurance coverage would have been much greater.

e. Parent/Subsidiary: Fletcher v Atex
i. Facts: P injured by isuing one of Atex’s keyboards.  He wants to reach the assets of Atex’s parent company – KODAK.   

ii. P’s arg: 

1. Alter ego: 

a. Kodak is controlling the subsidiaries’ business, operating, financial decisions: Kodak collected money from Atex in cash-management system; exerts control over Atex’s major expenditures; has “dominating presence” on Atex’s board of directors; descriptions of the relationship b/w Atex and Kodak in advertsising, etc.; Atex’s assignment of one of its former officer’s mortgage to Kodak. 

iii. Two requirements:

1. (1) Parent and subsidiary operated as single economic entity

2. (2) Element of injustice. 

iv. Holding: NO PIERCING

1. (1) not truly acting as the same company. 

a. Kodak’s veto power was common practice of parents over subsidiaries, as was cash-mgmt system (in fact, investors expect them to pool cash, so as to maximize profits). 

b. Atex has its own board meetings, signed separate Ks, followed corporate formalities.

i. this is v. important for parent companies to prevent piercing claims

c. there was not enough domination/control by Kodak

2. (2) no confusion by P as to who he was dealing with.

a. P only dealt with Atex when it bought the keyboard, and since formalities were kept, there was no confusion as to who he was dealing with. 

f. Piercing Due to “Watered Stock” - Hanewald
i. Facts: Keith and Joan to buy business from Hannewald.  Articles of incorporation say that corporate shares will have a $1,000 par value. Keith and Joan issued all 100 shares to themselves at no cost. 

ii. Holding: K & J are liable.  Because they did not pay the par value to corp, they owe $100k.  This is also the limit on liability.

1. note: If P’s claim was for $138k, could only recover $100k on watered stock theory.  If successful under standard “piercing” theory, he could recover it all. 

2. so another way of looking at “adequacy of capital” – look at stated capital. 

iii. note: P gets a windfall here – he didn’t even know about the par value.  App ct holds that statute prevails; lower ct didn’t enforce statute based on equity. 

PART 2.  CONTROLLING THE DECISIONMAKING

I. Heirarchy/Corporate Norm

a. Shareholders: own company; elect the board of directors.

b. Board: manage the business

i. board  members are not “agents” of the corporation – have no authority to bind the corporation. 



c. Officers: they are the agents of the corporation.  Do the day-to-day work under the supervision of the board. 

i. Appointment of officers


ii. Officers ability to bind


d. Hypos

i. Hiring Decisions

1. Who will hire Clinton as President and CEO? Board. (see §8.40 above)

2. Who will decide whether to hire someone as intern? CEO, but really officers, under direction of CEO.  Also, officers may appoint other officers if authorized by bylaws.

3. Who will decide whether to close McDonald’s as to observe the Sabbath?  What about the closing of a specific branch?  A decision to close all branches for Sabbath is for the board.  Whether to close a specific branch will be for officers to decide in a big corporation like McDonald’s.  In a small corp like Bubba’s, such decisions will be made by the board.

4. You receive a letter from VP of legal of McDonald’s offering you a position as a staff attorney.  Does that letter bind the corporation?  Probably have apparent authority here, at minimum.  Seems reasonable for a third party to believe he had authority.

5. What if the letter was signed by S who is a “senior attorney”?  Probably less reasonable for us to expect he has authority. 

ii. Ability to bind

1. Your client, First Bank, is making a substantial loan to Bubba’s Burritos, Inc.  The loan officer calls and asks who should sign the loan for Bubba’s:
a. Capel, who owns 51% of the stock?
b. Propp, who is a director?
c. Agee, who is the president?
2. Of above choices, only Agee likely has authority to bind company.  A shareholder is not an agent.  Propp by himself cannot bind company (w/out rest of board).  Only Agee can likely bind.

a. note: just b/c president, doesn’t mean that automatically he has apparent authority.  Depends on past dealings.  Also depends on the size of the corporation --- much more reasonable that McD’s has authority to take out a $1m loan than president of Bubba’s. 

II. Deviation from “Corporate Norm”: Shareholder Agreements
a. Large Corporations


i. McQuade v Stoneham
1. Defendants-shareholders sell 70 shares to P (shareholders agreement).  As part of deal, P was to become a director and an officer and Ds promised to make their best efforts to keep him in that position.  At election, the board voted to expel him.  He sues for BOK. 

2. Holding: This agreement is void for public policy --- SHAREHOLDER AGREEMENTS CANNOT DIVEST THE POWER OF THE BOARD OF DIRECTORS. 

3. Note: it is okay for shareholder to agree as to election of board – but not officers.  

ii. Hypo: Suppose the K was b/w P and the corporation and not with the shareholders and it was for five years, yet he was expelled after three?  First thing we need is authority – if board approved this K, it is ok.  The board can still expel him, but will have to pay damages.

1. So board can still make employment Ks, and break them.

b. Closely Held Corporations


i. Clark v Dodge
1. Facts: Stock is divided 25% Clark; 75% Dodge.  C & D enter into shareholder agreement whereby C’s trade secret revealed in exchange for :

a. Clark retained as manager & gets ¼ of the net income.

2. Holding: this does not violate McQuade.  Here there were only 2 stockholders – both agreed to deal and there was no risk of 3d party injury (“no harm, no foul”). 

3. Rule: “slight” impingement on corporate norm is acceptable (although reasonable minds could differ whether mandatory distribution of 25% of profits is “slight”).

ii. Galler v Galler
1. Facts: Two brothers are shareholders, with stocks divided evenly.  One brother had health problems so made agreement that if that one dies, his wife will get his share.  Also guaranteed – wife gets: (a) annual dividend if there is a certain surplus; (b) annual salary (even though not working).  

a. Thus, this looks like McQuade-type agreement. 

2. Holding: 

a. Normally, the board is supposed to decide when to give dividends and salaries. 

b. However, like Clark, court upholds agreement:

i. All shareholders were part of the agreement; not much interference with board’s discretion. 

3. Rationale: Court was looking to ease the “plight of minority shareholder in a closely held corporation.”

a. Because after death, a minority share in a closely held corporation cannot feasibly be sold. 

iii. Statutory Exceptions to McQuade Rule


iv. Rule Application: Zion v Kurtz
1. Court enforces a close corporation’s shareholders agreement despite the fact that articles of incorporation did not say it was a close corporation (as required by DE law, like California law,  in order not to violate McQuade).

2. Rationale

a. The main rationale of requiring the “close corp” in articles is so that prospective purchasers and creditors won’t get screwed – so they will know this is not a run-of-mill corp. 

b.  But here, no 3d parties were affected.  

c. This case reflects the tension b/w the “letter” of the law, and the “spirit” of the law (to protect owners of small businesses who make these agreements in order to plan their affairs.  

III. Shareholder Voting
a. Overview
i. Shareholders have power to
1. Vote for directors
2. Vote to remove directors
3. Vote on the following other matters: amend articles, amend bylaws, dissolution, mergers.
b. Voting for Directors

i. Straight vs. Cumulative Voting

1. Hypos:

a. Assume there are five directors to be elected to the board, and that the corporation has 100 outstanding shares.  Cumulative voting is in effect.  You want to elect Epstein to the board.  How many shares would be required for him to be elected? 

Applying above formula:

100/6 + 1 = 16.7 + 1 = 17.7, which rounds up to 18

b. Assume out of these 100 shares, Capel owns 60, Propp owns 30, and Agee owns 10.  Can Propp get 2 shareholders in. 
i. The requirement for 2 would be 18 + 18 = 36, so no.   Must work with Agee, since Agee can’t even elect a single person period.

c. Would an agreement between shareholder to vote violate McQuade?  No, b/c not restricting the discretion of the board – shareholders are allowed to enter vote “pooling” agreements. 

d. Now that we know how many shares it will take, how many votes will that require?  Just multiply shares times number of directors ( here, 18 x 5 = 90 votes to elect one person onto the board.  Capel has 60 shares, thus he has 300 votes (60 x 5).  Therefore, he can elect 3 directors and will therefore have majority of board.

2. NOTE: in cumulative voting, when reduce the number of board members, it diminishes the ability of minority shareholders to elect their choice to the board.

ii.  Whole-board vs. Staggered Voting
1. This is another way to diminish minority shareholders’ ability to elect board.

iii. Humphreys
1. Ct held that statutute mandiating the the option to allow shareholders to have cumulative voting is consistent with a separate statute allowing staggered voting ( even when there were only 3 board members and 3 classes (i.e., each election only one position up for grabs), thereby creating equivalent to straight voting. 

iv. IS NOTICE REQUIRED FOR THESE ELECTIONS???? SEE BELOW – WHAT ABOUT QUORUM???
c. Voting on Removal of Directors 


d. Other Shareholder Votes

i. Topics: shareholders also vote to:

1. amend the articles, 

2. amend by-laws, 

3. dissolution, 

4. mergers.


ii. Who is entitled to vote

iii. Requirements for valid vote: 

1. (1) Notice

2. (2) Quorum

3. (3) Valid Approval

iv. These rules apply to other matters besides election of directors.

v. Notice

vi. Who is Entitled to Vote

vii. Hypo: C Corp sets the annual meeting date for July 7 and sets June 6 as the record date.  On June 25, S sells her C corp shares to B.  
1. Who votes thse shares at the C corp annual meeting?  S. 

2. Who is the beneficial owner? B. 

a. Way out: buyer should insist on irrevocable proxy!

viii. Quorum

1. This is the number of shares that must be present (either in person or via proxy) at meeting to have a valid meeting.

2. E.g,, if have 1,000 outstanding shares, need 501 to have a quorum.

3. But note: Articles may require more for quorum (this is just default).

a. Delaware: can’t set a number less that 1/3 of outstanding shares. 

ix. Valid Approval

x. Hypo: Assume 1,000 shares outstanding that are entitled to vote.  Assume 600 shares are present at the meeting (either in person or by proxy).  
xi. Is there a quorum present?
a. Under Delaware? Yes

b. Under MBCA? Yes.

c. Under CA?  Yes. 

2. Does the measure pass assuming that shareholders vote as follows: YES votes – 280; NO votes – 225; Abstentions – 95.
a. Delaware? No.

b. MBCA? Yes – the yes’s exceed the no’s.

c. CA? Yes – meet both prongs. 

3. Does the measure pass assuming that vote is as follows: YES votes – 200; NO votes – 180; ABSTENTIONS – 220. 
a. Delaware? No.  Don’t have majority of votes present. 

b. MBCA? Yes, the yes’s outnumber the no’s.  

c. CA?  No.  Have majority of votes voting, but don’t have majority of required quorum (don’t have majority of 501).  

IV. Soliciting Votes: Federal Proxy Rules

a. Rule 14a-9: Regulates the Process of Soliciting Shareholders to Vote in Proxy
i. Goal: to level the playing field.  State law did not require disclosure of information when soliciting proxy vote, so federal law comes in to fill the gap and protect shareholders.

ii. Who Must Comply with Federal Proxy Rules

1. Studebaker Corp. v Gittlin
a. Facts: Corporation is a public company subject to the federal proxy rules.  Gittlin (D) is a shareholder of Studebaker Corp (P).   D wanted to see shareholder list b/c wanted to solicit them directly for a proxy contest to change directors.  Under NY law, a shareholder needed 5% of shareholders to support him, or he had to own 5% of shares, to make a demand to review the company’s records.
b. Issue: Was D required to comply with 14a? 
c. Holding: D violated the proxy rules because he did not file a proxy statement, with full and adequate disclosure of material facts. 
i. Ct construes “solicitation” broadly to include informal communications b/w shareholders which intended to sway them.
ii. Solicitation includes attempt to see shareholder list – start upstream. 
d. “Collective Action Problem”: proxy statements must be sent to everyone, need atty, etc., so it is very expensive.  Thus, no individual shareholder will want to take onthis burden. 
iii. Determining Whether There is a 14(a)-9 Violation

b. Shareholder Proposals

NEED TO REVIEW THIS SECTION!!  DEF’NS OF “PROXY” – WHO SOLICITS?  MGMT, SHARHOLDERS? HOW?, ETC.  WHAT IS A “PROXY FIGHT”?
V. Shareholder/Directors Inspection Rights

a. OLD RULE: law used to require 5% shares support for a shareholder inspection – this is no longer good law.  CONFIRM
b. Modern Rule

c. Kortum
i. Facts: Shareholders in WSI were two companies: WAG and Magna (50/50).  WAG is in charge of technical affairs, and Magna is in charge of management.    WSI starts to lose money.  One of WSI’s directors, who is also the CEO of WAG, demands to inspect WSI’s records.  Magna did not trust this man because they thought he will use the information to enable subsidiary (Hollandria) to directly compete with WSI. 

ii. Issue: Can the directors/shareholders prevent one of the directors from viewing the books.  

iii. Holding: 

1. (1) Directors have an absolute right to inspect the records.  The only permissible limitation is that he cannot share the information with Hollandria (the competing subsidiary). 

a. Scope: anything “reasonably related to role as director can be inspected.

2. (2) WAG as shareholders also had the right to inspect so long as for a proper purpose.

a. Here, they claimed they wanted to value the company, which is a proper purpose. 

VI. Shareholder Voting Agreements/Pooling/Voting Trusts

FOR EXAM: to see if could construe agreement as a voting trust, must check that:

(1) Hasn’t exceed 10 years (if MBCA)

(2) No record ownership (only beneficial ownership) – 

1. distinguish b/w dilution and divestitute (see Lehrman below)l. 

(3) Filed necessary forms with corp sec’y.

VII. Classified Shares


a. Lehrman v. Cohen
i. Facts: Family business, creates two classes of stock: AC, which goes to the Cohen family; and AL, which goes to the Lehman family.  Each class gets to vote for 2 directors.  Later, fearing a deadlock, they agreed that while the two families will continue to own 50% of the financial aspect of the business, they will create a new voting stock, AD, which has a $10 par value.  The purchaser gets right to recover the par value (and no interest in the corporation beyond this), and right to elect one director.  Eventually, there is a flare up b/c 5th director wants to employ himself as CEO.  

ii. Holding: 

1. (1) This was NOT a voting trust (and thus invalid b/c > 10 yrs)? 

a. There is a distinction b/w dilution of voting rights and divestiture of voting rights. 

i. AL  and AC shares have been diluted but not divested.

b. Nobody deposited a copy of the alleged trust agreement with corp sec’y, as required (see above). 

2. (2) Pooling agreement?  We didn’t cover in class, but I would imagine this is not a pooling agreement b/c didn’t stipulate how 5th director must vote.  

PART 3.  LIABILITIES OF DIRECTORS: BREACH OF FIDUCIARY DUTY

VIII. FOR EXAM

a. P will likely sue based on a derivative action:  

i. Two-fold nature of derivative action: 

1. (1) shareholder suing the CORPORATION for failing to bring an action to remedy harm caused to the corporation – the corp is a nominal defendant.  

2. (2) shareholder sues on BEHALF OF THE CORPORATION AGAINST A THIRD PARTY (internal or external) to recover for harm done to the company by the 3d party. 

a. It is the company’s cause of action. 

3. Standing: derived from the rights of the corporation. 

b. Which law will apply

i. Law where incorporated governs these actions. 

c. Who can be sued?  Directors and officers.  

i. So D can be sued as both prez and a director.  

d. Standing:

e. Demand Requirement (for derivative actions)

f. Bond for legal fees if deriv

g. DUTY

i. Duty of Care (MR §8.30): 

1. Duty of care obligates directors to act: (1) in good faith, and (2) in a manner the director reasonably believes in the best interest of the corporation. 

2. The directors shall exercise their duties with the care that a person in a like position would reasonably believe appropriate under similar circumstances.

ii. Duty of Loyalty
h. BREACH   

i. Duty of Care
1. Business Jmt Rule: ordinary presumption is that business decisions are valid unless it falls within one of the exceptions:

a. (1) Fraud, illegality. 

b. (2) Conflict of interest (i.e., kicks into duty of loyalty)

i. If no COI, then fallback on BJR!

c. (3) Proof of GROSS NEGLIGENCE

i. (a) Lacks a business purpose

ii. (b) So egregious as to amount to a no-win proposition

iii. (c) Results from prolonged failure to exercise oversight. 

iv. (d) others – list is not exhaustive 

d. This is a strong presumption, often resulting in cases getting thrown out at pleading stage.

i. IF FALLS W/IN EXCEPTION: Presumption shifts to D to show that they acted in a manner that they reasonably believed was in the corporation’s best interest. 

2. Two types of cases:

a. Misfeasance: The board breaches its duty of care through improper ACTION.

b. Nonfeasance: The board breaches its duty by failing to take action.  

i. Includes failure to monitor. 

3. Cases

a. Misfeasance: 

i. No breach: 

1. Shlensky v Wrigley: decision not to install light in their baseball stadium falls within BJR – ct rejects argument that profits is only consideration in what is in company’s “best interests”; rather, considering the affect on the neighborhood is arguably in company’s bests intests.

ii. Breach
1. Joy v North: board just rubberstamped decisions of CEO, who didn’t give the board information, and approved a series of loans for a risky real estate venture.  This fell into the “no-win decision” exception to BJR b/c the potential gain was no more than the interest it could have earned in a much less risky loan. 

2. Smith v Van Gorken: Board was grossly negligent by failing to adequately inform themselves as to what was fair value of stock.  

a. less deferential than Wrigley ct – ct focused on: the process of determining the share price (or lack thereof – they made their decision abruptly afer 2-hour meeting w/ no presentation of information -- never even looked at merger or agreement or obtain financial advice). 

b. Also, unlike Wrigley, this was one-time shot  (merger deal) – i.e., there is more at stake.  

b. Non-feasance: 
i. Breach

1. Francis: Son runs biz into ground; drunk widow liable for breach of duty of care for doing absolutely nothing to oversee biz.   (she was just a “figurehead”). 

2. Montoring and reporting systems:

a. Caremark: Caremark’s employees “ran up” medical bills and company got sued and had to settle for $250m.  Ct held that company breached duty of care by not having an adequate monitoring system.  Ct does not prescribe a particular system (this is board’s decision) – just orders a better system instituted (not liable for money damages, but future companies are liable). 

i. No req’t that board be on notice that something is wrong in order to require monitoring system.  

ii. After this case, “adequacy” of monitoring system is ultimately subject to review by the ct. 

b. McCall v Scott: Employees fraudulently increased revenue.  Ct found breach b/c the directors had to know/suspect that something was wrong since their own incentive program created an incentive for employees to commit fraud. 

ii. No Breach

1. Barnes: Managers doing poor job; ct held he breached his duty of care b/c he failed to be adequately informed on corp. business.   (but no liability b/c no causation – see below).  

ii. Duty of Loyalty

1. Usually P claims that D breached duty of loyalty by engaging in one of three acts:

a. (1) Competition with the corporation

b. (2) Usurping the corporate opportunity

c. (3) Self-Dealing

2. Remember!: If there is no violation, then fall back is the BJR!!! Must say this in the test. 

3. (1) Competing With the Company
a. Directors allowed to own a business in direct competition with company (Regenstein). 

i. This rule has its limitations (depending on facts) – possible exceptions: 

1. if company’s store opened first and suffered losses since the opening of the competing business.

2. if all the directors owned competing business. 

ii. Compare to officers: they cannot compete with company b/c of agency relationship – they owe a duty to the principal (the corp). 

4. (2) Usurping a Corporate Opportunity
a. Line of business test: 

i. Opportunity was closely related to corporation’s existing business activities. 

ii. Corporation had financial ability to take advantage of the usurped opportunity.

b. ALI Test 

i. STEP 1: Corporate opportunity exists when:

1. (1) Director/officer learned of the opportunity: 

a. (a) in connection with the performance of his corporate duties

b. (b) through use of corporate information or property.  OR

2. (2) If the opportunity was in a “closely related business.”  Either:

a. (a) something the corporation is currently doing, OR

b. (b) expected to engage in the future.

ii. STEP 2: If there is a corporate opportunity, director/officer may not take advantage it UNLESS 

1. (1) opportunity first offered to the corporation.

a. Must give full and adequate disclosure of all material facts.  

2. (2) Corporation rejects the opportunity. 

a. Or fails to respond within “reasonable” time.   

iii. Northeast Harbor: Ct applies ALI test to find club President usurped corporate opportunity by purchasing land adjacent to ehe golf club for the purposes of developing housing.  



iv. See Hypo in Lior’s Outline. 

v. Sinclair v Levin: Sinclair’s expansion into other countries was not a usurption b/c Sinven only operated in Venezuela. 

c. Interest-expectancy test???

d. REMEDY IF DEAL IS DONE: P becomes the “beneficial owner” – D holds the investment in trust for P. 

5. (3) Self-Dealing/COI

a. Applies when:
i. one of the directors or officers has a material financial stake in a transaction with the corporation.
ii. A parent corporation gets a benefit directly to the exclusion of the subsidiary/minority shareholders
b. Common law: cts voided transactions w/ self-dealing --- now ct tries to balance public policy goal of prevent transactions that skew in favor of a director with upholding fair transactions to the corporation. 
c. Steps:

i. (1) Was there a valid board/shareholder action (see above in outline)?

1. (1) notice
2. (2) quorum

3. (3) approval
4. this can include the interested directors/shareholders. 
ii. (2)Was there a conflict/self-dealing?

1. Director/Officer: Did one of the directors or officers have a material financial stake in the transaction?

2. Parent/Subsid Shareholder: 2-part test:

a. (1) Is parent on both sides of the transaction? 

i. Examples???
b. (2) Did parent shareholder receive something to the exclusion of the minority shareholders of the subsidiary? (WOULD THIS APPLY TO ALL SHAREHOLDER DISPUTES WHERE MAJORITY SHAREHOLDERS DO SOMETHING TO EXCLUSION OF MINORITY S/H, OR IS IT JUST THAT PARENT/SUBSID IS REALLY THE ONLY TIME THIS CAN HAPPEN?)

c. Sinclair: 

i. decision of parent (97% stockholder) to declare big dividends not self-dealing b/c minority shareholders got their share of dividends; 

ii. however, the parent’s decision not to sue on K with sister corp did involve a conflict.  (HERE, THEY WENT STRAIGHT TO STEP #4 – INTRINSIC FAIRNESS, BUT WHAT ABOUT CLEANSING?? I GUESS IT COULD NEVER BE CLEANSED B/C OF MAJORITY STATUS BY DEFAULT MEANS WON’T PASS CLEANSING TEST??)
d. Weinberger: Parent engaged in self-dealing during cash-out merger by not disclosing COI or a report they prepared stating share price should be $21-$24 (and recommending buying price of $21). 

i. Should have appointed indep committee. 

e. FOR TEST: Parent can also be liable for usurping corp opportunity of sub. 

iii. (3A) If yes, was the conflict “cleansed”

1. (1) Were the material facts dislosed to the board/shareholders?  AND
2. (2) Was the shareholder/director vote done in good faith?  AND
3. (3) Cleansing – see statutes below. 
a. By board?
i. Vote sufficient w/out counting interested directors:  # Disinterested yes/# of all directors present = 51%.

ii. CA statute: Must also be fair to the corporation.
b. By shareholders? 
i. Majority of disinterested shares: #disinterested yes/# distinterested shareholders = 51%. 
iv.       (3b) If no, apply BJR. 

v. (4) Fundamental fairness test:

1. If there has been cleansing, subject to BJR presumption: burden on P to show fundamental unfairness.
a. Unfair price
b. Unfair dealing
2. If no cleansing, burden on D to show fundamental fairness. (this is equivalent to “cleansing”).. 
3. note: in case of parent/subisid COI, ct calls this the “intrinsic fairness” test. 
d. Cleansing statutes
i. Cal §310(a): No contract of transaction between a corporation and one or more of its directors…is either void or voidable…IF:
1. Director Cleansing: The material facts are fully disclosed and the board ratifies the transaction in good faith by a vote sufficient without counting the vote of the interested directors and the transaction is just and reasonable to the corporation,  OR
a. note: this is add’l requirement for CA, but P has burden to show it is not just and reasonable. 
b. don’t have this requirement for shareholders b/c they can decide whatever they want. 
2. Shareholder Cleansing: The material facts as to such director’s interest are fully disclosed and approved by the shareholders in good faith, with shares owned by the interested directors not being entitled to vote, OR
3. Entire Fairness (burden on D): The person asserting the validity of the transactions sustains the burden of proving that the transaction was just and resaonble to the corporation at the time it was authorized.
a. (1) Fair price
b. (2) Fair dealing.
ii. Del §144(a): No transaction between a corp and one or more of its directors officers shall be void/voidable IF:
1. Director Cleansing: The material facts as to the director’s or officer’s interest are disclosed and the board in good faith authorizes the transaction by the affirmative votes of a majority of the disinterested directors, OR
2. Shareholder Cleansing: The material facts are disclosed and the transaction is specifically approved in good faith by vote of the shareholders
3. Entire Fairness (burden on D): The transaction is fair to the corporation as of the time it is authorized. 
a. (1) Fair price
b. (2) Fair dealing. 
e. Cases
i. HMG v Gray: Gray and Fiber were two directors (out of five) in a corporation selling real estate.  They were also shareholder in the buyer-company.  Fiber disclosed his interest to the board, and abstained.  Gray, who was the chief negotiator for the deal didn’t and Fiber didn’t “rat him out.”  At meetings, enough directors showed up for quorum and ultimately to approve the deal.  
1. Here there was a conflict of interest b/c both Gray and Fiber had a material financial stake in the transaction, and it was not cleansed b/c there was NO DISCLOSURE OF MATERIAL FACTS.  Also, Fiber not off the hook just by abstaining and disclosing his own interest – he should have disclosed Gray’s conflict of interest.
2. Directors unable to survive the “entire fairness” test – mostly b/c not “fair dealing,” since Gray was the chief negotiator.  Also, unable to prove that couldn’t have gotten a higher price. 
i. Causation (but for)

i. Burden on P to show causation

ii. Particularly problematic in misfeasance cases of breach of duty of care.
1. No causation

a. Andrews: directors being lazy, company goes bankrupt – no causation.  Difficult to show that but for directors’ inaction, business wouldn’t have suffered, etc.

2. Causation
a. Francis: drunk woman, doesn’t do shit to oversee the biz; she had power to intervene (by reviewing records), but chose to do nothing. 

j. Damages
i. In derivative action, damages paid by directors to the corporation. 

k. Defenses/Ways to Avoid Liability
i.  “Raincoat” Provisions: 

1. Limit personal liability of board for monetary damages for breach of fiduciary duty.  

a. CAN STILL GET INJUNCTIVE RELIEF. 

2. Requirements:

a. Must amend articles of incorporation to include this provision

i. NEED BOARD AND SHAREHOLDER APPROVAL: THIS TRIGGERS PROXY RULES. 

3. Limitations – Does NOT Apply To: 

a. Delaware


i. (1) Breach of duty of loyalty

ii. (2) Acts made in bad faith

iii. (3) Acts which involve intentional misconduct. 

1. “Conscious disregard of known risk” amounting to bad faith is enough (McCall)

a. Thus, P must allege at least bad-faith recklessness to succeed in DE if there is a waiver provision – otherwise, gross negligence.    

iv. (4) Knowing violation of law

b. Model Rules: 

i. Intentional acts/omissions

ii. Receipt of improper money/gifts. 

4. In both Model Rules and Delaware, these are “opt-in” provisions in the Articles.  

ii. MR 8.24

1. Avoid liability by firing off letter immediately after board meeting, certified mail. 

a. This will likely cause the board to shelf the measure – will be on notice that there’s a danger of shareholders deriv suit.  

l. Indemnification

m. Attorney fees:

i. If no contingency fee, atty fees typically go to the shareholders-Ps in deriv action.  

IX. Duty of Care
a. Duty: 

Sd

Third Party








Can sue directly for tort. 





Agent 


(Employee, Lawyer, Board)








Sues to enforce K if:


Actual authority


Actual express.


Actual implied


Do whatever is reasonably necessary to get job done. 


Apparent authority


 Principal held out agent as acting on his behalf. 





Sues based on tort if:


Sufficient control, OR


Master-servant relationship


Acting within scope of employment





Sues for breach of fiduciary duty








Principal 


 (Employer, Client, Corporation)








Agency relationship if:


Subject to  P’s control


Acts on behalf of P


Mutual consent to agency relationship





“Master-servant” form of agency relationship if:


Employee


Greater control over physical activity











RUPA §202 – Partnership Formation





Except as otherwise provided in subsection (b), the association of two or more persons to carry on as co-owners a business for profit forms a partnership, whether or not the persons intend to form a partnership.


…


In determining whether a partnership is formed the following rules apply:


Joint tenancy, tenancy in common, tenancy by the entireties, joint property, common property, or part ownership does not by itself establish a partnership, even if the co-owners share profits made by the use of the property. 


The sharing of gross returns does not by itself establish a partnership, even if the persons sharing them have a joint or common right or interest in property from which the returns are derived.  


A persons who receives a share of the profits of a business is presumed to be a partner in the business, unless the profits were received in payment:


Of a debt be installements or otherwise; 


For services as an independent contracter or of wages or other compensation to an employee;


Of rent;


Of an annuity or other retirement/health benefit to a beneficiary, representative, or designee of a deceased or retired partner;


Of interest or other charge on a loan – even if amt of payment varies with the profits of the business. 


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














Inadvertent Partnership 





Compare Fenimore to Martin





Fenimore:


Got a share of the profits.


Called it “the business.”


No language about there being a “loan.”


( Held: partnership.





Martin:


Got share of profits, up to $500k max.


Option to join firm.


Right to inspect. 


Right to veto biz decisions.


( Held: no partnership. 





RUPA §103 – RUPA as Default, and Non-Waivable Partnership Agreement Provisions





Except as provided for in subsection (b), partnership agreement covers relationship b/w partners and b/w partners and entity..  If no partnership, then RUPA governs relations.


Partnership agreement may not: 


Unreasonably restrict the right of access to books and records


Eliminate the duty of loyalty under section 404(b), but


The partnership agreement may identify specific types or categories of activities that do not violate the duty of loyalty, if not manifestly unreasonable;


All of the partners or a number or percentage specified in the partnership agreement may authorize or ratify, after full disclosure of all material facts, a specific act or transaction that otherwise would violate the duty of loyalty.


Unreasonably reduce the duty of care under 404(c) or 603(b)(3)


Eliminate the obligation of good faith and fair dealing under Section 404(d)


Vary the power to dissociate as a partner under Section 602(a), except to require the notice under 601(1) to be in writing.


Vary the right of a court to expel a partner in the events specified in Section 601(5)


Vary the requirement to wind up the partnership under Sections 801(4-6)


Restrict rights of third parties under this Act. 








Belongs to partnership if:


Acquired in the name of the partnership, or by partners with indication that acting as partner or referencing a partnership


Purchased with partnership funds.


Even if not in partnership name, or with no indication.





Does not belong if:


In name of one of the partners, without indication, and without use of partnership assets


Even if used for partnership purposes. 


Property contributed by partner, pre-partnership (i.e., not acquired by partnership). 





Partnership Decisionmaking


RUPA § 103: Following provisions apply unless modified in partnership agreement:


§401(f): each partner has equal rights in the management and conduct of the business.


§401(j): 


Difference arising as to business matter in ordinary scope of business: (  majority. 


An act ouside the ordinary course of business, or an amendment to the partnership agreement:


( unanimity 





FOR EXAM: partners can modify partnership agreement (e.g., by appointing a managing partner who can make decisions on behalf of partnership). 





Partner as Agent for Partnership


RUPA §301:


Each partner is an agent of the partnership for the purpose of its business.  An act of a partner for apparently carrying on in the ordinary course of the partnership business binds the partnership, UNLESS


(1) the partner had no authority to act for the partnership in the particular matter (see above), AND


this goes to actual authority. 


(2) the person with whom the partner is dealing knew or has received a notification that the partner lacked authority 


this goes to apparent authority. 


( Key thing: “mutual general agency”: you can bind partnership, even if acting in contravention of partnership agreement.


Note: A partnership agreement cannot modify this provision, because under RUPA §103(b)(10), a partnership cannnot restrict the rights of 3d parties. 


An act of a partner which is NOT apparently for carrying on  in the ordinary course the partnership business…binds the partnership ONLY if the act was authorized by the other partners. 





Liability of the Partnership (Vicarious Liability)


RUPA §305(a): A partnership is liable for loss or injury caused to a person, or for a penalty incurred, as a result of a wrongful act of a partner acting in the ordinary course of business of the partnership or with the authority of the partnership. 





Liability of the Individual Partner


RUPA §306(a): All partners are jointly and severally liable for all obligations of the partnership unless:


Person admitted as partner after the partnership incurred the obligation.


LLP.  


( note: this is departure from UPA which says that partners are only severally liable for some obligations.


RUPA §307(c): A judgment against a partnership is not by itself a judgment against a partner.  A judgment against a partnership may not be satisfeid from a partner’s assets unless there is also a judgment against the partnership. 





Exhaustion Requirement


RUPA §307(d): Before going after the individual partner’s assets, P must exhaust the partnership assets.


( Of course, can go after the tort feasor directly (does not have to sue the whole partnership). 


( creditors can get personal liability provision from partner so they can bypass the exhaustion requirement.





Right to Contribution/Indemnity


RUPA §401(c): A partnership shall reimburse a partner for payments made and indemnify a partner for liabilites incurred by the partner in the ordinary course of business of for the preservation of its business or property. 





Profit Distribution


RUPA §401(b): Each partner is entitled to an equal share of the partnership profits and is charegable with a share of the partnership losses in proportion to the partner’s share of the profits. 





When Profits are Distributed


This is a normal course of business decision; thus, in absence of provision in partnership agreement, to be decided by majority of partners.  





Settlement of Accounts and Distributions


RUPA §807: creditors must be paid before any distribution.  (IS THIS JUST FOR “WINDING UP” THOUGH?)





RUPA §401(h): In absence of partnership agreement stating otherwise, a partner is not entitled to salary for services performed for the partnership, except reasonable compensation for services rendered in winding up the business of the partnership.











RUPA §502: The only transferable interest of a partner is the partner’s share of profits and losses of the partnership, and the partner’s right to receive distributions.





RUPA §503: A transfer of a partner’s transferable interest in the partnership does NOT entitle the transferee to participate in the management or conduct of the partnership business.  





Right to Dissociate and When Dissociation is Wrongful


RUPA §602


A partner has the power to dissociate at any time, rightfully or wrongly, by express will pursuant to Section 601(1). 


A partner’s dissociation is only WRONGFUL if:


It is in breach of express provision of partnership agreement;


In the case of a partnership for a definite term or particular undertaking, before the expiration of the term or completion of the undertaking. (there’s more here)


NOTE: in term partnership, withdrawal following a wrongful withdrawal is not itself considered wrongful. 





Event Causing Partner’s Dissociation


RUPA §601: 


The partnership’s having notice of the partner’s express will to withdraw as a partner.


An event agreed to in the partnership agreement as causing the partner’s dissociation.


The partner’s expulsion pursuant to the partnership agreement.


The partner’s explusion by the unanimous vote of the other partners if (certain circumstances)


On application by the partnership/another partner, the partner’s explusion by judicial determination because


The partner engaged in wrongful conduct that adversely and materially affected the partnership;


The partner wilfully or persistently committed a material breach of the partnership agreement, or of a duty owed to the partnership.


The partner’s 


Becoming a debtor in bankruptcy


other shit not important


In the case of partner who is individual:


Partner’s death.


Judicial determination that otherwise incapable.





Effect of Wrongful Dissociation


RUPA §602(c): A partner who wrongfully dissociates is liable to the partnership/partners for 


damages caused by the dissociation.


any other obligation of the partner to the partnership or the other partners. 


RUPA §701(h): A partner who wrongfully dissociates before the expiration of a definite term or completion of undertaking is not entitled to payment of any portion of the buyout until the expiration of term/completion of undertaking, unless the partner can show undue hardship. 











Buyout Upon Dissociation


§701(a): If a partner is dissociated with no dissolution/winding up, the partnership shall buy out dissociated partner’s interest.





When Buyout Must Occur


§701(h): If wrongful dissociation, then buyout after expiration of term/completion of undertaking.





Amount of Buyout:


701(b): Buyout price is amount that would have been distribuatable if, on the date of dissociation, the asset of the partnership were sold at a price equal to the greater of: 


the liquidation value or the 


value based on the sale of the entire business as a going concern.  





NOTE: RUPA uses liquidation value, NOT book value.  See above for how book value can over/under-estimate value of assets.





FOR EXAM: Don’t forget – if withdrawal is wrongful, subtract damages under §602(c).














Lingering Liability of Dissociating Partner


§703(a): A partner’s dissociation does not of itself discharge the partner’s liability for a partnership obligation incurred before dissociation.  A dissociated partner is not liable for a partnership obligation incurred after dissociation unless covered under §703(b).





§703(b): A partner who dissociates without resulting in dissolution/winding up is liable to the third party in a transaction entered into by the partnership within 2 years after the partner’s dissociation if:


would be liable for the obligation under §306 (see above – e.g., not an LLP), AND


the third party reasonable believed:


 that the dissociated partner was then a partner


did not have notice of the dissociation


is not deemed to have knowledge under §704(c): 90 days after “Statement of Dissociation” is filed.


FOR EXAM: note that §703(b) refers to “transactions” – so if tort, then 703(b) doesn’t apply – not liable for tort committed after dissociation.





Lingering Liability of Partnership After Partner Dissociates


§702: For 2 years after a partner dissociates without dissolution, the partnership is bound by an act of the dissociated partner which would have bound the parntership before dissociation, only if the other party (see conditions under §703(b)(2) – same conditions here). 





Thus, it’s in the other partners’ best interests to provide notice to third parties that the former partner is dissociated.  This rule holds true even if the partnership agreement said that disscoiation terminates liability – b/c agreement can’t restrict the rights of 3d parties.  

















What Causes Dissolution


RUPA §801 – A partnership is dissolved, and its business must be wound up, upon the occurrence of the following events:


In a partnership at will, a partner dissociates of his own express will [all other reasons for dissociation – death, bankruptcy, agreed-upon event, etc, will not cause automatice dissolution].


FOR EXAM: LOOK FOR TRICK QN.  THIS IS AUTOMATIC – IF AT-WILL, AND ONE PERSON WITHDRAWS LAWFULLY, THEN AUTOMATIC DISSOLUTION. 


In a term/undertaking partnership, 


within 90 days after a partner’s dissociation by (1) death [or otherwise under §601(6)-(10), not important], or (2) withdraws before term ends ( the express will of at least half the remaining partners to dissolve.


ALL the partners agree to wind up the partnership before term ends.


The expiration of the term or the completion of the undertaking.


In either at-will or term partnership, an event agreed to in the partnership agreement resulting in the winding up of the partnership business. 

















Settlement of Accounts


§807(a): Creditors must be paid off first, including partners who are creditors.  Any remaining cash paid out in accordance with (b).


§807(b): First pay off partnership accounts.  Then divide the remaining money up according to their shares. 





Fiduciary duty does not encompass retaining someone as a partner.  





Expulsion requires unanimity. 





Default rule: When a promoter enters a contract with a 3d party, when corporation not yet formed, this results in a personal contract and personal liability attaches. 


- MBCA §2.04: “All persons purporting to act as or on behalf of a corporation, knowing there was no incorporation under this Act, are liable for all liabilities created while so acting.”





Four possibilities:


From the outset, the 3d party agrees to look solely to the corporation for payment.  


Novation (substitution): At point that 3d party and promoter sign agreement, promoter is liable; however, once the corporation comes into existence and agrees to be bound, then promoter released from liability (substituted out). 


Adoption (addition): If company is formed and agrees to be bound, then both the company and promoter are liable.


Corporation has primary liability, and promoter has secondary liability.


( this is desirable for 3d party, since gives someone else to go after. 


The parties had an irrevocable offer and promoter promises to make his best effort ot make the corporation accept the offer.  ???


NOTE: #1 and #2 absolve promoter of liability.  DEFAULT RULE: falls under #3 (and #4), promoter retains liability.


Burden of proof on party who signed contract ambiguously (see Boss below). 





Corporation is NOT automatically bound.   Must adopt contract – either express or implied adoption. 


Express: company has organizational meeting, looks at pre-incorporation docs and decides. 


Key thing: look for signature block (want something like “ABC Corp, signed __ (President, or someone with authority).” 


Implied: Conduct that implies that company agrees to be bound.


e.g., company recieves benefit of the agreement 


e.g., payment is implied adoption. 


Distinguish “ratification”: here, company is bound from date it adopts the agreement – not for what happened before it came into existence. 


Recall: once we have adoption, this does not necessarily clear the promoter of liability 


in case of “adoption” rather than “novation,” promoter retains liability in addition to corporation





MBCA §2.03(a): A corporation does not exist until there are Articles of Incorporation and the articles have been filed with the secretary of state.





You are only a valid corporation when the sec’y of state accepts your papers and issues a “certificate of incorporation.”  





§2.02(a) - Articles of Incorporation must set forth: 


A corporate name that satisfies the requirements of §4.01 


The number of shares the corporation is authorized to issue.


The street address of the corporation’s initial registered office and the name of its initial registered agent at that office; and


The name and address of each incorporator.





§2.02(b) – Articles of Incorporation may set forth:


the names and address of the initial directors


provisions regarding:


the purpose for which the corporation organized


managing the business and regulating the affairs of the corporation


defining, limiting, and regulating the powers of the corporation, its board, and shareholders


par value for authorized shares or classes of shares


the imposition of personal liability on shareholders for the debts of the corporation to a specified extent and upon specified conditions. 


Any provision that is required or permitted to be set for in the bylaws.


A provision eliminating or limiting the liability of a director or shareholder for money damages, except for


(a) the amt of a financial benefit received by a director to which he is not entitled.


An intentional infliction of harm on the corp/sharehodlers.


Violation of §8.33 (unlawful distributions)


Intentional violation of criminal law.





MBCA §4.01 - A corporate name:





must contain word “corporation,” “incorporated,” “company,” or “limited,” or the abbreviations


may not containg language stating or implying that it is organized for purpose other than that permitted by §3.01 (lawful business) and articles.


Name must be distinguishable fom


Other corporations authorized to transact business in the state


A corporate name reserved or registered under §4.02 or §4.03


The fictituous name adopted by a foreign corporation authorized to trasact business in this state because its real name is unavailable.


The corporate name of a not-for-profit corpt.


( if not distinguishable, ok if other party consents, or if there has been a merger. 


( NOTE DIFFERENCE FROM CA: NAME CAN’T BE “DECEPTIVELY SIMILAR.”





Registering by Foreign Corps


MBCA §4.03: this is done by FOREIGN CORPORATIONS – i.e., corporations not incorporated in that state (e.g., a corporation that is incorporated in MI bu twants to do business in California).  Foreign corporations will want to restister their name in order to prevent someone else from using it. 





Reserving by Domestic Corps


MBCA §4.02: this is done by DOMESTIC CORPORATIONS.  Sec’y of state will reserve the name for 120 days so that nobody else can “snatch it.”  





§3.02 (a): “unless its Articles provide otherwise, every corporation has perpetual  duration.”  











General Powers of Corporation


§3.02 (a): “unless its articles provide otherwise, every corporation…has the same powers as an individual to do all things necessary or convenient to carry out its business and affairs (including sue and be sued, make by-laws, make charitable donations, etc.)”











Purpose of Corporation


§3.01 (a): “Every corporation incorporated under this Act has the purpose of engaging in any lawful business unless a more limited purpose is set forth in the Articles.”











§8.03 


A board of directors must consist of one or more individuals, with the number specified in or fixed in accordance with the: (1) Articles, OR (2) bylaws. 


The number of directors may be increased or decreased from time to time by amendment to, or in the manner provided in, the articles of incorporation or the bylaws.





§8.03(c): Directors are elected at the first annual shareholders’ meeting and at each annual meeting thereafter unless their terms are staggered under §8.06.


   - §8.06: you can stagger directors into 2 or 3 groups.  





Where P Can Sue: 


For tort/contract claims: P can sue in either place where do business OR state where incorporated.


For claims involving “internal affairs” (e.g., breach of fiduciary duty): P must sue in state of incorporation.





Which Law Governs:


For tort/contract claims: the state where the injury takes place.


For claims involving “internal affairs”: the law of the state of incorporation.  





Incorporating in One State and Doing Business in Another State


This is permissible, however, the corporation first must qualify as a “foreign corporation”:


must obtain a certificate and 


must have registered agent in foreign state.





If fails to obtain certificate and yet does business, then:


will have to pay a fine


cannot sue (but of course can still be sued). 





MBCA §2.03: The corporate existence does not begin until the forms are filed.


MBCA §2.04: All persons purporting to act as or on behalf of a corporation knowing there was no incorporation are jointly and severally liable for all liabilities.  


	(see Frontier below – the party being sued itself must have purported to act on behalf…)





Doctrines to avoid liability if not de jure corporation at time entered agreement:


De Facto Corporation (this is mainly dead – more likely to find estoppel, see below): A promoter might not be found personally liable for entering into agreements as a de jure corporation when:


The promoter made a good faith effort to organize as corporation, 


The delay in formation was not due to any fault of the promoter.  


An actual exercise of corporate powers occurs (what does this mean?)


Corporation by Estoppel


(1) Where a company/person has dealt with a business as a corporation, and 


no estoppel in tort case, b/c no course of dealings. 


(2 )The individual asserting the defense did not know the incorporation was defective


( the company/person is estopped from denying the existence of the corporation.





MBCA §6.21


The powers granted in this section to the Board may be reserved to the shareholders in the Articles. 


The Board may authorize shares to be issued for consideration consisting of any tangible or intangible property or benefit, including cash, promissory notes, services perfromed, contracts for services performed, or other securities of the corporation.


Thus, the Board has decides when, at what price, shares will be sold, unless modified by articles.   


Before issuing shares, the Board must determine that the consideration received is adequate.  That determination is conclusive. 


When the corporation receives the cornsideration for which the board aurhotized the issuance, the shares are fully paid and non-assessable. 





California: 


§409: Shares may be issued for such consideration as is determined by the Board, of by the shareholders if the articles so provide, consisting of any of the following:


money


labor


services actually rendered


debts or securities cancelled


tangible or intangible property actually received 





The following is NOT acceptable consideration (UNLIKE MODEL RULES):


promissory notes (unless secured by collateral other than the shares)


future services. 


( note: in CA, can’t issue shares until labor is done (but can establish vesting schedules for this). 





§410: Every subscriber is liable to the corporation for the full consideration agreed to be paid for the shares, which shall be paid prior to or concurrently with issues of shares. 

















Terms





Market Capitilization: Total number of outstanding shares multiplied by trading price.


Note: this doesn’t tell you the “true” (“intrinsic” “inherent” “fair”) value.  Only tells you the price of one fungible share. 





Balance sheet terms


Stated capital: aggregate par value of all issued shares of par value stock.


E.g., if Bubba’s issued 50 shares of $1,000 par value stock = $50k


The stated capital cannot be distributed to shareholders (it is a cushion to protect creditors).


If no par value, board will decide how much to allocate to stated capital vs. capital surplus. 


Capital surplus: excess of value of shares beyond the par value. 


E.g., if Bubba’s received $99,000 from its issuance of 50 shares of $1,000 par value stock = $99k - $50k = $49k.


Retained earnings: retained profits kept for growth. 





Par Value: the minimum price must receive for shares. 


Delaware: shares of stock cannot be issued for less than the par value!  And corp. must maintain stated capital.


However, corporations’ boards can set par value very low (e.g., $.01).  


MBCA and California have eliminated the requirements that Articles provide a “par value” and that corporations maintain a “stated capital” account.


( bottom line: par value not very significant these days. 














TEST:


Courts will impose individual liability when there is fraud or fundamental unfairness. 


Factors for determining if fundamental unfairness:


(1) Inadequate capitalization of corporation when it was formed.


See Baatz – this can include not getting insurance. 


Note: look at capitalization when formed (not subsequent).


(2) Failure to observe corporate formalities – e.g., directors meetings, paying dividends due on stocks, etc.


(3) Conmingling of corporate funds with personal funds.


look for payment by corp of individual obligations. 


(4) Absence of corporate records


(5) Fraudulent representation by corporate directors


( These are just FACTORS –  the underlying question is “would it be unfair to uphold the shield of liability”?  


This is very fact-specific - look at unfair risk-allocation, etc. 


Exhaustion requirement: If you pierce, must first exhaust corporate assets.


Liability for other shareholders: Must pierce the veil against each individual shareholder.  If pierce for one shareholder, others will still have the shield. 








Main Theories for Piercing Corporate Veil


Alter-ego


The corporation is merely the instrumentality/facade used to conduct the personal business of its primary shareholder.


Often proven by: 


(1) Showing corporation is closely held (esp., if owned by one shareholder) and failed to follow corporate formalities


(2) Failing to follow corporate formalities indicates that corporation operates merely to exclusively benefit the sole/dominant shareholder.   Can also lead contracting party to conclude that doing business with individual, not corporation. 


(3) Siphoning funds: corporation only paid out salary/dividends to dominant shareholder and nobody else – particularly if these payments were made on erratic basis.  Look for cases where the business has insufficient working capital, to the detriment of its creditors.  


This is more relevant in CONTRACT cases, b/c the party doing business with the corporation may wrongly believe it is entering into a K with an individual, not a corporation. 


Undercapitalization


Look at capitalization at time corporation formed. 


This allows the corporation to operate on the capital of others (e.g., creditors), while risking no capital of its own.


The corporation is essentially shifting the risks to the public. 


This is more relevant in TORTS cases, where courts want to prevent unfair risk allocation onto public.


Fraud


Look for misrepresentation/lie. 





FOR EXAM: GO THROUGH ALL THESE THEORIES, REGARDLESS OF WHETHER TORT OR CONTRACT CASE.  





Other Theories (Need Appropriate Facts)


Enterprise Liability: apply when sibling (parent/sub?) companies are really all just one company.


Watered Stock: apply when do not collect the par value on stocks issued. 











Enterprise liability: treat subsidiaries/parent as if all one big corporation.  





Test: 


“Sibling” context: are the companies sharing funds and acting as if they are the same company to such an extent that they are truly the same company, and they were merely separated for some other reason?


Parent-subsidary context: Are the companies acting as the same company.


Consider whether observing corporate formalities, etc. 


What is the difference b/w “enterprise liability” in parent/subsid context and “alter ego”????  ANSWER: basically, no difference. 





“Corporate Norm”: Business affairs of the corporation are managed by or under the direction of the board of directors. 


every state has this statute (see MBCA §8.01). 


this is “one size fits all” – regardless of size of corporation.


See deviation for shareholder agreements (below). 








§8.40: 


The board of directors may elect individuals to fill officer positions. 





The only required officer is a Secretary (who maintains books and records, has authority to authenticate records). 





Officers are agents of the corporation – thus, governed by agency law.  They can bind the corporation (principal) if they act within the scope of their actual (express or inherent) or apparent authority.  





CEO has inherent authority to bind corporation so long as ordinary course of business.  





McQuade Rule: Shareholders agreement cannot limit the discretion of the board.   Such agreement is invalid b/c it violates the corporate norm. 


 





MBCA §7.32: Shareholder agreements


An agreement among the shareholders of a corporation…is effective…even though it eliminates the board of directors or restricts the discretion of the board of directors.


An agreement authorized by this section shall be set forth:


In the articles…or bylaws and approved by ALL shareholders at that time.


In a written agreement that is signed by ALL shareholders and is made known to the corporation.


The existence of an agreement shall be noted conspicuously on the front or back of each certificate or on information statement.  However, failure to include statement does not invalidate agreement – it just allows for recission of the share purchase. 





Limitation: only applies to non-public corporations (regardless of size). Corporations who go public lose eligibility.  





Cal §300b: 


No shareholders’ agreement of a close corporation (see §158) shall be invalid on the ground that it interferes with the discretioin of the board…or that it is an attempt to treat the corporation as if it were a partnership.


( so this “blows up” the corporate norm


( creditors can tell whether it’s actually a partnership based on naming req’t (e.g., “inc.”)





Cal §186: 


“shareholders’ agreement” means a written agreement among ALL the members of a close corp.





Cal §158(a):


“Close corporation” means a means a corporation whose articles contain a provision that all of the corporation’s issued shares shall be held by not more than a specified number of persons, not exceeding 35, AND a statement that “This corporation is a close corporation.”











Closely-held corporations have become exempt from McQuade rule. 





Clark v Dodge Exception (for CLOSE CORPS):  Such an agreement can be enforced if: 


all shareholders were part of it.


There is only a slight infingement on the otherwise unfettered discretion of the board.


( in analyzing, ask whose interests might be impaired – e.g., employees, debtors. 


( ct looks to protect minority shareholders in small firms (e.g., see Galler), where difficult to sell shares.





Vacancies on the Board


§8.10: Unless the Articles provide otherwise, if a vacancy occurs on a board of directors, including a vacancy resulting form an increase in the number of directors:


the shareholders may fill the vacancy


the board may fill the vacancy. 


If the directors remaining in office constitute fewer than a quorum of the boar,d they may fill the vacancy with a majority of remaining directors. 





Two schemes:


Straight voting: 


Election is seat-by-seat, and each person gets one vote per share.  Apply votes for each candidate, then start fresh for the next candidate.


Plurality wins. 


This system favors majority owners, and is favored by large, public corporations.


Cumulative voting:


Rather than seat-by-seat, there is one “at large” election.


In casting their votes, shareholders get to “cumulate”: multiply the number of shares times the numbers of directors to be elected.


EQUATION FOR DETERMINING HOW MANY SHARES REQUIRED TO ELECT A DIRECTOR:





                                      S(total number of shares voting)


		       �      + 1  =   Number of shares needed to elect one director


                                                 D(# of directors) + 1





Whether cumulative voting is available, and whether it is “opt-in” or “opt-out” depends on state


Model Rules & Delaware: default is straight voting; companies must “opt-in” to cumulative voting. 


Other states: cumulative voting is the default, and must “opt-out.”


CA: cumulative voting is mandatory, but publically traded corporations can “opt out.” 


Other rules


Model Rules: companies opting in must put this in Articles.


Model Rules: must give adequate notice  that plan to vote shares cumulatively (so that shareholders can vote intelligently).





MBCA §8.06





The articles may provide for staggering the terms of directors by dividing the total number of directors into TWO or THREE groups, with each group containing ONE-HALF or ONE-THIRD of the total.


In that event, the terms of directors in the first groups expire at the first annual shareholders’ meeting after their election, the terms of the second one at the second annual meeting, etc.


At each annual meeting, directors shall be chosen for terms of TWO or THREE years. 





CA: Default is that WHOLE BOARD is up for election, but PUBLICALLY TRADED companies can “opt out” and stagger (just like they can opt-out and do straight voting).  





Who Must Receive Notice


§7.05(a) Unless Articles require otherwise, corporation is required to give notice only to shareholders entitled to vote at the meeting (see below).





Time of Notice


§ 7.05(a): All meetings (annual and special) must have ≥10 days, but ≤ 60 days notice.  (CAN ARTICLES CHANGE THIS??)





“Description of Purpose” Requirement for Special Meetings


§7.05(b): Unless articles require otherwise, notice of annual meeting need not include a description of the purpose. 


§7.05(c): Notice of a special meeting must include the purpose of the meeting (so have time to prepare). 


Note: all notice must contain date, time, and place!





Waiver of Notice


§7.06 (a) A shareholder may waive any notice required by this Act, the articles, or bylaws if in writing, singed, and delivered for inclusion in the minutes or filing in corporate records.


§7.06(b): A shareholder’s attendance at a meeting:


Is not  objection to lack of notice or defective notice UNLESS the shareholder at beginning of meeting objects to holding the meeting.


Waives objection to consideration of a particular matter at the meeting that is not described in the meeting notice, UNLESS the shareholder objects to considering the matter when presented.








Requirements:


The “record owner”: the owner as maintained on the company shareholder list.


 As of the “record date”: date to determine which shareholders are entitled to vote.


Cannot be more than 70 days before the meeting.





Voting shares by proxy - §7.22:


A shareholder may vote his shares in person or by proxy


Proxies are revocable unless


(1) irrevocable in writing, AND


(2) it is coupled with an interest (in the stock), such as


a person who purchased or agrees to purchase the shares.  


Note on revocation: you can revoke right up to meetingl.  





When a brokerage firm is officially listed as the record owner, the BENEFICIAL OWNER has the right to vote, and will instruct the record owner how to vote.





Proxy-buyer and proxy-seller have Principal/Agent relationship. 








Default Rule (MBCA, CA, DE): Need majority of votes entitled to vote. 





3 Approaches to Determining How Many Shares Required


Delaware §216: 	Majority of shares present


MBCA §7.25:	Majority of shares actually voting


California §602(a): 


Majority of shares present and voting (i.e., voting), AND


Majority of required quorum





Delaware/MBCA: Can remove with or without cause, unless Articles say otherwise


If no cumulative voting


Delaware: If no cumulative voting, need a MAJORITY OF OUTSTANDING SHARES (this is the “absolute majority” rule).


MBCA: just need the default rule – i.e., a majority of those voting


If cumulative voting


Delaware/MBCA: a director cannot be removed if the NO votes would have been enough to ELECT him if that was what the corporation was doing.


So statute has a built-in backstop to protect minority shareholders.








Federal Proxy Rules Apply Only to:


Registered Corporations (i.e., publically-traded)


List shares on NYS


Satisfy 2-part test:


(1) classof security holders > 500


(2) total assets > $10m


(this is basically NASDAQ)





Solicitation


CFR 14(a): Shareholders (WHAT ABOUT BOARD MEMBERS/MGMT???) who solicit proxies must comply with SEC regulations for solicitation of such materials, 


This includes informal communication between shareholders which intended to sway them to vote a certain way. (Studebaker)


Solicitation includes more than just solicitation of vote – it includes process of setting this into motion (including getting shareholders list). 


 14(a)(1): The term “solicitation” does NOT apply to: 


speeches in public forums (e.g., town hall meetings), 


press releases, published or broadcast opinions, statements, or advertisements appearing in a broadcast media or newspaper, magazaine, or other bona fide publication disseminated on a regular basis. 


( so you can get together as shareholders to discuss the company build up a sentiment; but cannot ask for a vote.


BOTTOM LINE: Anybody can come under federal proxy rules.





Proxy statements are very expensive. 


Must be sent to everyone, and filed with SEC


Must get an attorney





CFR Rule14(a)-9: ELEMENTS


Reporting company that has filed a Proxy Statement 


Solicitation (see above)


Materially Misleading Communication


need full and adequate disclosure of all material facts necessary to make an informed vote.


“Material” (TSC Industries): What a reasonable investor would (not “might”) consider important in deciding whether to approve the proposal. 


Objective standard


Difficult to win on summary jmt.


This includes misstatement and omissions.


Standing


JI v Borak: 14(a)-9 contains an implied cause of action which allows every shareholder to sue for a misleading statement.  


Causation: there must be some connection between the voting nand the misleading statements in the proxy. 


Scienter: Cts are split – USSC ducks the qn. 





Relief sought: typically injunctive relief (undo the vote).   








CFR §14a-8: requires a public corporation to include a shareholder proposal and supporting statement of up to 500 words in its proxy statement. 


tends to be proposals involving corporate responsibility


shareholder can submit and propsal; mgmt can decide to exclude the proposal in the hopes the SEC will issue a “no action” letter (based on grounds laid out in 14a-8)


“No action” letter informs the corporation that the exclusion is likely allowable, and the SEC probably will not take action against the corp.


No action letters, however, are informl and do not prevent the “wronged” shareholder from pursuing subsequent legal action.








} Federal Jurisdiction





Shareholders ( To get access beyond a shareholder list, must show PROPER PURPOSE.  


Moreover, the scope of the inspection must be proper – i.e., “essential and sufficient” to his purpose.  


Valuation: can be a proper purpose for non-public company – but NOT for publically traded company (b/c there is already a market for the shares). 





Directors ( Have virtually an ABSOLUTE RIGHT to view records. 


Once director demands to see records, burden of proof is on corporation that the inspection is for improper purpose. 





KEY ( Make sure to note which “hat” the person/entity is wearing who is making the demand.





Summary Case – Frontier v Kunkle’s, Inc.


Facts: 


Kunkel’s wanted to operate a gas station but needed capital.  Cut a deal with Fairfield and Beach that they will invest the money.  They insist on the following terms:


A corporation will be formed, in order to prevent personal liability.


Kunkel will not do anything BEFORE the corp is formed.


They were to share profits.


Despite this agreement, Kunkel opens the gas station.  Frontier (gas provider) insists on payment upon delivery, but their drivers never enforced it.  Kunkel did not pay at all. 


Claim: Frontier is suing sues Fairfield and Beach (not Kunkel under promoter liability, b/c no $). His theory is inadvertent partnership. 


D’s defense: shielded from liability b/c Kunkel was supposed to incorporate.


Note: cannot claim de jure b/c no corporation ever formed.


Note: cannot claim de facto b/c never attempted to incorporate.


Rule:


Wyoming had a similar version to MBCA §2.04: “any person who assumes to act as a corporation w/out authority do do so shall be jointly and severally liable for all debt incurred as result.” 	


Holding: NO LIABILITY. 


(1) No liability under “defective incorporation”: Ct does not apply above statute because Beach and Fairfield never “assumed” to act as corp; they never dealt with Frontier.  So no liability based on defective incorporation. 


(2) No liability under “inadvertent partnership.” 


Technically, this meets defn of partnership (esp. b/c agreed to share profits).  


However, the court ruled in equity that it would be unfair to give Frontier a windfall when they should have enforced their payment-upon-delivery clause. 


(3) (NOT ACTUALLY ADDRESSED BY CT): This is not a “promoter liability” case b/c Frontier was looking to corporation for payment, not individual (as evidenced by their requirement of payment upon delivery – didn’t trust the corp. financial situation).  





Shareholder Voting Agreements





Shareholder voting agreements are enforceable and do not violate the rule of McQuade because they do NOT divest the power of the Board (they merely determine who gets elected). 





MBCA §7.31


Two or more shareholder may provide for the manner in which they will vote their shares by signing an agreement for that purpose.  A voting agreement created under this section is not subject to the provisions of governing Voting Trusts.


A voting agremement created under this section is specifically enforceable.





Remedy for breach (if not express provision in agreement): 


Some Jxs (MBCA§7.31):   Specific Performance of the K.  


Ct will order new elections, and grant the non-breaching party (or arbitratror) an Implied Proxy to vote the shares of the breaching party. (i.e., imply an enforcement mechanism in absence of one in the agreement). 


Other Jxs (Ringling Bros): 


Void the votes of the breaching party and the election is decided as if the breaching party never voted..  


Rationale: parties should have included in their agreement that if one party renigs, the other has an irrevocable proxy.  





Del §218(c): An agreement between 2 or more stockholders, if in writing and signed by the parties thereto, may provide that in exercising any voting rights, the shares held by them shall be voted as provided in the agreement by voiding that party’s non-compliant votes.





Vote Pooling


K’s between shareholders to “pool” their votes.  The consideration is the reciprocal promise. 





Compare to Voting Trusts





Voting trusts are formal arrangements, governed by statute, where voting rights are conveyed to a trustee, along with Record Ownership of the stock. 


Essentially, the transferor of such voting rights becomes the BENEFICIAL OWNER, and is no long the record owner of the stock.


Copies of such agreements must be delivered to the corporation’s office, where they will be open to inspection by all shareholders.  This prevents shareholders from entering into secret voting trusts (WHAT WOULD THIS DO?). 





MBCA §7.30:


10-year time limit on voting trusts


May be extended for additional 10-year terms.





Del §218:


no 10-year limit


Voting trust statute does not invalidate other lawful form of voting agreement or irrevocable proxy.  (i.e., you can’t invalidate a voting agreement because it does nto comply with the same formalities that apply to voting trusts). 





Purchasing Voting Rights is NOT PERMITTED!





 





Corporations may create different classes of stock, each with different voting rights (or lack thereof), so long as such classes/voting rights are adopted in the Articles of Incorporation. 





These classes can have proprietary interests with no voting rights, or voting rights and no proprietary interest. 





MBCA §6.01: The articles may authorize  or maore classes of shares that have special, conditional, or limited voting rights. 





Public Policy for BJR: 


It is not for the court to decide whether a decision is “good” or “bad.” 


The shareholders assume the risk, not guaranteed they will make $. Directors are not guarantors. 


Don’t want to restrict decisionmaking of corporation so it will be overly cautious.





This is floor, not ceiling????





Board Quorum and Voting


§8.24(a): Unless Articles or bylaws require a greater number, a quorum of board of directors consists of majority of directors.





§8.24(c): If quorum is present when vote is taken, the affirmative vote of majority of directors present is the act of the board of the directors.  








PAGE  
70

