UPA - Exists in approx. 20 states

RUPA - Exists in approx. 20 states (incl. WY)

Agency Law - p. 1098-1110 in book.

Servant - often employee; controlled or subject to control

· All servants are agents, but not all agents are servants

· All masters are principals

Agent - 

· Real authority

· UPA § 18(e), (h) equal, no majority

· § 9 Every partner is an agent for the business of the partnership; (apparent authority is contained in here)

· Engenders contract liability

· Authority of agent to bind principal

· How would know authority? (in agent's mind)

· Verbal instructions

· Contract

· Course of conduct

· Implied
Apparent authority
· In the mind of third party
· Based on 
· Position
· Past transactions
As applies to promoters:

§ 329 - If sign contract on behalf of another, has implied warranty of authority.  

· Note:  non-existent corporation does not have capacity

§ 339 - Actual misrepresentation - tort remedy

§ 331 - Language - may expressly include no warranty
How to get the principal?

1. Actual authority*

2. Apparent authority*

3. Inherent authority

4. Incidental authority

*Can get these just by virtue of title

Types of principal
· Disclosed principal

· Undisclosed principal

· Partially disclosed principal

Is agent liable?

· Disclosed - No

· Undisclosed - Yes

· Partially disclosed - Yes

This is in accord with expectations of third party.

Termination of agency relationship
· Under agency concepts

· Principal cannot always terminate an agent (cannot force a relationship on another)

· This has been modified by employment law.

· Must notify third parties the agent has been dealing with.

Managerial employees
· May exercise discretion
· Policy-maker

· Agency cost - employee trying to benefit himself in that position at the expense of the owner.

· Fiduciary relationship - law provides remedy

· Provide incentive

· Limits on discretion

· Monitoring

· Fiduciary duties
· Loyalty (actions benefit owners)

· Conflict of interest (take advantage of position)

· Carelessness

· Contract - obligated under terms of contract

· Law will imply duties under fiduciary doctrine that are not in contract.

· Fiduciary duties exist even if not in the contract, or even if the contract purports to abolish them.

Test for punitive damages (Restatement of Agency)

1. Principal authorized the doing and the manner of the act. or
2. Agent was unfit and principal was reckless in employing him. or 

3. Agent was employed in managerial capacity and was acting in the scope of his employment or
4. Principal or a managerial agent of the principal ratified or approved the act.

· Some elements that indicate an employee is managerial:

a. Title

b. Responsibility

c. Scope of job


· If agree to split profits, main sign that it is a partnership.


UPA § 18 "Subject to any agreement" (heavily attached to contract law)

· § 18(a) - After contributions are returned, profits and losses are shared equally.

· § 18(b) - If partnership cannot indemnify individual, go to 40(d) - other partners have to cover.

· § 15 (a) Joint & several liability for 13 (torts) or 14 (breach of trust)

· § 15 (b) - Contract liability - joint liability; joint and several

· Relates to question of who gets sues

· Normally, every partner liable for everything.

· Doesn't say "subject to agreement" because these refer to relationship to outside world.

· LLP
· RUPA §§ 305-307 makes joint and several for everything.

· § 306(c) If LLP, partnership is solely liable for obligations.

· Must inform clients

· Must file the LLP.

· GP - has all provisions of statute

· LLP - has everything, and limits liability.

· Must file, because notice must be given to those the partnership deals with that partner's liability is limited.

· § 307 (d) Go after individual after partnership exhausted.

Liability of incoming partner § 306(b); §17

· Liability for malfeasance of partner before joined the firm;

· Liability will be paid out of partnership property.

· If learn of the malfeasance, and let the business continue without saying anything, at some point will become liable.


Meinhard v. Salmon
· The fact that made Salmon culpable was that he did not disclose ro Meinhard

· Cardozo used this case to give his idea of fiduciary relationship:

· Duty of the finest loyalty (while the enterprise continues)

· Stricter than the morals of the marketplace

· Not honesty alone, but the punctilio of an honor the most sensitive

UPA § 21

· Partner must account for and hold as trustee profits derived by him without the consent of other partners.
· Formation
· Conduct                of partnership
· Liquidation
Or any use by him of its property

· Also applies to representatives of deceased partner

· Fiduciary responsibility cannot usually be waived, however
· RUPA §404 - represents erosion of fiduciary duty

· § 103 Kind of contract that can be made the would impinge fiduciary duty.

· Exaltation of contract over fiduciary duty.


UPA § 24 Tenancy in partnership

1. Actually there is no right in partnership property.

2. Interest in the partnership

3. Right to participate in management

UPA § 26 Profits and surplus

· Interest in partnership is personal property
UPA § 25 partner's right in specific partnership property

· Doesn't really mean anything - why put it in??

· Debate - entity v. aggregate

· Right to manage is very important

Charging Order § 28; § 504
· If awarded is charging order, creditor will get whatever profit and surplus the person would have gotten from the partnership.

· Policy:  Not disrupt the partnership

Assignment § 27
· Creditor gets only the profits or surplus the partnr would have gotten.  No participation in management.

· If assign, partner remains responsible for debts


§ 29 

1. Definition - change in relationship

2. Dissociate himself from partnership

§ 30

Even though partnership does not disappear upon dissolution, two more stages:

1. Winding up (pay debts)

2. Termination

§ 31
· Causes dissolution

· 31 (1)(b) - If not term or undertaking is specified.  

· Pretty liberal as long as no term is specified.

· 31 (2) - If agreement is contravened - still on the hook for damages.

· If the partnership is designed for a particular undertaking and that undertaking is not completed          the agreement is contravened.

· Agreements have been - no term specified, and didn't really agree to the undertaking.

· 31 (6) - Decree of court (§ 32) Why would you need  court?  Some conditions must be judged by a court (incompetency)

· There are agreements that can cause the partnership to continue after death or dropping out - thus contract affects partnership.

· RUPA attempts to address problem of party that contracts with a partnership if one partner withdraws:

· The entity continues its life

· If landlord want to end the lease when one partner withdraws, must say that.

Adams v. Jarvis - 

· Their agreement covered A/R.  

· Under UPA would have done better - but agreement trumps the statute.
· The partnership is dissolved, but the business of the partnership continues.

· § 38 - upon dissolution, unless otherwise agreed, might have assets sold.

· If contravention, each partner has right to damages.

· RUPA § 401changes dramatically.

· Valuation - Gelb prefers fixed sum with periodic adjustment; 

· Difficult part is to get the partners to make the adjustment.


· How do partners arrange covering the departing partner's share?

· Perhaps put formula in agreement to force the adjustment in case it doesn't get done.

· Mandatory buy-out - usually best.

· How will the remaining partners get the money?

· From operations

· Loan

· Installment payments

· Life insurance (partners may not be equally insurable)

· Fund to "retire" the partner's interest.

· Disability - can cover it, but the problem is in defining disability.

· Competition from departing partners

· Perhaps not-to-compete clause.

· What about enforceability of blanket clause that partnership can terminate a partner?

· Must still have good faith and fair dealing inherent in fiduciary relationship.

· Enforceability of non-compete

· Reasonable in time, place, and scope

· With some professions, like lawyers, difficult to enforce because cannot deprive a person of ability to have the lawyer he wants.

Dissolution under the RUPA
· Uses the term disassociation rather than dissolution.

· Current trend is to treat partnership as an entity.

· § 601 lists what causes dissociation

· § 801 Dissolution and winding up

· One person pulls out             

· Term runs out                   automatic dissolution

· Reactive dissolution - take vote 

· § 701 - If neither of these, partner is bought out

· Liquidation or
· Sale as going business

· When drafting, remember § 103 - some things cannot be waived.


· §6 - Defines

· § 7 - Rules

· Things that indicate a partnership exists:

· Profit

· Do they look like partners, so creditors can collect from the rich investors.

· Control - power to veto; designated manager;

· Things that indicate a partnership does not exist:

· Clause the says no partnership; this does not control

· Cannot bind, cannot initiate actions

· Lack of positive power.

Partner by estoppel (UPA § 16)

· Compare - is the person a real partner?  May not be real 

partner, but is held out as a partner.

· If call someone a partner, and that creates confusion or creates reliance, may create estoppel.

· Whenever there is another law must consider that in addition to partnership law.

· Agency law also factored into labor law.

· In unions, do they mean employee under agency law?


RMBCA

· Incorporators

· Someone involved in the business should be the incorporator

· Articles of incorporation

· File with Secretary of State

· Must set forth items in § 2.02(a)

· Must have address of registered office and name of agent.

· § 5.01 must be street address to enable:

· Notice

· Service of process

· If lawyer's address - makes additional burden with no upside

· Corporate trust companies will provide address.  May be used if incorporating someone out of state.

· Difference between shares authorized and shares issued;

·  make sure to authorize enough.

· Cannot issue unless has been authorized.

· Must issue at least one share to determine control and ownership interest.

· May set forth:

· § 2.03 effective dates.

· § 2.05 what happens right after incorporation

· By-laws:

· Stock certificate

· Minute book            Available in Corporate kit

· Corporate seal

· Magic Words - § 4.01 - notice to public that it is a corporation.

· Purpose clauses § 3.01(a) and powers § 3.02

· How long?

· Unless otherwise specified - forever until dissolved

· Sometimes put all powers in articles of incorporation, but § 2.02 (c) need not include powers           so don't.  Invites problems.

· Note:  Following the formalities is important, but for a closely held corporation, may use written consents rather than formal meetings.


                   
 §3.04

Abuse in trying to get out of responsibility by saying it was outside what we should be doing.

Most cases involved trying to avoid the doctrine to help people who were hurt.

King's Highway
· Statute says cannot get out of contract by saying no capacity - ultra vires is dead, except:

1. Shareholder may bring suit to prevent the act 

2. By corporation against former officer (derivative suit)

a. Shareholder has right to sue, derived from the coporation's right to sue.

b. Normally the Bd. Of Dir. Would have the authority, but here the shareholders are not without remedy.

c. Will not stop the transaction.

d. If action is brought by AG.

3. Money recovered goes to corporation.

· Other type of suit:
· Direct suit 
· Shareholder says - you wronged me directly by impairing my investment.
· Suit is against corporate wrongdoer
· Often class action
· What if shareholder intervenes so company gets around statute?  Must show it was really the company bringing the suit
· For example, if company pays attorney's fees.
The case of Theodora Holding Corp. v. Henderson appeared to be authorized under the Delware statute.  But what other limits exist?
· Must be reasonable (courts read this into the statute)

· What is the test for reasonable?

· Don't bankrupt the company by doing it.

· If shareholders or creditors objected to it…

· Profits are supposed to go to the owners, so cannot have a complete giveaway - where to draw the line??

· Here, the court used the IRS code to determine reasonableness.

· The court may look for doctrines to avoid some owners riding roughshod over others.

· Cardozo would say - fiduciary duties; highest loyalty

· In this case, the court looked at the whole situation and concluded that there was no loss to the other party.

· In a case involving pet charities, analyze in terms of fiduciary duty.  Also look at overall effect.

· Some contributions are a normal part of doing business.


· Promoters owe a fiduciary duty to each other and to the corporation.

· Much of what promoters do that may be wrong is covered by the securities laws.

· General rule:  If sign a contract for a future corporation, put in language that releases the individual or form the corporation and then sign the contract.

Adoption - Accept a contract, 

· Board of Directors, or someone acting with their authority must pass a resolution to accept the contract.

· If the Directors knowingly comply with the contract, without ratification, they may be held to have adopted the contract.

· Effective date of the contract - date of adoption

· Ratification - effective date - original date

Restatement of Agency
§ 140 - Liability of principal (§ 8(a) inherent agency power.)

How to get the principal

§161
1.  Look for authority or inherent authority


2.  Look for apparent authority

§143       3.  Look for ratification

4.  Respondeat superior


Legally OK

· Conformity with mandatory conditions precedent (not like directive condition like street address).


1. Law under which corp. could be organized

2. Attempt to organize thereunder

3. Actual use of the corp.

4. Good faith


Could not fulfill either of these, but equity demands recognition of the corporation.

In Robertson v. Levy the court held that the applicable statutes effectively eliminated de facto and estoppel

· Under RMBCA § 2.04 they were liable.

· Actor must "assume to act" for the corporation.

· A passive investor does not "assume to act" for the corporation

· Policy:  encourage investment


· Invoked to achieve equity (or if there has been fraud).

· To be exercise "reluctantly" and "cautiously"

· Burden of establishing a basis to ignore corp. is on the party asserting the claim.

· Entirely closely held corp; predominantly 1-person corp.

· Can only get at "active" shareholders by piercing; this encourages passive investment

· Two theories for piercing:

1. Parent uses sub to justify wrong or commit fraud

2. Sub is "mere instrumentality" of parent

· In Bartle v. Home Owners Coop. ;

· Costs ran higher than anticipated, which implied the fault was not Westerlea's

· But - dissent said Westerlea was wholly owned, and was organized so as not to make a profit.  

· Stockholders of Home Owners became beneficiaries of its insolvency

· Therefore, Westerlea was agent of Home Owners, making Home Owners liable.

· To pierce the corporate veil, must look at:

1. Circumstances of each case

2. Whether corp. was grossly undercapitalized

3. Failure to observe corporate formalities

4. Non-payment of dividends

5. Insolvency of debtor corporation

6. Siphoning of funds by dominant stockholder

7. Non-functioning of other officers or directors

8. Absence of corporate records

9. Corp. merely a façade for operations of dominant shareholder. - control used to do wrong.

· Must involved a number of factors, and piercing must be necessary for justice.

· Look at the factors, then decide who to go after.

Policy:  Piercing is difficult (many cases are settled) because:

a. Want to preserve corp and business

b. Flood of cases

c. Consider whether the party chose to do business with the corporation, as in a contract case.  In a tort case, the person did not necessarily choose to be involved with the company

Undercapitalization
· Experts can tell how much will be needed for particular business.

· How to show undercapitalization:

· Comparable businesses

· Expert:  banker, accountant, insurance expert

· Experience of business over the years

· Adequacy of insurance coverage

· Meeting legal standard of capitalization is not necessarily adequate - intention of the legislature is to provide minimum - not to allow irresponsible operation of company

· Excuses for not having enough capital:

· Prices soared

· Unexpected things (torts, tornados)

· Capital includes:

· Paid-in

· Retained earnings

· Insurance

· Discrepancy must be

· Gross, obvious

· Not:

· Trifling, illusory

· Keeps cases out of court that are not really undercapitalized
Formalities

· Is the disregard of the formality harmful as it affects creditors?

· Some formalities are playacting - hard to imagine causation

· Some disregard can be damaging

· Mingling funds
        Creates


· Records co-mingled      confusion

· Who should bear the risk of the confusion??

· The individual responsible, not the creditor


· Do it right from the beginning.

· Limited liability is the reason to incorporate

· This is a good thing - encourages investment.

· If representing the plaintiff,

· Must maintain readiness

· Beware of siphoning - unjust distribution

· Capitalization could be a continuing problem.

Different types of piercing
1. Individuals as owners or corporation as owner (parent/sub)

2. Corporation (subsidiary)

· May have parent corp and a number of other shareholders, but typically talking about a controlling parent.

May disregard divisions between siblings.

· The problem here is that siblings together may have one huge tort creditor which might wipe out assets (if pierced) in preference to creditors of individual sibling corp.

Fletcher v. Atex
· Trying to pierce under alter-ego theory.  Two-prong test.  Would hope the tests would produce the same result - fairness and equity:

1. Single economic entity

2. Overall element of injustice or unfairness.

· Look at the jurisdiction I'm in, and find out what test/jargon they use

· Still came down to factors:

1. Grossly/obviously undercapitalized

2. Dividends paid - (not so important; corp. often don't pay dividends, especially small corporations because of double-taxation.

3. Corporate records were kept (follow the money)

· Here, formalities were followed, there was no co-mingling, and the cash management system reviewed was OK.

· Probably the most convincing argument was that the Kodak logo and "agent" language allowed them to be represented to the public as part of Kodak.

· "Merged" - do not want it to be subsidiary; want it to be a division. 

The Court has left open  the question of whether we need a uniform federal piercing law that will apply uniformly to federal statutes, or provide a uniform interpretation of the law.  In U.S. v. Bestfoods, the Court says it did abrogate state piercing doctrine in favor of uniform federal piercing jurisprudence.

· Most states say application of piercing is question for the judge.  

· In Texas, actual fraud (dishonesty of purpose) or constructive fraud (breach of moral duty) are questions for the jury.

· Wyoming - question for the judge.

· Choice of Law  - should it be different in contract and tort piercing cases?
· Contract - dealing voluntarily with the company
· Tort - location of the tort may have more relationship with the case than in contract case.

· Radaszewsky - test (quoting Collet v. American National Stores, Inc. Missouri Court of Appeals
1. Control - not just majority shareholder, but compete domination  of policy and business practice in addition to finances.

2. Such control must have been used by the defendant to commit fraud or wrong, to perpetrate the violation of a legal duty, or dishonest and unjust act in contravention of plaintiff's legal rights.

3. The control and breach must be the proximate cause of the injury or unjust loss.

· Second Circuit factors (11; only these listed on p. 283); determining whether two corporations are "closely intertwined"
1. Parent corporation owns all or most of stock

2. Parent and sub have common directors or officers;

3. Parent finances the sub

4. Parent subscribes to all the capital stock or otherwise causes its incorporation

5. Parent pays salaries and other expenses of sub

6. Sub is grossly undercapitalized.

· In Best Foods the court might stress the policy of environmental law:  Get the party that polluted


Pepper v. Litton
· Piercing is not the ultimate weapon in this case
· Here, subordinating claim to other creditors - cannot go ahead of them.
· Fiduciary duty is owed by director, dominant shareholder, or dominant group of shareholders.
· They have the burden to prove good faith and fairness
· Test:  Arm's length bargain; fiduciary cannot operate at arm's length with someone who depends on him.
· Duty is owed to corporation and shareholders.  When the corporation becomes insolvent, duty moves to creditors.
· § 510 (c) of the bankruptcy code was attempt to codify Pepper v. Linton

Litwin v. Allen
· Purchased bonds and seller retained option to re-purchase

· Buyer took all the risk; seller retained all the reward 

· Directors were exercising business judgment

· Honesty, loyalty were not involved

· This is an issue of care; want to give directors the flexibility to do their job.

Equity Interest
Common stock (proprietary interest)
1. Voting rights

2. Dividends

3. Residual income
Return depends on success of the company

Debt Interest
Loan, bond, debenture
Company must re-pay with interest


Caremark Int. Derivative Litigation
Caremark was a health organization within which it was alleged certain crimes were committed with respect to a federal statute that prohibited paying doctors for referrals.

**How could the directors have kept the company from violating the statute?

· Under the federal sentencing guidelines, if the corporation has established a program to prevent the crime (compliance program, education program), the judge may reduce the fine for the good program or if the corporation accepts culpability.
· Caremark shareholders said the directors did not do enough.
· In such case, they may be liable for breach of duty of care.
Smith v. VanGorkom**
· The Delaware court (which is friendly to corporations) held that the directors were too careless to be protected.
· As a result, many people became scared to serve on boards.

· Then Delaware passed a law in an effort to get directors off the hook.

· 

Pritzger agreed to the market auction test only if 1.75 milliong shares guaranteed to him at market price.

· Under these circumstances, this is a "lock up" and not likely that other bidders would come in.

· Pritzger probably would not have insisted on getting the 1.75 million shares if the company had not insisted on auctioning the company off to others.  

· Finally, the deal went to 1 million shares @ $38.

· The court here applied the standard of gross negligence (therefore, the standard for judging the directors' duty of care is gross negligence).

· For the decision to hold up, it must have been informed.

· The best way to win a duty of care case is to show that the directors were not well-informed when they made their decision.
· Information reasonably available, relevant to the decision at the time of the decision


· Business judgment rule is not included here.

· Director shall discharge duties (both as director and member of committees

· In good faith

· With the care an ordinary person in like position would exercise under similar circumstances.
· Director may rely on certain others (specified in the statute), but if he has knowledge that would make reliance unwarranted, he may not rely in good faith.


· Defined as any transaction in which the director has a direct or indirect interest.  But the transaction is not voidable if :

· the interest and facts were disclosed to the directors and shareholders and they approved; 

· the transaction was fair to the corporation


Per ALI Principles of Corporate Governance
Director who makes a business judgment in good faith fulfills the duty if he:

· Is not interested in the subject matter of the business judgment

· Is informed with respect to the subject matter

· Rationally believes the action is in the best interests of the corporation (objective test)

· Person challenging has the burden of proof of breach of duty of care, including inapplicability of b and c, and must prove causation.

· Once the BJR is pierced, burden of proof shifts to defendant to show that transaction was fair.

· The standard is applied to the process, not the result.

· Exception:  Egregious acts or gross abuse of discretion

· Traditional standard is higher for banking (Financial Institutions Reform, Recovery, and Enforcement Act of 1989 - FIRREA)

· Directors may be liable for 

· Gross negligence

· Similar conduct or conduct that indicates greater disregard of duty, including intentional tortious conduct.

· Note:  Wyoming statute does not contain Business Judgment Rule.  Court could apply Delaware rule, ALI, or some other.

· Plaintiff can beat the rule if show:

· Decision was rushed

· OTOH, could be sued if didn't take action.

Aronson v. Lewis
Business Judgment Rule

· Can only be claimed by disinterested directors

· Directors have a duty to inform themselves

The Business Judgment Rule as it affects directors' duty for oversight:

· Reasonable; must have reporting systems in place

Francis v. United Jersey Bank
· Mrs. Pritchard was sick

· Sons embezzled from the bank

· Held:  Her negligence was a proximate cause

· Cannot be a dummy director

· Could have objected or required them to behave

Gelb's article
· Smith v. Van Gorkom, combined with changes in directors' and officers' liability insurance has made board service more dangerous

Hurdles plaintiffs must overcome to hold directors liable:

· Business Judgment Rule

· State statutes (like DE § 102(b)(7)) that get directors off the hook

· Section in corporate charter which gives directors a break.

· In shareholder derivative suits, committees may have to decide to bring suit (committee formed of directors) (Gall v. Exxon)
· Connected to Board

· Grace of God

· Costs of litigation (all costs)

· Chances of winning

· In this case (committee) the shareholder should make a demand to file suit.  

· If the demand is refused, the Business Judgment Rule applies.

· So it is in the best interests of the company to have a demand and a refusal

· Demand must plead with particularized facts sufficient to create reasonable doubt.

· The committee should file a written record of the investigation and its findings along with the motion.

· Court then inquires into the good faith and independence of the committee and the basis supporting its conclusions.

· If the court decides the committee is not independent , or if not reasonable basis is shown for its conclusion, the court will deny the motion - review is very thorough, but its effectiveness may be compromised by non-good faith effort to carry out.

· Delaware law with respect to shareholder's demand to file suit:

1. Demand required - only way the court will go against committee is if BJR is satisfied

2. Demand excused

a. Disinterest of committee members

b. Reasonable basis for committee decision

c. Apply their own independent BJR.

· No discovery, or extremely limited, so court must look hard at the pleading.

· If plaintiff calls for demand required, and it's rejected, the right to demand excused is waived.

RMBCA
· § 7.42

· Demand in every case.

· No suit can proceed until there is a written demand.

· Questions of what constitutes demand

· 90 days from demand to suit.

· The test for getting the suit dismissed is very lenient.
· Courts must dismiss if § 7.44(a) is satisfied.

Therefore, Delaware is more lenient than Delaware in this area.
IN THIS COURSE, WE WILL FOLLOW THE RMBCA.


1. These rules apply to big and small companies

2. Many statutory considerations apply.

Delaware Statute p. 718; 8 Del. C § 144

· Puts directors and officers together

· Contract or transaction not voidable solely for these reasons.

· Sustainable when:

· Material facts (would it be important to the person making the decision) of relationship are disclosed or
· Must disclose material facts of the transaction.  Approved in good faith by vote of the shareholders (These factors will probably be implied even if not in statute)

· OR
· If contract or transaction is fair to the corporation at the time of authorization by directors, shareholders, or committee.

· This last factor depends on ratification by the officers.  If not ratified it does not apply.

· Under common law, the transaction is per se voidable if the decision-makers were interested.

· § 144 is better, because sometimes the decision made with an interested party is a good idea, so such a process needs to be available.  

· Loophole in § 144 - what if all or a majority of the shareholders are interested - gives wedge into judicial review; Delaware court says it will still review for fairness.

· WY §831 directly addresses what the DE court left out - shareholders must be disinterested.

· Shareholders could approve even if there is COI


· Who could be hurt?

· Perhaps creditors

Heller v. Boylan
The by-law amounted to huge amounts of money.

· Theory of suit

· By-law is causing waste.

· Why did they lose?

· Equity case - look at all factors

· Approved twice

· Small number of people objected

· No evidence.

1. What is the standard?

2. Who has the burden of proof?

· If the directors themselves had voted on it, court would probably have taken different approach

· Here, gave some "immunity on the attack"

· If disinterested directors have approved the compensation, standard is much broader.

· Some evidence that boards are sensitive to charges that compensation is unwarranted.

· Evidence that compensation is too high:

· Comparisons with other CEOs - relevant insofar as one reason to raise compensation is to keep from having the person stolen

· Relate compensation to performance of company

Sinclair v. Levien
Issues:


1. Dividends

2. Can't take advantage of expansion opportunity

3. Breach of contract

· Why is it a duty of loyalty problem?  Directors were not independent
· Court held that dividends were not really self-dealing; paid excess of earnings.

· Sinclair needed the money, so paid from Sinven


· Burden of proof on defendant that doing the right thing

· Applies to interested directors
Northeast Harbor
· Nancy Harris - President of GC

· Told about property, and purchased in her own name

· Board filed suit for breach of fiduciary duty
· Really important who the offer is being presented to.

· Duty to transmit the information to the company.


· Page 799 ALI

· Very risky.  May have to pay everything and may be hit with punitive damages.

· Several tests:

· Line of business - (Guth); business opportunity the corporation is financially able to undertake is in the line of the corporation's business, and by taking it the director brought himself into conflict with the company

· Fairness (Mass.) (Durfee); taking personal advantage when the interest of the corporation calls for protection.

· Combination (Minn.; Miller); 

1. Is the opportunity within the corporation's line of business

2. Scrutinize the equitable considerations existing prior, at the time of, and after the officer's acquisition.

· ALI test - Interest expectancy

· Disclosure, disclosure, disclosure - if properly disclosed and rejected, may take advantage of the opportunity.


State Law-Use RMBCA

§11.01, 11.02(a), 11.02(c), esp. (c)(3), cmt. p. 751, 11.04, cmt.760, 13.01 (771)


§ 11.01 - Combination  A     B     B is the survivor

· What happens to A's shareholders?  A ceases to exist

· Give them stock in B?

· Give them money to get rid of them? (cash-out)

§ 11.02 - Must have a plan to merge

Note:  Once there is a merger - very hard to go back and re-create A and B.  So if go to court, the damages are generally money.

Plan (§ 11.02):  Contains

· What the shares of A will become

· This section gives great latitude to the parties making the plan.

· Many ways to take care of the shareholders

§ 11.04 

· Directors approve the plan

· In almost all cases, shareholders must also approve;       

THIS IS A VERY BIG EVENT IN THE LIFE OF A CORPORATION.

Comment, page 760 :

· Need votes to approve the merger

· Accomplished by proxy (which is an agency form)

· If shareholders don't like what is presented - they may dissent.  Very involved.

· A proxy must contain many explanations (disclosure, disclosure, disclosure)
· Shareholders may get some of their proposals on the proxy by following certain rules.

· He market" is getting the facts from the proxy.

· Institutional investors study these carefully.


A proxy is an agency form

· State law wasn't adequate in protecting shareholders (demonstrated by crash of '29)

SEC was created to administer the statutes (Securities and Exchange Act [1933] and the Securities and Exchange Act of 1934)

· "Securities" is used to describe an ownership interest

· Stocks

· Bonds

· Florida orange trees - SEC held they were securities

· Deed

· Management agreement to care for the trees.

Section 14a-9
· Congress felt it was important that proxies be explained to shareholders.

· A misrepresentation is bad:

· Material

· False 

· Misleading

· Omissions

· Can the person or people who were liked to sue under the federal law?  The law does not say that a person has a right to bring a private action

· The Supreme court has agreed there is an implied cause of action in 14(a)-9.

· Must combine state and federal regulations.


· At what point will the Supreme Court create an implied cause of action?  

· The Court has changed - used to be liberal.

· Rehnquist felt it was too legislative and cut back.

· The existing ones will probably be left, but fewer are being created, unless Congressional intent is there to create the private cause of action.

· Court invents the causes of action, so Court must decide what the elements are.

· Scalia wants to make it hard to win.

· Kennedy wanted to make it easier

· Ginsburg      lean toward

· Breyer
investors

· Rationale for allowing a private cause of action:

· If violate statute, implication that injured party has remedy under the statute.

· SEC cannot handle everything, so let people handle it themselves.


TSC v. Northway
Proxy fraud case; defines materiality

· There was a COI, so reasonable shareholders will look with skepticism.

· Test:  Material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.  (Memorize this)
· "Might" "Would" controversy

· Likely that would alter the "total mix" of information available.

· Was it done deliberately?  Negligently? 
· The statute and this case do not address culpability.  Court must define this…

Virginia Bankshares
1.  Materiality

· "High value" - was the statement misleading?

· Argued that it was opinion

· The value is material

· Directors have a fiduciary duty-trust them.

· If give opinion, can I be lying about a fact?

· If inadequate basis

· If I don't really believe it.

· Two are necessary
· Is it really the opinion?
Souter says must

· Is it really a high value
have both

· Can tell enough from the material to determine that this fact was untrue in both areas.

2.  Causation - Court must decide this element.

· 100,000 shareholders - how to prove they all relied on the statement.

· Testimony, affidavits, depositions…

· This is too cumbersome to expect from plaintiff.

· If can show this was an essential link in the transaction, don't have to prove each individual.

· Shame facts - this has been discarded; majority did not like it because it is too hazy to decide.

· Sue facts - don't know; 

· If lied to us, and because they lied we did not pursue our rights in the courts, this gives us a cause of action.

· Not enough info to decide

· Supreme Court says don't have to decide here.  If did not disclose, did not deny remedy.

3. Fault - not decided; what degree of fault must be present? 

· Culpability?

· Intentional?

· Reckless?

· Negligence?

· In proxy case - negligence probably enough to win.  Gelb would press hard here.  They should be deliberate when preparing proxy statement.

· If lie - have cause of action under 14a-9 or 10b-5.


When 10b-5 was written there was no idea that private causes of action would arise.  Only anticipated SEC action.

· State law at that time: summarized at page 814.

· Majority - no duty to disclose knowledge

· Minority - duty to disclose all knowledge

· Special facts - disclose the information which he knows would affect the value of the security.

Kardon v. National Gypsum
***Established private cause of action***
· Did not disclose the other deal, that had already agreed to sell for more.

· Court held that private cause of action was implicit under the general principles of law.

· Those injured were within the scope of those the law was intended to protect.

· Jurisdiction is easy - established through use of phone, etc.

Modern scope of 10b-5
Blue Chip Stamps v. Manor Drug Stores

· Instituted the Birnbaum rule:

· Private plaintiffs in Rule 10b-5 suits should be limited to actual purchasers or sellers of securities

· Judicial oak which has grown from little more than a legislative acorn.

· Avoid vexatious litigation and excessive discovery

Elements
1. Materiality - same as TSC

2. Plaintiff must be purchaser or seller.  This was established in Blue Chip Stamps.

3. Scienter (Ernst and Ernst) not needed

· Leaves open whether reckless is enough

· Negligent is not enough

4.  Must be manipulation or deception (Santa Fe)


Curtis-Wright page 833

Attendee at Board meeting learned division would be cut.  During recess in meeting, called broker.

· SEC disciplined the broker 

· Met two elements:

1. Access to information that was intended for corporate use.

2. Inherent unfairness in taking advantage of that information.

SEC v. Texas Gulf Sulfur
· SEC sought injunction - violation of injunction -contempt of court.

· Compel rescission of transactions.

· Case about drilling hole, keeping minerals secret and negotiating for additional land without disclosing the minerals.

1.  Defendants traded and also tipped others.

2. Tippees also invested.

· Should tipper be legally responsible for that?

· Court says yes.

· Tippee also responsible

· What was the materiality of non-public information?

a. Magnitude of activity

b. Testimony of experts (geologists) as to the probability that the information was significant.

c. Key question:  What will the average investor do?

d. When similar discoveries were made, how was the stock affected?

· Must there be disclosure?

· General Rule:  Disclosure or abstain (insider trading rule)

· When may insiders act?  

· When the information is effectively disclosed to the market.

· In this case, the "smaller fry" were allowed to accept the options, on the theory that they could assume higher officers would have told.

Chiarella v U.S.

· Printer in a financial press

· Draconian penalties

· Object was to deer others in similar positions from doing what he did.

· Such people are in a position to do a lot of harm

· Did he have a duty to the seller of the stock?  NO

· Broker - not connected in any way to his firm and he was not connected to the acquiring company.

· If he had lied, it would have been a misrepresentation, and would be liable.

· Here, silence is the only frudulent act, if there is a duty (common law)

Duty of tippee
As an extension of tipper's duty.  Know or should know cam from insider in breach of fiduciary duty.

· Chiarella was not a tippee because he did not receive the information as a result of breach o fiduciary duty.

· To whom should it be told?  Many of these are anonymous trades, so the disclosure has to be to the market.

Under agency law, could the employer be liable?

a. Secretary - yes (fiduciary duty)

b. Person in restaurant?  No

c. Reporter who rushes to phone? Yes.  Misappropriated. There must be effective disclosure. This guy is "beating the news."

U.S. v. O'Hagan p. 861

Duty of lawyer - resulted in acceptance of misappropriation theory and adoption of Rule 14c-3a.


DeBaun v. 1st Bank

· What is the responsibility of the majority shareholder, when selling his stock, and he has an idea that the purchaser will use the control to loot the company?

· In this case, the other stockholders relied on Bank's failure to disclose when they approved the purchase.

· Court said good faith and fairness said Bank should disclose the information it had.

General Rule:  Free to buy or sell controlling interest at premium price.

Always ask:  Why are they offering so much?  Should pique suspicion of looting.

· The economic school says it is so difficult to identify looters in advance that it would be better to deter future looters by sentencing looters to prison.

· The problem with this is that it leaves the victim holding the bag.  Gelb thinks should take better care of the victim (by awarding damages as the Court did in this case).


3 shareholders - all will work


A-$25,000
B-$40,000
C-$50,000

Common
$20,000
$20,000
$20,000

Preferred
$5,000
$10,000
$20,000

Loans

$10,000
$10,000

· Goal of the Corporation:  equal standing, even though they are injecting different amounts of money.

1. Issue same amount of common stock.

a. Voting power

b. Dividends

c. Value at liquidation

2. Preferred

a. Preference applies to dividends and liquidation

b. Traditionally do not vote, unless they go a certain length of time without dividends.

· Business is sold for $1,000,000

· Payment order:  1. Loans 2. Preferred 3. Common

· In this case, common shareholders stand to gain the most.

· Equality of common shares is important at this point.
· $80,000 outside creditors

· $20,000 inside creditors

· $35,000 preferred

· Common gets the rest - they stand to gain

· Now suppose business sells for $130,000

· $80,000 outside creditors

· $20,000 inside creditors

· $30,000 remains for preferred

· Common gets nothing.

RMBCA § 6.01
· Common is ownership.  Equity

· Normally, preferred payment is fixed.

· If preferred dividends are cumulative, all accumulatd dividends are paid at liquidation.

· Most small companies do not have preferred.


· Strictly an arrangement with the federal government, pursuant to the tax code.

· The charter for the company is filed with the State.

· Be mindful of the desirability of the S Corporation.

· Taxed in manner similar to partnership.

· No need to worry about minimizing taxable income like with C corporation.

· Deemed to pass through even if the money never gets into your hands.

· If the corporation does not pay the money out, the shareholders will still need to pay the taxes on money that was not distributed.

· This would allow wealthy partners to freeze out poor shareholder because of large taxable income and small distribution.

Section 6.01 of the RMBCA gives free rein to create most anything in the way of stock

(c)(1) - May specify voting rights

(c)(2) - Corporation may call the shares in or convert.

Listing in (c) is not exhaustive


History:  Par value meant everyone paid the same.

Legal effect of par value:  Must ensure that they are paid at least par.  Otherwise the different must appear as a liability.  Price can be higher, but not lower.

Distributions to shareholders:  RMBA does not mention par, but it is useful if want to be qualified in foreign jurisdictions, since their taxes are based on par.

Financing
· Debt - depends on risk

· IRS says lean to own company is not always legitimate.  May be challenged.

· Applies mainly to C corporation.

· C corporation - interest is deductible to the corporation, and tax must be paid by the lender.  

· One pays, one deducts

· Creditor - get priority

· Stockholder - gets residual value.

· Dividends - corporation is taxed on income; shareholder taxed on dividend.

Tax considerations
· For C corporation, net income is taxable, so goal is to minimize income; expenses are good

· Salary 
     IRS may say unreasonable,

· Interest
     and not allow corporation to deduct

· For S corporation, all flows through, so no problem.

Leverage
· Borrow money, make more on it through operation of business than the money costs.


First 1911 - Kansas - Stop industrialists from selling pieces of "blue sky."

1. Disclosure - Have they told the truth?

2. Merit - does this security deserve to be on the market?

1933 statute was basically about disclosure

· Register stock with SEC
· Primarily directed to initial selling of stock (primary market)
· Why address this first?
· More dangerous; high pressure sales
· The goal was to get people to trust the market again.
1934 statute - Chiefly deals with secondary market; further

1. Enacted 10b-5
Became part of 

2. Proxy fraud
1934 Act.

Ralston Purina
**Was the offer to key employees a public offering?**

If yes, it must be registered

Test:  Do the purchasers need the protection of the Act?

           Do the purchasers have access to the necessary information?

§ 3(a)(11) Intra-state exemption
But if someone is accidentally offered the security and is outside the state (do not have sufficient evidence of where they are)
       do not get the exemption.

· Cannot avoid the regulation by splitting the sale into two groups.

· Court will likely "integrate" the sales.


1. Investment of money

2. Common enterprise

3. Profits to come solely from the efforts of others.

(Turner expended "solely" to mean significant effort on which the profit depends)

· This definition is used to determine whether a security has been traded.

· Compare franchise where the effort the franchisee is meaningful.


Smith v. Gross
· Earthworm business

· Court held to be an investment contract

· In this case, even if the purchaser exerted himself, the money to be made was not a significant part of the profit of the business.  The money was made only if the worms were re-purchased at higher price.


RMBCA § 6.40 - Gelb likes this; gets rid of old terms

· Board decides whether to distribute dividends

· Is the company solvent (2 tests)

· "Earned surplus"

· 10 shares, par $1; sold for $1000 creates capital surplus of $990;     


Cash  $1000
Capital




  Stated capital $10




  Capital surplus $990
· Then company operates for awhile


Cash $4000
Note

$1000




Earned surplus
$2000
Earned surplus




Stated capital
$10
statute




Capital surplus
$990

Some old statutes allowed distribution from capital surplus with proper authorization

Gottfried v. Gottfried
· Closely held corporation-suit to compel board to declare dividends on common stock.

· Be careful about getting into this

· No job

Finally get to the point where must

· No dividends
sell-this is where majority swoops in

· Test:  

1. If there is enough money to pay, and it is

2. Bad faith not to pay

· Must pay

· In this case, getting the money out, but not putting back in.

· Paying high salaries to majority shareholders, so they did not need dividends; "starving" minority holders

· Bad talk

· Exclusion

· Desire to buy minority stock

· Did not fly because

· Did pay dividends; court thought that was OK, even if it was just in response to this suit

· Some paid by redeeming shares

Dodge v. Ford Motor Co. page 367

· Company wanted to invest all excesses back into business

· "wanted to spread the benefits if the industrial system" and help workers build their lives

· Court held this was unacceptable - 

· Corporation is obligated to be operated for the benefit of the stockholders; 

· Cannot take away the investment of stockholders and give it away for charity

· Cannot be operated just for the incidental benefit of shareholders


Attributes:

1. Small number of shareholders

2. No ready market for the stock

3. Substantial majority stockholder participation (this element is not vital)

· Generally, principal owners have management duties.

· Closely working together - may create fiduciary duty.

Donahue v. Rodd
March 1971 - Rodd's children owned 51 shares; Donahue owned 50 shares.

· Rodd's shares were sold to Rodd Electrotype for $36k

· Donahue said she wanted the same deal.

· The court limited its holding in this case to close corporations

· Plaintiff said everyone was working closely, and a fiduciary duty was created.

· Rule - if controlling party sells shares, must offer the same deal to minority.

· Donahue was one of the original stockholders - job was part of the expectation; fiduciary duty

· Suppose - Donahue is still alive and gets fired

· Cannot put corporation in a straitjacket

· Cannot interfere with at-will employment

· Grafted on at-will doctrine; cannot do it if it is against public policy

· So must ask---is there anything that changes from at-will to contractual?

· How does at-will doctrine collide with fiduciary duty doctrine if employee is also an owner?

· In this case, she was one of the original stockholders, and the job was part of the expectation, so fiduciary duty

· Distinguish Wilkes
· If all were together as original shareholders in closely held corporation, 

· Employee gets shares of stock after time of employment; does not automatically get fiduciary duty rather than at-will.

· Is the investment in the stock tied to the employment in a formal way?

Jonathan G. Lebed (internet kid)

· Pump and dump

· Buy, lie, sell high

· Section 10b-5

· As opposed to private action for damages, SEC brought action for fraud


Use of interstate commerce to defraud

· Purpose was to protect people in initial offerings

· Supreme Court has never decided whether this section has a private cause of action

· SEC (§8A Authority of the Commmission)

· Cease and Desist

· Accounting and Disgorgement


· 10b-5 Similar to § 17 with a private right of action

· Covers sellers and buyers fraud

· § 21C similar to § 8A of 1933 Act.

· If private action is brought, would need:

·  reliance 

· proof of inquiry




McQuade v. Stoneham
· Decided on traditional model (§7.32 important section, has taken over from §8.01; changes often - KNOW)
Traditional Model:

Shareholders 


Elect

Directors


Elect

Officers

On some big, special transactions, shareholders are allowed to vote.  But their most important function is to elect directors.

Traditional statutory norm- business is managed under the direction of the board.

· In this case, the shareholders were trying to take away the power of the directors.

· Shareholders made an agreement to control some board membership, officers, salaries, no changes permitted.

· Violated the norm that all shareholders elect the board.

· Not agreement to do what is best for the business, but rather agreement to do something else.

· Directors are sui generis  a class of their own.

· Directors are not agents of the shareholders. Not trustee; yes fiduciary
· Officers are agents of the corporation.

Notes
· § 8.08 May remove directors - This is the modern law.

· How to make long-term contracts that are enforceable?

· Include board oversight

· Could provide for arbitration

· § 8.25 - committees; can have many committees

· Board can bind a later board.

· A number of states have special close corporation statutes, which gives the corporation a choice if it qualifies as close - can use either that statute or the regular one.

· Because of § 7.32, don't really need the special statute.


1. State constitution

2. State statute

3. Articles of incorporation

4. By-laws

5. Duly adopted resolutions

§ 7.32
Gives business planner enormous flexibility.

· Can trump even the statute with shareholder agreement

· Can establish who the directors and officers are 

· Shareholder can request the dissolution of the corporation -makes the corporation look like a partnership

· Note:  Eliminating fiduciary duty would probably not be allowed as contrary to public policy - perhaps only with the unanimous consent of the shareholders

· This section is limited to closely held corporations
· If you want the agreement enforced, put it in the writing.
· Court will not imply a proxy

· Ringling Bros. - argument was that the agreement was so much like a proxy it should be revocable

· Court disagreed - the agreement requiring joint action was enforced

Auer v. Dressel

Shareholders proposed to make certain agreements that affected the membership of the board and affected how a quorum is made up.

· This case becomes the authority for the proposition that shareholders can vote on advisory matters.

· Can wage a fight about what the company does, and they will be heard.

· SEC said shareholders can insist on proxy votes, based on this case (advisory questions)

· Shareholders usually lose, because company has so much power in the control of the proxy mechanism.

· But it's important because:

1. Public relations

2. Pressure on company to do things a certain way

3. Institutional shareholders are powerful, and sometimes they win; companies are very aware of these (can make the board look bad)

Removal of directors
· § 8.08 says may be removed with or without cause

· § 8.09 fraud or misconduct - court may order removal.


· The owner of record

· Salgo v. Matthews established that voting inspector should go by the record.

· Beneficial owner entitled to the other benefits of ownership (dividends)

· What can the beneficial owner do?  Demand a proxy from the original owner at the time of sale in case the record does not get changed in time for the vote.


· § 7.30 RMBCA

· When a voting trust is created,

· Sign an agreement

· Transfer the stock to the trustee

· Separates legal title from equitable title

· Trustee takes over only the voting rights; owner retains rights to economic benefits

· Brown v. McLanahan (bankruptcy situation)
· Voting trusts are usually not great, but some situations where they may be useful:
· Bankruptcy
· Siblings - when oldest child takes over, voting trust helps run without sibling rivalry
· Creditors may insist that controlling shares be placed in trust as condition for extension of credit
· Regulatory agency may insist shares be placed in trust as condition of allowing a private party to acquire the regulated company
Page
Reference
Topic

416
N. 4
§7.32 - Ultimate solution to the close corporation mgt problem; 

-Rejects older line of cases that interfered with contractual freedom.

-WY-enacted §7.32 said should use comments to interpret;

-WY still has a model close corporation statute in addition to § 7.32

417
N. 6
Estate plan - Interest in partnership or corporation is personalty - must be dealt with early.

442
N. 1
Opt-in §7.28(a); If want opt-in or opt-out for particular provision, must be in articles of incorporation; 

443
N. 4
§7.28(a)-Notcie-cannot vote cumulatively unless there is notice. Gives all shareholders the opportunity to strategize. Most big companies w/ many shareholders, do not cumulate.

443
N. 3
§ 8.06; devices available to minimize the effect of cumulative voting.

443
N. 7
§ 8.06; staggered terms and removal for cause-disincentive for takeover; slows down the process whereby aggressor can take over control

452
N. 1
Proxy. Normally revocable; agency relationship; therefore, terminable; later proxy usually revokes former.

Irrevocable (§7.32(a)) proxy coupled with an interest;

456
N. 4
§ 7.04; acting without meeting; No meetings could lead to piercing; provides for written consent


· May have classification of shares

· Important tool in governance

· § 6.01 provides flexibility for classes of shares and how they can differ.

S Corporation 
· Cannot have variations on property rights (liquidation)

· May have variation on voting rights.


How to provide for death of one owner - what to control who comes into the business

§ 6.27
· Restrictions on transferability must be conspicuous
· Types of restrictions that are allowable

Share transfer agreement checklist
1. Objectives

2. Triggers

3. Buyers

4. Optional or mandatory

5. Price

6. Method or terms of payment 

7. Funding (life insurance? Want to leave the survivors with a viable business)

8. Covenant not to compete

· Not favored in U.S.

· Reasonable in time, place, purpose

§ 7.32 can provide for one shareholder to have right to insist on dissolution.


Radom and Neidorff
Court will look at:

· Profitability

· Success

· Would it be beneficial to shareholders and not injurious to the public?

Why would it not dissolve?

· Reluctant to kill a business that is doing well

Look at the behavior of the wrongdoer and the expectations of victims

· Illegal

· Oppressive - substantially frustrate expectations; lack of probity

· E.g. - shareholders agree on who will be employed; is there an expectation that heirs will get the job?  Those who receive shares as gift?

· Fraudulent - rule 10b-5 applies to deception, disclosure problem - classic fraud

· Outside the securities laws, courts tend to call all sorts of misbehavior fraud - usually involves some sort of deception

§ 14.34 - For close corporation, instead of bringing 14.32 suit, other shareholders can buy out the petitioning shareholder

· Designed as a disincentive to bring the suit, because then others can buy him out.

· Chance to agree on the FMV of shares; if cannot, court will determine.

· Is there a legitimate business reason for firing the person?

· If so, is there a less harmful alternative?


Baldwin v. Canfield
· One director sells land

· Directors never had meeting where they agreed to sell

· Each director signed separately

· Court held that they needed to have a meeting

· Discuss

· Consistency

· Used a technicality to reach a just result

Mickshaw v. Coca Cola
· Agreed to pay wages if go in armed forces

· Held that director spoke for the company, even though the directors did not meet.

· Small companies are different

· Agency

· Court was concerned with whether directors did agree (or at least did not disagree)

§ 8.21 gives a way of doing something without a meeting
· Courts probably will allow informal action

· This provision will probably apply, no matter the deal

· § 8.24 - voting and quorum requirements can be altered in by-laws

· § 8.20 - can have a meeting if they can hear each other.


Formal actions - Baldwin

Informal actions - Michshaw

Outrageous - Cooke (made a contract with himself with no disclosure)

Two big differences between closely held and large public corporations
· Level of informality that is acceptable

· Number of people that need to be informed

· Is a meeting needed?

· Even if informal is OK, does not mean will completely throw away the corporate code

· Written consent procedures?

· If argued properly, oral consent is probably ok

What is the normal power of the president?
1. Expressly given power

2. Power exercised in the past without argument

What do we look at for governance?

· By-laws

· Practices (of the company)

· Articles of incorporation

· Resolutions/minutes

· Ratification (conduct [accepting benefits], express)

· Apparent authority

· Contracts (employment contracts)

· Actual authority (express or implied)

· Precedential cases

· Statutes

· Officers' directions

Law
§ 8.40, § 8.01

Always pay attention to § 7.32 documents

· Articles 

· By-laws

Black v. Harrison Home
· President has only the authority he has been given.

· Also may have agency authority as against 3rd parties

· Claim here is that Olive owned all the stock, so she is trying to use the corporation as a shield to nullify the contract.

· Nothing to indicate that she, in fact, controlled all the stock.

Lee v. Jenkins
· Authority of the president to make agreements

· Ordinary - yes without board approval

· Extraordinary - no; must get approval

Drive in Development Corporation 
· Get certified resolution of directors

· Get it from the secretary who has the authority to authenticate it.


ULPA
Continental Waste
· Creditor wants to collect from the limited partner on the following grounds:

· Say LP did not register properly

· The limited partner actually had control in the company

· Limited partner is liable if he exercises control

· What constitutes control?

· Did he believe he was a limited partner?

· Did anyone rely on his being a general partner?

· If general partner, will be liable unless he renounces his interest in profits.

· In this case, the general partner said the limited partner was acting as his agent.

New statute tried to address these issues:

· § 303 

· (a) Reliance is necessary

· (b) Safe harbors - even if do 1-8, does not constitute control.

· Escape hatch in § 304 - Substitution for renunciation in old statute.

· Be careful not to become liable by the use of the name §102(2)

· Who has fiduciary duty?  General partner to limited partner

· Partners to each other

· If partner is not passive enough, may be held liable

Gelb says:  Better to go with one of the other statutes: 


S Corporation


LLC


LLP


· Taxed generally like partnership

· Created by filing with the state
· Limited liability, but do not meet the qualifications for S Corporation 


1. File articles of organization with the state.

General Rule:  If forming something with limited liability, must file something with the state.

2. In name, need magic words, or magic letters, and must be used correctly

a. Every contract

b. Every invoice

c. Every time sign something - use the name of the company  - If fail to use the name correctly, the person who failed to use or acquiesced, is liable for damages occasioned by the omission (must be causation).

d. Cannot use name similar to existing company (just because the Secretary of State lets you file the name doesn't let you off the hook for similar name

3. Duration - May be specified or "perpetual" (best)

4. Purpose - probably as broad as "any lawful purpose"

5. Name/address of registered agent

6. Cash and property - letting the public know

7. Rest of statute - vi - xi

Control

Unless specified, in proportion to contribution (note that in partnership if not specified - equal)

Management
· If managers are not specified, members run.  If so - specify names and addresses

· May set up management structure, define duties and authority

· To contract debts, must have the right person signing

Division of Profits

By agreement, or proportionate to contribution (like corporation [shareholders]; partnership is equal)

Assignment of Interest
· Like partnership - personalty even if all the entity owns is real estate

· If other members don't agree - transferee has no right to participate in management

Dissolution

May consent in articles of organization to continue after dissolution

If want more control over transfer and dissolution - flexible LLC
Documents
Articles of organization
  Articles trump

Operating agreement
   operating agreement

Liability
§ 133 - joint and several liability if presume to act before proper filing (like corporation)

§ 113 - neither members nor managers are liable for liability of company


Retail liability for own negligence

§ 121 - liability of member to the company


When contributor rightfully receives his contribution back, still liable for six years.

· What is an ownership interest in an LLC?

· Sharing profits

· Management control

· The LLC statute has §§ for all these.

· Articles of incorporation and operational agreement are both important.

· In Wyoming case (Lieberman), the LLC continued to operate after Lieberman left, because the others voted to continue it.


When LLCs were first invented, the IRS was stricter with taxation - had to match a certain number of the characteristics of a partnership to qualify for that taxation.  

Later the IRS became more lenient.  

Check-the-box - could give more flexibility, because did not have to look so much like a partnership anymore.

· On tax form, check whether want to be taxed as corporation or partnership


Transfer - can agree in advance (in organization agreement); more like corporation

Dissolution - before, had to get agreement in advance; § 144 may put in operating agreement that company will continue or automatically dissolve

May have fewer that two members - sole proprietorship is OK

Liability - may elect that someone will be liable;  this may make creditors more comfortable (especially if one partner is a corporation)


Note:  If make a partner liable who judgment-proof, may pierce

Piercing
· Most commentators agree that same equitable principles apply.

· Hamilton v. AAI Ventures LLC  (Louisiana)

· Pierces the veil of LLC

· Allowed limited exceptions to limited liability

· Fraud or deceit

· Failed to conduct business on a corporate footing

· Here, the piercing was allowed based on undercapitalization

Distinguish
· Articles of organization - filed (like art. Of incorp)

· Operating agreement - private (like by-laws)

Note:  LLCs are not easy because they are so new. 


Many attorneys would rather stick with S corporation because they are more familiar and other people (and the courts) know how to deal with them

Poore v. Fox Hollow
· Determine whether LLC is more like corporation or partnership for purposes of statute requiring that artificial entity be represented by DE counsel.

· Here, held more like corporation

Meyer v. OK
· Determine whether LLC could hold liquor license

· Held:  no - the constitutional provision was based on the policy of personal responsibility when selling liquor; 

· Here the LLC is more like corporation because it is protecting the individuals involved from liability

Fiduciary Duties
· Not settled yet what level, but any level of trust would carry fiduciary duty.

· Corporate directors carry the highest duty.

· § 104 the only part of the Wyoming statute that comes close.


Gelb's points to remember on taxation:

· Self-employment tax applies to partnership and LLC

· That is, applies to the entire income of the business

· S Corporation. - principals receive salaries

· Tax is on the salary, not the entire income of the business

· IRS may salary is not reasonable - but probably would not happen

Partnerships





Dividing Profits





Fiduciary Duty





Partnership Property





Dissolution





Partnership Agreements





Inadvertent Partnerships





Corporations





Ultra vires





Promoters





Defective Corporations





De jure Corp.





De facto Corp.





Estoppel





Piercing the Corporate Veil





Insolvency - 


Bankruptcy - liabilities exceed assets


Equity - cannot pay debts as they come due.





Directors' Duty of Care





Cash-out merger - Shareholders have to take cash in exchange for shares.





Leveraged buy-out - buy all the shares with borrowed funds - pay back through the company's own earnings.





Wyoming Statute 12-16-831





Conflict of Interest





Business Judgment Rule





Conflict of Interest





Intrinsic Fairness Test





Corporate Opportunity Doctrine





Mergers





Proxy Statements





Federal Law





Implied Causes of Action





Materiality





Rule 10b-5





Insider Trading





Selling Control





Shares and Distribution





S Corporation





Par Value





Blue Sky Laws





Defining "Security" - the Howey Test





Investment Contract





Distributions





Closely held Corporation





SEC Act of 1933 § 17





1934 Act 





RMBCA § 8.01 Traditional Corporate Model





Management and Control of Closely Held Corporations





What governs the corporation?





Who can Vote the Shares?





Voting Trust





Voting Agreement





Classification of Shares





Transfer of Stock 





Judicial Dissolution - § 14.30





Actions by Directors





Governance





Wyoming Limited Liability Company





Limited Partnership





How to form LLC





Check the Box





Flexible LLC





Taxation
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