BUSINESS ASSOCIATIONS OUTLINE

I. Overview

A. Major Course Themes

i. Authority – what is corporation legally empowered to do and at what point is a corporation overstepping its bounds?

ii. Responsibility – once authority has been established, what are the limitations of that authority – what is the duty of care?

iii. Liability – what actions should directors take to insulate themselves and when can they be held liable for breaching duty of care?

II. Agency Law - Definitions

A. Agency Generally - Restatement (3d) of Agency § 1.01 – Fiduciary relationship that arises when one person (a “principal”) manifests asset to another person (an “agent”) that the agent shall act on the principal’s behalf and subject to the principal’s control, and the agent manifests assent or otherwise consents to the act.

i. Can have agency by default arise once the consent has been manifested.  Agency relationship is there even if parties don’t know what agency is.  Principal must manifest its consent to the agency, and agent must consent as well.

ii. Does not need to be made public that one is another’s agent.  No filing is necessary.

iii. Compensation is not required.

iv. Agency is not a reciprocal relationship.  Duty only flows one way.

v. Agents could be principals of other agents themselves.

B. Master, Servant, Independent Contractor - Restatement (2d) § 2

i. Master - principal who employs an agent to perform service in his affairs and who controls or has the right to control the physical conduct of the other in the performance of the service.

ii. Servant – agent employed by a master to perform service in his affairs whose physical conduct in the performance of the service is controlled or is subject to the right to control by the master.

iii. Independent Contractor – person who contracts w/ another to do something for him but who is not controlled by the other nor subject to the other’s right to control w/ respect to his physical conduct in the performance of the undertaking.

1. May or may not be an agent.

C. General Agent v. Special Agent – Restatement (2d) § 3

i. General Agent – agent authorized to conduct a series of transactions involving a continuity of service.  Has general decision-making authority.

ii. Special Agent – agent authorized to conduct a single transaction or a series of transactions not involving continuity of service.  Lacks decision-making authority – must keep returning to principal to ask for permission.

D. Disclosure of Principal – Restatement (2d) § 4

i. Disclosed Principal – at the time of transaction, 3d party has notice that agent is acting for a principal and knows of principal’s identity.

ii. Partially Disclosed Principal – if 3d party has notice that agent is acting for a principal but doesn’t know principal’s identity.

iii. Undisclosed Principal – if 3d party has no notice that agent is acting for a principal.

E. Authority

i. Actual Authority – Restatement (2d) § 7 – power of the agent to affect the legal relations of the principal by acts done in accordance w/ the principal’s manifestations of consent to him.
1. Creation of Authority – Restatement (2d) § 26 – can be created by written or spoken words or any other conduct by the principal which, reasonably interpreted, causes the agent to believe that the principal desires him to act on his account.  
2. Creation of Liability by Authorized Acts – Restatement (2d) § 144 –If principal says to do something and the agent does it, the principal is bound.
3. Incidental Authority – authority which flows from agent’s actual authority, e.g., any expenses that normally result from carrying out an agent’s authority, so long as it is reasonable.
a. Inferring Incidental Authority – Restatement (2d) § 35 – includes acts that are incidental to the actual authority, usually accompany it, or are reasonably necessary to accomplish it.
ii. Apparent Authority – Restatement (2d) § 8 – power to affect the legal relations of another person by transactions w/ third persons, professedly as agent for the other, which arises from and in accordance w/ the other’s manifestations to 3d persons.
1. Creation of Apparent Authority – Some manifestation of principal which reasonably interpreted, causes 3d party to believe that the principal consents to have the act done on his behalf by the agent.
a. Examples: (a) If you tell Home Depot someone can use your account, but then tell agent not to, if he does use your account nonetheless, you have to pay; (b) If you give someone an office, uniform, and car, that expresses a certain amount of authority – moves beyond written and looks at actions to see how 3d party assesses manifestation of authority.  It must be reasonable – you wouldn’t assume someone who does one thing, has authority to do something completely different.

iii. Inherent Agency Power – Res (2d) § 8A – used to indicate an agent’s power that is derived solely from the agency relationship and exists for the protection of persons harmed by or dealing w/ a servant or other agent.  

1. Binds principal to any contract agent created.

iv. Estoppel; Change of Position – Res (2d) § 8B – If 3d party changes his position in belief that agent was acting on behalf of principal, principal is nevertheless liable even if he would otherwise not be, if the principal: (a) intentionally or carelessly caused such belief, or (b) if he knew that 3d party had such a belief and knew that others may change their position yet failed to take reasonable steps to notify 3d party of the facts.

1. Change of Position – e.g., payments of money, expenditure of labor, suffering a loss or subjection to legal liability.

2. Estoppel could also fade back into apparent authority, b/c if principal knows of first deal apparent agent made on his behalf and takes no action, then a 3d party may think that since principal didn’t stop apparent agent, he approved.

v. Determining Authority from Interpretation of Agreements – Restatement (2d) § 32 – In interpreting authority, you apply contract rules and apply them to your statements claiming authority.

vi. General Principles of Interpretation – Restatement (2d) § 33 – An agent is authorized to do only, what it is reasonable for him to infer that the principal desires him to do in light of the principal’s manifestations and the facts as he knows or should know them at the time he acts.  Look at what was actually said or written first, and then add whatever reasonable inferences flow from the orders.  Also consider any facts you know or should know at time you act.

1. Several factors: Situation of the parties, how parties are related, parties’ business relationship, interpretation of what principal likely wants, whether what principal would want is legal, formality or informality of the instructions – all must be examined within the scope of reasonability.

vii. Interpretation of Apparent Authority Compared w/ Interpretation of Authority – Restatement (2d) § 49 – same rules as applicable to interpretation of actual authority are applicable to interpretation of apparent authority except that for apparent authority, look at what the principal said or did and you interpret that against what 3d party knows or should know (not against what the agent knows or should know).

III. Essential Characteristics of Agency Relationship

A. Agent as a Fiduciary – Restatement (2d) § 13 – An agent is a fiduciary w/ respect to matters within the scope of his agency.

i. Responsibility runs from agent to principal – agent must place principal’s interest ahead of his or her own.

ii. Fiduciary duty encompasses issues of integrity, fidelity, good faith, and fair dealing.

B. Control by Principal – Restatement (2d) § 14 – A principal has the right to control the conduct of the agent w/ respect to matters entrusted to him.

i. No rule though that principal must be a hands-on principal.

IV. Master-Servant Relationship

A. Master is a special type of principal – only some principals are masters, not all.

B. All servants are agents.

C. Determining if Relationship is M-S:

i. Focus is on physical conduct.  Looking to see whether physical conduct is being controlled or has the right to be controlled by whomever is their master.  Does not have to be physiological control.  Masters could simply designate at what time a servant needs to be at a particular place – that is sufficient.  When there is an understanding of control, M-S relationship exists.

ii. Example: Head designer of GM is a servant of GM.

D. Distinguishing b/w M-S and P-A Relationship:

i. Important b/c there are statutory ramifications.

V. Tort Liability of Principal to Third Persons

A. When Master is Liable for Torts of his Servants – Res (2d) § 219

i. M is liable for torts of servants if torts are committed w/in scope of employment under §§ 228-229.
ii. M is not liable if servants are acting outside the scope of employment unless: (a) M intended the conduct or the consequences; (b) M was negligent or reckless; (c) conduct violated a non-delegable duty of the M; OR (d) S purported to act or to speak on behalf of M and there was reliance upon apparent authority, or he was aided in accomplishing the tort by the very existence of the agency relation.
iii. When is Principal Not Liable?
1. If agent is not a servant, principal is not liable for physical harm caused by any negligent behavior the agent undertakes unless under Restatement (2d) § 219(c)(2), the principal intended or authorized the result or the manner of the work or if principal has the duty to do something himself, but instead delegated it to the agent.

B. Strategic Analysis:  First step – figure out if it is a P-A relationship.  If so, then ask whether it is a M-S relationship.  Look for control factor in order to determine.  Only agents who are also servants can make their master liable for the torts they have committed.  If find that there is a M-S relationship, then under § 219, Principal/Master is generally subject to tort liability, so long as the servant was acting within the scope of employment (§ 219(1)).

i. If servant is engaged in a frolic, then he is not engaged in scope of employment and master is not necessarily liable.

C. Scope of Employment: General Statement – Res (2d) § 228 – action is within scope of employment if its purpose is to help the master.

i. Bodyguards – cannot argue as defense that I didn’t expect them to push people around.  Within generally expected scope of employment.

D. Kind of Conduct within Scope of Employment – Res (2d) § 229 – either the type of work the servant is hired to do or incidental to that, e.g., servant is sales business and driving to make a sale when engaged in tort.
i. Matters of Fact to be Considered: whether act is one commonly done by such servants; time, place, and purpose of act; previous relations b/w M-S; extent to which business of the master is apportioned b/w dif servants; whether act is outside M’s enterprise; whether master has reason to expect that such an act will be done; similarity in quality of the act done to the act authorized; whether instrumentality used in committing harm is furnished by M to S; extent of departure from normal method of accomplishing an authorized result; and whether or not the act is seriously criminal.
E. Forbidden Acts – Res (2d) § 230 – An act, although forbidden, or done in a forbidden manner, may be within the scope of employment.  M could still incur liability if under §§ 228-229 the action is within the Servant’s scope of employment.
i. Example: Employee who is required to sell a product, but must go and purchase the product first, elects to take the company car to go make the purchase, despite the fact that is expressly forbidden.  M could still be liable for any torts committed in accidents that occur w/ use of the car.
F. Criminal or Tortious Acts – Res (2d) § 231 – An act may be within the scope of employment although consciously criminal or tortuous.  Need to see if within scope under §§ 228-229.
G. Non-Liability for Physical Harm by Non-Servant Agents – Res (2d) § 250 – A principal is not liable for physical harm caused by the negligent physical conduct of a non-servant agent during the performance of the principal’s business, if he neither intended nor authorized the result nor the manner of performance, unless he was under a duty to have the act performed w/ due care. 
H. General Rule of Thumb for Principal’s Hiring of Agents ( should hire people you can trust, because even if they disobey you, you want them to think logically.
VI. Independent Contractor

A. Hired by principal, but not M-S relationship b/c no right to control actions.  
B. Very autonomous – brings their own tools to the job.
C. IC may or may not be an agent.  Three types of entities:
i. Servants who are always agents.
ii. IC who are also agents.
iii. IC who are not agents.  Dealing w/ plain employers, not principals.
D. Determining whether an IC is an Agent - Factors:  Degree of control over the work being done; character of control exercised over work being done; if the IC has authority to bind the principal to the contract.
E. Even though IC can be an agent, Principal is never liable for IC’s torts.
i. Contract law governs situations where IC is not an agent.
F. IC’s have no fiduciary duty.  Only loyalty is to themselves.
G. Distinguishing Servant & IC:
i. Definition of a Servant – Res (2d) § 220(2) – lists factors for determining whether actor is a servant or an IC.
ii. Term of Relationship – longer the term, the less likely an IC, and more likely a Servant.
iii. Method of Payment – if being paid by the job or by hour, likely an IC.
iv. Rights of Service or Product – If IC, then you own the rights.  If Servant, then Master owns rights.
VII. Liability of Agent to Third Persons

A. Agent’s contractual liability (not principal’s) is dependent on whether principal is disclosed, partially disclosed, or undisclosed.
B. Undisclosed Principal – Res (2d) § 322 – Agent is liable.  If agent makes contract on account of undisclosed principal while purporting to act upon his own account, that agent is a party to the contract.
i. If agent is sued and has agreement not to reveal principal’s identity, must settle the suit himself and then turn to the principal for reimbursement.
C. Disclosed Principal – Res (2d) § 320 – When the 3d party knows (a) the agent is an agent, and (b) knows the identity of the principal.  If agent is acting for a disclosed principal, the agent is not a party to the contract unless the parties agree otherwise.

D. Partially Disclosed Principal – Res (2d) § 321 – Agent is a party to the contract and thus responsible unless the parties agree otherwise.  

i. Different from § 320 b/c agent is not fully disclosed so the 3d party needs to hold someone accountable.

ii. To protect himself, agent should enter agreement w/ principal that principal will reimburse for any 3d party suit of agent.

E. Liability of Authorized Agent for Performance of Contract – Res (2d) § 328 – Agent working for a disclosed or partially disclosed principal whom he has the power to bind, is not liable for the contract’s nonperformance.

F. Agent who Warrants Authority – Res (2d) § 329 – Agent who misrepresents the level of authority he possesses (advertise that he has authority to bind the principal when he really does not) gives an implied warranty of authority and is liable to the 3d party unless (a) the agent manifests that he does not make such warranty (i.e., informs the 3d party that he does not have such authority) OR (b) the third party knows the agent doesn’t have such authority.

G. Liability for Misrepresentation of Authority – Res (2d) § 330 – If agent pretends to have authority to bind someone for whom he has no such authority, that agent is liable to the 3d party in an action of tort for loss caused by reliance upon such misrepresentation. 

VIII. Duties of Agent to Principal

A. Contractual Duties – Res (2d) § 377 – A person who makes a contract w/ another to perform services as an agent for him is subject to a duty to act in accordance w/ his promise.

B. Duty of Care and Skill – Res (2d) § 379 – Paid agent is expected to act with the same care and skill as what is the standard manner of doing this kind of work in this geographic locality.  Gratuitous agent is under duty to act w/ the care and skill, which is required of persons not agents performing similar gratuitous undertakings for others.

i. Talent Level / Special Skill - If you are more talented than the norm, you must fully exercise a special skill if you possess it.

C. Duty to Act Only as Authorized – Res (2d) § 383 – Except when he is privileged to protect his own or another’s interests, an agent has a duty to the principal not to act in the principal’s affairs unless the principal has manifested consent for him to do so.

D. Duty of Loyalty
i. General Principle – Restatement (2d) § 387 – Unless otherwise agreed, agent must act solely for the benefit off the principal in all matters connected w/ his agency.

ii. Duty to Account for Profits Arising Out of Employment – Restatement (2d) § 388 – If you get a bribe or a tip, as an agent you must hold it in a constructive trust.

1. US v. Runnels – if you get bribes you breach the fiduciary duty as a representative of the union.  The union has a right to the bribes and you hold them as a constructive trustee.

2. Use of Confidential Information – agent who acquires confidential info in the course of his employment or in violation of duties has a duty not to use it to the disadvantage of the principal.  He also has a duty to account of any profits made by the use of such info, although this does not harm the principal.  Agent is also liable for profits made by selling confidential info to third persons, even though the principal is not adversely affected.

iii. Acting as Adverse Party w/o Principal’s Consent – Res (2d) § 389 – cannot act as an interested party in dealing with principal where effect of transaction would be adverse to the principal and is done w/o principal’s knowledge.  Applicable to those transactions in which agent is acting entirely fro himself and to those in which he has such a substantial interest that it reasonably might affect his judgment.

1. Even where no harm to the principal, rules still is applicable as it exists to prevent conflict of opposing interests in mind of agent whose duty it is to act solely for the benefit of the principal.

2. In the absence of known custom or an agreement, agent employed to sell at market price cannot, w/o disclosure to the principal, properly buy the goods on his own account, even though he pays a higher price for them than the principal could gain elsewhere.

iv. Acting as Adverse Party w/ Principal’s Consent – Rest (2d) § 390 – agent who, to the knowledge of the principal, acts on his own account in a transaction in which he is employed has a duty to deal fairly w/ the principal and to disclose to him all facts which the agent knows or should know would reasonably affect the principal’s judgment, unless principal has manifested that he knows such facts or that he does not care to know them.  Agent cannot take unfair advantage of his principal in dealing w/ him.

1. Determining relevancy of facts ( fact is relevant if it is one which the agent should realize would be likely to affect the judgment of the principal in giving his consent to the agent to enter into the particular transaction on the specified terms.  E.g., not only price which can be obtained, but also likelihood of higher price being obtained later, possibility of dealing w/ property in another way, and all other matters which a disinterested and skillful agent advising the principal would reasonably think relevant.

2. Fairness ( If the agent is one upon whom the principal naturally would rely for advice, the fact that the agent discloses that he is acting as an adverse party does not relieve him from the duty of giving the principal impartial advice based upon a carefully formed judgment as to the principal’s interest.

v. Acting for Adverse Party w/o Principal’s Consent – Rest (2d) § 391 – agent cannot act on behalf of adverse party in a transaction connected w/ his agency w/o principal’s knowledge.

vi. Acting for Adverse Party w/ Principal’s Consent – Rest (2d) § 392 – agent who, to the knowledge of two principals, acts for both of them in a transaction b/w them, has a duty to act w/ fairness to each and to disclose to each all facts which he knows or should know would reasonably affect the judgment of each in permitting such dual agency, except as to a principal who has manifested that he knows such facts or does not care to know them.

vii. Competition as to Subject Matter of Agency – Rest (2d) § 393 –agent has duty not to compete w/ the principal concerning the subject matter of his agency.

viii. Acting for One w/ Conflicting Interests – Rest (2d) § 394 – agent has duty not to act or to agree to act during his agency for persons whose interests conflict w/ those of the principal in matters in which the agent is employed.

ix. Using or Disclosing Confidential Information – Rest (2d) § 395 – duty not to use or to communicate info confidentially given him by principal or acquired by him during course of or on account of his agency, even if such info does not relate to the transaction in which he is then employed, unless that info is a matter of general knowledge.

x. Using Confidential Info After Termination of Agency – Rest (2d) § 396 – After termination, agent (a) has no duty not to compete w/ principal; (b) has a duty to principal not to use or to disclose to 3d persons trade secrets, written lists of names, or other similar confidential matters given him only for principal’s use or acquired by agent in violation of duty (agent is entitled to use general info concerning method of business of the principal and names of the customers retained in his memory, if not acquired in violation of his duty as agent); (c) has a duty to account for profits made by the sale or use of trade secrets and other confidential info, whether or not in competition w/ the principal; (d) has a duty to principal not to take advantage of a still subsisting confidential relation created during the prior agency relation.

IX. Liabilities of Agent to Principal

A. Liability for Loss Caused – Res (2d) § 401 – Agent is liable to principal for loss caused by any breach of duty.

B. Liability for Things Rec’d in Violation of Duty of Loyalty – Res (2d) § 403 – If agent receives anything as a result of his violation of a duty of loyalty to the principal, he must deliver it, its value, or its proceeds, to the principal.

X. Duties and Liabilities of Principal to Agent

A. Duty of Indemnity – Res (2d) § 438 – Principal must indemnify his agent in accordance w/ the terms of their agreement.  If there are no terms in the agreement, principal has a duty to indemnify the agent when the agent: (a) makes a payment authorized or made necessary in executing the principal’s affairs or, unless he is overstepping his bounds, one beneficial to the principal, OR (b) suffers a loss which, because of their relation, it is fair that the principal should bear.

B. When Duty of Indemnity Exists – Res (2d) § 439 – Principal must exonerate an agent who is not barred by the illegality of his conduct to indemnify him for: authorized payments; payments upon contracts for which the agent is authorized to make himself liable; payments arising out of possession or ownership of things that agent is authorized to hold on account of principal; payments of damages to 3d parties which result from authorized acts that were tortious or a breach of contract; expenses of defending 3d party actions resulting from agent’s authorized conduct (so long as not committed in bad faith); payments that benefit principal and for which it would be inequitable for agent not to be made whole.

C. When No Duty of Indemnity – Res (2d) § 440 – Principal does not have to indemnify for: agent’s pecuniary loss or other harm not of benefit to the principal and arising from unauthorized acts or resulting solely from agent’s negligence or other fault; for harms committed against the agent so long as principal has otherwise performed his duties to the agent; or if the agent’s loss resulted from an action taken that agent knew to be illegal.

XI. Termination of Agency Powers

A. Revocation (Principal) or Renunciation (Agent) – Res (2d) § 118 – Authority terminates if the principal or the agent manifests to the other dissent to its continuance.

i. This is in violation of contract b/w parties.  Any statement in the contract restricting this power is effective only to create liability for wrongful termination.  Liability can be excused if the revocation or renunciation is privileged by one party’s conduct or by supervening circumstances.

ii. The principal will probably want to make known that the agent can no longer bind him.

XII. Liability of Third Person to Principal

A. General Rule
i. As Applied to Disclosed and Partially Disclosed Principals – Res (2d) § 292 – Under whatever circumstances the principal would be bound, so is the 3d party.

ii. As Applied to Undisclosed Principals – Res (2d) § 302 – Same rule applies, but contract is no good if form or terms of the contract express that the contract is void if the contracting party is not the principal.

B. Effect of Ratification – Res (2d) § 319 – If purported agent enters into transaction w/ 3d party, is ratification by purported principal has same effect upon 3d party’s liabilities as if the original transaction had been authorized in the first place.

XIII. Ratification of Agent Previously Unauthorized Actions

A. Definition – Res (2d) § 82 – Where person affirms a prior act which originally did not bind him but which was done or professedly done on his account.  Gives same effect as if that person had originally authorized the act to be done on his behalf.

B. Affirmance / Acceptance – Res (2d) § 83 – Can be express or inferred from action.

C. What Acts Can be Inferred – Res (2d) § 84 – Anything can be ratified.

D. Methods and Formalities of Affirmance – Res (2d) § 93 – Express manifestation of consent to be a party to the transaction, or by inference based on action except where formalities are required for the authorization of an act.

i. Affirmance does not have to be made by the purported principal – it can also be made by an agent authorized to do so.  § 93(3).

E. Failure to Act as Affirmance – Deemed to have accepted if fail to repudiate it.

F. Receipt of Benefits as Affirmance – Res (2d) § 98 – If purported principal, w/ knowledge of the facts, receives benefits of something to which he would not otherwise have been entitled, that receipt constitutes an affirmance unless at the time of the receipt he repudiates the act.

G. Retention of Benefits as Affirmance – Res (2d) § 99 – If purported principal, w/ knowledge of the facts and before he changes his position, retains benefits, that retention constitutes affirmance unless at the time of retention he repudiates the act.

XIV. Agency Cases

A. National Biscuit Co. v. Stroud

i. Unless one co-partner constitutes a majority of the partnership authority or there are special terms in the partnership agreement delineating otherwise, that co-partner does not possess the authority to restrict the power of the other partner w/ respect to the partnership’s ordinary business.  It is immaterial whether the 3d party has knowledge of the dispute b/w the principals.  Activities within the scope of the business should be limited b/w equal partners.  

ii. Each partner is an agent of the partnership - Actual authority.

iii. UPA § 18 – The partnership must indemnify every partner in respect of payments made and personal liabilities reasonably incurred by him in the ordinary and proper conduct of its business, or for the preservation of its business or property.

B. Smith v. Dixon

i. A partnership is bound by acts of a partner when he acts within the scope or apparent scope of his authority.

ii. In order to determine apparent scope of a partner’s authority, could look to past transactions for evidence of custom or course of dealing peculiar to the firm in question.

BUSINESS ASSOCIATION TYPES

XV. SOLE PROPRIETERSHIP

A. No legal distinction b/w the individual and company for a sole proprietorship.  Personally liable for any torts committed by company (even if there is separate bank account and letterhead).  It is not a separate entity.

B. What type of law governs sole proprietorship?

i. None, except for maybe agency issues.  Employment law governs.  Whatever this one person needs done in the name of his company, the person hires – thus employment law, and perhaps agency law.  If you are a sole proprietorship, you are sole owner no matter what.  Just pretending to be a business essentially.
C. What if sets up a corporation if you are sole shareholder?

i. Then generally protected even if only owner of all the shares.  

D. In sole proprietorship – if you can’t do it, you employ ppl to do it.
E. Tax Options
i. No separation from individual, unless incorporate and become sole SH.  If do not incorporate, just claim income or loss on personal income tax form.  Drawback – personally liable for all business obligations.
XVI. Nature of Partnerships

A. Partnership Defined – RUPA § 101(6); UPA § 6 – association of two or more persons to carry on as co-owners a business for profit formed under § 202, predecessor law, or comparable law of another jurisdiction.
B. Effect of Partnership Agreement; Nonwaivable Provisions – RUPA § 103 – Relations among the partners and b/w the partners and the partnership are governed by the PA.

i. Agreement May Not (RUPA § 103(b)):

1. (1) – vary the rights and duties under § 105 (execution, filing, and recording of statements) except to eliminate the duty to provide copies to statements to all of the partners

2. (2) – unreasonably restrict the right of access to books and records under § 403(b)

3. (3) – eliminate the duty of loyalty under § 404(b) or § 603(b)(3), but:

a. (i) it may identify specific types or categories of activities that do not violate the duty of loyalty, if not manifestly unreasonable, OR

b. (ii) it may identify a specific act or transaction that otherwise would violate the duty of loyalty (provided that all of the partners or amt specified in PA authorize or ratify it).

4. (4) unreasonably reduce the duty of care under § 404(c)

5. (5) eliminate the obligation of good faith and fair dealing under § 404(d), but it may prescribe the standards by which performance of the obligation is to be measured, so long as those standards are not manifestly unreasonable

6. (6) vary the power to dissociate a partner under § 602(a), except to require the notice under § 601(1) to be in writing rather than permitting verbal dissociation to be sufficient

7. (7) vary the right of a court to expel a partner in the events specified under § 601(5)

8. (8) vary the requirement to wind up the partnership business in cases specified in § 801(4), (5), or (6)

9. (9) vary the law applicable to a LLP under § 106(b)

10. (10) restrict rights of third parties under the Act.

C. SAMPLE PARTNERSHIP AGREEMENT – What to Include (SS 209):

i. Indicate what the partnership’s objective is (1.4)

ii. Each partner’s percentage interest (1.5.3)

iii. Circumstances when partners can contribute additional capital and how that is credited to the capital account (2.2)

iv. How capital accts will be kept and whether interest accrues and under what circumstances $$ can be withdrawn on capital accts (2.3-2.6)

v. How distributions should be made (3.1-3.4)

vi. How the partners can pariticpate in the mgmt of the partnership (5.1)

vii. Whether transference of partnership rights is allowed, and what kind of unanimous/majority consent is req. (7.1)

viii. Method of partner dissociation (9.1)

ix. Miscellaneous stuff including: how to amend PA, clause that indicates this agreement represents all agreements and arrangements (11.1)

x. Spousal consent (13) (saying that spouses giving up voting rights if it is considered marital community property).

D. Partnership as Entity – RUPA § 201 – (a) A partnership is an entity distinct from its partners.

E. Determining the Existence of a Partnership – RUPA § 202; UPA § 7 – (a) 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. 

i. Applicable Rules in determining whether partnership is formed (c):

1. (1) any type of joint tenancy or common property does not, by itself, establish a partnership, even if the partners share profits made by the property’s use.

2. (2) Sharing of gross returns does not, by itself, establish a partnership, even if the persons sharing them have a common interest in the property from which returns are derived.

3. (3) Person receiving share of profits of a business is presumed to be a partner in the business, unless the profits were received in payment: of a debt by installments; for services as an IC or of wages or other compensation to an employee; of rent; of an annuity or other beneficiary benefit; of interest or other charge on a loan; for the sale of the goodwill of a business.

F. Partnership Property – RUPA § 203, UPA § 8 – Property acquired by a partnership is property of the partnership and not of the partners individually.

i. Distinguishing RUPA (Entity Theory) v. Aggregate Theory (UPA): Entity says you look at the partnership as one thing (giving partnership a lot more weight).  Aggregate theory acknowledges more the rights of the partners rather than focusing on the entity.  

1. Distinction becomes most important in terms of partner liability.  Much easier to hold partner liable under UPA than under RUPA.

2. If you have four identical cars under a 4-person partnership, each partner cannot claim a car as his own.  He could drive it, but it belongs to the partnership.

G. When Property is Partnership Property – RUPA § 204, UPA § 8

i. (a) Property is partnership property if acquired in the name of the partnership, or if one or more partners indicates in the title transferring instrument that the property is being transferred to himself in his capacity as partner or acknowledges the existence of a partnership (though the name of the partnership is not necessary).

ii. (b) Property is acquired in the name of the partnership by a transfer to the partnership in its name or one or more partners in their capacity as partners (so long as the name of the partnership is indicated in the instrument).

iii. (c) Presumed to be partnership property if purchased w/ partnership assets, even if not acquired in the name of the partnership.

iv. (d) BUT: Property acquired w/o the use of partnership assets and done in the name of one or more of the partners without indication in the transferring instrument of the person’s capacity as partner or of the existence of the partnership, is presumed to be separate property, even if used for partnership purposes.

IV. Relations of Partners to Outsiders

A. Partner as Agent of Partnership – RUPA § 301, UPA § 9

i. (1) Each partner is an agent of the partnership for the purpose of its business.  An act of a partner, including the execution of an instrument in the partnership name, for apparently carrying on in the ordinary course the partnership business or business of the kind carried on by the partnership binds the partnership, unless the partner had no authority to act for the partnership in the particular matter and the person w/ whom the partner was dealing knew or had received a notification that the partner lacked authority.

ii. (2) Act by partner which is not apparently for carrying on in the ordinary course the partnership business or business of the kind carried on by the partnership binds the partnership only if the act was authorized by the other partners.

B. Transfer of Partnership Property – RUPA § 302, UPA § 10 

i. (a) Transfer - Partnership property may be transferred by any partner if property is held in partnership’s name or by one or more partners in whose names property is held for the partnership provided they be the ones to execute the transfer.

ii. (b) Recovery - Partnership may recover partnership property from a transferee only if it proves that execution of the initial transfer instrument did not bind under § 301 and it can prove that the transferee or subsequent transferee knew or had rec’d notification that transferor partner lacked authority to bind the partnership.  

1. Under (c), if at any point during string of transferees, there is an innocent transferee, partnership cannot then recover.

iii. (d) Complete Interest in Partnership – If someone holds all of the partners’ interests in the partnership, all of the partnership property vests in that person, and that individual may execute a document in the name of the partnership to evidence vesting of the property in that person and may file or record the document.

C. Statement of Partnership Authority – RUPA § 303 – provides for an optional statement of partnership authority to be filed that specifies the names of the partners authorized to execute instruments transferring real property held in the partnership’s name.  Under § 303(a)(2), may grant or limit authority of some or all of the partners.  Statement must specify names of partners authorized to execute an instrument transferring that property.

i. Its execution and filing is governed by RUPA § 105.  So long as it is filed in accordance, 3d party deemed to be on constructive notice.

ii. Application to Real Property – Under § 303(d)(2), if there is a recorded grant of authority to transfer real property held in the partnership’s name, then unless there is any limitation also filed, it is binding on the partnership.   Under (e), third parties are deemed to know of a recorded limitation a partner’s authority to transfer real property held in the partnership name – constructive knowledge.  But under (f), an outsider is not automatically deemed to have read the statement.  There is no constructive knowledge for non-real property transactions.

D. Knowledge and Notice – RUPA § 102(f), UPA § 12 – If even one partner has knowledge, notice, or receipt of a notification of a fact relating to the partnership, that counts as notice to the entire firm, except in the case of fraud on the partnership committed by or with the consent of that partner.  E.g., If there is an insider partner w/ whom you’re in cahoots, then notice to that single partner is not sufficient.

E. Partnership Liable for Partner’s Actionable Conduct – RUPA § 305, UPA § 13

i. (a) Loss or Injury: Partnership is liable for loss or injury caused to a person, or for a penalty incurred, as a result of a wrongful act or omission, or other actionable conduct, of a partner acting in the ordinary course of business of the partnership or with authority of the partnership.

1. “Authority” intended to include actual and apparent authority.

ii. (b) Misapplication of Other’s Money or Property: If in the course of the partnership’s business or while acting w/ the partnership’s authority, partner receives or causes the partnership to receive money or property of a non-partner, a partner’s misapplication of that money or property renders the partnership liable for the loss.

1. Imposes strict liability on the partnership.

F. Partnership Bound by Partner’s Breach of Trust – UPA § 14 – Partnership must make whole individuals for whom a partner, acting within the scope of his apparent authority, misapplies 3d party’s money or property, and where partnership receives such money or property and while it is in their custody, a partner misapplies it.

G. Nature of Partner’s Liability – RUPA § 306, UPA § 15

i. (a) General Liability - All partners are liable jointly and severally for all obligations of the partnership unless otherwise agreed by the claimant or provided by law.

1. Joint and several definition – could be individually liable (litigants could pick and choose who they want to sue) – for general partnerships.  

2. Several – if partners are sued as several, but have apportioned the liability, then partner can turn around and recoup funds from partnership for contracted share of profit losses, but still must pay successful litigant up front if sued severally. 

ii. (b) New Partner - Person admitted as a partner into an existing partnership is not personally liable for any partnership obligation incurred before the person’s admission as a partner.

1. Rationale: New partner wasn’t able to be involved in decision-making process.

2. What happens if someone becomes a partner and suit is filed against partnership for activity occurring before they became a partner?  Possible – swings both ways.

a. New Partner’s Argument: liability incurred before his arrival.

b. Firm’s Argument: liability incurred at the time of court notice.

c. ANSWER: The UPA is not definitive on this.  But under RUPA, if you are admitted into an existing partnership, you are liable for anything that went on before you joined, except this liability would only will be satisfied from partnership property – no personal liability in terms of personal assets.

3. What happens if you are a partner and see something happening that you believe is illegal and could make partnership vulnerable to suit?

a. Effross answer – That partner should resign immediately, b/c likely cannot have personal assets attacked for what happened after you leave.

iii. (c) LLP Application – Obligation of a partnership incurred while incorporated as an LLP, whether arising in contract, tort or otherwise, is solely the obligation of the partnership.  Partner is not personally liable, directly or indirectly, by way of contribution or otherwise, for such a partnership obligation solely by reason of being or so acting as a partner.

iv. Sample Cases – Liability for Rogue Partner:

1. Rouse v. Pollard – held that taking money and investing it is not part of the practice of law as it is usually and ordinarily practiced.  Thus, no actual authority and no authority to embezzle.  To determine if there was apparent authority here, court said it must look through the 3d party’s eyes.  If 3d party is someone who is not overly financially sophisticated, but sees lawyer presenting himself as being capable of investing funds as part of firm’s services, must think if 3d party would think this is ordinary course of business for which the partner is authorized.  Court here found no liability.  Partnership was not liable b/c partner was not acting within the scope of the partnership business.

2. Roach v. Mead – Liability of partners for the acts of co-partners is based on a principal-agent relationship b/w partners and the partnership.  P here thought he was receiving legal advice when atty was borrowing money himself and giving P interest.  Atty is under law required to advise innocent non-atty to seek representation or alternate legal advice.  Court found P could reasonably believe that the investment advice was within the atty’s scope of legal partnership and atty had apparent authority.  Because attorney was acting under the auspices of the law firm’s practice, other partners are held liable.
a. Rule: In general partnership, if there is argument to be made that partner is carrying out business of the partnership, then other partners are their brother’s keeper.  They will be held liable provided that criminal partner is acting under the auspices of the firm’s practice.
H. Actions by and Against Partnership and Partners – RUPA § 307

i. (a) Ability to Sue and be Sued – Partnership can sue and be sued in the name of the partnership.

ii. (b) Joint and Several – Action may be brought against the partnership and to the extent not inconsistent w/ § 306 (Nature of Partner’s Liability), any or all of the partners in the same action or in separate actions.

iii. (c) Effect of Judgment on Individual Partners – Judgment against a partnership is not by itself a judgment against a partner.  A judgment against a partnership may not be satisfied from a partner’s assets unless there is also a judgment against that partner.

iv. (d) Partnership as Entity - Insulation from Creditors – judgment creditor of a partner may not levy execution against the assets of the partner to satisfy a judgment based on a claim against the partnership unless the partner is personally liable for the claim under § 306.

V. Relations of Partners to Each Other

A. Partner’s Rights and Duties – RUPA § 401, UPA § 18

i. (a) Account – each partner is deemed to have an account that is credited and charged with an amount equal to the money plus the value of any other property (net of the amount of any liabilities) that includes: the amount the partner contributes to the partnership and his share of the profits, less the distributions made to the partner to date and his share of the partnership’s losses.

ii. (b) Equal Share – Each partner is entitled to an equal share of partnership profits and losses (losses calculated in proportion to partner’s share of the profits).

iii. (c) Reimbursement & Indemnification – Partnership must reimburse a partner for payments made and indemnify a partner for liabilities incurred in the ordinary course of business or for the preservation of the partnership’s business or property.

iv. (d) Reimbursement of Advance – Must reimburse for an advance made to the partnership beyond the amount of capital the partner agreed to contribute.

v. (e) What Constitutes a Loan to a Partner – Payment or advance made by partner which gives rise to partnership obligation under (c) or (d) constitutes a loan to the partnership which accrues interest from the date of the payment or advance.

vi. (f) Management and Conduct – Each partner has equal rights in the management and conduct of the partnership business.

vii. (g) Use of Partnership Property – Partner may use or possess partnership property only on behalf of the partnership; no personal use.

viii. (h) Remuneration – Partner is not entitled to remuneration for services performed for the partnership, except for reasonable compensation for services rendered in winding up the business of the partnership.

ix. (i) Making Partner – Person may become a partner only w/ the consent of all of the partners.

x. (j) When Differences Arise as to What Action to Take
1. If arising in the ordinary course of business – may be decided by a majority of the partners.

2. If matter arises outside the ordinary course of business or for an amendment to the PA to be undertaken, consent of all partners is necessary.

B. General Standards of Partner’s Conduct – RUPA § 404, UPA § 21

i. (a) Fiduciary Duties Owed – Only duties of loyalty and care.

ii. (b) Duty of Loyalty – Duty to the partnership and other partners is limited to the following:

1. Accounting - To account to the partnership and hold as trustee for it any property, profit, or benefit derived in the conduct and winding up of the partnership business or derived from the use of partnership property, including the appropriation of a partnership property.

2. Refrain from Adverse Action – Refrain from dealing w/ the partnership in the conduct or winding up of the partnership business as (or on behalf of) a party having an interest adverse to the partnership, AND

3. Refrain from Competition – Refrain from competing w/ the partnership in the conduct of the partnership’s business before the dissolution of the partnership.

4. Restriction on Ability to Eliminate Duty of Loyalty - § 103(b)(3) expressly says that PA may not eliminate duty of loyalty, but § 103(b)(3)(i) does empower partners to identify specific types or categories of activities that do not violate the duty of loyalty, so long as it’s not manifestly unreasonable.  Under UPA § 21, the other partners may also consent to a specific act or transaction that otherwise violates one of the rules.  For the consent to be effective under § 103(b)(3)(ii), there must be full disclosure of all material facts regarding the act or transaction and the partner’s conflict of interest.

iii. (c) Duty of Care – Limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of the law.

iv. (d) Obligation of Good Faith and Fair Dealing – Must discharge duties to the partnership and the other partners w/ the obligation of good faith and fair dealing.

v. (e) Furthering Own Interest – Partner does not violate a duty or obligation merely because the partner’s conduct furthers his own interest.

vi. (f) Transacting Business w/ the Partnership – Partner may lend money to and transact other business w/ the partnership, and as to each transaction, the partner’s rights and obligations are the same as any non-partner.

vii. (g) Application of Section – Applies to person winding up partnership business as the personal or legal rep of the last surviving partner as if the person himself were a partner.

viii. Sample Cases – Fiduciary Duty of Partners to Each Other
1. Meinhard v. Salmon – Joint venture case.  Though Salmon had put in all the work and Meinhard was only funding it, Court held there was a duty of loyalty and a duty b/w two partners.  D breached fiduciary duty - must be ultra-fair to your own partner.  Here, he was a managing co-adventurer.
a. Rule: Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty.  There are fiduciary duties to one another.
C. Partner’s Interest in the Partnership

i. Partner Not Co-Owner of Partnership Property – RUPA § 501, UPA § 26 – 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.

ii. Partner’s Transferable Interest in Partnership – RUPA § 502, UPA § 26 – The only transferable interest of a partner in the partnership is the partner’s share of the profits and losses of the partnership and the partner’s right to receive distributions.

D. Transfer of Partner’s Transferable Interest – RUPA § 503, UPA § 27
i. (a) Immediate Effect of Transfer – Transfer, in whole or in part, of a partner’s transferable interest in the partnership is permissible; does not by itself cause the partner’s dissociation or a dissolution and winding up of the partnership business; does not entitle the transferee (during the continuance of the partnership) to participate in the management or conduct of the partnership business, to require access to info concerning partnership’s transactions, or to inspect or copy partnership books or records.
ii. (b) Transferee’s Rights – Has a right to receive distributions to which transferor would otherwise be entitled; to receive upon dissolution and winding up the net amount otherwise distributable to transferor; to seek under § 801(6) a judicial determination that it is equitable to wind up the partnership business.
iii. (c) Upon Dissolution & Winding Up – Transferee is entitled to an account of partnership transactions only from the date of the latest account agreed to by all of the partners.
iv. (d) Transferor’s Retention of Rights & Duties – Upon transfer, transferor retains rights and duties of a partner other than the interest in distributions transferred.
v. (e) Required Notice of Transfer – Partnership need not give effect to a transferee’s rights under the section until it has notice of the transfer.
vi. (f) Effect of Restricted Right of Transfer – Transfer of transferable interest in violation of PA restriction is ineffective as to a person having notice of the restriction at the time of the transfer.
1. Under RUPA § 103(a), partners may agree among themselves to restrict the right to transfer their partnership interests.
2. Definition of Notice - “Notice” is defined under RUPA § 102(b) as persons knowing a fact, receiving notification of the fact, or having reason to know the fact exists from all of the facts known to the person at the time in question.
3. RUPA leaves to general law and the UCC the issue of whether a transfer in violation of a valid restriction is effective if the transferee is without notice of the restriction.
VI. Dissolution and Winding Up

A. Dissolution Defined – UPA § 29 – Change in the relation of the partners caused by any partner ceasing to be associated in the carrying on as distinguished from the winding up of the business.
i. Dissolution - designates the point in time when the partners cease to carry on the business together.  
ii. Termination - the point in time when all the partnership affairs are wound up.
iii. Winding up - the process of settling partnership affairs after dissolution.
B. Causes of Dissolution – RUPA § 801, UPA § 31 – A partnership is dissolved, and its business must be would up, only upon the occurrence of any of the following events:
i. Partnership at Will – Partners having notice from a partner, other than a partner dissociated under § 601(2)-(10), of that partner’s express will to withdraw

ii. Term Partnership – (i) within 90 days after partner’s dissociation by death or otherwise under § 601(6)-(10) or wrongful dissociation under § 602(b), the express will of at least half of the remaining partners to wind up the business, for which purpose a partner’s rightful dissociation under § 602(b)(2)(i) can constitute such express will; (ii) the express will of all of the partners to wind up the business; or (iii) expiration of term or completion of the undertaking.

iii. Agreed-Upon Event – occurrence of event agreed upon in PA resulting in the winding up of business

iv. Becomes Unlawful to Continue – an event that makes it unlawful for all or substantially all of the business of the partnership to be continued, but a cure of illegality within 90 days after notice to the partnership of the event is effective retroactively to the event’s date.

v. Judicial Determination – resulting from partner’s application based on: economic purpose likely to be unreasonably frustrated; another partner’s engaged in conduct that makes it unreasonably practicable to carry on the business w/ that partner; or not otherwise reasonably practicable to carry on partnership in conformity w/ PA.

vi. Interest Transferee’s Judicial Determination – Transferee of partner’s interest obtains judicial determination that it is equitable to wind up the partnership in case of where: (i) term or undertaking is completed, or (ii) at any time if the partnership was a partnership at will when interest was transferred.

C. Dissolution by Decree of Court – UPA § 32 – Purchaser of partner’s interest under UPA § 27 (assignment) or 28 (charging order) can apply for decree, or Partner is permitted apply for court decree whenever any of the following occurs:

i. (a) Declaration of Lunacy – where a partner has been declared a lunatic in a judicial proceeding or is shown to be of unsound mind.

ii. (b) Incapability – Partner becomes in any other way incapable of performing his part of the partnership contract.

iii. (c) Prejudicial Impact of Conduct – Partner has been guilty of such conduct as tends to affect prejudicially the carrying on of business.

iv. (d) Breach of PA – Partner willfully or persistently breaches PA or otherwise so conducts himself in matters relating to the partnership business that it is not reasonably practicable to carry on the business w/ him.

v. (e) Operating at a Loss – Business of partnership can only be carried on at a loss.

vi. (f) Equitable Purposes – Other circumstances render a dissolution equitable.

D. General Effect of Dissolution on Authority of Partner – UPA § 33 – Unless necessary to wind up partnership affairs or to complete ongoing transactions, dissolution terminates all authority of any partner to act for the partnership.

E. Contracting Around Dissolution Upon Partner Withdrawal
i. Adams v. Jarvis - While UPA § 38(1) indicates that a partner’s withdrawal requires dissolution of the partnership and distributions to be made “unless otherwise agreed.”  Partners may include in PA a provision stating that partnership will continue despite a partner’s withdrawal.  If included, PA controls.
VII. Dissociation

A. Events Causing Partner’s Dissociation – RUPA § 601 – Partner becomes dissociated upon occurrence of any of the following: 
i. Notice – partnership’s having notice of partner’s express will to withdraw
ii. Agreed Upon Event – event agreed to in PA as causing the dissociation
iii. Expulsion – expulsion pursuant to the PA
iv. Unanimous Vote – Expulsion by unanimous vote of the other partners if: it is unlawful to carry on partnership business w/ that partner; that partner has transferred all or substantially all of his transferable interest (other than for security purposed or court order); OR a partnership that is a partner has been dissolved and its business is being wound up.
v. Judicial Determination – on application by the partnership or another partner based on partner’s wrongful conduct that adversely and materially affected the business; the partner’s willful or persistent commitment of a material breach of the PA or of a duty owed to the partnership or other partners under § 404; OR the partner engaged in conduct relating to the partnership business which makes it not reasonably practicable to carry on the business in partnership w/ the partner.
vi. Indebtedness – Partner’s becoming a debtor in bankruptcy; assigning property to creditors; consenting to appointment of a trustee, receiver, or liquidator 
vii. Incapacity – Partner’s death; appointment of a guardian or general conservator; or judicial determination that partners has become incapable of performing his duties under the PA
viii. Where Partner is a Trust – distribution of the trust’s entire transferable interest in the partnership, but not merely by reason of the substitution of a successor trustee.
ix. Where Partner is an Estate – distribution of estate’s entire transferable interest in the partnership, but not merely by reason of the substitution of a successor personal representative
x. Termination of Partner who is not an Individual, Partnership, Corporation, Trust, or Estate

xi. A dissociated partner remains a partner for some purposes and still has some residual rights, duties, powers, and liabilities.  Upon dissociation, not all the consequences of dissociation occur at once.  Consequences depend on whether partnership continues or is wound up as provided in Articles 6, 7, and 8.
1. Example of where still has rights ( § 403(b) – former partner’s access to partnership books and records.
B. Partner’s Power to Dissociate; Wrongful Dissociation – RUPA § 602
i. (a) Power Generally – partner has the right to dissociate at any time, rightfully or wrongfully, by express will pursuant to § 601(1).
ii. (b) When Wrongful – Wrongful when dissociation is made (1) in breach of an express provision of the PA, or (2) in a term partnership, before the expiration of the term or the completion of the undertaking (i) the partner voluntarily withdraws by express will (except a withdrawal following another partner’s wrongful dissociation or dissociation by death or otherwise under § 601(6)-(10); (ii) the partner is expelled for misconduct under r§ 601(5); (iii) the partner becomes a debtor in bankruptcy (see § 101(2)); or (iv) a partner that is an entity (other than a trust or estate) is expelled or otherwise dissociated b/c its dissolution or termination was willful.
1. This is a default rule so PA may eliminate or expand the dissociations that are wrongful or modify the effects of wrongful dissociation.
iii. (c) Liability – Partner who wrongfully dissociates is liable to the partnership and to the other partners for damages caused by the dissociation.  The liability is in addition to any other obligation of the partner to the partnership or to the other partners.
C. Effect of Partner’s Dissociation – RUPA § 603

i. (a) Applicable Article – If partner’s dissociation results in dissolution and winding up of partnership business, Art. 8 applies; otherwise Art. 7 applies.

ii. (b) Result of Partner’s Rights and Duties – right to participate in management and conduct terminates (except as provided under § 803); duty of loyalty under § 404(b)(3) terminates; but duty of loyalty under § 404(b)(1) and (2) and duty of care under § 404(c) continue only w/ regard to matters arising and events occurring before the partner’s dissociation, unless he participates in winding up the business pursuant to § 803.

D. Partnership Continues After Dissolution – RUPA § 802, UPA § 30
i. (a) When Partnership Terminates – Subject to (b), partnership continues after dissolution only for the purpose of winding up its business.  It is then terminated when the winding up is completed.
ii. (b) Waiver of Right to Termination – At any point b/w the dissolution and the winding up of its business is completed, all of the partners (including any dissociating partner who has not wrongfully dissociated), may waive the right to have the partnership’s business wound up and the partnership terminated.  In that event:
1. Resuming of Business - Partnership resumes carrying on its business as if dissolution never occurred, and any liability incurred by the partnership or a partner after the dissolution and before the waiver is determined as if dissolution had never occurred, AND
2. Third Party Rights - Rights of a 3d party accruing under § 804(1) or arising out of conduct in reliance on the dissolution before the 3d party knew or rec’d a notification of the waiver may not be adversely affected.

E. TAX OPTIONS FOR PARTNERSHIPS
i. Flow Through (conduit) taxation( partnership pays no tax, income passes through to partners, who tell government how much the partnership made and how much each partner lost on K-1 form.

1. Taxes are only paid once (subchapter K).

2. Has to pay on profit or gain regardless if partner saw it or not (agreement said he gets 10%, but must reinvest it)

ii. Check the Box Option – if partnership has 2 or more partners, it has the option of getting taxed as a partnership or corporation.

F. Why be a General Partnership?

i. Tax advantage, customize partnership agreement, some states do not allow certain LLP’s, poor legal advice may have lead to this, or some may just not even know

VIII. Movement from General Partnership to Limited Partnership

A. Partner’s nightmare in a general partnership is what the hell is my partner doing.  Goal is always to minimize vicarious liability of partners typical of general partnership and work towards a Limited Partnership.

Limited Partnerships (LP)

IX. LP - Limited Partners

A. Limited Partnership Defined – RULPA § 101(7) – Partnership formed by two or more persons and having one or more general partners and one or more limited partners.

B. Name of LP – RULPA § 102

i. Words Required - Name as set forth in its certificate of limited partnership must contain without abbreviation the words “limited partnership.” 

ii. Name of Limited Partner Precluded - May not contain the name of a limited partner unless (i) it is also the name of a general partner or the corporate name of a corporate general partner, or (ii) the business of the limited partnership had been carried on under that name before admission of that limited partner.

iii. Deception Prohibited - May not be the same as, or deceptively similar to, the name of any corporation or limited partnership

C. Records to Be Kept – RULPA § 105 – Each LP must keep at its office the following:  Current List of Partner Names w/ distinction of whether GP or LP; Copy of Certificate of LP; Copies of income tax returns and reports for past 3 yrs; copies off any then effective written PA’s and of any financial statements for last 3 yrs; and, unless contained in a written PA, must have a writing setting out the amt of cash and a description and statement of agreed value of other property or services contributed by each partner and which each partner has agreed to contribute, any distributions scheduled, and any events which would cause dissolution and winding up.
i. Right of Inspection - § 105(b) – All above records are subject to inspection and copying at the reasonable request and at the expense of any partner during ordinary business hours.
D. Nature of Business – RULPA § 106 – LP may carry on any business that a partnership w/o limited partners may carry on.
E. Business Transactions of Partner w/ Partnership – RULPA § 107 – Except as provided in the PA, partner may lend money to and transact business w/ the LP and, subject to other applicable law, has the same rights and obligations with respect to the LP as any non-partner.
F. Certificate of Limited Partnership – RULPA § 201
i. (a) Filing Requirements - In order to form LP, must file w/ Sec of State a certificate of limited partnership which sets forth the following: name of LP, address of office and name of agent for service of process, name and business address of each GP, latest date upon which LP is to dissolve, and any other matters GP’s determine to include therein.
ii. (b) Effectiveness – LP formed at time of filing or at any later time specified in the certificate so long as there has been substantial compliance w/ filing requirements.
G. Filing in Office of Sec of State – RULPA § 206
H. Scope of Notice – RULPA § 208 – Filing of certificate qualifies as notice that partnership is a LP and persons designated therein as GP are GP, but it is not notice of any other fact.
I. Admission of Limited Partners – RULPA § 301(a) – Person becomes a limited partner either at time LP is formed, or at any later time specified in the records of the LP for becoming a limited partner.
i. Addition of Limited Partners – § 301(b) – after initial certificate filing, person may be admitted as an add’l limited partner:
1. (1) Direct Acquisition of Partnership Interest - upon compliance w/ the PA or, if the PA does not so provide, upon written consent of all partners.
2. (2) Assignee of Partnership Interest – upon the assignment of the interest by a partner w/ such a power to do so, and compliance any conditions limiting the grant or exercise of the power.
J. Voting – RULPA § 302 – Subject to § 303, PA may grant to all or a specified group of the limited partners the right to vote (on a per capita or other basis) upon any matter.
i. If limited partners are granted voting powers under § 302 beyond the “safe harbor” of sections 6 or 8 of § 303(b), a court may hold that under the circumstances, the limited partners have participated in the “control of the business” within the meaning of § 303(a).  But as made clear under § 303(c), the exercise of powers beyond the ambit of § 303(b) does not necessarily means that one has taken part in the control of the business – it only could be used as evidence of such activity, but not dispositive.
K. Liability to Third Parties – RULPA § 303
i. (a) Limited Partner General Liability Scope - Limited partners are not liable for the obligations of a LP unless he is also a general partner or, in addition to the exercise of his rights and powers as a limited partner, he participates in the control of the business.  BUT, if the limited partner participates in the control of the business, he is liable only to persons who transact business w/ the LP reasonably believing, based upon the limited partner’s conduct, that the limited partner is a general partner.
ii. (b) Control of the Business – Limited partner is not participating in the control of the business under (a) solely by doing one or more of the following:
1. Contractor/Agent of GP – being a contractor for or an agent or employee of LP or of a general partner or being an officer, director or shareholder of a general partner that is a corporation.
2. Consult or Advise GP – consulting or advising a general partner w/ respect to the business of the LP
3. Acting as Surety for LP – acting as surety for LP or guaranteeing or assuming one or more specific obligations of the limited partnership
4. Derivative Suit in Right of LP – taking any action req’d or permitted by law to bring or pursue a derivative action in the right of the LP
5. Requesting or Attending Meeting of Partners

6. Voting on Matters – proposing, approving, or disapproving, by voting or otherwise, one or more of the following matters:
a. Dissolution & Winding Up of LP

b. Sale, Pledge or Transfer of Assets of LP

c. Incurrence of Indebtedness by LP

d. Change in the Nature of Business

e. Admission or Removal of General Partner

f. Admission or Removal of Limited Partner

g. Transaction re: Conflict of Interest

h. Amendment to PA or Certificate of LP

i. Other Matters Permitted for Vote under PA

7. Winding up the Limited Partnership – pursuant to § 803
8. Exercising of Other Right or Power Permitted to Limited Partners

iii. (c) List Non-Exhaustive - Enumeration in (b) does not mean that a limited partner’s other powers constitute participation in LP control of business.
iv. (d) Knowing Use of Name in LP Name Makes Liable - Limited partner who knowingly permits his name to be used in the name of the LP, except under circumstances permitted by § 102(2) (Name), is liable to creditors who extend credit to LP w/o actual knowledge that the limited partner is not a general partner.
L. Information – RULPA § 305 – Each limited partner has the right to (1) inspect and copy any of the partnership records required to be maintained under § 105, and (2) obtain from the general partners from time to time upon reasonable demand (i) true and full info regarding the state of the business and financial condition of LP, (ii) promptly after becoming available, a copy of the LP’s federal, state, and local income tax returns for each year, and (iii) other information regarding the affairs of the LP as is just and reasonable.
X. LP General Partners

A. Admission of Additional General Partners – RULPA § 401 – After filing, add’l general partners may be admitted as providing in the PA or, if PA does not provide for the admission of add’l general partners, w/ the written consent of all limited and general partners – need unanimous vote.
B. Events of Withdrawal – RULPA § 402 – Except as approved by specific written consent of all partners at the time, a person ceases to be a general partner of a LP upon the happening of any of the following:
i. Withdrawal – general partner withdraws from LP as provided in § 602
ii. Membership Ceases – General partner ceases to be a member of the LP as provided in § 702
iii. Removal – General partner is removed as a general partner in accordance w/ PA.
iv. Bankruptcy, etc. – unless otherwise provided in the PA…
v. Financial-related Proceeding against GP

vi. Death or Incompetent

vii. Termination of Trust – applicable where general partner is acting as a general partner by virtue of being a trustee of a trust (mere substitution of a new trustee is not sufficient).
viii. Corporate Dissolution – if general partner is a corporation, the filing of a certificate of dissolution, or its equivalent, or a revocation of its charter. 

ix. Distribution of Estate’s Entire Interest – where general partner is an estate, the distribution by the fiduciary of the estate’s entire interest in the partnership.
C. General Powers and Liabilities – RULPA § 403
i. (a) Rights & Powers Same as General Partnership - Unless provided otherwise in PA, general partner of a LP has the rights and powers and is subject to the restrictions of a partner in a partnership w/o limited partners.
ii. (b) Liabilities Same as General Partnership - General partner of LP has the liabilities of a partner in a partnership w/o limited partners to persons other than the partnership and the other partners.
D. Voting – RULPA § 405 – The PA may grant to all or certain identified general partners the right to vote (on a per capita or any other basis) separately or w/ all or any class of the limited partners, on any matter.
XI. LP Fund-Related Issues

i. Form of Contribution – RULPA § 501 – Contribution of a partner may be in cash, property, or services rendered, or a promissory note or other obligation to contribute cash or property or to perform services.
ii. Sharing of Profits and Losses – RULPA § 503 – Shall be allocated among the partners, and among classes of partners, in the manner prescribed in the PA.  If the PA does not provide, then profits and losses must be allocated on basis of the value (as stated in the partnership records req’d to be kept pursuant to § 105, of the contributions made by each partner to the extent they have been rec’d by the partnership and not returned.
iii. Sharing of Distributions – RULPA § 504 – Same schedule as § 503.
XII. LP - Partner Withdrawal

A. Withdrawal of General Partner – RULPA § 602 – May withdraw from LP at any time by giving written notice to the other partners, but if the withdrawal violates the PA, the LP may recover from the withdrawing general partner damages for breach of the PA and offset the damages against the amt otherwise distributable to him.
B. Withdrawal of Limited Partner – RULPA § 603 – May withdraw from LP at the time or upon the happening of events specified in the PA.  If the PA doe not specify in writing the time or events upon the happening of which a limited partner may withdraw or a definite time for the dissolution and winding up of the LP, a limited partner may withdraw not less than 6 months’ prior written notice to each general partner at his address as recorded in the LP books.
XIII. Limited Partnerships – Assignment of Partnership Interests

A. Nature of Partnership Interest – RULPA § 701 – A partnership interest is personal property.
B. Assignment of Partnership Interest – RULPA § 702 – Except as provided in PA, interest is assignable in whole or in part.  Assignment does not dissolve an LP or entitle the assignee to become or to exercise any rights of a partner.  Only entitles assignee to receive, to the extent assigned, the distribution to which assignor would be entitled.  Except as provided in the PA, partner ceases to be a partner upon assignment of all his partnership interest.
C. Rights of Creditor – RULPA § 703 – Upon application from creditor, a court may charge the partnership interest of the partner w/ payment of the unsatisfied amt of the judgment w/ interest.  To the extent so charged, judgment creditor has only the rights of an assignee.
D. Rights of Assignee to Become Limited Partner – RULPA § 704
i. (a) Prerequisites – Assignee of partnership interest (including assignee of a general partner) may become a limited partner if and to the extent that (i) the assignor gives the assignee that right in accordance w/ authority described in the PA, or (ii) all other partners consent.
ii. (b) What Happens After Becoming Limited Partner – to the extent assigned, has the rights and powers, and is subject to the restrictions and liabilities, of a limited partner under the PA.  Also liable for the obligations of his assignor to make and return contributions as provided in articles 5 and 6.  However, not liable for liabilities unknown to assignee at time he became a limited partner.
iii. (c) Assignor’s Release of Liability – Even when assignee of partnership interest becomes a limited partner, the assignor is not released from his liability to the LP under § 207 and § 502.
XIV. LP Dissolution and Winding Up

A. Non-judicial Dissolution – RULPA § 801 – LP is dissolved and its affairs must be wound upon the happening of the first to occur of the following:
i. Specified Time in Certificate of LP

ii. Happening of Events Specified in PA

iii. Written Consent of All Partners

iv. Withdrawal of Last General Partner – unless at the time there is at least one other general partner and the PA permits the business of the LP to be carried on by the remaining general partner and that partner does so.  But the LP is not dissolved and is not required to be wound up if within 90 days, all the partners agree in writing to continue the business of the LP and to the appointment of one or more add’l general partners if necessary or desired.
v. Entry of Decree of Judicial Dissolution – under § 802
B. Judicial Dissolution – RULPA § 802 – On application by or for a partners the court may decree dissolution of a LP whenever it is not reasonably practicable to carry on the business in conformity w/ the PA.
i. Last recourse for a Limited Partner feeling locked into an LP and who doesn’t agree w/ the partners’ work but are locked into a 50-yr agreement per se, then can request that a judge release you.
C. Winding Up – RULPA § 803 – General partners who have not wrongfully dissolved a LP or, if none, the limited partners, may wind up the LP’s affairs, but the court may wind up the LP’s affairs upon application of any partner, his legal representative, or assignee.
D. Distribution of Assets – RULPA § 804 – Upon winding up of LP, assets shall be distributed as follows:
i. To Creditors – including partners who are creditors, to the extent permitted by law, in satisfaction of liabilities of the LP other than liabilities for distributions to partners under § 601 or 604,
ii. To Partners & Former Partners – in satisfaction of liabilities for distributions under § 601 or 604, AND
iii. Return of Contributions – to partners first for the return of their contributions and secondly respecting their partnership interests, in the proportions in which the partners share in the distributions.
XV. Limited Liability Partnership (LLP)

A. Defined in RUPA § 101(5) 
B. Benefits of LLPs - How do LLPs differ from General Partnerships?
i. General partnership in all respects except that the partners have no personal liability for firm obligations that exceed the assets of the general partnership (RUPA § 306(c)).  LLP partners, however, are fully personally liable for any claims arising from their own misconduct or where had notice or knowledge of the conduct and did not take reasonable action (TX LLP Act § 3.08(a)(2)) – includes errors, omissions, negligence, incompetence, or malfeasance.
C. Drawbacks of LLPs

i. As for a law firm, it would definitely change the culture.  As anytime you talked about a case w/ a colleague, you would have to counsel against malpractice.  As a client, you may reconsider having work done by such a firm.
D. Statement of Qualification – RUPA § 1001
E. Name – RUPA § 1002 – Name must end w/ organizational designation.
F. Annual Report – RUPA § 1003 – Must be filed annually.
XVI. Limited Liability Limited Partnership (LLLP)

A. Limited partnership w/ both general and limited partners, but the general partners have the protection of the LLP election.  Limited partners in an LLLP have not right to take part in control.
B. Potential hazard – Possible that a limited partner could participate in control of business in some minor way and then become liable for all obligations to those reasonably believing the limited partner is a general partner (RULPA§ 303(c) shield), but a general partner who has a right to take part extensively in the business’ control is fully protected against liability (RULPA § 306(c) shield).
Limited Liability Company

XVII. LLC Generally

A. Benefits of an LLC
i. Provides limited liability to all members.

ii. Provides option of federal partnership taxation, but don’t have to follow the constraints of Subchapter S corps (LLCs can have unlimited investors, have non-US resident investors).

iii. Essentially provides all benefits of a corporation w/o all the limitations and rules of corporate law.

iv. Basically is an LP w/o the need for the General Partner.

v. Provide freedom and flexibility to K (especially in DE) – can addd provisions as see fit.

B. Drawbacks to LLC
i. Because are new business entities, not all states have caught up and thus there is some unpredictability to unchartered legal landscape.

1. Poore v. Hollow – LLC found out the hard way that DE courts req’d them to be represented by atty in court.

ii. States sometimes find it difficult to put LLCs into a category and thus significant privileges may be limited.

1. Meyer v. OK – State wouldn’t grant liquor license to LLC b/c of limited liability status.  Court held that liquor laws had purpose of assigning personal liability to those who didn’t comply w/ liquor laws and employees of LLC would not be deterred b/c wouldn’t apply to them b/c of liability shield.

C. Two Forms:

i. Member-Managed LLC – Resembles a General Partnership for purposes of governance, and every member is a manager (default – equal membership rights).  Only have one class of people.

ii. Manager-Managed LLC – Resembles a Limited Partnership for purposes of governance, but there is no general partner – just have members and separate class of people who are managers.  Managers are not personally liable for doing the wrong thing so long as they are exercising fiduciary duties; even if they make bad decisions, not personally liable. 

D. Knowledge and Notice – ULLC § 102(e) – Entity knows or is said to have notice when an individual of the entity receives notice or knowledge, or when the fact would have been brought to the individual’s attention had the entity exercised reasonable diligence.

i. Reasonable Diligence – maintaining reasonable routines for communicating significant information to the individual conducting the transaction for the entity and there is reasonable compliance w/ the routines.

E. Effect of Operating Agreement – ULLC § 103

i. (a) Generally – All members of a LLC may enter into OA to regulate company’s affairs and conduct of its business, and to govern relations among the members, managers, and company; doesn’t have to be in writing.

ii. (b) OA May Not: unreasonably restrict right to info or access to records; eliminate duty of loyalty (though it may ID types of activities that do not violate the duty); unreasonably reduce the duty of care; eliminate the obligation of good faith and fair dealing; vary the right to expel a member in an event specified in § 601(6); vary requirement to wind up its business; or restrict rights of 3d parties.

F. Name – ULLC § 105 – Must contain words or abbreviation LLC.
G. Nature of Business and Powers – ULLC § 112
i. (a) Any Lawful Purpose

ii. (b) Has All Powers Needed to Carry on Business – so long as they are related to its operation and function ( sue and be sued; real and personal property rights; contract and incur liabilities; lend and invest; pay pensions and establish such plans.
1. (11) Make Donations for the Public Welfare or for Charitable, Scientific, or Educational Purposes

2. (12) Make Payments and Donations, or Do any other Act, not inconsistent w/ the law, that Furthers the LLC Business.

H. LLC as Legal Entity – ULLC § 201 – legal entity distinct from its members who are not normally liable for the debts, obligations, and liabilities of the company (see § 303).
I. Organization – ULLC § 202
i. One or More Persons – may organize a LLC, consisting of one or more members, by filing articles of organization w/ Sec of State.  Person need not be a member – permits sole proprietors to obtain the benefit of liability shield.
1. Single member could also be a corporation – doesn’t even have to be a person.  
J. Articles of Organization – ULLC § 203 – Must include among other things, whether it is to be manager-managed or member-managed (and if so, the name and address of each initial manager), and whether one or more of the members of the company are to be liable for its debts and obligations under § 303(c).
i. (c) Where Operating Agreement & Articles Conflict – OA controls as to managers, members, and members’ transferees, and Articles control as to outside persons who reasonably rely on the articles to their detriment.
K. Amendment or Restatement of Articles of Organization – ULLC § 204 – Can be amended or restated anytime by filing articles of amendment or restatement.
L. Filing in Office of Sec of State – ULLC § 206
M. Annual Report for Sec of State – ULLC § 211
N. Enforceability of LLC Agreements - Elf Atochem N.A., Inc. v. Jaffari & Malek LLC
i. Members of an LLC may, through the use of a forum selection clause in their LLC agreement, vest J in a particular forum.  Nothing in the Del. LLC Act prohibits vesting exclusive J in a forum outside of Del.
O.  Fitting LLCs into Established Statutes – Case Law

i. Poore v. Fox Hollow Enterprises
1. LLCs are distinct, artificial legal entities similar to that of corporations, and as such, are required to be represented in court proceedings by counsel (not a non-attorney) and cannot represent itself like a partnership.  
ii. Meyer v. Oklahoma Alcoholic Beverage Laws Enforcement Commission
1. LLC’s more analogous to a corporation than a partnership (b/c there is a limited liability issue at stake) and thus, not eligible to receive a package store license.  Want ee’s to remain worried and cautious given personal liability.

P. Liability of LLC Shareholders – RMBCA § 6.22

i. (a) No Corp Liability - No liability to Corp or creditors w/ respect to the shares.

ii. (b) Personal Liability Possible - May still be personally liable for acts or misconduct, but not for corp’s acts or debts.

XVIII. Limited Liability Company’s Member/Manager Liability

A. Agency of Members and Managers – ULLC § 301 – Members of a member-managed (under (a)) and managers of a manager-managed company (under (b)) are agents of the LLC and have the apparent authority to bind a company to 3d parties.  Members of a manager-managed company are not as such agents of the firm and do not have the apparent authority, as members, to bind a company.  Those members and managers who have apparent authority possess actual authority by implication unless the actual authority is restricted in an operating agreement.
i. Acts beyond apparent authority bind the company only where supported by actual authority created before the act or ratified after the act.
B. LLC Liable for Member’s or Manager’s Actionable Conduct – ULLC § 302 – liable for loss or injury caused to a person, or for a penalty incurred, as a result of a wrongful act or omission, or other actionable conduct, of a member or a manger acting in the ordinary course of business of the company or with authority of the company.
i. Since a member of a manager-managed company is not an agent, his acts are not imputed to the company unless he is acting under actual or apparent authority created by circumstances other than membership status.

C. Liability of Members and Managers – ULLC § 303 – Member or manager of LLC is not personally liable for the company’s contract or tort liability solely by reason of being or acting as a member or manager, provided that they have not waived that shield of liability (in whole or in part) in their articles of organization and the member has consented in writing to be bound by the waiver pursuant to § 303(c).  

i. Exception: If member or manager committed the tort and that action or omission would be actionable where that person was acting in an individual capacity, then he can be sued and held personally liable. 

ii. Manager/Member is not personally liable for acts or omissions of an officer to whom he has delegated or assigned authority or duty to exercise appropriate company functions so long as he has complied w/ duty of care as set out under § 409(c).

XIX. LLC Financial Issues and Rights

A. Form of Contribution – ULLC § 401 – Could take form of tangible or intangible property or other benefit to the company, including money, promissory note, service performed, or other agreements to contribute.

i. Admission of a New Member – Admission of new member nad valuation of would-be member’s contribution require consent of all other members under § 404(c)(7).  Agreement to contribute is controlled by the OA and may not be created or modified w/o amending the agreement through the unanimous consent of all members, including the member to be bound by new contribution terms under § 404(c)(1).

B. Member’s and Manager’s Rights to Payments and Reimbursement – ULLC § 403

i. (a) Reimbursement & Indemnification – LLC must reimburse member or manager for payments made and indemnify them for liabilities incurred by them in the ordinary course of business or for preservation of business or property.

ii. (b) Reimbursement for Advances – LLC must reimburse member for an advance to the company beyond the amt of contribution the member agreed to make.

iii. (c) Advance Giving Rise to LLC Obligation Under (a) or (b) – Constitutes a loan to LLC upon which interest accrues.

iv. (d) Not Entitled to Renumeration for Services Performed – except for reasonable compensation for services rendered in winding up the business.

1. Member or manager of LLC is entitled to indemnification only if the act was within the member or manager’s actual authority.  He is not entitled to indemnification for conduct that violates the duty of care set forth in § 409(c) or for tortious conduct against a 3d party.
C. Management of LLC – ULLC § 404

i. (a) Member-Managed LLC – Each member has equal rights in the mgmt and conduct of company’s business, and unless otherwise under (c), majority vote governs decisions on any matter related to the business.

ii. (b) Manager-Managed LLC – Each manager has equal rights in the mgmt and conduct of company’s business, and unless otherwise under (c), any matter relating to the business may be exclusively decided by the manager or if there is more than one manager, by a majority vote of the managers.

1. Manager Requirements – Must be approved or removed by a vote or consent of a majority of the members AND holds office until a successor has been elected and qualified, unless manager sooner resigns or is removed.

iii. (c) Matters Requiring Unanimous Consent of Members
iv. (d) No Meeting Required - Action requiring consent of members or managers may be taken w/o a meeting.

v. (e) Proxy Vote – Member or manager may appoint a proxy to vote or otherwise act for him by signing an appointment instrument, either personally or through his attorney.

D. Member’s Right to Information – ULLC § 408 – LLC must provide members and their agents and attorneys access to records.  Must also furnish w/o demand info concerning the company’s business or affairs reasonably required for the proper exercise of the member’s rights and performance of his duties under the OA, and on demand, other info concerning the company’s business or affairs as reasonable.

E. General Standards of Member’s and Manager’s Conduct – ULLC § 409
i. (a) Member’s Fiduciary Duties Under Member-Managed Co. – Duty of loyalty and duty of care.
ii. (b) Limitation of Member’s Duty of Loyalty in Member-Managed:
1. Account and Hold as Trustee – any property, profit or benefit derived in conduct or winding up of business or derived from use of property
2. Refrain from Adverse Dealing

3. Refrain from Competing w/ Company – before dissolution
iii. (c) Duty of Care Under Member-Managed – Limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of law.
iv. (d) Good Faith and Fair Dealing Under Member-Managed

v. (e) Not a Violation Merely b/c Conduct furthers Member’s Own Interest

vi. (f) Member may Lend $ To and Transact Business w/ Company – Rights same as any non-member.
vii. (g) Applies to Person Winding Up LLC As Rep of Last Surviving Member as if Member Himself

viii. (h) Under Manager-Managed Company:
1. Non-Manager Member Owes No Duties to Company or to Other Members Solely by Reason of Being a Member

2. Manager is Held to the Same Standards of Conduct as in (b) – (f).

3. Member Acting as Manager – Member who pursuant to OA exercises some or all of the rights of a manager in the management and conduct of the business is held to standards outlined in (b) – (f) to the extent that the member exercises managerial authority vested in a manager.  It’s as if he’s deputized a manager.
4. Manager Liability Where Delegating Authority to Member – Manager is relieved of liability imposed by law of violating standards in (b)-(f) to the extent that he has delegated that authority to members by the OA.
XX. LLC Distributional Interests & Rights of Others

A. Member’s Distributional Interest – ULLC § 501

i. (a) No Property Interest - Member is not a co-owner of, and has no transferable interest in, property owned by a LLC.

ii. (b) Distributional Interest in LLC is Personal Property – subject to §§ 502 and 503, may be transferred in whole or in part.

iii. (c) Possible Certificate of Interest Issued Under OA
B. Transfer of Distributional Interest – ULLC § 502 – does not entitle transferee to become or to exercise any rights of a member; only entitles transferee to receive, to the extent transferred, the distributions to which the transferor would be entitled.

C. Rights of Transferee – ULLC § 503

i. (a) Become a Member – May become a member of the LLC if and to the extent that the transferor gives him the right in accordance w/ authority described in OA or all other members consent.

ii. (b) Once Member, Has All Rights and Powers of Other Members – also subject to restrictions and liabilities of OA, including obligations to make contributions.  Transferee is not obligated for the transferor member’s liabilities unknown to the transferee at the time he becomes a member.

iii. (c) Transferor Not Released from Liability to LLC under OA
iv. (d) Non-Member Transferee Not Entitled to - Participate in Mgmt or Conduct of LLC, Require Access to Info, Or Have Right of Inspect.
v. (e) Non-Member Transferee Is Entitled to – receive distributions transferor otherwise entitled to, statement of account and net amount distributions upon dissolution and winding up, and may seek judicial determination to dissolve and wind up.

vi. (f) Ineffective Until Notice of Transfer Given
D. Rights of Creditor – ULLC § 504
XXI. LLC - Dissociation

A. Events Causing Member’s Dissociation – ULLC § 601 – Does not automatically crumble entity b/c a member has chosen to leave.  LLC stays in effect.
B. Member’s Power to Dissociate – ULLC § 602
C. Effect of Member’s Dissociation – ULLC § 603
i. (a)(1) At-Will Company – Dissociated Member’s distributional interest must be bought back.  Method of pay-out is under § 701.
ii. (a)(2) Term Company

iii. (b) Rights and Duties After Dissociation

D. Company’s Purchase of Distributional Interest – ULLC § 701 
E. Events Causing Dissolution and Winding Up of Business – ULLC § 801 – Occurs upon the occurrence of any of the following:
i. (1) Event Specified in OA

ii. (2) Consent of # or % of Members as Specified in OA

iii. (3) Event Making it Unlawful for Business to Continue – but any cure of illegality w/in 90 days after notice to the company of the event is effective retroactively
iv. (4) Application for Judicial Decree – Can be made by either Member or dissociated member due to unreasonable frustration of economic purpose; unreasonable actions of another member; frustration of compliance w/ OA or articles of organization; company failed to purchase petitioner’s distributional interest under § 701; managers or members act illegally, oppressively, fraudulently, or unfairly prejudicial to petitioner
v. (5) Transferee’s Application for Equitable Judicial Determination

F. LLC Continues After Dissolution – ULLC § 802 – Under (a), continues only for the purpose of winding up; however, (b) provides that the members (including dissociated member who caused the dissolution) may unanimously waive right to have the company’s business wound up and the company terminated.  If that occurs, under (b)(1), LLC resumes carrying on its business as if dissolution had never occurred.  (b)(2) provides that 3d party rights accruing under § 804(a) or arising based on reliance are not adversely affected.
G. Articles of Termination – ULLC § 805
CORPORATIONS

XXII. Corporations Generally
A. Taxation Issues
i. Double Taxation

1. Corporate tax at the corporate level before money distributed

2. Once money distributed to shareholders, shareholders must declare it and then taxed again.

ii. C-Corp is default

iii. S-Corp

1. Taxed as partnership but:

a. No more then 75 shareholders

b. Shareholders must not be nonresident aliens or certain artificial entities

c. And may not have issued more then one class of stock

iv. Check-the-Box Idea

1. If you created under something that says corp, that is how you are taxed

2. If not taxed as corp, and have at least 2 members, you can make election of whether you want to be treated as corp or p’ship
XXIII. Development of Corporation Law

A. Legal Characteristics – fictitious person w/ sole responsibility for its own obligations and ability to conduct business, enter into contracts, borrow money, sue and be sued, and own real estate like any human (though its assets may be seized by corporate creditors and shares of stock are subject to seizure by personal creditors); entity independent of its shareholders.
B. Publicly held (shares traded on public securities markets) v. Closely Held (not public traded although number of shareholders may be large).

C. State law governs corporation’s internal affairs except where federal law expressly requires certain responsibilities of directors w/ respect to shareholders.

D. Louis K. Ligget Co. v. Lee (Brandeis Dissent)

i. Thought DE laws are a ‘race to the bottom,’ too flexible and not enough control (size, how much cash can have on hand, etc) on corporations – receiving a lot of money from shareholders and it is only being controlled by a few people – too few checks and balances (separate levels of ownership and control).

ii. State should be able to impose restrictions on size and scope of corporate activity where in public’s best interest.  Purpose of general incorporation laws is to take granting of corporate charters away from a discretionary practice subject to fraud and abuse and subject the process to rule of law.
E. Historical Development:

i. 1967 DE Statutory Revision – DE Corp. Law Revision Commission elected to preserve as much of the present wording of existing DE statute as possible so as to keep body of precedents developed over many years.  Made DE attorneys knowledgeable of the law high commodity since familiar w/ process.

1. Before revisions were made in July 1967, new corp’s registering in DE at rate of 300/month.  By 1976, new corps chartered in DE at rate of 800/month.

ii. Benefits of DE incorporation: Prominence and predictability of DE corporate law provides reliability on which company’s corporate decisions can be based, and SH will ultimately benefit from responsiveness of DE corp law to their and the corp’s needs.  B/c of high number of companies incorporated in DE, substantial expertise has evolved in the state’s bar as well as a substantial body of case law construing DE law.

iii. Cary Article – Judges interpreting the laws were previously members of the Commission (and even served as the Attorney General) responsible for drafting the laws and executing them.  Politics, bar, and the judiciary all tightly intertwined and thus no reason to deviate from course state has pursued over many years.  Calls the relationship in the 1970s “cozy.”  Despite that, today highly regarded.

iv. Manning – argues that people do not go to DE b/c law is “favorable,” but it is highly desirable b/c dealing w/ pros there, citing speed and administrative and legal response.  Number of talented, experienced counsel to choose from.  Jurisprudence available to bear on almost any problem that will arise.

v. Ralph Winter – Cites market theory to discredit Cary’s argument.  If people really thought hat DE law gave mgmt chance to take advantage of ppl, share price would decrease and it would be harder for company to raise money and over time, ppl would not incorporate there.  This does not happen though, so Cary’s wrong.

vi. Romano Event Study – If Cary were right, would have seen a drop in share price when incorporation occurs in DE – didn’t happen; attraction continues to be structure of the law.

vii. Lowenstein – Criticized Cary, stating that states do not compete w/ each other for corporate charters, which is assumption made by Cary in article.  Argues that corporate law doesn’t drive corporations anywhere – go where they will do most business, have available labor and other inputs of production, proximity to markets, and tax laws.  Also other laws play a role in regulating conduct to protect individuals other than corporate actors – commercial laws protect creditors, environmental and public safety laws protect general public.

viii. General possible reasons for success: regulatory responsiveness, superiority of Court of Chancery.

ix. Drafting of Model Act
1. Dual goals of flexibility and modernization.

a. Flexibility may not be a good thing for shareholders.  Fiduciary duty becomes more important than ever b/c management is being given more room to operate.  If you have a flexible statute, you’re increasing the chances that managers could come to DE and do what they want, but also increasing the chances that attys will be able to be creative w/ the law.

2. Academic Criticism: Modern corporate statutes as being too “permissive” insofar as they do not provide adequate protection for interests other than incumbent corporate mgmt.  View would make the basic goal of corporation statutes the ‘protection of shareholders’ or ‘strong’ regulatory goals.

a. Economist Counterargument:  Purpose of corp. statute is to serve as a substitute for private contract.

x. Sarbanes-Oxley Act – focuses new attention on those responsible for running public companies, particularly CEOS, CFOs, directors serving on audit committees, corporate legal counsel, and outside auditors.

F. Social Responsibility of Corporations

i. Pgs. 643-658 in text.

ii. Directors not only responsible to own SH, but also to surrounding society.  If corp were to move, may affect surrounding area economically by taking away jobs and taxes, etc.  Other view – hard decision to make – if you leave one town, bringing social benefit to new town to which youre moving, plus have obligation to shareholders.  How do you measure damage you would cause?

XXIV. Formation of a Closely Held Corporation

A. Three Basic Questions:

i. In what state should the corporation be incorporated?

ii. What provisions should be in the articles of incorporation?

iii. What optional provisions should be in the articles?

1. Modern trend – limit articles to provisions req’d by law to appear in the public document and place other substantive provisions into bylaws or SH agreement that not public.

B. Where to Incorporate?

i. Two Factors:

1. Financial analysis of the relative cost of incorporating or qualifying as a foreign corporation under the statutes of the states under consideration?

2. Advantages and disadvantages of the substantive corporation laws of the states under the consideration?

ii. Why important?

1. Internal Affairs Doctrine (choice of law rule) – state in which you incorporate governs legal relations among corporate participants.

2. McDermott v. Lewis – state courts are bound to accept corporate law rules of the incorporating state, even when those rules are different or inconsistent w/ the forum state.

C. Argument for Conducting Business in State other than Delaware:

i. If corporation is closely held and its business is to be conducted largely or entirely within a single state, local incorporation is almost always preferred since cost of forming DE corporation and qualifying it to transact business in another state will be greater.  Income and franchise taxes are usually same for both domestic and qualified foreign corps, but would be paying multiple state taxes (DE raised franchise taxes significantly in 91).  Also, if incorporated in DE, would need to defend suit in that state rather than state of principal place of business.

ii. For small non-DE companies, doesn’t make sense to incorp. in DE.

D. Forming the Corporation

i. Three Essential Steps:

1. Preparing articles of incorporation according to requirements of law (RMBCA 2.02)

2. Signing of the articles by one or more incorporators (RMBCA 1.20(f))

3. Submitting the signed articles to the Sec of State (RMBCA 2.01)

ii. Attorney Ethical Issues – ABA Model Rule of Prof Conduct

1. Make clear that you are representing corporation and not individuals (i.e., board and shareholders).

2. Rule 1.7 – Conflict of Interest: General Rule - If lawyer acting for multiple parties as an “intermediary,” under professional ethics rules he must consult w/ each client about advantages and risks of multiple representation, including the loss of any atty-client privilege as among the clients, and must obtain each client’s informed consent.

3. As atty on Board, may be asked to take on additional legal roles.  As board member, should only be there in role as business manager b/c ppl won’t know when are you providing legal advice and when are you providing business advice – could subject yourself to malpractice vulnerability, as other directors could think you are providing legal advice when you are providing business advice – can be held liable for the former, but not the latter.  For the former, can be sued individually and also have law firm sued.  Should avoid this potential conflict.

4. Rule 1.6 – Confidentiality of Information

iii. Articles of Incorporation (RMBCA 2.02) - Standard Information Articles Must Contain:

1. Corporate Name (RMBCA 4.01) – (b) of the non-revised act requires that the name be “distinguishable upon the records” of that state.

a. Test – Confusion in an absolute or linguistic sense (from Official Comment, and taken from Delaware General Corp. Law § 102(1)).

i. Add’l Test Employed by Some States – “deceptively similar” (makes clear that prevention of unfair competition is partial objective).

2. Registered Office & Agent (RMBCA 5.01, 2.02) – stating corp’s address for service of process and sending official notices.

3. Authorized Shares (RMBCA 6.01) – describing various classes of authorized shares, number of shares of each class and privileges, rights, limitations and preferences of each class.

4. Corporate Purpose and Powers (RMBCA 3.01) – May provide limited purpose, but not required to state expressly.  Under 3.01(a), presumed to engage in any lawful business.

a. Under 3.02, General Powers contained in an all-inclusive list of activities in which corporation can engage – articles need not state expressly.  Corporation has same powers as an individual . . . to carry out its business and affairs.
b. Modern broad interpretation of purpose permits corp to do anything so long as it is legal.  Can limit power generally or say, “We grant ourselves power to all legal enterprises except we will not do x, y, and z.”

c. Ultra Vires Doctrine Applicability & Purpose ( Today, limited means of enforcement of limitations on corporate purpose incorporated into articles (available under RMBCA 3.04: Ultra Vires) provides only limited assurance that charter provisions restricting the scope of the corporation’s business will work.

5. Number/Election of Board of Dir (RMBCA 8.03) – (a) requires that bd consist of one or more individuals w/ number specified in or fixed in accordance w/ articles or bylaws.  (b) permits amendment of number.  (c) - directors are elected at first annual SH mtg and at each annual mtg thereafter unless terms are staggered under 8.06.

a. If J req. articles initial naming of directors, can name “dummy” directors who then elect replacements at first org’l mtg.

6. Optional Provisions (RMBCA 2.02(b)) – Articles can contain a broad range of other provisions to “customize” the corp. such as:

a. Voting provisions calling for greater-than-majority approval of certain corp actions, e.g., mergers or charter amendments.

b. Membership req. that directors be SH, or that SH in a prof. corporation be members of specified prof.

c. Mgmt provisions req. SH approve certain matters normally entrusted to bd, such as exec comp.

d. Indemnification provisions specifying when corp will pay for the liability, settlement or defense costs if directors or officers are sued in corp capacity.

iv. Incorporators (RMBCA 2.01)

1. Purely mechanical – file articles w/ sec of state.

v. Filing Process

1. State Officials are Required to Accept Articles for Filing if: contain minimal info req’d by statute, document is typed/printed, sufficient copies are submitted, appropriate fees and franchise taxes are paid, corp name is distinguishable on sec of state’s records. RMBCA 1.25 (requires the filing if satisfies all req. of 1.20).

a. Whether corp is a front for fraud or illegality is not a concern for sec of state – purely ministerial.  No discretion to reject if comply w/ filing req.

2. Forms - RMBCA 1.21

3. Filing, Service, and Copying Fees - RMBCA 1.22

4. Effective Time and Date of Document - RMBCA 1.23

5. Correcting Filed Document - RMBCA 1.24

6. Incorporation Effective Date & Proof – RMBCA 2.03

vi. Organizational Meeting (RMBCA 2.05)

1. Where Initial Directors are Named in Articles - (a)(1): majority of directors call mtg to appoint offices, adopt bylaws, and carry on any other business brought before the mtg.

2. Where Initial Directors Not Named in Articles – (a)(2): majority of incorporators hold mtg to elect directors and complete organization of corp, or to elect board of directors who shall complete the organization of the corp.

3. Meeting Necessary?  Action Can be Taken w/o Meeting – (b): If evidenced by one or more written consents describing action to be taken and signed by each incorporator.

4. Where?  (c) – In state or out of state of incorporation.

vii. Bylaws (RMBCA 2.06)

1. Who adopts initial set?  (a) – incorporators or bd of dir.

2. What do they contain?  (b) – any provision for managing business and regulating corp affairs so long as not inconsistent w/ law or articles.

a. Typically include functions of each corp office, how SH and directors mtgs are called and conducted, formalities off SH voting, dir qualifications, formation of bd committees, procedures for and limits on share issuing/transferring shares.

3. Amendment of Bylaws by Board or SH (RMBCA 10.20)
a. (a) SH may amend or repeal.
b. (b) Board may amend/repeal bylaws unless (1) articles or 10.21 (which limits directors’ power to adopt or amend supermajority provisions in bylaws) reserve that power exclusively to SH in whole or in part, or (2) SH in amending, repealing or adopting a bylaw expressly preclude Board from amending, repealing, or reinstating it.
XXV. Amending the Articles of Incorporation

A. Authority to Amend Articles (RMBCA 10.01)

i. (a) - Corp can amend any time.

1. Test – whether provision could have lawfully been included or omitted from the Articles as of the effective date of the amendment.

ii. (b) - SH “does not have any vested property right” in any provision of the Articles.

B. Amendment Before Issuance of Shares (RMBCA 10.02)

i. Board (or incorporators if no board) can freely adopt amendments to articles.

C. Amendment By Bd of Dir or Shareholders (RMBCA 10.03)

i. Board must adopt the amendment under (a) and then submit the amendment to the SH for approval under (b) along w/ a recommendation that SH approve the amendment unless Bd determines that conflict of interest or other special circumstances make such a recommendation inappropriate (if a recommendation is not provided, then the reason for doing so must be transmitted to the SH instead).

ii. (c) – Submission of Amendment Can be Conditioned - Bd’s submission of amendment to SH can be conditioned on any basis, e.g., it be approved by a specified vote or multiple classes, etc.

iii. (d) – Meeting Notice Required - If amendment will be voted on at a meeting, notice of that meeting and that vote will occur at that time, must be provided.

iv. (e) – What Constitutes Approval - Unless conditioned otherwise under (c), Approval requires approval of the SH at a mtg at which a quorum consisting of at least a majority of the votes entitled to be cast on the amendment exists, incl. if any class or series is entitled to vote as a separate group, a majority vote of the quorum of such class or series.  Once have quorum, plurality vote (at least one more) wins, as provided under 7.25 and 7.26.

XXVI. Board of Directors for Closely Held Corporation

A. Requirement for and Duties of Board (RMBCA 8.01)

i. (a) - Every corporation must have a board of directors unless the SH Agreement eliminates the board entirely or limits its authority under 7.32.

ii. (b) – Management and all corporate authority centralized in the Board, subject to limitation in the articles or in SH agreement.

B. Qualifications of Directors (RMBCA 8.02)

i. Articles or bylaws may prescribe qualifications.

ii. Unless otherwise indicated in articles or bylaws, director not req’d to be a resident of state of incorporation or a SH of the corp.

C. Number and Election of Directors (RMBCA 8.03)

i. (a) – board must consist of one or more, consistent w/ specified number in articles or bylaws.

ii. (b) – number may be amended consistent w/ procedures in articles or bylaws.

iii. (c) – first elected at first annual SH mtg and at each annual mtg thereafter unless terms staggered under 8.06.

D. Election of Directors by Certain Classes of SH – RMBCA 8.04

i. If articles authorize dividing of shares into classes, specified number (or all) of the directors may be elected by holders of one or more classes of shares.

XXVII. Officers for Closely Held Corporation

A. Officers – RMBCA 8.40

i. (a) – Corp may designate the offices it wants either in the bylaws or by the board consistent w/ bylaws.

ii. (b) – Generally board elects officers, but officers may also appoint one or more officers if authorized by bylaws or the board.

iii. (c) – Must have a secretary (defined under 1.40(20)) to record minutes of bd and SH mtgs and for maintaining and authenticating corp records (as req’d to be kept under 16.01(a),(e)).  Under 8.40(d), the secretary could also hold another office at the same time.  Allows 3d party outside of company to rely on someone for this type of information.

1. Secretary has apparent authority (at least) to provide docs to outside 3d parties.

B. Duties of Officers – RMBCA 8.41

i. Powers come from bylaws, or to extent consistent w/ bylaws, from board or from another officer authorized by board.

XXVIII. Voluntary Dissolution of Closely Held Corporation

A. Dissolution by Incorporators or Initial Directors (RMBCA 14.01)

i. So long as corporation has not yet either issued shares or commenced business, a majority of the incorporators or initial directors may dissolve the corporation by filing articles of dissolution..

ii. Should indicate among other things, that (4) no debt of the corp remains unpaid, and (5) that net assets remaining after winding up have been distributed to SH if shares had in fact been issued.

B. Dissolution by Bd of Directors and SH (RMBCA 14.02)

i. Under (a), Board may propose dissolution for submission to SH and then submit the amendment to the SH for approval under (b) along w/ a recommendation that SH approve the amendment unless Bd determines that conflict of interest or other special circumstances make such a recommendation inappropriate (if a recommendation is not provided, then the reason for doing so must be transmitted to the SH instead).

ii. (c) – Submission of Amendment Can be Conditioned - Bd’s submission of amendment to SH can be conditioned on any basis, e.g., it be approved by a specified vote or multiple classes, etc.

iii. (d) – Meeting Notice Required – Under (e) meeting is required, and under (d) notice of that meeting and that vote will occur at that time, must be provided to every SH, whether or not they are entitled to vote.

iv. (e) – Meeting Required / What Constitutes Approval - Unless conditioned otherwise under (c), Approval requires approval of the SH at a mtg at which a quorum consisting of at least a majority of the votes entitled to be cast on the amendment exists, incl. if any class or series is entitled to vote as a separate group, a majority vote of the quorum of such class or series.  Once have quorum, plurality vote (at least one more) wins, as provided under 7.25 and 7.26.

C. Articles of Dissolution (RMBCA 14.03)

i. (a) - Once dissolution is authorized, corp may dissolve by filing articles of dissolution along w/ authorization date and SH statement (if applicable) that it was duly approved by SH in manner required by Act and articles.

ii. (b) – Dissolved per effective date.

D. Effect of Dissolution (RMBCA 14.05)

i. (a) Continues corporate existence to wind up and liquidate its business and affairs.  It may not carry on any business though.

E. Grounds for Administrative Dissolution (RMBCA 14.20)

i. Sec of state is permitted to commence such a proceeding under 14.21 if its period of duration as stated in its articles expires or within 60 days of the applicable required date: pay any franchise taxes or penalties; deliver its annual report to secretary of state; is w/o a registered agent or office in the state of incorporation; does not notify sec of state of any change in registered agent or office.

F. Grounds for Judicial Dissolution (RMBCA 14.30)

i. (1) Atty General Initiated: (i) if determined that articles obtained through fraud or (ii) corp has continued to exceed or abuse authority conferred upon it by law.

ii. (2) SH Initiated: (i) Directors are deadlocked in mgmt of the corporate affairs, SH are unable to break the deadlock, and irreparable injury to corp is threatened or being suffered, or business and affairs of corp can no longer be conducted to the advantage of SH generally as a result; (ii) directors or those in control acting or will act illegally, oppressively, or fraudulently; or (iii) SH are deadlocked in voting power and have failed over the course of two annual meeting dates, to elect successors to directors whose terms have expired; or (iv) corporate assets misapplied or wasted.

1. Summary: SH wants out, directors won’t buy SH out for reasonable fee, thus requesting judge to dissolve the corporation and then pay out what judge feels is fair price.

iii. (3) Creditor Initiated

iv. (4) Corporation Initiated: requesting voluntary dissolution continued under court supervision.

XXIX. Ultra Vires Doctrine & Corporate Powers

A. Literal translation – “beyond the power, in excess of company’s power”

B. Classic example – Ashbury Ry. Carriage & Iron Co. v. Riche (1875)

i. Facts: Railway company entered K to purchase concession to construct and operate railway line.  Other party was to construct railroad line and corporation was to raise the necessary capital.  After partial performance, corp. repudiated.

ii. Court: Question was not the illegality of the K, but the competency and power of the company to make the K.  K was void from start.

iii. Today: Decision has been retreated from dramatically.

C. Applicable today in only three instances:

i. Corporate parties create restriction in the articles on corp. activities

ii. Corporation engages in activities not directly related to profit seeking, such as charitable giving.

iii. Board of directors takes actions that undermine SH power.

D. Why not as applicable today?

i. Articles are not generally req. to recite even that the corporation has the purpose of engaging in any lawful business or the power to engage in any lawful transaction – both are implicit as delineated under RMBCA 3.01 & 3.02.  As a result: 

ii. Corp’s Own Claim of Lack of Corporate Capacity Not Permitted – RMBCA 3.04(a) - Neither the corporation nor any party doing business w/ corp can avoid its contractual commitments by claiming the corp lacked capacity.  To do otherwise, would permit contractual weaseling.  Idea of inherent corporate incapacity generally not applicable unless corp’s articles themselves limit the corp’s powers.

1. Possible Collusion - SH Collusion as Means of Getting Out of Contract: Corporation could request SH to bring suit against one of the company’s agents b/c Company can’t repudiate its own K once entered.

2. How can you make sure you don’t get into a situation like this?  Very carefully define corporation’s specific purpose.  If want to ensure that they SH or directors won’t try to amend articles or bylaws to change this, upon incorporation, change default for amendment to requiring unanimity.

E. Where Articles are Limited & Corporation Exceeds its Powers, Three Exclusive Means of Ultra Vires Enforcement (RMBCA 3.04):

i. (b)(1) - Shareholder Suit – SH can sue to enjoin corp from entering into or continuing in an unauthorized transaction.

1. 3.04(c) – Court can issue an injunction only if “equitable” and only if all of the affected parties, including 3d party, are present at court proceeding, and may award damages for loss (other than anticipated profits) suffered by the corp or another party b/c of enjoining the unauthorized act in order to place parties into position they would have been in had transaction never occurred.

a. Determining “Equitability” – Injunction is equitable only if the 3d party had actual knowledge of the corporate incapacity.  MBCA comments make clear that persons dealing w/ corporation are not req. to “inquire into limitations on its purposes or powers.
ii. (b)(2) – Corporate Suit against Directors and Officers – Corporation, on its own or by another on its behalf, can sue directors and officers (whether current or former) for taking the unauthorized action.  The officers and directors can be enjoined or held liable for damages.

iii. (b)(3) – Suit by State Attorney General – Can seek involuntary judicial dissolution under RMBCA 14.30(1) if the corporation has engaged in unauthorized transactions.

F. Outsider Cannot Claim Ultra Vires: 711 Kings Hwy Corp v. F.I.M. Marine Repair Service Inc. ( Not permitted to claim ultra vires is an outsider to the corporation who has entered into a contract and then tries to claim that the subject of the contract falls outside the other contracting party’s scope of corporate purpose.
G. Ultra Vires Related to Corp. Powers, Distinguishable from Corp. Duties:

i. Breach of a corporation’s duty not to engage in illegal conduct and managers’ fiduciary duties are not actionable under the ultra vires doctrine.  

1. E.g., has power to dump waste, but duty under environmental law not to; and, possibly the power to enter into self-dealing transactions.

H. Ultra Vires & Corporate Largesse

i. Corporations generally have implicit powers to make charitable gifts that in the long run may benefit the corporation, so long as the gift is reasonable.

1. Theodora Holding Corp. v. Henderson ( DE statute provided that a corporation may make donations for the public welfare or for charitable purposes.  
a. Test for a charitable gift: whether it is reasonable.  Possible measuring factors – whether gift comes within the deduction permitted by IRC provisions and whether the benefit accomplished outweighs the loss of income to SH.  Court warned that perhaps shouldn’t be giving money if not making money.  
2. Social Responsibility of Corporation - Responsible as directors not only to own SH, but also to surrounding society.  If you were to move, may affect surrounding area economically by taking away jobs and taxes, etc.  Other view – hard decision to make – if you leave one town, bringing social benefit to new town to which corp is moving, plus have obligation to SH.  How do you measure damage you would cause?
XXX. Premature Commencement & Promoter Liability
A. Incorporation creates a “no recourse” business structure but to make the business operational, capital must be obtained, operating assets acquired, and contractual arrangements made w/ employees, suppliers, lessors, and customers.
B. “Promoter” Defined – person who, acting alone or in conjunction w/ one or more other persons, directly or indirectly takes initiative in founding and organizing the business or enterprise of an issuer.  Engaging in a useful and desirable economic function.  Often continues to run business after the initial set up.
i. E.g., locates, rents or buys plant if necessary for a business; negotiates contract of employment w/ key person essential to success of a venture.
ii. At time of promoter’s transactions, to-be-formed corp does not they exist and under trad’l K and agency principles, cannot be a principal or party to a K.

1. Restatement (2d) of Agency § 326 – Purported agent acting for nonexistent principal becomes a party to a contract.  Parties can avoid this default rule by agreement.
C. Promoter’s Fiduciary Duties (Post v. US):
i. Fiduciary duty to corporation as legal entity, current members, and prospective members.
ii. Obligation of good faith.
iii. Duty to fully disclose any interest that promoter has that may influence prospective members in deciding whether or not to engage w/ the enterprise.
iv. Duty not to engage in unfair self-dealing w/ the corporation.
v. Duty to refrain from misrepresentation of material facts
vi. Duty to make known any personal interest the promoters have in any transaction relating to the enterprise.
vii. Duty to use funds from the enterprise appropriately as designated.
viii. Promoter is in a fiduciary duty w/ his co-promoters (Geving v. Fitzpatrick).
D. What Constitutes Fraud by Promoter: Misuse of entrusted funds for the designated purpose; Knowingly using fiduciary position to obtain secret profits at expense of the enterprise or its members.
E. Promoter Potential Liability to Outside Creditors:
i. Preincorporation Ks they sign before the business is incorporated.
ii. Contracts they sign for a corp that was not properly incorporated.
F. The corporation itself may bring suit against its promoters after it has come under the control of subsequent investors or other persons.
G. Types of Relationships (Restatement Comment b):

i. Nonrecourse Agent – mere messenger who carries offer.  No K unless company is incorporated and adopts the K.  no recourse against promoter even if for whatever reason company never accepts the offer.
ii. “Best Efforts” Agent – Promoter agrees to use his “best efforts” to bring company into existence and have it accept the contracting party’s offer.  No K until company is incorporated and adopts K.  Promoter is liable only if he fails to use best efforts to incorporate and accept offer.
iii. Interim Contracting Party – Promoter accepts liability under K until company is incorporated, adopts K, and is substituted in promoter’s place.  Upon such contractual substitution (novation), contracting party discharges promoter from any liability.
iv. Add’l Contracting Party – Promoter is liable under the K, even if the company later adopts the K.  Promoter is severally liable along w/ the corp.  Promoter’s liability is ‘primary’ if contracting party can look to him first, or ‘secondary’ if party must first exhaust recourse to company.
H. O’Rorke v. Geary – Where promoters and 3d parties lack the foresight to make clear which type of promoter-offeror relationship they have chosen in their K, courts must infer the parties’ intentions from the circumstances.

i. How Liability on Preincorporation Statutes Arises:
1. 3d party sues promoter

2. 3d party sues newly formed corporation

3. corporation or promoter sues 3d party

I. Default Rule (Rest § 326): Promoter is personally liable on a preincorporation K absent a contrary intent.
i. Discerning Parties’ Intentions:

1. Promoter’s signing of K “for a corporation to be formed” is not conclusive that parties elected “nonrecourse status” since several liability is not precluded.

2. Look to K document itself and surrounding circumstances.

a. Negotiations

b. Postcontractual actions (Stanley J. How & Assoc. – Held parties intended hotel promoter to be obligated if corp did not pay (thus, liable) where although promoter signed as agent for “a corp to be formed who will be the obligor” the K contemplated that architect would partially perform before promoter formed the planned corp.)

c. Corporation’s actions (RKO-Stanley Warner Theaters v. Graziano – held that newly formed corp’s decision not to adopt the K meant no novation of movie theater promoter who contracted to buy theater on understanding that before closing promoter would form corp that would become liable under K; discharging promoter on mere incorp. would leave seller w/ no party to hold accountable, thus personally liable.)

3. Inferring Novation: possible where outsider deals first w/ the promoter and then, after incorporation, exclusively w/ the corp.  But just b/c corp performs under the K does not necessarily establish a novation since such performance is also consistent w/ dual obligors.

a. Mere formation of the new corp does not work a novation automatically - novation still requires corp adoption.  Requires an affirmative act evidencing corp consent before the corp is bound and the promoter discharged.
J. Corporation’s Adoption of Contract
i. RULE: A newly formed corporation is not automatically liable for K’s made by promoters before incorporation – must adopt or “ratify” the K (technically corp can’t ratify acts that occurred before existence).

1. Policy Rationale – to protect new SH and other corporate participants from “surprise” corporate liability.
ii. What constitutes a binding adoption?
1. Clearest evidence – formal corporate resolution by Bd approving K (though not necessary, can be inferred).
2. Implicit Adoption – if corp directors or officers w/ authority to bind corp knew of and acquiesced in the K (McArthur v. Times Printing Co. - if all know but no one seeks to repudiate, adoption can be inferred).
3. Later acts by the corp consistent w/ or in furtherance of the K, e.g., making payments under K or accepting benefits (IL Controls, Inc. v. Langham – held corp and promoter jointly and severally liable under K after accepted benefits of K but did not formally adopt).
K. Third Party’s Liability on Contract
i. If promoter is liable under K to 3d party outsider, so too is outsider to promoter.

ii. If parties contemplated that newly formed corp could adopt K, its adoption automatically binds outsider.

XXXI. Defective Incorporation
A. Occurs where parties entering a contract mistakenly believe the corporation currently exists, when in fact, it does not.  Limited liability may still be imputed despite a defect in the incorporation.  Arises mostly in cases brought by K creditors and rarely by tort victims.
B. Factors for Deciding Whether a Court can Rely on Common Law Doctrines of De Facto Corporation and Corporation by Estoppel:
i. Does the state corporate statute permit judicial imputation of limited liability when there has been no incorporation?
ii. If so, when do the circumstances justify a court imputing limited liability?
C. Court-Imputed Attributes of Corp. Limited Liability Where Circumstances Suggest Parties Intended “No Recourse” Relationship:
i. De facto Corporation – State can challenge the existence of its existence but outside parties cannot.  As to outsiders, de facto corp has all attributes of de jure corporation, which has satisfied all or substantially all of the incorporation guidelines and its existence cannot be attacked by anyone, including the state.
1. Requisite Elements for Proving De Facto: (1) some colorable, good faith attempt to incorporate and (2) actual use of the corporate form, such as carrying on the business as a corporation or contracting in the corporate name.  
ii. Corporation by Estoppel – arises when parties have dealt w/ each other on the assumption corporation existed, even though there has been no colorable attempt to incorporate.  Outsiders who are duped into relying on the corp’s existence are further precluded from holding the alleged corporation out as a real corporation and trying to force it into limited liability.  Precludes defrauded party from gaining a windfall – if wanted that, should have gotten personal guarantees as a precaution.
D. Liability for Preincorporation Transactions (RMBCA 2.04)
i. All persons purporting to act as or on behalf of a corporation knowing there was no incorporation under the Act (e.g., defective incorporation) are jointly and severally liable for all liabilities created while so acting. 
1. Policy Rationale (Official Comment) – filing of articles is so simple and inexpensive today that nothing short of proper filing should create the privilege of limited liability.
ii. If honestly acting as a corporation in good faith and have sent in everything for filing but didn’t know articles were rejected, excused from 2.04 and will gain limited liability.
iii. Robertson v. Levy – Though imposition of personal liability against individual misleadingly representing that he has completed effective incorporation of a company provides contracting outside party w/ more than he originally bargained for, personal liability should attach in order to deter individuals from undermining incorporation process based on assumption that he can obtain limited liability by consistently conducting business in non-existent corporate name.  Establishes bright-line test that later became basis for RMBCA 2.04.
iv. Situations where Protection of Limited Liability should be recognized even though simple incorporation process under modern statutes has not been completed:
1. Where participant honestly and reasonably but erroneously believed the articles had been filed.
2. Where D who mails in articles of incorporation and then enters into a transaction in the corporate name; the letter is either delayed or the sec of state’s office refuses to file the articles after receiving them or returns them for correction.  
3. Where the 3d person has urged immediate execution of the K in the corporate name even though he knows that the other party has not taken any steps toward incorporating.
4. Where inactive investors who provide funds to a promoter with the instruction ‘don’t start doing business until you incorporate.’  After the promoter does start business without incorporating, attempts have been made, sometimes unsuccessfully to hold the investors liable as partners.

E. Possible SH Defenses
i. De facto corporation:

1. The corporation made a colorable attempt in good faith to organize for an authorized purpose under a valid statute and it’s exercised corporate powers, but some defect in the incorporation prevents it from being a proper, de jure corporation.

a. This would be enough to shelter the would-be incorporator from the personal liability that would otherwise result at common law. 

b. This defense protects shareholders from liability to all parties.

ii. Corporation by estoppel:

1. Prevents people who’ve dealt with the corporation believing it’s a corporation from thereafter trying to deny the corporation exists in order to hold officers or shareholders personally liable on contracts.

2. This only defends shareholders against those third parties who’ve dealt with the corporation believing it was proper.

3. This is a common-law approach that probably survives in some states, as a judge-made doctrine.

iii. The RMBCA approach:

1. Under RMBCA §2.04, anyone who acts as a corporation without knowing of the defect can’t be liable personally for corporate obligations and vice versa. 

2. Most states and the RMBCA have abolished the de facto doctrine, and expressly impose personal liability on anyone who purports to do business as a corporation while knowing that incorporation has not occurred.

XXXII. Disregard of the Corporate Entity – Piercing the Corporate Veil
A. Relies on equitable power of the court – acts as a protection against insider abuse (deceptive appearance of solvency, engaging in self-dealing transactions, distribution of corporate funds to themselves, undertaking of high risk/high return corporate projects).  Because insiders are protected by limited liability, losses fall on outside creditors.  Protection – disregard the rule of limited liability to hold SH, directors and officers personally liable for corporate obligations.  When pierced, courts are placing creditor expectations ahead of insiders’ interests in limited liability.
i. Courts reluctant to pierce veil – chills capital formation and desirable risk taking.
B. No statutory provisions re: veil piercing - all case law.
i. General rule: State law of incorporation governs veil piercing issues, not the forum state in which sued.
ii. Couple J’s have tried to codify weight of factors to be taken into acct:
1. Tex. BCA art. 2.21 – no pierce for failure “to observe any corp formality” and in K cases unless corp used to perpetrate “actual fraud.”
2. ULLCA § 303(b) – no piercing for LLC’s failure to observe usual formalities.  
C. Different Tests: “Instrumentality doctrine” and “alter ego” test – focus on use of control or ownership to commit fraud or perpetuate a dishonest act, or used to defeat justice and equity.

D. Courts are More Likely to Pierce in following Situations:

i. Business is closely held corp

ii. P is an involuntary (tort) creditor

iii. D is a corp SH

iv. Insiders failed to follow corp formalities

v. Insiders commingled business assets/affairs w/ individual assets/affairs

vi. Insiders did not adequately capitalize the business

vii. D actively participated in the business

viii. Insiders deceived creditors

E. Attorney’s Advice to Clients on How to Avoid Having Veil Pierced:
i. Maintain existence off corp by filing annual reports w/ Sec of State
ii. Operate endeavors of corp under proper name
iii. Make sure 3d parties dealing w/ corp know it is a corp
iv. Make sure fictitious names are registered
v. Do not give personal guarantees
F. Traditional Piercing Factors:
i. Closely Held Corporations (no reported piercing publicly traded)
1. SH in closely held corporations typically “dominate” or “absolutely control” the corp affairs, so courts typically look for presence of other factors as well.
ii. Involuntary Creditors (Tort victims & Retail Customers)
1. Less willing to pierce for creditors whose dealing were voluntary (such as suppliers, employees, customers, and lenders) – can usually anticipate “no recourse” structure and contract for personal guarantees, higher prices or assurances on how business will be conducted.  
a. Thebarge v. Dubro, Inc. (no piercing even though SH’s actions described as “shrewd” and “sharp business tactics” – supplier knew corp had minimal capitalization and was incorporated to assure LL for SH – so supplier was not misled and assumed risk).  Even where SH says will “stand behind” corp obligations, ct has refused to pierce on behalf of sophisticated contract creditors who failed to insist on more formal personal guarantees.
2. More willing to pierce for involuntary creditors, who cannot as easily protect themselves and do not knowingly assume risk of dealing w/ ‘no recourse’ business.  Still needs other factors though as risk of business under rule of limited liability shifts to outside creditors (both voluntary and involuntary).
iii. Enterprise Liability Doctrine (multiple incorporations of same business under common ownership)
1. Effect of Doctrine – pools together business assets to satisfy liabilities of any part of the enterprise – assets of individual owners or managers, however, are not exposed.
2. Can have both vertical (parent-subsidiary) and horizontal (brother-sister corporations) enterprise liability.
3. Examples where applicable:
a. Where risky underinsured operations are placed in a manufacturing subsidiary while business profits flow to a marketing parent corp.
b. When a business is split into a number of separate brother-sister corporations, each owned by same investors so that the assets of each affiliate corporation are isolated from the risks of the others.
i. Enterprise liability more likely when mgrs who run asset corp also run the risk corp.
c. Walkovsky v. Carlton – Cab case where alleged whole taxi enterprise was liable, making all affiliated assets available on an enterprise liability theory.  Accepted by ct b/c Carlton’s multiple corporations were held out to public as single enterprise (were just artificially separated).  But Ct rejected argument that use of multiple corps or his minimal insurance coverage justified personal liab.
d. Goldberg v. Lee Exp. Cab. Corp. – pierced veil where puling money out of all subsidiaries and undercapitalizing.  Was operating different crop as a single unit – only different corps on paper.
4. Parent-Subsidiary Piercing – Simply isolating business assets and risks in different corps does not justify piercing – courts require a showing that the parent dominated the subsidiary so that they acted as a “single economic entity.”  Sometimes must also show that recognizing corp separateness would be unfair/unjust.

a. Fletcher v. Atex, Inc. – held Apex (Kodak wholly-owned (no minority SH) subsidiary keyboard manufacturer) was not alter ego of Kodak despite Kodak’s taking Apex money and keeping it on their own books (legit so long as give it back when needed) and Kodak board members sitting on Apex board (good idea to keep eye on things).
b. To Prevail on Alter Ego Claim under DE Law: P must show (1) that the parent and the subsidiary ‘operated as a single economic entity’ and (2) that an overall element of injustice or unfairness is present.  To prevail on an alter ego theory of liability, P must show that the 2 corps ‘operated as a single economic entity such that it would be inequitable to uphold a legal distinction b/w them.

c. Parent Not Generally Responsible for Subsidiary Debt - Bartle v. Home Owners Cooperative – In absence of fraud or commingling of affairs among parent and subsidiary, parent will not be responsible for subsidiary’s contract debts.  Creditors here had opportunity to investigate financial standing of Westerlea before extending credit (Westerlea was not set up to really make a profit – only to sell property to veterans cheaply). 
5. Possible Common Indiscretions that Justify Enterprise Liability Finding: mixing assets, failing to observe formalities, having officers who do not ID in which capacity they are acting, using same trade name or stationary.
iv. Failure to Observe Corporate Formalities

1. E.g., holding SH and Director mtgs, issuance of stock, having elections, passing resolutions authorizing payments.
2. Alter Ego Test – whether SH’s have used the corporation as their “alter ego” or “conduit” for own personal affairs.
3. Argument for Theory – Anyone who disregards corp form should not be allowed to claim privilege of LL; failure to observe formalities may indicate that creditors have been confused or misled about w/ whom they were dealing; lack of formalities suggests SH systematically disregard corp obligations (i.e., indirect evidence of SH commingling and siphoning of assets).
4. Baatz v. Arrow Bar – the failure to observe corp formalities, there should at least be some relationship b/w claimed defect and resulting harm (case where man in drunk driving accident alleged that bar was not advertising itself as a corporation).
v. Commingling Assets & Affairs
1. Use of corporate account to pay for personal expenses makes very vulnerable to piercing.
2. Corporate creditors have valid expectation that business assets will be available to meet claims – allows inference that SH disregarded creditor interests.
vi. Undercapitalization and Purposeful Insolvency
1. When corporation is formed or operated w/o capital adequate tot meet expected business obligations.  More likely where nominal capitalization or purposeful failure to insure.
a. Simply organizing or running business that has little or no capital alone is usually not sufficient – would add a significant burden to entrepreneurial activity.
2. Presence of liability insurance will serve as an adequate capitalization basis for precluding a determination that a subsidiary corp is undercapitalized for purposes of piercing the corporate veil (i.e., created by parent w/o adequate funding to pay bills & satisfy judgments against it) (Radaszewski v. Telecom Corp).
3. Questions of individual corporate liability resulting from corporate undercapitalization should not be reached until primary question of corporate liability is determined.  
a. Baatz v. Arrow Bar – held that a court may not disregard corp entity if the evidence fails to indicate injustice and inequitable consequences.  

4. Creditors expect business w/ which they deal will be run to be profitable w/ reserves set aside to meet corporate obligations as they become due and payable.

a. Dewitt Truck Brokers v. W. Ray Flemming Fruit – veil pierced and Flemming held personally liable where he was pulling as much money out of company as he could get away w/ (put no money into company and kept no money in there) – no other SH was sole proprietorship, thus using corp status only to get liability shield.  Misrepresentation not tolerated.

vii. Active Corporate Participation

1. Piercing of veil could be appropriate for some corporate participants and not others.  SH who are not active in the business and have not acted to disadvantage creditors are less likely to be personally liable than those whose actions resulted in a depletion of assets.  RMBCA 6.22 (SH “may become personally liable by reason of his own acts or conduct.”).
viii. Deception (Presence of Misrepresentation)
1. Policy Rationale: LL creates no-recourse rule that those who deal w/ corp will look only to business assets, and unless personal guarantees are extended, personal assets of corp participants are not available to satisfy corporate obligations.  When corp participants falsely create appearance of sufficient business assets or mislead creditors, cts refuse to enforce no-recourse understanding.

G. Alter Ego Theory
i. Under Delaware law, a court may pierce the corporate veil “where there is fraud or where it is in fact a mere instrumentality or alter ego of its owner.”

1. Does not require a showing of fraud.

ii. Plaintiff must show:

1. That the parent and the subsidiary “operate as a single economic entity” and

2. That an “overall element of injustice or unfairness is present.”

iii. Single economic entity factors:

1. Whether the corporation was adequately capitalized for the corporate undertaking;

2. Whether the corporation was solvent;

3. Whether dividends were paid;

4. Whether corporate records were kept;

5. Whether officers and directors functioned properly;

6. Whether other corporate formalities were observed;

7. Whether the dominant shareholder siphoned corporate funds; and

8. Whether, in general, the corporation simply functioned as a façade for the dominant shareholder.

iv. Courts have generally declined to find alter ego liability based on a parent corporation’s use of a cash management system.

1. A centralized cash management system promotes good business.

v. Fundamental elements to the analysis of piercing:

1. Parent or subsidiary liability ( Delaware test.

2. Did parent act as a single legal entity with its subsidiary (economic).

3. Overall element of injustice and unfairness (states have own tests).

vi. Policy Rationale: Piercing law encourages independence between parent and subsidiary in order to limit liability.  But, business principles suggest the opposite in order to facilitate and conduct the necessary business involved in a parent/subsidiary relationship.

vii. Corporate formalities are often analyzed early on in a piercing decision.  Is the corporation being treated as a separate legal entity or not?  This discussion/analysis is done but not usually determinative.

H. Distinguishable Situations from Direct Personal Liability
i. Personal guaranty - Where SH has personally obligated herself for corporate debts, liability arises from SH’s personal guarantee.

ii. Tort Commission - Where SH or corp mgr commits tort in course of corporate business , liable under trad’l tort and agency rules. 
I. Uniform Fraudulent Transfer Act:
i. Able to hold corporate participants liable for fraudulent actions w/o piercing the veil.
ii. Must show where the fraud was committed, need to document everything, and show specific events
1. Difficult to prove.
iii. Applicable when corp participants are throwing away assets before they are supposed to pay you.
J. Most important factor that if court finds it, it will probably pierce the veil: Fraud and misrepresentation.  Court will not tolerate.
K. Piercing of the veil does not open up recourse for other plaintiffs to come forward.  Each individual P must prove that veil should be pierced – can’t piggyback here.
L. Easier to pierce the veil when only a few shareholders – not as much press and courts more willing to pierce when in the shadows.
XXXIII. Financial Rights in Closely Held Corporation
A. General Purpose of Corporation: 
i. Provides structure for financing business operations
ii. Defines financial rights to the firm’s income stream
B. Sources of Corporate Financing:
i. Equity Financing (Shares of Stock)
1. Provides SH combination of rights and powers, including: 
a. rights to dividends when declared by Bd
b. pro rata share of corp assets upon dissolution
c. voting rights to elect directors and approve important corp transactions (used to protect their financial interests)
d. liquidity rights that enable them to sell interests
2. Two General Categories: Common stock and Preferred Stock
ii. Debt Financing (Corporation can borrow money)
1. Unless provided by K, debtholders do not acquire rights to participate in earning or to vote.
iii. Corporate Earnings
1. Can use funds generated internally by business.
C. Shares Defined – RMBCA 1.40(21) – Units into which the proprietary interests in a corporation are divided.
D. General Initial Financing Process

i. During startup stage, entrepreneurs often rely on equity and internal debt financing.
ii. As business becomes more established, it develops credit history, making outside debt financing more available.
iii. Reinvested corporate earnings typically represent largest source of corporate financing for publicly held firms.
E. Creation of Shares (Equity Securities)
i. Articles prescribe or “authorize” classes (or types) of shares, number authorized w/in each class, and preferences, limitations, and relative rights of each class.  RMBCA 2.02(a)(2), 6.01.
ii. Authorized Shares – RMBCA 6.01
1. (a) Articles must set forth the number of shares authorized to be issued (under 2.02(a)(2)), how many classes those shares are divided into, and how many series within each class.  Must note distinguishing characteristics of each class/series.
a. All shares within a class or series must have consistent terms (preferences, rights and limitations).
2. (b) When all classes and series combined, must have (1) unlimited voting rights and (2) right to receive net assets upon dissolution.
a. 6.03 requires that shares having in the aggregate these characteristics always be outstanding (i.e., be in the hands of SH, not held by the corporation).
3. (c) Authorizes creation of classes or series of shares w/ a virtually unlimited range of preferences, rights and limitations, including (1) special, conditional, or limited voting rights or no right to vote, (2) that are redeemable or convertible as specified in articles, (3) entitle SH to distributions (whether they be cumulative, noncumulative, or partially cumulative), or (4) have preference over any other class or series.
a. List under (c) not exhaustive (6.03(f)).
4. (d) – Terms may be made dependent upon facts objectively ascertainable outside articles in accordance w/ 1.20(k).
5. (e) – Terms may vary even w/in same class so long as articles expressly set forth those variations.
iii. Terms of Class or Series Determined by Board – RMBCA 6.02
1. Often the articles will give the board a “blank check” to specify rights and powers of a series (or even a class) w/o SH action.  Arises in cases of corporate need – provides for prompt action and corporate flexibility, especially in selling preferred stock at prevailing market rates w/o going through the lengthy process of amending the articles.

2. (a) Board authorized w/o SH Approval (so long as authorized by articles) to: (1) classify unissued shares into dif. classes or series, (2) reclassify any unissued shares of any class, or (3) reclassify any unissued shares of any series.  
a. If (a), then must do (b).
3. (b) – If (a), then must determine terms of shares to same extent as under 6.01.
4. (c) – If unissued shares have been classified or reclassified here, before issuance corp must file w/ sec of state articles of amendment.
iv. The shares are “issued” when sold to SH and “outstanding” when held by SH.  (RMBCA 6.03)  
v. Issued and Outstanding Shares – RMBCA 6.03 
1. (a) Corp may issue number of shares authorized by articles to sell.  Definition of Outstanding – Once issued, considered outstanding.
2. (b) Reacquisition, redemption, or conversion of outstanding shares subject to (c) and to 6.40.
3. (c) Must always have outstanding shares fulfilling fundamental characteristics (full voting rights and net asset distribution entitlement) in the aggregate.
vi. Subscription for Shares Before Incorporation – RMBCA 6.20
1. Preincorporation subscriptions often considered to be revocable offers rather than binding K’s (b/c corp can’t be a binding party – not yet a formal legal entity).

2. (a) – Preincorporation subscriptions for shares are irrevocable for 6 months unless subscription agreement says otherwise.  
3. (b) – Board determines payment terms for subscription, unless subscription agreement says otherwise.  Cost must be uniform so far as practicable within class and series, unless agreement provides otherwise.
4. (c) – Shares issued pursuant to subscriptions entered into before incorporation are fully paid and nonassessable when corp receives the consideration.
5. (d) – Default of payment may be collected as debt.  If debt remains unpaid for more than 20 days after written demand issued, corp may rescind agreement and sell shares.
6. (e) – Subscription agreement entered into after incorp is K b/w subscriber and corp subject to 6.21 (Issuance of shares).
vii. Setting Shares’ Par Value in the Articles - RMBCA 2.02(b)(2)(iv) - Articles may also set forth provisions designating a par value for authorized shares or classes of shares.  
viii. Issuance of Shares – RMBCA 6.21
1. (a) Board may reserve powers to SH in its articles any 6.21.
2. (b) Consideration could be in form of any tangible or intangible property, incl. cash, notes, services, or other securities.
3. (c) Consideration must be deemed to be adequate before shares are issued.
4. (d) Once consideration rec’d, fully paid and nonassessable.
5. (e) Shares issued for K for future services or benefits or a promissory note may be placed in escrow, have their cost charged against payment of dividends, or other arrangements may be made to restrict their transfer.
6. (f) SH approval is req’d at a mtg where shares to be issued are to be issued for consideration other than cash (or its equivalent) and will comprise more than 20% of the voting power outstanding immediately before the issuance.
ix. If Issuing New Shares, Must Make Sure Have Enough Authorized - To issue new shares, corp must have sufficient authorized, unissued shares.  If not, articles must be amended.  RMBCA 10.02 (amendment by to increase number of shares of one class); 10.03 (amendment proposed by and approved by SH).

x. Liability of Shareholders Once Holding Shares – RMBCA 6.22
1. (a) Only circumstance in which SH may be liable is to pay for the shares you have committed to purchase from promoter once incorporated.  Owe corp money as a SH b/c precisely you are a SH.  
2. (b) Except for payment to committed shares, no SH liability for actions of corporation.
xi. Corporation’s Acquisition of its Own Shares – RMBCA 6.31
1. Issued shares may be reacquired by the corp for its own account under RMBCA 6.31, which then become authorized but unissued shares under (a).  
2. If the articles precludes the reissuance of the acquired shares, the number of authorized shares must be reduced by the number of shares acquired under (b) by amending the articles under 10.05(6) to reflect that reduction.  
a. If no remaining authorized shares remain in a class, articles should be amended under 10.05(7) to delete that class.
F. Variations on Shares
i. Dividends
1. Pro rata payments by the corp to equity SH based on corp earnings.  Can take form of cash, property, common or preferred stock, or debt.
2. Declaration of dividends is w/in board’s discretion, limited by corp’s financial and legal ability to pay.
ii. Liquidation Rights on Dissolution
iii. Voting Rights
iv. Conversion Rights
1. Option to convert stock into another security of the corp.
2. Can be limited so it is exercisable only on certain events and during certain periods under RMBCA 6.01(c)(2).
(i) Conversion rights: May be made convertible at the option for the holder into common shares ( conversion is forced when shares are called for redemption at a time when the market value of the shares obtainable on conversion exceeds the redemption price.

1. Convertible stock – When corporation is new, young, or doing badly, preferred stock may look attractive.  You have a legal right to the dividends paid.  If the corporation is wildly successful, the common SHs may be able to receive a set amount/share – what had become a floor now becomes a ceiling.  Somewhat of insurance.  Preferred SH will give up their stock to have common shares when corporation does badly.  It is an option to go to common stock and therefore be entitled to profits of a max. amount.

a. Reasons to convert preferred stock to common stock:

i. Venture capital: Good way to hedge investment.  First buy preferred stock.  When the corporation is doing well, preferred stock might only pay $5/share dividend and common stock is paying $10/share dividend.  One would convert the stock to common.  Convert to a more profitable stock.

ii. Obtain voting rights.

2. Participating preferred stock: Entitled to the specified dividend before and after common shares received specified amount, they share with the common stockholders in additional distributions on some predetermined basis.

v. Redemption Rights
1. Corp has option for forced repurchase of shares (call) at redeemable value when it desires.
2. Can be exercisable at discretion of option holder or only on certain events and during certain periods.  Redemption price can be specified in the articles or set by the board if not in the articles.  RMBCA 6.01(c)(2).

3. Reasons to redeem preferred shares include:

a. Reduce dividend payout.

b. Increase share value of remaining shares.

c. Reduce the possibility of a hostile takeover.

d. Redeem the preferred stock so that the company (original investors) makes the money, not the shareholders that bought into it.

vi. Preemptive Rights
1. SH can acquire stock when corp issues new stock so as to protect their proportional interest (voting and ownership) in corp’s shares already issued and outstanding.  RMBCA 6.30.
a. Common exceptions include when stock is issued in consideration for mgmt services or for noncash property.  RMBCA 6.30(b)(3).
G. Common Stock v. Preferred Stock
i. Upon drafting of articles prior to initial issuance under RMBCA 6.01(c)(1)-(4) and after drafting of articles when Board so determines under RMBCA 6.02(a), (b), corporations can designate varying terms for different classes or series, in order to classify those shares as preferred stock.  
ii. Preferred Stock – Defined under RMBCA 13.01(6).  Hybrid b/w debt and common stock, as it earns fixed dividends and is entitled to fixed liquidation rights.  Even if dividends are not mandatory, can have cumulative preferred stock w/ “carry-forward” rights to receive dividends if the Bd doesn’t declare them in a given year.  Preferred stock can also have participation rights – right to participate w/ common stock on any dividends declared on the common.  Generally, does not have voting rights though, unless it is a fundamental transaction like a merger or amendment to the articles that eliminates or dilutes their stock’s seniority level.  Senior to common stock – until preferred shares get paid out every year, common shares don’t get paid.  Can also have different classes of preferred shares.

1. Usefulness: Corporation needs money but does not want to give up decision-making aspect.  Can sell preferred stock with preference but no voting rights.

a. The company gets the money without having to pay it right back (like a loan), but doesn’t give up decision-making.

b. It’s a good enough deal – the company gets money without losing power, and the shareholder gives money, but is first in line if there’s financial problems.

2. All other stock is known as common stock.  
iii. Common Stock
1. Benefits - represents the corp’s residual ownership interests – that is, what is left of the income stream after all other financial claims by creditors, employees, bondholders, and preferred SH have been satisfied.  As compensation for “last in line” status of financial rights, if firm succeeds, their rights to dividends and to distributions on liquidation can make shares extremely valuable.  As protection of these rights, get to elect board and must approve any fundamental corp changes.  Make up for this “junior” position through voting rights and liquidity rights, as well as the right to enforce fiduciary duties.  Most likely to have access to corporate governance machinery and inside information.  
2. Drawback – Any return on investment comes only after creditors and senior SH are paid.  Dividends for common stock not guaranteed and there is no continuing right to receive them in later years should they not be paid in the current year.  Common stock has last liquidation rights, but advantage to this listed above.

	Common Stock
	Preferred Stock

	· Right to vote.

· Right to dividends.

· Right to be paid money back after liquidation (although the last on the list).
	· Preference to dividends over common.

· No voting rights (usually).

· Better than a loan because:

· Corporation gets cash without paying interest.

· Preference on payout upon liquidation.


iv. Cumulative v. Partially Cumulative v. Noncumulative Preferred Shares
1. (a) if company has $1 per every preferred share, you get that $1, but if they don’t and you’re due $1 every year, it adds on to next year.  (b) only carries over if they had that $1 available but did not apply that to payment of dividends.  (c) noncumulative – if you don’t get it that year, no rollover.  Just hope for the next yr.

H. Issuance of Shares under Par Value Statutes

i. In about 30 states, the articles of incorporation must also state the par value of the shares of each class (or state that the shares are issued "without par value"). 

ii. "Par value" is an arbitrary value associated with shares of stock set forth in the articles of incorporation. 

1. The par value also appears on the face of each certificate for shares. 

2. If a corporation’s shares have par value (today, no state requires they do), that value must appear in the Articles of Incorporation.

iii. Historically, par value helped assure fairness (since it was the least anyone could pay for shares) and lessen risk (since the issued shares times par value constituted a corporations “legal capital” or a permanent investment not available for dividends).

iv. Today, par value has little relevance as a cushion for investors.

v. If a corporation issues no par value shares, most states require that the shares have a “stated value” which is the same function – it’s the minimum amount the corporation can accept for its shares.

I. Price Provisions and Watered Stock

i. In states with par value statutes, the board of directors may set the price at which shares are issued, but that price should never be set at less than par value.   To do so may create "watered stock" and the possibility of liability being imposed on shareholders.

ii. "Watered stock" - generic term used to describe the issuance of shares below par value or, in some situations, shares issued for a price below the price set by the board of directors, or shares issued in whole or in part for ineligible consideration. 

iii. A shareholder who receives watered stock may be required to pay in the difference between the par value and the actual issuance price.
J. Corporate Records & Associated SH Rights

i. Corporate Records – RMBCA 16.01

1. (a) Meeting minutes req. to be kept permanently.

2. (b) Accounting records req. to be maintained.

3. (c) Record of all SH must be maintained in an accessible form

4. (d) All records must be maintained in written form or another form capable of conversion w/in reasonable time.

5. (e) List of records to be kept at principal office (incl. articles (along w/ amendments and notices), bylaws, bd resolutions, SH mtg minutes for past 3 yrs, SH communications for past 3 yrs incl. fin statements under 16.20, list of current directors and officers, most recent annual report provided to sec of state under 16.22.

ii. Inspection of Records by Shareholders – RMBCA 16.02

1. (a) Transparency of Records - lists records to which SH are permitted to have access.  

a. SH’s agent/atty has same inspection and copying rights as SH under 16.03(a).

2. (b) minutes of any board meeting, accounting records, and record of SH. 

3. (c) SH’s right to inspect and copy these records if make request in (1) good faith and for a proper purpose, (2) describe request with reasonable particularity and specify records you desire to inspect, and (3) records are directly connected to that purpose.

a. Company reserves right to judge that, although SH can go to court and ask judge to enforce it.  

4. (d) Rights are absolute.  Articles or bylaws (which are essentially contracts w/ shareholders), cannot K around this by saying SH waive their right to inspect, etc.

iii. Scope of Inspection Right – RMBCA 16.03

1. (a) SH’s agent/atty has same inspection and copying rights as SH.

2. (c) List of SH provided must be no earlier than the date on which request was made.

3. (d) Corp may charge reasonable fee, covering costs of labor and material.

iv. What if Corp Fights SH Right to Inspect or Copy?

1. Company defense – we legitimately understand that the shareholder is not acting in good faith (e.g., he’s nuts; he’s trying to get back at one of the directors; wants to harass and put them online for public viewing).  Company must show they have a reasonable basis for doubt.

2. SH can go to court under 16.04 to request court order.

v. Court-Ordered Inspection - RMBCA 16.04

1. (a) If shareholder has to, can go to court and get court to order company to distribute.

2. (b) Corp. must grant SH opportunity to inspect & copy w/in a reasonable time.  If appeal to court, court must resolve on an expedited basis.

3. (c) Ct could order corp to pay legal fees if finds corp was not acting in good faith.

4. (d) Use or distribution by SH may be reasonably restricted by court upon making order granting SH access.

vi. Inspection of Records by Directors – RMBCA 16.05

1. (a) Director has right to copy books so long as it is reasonably related to performance of duties.  

2. (b) Court has power to order director’s right of inspection if corp tries to deny director access.

a. Presumption of great deference to director’s request – corp has burden of proof for why director should not be permitted. (Official Comment)

3. (c) If ct orders then could include provisions in the order to protect corp from undue burden or expense and could order corp to pay director reasonable atty fees.

vii. Financial Statements for SH – RMBCA 16.20

1. (a) Requires annual financial statements be provided to SH.  

a. If corp uses GAAP for corp use, annual SH fin. statements must also be prepared on that basis.

2. (b) If CPA reports on the annual financial statement, report must accompany mailing to SH.  If no CPA, president or person responsible for accounting records must provide letter stating reasonable belief that prepared on GAAP and any changes from basis of accounting in previous year.

3. (c) Must be mailed w/in 120 days after close of fiscal yr.

viii. Annual Report for Secretary of State – RMBCA 16.22
1. (a) - Corporation has to file w/ Sec of State in which in it is incorporated an annual report.  
a. Allows Sec of State to see its current statistics, but doesn’t provide anything too serious.
2. (b) Info must be current as of date executed.
3. (c) Due b/w Jan 1 and April 1
4. (d) If proper info not provided, Sec of State must notify and return for correction – 30 days to correct for timely filing.
K. Debt Financing

i. Debt Security defined – promise to repay a loan made by a debtholder (lending institution).  
1. Issuance is w/in Board’s discretionary power.
ii. Forms of Borrowing Money: issuing short-term commercial notes, loans to SH, accepting banks lines of credit, issues dept securities traded in public debt markets.

iii. Inside Debt v. Outside Debt

1. Inside Debt – lending of money or making of loans by people who are also SHs.
2. Outside Debt – borrowed from a bank or someone not associated with the company.
iv. Debt Securities (usually consist of loans or notes to finance day-to-day operations, and bonds (secured by corp assets) and debentures (unsecured debts).
1. Generally don’t have participating, voting, conversion and redemption rights, but they can be incorporated in.
a. For protection instead, lender usually will contract for covenants that require borrowing corp to refrain from certain actions that might jeopardize their interests.
v. Leverage defined – debt financing is providing some of the firm’s capital.
vi. Conflicts between Debt/Equity

1. Risk:

a. Debt( you want fixed sum back, do not care what corp does so long you get back( DO NOT WANT RISK

b. Equity(If low on scale, you just get small dividends, no fixed amount expected

i. Take risks = more money

2. Leverage

a. Greater debt levels increase the risk for equity as well as debt, investors.

i. Borrow at same interest rate, if successful making money you repay money and interest and have HUGE amount left of profit that goes to shareholders (GOOD LEVERAGE)

vii. Tax-Advantages of Debt

1. Shareholders might make loans to the corporations rather than outside banks.  Benefits:

a. May pay taxes on interest, but not on the principle.

b. Company gets tax deduction for interest the company pays.  However, with stock ownership, dividends are double taxed.  Owners who are stockholders might achieve tax benefits from inside debt  arrangements.  Investor considering whether to make a debt or equity investment will prefer debt, all other things being equal.
c. This way loan money, receive interest no tax

2. Inside Debt

a. Corporation borrows money or property from SH.

b. Provides capital with security needs of SH-lender.

c. Outside creditors will want creditors construed as SH so that they have to stand at the back of the line and IRS wants loans characterized as dividend so they can tax principle and interest.

d. Reasons SH would lend:

i. Would stand in line with creditors and ahead of SH in bankruptcy.

ii. Creates safer investment in the company.

iii. Gains a fair amount of control over the flow of capital.

iv. Tax treatment: dividends are taxable and interest is also taxable, but the principle is non-taxable

1. By loaning instead of just receiving dividends, the SH has no tax on the principal.

v. Powerful tool for structuring one’s participation in the company.

vi. It provides a predictable financial outcome and legal enforcement of that relationship.

e. Company considerations for inside debt:

i. Company gets more money.

ii. Company has tax deduction for interest paid – no tax deduction for dividends paid to SH.  So it pays less in taxes.

3. Creating a Capital Structure (Debt-Equity Mix) – Balance of Interests:

a. Participation in profits

b. Control rights

c. Fixed payments

d. Corp-level taxes

e. Leverage

f. Priority in insolvency and on dissolution (Debt and preferred equity have priority when business is wound up.

4. Firms( keep highest associate/partner ratio b/c associates make salary, less equity

XXXIV. Distributions

A. Distributions defined – RMBCA 1.40(6)

i. Direct or indirect transfer of money or other property (except its own shares) or incurrence of indebtedness by a corp to or for the benefit of its SH in respect of any of its shares.

ii. May be in the form of a declaration or payment of a dividend; a purchase, redemption, or other acquisition of shares; a distribution of indebtedness; or otherwise.

B. Shareholders don’t have an ownership claim on any money in the corporation until that money comes out in the form of a distribution.

i. Issue of reinvesting money v distributing it now is a live issue.

ii. Stock split is not a distribution.

iii. Some companies may not give large dividends b/c money is already tied up in the business.

C. Argument for reinvestment – helps in long-term and want to grow.  No need to apply for a loan if sitting on money now.

i. If you want money, wait for the dividends or when stock price rises, sell for more money.

D. Argument against reinvestment - Why can we trust you first of all?  Long-term interests may not be served by letting corp hold onto the money.  Strong suspicion is that cash in my hand is better than letting it stay in the company.

E. Corporate Buyback of Shares
i. Redemption of shares is mandatory.  

ii. Repurchase of shares is voluntary.

F. Distributions to SH – RMBCA 6.40

i. (a) General ability – Board may authorize and corp may make distributions to SH subject to restriction by articles and (c).

ii. (b) Date of Distribution – If board doesn’t fix the record date for determining which SH entitled, then date set as authorized date.

iii. (c) Limitation on Ability to Give Distributions – Cannot be made if after giving it effect (also see (G) below): 

1. (1) corp would be unable to pay its debts as they become due.

2. (2) corp’s total assets would be less than the sum of its total liabilities plus amt that would be needed to satisfy preferential rights of SH upon dissolution whose preferential rights are superior to those receiving the distribution.

iv. (d) May base determination (under (b) and subject to (c)) on either:

1. Financial statements prepared on basis of reasonable accounting practices and principles OR

2. fair valuation OR

3. other reasonable method.

G. Limiting Distributions under 6.40(c):

i. Purpose: Mitigate temptation of director to hand out too much money to please SH and has personal stake b/c of director’s major shares owned himself.
ii. Equity and Solvency Test – 6.40(c)(1)
1. As long as you can pay off debts after the distributions, its ok.  I.e., you shouldn’t be authorizing as a director a distribution, buyback, etc, if once that cash or property went out to shareholders, would not be able to pay bills as they come due.

iii. Balance Sheet Test – 6.40(c)(2)

1. Do you have more assets than liabilities?  If when you decide to hand out money or other assets, that you are left w/ company that has more liabilities than assets, that’s a mistake to have done that.  

iv. Accountant’s Responsibility ( Does not have to be using any particular type of accounting procedure – must just be “reasonable under the circumstances.”  So long as accountant has a legitimate interpretation of what is going on, corporation is safe.

H. Directors’ Liability for Unlawful Distributions – RMBCA 8.33

i. (a) If in Excess of Legal Amt, Personal Liability Possible - If can provide that director did not comply w/ standard of conduct under 8.30, a director who vote for or assents to distribution in excess of what could legally be authorized under 6.40 or 14.09, can be held personally liable for excess amt. 

ii. (b) Liable Director Can Go After Others - If director found liable, that director can go after (1) other directors (contribution) and (2) SH (recoupment) who accepted the distribution knowing it was made in violation of 6.409(a) or 14.09(a).

1. Percentage of contributions from directors and recoupment from SH would likely be equitably apportioned by court consistent w/ principles of 8.33. (Official Comment)

iii. (c) Statute of Limitations – Proceeding to enforce liability must be brought against (1) director within 2 yrs, and (2) by liable director against other directors or SH within 1 year after his liability has been finally adjudicated.

I. Director Defenses (8.33 Official Comment)
i. Has all defenses ordinarily available, including business judgment rule.  Compliance w/ 8.30 will generally make resort to the business judgment rule unnecessary.
1. Relevant sub-arguments w/in 8.30 towards BJR: Exercised reasonable care under 8.30(b), and warranted reliance under 8.30(d) and (e).
J. Shareholder Defense (8.33 Official Comment)
i. SH (other than a director) who receives a payment not knowing of its invalidity is not subject to recoupment under (b)(2).
K. Sample Cases

i. Compelling Dividends - Gottfried v. Gottfried
1. Even if there is an adequate surplus to pay a dividend, directors may legally refuse to pay one out.  Although a corporation has adequate surplus to pay a dividend, there must be a showing of bad faith (a question of fact) by the directors in not paying a dividend for the court to force payment.  
2. Determining Bad Faith – Found where the directors’ motivation is their personal benefit, not the general benefit of the corporation.
3. Court: All of the matters Ps alleged were evidence of bad faith (intense hostility, exclusion of minority SH from employment w/in company, high salaries/bonuses to those in the majority, corporate loans to those in majority on which corp may never end up collecting), but there were also reasons that showed Ds were acting for the benefit of the corporation, i.e., planned capital expenditures equaled available cash position of the company.

ii. Accumulation of Surplus - Dodge v. Ford Motor Co.
1. A court may intervene to force payment where the directors’ purpose in not paying a dividend (when there is adequate surplus to do so) is to benefit the interest of persons other than the SH.
2. Rationale: Corps are organized primarily for the profit of the SH.  The directors are to use their powers primarily for that end.  They reasonable discretion, to be exercised in good faith, to act for this end.  Here, their discretion to expand the business and cut car prices will be upheld as it is part of the long range business plan.  Past experience was used to show that Ford mgmt has acted for the benefit of SH.  But in this instance, the expansion plans still allowed for a large amount of surplus available for dividends and the reasoning behind not granting dividends was arguably charitable in nature.  First allegiance is to SH – must do what’s in their best interest.  Since company could have been making more and was performing charitable giving at the expense of the SH, compelled dividends (though court did not order an amt, said that is within corp’s discretion.

iii. Unauthorized Salaries to Officers (Zeroing Out) - Wilderman v. Wilderman
1. Authority to compensate corp officers is normally vested in the board and is usually a matter of K.  In absence of board authorization setting salary, an officer may receive only the amt of compensation reasonably commensurate w/ his duties.  Cannot make such excess payments to officer and then claim no funds to authorize dividend payments to SH.
2. Factors Considered for Reasonable Worth of Officers:

a. Evidence of what other execs similarly situated receive.

b. Ability of the exec

c. Where IRS has allowed corp to deduct the amt of salary alleged to be unreasonable

d. Whether salary bears a reasonable relation to the success of the corp

e. The amt previously rec’d as salary

f. Whether increase in salary are geared to increases in the value of services rendered

g. Amt of the challenged salary compared to other salaries paid by employer.

iv. Req’d Offer to All SH - Donahue v. Rodd Electrotype Co.
1. Freeze-outs by majority SH controlling close corps (majority withholds dividends or other corp benefits from minority SH, forcing her to sell at an inadequate price) are illegal.  
2. Fiduciary Duty Owed - In a close corp, SH’s owe each other the same strict fiduciary duty that partners do.  This is a higher standard than SH’s and directors in regular corps owe to the corp in discharge of their duties.  To fulfill this duty, when controlling majority of a close corp causes corp to purchase some of its shares from the controlling majority, it must offer this same opportunity to the minority to sell a pro rata portion of its shares at an identical price.  This is only fair since in close corp there is no other market for the shares but the controlling majority and purchase of shares represents use of the corp’s assets.
XXXV. Shareholder’s Role in Corporate Governance

A. Typical Structure

i. Shareholders

1. Elect directors annually, vote on fundamental corporate transactions, initiate bylaw changes.

2. Do not participate in managing the corp’s business or affairs, and cannot act on behalf of the corp (only board can).

ii. Board of Directors

1. Locus of mgmt authority; all corp powers flow from the board.  RMBCA 8.01(b).

2. Fiduciary duty to corp and to SH.

iii. Officers

1. Day-to-day mgmt of corp

2. Answerable to the board

B. Protection of SH Investment Position

i. Achieved through voting rights, litigation rights to enforce mgmt accountability, and liquidity rights to sell shares

C. Purpose of SH Voting

i. Choose their reps in structure of centralized mgmt, to pass on the soundness of fundamental changes to their investment, to initiate changes to the governance structure.

ii. Most SH voting in public corp done through proxy.

D. SH Voting in Close Corporations

i. Majority SHs – exercise voting power to control the board, giving them virtually unfettered control of the business.

1. These SHs often rely on corp as a source of livelihood, assume a very active role in the corp’s governance.

ii. Minority SHs – voting is not a meaningful protection. Unable to sell shares in a public market if become displeased w/ majority mgmt.

1. For protection, often negotiate limits on the majority’s discretion, specifying by agreement how corp is to be run, requiring (much like partners) that some important decisions be made by supermajority consent, and they often provide withdrawal rights comparable to those of partners on dissolution.

E. Voting Structure

i. Election and Removal of Directors

1. 8.03(d) – Power to elect directors at the first SH meeting and thereafter annually.

2. 8.08 – Power to remove directors before their term expires, both for cause and w/o cause depending on statute and the articles.

ii. Approval of Board-Initiated Transactions

1. Fundamental Corporate Changes – SH can vote on:

a. 10.03 - Amendments to the articles

i. 10.03(b) – Power to initiate amendment of articles lies exclusively w/ board.

b. 11.04 – Mergers w/ other corps

c. 12.02 – Sales of substantially all of the corporate assets not in the regular course of business

d. 14.02 – Voluntary dissolution 
2. Conflicting Interest Transactions – SH can vote where:

a. 8.63 – transactions are made w/ the corp in which some of the directors have a conflict of interest.

b. 8.55(b)(4) – to approve indemnification of directors, officers, or others against whom claims have been brought b/c of their relationship to the corp.

iii. SH-Initiated Changes

1. Amendment of Bylaws

a. 10.20, Del. GCL 109 – Power to adopt, amend, and repeal bylaws.

i. Official Comment (10.20) – Even where Board shares power to mend the bylaws, whether by statute or in articles, board’s power is coterminous w/ SH.

ii. 10.20(a)(2) – If SH-approved bylaw expressly provides, board is not permitted to amend bylaws approved by SH.

2. Nonbinding Recommendations

a. SH can make non-binding, precatory recommendations about governance structures and corp mgmt, including matters entrusted exclusively to board.  

b. Auer v. Dressel – Held that Sh could properly make a non-binding recommendation that the corp’s former president be reinstated, even though the rec had no binding effect on the board.  

i. Reasoned that recommendation served as SH’s putting board on notice before the next election of their desires, i.e., a non-binding poll.

iv. Inspection of Corporate Books and Records

1. 16.02 – Codifies SH common law right to inspect corporate books and records.

2. 16.01(e), 16.02(a) – Articles, bylaws, and minutes of SH meetings, available as a matter of right.

3. 16.02(b),(c) – Board minutes, accounting records, SH lists available for inspection upon showing of “proper purpose.”

a. “Proper purpose” – relates to the SH’s interest in his investment.

v. Enforcement of SH Rights

1. SH can enforce voting powers and informational rights in direct actions against the corporation or directors, e.g., through judicial review and summary orders.

2. 7.03 – summary order for failure to hold annual or special meeting

3. 16.04(a) – summary order for inspection of corp info

4. 16.04(b) – expedited review of SH application for inspection of board records, accounting info, or SH lists

F. Mechanics of SH Meetings

i. SH act by voting at formal meetings – statutes meant to insure informed suffrage, specifying how meetings are called, notice SH must receive, number of shares that must be represented at mtg, and manner in which votes are counted.

ii. Annual and Special Meetings

1. Annual – 7.01 – directors are elected and other regular business is conducted

2. Special – 7.02 – called in unusual circumstances where SH action is required.

a. Can be called by board, person authorized in articles or bylaws, or SH holding requisite number of shares as specified in statute or bylaws (10% in RMBCA).

3. Bylaws typically provide for timing and location of annual meeting.
4. 7.03(a)(1) – Annual meeting req. w/in 6 months of end of FY or 15 months of last annual mtg.  Otherwise, can apply to court to compel mtg.

5. 7.08 – Chair of SH meeting has wide latitude to decide order of business and rules for conducting the meeting.

a. Corp. can have bylaws requiring advance notice of any SH nominations or resolutions.

iii. Notice

1. SH entitled to vote must be given timely written notice of annual and special meetings.

2. Record Date - 7.07 – Date on which Board determines which SH are entitled to vote.  Record date may not be more than 70 days before meeting.

3. Content of Notice – 7.05 – Describes time and location of mtg and sometimes summarizes matters to be considered.  

a. For annual mtg, only needs date, time and place.

b. 7.05(c) – Special meeting notice must contain purpose.

4. Timing of Notice – General rule: Notice must arrive in time for SH to consider matters on which they will vote but not so early that the notice becomes stale.

a. 7.05(a) - at least 10 days but no more than 60 days before mtg.

5. Defective Notice – 7.06 – SH can waive notice before, at, or after the meeting.

a. 7.06(b) – SH attendant at mtg (other than to object to improper notice constitutes a waiver of notice.  

i. If notice is defective and defect is not waived by all affected SH, meeting is invalid and any action taken at mtg is void.

iv. Quorum and Voting Requirements – 7.25

1. For action at SH mtg to be valid, must be a quorum.  Prevents small fraction of SH from acting at a SH mtg w/o presence of a majority.

2. 7.25(a) – default sets quorum as majority of shares entitled to vote, but number can be reduced in the articles w/o limitation.

3. 7.25(b) – once share is deemed present at mtg, considered present for quorum purposes throughout mtg.  once quorum established at mtg, cannot be broken if SH faction walks out in the middle of the mtg.

v. Appearance in Person or by Proxy

1. 7.22(a) – SH can appear at SH mtg for purposes of quorum and to cast their votes, either in person or by proxy.

2. 7.22(c) – duration of a proxy limited to 11 months – long enough for only one annual SH meeting.  

vi. Voting at SH Meetings

1. Do not need to own a 51% share of stock in order to have a controlling share.  In theory, could have one w/ less than 51% since not all shareholders vote.  Attendance thus matters to those who own near 50%, but not over, as they may have a controlling share after all.

2. Who Votes

a. 7.21 – each outstanding share, regardless of class, is entitled to one vote at SH meeting.  

i. 6.01(b) – requires that articles authorize one or more classes of share that together have unlimited voting rights

ii. 6.01(c)(1) – articles can deviate from one share/one vote standard and create supervoting shares or voting caps on any SH who holds a specified percentage of shares.

iii. 7.21(b) – a subsidiary is not permitted to vote the shares of a parent corporation that holds a majority of the subsidiary’s voting shares.

iv. Rationale: Would enable corp’s board to remove voting control from corp’s SH and place it in the subsidiary, whose voting of the corp’s share would be decided by the board.

3. Majority Vote

a. 7.25(c) – SH approval of anything being voted upon only requires simply majority of shares represented at mtg at which quorum is present.
b. 7.26 – Action by Single and Multiple Voting Groups:
i. (a) if article or the Act provide for voting by a single voting group on a matter, action is taken when voted upon by that group consistent w/ 7.25.
ii. (b) same as above for multiple groups.

iii. Official Comment - Within the classes, there may be different quorum and majority thresholds.

vii. Action Without Meeting (a/k/a Action By Consent)

1. SH can act w/o a meeting by giving their written consent, which has the same effect as action at a valid SH meeting.
2. 7.04(a) – decision to take corp action w/o meeting where mtg would be otherwise required requires consent of SH to be unanimous.

viii. Election of Directors

1. Qualification and Number of Directors:

a. 8.02 – Directors need not be SH, residents of the state of incorp, or have any other special qualifications.

b. 8.03(c) – Number of directors on board must be specified in articles or bylaws.

c. 8.03(a) – Board minimum of one director.
2. Terms of Directors Generally
a. 8.05(a) - Terms of the initial directors of a corp expire at the first shareholders’ meeting at which directors are elected.  

b. 8.05(b) - all other Directors terms end at the next annual shareholder meeting following their election unless terms are staggered under 8.06.  

3. Voting Methods

a. General Rule – Annual Election by Straight Voting

i. 8.03(d) – General rule that all directors face election at each annual SH mtg.

ii. 7.28(a) – Straight (plurality) voting – top vote getters are elected.
1. SH vote shares for each open directorship, which means a SH holding majority of shares can elect entire board.

iii. 7.28 – Cumulative voting is permissive and applies if adopted in the articles.  

1. This ensures board rep for larger minority SH.

2. 7.28(d) – Notice of SH mtg must state that cumulative voting is authorized or SH planning to exercise cumulative voting right must give notice within 48 hrs of mtg.

iv. How Cumulative Voting Works:
1. Votes per candidate MULTIPLIED BY # of Seats to be filled.
2. Example: A has 18 shares and B has 82 shares – there are 5 seats up for vote.  If B were to give all 82 of his shares for each seat and A all 18 of his, then B would win his candidate every time.  But when A has 18 votes for 5 seats, he gets 90 votes to cast.  And B has 82X5 votes for 410 total seats.  A could put all 90 votes in for one candidate and no matter how B breaks up his vote (even if he gives 91 votes to four candidates, then he has less than 90 for fifth candidate and A wins his candidate at least the fifth seat). 

4. Staggered Board

a. Exception to 1-yr election cycle where only some of the directors are elected at each annual mtg.

b. 8.06 – Staggered board must be specified in the articles.

i. To ensure majority of board is up for election at least every two years, can be no more than 3 groups of directors.

c. Pros of Staggered Board: Assures greater continuity in yr-to-yr membership, reduces number of directors up for election and a majority of SH can effectively avoid minority rep on the board if there is cumulative voting; 

d. Drawback - More difficult for SH to replace members since only a portion of the board is up for election each yr, though this works better for incumbent mgmt who want to discourage unwanted takeovers.

5. Holdovers

a. 8.05(e) – Director holds office until a successor is elected and qualified.

i. Assures continuous board functionality even if there is a voting impropriety or deadlock among SH

6. Removal of Directors

a. 8.08(a) – Removal can be made w/ or w/o cause, unless articles specify otherwise.

b. 8.09 – Judicial removal permitted by corp or SH holding specified number of shares for “fraudulent or dishonest conduct, or gross abuse of authority” when in the best interests of the corp.

c. 8.08(d) – Procedure for Removal - When director is to be removed (whether for cause or w/o), SH must be given specific notice that removal will be considered at a mtg.  

d. 8.08© - To prevent majority from circumventing minority rep under cumulative voting, a director elected under cumulative voting cannot be removed if any minority faction, w/ enough shares to have elected him by cumulative voting, votes against his removal.

7. Filling Vacancies

a. 8.10 – Board or SH can fill board vacancies created by removal, death, or resignation or the creation of new directorships, but under 7.21, this power can only be exercised at annual or special SH mtg.

b. 8.05(d) – Any mid-term replacement must stand for election at next annual SH mtg.   

XXXVI. Control Devices in Close Corporation

A. Seek to solve problem of illiquidity in a governance structure of majority rule and centralized mgmt.

B. SH-Level Controls

i. Supermajority requirements

ii. Vote-pooling agreements

iii. Voting trusts

iv. Multiple classes of shares

v. Irrevocable proxies

vi. Transfer limits, and buy-sell agreements

C. Board-Level Controls (may conflict w/ statutory norm of mgmt discretion)

i. Compensation guarantees

ii. Dissolution stipulations

iii. Limits on business operations 

iv. Dividend policies

D. Minority Control Rights

i. Supermajority Provisions

1. Supermajority quorum and voting requirements modify the usual rule of majority control.
2. Purpose

a. Give minority participants a veto power unavailable under majority rule.  Power can cover specified matters – approving mergers, appointing officers, fixing dividends, or issuing new stock, or can exist for all matters coming before SH or directors, though this risks deadlock.

i. Ex: page 434 of E&E.

b. A supermajority quorum requirements means a party can absent herself to “cast” her veto.

i. But once showing up at mtg, counted for quorum purposes through mtg under 7.25(b).

3. Creation

a. 7.25(a), (c) – Articles must specify supermajority quorum or voting requirements for SH action either when originally drafted or by amendment.

i. Can also be included in SH agreement under 7.32. 

b. 7.27(b) – For amendment of articles, same vote required to take action under voting requirements in effect or proposed to be adopted, whichever is greater.

c. 8.24 - Supermajority requirement for director voting also possible for incorporation into articles.  

4. Validity

a. Shareholder 

ii. Vote Pooling Agreement

1. Where SH agree formally or informally to vote as a voting block.  Most important and primarily used in electing directors.

2. Validity

a. 7.31 – Valid provided they relate to a matter on which SH’s may vote.  Required to be in writing.

b. If agreement relates to matter beyond SH power (such as board’s mgmt discretion) – agreement may be invalid.

3. McQuade v. Stoneham – held the restrictions on directorial discretion were invalid as a matter of public policy and invalidated the entire agreement, including non-severable vote-pooling provisions.

iii. Classes of Stock (Classified Board)

1. Directly allocates voting power to financial interests through shares owned w/ each class being entitled to elect a specified number of directors.  Different classes of shares must be authorized in the articles under 6.01(c).

2. Possible Purposes for doing this:

a. Board representation – Different classes elect different number of directors.

b. Protection in fundament changes – Each class must separately approve any articles amendment.

c. Modified control structures – nonvoting common has financial rights equal to voting common but does not change control balance.

d. Limitation on board discretion

3. Pitfalls of Class Voting Differences:

a. Majority SH can circumvent the expectations of class voting if he can remove minority directors, especially when they could be removed w/o cause.  

i. To avoid this, articles or bylaws should specify that directors elected by one class can only be removed by that class’ SH or only by other SH for cause.

E. Restraint on Directors’ Discretion

i. While above control devices only affect shareholders’ discretion to vote their shares, they do not guarantee control over board decisions, such as appointing officers, setting salaries, declaring dividends, issuing or repurchasing shares, dissolving corp, or limiting scope of the business.  Parties can also effectively control the management of a close corporation through restraints placed on the discretion of the board.  Such restraints permit “incorporated partners” to conduct their business as they please.
1. Must implement restraints w/ caution though as corporate law requires that corp’s business be managed by (or under supervision of) board of directors (8.01(b)).  Do not want to undermine nonparty SHs’ and creditors’ expectations that directors will act flexibly and independently in the best interests of the corp.  
ii. Forms of Restraints that can be Placed on Board:

1. Contractual agreements by parties (sometimes in SH agreement) to act in specified ways in their capacity as directors

2. Contracts w/ corp that effectively disempower board, such as employment Ks granting an employee significant mgmt discretion

3. Agreements that SH’s will assume some or all off the powers of the Board. 
iii. Validity of Management Agreements

1. Del. GCL 351 (Management by Stockholders) permit corporations to file for close corporation status – specifically authorizes agreements limiting directorial discretion.

2. RMBCA 7.32 – authorizes SH agreement that governs “the exercise of corp powers or the mgmt of the business and affairs f the corp or the relationship among the SH, the directors, and the corp.”

a. 7.32(b) – Agreement is authorized if approved by all SH, whether in the articles or bylaws, or in an agreement signed by all then-current SH and “made known” to the corp.

b. 7.32(a) – Operates to validate agreements that create alternative governance structures and any others “not contrary to public policy.”

3. Common Law - Sample Cases:

a. McQuade v. Stoneham – agreement b/w majority SH and two of the other SH that agreed to keep one another in office as directors and officers w/ specified positions and salaries was invalidated b/c provisions on appointment and compensation usurped the board’s function.
b. Clark v. Dodge – held that agreement b/w corp’s only 2 SH that Clark would be general manager w/ compensation pegged to corp’s net income was valid since his promised tenure as long as he “proved faithful, efficient and competent” could harm nobody.  Ct interpreted provision to mean that he could receive only distributable amts as determined by board in its good faith discretion.  Constituted only a slight infringement on board’s authority.
c. Long Park Inc v. Trenton- New Bruns. Theaters – Agreement b/w all SHs to designate one of themselves as mgr w/ full authority to run business was invalidated b/c directors completely surrendered their powers to the manager.
iv. Effect of Invalidity and Enforcement

1. An illegal restraint on board discretion is invalid and unenforceable.
2. Special Recognition of Closely Held Corp - Galler v. Galler
a. When substantially all of the SHs of a close corporation enter a SH agreement that provides for actions to be taken by the corp, courts will generally sustain that agreement in order to give business effect to the intentions of the parties, despite the fact that it deviates from settled corporate law practice.
b. Factors Considered: agreement did not injure creditors, other SH or the public.  Duration of the K was only so long as one of the parties was living, and this period was deemed not to be overly long.

3. Agreement of All SH – Zion v. Kurtz (CASE DETERMINES WHO GETS TO VOTE)

a. Under DE law, all SH of a general corp may agree that no action will be taken w/o the consent of the minority SH b/c DE law provides that a corp is to be governed by its board, except when all SH agree and a provision is put in the articles that the SH may govern the corporation.

b. Factors Considered: Even though here corp was not formed as a close corp and no provision was placed in the articles, court looked to fact that parties agreed in writing, no 3d parties were adversely affected by the agreement, and there was a provision that necessary steps would be taken to implement the agreement by placing a relevant provision into the articles.

4. Nixon v. Blackwell
a. DE law requires that articles bee amended to recognize corp as a close corp before DE courts will uphold SH agreements like in Zion.  Not a major hardship to change articles (though do need vote).

F. SUMMARY - Questions for Examination of SH/Director Issue to be Included in Bylaws:

i. First question – who gets to vote?  Who’s eligible?   7.21

ii. Second question – what constitutes a quorum?  7.25(a)

1. Ask how many shares are participating.  Under 7.25(a), just has to be more than half – a majority.

a. If issues that only a singular class could vote on an issue, then you look to see if you have a majority of that class who is eligible present casting a vote in order to see if you have quorum.

iii. Third Question - What constitutes a winning vote?

1. Counting per capita?

2. 51%?  100%?  

3. Is this of the votes cast?  Or of votes possible that could have been cast?  7.25(c) – answer is all the votes cast.

XXXVII. Types of Close Corporation Statutes

A. Delaware General Corporation Law (DE GCL)

i. Opting In

1. 342 – Qualification for Close Corporation: less than 30 SH, stock subject to transfer restrictions, not publicly issued.

a. Articles must state (either originally or via amendment) that the corp is a close corp (341, 342, 343).

b. 344 - If amendment to become close corp, requires a 2/3 majority vote in DE.

ii. Getting Out

1. 346 - Amendment to articles voluntarily terminates close corp status; needs 2/3 majority vote.

2. 345 – Status terminates as close corp upon occurrence of articles amendment or if any condition of close corp status is breached.

iii. Agreements Restraining Directors Discretion

1. 350 – SHs holding majority of voting shares can enter into written agreements that “restrict or interere w/ discretion or powers of the board.

2. 351 – Can have certificate of incorporation provide that business will be managed by SHs rather than by board.

iv. Appointment of Provisional Director in Event of Deadlock

1. 353 – Court may appoint provisions director – who is neither a SH nor a creditor of the corp if the corp is deadlocked.

B. Model Statutory Close Corporation Supplement

i. § 10 MSCCS - Each share certificate of a close certificate must include a warning identified in § 10.

ii. § 20 MSCCS – same types of arrangements possible as you do under DE
iii. § 25 MSCCS – limited liability – just b/c you are operating as a shareholder or officer of a close corporation, cannot have veil pierced.  
XXXVIII. Share Transferability
A. Corporate shares are freely transferable – so clear that statute does not even acknowledge it.  Instead, it describes limitations on the transferability under RMBCA 6.27.

XXXIX. Share Transfer Restrictions

A. Argument in Favor of Restrictions

i. Would be typically found in small company w/ shares not traded on the stock market.  Each shareholder essentially has an agreement w/ the company that restricts their ability to sell shares.

B. 6.27 – Restriction on Transfer of Shares and Other Securities
i. Can include restrictions in any of articles, bylaws, SH agreements, or shareholder agreement w/ the corporation.

ii. (a) – Restrictions apply only to SH who purchased subject to the restriction, or who are parties to a restriction agreement or who voted for the restriction.  Cannot be applied retroactively.  

iii. (b) – if want to impose restrictions on ppl, must note the existence of such restrictions conspicuously (defined under 1.40(3) as so written that a reasonable person against whom the writing is to operate should have noticed it).

iv. (c) – ONLY REASONS WHY CAN RESTRICT - if interested in restricting transfer or registration of shares – only authorized if purpose of restriction is:

1. to maintain the corporation’s status when it is dependent on the number or identity of shareholders (e.g., S corporation)

2. to preserve exemptions under federal or state securities law

3. for any other reasonable purpose.

v. (d) – forms the restrictions can take:

1. (1) - you can sell your shares as a shareholder, but you have to offer them to the corporation or a designated individual first.

2. (2) – obligate the corporation or other persons to acquire the restricted shares

3. (3) – can require company or owner of existing shares to approve the sale or transfer, so long as it is not manifestly unreasonable.

4. (4) – prohibit the transfer of the restricted shares to designated persons or classes of persons if the prohibition is not manifestly unreasonable.

C. Corporation’s Repurchase of Shares

i. When someone wants to sell the shares back, can set out in the agreement how much will be paid for the shares.  Could argue that this is unequitable b/c may not be fair market value.

1. Response – could fluctuate either way.  Company taking the risk.  Could have some type of objective formula.  

D. Two types of buy-sell agreements (usually triggered by SH death – though other considers exist – disability, divorce, firing, bankruptcy, criminality):

i. Cross purchase (agree to buy each other’s shares to maintain relative proportion of shares)

ii. Stock redemption agreement 

E. What can you do about this?

i. Pay insurer to insure your shareholder’s life insurance if you have an arrangement to buy back their shares when they die.  Use cash from that life insurance payout to buy out company.

F. Election to Purchase in Lieu of Dissolution - 14.34

i. (a) & (b) – Mostly applicable to close corporation.  Allows company to head off judicial dissolution by purchasing petitioner’s shares – can do so w/in 90 days of filing suit.   Can effectively cash out SH that was so disaffected that willing to sue company.

ii. (c) – have 60 days for parties to reach determination as to what fair market value of shares is.  After that, court will intervene and determine what fair market price is.

G. Dissension and Deadlock

i. Board Deadlock - Gearing v. Kelly
1. When a director-SH intentionally refuses to attend a board mtg to prevent a quorum, the court denied the director’s equitable suit to nullify a director’s election where the requisite quorum was not present at the meeting.  
2. Rationale: Can’t argue that vote was inequitable as hands were dirty here - Can’t paralyze board and hold them hostage.  To allow this to occur would permit director to refuse to attend meetings, knowing that thereafter an associated stockholder could frustrate corp action until all of their joint demands were met.

3. Dissent: Court shouldn’t intervene in contest for control over corporation.

ii. Judicial Discretion – In re Radom & Neidorff, Inc.
1. Dissolution is not an absolute right.  Court will usually grant dissolution when the corp purposes cannot be obtained, efficient management is impossible, and the dissolution will be beneficial to the SH and not harm creditors or the public.

2. Here, court found company still viably operating and successful.

3. Essentially, court was trying to prevent Radom, who is able to control the business b/c of his expertise, from taking over the business for much less than it is worth.  In effect, court is saying he must buy out her shares for a fair price.

iii. Modern Remedies for oppression, dissension or deadlock:

1. Kinds of conduct w/in a close corp that are viewed as oppressive have been broadened both by statute and judicial decisions analogizing close corp to a partnership.

2. Remedies available to minority SH’s in close corps have been broadened by statute and judicial dissolution in states whose statutes still state that dissolution is primary remedy for such conduct.

iv. Oppression of the Minority SH - Davis v. Sheerin
1. While TX law did not explicitly provide for a buyout remedy for aggrieved minority SH of a corp, it does permit court-imposed liquidation in certain circumstances, including where those in control of a corp engage in illegal, oppressive, or fraudulent conduct.  Buyout is a less extreme remedy than a liquidation.

2. Buyout is appropriate where the majority is attempting to squeeze out the minority (who do not have a ready market for their shares but are at the mercy of the majority).

3. What Constitutes Oppressive Conduct:

a. Conduct that reasonably can be said to frustrate the legitimate expectation of the minority, particularly when the expectations being frustrated are those that were the basic reason the minority invested in the corp in the first place (Wiedy Precedent).

i. E.g., did you purchase only 1% of ownership and wrongfully think that you would be able to control operations of business?

b. Oppression need not mean fraud, illegality, or deadlock.  It is just burdensome, harsh, unfair conduct in dealing w/ the affairs of a corp.

4. Non-Buyout Remedies Won’t Serve Purpose for Remedying the Situation ( Damages and certain injunctions could remedy breaches of fiduciary duties that have been occurring, but not the problem of trying to deprive minority SH of his ownership interest.

v. Appointment of Provisional Director - Abreu v. Unica Indus. Sales, Inc.
1. Statute does not require that a provisional director be strictly impartial.  The court must consider the corp’s best interests and if based on particular situation, there is no strictly impartial 3d party to appoint who has skills necessary in the urgent time frame to meeet the crisis involved, court may use its discretion to appoint best person it can find.  The provisional director acts under the supervision of the court and may vote only if there is a deadlock.  May not act as a director in all other board functions, e.g., can’t make appointments of officers w/o board votes. 

vi. When can shareholder pull emergency cord and get the company dissolved?
1. 14.30(2) – Grounds for Judicial Dissolution - if shareholder can show any of the following: 

a. (i) If directors are deadlocked in the management; can’t get a quorum; can’t get enough votes to count for a specific successful vote ( where result is that irreparable injury is threatened or being suffered, or the business and affairs can no loner be conducted to the advantage of shareholders generally b/c of deadlock (sitting dead in the water).

b. (ii) Directors or those in control of the corporation have acted, are acting, or will act in a manner that is illegal, oppressive, or fraudulent.

c. (iii) Shareholders are deadlocked in voting power and have failed, for a period that includes at least two consecutive annual meeting dates, to elect successors to directors whose terms have expired, or

d. (iv) the corporate assets are being misapplied or wasted.

2. 14.31 – Procedure for Judicial Dissolution

3. 14.32 – Receivership or Custodianship

4. 14.33 – Decree of Dissolution

5. 14.34 – Election to Purchase in Lieu of Dissolution

XL. Action and Authority of Directors/Officers

A. Authority to bind the corp generally emanates from Board – this protects the corp against unauthorized actions by renegade agents.  There is an increased emphasis today on protecting outsider’s expectations but still management decisions always trace back to Board decisions and actions related to granting or denial of authority, both express and implied.
B. Corp Power Must be Centralized - 8.01(b) – All corp powers must be exercised by or under the authority of, and the business and affairs of the corp managed by or under the direction of, its board, subject to any limitation set forth in the articles or SH Agreement under 7.32.

C. Board Meetings Generally:

i. 8.20 – Meetings – may hold regular or special mtgs in or out of the state, and either in person or through technological means that each director can hear each other.

ii. 8.21(a) – Don’t have to have physical mtg, but have to have all the members of the board agree not to do so in writing.  Each must agree to take that action and dispense that meeting, and then conduct through tech pursuant to 8.20.

1. Rationale: in many instances, having a meeting is a waste of time…. Particularly true in a closely held corporation.  If all on the same page figuratively, must as well put them all on the same page literally, sign it and move on.

D. Board Decision Making

i. General Rule – Board acts by majority vote as one body at a properly noticed directors’ mtg at which a quorum is present.  

ii. Notice of Board Meetings

1. Bylaws dictate whether, when and how much notice must be given.

a. 8.22(a) – no notice req’d for regular Bd mtgs unless articles or bylaws provide otherwise.

b. 8.22(b) – 2-day notice req’d for special mtgs unless bylaws or articles provide otherwise.

2. Action taken at bd mtgs invalid where all directors did not receive required notice.

a. 8.23 – Waiver of Notice - Directors can waive notice in writing and are deemed to have waived notice by attending and not promptly objecting to the mtg.

iii. Quorum at Bd Mtgs

1. 8.24(a) – Quorum exists when majority of authorized directors are present at a meeting, unless bylaws specify greater number.

2. 8.24(b) – Reduced quorum number can be set in articles or bylaws, but that number can be no less than 1/3 of authorized directors.

3. 8.24© - Quorum req. when board votes on an issue, but directors may break a quorum and disable the board by not attending or walking out during a mtg.

a. Gearing v. Kelly – held that director who purposefully absents herself from mtg to prevent a quorum cannot complain if other directors take action to break the impasse.

i. Case said to undermine the use of board quorum requirements as a planning device in a close corp to give minority participants veto power or dissolution rights by not attending mtgs.

E. Board Action – Majority Vote at a Meeting

i. 8.24© - Action at which a quorum is present generally decided by majority vote of those present unless articles or bylaws impose supermajority requirement.

1. Each director has one vote and cannot vote by proxy.

ii. Old Rule: Meeting Rule – directors cannot vote separately, but must act together as a body at a properly convened meeting, which would make approval of transaction by individual directors outside a mtg not binding even if all of the directors consent.  

1. Baldwin v. Canfield – Meeting rule enforced to assure SH (and other corp constituents) that bd decisions are made collegially at a meeting where there can be group interaction and deliberation.

2. New statutes overcome Meeting Rule generally b/c of its drawbacks.   
a. 8.21 – Boards can take action by the separate written and signed consent of the directors, provided the consent is unanimous in order to permit flexible and efficient board action.
iii. NEW RULE: (opposite of Baldwin decision) – 8.20(b) - Don’t have to be in the same room; technology meeting other ways.  Have to be able to simultaneously hear each other.
F. Director Conduct, Liability, and Resignation
i. 8.30 – Standards of Conduct for Directors
1. (a) – must always perform in good faith and manner reasonably believed to be in corp’s best interests
2. (b) – board shall discharge duties under (a) as a collegial body.
3. (c) & (d) - directors entitled to rely upon info, opinions, reports or statements provided by persons or committees as specified in (e).
4. If have special issues, need special counsel who can deal w/ those issues.

ii. 8.31 – Standards of Liability for Directors
1. (a) – Not liable to the company or SH personally, unless violate one of the duties of due care, loyalty, etc., under §8.30(a).  

a. If you are plaintiff in a case against director, you must establish that director acted in violation of these duties and that it injured company.

2. BUSINESS JUDGMENT RULE: You can make a stupid decision, but as long as you can show there were legitimate other reasons, you cannot be held personally liable.  
a. Decisions may not look stupid until after the fact.  
iii. 8.07 – Resignation of Directors
G. COMMITTEES – Delegation of Board Functions to Committees
i. Growing Trend – Exec committees act on matters that come up b/w regular board mtgs and often focus issues before presentation tot the board  - full board in the usual course adopts or ratifies the committee’s action.

ii. 8.25 – Board may delegate many of its functions to committees composed of some (though less than all) off the directors.
iii. 8.25© - Certain functions cannot be delegated to committees: authorizing distributions and share repurchases, issuing shares, approving mergers, amending the articles, amending the bylaws, and making other fundamental corp changes.
H. OFFICERS - Officer’s Duties, Conduct, and Resignation
i. Actual Authority - 8.41 – Board can delegate categories of authority to corp officers who act as the corp’s day to day agents on ordinary corp matters such as employment agreements, supply and sales contracts and credit arrangements.
1. Express Actual Authority - Where can you find express actual authority for officers to bind corp?
a. Corp Statute
b. Articles (but not often)
c. Bylaws (Most common for broad description of officer functions and responsibilities)
d. Board Resolutions (authorize specific transactions or categories of transactions) 
2. Implied Actual Authority – Two techniques for Inference:
a. Consider penumbra of the express actual authority delegated to the officer (e.g., president managing day-to-day affairs – can be inferred that board impliedly authorized president to do anything incidental to open-ended grant of authority).
b. Look at board’s reaction to other similar actions by corp agents as an indication that action was already impliedly approved.
3. Ratification
a. Actual - Bd can create express actual authority retroactively by ratifying prior act if board has power to authorize the act.  Creates agency relationship that relates back so that prior act, even if by nonagent, is treated as if authorized from start.
b. Implied – if corp derived a benefit from transaction (done to protect outsiders’ expectations).
4. Old, Common Law Notion that Officers Require Express Authority (not view today) - Black v. Harrison Home Co.
a. Absent a bylaw or resolution of the board, a president was not entitled to bind a corp to a contract.  Held that mgmt rests w/ directors and that the officers must have express authority (or authority implied express authority) in order to act for the corp.  Generally, president could not do anything more than any one director could.

b. MODERN VIEW: accords much more scope to the officers – either from inherent authority arising from their positions or from apparent authority – to perform actions that are acquiesced in by the board.
c. If you are an officer or on board, you would want a very clear statement of what officer is authorized to do under bylaws.  Know what you want to do w/o having to check back w/ board to make sure its ok.  

ii. Apparent Authority
1. If board induces outsider to rely on officer, even if officer has no actual authority, corp may be bound.  Modern trend in court towards this if board created appearance that officer was authorized to carry out transaction.
2. Question turns on whether transaction is ordinary or extraordinary.
3. Courts assume outside party is under a duty to verify authority if the transaction is authority (without apparent business justification or of such importance board approval would seem necessary).
4. Apparent Authority - Lee v. Jenkins Bros. – held that president of corp has authority to bind company by acts arising in usual and regular course of business but not for contracts of an “extraordinary” nature.  Not extraordinary to hire employees for specific number of yrs, but lifetime employment contracts are b/c of long term nature and potentially restrictive of SH rights to manage corp.
a. LESSON: Good idea to only deal with someone who could authorize, and then get in writing and gain approval of the board.
b. Factors Considered: totality of circumstances incl. reasonableness of contract, officer negotiating the K, number of SH, who the contracting 3d party is.
5. Reliance on Representations of Officers – In the Matter of Drive-in Development Corp.
a. So long as officers appear to be acting within scope of their apparent authority, individual is not req. to investigate her authority further and may rely on that officer’s representations that they have authority to enter into a particular transaction.
iii. Inherent Authority
1. Arises from status of corporate officer, esp. if high ranking.

iv. Standards of Conduct for Officers – 8.42

1. (a) Good Faith Required - requires good faith, act with the care that a person in a like position would reasonably exercise under similar circumstances, and act in a manner the officer reasonably believes too be in the best interest of the corporation.

2. (b) What Can Officer Rely Upon - In discharging those duties, officer who does not have knowledge that makes reliance unwarranted, is entitled to rely on: 

a. performance of properly delegated responsibilities by one or more employees of the corp whom the officer reasonably believes to be reliance and competent in performing responsibilities delegated OR

b. info, opinions, reports or statements, including financial statements and other financial data, prepared or presented by one or more empl of the corp whom the officer reasonably believes to be reliable and competent in the matters presented or by legal counsel, public accountants or other persons retained by the corp as to maters involving skills or expertise the officer reasonably believes are matters (i) within the particular person’s professional or expert competence or (ii) as to which the particular person merits confidence.

3. (c) Non-Liability if Act in Conformance w/ Section - officer will not be liable to corp or SH for any decision to take or not to take action as an officer if duties of the office are performed in compliance w/ this section.

v. 8.43 – Resignation and Removal of Officers
vi. 8.44 – Contract Rights of Officers
Business Judgment Rule
XLI. Fiduciary Duties
A. Duties of trust and confidence are basis for Fiduciary duty of Loyalty and Good Faith that bind directors, officers and controlling SH’s to act in the corp’s best interests, principally for the benefit of SH, who are the owners of the corp’s residual financial rights.
B. Theory of Corporate Fiduciary
i. Relationship arises from the broad authority delegated directors to manage and supervise the corp’s business and affairs.
ii. Corporate structure’s separation of investor risk-taking and specialized managers’ decision making creates an inevitable tension b/w management discretion and management accountability.
1. Management Discretion – Efficiency of specialized management requires that managers have broad discretion, and too much oversight authority vested in SH would undermine this basic premise of the corporate form for centralized mgmt.  Thus, in cases of normal business decision making, judicial abstention is appropriate.
2. Management Accountability – Entrusting mgmt tot nonowners suggests need for substantial accountability as there is a natural incentive for laziness and faithlessness.  Supplemental limits are thus necessary to ensure that that management discretion does not result in investors losing confidence in the corporate form.  Consequently, where management overreaches their boundaries, judicial intervention is the norm.
iii. To whom are fiduciary duties owed?
1. Owed to SH as residual claimants on corp’s income stream – they are most interested in effective mgmt.  Based on theory of SH wealth maximization.
a. When business becomes insolvent though, fiduciary duties run to corp creditors, who become new residual claimants.
C. Fiduciary Duties in the Close Corp
i. Corp participants in close corp have relationship of special trust b/c no market exists for their shares and courts have often implied a duty among participants to that of a partnership.
ii. Distinguishable from Partnerships:
1. Whereas partnership can waive duties of loyalty under RUPA 103(b), corp law views fiduciary duties as immutable aspects of corp relationship.
XLII. Duty of Care
A. Requires attentiveness and prudence of managers in performing their decision-making and supervisory functions.  BJR presumes that directors and officers carry out their functions in good faith, after sufficient investigation, and for acceptable reasons.
B. 8.30(a) – Good Faith Required - Each individual director must discharge his duties in “good faith” and act “in a manner he reasonably believes to be in the best interests of the corporation.”  SH have right to rely on directors that they are doing the right thing.
C. 8.30(b) – Reasonable Belief of Appropriate Care Required - Collectively, board members must become informed in performing their decision making and oversight functions w/ the “care that a person in a like position would reasonably believe appropriate under similar circumstances.”
i. Replaced earlier language of “ordinarily prudent person” to avoid suggestion that benchmark is negligence.  Language of “under similar circumstances” permits court to take into account complexity and urgency of board’s decision making and oversight functions.
D. 8.30(d) & (e) - Directors have a right to rely on each other, committees, and officers.

i. Strength of Reliance Argument: 

1. Outsider directors - works the best for them though still expected to read everything and be knowledgeable of issues.  

2. Inside directors - much less likely to be able to say that he relied on another director – have more of a duty and responsibility.

3. Officers - not so much able to say that they relied on someone else –responsible in the day-to-day operation.  

E. 8.42(a) – Applicable to Board Powers Delegated to Officers
i. 8.42(c) – Only will be liable if step outside of their capacity.
F. Elements for Challenging Business Decision - Aronson v. Lewis – Must show that director failed to act - 
i. In good faith
ii. In the honest belief that the action taken was in the best interest of the company
iii. On an informed basis
G. Facets of Duty of Care:
i. Good Faith
1. Requires directors to be honest, not have a conflict of interest, and not approve (or condone) illegal activity.
ii. Reasonable Belief
1. Involves substance of director decision making  - board decision must be related to furthering corp’s interests.
2. Embodies ‘waste’ standard, under which board action is invalid if it lacks any rational business purpose.
iii. Reasonable Care
1. “Informed basis” and “ordinary care” standards involve the procedures of decision making and oversight.  Directors must be informed in making decisions and must monitor and supervise mgmt.  
2. Must have at least minimal levels of skill and expertise.
3. “Like position” formulation meant to establish objective standard that recognizes that “risk-taking decisions are central to the director’s role.
H. Board’s Oversight Capacity
i. Not just there to make decisions; also has an oversight capacity.  If it sees things are wrong, has a duty to investigate.  Don’t want to be a rubber stamp, not doing independent research, or falls asleep at the wheel.  Don’t ever want to be caught saying ‘whatever.’  

ii. Inattention to Management Abuse - Duty to Become Informed and Inquire as Director
1. Francis v United Jersey Bank
a. Held late bank founder’s widow personally liable for failure to become informed and make inquiries as a director.  Found her laxity (failure to read financial statements even as director) proximately caused the losses to the corp.
b. Most modern cases do not go this far though.

2. Bates v. Dresser
a. Held bank president was also director personally liable for amount stolen by a young bookkeeper at the bank, based on his failure to investigate after receiving warnings, which court believed would have led to an examination and discovery of past and prevention of future thefts.

XLIII. Duty of Care and the Business Judgment Rule
A. BJR presumes that directors do not breach duty of care.
B. Judicial “hands-off” policy – rebuttable presumption that directors in performing their functions are honest and well meaning and that their decisions are informed and rationally undertaken.  Justification:
i. Encourages risk-taking
1. Nothing ventured, nothing gained adage is at core why of SH invest.
ii. Avoids judicial meddling
1. Judges are not business experts.
iii. Encourages directors to serve
1. Business persons detest liability exposure – encourages qualified persons to become directors and take business risks w/o fear of being judged in hindsight.
C. BJR operates at two levels:
i. Shields directors from personal liability
ii. Insulates board decisions from judicial review.
D. Reliance Corollary (generally outlined in 8.30(c)-(e))
i. Entitles directors to rely on information and advice from other directors (including committees of the board), competent officers and employees and outsider experts (lawyers and accountants).

ii. 8.42(b) permits officers same reliance allowability.

E. How do you overcome the business judgment presumption?
i. Challenger has the burden to prove any of the following:
1. Lack of Good Faith in the form of fraud, illegality, or conflict of interest.
2. Lack of a rational business purpose, i.e., waste.
3. Gross negligence in discharging duties to supervise and to become informed.
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F. Where Good Faith Board Action is so Imprudent as to Fall Outside BJR - Litwin v. Allen
i. Held that directors were personally liable for approving a transaction ‘so improvident, so risky, so unusual and so unnecessary to be contrary to fundamental concepts of prudent banking practice.  Had approved stock repurchase agreements in the tenuous depression stock market and failed to exercise call when saw losing significant money.

ii. Modern Applicability – Type of second-guessing precluded by BJR.  Commentators have explained this 1940s case as imposing a higher duty on directors of financial institutions.

G. BJR Respects Decision of Corp Not to Follow Other Business’ Successful Decisions - Shlensky v. Wrigley
i. Court will not disturb business judgment of a majority of the directors – absent fraud, illegality or conflict of interest.  Corps are not obliged to follow direction taken by other similar corps.  Directors are elected for their own business capabilities and not for their ability to follow others.
ii. Rationale for decision not to install lights at Wrigley supported by lack of proof that it would result in net benefit and potential detrimental effect on surrounding neighborhood.
H. Informed Judgment for All Decisions – Smith v. Van Gorkum
i. All reasonably material information available to directors must be looked at prior to a decisions as part of duty of care.  Directors are liable if they are grossly negligent in failing to inform themselves.  An outside opinion is not always necessary for major business decisions, especially when there is an opinion given by inside management.  But if any information is readily available, directors are required under duty of care to use it in order to make an informed decision.
I. Good Faith through Maintenance of Proper Reporting System - In re Caremark Int’l
i. Under good faith obligation to be informed and assure that adequate reporting systems are in place for providing such information, only a sustained or systemic failure of the board to exercise reasonable oversight will establish the lack of good faith that is necessary for liability.  Example of sufficient good faith attempt is the presence of a committee charged w/ overseeing compliance w/ applicable laws.
ii. Requisite Elements for Proving Breach of Duty of Care by Failing to Adequately Control Employees:
1. Must show that directors knew

2. Or should have known that violations of the law were occurring and, in either event,

3. That the directors took no steps in a good faith effort to prevent or remedy that situation, and

4. That such failure proximately resulted in the losses complained of.
iii. Despite making a decision that turns out to be adverse to corp’s best interest later on, so long as that decision is rational and complied w/ good faith, personal liability will not be attached.  Where court can find some legitimate interest in the best interest of the SH, it will not go in and supplant that thinking. 
J. 8.31(a)(2) – Standards of Liability for Directors
i. Action not in good faith
ii. Decision the director did not reasonably believe to be in the corp’s best interests or as to which the director was not adequately informed
iii. Conduct resulting from the director’s lack of objectivity or independence (e.g., b/c of director’s familial, financial, or business relation w/ interested person)
iv. Sustained failure to be informed in discharging the director’s oversight functions
v. Receipt of an improper financial benefit
vi. Under (a)(1), challenger must also prove that director is not covered in the articles by an exculpation provision limiting liability, or the statutory safe harbor for conflict of interest transactions
K. 8.24(d) – Actual or Implied Assent by Director to Board’s Decision
i. Director disagreeing w/ Board’s decision that he thinks falls outside protection of BJR should (1) object at the beginning of the meeting; (2) voice his dissent or abstention from the action taken and ensure it is entered into the meeting’s minutes; or (3) deliver written notice of his dissent or abstention to the meeting’s presiding officer before its adjournment or to the corp immediately following its adjournment.  If he does not voice his dissent or abstain, it will be assumed that he supports the action, and should someone challenge it later he could be found personally liable if held outside BJR.  
ii. Right of dissent or abstention is not available to a director who votes in favor of the action taken.
L. Corp Law Protections for Directors Taking Business Risks w/o Fear of Personal Liability:
i. Exculpation provisions in articles
ii. Statutory and contractual indemnification
iii. Directors’ and Officers’ Insurance
M. Director Protections and Defenses

i. Show that the motivation was justifiable (and looking out for SH’s or seem to have been looking out for them) and did it in good faith and not negligent.  

1. Possible Repercussions Outside of BJR:

a. Voted off board or not reelected, but not personally liable.

ii. If you see things going awry, could vigorously object and make sure its noted in the mtg, under 8.24(d).

iii. EXCULPATION - Inclusion of Provisions in Articles Shielding Directors from Personal Liability for Breaching Duty of Care:

1. Del. GCL 102(b)(7) – No personal liability for breaches of fiduciary duty of a director to corp or SH, though remain liable for breaches of duty of loyalty, acts or omissions not in good faith or that involve intentional misconduct or knowing illegality, approval of illegal distributions, and obtaining of a personal benefit (such as by insider trading).

2. RMBCA 2.02(b)(4) – No personal liability for breaches of fiduciary duty of a director to corp or SH, though remain liable for financial benefits rec’d to which he is not entitled, intentional infliction of harm on the corp or its SH, approving illegal distributions, or an intentional violation of criminal law. 

3. Even if you are insulated, still want to be cautious – don’t want to not be reelected or receive negative press.

iv. Indemnification

XLV. Indemnification

A. Indemnification depends on whether:

i. The director was successful in defending the action

ii. The director, though unsuccessful in defending the action, was justified in her actions.

B. 2.02(b)(4) & (5) – Permitting articles to include indemnification provisions.

C. 8.52 – Mandatory Indemnification – If director is sued b/c of her corporate position and she defends successfully (“wholly successful on the merits or otherwise”), the corp is obligated to indemnify the director for litigations expenses, including attorney fees.  Director not deemed “successful” if claim is settled out of court.

i. Also – Del. GCL 145(c).

ii. Right is available no matter whether suit was brought on behalf of corp or outside party.

D. 8.51(a)(1) – Permissible Indemnification - Even if breach of fiduciary duty, if director (i) conducted himself in good faith and (ii) reasonably believed conduct was in best interest of the corp (or if conducted outside of his official capacity, then if he believed conduct was not opposed to the best interest of the corp), then the corporation may expend company money to reimburse director if found personally liable.

i. What if criminal?

1. Only if they had no reason to believe their conduct was unlawful.

ii. 8.51(a)(2) – Can still be indemnified if articles provisions incorporated under 2.02(b)(5) have broadened what 8.51 statutorily permits.

1. Under 8.51(b), this includes director’s conduct w/ respect to employee benefit plans.

iii. 8.51(d)(2) - Indemnification not permitted where director rec’d an improper personal benefit, whether or not it was in his official capacity.

E. 8.55 – Disinterested Parties Req’d to Decide - Determination of indemnification must be made by ‘disinterested’ (someone who is presumed not to be biased).  

i. What does it mean to be a disinterested director?

1. At time of indemnification vote, you are not a party to the proceeding (not named as a defendant), not in a familial/financial/professional/employment relationship w/ director whose indemnification status you are deciding (nothing that would expect to exert any influence on you).  But this does not automatically disqualify you if there is a relationship – the question is whether would it exert any reasonable influence on you.  Can still have one of those relationships so long as it still not influencing.

ii. Who Specifically Decides?

1. 8.55(b)(1) –If 2 or more disinterested directors on the board as a whole (or on a committee, if such power has been delegated to a committee), then those directors vote, and majority decides.  

2. Legal counsel if not enough disinterested directors.

F. 8.56 – Indemnification of Officers
G. 8.57 – Insurance - Company can take out insurance to cover directors’ losses, even if it is something that immunization and indemnification would not cover.

i. IF YOU’RE A DIRECTOR, should find out corporate policy re: immunization, insurance, and permissible indemnification.  Question to ask: What types of policy do they have?

1. Claims Made – policy only covers you for claims made before certain date even if based on conduct that occurred before the cut off date.

XLVI. Shareholder Derivative Lawsuits
A. SH derivative lawsuit defined – SH files suit on behalf of corporation against current and/or former directors and officers.  Charging that these individuals breached their fiduciary duty of care, loyalty, or both.  Corporation is also named as a defendant.

i. Claim that you are suing ‘in the name of [the corporation].’

ii. Generally apply to publicly held corps, not closely held.  In a close corp, directors, officers, and SH are generally all the same people.

B. What happens if SH suit is successful?

i. SH does not benefit directly.  B/c suing on behalf of corp, if liability attaches, company receives damages.

ii. Only way SH gains is through increase in value of shares per se.  

iii. 7.46(1) – Corporation pays successful plaintiff’s litigation expenses, including attorney fees, if the proceeding has resulted in a substantial benefit to the corporation.

1. If lose, must pay your own atty fees, although typically not a major issue as attorney often acts as a “bounty hunter” seeking out potential plaintiffs and typically has the greatest stake in the outcome.

C. Derivative Suit Distinguished from SH’s Direct Lawsuit

i. Direct suit - suing corporation personally to gain something, e.g., get something done for liquidity, stop transaction, ultra vires issue.

D. Role of Committee Cases: Gail v. Exxon & Cuker v. Mikalauskas
E. Special Board Committees Review of Board Actions – Gall v. Exxon
i. Directors are empowered to determine by the exercise of their business judgment whether bringing the cause of action through an attempted SH derivative lawsuit would benefit the corporation, and absent prejudice in its decision, the court should allow the decision to stand.
ii. A special litigation committee may be established under 8.25 to determine whether corp should adopt the suit in its name or dismiss it and ask judge to call it off.  Board is then entitled to rely on committee reports provided they are reliable.  
F. How do derivative suits work?

i. What happens once Board recommends filing a motion in court to dismiss the suit?

1. P re-directs initial complaint to alleging that corp violated fiduciary duty by motioning to dismiss their suit.  The initial complaint becomes just a grain of sand compared to this breach now, by trying to not let suit move forward.

ii. What will corporation argue in response?

1. Corp will argue that Board or committee interviewed ppl and had its own special counsel review merits of suit and situation (will want to get counsel you don’t normally use so that it doesn’t have appearance of propriety).

2. SH is claiming for herself the right to sue on behalf of the company.  That right is essentially one of the directors, and it is their prerogative to ask for the suit to be dismissed.

iii. How will court respond?

1. Unless court finds presence of fraud, collusion, dishonesty, or some other breach of trust in the Board’s decision to dismiss, it generally will not interpose itself in a single SH suit and second-guess directors.   Court is going to look at only what committee decided, and how did board react to what the committee said.  

2. Whether or not case should be dismissed is determined by action taken by committee and board, and how the decision to dismiss was reached.

G. Factors for Consideration Where Determine that Illegal Activity Occurred but Board, in Good Faith Should Not Permit Suit to Go Forward:
i. Benefit of adopting the suit, i.e., how much money will the corp have an opportunity to recoup funds. 

ii. Whether it would be safer not to pursue this at all?  Not going to pursue these ppl to whom they gave bribes again.  

iii. Time and money required to pursue litigation (lawyer fees, executives giving up time for deposition) 

iv. Impact on morale if suit moves forward (in the long run, does it pay?)

v. Embarrassment in the press.

vi. Board could take committee recommendation to permit suit to go forward and then still act otherwise, saying that they don’t think it’s in the best interest of the corporation to let suit go forward.

H. Factors Court Examines When Determining Whether Special Litigation Committee’s Consideration of Recommend Suit to Go Forward Met Requirements – Cuker v. Mikalauskas:

i. Assistance of counsel

ii. Conduct full investigation

iii. Was a report issued 

iv. Was the report followed – 

v. If above are satisfied, business judgment rule applies and court should dismiss action.  

I. Shareholders’ Burden: 

i. Must show the above factors don’t apply and overcome the presumption that committee complied w/ duty of care and loyalty in investigating merits of allegation.  

ii. Must show bad investigation - not independent, no lawyers, report wasn’t followed.

J. Who may be a derivative suit plaintiff?

i. 7.40(2) – Limits derivative suit standing to equity SH and beneficial owners, and excludes option holders and convertible debt holders.

ii. Del. GCL 327 – Requires P be a record owner (not merely a beneficial one).

iii. 7.41(1) - SH Standing to Litigate a Derivative Suit – Contemporaneous Ownership Rule requires that the P owned shares at the time the wrong occurred, or have gotten them through transfer by operation of law (e.g., had lien on something and rec’d them through someone.

1. Ensures P was personally injured by alleged action and did not buy shares to buy the lawsuit.

2. Logical extension – Corporate Incapacity Rule - Corp itself cannot sue for wrongdoing that occurred before a change in ownership.

iv. 7.41(2) – Must be capable of fairly and adequately representing the interests of the company.

v. 7.42(1) - No SH can start a derivative proceeding until a written demand has been made on the company to take action.  RMBCA implicitly precludes argument of demand-futile situation.

K. Demand Requirement

i. Delaware & RMBCA mandates that a demand first be made of the Board unless a demand would be futile.  Demand-pleading requirement allows court to ascertain whether the board could have acted on the demand (Aronson v. Lewis).
ii. 7.42 – Demand – SH contemplating a derivative suit (1) must make a demand on the Board and then (2) must wait 90 days before filing suit unless the board rejects the demand or the corp would be irreparably injured by waiting.
1. Demand req. gives the board (even if the directors would be named defendants,) a chance to take corrective action and avoids the difficult question whether demand is excused.

iii. Substance of Demand 

1. Why is the company liable?

2. Why should corp go after these directors or officers?

3. What is the company’s injury – what did it lose?

4. What duty of loyalty/care breach occurred?  

L. Court’s Approval of Corp Decision Not to Let Suit Move Forward Based on Business Judgment Rule Except in Two Cases:

i. SH could argue that corporation’s refusal of his demand is itself a breach of fiduciary duty.  

ii. In DE, Demand Futile situation “when it is apparent that a demand would be futile” as P argues that officers are under influence that sterilizes discretion and would not be the proper ppl to conduct an investigation (Zappata).

M. Termination of SH Derivative Suit - Zapata Corp. (Demand-Futile (Demand-Excused) Situation - Unique to DE) – SEE HANDOUT NINE!!!

i. SH does not have an individual right, once demand is made and refused, to continue a derivative suit as unless court deems determination wrongful, board’s decision that suit would harm the company will be respected under BJR.  
ii. Court must find balancing point when bona fide SH power to bring corp causes of action cannot be unfairly trampled on by the board, but when the corp can rid itself of detrimental litigation.  Two-step process where demand-futile (a/k/a demand-excused) case is filed:

1. Through recognition that the board, even if tainted by self-interest, can legally delegate its authority to a committee of disinterested directors, court inquires into the independence and good faith of the committee and the bases supporting its conclusions.  Corporation has burden of proving independence, good faith and reasonableness.  Court could reject corporation’s motion to dismiss and allow suit to proceed under any of the following 5 circumstances:

a. Court is satisfied on the record that there is a genuine issue as to one or more material facts.

b. Court determines on the undisputed material facts that the committee is not independent.

c. Court determines on the undisputed material facts that the committee has not shown reasonable bases for its conclusions.

d. Court is not satisfied on the undisputed material facts that the committee has acted in good faith.

e. Court is satisfied for other reasons relating to the investigative process engaged in by the committee that the committee has failed to carry its burden of proving its independence, good faith, and a reasonable basis for its recommendation.

2. Where court is satisfied (i.e., finds none of the above), turns to second step: Court applies its own business judgment as to whether the motion to dismiss should be granted.  

a. Suits will be heard when corporate actions meet the criteria of the first step, but when the result terminate a grievance worthy of consideration.

b. Case gives no guidance on how court determines this – turn to Aronson v. Lewis.

iii. Zapata is an exception to the Business Judgment Rule: Under DE law, it is the corp’s burden to prove that they don’t want to adopt suit b/c they think its in the best interest of the company.

iv. If Rejected, SH Direct Suit Possible - If court doesn’t enter a independent business judgment and dismisses suit, SH’s only recourse is to sue corporation in direct suit for rejecting his demands.

N. What Constitutes a Demand-futile Situation? - Aronson v. Lewis (DE)

i. Under DE law, to get into court w/o making a demand, must satisfy the Aronson Test.

ii. ARONSON TEST – need (1) particularized facts (2) to create a reasonable doubt that (a) the directors are not completely disinterested and independent w/ regard to the challenged transactions for which you are making a demand (doubting their duty of loyalty – alleged undermine ordinary protections and presumptions of business judgment rule) AND (b) transaction you’re challenging is not entitled to the business judgment rule protection – top of p 880.

1. Under DE law, if want to circumvent demand procedure, court will extend the presumption that directors have enough integrity that they can sit legitimately and independently, and place burden on SH to prove that’s not the case.  Under RMBCA 7.44(e), if majority of board was independent, SH’s burden to show 7.44(a) were not met.  If court finds majority of board was not independent, then burden is on corp to show 7.44(a) was met.

a. 7.44(a) - one of the following groups to determine whether suit should be dismissed.  Group must conduct a reasonable inquiry, in good faith, and the conclusion of the inquiry that the derivative lawsuit should be dismissed must follow from the facts that the investigation must be covered.
b. Different types of groups you can have to investigate:

i. 7.44(b)(1) – majority vote of independent directors if the independent directors constitute a quorum

ii. 7.44(b)(2) – majority vote of a committee of 2 or more independent directors appointed by majority vote (irrespective of whether quorum exists for committee creation vote) 

iii. 7.44(f) –court-appointed panel of one or more independent persons (perhaps you have no independent directors or you do, but none of them wants to be on the board).

2. Factual review – Cannot have merely generalizations; must plead something court could investigate.  Must establish both criteria to qualify as demand-futile situation.  If can satisfy Aronson test through the pleadings, then SH burden is over, and burden is placed on corporation.

3. Rationale: Aronson test is meant to save corporations from continuous shareholder suits and bypassing corporate adoption.

iii. Proving the first element of Aronson Test:

1. Must show through specific facts that these directors are beholden and independence is compromised.  Mere citing shorthand phrase ‘dominated and controlled directors’ not enough. 

a. Directors’ nomination to board by controlling SH not enough.

b. Factors that alone are not sufficient (7.33 – Clarification of Independent Status): Being named a D, being threatened w/ personal liability if approving transaction, refusal to reconsider once it had been challenged, rec’g directors fees, fact some might criticize, public embarrassment 

c. Factors that may qualify: That board has used corporate assets to ensure it retains control of the company, where it has gross negligence.

i. Must show a smoking gun, such as an email or something that said that I could never go against you, all that I am I owe to you. 

ii. If challenging this, must prove two – majority not independent, or 7.44(a) was not met.

iv. STRATEGY FOR DEMAND-REFUSAL IN DEL.: If after all this, can’t get through court w/ demand futile claim, can still make a demand.  If you do actually make a demand in way most cases are approached, then you automatically acknowledge that you can’t satisfy Aronson test.  Only recourse you have then if company decides not to go forward w/ your suit is you can challenge that refusal on grounds that BJR should not apply.  But you have the burden of proof.  No longer operating under Zapata.

v. In DE, many times, ppl try for Aronson test and take their shot.  Gives court opportunity to weigh in.  Idea is that if going to make a demand and they refuse, you have uphill battle.

O. DERIVATIVE SUIT APPROACH SUMMARY:
i. RMBCA JURISDICTION

1. Must make demand.
ii. DELAWARE

1. Demand (Gall & Cuker) ( [ next two are BJR ] Special litigation committee recommends no lawsuit ( board agrees ( can challenge decision not to pursue (SH burden to show why special litigation committee and board)

2. No Demand ( was demand necessary?  (Aronson, SH Burden) ( If not, litigation committee must show why suits should be dismissed [no BJR – Corp’s burden] ( even the court can allow suit to survive. [last part is Zapata test]

a. Must show that directors are dominated by shareholders, don’t want to be sued.

iii. ARONSON TEST

1. Directors are not disinterested and independent

2. Would have to show that the challenged transaction’s underlying complaint is breach of duty of care and/or loyalty, and thus not immune to BJR.

a. Later cases have showed must prove either one or the other (either directors are not disinterested OR original protection complaining about was not entitled to BJR).

iv. SH would have to show why once this judgment has been brought, why BJR should be overcome (in other words, gall and kruger).

1. You’d have to attach those decisions on some ground of failure of duty.

P. 7.45 – Discontinuance or Settlement – Requires judicial approval before a derivative suit could be settled, discontinued, or dismissed.  (Note: This in direct contrast to 14.34 – buying out a dissident SH.)
i. Proponents of the settlement have the burden to show it is fair and reasonable to the corporation.  Because proponents’ reasons for supporting the settlement may diverge from corp and SH interests, 7.45 requires court to notify nonparty SH to solicit their comments.  To decide whether to dismiss the settlement, court has broad discretion to consider:
1. Terms of the settlement, including recovery by the corp (or other relief) and any reimbursement of expenses (incl. atty fees) to SH-P and to individual D’s, AND
2. outcome that might have resulted from a trial, discounted by the inherent uncertainty of litigation, the costs caused by trial delay, add’l litigation and indemnification expenses corp might be req. to pay P and D if successful or appropriate respectively, disruption of business and possible negative publicity b/c of trial, and increased insurance premiums if recovery at trial is higher than in settlement.

Q. 7.46 – Payment of Expenses
i. 7.46(1) – Corp has to pay P’s reasonable expenses (incl atty fees) if it finds result of case is a substantial benefit to the corp.

ii. 7.46(2) – P can be ordered to pay corp’s reasonable expenses if court finds proceeding was commenced or maintained w/o reasonable cause or for improper purpose.

iii. 7.46(3) – either party can be ordered to pay the other’s reasonable expenses – whichever party did the wrong things, sort of like sanctions of FRCP 11.

XLIV. Duty of Loyalty
A. Requires fiduciaries to put corp’s interests ahead of their own.
B. What Breaches the Duty of Loyalty:
i. Flagrant Diversion - Stealing tangible corporate assets or the equivalent – activity would be unauthorized and corp would receive no consideration for the asset.
1. Remedy – disaffirm transaction as unauthorized and corp can sue for breach of fiduciary duty and tort.
ii. Self-Dealing - Diversion can be masked in self-dealing transaction.
1. Parent-Subsidiary Transaction – if parent prefers itself at expense of minority, or worse, squeezes out the minority in a merger or other transaction and forces minority to accept unfair consideration for shares.
iii. Executive Compensation - If exc compensation exceeds fair value of services.
iv. Usurping Corporate Opportunity - When corp fiduciary seizes for himself a desirable business opportunity that corp likely would have taken and profited from.  Must provide corp first opportunity to expand profitably.
v. Disclosure to SH - Cannot provide SH false or deceptive info on which SH relies to their detriment – undermines corp credibility and transparency.  Duty of disclosure required when directors seek SH vote and when corp officials communicate to stock trading markets.
vi. Trading on Inside Information - Diversion can occur if acquisition price to the corp rises b/c of director’s purchase of personal shares of company about to acquire.
vii. Selling Out - Accepting a bribe, or selling controlling interest to a new owner who in turn diverts corp assets to herself – can be liable for recklessly exposing remaining SH to new owner’s looting.
iv. Entrenchment - Mgr cannot use corp governance machinery to protect his incumbency effectively diverting control from the SH to himself.

XLVI. Self-Dealing Under Duty of Loyalty
A. The early common law rule was that all self-dealing is wrong, and any such transaction was voidable by the corp if it determined against their interest.

B. UPA didn’t talk about it but RUPA 404(b)(2)(3) talks about the duties of partners in a GP, and says that you cannot compete and have an adverse interest w/ partnership.  

i. However, under 404(f) you can lend money or transact other business w/ company and as to each transaction the rights and obligations as a partner are the same as 3d party, so if they sue you, you have to pay.

C. Other applicable statutes:

i. Official comment 6 – language from RULPA § 403(a), p 222.  Same rights and obligations as 3d party.

ii. 107 RULPA – unless it says any partner limited or general may not lend and transact w/ the partnership, you can do business w/ your own partnership.

iii. ULCCA 409(f) – same discussion – member in a member-managed company you can transact business w/ your own company.

iv. 409(h) – if you’re a mgr in a mgr managed company, you’ve got same standards of conduct prescribed for members.

v. 409(b) – if member of a member managed company or mgr in a manager managed company you can do the same thing as a member in a member managed company.

D. All of the above statutes provide intrinsic permission to transact with own company but you could put it into the agreement that no business can be conducted.  Default position is there is no blanket prohibition although there are some concerns.

i. Self-dealing is not inherently wrong, just potentially suspicious as you have director on each side of transaction.  

E. WHAT TO ADVISE AS ATTORNEY re: Self-Dealing: If you are going to enter into one of these transactions that look suspicious, how do you immunize before or after you realize this might be objectionable, how can you insulate a self-dealing transaction isn’t on its face necessarily wrong.  Separate Answers for DE and RMBCA:

i. DE 144(a) – Provides for ways a K of corporate officers or directors will not be void.  Three dif scenarios:

1. Corp is dealing individually w/ director or officer – we will hire you for a consulting agreement.  

2. K w/ directors or officers to do something outside of company and have K to do it.  

3. K that directors and officers have responsibilities for another corporation.

a. SH could say that their loyalties are split.  Generally though, nothing inherently wrong w/ this idea.

4. None of this is voidable solely b/c of this reason.  A SH who says this K has to be undone, can launch a derivative suit, but can’t use as basis that contract exists that pulls directors and officers to cover two companies at once.  This is not enough for basis of suit.  Must show more than just contractual relationship.

ii. Three ways to insulate yourself under DE 144:

1. A(1) - Full Disclosure to the board – Conflicted director tells the bd of partial ownership of other company.  And board or committee sees all the facts and understands and in good faith majority of disinterested directors votes in favor (doesn’t matter whether there is quorum).

a. After disclosure, approval by disinterested directors.  

2. A(2) – Full Disclosure to SH -  No requirement here that SH are disinterested.  But must be told all the facts they need to know.

a. After disclosure, approval by shareholders.  SH then have burden to overcome BJR.

3. A(3) - If did one of the above two, final hope is that it is fair to corporation at time authorized or ratified.  Maybe didn’t have an informed vote, maybe didn’t have all facts, but it was fair at the time.  Officer didn’t stand to benefit at time, per se.  Done as last resort.

a. Fairness when authorized, approved, or ratified by directors or shareholders.  If shareholder does, corp’s burden to show intrinsic fairness.

iii. Can always get SH to ratify retroactively.  Under DE law, preference for using 1.44(a)(1) or (a)(2).
iv. Once 144 applies, in order to show in suit this was a self-dealing transaction, will have to show a failure to uphold duty of loyalty.  Even if you satisfy 144, does not end there, still must satisfy the inquiry that there was a breach of duty of loyalty in addition to self-dealing.  If you satisfy 1, 2, or 3, all that means is that you’ve dispelled clout of director clout.  If satisfy first prong, court will then look into the ‘intrinsic fairness.’    

v. Fleigler v. Lawrence (DE) 
1. Held that company’s deal w/ majority SH who was director of other company was protected by DE 144(a)(2) – shareholders don’t have to be disinterested.  Even if you satisfy 144(a)(1), (2), or (3), SH has serious burden to prove something wrong - still have to probably check if intrinsically fair or not.  Can’t challenge only b/c it is a self-dealing transaction, must show also that there was a breach of duty, etc.  

2. Here, found that D did prove there was intrinsic fairness.  Corporation’s burden under DE law to satisfy 144(a).  SH must show a little more than self-dealing.

vi. Marciano v. Nakash
1. If you cant satisfy 144 at all, meaning you cannot get legit SH or director vote, and cant get A(3), then you jump right into intrinsic fairness.  Doesn’t mean that there is automatically a problem. 

2. Even if under 144(a)(1) or a(2), it only shifts burden of proof.

F. RMBCA 8.60-8.63

i. Key section is 8.61 – Judicial Action

1. (a) Only time you can as a SH launch a derivative suit on grounds that something is breach of loyalty vis a vis self dealing, is where there is a “director’s conflicting interest transaction.”   If not director’s conflicting interest transaction, then don’t bother.

2. (b) Even if you have such a conflicting interest transaction, could still possibly not win – three different ways:

a. (1) corp has immunized by a director’s vote. (8.62)

b. (2) corp has immunized this by SH vote. (8.63)

c. (3) (parallel to 144a3 in DE law) – if transaction was fair.

3. Official comment: Emphasizes narrow scope – if transaction could be attacked on some other grounds (other than self-dealing), this section (called subchapter F) will not apply.  Perhaps if not on self-dealing, could attack it as failure of due care, ultra vires, illegal transaction (which is nearly same as ultra vires), waste of corporate assets ( then not protected by (b)(1)-(3).

4. When directors vote on immunizing this, that has to accord w/ duties of good faith, duty of care, duty of loyalty.

ii. 8.60 – Defining Conflicting Interest

1. (1) whether or not this transaction is before the board, the director knows at the time that he or a related person is a party to the transaction, or they have a benefit or interest in this other entity that perhaps may conflict w/ thought process.

a. Second, did I think this was coming to a vote and do not acknowledge to the board that interest should be out in the open.  

2. (2) Director’s conflicting interest transaction

3. (3) Related Person – spouse, parent, or sibling of the director, or child, grandparent, sibling or parent or husband or wife of my child, grandparent, sibling or parent, or someone sharing the same home as the director.

iii. 8.62 – How do you immunize

1. Take affirmative vote of majority of qualified directors on the board or committee of the board.  Not ppl abstaining or not showing up, but majority.  

2. Have to tell them what the conflict is – right to know all the relevant potential conflicts.

3. What is the required disclosure?

iv. 8.60(4) – Must tell them anything you think a ordinarily prudent person would reasonably believe to be material to a judgment about whether or not to proceed w/ the transaction.

1. If you try to do this action by a committee or the board, you could deal w/ it after the transaction has been entered into.  Could do this for a whole series of transactions at the same time.

v. 8.62(b) – you can be recused from the committee or board if you have a potential conflict but you wish not to reveal that conflict (lawyer or doctor, etc) – should not play any part in deliberations or vote.

1. What is a qualified director?  Any director which does not have a conflicting interest.  Don’t all have to have same conflict – one could be family, one could be business, etc.

vi. 8.62(b)(2) – even if you personally don’t have a conflicting interest, if you are related professionally, personally, familial to a second director who does and that relationship could potentially influence your vote, that person’s conflicting interest could be viewed as a conflict.

vii. 8.63 - Must have a majority vote of all the shares that could have been cast by the holders of all qualified shares.  Must be taken after full disclosure is made and notice is provided.  Req’d Disclosed Information includes: 

1. 8.63(a) (winning vote) and (c) (what constitutes quorum) are really the same.  

G. Executive Compensation Cases

i. Heller v. Boylan
1. If bonus has no relation to the value of services, it’s wrong.  

a. Rationale laid out on p 920-921.
2. Only something that is subject to law – something justicible should come before court.  Court shouldn’t deal w/ socio-economic issues.
3. Even if were to get involved, how would it decide what theyre worth?  Court is ill-equipped to do anything.
ii. Brehm v. Eisner
1. SH is saying how can Board possibly have given this large of a severance payment.  
2. Court didn’t see duty of loyalty issue here – we don’t need the board to see every single fact.  Theyre responsible for looking at only material facts – what is material here?  Court says that fact board wasn’t provided w/ numbers creates a reasonable inference that they failed to consider.  Just have to be reasonably informed, but they don’t need to know every single fact.  BJR works in favor of directors – P needs to show that directors were laying down on the job.  Bd was relying on exec compensation consultant.
3. If you want to show that they breached duty of care, must show that they didn’t rely on expert, or that they knew expert wasn’t good, but relied on him anyway.  Could be a breach of duty of care that you didn’t even need a consultant to understand the information – can’t hide behind the consultant.  
4. Having said all that, looks at judgment and deference to the board.  There are outer limits in terms of compensation, but that’s only where directors irrationally squander or give away assets.  P says directors didn’t exercise ‘substantive due care.’  Court replies that we don’t measure director judgments.  Says when we talk about due care, talking about the process only.  
iii. Sinclair Oil v. Levien
1. Parent has fiduciary relationship to subsidiary.  When parent of subsidiary is on both sides of transaction, then going to have an intrinsic fairness standard.  
2. Like an employer dating an employee.
iv. Weinberger v. UOP, Inc.

1. Had directors serving on two boards at the same time – this was conflicting interest.  Must recuse yourself.
2. Fair dealing and fair price.  Did you go through and search for other offers.  Did you get a fair price?  There is a range of prices, not one set fair price.  
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