Business Associations Outline

CHOICE OF ORGANIZATIONAL

A SOLE PROPRIETORSHIP

1. Structure:
1. Single Owner
2. Liability

a. Unlimited Direct Liability on owner

b. Derivative and Vicarious Liability for acts of employees

c. Respondeat Superior where the employer or principal is
liable for the employee’s or agent’s actions committed
during the scope of employment also applies

d. Personal liability of owner may attach business and
personal assets

3. Control:
a. Full control to owner, but control may be delegated to
agents
4. Profits:
a. Owner collects all profits. Owner also liable for all debts
(see liability)
5. Tax:

a. Pass Through/Flow Through Tax — no separate filing; one
level of taxation
b. Sole proprietor puts business taxes on personal 1040
6. Formalities:
a. Minimal; no filing required; created in law once business
established
7. Statutes:
a. None
8. Other:
a. Vicarious liability premises upon Respondeat Superior in
agency law.
b. Restatement (2" of Torts — ruled by common law
principles.

B. GENERAL PARTNERSHIP
1. Structure

a. 2 0r more owners; joint ownership

b. Definition of Partnership (RUPA § 202(a), p.91):
Except for associations formed under another statute, the
association of two or more persons to carry on as co-
owners a business for profit forms a partnership.
Partnerships may be formed inadvertently when two people
decide to associate for a profit-making venture.



C.

d.

Factors to Determine Partnership (RUPA 8202(c)(3),
p. 92):

Person who receives share of net profits presumed to be
partner, but can rebut that presumption. If portion of net
profits received as payment of debts, for services as
employee, of rent, of health benefits, of interest in a loan,
or for the sale of goodwill of the business.

Courts look at how 2 people acted to see if acted like
partners. Acting like partners can trump.

2. Liability:

a.

3. Control:
a.

b.

C.
4. Profits:
a.

5. Tax:

b.

Except as provided in (b), all partners are liable jointly and
severally for all obligations of partnership unless otherwise
agreed by claimant or provided by law (partners may
contract around or form LLP)

(RUPA 8 306(a), p.102)

Each partner is an agent of the partnership and an act of a
partner binds the partnership so long as act is in the
ordinary course of business and the partner has authority
(direct, inherent, apparent)

(RUPA 8 301, p. 96)

Exception for LLP: obligation of a partnership incurred
while the partnership is a LLP is solely the obligation of the
partnership

Unless otherwise specified by agreement of amount of
capital invested, all partners share equal control (default)
Each partner has equal rights in management and conduct
of partnership business (default rule that profits shared per
capita) (RUPA 8 401(f), p. 107)

See also UPA 18(a), p. 62

Each partner entitled to equal share of profits and is
chargeable with share of partnership losses in proportion to
share in profits (RUPA 8§ 401(b), p. 107)

Pass Through Taxes — amount of taxes depends on amount
of profits each partner receives according to partnership
agreement: set forth in Chapter K of IRC

Each partner must prepare information return (Form 1065)

6. Formalities:

a.
b.

C.

7. Statutes:

a.

Minimal — no written agreement required (but preferred)
See RUPA § 202(c)(1-3), p. 92 — outlines factors to show
whether partnership formed

Passive co-ownership does not establish partnership

Uniform Partnership Act (UPA) (88 1-43)(1914)(p. 55)



b. Revised Uniform Partnership Act (RUPA) (1997 (p. 74)
Smith v. Kelley (1971)
Smith left business and claimed entitled to fixed % of profits b/c he
was held to public as partner. No written partnership agreement
existed. Court said that he didn’t sign any important notes or
documents and was not obligated to suffer any losses if there was
liability found. Here you see the risks that one might have if you
don’t have writing. The status of this employee should be clear in
his job title or job contract.

a. RULE: You can be a partnership w/out meaning to be.
Intent to form partnership shown by objective examination
of parties’ acts.

b. Objective Acts (none in this case):

i. Partnership Agreement
ii. Capital Contribution
iii. Management Authority
iv. Authority to hire, fire, make purchases
v. Authority to borrow money
vi. Obligation to stand losses of firm
vii. NOTE - RUPA § 202(a) — no need to determine
subjective intent
Young v. Jones (1992)
TX investors deposited $550K in SC bank based on unqualified
audit letter from Price Waterhouse-Bahamas that gave bank clean
bill of health. Money and Def.’s disappeared. Investors couldn’t get
PJ over PWBA, so sued PW-US. Investors allege partnership, or
partnership by estoppel b/c partnership would create joint & several
liability. Court says no partnership...PW stopped short of creating
one.

a. RULE: Persons who are not partners to each other are not
partners to 3" persons.

b. Partnership by Estoppel (purported partner): if a person,
by words or comment, purports to be a partner, or consents
to being represented by another as a partner, in a
partnership or with one or more persons not partners, the
purported partner is liable to a person to whom the
representation is made, if that person, relying on the
representation, enters into a transaction with the actual or
purported partnership.
(RUPA § 308, . 105; or UPA § 16, p. 61)

c. SC statute appears to operate like RUPA & UPA

d. PL.’s point out letterhead identified PWBA only as PW,
audit letter bore PW logo, and was signed PW

e. But, court rejected estoppel claim b/c no evidence that PI.’s
relied on any act or statement by any PWUS partner
indicating creation of partnership nor did PWUS have



anything to do with audit letter

C. LIMITED PARTNERSHIP
1. Structure:

a. Partnership formed by two or more persons having one or
more general partners AND one or more limited partners.
Mandatory general partner and at least one limited partner
(ULPA § 101(7), p. 188)

b. Created by statute, but in absence of statute (or failure to
comply therewith), all partners are general partners no
matter what their private understanding is or how they
designated their partnership agreement

2. Liability:

a. GP: Unlimited liability and must also maintain accounting
LP: Liability limited to LP’s investment into the company,
but cannot participate in control or management

b. Except as provided in (d), limited partner not liable for the
obligations of a limited partnership unless she is also a
general partner or in addition to the exercise of her rights
and powers as a limited partner, she participates in the
control of the business (ULPA 8§ 303(a), p. 194)

c. Limited liability of the limited partners to what they have
invested in the business. Their personal assets are
protected. LPs are used to finance short-term projects
(movies, real estate ventures, etc.)

d. Safe Harbor Provision — A limited partner does NOT
participate in the control of the business by doing one or
more of the following (ULPA § 303(b), p. 194):

i. Being a contractor for the business or an officer,
director or shareholder of a corporate general
partner;

ii. Consulting and advising a GP;
iii. Acting as a surety for the limited partnership or
guaranteeing or assuming specific obligations;
iv. Pursuing any derivative actions;
V. Requesting or attending a meeting of partners;
vi. Proposing, approving or disapproving the
following:
1. Dissolution or winding up of partnership;
2. Selling assets;
3. Incurring indebtedness other than the
ordinary course of business;
Change in nature of business;
Addition or removal of a GP;
Addition or removal of a LP’
Transaction involving conflict of interest;

No ok



8. Amending partnership agreement;

9. Matters related to the business of the LP but
which partnership (in writing) allows limited
partners may participate;

vii. Winding up the LP under § 803
viii. Exercising any right or power permitted to LPs not
specifically enumerated

e. Listin 8§ 303(b) not exhaustive (ULPA 8303(c), p. 195)

Control:

a. GP - Unlimited Control

b. LP - No control (except as allowed under ULPA § 303).
If an LP participates in control, he becomes GP

Profits:

a. Profits and losses of LP allocated among partners in the
manner provided in writing in partnership agreement. If no
agreement, allocated on basis of value of contributions of
each (ULPA § 503, p. 200)

Tax:

a. Pass Through for both LPs and GPs

b. LP often used as a tax shelter b/c you can take losses and
offset them against other types of income (as set forth in
Chapter K of IRC). May offset losses completely or at
least reduce the amount of taxes owed. Because of this,
this type has been used in speculative ventures.

c. LPs must file informational return (Form 1065)

Formalities:
a. Need to file Certificate of LP with office of Secretary of
State. Must set forth the following (ULPA 8201(a), p.190):
i. Name of LP;
ii. Address of office and name and address of service
of process;
iii. Name and business address of each GP;
iv. Latest date upon which LP is to dissolve; and
v. Any matters GPs determine to include therein

b. LP formed at time of filing in Secy of State’s office, or at
any later time specified in the Certificate of LO (ULPA §
202(b), p. 191)

c. Partnership Agreement (not the Cert of LP) is authoritative
document for most LPs. When looking for info, look to
Agreement

Statutes:

a. Uniform Limited Partnership Act (1976) w/ 1985

Amendments (p. 186)
Other:



a. Can have corporation be a GP to cure personal liability. See

8 303(b)(1) (LP may be director, officer, or shareholder of
corporation without being in control)
i. Until 1/1/1997, IRS used Kinter regulations to
determine taxation of LP and corporate GP
ii. Regs identified 6 characteristics of pure
corporation, distinguishing it from other org’ns:
1. Associates
2. Objective to carry-on business and divide
gains therefrom
3. Continuity of life
4. Centralization of management
5. Liability for corporate debt limited for
corporate property
6. Free transferability of interest
iii. 1and 2 are shared by both partnerships and
corporations, and are disregarded for tax purposes.
If entity lacked 2 of 4 characteristics, status of
partnership is respected for tax purposes
iv. NO LONGER USED. Now, entity elects at time
of filing first tax return ... Check the Box
v. See Hamilton, p. 156-159

9. Continental Waste v. Z0so (1989)

LP b/w McKiel (GP) and Zoso Partners (LP — made up of general
partnership b/w lvo Zoso and Fred Cook). Creditors are owed
money from the LP. GP has no money. Creditors look to Zoso.

a.

b.

C.

RULE: Until proper certificate of LP filed, partnership not
an LP and all partners treated like GPs

A LP may be considered a GP if he exercises elements of
control

Look to indicia of control by LP’s actions; or creditor’s
reliance

First, look to defects in the limited liability corporation
filing. If defective, all it is is a GP where partners are
jointly and severally liable

Second, if valid LP, try to find that LP (Ivo) isa GP ...
look for indicia of control. Remember 8 303(b) of 1976
ULPA now creates safe harbors

Finally, LP (Ivo) cannot use good faith exception to § 11
ULPA (1916) [oops, | thought it was filed correctly] b/c it
is a fact-based inquiry not to be determined at summary
judgment

10. Corporate General Partner vs. Individual General Partner

a.

CGP subject to someone else’s control (shareholder, etc.)



CGP can transfer control w/out affecting the continuous
existence of the CGP. Transfers b/w IGPs can be very
difficult

CGP may be entirely acceptable and responsible as a GP
even though its assets are minimal in comparison to the size
of the business it is managing

CGP may enter LP with sizable corporate assets. CGP may
lawfully “bleed away” corporation’s assets. Thus, this may
be to detriment of the LP who relied on the assets of the
CGP to cover any liability

Conflicts of fiduciary duty exist when duties owed by the
corporation to its shareholders. Duties owed by the CGP to
the LP trump those owed by the CGP to shareholders

D. CORPORATION
1. Structure:

a.
b.
C.

d.

Defined by STATE statute

Artificial Person — has legal rights

Must meet filing requirements for Articles of Incorporation
(RMBCA § 1.20, p. 564)

Articles of Incorporation must be filed (RMBCA 8 2.02, p.
572)

Board Of Directors — required by (RMBCA 8 2.05(a), p.
577) either in Articles of Incorporation or elected later;
responsible for policy, business decision, affairs of
corporation and ultimate responsibility of management
Officer — Agent of corporation appointed by Board of
Directors according to corporate statute; carry out the day
to day activities of the corporation

Shareholder — Indirect claim on the capiral of the business
(corporation has direct claim) and are owners in a limited
sense.

2. Liability:

a.

Limited liability to those persons who participate in
corporation. A corporation is a legal person, so it is liable
for its own deeds and for its own taxes
Board of Directors: Generally limited liability unless
corporate veil is pierced
i. May eliminate or limit the liability of a director
except for receiving financial benefits, intentional
infliction of harm on the corporation or the
shareholders, a violation of § 8.33 (unlawful
distributions), and intentional violation of criminal
law (RMBCA § 2.02(b)(4), p. 572)
Officer: Limited unless corporate veil pierced



d.

Control:
a.
b.
C.

Profits:
a.

Tax:

Shareholder: No personal liability (RMBCA § 6.22(b), p.
593); Liability limited to assets invested in company
(unless specified by Articles of Incorporation, RMBCA, 8
2.02(b)(2)(v), p. 572)

Insurance: Reduces some of the risks of unlimited
liability. Corporation needs to have insurance regardless of
whether you as owner have limited liability under
corporation law.

Board of Directors: Manages corporation

Officer

Shareholder: Statutorily defined rights; e.g., elect, reelect
and fire Board; voter on major issues like M&A, initiate
derivative suits

Profits may be paid off as dividends (not automatic).
Whether dividends received is determined by Board of
Directors

Double Taxation: corporation pays a corporate income tax
on its profits. If the after-corporate-tax profits are
distributed as dividends, the individual shareholders pay a
separate, second tax on the dividends
Corporate Tax Form is Form 1120
Zeroing Out the Corporation: When corporation shows it
does not have any income. It pays out the sums to salaries,
etc. in order to show it has expended all if its income, and
thus, will not have to pay a corporate tax

i. Hard to do if corporation makes lots of money

ii. Bad business strategy to try and pay out all money

in order to avoid taxes

Formalities:

a.

b.

C.
Statutes:

a.

b.
Other:
a.

Need proper filing of Articles of Incorporation in proper
office

Must file annual report and fee

Must keep records, minutes, listing of shareholders, etc.

Revised Model Business Corporation Act (RMBCA, p.
556)
Delaware General Corporate Law (p. 477)

Two limitations on corporate limited liability:
i. Piercing the Corporate Veil — when corporate form
used for corrupt purposes, limited liability does not
kick in



ii. Agent of corporation directly participates in a
wrongful act
1. More subtle case arises when other persons
acted as supervisors. If supervision was
direct and specific, supervisors may be held
liable
2. Does not apply often in tort cases
3. Corporation can contract to indemnify an
individual if held liable for doing the
corporation’s business, but indemnification
K not allowed to exceed public policy

E. S-CORPORATION
1. Structure:
a. The Internal Revenue Code allows a corporation to make a
tax election of structured as follows:
i. Fewer than 75 individual shareholders

ii. May not have shareholders who are non-resident
aliens

iii. May not have issued more than one class of stock
(except for classes of common stock different only
in voting rights)

2. Liability:
a. Liability, just like C Corporation
3. Control:
a. Same as Corporation
4. Profits:
a. Same as Corporation
S. Tax:

a. Must make a tax election to be an S Corporation

b. S-Corporation treated as a partnership for tax purposes
(Pass Through). No Double Taxation

i. Double Taxation of Corporations discourages small
businesses to incorporate and the General
Partnership is an unlimited liability vehicle. S-Corp
was created by Congress to make it possible for
small businesses to have limited liability and pass-
through tax treatment

c. Incentive for small businesses and aims to promote small
business growth. Giving benefit of limited liability with
pass-through taxation.

d. If business fails to meet any requirements of S-Corp, then
they will have to pay corporation back-taxes for all the
years they miscategorized themselves

6. Formalities:



a.

7. Statutes:
a.
8. Other:
a.

Very complex; high transactional costs b/c corporation
must employ people to comply with highly-technical
election requirements. Runs counter to the intent of S-Corp
to save money

Governed by tax code, not corporate law. Subchapter S on
Form 1120

When to change from S-Corp to Corp — when assets
become very large and can’t find enough personal
deductions to offset assets ... pass-through taxation then no
longer beneficial

F. LIMITED LIABILITY PARTNERSHIP
1. Structure:

a.

b.

LLP is partnership that has filed a statement of
qualification under § 1001 (RUPA 8 101(5), p. 76)
May convert from LLP to partnership or vice-versa (RUPA
88 902-903, p. 149)
Limited Liability Partnership Statement of Qualification —
(RUPA 8§ 1001, p. 153)
Think of it as a GP with extra provisions that protect
partners that are not direct participants in the bad acts of
other partners
i. Elimination of personal liability of innocent
partners for malpractice or negligence of co-
partners may reduce their incentive to monitor the
performance of other partners
Not an LP b/c LPs cannot participate in operation or
management ... LLPs can
i. Grew out of the S&L crisis

f. Organized under STATE law
G. LIMITED LIABILITY CORPORATION
1. Structure:
a. Hybrid of corporate and partnership forms

b.

4 general characteristics:

i. Limited liability among all partners, similar to a
corporation (Del. Limited Liability Company Act 8
18-303, p. 302)

ii. Pass-Through Taxation like partnership

iii. Chameleon Management — chooses corporate-type
management, partnership-type management, or a
hybrid (Del. Limited Liability Company Act 8§ 18-
402, p. 305)

iv. Creditor-protection provisions

10



2. Formalities:
a. Must file Articles of Organization with the State
3. Downside of LLCs:
a. Statutory limitations — certain States may not uniformly
recognize how to treat an LLC
b. New legal animal and don’t want to litigate on forefront of
the law
c. Different tax treatment of LLCs by State (not Federal)
d. States usually have high filing fees for LLCs while
corporate fees are significantly less
e. No caselaw to definitively chart liability (e.g., piercing)
See p. 135
Old state statutes have not changed language to apply to
LLCs, which did not exist at the time statutes created
i. Meyer v. OK Alcoholic Beverage
1. OK liquor license allowed to person,
general, or limited partnership. Court held
against including LLC in inclusions unless
explicitly set forth, mainly concerned about
limited liability issues
2. Exemplifies problems of court trying to
make decisions w/out case law to guide
decisions
ii. Poore v. Fox Hollow
1. Question of how to treat LLC under
Delaware law, which required representation
of corporations in court. Court applied law
requiring counsel to LLC, just like a
corporation which must have an attorney b/c
it is a fictitious entity. LLC’s limited
liability was deciding factor in treating it
like a corporation with regard to this matter

«Q

4. Other:
a. LLC isaway for a closely held corporation to obtain
limited liability, but avoid the expense of incorporating

1. DEVELOPMENT OF CORPORATION LAW
A. Major Themes
1. BA law is creature of statutory and common law
a. Shaped by federal and state policies
2. Evolution of society and economy may necessitate changes in
business law
a. E.g., creation of S-Corporation and LLC
3. Possibility of revenue to States is a strong factor in the way the law
is shaped

11



a. E.g., Delaware corporate law caters to corporate
management to attract revenue

4. Federal law fills gaps and provides rights and protections where

States may have left off
B. Tensions/conflicts in policies

1. Tension b/w directors and officers (duty to control) and the
protection of vulnerable players (shareholders and creditors)

2. Federalism: conflict b/w state and federal government about who
should regulate in business arena

3. Government is regulator to protect public against cherished rights of

parties to contract

FORMATION OF THE CLOSELY-HELD CORPORATION
A. Where to Incorporate
1. This decision has serious implications to the operation of the
company and the manner in which major actors can have their
objectives for the company met

a. External Affairs of a Corporation — Type of law that
applies is dependant upon where the violation took place
(i.e. breach of K, bribery, etc.)

b. Internal Affairs of a Corporation — Type of law that
applies is dependent on where the corporation is
incorporated (which state). See below, Internal Affairs
Rule (Hamilton, p. 187)

2. Internal Affairs Rule

a. Courts will apply the law of the state of incorporation to
issues arising from the internal affairs of the corporation
(does not apply to K or tort claims)

b. Applies to:

i. Declaration of dividends
ii. Stockholder approval of merger
iii. Sale of corporate assets

3. Choices:
a. Place of Principal Business — usually best for smaller,
closely-held corporation
i. Jurisdiction — where they want to avail selves to suit

ii. Inconvenience considerations if sued outside state

iii. Avoid paperwork and filing fees for doing business
in another state

iv. Tax considerations — no double taxation (or double
fees) with no foreign domocile

v. Home States five flexibility to home corporate (e.g.,
proxy contests)

vi. Smaller corporations may not need the special
structuring and powers made available to Delaware
corporations

12



b. Delaware — benefits for larger businesses

iii.
iv.

V.

Vi.
Vii.

Comprehensive, modern, flexible corporate law
Courts have substantial body of caselaw and
considerable expertise

Lower franchise taxes

Expedited corporate incorporation process (simple
forms; boiler plates)

Directors have substantially more power to make
decisions without votes of shareholders (e.g.,
leeway in fighting hostile takeovers)

Prestige for being a DE corporation

If there is a complex internal organization of the
corporation, then it is probably better to incorporate
in DE

c. Criticism

DE will not change law for fear of losing revenue
Law favors officers and directors, and creates
tension between them and the shareholders
Allows officers and directors to run company
without much control by shareholders

4. Example of Where to Incorporate

a. Triton Energy Proxy Statement (p. 184)

iv.

Vi.

Incorporated in TX, then went public

Shareholders nationwide

Board trying to sell shareholders on reincorporating
in DE

Proxy statement says:

1. More substantial body of case law
construing DE General Corporation Law
(DGCL)

2. This gives greater predictability and reduces
uncertainties (risks)

DGCL most comprehensive and progressive state
corporate statutes
Other reasons Directors want DE

1. DE favors officers and directors over
shareholders

2. Allows officers and directors to run
company without much shareholder control

3. Hostile Takeovers:

a. Directors probably won’t like being
taken over, but shareholders may

b. DGCL gives directors more
opportunity to fight hostile takeovers
and protect themselves even against
deal lucrative to shareholders

13



B. HOW TO INCORPORATE
1. Articles of Incorporation (Hamilton, p. 196)

a. Name
I.

(MBCA § 4.01(a), § 2.02(a)(1))

V.

Must contain the words (in full or abbreviated):
1. Corp,;
2. Inc;
3. Co.;or
4. Ltd.

Must be distinguishable upon the records of the
Secretary of State from other corporate names in
order to avoid fraud, protect current businesses,
anti-competition (shouldn’t profit under goodwill of
other corporations) (MBCA § 4.01(b))
1. Many state statutes prohibit deceptively
similar names
2. Secretary determines whether name is
deceptively similar to as to constitute anti-
competitive nature
3. Official Comment of MBCA says Secretary
should not police the unfair competitive use
of names and does not have resources to do
so. Confusion is the appropriate test under
the act, not the competitive relationship
between corporations
Can use an indistinguishable name if consent by
original user or decree of court
Corporations may generally conduct business under
an assumed or fictitious name to the same extent
that an individual may (MBCA 8§ 4.01(e))
1. Test for lawfulness is no purpose to defraud
2. Fictitious or assumed name (trade name)
statutes are not part of corporate law (just
state law itself)
3. Some states require a public filing disclosing
the real identity
4. Need formal name (corporate name) in
order to sue
5. May reserve name for a fee
DE General Corporation Law (DGCL §
102(a)(1), p. 454)
1. Wider variety of names; more flexible
2. Also contains “club,” union,” “foundation,”
etc.

b. Purpose (Not required in Articles of Inc. under RMBCA)

14



“To engage in all lawful business activities”

. “Every corporation incorporated under this act has

the purpose of engaging in any lawful business
unless a more limited purpose is set for the in the
Articles of Inc.” (RMBCA 8 3.01(a), p. 578)

iii. Same standard in DE (DGCL & 102(a)(3), p. 454)

Trend from very specific purposes (ultra vires
doctrine) to very broad; some States may not
require it. See RMBCA

Illegal activities are not allowed

C. Prln(:|pal Office/Resident Agent and address

iii.
iv.

Must list person (or service company), no PO box
Designed to ensure every corporation has publicly
stated a current place where it may be found for
purposes of service of process, tax notices, etc.

88 5.01-5.04 of MBCA; 8§ 5.01 of RMBCA, p. 581
§ 102(a)(2) of DGCL, p. 454

d. Authorized Stock: Par Value

Most states require that corporation list number of
shares, the class of shares, and their par value
(initial worth)

RMBCA 8 2.02(a)(2), p. 572

DGCL § 102(a)(4), p. 455

Number of shares should be substantially more than
amount that is planned to be issued (issuing more
stock later requires shareholder vote); but, could be
taxed at higher rate depending on the amount of
initial shares

e. Initial Directors/Incorporators

Need name and address of each (RMBCA §
2.02(a), p. 572

Under earlier versions of Model Act, had to list
names of initial directors until 1* mtg held

List name and mailing address of the
incorporator(s); if the powers of incorporators
terminate upon filing of the certificate of inc., must
also list initial directors until 1% annual mtg (DGCL
8102(a)(5-6), p. 455)

f. Duration

Unless Articles of Inc. provide otherwise, every
corporation has perpetual duration and succession in
its corporate name. Note that duration is not
required in Articles of Inc.(RMBCA § 3.02, p. 578)
Assumed perpetual but still not required in
certificate of incorporation (DGCL 8 102(b)(5), p.
456)
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g.

Special Regulatory Provisions (Optional)
i. Corporation may choose to place in Articles of Inc.
for proof in internal disputes should they arise
ii. However, it reveals to competitors how the
corporation functions

2. Filing Articles of Incorporation

a.

b.

Corporate existence begins when Articles of Inc. filed
(RMBCA § 2.03(a), p. 574)

Secretary filing Articles of Inc. is conclusive proof that
incorporators satisfied conditions precedent to
incorporation (RMBCA 8§ 2.03(b), p. 574)

Relation back — Many state filing agencies treat the date of
receipt as the date of issuance of the certificate even though
delays and the review process may result in the certificate
being back dated

3. Steps After Articles of Incorporation are Filed (Hamilton, p. 205)

a.
b.

h.

Prepare bylaws
Prepare notice calling the mtg of the initial Board of
Directors, minutes of meeting and waivers of notice if
necessary
Obtain a corporate seal and minute book

i. Law requires annual mtg of shareholders
Obtain blank certificates for shares of stock

i. Arrange for printing and typing and proper

insurance

Open corporate bank account
Prepare employment K, voting trusts, shareholder
agreements, share transfer restrictions, etc.
Obtain taxpayer identification numbers, occupancy
certificates and other governmental permits or consents to
the operation
Evaluate whether the corporation should file as an S-
Corporation

(See also RMBCA 8§ 2.05-2.06, p. 577)

4. Initial Meeting

P00 T

Take minutes

Establish bylaws

Elect officers and Board of Directors

Issue Shares

Note: if corporation is small and closely held, it is not
necessary to actually hold meetings of incorporators,
directors and shareholders (MBCA 88 2.05, 7.04, 8.21)
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ULTRA VIRES DOCTRINE
A. Definition — corporation acting beyond the scope of its purpose set forth in
the Articles of Incorporation
1. It is now of little practical importance, b/c many inequities resulted;
e.g., a corporation would repudiate an otherwise valid K and K
would be found unenforceable b/c K fell outside purpose of which
corporation was formed, meaning it lacked the power to enter into
the K in the first place. A major loophole
2. In earlier times, it was taken seriously and relates to the concern of
engaging in business with other people’s money. There were also
concerns of directors and officers of company having too much

power
3. See Ashbury Ry. Carrage and Iron Co. v. Riche (1875) (p.213)
B. Corporate Purposes/Powers

1. Purposes (RMBCA § 3.01, p. 578)
a. What the business specifically intends to do
b. Ultra Vires (“beyond the power”) usually goes toward
purpose of the corporation

a. What the business specifically is allowed to do
b. Enabling authorities that a corporation needs to carry out its
purposes
c. See RMBCA 8 3.02, p. 578 for list of powers corporation
has
3. 711 Kings Hwy Corp. v. F.1.M.’s Marine Repair (1966), p. 263
K was to lease property of movie theater to Def. Purpose of
corporation was marine activities (building boats, repairs). Pl. corp.
is leasor and wants to break lease; seeks declaratory judgment to
declare lease invalid. On Motion to dismiss or in alternative Motion
for Summary Judgment
a. RULE: NY Statute (8 203 NY Business Corp Law) limited
use of Ultra Vires doctrine to 3 circumstances:
i. Inan action brought by shareholder to enjoin a
corporate act
ii. Inan action by or in the right of a corporation
against an incumbent or former officer or director of
the corporation; or
iii. Inan action or special proceeding brought by the
Attorney General
b. If act is otherwise legal, it can’t be held invalid based solely
on a lack of capacity (except for 3 situations above)
c. Example of legislatures limiting unfair use of Ultra Vires
d. RMCBA 8§ 3.04, p. 602 (very similar to the NY, NJ acts)
i. Validity of corporate action may not be challenged
on ground that corporation lacks power to act
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ii. Corporation’s power to act may be challenged -
When someone has standing to bring ultra vires
case:

1. Ina proceeding by a shareholder to enjoin
the act;

2. Ina proceeding by the corporation, directly,
derivatively, or through receiver, trustee, or
other legal representative against an
incumbent of the corporation

3. Proceeding initiated by the Attorney General

iii. In a shareholder proceeding, court may enjoin or set
aside the act if equitable and if all affected persons
are parties to the proceeding (an extra requirement
that the NYY statute does not state). Many courts
want to see that you have an internal corporation
solution for this problem. They want to see that
there is property authority for this act.

4. Theodora Holding Corp. v. Henderson (1969), p. 266

HC, that had power to make investments, makes charitable donation
to charity established by majority holder of stock. Another
stockholder sues.

a.

b.

e.

f.

RULE: Corporations can make donations to charities, as
long as reasonable

DGCL § 122(9), p. 463 (see also similar RMBCA §
3.02(13), p. 579) — granted the power of corporation to
make donations for the public welfare or for charitable,
scientific, or educational purposes

The donation fell within the federal tax deduction limitation
of 5% of corporation’s income

DGCL 8§ 121, p. 462 defines General Powers, DGCL § 122
defines Specific Bowers

Most shareholder ultra vires suits regard charitable
donations

Some family law (revenge) issues at play

PREMATURE COMMENCEMENT OF BUSINESS

This refers to the early stages of a business

A. Promoters

1. Any person who, acting alone or in conjunction with others, directly
or indirectly takes initiative in founding and organizing the business
or enterprise of an issuer (e.g., buying, leasing property, arranging
borrowing of money, hiring employees)

2. Fiduciary Duty-

a.

Promoter owes a fiduciary duty to the company and not
toward herself personally. Example, the promoter goes
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out and buys property for 300K and then sells that property
to the company for 350K. Here, the promoter used its
power and information to work for himself and not for the
company.

b. Also owes duty to co-promoters

c. Full disclosure, which includes:
i. Duty to refrain from misrepresenting any material

facts; and
ii. Duty to make known any personal interests in any
transaction relating to the company

Act in good faith

High standard of honesty and frankness

No self-dealing; secret profit-making

Command dedication of corporate funds to corporate

purposes

h. Breach of fiduciary duty is in itself a cause of action.
Could also be a tort (misrepresentation of material fact) or
in contract (mischaracterization)

i. Promoter is liable for common law fraud in event of
misrepresentation. Liable to subsequent investors,
creditors, and co-promoters

Q o a

The Legal Relationships:

a. Between Promoter and company to act in its best interest
and to shareholders’ interest (when added) Fiduciary
duty that the promoter owes to the company.

i. HYPO - Promoter buys land, paying $200K.
Forms corp., gets investors and borrows money. He
sells land to corp. for $250K

ii. RULE - Promoter has duty to act in interest of the
corporation, not his own personal interest. But, if
promoter discloses personal interest and corporation
accepts, no violation of duty

b. Between Promoter and 3" Party

i. Promoter goes out acting on behalf of the business.
He lines up all the resources

ii. Stanley J. How & Assoc. v. Boss (1963), p. 274
Promoter Boss engaged PI’s services for
architecture project. Pl. performed but was only
partly compensated. Corp. never formed, project
abandoned. Architect sues and Boss claims corp. is
liable as obligor. Boss signed K as agent of yet-to-
be-formed Corporation who will be obligor. Here,
Boss tried to place himself neatly within the
exception, but while the judge has to wrestle with
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the fact that the rule says one thing, but to go along
with that then How would have been tricked.
1. RULE:

a. General: Promoters are personally
liable for Ks entered into on behalf
of corporation yet formed. Risk of
loss on promoter because he is
instigating the business

b. Exception: If K made on behalf of
corporation and other party agrees to
look to Corp and not Promoter

2. Here, language in signature ambiguous, so
look to parties’ intent. Both did not intend
to hold corp liable

3. Investors have reasonable expectation that
their money will be protected, so Promoter
liable

4. Restatement (2"%) of Agency

a. 8 330: A person who tortiously
misrepresents to another that he has
authority to make a K on behalf of a
principal, whom he has no power to
bind, is subject to liability to the
other in an action of tort for loss
caused by reliance upon such
misrepresentation

b. §331: A person who purports to
make a K, conveyance, or
representation on behalf of a
principal whom he has no power to
bind thereby is not subject to liability
to the other party thereto if he
sufficiently manifests that he does
not warrant his authority and makes
no tortuous misrepresentation

Quaker Hill, Inc. v. Parr (1961), p. 229

QH sold nursery stick to corp yet to be formed. K
imposed no obligation to Def promoters to form
corp, nor did it name them as obligors on the note or
as promises on the K

1. RULE: Court held that exception to general
rule above applies here

2. Promoters not aggressors, PIl. well aware of
facts

20



3.

Regional bias at play ... NY company
pressuring Def’s to make deal

c. Between Company and 3™ Party

i. McArthur v. Times Printing (1892), p. 280

PI. (3" Party) hired by promoter for one year.
Worked as advertiser and fire. K b/w promoter and
3" party PI. (on behalf of corp.) made on 9/12. K
was to begin 10/1 and run a year. Corp formed
10/16. Less than one year later, Def. was fired.
Board never took any formal action with reference
to the K made on its behalf, even though they knew
of the K at the time of the incorporation and none of
them objected or repudiated the K.

1.

VI. DEFECTIVE INCORPORATION
A. Definitions

RULE: Corporation must make affirmative
steps to form the K. While a corporation is
not bound by engagements made on its
behalf by promoters before incorporation, it
may, after its organization, make such
engagements its own K

The corporation’s adoption or acceptance
need not be expressed and may be inferred
from acts of or acquiescence on the part of
the corporation or its authorized agents.
Here it adopted it as its own due to
knowledge, acquiescence, acceptance of
benefits.

The corporation cannot ratify the K because
it was not in existence at the K’s formation
Corporation tried to void the oral K under
the statute of frauds. Held, can’t ratify
something when Corporation didn’t exist
and had to adopt it when organized on
10/16, and not void by the statute of frauds.
Here is an example of corporate and contract
law intersecting.

This is a corporate law defense that will find
its way into a contract law case.

The law sees the corporation as a separate
legal person and it must make a contract in
order for it to count.

1. De Jure Corporation: Corporation that is properly created under
law. There has been conformity with mandatory legal conditions
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a. Not subject to direct or collateral attack either by state or
another person

b. May exist even though some minor statutory requirements
have not been fully complied with

2. De Facto Corporation: A corporation that has been defectively
incorporated
Requisite Elements:
a. A valid law under which the corporation can be lawfully
organized,
b. An attempt to organize thereunder;
c. Acting as a corporation
I. Good faith in claiming to be and doing business as a
corporation is often further recognized
d. Itisrecognized for all purposes as a corporation except for
direct attack by the state
State Proceeding challenging the entity’s incorporation is called quo warranto

e. RMBCA §2.03(b), p. 574, and DGCL 8103(c), p. 458; §
160, p. 460 — eliminates de facto corporation and holds
that filing Articles of Incorporation cuts off personal
liability.

3. Corporation by Estoppel: similar to above, but do not have to have
the formal prerequisites that have to be met. Allows limited liability
even thought there was an omission in creation of the corporation.
Based on equity, have to show reliance by 3" party

a. When those who deal with a company as though it were a
corporation without knowing the entity’s true business
form would be estopped from denying the existence of a
corporation

b. When estoppel has arisen:

i. Where an association sues a 3" party and a 3" party

is estopped from denying that the PI. is a
corporation

ii. Where a 3" party sues the association as a
corporation and the association is precluded from
denying that it was a corporation

iii. Where a 3 party sues the association and the
members of that association cannot deny its
existence as a corporation where they participated
in holding is out as a corporation

iv. Where a 3" sues the individuals behind the
association but is estopped from denying the
existence of the corporation
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v. Where either a 3" party or the association is
estopped from denying the corporate existence
because of prior pleadings

Always Check State Statute to see if allows Corporation by Estoppel or
De Facto

Robertson v. Levy (1964), p. 235 (De Jure Corporation)

On 12/22/61, PI. and Def. entered into agreement whereby Levy was to form a
corporation that would buy assets of Robertson’s store. 12/27 Levy filed
articles of incorporation. 12/31 Levy entered into the assignment of the lease.
1/2 Articles of Incorporation rejected, knowingly began to operate business.
1/08 PI. executed bill of sale to Levy’s “corporation.” 1/17 Certificate of
corporation was issued. Pl. sued Levy on basis he had no de jure corporation

1. HELD: Due to strict statutory interpretation, there could not be a de
fact corporation or corporation by estoppel in DC
2. RULE:

a. President of an ass’n that files its articles of incorporation
which are at some point rejected, but later accepted, can be
held personally liable on an obligation entered into by
“corporation” before certificate of incorporation has been
issued

b. Creditor not estopped from denying existence of
corporation, even though he accepted the first installment
payment after the certificate of incorporation was issued

3. There was no corporation when documents signed, so Levy becomes
party to the K

4, Court adopted MBCA 88 50, 139, which when taken together have
the effect of eliminating concepts of de facto and estoppel
corporations because of DC’s strict interpretation

5. RMBCA § 2.03(b), p. 574, and DGCL §103(c), p. 458; § 160, p.
460 —holds that filing Articles of Incorporation cuts off personal
liability. Conversely, here the rule is that the issuance of the
certificate of incorporations provides the cut-off point ... before
issued, personal liability.

Cantor v. Sunshine Greenery (1979) (p. 287) (De Facto Corporation)
Def. properly submitted Articles of Inc with sec’y of state. Due to problems
at state office, Articles not filed until long delay. Before actual issuance of
certificate, PI. entered into lease with Def.’s corporation; Def.’s “corporation”
defaulted
1. HOLDING: Def. not liable b/c there was a de facto corporation
since they attempted to file in good faith and wasn’t their fault
certificate not issued
2. RULE: If corporation has de facto status, no personal liability
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Pl.’s knew they were dealing with a corporation, and not an
individual; lease named corporation, not individual; PI. was
sophisticated party and didn’t ask Def. for financial
records/background; PI. should have known no personal liability
Here the court doesn’t refer to the corporate statute, instead it looks
at the facts.

E. Reconciling Robertson and Cantor
See OFFICIAL COMMENT, RMBCA § 2.04, p. 575

1.

2.

These cases just show that Courts are grappling with these concepts
and interpret statutes differently

In Cantor, the conclusive evidence of a corporation is the date of
filing the Articles of Inv, rather than date certificate issues,
according to NJ LAW, which is not a MBCA state. NJ had not
adopted MBCA 8 139 (joint and several liability for person acting
w/out authority)

In Robertson, the conclusive evidence of the existence of the
corporation is at the issuance of the certificate of incorporation rather
than at filing.

RMBCA says “seemed appropriate to impose liability only on
persons who act as or on behalf of corporations ‘knowing’ that no
corporation exists” (RMBCA § 2.04 Official Comments, p. 577)

F. Cranson v. IBM (1964), p. 288 (Corporation by Estoppel)

Pl. invested in new corporation he believed was about to be created. Atty
advised Cranson that corporation had been formed; he paid for a stock
certificate; was shown corporate seal and minute book. Cransons made
transactions, including dealing with IBM as new President. Due to atty
oversight, Certificate of Inc. was not filed until 6 months after signed. IBM
sued to hold Cranson personally liable for defaults on payments

1.

G. Notes

HELD: Cranson not liable b/c IBM dealt with the “corporation” as if
it were properly formed and relied on its credit rather than Cranson’s
personally. IBM is estopped from denying corporate existence
RULE: If participant honestly and reasonably, but erroneously,
believes the Articles of Incorporation have been filed, there will be
no personal liability - RMBCA 8 2.04 Official Comment, p. 575

When all prerequisites for de facto do not exist, court can invoke
doctrine of estoppel to create in effect a de facto corporation and
ensure equitable results

In Cranson, MD statute seems to dictate result would be like
Robertson (personal liability), but court opted not to use this. Shows
that cases are very fact-specific and this is an equitable remedy

24



VIl. DISREGARD OF THE CORPORATE ENTITY (Piercing the Veil)
A. General:

1. Situations in which the corporation has been properly formed, but
due to certain circumstances a court may take away corporate
liability protection and hold shareholders, directors, investors, etc.
personally liable
Extremely harsh remedy; no hard and fast rules used to predict it
Courts more willing to grant in Tort than in Contract cases
This remedy is very rare.

Factors

g o

Fraud

Proper Capitalization

Failure to observe corporate formalities
Non-payment of dividends

Insolvency of debtor corporation at time
Siphoning of funds of the corporation by dominant
shareholders

g. Non-functioning of other directors/officers

h. Absence of corporate records
I.

J.

~® o0 oW

Corporate facade for operations of dominant shareholders
Alter ego

B. DEFINITION OF TRADITIONAL AND REVERSE PIERCING
1. Traditional Pierce
Corp. commits wrong and has no money for damages. PI. seeks to
pierce to obtain relief from officers, shareholders, etc. Based on
Equity.

Plaintiffs have claim against corporation itself, not the individuals,
but use pierce to get remedy deserved from individuals b/c not
available from corp. itself

2. Reverse Pierce
Individual in debt; fears suit and so hides all his money in 10% of a
private corporation (note if public creditors could go after him); even
if creditors obtained his 10% interest, still not enough of a vote to
liquidate corporation and obtain money owed. So, creditors sue both
individual and corporation and ask court to reverse pierce and
disregard corporate entity. This way, creditors can get money they
deserve from individual without hurting the other 90% shareholders.

Pl.’s have a claim against the corporation insider and pierce the

corporation to get to the individual and their money hidden in the
corporation
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Bartle v. Home Owners Coop (1955), p. 298

Def. was ass’n of veterans organized to provide low-income housing for
veterans. Unable to secure contractors to build houses, it formed Westerlea (a
wholly owned subsidiary). Westerlea went bankrupt. Def’s coop had
contributed lots of money to Westerlea. Pl. was bankruptcy trustee for
Westerlea and attempts to hold Def. coop liable for K debts of Westerlea
under piercing theory b/c Westerlea was part of the Def. The facts in this case
that lead the court to rule in favor of now piercing are:

1. RULE: Doctrine invoked to prevent fraud or to achieve equity
2. Here, no fraud, misrepresentation, illegality

3. Corporations often set up to protect liability of owners

4 Trustees were in charge of coop for over 4 years and coop went

bankrupt under their control ... so trustees estopped from disputing
the two separate entities. They have acted like they are separate for
years
5. HOLDING: Veil not pierced, so long as:
Proper corporate formalities are observed
2. Public is not confused about whether dealing with parent or
subsidiary
3. Subsidiary operated in a fair manner with some hope of making a
profit
4. No other manifest unfairness
6. Law permits incorporation for the sole purpose of escaping personal
liability
7. Dissent: Westerlea was set up not to make profit and would
inevitably fail which in itself is fraudulent
Dewitt Truck Brokers v. W. Ray Flemming Fruit Co. (1976), p. 300
Flemming (Def.) formed fruit brokerage corp. transporting from farmer to
market. He sells fruit, takes out transport and brokerage fees and gives rest to
farmer. He breaches K with trucking company and keeps trucking money for
himself that should have been paid to truckers. Trucking company sues corp.
which is insolvent b/c Flemming paying self money that should be in the corp.
to pay truckers. PI. claim Def. was using corp. as “alter ego”
1. RULES:
a. Power to pierce corporate veil should be used reluctantly
and cautiously
b. Burden of proof is on party who seeks to pierce
c. When substantial ownership of stock is in a single
individual and is combined with other factors that clearly
disregard the corporate function, courts will, on grounds of
fundamental fairness and equity, pierce the veil be applying
an alter ego theory or instrumentality theory to invoke
personal liability
Holding: veil pierced
3. Don’t have to show fraud ... just need fundamental injustice

=

N
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4. Piercing may not rest on a single factor (e.g., under-capitalization,
disregard of formalities, etc.), but must involve a number of such
factors. Also must present element of injustice/fundamental
unfairness

5. When substantial ownership of all the stock of a corporation in a
single individual is combined with other factors clearly supporting
disregard of the corporate fiction on grounds of fundamental
fairness, courts have experienced “little difficulty” and have shown
no hesitancy in applying what is described as the alter ego or
instrumentality theory in order to cast aside the corporate shield and
to fasten liability on the individual stockholder.

6. The Piercing analysis looks at capitalization, formalities, basic
Injustice

E. Alter Ego Doctrine
1. Factors
a. Substantial ownership of stock in single individual
b. Undercapitalization
I. Most important factor, even though not enough on
its own
ii. No set dollar amount ... case-by-case
iii. Questions to ask:
1. Caused by economy or intentional behavior?
2. s capital proportional to the business to be
done and the risks entailed?
c. Injustice/Fraud — siphoning of funds by dominant
stockholder
d. Failure to regard the corporate entity — not observing
corporate formalities (records, functioning officers,
meetings, dividends, etc.)
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Baatz v. Arrow Bar (1990), p. 308

Pl. injured by drunk driver who was sold drinks at bar even though he was
drunk. Victims sue bar claiming negligence b/c driver has no money. Bar has
no insurance so PI.’s argue shareholders should be liable and veil should be
pierced b/c they personally guaranteed the obligations of the corporation; alter
ego, undercapitalization, etc.

1.

RULE: When recognition of a corporation as a separate legal entity
produces injustice and inequitable consequences the court may
pierce veil.

FACTORS that indicate injustice and inequality:

a. Fraudulent representation by corporate directors

b. Undercapitalization

c. Failure to observe corporate formalities

d. Absence of corporate records

e. Payment by corporation of individual obligations
(siphoning)

f. Use of corporation to promote fraud, injustice, or
illegalities

HOLDING: No piercing. Def.’s did not abuse the corporate form
and set up the corporation to limit their liability

$5,000 was not so insufficient as to be considered undercapitalized,
given the standard in business

Under formalities, there has to be a relationship b/w the defect and
the harm (e.g., operating under a different name)

Note: when speaking of undercapitalization, it is not the actual
financial balance sheet and dollar amount that is the factor, but rather
how the corporation became undercapitalized

PARENT/SUBSIDIARY CASES
Radaszewski v. Telecom Corp. (1992), p. 266

Employee of subsid Contrux drove a co. truck into the PI. PI. attempted to
pierce veil to get jurisdiction over parent, Telecom.

1.

no

RULE: Someone is injured by the conduct of a corporation or one
of its employees can only look to the assets of the employee or the
employer corporation for recovery. The shareholders of the
corporation, including, if there is one, its parent company are not
responsible
Piercing could be useful for getting jurisdiction over a parent
Piercing can be used in two ways:

a. To establish jurisdiction

b. Liability
TEST for piercing Subsidiary to get to Parent

a. Complete domination not only of finances, but also of

policy and business practices (no separate mind)
b. Control was used by Def. to commit fraud or wrong
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c. Control/breach of duty must proximately cause injuryHere,
capitalization was adequate ($11 million in insurance; not
their fault subsid. went bankrupt)

5. NOTE: in order to pierce, must show more than error in business
judgment (BJR)

Minton v. Cavaney (1961), p. 272 in notes
1. Attorney (or anyone) who assumes a temporary position as an
Officer/Director cannot get out of liability simply on argument that
the position was temporary

Fletcher v. Atex, Inc. (1995), p. 323
Pl. trying to recover repetitive stress injuries allegedly caused by Atex
computer keyboards. Atex is a wholly owned subsidiary of Kodak
1. RULE: To prevail on this theory, must pass 2-Step “alter ego
formula: (Missouri test)
a. Parent and Subsidiary operated as a single economic entity
b. Overall element of unjustness or unfairness present
HELD: no piercing
3. Six Factors of whether parent and subsidiary run as single economic
entity (Harco):
Adequate Capitalization
Solvency
Dividends
Corporate formalities observed
Siphoning off of corporate funds
Corporation simply functioning as a facade
4. Cash management (directly moving money back and forth bw/
parent and subsidiary) in itself not enough to pierce. Rather, cash
management is sound business practice and does not show undue
domination or control; it is administrative convenience
5. Kodak’s and Atex’s Board of Directors overlapped; Kodak approved
major Atex decisions; Kodak’s logo appeared in Atex lit; But still no
piercing. Atex never merged with or operated as Kodak (so no
single entity)
6. Also, no injustice existed anyway

N

P o0 T

United States v. Bestfoods (1998) 337

This is a typical sort of superfund case: a company and an attempt to reach
beyond the company to satisfy the clean-up costs. The theories that the US
used were an attempt to reach beyond the corporation by invoking two
concepts: while limited liability is one of the major features to investments
there were certain limitations (pierce the corporate veil and direct or active
participation). When the two theories are used many courts use the same
words and this can be confusing. If you’re working for a company in a legal
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aspect and you do something liable, then you are first and foremost liable.
The company is secondary liable.

The focus here was a company that sued in a cost-recovery action for
cleaning up the hazardous substances. The US sued in this situation.
Direct participation and piercing are often used together to find more
money.

Although piercing is a rare remedy, there is a good chance that the courts
would like to not get involved of the mess and confusion of this tactic.
They would rather talk about direct or active participation: did you do it
or supervise it directly? If you did, then you are liable. If you get to
piercing then you have to answer questions like: what are the elements,
and how did they play out, and what about formalities. So very often, the
court will see if there is an easier theory then why not try it. ***He really
likes this tactic, and suggests that this is another “level.”

In this case you see discussions about direct and active participation, and
after all is said and done, they basically make the point that piercing has to
do with domination of the subsidiary and if you did dominate the
subsidiary then this could give rise to a piercing; but if you controlled the
facility then you’ll be seen to have directly participated. With direct
participation you look at the scene of the crime and ask at the extent of
which the shareholder set into motion an illegal act that resulted in
economic harm.

If you wanted to avoid a piercing theory, you could use the direct
participation theory. You want to construct the theory that one of the
shareholders directly and actively participated. You want to look at
conversations; emails; letters, etc. You want to show that Y was leaning
on people telling them what to do, and making them do the act. That is the
same as Y doing the act.

US v. Kayser-Roth Corp. (1989), p. (this case may actual be the one above)

Govt suing corp for clean-up of TCE spill. When suit brought, Stamina Co.
no longer existed, so US went after parent

1.

HOLDING: Court finds Def. liable b/c of complete control it had
over Stamina, qualifying Def. as operator under CERCLA statute.
No need to pierce under operator theory. But Def. also liable as
owner and pierces veil to find Def. liable under this theory too
Must look at statute and its interpretations as well as public policy
arguments. A strong enough policy argument and the court will
pierce the veil
Two themes for determining parent liability under CERCLA:
a. When parent dominate subsid to such an extent that veil
should be pierced
b. Where stock owner participates directly in the
management, although not to the extent that allows piercing
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Stark v. Flemming (1960), p. 289

Stark put assets in newly-formed corp. Began getting $400/month salary to
qualify for Soc Security benefits. Secretary found to be sham, but Stark
adhered to normal corporate formalities

1. RULE: As long as corporate statutory provisions observed, a motive
such as this will be allowed

2. Strict statutory construction: If Congress wanted to prohibit this
type of activity, it would have said so

3. Motive behind formation of corp. does not determine validity

Roccograndi v. Unemployment Comp. Bd. Of Review (1962), p. 290
Family sets up corp with family members as employees. When business slow,
they’d lay each other off to collect unemployment
1. HOLDING: They are self-employed b/c had sufficient control to lay
selves off, so unemployment benefits not allowed
2. Distinguish from Stark: There, she was an old woman who
legitimately deserved SS benefits

REVERSE PIERCING—the difference between reverse piercing and
traditional is that reverse includes a lot of different types of cases that don’t’
take the traditional shape of piercing. While in traditional, some P is suing the
corporation because of something to do with the injury, and the corporation
has no money, the person is trying to reach through to get to the persons
behind the company (parent, officers, shareholders). Reversing, which
consists of everything else. One example is where the D tries to protect his
assets from creditors by investing all his assets in the company which is a 10%
interest. The creditors sue and the D says that he doesn’t have any cash. The
creditors find out that the D actually owns stock—which is property. How
would the credit card companies get the money? You could try sue and get
the stock (10% ownership, but no control). Or you could pierce the corporate
veil and ask the court to award the property. This is a non-traditional form of
piercing.

Carghill, Inc. v. Hedge (1985), p. 291
Hedges bought land and assigned their interest in it to a family farm corp.
Sam Hedge bought farm equip. from PI. and upon default, PI. sued Sam and
corp. and won. Farm sold

1. HOLDING: Sale of house not allowed

2. Court disregards corporate entity to further justice and equity
3. 3 Factors in Determining Reverse Piercing:
a. Degree of identity b/w individual and corporation (alter
ego)

b. Whether other parties such as creditors or shareholders will
be harmed by the pierce

c. Strong public policy reasons — furtherance of Homestead
Act exemption here
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I. Homestead Act Exemption: Where creditor cannot
seize a debtor’s dwelling with the land it sits on. To
protect family home and livelihood even in instance
of legitimate debts

O. Pepper v. Litton (1939), p. 353

Pepper sued Dixie Co. for royalties due. During suit, Litton (sole shareholder
of Dixie) forced corporation to confess judgment in his favor for backpay.
Upon judgment, Litton caused execution where he bought the corporate
assets. Litton then caused Dixie to file for bankruptcy and positioned himself
first in line for the deficiency of confessed judgment. Appointed trustee sued
to have confessed judgment in Litton’s favor set aside and execution sale

quashed
1.
2.

ok~

HOLDING: Court placed Litton’s debt behind Pepper’s

RULE: B/c bankruptcy courts are based in equity, salary claims of
officers, etc. of closely-held corps can be disallowed or subordinated
when allowing claims would not be fair or equitable to other
creditors

Not piercing here, but equitable doctrine of subordination (Deep
Rock Doctrine)

Same factors used as piercing

This is another theory that can be used to break into the corporate
franchise to right some type of wrong.

VIIl. PARTNERSHIP ACCOUNTING

A General
1. Financial info is key in assessing status of corp
2. Financial info tells how well corp doing
3. Accounting sets out rules re: identification, layout, and presentation
of certain financial info
4. Most important for investors and lenders to determine ass’n’s
financial health
B. Balance Sheet — snapshot of corporation’s health at a point in time
1. ASSETS = LIABILITIES + EQUITIES

a. Assets — WHAT you have acquired
i. Resources of company
ii. Money, property, certain rights (cash, accounts
receivable, inventory, land, patents, etc.)
iii. Does not include Human Resources
b. Liabilities — HOW corporation acquired assets; Corporate
debt
i. E.g., accounts payable, notes payable, mortgages,
bonds, etc. (A note payable is amount of money
company owes a creditor. Accounts payable is an
outstanding bill)
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c. Equity — HOW corporation acquired it (shares of stock to
investors, earnings)
i. Investment
ii. Making money — net income/profit
1. Capitalization of the corporation. Includes
shareholder’s investment plus corporation’s
earnings

NOTE - What you’ve got must equal how you got it

C. Financial Statement (Income Statement)
1. Measurement of a period of time (quarter, month, week)

Revenue (Gross Revenue, Gross sales) — Expenses = Net Profit (Profit, Net Income,
Income)

--see p. 68(1)
D. Capital Accounts
1. An account on a partnership’s balance sheet representing a partner’s
share of the partnership capital
2. Represents a breakdown in that partner’s capital account; gives more

specific information
INCOME STATEMENT EXAMPLE:

ABC Corporation
Statement of Profit and Loss for Year Ending December 31, 2000

Sales $417,000

Cost of Sales $270,000 -- where you list those expenses directly related to the corp.
GROSS PROFIT $147,000
Other Expenses
Advertising $8,000
Rentals $24,000
Depreciation $5,000
Salaries $32,000
Miscellaneous $18,000
TOTAL $87,000
NET PROFIT $60,000 (Net Profit = Gross Profit — Expenses

BALANCE SHEET EXAMPLE

ABC Corporation
Balance Sheet, Date (of snapshot)

WHAT (sources) | HOW (resources)
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Liabilities

Assets
Cash $19,000 Accounts Payable $73,000
Accounts Receivable $93,000 Note Payable to A $25,000
Inventory $95,000
Fixtures (net of depreciation) $42,000 _
Truck (net of depreciation)  $9,000 Equity

Partner’s Capital $160,000
TOTAL $258,000 TOTAL $258,000
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CAPITAL ACCOUNTS FOR 2000:

Opening Income for Year | Drawing for Year | Closing
A $100,000 $30,000 $0 $130,000
B $0 $30,000 $0 $30,000
Total $100,000 $60,000 $0 $160,000

Opening — A is only partner who invests money ($100K); B made no initial cash investment

use.

Income — for 2000 was $30,000 each. It’s a 50/50 partnership so they split net profit
equally

Drawing for the Year — where the partner pulls money out of company for his personal

They want the business to grow so they don’t draw any money out of company. They

leave it in the company in an effort to make more money

Closing Capital — equals the “Partners’ Capital” on the balance sheet

FINANCIAL MATTERS AND THE CLOSELY HELD CORPORATION
A. Debt and Equity Capital (generally)
1. Capital
a. Every business needs capital to conduct its operations
b. Obtained by (sources):
i. Borrowing funds from private sources, banks, credit
cards
ii. Capital contributions from the owners of business
iii. Capital contributions from outside investors who
thereafter become co-owners of business
iv. Retaining business earnings rather than distributing
them to the owners
c. Basic distinction in raising of capital -- Debt or Equity
Capital
i. Debt (to be repaid) — associated with concepts that
it must at some point be repaid and that interest is to
be paid periodically and is not dependent on the
earnings of the business
ii. Equity Capital — contributions by the original
entrepreneurs in the business, capital contributed by
other investors in exchange for ownership interests
in the business (stock), and retained earnings of the
enterprise

B. Types of Equity Securities
1. Shares, generally
a. Class of shares — all authorized shares of a corporation that
have identical rights
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C.

Shares — units into which the proprietary interests in a
corporation are divided (RMBCA § 1.40(21), p. 568)
Dividends — distribution from current or retained earnings
(RMBCA 8 1.40(6), p. 567)

Common shares (a.k.a. residual, basic stock) — ownership interest in
the company and represents a property right. An owner has
fundamental rights to the following:

a.

b.
C.

Right to vote for election of officers, directors, and on other
matters coming before shareholders (RMBCA 8§ 6.01(b))
Right to receive dividends or a portion of the profits

Right to excess of assets (e.g., if company goes bankrupt,
the creditors are paid first, then preferred stock, then
common stock owners (RMBCA § 6.03(c), p. 584)

Preferred Shares

a.

o

Preferred Shares entitle holders to some preference or
priority in payment against holders of common shares.
They are first to collect a specified distribution (doesn’t
change in value like common stock) before anything else is
paid to the common shareholders; first in line after
creditors, including when the corporation goes out of
business

Generally do not have voting rights

More expensive b/c less risky

Rights (traditionally listed in Articles of Inc.); actual
preference received is contracted for:

i. Cumulative Dividend Rights — any preferred
dividend not paid within 1 year, accumulates and
must be paid along with following year’s unpaid
cumulative dividends before any dividends can be
paid to common shareholders. This is a way of
limiting rights. In order to paid the contract must
state that this is a cumulative right.

ii. Redemption — company has right to redeem and buy
back shares at any time for a fixed price.
Shareholder has no choice, but to accept that price.
This is to avoid unsolicited takeovers or to get quick
money to expand the business. When a corporation
elects to exercise the redemption privilege, it “calls”
the stock for redemption

1. Corps have redemption rights b/c they
realize they may have to pay preferred
dividends indefinitely, so to alleviate that
problem they K for redemption rights

iii. Voting — usually nonvoting, but can vote in an
election of directors is preferred dividends have
been omitted for a specified period
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iv. Conversion Rights — conversion privilege allows
holders of preferred shares to obtain a part of the
long-term appreciation of the corporation’s assets if
the holders are willing to give up their preferred
rights by converting their shares into common
shares. Often used by venture capital companies.
Stock holders will want to switch into the common
stock category so that they can receive a larger
dividend than the preferred stock dividend will pay

1. When corp doing poorly or in its initial
stages, preferred stock is better b/c safer; but
when stick is going up in value (p/h with an
IPO), common stock is more attractive

v. Participating Preferred — these shares are entitled
to the specified dividend and, after common shares
receive a specified amount, they share with the
common in additional distributions on some
predetermined basis

C. Issuance of Shares
1. Share subscriptions and agreements to purchase
a. Traditional/historical approach — it is a K to promise to

invest in a specified number of shares contingent on a
specified amount of capital being raised

b. Main problem: how do you make people pay?
c. Eliminated with modern investment banking (RMBCA §
6.20, p. 585)
i.  Subscription for shares before incorporation
d. DE has its own provision (8 165, p. 484)
2. Authorization and issuance of shares under MBCA (Hamilton, p.
308)
a. Note:
i. DE corporation law has many different provisions
and did not incorporate the model act (DGCL 88
151-174)
ii. Many corporations incorporated in DE, which has
different provisions
b. Authorized Shares — maximum number of shares the corp is

allowed to sell (must have in Articles of Inc). If company
sells more than the predetermined amount, the A-G or
shareholders have standing to sue
i. Company doesn’t have to issue all authorized
shares. They can hold onto some of the stock to
issue at a later time
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D.

C.

d.

Par Value
Definition

1.

2.

a.

b.
C.
History
a.

Issued Shares — number of shares available on market.
Consists of outstanding and treasury stock (see diagram
Hamilton, p. 308)

Treasury Shares — number of shares that company buys
back under its redemption provision.

1. E.g., 100,000 authorized, 20,000 issued;
corporation buys back 5,000, which become
treasury shares with 15,000 shares
remaining issued and outstanding

ii. MBCA 8 6.31 eliminates concept of treasury shares
and treats re-acquired shares as authorized, but
unissued

iii. Many states, including DE, have not adopted this
part of MBCA, though. So, treasury stock there still
considered issued.

Does not equal the initial starting price, nor the selling
price of the share, but rather is whatever amount that is
designated as par value by the drafters of the Articles of Inc
First implemented to prevent stock fraud

Stated Capital = Par Value x Number of Shares Sold

Promoters, trying to lure investors, would sell stock to
outside investors (rr, auto business) at high value while
selling stock to inside investors (people in company) for no
or low value. Concept of watered stock
Legislatures implemented concept of par value, believing
issuing price would equal true market value of stock and its
worth to company. Companies required to state how many
shares they were going to issue and state par value.
Legislators made big mistake by not mentioning anything
about selling price
If buyer paid less than par, she was personally liable to corp
for diff b/w purchase price and par value
I. Par value ensured proportionality of treatment
among diverse shareholders, increased confidence
in market that the share had real value (not just
piece of paper), and ensured company had in fact
been capitalized
Promoters turned this system to their advantage. Articles
of Inc would state low par value (e.g., $0.01) (nominal par
value) and shift money that would have been in stated
capital to another category on balance sheet (capital
surplus, equity). Shares would have high market value for
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outsiders while insiders would pay the low par value w/out
becoming personally liable. Law does not mention
anything about the selling price. Then, insiders could sell
stock at higher market price. So, Par Value became useless
tool against fraud
i. Lower Par Value allows greater flexibility in
shifting assets on the balance sheet b/c stated capital
sets the floor for which assets could be moved since
the stated capital equaled par value
e. RMBCA does not require a statement of par value (8
2.02(a)(2), p. 572 — only requires number of shares), but
allows corp to state par value if it wishes (8 2.02(b)(2)(iv))
f. DE still requires par value (DGCL & 102(4), p. 455)
g. To combat the current fraud, many states promoted state
blue-sky laws (statutory attempts to eliminate stock fraud).
The laws, predecessors to SEC, didn’t work

3. Balance Sheet and Par Value
a. 3shares at $10/share. Par value $1
b. Stated Capital: $3
i. Stated Capital = Shares of Stock x Par Value
c. Capital Surplus: $27 (3 x $9 remaining)
Capital Surplus = (Stock price — Par Value) x Shares
of Stock

BALANCE SHEET:

ASSETS LIABILITIES

EQUITY
1) Investment
--Stated Capital
--Capital Surplus
2) Making Money

4. 3 Types of Shares sold for less than par value
All typically known as “watered stock”
Recipients are all potentially liable to creditors of corporation
a. Bonus Shares
i. Nothing was paid for them
b. Watered Shares
I. Payment in property, but the property not worth the
stock
c. Discounts

39




I. Issued for cash less than par

5. Hanewald v. Bryan’s, Inc. (1988), p. 370
Bryans formed corp and listed 100 shares of common stock with par
value of $1,000 each. Both Bryans received 50 shares of stock for
free. Then they lent corp $10,000 and personally guaranteed a loan
of $55,000 from bank. Corp bought assets and entered lease with
PI., signing $45,000 promissory note. Corp went insolvent; tried to
avoid paying lease. PI. trying to reach them personally

a. RULE:

i. Shareholder liable for difference b/w par value and
the amount actually paid and to such an extent only
as may be necessary for satisfaction of creditor’s
claim

ii. Where loan was repaid by corp to the shareholders
before operations abandoned, loan cannot be
considered a capital contribution, but when a corp is
undercapitalized (as in Pepper v. Litton) a
shareholder’s loans to his corporation may be
treated as capital contributions when equitable

iii. Shareholders’ initial capital investment protects
their personal assets from further liability

iv. Generally, shareholders not liable for corporate
debts beyond capital they have contributed to corp

v. Insome states, when company reacquires
previously-issued stock to place into treasury
shares, they remain issued. Therefore, upon sale, it
does not give rise to watered stock liability

vi. But, States that adopt MBCA § 6.31 consider
treasury shares unissued shares
vii. MBCA § 25 requires shareholders to pay for their
shares to get limited personal liability
viii. Here, 100 shares of common stock authorized. Par
value $1,000/share. Company issues 50 to each of
Bryans without payment. Thus, each owed $50,000
1. They got greedy. Should have set par value
very low so that they had to pay only a
minimal amount to protect selves

6. Eligible and Ineligible Consideration for Shares
a. MBCA 8 19 — No corp can issue stocks or bonds except for
money, labor done or money or property actually received
as legal consideration. Shareholders can sue because they
have ownership in the company and don’t want more
shares given out. State also has standing because they want
to maintain the integrity of their laws
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b. Law changing to allow something less concrete than
services already rendered (e.g., stock options based on
receipt of future consideration)

c. RMBCA §6.21(b), p. 586 — allows for stock to be given as
future consideration (ties person to company)

d. DGCL 88 151-53, p. 474 — Explains DE law on issuance
of stock, par value and lawful consideration for stock

E. Debt Financing

DEBT FINANCING:

ASSETS LIABILITIES
1) Debt

EQUITY
1) Investment
--Stated Capital
--Capital Surplus
2) Making Money

1. Leverage — How much debt you have in relationship to equity
i. Borrowing money from other people to earn more money than had the
person not borrowed
ii. Depends on interest rate on the loan and interest rate on principal
iii. Debt: Company is lent certain amount of principal that it must pay back
with interest. Less risky way to invest in a company b/c you’ll get money
back plus interest ... and there is a schedule in which money will be repaid

iv. Example:

Assume one is running business and if you make a $1000 investment, there will be a
$100 profit

Assume for every $1000 invested, will get $100 profit

Scenario 1 -- Equity Investment - 1000 100 profit
(from selling stock)
Scenario 2 -- Equity Investment — 1000 100 profit
(from selling stock)
Debt Investment - 1000 $50 profit ($100 - $50 financing)
(loan from bank)
(5 year — 5% interest) $150 total
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So, will generate $100 profits, but have $50 debt services
So, end up with $150 profit (with 1000 equity and 1000 debt investment)

So, scenario 1, you took 1000 of your money and ended up with 100 profit
In Scenario 2, took 1000 of your money and ended up with 150 profit

Scenario 3

15% interest

So, $150 per year to service $1000 debt

End up with only $50 profit at the end of the year with 1000 of your money invested
So, if interest rates that high, don’t need bank

Leverage doesn’t make sense here

2.

Bond / Debenture
i. Debenture: an unsecured corporate obligation
ii. Bond: an obligation on corporate property secured by a lien or mortgage

Tax Treatment of Debt
i. Inside Debt — Where people who are shareholders, directors, and officers
lend money to corporation (diff. from money they buy stock with)
ii. Outside Debt — Borrowing from bank, creditors
iii. Advantages / Disadvantages of Inside Debt
1. Advantages of Debt for Corp
a. Investment advantages:

i. Ability to choose safer and riskier methods of
investment, allows corps to gain more capital and
allows risk-adverse investors to participate

b. Tax advantages
I. Pay-out of interest is deductible from income
whereas dividends are not deductible
2. Advantages of debt for inside lender:
a. Investment advantages:
i. Firstin line in bankruptcy
ii. Control over return of principle and interest
iii. Control over your own personal finances
iv. Legal right to sue for repayment as compared to
stock where you don’t have that right
v. Predictable, safe, and stable; interest rates fixed at
K, while dividends vary with amount and payment
timing
b. Tax advantages

i. With dividends, insider pays taxes on entire amount
of dividends received, where with inside debt, only
pay interest on debt securities
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3.

4.

ii. If loan goes bust, taxpayer can deduct entire loss as
ordinary income rather than subject to limitations
on deducting capital losses

Disadvantages of Inside Debt for Corporation
a. Less Flexible — must pay interest and principle at certain
dates
b. Control — Creditors can get more control through
entitlements
Bona Fide of Debt Structure — Is your debt structure realistic and
does it represent reality?
a. Terms of the K
i. Did you use a promissory note? Have you
established an interest rate that represents an arm’s
length process? Have parties acted as if this loan is
real debt?
b. Law is saying that as an inside creditor, you must give up
some sort of equity in exchange for the interest of the
business and then you have to really act like a creditor

iv. Why don’t Corps characterize more of their equity as insider debt?

1.
2.

Investor wants to be a shareholder so he can vote

Investor also wants to be a share holder because if the company
starts making big profits, he wants to capitalize on it as a common
stockholder

Law doesn’t allow company to put all money into debt. Law will
subordinate debt. Law will treat it as equity. It will take the
principal and interest and combine whole amount which will be
turned into a dividend that will then be taxed.

v. How should you structure a business from the inside so as to avoid tax
penalties? The law certainly has an interest in how businesses are
structured. The cases below say that you must have assets on the line, and if
you don’t then the law won’t respect that debt. You have promissory notes,
proper terms, interest being paid, and you have the parties acting as if they
intend to be paid. Substantively, the most important factor is the inside
debt/equity ratio (see below).

v. Slappy Drive Industries v. U.S. (pp. 383)

Investors have inside debt scheme where investors get interest and
principle back and corporation gets a before-tax deduction. Adhered to
formalities, but court didn’t like debt/equity ratio

1. RULE: Law will recharacterize loan to corp from debt to capital

investment (equity), treating it as a “constructive dividend” when
either the debt/equity ratio becomes excessive or the corp fails to
treat debt as debt. Tax deduction for corp wiped out, because
dividends paid are not tax deductible

Here, corp debtors regularly fail to meet due dates for debt
payments. Looked fishy.
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4.

Debt as a Planning Device
i. Obre v. Alban Tractor Co. (385)

Obre and Nelson formed corp. Obre agreed to contribute cash and equip
worth $65,000. Nelson agreed to contribute $10,000 cash and equip.
Control split 50/50. They structure Obre’s debt: $10,000 par value voting
common stock, $20,000 par value non-voting preferred stock, $35,000
unsecured promissory note (debt). Nelson’s: $10,000 par value common
stock. Business failed and Obre wants to be first in line as a creditor

1. RULE: Court should not re-characterize debt as equity absent
showings of undercapitalization (unreasonable debt/equity ratio),
fraud, misrepresentation, estoppel

2. Outside creditors argued court should adopt subordinating equity
principle and treat equity as capital contribution rather than debt
(see Pepper v. Litton and Deep Rock Doctrine)

a. When company bankrupt and not enough money to pay
debts, normal priority:
i. Creditors
ii. Inside debt, if exists
iii. Shareholders

3. HELD: not undercapitalized b/c there was $40,000 of equity and
only $35,000 debt

4. Court noted that Obre’s loan to corp was wither known to other
creditors or could have easily been discovered

ii. Debt/Equity Ratio
1. Asabove, ¥ debt, ¥ equity fine
2. 90% debt would be out of whack

Public Offerings — Securities Act of 1933
1. General

a. Purpose — to protect investors and the market by making
sure everyone informed

b. History — in response to the 29 crash. Adopted full
disclosure and rejected merit approach

c. Requires registration of all securities being placed in hands
of public for first time

d. 2 Parts of Registration
registration is expensive and complex, but designed to
protect investors
i. Prospectus — document distributed to potential and
actual investors about financial health of company
ii. Additional information must be submitted to SEC
and is publicly available ... but need not be in
prospectus
e. Advantages to a Public Offering
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I. Creates market for shares
ii. Prestige of being publicly traded
iii. Opportunity for lots of capital
iv. Ability to use your securities in later acquisitions
f. Disadvantages to Public Offering
i.  Once public, anyone can get lots of info on
company
ii. Cost to unseasoned company can be extreme
iii. Need to hire people, esp. for SEC regs
iv. Potential for hostile takeovers
v. Potential to be sued for improper management of
company
g. SEC minimum protections were necessary b/c States were
not meeting need due to desire to attract business to state

Securities Act of 1933 § 5 — Prohibitions Relating to Interstate
Commerce and the Mails (SA, p. 1274)—he finds the security laws
very unhelpful
a. The Heart of the Act
I. 8§5(a)— Sale or delivery after sale of unregistered
securities — can only make sale when registration
statement is effective. In effect, unless the
registration statement is effective (5c) there can be
no sales. From that you have to deduce whether or
not you have meet with full disclosure.
ii. 8 5(b) — Necessity of prospectus meeting
requirements of 8§ 10
iii. 8 5(c) — Necessity of filing registration statement.
While this section says that there can be no offers it
follows that there can be no sales. From a business
standpoint, they will pull together a team to bring
this company to go public. You have to hire
investment bankers, attorney’s, etc.... to provide
information and advice on timing, cost, etc.
b. 3 Phases of Business Process
i. Pre-Filing:
1. NO offers to buy/sell (not even oral) ... but
can talk about corporation (SA 85(c))
2. NO sales (SA 85(a))
3. YES negotiations/agreements b/w issuer and
underwriter who are/will be in privity with
issuer (SA 82(3), p. 1267)
4. YES issuer may make announcement of
proposed public offering (Rule 135, p. 1314)
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5.

YES broker/dealer may publish certain
information re: specified issuers (Rule 137-
139, p. 1317)

ii. Waiting period (b/w filing and effectiveness)

1.

o~ w

YES oral or written offers. If written, must
be in form of a prospectus (Part I of
registration statement) (SA 85(b)(1), 810, p.
1279)
YES newspaper ads containing very limited
information about the offer
YES identifying statement
NO free writings
NO binding offers to buy/sell

a. Be sure not to violate Rule 135

iii. Post-Effective

1.

2.

3.

File Registration Statement Form S-1 (SA,
p. 1376)
YES — underwriters and dealers may make
offers to sell and make actual sales
YES — Preliminary prospectus must be sent
before or at the time of sale (a prospectus
delivery). Prospectus should include:
a. Summary info, risk factors, and ratio
of earnings to fixed charges
Use of proceeds
Determination of offering price
Dilution
Selling security holders
Plan of distribution
Description of securities to be
registered
h. Interest of named experts and
counsel
i. Information with respect to registrant

@rooooT

Exempted Securities of the Securities Act of 1933 (Private Offerings)
NOTE - If issuing securities must make registered public offering, OR find
exemption for registration to make private offering
1. Exemptions under SA 88 3,4
a. Not as much scrutiny for private offerings
2. Exempted Securities and Exempted Transactions (SA 88 3,4, p.

1270)

a. Intrastate Exemption (SA 8 3(a)(11))- if offer and sell
securities within one state and use proceeds from sale
primarily in that state, don’t have to register with SEC
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Local financing provided by local investors for
local companies

Idea is that if intrastate, easy to get info (but think
of TX and CA ... too big)

And, states have own regs (but some fall down on
this duty)

b. Small or Limited Offering Exemption ( SA 8 3(b)) — sale
offered only to small number of people

$5 million cap

Idea is that investors protected because small
amount and can’t do much harm (but a couple
million is still a couple million)

This is a way to make a small, limited offering w/o
too much scrutiny and only a few expenses

Exempted Transactions (SA 8§ 4-2) — offering to those
shown to be able to fend for themselves ... only to
sophisticated investors

SA 8§ 5’s registration requirements shall not apply
to transactions by an issuer not involving any public
offering

. SEC v. Ralston Purina (Supreme Court case)

Company offered stock to own employees and
didn’t ask who was buying. They claim only key
employees bought and employees initiate sale, so
should fall under § 4-2
1. RULE: Application of 8§ 4-2 should turn on
whether class of persons affected are
sophisticated investors and thus don’t need
protection of the Act or not
2. HELD: This is a public offering, Ralston is
wrong
3. If only offered to executives, may fall under
8 4-2, because they would be sophisticated
investors. But, here, overseas employees
can’t get info, not all employees
sophisticated, class of persons needs
protection

H. THE REGULATORY FRAMEWORK (SEC RULES AND REGS)

1. General
a.
b.
C.

d.

Give regulatory safe harbor
Always check regs, safe harbor, case law, statutes
Even if outside safe harbor, may fall within statute (but

riskier)

3 elements making an Investment a Security:

Investment of Money
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2. RULE 147

Common Enterprise
Profits solely from the efforts of others

a. Outlines what’s needed to properly structure an intrastate
private offering (e.g., 80% of assets and gross revenues
must be in-state)

3. Regulation D

a. General

Draws upon 84(2) (rule 5.06) and §3(b) (rule 5.04
& 5.05)

Provides basis on which there may be exemptions
from registration

One of most frequently used bases for having
exempt offerings

b. Rule 5.01 — Definitions; Common to all exemption rules

1. E.g., Accredited Investor

c. Rule 5.02 - Disclosure Requirements to Investors
(Integration Doctrine)

Outlines general conditions to be met for offers and
sales under Reg. D
NOTE - Integration Doctrine
1. Can’t cheat by breaking down offerings ...
selling to 30 investors one day and then 3
weeks later selling to 8 more
NOTE —5.02 (d) limits re-sales (e.g. accredited
purchaser turns around and sells right away to two
non-accredited purchasers and that is more than 35
for Rule 5.05 purposes)

d. Rule 5.03 - Filing of Notice of Sales
e. Rule 5.04 — Exemption for Limited Offerings and Sales
of Securities not exceeding $1 million

i
ii.
iii.
iv.
V.
Vi.

Draws from SA § 3(b)

Dollar amount limited to $1 million

Unlimited number of purchasers/investors

No investor qualification

No disclosure requirements

Agreement Requirement — once the $1 million cap
is hit, there is a 1 year limitation for offering
securities under this exception

f. Rule 5.05 - Exemption for Limited Offers and Sales of
Securities not Exceeding $5 million

Draws from SA § 3(b)

Dollar amount limited to $5 million
Number of purchasers limited to 35 (non-
accredited)
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iv. But see Rule 501(e), p. 1367, outlining how to

calculate number of purchasers to determine who
is excluded from being counted as a non-accredited
purchaser. Can increase number of investors if they

fir under one of the Rule 501(e)(1) excluded
persons as an accredited investor
1. Rule 5.01(e) calculating number of
purchasers. People who don’t count:

a. Any relative, spouse, or relative of
spouse of purchaser who has same

residence
b. Any Accredited investor

--do not confuse with sophisticated

investor
i. Banks and investment

companies, ERISA and other

plans ... regulated
institutions

ii. Any 501(c)(3) with assets in

excess of $5 million
iii. Any director, officer, or

general partner of company

iv. Person with net worth of $1

million

v. Yearly income of $200,000,

or with spouse $300,000

v. Disclosure Requirement — if one or more investors

is non-accredited, disclosure is required by Rule

502(b)(2), p. 1369; but If all accredited, no

disclosure required because assumed that they are

sophisticated investors

vi. Aggregate Requirement — Once the $5 million cap

his, there is a 1 year limitation for offering
securities under this exception

1. Note, if you have sold $1 million under 504,

you can only issue $4 million under 505

before you hit the cap

Rule 5.06 — Exemption for Limited Offers and Sales

without Regard to Dollar Amount of Offering
i. Draws from SA § 4(2)
ii.  Unlimited dollar amount

iii. Number of investors limited to 35 (non-accredited,

but must be sophisticated); unlimited accredited

investors (see definition 5.01(e))

1. Sophisticated Investor — must meet both

statutory and Ralston requirements
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a. Statute — knowledge and experience
in financial and business matters so
that he is capable of evaluating
merits and risks of perspective
investment

b. Ralston — interpreting 8 4(2) ,,,
executive personnel who because of
their position have access to the
same kind of info available in a
registration statement

iv. Disclosure Requirement — if one or more investor
is non-accredited, disclosure required by 5.02(b)(2);
but if all accredited, no disclosure required

v. Aggregation Doesn’t Apply — only aggregate
under 83(b) [relates to rules 5.04 & 5.05] not here
[because relates to § 4(2)]

h. Integration Information
i. When determining if 2 offerings are of the same or
similar class, note what code sections apply to each
rule/reg exemption ... because each code section
applies to different classes of stock
1. Reg. A-- 8 3(a)(11)
2. Reg.D

a. Rule 5.04 -- 8 3(b)

b. Rule 5.05 -- § 3(b)

c. Rule5.06 -- 8 4(2)

ii. Significance:

1. Legitimate Reg. A offering can be made
w/in 6 months of legit Reg D (5.04 or 5.05
or 5.06) offering

2. Legit Reg D (5.04 or 5.05) offering can be
made within legit Reg D (5.06) offering

i. Remember, all of these Rules are Safe Harbors. Can
try to exceed their scope and still comply with & 3(b) or
8 4(2), but riskier

J. See Hypos ... other outline pp. 39-40

Smith v. Gross
Smith bought earthworms from Gross with intent to breed and sell
back with promise of easy profit. Failed, so sued Gross for
Securities Exchange Act violations. Gross claimed not an
investment security, but a franchise
a. Howie Test — transaction involves an investment security if
there is:
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