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Small Business Enterprises

REVELOS

RACHEL HOGNESS

I. Intro – What is a corporation

A. Formed by filling with secretary of state

1. What is this corporation that has been so formed – its key aspect is that it is a independent entity, separate from the identity of its owners (who are shareholders)

2. Even though the corporate entity is artificial, it is treated the same as a person for many purposes (eg. Enter into contracts) 

3. Key advantages that a corporation has over a person

a. Limited liability

· Each shareholder is normally liable only for the amounts that he contributes to the corporation; if the corporation runs up large debts the shareholders are usually not responsible

b. Free transferability 

· Ownership interests in the corporation are freely transferable. Ownership interests in the corporation are represented by shares, and shares can be readily sold

B. A corporation is always created under the laws of a particular state

II. Agency

A. What is agency?

1. Agency is the fiduciary relation which results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control

2. Principal

· A person on whose behalf and subject to whose control an agent acts

3. The one who is to act is the agent

· Agent – a person who acts on behalf and subject to the control of another

B. Master servant relationship

1. Master

· A master is a principal who employs an agent to perform service in his affairs and who controls or has the right to control the physical conduct of the other in the performance of the service

2. Servant

· A servant is an agent employed by a master to perform service in his affairs whose physical conduct in the performance of the service is controlled or is subject to the right to control the master

3. Independent Contractor

· A person who contracts with another to do something for him but who is not controlled by the other nor subject to the other’s right to control with respect to his physical conduct in the performance of the undertaking. He may or may not be an agent

C. Difference between General Agent and Special Agent

1. General Agent

· An agent authorized to conduct a series of transactions involving a continuity of service

2. Special agent

· An agent authorized to conduct a single transaction or series of transactions not involving a continuity of service

D. When is a principal disclosed or undisclosed

1. Disclosed principal

· If at the time of a transaction between agent and 3rd person, the 3rd person knows that the agent is acting on behalf of a principal and knows the principals identity

2. Partially disclosed principal

· If at the time of a transaction between agent and 3rd person, the 3rd person knows that the agent is acting on behalf of a principal, but does not know the principal’s identity

3. Undisclosed principal

· The agent, in dealing with the 3rd person, purports to be acting on his own behalf

· Undisclosed agent is liable for her agents authorized activities even though b/c the agent does not disclose his agency, the 3rd person believes the agent is acting strictly on his own behalf

E. Authority

· Authority is the power of the agent to affect the legal relations of the principal by acts done in accordance with the principal’s manifestation of consent to him. There are 5 types of authority:

1. Actual Express Authority

· Buy these books from the library

2.  Actual Implied authority

· no specific limitation on price, agent may have implied authority to select reasonably

3. Apparent authority

· An agent has apparent authority to act in a given way on a principal’s behalf in relation to a 3rd person, T, if the words or conduct of the principal would lead a reasonable person in T’s position to believe that the principal had authorized the agent to so act. 

4. Agency by estoppel

· Person not otherwise liable is liable to persons who changed their position b/c of their belief that the transaction was entered into by or for him if

a. He intentionally or carelessly caused such belief, or

b. Knowing of such belief and that others might change their positions b/c of it, he did not take reasonable steps to notify him of the facts

5. Inherent authority

· Agent may bind principal in certain cases even when the agent had neither actual nor apparent authority. 

· If one appoints an agent to conduct a series of transactions over a period of time, it is fair that he should bear losses which are incurred when such an agent, although without authority to do so, does something which is usually done in connection with the transactions he is employed to conduct

F. What is necessary for an individual to act as an agent?

1. Manifestation of consent

· An agency relation exists only if there has been a manifestation by the principal to the agent that the agent may act on his account and consent by the agent so to act

G. How can authority be communicated to the agent

1. Creation of authority

· Except for sealed instruments and transaction required by statute to be performed in a certain way, authority to do an act can be reached by written or spoken words or other conduct of the principal which, reasonably interpreted, causes the agent to believe that the principal desires him so to act on the principal’s account

H. Agency can be formed any way unless there is a formality required by statute. Watch out your conduct may create an agency

I. How can a principal become liable for the agent’s actions?

1. Liability based on agency principles – liability to a 3rd person upon a transaction conducted by an agent may be based upon the fact that:

a. agent was authorized

b. agent was apparently authorized 

c. agent had power arising from agency relation and not dependent upon authority or apparent authority

J. Where the principal is bound

· Where the agent has actual, apparent or inherent authority, so that the principal is bound to the 3rd person, the agent’s liability to the 3rd person depends in part on whether the principal was disclosed, partially disclosed, or undisclosed

1. Undisclosed

· If the principal was undisclosed (at the time of the transaction the agent purported to act on her own) the general rule is that the agent is bound, even though the principal is bound too

2. Partially disclosed principal

· If the principal was partially disclosed  (at the time of the transaction, the 3rd person knew that the agent was acting on behalf of a principal, but did not know the principal’s identity), the general rule is that the agent as well as the principal is bound to the 3rd person

3. Disclosed principal

· If the principal is bound by the agent’s act b/c the agent had actual, apparent, or inherent authority, or b/c the principal ratified the act, the general rule is that the agent is not bound to the 3rd person

· If the principal is not bound by the agents act, b/c the agent did not have actual, apparent, or inherent authority, the general rule is that the agent is liable to the 3rd person

K. A general agent for an undisclosed principal authorized to conduct transactions subjects his principal to liability for acts done on account, if usual or necessary in such transactions, although forbidden by the principal to do them

L. When is a master liable for the torts of his servants?

1. A master is subject to liability for the torts of his servants committed while acting in the scope of their employment

2. A master is not subject to liability for the torts of his servants acting outside the scope of their employment unless:

a. The master intended the conduct or consequences

b. The master was negligent or reckless

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

d. The servant purported to act or speak on behalf of the principal and there was reliance upon apparent authority, or he was aided in accomplishing the tort by the existence of the agency relation

M. Definition  of a servant

· A person employed to perform services in the affairs of another and who with respect to the physical conduct in the performance of the services is subject to the others control or right to control

1. In determining whether one acting for another is a servant or an independent contractor

a. Extent of control which by agreement the master may exercise over the details of the work

b. Whether or not the one employed is engaged in a distinct occupation or business

c. Kind of occupation, with reference to whether in the locality, the work is usually done under the direction of the employer or by a specialist without supervision

d. Whether employer or workman supplies the tools, place of work for person doing the work

e. Method of payment, by time or by job

f. Whether the work is part of regular business of employer

N. A creditor who assumes control of his debtors business for the mutual benefit of himself and his debtor, may become a principal, with liability for the acts and transactions of the debtor in connection with the business. This is also known as constructive agency -  creditor assumes element of control

O. Duty

1. Unless otherwise agreed, an agent who makes a profit in connection with transactions conducted by him on behalf of the principal is under a duty to give such profit to the principal

2. If a servant, in violation of his duty of honesty and good faith, takes advantage of his service to make a profit for himself, he is accountable to the master

P. Misc

1. Risk, elements of contract, day to day operational control can indicate agency

2. Apparent authority relies on employer making manifestation to outside world that agent had authority to act on behalf of principal

III. Partnership

A. Choice between a partnership and corporation
1. Sole Proprietorship

· If there will only be one owner of the business, it may be feasible to set the business up as a sole proprietorship. In a sole proprietorship the owner of the business carries on the business as an individual. This means that he is directly liable for  all the debts and he reports the gains and losses on his own tax return

B. General Partnership

1. All partnerships are general unless the particular statutory requirements for a limited partnership are compiled with. In all states, general partnerships are governed by the Uniform Partnership Act

2. The UPA defines a partnership as an association of 2 or more persons to carry on as co0owners a business for profit. In contrast to a corporation, a general partnership can come into existence by operation of law, without the need to file any formal papers with any state official. Thus if Bob and JP, w./out signing any agreement, begin to jointly operate a candy store, they will have a general partnership

· The most important single fact about general partnerships is that each partner is liable for all the debts of the partnership

3. Creation by estoppel - §16 UPA

· If a person

a. Represents himself or allows other to represent an apparent partnership, and

b. Someone reasonably relies on such a representation, he is 

c. Liable to anyone who relies and has given credit to the apparent partnership. The person represented as a partner is  liable on the transaction even though she is not a partner

1) RUPA §308 – is the same rule as above except the complainant must have entered into a transaction with the purported partnership in reliance on manifestations
*** Elements of partnership by estoppel

· Representation

· Reliance

C. Limited Partnership

1. Limited partnerships are governed by either Uniform Limited partnership Act or Revised Uniform Partnership Act

2. Formation

· Unlike general partnerships (but like corporations), limited partnerships may only be created by filing a formal document with a state official. 

· There also must be a written agreement among the partners

3. Limited partnerships have 2 kinds of partner

a. One or more general partner, who are each liable for all the debts of the partnership

b. One or more limited partners, who are not liable for the debts of the partnership beyond the amount that they have contributed to the partnership

1) To allow liability to be limited further, the general partner(s) may be a corporation

2) Why would anyone ever choose to be a general partner in a limited partnership, rather than being a limited partner?

· Because a limited partner may not participate actively in the management of the partnership, if he does participate he will lose his limited liability

D. In deciding whether to organize a new venture as a corporation or as a partnership, there are 6 major factors which need to be considered:

1. Limited liability

· Difference between corporation and partnership is clear

a. Corporation

· The shareholders liability is normally limited to the amount they have invested

b. Partnerships –  The liability of partners varies on whether the partnership is a general or limited one

1) General partnership

· All partners are individually liable for the obligations of the partnership

· Even applies when one partner does not participate in the act that causes the partnership to become liable

2) Limited partnership

· The general partners are personally liable, but the limited partners are liable only to the amount of their capital contributions

2. Management

· Corporations and partnerships differ with respect to how the enterprise will be managed and controlled

a. Corporation

1) Follow the principle of centralized management. The shareholders participate only by electing the board of directors. The board of directors then appoints officers (high-level executives). The corporation is managed under the supervision of the board, with day to day control resting with the officers

b. Partnership

1) All partners have an equal voice in managing the enterprise, unless they otherwise agree. For eg. They may decide that the decision making powers will be limited to one or a few of them rather than all

a) Remember that such internal agreements concerning decision making authority are not binding on outsiders who are unaware of these agreements. (any partner can bind the partnership in a deal with an outsider)

2) Limited partnership

· Management in a limited partnership is the same as in a general partnership, except that the limited partners may not actively participate in management without losing their limited liability. In other words each general partner may bind the partnership vis a vis the rest of the world

3. Continuity of existence

· Partnership and corporations differ as to their ability to continue in existence when ownership changes

a. Corporation 

· A corporation has a perpetual existence. In other words the fact that ownership changes hands, whether by sale, inheritance, gift, does not in any way affect the corporations continuing existence

b. Partnership

· The rules for a partnership are quite different

1) General

· A general partnership is dissolved by the death of any general partner. In fact, even the withdrawal of a general partner will dissolve the partnership unless the partnership agreement otherwise provides

· The partnership agreement may provide that the withdrawal of a partner will not cause the partnership to dissolve

2) Limited

· A limited partnership is not dissolved by the withdrawal or death of a limited partner

4. Transferability of interest – the two forms differ with respect to how readily transferable an ownership is

a. Corporation

1) Ownership interests in a corporation are very readily transferable. Ownership is embodied in shares of stock. Unless the shareholders otherwise agree, any shareholder may at any time sell or give his shares to anyone else without consent by the other shareholders

b. Partnership

1) A partnership interest is not really transferable to the same extent. Ordinarily all partners must consent to the admission of a new partner (UPA § 18(g)). A partner may assign his partnership interest, but this does not make the transferee a partner, instead, the transferee merely obtains limited economic rights

2) Limited partners

· Limited partners may in a sense transfer their interests, but the transferee does not really become a limited partner – he merely has certain economic rights

5. Complexity of formation and operation

· Especially where the business will at the beginning be small and thinly capitalized, the degree of complexity and expense involved in forming and operating the business will be important, and will vary as between corporation and partnership

a. Corporation

· It is not all that cheap or simple to incorporate. The would be shareholders must file a moderately complex document with the secretary of state, and more importantly, must then comply with a bunch of regulatory requirements applicable to corporations

b. Partnership

· A partnership (at least a general partnership) can be created and maintained with somewhat less expense and fuss. No formal documents need to be filed to create a partnership and a partnership can come into existence by operation of law

· A limited partnership does have to be formally filed

E. When forming a business, a number of options are available

1. Corporation

a. Shareholders separate from entity

b. Shareholders have no exposure to liability

c. Corporate profits and dividends both get taxed

d. Limited liability

e. Continuity of life

f. Transferability of shares

g. Centralized management

2. S- Corporation

· Solves the tax problem. Taxes are paid though all the shareholders were partners

3. Limited liability corporation

a. Taxed like a partnership

b. Form is like corporation

c. Partners have limited liability

d. Operating system may require more layering

4. Partnerships

a. Often just happen

b. Uniform Partnership Act provides default rules when there is no express agreement regarding a given issue

F. Elements of partnerships

1. Intention of parties

2. Right to share in profits

3. Obligation to share in losses

4. Ownership and control of the property

5. Power of administration

6. Language of the agreement

7. Conduct of parties to 3rd persons

8. Rights of the parties on dissolution

G. What is a partnership

· An association of 2 or more persons to carry on as co-owners a business for profit

1. Where one partner has no authority or control in operating the business, was subject to no losses, was not held out as a partner and got nothing by the agreement but a new scale of wages, there is no partnership

H. Uniform Partnership Act §6

· A partnership is an association of 2 or more persons to carry on as co-owners a business for profit

I. Uniform Partnership Act §7

· Rules for determining whether there is a partnership

1. Consent of both parties

2. Joint ownerships do not establish partnership even if profits are shared

3. Receipt of share of profits is prima facie evidence of partnership. Exceptions to this rule include

a. Debt

b. Wages of employee or rent to landlord

c. Annuity to a widow or representative of deceased partner

d. Interest in a loan

e. consideration for sale of a good will of a business

J. Rights and Duties of partners - Uniform Partnership Act §18

1. Rights and duties are determined subject to any agreement between them. Some rules include:

a. Repayment of contribution less any losses sustained by the partnership

b. Indemnification in respect of payments made and personal liabilities

c. Advances or payments beyond amount of capital contributed

d. Interest on capital contributed

e. Equal rights in management  and conduct of the business

f. No remuneration for acting in the business except that a surviving partner is entitled to reasonable compensation for his services in winding up the partnership affairs

g. No new partners without consent of existing partners

h. Differences are decided by a majority of the partners, but no act in contravention of any agreement between the partners may be made without the consent of all the partners

2. Unless the parties have agreed otherwise a person can’t become a member of a partnership without consent of all the partners whereas an assignment of a partnership interest may be made without consent but the assignee is entitled only to receive the profits of the assigning partner

K. Fiduciary Obligations of Partners

1. Partners have undivided loyalty and a very strong fiduciary duty to one another where they have to avoid acting on their own interests entirely – Meinhard v. Salmon

2. RUPA General Standard of a partner’s Conduct §404 – duty of loyalty and care

a. Account to the partnership for any property, profit and benefit derived by the partner including the appropriation of a partnership opportunity

b. Refrain from acting in an interest adverse to the partnership

c. Refrain from competing with the partner before the dissolution of the partnership

3. A partner has a duty to render on demand true and full information of all things affecting the partnership – UPA §20

L. What is a limited partnership

1. In partnership form, one partner is the general partner

2. General partner makes all the decisions, exercises total control, has unlimited liability

3. Where the general partner incorporates, the shareholders will have no liability for the debts of the corporation

4. Limited partners are like shareholders, limited liability and passive investment. They are at the mercy of the general partner. They don’t participate and control. Limited liability is lost if they consult with the general partner and participate

· A general partner may not take secret profits. Where consent of the limited partners is lacking, the general partner is held as a trustee to account to the partnership for any profits derived by it

M. The rights of partners in management

1. Hypo

· A, B, and C start a shop. C hires D. A and B hate him, he is a jerk and bad for business. They want to fire him. Unless the partnership agreement specifies otherwise, they may fire him based on the default rule that the majority dictates. They may also argue that he is hurting business (fiduciary duty)

2. There is no fiduciary duty to disclose info regarding changes to the internal structure of the business where there would be no financial loss for the partnership as a whole and no financial gain or increase of power for the defendants

N. Dissolution of partnerships – how can a partnership be dissolved

1. Partnership can be at will and the partners can dissolve by simple expression of such desire. Dissolution can also be wrongful

2. Death or bankruptcy of a partner dissolves the partnership. Always put suppliers on notice when you dissolve. Partners are then jointly and severally liable for all contract claims where notice can’t be given to everyone

3. Courts of equity may order dissolution where there are disagreements that cause all confidence between the partners to be destroyed, or the behavior of one of the parties hinders the proper conduct of the business

4. When do you get a decree of dissolution

a. Partner is a lunatic/unsound mind

b. Partner is incapable of performing part of a contract

c. Partner is guilty of such conduct as tends to affect prejudicially the carrying on of the business

d. Willfully commits breaches of partnership agreement or conducts himself in matters relating to the business such that it is not practicable to carry on the partnership with him

5. RUPA reasons for dissolution

a. Economic purpose of a partnership is likely to be frustrated

b. Another partner has engaged in conduct relating to the partnership that makes it impracticable to carry on business in the partnership

c. It is not otherwise practicable to carry on with the partnership agreement

6. When a partnership is dissolved, what happens to the partnership assets?

a. When a partnership is dissolved by judicial decree, the assets are sold. Partners can resolve this in advance by making a provision for dissolution in the agreement binding the parties and helping to avoid judicial involvement

b. Bad blood is not a good enough reason to terminate a partnership

c. Can’t dissolve before the partnership has had a chance to make some money

7. What causes dissolution = Death, bankruptcy, and court decree of dissolution 

· §31 states that you can create a guillotine agreement whereby a partner may be expelled vote

8. What are the rights of partners upon dissolution - §38 rights of partners to application of partnership property

a. Partners who did not cause the wrongful dissolution have a right to continue in the business

b. Partners who did cause the wrongful dissolution have the right to the value of their interests in the partnership, less any damages caused to his co-partners by the dissolution, ascertained and paid to him in cash, or the payment secured by bond, and to be released from all existing liabilities of the partnership

9. What is the default rule regarding the allocation of money in winding up the affairs of a partnership

· A dissolved partnership continues until the winding up of unfinished partnership business. No partner is entitled to extra compensation for services rendered in completing unfinished business. This money is allocated to the former partners according to their respective interests

IV. Corporate Form

A. Where and how to incorporate 

· It is the law of the state of incorporation that controls issues of internal corporate governance

1. Where to incorporate – choose between

a. The state where the corporation will have its principal place of business

b. Delaware

2. Permissive states

· Some states give the corporation’s organizers and shareholders nearly unlimited scope to establish whatever corporate governance rules they wish

· For eg. A permissive state might regulate the % of shareholder vote required to approve a merger by saying that (1) where the articles of incorporation are silent. 2/3’s majority is needed; but (2) by majority vote, the shareholders may amend the articles to provide for any approval threshold they wish. A non-permissive state might provide that a 2/3’s shareholder vote is needed regardless of what the articles of corporation say – Delaware is a permissive state

3. Closely held corporations should normally choose to incorporate in the state in which they have their principal place of business – for money reasons

4. Publicly held corporations should incorporate in a place other than they place of business

· The extra taxes payable to Delaware are small relative to the corporations assets

· The managers of the publicly held corp. may get 2 important types from incorporating in Delaware

(1) The ability to accomplish specific transactions w/out a shareholder vote, or with a lesser % needed for approval

(2) A well developed body of law governing corporations

B. Mechanics of incorporation 

1. Articles of incorporation

a. In every state those wishing to form a corporation must file a document with the state official, usually the secretary of state

b. These articles are then reviewed by the state officials, If the official determines that the document is in satisfactorily form, the official files the document, and the corporation is treated as having been formed

c. Since no corporation exists at the time the articles of incorporation are prepared and filed, this document can’t be signed by the corporations shareholders. They can be signed by individuals known as incorporators

d. Contents of articles of incorporation – must include:

1) Corporations name

2) Purpose – very broad – general business purposes

3) Capitalization - # of shares the corporation is authorized to use

e. All states require corporations incorporated in the state to maintain a registered office and a registered agent at that office

f. Initial board of directors

· States allow (1) the incorporators may have the power to elect initial directors (2) the state may allow initial directors to be named in the certificate of incorporation

g. Once the corp. has been formed by the filing of the articles it should adopt bylaws. Bylaws are rules governing the corporation’s internal affairs

· Date, time, and place for the annual meeting of shareholders

· # of directors of the corp.

· Bylaws are usually not filed with the secretary of state

· Bylaws can be easily amended, they usually provide that they may be amended either by the board of directors or by the shareholders

C. Amending the articles

· Once the articles of incorporation are in place and the corp. has been formed, the articles can be amended at any time

1. Under most modern statutes there are only 2 significant limitations

a. The amended articles must be ones which could be adopted if the amended articles were being filed as a new set

b. Any class of stockholders who would be adversely affected by the amendment must approve the amendment by a majority vote

 2. A court may enjoin a proposed amendment on the grounds that it is simply unfair to some shareholders

D. Ultra Vires and Corporate powers

· Was once extremely important, but is of little practical significance today

1. Classic Ultra Vires

· If a corp. acted beyond the scope of what it was authorized by statute to do. Such impermissible transactions were labeled ultra vires and some cases held that the corporate action was void

2. Modern abolition

· Modern statutes have largely eliminated the doctrine

3. The abolition leaves a few holes

a. A shareholder may still sue to enjoin the corp. from acting beyond its powers, if

· The corp. has a charter that expressly limits its powers

· The charter is silent on those powers and the state has not yet revised its statute to give all lawful powers where the charter is silent, the shareholder may even today be able to obtain an injunction on an ultra vires theory

E. Pre-Incorporation Transactions by promoters

1. Promoter

· A promoter is a person who takes initiative in founding and organizing a business or enterprise. A promoter’s activities include the following:

a. Arranging for the necessary capital

b. Acquiring any needed assets or personnel 

c. Arranging for the actual incorporation of the business

2. Liability of promoter

· If the corporation has already been formed and a promoter makes the contract in the corporations name, there is normally no issue as to the promoter’s liability – the corp. is liable and the promoter is not. But if the promoter purports to make a contract on behalf of a corp. that is not yet formed, the situation is fuzzier. 

a. Corporation not named

1) Suppose the promoter makes the contract in his own name without referring to the not yet formed corporation. Even if the promoter has the intent to assign the contract to the corporation, the promoter is personally liable

b. Contract in corporation’s name

1) Assume the contract purports to be in the corporation’s name, and that the contract does not on its face disclose the fact that the corp. has not been formed as of the contract date. Let us further assume that the other party to the contract does not know that the corporation does not yet exist. 

a) Promoter knows

· If the promoter knows that the corporation has not yet been formed, he will almost certainly be held personally liable if the corp. is never formed, or if it is formed but does not take over and fulfill the contract

· RMBCA §2.04 follows this practice. “all persons purporting to act as or on behalf of a corp., knowing there was no incorporation under this act. Are jointly and severally liable for all liabilities created while so acting

b) Suppose now that after the contract has been made in the name of the not yet existing corp., the corporation is formed. If the corporation now takes action which may be construed as adopting the contract, the promoter has a better chance of escaping personal liability

c) Promoter unaware that corp. hasn’t been formed

· Suppose the promoter honestly believes that the corp. has been formed, but it doesn’t, the courts are more sympathetic to the promoter

d) Suppose that the contract recites that the corp. in whose name it is executed has not yet been formed – look at the intent of the parties

· If the corp. is never formed, the promoter is quite likely to be held personally liable

· The corp. is in fact formed  after signing of the contract but never takes any acts to adopt the contract. Promoter will probably be personally liable

· If the corp. is eventually formed and then manifests its intent to take over the contract, the promoter has a better chance of escaping liability

3. Liability of corporation for promoter contract

· If the corp. that did not exist at the time the promoter signed the contract on its behalf does come into existence. In that case under what circumstances does the corporation become liable

a. No adoption, no liability

· Even though the contract may have been made in the corporation’s name, the corporation does not become automatically liable merely by coming into existence. If the corp. does not take any action to manifest its assent to the contract, it is simply not bound

b. Adoption by corporation

· If the corp. after its formation does manifest its assent to be bound by the contract previously signed in its name, this intent will be enforced

c. What constitutes adoption – may be either express or implied

1) Express

2) Implied

· If the corp. receives benefits under the contract w/out objection, this will probably be held to be an implied adoption

4. Fiduciary Obligations of Promoters

a. Case 1: A buys land, sells it to stranger, no misrepresentation, no questions about price paid by A. Arms length transaction. No obligation based on pre-existing relationship. Can’t blatantly misrepresent. Can say non of you business, but not I don’t remember.

b. Case 2: A buys land, was agent for P, P wants to buy land, A sells her the land and does not mention his interest. The land is worth what P paid. Can P recover profit A made from sale? Yes, an agent who makes a profit in connection with transactions conducted by him on behalf of principal has duty to turn over profit

c. Case 3: A buys land, P is a corporation. P is president of the corporation and negotiates with A. A becomes an agent. P can’t proceed against A as an individual in her role as shareholder or as president

d. Case 4: Same as above, except that A causes the corporation to be formed. A is promoter. P becomes president. A sells land to corporation. Corporation can recover profit A made based on fiduciary obligation as promoter. Could have protected himself by fully disclosing

F. Defective Incorporation and its Consequences

1. Promoter has attempted to incorporate, but b/c of some technical defect the incorporation has not yet successfully occurred. The issue becomes whether the promoter and/or his passive investors are personally liable

a. Common law de facto doctrine

· As long as a colorable attempt to incorporate was made, the court would frequently hold that the entity was a de facto corporation – Not really used today

· Organizers tried to incorporate

· Had a legal right to do so

· Conducted themselves as a corporation

b. RMBCA abolishes de facto doctrine

· Thus most states have provisions similar to RMBCA §2.04 – “all persons purporting to act as or on behalf of a corp., knowing there was no incorporation under this act. Are jointly and severally liable for all liabilities created while so acting”

· But RMBCA § 2.04 relieves from personal liability those who act as a corporation without knowledge that there has in fact been no incorporation 

c. Passive investors

· Courts try to protect passive investors from personal liability, even investors who put up money for the commencement of operations without an honest belief that incorporation has taken place

d. Active investors

· An active investor, one who participates in the business’ daily operation won’t get this protection. If an active investor acts on behalf of the corporation while knowing it hasn’t been formed, he’ll be personally liable

2. Corporations by estoppel

a. The main requirement for the doctrine has been that the creditor must deal with the business as a corporation, and agree to look to the corporation’s assets rather than the assets of the individual shareholders. Once the creditor has done this, he is said to be estopped from denying the corporations existence

b. A court will treat a firm not properly incorporated as a corporation if:

1) Parties agreed to treat it as a corp.

2) A windfall would result if a party were allowed to treat it as a non-corporation

c. One who contracts with what he acknowledges to be and treats as a corporation, incurring obligations in its favor, is estopped from denying its corporate existence, particularly when obligations are sought to be enforced

V. Corporate Structure

A. What is a corporation?

1. Shareholders don’t hold assets, only a claim on the residual value of the corp.

2. Stock issued and sold, buyers are shareholders

3. Board of directors manages. Board not necessary in close corporation. In public corporations, ownership is separate from management

4. Corporation has personality separate from shareholders. Partnership is not a separate entity in this way

B. How does a corporation issue shares

· Can issue number of shares. Can be divided into 2 or more classes

C. General Allocation of Power: Shareholders, Directors and Officers

· Traditionally, powers have been allocated among the shareholders, the directors and the officers of a corporation in a particular way
1. The statutory scheme may be summarized as follows

a. Shareholders

· Shareholders act principally through 2 mechanisms:
(1) Electing and removing directors

(2) Approving or disproving fundamental or non-ordinary changes
b. Directors

· The directors manage the corporation’s business. That is, they formulate policy, and appoint officers to carry out that policy

c. Officers

· The corporation’s officers administer the day to day affairs of the corporation, under supervision of the board

2. Powers of Shareholders

a. Under the statutory scheme, the shareholders don’t directly manage the corporation, even though they own it. Instead they can influence the conduct of the business through a number of indirect methods:

1) There are 4 main methods by which the shareholders can influence the corporation’s affairs

a) They have the power to  elect and remove directors 

b) They can approve or disapprove of changes to the articles of incorporation and bylaws

c) They have a right to approve or disapprove of fundamental changes not in the ordinary course of business (eg. Merger)

d) Some transactions by officers or board of directors are void or voidable unless ratified by a vote of shareholders

b. Election and removal of directors

1) Directors are normally elected at each annual meeting, they normally serve a 1 year term

2) Shareholders are generally given the power to elect directors to fill vacancies on the board, but the board of directors also usually has this power

3) The shareholders don’t have the power to conduct business directly on behalf of the corp. They must operate through their control of the board

3. Power of directors

a. The board of directors shall manage the affairs of the corporation

b. Traditionally the shareholders can’t order the board of directors to take any particular action. It is the board who formulate policy; shareholder control is limited to removing directors or approving certain major actions contemplated by the board

c. Day to day management is carried out by the corporations officers, under the supervision of the board of directors

4. Power of officers

a. The corporate officers serve under and at the will of the board of directors and carry out the day to day operations of the corp. Officers are essentially agents of the board of directors

D. The board of directors

1. Election of the board of directors

a. Always elected by the shareholders. Usually a term of 1 year

b. Vote must satisfy basic procedural requirements

1) Notice – proper notice of the time and place of the meeting must be given to all shareholders

2) Quorum – a quorum must be present. More than 50% of the shares eligible to vote must be present either in person or via a valid proxy

c. Straight voting

1) Each share may be voted for as many candidates as there are slots on the board, but no share may be voted more than once for any given candidate

a. Example - A & B are sole shareholders. A holds 72 shares, B holds 28. The board has 3 directors. A’s candidates are A1. A2, and A3; B’s candidates are B1, B2, and B3. If there is straight voting, A can’t cast more than 72 votes for any single candidate, and B can’t cast more than 28 votes for any candidate. Therefore A’s candidates will receive 72 votes each, and B’s candidates will receive 28 votes each

d. Cumulative voting

1) entitles a shareholder to cumulate or aggregate his votes in favor of fewer candidates than there are slots available, including in the extreme case aggregating all of his votes for just 1 candidate. The consequences are that a minority shareholder is far more likely to be able to obtain at least one seat on the board

a. Example – Same facts as above. B can take his entire package of votes 84, (28 x 3) and  put it all on his single favorite candidate, whom we’ll call B1. B1 therefore has 84 votes. Now no matter how A divides up his 216 votes, he can’t come up with 3 candidates all of whom beat B1. 

2. Election of directors under the RMBCA

a. Was notice of the meeting given to all shareholders between 10-60 days before the meeting date

1) If no, election is invalid (unless lack of notice was waived)

2) If yes, go on

b. Was there a quorum present at the meeting

1) If no, election is invalid

2) If yes, go on

c. Does the charter allow cumulative voting

1) If no, voting will be straight

2) If yes, go on

d. Does the notice of the meeting conspicuously say that cumulative voting is allowed

1) If yes, voting will be cumulative

2) If no, go on

e. Did at least one holder give notice to the corp. 48 hours before the meeting that he intended to vote cumulatively

1) If yes, voting will be cumulative

2) If no, voting will be straight

3. Number of directors

a. A substantial and growing minority of states now allow a corp. to have a one or two member board even if there are more than 2 shareholders
b. The number of directors is usually fixed in the articles of incorporation or in the bylaws. If the number is specified in the articles, it may be only changed by shareholder vote, but if it is set in the bylaws, it may usually be changed by the board itself, under the boards general power to amend bylaws

1) However corporation statutes sometimes prevent the board from making very large changes in its size w/out shareholder approval, even if the bylaws allow the board to change the number of directors. For eg. RMBCA §8.03(b) provides that even if the board has power to change the number of directors, it may increase or decease the board only by 30% or less without shareholder approval

c. Most statutes including the RMBCA, allow the articles of incorporation or bylaws to set a minimum and maximum size for the board, rather than a fixed size. The shareholders or the board may adjust the size within the range, but only the shareholders may change the range itself. RMBCA §8.03(c)

4. Filling of vacancies

a. Most statutes allow vacancies on the board to be filled either by the shareholders or by the board, unless the articles provide otherwise

b. Some statutes let the replacement director serve the full unexpired term of his predecessor, others require him to stand for re-election at the next annual meeting

· RMBCA §8.05(d) requires that the replacement stand for re-election at the next annual meeting

c. In many corporations, especially closely held ones, a key control device is that each separate class of stock is entitled to elect a certain number of directors. For instance, if a closely held corp. has A and B classes of stock, the B shareholders might be given the right to elect 4 of the 9 board members, even though they had only 25% of the total voting power of the corporation. If a class has the right to elect a specified number of directors, then only that class may vote to fill a vacancy arising from the resignation of one of the directors elected by the class. 

5. Removal of directors. 

a. When may a director be removed? – Most statutes allow this to be done by either a shareholder vote or a court order

b. Shareholder vote

· Most statutes provide that directors may be removed by a majority vote of shareholders, either with or without cause

1) The RMBCA §8.08(a) says that shareholders may remove one or more directors with or without cause unless the articles of incorporation provide that directors may be removed only for cause

2) However, removal of director provisions are generally drafted so as to prevent the majority from undermining the effect of cumulative voting and other minority protection devices

3) To remove a director it is not necessary that a majority of all shares outstanding be voted against the director, only that a majority of those votes actually cast be against the director

4) A shareholder vote to remove a director requires the same formalities (meeting) as any other shareholder action

c. Court order

1) RMBCA  §8.09 says that the court may order a director removed as the result of a proceeding commenced by either the corp. or by a 10% shareholder, if the court finds that:

(1) The director engaged in fraudulent or dishonest conduct, or gross abuse of authority or discretion, and

(2) The removal is in the best interest of the corporation

2) Since shareholders can remove director w/out cause, why would a judicial proceeding be necessary

· The director may be a shareholder and may posses such voting power that he can block removal by shareholder vote

· B/c the director can only be removed if a special shareholder’s meeting occurs, if the corp. is publicly held, the meeting could involve considerable delay and expense

**States generally do not allow the board itself to remove a director, even for cause

6. Procedures for a directors’ meeting

a. Regular v. special meeting

· There are 2 types of board meeting

(1) A regular meeting is one which occurs at a regular interval (monthly, quarterly, annually), All other meetings are special.

· The frequency for regular meetings is generally specified in the bylaws

b. Notice - A special meeting must be preceded by notice to the board members. RMBCA §8.22(b) provides that a special meeting be preceded by at least 2 days notice of the date, time and place, unless bylaws provide for a longer or shorter notice period

· A director may waive the required notice in writing. 

· If the director attends the meeting w/out objecting to the lack of notice, he will be held to have waived notice

· The notice of the special directors meeting need not specify the business to be transacted at the meeting and any business may in fact be transacted (this is different from the rule governing notice for shareholders meetings)

c. The board of directors may only act if a quorum is present

1) Percentage required – If the board has a fixed size, a quorum is a majority of that fixed number. This is true even though there are vacancies on the board at the moment

2) Some states allow the articles of incorporation or bylaws to specify a % that is less than a majority as the quorum. For example, both Delaware (141(b)) and the RMBCA §8.24(b) allow the articles of incorporation or bylaws to establish any % that is 1/3 or greater as the quorum

3) Statutes often permit the articles of incorporation or bylaws to establish a quorum of more than a majority – RMBCA §8.24(a). For example the bylaws could be amended to provide that all 3 directors must be present for a quorum, this way a minority shareholder who controls one seat could actively block corporate action by refusing to attend directors’ meetings

· The board may fill a vacancy even though less than a quorum of directors is present

7. Formalities for board action

a. Normally, the board of directors may take action only at a meeting, not by individual action of the directors. Directors, unlike shareholders, may not vote by proxy

b. There are a few exceptions to the general rule that directors may act only by duly-convened meeting

1) Unanimous written conduct 

· Directors may act without a meeting if they give their unanimous written consent to the proposed corporate action. RMBCA §8.21(a) – allows unanimous written consent unless articles of incorporation or bylaws prohibit it

2) Telephone meetings

· RMBCA §8.20(b) authorizes the conducting of a meeting by use of any means of communication by which all directors participating may simultaneous hear each other during the meeting

8. Objection by director

a. A director may wish to disassociate herself from action taken by the board. It may be important for her to document her dissent, b/c if she does not she may be personally liable for boards action. The director should either submit a formal written dissention or abstention, or should make sure that her oral dissent or abstention is entered in the minutes of the meeting

9. Committees 

· Boards tend to appoint committees of their members to carry out certain board functions, usually consisting of 3 or more board members, and is given authority to take certain specified action on behalf of the board

a. RMBCA §8.25(a) allows appointment of committees by the board unless articles of incorporation or bylaws specifically prohibit them.

b. A majority of the entire sitting board must approve the creation of a committee and the appointment of members to it. It is not enough that a committee is approved by a majority of the directors present at a meeting containing a quorum

c. Under the RMBCA, committees are not allowed to take certain very important types of actions. For example:

· Filling vacancies on the board

· Amending the articles of incorporation or the bylaws

· Approving or proposing to shareholders actions that require shareholder approval

· Authorizing the issuance or re-purchase of shares

· The basic idea behind these limits is to prohibit delegation of important actions that can’t be overruled or overturned by the board of directors

E. Officers

1. An officer is appointed directly by the board of directors

2. Most statutes  allow one person to hold multiple offices simultaneously

· One exception – the president and secretary are usually not permitted to be the same person

3. the Board of directors has the power to remove officers with or without cause

4. The board is managed by the board of directors, not the officers. Therefore even when an officer purports to act on behalf of the corp. and to bind the corp. his action may not be legally sufficient to bind the corp. Since the officer is an agent of his principal (the corp), the officers authority to bind h is principal is usually analyzed by use of traditional agency principles

a. An officer, even the president, will not automatically have authority to bind the corp. to a transaction merely by virtue of his officer. Only if one of the doctrines described below applies will the corp. be bound by the act of its officer

1) Express actual authority

· Explicit grant of authority to the officer to act on behalf of the corp.

2) Implied actual authority

· Authority which is inherent in the office. 2 common ways in which implied actual authority can come into existence

a) Inherent in post

· Authority may be inherent in the particular post occupied by the officer, measured by common understandings of business people. For example, it is today commonly assumed that the president of a corp. has actual authority to sign at least non-extraordinary contracts

b) Particular action of the board

· The board, by its own conduct or inaction, may have implicitly granted the actual authority to the officer in question. Thus even if  vice presidents in the business world are generally not permitted to sign contracts disposing of surplus plants, the fact that ABC’s Corp.’s board has allowed Vice President to do so in the past without objection, or the fact that the board has known that Vice President was about to sign the particular contract in question, would be enough to clothe the VP with implied actual authority to sign the contract on behalf of ABC

c) Particular posts

i) Presidency

· The modern trend is to treat the president as having at least the authority to bind the corp. in ordinary business transactions (hire and fire non officer level employees, enter into ordinary course contracts)

· Some actions would be beyond the scope and not authorized by the presidents actions alone

ii) VP, treasurer

· Little or no authority by virtue of his position

iii) Secretary

· He has inherent authority to certify the records of the corp.

3) Apparent authority

a) When the actions of the principal (corp.) give the appearance to reasonable persons that the agent is authorized to act as he is acting, the principal is held responsible for creating the impression that the agent had actual authority to act, therefore the principal may not avoid the transaction

b) For the 3rd party to successfully invoke the apparent authority doctrine, he will have to show that:

i) The corp. by acts other than those of the officer, indicated to the world that the officer had authority to do the act in question, and

ii) The plaintiff was aware of those corporate indications and relied on them

c) For the apparent authority doctrine to apply, it is not sufficient that the agent himself represents to the 3rd party that he has authority to enter into the transaction. The indications of authority must come from someone else in a position of power at the corporation

d) What are extraordinary actions

· Decisions that would make a significant change in the structure of the business enterprise, or the structure of control over the enterprise are extraordinary actions and therefore outside the presidents apparent authority

e) A similar extraordinary v. ordinary test is also used to determine whether the president has implied actual authority to take a particular action. But even though a given act by a president will often indicate that he has both implied actual authority (by virtue of his position) and apparent authority, the 2 doctrines are not the same. 

· Implied actual authority can always be negated by an express board resolution to the contrary, but the board can’t negate apparent authority unless it communicates this fact to the 3rd person who is relying

4) Ratification

a) Suppose that at the time an officer acts on behalf of the corporation, he has neither actual nor apparent authority. The corporation may nonetheless be bound by its subsequent actions under the doctrine of ratification

· Under this doctrine, if a person with actual authority to enter into the transaction learns of the transaction and either expressly affirms it or even fails to disavow it, the court may find that the corp. is bound

F. Formalities for shareholder action

1. We now examine the mechanics by which shareholders exercise their right to vote on certain aspects of the corps. Affairs

a. Annual meeting

1) Nearly all states require a corp. to hold an annual meeting of the shareholders – RMBCA §7.01(a)

a) If the corp. fails to hold an annual meeting, this failure does not make the corps. Subsequent actions invalid

· A shareholder will probably be able to get a court order that one be held

2) the purpose of the annual meeting

a) Includes at least the election of directors. And can include any other relevant issue even if it was not specifically referred to in the notice given to shareholders – RMBCA §7.05(b)

b. Special meeting

1) Normally called to consider one or a small number of very important matters that can’t wait until the next annual meeting

· Unlike the notice of an annual meeting, the notice of the special meeting must state the particular issues to be raised at the meeting, and no other issues may be considered

2) A special meeting may always be called by the board of directors. Also any person or group who is authorized by the bylaws to call a meeting may do so

a) Some statutes allow the holders of a certain % of the shares to call a special meeting

i) RMBCA §7.02(a)(2)

· The holders of a mere 10% of the shares may cause a special meeting to be held. Delaware does not allow even a larger % of shareholders to call a special meeting, only the board or persons authorized in the bylaws may do so

c. Do shareholders get notice of the meetings – yes

1) They must be given notice of 10 – 60 days

2) If a meeting is adjourned to another time and place, it is not necessary, unless the bylaws otherwise provide, to give notice of the adjourned meeting if the time and place are announced at the meeting at which the adjournment is taken, and at the adjourned meeting only business is transacted that might have been transacted at the original meeting. If the date is changed, a notice shall be given to each shareholder of record

d. Quorum

1) Statutes generally require that a quorum be present at the shareholders meeting equal to a majority of the outstanding shares. However the % required for a quorum may be reduced as provided in the articles of incorporation or bylaws

a) Many statutes set a minimum % below which not even the articles or bylaws may set the quorum (usually 1/3 of the shares) But the RMBCA makes the articles or bylaws minimum quorum provision effective no matter how low it is – RMBCA §7.25(a)

b) Most states  allow the articles of incorporation or bylaws to set a higher % as the quorum

2) Quorum hypos

a) 1 million shares, 58 shareholders, LL holds 540,000 shares. 300,000 non-voting shares are added to the 1 million voting shares, What is a quorum – 500,001. Non voting shares don’t count- only the shareholders can change the quorum requirement

b) Corp. Y has 2 million outstanding shares. Shareholders own 1,000,400. Vote is affirmative by 500,201 = Quorum

c) Vote to amend articles of incorporation. Affirmative vote of 500,201. Does it pass? No, under §611(5), in order to pass an amendment, an affirmative vote of a majority of the outstanding shares entitled to vote on the amendment is needed. This requirement may be increased by the articles. 2,000,000 outstanding shares are entitled to vote, so we need 1,000,001.Pay attention to what is being voted on

e. Vote required for approval

1) Once a quorum is present, the traditional rule is that the shareholders will be deemed to have approved of the proposed action only if a majority of the shares actually present vote in favor of the proposed action

2) This rule contains 2 important sub-rules

a) Only a majority of the shares present, not a majority of the total shares eligible to vote, must support the proposal being voted on,

b) A majority of the shares present must affirmatively vote in favor of the proposal, that is , an abstention is the equivalent of a vote against

3) The RMBCA changed rule with respect to b) above, by making abstentions the same as votes that are not cast. §7.25(c) provides that action on a matter “is approved if the votes cast favoring the action exceed the votes cast opposing the action”

· Example – Corp. has 1000 shares outstanding. 600 shares are represented at the meeting (a quorum is 501, assuming the articles of incorporation or bylaws don’t set a different #). The vote on an action is 280 in favor, 225 opposed and 95 abstaining. Under the traditional approach, the proposal fails, since it needed 301 (a majority of the shares present). But under the RMBCA, the action is approved 280-225. 

f. Breaking of quorum

1) A quorum of directors is required throughout the directors’ meeting. A comparable rule does not apply to shareholders’ meetings. Once a quorum is present at the beginning of the meeting, the quorum is deemed to exist for the rest of the meeting, even if so many shareholders leave the meeting that the total number present would be less than the number needed for the quorum

g. Written consent

1) Just as directors may act by unanimous written consent, so nearly all states allow shareholders to act by unanimous written consent without a meeting

G. Piercing the Corporate veil

1. One of the key attributes of the corporate form is limited liability. A properly formed company will normally shield the stockholders from being personally liable for the corps. Debts, so their losses will be limited to their investment. However this shield is not complete: in a few extreme situations courts sometimes pierce the corporate veil and hold some or all of the shareholders personally liable

2. Individual shareholders

a. There are a number of factors that seem to be important components of courts’ decision to pierce:

1) Whether the case involves tort or contract

2) Whether the defendant stockholders have engaged in fraud or wrongdoing (eg. Knowingly siphoning out all the profits of the corp.)

3) Whether the corp. was adequately financed

4) Whether corporate formalities (eg. The issuance of stock certificates, keeping minutes, etc) were followed

b. As a general rule the courts require that at least 2 of the above factors be present before the veil is pierced. The most common combination is inadequate capitalization plus failure to follow corporate formalities

c. Tort claims v. Contract claims

1) Courts are more likely to pierce the veil in a tort case

d. Fraud or wrongdoing

1) Usually this refers to some means by which those controlling the corp. siphoned out the assets. For example, if the sole shareholder of a corp. draws a salary that changes from month to month but is always just enough to leave the corp. with practically  no assets, this wrongdoing makes it more likely that the veil will be pierced

e. Inadequate capital

1) Probably the most important factor in most courts decision whether to pierce is the fact that the corp. has been inadequately capitalized. The claimant can show that the corp. did not have reasonable capital for its foreseeable business needs and the creditor had no opportunity to ascertain this fact

2) The majority of courts hold that inadequate capitalization is a factor, it is not dispositive. That is most courts require another factor (fraud or wrongdoing)

3) When the shareholder invests no money in the corp., courts are likely to pierce the veil, and may require less of a showing on the other factors than if the capitalization was just inadequate (eg. Corp. is just a shell)

4) When courts treat inadequate capitalization as a factor, they are normally referring to initial capitalization. They consider it relevant that t he defendant has set up a corp. w/out giving it the capital that will be needed

· Another form of inadequate capitalization is where the corp. is set up with enough initial capital, but the defendant shareholder then drains out all the capital in the form of salary, dividends, etc. (this could also be fraud)

· Another form of inadequate capitalization is where the corp is set up with adequate capital, however due to poor economic conditions the business’ capital diminishes to where it is no longer adequate. Few, if any courts will pierce the veil

f. Failure to follow corporate formalities

1) Here are some of the ways in which such failure to follow formalities might occur

a. Shares are never formally issued

b. Shareholders meetings and directors meetings are not held

c. Shareholders don’t sharply distinguish between corporate property and personnel property (shareholder spends funds from corporate bank account)

d. Proper corporate financial records are not maintained

2) When the failure to follow formalities actually injures the creditor it is easy to see why the failure should increase the court’s willingness to pierce the corporate veil

3) But in most of the reported cases the failure did not injure the creditor. – The shareholder should not be permitted first to ignore the rules of corporate behavior and then later to claim the advantage of the corporate shield

3. Parent/subsidiary structure

a. Parent corporations may be liable for the debts of its subsidiary

b. Courts have a greater tendency to pierce 

c. It is not the case that the parent is automatically responsible for the obligations of its subsidiary. The veil will not be pierced as long as:

(1) Proper corporate formalities are observed

(2) The public is not confused about whether it is dealing with the parent or the subsidiary

(3) The subsidiary is operated in a fair manner with some hope of making a profit

(4) There is no manifest unfairness

d. Factors leading to veil piercing

· There are a number of factors that will make it likely that t he court will pierce the veil and hold parent liable

1) Intertwined operations

· Same board of directors, no separate meetings are held, etc

2) Unified business and subsidiary undercapitalized

· Parent buys a fleet of taxi cabs and leases cabs to subsidiary, whose employees do the driving. If subsidiary is undercapitalized and can’t meet tort claims, a court might hold that the 2 companies are acting as a single business and pierce the veil

3) Misleading to public

· Veil piercing is more likely if the parent and subsidiary do not make it clear to the public which entity is handling each particular aspect of the business

4) Intermingling of assets

5) Unfair manner of operation

· This refers to the operation of the subsidiary in a way that is for the advantage of the parent rather than advantage of the subsidiary. (eg. Subsidiary is forced to sell at cost to parent, so subsidiary can never make a profit)

4. Examples

a. Walkovsky—A cab owned by ( Seon Cab Corp. hit (.  ( sued.  Carlton (individual () is the SH of 10 corps, including ( corp.  each corp. has only 2 cabs registered in its name.  Each had the minimum of $10,000 insurance.  Carlton broke up his 20 car fleet into 10 two car fleets.  Ct. held Carlton is not individually liable—corp. not pierced.
(a) In a sense, this seems like a sham.  It’s a deliberate reformulation of a corp. and is used to insulate (.  

(b) But the important question is whether the primary liable business is an operating business (based on risk and inflow and outflow of $).  Or is it simply a way separating the potential of making $ and the potential of losing $?  In this sense, it’s not a sham.  

(c) Remedy—go after all other cab companies.  ( did this in his amended complaint.  Arg.: Seon is a real business but it’s part of the other 9.  In effect, this is one business—a 20 cab taxi fleet and the assets of a whole might be available to (.

(d) If Carlton had a cab co. and lemonade corp., the two wouldn’t be combined.

b. Sealand pepper case

1) A corporate entity will be disregarded and the veil pierced when:

a) Unity of interest and ownership are such that separate personalities of the corp. and the individual no longer exist

b) Circumstances are such that adherence to the fiction would sanction a fraud or promote injustice

VI. Shareholders Informational rights, and the proxy system

A. For a shareholder to be able to decide intelligently whether to sell her shares, hold onto them, bring a shareholders’ derivative action, she needs information

1. In most states, shareholders have a common law right to inspect the corps. Books and records, if they show a proper purpose

2. RMBCA §16.02(a)

a. For some type of corporate records, the shareholder has an absolute right of inspection. Under the RMBCA §16.02(a), the shareholder is automatically entitled to inspect and copy the following records:

1) The articles of incorporation

2) The bylaws

3) Board resolutions creating or governing the rights of each class of stock

4) Minutes of shareholders meetings for the last 3 years

5) All written communications to shareholders within the last 3 years (including financial statements)

6) The names and addresses of current officers and directors

7) The most recent annual report

3. Another RMBCA section gives shareholders a qualified right to inspect more sensitive materials

a. Under RMBCA §16.02(b), any shareholder has a qualified right to examine:

1) The minutes of board meetings

2) The accounting records of the corporation

3) The corporation’s list of shareholders

b. Because these above 3 items are more sensitive, these documents may only be inspected if the shareholder satisfies 3 requirements:

1) His demand must be made in good faith and for a proper purpose

2) He describes with reasonable particularity his purpose and the records he wants to inspect

3) The records are directly connected with his purpose

4. Penalties - RMBCA §16.04(c)

a. The RMBCA penalizes the corporation if it without good cause requires the shareholder to litigate to exercise his inspection right. – The court could make the corp. pay the court costs and attorneys fees.

5. The RMBCA has been amended to include beneficial owners as shareholders for inspection purposes

B. What is a proper purpose

1. There is no universal definition. Delaware defines it as a purpose reasonably related to such person’s interest as a stockholder

2. Shareholders purposes for inspecting can be placed into 4 categories

a. Shareholders desire to evaluate his investment

· To determine if there is mismanagement 

· To determine why dividends are not being paid

· To investigate the corporations financial condition

· Will be deemed proper

b. The pursuit of personal goals unrelated to ownership of stock in the corp.

· Will be deemed not proper

c. Shareholder wishes to contact fellow shareholders  to persuade them to take some sort of action regarding the corp.

· Solicit proxies

· Initiate tender offers for their shares

· Should be deemed a proper purpose

d. The shareholder is pursuing only social or political goals that are relatively unrelated to the corps. Business

· Deemed improper

C. RMBCA §16.20 requires that an annual financial statement be sent to every shareholder

D. Proxy Contests

1. A proxy contest is any competition between two competing factions (usually management and outside insurgents) to obtain shareholder votes on a proposal

2. Most proxy contests involve the election of directors and are thus direct contests for control. About 1/3 of proxy fights are over some proposal by management or by a shareholder-insurgent

3. At the start of a proxy contest, management has 3 key advantages

a. Stockholders usually tend to vote for management

b. Management can use corporate funds to pay for its side of the contest

c. Management knows who the shareholders are, whereas insurgents will usually have to litigate to get the list

· RMBCA §16.02 allows inspection of the shareholder list upon showing of good faith and proper purpose. Management will usually require the insurgents to litigate to receive the list, giving the management at time advantage

VII. Close Corporations

A. Definition adopted in Donahue v. Rodd Electrotype, a close corp. meets the following 3 requirements

1. A small number of stockholders

2. Lack of any ready market for the corporations stock

3. Substantial participation by the majority stockholder in the management, direction and operations of the corp.

B. Close corp. statutes

1. These statutes are not mandatory – a qualifying corp. must elect to be covered by the statute

2. The RMBCA is now accompanied by a special Model Statutory Close Corp. Supplement, which applies only to corps. That elect to come under it

C. A shareholder in a large publicly held corp. will usually not need the protection of any special contractual arrangement with fellow shareholders or management. The shareholders in a close corp., especially a minority shareholder, will not fare as well economically without a negotiated arrangement, regarding such matters as who will be on the board of directors, who will be the managers, what salaries and dividends will be paid, etc. 

1. To see why this is so, let us contrast the public shareholder with the shareholder in a close corp. 

a. Public shareholder

1) The public shareholder expects to realize economic gains from his shares by either or both of 2 means; receipt of dividends and/or the ability to sell his shares for profit

b. Close corporation

1) Economic rewards come in very different forms from those received by the public shareholder

a) Small company shareholders rarely receive much reward from dividends

b) The controlling shareholders of a close corp. is usually involved in management, and therefore often wants to pay out some or all of the corps. Profits in the form of high salaries to the managers (including themselves). A minority shareholder in a close corp. will be deprived of the fruits of the business’ success unless he, to, is employed by the corp. so that he can receive salary

c) The minority shareholder can’t usually hope to sell his shares at a gain to a 3rd party who is not affiliated with the corp. the only possible buyers for the minority share are the corporation itself = lack of competition (low ball)

d) Since most shareholders in a close corp. are active in the management of the business, each shareholder is likely to want to be sure that another shareholder will not sell or give his shares to an outsider

2. Therefore the shareholder of a close corp., especially a minority shareholder, will normally want to make special contractual arrangements to preserve his chance to benefit economically from the corp. His objectives are likely to include

a. Making sure he receives employment with the corp.

b. Arranging a mechanism whereby upon death, retirement or other important event his shares can be sold back to the corp or the other shareholders at a fair price

c. Being sure that the other shareholders will not sell or bequeath their shares to an outsider who may interfere with the functioning of the business

d. Being sure that, even though he possesses only a minority vote, he can participate in important business decisions 

D. Shareholder voting agreements, voting trusts and classified stock

· We first examine a trio of arrangements that take place at the shareholder (rather than director) level. (1) shareholder voting agreements; (2) voting trusts; and (3) classified stock. All of these are methods whereby a minority shareholder can reduce or eliminate the chance that a majority will outvote him and take actions that he would like to prevent

1. Voting agreements

a. A shareholder voting agreement is an agreement in which 2 or more shareholders agree to vote together as a unit on certain or all matters

1) Specific agreement v. agreement to agree - Some agreements attempt to resolve in the agreement itself exactly how the votes will be cast. Others merely commit the parties to vote together, without specifying which way the vote is to go, it is then up to the parties to reach agreement in the future

b. Such shareholder agreements are generally valid, both specific and the agreement to agree types

· A court will only uphold voting agreement only if the agreement does not try to deal with matters that are appropriately left to the discretion of the board of directors

c. Time limits

· Voting agreements may remain in force for an indefinitely long period of time

d. Enforcement

· Not self-enforcing. There are 2 solutions to enforcement problems

1) Proxies

· The agreement may expressly provide that each signatory is deemed to give to a 3rd person an irrevocable proxy to vote the signer’s shares in accordance with the agreement. The proxy holder will then vote the shares as provided in the agreement, and no judicial intervention is necessary

a) A proxy is a form of agency – the shareholder is the principal and the one to whom he gives the proxy is his agent. Under general agency principles even a proxy that purports to be irrevocable may be revoked by the shareholder at any time until the vote is cast. However courts have recognized that a proxy that is given in return for consideration – usually called a proxy coupled with interest – may be truly irrevocable

2) Specific performance

· The other method of enforcing a shareholder voting agreement is by court ordered specific performance. 

2. Voting trusts

a. To create a voting trust, the shareholders who are part of the arrangement convey legal title to their shares to one or more voting trustees, under the terms of a voting trust agreement. The shareholders become beneficial owners of the shares. They are entitled to receive dividends and their share of proceeds of any sale of corporate assets, but they no longer have voting power, votes are cast by the trustees in accordance with the instructions in the voting agreement

b. All states have statutes authorizing voting trust arrangements, these statutes usually regulate voting trusts

1) The statutes set a maximum tern for the voting trust – usually 10 years

2) Most statutes require public disclosure of the trust’s terms. RMBCA §7.03(a) requires that the trust, together with a list of all shareholders participating in it, must be delivered to the corps. Officers where it can be inspected by other shareholders

3) The voting trustees are subject to the fiduciary obligations of trustees . They may exercise only those powers that are specifically spelled out in the trust, and unless the trust expressly permits they may not vote in a way that damages the beneficial owners that they represent

4) Effect of failure to comply with all the terms of the statute will usually hold a trust to be invalid

· The RMBCA loosens this rule: if a trust does not specify a term, or specifies a term longer than 10 years, the trust will be enforceable but only for 10 years

3. Classified stock and weighted voting

a. Another way shareholders can re-allocate their voting power and ensure minority stockholders a bigger voice than they would otherwise have, is by the use of classified stock

1) The corp. sets up 2 classes of stock, giving them different voting powers

E. Agreements restricting the board’s discretion

· So far we have looked only at shareholder agreements where the participants limit their discretion as shareholders (eg. They agree to vote for a certain slate of directors). As we have seen, these shareholder agreements are usually  valid. A more severe problem is posed when shareholders agree to restrict their discretion as directors. Older cases hold that agreements that substantially fetter the discretion of the board of directors are unenforceable

1. Rationale

· The courts reason that the board of directors has a fiduciary obligation to the corp., all of its shareholders and its creditors and an agreement that results in the board of directors not being able to use its own best business judgment might result in unfair injury to a minority stockholder who did not agree to the restrictions on the board

2. The leading line of cases limiting the enforceability of agreements that restrict the board’s discretion has arisen in New York:

a. McQuade v. Stoneham

· The board must be left free to exercise its own business judgment

b. Clark v. Dodge

· Court softened its prohibition of contracts that restrict the board’s discretion

· Court relied on 2 respects

(1) All shareholders had signed the agreement and there was no sign that anyone would be injured by the contract

(2) The impairment of the boards powers were negligible

c. Other jurisdictions – Galler v. Galler
· The leading non New York case showing the modern liberal trend

3. Summary of modern view

a. A shareholder agreement that substantially curtails the discretion of the board of directors will nonetheless be upheld if:

(1) It does not injure any minority shareholder

(2) It does not injure creditors or the public

(3) It does not violate any express statutory provision

F. Super-majority voting and quorum requirements

1. A common and effective technique for giving a minority shareholder effective veto power over the corps. Major decision is the super majority voting or quorum requirement

2. There are numerous variations on this technique, all of which require more than the usual simple majority (50%) vote or quorum. These requirements can be applied either to shareholder action (the % of votes needed to constitute shareholder approval, or the % of votes which must be present to constitute a quorum at the shareholders meeting), or action by the board (again, the % of votes needed for a quorum, or the % of votes needed to pass the measure)

a. Examples

1) A owns 2/3 and B owns 1/3 of the stock of corp.  B is worried that A will cause Corp. to make unwise acquisitions. Therefore , A and B cause corp. to amend its certificate of incorporation to require that 80% of shareholders approve any major acquisition. Now B has effective veto power over acquisitions

2) A, B, C, and D each own 25% of corp. If the usual “majority constitutes a quorum” rule applied for shareholder meetings, A, B, and C could hold a meeting without D’s presence, and 2 of the 3 could therefore deliver shareholder approval. To prevent this they agree that a quorum for a shareholders meeting consist of at least 80% of all votes, and they amend the charter to so provide. Now a meeting can’t be held unless all 4 shareholders are present and it will take 3 of 4 of them to approve any measure

3) A, B, and C each own 1/3 of the stock of corp. they hold the only 3 seats on the board of directors. Since A and B are brothers, and C is not related, C worries that A and B will vote together as a block on the board. Therefore the corp. amends its charter to provide that board action must be by unanimous vote. Now C can prevent A and B from ganging up on him at board meetings

3. RMBCA 

· Allows for super-majority requirements: Under §7.27, a super-majority quorum or voting requirement for shareholders may be established if it is placed into the articles of incorporation. Under §8.24(b), either the articles or the bylaws may set a super-majority quorum requirement for the board of directors, and under §8.24(c) either the articles or bylaws may set a super-majority voting requirement for directors. 

a. Observe that a minority shareholder who succeeds in having a super-majority voting or quorum requirement imposed through modification of the articles or bylaws has really accomplished nothing. For example if A owns 2/3 and B owns 1/3., a requirement in the articles that acquisitions and mergers must be approved by a 75% vote will be worthless if the articles of incorporation can themselves be amended by simple majority vote

1) The RMBCA protects against the above automatically. §7.27(b) provides that an amendment to the articles that adds, changes, or deletes a greater quorum or voting requirement must meet the same quorum requirement and be adopted by the same vote required to take action under the quorum and voting requirements then if in effect or proposed to be adopted, whichever is greater

G. Share Transfer Restrictions

1. The stockholders of a close corp. will usually agree to limit the transferability of shares in the corp. 

a. Rationale

· 3 main reasons why most shareholders in close corps. Believe that some sort of transfer restriction is a good idea:

1) Veto over new colleagues

· Each shareholder wants to have some say over whom they work with

2) Balance of control

· Balance might be upset if shares can be transferred freely

3) Estate liquidity

· If a stockholder dies

2. General rule

· Courts are far more willing than they used to be to uphold share transfer restrictions

a. Today, courts still require that the restraint be reasonable

3. There are 5 principal techniques by which the transfer of shares in a closely held corp. may be restricted

a. Right of first refusal

· A shareholder may not sell his shares to an outsider without first offering the corp. or the other current shareholders (or both) a right to buy those shares at the same price and terms as those at which the outsider is proposing to buy

(1) Advantage – gives the non-selling shareholders a way to keep the shares in the family

(2) Disadvantage – makes it more difficult to find an outside buyer

b. First option at fixed price

· Similar to the right of first refusal, except that the price is determined by the agreement creating the option

c. Consent

· Shareholders transfer of stock may be made subject to the consent of the board of directors or the other stockholders

d. Buy back rights

· Is given to the corp.to enable it to buy back a holder’s shares on the happening of certain events, whether the holder wants to sell or not. For example, the corp. might be given the right to repurchase shares of a holder upon that person’s retirement or firing. The corp. is not obliged to exercise its buy back right

e. Buy sell agreement

· Similar to a buy back right, except that the corp. is obliged to go through with the purchase upon the happening of the specified event. Eg. Corp. must re-purchase the shares upon the death of a shareholder.

4. Who has the right to buy

a. Typically the corp. is given the first opportunity to purchase the shares, and only if it does not do so are the remaining shareholders given this right

5. If a shareholder signs an agreement imposing a transfer restriction, he has received notice of that restriction and consented to it, so the restriction will be applied to him as long as it is reasonable. But the general rule is that a holder who purchased without either actual or constructive notice of the restriction will not be bound by it.

a. Subsequent purchaser without notice

· A purchaser will not be bound by the restrictions unless the restriction was conspicuously noted on the share certificates

b. Non-consenting minority holder

· Person is already is a shareholder when the restrictions are imposed. Shareholder votes against restrictions. The modern trend (RMBCA) “ A restriction does not affect shares issued before the restriction was adopted unless the holders of the shares are parties to the restriction agreement or voted in favor of the restriction

6. If a restriction is in force may it be removed without unanimous consent

· If the restriction is embodied in a shareholders agreement, this is of course a contract that may not be amended without unanimous consent. But if the restriction is imposed in the bylaws or the articles  - most courts would hold that a unanimous vote is necessary

7. Valuation

a. Devising a method of setting the price at which the corp. or remaining shareholders are to acquire the disposing shareholder’s shares is tricky

1) Book value method

a) Book value is equal to the corporations balance sheet assets minus its balance sheet liabilities

· Easy to figure

· The value will often be misleading, only reflects historical costs not adjusted costs

2) Capitalized earnings method

a) Attempts to estimate the future earnings of the business, and then discounts these earnings to present value by using a discount rate that is appropriate for investments with similar characteristics 

· B/c most people will disagree as to the future earnings of a company so most agreements refine the Capitalized earnings method by:

(1) Taking recent past earnings as a predictor for future earnings and

(2) Agreeing on a discount rate at the time the agreement is signed

8. Requirement of reasonableness

· Today, transfer restrictions are fairly strictly scrutinized and will be upheld only if they are reasonable

1) Courts are likely to strike down an outright prohibition on the transfer of shares to 3rd parties – denying the shareholder the chance to sell to anyone except his fellow shareholders or the corp. is per se unreasonable

2) The remaining types of restrictions (1st option, right of 1st refusal), are more likely to be found reasonable. If the mechanism chosen by the parties is reasonable at the time the method is agreed upon, it will probably be found reasonable even though it turns out to produce a price that is much higher or much lower than the market price at the time of sale. Allen v. Biltmore Tissue

9. Statutes

a. Delaware

· Specifically validates first refusals, first options, buy-sell agreements and consent requirements. §202(c) even validates outright prohibitions on the transfer of shares to designated persons or classes of persons if such designation is not manifestly unreasonable (eg. A corp may flatly prohibit transfer of its shares to any competitor)

b. RMBCA §6.27(d)

· Expressly validates most types of restrictions. Very similar to the Delaware provision, except that consent requirements are upheld only if they are not manifestly unreasonable

H. Resolution of disputes, including dissolution

1. A close corp. is like a family. The shareholders are usually active in management and if they don’t get along the corp. will suffer. Advance planning (voting agreements) may reduce the likelihood of disagreements. But most close corps. Don’t use advance planning.

2. Deadlock refers to a scenario in which the corp. is paralyzed and prevented from acting. For example:

· 2 factions hold 50% of shares and can’t agree

· Minority shareholder has veto and uses it

3. A deadlock can occur at either the shareholder or director level

a. Shareholder level – not immediately catastrophic. The holders may not be able to elect new directors, but in most states the directors elected before the deadlock will remain in office until successors are elected

b. Director level – more dangerous, the board’s inability to take action may prevent the corp. from functioning

4. Buyout of one faction

a. Even if the disagreements are not resolvable, the shareholders will often be able to deal with the problem by a buy-out – one faction buys the other’s shares at a mutually acceptable price – but it is sometimes hard for the two parties to agree on a price, especially if they have sharply different amounts of bargaining power

b. The law does not compel the majority to buy-out his shares at a fair price. Instead the law attempts to deal with dissension and deadlock by giving courts a # of discretionary remedies. The most important is dissolution. 

5. Dissolution

· Court can order that the corp. be involuntarily dissolved

a. This is a powerful weapon

b. RMBCA §14.30(2)

1) Under the RMBCA §14.30(2), a shareholder may obtain dissolution if he shows 1 of 4 things:

a) Director deadlock

· That the directors are deadlocked in the management of the corporation’s affairs, in a way that is causing injury to the corp. or its shareholders

b) Oppression

· The directors or those controlling the corp. have acted in a manner that is illegal, oppressive, or fraudulent

c) Shareholder deadlock

· The shareholders are deadlocked in voting power, and have failed to elect successor directors for a period that includes at least 2 consecutive annual meeting dates

d) Waste

· The corporation’s assets are being misapplied or wasted

2) For 3 out of 4, the shareholder must show actual and serious harm or abuse. Only in the shareholder deadlock situation is a finding of serious harm or abuse not needed. 

3) Most states have held that even if the statutory criteria are met, the decision whether to grant dissolution is left to the judges discretion

4) If the corp. is profitable the court is less likely to use its discretion to dissolve

5) The court may decline to order dissolution b/c this would be unfair to shareholders

6) Dissolution as remedy for oppression

a) More recently, many states have added oppression of a shareholder as a statutory ground for dissolution. If the minority shareholder can show that the majority has used its voting power to treat the minority holder unfairly and to deprive him of the economic benefits of his ownership, the court is able to order dissolution

b) What constitutes oppression. There are 2 main classes of majority shareholder behavior that will constitute oppression 

(1) Self – dealing

· Occurs when the majority holder engages in corporate transactions that benefit the holder at the corporation’s expense. Eg. The majority stockholder caused the corp. to purchase supplies at an inflated price from another company in which the majority holder had an interest

(2) Squeeze out moves

· Majority attempts to exclude the minority from either (1) the economic benefits of corporate ownership, or (2) participation in the corporate decision making process. For eg. Majority holder refuses to pay dividends even though the corp. is profitable, declines to employ the minority holder, etc.

c. Alternatives to dissolution

· Dissolution is not the only way of dealing with deadlocked and/or dissension in the close corp. 

1) Arbitration

2) Provisional directors

3) Custodian 

· He has the power to run the business during a deadlocked close corp. 

4) Statutory buy-out right

· Court can order a judicially supervised buy-out

5) Receiver

· Receive can liquidate a corp. Only appointed for a dying corp.

6) Fiduciary obligation of majority to minority

· Courts have held that a majority stockholder in a close corp. has a fiduciary obligation to a minority shareholder, and must behave towards him in good faith

a) A ground breaking case helps minority shareholders by holding that if a corp. repurchases shares from one stockholder, it must offer to repurchase from other holders on the same basis – Donahue v. Rodd Electrotype

1) Stockholders in the close corp. owe one another substantially the same fiduciary duty in the operation of the enterprise that partners owe to one another. This is the duty of good faith and loyalty

2) If the majority attempts a squeeze out of a minority holder, the majority holder may be found to have violated this fiduciary obligation. For example if the majority refuses to pay dividends, this may be a violation of the majority’s fiduciary obligation

3) The Wilkes case made it clear that not every act by the majority that is disadvantageous to a minority stockholder will be a breach of this fiduciary obligation. Instead the majority’s conduct will be upheld if there was a legitimate business purpose for it and that purpose could not have been achieved by a different course of action less harmful to the minority holder

4) One case went as far as to say that a minority stockholder has a fiduciary obligation to his co-stockholders, if the minority stockholder has been given a veto power over corporate actions.  – Smith v. Atlantic Properties

5) Delaware has rejected a special fiduciary obligation approach to close corporations

VIII. The Duty of Care and the Duty to act Lawfully

A. The duty of care generally

· This section considers the duty of directors and officers to act carefully when they act on behalf of the corp.

1. A director’s or officer’s duty of care is: he must, in handling the corps. affairs, behave with the level of care that a reasonable person in similar circumstances would use

· The business judgment rule makes the duty of care less burdensome

2. When combining the duty of care and the business judgment rule, what we have is a scheme that looks quite closely at the process by which the director or officer makes his decision, but then gives very little scrutiny to the wisdom of the decision itself. So, a director who does not attend board meetings, or acts without a serious attempt to obtain the available facts, is likely to be found to have violated his duty of care. By contrast, a director who tries hard, gets most of the available facts and then makes an unwise decision will probably be found not to violate his duty of care.

3. If a director or officer violates his duty of care, and this violation causes loss to the corp., the director will be personally liable to pay money damages to the corp. 

a. Court may issue an injunction to stop a proposed transaction, if court concludes that the directors or officers have not acted with due care, and that shareholders would be injured

B. Standard of care

1. All states impose, either by statute or case law, a duty of due care on all officers and directors. The director or officer must exercise that degree of skill, diligence, and care that a reasonable prudent person would exercise in similar situations

2. The RMBCA says “ A director shall discharge his duties as a director in;

a.  Good faith

b. With the care an ordinary prudent person in a like position would exercise under similar circumstances

c. In a manner he reasonably believes to be in the best interests of the corp. 

3. No such thing as an accommodation or dummy directors

a. Suppose that X, who knows nothing about business, as a favor to a friend, the president of ABC corp., accepts a directors post on ABC’s board. The president assures X that X will only be a figurehead who is not expected to have an function in ABC’s affairs. Despite these assurances a court will hold that X had a duty of care to ABC, and indirectly to its shareholders and creditors, and that he can be liable

b. A director or officer who violates his duty of care and who injures the corp., may be held personally liable for the corps. damages

4. Most successful claims against directors have come in cases where the director simply fails to do the basic things that directors generally do – Francis v. United Jersey bank
· Fails to attend meetings

· Fails to learn anything about the company’s business

· Fails to read reports

5. The standard of care is basically an objective one. The director will be held to the standard of care that would be exercised by a reasonable person in the director’s position

· A director who is dumber will still have to meet this higher standard

· On the other hand, if the director has special skills that go beyond what an ordinary director would have, he must use those skills

6. The level of care required is that which is reasonable in the circumstances in which the director finds himself

· These circumstances include the nature and size of the business. For example if the corp. is small and its operations simple, the level of attention required of the director is probably less than if he sits on the board of Ford

7. The director is entitled to rely on the expertise and assurances of others (other person’s who are in a better position to know the facts)

a. The RMBCA §8.30(b) provides that a director is entitled to rely on info, opinions, reports or statements, by (1) officers or employees of the corp. whom the director reasonably believes to be reliable and competent; and (2) lawyers, accountants or others as to matters the director reasonably believes are within the persons professional or expert competence and (3) a committee

b. It’s vital to remember that the reliance must be reasonable. If the director knows the other person is lying the director can’t rely on this 3rd party’s statements

8. Directors do not have any explicit duty to in fact detect wrongdoing. Board member does not be a suspicious sort who go out of their way in searching for embezzlement , self-dealing, etc

· If the directors are on notice of facts that would make a reasonable person suspicious that wrongdoing is taking place, they must act

9. Causation

a. Even if a director or officer has violated his duty of due care to the corp., many cases say that he will not be personally liable unless this lack of care is the legal cause of damage to the corp. 

b. Delaware rejects the requirement of causation when directors are shown to have violated their duty of care

C. The Business Judgment rule

1. The basic idea behind the rule is that business decisions made upon reasonable info and with some rationality do not give rise to directional liability even if they turn out badly or disastrously from the corps. standpoint

· More than imprudence or mistaken judgment must be shown

2. The clearest definition of the Business Judgment Rule is set out in the ALI §4.01

a. A director who asserts that he is protected by the Business Judgment Rule has to prove 3 things:

1) That he was not interested (that he had no conflict of interest, no personal stake in the outcome that was different from the corps. stake)

2) That he gathered the reasonably needed information

a) The directors must inform themselves prior to making a business decision, of all material info reasonably available to them

b) Most courts would probably hold that a director loses the benefit of the rule only if he was grossly negligent in the amount of info he gathered

c) In determining whether the decision was an informed one, the court will generally consider all of the surrounding circumstances

3) That he honestly and rationally, believed that his decision was in the company’s best interest

3. The RMBCA §8.30(a) sets forth the general duty of due care, including the requirement that the director act in a manner he reasonably believes to be in the best interests of the corp.

4. Rationale for the Business Judgment Rule

a. Without the Business Judgment Rule, directors would become more conservative and anti-risk

b. Courts are poor judges of business reality

5. Exceptions to the Business Judgment Rule

a. Illegality

· If the act taken or approved by the director is a violation of a criminal statute, the director will lose the benefit of the Business Judgment Rule

· This is true even if the director was pursuing what he saw as the corps. rather than his own interests, was acting based on full info. And rationally believed that his action would benefit the corp. 

VIX. The Duty of Loyalty

· It is sometimes said that directors, officers and controlling shareholders are in effect, trustees of the corp. and have a fiduciary obligation to it. This is not certain but there is one instance where fiduciary responsibilities will be strictly enforced in corporate law; any fill-time employee of the corp (including an officer) is an agent of the corp, and is subject to all the fiduciary rules of agency, including a very strict ban on self-dealing

A. Self-dealing transactions

1. Why were concerned – we are especially concerned with transactions in which 3 conditions are met

a. The key player and the corporation are on opposite sides

b. The key player has helped influence the corporation’s decision to enter the transaction

c. The key players personal financial interests are at least potentially in conflict with the financial interests of the corporation, to such a degree that there is reason to doubt whether the key player is necessarily motivated to act in the corporations best interest

2. The fact that the key player happens to be a shareholder in the corp. does not remove this danger of unfairness to the corp.. Foe even though the damage will hurt the key player (shareholder) the gain to him as an independent person will probably be greater than the loss to him as a shareholder

3. Modern view

a. A self-dealing transaction found by the court to be fair would be upheld, whether approved by a disinterested board or not

b. Most courts, acting by a combination of statutory interpretation and common law principles where the statute is silent, seem to divide self dealing transactions into 3 categories

1) Fair transactions

· If the transaction is found to be fair to the corp, considering all the circumstances, nearly all courts will uphold it. This is true regardless of whether the transaction was ever approved by disinterested directors or ratified by the shareholders

2) Waste/Fraud

· If transaction is so one sided that it amounts to waste or fraud against the corp. the court will usually void it if a stockholder complains

3) Middle ground

· If the transaction does not fall into the above, the court’s response will depend on whether there has been a director approval and/or shareholder ratification

4. RMBCA §8.60 – 8.63

· The general pattern of these RMBCA provisions – that a self dealing transaction will be upheld if it is either approved by disinterested directors, ratified by shareholders or found by a court to have been fair – is typical of the approach of most states

a. There are only 2 ways in which a director will be deemed to have a conflict of interest regarding a transaction which the corp. is entering into – conflicting interest

1) Direct Conflict

a) First we have direct conflicts, ones where the director or his close relative is a party to or has a large financial interest in the transaction. Such a conflict is deemed to exist if the director knows at the time of commitment that he or a related person is a party to the transaction or has a beneficial financial interest in or so closely linked to the transaction and of such financial significance to the director or a related person that the interest would reasonably be expected to exert an influence on the director’s judgment if he were called upon to vote on the transaction

· A related person covers the director’s spouse, child, grandchild, sibling, or parent (or any of these people’s spouses), or any trust or estate as to which the director is a beneficiary or fiduciary

2) Indirect conflicts

a) Second we have indirect conflicts, those where the other party in interest is not the director herself (or a close relative) but some business entity associated with the director, or some business associate of the director. Thus a conflict will be deemed to arise where the transaction is brought (or is of such character and significance to the corp. that it would in the normal course be brought) before the board of directors, and the director knows that the other party to the transaction is either:

(1) An entity of which the director is a director, general partner, agent, or employee

(2) An affiliate of one of the entities listed in subclause (a), or

(3) An individual who is a general partner, principal or employer of the director

3) Explanation

· So as to even minor transactions, there is a conflict if the director himself, or his close relative, has a strong enough financial interest that his judgment on whether to approve the transaction could be reasonably be expected to be influenced. And a major, board-level, transaction (but not a minor, non-board level transaction) will present a conflict even if the directors judgment would not be expected to be swayed by his financial interest, if the other party to the transaction is, for instance, the directors employer, his partner, or a company of which the director is a director

b. Non-conflict transactions

· If the transaction is not a directors conflicting interest transaction, the court may not enjoin it or set it aside on account of any interest which the director may have in the transaction

c. Conflict transactions

· If a transaction is a directors conflicting transaction, the corporation and the director receive a safe harbor for the transaction – and the court may not thus set it aside – if:

(1) A majority of disinterested directors approved it after disclosure of the conflict to them (§8.62), or

(2) A majority of the votes held by disinterested shareholders are cast in a vote ratifying the action, after disclosure of the conflict (8.63), or

(3) The transaction, judged according to the circumstances at the time of commitment, is established to have been fair to the corp. 

d. The definition of conflicting interest given in §8.60 is exclusive. If the transaction does not fall within the definition given there, the transaction is automatically deemed non-conflicting, and the court may not overturn it on grounds of director self-interest

e. Examples

1) D is a director of X company. X company proposes to enter into a transaction with Smith, who is D’s cousin. The transaction comes before the X Co. board for approval. D and Smith are also best friends, and D knows that Smith need the money that would come to him as a result of the transaction. D does not disclose to the X Co. board the fact that Smith is his cousin, or that D wishes the transaction to go forward so as to aid Smith. D has no independent financial interest in the transaction. The board members listen to D’s urging and the transaction is approved. P, a shareholder now sues the board and Smith, seeking to have the transaction set aside

· Under the RMBCA the court must conclude that there is no conflict and therefore may not even consider overturning the transaction on conflict grounds. The reason is that a cousin is not a related person under the definitions and D has no financial interest of his own in the transaction

2) D is a director of X Co. and Y Co. Y Co., a business machines dealer, proposes to sell several typewriters and copiers to X co. Due to the relatively small size of the transaction, it would not ordinarily come before the X C. board. D holds a fairly small shareholding in Y Co., so the transaction is not directly financially  significant enough to him that it would be expected to influence his judgment. On these facts, the proposed transaction is not a directors conflicting interest transaction, b/c it does not fall within either §8.60(1)(i), or §8.60(1)(ii). Therefore, even if D remains silent about the conflict and the board never votes on it, a court may not set aside the transaction under the RMBCA. 

f. The RMBCA only covers transactions between the corporation and one of its directors. Transactions between the corp. and a non-director officer or shareholder are not covered – look at common law

g. The disclosure and approval can happen even after the transaction has been challenged by a dissident shareholder or 3rd party. After the deal ratification by the board can suffice

5. ALI – here a few of the important differences between the Ali’s approach and the RMBCA

a. Prior disclosure

· Even if the transaction is perfectly fair, under the ALI it may be avoided by the corp. if the director or executive has not made disclosure concerning the conflict of interest and the transaction to the corp. – This disclosure may be made after the transaction as long as it is made no later than a reasonable time after the suit challenging the transaction is filed

b. The ALI, unlike the RCMBA,  expressly applies to transactions between the corp. and a non-director “senior executive” as well as to transactions involving a director

c. Director approval

· Whereas the RMBCA seems to insulate even an unfair transaction against attack if it has been approved by the disinterested board members, the ALI contains its own fairness test for transactions approved by disinterested directors; the transaction must be such that the directors could reasonably have concluded that the transaction was fair to the corp. at the time of authorization

d. The RMBCA makes it just as easy for the disinterested directors to ratify the transaction after the fact as to approve it in advance, but the ALI calls for the court to give closer scrutiny to a ratified after the fact transaction than to an approved in advance one

1) After the fact ratification works under the ALI only if:

· The lack of advance approval did not adversely affect the interests of the corp. in a significant way, and

· The interested director or senior executive made advance disclosure of there conflict to someone else in the corp., who then acted on the corporations behalf in the transaction

e. The ALI makes it easier to attack a conflict of interest transaction than does the RMBCA

6. Under the RMBCA, the ALI and the statutes of most states, there are 3 different ways that proponents of a self dealing transaction can avoid invalidation:

a. By showing that it was approved by a majority of disinterested directors, after full disclosure (disclosure plus board approval)

1) A transaction may not be avoided by the corp. if it was authorized by a majority of the disinterested directors, after full disclosure of the nature of the conflict and the transaction

2) What may be disclosed

a) Both the RMBCA and ALI require disclosure of 2 major kinds of information

· The material facts about the conflict

· The material facts about the transaction

3) Who is a disinterested director

a) A director is disinterested  if she does not have either:

· A conflicting interest respecting the transaction

· A familial, financial, professional, or employment relationship with a 2nd director who does have a conflicting interest respecting the transaction, which relationship would, in the circumstances, reasonably be expected to exert an influence on the 1st director’s judgment when voting on the transaction

b) Often a majority of the directors will be “interested “ in the transaction. In this situation there will not be enough disinterested directors to constitute a quorum of the board. A special rule exists; if a majority of the disinterested directors approve the transaction, this constitutes both approval and quorum

b. By showing that it was ratified by shareholders, after full disclosure (Disclosure plus shareholder ratification)

1) Disclosure required

· As in the case of disinterested-director approval, the shareholder ratification will be effective only if it comes after there has been a full disclosure to the shareholders of both the conflict and the material facts of the transaction itself

· Under the RMBCA a majority of the disinterested shareholders must approve the transaction

c. By showing that it was fair when made

1) In nearly all states, fairness alone will cause the transaction to be upheld, even if there has been no approval by disinterested directors and no ratification by shareholders

2) fairness is generally determined by the facts as they were known at the time of the transaction

3) In most courts the transaction will withstand attack if it is proven fair, even though no disclosure whatsoever is made by the key player to his fellow executives, directors or shareholders

a) ALI  takes a stricter view – disclosure concerning the conflict and the underlying transaction is an absolute requirement, even if the transaction is perfectly fair to the corp. 

4) If the transaction is found by the court to be grossly unfair, under most statutes the fact that there was approval by disinterested directors, or ratification by shareholders will not immunize the transaction

a) Some jurisdictions (Delaware) do allow disinterested-director authorization or shareholder ratification to immunize even an unfair transaction from judicial review

b) RMBCA allows immunization, but the plaintiff suing under the RMBCA to overturn a conflict translation that was approved by disinterested shareholders gets a back door chance to show unfairness – if he can show that the transaction was so manifestly unfair to the corp. that the approval should be found not to have been made in good faith

7. Indirect conflicts involving key player

· The rules against self-dealing also apply where the conflict of interest is indirect. That is, self-dealing problems arise where the key player has an interest or association with some other entity, and it is that entity that enters into the transaction with the corp. 

a. In general, if a key player’s financial interest in the other entity is such that  his interest would reasonably be expected to affect his judgment concerning the transaction, the self dealing rules apply

8. Remedies for violation

a. 2 possible remedies

1) Recission – if it is possible to rescind the transaction, this is the normal remedy

2) Restitutionary damages – If b/c the passage of time or the complexity of the transaction, it is not possible to rescind it, the appropriate remedy is restitutionary damages

B. Corporate opportunity doctrine

1. Introduction to problem

· So far in our treatment of the duty of loyalty, we have focused on transactions between the key player and the corporation. We turn now to a different type of problem: the key player appropriates to himself some business opportunity or property that is found to belong to the corp. There are 3 sub-problems (1) When may a key player compete with the corp, (2) when may h e make use of corporate assets (3)when does he, by taking advantage of a business opportunity, wrongfully usurp a corporate opportunity

2. Competition with the corporation

a. A director or senior executive may not compete with the corp. , where this competition is likely to harm the corp.

1) But as with other types of self-dealing, conduct that would otherwise be prohibited as disloyal competition may be validated by being approved by disinterested directors or being ratified by the shareholders. With either of these methods, the key player must first make full disclosure about the conflict of interest and the competition that he proposes to engage in

3. Use of corporate assets

a. A key player may not use corporate assets if this use either harms the corp, or gives the key player a financial benefit. 

1) As with other types of self-dealing, approval by disinterested directors, or ratification by shareholders (after full disclosure) will help immunize the transaction

4. Corporate opportunity doctrine

· Suppose that a senior executive or director of a corp. learns of an attractive business opportunity, may he pursue this opportunity on his own?

a. Tests used to determine whether an opportunity is a corporate opportunity

1) Line of business test

· Under this test, an opportunity is a corporate opportunity if it is closely related to the corporations existing or prospective activities

a) A court applying the line of business test will probably treat an opportunity as a corporate one even though the activity is not a business that the corp. already engages in, so long as the court feels that the company has some special expertise that equips it to compete in the new area

2) Fairness test

· The court will measure the unfairness on the particular facts of a fiduciary taking advantage of an opportunity when the interests of the corp. justly call for protection

3) Combine line of business and fairness test

· Even if the opportunity comes within the corporations line of business test, the officer or director will not be liable for usurping it if he can show that his conduct was fair to the corp.  – very vague

b. Other factors (especially for determining fairness)

· There are a # of additional factors which courts consider in deciding whether an opportunity is a corporate one. These factors are especially likely to be considered by a court that uses fairness as a partial or sole standard

1) Whether the opportunity was offered to the officer or director as an individual, or rather as a corporate manager who would convey the offer to the corp.

2) Whether or not the officer or director learned of the opportunity while acting in his role as the corporation’s agent

3) Whether the officer or director used corporate resources to take advantage of the opportunity

4) Whether the opportunity is essential to the corporation’s well-being

5) Whether the parties (including the shareholders who do not participate in the taking of the opportunity) has a reasonable expectation that such opportunities would be regarded as corporate ones

6) Whether the person taking the opportunity is an outside director or a full time executive. A full time executive is understood to owe his entire efforts and loyalties to the corp. An outside director often has numerous other business interests and is more free to take an opportunity for himself

· The ALI recognizes this distinction

7) Whether the corp. had the ability (financial and otherwise) to take advantage of the opportunity

c. Who is bound

· Generally courts seem to apply the corporate opportunity doctrine only to directors, full time employees, and controlling shareholders. Thus a shareholder who has only a non-controlling interest (and who is not a director or employee) will generally not be subjected to the doctrine

d. Rejection by corporation

· Even if an opportunity is a corporate opportunity, the key player is not necessarily barred from pursuing it himself. If he offers the corp. the chance to pursue the opportunity, and the corp. rejects the opportunity by a majority vote of disinterested directors or disinterested shareholders, the key player may pursue the opportunity himself

· Most courts require that the key player have made full disclosure of the nature of the opportunity

e. Corporation’s inability to take advantage of the opportunity

· A key player who takes a corporate opportunity for himself often tries to defend the subsequent lawsuit by contending that the corp. would have been unable to take advantage of the opportunity itself and therefore suffered no damage

1) Different types of inability

· Legal inability

· Refusal by the person offering the transaction to deal with the corp

· Financial

· Courts are reluctant to justify

2) Some courts (and ALI) take a strict view under which if the key player does not make full disclosure to the corp. and offer it the opportunity, he is not permitted to argue that the corp could not have taken advantage of the opportunity

3) Other courts take a more lenient view in regards to financial inability, corp. has to have ability to financially undertake the transaction  – Guth v. Loft
f. ALI approach

1) The ALI are the most comprehensive statutory treatment 

2) Special features

· Following are a few of the especially noteworthy features of the ALI’s treatment of corporate opportunity

a) If the opportunity is a corporate opportunity, the insider (director, senior executive or controlling shareholder) must offer it to the corporation, with full disclosure of its nature before he may take it for himself. If he does not make this offer, he will not be permitted to defend a later suit on the grounds that the corporation was unable to take advantage of the opportunity

b) The mere fact that the corporation rejects the opportunity does not by itself get the key player off the hook. Unless the corps. rejection is authorized by a majority of disinterested directors, or a majority of disinterested shareholders (following full disclosure), the key player will have to show that the corp. rejection and the overall transaction were fair to the corp. On the other hand, if a majority of disinterested directors does authorize the rejection, then the transaction is pretty much immunized against later attack, only if the disinterested directors have violated the business judgment rule may the transaction be attacked

c) A senior executive (full time employee) is held to a somewhat stricter standard than an outside director. Any opportunity of which the senior executive becomes aware (even if this happens outside of the corps. business, as at a social cocktail party)is corporate if the executive knows that the activity is closely related to the business in which the corp. is engaged or expects to engage. By contrast, if the outside director learns of the opportunity, and does so while not acting either on behalf of the corp. or by use of corporate information, the opportunity is not a corporate one

d) A controlling shareholder is treated more like a senior executive than like an outside director. The opportunity is a corporate one as to the controlling shareholder if either:

(1) She learns of it while acting on the corporation’s behalf, or

(2) The opportunity is one that is held out to the other shareholders of the corp. as being  type of business activity that will be within the scope of the business in which the corp. is engaged or expects to engage and will not be within the scope of the controlling shareholders business

5. Remedies

a. Once the court has determined that a key player has usurped what is properly viewed as a corporate opportunity, the court may order the imposition of a constructive trust (the property is treated as if it belongs to the corp. that owned the opportunity), and may order the key player to account for all profits earned from the opportunity. 

