PAGE  
36

Business Associations Attack

Spring 2007 * Prof. Mathewson

I. INTRODUCTORY CONCEPTS
A. INTRODUCTION: THE BUSINESS FIRM ISSUES – FORMATION, MANAGEMENT, SHARING & LIABILITY, COMBINATION & TERMINATION
Economic concept of Business Firm different from a BA, but used interchangeably. 

There are 5 main legal differences among the various business associations:


-Tax treatment


-Owners’ liability exposure


-Management/governance


-Opportunities to raise funds


-Exit strategies

There are 3 main types of BA:


1. Partnership (General Partnership, Limited Partnership, Limited Liability Partnership)


2. Corporation (S Corporation, C Corporation)


3. Limited Liability Company
Things involved in FIRM: owners, managers, employees, agents; place of biz; assets; activity. Viewed as a web of Ks; firm is an efficient way of operating on an ongoing basis.

Things involved in BA: Relationship of owners & liability to third parties. Sole proprietorship: Firm owned by individual. Partnership: At least 2 owners. Owners will own partnership; partnership will own the firm. LLC: Liability to third parties limited. Didn’t exist 20 years ago. Corporation: Limited liability vehicle where owners not personally liable.

Every state has statutes to govern these things.

Owners can choose form of biz. Statute tells owners how to choose the form. Once chosen, the ass’n becomes a legal person. They can sue and be sued, and have cons’l rights. 14th A EPC applies to persons; railroads were some of first to try to take advantage of this (Santa Clara). USSC didn’t decide the question b/c court assumed that the corp. was a person.

Statutes have default rules that govern unless the owners agree to do something else.

There are different exit strategies for the different assn’s. Easiest to exit is the partnership.

B. THE AGENCY CONCEPT
Principal () Agent = Agency   Third Parties

Definition: Relationship resulting from a: 

· Manifestation of consent from P 

· That another person (A) act on P’s behalf, 

· Subject to P’s control.

· Consent by A to so act.

Key question: Whether the agency relationship exists; what kind of relationship is it?

When agent does something, it imposes liability on the principal.

P is liable whenever A has authority of any kind to act.

4 basic types of authority: (relationship b/w P & A)
Actual authority

a. Express: P expressly conferred authority on A> Actual authority. Examples: bylaws and when Board authorizes officer to carry out a specific transaction

b. Implied: Derived from express authority and might interpret express authority broadly. A reasonably believes they had authority incidental to express grant of authority. (Eg, A is authorized to get supplies & decides on other things to be done – like get a cab ride there). 

Apparent authority

Even when there is no actual authority, if a third party justifiably relies on action taken by an officer, a court might hold the corporation is bound under apparent authority. Must be reasonable for third party to believe that an agent had such authority. Can be by community custom. Apparent authority turns on whether a transaction is in ordinary course of business or not.
Inherent: Disliked by scholars. Overlap b/w inherent & apparent authority. Don’t have to have manifestations from principal to third party. Authority by custom.

Example: Mill St. Church case. Agent needs reasonable belief that the power has been granted.

C. CONTRACT LIABILITY TO THIRD PARTIES
Contract Liability Cases

Mill Street Church of Christ v. Hogan: Implied authority. Hiring an assistant to paint the church. Not specifically authorized to hire an assistant, but the job required it. It was reasonable for Bill to believe that he could hire Sam b/c there was a previous course of dealing where he’d used him before.

Lind v. Schenley: Distillery company. Employee Lind to receive raise + 1% commission. Firms merged, so the surviving company automatically assumed all liabilities of previous company. Herfelt – VP

Kaufman – NY Sales Mgr. He had no express or implied authority to authorize the commission. 

Lind – Employee. The commission would quadruple his raise & was unprecedented. This is at least inherent auhtority. Lind’s behaviour might have been unreasonable since the magnitude of the commission was so large; years go by & he got no commission but doesn’t act on it.

In favor of Lind: Was promised big promotion; moved to different state. Court resorts to inherent authority b/c concerned about reasonableness of Lind’s actions.

Watteau v. Fenwick: Undisclosed P is still responsible for the actions of the A. P = new owners. Humble = A & manager. Could order everything except bottled ales & mineral water; had to purchase cigars & bovril from owners. Third party believes they’re contracting w/ A Humble b/c business bears his name. This is inherent authority; Ps should be liable b/c they entrusted Humble with their business, and he had the inherent authority to make purchases.
Key distinction b/w apparent authority & estoppel: detrimental reliance by 3rd party req’d for estoppel.

3 types of principals

· Undisclosed: 3rd party doesn’t know of agency relationship & A liable. Maybe no meeting of minds. P may be able to sue 3rd party for breach. Watteau.


· Disclosed: Agency relationship is upfront; 3rd party knows A & P’s identities. A not liable.

· Partially disclosed: 3rd party knows is dealing w/ an agent, but desn’t know ID of principal & A liable unless it’s agreed. More reason to hold a 3rd party liable.

If principal bound, 3rd party bound

D. TORT LIABILITY TO THIRD PARTIES
Basic rule: Respondeat superior, which applies to negligence. Intentional torts need something more( Principal (master) is liable for the torts of the agent (servant) acting in the scope of employment. Independent contractors are different.

Servant: Restate’t §220 A person employed to perform services in the affairs of another, and physical conduct in the services is subject to the control of another. Factors:

-Extent of control master has over details of work


-Whether this is a distinct occupation or biz


-Kind of occupation


-Is this normally done with or w/o supervision


-Degreee of skill req’d for services


-Whether P provides instruments/tools


-Method of payment


-Parties’ belief

IRS is focused on definition of “employee” over “independent contractor.”
Factors are in R §220 and are weighted towards finding that someone is an employee.

“Activities should bear the costs they engender.” Respondeat is a policy determining who will bear the cost of certain activity.

Humble Oil & Refining Co. v. Martin: Humble had a service agreement w/ Schneider’s gas station. Humble provided inventory, etc. and Schneider just had to hire someone and work his auto repair/convenience store. P sues Humble for personal injury when a car at the repair shop rolled away. Who should bear the cost of the activity? Is Schneider the servant of Humble? The biggest factor is the extent of Humble’s control over Schneider in operating the business. Court found there was an agency relationship & Humble was liable.

Hoover v. Sun Oil Co.: Fire started in the service station of a Sun-owned gas station. There was lots of supervision by Sun. Owner leased the premises from Sun. But no liability b/c there was less control over daily affairs than in Humble.
General Rules

· The more control a firm has over the acts of another person, the more likely it is to be liable in tort. 

· Liability is tied to control b/c idea of agency is acting on someone else’s behalf. Also, with control comes responsibility.

· Humble’s control: desire to maximize profit and minimize risk by protecting in its image.

· Part of agency cost is to monitor the agent.

· The more control the agent has, the costlier the relationship.

· P/A relationship and idea of control is consensual. In the business setting with firms, this is contractual (eg, franchisor to franchisee).
Arguello v. Conoco: Racism by Conoco station employees. Sued under anti-discrimination statute. Why not sue under agency law? Part of law and economics theory is that racism should be dealt w/ using anti-d statutes. Trying to impute intentional conduct to the principal.

· Ask whether Conoco’s liability is within the scope of the employment relationship.

Murphy v. Holiday Inns: Control( formation of P/A relationship





( is there enough for A to be considered a “servant”?





( is there enough to impose liability for intentional tort?

There was a P/A relationship, but not enough to constitute the master-servant relationship.

Miller v. McDonald’s Corp.: Apparent agency( req’t for detrimental change in position. Ring found in Big Mac. Apparent agency & liability happens when you hold someone out as being your agent.

Fiduciary duty in agency

Agents owe principals fiduciary duties

Existence of FD alone won’t protect principal; gives P remedy when A goes awry.

1. Duty of care

2. Duty of loyalty

3. Duty to communicate
II. THE PARTNERSHIP
A. FORMATION

Definition of General Partnership
RUPA §101.6: An association of two or more persons to carry on as co-owners a business for profit. This is now codifying the common law. Each partner has unlimited joint & several personal liability for the debts & obligations of the business. Legal claimants can pursue all assets of partners, not merely the assets used in business. Partnership law does not require a written partnership agreement.

Definition of Limited Partnership
A partnership in which there are one or more general partners who manage the business and one or more limited partners who have virtually no management authority. This is a hybrid BA. It provides the limited liability a corporation provides shareholders. The general partner has management responsibility & unlimited liability for debts and obligations, and the limited partners have no voice in management and no liability over & above their capital contribution. However, most modern LP statutes have safe harbor rules where limited partners can participate in management to a limited extent without losing the shield of limited liability.

RULPA §303 actions LPs can take w/o being deemed to manage or control the partnership:

-Being a contractor for or agent/employee of the limited partnership or a general partner

-Being an officer, director, or shareholder of a corporation that is a general partner

-Acting as a surety, guarantor, or endorser for a limited partnership

-Serving on a committee of the limited partnership or the general partner

-Participating or voting in decisions relating to the limited partnership, including partner removal, dissociation, etc.
Definition of Limited Liability Partnership

This is simply a type of GP where partners can protect their personal assets from personal liability. Predominantly used by law and accounting firms.

Formation of GP

Can create without knowledge or intent (still resulting in personal liability—see Martin v. Peyton); only type of BA where filing with gov’t authority NOT REQUIRED. This is the default form of BA where there are two or more owners. Statute will govern the GP unless the partnership agreement provides otherwise. Partnership agreements are enforceable like contracts and are the primary source of partnership law.

Formation of LP/LLP

Need filing with a state agency.
§103: Relations among partners are governed by the partnership agreement.

§202(c)(1): Co-owners of a business, not co-owners of property. Merely b/c parties share gross revenues, doesn’t mean there was a partnership. A person who receives a share of the profits is presumed to be a partner (this is a rebuttable presumption).

Fenwick v. Unemployment Comm’n: Parties intended to be partners on paper, but were not really; this was just a matter of compensation. Co-owners have a right to share in profits. She didn’t share in losses or have any control of the business. Why the partnership? Getting rid of unemployment premiums. Court held this wasn’t a partnership.

When there’s a BA, ask: What relationship b/w owners & firm—partnership or employer/employee relationship? So what? In Fenwick, if Chesire is an employee, the firm now has the minimum number of employees that triggers unemployment compensation premiums.

Factors determining co-ownership

Rule: Partnership is a rebuttable presumption.
-Exclusive control

-Investment

-Property sharing

-Risk of loss
Is “control” in the partnership side different from “control” in the agency side?

Martin v. Peyton: A firm was in financial difficulties and Peyton was going to lend $2.5 million in securities to the firm. Question was whether this is a lender-borrower relationship or a partnership, where both partners become personally liable for the debts of the firm. These were associates. Why wasn’t cash loaned? Usury laws or some other restriction on the firm that it couldn’t borrow cash. Under all circs, court finds there is a prudent lender relationship, NOT  a partnership.

-Lenders don’t ordinarily have power to run a firm; if they do, 

Circumstances for determination of partnership

· There was profitsharing involved.

· Option of buying ownership interest.

· Trustees (control)

· Resignations tendered

PARTNERSHIP BY ESTOPPEL

· There may or may not be an actual partnership for estoppel.

· Elements

· Holding out to the world that there’s a partnership; so liability as though there was a partnership

· Detrimental reliance = extension of credit or entering into a transaction w/ purported partnership

Under UPA, extension of credit and holding out of partnership are elements. Under RUPA, not limited to extension of credit; can be any transaction entered into w/ purported partnership.

Young v. Jones: There were two fims using the PriceWaterhouse name. Held out to the world that they were working together under this worldwide accounting firm. Ps relied on incorrect accounting documents. Claim fails here b/c there was no detrimental reliance/extension of credit to partnership.

ASSUMING THE FIRM IS A PARTNERSHIP, WHAT DOES IT MEAN FOR THE PARTNERS?

· Owners get a proprietary interest in the partnership.

· Partnership owns the firm.

· RUPA §203 Partnership Property

· RUPA §502 Proprietary Interest (in partnership itself)

· RUPA adopts the entity theory: The partnership itself is a legal entity separate & distinct from owners. Aggregate theory from UPA: Partnership includes the owners.

· Partnership can use property that belongs to one of the owners, but only when property is transferred into the firm does it become partnership property.

· §301 RUPA: Statutory basis of liability: Every partner is an agent of the firm. An act of a partner in the ordinary course of business binds the partnership to third parties. 
· §306 RUPA: Joint & several liability for obligations of the partnership unless the agreement provides otherwise.
Southex Exhibitions v. Rhode Island Builders Assn: Home show belonged to RIBA, but entered into partnership w/ Southex, so homeshow became partnership property. So RIBA lost the right to exclusively control the property. Once assets are transferred to the partnership, they are shared property.

Putnam v. Shoaf: Frog Jump Gin case. Partnership has large debts. One of owners got out of partnership by selling her partnership interest. Later it discovered that there was some embezzlement going on. She wasn’t responsible for the firm’s liabilities then. Later asserted that she had an interest in some newfound wealth, but it was too late b/c she no longer had a proprietary interest in the partnership.

Legal Hierarchy—which principles control?

· State constitutional provision

· General partnership law (UPA or RUPA). Statute will control if your agreement is inadequate.

· Partnership agreement: should cover control, investment, profit, loss

· 5 considerations with BAs:

· Exit strategy

· Accountability of decisionmakers

· Shared liability to third parties

· Agent/employee( Agency rules in K and tort.

B. MANAGEMENT

· Partnership governance GR: Each partner has equal rights to participate in governanace. As to matters in ordinary course of business, decision of majority of partners controls, but partners can get around this through agreement. With LPs, general partners have authority to govern, and limited partners have no authority to participate in management/control. If a limited partner violates the “no participation” rule, he becomes a general partner and loses his shield of limited liability.
Nat’l Biscuit Co. v. Stroud: Partnership has dissolved; one partner agreed to assume all debts and obligations of partnership. 

· A partnership agreement can limit statutory authority. Otherwise, statute controls. Once partnership is operating, use majority rule to limit internal authority.

· Summers v. Dooley: Need an authorized act to determine liability to third party. §301 Agency Authority: Carrying on in the ordinary course of the business of the partnership or the kind of business of the partnership. This was not an issue in the case. § 401j: Expansion: In ordinary course v. outside of ordinary course (majority), or an admendment to the partnership agreement must be unanimous. Should go to decision of whether can hire someone at the partnership’s expense.
· Morin: Partner’s child is injured by catching his hand in a dough press, so partner sues the partnership. Partnership had insurance, which filed a third party complaint. IC gets exclusive control over defense and settlement of the lawsuit. Basis for liability: § 305 Wrongful Acts/Omissions of Partner.

· Bane v. Ferguson: §401 covers sharing of profit/loss and management decisions. Can vary provisions of this section by agreement. Partner sued for retirement benefits.

C. SHARING OF PROFITS & LOSSES

· G & S Investments: Partner’s bad acts and coke use were detrimental to partnership. Dissolution: Cease to carry on business. Under RUPA, a partner can get out at any time, but there may be consequences. G & S sought a judicial dissolution of the partnership. PA required capital acct + avg of last three years’ profits & gains actually paid. Did not define this term. Capital accts are a way to determine a partner’s economic interest in the firm. The real estate appreciated in value.

· Can provide instructions for how to compute capital accounts in your agreement. If agreement doesn’t cover this, you get the statutory formula.

· §701: Partnership can continue as before, but must buy out the dissociated partner. Statute gives revaluation.

· Kovacik v. Reed: One partner contributes services, and the other, $10,000. Agree to share profits 50/50. Losses not covered by PA; must be distributed in the same way that profits are. Reed wins; RUPA expressly disapproves of the ruling in this case; services partner is generally required to share the losses.
· If no partnership, don’t get the statute.

· If firm dissolves partnership, will cease operating as co-owners, but the firm may still exist.

· Co-owners can buyout partner who’s leaving instead of liquidating. Triggering events: Option to buy

D. FIDUCIARY DUTIES of PARTNERS
· Scope of FD in partnership is broader than directors/officers owe corporations. Meinhard v. Salmon: Punctilio of an honor; utmost good faith and fair dealing; duty of loyalty (prohibits misappropriation of partnership property, usurpation of opporunities, or adverse interests/competing with partnership).

· In P-A relationship, A has a duty to act solely for benefit of the P in all matters concerning the agency. A can’t be on both sides of transaction (can’t be both A and third party).

· Breach of duty of loyalty is an intentional tort. There may also be punitive damages for BFD.

· BFD is a mechanism to protect principals. 

· Every partner is an agent of the partnership--all have equal rights to participate in management.

· Meinhard v. Salmon: Coadventurers owe each other the duty of finest loyalty..

· Are they a partnership? Just need to associate together to carry on a biz for profit.

· Joint venture is just for carrying on a single project (Meinhard). Chic Corea & Bobby McFerrin’s one-night performance = joint venture. A single tour can be a JV rather than a partnership.

· JVs can take on any business associational form.oon

· Reason why partnerships don’t share equally, unlike corporations: At common law, partnerships were thought of in the aggregate.

· Day v. Sidley Austin: Merger of law firms; partner sued who was no longer Managing Partner. Sued for failure to consult on merger and failure to disclose plans for his status. These type of things are not covered by PA; there was no breach of fiduciary duty.

· Meinhard v. Salmon: Two men were coadventurers in real estate subject to fiduciary duties akin to those of partners. GR: Partners owe each other the duty of loyalty; fiduciary duties are a high standard. One partner, the manager, got involved in a demolition & reconstruction venture without informing his partner. He had no intent to defraud. The P, the defrauded partner, still has an equitable interest in half of the entire lease.

· Salmon was a managing partner.

· Fiduciary duties come into play in special relationships where people are vulnerable and relinquish some control.

· Can always raise FD, especially when your position is weak. Most common is the duty of loyalty.

· §404 : Duty of loyalty, duty of care, duty of good faith & fair dealing.

· Partnership rules are normally applied to JVs.
E. DISSOLUTION OF PARTNERSHIP
· Dissociation = Partner’s withdrawal from partnership. A partner always has the legal power to do so, regardless of what partnership agreement provides.
· Dissolution is when partners cease to carry on business together. It does not terminate partnership; it continues until wind-up (period b/w dissolution & termination) process is complete, meaning selling assets to pay debts. Termination is when all partnership’s affairs have been wound up.
· Statutory default rules( RUPA § 601 (events of dissociation/expulsion), 602 (dissociation). Can have the right to expel a partner in the partnership agreement; right to involuntary dissociation is limited unless it’s in the PA.
· RUPA § 701: Buyout

· RUPA § 801: Dissolution, winding up, termination; § 807: Settlement of accounts.

· § 306: To trigger liability, must first determine there is an obligation of the partnership. In order for partner to be liable, the partnership must first be liable.

· A new partner is not personally liable for any obligations occuring before their admission as partner (post-entry, but not pre-entry liability).

· For creditor to collect from a partner, must determine that the partnership was liable. A judgment against a partnership is NOT automatically enforceable as a judgment against a partner. Judgment against partnership may not be enforced against a partner unless you first have a judgment against him.

· Interest in the partnership is an asset. Creditor can’t become a partner by merely trying to foreclose on the partnership interest.  Share of profits, losses, & distributions can be used as collateral. Charging order—a lien on the debtor’s transferable interest in partnership that a creditor can get. Debtor does not stop being a partner by virtue of the charging order.

· Limited Partnership: At least one partner a general partner & the other a limited partner. Limited liability requires the filing of a public document, such as a certificate of LP & a PA.

· RUPA governs to the extent the LPA covers.

F. RIGHTS OF CREDITORS

G. LIMITED PARTNERSHIPS

· Holzman v. DeEscamilla: Formed a LP to grow crops. Normally one of the requirements is that the name must indicate it is a limited liability venture. Creditor attempted to sue limited partners; partners tried to raise shield by saying they weren’t liable for debts of the partnership. Exception to limited liability shield: when limited partner takes control of business.
( If RULPA §303(b) applied,  a limited partner is not liable for a LP’s obligations unless he’s a general partner or taks part in control of biz; third parties need reasonable belief that he was a general partner.

· Limited Partnership: An owner is personally liable for business debt. One individual w/ limited liability, and one individual with personal liability. One general partner is a corporate GP. 

· § 303: Even though enter into K on behalf of LP, do so in capacity as officer of corporation. Do not use limited liability shield b/c personally active in what was going on.

( Must defeat the reasonable belief of third party.

· LPs were originally envisioned to be small entities. It became a vehicle for real estate investment & oil/gas development. Thus, corporate general partner was created so there could be no individual w/ personal responsibility.

· Pass-through of partnership entity. Need to do certain things to get taxed as a partnership.

III. THE LIMITED LIABILITY COMPANY

A. FORMATION

Definition of LLC

A hybrid BA which combines tax treatment of partnership with limited liability of corporation and allows more flexibility of management than a corporation or a partnership. Operating agreement provides members maximum flexibility in creating a business structure tailored to member needs/desires. Can be member or manager-managed. Almost all LLCs are closely held for tax reasons.

Formation of LLC

-File with state (articles of organization or certificate of formation)

-Write operating agreement

( Most LLC statutes incorporate a policy to give maximum effect to freedom of contract (Elf Atochem).
Governance of LLC

LLC statutes in most states offer option of member-managed or manager-managed (where managers are elected) LLCs. Governance structure comes from the operating agreement, which is a contract. In a member-managed, the decisionmaking authority is similar to a partnership. In manager-managed, decisionmaking authority is similar to board of directors of a corporation.

· Don’t need to create corporate GP; just create LLC and all owners have limited liability. No one has personal liability solely for being an owner. IRS will treat you as a partnership unless you elect to be a corporation.

· LLC doesn’t matter if you have many or few owners.

· Default rule for tax purposes = partnership. If there’s one owner, it’s a sole proprietorship. Can’t be a partnership with one owner. LLCs and corps can have one owner. Single member LLC for tax purposes= sole proprietor unless elects to be taxed as LLC.

· Status under state law differs from status for tax purposes.

· If limited liability involved, must file a public document (articles of organization containing economic information & giving notice of LL). Key document: operating agreement, which is similar to a partnership agreement in the scope of its coverage.
· LLCs can be member-managed; manager-managed. There are statutory default rules if operating agreement is insufficient.

· Elf Atochem: Wanted joint venture (used to carry out single project & treated as partnership under state law). Didn’t want partnership so could avoid debt, so chose LLC as vehicle. Formation transaction: Transfers assets into entity, which can’t happen until entity is formed.

· DE had strong policy of freedom of contract. Court lacks SMJ b/c there was agreement to an arbitration clause.

· Why do partners enter into arbitration clauses? Elf had bargaining power b/c had more assets, so it might have agreed to arbitration b/c couldn’t imagine who would use it first.

· If LLC agreement doesn’t specify certain terms, RLLCA can be a default rule.

· Each state has its own BA laws. NM doesn’t follow the Uniform LLC Act b/c our statute predates it.

· RUPA default rule = per capita basis by partner.

· Uniform act=operating agreement; DE talks about something else. Use terminology of state you’re in. 

· General Rule: § 303: Debts, obligations of LLC are solely the company’s obligations. Members/managers are not liable for debt solely for being or acting as member or manager. 

· Westec v. Lanham: An agent was involved. Apparent authority: Agent can’t create his own AA. Most of Westec’s dealings were with Clark, but sent bill to Lanham. Why doesn’t Westec sue under partnership law? Why did they choose agency? To show agency, must show factors: consent to acting on behalf; subject to control; authority. Clark not personally liable b/c Westec understood him as being Lanham’s agent, and Lanham was a fully disclosed principal—card has his address & bill sent to him. § 303 shield doesn’t work b/c didn’t disclose it was a LLC. 

· For contract liability of principal, P liable whenever agent has authority of any kind. (Clark is authorized to act, so P Lanham is bound).
· Without formation of LLC, sue under partnership.
· Need shared control for partnership; need P to control A in P-A relationship.
· General partner: Look for control; limited partner: also look for control.
B. LIMITED LIABILITY SHIELD/PIERCING THE LLC VEIL

· Veil piercing in this area is largely undeveloped, but most people assume it is the same analysis that applies to corporations.

· Kaycee Land & Livestock v. Flahive: Flahive said he didn’t have personal liability for the contamination. Kaycee tried to reach him by piercing the LLC veil. Look for control over activity in piercing analysis. Borrowed piercing rules from corporate law.

· §404 Member-managed v. manager-managed companies.

C. FIDUCIARY DUTIES & DISSOLUTION

See ULLCA § 409, 103
Scope of FDs for LLCs is even less developed than in CHCs. Key issues with this:


-Diversity of LLC statutes


-Impact of operating agreement on scope of FD- can limit them 


-Whether courts follow corporate or partnership model in defining scope of FDs in LLCs.

III. THE CORPORATION
A. FORMATION

Definition of Corporation
-Separate legal entity status (it’s a person in the eyes of the law separate from shareholder-owners)

-Limited liability of shareholders
-Double taxation: pays taxes on income it earns and owners pay tax on income receive as dividends.

-Centralized management: Shareholder-owners elect Board of Directors, who appoint officers to carry out daily management tasks. Requires observation of formalities such as shareholder meetings
Formation of Corporation

-File articles of incorporation (which includes # of shares to issue, etc). Law of state of incorporation determines rights & duties of shareholders, directors, & officers.

-Prepare & adopt bylaws
-Hold organizational meetings
( Note: Promoters are usually liable for contracts he enters into prior to incorporation. The corporation is not automatically liable on contracts made by the promoter before the corporation was formed (b/c one cannot be an agent for an entity not yet in existence).

Corporate Governance

Follow representative scheme of governance, with shareholders electing a board, who appoint officers to carry out affairs. In a corporation, ownership of business is separated from control.

· Board must act as a body; all power is vested in them as a body. Board must call meetings and vote. Their authority comes from corporate statutes.

· Scope of officers’ authority is generally under agency law of actual & apparent authority.

· Shareholders CANNOT participate in management or act for or bind the corporation. All they can do is vote yes or no on transactions proposed by the Board.
· Promoter: Forms corporation. Basis of liability for promoter:.

· Corporations are required to have a Bd. of directors, officers, minutes, shareholders, shareholders’ meetings.

· Formation: The law under which corporation can be formed has a hierarchy.

· State constitution

· Corporation code (from state legislature). DE code is most important b/c most of Fortune 500 companies are incorporated there. This is a pro-management statute.

· Articles of incorporation

· Bylaws (operating manual)

· Resolutions

· Shareholder agreements

· Sarbanes Oxley has some provisions that apply to large, publicly-held corporations.

· Shareholders= owners; Board of Directors= decisionmaking body; officers= appointed by Board; officers = executives (required). Appointment to officer position is different from an employment arrangement. Shareholder democracy is plebicite (they vote). Board is expected to deliberate. Resolutions can come from the shareholders or Board (primary ones come from Board).

· Shareholder agreements: Establishes rights & obligations of shareholders to each other.

· In a small company, best protection is by insurance. Limited liability of entity will slow creditors down, but may not be enough to protect. This is also true for corporate shareholders. Can contract limited liability away.

· In publicly held corporations, there are thousands of shareholders, but the Board actually controls the corporation. There is a separation of ownership from control. Also true in closely-held corporations.

· In partnership/LLC law, there’s the freedom of contract. In corporate law, there’s less freedom to contract around provisions of corporate code.

· Paternships: taxed only at ownership level. Corporation is taxed at 2 levels: operating tax &  shareholder dividends.

B. LIMITED LIABILITY SHIELD/VEIL PIERCING
· If the corporate veil is pierced, the courts will hold one or more corporate shareholders personally liable for a corporate debt. Often arises when a corporation becomes insolvent. Piercing is an equitable remedy and a narrow exception to the general rule of limited personal liability.

Factors in determining when to pierce (from DeWitt v. Fleming)
· Gross undercapitalization & insolvency of corporation

· Failure to observe corporate formalities or keep adequate records

· Nonpayment of dividends

· Control or domination by shaeholders

· Self-dealing, fraud, deception

· Siphoning  or commingling of corporate funds by shareholders

· Nonparticipation by other officers/directors besides principal shareholder

IN SHORT, NEED ABUSE OF CORPORATE FORM TO UNREASONABLY FAVOR THE CONTROLLING SHAREHOLDERS AT EXPENSE OF MINORITY SHAREHOLDERS, CREDITORS, GOV’T OR THIRD PARTIES TO PIERCE.

· Southern Gulf v. Camcraft: Legal name is important in terms of what the rights are. Liability of agent w/ fully disclosed principal: no liability.

· Rules 2.04 and 6.22: unless otherwise provided, can agree to give up liability in agreement. Shareholders are not liable for acts/debts of corporation, except may become personally liable due to his acts or conduct.

· Veil piercing is an equitable doctrine. 

· Owner so controlled company’s affairs to the extent it had no separate existence of its own.

· GH doctrine: For when we can pierce corporate veil.

· Piercing. Gonzalez conjecture: to pierce, show excessive control. Hoskovec modification: In addition to excessive control, need to show misuse or abuse.

· What information is needed in discovery? Show comingling of funds for personal use. Show lack of formalities (no agent, minute books articles of incorporation, etc). LLCs don’t keep all these records, so tougher to show lack of formalities.

· NY uses alter ego or instrumentality theory. Manner of controlling firm such that can’t really separate identity of firm from identity of individual owner. Alter ego: Another identity of member itself. Also, use of corporate form for an improper purpose. IL law is the same.

·  DE Law: Would make a distinction in the case of a parent corporation: just need Gonzalez conjecture. DE also distinguishes b/w contract and tort. Where there is a tort, may not need improper purpose. 

· Should it be easier to pierce in tort than in contract cases? Pierce more often in contract cases b/c in tort, issues of alter ego may be unknown to tort victim (Walchovsky v. Carlton). In K cases, it’s apparent that firm is being operated to circumvent creditors. Bristol Myers Did not have to look for improper purpose in subsidiary/parent corporation.

· Factors for corporate subsidiaries in Bristol. More corporations are now using the LLC to form subsidiaries.

·  Piercing for jurisdictional purposes is not as stringent; don’t need to show improper purpose.

· Reasons to form a corporation: Limited liability, shared ownership, delegated management (important who controls rather than owns the gold), transferability of shares, centralized management, free transferability of interest, perpetual life, full legal  (shareholder-promisee model), personality (corp. can own assets separate & distinct from its owners, sue and be sued.

· Non controlling  (minority) shareholders should receive additional protection from exploitation by majority, and market value of shares is principal measure of shareholder’s interest.

· AP Smith v. Barlow: Majority shareholders decided to donate to Princeton, and minority shareholders disagreed.  Legal arguments: Corporations should not give assets away b/c they are organized for profit. I: Did the corporation have the power to make this contribution? Can do this even though altered relationship b/w corporation and shareholders b/c public interest outweighed it.

· Sea-Land Svcs v. Pepper Source: 2 requirements for piercing. Formalities are a major factor in PTV.

· Unity of interest & ownership.

· Adherence to fiction of separate corporate existence would sanction a fraud or promote injustice.

IV. BOARD OF DIRECTORS
A. ORGANIZATION & ELECTION

See section on corporate formation/governance.

V. DUTY OF CARE

A. BUSINESS JUDGMENT RULE/STANDARD OF CONDUCT
· The decisionmakers of a business have fiduciary duties, no matter what the business structure. These duties come in 2 categories:

· Duty of care: Cases involve lazy/dumb directors. Rests on reasonable person standards. Can involve breach by action or inaction. In case of action, the business judgment rule is a defense to actions that later turn out to have been wrong. BJR: if there is a rational basis for the directors’ decisions and there was no fraud, illegality, or conflict of interest, the courts will not second guess the decisions of the directors even if the decision later proves to be wrong. (See Schlensky v. Wrigley)
· Smith v. VanGorkam: DE court decision which narrowed protection directors’ decisions are afforded under BJR. Holding: Prior to merger, the board had a duty to inform themselves adequately of the terms of the merger, and the failure to do so amounted to gross negligence, which is NOT protected by the BJR. This decision stands out b/c the DE Supreme Court got totally involved in the business decisions made by the board, and the holding seems to require the board to scrutinize mergers, acquisitions, and other end-game transactions closely. The board failed to:
· Inquire into VanGorkam’s role in suggesting merger terms
· Accepted without question the CFO’s opinion that $55 per share was within the fair range of intrinsic value established by the buyot study
· Did not get a fairness opinion from an outside investment bank
· Acted too quickly, without proper notice/deliberation
· Did not review merger documents
In case of inaction, every director has an affirmative duty to inform himself about the performance of the company, attend meetings regularly, be vigilant, make appropriate degree of inquiry, and act for general welfare of corporation (See Francis v. United Jersey Bank). The board may have a duty to install a monitoring system to help it discharge its oversight obligation (dicta in In re Caremark).
· Duty of loyalty: Cases involve greedy directors/conflicts of interest. BJR does not apply in duty of loyalty cases b/c conflicts preclude application of the rule. This involves self-dealing, putting their own financial interests ahead of that of the corporation or its shareholders. 2 general types:
· Interested director transactions: even if there is a conflict, the transaction is not voidable if certain statutory tests are met:
· Is the transaction within the statute? Falls within if a director/officer has a direct or indirect interest in the transaction.
· What is required by the statute to avoid voidability? Usually, disclosure of material facts, ratification by disinterested directors, or proving fairness of transaction.
· What is the effect of satisfying the statute? If statute satisfied, the transaction is not voidable even though there was a conflict.
· Usurpation of corporate opportunity: Violates the basic rule that directors/officers cannot use their positions within a corporation to whom they owe fiduciary duties to profit personally at the expense of the corporation. These folks are permitted to engage in entrepreneurial activities in their individual capacity, but disloyal behavior is discouraged. A complete defense if offering the opportunity to the board with full disclosure, and the board declines it. Usual remedy for usurpation is imposition of a constructive trust.
Tests
· Interest/expectancy: Cannot take biz opp when corp. has an existing interest or expectancy growing out of existing interest.
· Line of business: turn over any opportunity in corporation’s line of business. (Guth v. Loft)
· Fairness: Test from Broz: Did D get information based on his position; importance of opportunity to corp; was corp seeking opportunity; did D use corporate funds/facilities to acquire opportunity; did corp have resources to develop opportunity?
· Two step: was opportunity in corp’s line of biz? BOP on P. If so, was it far for D to pursue? BOP on D.
· Nonprofits can be profitable, however, the profits go back into the firm for its charitable purposes. For-profit business corporations have an end of private profit for shareholders.

· Dodge v. Ford Motor Co: HF wanted to take corporate profits and reinvest it. Wanted to lower price of product. The Board here were Ford’s stooges. Directors of a corporation can declare a dividend of earnings and the amount. This case is an anomaly b/c court ordered Ford to pay dividends; courts are now reluctant to do this

· Ethics: social responsibility pays (Ben & Jerry’s model). Board gets to make this decision.

· Business judgment rule: Directors manage affairs of corporation & shareholders stuck with it b/c courts will not interfere.

· Shareholders’ Duties:

· Elect directors

· Major transactions involving fundamental changes

· Amendments to articles

· Associational democracy; plebicite

· Shareholders are entitled to vote for their personal interest.

· Board of Directors’ Duties:

· § 801(b) & (c) All corporate powers exercised by them.

· Set dividend policy

· Statutory list

· Hiring & firing senior executives

· Officers: president

· Owe fiduciary duty to corporation for benefit of all shareholders.

· Kamin v. Amex: Paid $30 million for DLJ stock. DLJ stock declines tp $4 million. Declared dividend. Ps preferred to sell the stock and take the loss.

· Smith v. VanGorkam: Case was shocking to the corporate bar b/c it stood against the principles of the business judgment rule. Trans Union could take accelerated depreciation deductions. Investment tax credit is against tax liability. Pritzker wanted to buy this due to unused ITCs by paying more for stock. Board should have tried to get more per share than $55. Suggestion of a management buyout by senior management. If pursued = “going private”; no longer a publicly held company. Were going to borrow money to buy it and repay the debt with . Independent/outside directors. Court is reviewing Board’s decision, which was the focus of the case.

SPECIAL EXAM TIP: Mathewson’s Pepperdine Law article. Insiders have influence over corporate decisionmaking and have own personal financial interests that come into play in corporate decisionmaking. 2 parallel spectrums:


Decision Spectrum
- Ordinary matters assigned to Board. Duty of care in terms of transaction approved in Smith (biz judgment rule comes into play in duty of care). Least process (informed decisions)


-Intermediate area: inherent conflicts. Must live with these.

- Self-dealing or conflict of interest transactions (no secret profits under fiduciary duty of loyalty). Suspicious of these. Heavy process.


Fairness came into play. Question: is biz judgment rule a  standard of review?

Process Spectrum
· Article says corporations are required to do biz judgment and these two spectrums exist. How do we assure there is a biz judgment within spectrum? Look @ type of process required.

· Evaluate: whether this theory works in Smith. The company is not being sold to an influential insider, but a third party. 

· Determining market price: where did the $17 premium come from on the shares? Michael Jordan principle of valuation: A basketball in Jordan’s hands is worth more than in Mathewson’s. Pritzker believes he can do more with this company than with present management. There is a connection b/w this process and fiduciary duty of care.

· 8.30(b): Becoming informed. 

· What did you do to become informed? Biz judgment rule kicks in. Standard: negligence.

· Model Act 8.31: P must show certain things for liability of director. DE provision: 102-7, limits for acts or omissions not in good faith. Model act lacks lack of good faith language. Model act also talks about intentional infliction of harm/violation of criminal law. DE just talks about lack of good faith or intentional.

· Model Act also has standard for liability of directors. By focusing on biz judgment rule, what can be done to satisfy duty of care? BJR has almost replaced standard for duty of care.

· Francis v. United NJ Bank: Sons embezzled $ from deceased father’s company. Transactions are reported and disclosed on financial statements. On the financial statements, it was obvious that the sons were embezzling $, which impacts DOC analysis. Ms. P had a continuing obligation to stay informed, but she was not required to become an expert. Ps here were creditors. Normally directors owe fiduciary duties to corporation primarily for benefit of shareholders. 

· Rule: As a corporation approaches insolvency, the beneficiaries of fiduciary duty of directors shift from shareholders to creditors. BJR applies when creditors are involved.

Financial Statements
· Assets: Shareholder loans; reserves; cash
· Liabilities: Reinsurance
· Equity 

· Rule: BJR requires act or decision; this case involved inaction. So analysis is duty of care and whether Ms. P breached. With respect to a specific transaction, must make an informed decision in order to carry out DOC.

· Grand v. Alison Chalmers (1962) (not assigned): Absent suspicion, duty of care does not include a duty to monitor.

· Caremark: Duty of care does not include a duty to monitor (no need for corporate system of espionage), absent suspicion. Ps ask court to revisit Grand. Sarbanes-Oxley has played a role: including adoption of corporate ethics codes, thus affecting the duty to monitor. If you don’t monitor, you have inaction (BJR doesn’t apply)!

· Does Board have a duty to monitor executives in their personal lives? No.

VI. DUTY OF LOYALTY
A. DUTY OF LOYALTY GENERALLY

Business Judgment Rule

-Good faith

-Informed basis

-Best interests of corporation

-Absent a conflict of interest

If met, then noninterference. If not, then substantive review.

· Bayer v. Beran: Issue was whether there was a conflict of interest where a company president’s wife was singing on the company’s radio ads. Conflict wasn’t present b/c the ads had a limited impact on her career. Never had a meeting in which this was approved. If there is no action by board, there is no protection of the BJR. Since can’t use BJR, ask whether directors satisfied the duty of care through their informal process. Analyze thru DOC rather than DOL b/c no director action, no BJR. Even if ok under DOC, may still have a DOL problem if process not followed.

· Rule: Director owes the corporation a duty of loyalty.


· Old Rule: If ct determined a conflict of interest, such transactions could be voided by the corporation.

· Modern Rule: Don’t void things solely by virtue of the conflict of interest.

( IF THERE IS A CONFLCIT OF INTEREST, DO NOT USE BUSINESS JUDGMENT RULE!!

· Statutes § 8.6(1)(b): A director’s conflict of interest transactions. This is a statutory safe harbor. There is a fairness standard. If there is a conflcit, depart from BJR and examine process. 

B. DIRECTORS & MANAGERS

· Lewis v. SL & E Inc.: This is a closely-held family corporation, but apply process below. SLE owns the property. SLE & LGT are engaged in the leasing of a tire rental company. By getting out of lease with LGT, Donald’s shares would increase in value due to the buyout. Is safe harbor of statute available here? § 8.61-3: shareholder action required would be need approval of  majority of shareholders who do not have the conflict, and this was not done here.

· 3 safe harbors: Director process, shareholder process, & fairness. Do one or the other. On fairness standards, director w/ conflict of interest has the burden of proof (shifted) Without safe harbor, burden of proof remains with directors with conflict. Only need a single director to have a conflict for a conflict of interest transaction. Shareholder ratification is the best safe harbor b/c shareholders w/o the conflict approve it. Director approval § 8.62 is similar.

· More likely to apply fairness standard in a closely held corporation rather than the BJR. 

· Corporate opportunity doctrine: Meinhard v. Salmon was an early view of this. 4 part test:

Guth factors
· Financially able to undertake

· In line of business (fundamental knowledge, pratical experience) (applied w/ publicly held companies).
· Interest/expectancy (applied w/ closely held businesses)
· Embracing opportunity is a conflict

· Broz v. CIS: Broz owed duties of loyalty to both corporations. Talked to people at CIS to determine their interest before moving forward. CIS was bought later by PriCellular, which was not happy about the opportunity. PriCellular had previously bid on the Mackinac-2 license. Broz did not owe PriCellular a duty of loyalty before the CIS acquisition.
C. CORPORATE OPPORTUNITY DOCTRINE

· Duty of loyalty: Cases involve greedy directors/conflicts of interest. BJR does not apply in duty of loyalty cases b/c conflicts preclude application of the rule. This involves self-dealing, putting their own financial interests ahead of that of the corporation or its shareholders. 2 general types:
· Interested director transactions: even if there is a conflict, the transaction is not voidable if certain statutory tests are met:
· Is the transaction within the statute? Falls within if a director/officer has a direct or indirect interest in the transaction.
· What is required by the statute to avoid voidability? Usually, disclosure of material facts, ratification by disinterested directors, or proving fairness of transaction.
· What is the effect of satisfying the statute? If statute satisfied, the transaction is not voidable even though there was a conflict.
· Usurpation of corporate opportunity: Violates the basic rule that directors/officers cannot use their positions within a corporation to whom they owe fiduciary duties to profit personally at the expense of the corporation. These folks are permitted to engage in entrepreneurial activities in their individual capacity, but disloyal behavior is discouraged. A complete defense if offering the opportunity to the board with full disclosure, and the board declines it. Usual remedy for usurpation is imposition of a constructive trust.
Tests
· Interest/expectancy: Cannot take biz opp when corp. has an existing interest or expectancy growing out of existing interest.
· Line of business: turn over any opportunity in corporation’s line of business. (Guth v. Loft; Broz)
· Fairness: Test from Broz: Did D get information based on his position; importance of opportunity to corp; was corp seeking opportunity; did D use corporate funds/facilities to acquire opportunity; did corp have resources to develop opportunity?
· Two step: was opportunity in corp’s line of biz? BOP on P. If so, was it far for D to pursue? BOP on D.
· Guth states general rule of how duty of loyalty to corporation violated. Can’t have financial benefit for director without disclosure. All dealings must be reasonable and fair to the corporation.

Broz
· At outset, Broz disclosed. So he satisfied duty of care. 

· Requirement of fair dealing: CIS refused to take the deal.

· American Law Institute Principles of Corporate Governance § 505(b) Directors/senior executives have own rules, and senior executives have own rules.

· Did RFSB expect Broz to offer the deal to CIS? No, but Broz might have felt that he should have.

· If the opportunity came about through use of corporation’s own information plus expectation that it will be of interest to the corporation.

· Any opportunity that is closely related to a biz in which corporation is engaged or expects to engaged requires disclosue. SAME LINE OF BUSINESS TRIGGERS DISCLOSURE.

· Corporate opportunity doctrine is part of the duty of loyalty, where director is to work in best interest of corporation and act as a fiduciary.

·  In re Ebay Shareholders Litigation: Shareholder suit against directors, alleging that underwriter Goldman Sachs did spinning, offering shares of IPO lucrative stock (highly profitable)  to these directors. The stocks sold in the aftermarket. Goldman offered directors such a good deal in order to get repeat business. Argument that directors usurped a corporate opportunity: Guth factors.

· Was it known to the directors in individual capacity? Y

· Was opportunity related to directors’ line of biz? 

· Senior executive rule: breached duty of loyalty by usurping a corporate opportunity.
· Breach of duty of loyalty is an intentional tort.

D. DOMINANT SHAREHOLDERS

· Controlling shareholders owe fiduciary duties to their corporations AND to minority shareholders. A controlling shareholder is one with demonstrated ability to influence a majority of the board, such as one who owns a majority of the outstanding stock. Test is de facto control: Does what the person wants gone get done consistently without argument?
· In dealings b/w parent and majority-owned subsidiary, such as in Sinclair, the DE benefit and detriment test is whether through the exercise of influence by the parent (self-dealing), the parent received a benefit and the subsidiary’s minority shareholders suffered a detriment.
· Sinclair Oil v. Levien: P was minority shareholder in Sinven. This is a derivative suit. Complained that Sinclair made Sinven pay excessive dividends and go out of business.; usurped business opportunities; and breach of contract. Paid out more dividends than company was making. Reason for these distributions: Sinclair needed the money; Sinven was not its only subsidiary. Also complained that there was no compliance in contract w/ International. 
· Dividends = distribution of profit. Evaluation of dividend policy: claims there is an intrinsic fairness standard for it. Presumption: BJR. Intrinsic fairness applied when parent receives something in benefit that’s not shared w/ minority shareholders and to their detriment.

· To go from BJR to intrinsic fairness, need self-dealing.

· Directors owe duty to corporation primarily for benefit of shareholders. 

· Suit against Sinclair (controlling shareholder) for breach of fiduciary duty.

DOMINANT SHAREHOLDERS

· See below.

· Fiduciary duties subject to change/may not be able to rely on them. 97 NM 782

· To get around BJR, need something other than duty of care.

· Fliegler: Safe harbor case. Once there is shareholder ratification, that shifts the burden of proof. Use the BJR

E. RATIFICATION

· Ratification is the doctrine that comes into play when the agent is not authorized and the third party wants to hold the prinicpal liable for the agent’s unauthorized act. In certain situations, the law will impose liability on the principal even though the agent had no authority to do what he did.

· Restatement definition: Ratification is the affirmance by a person of a prior act which did not bind him but which was done or professedly done on his account, whereby the act, as to some or all persons, is given effect as if originally authorized by him.

· What must principal know at time of ratification? Must know material facts of the transaction. If there is a unilateral mistake of fact, can rescind a contract which results from ratification unless he assumes the risk of mistake or a third party has changed positions in reliance.

· This involves full disclosure of material facts. Then have a choice of disinterested director approval or shareholder approval. Shareholder ratification has greater significance than director ratification. If you have neither, the standard: fairness. BOP on directors to prove fairness of entire transaction.

· In case of conflict, if get shareholder ratification and full disclosure, then BJR will apply. P has burden to prove waste, spoliation, etc.

· If you don’t go thru safe harbor (full disclosure/director & shareholder approval), directors have BOP of fairness.

· Ratification = shareholder approval of transaction after the fact. Can be authorized before, too. Attempt to do this in Smith v. VanGorkam. 
· Wheelabrator: DE framework. Distinguishes b/w conflict transactions and shareholder transactions.

· Mergers: Each corp has shareholders. Need at least a majority vote for approval. Corp A becomes controlling shareholder of Corp B. As controlling shareholder, can easily approve transaction and will cash out minority shareholders. Concern: price; if minority shareholders don’t like buyout price.  Problem with appraisal process: Legal fees; not preferred remedy for minority shareholder.

· State of WI Investment Board v. Peerless: 
· Waste is below standard for fairness.

F. EXECUTIVE COMPENSATION

· Board typically sets compensation of CEO and senior executives by annual resolutions. The compensation package usually consists of salary, bonuses, deferred compensation, stock options, and other benefits. Board has wide discretion in doing this. 

· Law imposes a reasonableness standard on compensation, but judicial review is rare. But when a majority of informed, disinterested directors approve comepnsation package, it is NOT treated as self-dealing and is NOT subject to fairness review by courts.

· Exec comp = BJR

· There are reporting requirements under SEC rules. 

· Forms of executive compensation

· Cash

· Salary

· Perks

· Bonuses

· Stock & options (form of profitsharing)O

· Deferred compensation

· Signing bonuses

· Severance packages

EXECUTIVE COMPENSATION: VIDEO

· Part of duty of loyalty.

· Stock options: Largest source of compensation in publicly held corps.

· Seinfeld v. Bartz: Derivative suit re inadequacy of disclosure re amendment to stock option plan. Holder of option has right to buy from issuer shares of common stock at a set price (strike price or exercise price). If value exceeds exercise price, holder of option will have value (compensation). Corporations used to be able to give comp w/o showing on financial statements; after Enron that’s changed. Exercising option dilutes value of shares of other shareholders. Director approval req’d in closely-held? Publicly held corps = new SEC rule requires publicly held corps to have shareholder approval of options.

· Compensation normally left to directors. Why have shareholder approval? Inherent conflict of interest: concern that executives have control over process  and what Board does.

· Rogers v. Hill: Early case dealing w/ tobacco. Bonuses given to execs based on profits. Bonuses greatly exceeded base salary of execs. A shareholder sued on the grounds of waste. USSC standard: If bonus bears no reasonable relation to services rendered, it’s a gift. Used commonly in tax cases dealing w/ constructive dividends for shareholders in closely held corps. Compensation is deductible from corporate income. Reasonable standard was basis of this case: exec comp looks like a conflict of duty of loyalty.

· Heil v. Broilin: State court decision that was counterpart & went the other way; market forces taken into account. Shareholder approval is one way to police. 

· Proxy voting: Shareholder appoints someone present at shareholders’ meeting to vote on matters at meeting. The only effective way for millions of shareholders to vote.

· Standard: Substantial likelihood that disclosure would’ve been viewed by reasonable shareholder as alering total information. 

· State of WI Investment Board v. Peerless: Proxy process & proposals before shareholders that sought to increase shares available for issuance thru option plan. Annual meeting adjourned w/o closing polls on proposals. Ps objected to proposal #2 b/c would increase dilution. Proposal passes after a second vote. Selective solicitation of votes led to approval: conflict. 

· P must establish Board acted for purpose of interfering w/ shareholder vote, and if so, the Board has burden of demonstrating a compelling justification for its actions. 

· Shareholder approval is a required accountability mechanism. Can also police through Board’s fiduciary duties.

· Marx v. Akers: Derivative suit dealing w/ compensation. Complaint: Board wasted corporate assets by awarding excessive comp to IBM executives. Court granted m/ dismiss for failure to make a demand. Bifurcation of how courts will police comp. For senior executives = BJR.
· Use of outside comp consultants = expert information about parameters. Pressure to ehance process in which decision about executive pay is made.

· One way to deal with inherent conflict is shareholder action—disclosure/approval. The other way is through fiduciary duty. Duty of care/BJR. Marx v. Akers & Brehm v. Disney. Focus is process. Want a compensation committee comprised of independent directors. Can also use compensation experts.

· For director compensation, use duty of loyalty. 

VII. SHAREHOLDER DERIVATIVE ACTIONS
A. GENERALLY

· Most derivative litigation involves claims that directors or officers breached FDs owed to the corporation.  When this happens, shareholders have a right to sue. A derivative suit is where an individual shareholder sues on behalf of the corporation. The COA belongs to the corporation, and any recovery belongs to the corporation. Essence of claim is indirect damage suffered by shareholder resulting from director conduct that harms the corporation.
· A direct suit is a suit where a shareholder sues the corporation to enforce his rights as a shareholder. Recovery belongs to the shareholder, either individually or as a class. Examples are suits to protect voting rights, to compel payment of dividends, to redress fraud, or to compel dissolution of the corporation. Essence of claim is director action directly impacts shareholders’ rights. A class action is a direct suit.
· Why bring either type of suit? Attorney’s fees.

· Want corp to sue directors. In derivative suit, equity is involved. Want to compel the corp to sue  and appoint the shareholder to represent the corporation in the lawsuit. Second stage of suit: suit against directors on the merits.

· Derivative action is in contrast to a direct action. Derivative b/c is claim about harm to corporation. In a direct action, shareholder is suing, but money will come back to shareholder. If a derivative action, must follow requirements. None for a direct action.

· If shareholder suing for a claim of damages to shareholder, that’s direct action like Smith v. Van Gorkam. Suing for claim of damages to corp. is a derivative action.

Direct





Derivative
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Sinclair Oil
· If injury was that value of shares of stock decreased b/c of something directors, did have NO basis for direct action.

· If corporation recovers, it’s derivative action. If shareholder recovers, it’s direct.

· § 7.41 model act: standing req’t. Shareholder must have been one at time of act/omission and must be able to fairly represent interest of corporation. §7.42  universal demand required in all cases.

· Why bring derivatives? Attorney’s fees. Lawyers inspire these “strike suits.” Would rather settle to avoid litigation. Derivative suit is contrary to the corproate norm of directors being in charge. 

· There are law firms that specialize in shareholder litigation. One partner in one firm was indicted for champerty.

· Eisenberg v. Flying Tiger Line: Eisenberg did not comply w/ requirements for derivative suit where he had to post security. The harm to Eisenberg: got stock in holding company, but wants to vote & own shares of Flying Tiger. He’s suing b/c of money!! Usual reason for challenging merger: exchange ratio. The nature of Eisenberg’s voting rights to the Flying Tiger firm changed. This was a direct claim, not a derivative.

· If derivative, P must satisfy reqts of derivative suit: standing + demand.

B. DEMAND & SPECIAL LITIGATION COMMITTEES

· Demand is the key (procedural) requirement in derivative litigation. P must allege that he has made a demand of the board to bring suit or state with particularity why the demand was excused. P writes a letter to board demanding that they bring suit, with the relevant facts supporting the allegation (like a complaint).

· If board accpts demand and sues, no need for derivative suit; board will take over the suit.

· If board rejects demand and shows that it was in good faith by an independent board, the suit cannot continue.

· Demand can be excused on ground of futility. There are 3 approaches:

· DE approach (Aronson v. Lewis): demand is excused if P can show (1) a board not disinterested/independent, or (2) that the challenged transaction was not protected by the BJR.

· MBCA § 7.44: P must make written demand, then wait 90 days to bring suit. If board rejected demand, P must show board not disinterested or rejection not in good faith.

· New York approach (Marx v. Akers): demand is excused if any of the following is alleged in complaint: majority of board interested; board not fully informed; challenged deal so unfair on face that not product of sound biz judgment.

· P makes demand of board; board refuses. When they do, evaluate to determine whether it’s wrongful refusal. Board can claim BJR.

· P excused from making demand or demand is futile

· DE rule:  Aronson rule. 3 parts to this test:

· Majority of board has material, financial, or familial interest (conflicted)

· Majority of board is incapable of acting independently for some other reason like domination or control by interested director (tainted or dominated), or 

· The underlying transaction is not the product of a valid exercise of business judgment (stupid).

( P shows reasonable doubt that board exercised biz judgment b/c one of these things present.

( If you make a demand, you waive right to challenge issue of demand as being excused. So in DE, do not make demands.

Auerbach v. Bennett P excused from demand. Board appoints special litgation committee on whether or not to suee. Look at independence, good faith, reasonable investigation of committee.  2 part test:


-Independence & good faith plus reasonable investigation

-Court will use own independent biz judgment, then court will substitute own biz judgment 

· NY rule:

· Majority of directors interested

· Directors uninformed.

· Decision too stupid

( Must plead w/ particularized facts in complaint.

· Model Biz Corp Act rule:

· Derivatie suit will be dismissed if one of the groups in (b) makes a determination in good faith/conducting reasonable inquiry upon which conclusions are based. Need rational connection b/w investigation and conclusion that suit is not in best interest that flows from inquiry.

· Special Litigation Committee, like demand requirement, rests on preservation of the governance role of the board in deciding whether the corporation should bring a lawsuit. These comms deal with specialized areas not implicated in the alleged wrong who have power to decide if corporation should pursue suit against the majority. 3 approaches:

· New York approach (Auerbach v. Bennett): This approach is most favorable to D. if committee follows proper procedure and has a rational basis for decision, court will follow committee’s recommendation and dismiss suit.
· Minority approach (Miller v. Register): This approach more favorable to P. If board disqualified from recommending dismissal, any committee appointed by board is disqualified.
· DE/majority approach (Zapata v. Maldonado): Ds have BOP committee members’ independence & procedural completeness of their investigation. If the special litigation committee’s recommendation pases the first test, the court exercises discretion in determining whether it is in the corporation’s best interest to dismiss the suit. This rule only applies when demand has been excused. Aronson has limited the importance of this rule b/c limits situations where demand would be excused.
· Other procedural reqt’s for derivative suits are security and contemporaneous ownership when wrong occurred.

C. INDEMNIFICATION

· §2.02(B)(4) in stat. supp. limiting liability of a director to corp or shareholder for money damages for failure to take action, except for liability from financial benefit received. Breach of fiduciary duty by directors limited.

· When will corp reimburse directors for damages or expense of litigation if they are liable?

· AT CL, corporate employees (agents) were entitled to indemification, but directors were not.

· §§ 8.51-8.59 of Model Act

· Cases in book deal w/ DE statute. Statutes provide for indemnification 8.51 permissive indemnification & 8.52 is mandatory. 8.53: advancement of expenses toward future indemnification (most important due to expense of litigation). 

· Indemification is after the fact.

· 8.58 a corporation may obligate itself to indemnify. Can place rights to indemnify in articles, bylaws, or contract. You can make mandatory that which is permissive under the statute.

· Statute requires 2 things for advancement:

· Written standard that has been satisfied

· Liability eliminated by articles of incorp. 

( Can advance regardless of whether director eligible for indemnification at end. Then there will be an obligation to repay. Corporation can’t provide for indemnification in a way that is inconsistent with statute.

· 8.51(d) corp may not indemnify a director in connection w/ derivative proceeding, except for reasonable expenses.

· 8.50: Liability includes judgment, settlement, penalty, fine, and reasonable expenses. 

· 8.51(d) Can only get reasonable expenses in derivative suit,

· This could be part of directors compensation.

· Directors must satisfu a standard for corp to indemnify:

· Good faith PLUS

· Reasonable belief that conduct was in best interest of corp if in official capacity, or not opposed to it if not in official capacity

· No reasonable cause to believe conduct unlawful (criminal cases)

· 202(b)(5) similar to 8.51(d) Refers to indemnification, exceptions 

· Waltuck: Directors tried to override statute in articles, which couldn’t be done

· Mandatory: Corporation SHALL indemnify a director that was WHOLLY successful on merits Woolson, even if the director reasonably believed the conduct was unlawful.

· Standards for determining indemnification requires less from directors in terms of duty of care. Directors are liable if: they lose (but still might get permissive indemnification).

·  Insurance: look at limitations of how much you can recover.

VIII. CLOSELY HELD CORPORATIONS
A. SHAREHOLDER VOTING CONTROL

· Characteristics of a CHC: Few owners who are active in business as managers; informal operation; no shares.

· Shareholder voting is same in close & public corporations, but rules written with public corporations in mind.

· Shareholders exercise voting rights at meetings governed by state corporate statutes. Annual meetings are once a year and when the board is elected. Special meeting are other types of meetings.

· All shareholders must be given written notice of meetings. Board must set a record date where only shareholders of record as of that date are entitled to notice and to vote at the meeting.

· Shareholders can vote in person or by proxy (where a shareholder gives the power to vote his shares to someone else). Proxy is a form of agency. Proxy process is regulated by the SEC. Proxy rules only apply to publicly held companies. 
· Stroh v. Blackhawk: Chose 2 types of stock: voting rights & econ. Interests. Challenge to Class B shares that they aren’t stock b/c lack economic rights. A class of stock need only have an interest, not all interest to qualify as stock. 

· Shares of closely held corporation: won’t have market for these shares; shareholders tend to be locked in to investment. 

· Right to participate in mgmt

· Right to distributions

· Employment & compensation

· Capital structure/vote pooling arrangements. Voting trusts & proxies have technical requirements. 

· Model Act: Voting agreements are enforceable. CL view: Agreements that infringe on discretion of board violate corporate norm and are unenforceable. Agreements infringing on discretion of board are possible.

· Model Act: Can infringe on corporate norm as long as you satisfy the statutory req’ts, including unanimous consent by all shareholders. If you lack unanimous consent, go back to CL rules.

ABUSE OF CONTROL

· Using fiduciary duties to protect shareholders of corporation. Freeze out: a controlling shareholder may decide that someone needs to go.

· Relationship is same as partnership.

GOVERNANCE IN CHC

· Differs from the statutory scheme b/c controlling shareholders typically elect themselves directors of the corporation and the shareholder/directors appoint themselves as officers. Seat of power is in controlling shareholders in CHC, but under statutory scheme, they have no power to manage the corporation.
· Main governance problems that arise in CHC are:

· Controlling board decisions

· Controlling voting by other shareholders

· Controlling transfer of shares

· Abuse of minority shareholders by majority shareholders

FIDUCIARY DUTIES IN CHC

Directors, officers, and shareholders of CHCs are subject to stricter FDs than of public corporations. Under the equal access rule, controlling shareholders owe FD to minority shareholders to give them an equal opportunity to sell shares on same terms ascorporate shareholders.
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REVIEW

· FOCUS on things we spent a lot of time on & several classes on.

Model acts & Delaware important, maybe NY. Will have to determine which law applies.


4 questions: everything can be tied to these questions
· Liability to third parties: agency, partnership, piercing, etc.

· Decisionmaking

· Accountability

· Sharing the wealth

· Exit strategy


· Or can follow organization of syllabus by topic

· Use key terms from each section to answer the questions

Concepts

· Agency: is there an agency relationship? Control played a key role in determining this. Will also look if someone else is liable for act of another.

· What is the type of biz ass? How do you determine partnership? Control played a key role in determining this. Partnership is another way of determining liability.

· LLC or corporation: formality req’d to create, unlike in a partnership. Can pierce veil to establish liability. Also preincorporation liability. These things must come into existence first.

· Fiduciary duties: principal agent relationship, partnerships, LLCs, directors/officers, controlling shareholders. By caselaw and statute. 

· Duties: duty of care, loyalty, fair dealing, impartiality, etc.

· In biz ass, people cede control of assets, etc. of biz ass, whih is now subject to corporate decisionmaking, and fid duties have protective function.

· Associational democracy rules (comes into play in piercing veil; look at whether processes are being followed).

· Voting rights (shareholders can vote on what directors vote on)

· Eligible voters

· Sharing of wealth

· If don’t have voting power, need fiduciary duties or exit strategy

· Alaska case: in closely held corporations unit.

