
BUSINESS ASSOCIATIONSPRIVATE 


SELECTION OF BUSINESS FORMS
Factors: owners, liability, tax burden, management, start up costs and requirements, interests transferable, term, dissolution

Agency is the fiduciary relation which results from the manifestation of consent by one person to another that the other will act on his behalf and subject to his control, and consent by the other so to act.  (compare with master-servant, independent Kor, debtor-creditor).

Zeroing out liab:  technique used with corps to avoid double-taxation.  Owner-operators can receive salaries equal to profits.  Only owner-operators taxed.  Sometimes tax on entity is lower, however, so corp would not distribute dividends and zero out at entity level.

Conduit taxation:  For pshp-like entities.  Pters file info returns as to pshp.  Pters include incom or loss allocated to them in their personal returns, whether or not monies are distributed.


Partnerships
--Must have at least 2 partners

--General pters have j & s liab. (§§ 13, 15 UPA can't limit liabilty to third parties, firms can have indemnification agreements as to who pays, new pters are liab for acts that rever back to formation of pshp §17)

--Taxes paid on pter level

--Owner participation in management is permitted

--No required organization costs (e.g. filing fees)

--No formation requirements (can be any oral or written agmt.)

--Interests only freely transferable if in terms of pshp agmt.

--Term of the pshp typically limited by agmt.

--Dissolution upon death, retirement, withdrawal

Benefits of a Written Agreement
--avoid future disagreements

--readily proved in ct

--more attention early-on to problem details

--permits pters by agreement to allocate tax burdens

--decide what to do upon death or retirement of a pter

--specify contributed and loaned property

Sharing Profits and losses
If there's no agmt, UPA §18(f) prevails, otherwise:

--pters can share on flat percentage

--pters can receive salaries, deducted as costs from profits 

--percentages can be recomputed yearly based on amt invested

--percentages can be recomputed based on total income, sales or billings by each pter, time devoted, or on other factors

Law firms are changing: income pters and equity pters.  Income pters under contract, may attend meetings, receive set salary.  Don't own share of firm.  Generally firms are paying pensions.

Management
In general, pters are j & s liable for all obligations of the other pters if conducted within the scope of business.  Equal rts in management and conduct of pshp UPA §18(e).

A non-pter agent generally binds pshp in all acts.

Actual authority: each pter is agent of pshp, cannot limit authority of other pter to act, can each act in ways that bind pshp.  A maj is needed to overrule (if 2 pters, must be unanimous).

Apparent authority is established through obj. test, ie. that 3rd party believed that agent had auth. to act.  If authority seems fishy, 3rd party may have some duty to investigate.  

Nabisco v. Stroud:  Defs. were general pters in business to sell groceries.  Both had equal rt. to manage business.  One Def.1 notified plaint. that he would not pay for any more orders.  Other def. requested an order and plaint. sent food.  Issue was whether def.1 could escape liab. for debts incurred by co-pter merely by advising the creditor that he will not be liable for debts?  Held, no, acts of one pter are binding on all co-pters, if w/in scope of business.  A maj. of pters can disapprove of a transaction, but need more than 50%

Smith v. Dixon:  Smith family formed pshp to sell/rent farm property.  Son sold land for less than authorized price.  Family refused to convey land, claiming son had no auth. to act.  Issue was whether pters are bound to acts of pters.  Held, yes, as long as pter is acting w/in scope of actual or apparent auth.  In previous transactions, son was relied upon to act for family.

Rouse v. Pollard:  Fitzsimmons, pter in a law firm, promised to invest plaint's money but in fact converted money to own use.  Fitzsimmons insolvent so plaint. sued law pters, who had no knowledge of embezzlement.  Held, pters are liable for acts of co-pters only if those acts are w/in scope of ptershps business.  Firm never made it a practice to invest client's money.  Pters had no way of knowing of Fitzsimmon's acts (plaint's only financial matter on record w/firm was receipt for $350 in legal fees.  Plus Fitzsimmons had no express authority to do what he did. 

Roach v. Mead:  Def. asked plaint. to make $20,000 investment.    Is def./pter. liable to third party for acts of Mead?  Held, yes, pter liable be/c plaint. reasonably believed that investment fell within the ptershps business.  Cf. UPA §§ 14 and 15.  Model rules of prof. conduct 1.8 requires attys who handle business transactions for clients to put such transactions in writing.
Duties of Pters to each other
Each pter is both a principle and an agent, both a trustee and a beneficiary.  They share profits and losses, and are bound by each other's actions.  Owe each other broad fiduciary duties to protect against abuse of relationship.  These duties extend before as well as after the relationship.

Meinhard v. Salmon:  Plaint. and def. were coadventurers (ct likened relationship to ptership) in a lease on a hotel, but prior to the expiration of the lease, def. alone w/o plaint.'s knowledge agreed to lease the adjacent property.  Do coadventurers owe each other a duty of finest loyalty?  Held, yes, fiduciary duties.  Def. exlcuded pter from any chance to compete.  New lease was an extension and enlargement of the subject matter of the old one.

Pshp as an entity v. aggregate theory
UPA contains language that reflects both theories.  §9 says pter is agent of pshp (entity), but §6(1) defines pshps as assns. of persons (aggregate theory, that pshp recognizes no personality other than pters who compose it).  At c/l aggregate theory prevailed.  Only pters are taxed.

Pshp property
Property is owned in a modified joint-tenancy arrangement, UPA §25(2)(a).  Interest in pshp cannot be assigned (no severance), only stream of income can be assigned UPA §27.  Creditors of an indiv. pter cannot reach pshp's assets, except with changing order by §28.

Dissolution
Defined: UPA §29 a change in relation of pters, distinguished from winding up of business.

--pshps can be dissolved by judicial decree for good cause.


§32 UPA

--Pters can also dissolve at any time, but will have to pay for breech.  §31 UPA

--OR, term of pshp can be specified in pshp agmt.

Collins v. Lewis:  Lewis and Collins formed pshp/lease to operate a cafeteria (Lewis managed, Collins supplied capital, to be repaid w/ profits).  Delays/rising costs made venture more expensive.  Collins wanted out and refused to invest further until business generated a profit.  Collins sued, alleging mismanagement.  Lewis claimed Collins' failure to invest further hurt venture.  Held, a pter who has not fully performed obligations imposed upon him by the pshp agmt. cannot obtain ct. order dissolving pshp under §32 of UPA.  Ct. found that Collins' conduct prevented cafeteria from succeeding.

Adams v. Jarvis: Three docs. entered into pshp for practice of medicine.  Pshp agmt. specified that pshp would continue if one of pters withdrew, and withdrawing pter would share profits earned for partial year that he was with pshp BUT that accounts receivable would remain w/pters.  Plaint. withdrew and sued to collect pshps accounts receivable.  T/c held agmt. superceeded by statutory provisions for withdrawal and that plaint. entitled to accounts receivable.  Held, reversal, pshp agmt. is valid and enforceable.  

Meehan v. Shaugnessy:  Pters leaving old firm and setting up a new one, contacted clients by letter and asked to move business to new firm.  Pters failed to respond to other pters questions about whether they were leaving firm, in violation of UPA §20.  Firm was also not given a chance to contact clients to encourage them to stay.  Breech of fiduciary duty?  Held, yes, pters owe pshp fiduciary duty of utmost loyalty and may not act for personal gain.  Firm is entitled to recover for acts resulting from breech, solicitation of clients.  Firm not entitled to recover for 1) breech of fid. duty for handling cases for their own benefit while w/ pshp and 2) secretly competing w/pshp.

Gelder Med. Group v. Webber:  Def. joing pshp, under agmt that allowed expulsion of pters w/o cause AND covenant not to compete.  Def. was expelled.  Pters sued to enforce covenant.  Def. claimed that pters subject to good faith requirement in expelling w/o cuase.  Held, no, ptershp agmt. enforceable.

Inadvertent Pshps
Pshp results from express or implied Ks, must have elements such as sharing of profits or rt. to share in decision-making or to bind to agreements.  


6 & 7 UPA define pshps.  Sharing of profits is prima facie ev. of pshp.


7(4)(a)-(e) are not pshps, such as loans, interest, wages and rent, annuities, consideration for the sale of the good-will of business.

Factors can be deemed sufficient to establish a pshp, even w/o intent to form a pshp.  Need combo of words, acts, and agmts.  However, Smith stands for proposition that cts. will not always inply contractual rights in absence of intent; stronger case if rts. of third parties are involved.

Martin v. Peyton:  Pshp in trouble, borrowed money from Peyton.  Peyton had veto power over speculative investments, and received dividends to pay off loan.  Peyton had no power to bind pshp or to act on behalf of pshp.  Agmt. specifically said deal was a loan not a pshp.  Martin a creditor sued, claiming Peyton a pter (finding deeper pockets to pay off debt).  Held, pshp agmt will not be found in absence of appearance of pshp.  Here, agmt., acts, and words said no pshp.  Deal was a loan, §7(4)(a) applies.

Smith v. Kelley:  Pters in accouting firm hired Smith as salaried employee.  Smith contributed no assets, had no authority to act, and was not responsible for losses.  However, firm held Smith out to public as pter, listed him as pter on contract, tax return, and form filed with state agency.  After 3 years, Smith claimed that he was a pter and entitled to 20% of profits.  Can pshp be established w/o intent?  Ct. held no, no agmt. by parties.  An action by a 3rd party might estop firm from denying Smith was a pter.  Otherwise, must show actual intent.


Ltd. Partnership
--Must have at least 1 general pter and 1 limited pter, and at 
least 2 different pters.

--General pters, J & S liab.  Lim. pters. lim. liab. w/ 
exceptions

--Tax on pter level

--Participation of lim. pters. generally restricted

--Org. costs: filing fee

--Formation reqs.: file cert. of lim. pshp.

--Name: Limited/Limited Pshp/Ltd./LP

--Interests transferable only if in pshp agmt., possible tax 
issues if freely transferable

--Term typically limited by pshp agmt.

--Dissolution on death, retirement, and withdrawal for gen. 
pter., and possible tax issue if not.  No for lim pter.

Original assumption was that lim. pshps were small, local businesses, however, today they more closely resemble corps.  

Master limited pshps were formed by combining small pshps.  Publicly traded.  Kinter regulations determined whether MLPs were taxable as corps or pshps.  The following are found in corps:

--associates

--carry on a business and devide gains

--continuity of life

--centralization of management

--liability for corp debts limited to corp property

--free transferability of interests

Today, these pshps are treated for tax purposes as corps, by Revenue act of 1987.  Mostly shut down.

Delaney v. Fidelity Lease Ltd.:  Plaint. leased prop to def. a lim. pshp.  Def.'s only gen pter was Interlease (def. 2) whose officers were three of the lim. pters. in fidelity.  After building a restaurant on premises, def. refused to take possession or pay rent.  Can lim. pters be held personally liab?  Held, yes, a lim pter who actually manages a firm cannot escape liab. by acting through a corp.  Def.'s argue that §7 of ULPA states that personal liab. only attaches if third party relies.  Ct. held, §7 doesn't have reliance requirment, only active management.  RULPA §303(a) makes this case obsolete. 


Limited Liab. Pshps
Was a brand of pshp developed in Texas that provided some limits on liab of pters from obligations arising from errors, omissions, neg., etc...  Was widely adopted by law firms.  Some filing costs, min. liab ins requirements.  Basically same agmt as PC.


Limited Liability Corp.
--No restrictions on # of owners, need 2 (as in pshp) for tax 
purposes

--Limited Liab.

--Taxed at member level only, if properly structured

--Owner participation in management permitted

--Org. costs:  filing fees

--Formation reqs.:  file arts of organization, adopt regulations

--Name:  Limited/Ltd./LC

--Interests transferable only if permitted in arts of org. or 
regulations, possible tax issue if freely transferable

--Dissolution upon death, retirement, withdrawal 

Variation in state statutes.  Not a corp, ususally get tax status of pshp if Kittner regulations met, LLCs ofte ditch free transferability and continuity of life.  Not subject to S corp lims on number of members.  Lim. liab. by agreement for shrhldrs.  Carson says this is an ideal closely held form selection.


Professional Corp.
Origin was in desire to take advantage of IRS code that allowed deductions of certain employee welfare and medical programs.  Could only be utilized by emp'ees (not pters).  Now IRS allows for same deductions regardless of bus. form.  No incorp. under gen incorp statutes.  

Handout II:  TX has specific statute as to PCs, entity and wrongdoer held J & S liable.  Otherwise, ct. will invoke c/l, e.g. standards of profession, as in Zagoria.

First Bank & Trust v. Zagoria:  Def. issued checks on corp.'s account that were dishonored.  Plaint. sued to recover value from co-def. Stoner, a shrhldr in prof. corp w/def.  Issue was whether each member of a law firm(PC) personally liab. for professional neg. of every other member of firm regardless of PC form?  Held, a PC only provides limited liab. for obligations that do not result from a breech of professional duty.  Since drawing from PC's account was professional duty, all members of the firm can be held liab.


S. Corp.
--No more than 35 shrhldrs, Owners may not include corps, nonresident aliens, pshps, certain trusts, pension plans or charities

--Only one class of shares, but can have different voting rights

--Liab. same as C. Corp.

--Taxed at shrhldr level, conduit or pass through taxation

--Owner participation in management permitted, as in C. Corp

--Org. costs:  filing fees

--Formation reqs.:  arts of incorp, by-laws, S election w/ IRS

--Name:  Corp/Incorp/Company

--Interests freely transferable, subject to shrhldr agmts.

--Term typically perpetual, unless limited in arts of incorp.

--No dissolution upon death, retirement, withdrawal


C. Corp.
--Liab. of owners limited

--Taxed at entity and shrhldr levels

--Centralized management, owner participation in management 
permitted

--Org. costs: filing fees

--Formation reqs.:  arts of incorp, by-laws

--Name:  Corp./Incorp./Company or abbreviations

--Interests freely transferable, subject to shrhldr agmts.

--Term typically perpetual, unless specified in arts of incorp.

--Continuity of life, perpetual existence (no dissolution)


CORPORATE FORMATION/DEFECTIVE INCORPORATION

Formation
A corp is an entity that has no personal rights (e.g. priv. against self-incrim), but can freely K.  Was ideal business form to bring together disparately spread monies under central mangament, to raise capital for indust. rev.  Regulations fill in gaps, caused primarily by separation of management and ownership (dirs and shrhldr's interests often not the same).

Most large publicly held corps. choose to incorp. in Del.  Closely held corps. may do the same (and operate as a foreign corp. in state where they do bus., but are subject to 2 fees and 2 taxing authorities) BUT many chose to incorp. in state where doing business.  If corp does bus in several states, corp must qualify as a foreign corp in any area where it does business (otherwise corp cannot sue, but can be sued).

Louis K Liggett v. Lee:  J. Brandeis expresses concerns about unchecked powers of modern corps., ownership separated from control, abuses of indiv. liberties.  Hamilton notes that Brandeis' concerns ARE regulated by other bodies of law, e.g. environmental law, anti-trust law, etc...

Cary-Winter Debate:  Cary felt that Del law represents the race to the bottom, as far as standards and protections for shrhldrs.  Winter's position, more widely supported, is that if Cary was right, then Del would have a record less favorable to shrhldrs.

Atlantic Ridgefield:  Small corp trying to protect itself from takeover, decided to incorp in DEL.  Del statutes favor management and have much more developed decisional law.  In Del you can protect against takeover by staggering terms of dirs.  A party wishing to takeover must wait through 2 annual meetings.

Typically, incorporating is simple and routine:  just need to file doc that has name, number of shares, street address of corp 1st registered office, and name and address of each incorporator.

1) Must file arts. of incorp. with the state and pay a fee

MBCA §2 on requirements

--name

--period of duration, can be perpetual

--purpose or purposes

--# of shares authorized to be issued, rts. and preferences

--address of registered office and name of registered agent (person upon whom notice or process are served, address where tax notices and official communications are mailed)

--number of dirs., names and addresses of initial dirs.

--names and addresses of incorporators

2) Some regulations on who can file arts. of incorp. (incorporators).  Ceremonial functions.  No liability attaches to their functions.

3) Powers every corp. automatically possesses. §3.02 MBCA  Not typically addressed in the arts. of incorp.

4) Capitalization, a minimum used to be required but not today.  Was a way to protect creditors.  Some states have a minimum, and dirs. are held j & s liable for part of capital not received.

5) By-laws, set of rules for governing the internal affairs of the corporation.  Binding on intra-corp. matters.  Often viewed as a contract between corp. and members.  More flexible amendment than with arts. of incorp., although arts. of incorp. prevail in event of contradictions.

6) Organizational meetings, an initial meeting is often required.

NOTE:  You are atty for 2 people starting bus.  Are you counsel for the venture?  Model Rules of Prof. Resp. 1.7 provide a lot of leeway, just knowing clients have different interests is not enough for malpractice.  Clients may consent.  Depends on whether atty reas believes that rep will not be affected.

--Having separate lawyers would mean added expense.  Lawyers are taught to be adversarial, don't want to foment disagreement.

--However, different parties may have different interests


Ultra Vires
Ultra vires means "beyond the scope of the purposes or powers of a corporation."  Used to be a mechanism for corps. to get out of obligations based on a claim that they lacked the power to act.  Declining in importance.

Valid Powers of Corp. §3.02 MBCA, can be changed by provision of arts of incorp.

At c/l such acts were void, corps. were incorp. for limited purposes.  Was notion that corp. had limited power.  

--Ultra vires transactions could be unanimously ratified by shrhldrs.  

--Also doc. of estoppel usually precluded reliance on the defense of ultra vires where the transaction was fully performed by one party.  

--If emp'ee committed a tort, ultra vires could not be used by corp. as a defense (overriding concern for third party).

§3.04(a) states that "the validity of corp. action cannot be challenged based solely on the ground that the corp. lacked the power to act"  (exceptions:  suits against dirs./officers, suits by atty general to dissolve corp, in circs. requiring equity).

§3.02 (13) and (15) allow corps. to make donations, although this doesn't agree such donations will be upheld.  Cts use IRS law to determine reas. of amt of gift.

Direct political contributions made by corps. are unlawful.  Loans to officers and dirs. are restricted.

711 Kings Hwy Corp. v. FIM:  711 leased premises to def. to use as a movie theatre, but then sought to declare the lease invalid on the ground that the intended use was outside the scope of business activities allowed in charter.  Held, no act of a corp. shall be held invalid by reason that corp. lacked power to act.  Doc. of ultra vires should not be applied to purposes clauses of articles of incorp.

Theodora Holding Corp. v. Henderson:  P challenged the charitable contribution by def. of a sizable share of stock to the Dawson Foundation.  P had approved previous contributions.  Issue was may a maj. shrhldr cause a charitable contribution to be made out of corp. fund over protests of min. shrhldrs, where contributions diminished equity and dividends of min. shrhldr's stock interests.  Held, yes.  Reas. test invoked (donation was reas. based on IRS code permitting char. donations to w/in 5% of current annual profits).  Dirs. cannot just donate to their pet charity.


Defective Incorp.
Transactions are often conducted before the arts. of incorp. are filed, this can be advertent or inadvertent.  

E.g. a subscription is an offer to purchase and pay for a specified number of unissued shares of a corp.  §6.20(a) MBCA makes preincorporation subscriptions irrevocable for 6 mos.  Subs. are not preferred be/c must be registered under Fed. Sec. Act 1933 and state Blue Sky laws as securities.

Promoters arrange for capital, obtain necessary assets and personnel, and arrange formation of corp.  Treated in law as partners to a venture, have fiduciary duties to other promoters (duty to disclose, not duty of fair dealing).

Promoter can take action in corp. name and avoid liability, unless the promoter personally guarantees performance, OR enters into the K in his/her own name OR doesn't disclose that corp. not formed.


K's made in name of corp.:  appearance that corp. has been formed but it hasn't and promoter doesn't disclose.  Some (K) cases hold promoter liable on theory that promoter misrepresents that he/she is an agent of a principal that doesn't exist.  Other (tort) cases hold that agent becomes the principal.  Promoter is generally held liable, with some exceptions if the corp. is thereafter created (a novation, K principle in which a 3rd party takes over obligations of K).


K's referring to fact corp. not yet incorp.:  both parties aware there is no corp.  Ct. will go by parties intention (whether deal is an offer, option or K, and who assumes liab.).  If intention is not clear, cts. tend to hold promoter liab.

A corp. is not automatically liab. for acts of promoters (no corp., no agent).  Must be some assent to novation, e.g. accepting benefits of K.

Defective Incorporation
Some problem in the filing.  At c/l de facto corp. doctrine often applied and liab. ran to corp. not promoter, if a) existence of law auth. incorp, b) g.f. attempt to comply with statute and c) actual exercise of corp. powers.  Finding of de facto corp. raises status of corp. to that of de jure to all but state.  

Also estoppel doc. where person seeking to hold the officer personally liab. has K'ed as if corp. existed.  


Today, taken care of by §2.03(b) be/c corp. considered to exist at time of filing, despite subsequently noticed mistakes.  §2.04 holds all those acting on behalf of corp. knowing there was no corp. J & S liable (would probably not apply to shrhldrs and other inactive parties).

De jure corp. is one that has been created and recognized in compliance with state law.

Stanley J. How v. Boss:  Def. signed a K on behalf of a corp. not yet formed with plaint. for architectural svcs.  Held, def./promoter is liable (be/c no person or fund is specified in the K to assume liability).  Much of the work was to be done before incorp.

Cranson v. International Business Machines Corp.:  Def., believing that he was acting as officer of corp. and not knowing that cert. of incorp. never filed entered into K with IBM to buy typewriters.  Ct. describes de facto corp. and estoppel docs.  Held, at least doc. of estoppel applies be/c IBM dealt with def. 

as agent of corp.  


DISREGARD OF THE CORPORATE ENTITY


piercing the veil
To what extent should the separate existence of a corp. be ingnored to do justice?  The separate existence (corp. fiction) is a presumption and there must be compelling reasons to pierce.

Incorp. is for very purpose of limiting liab (Bartle), so cts will pierce only when justice requires AND:

--Likely need fraud, inequity, misrep., illegality   

--That corp.is "instrumentality"  or "alter ego" of shrhldr's self-interested bus, and shrhldrs treat corp assets as their own.  --Estoppel theory if shrhldrs represent that they will personally guarantee corp's debts.  

--Sometimes a failure to follow formalities plus undercap 

Allowances are often made for relative sophistocation of parties; if parties are sophis and go into deal with eyes open, we assume they allocate risk in K.  Burden will be on P.  Is piercing a q for judge or jury?  Trend towards piercing being a legal q.  

Note cases where shrhldr definitely liab. w/o piercing:

--shrhldr commits a tort, even though acting as an agent

--shrhldr acts as principal, in his/her name

--corp. is shrhldr's agent

Shrhldr responsibility for corp. indebtedness

...In Contract
Third party voluntary actor.  In absence of deception, third party is usually responsible for loss.  Inadequate capitalization is common and is often not good grounds for piercing.  It is assumed parties allocate risk of loss in bargaining.  Silence on undercap. or an oral guarantee to pay debt not normally grounds for piercing.  Some piercing if shrhldr self-deals, transfers balances to his/her accounts and not enough to pay creditors.  Shrhldr's enrichment at expense of creditor.  Internal affairs doctrine applies, choice of law is that where corp incorp.

...In Tort
Thrid party not dealing voluntarily.  Public policy, cts. pierce more often in tort cases.  Inadequate capitalization in the form of inadequate liability insurance is often good grounds for piercing, particularly if corp. syphons profits/assets into other ventures instead of insuring.  Unresolved questions:  is complying with statutory ins. requirements enough?  What if corp. is structured (taxicab industry) to minimize liab.?  Conflict with choice of laws, corp may be incorp in one state and tort may occur in another.

...Failure to follow corp. formalities
Law not clear here.  Public policy to enforce formalities.  Not good grounds for piercing, however, in absence of some deceit.

...Parent-Subsidiary cases
Shrhldr is itself a corp., not like subjecting personal assets of individual to liab.  Issue is to what extent do we allow those doing business in corp form to expose others to their externalities?  Liab. often found if:

--parent exercises control over operations of sub

--fraud or wrongdoing, tort

--profits of sub. accumulate to parent, undercap

--sub. is held out as part of parent, a division or office

--separate corp. formalities of sub. not followed

--sub. and parent operating same business, 

--no clear delineation of which transactions are parents/subs.


Need more than common ownership, shared officers and personnel or filing consolidated tax returns; need carelessness such as failure to maintain independent records OR an intermingling of assets, such as an informal loan.

Contract/Tort Cases
Bartle v. Home Owners Coop.:  A coop of veterans organized a corp to build low-income housing.  Corp went into bankruptcy, creditors wanted to hold shrhldrs liable for debts.  No fraud, no draining of corp assets.  Held, no piercing.  Ps had opportunity to investigate deal.

Brunswick Corp. v. Waxman:  Waxmans operated five bowling alleys through five separate pshps.  Formed straw corp to act as obligor on sales agmts for purchase of bowling equipment, but corp served very little other purpose.  P sued Waxman to recover costs when corp became insolvent.  Ct considers not just issues of fraud but equities/fairness.  Reliance of P not there if P went into deal with eyes open.  Here, no piercing be/c P knew corps were trying to limit liab.  

Dewitt Truck Brokers v. Flemming Fruit:  Flemming was pres. of one-man corp.  Corp formalities not observed.  Flemming had drained funds from corp that could have been used to pay creditors (undercap).  K not fulfilled.  P sought to hold Flemming personally liable on a debt.  Held, pierce.  Cts. will pierce when recognition of the corporate form would extend the principle of incorp beyond its legitimate purposes and would produce injustices or inequities.

Walkovszky v. Carlton:  P run down by cab owned by D.  Each cab co owned only the min. liability ins. required by law.  P argued that all cab cos. operated as a single enterprise and that liab. ins. of all could be used to pay injuries.  Otherwise, P alleged, corp structure was an attempt to defraud public.  Held, corp form can not be disregarded simply be/c assets are insufficient.  Must be some ev. that shrhldrs do not respect corp entity, e.g. that owner actually serviced, inspected and dispatched all cabs.  Here, P sues indiv. owners, but alleges "enterprise" is resp. for injury, so summ j. granted.

Subsidiary Cases
Radaszewski v. Telecom Corp.:  P injured in accident with truck owned by Ds subsidiary.  P tried to pierce to get personal j. over D, foreign corp.  Here, adequate ins. was not available for tort liab. be/c ins. co. went bankrupt.  Corp parent acted reas., so no piercing.  Cf. Minton v. Cavaney Cavaney, atty, incorp corp that operated pool, served as director, failed to follow formalities, was held liable for drowning of Ps daughter.

American Trading v. Fischback & Moore:  Subsid is an exposition hall, fire destroyed.  Exhibitors and sub sued parent to recover for damages, alleging faulty wire installed by parent caused fire.  Here subsidiary is acting in a related business, there is common ownership and management, but sub appears to have a separate existence.  Parent corps will not be held liable when there is at least a fiction of a separate subsidiary.  None of the crucial elements of control, fraud, lack of corp formalities, etc. present.

My Bread Baking v. Cumberland Farms:  P sold bread in stores, separately incorp, under control of D's officer Haseotes.  When deal terminated, P sought to get back store racks lent to store.  Local store managers refused, acting on Haseotes command.  Here there was clear domination by one member of the family over related enterprises.  Tried scheme to limit liab of one store to store.  Held, pierce.  Mode of operation might reas. mislead 3rd parties as to who answers to claims arising out of bus activities.  Might be some deception here.

Cargill, Inc. v. Hedge:  A reverse piercing case.  D placed home in corp form to achieve benefits, but when corp went bankrupt, bank sought to foreclose on home, which would have been exempt if bus was a sole proprietorship.  Ct pierced to allow D to have benefit of homestead exemption.

U.S. v. Kayser-Roth Corp.:  Govt. claimed that Kayser was responsible for hazardous waste disposal of subsidiary, Stamina Mills, under Federal law CERCLA.  Kayser exerted nearly total influence and control over operations, involved in selection of officers and day to day operations.  Held, parent is liable for actions of subsidiary.  Kayser was clearly an operator of Stamina, under def. of operator in CERCLA.  Plus ct used theory of piercing.

Pepper v. Litton:  Litton was sole owner of small corp, totally controlled corp and dealt unfairly with it.  Corp went into bankruptcy and Litton claimed wages from trustee.  Normally wages take precedence over creditor claims.  Issue was whether ct could subordinate claim of Litton, who had dominated and controlled corp, to claims of creditors.  Held, yes, parties to be protected in bankruptcy are the innocent creditors.  Fid duties of shrhdlr.


FINANCIAL MATTERS
Debt v. Equity Capital
If you subtract a business' liabilities from its assets, what remains is the owners equity in the business.  Equity securities are cap contributions in return for ownership.  

A debt, in contrast, is something that must be repaid.  A debt security is a note (short-term), debenture or bond (longterm).  Interest payments are ususally fixed obligations, subject to redemption.

NOTE: there are cases in which something is labeled debt and is really an equity security.  Cts. will look at intention of shrhldr, provisions of debenture.  If proceeds are used at start of corp., or are subordinated to other debt, or have a postponed due date, or if interest is paid out of earnings, or there is an agmt not to enforce collection, might be an equity.

Equity Securities...
Common stock are units into which proprietary interest of corp. are divided.  §6.01(b) defines 2 characteristics of common stock, voting rights and an entitlement to net assets of corp upon dissolution.  RMBCA permits 2 characteristics to be split between different classes, but §6.03(c) requires that at least one share of each class have these characteristics.  Common shares cannot be converted into preferred or into debt.  

Arts. of incorp. state number of shares of common stock corp. is authorized to issue and specify classes.  Brd. of dirs. usually determines price, §6.21(b), consid can be K for svcs.  Shrhldrs may reserve this power for themselves §6.21(a).  (d) determines liab. of shareholders who don't pay.  6.22 shrhldrs liab to pay consid for shares.  

Recall United Housing Fund (Sup Ct. case) def. of common shares:

--rt to receive dividends

--negotiability

--ability to be pleged or hypothecated

--voting rights per shares owned

--capacity to increase in value

Preferred Shares have preference over common shares in the payment of dividends or in the assets of the corp. upon voluntary or involunary liquidation.  Dirs. can suspend payment of dividends, and if they do so, preferred shrhldrs are paid off before common stock dividends are declared.  Noncumulutive dividends disappear each year if they aren't paid.  May be converted to common shares.  Sinking funds, corps may be required to set aside funds with the purpose of redeeming preferred shares, perhaps annually.

[Series: arts of incorp can permit brd. of dirs. to create series within classes of shares that differ in their terms.  Classes of shares differ be/c they are created by arts of incorp, not dirs.]

[Par value used to be important, but no longer.  Its the dollar amount assigned by drafters of arts of incorp.  Used to amount at which share was issued.  Today price just needs to be equal to or greater than par value, otherwise it is a watered stock.]

NOTE: any public offering of securities must be registered under Fed. Sec. Act of 1933 or state "blue sky laws" with governmental agencies.

Debt Financing...
There is a benefits to debt financing

--brings money in w/o surrender of control

--tax advantage be/c interest payments on the debt are deductable by the corp, and dividend payments are not.  Mitigate double-taxation with C corp.  A repayment of a debt (for shrhldr) may be a non-taxable return of capital, whereas a redemption of equity security is ordinarily taxable.  As a creditor, a shrhldr may have greater rights upon bankruptcy to assets, but if loans are made as part of original capitalization they may be subordinated to claims of general creditors.  Test, whether cap. is such that a 3rd person would have made an arms length loan.

--leverage is advantage that occurs when corp. is able to earn more on the borrowed captial than the cost of the borrowing. 


Downsides:  possible for creditors to force involuntary bankruptcy.  Greater risk that won't be able to pay fixed payments when bus not doing so well.

Slappey Drive Indus. Park v. U.S.:  Family formed seven closely held real estate development corps.  Family sold land to corp. receiving notes in return.  Notes were not paid on time, interest was not paid.  Issue was whether these debts were considered contributions to captial for tax purposes.  Held, yes, if debts are in substance contributions as captial masquerading as debt, then debts should be treated as contributions to cap for tax purposes.  Ds defense was no proportionality, usually equity holders all convert to debt at same proportion to avoid diluting controlling interest of stock, but control not issue w/family.

Preemptive Rights and Dilution
When a going concern issues new authorized shares, such action may dilute voting rights of current shrhldrs.  Preemptive rights permit some shrhldrs, with exceptions, to subscribe--in preference to strangers--for their relative proportion of new shares to be issued by the corp.  At c/l preemptive rights were part of share ownership, but under statutues today corps. may limit preemptive rights in arts of incorp.  RMBCA §6.30 provides for "opt-in" rights.  Idea is shrhdrs don't value control.  More common w/ closely held corps.

Absent preemptive rights, corp. management can be prevented from diluting stock, BUT cts. are reluctant to second guess decisions by dirs.  Dirs. are not typically allowed to issue shares to themselves to reduce financial and voting interests of other shrhldrs.  More difficult q. when shares are issued to third parties.

Stokes v. Continental Trust Co. of NY:  D issued new shares of stock at a lower market value than value of shares owned by P, minority shrhldr.  P argued that he was entitled to purchase enough shares of newly issued stock to insure that his proportionate share of ownership would remain constant (he also claimed he had rt. to buy at par value, which was much less).  Held, shrhldr must have, as a matter of right, the opportunity to purchase newly issued shares in proportion to current ownership at fixed sales price.  If corp does not offer, must pay shrhldr damages, difference between fixed sales price and current mkt price.  Elements 1) transaction part of dispute, oppression? 2) great disparity bet/issuing price and value, 3) no bus purpose for sale, 4) closely held corp.

Katzowitz v. Sidler:  Three shrhldrs, two Ds wanted to oust P.  Each dir was owed $2,500 by corp.  Ds passed a resolution, over Ps objection, for each dir to buy 25 shares for $100 when they had a value of $1,800.  P opted not to buy and received far less at dissolution.  P sued to set aside distribution.  Held, where new shares are offered in a closed corp, shrhldrs who do not exercise option to buy are not estopped from bringing an action based on fraudulent dilution of shares.  If issuing stock for less than fair value dilutes stock, issue will be set aside.

Distributions by a Closely Held Corp
In general, closely held corps are more easily subject to abuse on the part of majority shrhldrs.  Particularly since a large part of stockholders assets may be tied up in corp, and since stockholders receive most of their benefits through corp salaries.  However, cts. are reluctant to treat majority's actions in closely held corps differently.


Some limitations: Maj owners cannot legally put public interest above the interests of shrhldrs, see Dodge.


Maj owners cannot deduct business expenses from income taxes that are not ordinary and necessary, see Hatt.

MBCA 6.40 regulates distributions of dividends.  (c)(1) prohibits distributions that prevent corp from meeting debts (equity insolvency test) or (c)(2) if liabilities exceed assets (balance sheet test), replacing functions of par value.  (d) dirs given discretion at setting distribs, but must act reas.  Dirs may rely by 8.30(b) on a number of reports and statements and their actions are not to be judged in hindsight.

Gottfried v. Gottfried:  Minority shrhldrs sued to get dirs to declare dividends on their common stock.  Ps contend that Ds sought to coerce Ps into selling their stock to dirs at grossly inadequate price.  Law: if an adequate surplus is available, dirs cannot withold declaring dividends on corp. stock in bad faith.  Bad faith is ev. by dirs placing personal interests above those of corp, such as 1) hostility against min, 2) exclusion of minority from emp'ment, 3) high salaries to those in control, 4) fact that majority may be subject to higher income tax if dividends are paid, 5) desire of maj to acquire stock of minority.  Held, no b.f., dirs acted for legitimate bus. reasons.

Dodge v. Ford Motor Co.:  Dodge bros were shrhldrs of Ford motor Co..  Ps sued to force dirs to declare dividends, when co appeared to have a great surplus.  Ford claimed it would use surplus for construction, and increasing jobs and lowering price of cars.  Issue was whether cts could intervene to require payment of dividends when the motive of dirs for not paying the divident is to benefit the interests of 3rd parties who are not owners of corp?  Held, yes, ordinarily its power of dirs to declare dividends, BUT its manifestly improper for dirs of a corp to refuse to exercise their pwers for the benefit of the shrhldrs.  NOTE:  IRS code attacks excessive accumulations.

Herbert G. Hatt:  Commissioner of IRS found that Hatt and the company (family funeral home) had deducted expenses incurred unnecessarily, such as expenses of operating a boat and two airplanes.  Upheld, Hatt can only deduct business expenses that are both ordinary and necessary.  NOTE: shrhldrs in this case may have rt to seek relief via derivative suit.


CLOSLEY HELD CORP

Management and Control
To what extent can statutory scheme/requirements for corps relating to management and control be varied by agreement?

Shared responsibilities:  Traditional Roles of Dirs. and Shrhldrs

--corp. operation, primarily dirs, but shrhldr approval often sought and sometimes required on some transactions.  Seeking shrhldr approval prevents shrhldrs from later attacking a plan. 

--fundamental corp. changes

--by-law amendments, sometimes arts of incorp amendments

McQuade v. Stoneham:  Brd. of dirs comprised of P (treasurer) and six other members, two of whom had entered into an agreement with P to use best efforts to keep the three of them as officers and dirs of club.  P voted out, sued to enforce agreement.  Issue: is a K illegal and void so far as it precludes the brd of dirs from changing officers, salaries, or policies or retaining individuals in office, except by consent of contracting parties?  Held, yes. 

Closely Held Corp, Variations by Agreement
MBCA §8.01 allows for brd. of dirs to direct affairs of corp subject to any limitations in arts of incorp


However, cts. are reluctant to stray from statutory schemes.  Usually cts. will allow changes to powers of brd. of dirs. by shareholder agmt only by unanimous vote of shrhldrs, who are all parties (except in Del.), and/or if the harm caused by the change is slight and innocuous.  MBCA 7.32(b)(1), (2), and (3).


Generally an agreement that places upon dir a burdern to vote in a certain way or deprives dir of common powers as a dir or shrhldr is illegal and void, by principles of McQuade.

State Statutues may allow for variations expressly, such as

--agmts that restrict discretion of dirs

--eliminate brd. of dirs

--provisions that allow minority shrhldrs in specified cirs to dissolve the corp

--cts may be empowered to appoint an impartial provisional dir to break deadlock


Statutues often limited to corps with under a certain number of shrhldrs, or corps that have never had a registered public offering.  If corps as in Zion strictly adhere to statutes, they will not be held liable, even though their acts are violative of principles in McQuade.


See, e.g. NYBCL 620.


Clark v. Dodge here there were 2 onwers, they entered into agmt to keep each other in office, to define management roles, etc...  Clark sued for spec perf. of agmt.  Ct. enforced agmt, be/c 1) unanimous shareholder approval, 2) provisions harmed no one.  Invasion on powers of dirs so slight as to be negligible.


Long Park v. Trenton all changes to agreement were to be decided in arbitration (neutral 3rd party).  Agmt stripped dirs of all powers to act.  Ct. held violation of principles of McQuade.

Galler v. Galler:  Brothers incorp their pshp, drew up agreement that provided salary continuation to surviving widows upon death of bro.  Further allowed surviving widow to remain on brd of dirs. and to select a successor to husband.  Issue was whether agreement pertaining to dividend policies and dir. selection could be enforced in context of closely held corp?  Held, yes, slight deviations from statutory norm permitted in context of closely held corp., as long as deviations don't operate fraud or prejudice on interests of minority shrhldrs and creditors.

Triggs v. Triggs:  3 sons, one shared father's vision.  Agmt bet/father and son, son would be able to purchase father's shares in corp upon his death, controlling faction.  Also agmt to certain salaries.  Validity of agmt challenged on principles of McQuade.  Ct severed agmt and upheld stock purchase portion, not tainted by agmt to salaries that violated McQuade.

Zion v. Kurtz:  D principal shrhldr, P min. shrhldr. Entered agreement given P right to veto business transactions.  Corp breeched agmt, P sued to enforce.  Is agmt enforceable?  Held, yes, reas. restrictions on dir discretion are not against public policy and are permitted by statute.  Here, all shrhldrs assented to agreement.

Shareholders
Ultimate owners, but limited in powers to manage and control.  They can act through 

1) election and removal of dirs. (only individuals listed in corps stock book as shrhldrs of record may vote)

2) approval or disapproval of corporate operations which are void or voidable unless ratified, 

3) approval or disapproval of arts of incorp or by-laws, 

4) approval or disapproval of fundamental changes not in regular course of business (mergers, disposition of substantially all the corp assets, etc...).  

5) can also inspect corp. books and records under some circs. by Ch. 16 of RMBCA.  

6) 8.03 requires shrhldr approval of certain major changes in size of brd. of dirs.  

7) can file derivative suits on behalf of corp. §7.40-7.47 or suits to enjoin ultra vires acts §3.04.  

8) can also make recommendations to brd. of dirs.


Removal of dirs.:  Under RMBCA §8.08 dirs. can be removed by shrhldrs w/o cause.  This relationship can be changed in arts of incorp or by amendment of by-laws.  Cts. can also remove dirs. for fraudulent or dishonest conduct.  §8.01(c) permits a corp. with fewer than 50 shrhldrs to elect to dispense with or limit authority of brd. of dirs.  


Cumulative or Straight voting:  RMBCA §7.28 has "opt-in" election for cumulative voting.  More common in state and c/l, more meaningful in closely held corp.  Cumulative voting protects minority shrhldrs be/c minority may use total votes (number x number of people running) for all one candidate.  W/ straight voting, the shrhldr w/ 51% or more of votes elects the entire board.


Amending by-laws: RMBCA §10.20(b) shrhldrs can amend or repeal the by-laws.  Shrhldrs can amend by-laws as to voting quorum for shrhldrs unless arts of incorp say otherwise §10.21(a).  A by-law that fixes a greater quorum for dirs may be amended by shrhldrs if originally adopted by shrhldrs, otherwise can be amended by both shrhldrs and dirs §10.22.


Sales of corp assets:  Under MBCA §12.02, a sale, lease, exchange or other disposition of all or substantially all of corp assets NOT in usual course of business must be approved by shrhldrs.  In most states, shrhldrs have statutory rights of dissent and appraisal in these transactions, see MBCA §13.02(a)(3).


Appraisal Remedies:  right of shrhldr to dissent from certain types of transactions and to obtain the appraised value of shares through judicial proceeding, MBCA Ch. 13.  Must follow statutory procedures.  Weinberger case held that appraisal remedies were preferred over recission.  Useful remedy with closely held corp, where there is often no mkt for shares.


Shrhldr agreements (pooling agmts):  Generally, a shrhldr has broad voting discretion.  Motives may be for personal profit, so long as no duty to other shrhldrs is violated.  Shrhldrs retain all indicia of ownership of shares except power to vote.  § 620 NY law, MBCA § 7.31(b) govern pooling agrements.  NOTE:  such agmts not violative of McQuade be/c they don't bind conduct of dirs.


Voting trusts:  Less flexible than shareholder agmts.  Legal title to shares is vested in trustees, and shares are registered in names of trustees in corp records.  Dividends pass to equitable owners.  Legal title owner has power to vote, although restrictions may be place in agreement.  §7.30 MBCA, no longer than ten years, in writing.  Cts accept these agmts., particularly in situations where corp is in trouble and needs expert guidance in reorganization.  Voting trusts must be formed for some legitimate purpose.  Illegitimate purposes are to gain control of min shrhldrs, to guarantee employment salaries, or to freeze domination of an incumbent group or protect a minority interest.  

Salgo v. Matthews:  Matthews and other stockholders tried to oust Salgo, President of corp.  Waged proxy fight.  Election inspector refused to accept proxy of Pioneer Casualty Co, which was in receivership, and proxy executed by beneficial ownership of Pioneer which had been transferred to Shepherd.  Shepherd was also in bankruptcy.  Inspector argued that only Shepherd's bankruptcy trustee, as beneficial owner, could vote the shares.  Issue:  May a corp require that shares of its stock be voted only by beneficial owners?  Held, no, shares of stock should be voted only by authorized rep. of party designated in corp records as legal owner.  MBCA 7.24(b)(3).

Humphrys v. Winous Co.:  Corp had three dirs.  Corp created three classifications for dirs, so that no more than one could be voted at a time.  P filed suit be/c the classification scheme effectively undercut cumulative voting.  State statute prohibited restrictions upon cumulative voting rights, BUT does statute insure that minority shrhldrs will be represented on board?  Held, no.  State statute permits classification of dirs.  Application of equal dignity rule.  MBCA 8.06 allows for staggered voting for dirs.

Ringling Bros.-Barnum & Bailey v. Ringling:  P and D entered stock pooling agreement, by which they agreed to always vote their shares together.  D refused to agree on a vote as directed by arbitrator (by agreement), P sued to enforce arbitrator's decision.  Held, shrhldrs can lawfully contract to vote their shares in a certain way.  Arbitrator given no power to enforce decision, so ct just voided votes of D. Result was that min shrhldr had majority of votes, in contravention of agmt. 

Brown v. McLanahan:  Voting trust, reaching end of termination of agreement.  Trustees, who privately owned debentures, used their voting rights to pass an amendment to dilute the control of the preferred shares (which they held in trust).  Held, amendment void.  Trustees cannot exercise their voting rights to enhance the value of their own debentures, and in doing so dilute the interests they hold in trust.

Lehrman v. Cohen: Complex case.  Basically four dirs, two elected by family of Lehrman, other two elected by Cohen.  A third class of stock was created by agrmt. to break the deadlock.  Stock was issued to corp counsel, giving him power to elect director.  Counsel elected himself dir and was appointed president of corp and the Lehrmans didn't agree.  Sued, on grounds that appointment of counsel as president was in violation of agreement, and that creation of stock resulted in illegal voting trust.  Held, not a voting trust, be/c voting rights were not separated from ownership, statutes on voting trust do not apply.

Directors
In closely held corp. dirs. have more direct control over formulating policy and making decisions for corp.  Specific statutory authority includes: to declare dividends, to determine consideration for which shares are issued, to formulate proposal for major changes (such as mergers, which require shrhldr approval).  Dirs. owe fiduciary duties to corp and shrhldrs.


Amending by-laws:  shrhldrs rts. to amend are primary.  Dirs. can amend unless, 1) arts. of incorp reserve right to amend to shrhldrs, or 2) shrhldrs provide expressly in an amendment or repeal that dirs may not amend.


Meetings: Generally, dirs lack authority to act individually, but are agents of corp only as a board.  However, dirs can be given express or implied authority to act, for example, dirs can act separately when it is their usual practice to act separately in transacting corporate business.  Acts of one dir acting with or without authority can later be ratified by or acquiesced to by other dirs, by estoppel theory.  Also an implied delegation of authority to an agent may arise if there is evidence that principal previously acquiesced and adopted acts not orginally authorized.  Similarly, c/l doc of benefit to corp may validate an action not taken at a meeting.  Q is to what extent does MBCA 8.21 action w/o meeting superceede these c/l doctrines?

Baldwin v. Canfield:  D received a deed from corp owned by King.  King had borrowed money from bank of P, securing the loan with the stock representing the property deeded to D.  P sought to cancel the deed, based on the ground that the corp order approving the deed was not signed by the dirs meeting as a board.  Dirs signed at different times.  Held, a brd. of dirs lacks authority to act except when it is assembled at a board meeting.

Mickshaw v. Coca Cola Bottling Co.:  Coca Cola dir wrote article published in local paper that promised any emp'ee drafted in WWII the balance bet/military salary and amount paid by Coca Cola.  P was emp'ee shown article, after serving in war, sued to recover difference in salary.  Held, in this case, the acts of a single dir will be binding on corp it action is subsequently ratified or acquiesced in by a majority of the corps dirs.  One of the dirs voiced no objection and the other, who was also the president, was presumed to have knowledge.

Hurley v. Ornsteen:  Two dirs agreed to forgive a blanace owed by D without approval of brd of dirs.  Issue may a majority bind a corp. by entering into a transaction not known to all dirs at the time of its execution?  Held, no.  Deal not done for the benefit of the corp.

Officers
Statutes generally do not define roles for officers.  Duties are prescribed by by-laws or brd. of dirs., RMBCA §8.41.  Presidents of large corps are generally given authority to perform routine tasks without prior approval from board of dirs or executive committee of brd.  


A corp is not bound by K an officer makes that is extraordinary in nature, e.g. restrictions on shrhldr power and subjecting corp to substantial/indefinite term liability (Lee, cts usually find pensions are not extraordinary).  


Cts will also usually protect reliance of 3rd parties upon statements made by corp officers, who act w/in corp auth, unless 3rd party has knowledge of lack of authority.

Black v. Harrison Home:  Family corp.  Agreement gave daughter Olive, corp secretary, and husband, corp president, acting jointly, authorization to sell property.  When husband died, wife assumed presidency.  Then daughter died.  Wife issued authorization to designated agent to sell property.  P bought property from corp., but corp refused to convey prop., claiming wife lacked authority to act.  Held, in absence of a bylaw or resolution of brd of dirs, president lacks authority to bind company to a contract.

Lee v. Jenkins Bros.:  President of corp promised that corp would pay pension of P regardless of what happened, and pres. guaranteed that he would personally pay.  Held, a president only has the authority to bind company by acts arising in the usual and regular course of business (not contracts of extraordinary nature).  Emp'ee contracts for life are usually extraordinary.  BUT ct held that fringe benefit of pension was common.  Reversed case to have factual issue of apparant authority decided.

In Matter of Drive-in Dev. Corp.:  Parent corp wanted loan, bank required Drive-in, the subsidiary, to guarantee the loan.  Bank required a resolution approving guarantee and one was submitted, but it appears brd. never adopted resolution.  Officer who signed resolution lacked authority to act?  Held, statements of officer, acting within scope of authority, are bindng on corp.  Bank reas. relied upon corp secretary's certification that resolution had been passed.  See Art IV, section 7 of model by-laws

Scientific Holding v. Plessey:  Scientific was to receive assets of Plessy, w/conditions at closing Scientific modified.  Scientific claims that Pres. didn't have authority to modify.  Held, Scientific bound to acts be/c of ratifictaion.  Pres. normally has auth to modify non-material items (not terms) of a deal.  Must be reas reliance by 3rd parties.  Knowledge of modification can be imparted to whole board if it is possessed by a high member of the brd.


Oppression, Dissension, Deadlock and Dissolution
In general, shrhldrs in closely held corp have fiduciary duties with respect to other shrhldrs.  However, duties are different than those in pshp context.  Minority shrhldrs have no power to force dissolution and no rights to share in fruits of management.  But they do have some rights to invalidate hostile maj shrhldr action that serves no corp. purpose.  See also, Galler v. Galler.

Donahue v. Rodd Electrotype:  Controlling shrhldr caused corp to repurchase his shares at a good price.  P, minority shrhldr, wanted the opportunity to have the same deal.  Corp denied.  P sued.  Held, controlling shrhldr of a closely held corp has a fiduciary-like duty of good faith to offer same deal to other shrhldrs.  Controlling shrhldr is held to higher fid. duty be/c with close corps there is no ready market for shares.  


Wilkes v. Springside Nursing Home: ct said imposing the strict good faith standard in Donahue might hamper legitimate action by maj shareholders.  Ct should also weigh 1) maj's articulation of the legitimate business purpose for its action, and 2) minority's articulation of alternative actions less harmful to min's interests.


NOTE:  Nixon v. Blackwell, DEL case, court strongly rejected judicially created rules for closely held corps in determining shareholder fiduciary duties.

Smith v. Atlantic Properties:  High shareholder % required for passage, effectively gives each shareholder veto power.  One dir exercised veto power be/c of denial of other parties to affect improvements.  Dir would not approve dividend declarations, IRS then assessed taxes for accumulated earnings.  Other dirs sued.  Issue was to what extent can a min shareholder exert veto power in a way inconsistent w/fiduciary duty.  Held, dir was unreas.  Important case be/c in closely held corp, veto power often given to shareholders, this case first to recognize fiduciary duties of shareholders.

Deadlock are control arrangements that effectively prevent corp from acting.  Happens when 1) each faction owns same amount of shares, 2) even number of dirs and each faction may vote for same number of dirs, or 3) minority shrhldrs have retained veto power.  Conduct may be oppressive upon a showing that action has been taken that is inconsistent with the expectations of the shrhldrs as to their roles in the corp

Gearing v. Kelly:  Dir vacancy, to be filled by remaining dirs.  P refused to attend a dirs meeting, causing a lack of quorum.  Ds elected another dir, to whom P objected.  P sued in equity, on grounds that dirs lacked quorum.  Held, a deliberate absence of dir to a meeting, where there is adequate notice, bars a dir from invoking exercise of equity.  Under MBCA 8.10(a)(3), there would be a different result, would only need a majority of remaining dirs, even if there was no quorum.

Dissolution
Dissolving the corp.  Usually better to avoid this, be/c assets of corp worth more as a whole, plus corps hire many people.  Dissolution may be used by dominant shrhldr in place of abandoning corp and starting new business (usurping corp opportunity). 

MBCA Ch. 14 provides for dissolution by dirs and shareholders, resolution can be adopted by brd, approved by shareholders, corp can revoke dissolution w/in 120 days.

Subchapter C, 14.30, provides for judicial dissolution, judge has broad discretion.  Cts consider value of going concern and the fact that dissolution is unfair/oppressive to party not seeking dissolution be/c they get their % of bus at a liquidated price, while the real price would reflect the good will of the bus.  Pursuant to 14.34(a) a shareholder of a non-publicly traded corp may offer to pay shares of petitioner at fair value in lieu of dissolution.

In re Radom & Neidorff, Inc.: Brother and sister sole shrhldrs.  Unable to agree on upon brd. of dirs and declaration of dividends.  Sister refused to co-sign brother's salary checks.  Brother tried to resolve conflict.  Finally brother petitioned to ct. to dissolve corp.  Issue was whether dissolution is mandated (statutes permit).  Held, no.  Ct. has discretion, standard is whether the competing interests are so discordant as to prevent efficient management, whether beneficial to shrhldrs and not injurious to public.  What else could brother do?  Can't start a new business with clients from old (Mienhart).

Modern Remedies for Oppression, Dissention and Deadlock
Cts. have relied on remedies such as those below and involuntary dissolution to break deadlocks and end oppressive acts by maj shareholders in closely held corps, particularly where there is fraud or wrongdoing involved.

Share Transfer Restrictions:  typically contracts giving corp or shrhldrs option to purchase shares at designated price, mandatory buy-sell agreements, or merely a right of first refusal.  Allows shrhldr to leave and remaining shrhldrs to decide who participates in venture, or to maintain tax status (e.g. S corp), or to resist a takeover.  MBCA 6.27, says such restrictions may appear in bylaws, arts, shareholder agmt, or agmt bet/shareholder and corp.  Restrictions must be 1) reas, 2) conspicuous.  Restrictions constitute restraints on alienation, and thus are strictly construed, flat prohibitions of sale not permitted.

Buy-Sell agreements:  MBCA 6.27(d)(1).  A type of share transfer restriction.  Useful in cases of the withdrawal or death of a shrhldr in a closely held corp, corp or shareholders are given first opp to buy shares.  Most difficult aspect of buy-sell agreements is determining price, be/c shares in publicly held corp have no mkt price.  Must have definite method of valuation, such as

--fixed price, periodically updated (?)

--book value at time of death

--best offer by outsider

--appraisal, but this may delay

--percentage of net profits


1) cross-purchase agmt: shareholder agrees to buy shares of other shareholder upon his/her death.


2) stock redemption:  corp buys shares.  Must meet restrictions of MBCA §6.40, if corp. seeks to buy shares, namely that payments are made out of current or past earnings and not out of capital.  In par value states, must assure that corp has necessary capital.  Also problems with corp having excessive accumulations.  Corps may purchase ins to cover these costs.

Option Agreements permitted by 6.27(d)(2), require corp to buy.

Forced buy-outs:  drastic remedies.

MBCA 14.32, ct can appoint a receiver or custodian to wind up business, or to manage the business affairs of corp.

Davis v. Sheerin:  Sheerin and Davis formed a corporation.  Davis was maj shrhldr and responsible for day to day operations.  Davis refused to allow Sheerin to review corp books and records, and then claimed that Sheerin had made a gift to corp of his shares.  T/c ordered a forced buy-out of Sheerin's shares.  Held, a forced buy-out is an appropriate remedy for oppressive conduct in a closely held corp be/c no market for shares.  Ct had no statutory authority. 

Abreu v. Unica Indus. Sales, Inc.:  D was found to have usurped corp opp and to have repeatedly attempted to steal secret formulas.  A provisional director was asked to break the deadlock and oversee corp management.  Ct. must consider the best interests of the corp.  Person selected need not be completely independent or impartial, strangers may be unfamiliar with business.

Ling and Co. v. Trinity Sav. and Loan Assn.:  Can a corp place restrictions upon transfer of its stock?  To secure a loan from Trinity, D pledged 1,500 shares of Ling stock.  Ling contended that arts of incorp required shrhldr to obtain prior written approval of NYSE before selling or encumbering shares, and that co be given first right of refusal.  Held, a corp may place reas restrictions upon transfer of stock.  Not a buy-sell agreement.


PUBLICLY HELD CORPS

Social Responsibility
Publicly held corps tend to have a greater effect on the well being of communities and nations (e.g. Chrystler corp) than closely held corps.

Corporations are becoming larger and larger, surpassing the economic power and size of states where they do bus.  Heightened sense that these corps should assume responsiblity for the ways they affect the public.

On the other side, there are those, such as Milton Friedman, who believe that corp managers should think of best interests of corp (profit max) and not social responsibility.  Market should decide their role.  Rodewald's argument is that if you make managers responsible to both society and shareholders they will be responsible to neither.  Shouldn't we let govt regulate the externalities, besides some externalities aren't bad.  Fischel argues that healthy corps treat their workers and the environment much better than financially weak corps, and healthy corps make products and employ people.

ALI position, current state of law, is that there's enough room for corp decision makers to take other issues in mind, if these issues are not out of line w/ duty to corp and shareholders.  Both IL and PA have statutes that allow (not compel) corp dirs to consider other factors, mostly perceived as a way to defend dirs against charge that they opposed a takeover merely to protect their jobs.  Allen describes 2 conceptions of corp: property conception, whereby corp is private prop of shareholders e.g. Dodge v. Ford Motor, and social institution conception, whereby corp has both legal and moral obligations, both represented in case law.


Shareholders
Mid-20th century view:  If shareholders in a publicly held corp are dissatisfied, they can just sell their stock, "Wall Street Rule" not present in closely held corp.  Dirs should have some duties to abide by shareholders general interests.  Berle and Means thought separation of ownership from management was inefficient, early 20th c view, cf. Brandeis.  

Modern views:  Fischell disagrees with theory that management only pursues their own interests.  He contends that in a modern market for corp shares the market policies management simply be/c when management pursues their own interests to detriment of corp, price for shares drops.  Efficient mkt excises concerns of Berle and Means.  On other hand, big institutional investors it may make sense to stick with corp and fight, selling a huge block of shares means you get less per share.  More and more layers of ownership, BOs, depository trusts, brokerage firms.  Most corps don't even know who their shareholders are.

Annual and Special Meetings
Annual meeting held primarily to elect dirs.  RMBCA §7.01(a) states that an annual meeting is to be held in accordance with by-laws, although failure to hold an annual meeting doesn't affect validity of corp actions.  Notice of meeting to be given between 10-60 days prior §7.05(a).  Waivers of notice are permitted §7.06(a).

Special meeting may be called by persons specified in by-laws.  MBCA §7.02(a)(2) holders of 10% of votes eligible to be case may compel special meeting, but comments suggest board has some discretion.  Subject is matter specified in notice of meeting, § 7.05, 7.02(d).  

A default quorum for any meeting is a maj. of outstanding shares, subject to amendment by by-laws or arts of incorp, but most statutes state cannot be lowered below 1/3.  An affirmative vote of maj. of quorum is necessary to bind corp, old rule.  MBCA §7.25(c) states that only of those present (quorum) the numbers in favor exceed numbers against, more liberal.  Shrhldrs cannot break quorum by withdrawing from meeting.

Elegibility to Vote
Stock transfer books have names of record owners of stock.  Corps deal only w/record owners as to dividends, voting and notices of meetings.  A purchaser who does not obtain the issuance of a new certificate is only the beneficial owner.  Record owners at record date (determined by dirs) can vote.  MBCA §7.20 contains rules for making voting lists.  Shrhldrs have absolute right to inspect voting lists.  Falure to prepare voting lists doesn't affect validity of action taken at a meeting, but it may lead to ct ordered postponement of meeting.


Directors
In modern publicly held corp, there's no management as such by dirs, mostly by corp executives.  Traditionally, management controlled brd of dirs, notwithstanding rule in McQuade.  Modern era of dir involvement can be traced to Watergate, corps made many illegal political contributions.  Rise of outside dirs..

Inside dirs:  full time executives of company

Outside dirs:  one not a full-time employee, but one who has a significan financial tie to corp, e.g. a supplier.

Independent dirs:  people who aren't emp'ees and don't have financial ties to corp.  Authors suggest principle roles of dirs are to advise and counsel management.  Modern realities are that outside dirs have little time and expertise (can't be on board of competitor).

MBCA 8.01 corp manager is brd of dirs are those acting under authority of brd of dirs.  

Number
Number of dirs is specified in by-laws or arts of incorp, MBCA §8.03(a), 8.03(b) requires shrhldr approval of changes that increase or decrease board by 30%. 

Meetings
Most rules specified in by-laws.  Regular meetings may be held without notice, not w/special meetings, subject to amendment §8.22(b).  Dirs can waive notice, §8.23(a).  Objections to improper notice are obviated by dir attendance.  

A quorum is usually a maj. of fix number of dirs, subject to amendment, can be as few as 1/3, §8.24(b).  Quorum is broken if dirs leave, since they have fiduciary duties to be there.  Dirs cannot act w/o a quorum, unless filling a vacancy, maj. of dirs remaining can fill, §8.10(a)(3).  

Dirs should attend meetings, joint liability for actions taken, theory is that shrhldrs are entitled to the decision reached only after group discussion.  Thus, acts approved individually and votes by proxy are not permitted.  Formalities must be adhered to.  Meetings can be attended telephonically.  Because dirs are held jointly liable, they must make sure their dissent to corp. action is in writing (e.g. corp minutes, §8.24(b).  Abstention from vote is also good.

Corps will sometimes use failure to satisfy formalities to invalidate an action they didn't want to take.  Estoppel is responsibility for corp actions when the secretary of a corp certifies that a meeting has taken place and it hasn't.  Ratification is responsibility for corp actions when the corp accepts the benefts of a K without objection.

Action without a meeting §8.21.  Dirs can act without a formal meeting by unanimous written consent for act, subject to amendment.  

Committees appointed by brd of dirs to consider tech matters more in-depth, to consider corp transactions that affect personal interests of one or more dirs, and to make dir decisions on routine matters when brd doesn't meet.  Executive committees can act on routine matters, usually inside dirs, officers and employees, but cannot act on items in §8.25(e).


Conflicts bet/ Dirs and Shareholders
Sale of Assets
12.01 permits dirs to sell as a regular course of business, even though all assets are sold, w/o shareholder approval.

12.02 applies if all or substantially all of assets are sold and this is not in regular course of business.

Gimbel v. Signal Companies  Sale of subsidiary, shareholder protested, alleging shareholder approval required for all or substantiall all.  Ct upheld sale (DGCL 271), but did ct consider qualitative or just quantitative factors?  Both "If sale is quantitatively vital, out of ordinary, substantially affects the existence and purpose of corp."  Reality of multi-business corp.  MBCA 12.01 rejects qualitative analysis.

Removal of Dirs
MBCA 8.08(a) states that shareholders may remove dirs w/o cause, to avoid litigation, to avoid delays in exercising control.

Auer v. Dressel:  Shrhldrs sought to compel management to call a special shrhldr's meeting to 1) recommend reinstatement of former president who was ousted by dirs 2) amend by laws as to who may vote for dirs 3) vote upon charges against 4 dirs, 4) amend by laws as to dirs quorum.  Dirs refused to call meeting.  Held, corp management must call a special meeting when required number back the request (>50%) and no purpose for meeting is improper.  Here, no purpose was improper, all w/in shrhldr's rights.  Even though arts of incorp expressly grant rt to remove dir to brd.

Campbell v. Loew's:  2 factions wanted control of Loews, the q was how to fill vacancy.  Ct held, 1) Pres from one faction had express auth to call meeting to fill vacancies, to amend bylaws, to remove some dirs, 2) Shareholders do have rt bet/ annual meetings to fill vacancies.  3) Shareholders do have rt to remove dirs for cause, a difference of opinion not enough, other dirs wanting to take control not enough.  Calculated plan of harassment.

Schnell v. Chris-Craft Industries:  Very important DEL case, first in which ct showed evenhandedness w/ regard to controlling shareholders.  Brd of dirs moved up meeting date.  Act was w/in bylaws and statutory law, but was time restriction unreas?  Held, yes, ct invalidated the charge, can't use corp machinery to keep yourself in office, cf. Brown v. McLanahan.  Ct created c/l limitation.


DUTIES OF DIRECTORS

The Duty of Care
Duty of care of Dirs is the duty to act with the same degree of fidelity and care as an ordinarily prudent person would act in managing their own business affairs.  Dirs are bound by rules of conscientious fairness, morality, good faith, and honesty of those with fiduciary obligations.  Must act in best interests of corp.  MBCA §8.30.  By (b) dirs may act in reliance upon certain people or statements.  At some point, decisions become so improvident that threshold is crossed.  Burden on P to show Ds act not in compliance.

Business Judgement Rule
In the absence of gross negligence, the decisions that dirs make based on their experience and knowledge are not questioned, even though in hindsight they might seem improvident.  Such decisions are valid and binding on corp.  Does not apply to self-dealing, conflict of interest, or gross negligence.  Carson says compliance with §8.30(a) is a basis for invoking bus judg rule.

Statutory Limitations on Dir Liability
Can be seen as responses to Van Gorkam
MBCA §2.02(b)(4), cannot K out of intentional conduct

DEL section 102(b)(7), can K out of all by duty of loyalty, self-dealing, or intentional conduct.  No money dams.

NOTE:  if suit involves disparate treatment as a result of corp action, e.g. breach of duty of care, can be a direct suit.  If suit involves harm to the corporation, derivative suit.  Can plead both alternatively.

Litwin v. Allen: Stockholders brought derivative action against dirs of corp/bank for loss resulting from bad deal (complex bond transaction).  Transaction was such that seller would get any profits, and bank would assume any losses.  Decision to purchase bonds questioned, gross neg?  Held, dirs are liable only for loss or damage proximately caused by their own acts or ommissions in breech of duty of care.  Banks held to higher duties.  Action was so improvident as to subject dirs to liability, but only for losses during 6 mo option.

Francis v. United Jersey Bank:  Widow was dir, old and an alcoholic, did nothing, sons pillaged corp funds.  Improper transactions were apparent from corp financial statements.  Widow held personally liable as dir. for failure to fulfill minimal responsibilities as dir.  No figurehead dirs.

Schlensky v. Wrigley:  D a maj shrhldr and dir of Chicago Cubs.  P a minority shrhldr sued derivatively to compel dirs to install lights in Wrigley Field for night games.  Held, bus judg rule applies, dirs can only be hled liable for conduct showing fruad, illegality or conflict of interest.  Here, there were valid reasons for not installing lights.

Graham v. Allis-Chalmers:  Suit against dirs and non-dir emp'ees, based upon indictment for anti-trust violations.  Dirs claim they had no knowledge of anti-trust activity.  Ps allege dirs had duty to learn be/c were past violations, and Ds were grossly neg in supervising and managing corporate affairs.  Held, no liab., there is no affirmative duty to espionage to discuss breeches of duty at lower levels.  This case places a premium on decentralized management in publicly head corp.

Smith v. Van Gorkom:  D solicited a merger from outside investor, arrived at $55 price for shares.  Without further investigation, brd. of dirs accepted offer.  Were 2 other meetings before brd formally accepted.  Shrhldrs brought derivative suit on basis that brd had not given full consideration of offer.  Held, dirs are held to good faith informed judgement standard.  Dirs failure to request data, further study, more time for consideration of offer constitutes gross negligence, both inside and outside held liable.  Bus judg rule doesn't apply.  Dissent argued that dirs were well-educated and experienced and that ct should defer to their judgment.


The Duty of Loyalty and Conflict of Interest
Duty of Loyalty is the 2nd prong of the fiduciary duty.  There's no stat exculpating violations of duty of loyalty.  Self-dealing triggers the analysis:  1) D on both sides of the transaction (personal interest distinct from corp), 2) disparate effect (qualitative or quantitative), 3) control on both sides of transaction.  

Self-Dealing
Usually involves one of the following scenarios:

--transactions bet/dir and corp

--transactions bet/corps with one or more common dirs

--compensation to officers beyond that authorized by brd of dirs

--dir taking advantage of an opportunity that may belong to corp (discussed below)

--dir competes with corp in its business

C/l first held these transactions voidable at election of corp.  Now judges often impose standard of intrinsic fairness, or statutory law governs.  Burden usually on dir to show transaction in conformity with fiduciary duties/statute/intrinsic fairness.


§8.31 MBCA, later repealed, section 144 DGCL

Usual outcomes:  Not 10b-5 actions (Santa Fe)

--If ct feels transaction is fair to corp, upheld

--If transaction involves fraud, waste of corp assets, set aside

--If no fraud, but transaction seems unfair, it will be upheld only if dir can show that act was ratified by a maj of disinterested dirs after full disclosure of all material facts.  Thus, business judgement rule can be invoked as standard.

Remedies?

Suit for recission, or setting aside the transaction.

An appraisal  See Weinberger.

Schlensky v. South Parkway Building:  When there's self-dealing, the proponents of the transaction have to defend its fairness, burden shifted to D.  (at c/l an informed vote of the maj of dirs would shift burden to Ps to show unfairness).  

Marciano v. Nakash:  P and D both 50% shrhldrs of corp, each voted for 3 dirs.  Ds made loan to corp.  Corp became insolvent, and Ps challenged claim of Ds to recover as creditors on basis that loan was voidable as approved by interested parties.  Held, a transaction by insiders w/corp that is intrinsically fair is not voidable.  Even though DGCL section 144 not met, c/l intrinsic fairness test met and transaction valid.

Executive compensation  

In closely held corp, a duty of loyalty issue and a conflict of interest if dir/officer has control of decision-making.  In pub. held corp compensation is treated as a duty of care, burden on P.

Heller v. Boylan:  Shrhldrs sue to challenge by-law as to bonuses paid officers.  A waste of corp assets?  Held, if a bonus payment has no relation to services being provided, payment is in reality a gift and maj shrhldrs have no right to give away corp prop over objection of min shrhldrs.  P, however, provided no adequate testimony as to what appropriate payment would be (Ps burden).  Ct upheld the salary.

Wilderman v. Wilderman:  Closely held corp -- started, run and owned by husb and wife.  Marital problems ensued.  Husband increased compensation to himself.  Wife sued derivatively and directly for recission and injunction.  Held, in absence of specific authorization by brd of dirs, a president may only receive compensation which is reas commensurate w/functions and duties.

Sinclair Oil Corp. v. Levien:  Levien min shrhldr of Venezuelan subsidiary Sinven, parent is Sinclair.  Sinclair caused Sinven to pay excessive dividends.  Sinclaiar created Sinclair Int'l to coordinate foreign operations, Sinclair cuased Sinven to K to sell Int'l crude at specified rates and minimum quantities.  Int'l didn't abide by K.  Held, bus judg rule doesn't apply to parent that benefits from control of subsidiary to the detriment of subsidiary shrhldrs.  Test is one of intrinsic fairness.  Sinclair's failure to cause Sinven to enforce K was self dealing.  Burden was then on Sinclair to show intrinsic fairness.  2 other claims here aren't self-dealing 1) excessive dividends were paid to shrhldrs, and 2) P didn't prove that Sinclair caused a loss of bus. expansion be/c drained cash from Sinven.

Weinberger v. UOP, Inc.:  A minority shrhldr filed a class action to challenge a cash out merger that was approved by a maj of disinterested dirs and a maj of remaining minority shrhldrs.  Held, a minority shrhldr may successfully challenge the approval of a cash-out merger if the corps involved failed to comply with fairness in securing approval, 2-part test: 1) "fair dealings" i.e. full disclosure and 2) "fair price" not met, be/c $21 price offered wasn't equivalent of appraisal price where all relevant nonspeculative factors are considerd.  Case liberalizes ways of valuing appraisal price, but P has to have more than a beef about price to get recission.  


Corporate Opportunity
When does an opportunity belong to the corp?

--line of business test: the closer the opportunity is the the corp's business, the more likely the opp. belongs to the corp.

--were there prior negotiations with the corp?

--was opp offered to corp or to dir acting as corp agent?

--did dir learn of opp by reason of his/her position with corp?

--did dir use corp facilities or prop to take advantage of opp?

--how substantial was need for opp for corp?

--did corp voluntarily relinquish opp? (full disclosure, rejected by a maj of disinterested parties)

--was the corp incapable of taking advantage of opp (e.g. ultra vires, or violation of law)?

Defense for dir:

That corp lacked funds to take advantage of opp.  This is a difficult defense.  If dir acts secretly, likely self-dealing.

Miller v. Miller:  Miller brothers started corp for recycling waste cloth.  Brothers expanded their product lines and incorp new businesses, and continued to order supplies from first corp.  Minority shrhldr sued to prevent brothers from diverting corp opp from first corp.  Held, no corp opp found.  Ct applied line of business test and whether it was an interest or expectancy taken after full disclosure and in good faith.  Miller Waste could not develop new product lines.  Miller Waste benefitted from business of new corps, and dealings were in good faith and with full disclosure.

Klinicki v. Lundgren:  D and P formed an air transportation company.  Corp sought to obtain a contract.  Then D, while working for corp, formed another corp and secured the K.  D argued defense that first corp didn't have financial assets to handle contract.  Held, a corps financial ability to undertake a bus opp is not a factor in determining existence of corp opp unless D demonstrates corp is insolvent.  Otherwise it is theoretically possible for corp to take advantage.

ALI treats violation of corp opp as a duty of loyalty.  Need vote of disintersted party to ratify.  Burden on D to show transaction valid.  BUT q is, should this rule only apply to the closely held corp?


SECURITIES EXCHANGE REGULATION

Regulation of Securities Distribution
Public Offerings
Regulated by SEA 1933 AND state laws

Based on the ideal of full disclosure of material facts, to inform investors of the potential risks, and let mkt place decide.  Section 5 makes it unlawful to sell any security by use of mails or interstate commerce w/o filing registration statement, unless an exemption applies.  The registration statement has a prospectus, which is released to the public, and supp info for SEC.  Prospectus has dual role, to alert public of risks (so as to prevent liability) and to encourage purchases of the security, used by underwriters to sell securities to public.

Blue Sky Laws, or state securities laws often have more qualitative standards.

Underwriting, process by which new securities are sold

1) best efforts, underwriters commit to using best efforts to sell the securities, as agent for the issuer.

2) strict, investment banker assists the co that issues the securities in selling, and agrees for a fee to insure the success of the offering by purchasing any part of issue not taken up by public after a certain time.

3) fixed/firm commitment, most common, underwriters are the wholesalers, actually purchase the securities and resell at a markup.

NOTE: no firm sale until registration effective, w/in 28 days of filing, any amendments start 28 day period again.

A pub. offering is a sale of securities by an issuer or a person controlling the issuer to members of the public.  Generally, any offering that is not exempt under Regulation D, or under SEA 1933 and/or state blue sky laws is considered a public offering.

A security is traditionally a share of stock, bonds and debentures, but also includes interests that involve an investment with the return primarily dependent on the efforts of a person other than the investor.  Defined, SEA 1933, 2(1).  Here substance over form.  Recall United Housing elements.  Sup ct. has rejected sale of business doctrine, that sales of maj of shares in a business were exempt.

Liabilities 

Section 11, SEA 1933, lists potential defendants, doesn't include lawyers unless they render expert opinion.  Any person acquiring the security may file suit, unless they had actual knowledge of untruth at time of acquisition.  Expert puchasers must show dilligence, that they read the reg. statement and had a g.f. basis for believing it true.  Section 11 differs from c/l remedies, don't need reliance (for 1 yr), and material omissions can be the basis for suit.  Section 12(1) provides liability for any issuer that fails to comply with section 5, Section 12(2) to sellers, all those involved with the market, including lawyers if they try to get their clients to invest.

Exemptions
--4(2), for non public offerings

--4(1), only those transactions by issuer, underwriter or dealer, but in 2(a)(11) underwriter is broadly defined to include anyone who does underwriter like function (w/o this provision, corps would sell to dirs, and then dirs would sell to emp'ees)

--3(a)(11) security sold only to residents of single state, then you're not limited against using interstate facilities.  If you comply with Rule 147 the SEC will not pursue you for a violation of 3(a)(11), replaces need of corp to get no action letter.  Only binding on SEC but cts give deference to Rule in civil litigation.   Issuers simply need to receive representations from purchasers that they are residents and are aware of resale limitations.

Regulation D
504-506 are substantive rules for exempting small businesses

501-503, 507-508 apply to all Reg D cases

--504 states that up to 1 mil. in securities can be sold, no limit on number of purchasers.  NOTE 502(a) states that there is a 1 year period in which all securities are counted.

--505 states that a corp can sell up to 5 mil to 35 or fewer persons, excluding accredited investors (e.g. those sophistocated enough to have info, see 501(a)).

--506 unlimited $, but still need 35 or fewer purchasers, excluding accredited investors.  Plus by 506(b)(2)(ii) purchaser must be represented by a qualified person.


By 502(b), no specific info need by sent by issuer if you are selling only to accredited investors, or when securities are sold under 504.


Even Regulation D exempt issuers are subject to anti-fraud regulation, by Section 12(2), by a simple neg. standard.  This makes it attractive to provide some info to all purchasers.


508 merely requires a g.f. compliance w/ Reg. D, as long as non-compliance isn't as to 504-506.

SEC v. Ralston Purina:  What is public?  D encouraged stock ownership by emp'ees.  D tried to get around registering stock offering as "public" under SEC 1933 by claiming exemption in §4(1) now §4(2), for those transactions by an issuer not involving a public offering.  D argued emp'ees were given stock only if they showed initiative.  Held, offering was public.  An offering to all emp'ees would be public.  An offering to a limited number of emp'ees is not automatically exempt.  Ct considers whether class of people involved require disclosure protection that act was drafted to ensure AND whether information that would be guaranteed under 1933 Act was available to emp'ees.

Smith v. Gross:  What is a security?  Earthworm case, deal offered to investors to buy earthworms, which were to reproduce and be repurchased by seller by agmt.  Held, this "investment contract" was a security and SEC regulations apply.  Security was defined as involving 1) investment of money 2) in a common enterprise 3) with profits to come solely from the efforts of others, here "solely" language broadened.


Proxy Regulation
A proxy is a person who is authorized by a record shrhldr to vote his/her shares, as provided in MBCA §7.22(a).  Proxy may also refer to authorizing document.  Little state regulation, mostly federal regulation.

SEA 1934
Primary focus on the trading of securities after distribution, as well as exchanges and reg. of securities professions.  BUT also covers some aspects of distribution, e.g. 10(b).  There is substantial integration of 1933 and 1934 reporting requirements, a report can document info by stating "refer to [other] report."

Section 12
12(a) makes it unlawful for member, broker or dealer to effect any transaction with a security unless security is registered.

12(g)(1): (B) provides exemption after 2 years for only those w/ less than 1 mil in assets and less than 500 shareholders.

Rule 12g-1 exempts issuers w/assets = or < 5 mil.

Companies that don't meet 12g-1 exemption must file periodic reports.  10K "annual report, supplemented by 10Q quarterly report, and reports that must be filed on occurence of special events 8K.


Unlike, 10b-5, section 12 only applies to those marketing securities.

Section 14
All section 12 registered issuers may not solicit proxies in contravention of rules promulgated by SEC.  Insuring full disclosure to those authorizing others to vote their shares.

Exemption 14a-2 for communications bet/shareholders that are for proxy solicitation.

Studebaker v. Gittlin:  What is a proxy solicitation?  By NY law, shrhldrs owning 5% or more of shares could inspect shrhldr lists.  D obtained 42 written and oral authorizations to use other shares to obtain 5% needed.  Part of plan to takeover control of corp by getting needed proxys.  Held, was a solicitation, subject to Rules 14a-1 through 12 of SEA 1934.  A communication to a shrhldr is a solicitation (of voting rights) if communication seeks the shrhldr's support in action that is part of plan intended to secure proxy.  TODAY, proxy rules have been deregulated so as to allow for communication bet/shareholders, as long as communication is not by, controlled by, or by those controlling the registrar.  Studebaker good law as to registrar.

Proxy Forms, Statements and Annual Reports
Rule 14a-4 specifies requirements as to form of proxy documents.

Rule 14a-3 requires that a proxy solicitation be accompanied by a proxy statement containing information specified in Schedule A.  If a solicitation is by management and relates to annual meeting, solicitation must be accompanied by annual report.  

Most important textual item in annual report is Reg. S-K, or the MD & A, or the management's discussion and analysis, which requires discussion of changes in financial conditions, a duty to report material events.


NOTE:  there are now more strict guidelines on getting annual repports to beneficial owners.

In the Matter of Caterpillar, Inc.:  In minutes of brd meeting, noted downturn in Brazilian subsidiary's profits, was a volitile currency market.  There is a duty to report such projected downturns in 10K.  Technical comliance will not suffice.  Anything that the board discusses is probably material.

False or Misleading Statements w/Proxy Solicitations
Rule 14a-9 makes it unlawful to distribute proxy solicitation materials that contain any statement as to a material fact which is at the time false or misleading.  This rule provides a private right of action.

P may seek a TRO to temporarily enjoy mailing of proxy materials, but must often post a bond to do so.  Other remedies are to set aside transaction (not usually granted) or money damages, by cts. discretion as to best interests of shrhldrs.

NOT a codification of c/l, be/c of c/l scienter requirements and no ommissions.  Negligence is standard in all cts but 6th cir.

Remedies:  interim attys fees once it has been concluded that omission/misstatement was material.  Most likely will get dams (rescission unlikely).

JI Case co. v. Borak: Sub Ct case creating a private rt. of action under 14a-9, where none prohibited by statute, and remedy can be fashioned by ct.  Proxies were solicited in conjunction with a merger.  Misleading statements alleged.  SEC cannot adequately probe all proxy statements submitted for registration.

TSC Indus, Inc. v. Northway, Inc.:  Sup ct. case defining materiality for 14a-9 purposes (also adopted for 10b-5):  "an omitted fact is material if there is a substantial likelihood that a reas. shrhldr WOULD (not might, must be significant propensity) consider it important in deciding how to vote."  Here, corp failed to reveal degree of control National had over TSC in voting proxy statement.

Mills v. Elec. Auto-Lite:  Some of votes cast by minority shareholders were essential to merger.  Sup ct case deciding required nexus bet/ a material misstatement or omission and the approval of the proposal.  Don't need direct causal relationship, but necessary to show that proxy solicitation was essential step in transaction under attack.  The anti-fraud provision would be eviscerated if ct required all voters to take stand and argue that they wouldn't have authorized proxy if statement were different.

Virginia Bankshares, Inc. v. Sandberg:  Invokes Mills test, as to multiple statements, ct suggests truth of factual information would have to outweigh materially misleading info (opinions).  Ct holds that opinions and conclusions are material be/c its info that investor would attach importance to.  Cts also decided issue left open in Mills, whether solicitation of proxies actionable even if votes not required to affect transaction.  Held, no be/c this would encourage vexatious litigation.

Shareholder Proposals
Rule 14a-8 establishes a procedure by which shrhldrs may submit proposals for inclusion in registrant's proxy solicitation materials.  Shareholder must be owner of at least 1% of shares, or $1000 in share value.  1 proposal, less than 500 words.

Dirs may omit proposal:

They would request a no action letter from SEC

--not a proper action by shrhldrs (recommendations are proper, directions are not, by bus judg rule).

--requires issuer to violate laws

--contrary to SEC proxy regulations

--relates to a personal claim against issuer

--not significantly related to issuer's business

--pertains to a matter beyond issuer's power to change

--relates to ordinary business operations

--relates to election to office

--counter to proposal submitted by registrant

--it is moot, or is same as another proposal

Rauchman v. Mobil Corp.:  Shrhldr propsed bylaw amendment to be included in proxy statement, amendment sought to preclude a member of OPEC from serving on board.  Corp omitted.  Held, omission proper be/c propsal related to election of dir under Rule 14a-8(c)(8).

Lovenheim v. Iroquois Brands:  Proposal to investigate whether goose force-feeding by a subsidiary.  Dirs cannot omit proposals on ground that they are economically insignificant if the proposal relates to important matters of the registrar's business.  Rule 14a-8(c)(5).  (NOTE: corp would never be required to disclose economically insig information).

Communicating to Shrhldrs
SEA 1934, Rule 14a-7, in connection w/ registrant's solicitation of proxies, registrant has option to provide proponent

--a shrhldrs list

--OR mail solicitations to shrhldrs on behalf of a shrhldr, postage to be paid by shrhldr.


NOTE:  management rarely gives up a shareholder list willingly, so they will chose 2nd option, and shareholders won't want to do this be/c its always more expensive if registrar mails the materials.


Transactions in Shares
State courts
State law utilizes c/l fraud elements:

--affirmative misrepresentation

--of a material fact

--w/scienter (knowledge of falsity/reckless disregard)

--reliance

--w/intent that P rely

--P did in fact rely

--damages

NOTE:  these elements appear in fed. regs as well...

Goodwin v. Agassiz:  D, president of Cliff Mining, bought stock from Ps w/o disclosing that a discovery of new mineral deposits was expected, but D had no knowledge that shares were Ps.  Ct. found no state ct action for insider trading without affirmative proof of fraud.  P sued for breach of fiduciary duty, seeking an accounting or recission of sale.  Held, dirs/officers owe no duties to shrhldrs and general public that would require them to disclose information during the purchase of corp shares.  View now discredited.

Diamond v. Oreamuno:  Corp financed computer installations, but contracted out to IBM for some services.  IBM's prices rose causing 75% net decline in earnings.  Dirs had knowledge of increase and before info made public and sold shares, windfall profits.  P, shareholder, sued derivatively.  Held, dirs liab.  Anyone who possesses knowledge by virtue of a fiduciary relationship is not free to exploit knowledge for own benefit.  State ct recognized duty to disclose material information, even where no damage is proved.  MINORITY APPROACH, most cts don't allow Ps to sue derivatively for insider trading.

SEA 1934 Rule 10b-5
Elements:

--applies to any person

--using interstate commerce

--affirmative misrepresentation, half-truths, failure to disclose material facts

--intent to defraud (must have scienter, not for neg)

--materiality

--as to a purchase or sale

--P relied (fraud on the market theory, can be used in class actions)

More popular than state law route, more decisional law.  Exclusive j. of 10b-5 actions in federal ct.

Used in following cases:

--Anti-fraud provision, now widely accepted that there is a private right of action

--Insider trading cases, see below.

--General prohibition against wrongdoing (Blue Chip).

--Regulating corp. publicity (Basic)

Blue Chip Stamps v. Manor Drug Stores:  Manor alleged that Blue Chip issued an unduly pessimistic appraisal of corp in order to discourage from accepting bargain offer to purchase stock (antitrust action).  Sup ct. decision.  Held, 10b-5 doesn't apply to breeches of fiduciary duties.  Ct also found that P must be a purchaser or seller of securities for 10b-5 liab.  

Ernst & Ernst v. Hochfelder:  P sued D, auditor of corp, for failing to discover "mail rule" which allowed corp president Nay to embezzle funds, not recorded on books.  P sued on negligence theory.  Sup. Ct. decision, found that scienter is required for 10b-5 actions.  Central Bank of Denver sup ct held that no liab for aiding and abeting, but Congress restored aiding and abeting as grounds for SEC action.

Santa Fe Industries v. Green:  MBCA 11.04 short form merger allows shareholder to be cashed out w/o notice.  Santa Fe merged with Kirby for sole purpose of eliminating min shrhldrs.  Santa Fe complied with state laws regarding mergers, sent appraisal forms.  Ps decided not to challenge price offered in state court, filed 10b-5.  Sup ct. decision, found that a transaction (merger) that is adequately disclosed cannot be attacked under 10b-5, no matter how unfair.  10b-5 doesn't apply to breeches of duty, that would federalize state law.  NOTE: there were critiques that relegating min. shareholder protection to state law was inadequate, but Weinberger silenced complaints.

Basic Inc. v. Levinson:  Sup Ct. decision.  Corp was engaged in merger negotiations.  Issued 3 public statements denying negotiations.  Ct accepted same materiality standard as in TSC Indust, a balance of probability and significance.  Ct. upheld use of fraud on the market theory, an adaptation of the efficient mkt theory, semi-strong version that price of a security reflects all public info about the corp using the security.  Ct created a rebuttable presumption of reliance with this theory, that shareholders relied on all public info.  In reality, Ds will rarely be able to rebut reliance.

Insider Trading
SEA 1934 §20A and 21A, also Rule 10b-5 regulate.

--20A creates private rights of action for insider trading, damages (both civil and SEC) cannot exceed 3X profits.

--21A creates right of action for SEC for insdier trading, by (b)(1) can penalize controlling person, if they were reckless. 

Should we regulate?  To the extent that insider trading is harmful, shouldn't we let market reflect that?

Matter of Caddy Roberts:  SEC case, first to use 10b-5 to regulate insider trading.  Investment banker working on a transaction used info on a client to get other clients to dump the stock. 

SEC v. Texas Gulf Sulphur Co.:  Texas Gulf made large discovery of mineral deposits.  Concealing the find, corp emp'ees purchased corp stock.  Press release was issued by corp. to suppress rumors of the discovery.  Some non-emp'ees bought stock on advance knowledge of release.  Suit by SEC.  Held, 10b-5 violations.  Emp'ees may be under no duty to disclose the information, but they may not benefit from information by reason of nondisclosure.  A corp must also fully and fairly state facts in a public statement.

Chiarella v. U.S.:  Emp'ee of printing plant was able to obtain insider information on a proposed tender offer (aggressor and target).  Sup Ct. found that Chiarella had no duty to disclose info to general public.  SEC passed 14(3) and 14e-3 in reaction, which prohibits anyone trading with undisclosed info, but validity of this rule is in question.

Carpenter v. U.S.:  Sup ct case.  Winans, reporter for Wall Street Journal, wrote column and tipped associates about content of column before published.  Favorable mention of stock in the column usually was enough to drive up the price.  Sup ct. divided 4-4 on whether 10b-5 applied.  But held 8-0 that mail fraud statute applied for crim. sanctions.

Dirks v. SEC:  Dirks was a broker who was given info regarding major fraud occurring in Equity Funding Corp.  Dirks informed clients to dump stock before blowing the whistle.  Dirks was found to be a tippee (one who received info directly from corp).  Tippee can be held liable under 10b-5 only if tipper breeched fiduciary duties, i.e. received improper benefit.  Ct. further held that some (accountants, underwriters, consultants, attys) are temporary insiders (tippers) subject to liab. when they tip others.

SEA 16(b)
Plays an important role in preserving market integrity...

--applicable to corps with a class of securities registered under section 12 of SEA (those traded on nat'l sec. mkt, and those with assets of >5 mil and > 500 shrhldrs).

--applicable to specified persons, officers, dirs, 10% shrhldrs

--need offsetting purchase and sale w/in six months (e.g. if a sale, need to look at 6mos before and after sale for offsetting purchase).  Purchases and sales may be defined broadly.

--strict liability, P doesn't need to show use of inside info or scienter

--profits are usually payable to corp, subject to attys fees !!! Profits are computed in manner most unfavorable to D.

--16(a) requires people covered by this section to report all their transactions.

--shrhldrs may bring suit, after corp passes on suit (60 days).  Shrhldrs need not be shrhldrs at time of purchase or sale but must be at time suit is filed.

Jammies Int'l, Inc. v. Lazrus:  D and wife owned shares in Toys R Us.  D Chair and CEO.  During a period of less than 6 months, wife sold and D bought shares of stock.  P, a Toys shrhldr, sued to recover D's appreciation of stock he sold, contending that each spouse was a beneficial owner of the stock of the other.  Shares were mostly separate property.  Issue, do a purchase and a sale of corp stock by a corp insider and that insider's spouse per se count as potential short-swing transactions.  Held, no.  Here, spouses maintained separate finances.  No benefit, and no joint control.

Gollust v. Mendell:  Ps standing to sue under 16(b) when the company merged after filing complaint and P no longer possesses shares.  Only need to own share at time complaint filed.

C.R.A. Realty Corp. v. Fremont Gen. Corp.:  Fa lends son money in return for a demand note for shares.  Normally there is a 16(b) exemption for pledged shares that satisfy debt.  Issue here was what do you do when shares appreciate?  Exemption is narrowly construed, only those shares that satisfy debt are exempted.  Can't trade w/in 6 months of appreciated shares.

Sale of Control
Applies to one who holds an outright maj of shares or one who owns a minority, but with enough shares to have working control.  Such shares command a premium over others.

Liability may arise in these situations:  based on negligence

--person to whom control is sold is unscrupulous and loots

--combined theory of corp opp (?) and sale of control

--some liability as to premium, that is should be divided with other shrhldrs, since sale of the office is against public policy

10b-5 cases have failed here, in part, be/c P must be a purchaser or seller of securities.

Cts. have allowed both corp and shrhldrs to recover.  Sometimes corp recovery enriches the purchaser, so this is not permitted.

Zetlin v. Hanson Holdings: Ds sold controlling shares of stock of corp for premium.  P sued contending min shrhldrs were entitled to premium.  Held, min shrhldrs not entitled to premium.  Burden on min to show harm.

Debaun v. First W. Bank and Trust Co.:  Ps were dirs of corp.  Third dir died testate, controlling shares in corp went to bank.  Bank sold shares to Mattison, who looted corp, even though Bank's VP knew of an unsatisfied judgment against him.  Held, bank liable.  Controlling shrhldr owes a duty to corp of reas investigation and due care when possessed of facts establishing a reas likelihood that purchaser of control intends to loot.

Perlman v. Feldmann:  D was dir and controlling shrhldr of Newport.  D sold controlling stock to Wilport, who D could have known was purchasing to overcome the "Feldman Plan" or the requirement on end users that steel be paid for in advance.  Held, D liable for premium paid.  As corp dir, D had fiduciary duties to corp and min shrhldrs and may not let official conduct be determined by private interests.

Petition of Caplan:  Cohn owned 3% of shares of Lionel corp and controlled 7 of 10 dir seats.  Cohn sold shares and purchaser nominated dirs to replace 7 seats.  General rule:  offices and dir seats cannot be purchased apart from actual stock control.  Where selling stock results in a sale of working control, seeking resignation of dirs is proper.  BUT 3% of shares not enough.  Sufficiency of ownership depends on facts and circs.  In Carter v. Muscat 9.7% was enough.


MISCELLANEOUS

Corporate Books and Records
Dirs and shrhldrs have rights to inspect.  Dirs rights more expansive, since they have fid. duties to keep abreast of corp matters.  Dirs may be denied right to inspect only if s/he is doing so for manifestly improper reasons.  Shrhldrs possess rights under certain circs.  Limited be/c want to prevent those hostile to corp from buying shares to have access to records.  Both c/l and statutory rights.

MBCA §16.02
--shrhldr must give 5 days advance written demand

--  "  must be specific as to demand

--  "  demand must be in good faith and for a primary purpose must be proper.

NOTE: will apply to beneficial and record owners.

MBCA §16.01
--corps must KEEP recs of minutes, info on record shrhldrs

--other recs must be MAINTAINED

NOTE:  shrhldr lists are regulated here (contrast with voting lists, to which shrhldrs have unrestricted c/l right to inspect).

BBC Acquisition v. Durr-Fillauer Medical:  Durr engaged in friendly negotiations w/ Cardinal, permitted Cardinal access to books and recs, which allowed corp to asses whether to make acquisition and at what price.  BBC competitor wanted to inspect, as a shareholder of stock, claiming they wanted to know value of stock.  But ct held that their primary purpose, of wanting to compete in acquisition bid, was not proper and that Durr had right to deny inspection.

Parsons v. Jefferson-Pilot:  Shareholder w/ substantial stake wanted to see accounting recs.  Ct granted c/l right to inspect.  But denied rt to inspect NOBO list, be/c corp did not have one, NOTE: MBCA 16.01 corp has to maintain NOBO lists.


Fundamental Changes
Merger: an amalgamation of 2 corps pursuant to statute in which one corp survives and the other disappears.  Dissenting shrhldrs granted appraisal rights.


Ct may find that a merger in substance, a de facto merger, took place, protecting dissenters rights, Farris.  Ct may consider whether shrhldrs care/have right to decide what kind of business they are investing in.  An element that weighs heavily is whether there are any appraisal rights at all under an asset sale.

Asset Sale:  may be a reorganization in which one corp exchanges all voting shares for assets of another corp.  Purchase may include all or most of the assets of the acquired corp.  Acquired corp remains in existence, and remains liable for liabilities not expressly assumed by purchaser.

Bove v. Community Hotel Corp of Newport:  Parent corp, w/ preferred dividends 24 years in arrears, created subsidiary to merge with, thereby eliminating dividend arrearages in share conversion.  Issue was whether use of merger statute, requiring 2/3 shrhldr approval, could be used to accomplish what was in effect an amendment to arts of incorp, which would require unanimous vote.  That dividends were "vested rights" of shrhldr was rejected, by argument that since in statute states reserve right to amend statute, shrhldrs are put on notice that change of rights was possible.  Shareholders are given rt to appraisal.  Equal dignity rule applies, ct held as long as compliance with merger statute, corp action okay.

Farris v. Glen Alden Corp.:  Is a transaction a sale of assets or a merger?  D entered into reorg. agmt. by which D was to purchase assets of List, take over List's liabilities, List shrhldrs were to receive stock in D, and List would be dissolved.  P sued be/c notice to shrhldrs did not conform to that requried for mergers.  Held, transactions was a de facto merger and P has dissenting rights.  Agrmt would make P a shrhldr in an entirely different corp.

Hariton v. Arco Under DEL law, there's no right to dissent and seek appraisal in asset purchases.  So DEL law allows ct to consider what in substance is the transaction.  E.g. here, the sale of assets was held to be a de facto merger.






