PARTNERSHIPS, LP, LLP, & LLC
II.
Partnerships

Nature of a partnership, an association of two or more persons to carry on business as co-

owners for profit
1.  association

2.  of two or more persons to carry-on as

3.  co-owners for

4.  profit


--  joint venture  - association of two or more members agreeing to share profits ( 

     usually more limited than a partnership

A. Agreements
Partnership by contract, must have an express or implied agreement.  If the partnership is to continue for more than a year the agreement must be in writing since it comes with in the statute of frauds.  WHY (  avoid future disagreements, readily prove in court, special allocations for tax purposes, statute of frauds
· Duration -  terminable at the will of any partner

· Capacity to become a partner – person must have capacity to contract

· Consent of other partners – consent of all the other partners

· UPA allows for partners to contract around provisions, if they don’t the default rule kicks in

i.    Partnership by Estoppell – liability of alleged partner, one who holds herself out to be a partner, or who expressly or impliedly consents to representations that she is such a partner, is liable to any third person who extends credit in good-faith reliance on such representations.

B. Sharing Profits and Losses

Each partner, in the absence of an agreement, shares profits and losses equally UPA§18. 
· 18(a) rights and duties of partners:  share equally in profits and surplus and losses are shared the same.  If a partner pays for a liability in advance – they have a right of indemnification under 18b
· 18(e)  all partners have equal rights in the management and control of the business (no extra compensation for management services, unless agreed upon prior)

· 18(g)  need consent of all members to get another partner

· 18(h)  any act in contravention (action that contravenes agreement) must have permission of all partners they can opt out

· silent partner:  really doesn’t work, if you are a partner, you are a partner, does not matter if you are silent or active
· Richert v. Handley, 1957
Do the findings of fact make clear the agreement as to share profits and losses??  No, it is immaterial whether P and D formed a partnership or a joint venture, the issue is what they decided about sharing profits and losses.  Appeal – When partners do not specifically agree, are losses to be shared as provided by UPA??  Yes, where partners do not specifically agree on how losses are shared, then the provisions of the UPA control UPA §§18(a), (f) – before partnership dissolves there should be some distribution of profits.  This section provides some right to be paid profits the profits are NOT repayment of capital.
C. Law Firm Partnership 
The fewer the partners the more profits for partners and associates working for partners.  See notes for economic model Sept. 11th)
· Bane v. Fergusson – Retirement in Firms
Firms used to have unfunded pension plans that ended when a firm dissolved (which it did) and the new company went under, therefore Bane sues ( loses (  goes to J. Posner on appeal.  Once you are retired you are not a partner.  Even if he was still a partner with fiduciaries owed to you there should have been an agreement before hand.  Theories of liability – violated partnership act, fiduciary duty, breach of contract and tort, and duty of care owed (tort), he could not recover under any

D. Limited Liability Partnership

General partnership (a general partnership all partners are jointly and severally liable) that has elected to be treated as a limited liability partnership.  Arguments against LLP’s ( increase in insurance cost & some potential party ends up without compensation

Two types of LLP’s:  
1. Partial shield (narrow) – liable for torts that they committed or were connected with, i.e.: if by an associate they supervised

2. Full shield (broad) – each partner is liable for what they or their partner does (MA is a full shield state, no liability unless it’s your fault)
	statutes
	Partners Own Tort
	Other Torts
	Other Liability

	Partial
	liable
	not liable
	liable

	Full
	liable
	not liable
	not liable


E. Management

All partners have equal rights in management (even if sharing profits is unequal) UPA §18(e) 
· Nat’l Biscuit Co. v. Stroud, 1959
Can an equal partner, where there are no restrictions in the partnership agreement as to the partners’ authority, escape responsibility for partnership obligations by notifying a creditor that he will not be responsible for partnership debts incurred with that creditor?  No, the acts of a partner within the scope of the partnership business all partners, the partnership is liable for the debt.  18(e) relations of partners to one another – as partners both Freeman and Stroud have actual authority to act within the business.  To cut off Freeman’s authority go to 18(h) to be resolved must be resolved by all of the partners (majority of votes) can’t do that here cuz only two people, so he can order the bread.  Stroud’s alternative to equal voting would be to dissolve the partnership
· The acts of a partner within the scope of the partnership business  

bind all partners

· A majority of partners can make a decision and inform creditors and will thereafter not be bound by acts of minority partners in contravention of the majority decision.  But here there could be no majority  decision, as they are equal copartners

· Hence, the partnership is liable for the debt to P.
EMAIL him about ACTUAL v. APPARENT AUTHORITY
Apparent Authority – depends on manifestation (i.e.: using co. letterhead) of firm and belief of 3rd party
· Smith v. Dixon, 1965 – Admissions & Representations
The partnership is charged with the admissions and representations of any partner concerning partnership affairs, when they are made in the scope of her actual, implied, or apparent authority - UPA §11

May one partner have the authority to sign for the partnership in transferring 


land owned by the partnership??  Yes, a partner may transact land sales if 


operating with apparent authority.  As W.R. Smith had in the past negotiated 


land transactions for the partnership, he had apparent authority to set the price 


in this sale, and the partnership must adhere to his bargain.
· Rouse v. Pollard, 1941 – Imputed Notice
Imputed notice – knowledge or notice to one partner of matters pertaining to regular partnership business is imputed to the partnership.  [UPA §12] However, there is no imputation of notice or knowledge where the partner is acting fraudulently or adversely to the partnership
Facts:  Fitzsimmons was a partner in a law firm (D) and Rouse (P) was his client.  Fitz. convinced her to cash some valuable securities on the representation that the firm would invest the $$ for her and pay her interest.  Fitz. embezzled the $$ but paid her interest for many years after the firm was dissolved.  Fitz. was convicted of embezzlement and P. sued to recover her $$.  Fitz. was found to be insolvent so P sued all the partners of the firm.  None of the partners knew of the transaction or that he had done similar acts with clients, nor was it the practice of D. to invest client’s $$

ISSUE:  Will D. be held liable for the fraudulent acts of their copartner ( NO.  Rouse lets partners off on a technicality
RULE:  In order to hold copartners for the fraudulent acts of one of the partners, the acts in connection with which the fraud is committed must have been within the general scope of the partnership business ( the firm was not in the of investing $$ generally for its clients

§ 9, 14, 15 of the UPA if there was a partnership, they are liable for anything that is part of the scope of business

· Roach v. Mead, 1986 – Vicarious Liability of law partnership for negligent acts of one partner within the firms normal business
Mead had a long relationship of doing work for Roach (P), including representing P in business transactions.  After Mead formed a new partnership with Berentston (D), Mead continued to represent P.  P. wanted advice on how to invest $$; Mead indicated he would take the $20K as a loan and he would give P 15% interest on it.  Mead failed to advise him to get independent advise on the loan, that it should be secured and that interest rate.  Mead subsequently borrowed another $1500 from P, then defaulted on his loans and went bankrupt.  P. sued D saying that he was vicariously liable for the negligent acts of his partner, Mead.  D. defended on the basis that the negligent acts of Mead were outside the scope of the partnership business.  Was D. vicariously liable for the negligent acts of his law partner??  YES  
Partners are jointly and severally liable for the acts of copartners based on the principle-agent relationship between the partners and the partnership.  

Partners are jointly and severally liable for the tortuous acts of other partners if they have authorized those acts or if the wrongful acts are committed in the ordinary course of business of the partnership [UPA §§13, 15]
Since Mead was negligent in giving advice to P on a matter within the normal scope of the law firm’s business, D can be held vicariously liable for the negligent acts of Mead.  If a lawyer enters into business with a client he must advise the client of the legal advise of loans.  The failure of rendering legal advice created the liability (the omission created the malpractice)
F. Duties of Partners to Each Other

The duty of one partner to all others is based on a fiduciary relationship; high level of fiduciary duty akin to high duty of loyalty
§1.8 Model Rules of Professional Conduct – to what extent should lawyers provide business advice to his client – lawyers should be cautious when offering anything but legal advice (cuz if there is bad info then you may not be covered under malpractice insurance cuz that only covers legal advice – you must also be competent to give the advice and many lawyers are not)

· Meinhard v. Salmon, 1928
Gerry leased a hotel to D for 20 years; D was obliged to spend $200K in improvements.  Thereafter D. entered a joint venture with Meinhard for P to pay ½ of the $$ needed to alter and manage the property, receiving 40% of the profits for 5 years and 50% thereafter.  D had the sole power to manage the property, D interest in the lease from Gerry was never assigned to P.  Gerry owned a subst’l amount in the adjoining property.  Gerry approached D and they entered into a lease renewable up to 80 years.  P found out about the new lease and demanded it be held in a trust as an asset of their joint venture.  The lower court held that P was entitle to ½ the interest in the new lease and must assume responsibility of half the obligations.  D. appeals the judgment.  Does the new lease come within D’s fiduciary obligation to his joint venture partner as a joint venture “opportunity”??  ( YES – judgment affirmed – Salmon BREACHED the duty to meinhard when he didn’t give him notice of what was going on – Salmon had a duty to inform Meinhard
· joint venture partners have the highest obligation of loyalty to their partners.  This includes an obligation not to usurp opportunities that are incidents of the joint venture.  The duty is even higher of a managing co adventurer
· There was a close nexus between the joint venture and the opportunity that was brought to the mgr of the joint venture, since the opportunity was essentially an extension and enlargement of the subject matter of the old one

· Dissent believes that it was a limited venture for a specific term and so the opportunity was not an extension of the old one – The language of the majority was strong and today’s courts would not place such a high duty
G. Partnership Property
What property are they entitled to?? § 24 of the UPA sets out the rights of property
1. right to specific partnership property (owned by partnership)

2. right to his/her interest
3. right to participate in management (but can contract that away)

right to specific partnership property §25.2 has a right to possess for a certain purposes – on death of partner – the other partners get that property

§25 upon death heirs can get partnership interest but not property

§27 partner can assign right (financial interest) of interest but cannot assign his/her  

       status as partner (cannot be assigned unless there is an agreement)

§28 if partner has liability – creditor cannot go after partnership property but if 
       creditor gets charging order from court then the creditor can put a lien. 
H. Partnership Accounting

· Income Statement – profit / loss statement, measures events over a time (movie) measures operations over a period of time, includes all forms of revenue
· Balance Sheet – takes a snapshot at any given point in time – what are assets and liabilities of business

· Assets = Liability + Expenses

· Assets – what you own that is worth money

· Liabilities – what you owe, A/P

· Equity – residual value, partners capital or for a corp. shareholder’s equity

· Generally Accepted Accounting Principles (GAAP) – how a balance sheet and income statement are developed 

· Corporate Annual Report – provide info and disclosure and financial statement

· Book Value – is the equity (A=L+E) figure that is usually referred to as net worth of business based on financial statement divided by outstanding shareholder’s stock (  Rule of 72 – take the interest rate and divide by 72 and the amount you get is when your money with double i.e.:  6/72 = 12 every 12 years it will double
I. Partnership Dissolution - §29 UPA
1997 provision calls it dissociation; change in relationship of partners caused by any partner ceasing to be associated in the carrying on as distinguished from the winding up of business.  Dissolution is a single event in time (  1) event of dissolution (change is relationship of partners)    2) winding up §29, 30   3) termination §30    
· Types of dissolution (partners always have the power to dissolve the partnership) (  rightful dissolution

1.  §31 doesn’t require judicial involvement – no breach


a)   don’t breach agreement (no violation of partnership)


b)   express will by any partner when no definite term or undertaking is specified 



(unilaterally dissolve without Breach) severed at will at any time with or without 



reason


c)   agreement of all partners


d)   expulsion

2. §31(2) in contravention of the agreement ( wrongful dissolution (Collins v. Lewis)

3)  any unlawful event
4)  bankruptcy of partner

5)  decree of court (  section 32 more controversial that is why the court is  

     involved


A)  partner declared lunatic


B)  partner incapable of performing duties


C)  bad conduct


D)  willfully breaches partnership


E)  business can only be carried on at a loss

· it is complicated to get out of a partnership.  Legally dissolution carries on normal operations of business (events that take place outside of court) as well as judicial dissolutions.  Once you have the event of dissolution (change in the relationship between partners) you then get into winding up this in the wrapping up of business (can be a period of time or an instant).  The final moment is termination

· Collins v. Lewis, 1955 – Breach of Agreement
P & D entered into a partnership agreement for P to put up the $$ to build and equip a large cafeteria and D to supervise its development and manage it.  Costs way exceeded estimates P sued for dissolution and foreclosure on the mortgage he held on D partnership interest.  Trial court found D was competent to manage the cafeteria that without P’s conduct there was an expectation of profit that P had breached his agreement to put up funds and D had to put profits toward payments cuz P breached.  Trial ct denied P petition.  Does P have a right to dissolve the partnership??  (  NO
P has the power to dissolve the partnership, but not the right to do so without damages where his conduct is the source of the partnership problems and amounts to a breach of the partnership agreement (  P can either continue the partnership and perform on the agreement or dissolve the partnership and subject himself to possible damages for breach of the agreement

Partner always has the ability to withdraw; §31 2 gives the power to dissolve – but it may be wrongful §32 dissolution by decree of court 1e – business can only be carried on at a loss
· Cauble v. Handler, 1973 – Death of a Partner
On the death of a partner, the surviving partners are entitles to possession of the partnership assets and are charged with winding up the partnership affairs without delay UPA §37

D and Cauble were equal partners in a retail furniture store.  Cauble dies in May 1971; D valued partnership as being worth approximately $80,700 (using book value and assets) D continued operating the business without winding up the affairs of the partnership or paying Caubles administrator.  The trial court used book value to determine the value of the partnership only gave Cauble ½ interest and charged her with ct costs.  If the surviving partner continues to operate the partnership after dissolution (without paying the deceased partner his share of the value of the partnership), does the deceased’s administrator have a right to a share of the profits subsequently earned by the partnership??  (  YES 
The partnership should be valued as of the time of the deceased’s death (dissolution) Market value, rather than cost or book value, should be used to value the assets.  If business is continued by the surviving partner – with or without the consent of the administrator of the deceased partner – then P has the right to receive a share of the profits form operation of the partnership (equal to %age interest that the deceased partner owned in the partnership)
****Valuation of Dissolution of Partnership – if remaining partners want to continue business and is allowed the deceased partner gets the fair market value (of the %age that the partner owns) at the time of dissolution.  To get FMV either parties agree to a number or use a computation to come up with appraisal method.  Under §42 departing or deceased partners are entitles to interest at the time of dissolution until check is paid or at election.  The departing partner can also elect to remain a profit sharing interest – these scenarios favors the departing cuz they are out of the picture and the statute doesn’t want these people to wait around
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A well drafted partnership agreement agrees to these things ahead of time to allow 

business to continue

· Adams v. Jarvis, 1964 – Withdrawal or Admission of a Partner
To what extent does a partner get paid…  Three Frs. enter into a partnership; the agreement provided that withdrawal would not terminate the partnership, but that the withdrawing partner was to receive the amount of his capital account at the time of withdrawal and share in profits earned for the partial year for which he was a partner.  Adams withdrew and later sued on the basis that withdrawal was dissolution and statutory provisions indicated that each partner was to receive his interest in all of the assets, Do the provisions of a valid partnership agreement providing that withdrawal of a partner is not dissolution of the partnership, control??  Judgment for P. reversed(  Under the state statute (partnership law) , withdrawal is usually dissolution of the partnership, but here there is a valid provision in the partnership agreement to the contrary, and since the agreement provides for a way in which the withdrawing partner is to receive payment for his interest in the partnership, the agreement controls.
· UPA section 38(1) indicates the way that distributions are to be made to partners in a dissolution, and it is to control “unless otherwise agreed to”  
· Meehan v. Shaugnessy, 1989 – breach of fiduciary duty??  ( see page 119
Meehan, Cohen, and Boyle wanted to break away from the Parker Coulter firm.  Parker Coulter had a rule that employees must give three months notice before quitting.  They didn’t they sent out their letter of separation on Parker Coulter letterhead, did partners or associates breach their fiduciary duty??  The letterhead was potentially problematic cuz Parker Coulter did not have an opportunity to keep their clients.  Furthermore the letter was not evenhanded.  There is a strong responsibility owed by both partners and associates.  The court dismissed the claim that they improperly handled cases, there was no breach that they secretly competed with the partnership, nor did they unfairly acquire a partnership.  

Parker Coulter also owed Meehan… profits for a year but cuz there was a breach Meehan… forfeited so Parker Coulter didn’t have to pay Meehan…
· Gelder Medical Group v. Webber, 1977 – Expulsion of A Partner
Partners can also be fired, voted out or expelled.  D was 61 years old and practiced in a number of communities.  He was expelled and under a no compete provision he could not practice within a 30 mile radius for two years.  After expulsion he started to compete within the target area.  P sues to enforce covenant, D counterclaimed illegal expulsion.  This is an appeal by the D.  If the partnership agreement provides for involuntary expulsion by other partners, is such a provision enforceable?? ( yes, absent bad faith, where the partnership agreement provides for involuntary expulsion of a partner by a majority of a vote of the other partners, the provision will be enforced.  Here there was proof, there was a psychiatrist’s report proving the D did not get along with other patients or other partners.  

( D has the burden of proving that P acted in bad faith, here he has not me the 

     burden of proof.  

( The covenant not to compete is reasonable and therefore will be enforced.  

1. must be reasonable 5 years/ 30 miles
2. not harmful to the public
3. not unduly burdensome

4. 38.1 of UPA sets forth guidelines

· Bohatch v. Butler & Binion, 1998 – expulsion in retaliation for ethical reasons

Bohatch sued for wrongful discharge ( do not need a good faith reason to expel a partner.  A law firm may expel a partner to keep a client, that is legitimate, as well as problems with other clients.  
(  EXCEPTION – if expulsion is in retaliation for ethical reasons – expulsion 


would be wrongful. 
J. Inadvertent Partnerships

Notwithstanding intent (no express mutual consent)  has a partnership been formed??  Estoppel prevents parties from denying a partnership exists.  Can’t have a misleading title on your letterhead.
· Martin v. Peyton, 1927 – Inadvertent Partnerships  §7 UPA
KNK partnership in the securities business was in financial difficulties.  Hall, a partner arranged for a loan of some securities from Peyton and some other friends (D0, which were to be used as collateral for a bank loan to KNK.  The loan agreement provided that no partnership was intended; until the loan was repaid, D’s were to receive 40% of the profits of the firm.  All dividends on the securities were to be paid to D’s in the form of securities.  D were to be advised about any important decisions, consulted on any important matters, inspect the books at any time, But could not initiate any actions on behalf of the firm or bind the firm by their actions.  Has a partnership been formed (  NO, judgments for D affirmed.  A partnership is an association of two or more persons to carry on business for a profit.  Creation is by express or implied agreement.  P claim that the written agreement of the firm with D constitutes the formation of an express partnership.  Sharing of profits is considered as an element of a partnership; but not all profit sharing arrangements constitute those participating as partners.  Nor is there language saying that no partnership is intended conclusive.  The entire agreement will be looked at in making this determination
· All of the features of the agreement are consistent with a loan agreement, so no partnership has been formed.  The payment of profits are merely repayment for the loan.  
· Smith v. Kelley, 1971 – Inadvertent Partnerships

Kelley and Galloway were partners in an accounting firm; they hired Smith and paid him $1000 per month, plus expenses and a year end bonus.  There was no agreement that P would share in the profits; he made no contribution of capital to the firm; he took no part in management, had no authority to hire and fire employees, sign notes or borrow money and was not responsible for losses.  However, D had represented on partnership tax returns that P was a partner as well as in a major contract, a lawsuit , and a statement filed with the state board of accountancy .  After 3 years p left the firm and sued for an accounting on the basis that he was a partner and was due 20% of the profits.  Trial court found for D, P appeals (  P was not a partner, Court said he was not a partner, he had no management authority, there was no consensual agreement, no contribution to assets.
· Young v. Jones, 1992 – Partnership by Estoppel
Price Waterhouse Bahamas is a Bahamian general partnership; Price Waterhouse United States is a New York general partnership.  Investors P invested $550K in Swiss American Fidelity based on an audit report by PW Bahamas.  After the funds disappeared and P learned that SAFIG had falsified statements, P sued PW Bahamas and US. P claim that PW Bahamas was negligent in performing the audit on which P relied in investing in SAFIG.  In support of its partnership by estoppel argument P refer to the letterhead on which the audit letter was written which identified PW Bahamas only as PW and bore the trademark and was signed PW.  Further PW advertised in a brochure that it is a world wide org. with 400 offices throughout the world.  Do a US firm and its foreign affiliate operate as partners by estoppel when the foreign affiliate uses the firms trademark and name and the US firm makes no distinction in its advertising between itself and the foreign affiliates.  (  NO – since the two firms are organized separately, there is no partnership in fact.  Under UPA §16 a person who represents himself, or permits another to represent him, to anyone as a partner is liable to any such person to whom a representation was made.  This is an exception to the rule that persons who are not actual partners as to each other are not partners as to third persons.  Here, P do not contend that they saw the PW US brochure or that they relied on it investing, nor does the brochure say that affiliated entities are liable to the third persons who in reliance on representations as to the partnership 
· Partnership by estoppel – misrepresentation and reasonable reliance form an estoppel – cannot reasonably deny the existence of a partnership.  Can go against punitive partners even if in fact they are not partners

· If you are not a partnership then you cannot hold yourself out to be one on signs and letterheads

· EXCEPTION – Persons who are not partners to each other are not partners to third persons §7, HOWEVER – a person who represents himself or permits another to represent him to anyone as a partner in an existing partnership or with others not actual partners is liable to any such person to whom such a representation is made how has on the faith if the representation given credit to the actual or apparent partnership

· Gosselin v. Webb, partnership by estoppel

Elements to establish Estoppel (  see handout

1. Would be partner held himself out to be a partner

2. did the D consent to Oday being a partner

3. did the P know about holding out

4. did P rely to his or her detriment
III.
Limited Partner and Federal Taxation

A. Introduction
What is the overall burden placed on owners as well as enterprise??
In partnerships they are not taxed at the federal level

B. Federal Income Taxation:  Basic Principles
· S corp. – a corp. that elects S corp. status (small business) files a tax return (more like information report, no payment of taxes) the owners then pay taxes on their income – allows shareholders to be treated like a partnership and they don’t get the double tax.  
It’s a federal income tax election with restrictions – 
· no more than 75 shareholders

· who can be a shareholder – individual, trust, corp., (non resident aliens cannot be shareholders.  

· can only have one class of stock (can have identical stock with voting and non voting rights) no complex financial structures (i.e. IBM) must have simple stock structure

· must make the S election within first two months of new taxable years.  An S election is good until company elects out or the company gets a 76th shareholder, nonresident election, or adds a second type of stock.  

	S Corps
	K Corps

	there are sitches where 
	never tax at 

	S corps do have to pay
	part'ship level

	taxes and not just report
	 


· Pass Through Liability – small business use this – there are two options

1. traditional limited partnership (as long as limited partner did not exercise any control)

2. s election 

DISADVANTAGE or pass through form – no requirement that the corp. must distribute cash (i.e. if they know that the business is going to retain funds (  you would not want the same tax burden

· Check the Box – once you check the box there is a certain amount of time before you can opt out.  Any uninc. business (gen ptr, ltd ptr, llc) would be presumed for tax purposes be assumed a partnership not a corp. they would have to have an election (check the box).  When you check the box  with LLC you have the best of both worlds:  1.  LLC for state purposes and 2.  pass through for fed'l purposes – good for small business


C. Limited Partnerships in the 21st Century

· Liability protection, partnership that had an election, not subject to the double tax of corps.  
· Tax issues with businesses – consider combined tax on business and on the owners – tax on income of corp. and a separate tax on shareholders.  

· Taxable income is derived by GROSS INCOME - DEDUCTIONS = TAXIBLE INCOME, once determines TAXIBLE INCOME X TAX RATES

· Progressive rate structure of our tax system  

IV.
Limited Liability Companies - LLC
A. Introduction

Originates outside of the United States – a Panamanian concept wanted to be called an LLC so Wyoming adopted a statute – there are no restrictions for number of shareholders.  Before an LLC the only other option was general partnership.  MA requires two or more members for an LLC (  other states only need one.  It’s more expensive to form an LLC (  $500 instead of $100.  Single Member LLC – it’s nothing (not a corp.) for fed’l purposes, it’s treated as a sole proprietorship
· An LLC will be governed:

1. LLC can be based on a partnership model (member managed LLC) everything would be controlled by operation.

2. Board of directors manages company

· Fiduciary Duty: - see Meinhard case, it’s still unclear, statutes are very open ended. 

· For tax purposes an LLC is like a corp. but not a corp. for state purposes. (  WHY ISN’T AN LLC LIKE A CORP??

· §1.7 – can the same atty represent the LLC as well as one or both partners (  yes as long as the clients interest aren’t in opposition with one another, must also tell both partners

· See check the box for LLC’s
B. The Uniform Limited Liability Act

ASK HIM
C. Contractual Elements of LLC’s

ASK HIM
D. LLC’s as Asset Protection Devices

ASK HIM
Limited Partnerships – LP
One general partner and one limited partner, the limited partner has some protection in formation general partner  does not:  hybrid, older form of business, must have at least one gen’l partner (jointly and severally liable and manages business), one or more limits partner that can exercise limited authority and passively invest
A limited partnership becomes liable is asserts control over business
Limited Liability Partnerships -LLP
Two or more general partner that chose to make an election, hybrid, comes under revised partnership act, general partnership that elected to become a LLP, gen’l partners have some limited liability

The main difference of an LLP is that the gen’ partner will always be liable is responsible – But is partner 2 was not responsible or involved then partner two is not liable – ltd liability partners are only liable for their own torts

WHATS THE DIF BETWEEN FULL SHELD AND PARTIAL SHEILD

Partnership by estoppel – not real partners – it is just the way they are acting that implies a partnership, the owners are estopped from denying a partnership

No veil to pierce in the partnership cuz p has the option to sue either partner.  P. must first sue partnership then when there is a judgment the p can go after individual partners .  No piercing in ltd partnership – can’t touch ltd partner UNLESS they become active and gen’l partner is always liable.  

§15 (read with 13 and 14 – breaches of trust) general partnership ( partner does not have to commit tort to be jointly and severally liable = any or all of the partners can be brought into court to individually defend liability of partnership §15a – any or all of the partners must be brought in and §15b – all partners

CORPORATIONS
V.
The Formation of a CLOSELY HELD Corporation

Started in 1900’s (before then could have private corp. – but very limited to build RR or establish banks.  States used to have some discretion – had statutes to attract corps to their states (i.e. Del. Law favors mgmt for corporation – predictable body of law which helps corps predict the outcome of cases when to settle, etc…
A. Where to Incorporate

Either Principle Place of Business or Delaware.  You can always re-incorporate elsewhere, not bound to original state of incorporation.  
B. How to Incorporate

Some companies hire someone to file the papers and complete the procedure.  You call or email them and tell them the name you wish to use and they make sure it’s available.  These people are called incorporators and they do not have to be attys.  They have no liability and no power, they have a limited role to form the business.  They give you a registered agent.  What ever state you do business in you are required to have a registered agent there.  When suing a corp. make sure they are authorized to do business in that state – or can’t avail use of the courts.  Secretary of State signs off on it, they have limited discretion to deny articles of incorporation.  No discretion if all papers are in order.

( Mass requires a special form to initiate filing – articles of incorporation  
( SEE OCT 9th for a copy of the Articles of Organization and what it requires (( president, 

treasurer, clerk, directors, fiscal year, resident agent, adoption of bylaws, $200 filing fee 
MCBA §4.01 – requires what can be in a corporate name – must contain word corp., inc. co. ltd. Or words or abbreviations similar. MCBA §3.01 – must provide  purpose for business.  If you want to change something you can amend later.

	Articles of Incorp.
	Bylaws

	public record
	private

	no more info than required
	easier to change than

	 
	articles of incorporation


· Duration – a corp. has perpetual existence – you can also specify a life time.  If you do not elect another life the corp. will terminate.  
· Minutes – generally prepared by a lawyer ahead of time.  
· Bylaws – MCBA §2.06 any articles of inc are obtainable from any secretary of state .  Bylaws are not public – they are only open to shareholders and the corporation.  They are required to be set forth in bylaws anything that is not illegal or inconsistent with laws or articles of incorporation – nothing is really required to be in there.  

C. The Decline of the Doctrine of Ultra Vires

Back in the day this doctrine was used to get out of some activity that is beyond the scope of business (it wasn’t intended to do this) today it is hard to have something that goes beyond its scope.  MCBA §3.04 – cannot apply ultra Vires any longer, can no longer seek its shelter – may possibly use it in limited circumstances (ASK WHICH ONES)
D. Premature Commencement of Business

1. Promoters – MCBA §1.2
Performs entrprenreual duties – comes up with business idea.  Acts on behalf of newly formed business.  There are also initial directors, the first board is usually quickly replaced by the first real board.  
· Promoter Liability – liability owed to the corp. and others – liability to creditors, high fid duty.  Promoter cannot make an additional profit.  Liable for transactions entered into at this point – essentially the promoter is on the hook

	Preinc. Period
	 
	Ltd Liability begins

	once a corp. is formed, 
	
	Corp has been formed

	the promoter becomes
	
	Question is to what extent 

	 an officer
	
	the court will allow the shield

	Liability for transactions
	
	 

	on behalf of the corp. to 
	
	 

	be formed
	
	 

	It's clear that the corp.
	
	at least one party (usually 3rd)

	has not been formed (to
	
	thinks corp. has been formed

	promoter and 3rd party)
	
	and perhaps (promoter or inc)

	to both parties - 
	
	knows it hasn't  - there is a fight

	Promoter Cases
	
	about whether the line has been 

	 
	
	drawn

	Idea
	Incorporation
	defective incorp.

	 
	Sec. 2.03
	 





**even after inc. there may still be a chance that the promoter will be liable 

depending on how things are signed, the signing may expose personal liability – See hand out on problem signatures – two pages before Oct 11

2. Defective Incorporation – corp. has not been formed yet to what extent are the s/holders liable (cuz the shield has not been formed yet)
· Robertson v. Levy, 1964 – MBCA Provisions
P wants to get the rest of his pmts from the corp. (but the corp. didn’t exist at the time the paper was signed)  Levy was not protected by the corp. form cuz at the time of the note (Robertson lent him $$) – no corp. was formed and levy was liable.  It did not matter that Levy knew there wasn’t a corp., courts used de facto and estoppel as a defense.  §56 of the MCBA provides that the corp. comes into existence when the certificate has actually been issued §2.03 not a corp. until you file, §2.04 it’s not clear whether joint or several liability apply
SEE HANDOUT
· De Jure – results when there has been compliance with the mandatory conditions precedent to formation as opposed to merely directive conditions.  It is not subject to direct or collateral attack

· De Facto – a defective inc with the following requisites:  i) a valid law under which such a corp. can be lawfully organized; ii) an attempt to organize there under; iii) actual user of the corporate franchise; and in some jurisdictions iv) good faith in claiming to be a corporation
· Corporation by Estoppel – generated by reliance interest of a third party
E. Corp Formation

Doctrines (BE ABLE TO DISTINGUISH BETWEEN THEM)
1. Promoter Transactions

2. defective incorp transactions

3. piercing the corp. veil

· How v. Boss, 1963 – Formation of Corp.
Contract was breached and How was not paid in full.  General rule for promoters:  promoters will be personally liable for contracts entered into to form a corp. unless the other person (How here) agrees to look to someone else.  
All of the cases discussed in corp. formation were a result of bad lawyering and clients not cooperating.  Lawyers must pay close attention to formalities i.e. inc at soonest moment and make it clear to your client why you are recommending it (  to get the shield of liability as quickly as possible.  
VI.
Disregard of the Corporate Entity

A. The Common Law Doctrine of Piercing the Corporate Veil

Investor’s liability will be shielded and can only lose what they invested in the corp.  The issue of ltd liability for silent investors is good for market cuz if no liability would not want to invest.  Guidelines:  no case where a shareholder of publicly held corp. is held liable (IS THIS TRUE)  Never happens, sometimes happens to closely held corps.  

· DeWitt Truck v. W. Flemming Fruit Co., 1976 – Fraud Not Necessary (often present, but not required)
A creditor (P) brought an action to impose individual liability on the president of the debtor corporation, Dewitt Truck.  There was a complete disregard of corp. formalities in the operation of DeWitt, they were also undercapitalized.  The president states to the Fruit Co that he would take care of payments if the corp. failed to do so.  THE LOWER COURT PIERCED THE CORP VEIL and the president appealed.  (  Affirmed, In applying instrumentality (corp. is under complete control of s/holders used as a tool of instrument)  or alter ego doctrine, courts are concerned with reality and not form, with how the corp. operated and the individual d. relationship to that operation.  Piercing is articulated by having an instrumentality and alter ego and other factors if that yields to an unjust sitch court may pierce the instrument or alter ego represents one person that has subst’l ownership and these factors show whether there is an alter ego.  

( factors to be considered in applying the instrumentality doctrine are whether the 

corporation was grossly undercapitalized (company doesn’t have enough $$ to run the company, the $$  is supposed to come from s/holders.  for the purpose of the corporate undertaking, the failure to serve corp. formalities (no meetings, minutes, bylaws), nonpayment of dividends (also shows undercapitalization), insolvency of the debtor corp. at the time – not enough $$ to pay debts), siphoning of funds, absence of corp. records, and that the corp. is merely a façade for the operations of the dominant stockholders.  

·  The mere fact that all or almost all of the corp. stock is owned by one individual or a few individuals will NOT afford sufficient grounds for disregarding corporateness.

· The conclusion to disregard corp. entity many NOT rest on a single factor

· Finding that the corp. entity should be pierced in an action on a debt wherein the creditor sought to impose individual liability on the president of the corp. was not erroneous under these facts

· Bartle v. Home Owners Assoc, 1955 – Parent Not Responsible
Homeowner mainly made up of veterans to build low cost housing for its members.  It formed another corp. to build the 26 homes.  Costs turned out to be higher and creditors took over the corp. and then went bankrupt.  In the absence of fraud, where a parent corp. and its subsidiary do not mingle their affairs together, will the parent be responsible for the contract debt of the subsidiary?? (  NO  the law allows for limited liability, the corp. veil will be pierced only where there is fraudulent use of the subsidiary by the parent or where the parent has committed acts with the subsidiary to its benefit and to the determent of the creditors.  No such acts in this instance.  (  creditors could have investigates the financial standing before extending credit.  PARENT /SUBSIDIARY RELATIONSHIP TREATED AS A CLOSELY HELD CORPCUZ THERE IS ONLY ONE S/HOLDER ( THE PARENT) AND CAN BE PIERCED
· pierce more readily in parent/subsidiary relationship cuz another corp. is taking the rap – not a person.  
· Courts should distinguish between tort cases and contract cases cuz in contract cases you at least voluntarily enter into a contract with the corp.  This is not true in a tort – no control over dealings/interaction, courts should be more willing but they generally don’t buy into the distinction

· Pepper v. Litton, 1939 – Another Remedy for creditors of a corp.
There is evidence that the salary claim was fraudulent and ,ay be disregarded.  Directors and s/holders are fiduciaries to their corporation.  Their dealing are subject to strict scrutiny they have the burden of justifying their dealings as good faith.  The salary claim was not equitable in relationship to the corp. creditors
B. Should Piercing Doctrine be Abolished

Baatz v. Arrow Bar, 1990 - 
D, shareholders, had personal obligations on corporate contracts, but that is common practice with small corps.  D argues undercapitalization, lack of corp. formalities, court says it doesn’t mean they were trying to defraud anyone – no relation b/t using inc. and a car accident.  Test on where corp. veil should be pierced in South Dakota – no, D prevails
Factors that total substantial or injustice consequences

1. fraudulent representation

2. under capitalization

3. failure to observe formalities
4. absence of corporate records

5. payment by the corp. of individual obligations

6. use of corp. to promote fraud, injustices or illegalities

Boundaries:  Fraud is not necessary, ciphering of funds that leave a corp. undercapitalized, weighing fairness against efficiency, 
C. Reverse Piercing

Very rare – many states reject the doctrine – instead of third party piercing, it is the shareholder asking to disregard the corp. entity

· Cargill Inc. v. Hedge, 1985 
Creditors want to foreclose on a farm but the homestead act protects your home against creditors – that was what was argued here – But the home was owned by a corp. so the court knocks down the corp. was and said that they didn’t follow formalities so they were going to treat it not as a corp. but as a home

D.  Tort Liability
· Walkovsky v. Carlton, 1966 – Undercapitalization in Enterprise
P. was injured in an accident with a cab, P sued the cab driver, the corporation, and Carlton (D) who owns the corp. and nine others, each having two cabs with the minimum $10k liability insurance required.  The complaint alleged that the corp. was a single entity and constituted fraud on the public.  Not a parent subsid. cuz Carlton is not a corp.  (Corps would be related through a single parent and can aggregate all assets of enterprise and pool them to pay off a claimant,  Does P complaint state a sufficient c/a for piercing the corp. veil?  NO – there is nothing wrong with one corporation being part of a larger corporate enterprise.  The issue would be whether the business is really carried on in a personal capacity rather than for corporate purposes.  
( Enterprise theory of liability – (not piercing cuz we are going after a separate corp.) a separate doctrine to satisfy liability must prove there is common ownership then common things (that are shared i.e. cabs, garage, people)

· Radaszewski v. Telecom Corp, 1992 – Liability Ins. As a Basis For Adequate Capitalization
P suffered serious injuries in a car accident with a truck driven by an employee of Contrux a common carrier, P brought a trot claim for damages against Contrux  and Telecom.  Contrux was a wholly owned subsidiary of D, which was not inc. in Missouri.  District Ct held that it did not have jurisdiction. (  Is a subsidiary corp. undercapitalized for purposes of piercing the corp. veil, NO, no jurisdiction, the corp. veil of Contrux may not be pierced to hold D liable.  A person injured by the conduct of one of the corps can look to the assets of the employee or of the employer.  Shareholders are not liable.  
(  EXCEPTION – must show three things in a tort case to pierce:

1. control beyond stock control

2. control must be used D to commit fraud or wrong of some kind
3. the control and breach of duty must proximately cause the injury to the p.




Internal Affairs Doctrine – 




Use the state of inc law, what extent does the ins pay, does undercapitalizing 




of the corp. matter

The creation of undercapitalization a subsidiary it implies that the parents  were reckless or unable to pay bills .  But it is not the corps fault the ins co went under or they would have had sufficient assets.  

· Fletcher, Corp Parent & Subsidiary

Piercing is more likely to apply in a closely help corp.  parents are more likely to be subject to piercing than are individual shareholders.  Kodak had a cash management system, the $$ from the subsidiary go to a central bank account cuz the parent is controlling the p wants to pierce court says no it is not enough to control its standard operations of a central management system not enough to create control (Del law protects parent corp.)

· division – business activity within corp. – not a separate entity (not in this case)

· subsidiary – separate legal entity shareholders are only on the hook if certain factors are present.  




People don’t just set up sub. For liabilities, sometimes for location
VIII.
Management & Control of Corporation
Shareholders can vote on mergers, dissolution, and liquidation.  Directors have all the power and duty to manage business day to day and authority.  The board meets quarterly to vote on policies.  Little direct representation by shareholders in Board (different in Small v. Large Companies).  Board delegates power to its officers
B. Traditional Roles of Shareholders & Directors

§8.01 – Requirements for Board – 
A. must have a board of director

B. all corp. power must be under the authority of board (the power can be delegated to the officers) unless §7.32 deals around that. 

§7.20 – Shareholders

they can vote for directors (but not on decisions or policy or management).  The only voting power they have is to elect directors §§8.03, 8.04

EXCEPTION – merges, sale of substantially all assets, and dissolution often require shareholder approval

· McQuade v. Stoneham, 1934 – Shareholder Agreements when there are minority shareholders
A corp. had 2,500 outstanding shares:  Stoneham had 1,306, McQuade 70, and McGraw 70.  They agreed to use their best efforts to elect themselves directors and officers, to take salaries and perpetuate themselves as officers.  Stoneham appointed the other four directors.  Three years later Stoneham and McGraw refused to vote allowing the other four directors to out vote P. 
Shareholders may not agree to control the directors in the exercise of their independent judgment.  It is ok to agree to elect shareholders they just cannot decide to keep officers and salaries cuz of public policy ( it cuffs the board from running the business and effects performance of corporation.  They may combine to elect directors, but they must let the directors manage the business, which includes the election of officers.  

(  court was concerned about the minority shareholders; 

· Clark v. Dodge – Limits on Shareholders Powers
Generally business is managed by the board of directors, but there are agreements to limit their power.  Where sole shareholder no objection to enforcing an agreement to vote for certain people as officers ( these are minor controls – CAN ONE SHAREHOLDER HOLD ALL OF THE CONTROL??  
( Courts can agree to restrict SOME of the power of the board of D and some as to how they will act – if minority s/h are involved that will be harmed that is a problem

· Galler v. Galler, 1964 – Special Recognition of the Closely Held Corp

Courts have allowed close corps to deviate from corp. norms in order to give business effect to the intentions of the parties.  Here substantially all of the shareholders of the corp. entered the agreement.  The agreement did not injure creditors, other shareholders, or the public.  The duration of the agreement is until the death of the p.  This period is not too long.  The purpose of the agreement (maintenance of the widow, name of bros and sis as directors ok cuz it is a close corp.) is proper.  The provision for a dividend is valid since a base surplus is required to be maintained
C. Shareholder Voting & Shareholders’ Agreement

Large Corps
· Notice of Annual Shareholders meeting (often waived in small corps)

· Proxy statement (must contain certain info)– assign your right to vote to someone else

· Board of Directors generally meet quarterly – breaks down into subcommittees 

· Each shareholder casts one vote per share of stock for each opening
· Cumulative voting A has 90 votes (18 votes/5 directors) A can concentrate the votes on any one or two candidates – will get at least one elected.  Also B cannot spread his votes enough to get all board in so A is guaranteed at least one. Shareholders do not have a right to cumulative voting unless the articles of inc provide for it §7.28 MBCA

· The default vote is straight voting – each shareholder votes as many shares as they have (A would have 18 B would have 82) all of B’s directors would be elected and A would be frozen out of all decisions or if A and B agreed they could give A a seat on board to get represented – North Carolina statute requires corps without 2000 share holders requires cumulative voting
· Zion v. Kurtz, 1980 – Agreement of All Shareholders
P and D agreed that no business would be transacted without the agreement of P.  D, the controlling shareholder, had the corp. enter into two transactions without P. approval.  P brought suit to cancel the two transactions.  D won in the trial court and P appeals ( Under Del law, may all the shareholders of a general corp. agree that no action will be taken without the consent of the minority shareholder – YES ( Del Law provides that a corp. is to be governed by its board of directors, except where all shareholders agree and a provision is put in the articles of inc that the shareholders may govern the corp.  Here the corp. was not formed as a close corp. and no provision was put in the articles.  But the parties did agree in writing, no third parties are adversely affected by the agreement, and there is a provision that D would take the necessary steps to implement the agreement, which D failed to do (i.e. get provision put in the articles)§351, 354
Although the corp. didn’t make electing out procedure or include in the articles of inc. their agreement was valid.  
· Donahue v. Rod Electric, 1975 – Offer to All Shareholders
Harry Rodd joined a company and later gained control of it, giving his name.  Gradually he transferred his shares to his sons, he retired in 1970.  The board authorized the Co to buy some of Harry’s remaining shares.  When the transactions are complete, the Rodd children owned 75% and a former employee’s widow owned 25%.  P sued the board and  D to rescind the corp. purchase, charging the breach of fiduciary duty to the minority shareholder.  YES, fiduciary duty was violated.  Freeze outs by majority shareholders controlling close corps (majority withholds dividends or other corporate benefits from minority shareholder, forcing her to sell at an inadequate price is illegal.  
In a close corp., shareholders owe each other the same fiduciary duty that partners do (MEINHARD STANDARD). This is a higher standard than shareholders and directors in regular corps owe the corp. in discharge of their duties

To fulfill the duty – when the controlling majority of a close corp. causes the corp. to purchase some of its shares from the controlling majority, it must offer this same opportunity to the minority to sell a pro rata portion of its shares at an identical price – this is only fair cuz there is no other market for the shares
· Ringling v. Ringley, 1947 – Voting Agreements
In a voting agreement, shareholders exchange promises to vote their shares in some specific way, or as some part of the group shall direct.  In the absence of fraud or illegal motive, such agreements are generally held to be enforceable

Facts:  P and D had a 10 year voting agreement that they would act jointly in exercising their voting rights  and if they could not agree an arbitrator would decide for them.  This agreement does not provide that on violation either party could vote the shares of the other, or that the arbitrator could vote them.  It provided that in case of disagreement the arbitrator would make a decision to how the votes should be made.  Where one party refuses to vote in accord with the arbitrator, it simply means that these votes should not be counted.  Thus, the six persons elected directors by the other voters will hold office.  Courts are split on this decision – some indicated that a vote cannot be spilt from its shares.  
D. Deadlocks

Problem of close corps  - lack of exit, difficulty of exiting a corp.  no progress, there is a tie that results in inaction
When:  can arise from shareholder’s voting, each candidate has the same number of votes and it is a tie, so the existing board remains in office 

How:  even number of shareholders or absent voter.  Even cumulative voting 

To avoid deadlocks use high quorums to give minority shareholders more of a say

Solution for deadlocks:  arbitration or agreements ahead of time, buy sell agreement

· Gearing v. Kelley, 1962 – Deadlock on the Board of a Close Corp
Can one of the parties force a deadlock.  Meechum stayed away from meeting to prevent quorum.  By staying home they wanted to stop the vote and it would not be a valid election.  Court decided to let Hemphill in cuz Meechum failed to attend meeting –so she cannot now complain about something she created ( estopped cuz they haven’t behaved well, so denied from raising lack of quorum.  Dissent wants to authorize a new election.  Directors owe a fiduciary duty to the corp., the court is forcing Gearing into a minority position
§8.10 – Vacancy on Board

if fewer than quorum left off then a vote of majority of directors remaining in office
· In Re Radom, 1954 – Dissolution; Judicial Discretion 
Each state provides for its own dissolution procedures.  Brother wants to dissolve the corp. cuz him and his sister were not getting along.  She wouldn’t sign his paychecks.  His Alternatives – cannot dissolve, not a ptrshp can’t compete, he could buy AnnA out if he gives a reasonable offer.  No dissolution, state has discretion; court will usually grant if the corp. purpose cannot be achieved, effective mgmt is impossible, and dissolution will be beneficial to the shareholders
( Shareholder Derivative Suite – when the directors owe a fiduciary duty to corp. and breach that duty, the corp. is the one with the problem and brings an action.  But the corp. is an inanimate object so the sholders and directors must bring the suit (essentially sue themselves)
· §106 no absolute right to dissolution it is discretionary the order is granted when the competing interests are so discordant as to prevent efficient management.  

Dissolution of Close Corps

Treated much like a partnership (See Collins v. Lewis) but it is much harder to dissolve a corp.

§14.01 Disol by incorporators or initial directors – must be made at the beginning of the corps life (limited circumstances-uncommon)

§14.02 Standard Procedures for disol by the corp. – Board may propose disol for submission shareholders.  Then they vote, then they approve articles of dissolution

· not only can shareholders and directors move to dissolve But a secretary of state can commence dissolution i.e. not paying taxes, no yearly report, no registered agent

§14.20

§14.30 Grounds for Judicial Dissolution – when a corp. cannot decide whether to dissolve courts have discretion they have a fair amount of discretion

§14.32 Receivership or Custodianship – Rec or Cus actually take control of corp.

§14.34 election under stat to have buyout in lieu of dissolution
E. Modern Remedies for Oppression
· Davis v. Sheerin, 1988 – Oppression of the Minority Shareholder
Oppression – where one faction is oppressing (usually majority) taking advantage of minority in an unfair way i.e.:  minority has no say at all, not getting dividends, cannot sell  Squeeze Out – forced to sell at a low price
-Parties usually do not enter into BUY-SELL AGGREEMENTS cuz when people start a business they are wildly optimistic and do not want to think about buyouts – lawyers should tell clients it costs more to deal with this kind of disagreement later.  It is better to arrange for a pre-contractual deal and be in control

(  
Oppressive Behavior  - conspiring to deprive ownership of stock, fraud illegality, mismanagement, burdensome, harsh, and wrongful conduct – if you are treating minority unfairly 

what if they both want to buy out, the one moving for dissolution gets bought out.  The benefit of a judicially ordered buy out is that the minority shareholder gets bought out at a fair price.

(
trial court ordered Davis to buy out (party that is oppressed gets bought out) Sheerin – Davis appealed cuz Texas does not explicitly provide for a buy out they look to other states.  Some have involuntary liquidation which is more extreme than a buy out

F. Action by Directors & Officers
· Derivative Shareholders Actions – group of shareholders that bring an action that sue the managers –  damages go to the corp.
1. Direct Harm

2. Indirect Harm

· How to regulate a corp. takeover –  (may be friendly or hostile) Equity based compensations stock options – turn director into shareholder. Therefore it’s shareholders interest
· Efficient capital market – the market takes into account all public interest the prices on NYSE have taken into account all the info that is public – it is public knowledge mgrs aren’t doing a good job

· Institutional investors – have not had an effect on the market but have become more active in some of the social issues. They have the power to act collectively with other institutions an become really powerful

IX.
Control & Management in the PUBLICLY HELD Corporation
A. “Social Responsibility or the Lack Thereof

Agent of Capital
Agent of Society

1.  corp. is private prop of s
almost always for larger corps

2.  managers are agents of owners
corp. is not the private prop of s

3.  mgrs have a duty to protect prop
it is a separate entity of the state primary purpose 

4.  duty to promote economic interest 
not to enrich s

     of s by maximizing profit
created for the good of society

5.  Dodge v. Ford – this is what


Other constituency (employees, community, suppliers, environment) statutes may be taken into account but it is not required

B. Shareholders

In large corps – usually hold less than 1% of shares
Close corps – very involved on board

Passive and have nothing to do with the mgmt of corp. there is a clear distinction between ownership and control

They are independent and do not owe each other a fiduciary duty – But in closely held corps they are more like partnerships and a duty is owed by a majority s/h to minority s/h – cannot oppress them

It is hard to challenge a decision by officers or directors

C. Directors – owe a duty to corp. 
Generally not involved in day to day operations cuz they have day jobs to perform.  Generally act as a rubber stamp for officers.  They make decisions on granting dividends and cashing officers
( NOT protected by the BJR


D.  Officers – owe a duty to corp.
· Lee v. Jenkins, 1959 – Apparent Authority
Where a third party is bound to a third party through the corp. – doesn’t create authority but if the 3rd party believes the manifestation

Facts:  Lee was a business mgr of crane D purchased the company and wanted to keep Lee as the manager.  Jenkens told Lee that he promised to continue the pension started by crane.  




(  
When someone is the president he has the authority to bind the 




company by acts arising in the usual course of business (hiring 



and firing) but not for contract of extraordinary nature.






(
§8.01b all the power sits with the board of directors.  If there is 






any dispute as to authority look to the highest source the board – 






if you have any questions always go higher or it may result in an 






apparent authority case
· Black v. Harrison Homes, 1909 – Express Authority
Need specific authority to transfer land statutes require that you have corp. officers and their power comes from bylaws etc… through the board of directors

( absent bylaws or resolution of the board a president may not bind 





     a corp. to a contract – pres has no power to buy, sell, or contract for 

  



     the corp. nor to control its property, funds, or management




( courts do allow some informality, see note 3 p573.

· In the Matter of Drive-In Development
The corp. is estopped from denying authority cuz the actions of the officers.  The officers appeared to be acting within their scope of authority

D officer had no actual, express authority.  But it is the secretary’s duty in the corp. to keep the corp. records and once P rec’d a copy of the certification of the boards resolutions it was reasonable to assume D officers had the authority to enter into the guarantee agreement.  
E.  Proxy Regulation

When shareholders are upset they can collect a proxy or sell their stock – if enough people sell – it may affect the price of the corp., it sends a message to the market that the officers are doing a bad job
·  solicitation of vote of shareholders so management can vote on behalf of 


shareholders – regulated at the fed’l level (fid duty owed by manager to corp.)


F.  Dividends

· Dodge v. Ford, 1919 – Distribution of Dividends (check or stock)
Court say is it ok not to grant dividends to improve the plant or to create a smelting plant.  But they cannot withhold dividends cuz shareholders made too much $$ that is improper purpose

Closely held corps generally don’t pay dividends cuz the $$ is kept in the corp. to be reinvested and also cuz of the double tax.  Shareholders get their $$ through salaries or compensation

Large Corps have scheduled dividends that are granted by the board.  The payments of dividends helps support the stock.  




(  decision to pay dividends is left to the board of directors
X.
Duty of Care & Business Judgment Rule
A. MBCA §8.30 formulation of duty of care
B. Duty of Care – State law – due diligence; care within which corp. decisions are made – more procedural or processed based
· Litwin – Duty of Care Owed by Bank Directors - BJR
Duty of care is higher for bank directors than for other companies since they are affected with the public interest.  Bankers owe the duty of reasonable and prudent bankers.  Irrational Purpose
· Van Gorkam – Informed Judgment in Merger Proposals (the law)
Gross negligence standard, most important decision, deals with the life of the corp. – something more than neg – not just illegality or fraud.  Merger is under legal challenge – business judgment rule presumes that directors act on an informed basis in good faith and in an honest belief that their actions are for the good of the company.  P must rebut this presumption.  Were the shareholders paid a fair price when the stock was sold for the merger??  NO – the vote was not based on full information, no evidence of what the outside lawyer said, shareholding voters acceptance does not meant hat that it was not based on full information

(  BJR was hard to overcome before Van Gorkam.  Some corp. action is tested under BJR sometimes it is inaction which is harder to test
· Schlensky
Highest burden – fraud, illegality, conflict of interest p.756 – minority shareholder who wanted the field lit at night cuz they were losing money
Courts will not step in and interfere with honest business judgment of directors unless there is a showing of fraud, illegality, or conflict or interest.  Derivative suit against directors for negligence and mismanagement. 
C. Business Judgment Rule 

Operates as a presumption – sets a rebutable presumption that the duty of care has been met – 
cases look to circumstances, illegality, bad faith, gross neg, 
-
the BJR goes away when there is a conflict of interest can’t use BJR

- 
the shareholders bringing the action bear the burden of proof for rebutting presumption
XI.
Duty of Loyalty
Higher standard than duty of care – fairness, have the fiduciaries treated the corp. fairly; subduty – compensation, corp. opportunity, self duty CONFLICT OF INTEREST and lose BJR cuz it goes to the higher standard of loyalty.
Look at overall fairness of action ( is corp. being treated fairly by its fiduciaries??
( Tests

1. Statutory Safe Harbor – Marciano Case

2.     Intrinsic Fairness – high level of objective fairness
A. Self Dealing

A loan to a company by someone on both sides loaner/loanee.  The problem with self dealing is potential for split loyalty cuz they might manipulate the transaction for their own best interest can also work the other way and help out the business.  That is why it is a voidable rule that would prevent insiders from helping the corp. out
Under common-law once voidable either party could void the transaction – too broad not all self dealing is evil

· Sinclair Oil – 
B. Corporate Opportunity – can’t serve two interests at the same time
No direct / indirect transaction between Harris and golf club.  Fiduciary duty comes up with some business opportunity (defined in §5.05b) that should have been presented to the corp. first – breach of loyalty to the golf club.  
· NE Harbor Golf Club
Traditional Test – Line of Business Test

Includes an element of financial capacity, can’t take opportunity if it is within their line of business it is tough to determine what the line of business is

Fairness test – is it fair and equitable for fiduciary to take this opp 

Miller Two Step – 1) is the opp within the line of business and 2) is taking the opp fair combines weaknesses of both tests

XII.
Other Duties - Fed’l regulation


1933 Securities Act – initial issuance registration of securities

1934 Securities Exchange Act – secondary trading – trading after issuance of securities 

and private secondary trading as well – goes after whether an appropriate exposure was 

made or whether there has been fraud or misstatement in exchange
-to go public must file registration statement – it’s expensive EXEMPTIONS apply to close 

corps
A. Inside Information

B.  Securities Registration

XIII.
Public Issuance of Shares

XIV.
Transactions in Shares

Can have at least one class of common shares (under Articles of Organization):
1. Preferred shareholders get paid first and that figure is capped.  Preferred s/holders do not get a right to vote

2. Common shareholders have the right to dividends and liquidation after preferred s/holders
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