BUSINESS ASSOCIATIONS—Carson, Spring 2000

Introduction

A. Forms of Business

B. Statute based

1. UPA, ULPA, ULLA, Model Business Corporations Act (TX very similar) 

2. Restatement of Agency

· Acts of agent w/in scope of agency are responsibility of principle

· §2 Master/servant; independent contractor

A and B Hypothetical (A ( $; B ( time effort; A wants veto power and no more contribution)

A. Can be principle [co-ownership] AND agent [for AB]

B. Partnership

1. All are agents of partnership (UPA § 6, 7(3), 202, 301)

2. All can create liability § 13-15, 306

C. Presumption of partnership 

1. no overt act required (consequence—unlimited liability)

2. easy to enter into

3. general agency principles (A can’t limit losses under this)

4. other incorporated forms are entities of the state (has specific privileges but must follow specific rules)

D. Liability

1. Several liability—P chooses D to pursue (UPA—all liability is several b/c joint is impediment to large interstate partnership)

E. Limited Partnership

1. ULPA §101(7), 202

2. §1001—must file (lots of lawfirms)

3. 1+ general and 1+ limited

4. allows for:

· reversed traditional unlimited liability

· narrow shield—only for prof. malpractice—now more expanded

· lawfirm—if commit act then not shielded

5. Control Issues
1. Too much = general partner (?)

2. Revised

· §7 old but resulted in lots of suits against Limited Partner—didn’t protect

· §303 safe harbor provision

· delineates what is okay so no confusion

· not exhaustive list

· §303(a) reasonable reliance (A must act appropriately or announce that is LP)

F. Corporation

1. §2.02-2.03 Entity of the state

2. §6.22 Liability (limited for shareholders)

3. ALWAYS liable for price of shares held

4. Piercing the Corporate veil—no statutory provisions (designed to prevent unfairness)

5. Advantage

· no principle says control = liability

· D in lawsuit is corporation, not individual (entity in the eyes of the law)

· Tortfeasor may still be individually sued (respondeat superior—no defense if agent is liable)

· One can wear multiple hates w/o destroying limited liability

6. Disadvantages

· Easier to get lost in big corporations 

· §8.01, 7.32

· Interpersonal relationships are important, especially control of associates

7. Closely held corp.—may still get to individual

G. Limited Liability Corporation

1. Not adopted by many

2. Not a corporation

3. Tax code

4. Member managed—designated in articles (§203, 202)

5. Formal organization needed

PARTNERSHIPS

· No written agreement necessary

· Advisable

· §31(4)--applies unless agreement

· Dissolution—partnership ends, sell assets

· Winding up—completes outstanding business; assets must be sold and can’t be interfered with

· One partner can’t keep, must sell to settle partnership 

· Termination—after all else is done

· Problems usually occur in subsequent generations of partners

      Profits and Losses

· § 18a, 401a—default rules (agreement supercedes)

· profit sharing, etc is all subject to an agreemtn

· §103, 401b

· For liability—can bind eachother BUT can’t bind third parties unless specifically agree (otherwise not affected by agreement between partners)

· May indemnify

· Agreements not binding on 3rd parties (especially in liability purposes)

· Large partnerships—otherwise complicated; small—default might be okay

· §9, 10 separation—make concrete and clear to preclude litigation

Sharing of Profits

· §18, 401

· Pro rata by original contribution

· May give fixed salary

· Lawfirm

· Capital contribution doesn’t reflect “value”; physical or actual is important

· Drawing ability; hierarchy

· Now more mobile, different considerations

Liability

· §13-15. 18b. 40d

· Joint or several

· Procedural function—have to sue by name the partnership and partners and then proceed against all or some 

· Indemnification

· May dissolve 

· §307d,c 807b

· NOW have to sue partnership, only pursue individual if partnership is unable to satisfy the liability

           Agency

· No defense if partner is guilty

· W/o more all are responsible for partnership liabilities

· Under corporation—must first sue tortfeasor and then corporation under r.superior

· To get to individual must pierce corporate veil

            2 Tier Partnerships

· 2nd tier—actual partners—usually viewed as employees (no voice and don’t share in profits)

AUTHORITY

Management

· National Biscuit v. Stroud
· §18 Actual v. apparent 

· general agency—law authorizes agency to bind

· TO CHANGE—inform bread company AND restrict actual power of partner

· Must do both!! 

· May have assumption of authority or partnership if don’t

· §9—all persons may bind

· §18e have equal power

· §301, 401j actual authority under code (majority of partners needed to change)

· 2 person—may have to dissolve partnership

· Partners are best able to police and control action; 3rd parties doesn’t have to investigate as would be inefficient

· Burden is placed on partners

· Extinguish authority

· May majority vote

· Or if no majority dissolution unde §31  (must still inform to kill actual AND apparent)

     Smith v. Dixon

· Apparent authority—managing partner—REASONABLE for 3rd party to assume he was so authorized

· Commercial necessity—bind transactions of this nature

· 3rd party not responsible for checking reasonable appearances

· PROTECT

· Negotiation problems (give away position)

· Apparent authority is question of fact—no summary motion available 

Actual v. apparent—appearance of what is allowed by PRINCIPLE
· Agent can not create the authority

· Must be action within scope of employment
· Title may not be important unless otherwise backed up

· All doubts are held against the principle

Types of Authority

· Actual Express Authority—resolution by governing board

· Actual authority—conduct allowed then may have

· Apparent—reasonable reliance on (1) course of conduct view by 3rd party that reasonable assumption is authority; (2) single snapshot—one may be enough if reasonably points to authority

· Partners may agree amongst themselves to almost anything.  3rd parties held are not subject to agreements unless expressly agree.

DUTIES TO EACHOTHER

   Meinhard v. Salmon
· Fiduciary duty

· High duty

· Disclosure, consideration that would not be necessary in arm’s length transactions

· BIG ROLE—agency contingency (prtnr is vulnerable to being bound by others)

· Need to inform; would not have change the deal but would have given him the opportunity

· Included current property—relationship arises from current situation (SAME SUBJECT underlying)

· Ongoing partners = duty (additional fiduciary)

· Contractual relationship—duties are laid out BUT FIDUCIARY DUTY GOVERNS MANAGEMENT WHEN HAVE DOMINION OVER PROPERTY (not confine to agreement, can’t account for every occurrence)

· Only owe duty in scope of relationship

· Fiduciary bound not to take advantage of the relationship

· FAIRNESS IS THE CONCERN

· Not allowed to preserve own interest at the expense of those to whom owe FD

· Property and dependency on property establish FD

· May limit duty to disclose, etc in original agreement (may not destroy all—public policy)

· May allow bargain away some (may not bargain away unknown or unforeseeable)

DISSOLUTION

· Partnership property belongs to the partnership

· Original entity for these purposes; can’t belong to individual

· Can’t be attached to individual in lawsuit (may only get to distributions of the partnership—individual DOES NOT own the property)

· §31, 32 dissolution causes

· NOTICE—as soon as advise others of dissolution then off the hook

· Must finish outstanding business (truck returning to office example)

· Collins v. Lewis
· Will of any partner, at any time in contravention of agreement (can’t breach K though—wrongful dissolution)

· §32e—does not come into play early on b/c most businesses have initial losses

· Courts may step in—may use discretion or make fact decisions

· Adams v. Jarvis
· Withdrawal of partner = dissolution (generally accepted principle)

· Subject to agreement for continuation

· USUALLY loss of business w/o agreement (time lag while get ready to reopen)

· Provide for profit allocation for w/drawing partner

· Meehan v. Shaughnessy (lawfirm case)

· §31(1)

· At will by any partner subject to an agreement

· Agreement: indefinitely = at will

· May waive notice requirement 

· May leave firm and take clients (client’s choice of lawyer absolute)

· Still have FD

· May not lie to partners about status

· Prejudicial letters to clients

· Must conduct self in certain way; not take unfair advantage

· Most jurisdictions—fiduciaries must disclose vital information (volunteer basis)

· Cases—will of the client is absolute (may have to pay to take with though)

· Formula to decide “cost” of cases

· Avoid problems by informing partnership of new plans and giving opportunity to contact client

· Associates—owe duty to “master” as employee

· Noncompete agreements

· Not violative of law unless too restrictive

· Some jurisdictions—invalid per se for L

· Gerlder Medical Group v. Webber (forced out and non-compete agreement)

· To avoid dissolution battles and repercussions may give expel option in agreement (w or w/o cause but not for bad cause which is a breach of FD)

· Agreement avoids lots of expense

· Noncompete agreement must be reasonable in time (usually 5 years) and distance (50-100 miles)

· L client choice so can’t do

· Medicine—can’t w/hold critical care

· Pushing limits more and more w/technology, etc shrinking the world

· 1994—dissassociations w/o winding up (allows for continuance of business)

· 2 tier partnership

· 2nd tier partners are employees under most regulations 

· 2nd—fixed salary and control is outside scope

· control and profit sharing indicative of partner (2nd tier doesn’t do)

INADVERTANT PARTNERSHIPS

· May develop despite intentions

· May be held to same standards and liabilities if conduct self in manner that suggests partnership and 3rd parties rely on it

· Martin v. Peyton
· Bring in “deep pockets” b/c partnership can’t pay

· Their form or explanation of relationship is not dispositive, look at actions

· §7, §6(1)—rules for determining partnership

· sharing of profits—evidence but here limited to repayment of loan (doesn’t count)

· control—limited to veto power (negative covenants are common in loans)

· Courts not overly extend liability b/c don’t wish to discourage borrowing money for commerce (P could always demand personal guarantee to protect self)

· Control issue

· Individual actions MUST EQUAL CLAIMED RELATIONSHIP

· Smith v. Kelly
· Estoppel if held out and 3rd party relied on

· If D knows not partner then can’t claim partner rights

· If reliance by 3rd party then may be sued as partner 

· Must allow self to be held out

· Young v. Jones
· No evidence that P extended credit to “partnership”

· No reliance or representation of many offices

UNINCORPORATED FORMS OF BUSINESS
LIMITED PARTNERSHIP

· Limited liability for limited partner (combine passive investor with active investors)

· No double taxation b/c partnership is not separate taxable entity

· Continental Waste Systems
· §7—can’t take control and remain limited

· §11—must ask if acted as limited partner (renounce immediately if deficiencies in filing §304)

· form entity first then explore viability—easy to end or change BUT MUST MAKE SURE HAVE FILING REQUIREMENTS, ETC MET TO ACT AS CERTAIN ENTITY

· §303—exercise control AND detrimental reliance for destruction of limited liability

· §404 can have corporate general partner and directors etc as limited partners w/o screwing up control issues

· In Re: USACAFES
· Directors of general partner have FD to limited partnership to which corporation is limited partner

· Control of property for the benefit of others—defines FD

· Analogy to trust relationship—can’t have clear preference for own benefit

· HEAVY DEPENDENCE by general partner on passive limited partner for $

· Economic system encourages passive investment

LIMITED LIABILITY COMPANY  (for liability and representation purposes—more like corporation;  look to underlying policy behind regulation that is being articulated)

· New type of business

· Not corporation or separate taxable entity

· FLEXABILTY AND TAX BENEFITS (no double taxation)

· Alternative to sole proprietorship

· Member managed or manager managed

· Must elect

· If member managed = partnership agency requirements

· Hierarchy if manager managed = no general agency provision

· Poore v. Fox Hollow Enterprises
· Corporation must be represented in court by L (people don’t have to; Constitutional right to rep. Self)

· Is LLC more corporation or partnership?

· Creature of K then must have representation 

· This case = closer to separate and distinct entity then aggregate of individuals

· Limited case law; statutory framework  (has characteristics of both corporation and partnership)

· Meyer v. OK Alcoholic Beverage Commission (only individuals may hold liquor license—liability purpose)

· Ease of enforcement—only grant to individual

· No immunization of equity holders

· LLC is separate and distinct entity and not eligible for license

· Regulations beginning to deal with LLC

TAX CONSIDERATIONS

***WHEN FORMING COMPANY ASK 2 QUESTIONS

(1) LIABILITY

(2) TAX CONSIDERATIONS

· Look to avoid double taxation 

· Closely held—only option was LLP

· Now S corp if elect and meet certain guidelines 

· WHY—encourage entrepreneurship (avoid tax and use losses to set of individual taxable income)

· Pre 1970—Zeroing out approach—doesn’t work anymore b/c too many assets can’t get down to zero

· Check the box taxation

· Not as hard to elect out

· Check if you are a corporation (only C corp if incorporated and ineligible or don’t elect S characterization)

· Used to be corp. only if (1) transferred interest and (2) decentralized control

Master Limited Partnerhips

· Decorporation of America (not going to happen)

· Congress intervenes and limits 2xtax avoidance to those who are not publicly traded

· Eliminates threat of MLP by hitting tax considerations

Limited Liability—not as much utility as seems to be

· everyone knows about existence so ask for personal guarantee if concerned

· K’s exist where matter that govern, not limited liability format of company

· Employment—don’t have leverage to demand personal guarantee and owners are not liable personally

· Tort claims—involuntary creditor

· Tortfeasor can’t be protected

· May be irrelevant b/c of insurance

· Can pierce corporate veil if don’t have insurance

PROBLEM #1

CORPORATE LAW

· Development of Corporate law

· 19th century—economic demand for large enterprises w/lots of capital

· dispersion of wealth—look to many individuals

· Limited liability and central management

· Encourage passive investment

· Easily transferable

· Function as individual so 3rd parties may operate with that knowledge

· Liggett v. Lee
· Concern—abuses come from big and $

· Accumulation of wealth may be problem

· Accountability

· Corporate law restricted to internal matters; focus on behavior or corporation

· Size

· Used to be illegal to pool resources for profit venture

· Then could pool and split profits but all lands had to be owned by the “crown”  (allow exploration w/o paying for it)

· INCORPORATION = PRIVILEDGE

· Must follow legislative regulation

· To keep from turning legislative job into approving corporations set up any lawful business standard (Delaware first)

Principles

· Only internal affairs so ability of state other then incorporating state to regulate is commerce clause violation

· Laws of state in which are incorporated apply

· BUT if don’t incorporate as foreign corporation in every state do business in then can’t avail self of courts there

· Delaware

· Committee drafts

· Developed case law to interpret statute (have system established to analyze statue)

· State incorporation—encourages competition (not going to have federal any time soon)

· Triton Energy Corp. Proxy Statement
· Can reincorporate to change state which are “incorporated in”

· Change to take advantage of jurisprudence and promanagement philosophy of Delaware

· Large CA corporation—provision that if in CA then CA law will apply (balance test—outweigh commerce clause)

Corporation as a Person

· Separate and distinct entity

· All rights of human except uniquely personal rights

· NEXUS OF K

· K between corporation and state; shareholders

· Economic theory—only K law and market 

· Pure theory important b/c of conservative court
Problem #3 (how to incorporate; where best to incorporate; representation of more then one individual)

Includes

· MBCA v. Delaware
· § 2.01, 2.02a, 3.01

· Ultra vires

· Par value

Ultra Vires

· Kings Hwy
· FALLS OUTSIDE SCOPE/POWER OF CORPORATION

· If not in articles then may act in any lawful business

· Odd b/c landlord trying to break 

· Usually tenant corporation trying to get out

· Originally knew purpose/power so estopped from using

· CT—doctrine is limited; can’t be sword or shield to avoid K

· § 3.04 b1, c  

· Power to act may be challenged by:  shareholder looking to enjoin corporation (allows for collusion if corp. can convince shareholder to front)

· 3rd parties—shareholder has no recourse unless they knew that were beyond power

· Theodora (charity)

· Amount—use congressional amount for taxes (5% of profits); reasonableness in amount (few come close to IRS limit so not usually a problem)

· Pet charity—can be a problem if trying to benefit charity at expense of corporation (test may not be rigorously applied)

· § 3.02(13)—court will allow for literal interpretation and give wide discretion to BOD in choices
PROBLEM #2 (charitable gifts)

Promoters
· Stanley J Howe and Associates (promoter sets up.  Liable?)

· D took steps to avoid liability—not enough

· FUNDAMENTAL VALUE—PERSONS (including that which is a person in the eyes of the law) ARE LAIBLE ON CONTRACTS

· Must preclude liability to avoid it as a promoter

· Must make very, explicitly clear or court will look to find someone liable and if no corporation then will look to promoter

· RULE—promoters will be held liable unless explicitly clear that should not be (all ambiguity is against promoter)

PROBELM #3 (promoter—L sign pre-corporation formation)

· Cranson v. IBM (good faith requirement)

· D relies on corporation, NOT PROMOTER’S personal line of credit

· Must have a good faith effort to incorporate (promoter believed corp. had been formed)

· De facto and estoppel—allow matter to be handled as if corporation had been formed—look to it for satisfaction

PROBELM #3 (forget to file papers, who is liable?)

Disregard of Corporate Entity (When to pierce the corporate veil)

Comes into play when corporation is in existence—have de jure corporation and something goes wrong 

Piercing the Corporate Veil

   - Extrastatutory

   - 6.22—may become liable through own conduct and actions

· Bartle v. Home Owners (subsidiary contractor)

· Voluntary relationship 

· RULE--No fraud, misleading, or illegality (test for piercing the corporate veil)  [narrower then now]

· Straw corporations are okay (characterized by little assets and profit)

· Those dealing w/subsidiary were not deceived

· Sophisticated people involved (knew what to look for so no unfair bargaining power)

· Risk allocated in agreement

· Could have protected self if so wanted at time of K (court hesitant to undo deal if parties bargained for risk allocation)

· Everyone knew that individuals were signing of the corporation

· DeWitt Truck Brokers
· Not tort—need intent (hard to prove and explain to jury)

· Not K—SOF problems (not in writing)

· Here not in contemplation of the parties (actions were not decided as they were carried out)

· De Jure corporation—here not clear that was a corporation (didn’t operate separately, commingled funds, no formalities)  [estoppel]

· Corporation serves as instrumentality

· When disregard?

· Estoppel—owner doesn’t appear to recognize as witnessed by his action so how should client

· PALPABLY UNFAIR USE—will disregard

· Bartle—everyone knew the score

· DeWitt—growers didn’t know what was going to happen (element of deception)

· Get to parent entity of a subsidiary

· Radaszewski
· Tort claim—involuntary creditors

· Key—capitalization and insurance—reasonable ways to guard self; able to make other party whole 

· Didn’t set up recklessly (no control over insurance company’s problems)

· Test to pierce veil

1. Control in multi-corporation enterprises—D must directly control

2. control must be used to create fraud or worng or dishonest or unjust act

3. proximate cause

· Conduct determines what have to prove

· Egregious—court look to #2—usually will find control

· Not egregious then have to prove #1 and 2

· SHAREHOLDER ACT REASONABLY THEN NO PIERCING

· Baatz v. Arrow Bar (drunk served in bar hits person)

· Six Factors (explored to determine injustice)

1. dsf

2. fd

3. s

4. s

5. s

· DISSENT:

· Avoid liability to involuntary K by incorporation takes no steps to protect

· Professor

· Socially irresponsible

· Knew negative externalities (should provide for them)

· Inherent risk—if can’t or won’t provide then shouldn’t be in business

· ENTERPRISE LIABILITY—less concern about piercing the veil to get to larger entity b/c have assets set aside then if have to get at individual and go after college fund, etc.

· My Bread Baking
· Parent may not disavow responsibility for “satellite corporations” and make it hard to get to big corp. ($) then little

· Substance over form—are one company (1) control (2) financial structure (3) fully integrated

· Can’t autonomize individual stores 

· Related corporation—P may argue that never knew who dealing with

· Brother—sister

· Taxi cab case

· Insurance is not dispositive—may still pierce if insufficient

· Enterprise liability—sue larger corp. and ITS individual owners ($$$)—jury not as sympathetic

· Liability principles favor small cab combine?

· Maybe not as can’t amortize over larger number of cabs

· Tort v. K case

· VOLUNTARY V. INVOLUNTARY 

· Empirical Data

· Don’t have lots—only from reported, litigated cases (few)

· Tort—insurance covers fear

· K—personally liable—more too lose

· Closely held (usually issue in these)

· Large corporations can handle large awards financially, no reason to go after shareholders

· Undercapitalization/insurance—provide for liability; no deception so undercap. becomes immaterial

· No insurance and undercapitalized and inherently dangerous—going to find liabiolity 

· No such thing as an accommodation or figurehead director

· ****IF DO pierce veil—still may no find all shareholders liable

· probably only look to active and find where it should fall

· Fletcher v. Atex
· Control issues: P ( evidence that should look to parent corporation (strict enterprise liability)

· Form over substance—have formal separation but in reality real power remains with the parent

· Substantial injustice or wrong committed—courts are going to find control (helps P prove case)

· Regular wrong—must prove control as well as injustice (harder standard)

· Texas—codified “piercing the corporate veil”
· K case—hard to do unless fraud or misrepresentation and then only get to those shareholders involved (almost impossible to get to the passive shareholders)
· Tort cases—no preclusion for inadequate insurance 
· Related Enterprises
· Find liability (don’t allow to draw artificial entity just to avoid liability)
· Unrelated Enterprises
· Rationally separated (different risks associated, etc. makes having separate entities reasonable)
· Reverse Piercing

· Cargill v. Hedge
· Trying to keep homestead exemption
· Public policy—homestead v. veil (point of bankruptcy is too allow them to start over—taking away house makes that difficult)   [legislative choice to protect the homestead]

· Allows people to deny shield to further certain goals and overrides estoppel principle

· No house ( draw on public or nonprofit fisc

· P could protect self—homestead and other exemptions only count for paid for (if demanded mortgage on house then could get to it; same with car, etc that has not been paid for)

· Pepper v. Litton (creditor = debtor and buys assets at sheriff’s sale to protect)

· Subordination Doctrine—court may subordinate claim if injustice occurs

· Fraud is not required—have fiduciary duty between debtor and creditor when bankruptcy comes in

· Absolute Priority Rule—lower levels can’t receive money until person above is made whole (subordinated claims have effect of = $0)

· Insiders are allowed to be creditors IF CAN ESTABLISH BONA FIDENESS of claim

· Court may question the transactions in the year leading up to insolvency

· Insiders may not act to place themselves first (bankruptcy and insolvency has element of fiduciary duty to creditors where only an arm’s length transaction occurred before)

Problem #4—Piercing the Corporate Veil 

Includes: contract and tort claims, loans from individuals to corporation, parent and subsidiary    

relationship, case law and TX statute

 Financial Matters
· Sources of Capital

1. borrow funds from private, banks, credit cards

2. capital contribution from owners

3. capital contribution from outside investors

4. retained earnings

· 6.01b—only real requirement

· one or more classes must have voting rights

· one or more classes that get assets after dissolution

·  After comply with 6.01b then are free to do what wish as per 6.01c 

· May have any type shares that so desire (must be listed in Articles of Incorporation)

          Stock

· Preferred Stock—shares with preferences over common stock

· Not usually have right to vote (although may provide for it should something occur)

· Not unusual to kick in voting right if dividend payments are missed (done in stages)

· Dividend and/or liquidation preferences

· Equity interest

· Dividends are not RIGHTS—BOD still has to decide to declare before any get dividends (Cts hesitant to step up and infringe here, protected interest of BOD)

· Specification on Stock that once dividend is declared then preferred holders get paid first

· BOD MUST DECLARE DIVIDENDS FIRST---don’t have to declare at all though and shareholders get nothing

· Cumulative—must pay all back dividends to preferred before pay any to common

· Arrearages—no declaration, preferred accumulates arrearages that get paid if eventually declare

· Absolute Priority—corporation liquidates and creditors are made completely whole—what is left over goes to preferred and they must be made completely whole before common sees any

· OPTIONS

· Redeemable—at option of corporation (allows to fluctuate with market rates; don’t pay higher if don’t have too)  [requires a premium to be paid for call]

· Conversion—option of stockholder shares are convertible into common stock (usually by set formula and is only done when common shares are greater in value then worth of preferred)   [stockholders pay for conversion by having lower % on face]

· Participating—get face % but if profits are greater then some amount get additional returns

· Protective provisions—sinking fund—set aside $ to retire certain amount each year (done randomly)

· Classes—several types w/different rights associated with each (may waive rights for economic reasons)

       GENERAL STOCK NOTES

· Stockholders are on hook for the amount; creditors and corporation may go after to get value (par value at least plus any extra that have promised to pay)

· Par value—corporation must keep capital equal to par value * outstanding shares

· Originally designed to protect unsecured creditors

· Now corporations just lower par value b/c can sell for more (frees up capital)

· Separate par value from real value    

· MBCA—choose nominal par value (can’t make zero b/c states are hesitant to allow so will set a value if corporation doesn’t)

· Credit

· Corporation similar to person [have assets, resources, past credit history—look at all to assess ability to pay; affects interest rate charged]

· Consideration

· 6.21b  (tangible, intangible, benefit to corp.—cash, property, promissory note, services, promise of services, K for services, securities)

· Old—only allow for tangible

· 6.21 c, d—presumption of correctness on BOD’s part to accept consideration (absent collusion they may accept consideration as final)

· Protects shareholder who may rely on BOD’s judgment

Debt Financing

· Borrow from: bank, individuals

· Issue bonds—debt instrument which are fixed obligations—payments come due and must be made

· Capital structure

· Leverage—don’t have to split profits as would if brought in another shareholder   (creditors don’t share in the profits of the business)

· Favorable when able to earn more on borrowed capital then the cost of borrowing (inflation—pay back with inflated dollars)

· Problem—have to pay even if no profit or even losses

     BONDS
· Securities as defined in Securities Act 1933

· Represent interest of lenders to corporation 

· Consideration—“bearers” get interest on the bonds

· Fixed obligations (have to pay when due, not at discretion of BOD; failure to pay is breach of K)

       SECURED

· Bonds usually secured by real or personal property

· Sinking fund is common (may allow to retire bonds in same manner as preferred stock)

· Secured up to value of securing asset, beyond that become unsecured creditor and put into bunch with rest

        LIQUIDATION

· Absolute priority rule—creditor must be made whole before stockholders get anything

· only secured up to worth of securing asset

· Go after securing property (to the extent:  worth < value excess goes to shareholders; worth > value part still owed becomes unsecured

· Missed interest payments become part of the claim (just as arrearages for preferred are part)

         TAX

· Interest is business expense

· may be deducted as such

     DEBENTURES
· Shorter term bonds and unsecured (goes together as investors not willing to take unsecured with an unforeseeable long term future)

      AS PLANNING DEVICE
· Caution w/debt: subordination of claims, insolvency, tax

· Implied bargain—equity owner’s place their money at risk (value so encourage economically by allowing for deduction of interest)

· equity owner’s may be creditors also but again must put sufficient money at risk (have to have some as “ownership” before can have as debt)

· **May lend to corporation as long as establish bona fideness and place sufficient amount at risk (otherwise risk subordination of claim which usually translates into nothing);  all debt then no owner risk—don’t encourage

· Obre v. Alban Tractor (part lent, part equity)

· No deception—books reflected capital structure and it was reasonable to set up that way)

· HYPO—Obre = $65K for 50% of common stock;  Nelson = $10K for 50% of common stock

· Both entitled to half assets (even if end soon; Nelson MAY not get all 50% but chance)

· IRS—constructive dividend or income depending on which is taxed higher

· Problems: Obre gives up advantages of debt financing (i.e. deductible interest, bottom of list in insolvency)

· Obre = $10K stock $55K debt; Nelson = $10K stock

· Undercapitalized—not sufficient capital but at risk and creditors claim may be subordinated

· adverse tax—interest payments that have been deducted should not have been

       PREEMPTIVE RIGHTS
· Stokes v. Continental Trust
· P has right to maintain proportionate interest in company

· Should have offered him option to buy

· Remedy—get value of increase for shares should have been allowed to buy

· Dissent (right now)

· demanded right at par value, not same amount company was willing to pay

· no indication that would pay greater amount

· only have preemptive right if willing to pay value of stock

Compel Directors to Act
· Gottfried v. Gottfried  (Overturn majority?)
· Must have acted in bad faith, etc.

· Little or no power to overturn majority in a corporation (in partnership, threaten dissolution)

· 50/50 split—court may step in so corp. can function

· Clear majority—court let alone b/c can function as a business  [Majority can run corporation]

· Dodge v. Ford (compel dividends)

· SHAREHOLDERS RARELY WIN when trying to get BOD to act; and almost never when seeking dividends
· BUT Here:

1.  Ford’s testimony—policies are not compelled by best interest of corporation or shareholders; something other then bottom line is controlling   [Gottfried w/holding dividends was in best interest, surplus needed for “rainy day”]

2.  Surpluses where enormous (even allowing for contingencies)

3.  Unarticulated reason—Ford didn’t want to give resources to Dodge (Ct has interest in multiple car manufacturers so not going to allow)

· Case is virtually alone in court declaring specific dividends 

Mandatory Par Value
· 6.40c  (par value not mandatory in MBCA states; still is in TX)

· Can’t pay dividends or redeem shares if would make corp:

· Unable to pay debts as come due

· Liabilities would exceed assets

· Must pass both to declare or redeem

· BOD gets substantial discretion and aren’t required to follow any particular set of standards; just has to be reasonable

· Creditors: protect self by taking secured interest or based on judgment that company will be able to pay debts

· 6.40c provides some protection to creditors (can’t bleed off assets in distribution; prevents corporation for allowing creditors to make independent judgments about financial stability and then changing info by restructuring fraudulently)

· Par Value Note

· Legal capitol = par value * number of shares outstanding

· legal restraint—can’t pay dividend or redeem if assets of corporation would < legal capitol

· can manipulate by issuing at nominal par value

· IF USE THEN “STILL CONTRAINED” BY LEGAL RESTRAINT (but some may be able to opt out)

Independence of Directors v. Shareholders (agreements limiting, etc)

McQuade v. Stoneham  (Public Policy)
· Principle—Directors must be free to act in best interest of corp. and shareholders at all times
· MAY NOT fetter ability to act later in best interest through contract, etc.
· K against this public policy if null
· 8.01b
·  Clark v. Dodge
· Exception to McQuade—may be times when K will stand

· Difference:  all shareholders were party to agreement; clause leaves discretion

· SLIGHT IMPINGEMENT—doesn’t necessarily nullify K

· Long Park v. Trenton
· MUST RETAIN AUTHORITY AND POWER (BOD must keep most or all)

· Independence of BOD is fundamental
· Remove—for cause or vote out at year end (most shareholders wait until year end b/c litigation for removing for cause is long and expensive)

· Long term management (can’t provide for, limits BOD’s discretion on who to hire and when)

· Affront to McQuade—may be null so most contain liquidated damages

· BOD has to maintain independence

· Galler v. Galler
· Shareholders may K—doesn’t violate McQuade b/c only can’t fetter BOD discretion; here does not limit

· LEAVE TO LEGISLATIVE NOTE—replaced with general statutory approach (legislature responds so court hesitant to step outside legislature provisions for the close corporation)

· Agreement:

· Dividends—have discretion but in event of a surplus MUST DO X (limits and forces BOD’s actions)

· Continuation—limits BOD’s discretion to pay out funds

· Duration—Infinite and court concerned with idea that things change; impute implied term for lives or parties involved

Closed v. Public Corporation:

· Public = mandatory provisions of corporate law required for protection of shareholders (encourages investment and protects widely spread, diverse shareholders)

· Closed = Parties involved may carve out agreement so long as tailored in K (allows for bargaining, agreement, may bind rules between close relationships)

· Law recognizes that don’t need as much protection b/c are close enough to bargain, which is not an option for large, multinational corporation

Shareholder’s Agreements

· Some states allow in statute for closed corporations (Delaware, New York, MBCA)

· 7.32, 8.01 MBCA—lose right once become publicly traded (not used usually but most jurisdictions have similar statutory setups and L already used to using so not force to learn/utilize new)

· Dead hand operation—provide for operation in will (court—provisions are not binding; can’t predict future so may not be in best interest so can’t “agree” in will)

· Triggs v. Triggs
· Severable agreement—may take out portion that violates McQuade
· Minority—severable but all is valid

· Dissent—take as whole BUT (no harm no foul, private corporation not strict McQuade)

· Zion v. Kurtz
· NOTE: internal affairs are governed by laws under which are incorporated under (therefore, just b/c state has jurisdiction doesn’t mean has choice of law; if external violation then choice of law is state are in)

· Minority shareholder has veto power (Counter Gottfried where it is easy to run over minority)

· MAY MAKE AGREEMENT IF ELECT UNDER DELAWARE STATUTE  342, 343

· Didn’t elect (?)  Legislature provides formalities to protect third parties THEREFORE:

· If party to agreement probably can not invoke protection

· STANDARD—party to the agreement is estopped from relying on lack of compliance if reasons for formalities is notice, etc.  (party has knowledge by matter of fact that is part of agreement)

McQuade NOW:

Good law (Zion is narrow exception); designed to notify that is closed corporation so those part of agreement know and don’t need protection (estoppel); Slight impingement is okay under Clark; Legislature has taken over for “no harm no foul” law of Galler

PROBLEM #5 (shareholder’s agreement to limit BOD power, includes discussion under different rules, voting requirements, employment K for officers)

VOTING

· Salgo v. Matthews (election inspector)

· Election inspector has discretionary authority not subject to mandamus when acting in official capacity

· May use mandamus against some officers to enforce requirements under bylaws, etc

· Voting particulars
· Right to vote, receive dividends is right of those person whose ownership interest is reflected on corporate books

· Must have some order as change frequently (so “owner” on record date is determinative)

· Parties in interest to ensure their rights are acknowledge

· PROXY—proof that right to vote has been transferred (in writing)

· Up to parties to obtain something reliable for inspector to use in decision about who gets to vote

· Beneficial owner—may be different from record (legal) owner 

· Repository may have legal title but beneficial changes rapidly (allows for anonymity and security) 

· Inspector only has to be concerned with rights of record owner

· 7.24b3—error under corporate law (should accept proxy of receiver)

· Inspector is wrong BUT stand b/c has discretionary power 

· May be subject to reversal at end of meeting if counter to law BUT MUST BE AT END (inspector may change decisions; merge disputes into one proceeding; may settle w/compromise)

· Quorum

· 7.25

· Public held—proxy system is essential

· Too disperse, etc to get everyone in meeting 

· So vote by proxy is vital

PROBLEM #6 (cumulative v. straight voting)

Cumulative v. Straight

· Cumulative allows minority to have a voice (not control but right to be heard)

· Some representation

            Defeat Cumulative Voting; minimize effects
· Humphries v. Winous (example of thwarting statutory cumulative voting)

· Divide elections into different years

· State allows for cumulative and staggering of BOD

· Court not going to choose—Equal Dignity Rule—cross purposes but operation w/o effect on other (so can have both) 

· Court hesitant to pick and choose one over the other (legislative function)

· 7.28—opt in cumulative voting (TX—opt out; thinks is “good thing” and is default)

· MBCA—reality—usually no distinct minority that could have a voice (10-15% controls and holders of 5 shares, etc not going to be effective anywhere); may make more sense in a closely held BUT REAL EFFECT IS IN MEDIUM  (encourage investment b/c may be able to assure some that all will have a voice)

· 8.06—to stagger need at least 9

· 10.20 BOD may amend bylaws to add more BOD

· To allow for classification must amend bylaws (need proxy to get quorums which requires explanation)  

· WHY STAGGER?

· Continuity—keep BOD (doesn’t make must sense since could just vote same in)

· Avoid hostile take over

· Usually revamps management structure if takes over so can’t get B corp. to agree b/c management doesn’t want to lose job

· Effects are less though b/c have to wait 2 revolutions until can get rid of all AS LONG AS HAVE 8.08a

· May only get rid of for cause (disagreement about corporate policy is not cause)

· Even if have cause will take at least that long to get them fully out after litigation, etc. so not worth cost (just wait)

· Delay may make it unprofitable to take over company

· Committees

· 8.25—put minority voice on “shit” committee

· pre-meeting: majority gets together to decide agenda to push through at Board Meeting

NOTE:  cumulative voting more theoretically useful then actually.  But in medium corporations may encourage investment and venture capitalist (want voice and want someone who has easy access to books, knowledge, protection on BOD); this ups value of shares.

· Ringling Brothers (cumulative voting agreement)

· 7 directors (agreement ensured get 5 positions and odd man out could only have two)

· Valid agreement?

· McQuade—doesn’t apply to shareholder’s agreement

· Voting Trust—separates voting power from ownership (attributes of shareholding is represented by voting trust certificates, power to control is in voting trustees) LEGAL SEPARATION

· Still have most rights of ownership but not voting discretion (in derogation of common law and looked at with suspicion but statute has made them acceptable IF COMPLETELY SATISFY and construed narrowly)

· Don’t have here though b/c no separation (voter is owner)

· Vice Chancellor

· Stock pooling agreement—implied a proxy and vote retaken as if it was followed

· PROBLEM—difficult to administer (Salgo—election inspector loses some discretion; nothing hard to rely on)

· SpCt

· Not count votes of person that didn’t comply

· COURTS LACK POWER TO FOURCE VOTES TO BE DIRECTED A SPECIFIC WAY (in absence of term in agreement that allows them too)

· Agreement must provide for problem of disagreement (court won’t impose terms)

· If wish to frustrate other party = should vote against them on the BOD

· Where all the corporate decisions are made anyway (can stick them on the board)

· 7.31—voting agreements

· Voting agreement is enforceable BUT ONLY IF ENFORCEMENT MECHANISM is set forth (arbitrator, proxy, etc)

· 7.30—voting trust

· valid if followed to the letter

· often used by financiers (condition of loan to ensure can repay)

         Financiers (voting trust)

· Brown v. McLanahan

· Financier gave debentures right to vote while they held voting trust (right before was to expire)

· Control depended on trust and since was going to expire wanted to give voting power so that bank would still control

· Can’t do b/c of fiduciary duty

· LIMIT ON EXPRESS AGREEMENTS BY FIDUCIARY DUTY

          New Class of Stock (tiebreakers)

· Lehrman v. Cohen
· Equal shares wanted to create new class for tiebreaker

· Can do (can give new class whatever so long as have one class for voting and one for dissolution)

· Nullification of new class (need)

· McQuade doesn’t work b/c articles allows for creation of another type of stock

· Voting trust—no separation of ownership and votes (old-would be stuck); now—no more fear and suspicion of trust so courts will let stand

ACTIONS BY DIRECTORS
· When does this bind the corporation?

· Baldwin v. Canfield (gave land away that secured note represented by stock in corporation)

· BOD should function together (only corporation could convey the land and b/c BOD didn’t do in meeting it did not do it “right”)

· Therefore there was no power to convey as they did

· So Baldwin gets the land [1st in time, 1st in right; Canfield knew of previous obligation]

· TO AVOID:

· Bank get secured by stock AND land so can’t transfer land w/o bank signing off

· Put bank member on BOD to protect bank interest

· MEET

· Function: discuss problems, issues would come to forefront (# of directors to protect corp. from scoundrel directors and w/o meeting others will not hear of concerns)

· Mickshaw v. Coke (promise to pay difference in wages from draft and job)

· One director in closely held corporation may bind if acting for a knowledgeable majority

· Evidence that at least 2/3 knew of promise

· Reality of closely held corporations—not as formal—court still binds to obligations may in usual course of business (i.e. not always with meeting)

· Cooke v. Lynn Sand (P and VP employment K to protect from new owners)

· Other directors had no knowledge and evidence that would not be in favor of K

· Not just –ee but officer and director trying to validate K (different from Mickshaw where court wants to protect –ee who is not culpable of wrong act)

· Resolution for P and VP to act for corporation is for 3rd parties

· Insider and corporation have K (suspicious)

· GOOD GUYS WIN

· Flexibility of doctrine—court not going to allow dishonest, etc. to succeed 

· STATUTE

· Now have legislative statements (judge go by color or express language)

· Baldwin 8.21

· Balance—allows informal action with written consents from unanimous directors w/o meeting

· THEORY BEHIND 8.21

· GROUP IS SUPERIOR METHOD BUT:

· Most decisions are unanimous so meeting is waste of time

· Unanimity requirement gets around but still protects questionable decisions 

· If not unanimous must have meeting and then can air complaints (may then pass by a majority but meeting will have served its function in getting issues out into the open)

· Becomes a problem only in controversial decisions and BOD in discord so usually 8.21 is quite okay and lots of decisions can be made this way

PROBLEM #7  Can’t get all BOD together to vote; how get around; emergency situations allowed for ???

AUTHORITY OF OFFICERS

· Black v. Harrision
· Stands for proposition that President’s authority is very limited

· Must have some basis for apparent authority and this case says inherent authority is limited or nonexistent

· So not appropriate for 3rd party to rely on apparent b/c had nothing for it to be based on

· Only authority comes from BOD, by laws, resolution

· Lee v. Jenkins
· Inherent—actual authority by reason of potion

· This case gives some to president—has some to make ordinary business matter decisions

· Emerges as course of ordinary business then may bind corp. in K

· Apparent—arises from inherent, must have some inherent to make person thinking have authority reasonable

· Black—may have had same result but after Lee must look at if in ordinary course of business

· Inherent authority may be countered by resolution if BOD doesn’t wish president to so act in ordinary course of business

· B/C OF SOME INHERENT AUTHOIRTY USUALLY—EVEN A RESOLUTION MAY NOT KILL APPARENT (P may rely on and have claim if no knowledge that doesn’t actually have!!!)

· Scientific Holding v. Plessy
· Read resolution that gives President authority to make necessary changes traditionally as ministerial only

· Ordinary v. extraordinary

· May be so material that is outside Pres. inherent authority

· Ratification—failure to repudiate in timely fashion so ratifies K and corp. is bound

· Knowledge—attributed to whole BOD once executive knows (especially one who is also member of BOD)

· In the Matter of Drive-In
· Resolution signed by secretary binds corporation to 3rd parties who have no actual or constructive knowledge that may be false

· Facilitates business b/c don’t need tons of proof (3rd party has no obligation to do anything other then see face of resolution)

· If resolution is valid on its face and no info to suggest otherwise then not required to look any farther or investigate

PROBLEM #8  Corporation bound by agent actions?  Contract—authority to make?  Need to document for trial?

Respect for Minority Shareholders
· Donahue v. Rodd  

· Court solicitous of minority shareholder (varies for jurisdiction to jurisdiction)

· LACK OF MARKET FOR STOCK

· If unhappy about management then SOL b/c can’t sell

· Close corporation applicability

· Fiduciary Duty upped for close corp.

· Must have suit to determine what is; expensive so minority has some leverage

· If buy majority shares at certain price must offer to minority to do same\

· In CLOSE CORP. MINORITY SHAREHOLDERS MUST BE GIVEN EQUAL OPPORTUNITY TO PARTICIPATE WHEN CORPORATE FUNDS ARE USED (could have used individual funds)

· View as incorporated partnership

· Interdependency

· Significant portion of equity owner’s wealth is tied to corp.

· Agency—lots of apparent authority

· Look at:

· Closely held corporation

· Resource from corporation used

· Large disparity in treatment of majority and minority

· Nonessential—no business purpose

· Wilkes (refines Donahue)

· Gives more discretion to BOD (legitimate business purpose test)

· Look for:

· Business interest

· Opportunity for rebuttal and majority answer (if best way, etc)

· Slight disparity

· IF HAVE DISPARATE TREATMENT THEN CORPORATION MUST HAVE JUSTIFICATION
· Gives majority more leeway

· Usually paid for majority benefit so have some way to act—pay to dictate corporate policy

· Minority may counter with plan that does same w/o disparate treatment and majority must answer

· Business imperative warrants disparate treatment AND only way to do = OK SYSTEM  (look to survival of entity)

· Slight disparity may mean less imperative necessity

· L represent corporation (going to get sued w/majority b/c will be seen as siding with them b/c they dictate L’s actions)

Deadlocks

· Likely

· 50/50 split

· High quorum

· Voting requirement—unanimity means one person can hamstring

· Even number of BOD

· Gearing v. Kelly
· Intentional prevention of quorum

· Sued to invalidate election of successor

· COURT—unclean hands (can’t frustrate vote like that)

· Long term problem:

· Yes b/c perpetual deadlock of shareholder (director keeps getting voted in) BUT

· Board is 3 v. 1 so corporation still functions so courts will leave alone

· Dissolution
· Chapter 14

· 14.01—allows for abandonment (fixes “when in doubt incorporate” but never gets off ground)

· 14.02—structural change; resolution by BOD and vote by shareholders (doesn’t help deadlock b/c BOD won’t pass)

· 14.03—Articles of dissolution

· 14.20—Administrative dissolution

· 14.30—Judicial dissolution
· MAY DO so is permissive

· Predisposition not to dissolve—corporation is functional useful entity (pays taxes, -er, brings in business); historically hesitant to dissolve functioning corp.

· Attorney general—not going to factor much in public in absence of fraud or injury to public

· Creditors—not going to factor b/c have bankruptcy court to fix injury

· Shareholder

· B/c corporation is more then interest of equity owner court is hesitant to dissolve (even is dispute unless corp. can no longer function)

· In Re Radom
· Corp. still able to function—no cessation of corporate function

· No basis in statute to dissolve

· To dissolve:

· HITS FIDUCIARY DUTY

· Random can go into business for self 

· Resign and start a new

· Court grants have problem then:

· Sell assets in auction (Radom buys—half goes to wife)

· LOOSES GOODWILL

· Court trying to avoid unless palatable injustice occurs otherwise party is shorn of value of business

Dissolution

· No inherent right of court to do SO MUST FOLLOW STATUTE (court will have leeway to determine if elements exist)

· Davis v. Sheerin
· Oppressive conduct
· Buy out:

· TX statute only allows for dissolution but may force buy out as remedy less then discrimination (express dissolution allows for everything short of; lesser penalties are considered to be included)

· Basis for dissolution is oppressive conduct

· Frustrate legitimate expectations of minority shareholders (broad basis)  [previously needed bad conduct]

· Shifts emphasis to impact rather then motive for close corporation

· Dividends  (combat this problem)

· None to avoid double taxation so gives as salary or bonuses (if not –ee owner then don’t get money or benefit b/c have no stake in funds w/o dividends)

· Expectations:

· Objectively view as reasonable and central to joining the venture

· Ling and Co. v. Trinity
· Share transfer restrictions 342a1

· Reasons:

1. Keep closely held, limit number of shareholders to maintain classification

2. choice of associates is important; owner management may want to keep veto over who work with

· Valuation—settle for estate purposes

· If w/in range of reasonableness IRS will accept

· Valid?

1. conspicuousness—notice; must give actual knowledge

· Didn’t know about

· If didn’t know about on certificate but had actual knowledge then that is enough

2. reasonableness—court sees potential for restrictions so more relaxed

· More appreciated now for usefulness

· Some abhorrence to limiting people from transferring property but now only prohibits absolute restrictions

· 6.27c—elastic clause—any reasonable purpose (not limited to enumerated)

Buy Sell Agreement

· Obligates corp. or in alternative the shareholders

· Consent—any transfer must be approved by someone and won’t be unreasonably withheld

· Certainty—

· No realignment (can retain status quo) if corporation buys

· Mind fiscal policy so corporation may purchase shares if becomes and issue

· May have realignment or shift in power if shareholders have to buy

· SPELL OUT

· Valuation:

· Agreed upon formula or procedure is best for IRS to give credence to (fixed—not likely to stand b/c of fluctuations, etc. in market)

· Circumstances triggering

· Insurance policy on principle—allows corp. to buy their shares

· May not want natural transfer to heirs

· F

Problem #9  Voting agreement (keep as officers); misuse of veto power?; dissolution

Duty of Care and Business Judgment Rule

· Litwin v. Allen 

· Derivative suits

· Brought by shareholders of corporation v. officers or other

· Done only when corp. refuses to sue on own behalf (usually will against 3rd person so if shareholders have to it means officers, etc.)

· Direct claim—only harm one class and then may bring suit on own (important b/c corp. can derail derivative suit making it ineffective)

· Do both (harm corp. and especially harm individual); if one is dismissed then still have other

· Value:

· Changes—interest rates change so these are worth more; convertible so linked to stock price

· Buy debentures w/option to purchase at par in 6 months 

· Court—lots of risk, little opportunity for gain (couldn’t do anything for 6 months even if decline)

· All upside goes to seller while all downside is on bank (so imprudent and so risky didn’t bestow proper case)

· Liability

· All directors—liable for loss during 6 months tied up (after that can exercise judgment to mitigate)

· Trustee

· Not to the effect that use business judgment—ordinarily not liable for simple negligence

· Show fiduciary relationship

· BOD is free to take risk  [don’t attach personal liability because don’t want to discourage all risk—how business is conducted]

· Shlensky v. Wrigley
· Fraud, illegality, conflict of interest, gross improvidence

· Defense—bring bottom line in (management pursing best interest of corp.; has eye on profits)

· Acting in corporation’s best interest

· Court will no decide how is best way to increase profits

· Francis v. U.Jersey Bank
· If paid any attention would have known about problems

· CAN’T BE DUMMY DIRECTOR

· BJR—if do nothing then not entitled to 

· Corporation is a fiduciary for others (important)

· 8.30—Standards of conduct for directors

· Does not speak to ordinary negligence 

· Makes available to D who satisfies (a) and (b) so long as grossly negligent

· Look at process—doing right then okay

· Conflict of interest—“bad”—higher scrutiny and duty of loyalty

· Predisposition to not hold directors liable unless acting in own interest as opposed to corporation

· Graham v. Allis Chalmers
· 8.01—under the authority of

· Large corp.—not meaningful to say BOD is exercising all affairs—more likely due to size others are acting “under the authority”

· BOD—problem = don’t know everything and not reasonable to required (generally true but especially for outside and independent [outside and pay doesn’t come from corp.—no ties w/officers] directors]

· Smith v. Van Gorkom (leveraged buy out)

· Agency Costs—minimize (no shareholder owns large % so management is really in charge)  [separation of ownership and management]

· Management interests not always perfectly aligned with shareholders (should act in best interest of corporation)

· Directors acted in own interest (violation of fiduciary duty)

· Finder: finds company for buying (shadows let him do all work and come in with better offer—lock up prevents disincentive against finding)

· Gets paid no matter what

· Liability:

· Personal for all directors

· acted as unified front (if portray all for one and one for all, all will receive same treatment)

· Otherwise Inside and Outside may have been treated differently

· Why:

· BOD didn’t analyze, relied strictly on representation of one person, haste, no inquiry into purchase (didn’t make sure price was best could do)

· PRICE—should have at least general analysis

· DOCUMENTS—must review, sign in reasonable manner

· Insider v. Outsider

· Legal standard the same = reasonableness of actions

· depends on position, exposure to info, access to knowledge (insider may just have more and be responsible for more)

· Personal liability for breach of duty of care and loyalty

· PROCESS IS IMPORTANT

· Won’t look at actual fairness of price

· looks at process of the deal

· Joy v. North (rationale for BJR—see last paragraph)

· Risk exists:

· Shareholder voluntary position

· after the fact examination hard to do accurately (what was reasonable before is hard to predict)

· Diversified shareholders minimize risk 

· ONLY GOES AS FAR AS REASON JUSTIFIES

· 8.30—a and b must be satisfied

· not going to use if no business purpose or conflict of interest exists!!

PROBLEM #10  Business Judgment rule, defenses (i.e. actions in meeting, reliance, be involved, etc), duty of care, duty of loyalty, protection under articles

Duty of Loyalty
2 prong test

1. duty of care   (D on one side only—look at conduct)

2. duty of loyalty  (D on both sides—look at fairness)

· Shlensky v. South Parkway
· Transaction between 2 corporations with one person dominating position for both 

· On both sides—central decisions on both sides—overwhelming self interest

· Threat to protect self or award highest interest is strong

· Ability to dominate decisions of both—skewed towards what brings higher return for proponent (PR)—do what is best for him, not corporation 

· Assume w/o conflict of interest PR would pursue corp. best interest

· Get wide berth when self interest not involved  (8.30 doesn’t apply if can’t show no SI)

· BOP on PR to show that transaction is okay

· Ask:

· Dominate BOD to get thru?

· Entire fairness of transaction?

· Other directors closely tied?

· Transactions are VOIDABLE

· Give some flexibility to allow them to stand if okay

· Majority of BOD votes for transaction (disinterested) then BOP switches to opponent to show unfair

· Del. L. 144

· 2+ (majority) disinterested directors shift BOP 

· domination—w/o specific structure; is hard to show but can be problem if do

· Total fair transaction is valid; palpably unfair is invalid

· This gives sanitization process

Self Dealing

· Marciano v. Nakash
· Process under 144

· 144a3—court may approve a transaction found to be fair as well as disavow those that have been sanitized under a1 and a2 

· BOP is shifted but court may still find problem

· No shifting then court may uphold if find fair

· SHOW FAIRNESS—had loan document and consideration

· Heller v. Boylan (bonus structure)

· Change in circumstance and society but shareholders initially voted into articles 

· Waste or spoliation—no rationale basis

· Degree of self interest and dealing—directors set salary, etc.

· Income tax structure—compensation not deductible >$1M unless tied to corporate performance and approved by shareholders

· Wiederman v. Wiederman (self dealing w/compensation b/c on both sides)

· PR must prove reasonable

· Skew compensation for self instead of corp.

· Rare in public b/c ompensating is not usually controlled by compensator

· PROBLEM—Recipient was vital in fixing compensation 

· Look at reasonableness

· Sinclair Oil v. Levien (not 100% owned by parent—if can avoid do b/c problems like this comes up)

· Procedure question:

· Duty of loyalty—only apply when have fiduciary duty + self dealing

· Duty of care—apply otherwise

· Dividend policy

· On both sides but NO DISPARATE IMPACT on minority (not helping self to detriment of shareholders)

· BJR comes in and give wide berth to decision 

· Opportunities stolen

· Didn’t come to subsidiary

· No detriment to subsidiary b/c not clear could have had

· Breach of K

· Domination of both parties and minorities are harmed

· If pursued would have gone to subsidiary and therefore not intrinsically fair

PROBLEM #11  Duty of loyalty, disinterested BOD vote

Corporate Opportunity

· Judicially created

· Designed to provide guidance as to when certain items “belong” to corporation

· Usurpation of opportunity

· Preventing corp. from getting at certain price so you or relative, etc. can profit counts

· Northeast Harbor Golf Club v. Harris
· Line of Business Test

· Expansive opportunity test

· Broadly construed

· Activities ordinarily w/in business expected interest

· Look at past operations (natural outgrowth included)

· Fairness Test

· Limits free ride

· Usurpation alone not enough, look to see if fair 

· ALI Test

· Central = full disclosure PRIOR to give corp. opportunity to take or pass

· Defines broadly 

· Way for officer to insulate himself prior to expending resources

· Need some corporate nexus—if don’t have then don’t need prior approval

· Get info b/c of position or reasonably believe that are offering it to corp. through fiduciary then this applies

· ALI TEST

· DISCLOSURE
· Passing by disinterested BOD
· Corp. Opportunity defined:
· W/in line of business
· D get opportunity while function for corp. or b/c of position and reasonably offered to corp.
· Should have known was meant for corp.
· Defend
· Laches
· Fiduciary duty—not prejudicial to corp. 
Problem #12  Corporate Opportunity

RESPONSIBILITY???

· Publicly held

· More socially significant

· Lots of employees

· Lots of passive investors

· Lots of social impact

· Lots of money

· Regulation

· More b/c of money and employees and social effects

· SOCIAL RESPONSIBILITY

· Role in economies

· Power = impact of conduct = enormous

· Not subject to direct democratic control

· Public doesn’t get to vote on actions even though their effects are far reaching (corp. town example)

· Hard to make responsible to the people

· Schizophrenic conception

· Both public and private characteristics

· Private entity and social institution

· Legal entity by government concurrence

· Justified by state interest and duty to all (shareholders and public)

· Legal and moral obligations

· Playboy Interview

· Duty is too shareholders 

· Charity given only if reflected in bottom line—no gratuitous contribution

· Who gets screwed?

· Who is primary responsibility too?

· Move from area to another (helps one, hurt other; look at aggregate—which causes more harm????)

· Same if move out of nation (help shareholders, hurt nation???)

· Manager concentrate on bottom line and public should regulate so managers not determine social and money concerns

· Corporate governance movement

· Profit maximization can’t equal public interest??

· More consistency then originally thought

· Help public leads to upped profits which helps shareholders

· Public and social perception helps shareholders

· ALI 2.01

· Some involvement but prime motive is too generate profit

· Well run corp. will generate wealth and usually help socially

· Productivity

· Innovation

· Employment

· Flows from corp. to social benefit

· Reasonable devotion to social causes but not distract from primary goal

· State Regulation

· IL and PA

· May consider effects of actions on 3rd parties

· D to hostile takeovers—not in best interest of –ee or community

· Cover for corp. management that takes defensive actions 

· In general good for shareholders b/c offering 2x price; but claim bad for others so can defend self against

· State interest in protecting home corp. from foreign takeovers

SHAREHOLDERS

· SEPARATION OF OWNERS FROM CONTROL

· No one has significant % so control is w/management who may not have much or any ownership interest at all

· Proxy machine

· Need quorum but b/c of lots of small shareholders hard to get w/o proxy and management controls so they control BOD and everything else that gets voted on

· For individuals to do is expensive b/c have to use own $

· Dissatisfaction

· Too expensive to fight so switch corp.; sell stock

· Few checks by shareholders on management

· Market regulates (??)

· Underperforming, sell stock, price falls, hostile takeover, new management

· Management market—poor managers won’t be hired again

· Some problem—not attractive to take over so stuck with machine if others don’t want to fix

· Institutional Investors

· Permanent long term shareholders ( limits market control option

· Less dispersion of shareholders (institution gets 5-7%, number of institutions—easy to get control w/one phone call—proxy fight different)  THESE MAY FIGHT IF PROBLEM EXISTS

· Switching expensive—all do at once, dumping of stock, prices fall so value plummets

· Lessens concern over separation of ownership and control

DIRECTORS

· Outside—needed for cross fertilization of ideas

· Clayton Act—prevent interlocking of directors between competitors (prevent acting in concert)

· Get directors from other areas (still good idea)

· LIMITS: [makes not as effective]

· Time—infrequent meetings

· Other obligations—other jobs, other boards

· CEO—lots of power, no one on board that he disapproves of

· May:

· Advise

· Counsel

· discipline

· Not

· Establish objectives

· Ask discerning objectives

· Pick CEO

· Structure

· 8.25 Committees

· increase outside and independent directors, especially on important committees (more discretion)

· L on BOD

· Potential conflict that legal advice will be influenced by position as opposed to best interest of corp. and shareholders (be on BOD side)

POWER OF SHAREHOLDERS V. DIRECTORS

· 12.01—Not need approval

· In the regular course of business (look at first; note: unless acquisitions and disposal are usual then selling business or divisions, etc. is NEVER in the course of business)

· Encumber assets

· Transfer entity or assets to another entity owned wholly by the corp.

· 12.02—look too if not in regular course of business

· Need approval to sell all or most of business; must retain continuing business to be safe

· Includes safe harbor of 25% but not dispositivie, may go lower if still have continuing business

· DOESN”T specify what type of business will need to have left; just that will have to have a continuing business—may be able to switch focus, etc.  [just need VIABLE BUSINESS]

· Must still have assets to be devoted to enterprise—not just enough to have cash left that are investing

· MBCA—doesn’t take qualitative in too account

· Delaware Test:

· All or substantially all

· Quantitative—no safe harbor

· Qualitative element 

· Continue if viable form—“strike at heart of corporate existence and purpose”

· Protect from fundamental change—evolutionary NOT revolutionary (shareholders had opportunity to express displeasure or get out)

· Do in stages—split in time and different purchasers (important)

· May not frustrate shareholder purposes (not change direction radically)

· Gimbel v. Signal Co.
· Conglomerate so acquisitions and disposals is part of what they do

· Auer v. Dressel (required meeting)

· Legitimate purpose (lawful? Indicate preference to BOD?)

· May express views to BOD (is legitimate purpose)

· Majority of shareholders may do 

· Bylaw change—de minimus so don’t need all shareholders to vote or agree

· Removal of directors

· Ct—Certificate of incorporation found that BOD may remove or change (additional method);  does not interfere with ability of shareholders to remove (wouldn’t make sense otherwise; owners not at complete mercy of management)

· Corrupt group problem—wouldn’t have requisite management votes to remove; shareholders would have to have a way

· Campbell v. Loews
· Can’t trample area reserved for directors (McQuade) even with meeting

· CAUSE:

· Legitimate disagreement about corporate policy is NOT a just cause (for removal)

· Must have claim that directors conduct is directly harmful

· DUE PROCESS

· Make removal for cause hard (has right to have notice and hearing)

· Must have specific charges, reasonable opportunity to rebut  

· May not solicit proxies to remove until have opportunity to due process

· CAN’T HAVE DECISION BEFORE THE “TRIAL”

· 8.08 Removal of directors by shareholders

· w/ or w/o cause—avoids problems that “for cause” presents

· 8.05—Termination of directors

· expire annually (may isolate directors—BOP on director to sue and if have palpable wrong unlikely to do)

· stagger—protects against hostile takeover—have to wait two turnovers to get full control

· Combo of 8.08 and 8.05 make it not worth it to try to remove; would take longer and cost more; can get rid of in due course at termination—vote out

· Schnell v. Chris Craft  [fiduciary duty is important]

· Court presents a balanced view—before was pro-incumbent management

· May have right or ability to act but may not do so in contravention of shareholder purposes (may be able to act under bylaws and articles but can’t do so if would violate fiduciary duty)

· Must not act in own interest to frustrate shareholder actions

PROBLEM #13  Shareholder approval to get loans, etc.; when need shareholder approval v. BOD approval; terminate or get rid of BOD members to effectuate change; resolution needed

SECURITIES REGULATION

· Definition § 2(a)(1)

· Investment K—catch all analysis

· Can be quite broad but some limits (shares follow characteristics on pg. 300)

· Federal Nexus/Jurisdiction 

· Overwhelming interest

· Use of instrumentality of interstate commerce

· Federal Scheme

· Disclosure v. direct regulation (options);  DISCLOSURE

· Not prevent offering, etc as long as present problems (can issue stock when know investors will lose shirt as long as inform them of that fact)

· State “blue sky laws”

· Have interest so may regulate as long as no interference with Federal rules

· Preemption may bar

· Securities Act 1933

· Inherent character = need disclosure

· Purpose—protect consumers who can’t examine certificate and determine soundness of company, etc.; inherently different from other consumers goods

· § 5

· can not sell a security w/registration statement (prospectus with SEC)  in effect (without full disclosure)

· § 4 Exemptions

1. Person other than issuer, underwriter, dealer (mainly protect individual sales)

2. Issuer not involving public offering (private placements)

· §  11  Liabilities for false registration statements (civil)

· violation to make or OMIT material representation (protect investment decisions)

· OMISSIONS are actionable

· (b) no person other than the issuer shall be liable (protects resale from generating liability)

· (a)(2) person who was director or partner (not strict—off hook if show due diligence)

· §2 (11) Underwriters

· Broad definition—anyone who purchases with an eye towards distribution

· Prevents avoiding liability by selling to directors and having them sell

· SEC v. Purina
· Private offering???

· Court—

· TEST = is this the type of person that needs protection

· Only persons exempt are those with access to material info, records, etc. or can get info

· Factors—knowledge, access to knowledge, sophistication, position

· Burden v. benefit (benefit only exists if can’t protect self)

· § 3 (a) (11)


· exemption for local purchasers from local companies (encourage this investment and requisite knowledge comes from situation)

· defines safe harbor provided by statute; specificity in release

· Rule 147

· Definitions for §3a11

· Cuts down on no action requests

· 80% rule—w/in state then safe harbor

· Binding on SEC but not private parties—may still sue for § 5 violations but hard to prevail if satisfied 147 (judicial deference to administrative agencies)

· (a) may still use if not strict compliance 

· rationale

· everything w/in state so easier for state to completely regulate 

· geographical proximity—extreme cases?

· (f) corp. is off the hook once purchaser provides reasonable assurance that they fit the requirement (Reasonable reliance on purchaser’s statements that fit in-state, etc requirements)

· Regulation D  (safe harbor for private offerings, does not preclude §4(2) if don’t fit)

· 501-08

· Exemption—how satisfy §4(2)—not involving a public offering

· Accredited

· Non = must give certain info above what give to accredited

· Some sophistication, ability to sustain a loss, ability to obtain knowledge for investment 

· Close corp. keep shareholders < 35 so can issue stock w/o registering

· 506(b)(2)(ii)—protect non-accredited by ensuring has requisite knowledge
· can’t string together several exemptions

· Smith v. Gross
·  Securities law (easier to prove then fraud—don’t need requisite intent)

· Investment K (Howey Test)

1. invest $

2. common enterprise

a. vertical commonality—return to promoter varies w/success of enterprise

b. horizontal commonality—fate is linked to that of other investors

3. profits (expectations)

4. from efforts of others (main question here)

· #4—solely—D give investor small, ministerial task so not solely from others (Ct—no look at how make profit—if can’t so do w/o efforts of others then satisfied)

· Essential elements of profitability controlled by promoter

· Success is in hands of promoter—passive investor (analogous to buying IBM stock—control is with management, not owners)

· Note #4—Sale of business doctrine

· Purchase business by buying stock (provide exception??)

· Rationale—not need protection b/c purchaser protected by representation and warranties

· Court rejects (apply literally)

· §12 Liability

· Transactions may be exempt from registration but not liability

· Don’t leave investor w/no method of redress

· (a)(1)—have no exemption then subject to §5

· (a)(2)—no registration requirement so liable if have material misrepresentation or omission [NOTE—exemption doesn’t have to be established beforehand—D can come up with after sued]

· Negligence language—easier to prove then fraud which requires intent

· P sue on both—make D prove exemption and if does then say violates (a)(2) 
· Securities Act 1934

· Focus  (addresses matters after public offering which 1933 usually governs)

1.   secondary sales of securities

2.  exchanges

3. brokers and dealers

4. proxy mechanism

· PROXY REGISTRATION  (only applies to securities registered §12g1)

· Protect shareholders form being misled when asked to vote

· Management give misleading info to get 

· §14 (a)—unlawful to solicit—SEC registration manner and methods—lot of administrative delegation

· 12

· all companies with classes of securities held by 500+

· can’t artificially atomize by distributing many classes 

· assets over $10M (now)

· MBCA 16.20—Financial statements for shareholders

· State requirement is new—before left to federal

· 15 states now require, 25 on request

· Annual Reports

· Required when management solicits

· Must also be filed with SEC—10K

· Quarterly—10Q

· Anything changes—8K w/10 days of month when incident occurs

· If proxies are solicited then annual report must be distributed to shareholders

· Similar to registration statement—but more detail about transaction taking place is in latter

· Annual report- = material aspects of enterprise

Prospectus/Registration Statement

· 1933—IPO

· Process

· Submit to SEC for review   [20 days after submit may go ahead if haven’t heard from SEC]

· SEC examines for certain required information

· SEC may criticize and allow corp. to amend  [20 day timeperiod starts over with each amendment]

· May waive period so SEC doesn’t have to get injunction and just wait until SEC is satisfied

· Tradeoff—SEC waives when all that is left is offering price which may change often b/c of market so waive once it is established accurately so can get out while still good

· Once filed may send to securities industry

· Underwriters—live on difference between offering price and what public pays (lots of risk so many ways out until completely settled)

· Determines market for securities

Market Theory

· Current Market—more efficient, sophisticated analysis, lots of communication so prospectus loses effectiveness

· Useful info becomes where is corp. going;  allow greater latitude for projections w/o SEC problems

· PRE—had to have verifiable info so couldn’t project; now just reasonable basis

· Random Walk Theory—can not determine future price based on past; accumulation of what has happened but not good future predictor

· SEC allows if have reasonable basis

Seasoned Companies

· Not IPO so 1934 act governs

· Caterpillar
· MD and A = Management discussion and analysis

· Narrative analysis of key financial decisions

· Tell what is going on and what to expect to extent that management knows or should know

· Here—failed to tell about Brazil area

· Must tell FULL AND FAIR MATERIAL INFO.  AND MUST BE COMPLETE (can’t eliminate bad)

· Must include bad with good; must modify good if know substantial likelihood of change

· WHAT WOULD THE SHAREHOLDER WANT TO KNOW!!! = material info
· Result—usually get settlement and slap on wrist by SEC (not going to hurt economy by killing major corporations); bring back into fold

· Rule 14a-9—false or misleading statements

· Significance attached to omissions
· Can’t omit material discussions

· Even if don’t set forth any other info about subject, must give all info shareholder would want

· (b) just b/c have filed does not protect against suit by private actor or SEC

Omissions and Misleading Statements

· Case v. Borak
· Not use state law   

1. procedure—must post bond

2. substantive—not all state laws provide for omission, Federal law says liable if negligent and state must prove intent for fraud

a. NOTE—common law fraud—can inspect goods for defect, etc. (securities are paper—can’t inspect so shareholder needs protection—provide all material info)

· Private right of action under 14a-9

· Not express:  court says SEC doesn’t have manpower so let others enforce 

· SEC can’t have meaningful examination (only cursory examination of proxy materials) so not allow them to slip through b/c lack of enforcement mechanism 

· 18a—“shall be liable to any person”—private right of action (not provided in 14—Congress didn’t want??)

· Court doesn’t adress

· Mills v. Electric Auto (failed to disclose proponent’s interest)

· Back to would shareholder want to know???

· Standard of Causation—

· Not told—shareholders may rely on BOD recommendation (if told of interest would have examined on own to determine best option, etc.)

· Shareholders assumes that BOD’s actions are for best interest of corp.

· SOME PORTION OF P REQUIRED TO APPROVE

· Closely held—prove by asking shareholders if made a difference
· Public—not feasible so if P can show materiality and some causal link in transaction (which can be shown by proxy solicitation that was essential—don’t have to show particular defect in material) 

· TSC Industries v. Northway  

· Substantial likelihood that a reasonable shareholder WOULD consider it important in deciding a vote

· Not might—would encourage risk adverse companies to flood w/info and result would be baring info

· Look at total mix—would additional fact have altered totality of info

· Under all circumstances would info have changed vote

· VA Bankshares v. Sandberg  (standing—must be purchaser or seller; too speculative to determine “would be” in a different world)

· Is reason material fact??

· Offered reason by BOD was not “real”

· Ct—reason could be materially misleading—what was effect on investors and stockholders

· Would they place emphasis on it

· Causation issue??

· Casual link when proponent controls enough shares to consummate action w/o approval of minority
· Jurisdictions treat differently:

1. if solicitation—then link

2. done for PR then link (court rejects)

3. depravation of states right of action (substantive)

1. can still vindicate rights under state law??

2. been waived b/c of approval??

· Court—material misrepresentation so BOD didn’t shift BOP

· State law—BOP shifts if majority of minority approves—rest of minority must prove unfair

· Only happens if full disclosure

· Since didn’t have then still on BOD to show entire fairness ( so state cause of action still exists )

PROBLEM #14  Proxy solicit: press release, who is liable, where liable, under what law, casual link

Shareholder Proposals  14a-8

· Shareholder initiatives (allowance for democracy)

· Result—must include in proxy votes

· Rauchman v. Mobil  (LIMITATION on idea)

· Doesn’t allow for initiatives concerning directors

· May not bootstrap an alternative set of directors (must stage coup on own money)

· Proposal to amend by laws

· 14a-8i(8)—relates to election

· could be excluded b/c can’t bring to block an election or hamper

· Must fight election with proxy contest

· Proponent must do on own nickel  [note—if successful gets reimbursed by corp.; pay twice—for unsuccessful incumbents and successful insurgents; must be wholly successful]

· 14a-8—question answer format

· a-h = procedure

· i + = substantive

· Lovenheim v. Iroquois Brand
· 14a-8i5—relevance—economic significance—qualified BY NOT OTHERWISE SIGNIFICANTLY RELATED TO BUSINESS

· loophole for social and/or political issues

· can’t exclude economically insignificant issue if otherwise related and is of political or social import

· Social or political import =

· Public notoriety would bring attention and bad PR

· Reasonably concerning, objectionable on moral or ethical grounds—some door open for individual beliefs to come in (if in best interest of corp. and in an area in which the corp. is related—can’t be obscure or totally unrelated to corp. daily operations)

· Principles

· COLLECTIVE OWNERSHIP—INTEREST GIVES FREEDOM (w/in reason) TO BRING SOCIAL AND POLITICAL CONCERNS

PROBLEM #15  Shareholder proposals  

Material made available to shareholders  14a-7

· Corp. registrar makes decisions about how to make available

1.  provide shareholder list so proponent can garner support OR
2.  send materials w/proxy materials and charge a not unreasonable expenses (may still be expensive)

· Irritant insurgent

· Choose second option so make as expensive and problematic as possible (generally can’t afford financially to do on own)

· Serious challenges

· Allow to mount proxy fight

· Uphill battle as others are usually not dissatisfied with current management or BOD or would no longer be a shareholder

Corporate Books and Record  

· §16.01 defines which a corp. must keep

· (e) records at principle place of business that all shareholders, regardless of good faith, may review at any time

· § 16.02b records—too inspect, shareholders must satisfy 16.02c

· §16.03

· NOTE:

· Willfully disallows inspection then corporation may be subject to costs

· Closely held—valuation is proper purpose (no market)

· Public—valuation determined by market value (okay substitute)

· Thomas… v. Leviton
· Record—mounting attack, coerce to give records and take over

· File to enforce inspection right

· Stated purpose—review for waste and mismanagement and valuation (pretextual)

· Court will look for REAL PURPOSE

· Must be for shareholder 
qua shareholder (shareholder as investor, not as individual trying to mount attack as majority owner

· Improper purpose trumps proper purpose

· Must be in record so court can see

· May allow what is sufficient for proper purpose of valuation

· Proper purpose = shareholder acting as investor, not as controlling owner

· Discovery for litigation—broader and may gain info and access (especially through depositions of –ees who may not protect as well)

· Parson
· Longtime shareholder

· Wanted de novo list

· Corp. didn’t have or generate

· ONLY HAVE RIGHT TO RECORDS CORP. HAS MADE.  NO RIGHT TO DEMAND THAT CORP. GENERATE RECORDS

· Some limited jurisdictions say if have info must make available if asked but rare

· Particularity—must describe what want

· Some slack by courts as some info is just in knowledge of corp.  ( may not know exactly what need initially  (courts are lenient—predisposed to allow)

· MBCA is not exclusive—states may supplement

· Common law right—accounting records by statute, common law gives right to additional that would make more understandable

· May have to litigate to get which brings on more examination of proper purpose

· DIRECTOR INSPECTION

· Must more readily available—BOP on corp. to show denial

· Good to have a rep. on BOD so can know what is going on.  

· Cumulative voting allows this to occur

Fundamental changes

· Bove v. Community Hotel
· Issue: corp. power to eliminate accrued dividends for preferred stock w/o unanimous consent

· Previous couldn’t do but rule hurt commerce and killed dynamism needed for capitalistic economy—foster shareholder holdout for $

· Now: compromise so no longer a problem

· Permissible bylaw but need unanimity under state law; ALTERNATIVE USE MERGER TO DISTROY

· Subsidiary created ( merge with parent (part of terms are get rid of accrued dividend)

· Only needs 2/3 to carry so can accomplish goal [note: proponent controls both—loyalty issues]

· COURT

· Runs afoul of purpose?  Court hesitant to inquire

· EQUAL DIGNITY RULE—construe so as not to hit eachother

· Under ordinary circumstances courts are reluctant to compromise or choose between statutes; legislative function

· Allows for more then one way to skin a cat (PERMITS LEGALLY)

· Dissent and appraisal statute

· § 13.02—can dissent and get FMV of shares pre-transaction

· saves from being hurt by transaction but also risk b/c can’t benefit either

· Change is allowed

· § 1.02—shareholders can not say this wasn’t the rule when I joined so can’t be now b/c of diminution in stock (K) rights; stock is subject to statute though

· can change the rules midgame

· Equitable concerns

· Even though legally valid may be invalid b/c of equitable concerns

· 2/3 voted b/c dividends aren’t worth much as can’t pay anyway

· only way to save corp. is influx of new capital which is not going to get if can’t guarantee dividends until all accrued are paid  [only way to save is to give away something worthless—no brainer]

· good distribution of stock to old preferred 

· equitably okay

· Farris v. Glen Alden Corp.
· Conglomerate taking over mining corp.

· If did this normally with merger triggers dissenter rights which requires cash to pay FMV (no cash to do so)

· Court—

· De Facto merger doctrine—effect on shareholders is same as if done by merger

· Now part of conglomerate instead of local mining co, lost value, control, totally different enterprise

· HUGE EFFECT ON SHAREHOLDERS

· Substance over form ( legislature wanted to protect

· Look at effect to determine if should extend to protect people in this position

· Hariton v. Arco
· X sold assets to Y for stock

· Delaware—sale of all assets needs shareholder vote but no dissenter rights

· Court no find merger—doctrine not as viable

· Don’t have conflict of interest of loyalty

· No equitable unfairness

· Death of the doctrine

· Farris was highpoint

· Legislature have attempted to limit availability of doctrine—not as useful

