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I. PARTNERSHIPS AND CHOICE OF BUSINESS FORM.

A. Introduction – choice of business form. [UPA 6-7; RUPA 201,303; RMBCA 2.03] 

ISSUES:


A.  What kind of BA have A & B formed?


B.  Have A & B accomplished what they wanted?

A.  What kind of BA have A&B formed?


1.  Sole Proprietor?



a.  Master-Servant?



    Master - has right of control; servant - subject to master’s right of control (as distinguished from exercise of control).  B is employed by A with A having right of control.



b.  Independent Kor?  Not controlled by other. Factors to look at are:  extent of control, who supplies tools, length of time employed, eg indefinite v. by job; method of payment, eg by hour or by job, and compared to like employees.


2.  Creditor - debtor?  Promise to repay and repayment date?


3.  General Partnership?



A.  UPA 6.1:  1.  Association 2. of 2+ “persons” 3. to carry on 4. as “co-owners” 5. a business for profit.




Courts look at  factors:



1.  Intent:  Important but can be an inadvertent partnership to protect innocent 3d party.



2.  “Co-owners”  Both have right to control; profit sharing IAW UPA 7.4 is prima facia unless one of safe harbor items apply; filing a partnership tax return.



3.  Business v. mere hobby: UPA 7



a.  7.3:  sharing of gross receipts alone not enough



b.  7.4:  sharing of profits is prima facia proof



c.  7.2:  JT, TinC, or TbyEntireties or part ownership do not in themselves indicate PS



4.  More than 1 person? Natural person or entity,UPA 2.



5.  Carry on :  does not mean for indefinite period.


4.  Limited partnership?  Cannot exercise control w/ limited liability.



a.  ULPA 201 - must file and execute a certificate of LP.



b.  ULPA 303a - limited partner is not liable for obligations unless he participates in control of business and then only liable to persons who reas. believe he is a gen. partner.



c.  ULPA 303b - safe harbor list of actions that a LP can do w/o obligations or fear of.


5.  Corporation?  RMBCA 2.01 - 2.03, 2.05.



a.  Requires articles of incorp. filed and executed w/ Sec.State.



b.  Corporate existence begins when Articles are filed.



c.  Management powers and limited liability may coexist.

B. Have A & B accomplished what they wanted? 


1.   Veto power:  UPA 18e - UOA partners have equal rights


2.  Salary - default rule of 18f is partner in not entitled to compensation UOA.


3.  Limiting liability?  NOT subject to agreement: UPA 15 all partners are J&S liable for 13,14(torts) but jointly for all other debts (contracts).  BUT:



a.  TX:  partners are J&S liable for all PS obligations.



b.  RUPA 306 partners are J&S liable for all PS obligations - but a third party must first exhaust all PS assets before suing individual partners.

B.  Sharing of Profits and Losses [UPA 18, 40a-d]

1.  UPA 18:




a.  18a - UOA: right to get contribution back; profits are split equally, losses follow profits; BUT profits do not follow losses - if losses are agreed but profits not, then profits follow default rule.




b.  18b - UOA: right to indemnification




c.  18f - UOA: partner is not entitled to compensation.



2.  Default rules put onus on party rendering services - 1a and 18f favor capital partner over services partner - provides an incentive to set things out in advance but there is a clear bias towards partner who contributes capital:




a.  Party who provides services loses nothing while party who provides capital loses $.  BUT:  service provider could have used his labor elsewhere for a profit too.



ISSUE:  Should statute take the bias it does toward capital partner?




1.  Monetary value of services is worth something - BUT: 18f says UOA no comp. for services.  BUT - is there an implied agreement for compensation?




2.  Argue that he is an employee and thus 18a and 18f are NA - no PS was formed.



3.  General Partnership Disadvantages:




1.  J&S liability.




2.  Can be dissolved at will.




3.  18a - bias against service partner.



4.  UPA 40b - Distribution upon dissolution (Priorities).




I.  3d parties




II.  Partners other than for capital and profits




III.  Capital = contribution




IV.  Profits

C. Management of PS [UPA 9, 13-15]

1.  Authority of Agents.




a.  Actual authority. Principal’s manifestation to agent.





1.  Express - direct manifestation of verbal or written conferance of authority





2.  Implied - agent goes out and buys supplies and principal pays for them and does not tell agent not to do it again, thus authority of agent to buy supplies the 2d time is implied by principal’s conduct.




b.  Apparent authority - an equitable doctrine to protect innocent 3d parties; causes a 3d person to believe that the principal consents to have the act done by the agent.  Principal’s manifestation to the third person.

    GR:  Has to be created by principal’s manifestations, Except: where reas. belief can be founded on the way others do business.



2.  UPA 9.




a.  9.1 - each partner is an agent; thus PS is bound by acts of a partner when he acts w/i scope or apparent scope of his authority.





1.  Statute confers actual authority.





2.  Partner binds PS unless:






a.  Partner has no actual authority; AND






b.  3d party has knowledge that he has no authority (hence no apparent authority).

NOTE:  Courts say UPA 9 can be agreed otherwise, although it does not say so.




b.  9.2 - an act of a partner which is not apparently for the carrying on of the business of the PS in the usual way does not bind the PS.



3.  Smith v. Dixon.  No actual authority to sell property.  Apparent authority?  1.  Managing partner; 2. He had done it before so, 3d party reas to believe.



4.  IS THIS AN OBLIGATION OF THE PS?  only if this is yes as determined by whether the partner had authority (actual or apparent) in K or whether the partner was acting w/i scope of business for a tort.




Then you can go on in analysis to see if the partners are liable for the debt/obligation under UPA 15.



5.  Secret limitations on authority limit only actual authority, not apparent - 2R160 - agency.



6.  Partners have equal rights UOA - 18e; one partner cannot unilaterally deprive another of his actual authority.  Nabisco v. Stroud, 18h.  Stroud has to dissolve partnership and then notify Nabisco to be off the hook.



7.  ISSUE:  W/I the ordinary Course of Business or w/i scope of business:




a.  Rouse v. Pollard - investing not w/i the ord. course of law firm business as determined by other firms business.




b.  Roach v. Mead - jury reas. believed that PS’s legal services included investment advice.
D. Duties of Partners to each other [UPA 20-22]

1. Meinhard v. Salmon.  PS opportunity case.

a. Meinhard and UPA 21 establish a broad fiduciary duty among partners.

b. Factors to consider in breach of that duty in PS opportunity case:

1. Nexus between PS business and new opportunity.

a. What is scope of PS agreement?

b. Same property involved in new opportunity as in prior PS?  Meinhard says important but not enough.

c. Same type of business?

d. How did D learn of opportunity?  As managing partner or heard on street?

2. Disclosure?  Offer opportunity to compete/ join in venture to other partners?

3. D’s timing – arise before or after PS dissolution?

4. PS financial condition and condition of other partners.

5. Plaintiff’s conduct?  Was he willing to share in losses as well as profits right away or did he wait to see if venture is profitable?  Should court give P benefit of hindsight?  They always do so P should wait to see if profitable!!

2. ISSUE:  When does fiduciary duty begin and end?

a. UPA 21 – begins before formation

b. RUPA 404 – limited to conduct and winding up so parties can bargain.  404 make fiduciary duties clear by defining and limiting them.

1. Duty of care – grossly negligent or reckless or intentional – mere negligence is not enough to impose liability on a partner.

2. Duty of loyalty

3. Duty of GF and fair dealing

c. RUPA 103b – PS agreement may not eliminate or reduce duty of loyalty or GF & FD or unreasonably reduce duty of care.

d. TX version of RUPA 404 says partners are not trustees = legislature overrules Meinhard CL standard of very highest level; BUT in 1996 Tx Sct ignored that language and ruled that TX RUPA standard was same as Meinhard and old UPA.

3.  UPA 19 & 20 contain mechanisms for catching a breach of fiduciary duty.

a. 19 – any partner can inspect and copy books.

b. 20 – parties on demand must render true and full information (only on demand)  BUT  see 403c – so as not to overburden partners

c. 22 – right to accounting – available whenever court deems it just and equitable

4. GR of UPA:  One partner cannot sue another partner on PS affairs unless PS is first dissolved.

5.  GR:  If court cites Meinhard, D is going to lose, becausae of high level of fiduciary duty.

6.  Exam Issue:  Law firm partner leaves and takes clients with him – violation of fiduciary duty?  Should it be treated like Meinhard?

E. Property Rights of a Partner [UPA 8, 10, 24-28, 40h,i]

1. Specific PS Property (Real & Personal).

A. Property is owned by PS if it is:  UPA 8

1. Contributed by a partner to PS.

2. Acquired by purchase on account of PS; or

3. Acquired with PS funds, unless a contrary intention appears.

B. Title to PS property may be held in PS’s name, in the name of one or some or all the partners or in name of 3rd party nominee.  UPA 10.

C. Character of property determined by intent.  Factors to consider:

1. Who furnished funds – RULPA 204c – PS funds make property presumed PS property.  204d – property acquired without indication in title of PS status and without use of PS assets is presumed separate.

2. How property was used.

3. How title taken (not dispositive, since title can be taken in many ways).

4. Who paid for repairs, maintenance, and insurance.

5. Any pertinent agreement.

D. Rights in PS Property.

1. The PS’s rights in PS property are not restricted.

a. PS can pledge its interest in truck as collateral.

b. Judgment creditor of PS can attach/levy on truck.

2. A partner can only use PS property for PS purposes.  UPA 25

a. 25(2a) – no right to use PS property for personal uses unless other partners consent.

b. 25(2b) partner’s right in specific PS property is not assignable.

c. 25(2c) not subject to attachment except for claim against PS

d. 25(2d)  If partner dies, his rights in specific PS property pass to surviving partner.

2.  Partner’s Interest in PS.  UPA 26

A. Definition:  His share of profits and surplus; a financial interest.

1. May be “charged” (attached) by a judgment creditor of partner. Charging order – PS sends check to creditor rather than the partner.  If J. Creditor feels profit check won’t pay off debt quick enough = reasonable period of time; he can go to court to get PS dissolved.  BUT:  Right of redemption = non-debtor partner redeems or purchases the interest of debtor so PS isn’t dissolved as an entity. UPA 28

2. May be assigned, but assignee gets no right to manage, just profit share UOA.  Does not cause PS to be dissolved, AND partner who assigns profits is still liable for losses and management decisions. UPA 27

3. Is personal property.  Not real property, thus even if PS’s only specific property asset is real estate, partner’s interest in it is personal property.  UPA 26

B. The PS cannot claim exemptions of individual partners (eg homestead exemptions).

C. Community property aspects:

1. A partner’s interest in PS is community property. UPA 26

2. A partner’s interest in specific PS property is not community property.  UPA 25(2e).

D. Post-dissolution creditor’s rights.  UPA 40h,i.

1. Jingle rule:  Partnership creditors have priority on PS property; and separate creditors have priority on individual partner property.  Where a partner becomes bankrupt, claims against his separate property rank:

a. Separate creditors

b. PS creditors

c. Partners owed by way of contribution.

2. Caveat to jingle rule:  Federal bankruptcy law; PS creditors have priority on PS assets but have equal claim w/ separate creditors on separate property.  PS creditors are better off under BC than UPA, because to lend PS money, PS creditors rely on individual partners assets as well as PS assets so they should have equal chance.  **Which rule applies depends on what forum you are in – Bankruptcy in federal court v. state court.

F. PS Accounting

1. General:  UPA 401 – partners capital account:  that amount equals the capital contributed by the partner less the amount of any distributions to the partner, plus the partner’s share of profits less the partner’s share of losses.

UPA 807b – when PS is terminated, a partner w/ a negative capital account must pay the PS that amount.

2.  Fundamentals of Accounting.  Balance Sheet is a snapshot in time.

a. Equity = Assets – Liabilities

1. Equity is ownership or net worth; net worth of a business is equal to its assets minus its liabilities.

2. Balance sheet reflects this equation as:  Assets = Liabilities + Equities

a. Left hand side is always assets

b. Right hand side is always liabilities + equity

      b.  Four fundamental premises of financial accounting.

1. Financial accting assumes that the business that is the subject of the financial statement is an entity.

2. All entries have to be in terms of dollars.  Eg good smile does not translate to $.

3. A balance sheet has to balance.

4. Double Entry Bookkeeping:  Every transaction entered into by a business must be recorded in at least two ways if the balance sheet is to continue to balance.  (Note:  this does not mean that one entry must be on left side and one on right; both can be on left.)

c. Balance Sheet Advantages –Disadvantages.

1. Balance sheet reflects a historical cost rather than fair market value because historical cost is a known value; but this sacrifices an understanding of what assets are valued at today.

2. Inventory may be stale – eg produced 4-5 years ago and now out of style.

3. Account receivables may not reflect true amount recovered – discount for bad credit?

d. Depreciation – estimated reduction for wear and tear on these properties (buildings, machinery at cost – depreciation; not land).

1. Business is allowed to depreciate things that will wear out over time, be used up and have to be replaced.

2. Depreciation allows you to allocate a portion of replacement cost over course of years that it wears out.

3. Limited useful life and how much depreciation per year = purchase price of asset/useful life – salvage value = depreciation per year.

3.  Accounting for Profits and Losses – Income Statements.

**Better guide to future profitability than a balance sheet.

a. Income = Revenue – Expenses.

b. The statement of income or the profit and loss statement, is itself a right-hand entry on the balance sheet.  Page 157.

1. Income items (earnings) are shown within the equity account separately.

c. Primary emphasis is placed on the income statement as reflecting the operations of the business while the balance sheet plays a lessor role.

4. Statement of Cash Flow = most important statement; cash flow is life blood of business – best to tell you whether to invest, buy business and how much to pay.

5. Issue:  How much to pay? Ratios.

a. ROI or return on investment:  A’s contribution is 100k, earnings are 60k = 60% return on investment.

b. ROS or return on sales:  Earnings over sales  60k over 417k(sales) = 15%

c. Inventory turnover

d. How liquid is business:  Cash + marketable securities

Compare these ratios to industry norms – published in books.

G. PS Dissolution [UPA 29-37, 31, 38, 42]

1. Dissolution:  Sect 29 is a change in legal relationship caused by any partner ceasing to be associated in the carrying on of the business; dissolution does not have itself the effect of “terminating” the PS, which continues until after “winding up.”  UPA 30.

2. In the absence of an agreement to continue, the withdrawing partner may compel the winding up of the business.  UPA 38(1).

3. Causes of Dissolution.  UPA 31 and 32.

a. UPA 31 Dissolution by partner.

1. 31(1) Dissolution that does not violate PS agreement; partner has right to dissolve PS.

2. 31(2) Dissolution that does violate PS agreement; partner has power but not right to dissolve PS. Collins v. Lewis.

A.  Wrongful Dissolution – 2 instances:

1. Definite term – dissolved before expiration of term is breach of K.

2. Particular undertaking.

B. 3 Negative Consequences.

1. Partner who wrongfully dissolves, loses right to wind up.

2. Breach of K, 38(2a2).  Lost profits are recoverable if they can be proved with reasonable certainty.

3. Remaining partners may be allowed to continue doing business.

b. UPA 32 Dissolution by Decree of Court.

Court May decree dissolution:  lunatic, incapable, guilty, whenever just and equitable.

c. Under 31(1) and 31(2), there is no such thing as an undissolvable PS: A partner always has the power to dissolve PS if he is willing to suffer the consequences.

4. Accounting of PS assets upon dissolution.

a. In a PS accounting, the PS assets must be valued based on market value as opposed to book value.  Market value on date of dissolution.

b. UPA provides elections when PS is dissolved:  [Partner who has not wrongfully dissolved:

1. UPA 38(1), Business is liquidated.  Gives partners of dissolved PS the right to elect to have PS assets liquidated, the debts paid, and the share of each partner in the surplus paid to him in cash IAW 40b priorities.

2.  UPA 42, Business is continued.  Two alternatives exist:

a. Partner X can force liquidation under 38.  He takes his part of proceeds and thus sharing in profits and losses after dissolution per 38.

b. UPA 42, Partner X can permit business to continue.  He claims as a creditor the value of his interest at dissolution date.  If he chooses this alternative (as opposed to forced liquidation), he then has another decision:

1. Market interest on his interest in value of assets from date of dissolution, OR

2. Profits from date of dissolution; shields him from losses vis a vis other partners, but not 3rd parties where UPA 15 & 35 he could still be liable to 3d parties.  **Serves to compel others to hasten an orderly winding up of PS and to protect partner X from continued liability from apparent authority of continuing partners.

5. Going Concern Value of business – selling business as ongoing operation is worth more than its components because they will lose the going concern value of goodwill, client base, etc.  **So, partners have to draft around UPA 38 to avoid forced liquidation.

a. **Intangibles/good will are allowed for partner who has not wrongfully dissolved because in 382cII, a partner who wrongfully dissolves is not entitled to good will value of business.

6. Continuation Agreements.

a. PS dissolution where business is to be continued – the interest of departed partners is to be liquidated IAW continuation agreement in lieu of statutory rights otherwise available.

b. Continuing partners are obligated to conduct business in GF to liquidate accounts receivable in a manner where withdrawing partner can get his share based on partner’s fiduciary duty.

c. Techniques for valuation of PS interest:

1. Fixed sum in agreement

2. Book value

3. Appraisal

4. Negotiation after the fact

d. Compensation scheme in PA agreement should be tailored to nature of business.

7. Non-Competition Agreements – Gelder Medical v. Webber.  

a. Crt refuses to read in rqt of GF in PS agreement which expressly said expulsion w/o cause was permitted.

b. BUT:  TX, Bohacth, partners have fiduciary duty not to act in BF in expulsion.  If P can show BF then court may find for P.

c. Law firm non-competition agreements may run afoul of professional responsibility; in NY yes, but in CA no.

H. PS Dissolution under UPA 1994 and Inadvertent PS [UPA 16]

1. PS Dissolution under UPA 1994.

a. RUPA 601 – dissociation: death, withdrawal, cessation of existence or expulsion of a partner.

b. PS continues in existence despite dissociation.

c. If a partner dissociates, but business is not dissolved, partner is entitled to “buyout price” in manner set out in 701b.

d. After dissolution, PS continues for winding up.

e. Dissociated partner has apparent authority to bind PS 702, and may be liable for post-dissociation PS liabilities for 2 years after.

f. RUPA does not have UPA 42 election, instead, 701b provides only for interest – key change in drafters’ mindset.

2. Inadvertent PS.

a. Whether an arrangement between persons may unintentionally constitute a PS, so that a creditor who dealt w/ A may force B to pay its claim.  Analysis:  UPA 6&7:  Intent, Right to control, Sharing of profits.

1. Not partners:

a. No right to affirmatively bind PS

b. No intent to become partners

2. Are partners:

a. Veto power over certain decisions

b. Resignation provision

c. Profits controlled and shared – if no other evidence, then this is presumptive.

3. Control relationships give the greatest risk to a finding of a PS.

b.  PS by estoppel.

1. PS by estoppel is only applicable to 3rd parties – cannot be used by someone claiming to be a partner.  Smith v. Kelley.

2. GR:  UPA 7 – persons who are not partners as to each other are not partners as to 3rd persons.

3. Exception:  UPA 16 One who represents himself or permits another to represent him as a partner in a PS is liable to 3rd person who has given credit to the actual or apparent PS = reliance.  Young v. Jones.  Court construes giving credit narrowly.

4. PS by Estoppel is NA to torts, only applicable to Ks.***

I. Choice of Business Form – 8 factors to consider (tax and limited liability are most important).

1. Legal Restrictions.

a. Certain professions (law and medicine) are rqd for ethical reasons to be PS.

b. Business Corp statutes generally allow a bus. Corp to be formed for “any lawful purpose.”

c. MBCA contains no restrictions on the business a corporation may engage in BUT MBCA 3.01 requires a lawful purpose and 3.01b says other statutes may prohibit the business.

2. Limited Liability.

a. Doing business in corporation form avoids individual responsibility for liability in theory; BUT:  3d parties often require owners of business to personally guarantee the obligations of the business and (possible but rarely) PCV.

b. General PS – malpractice costs have increased concern over unlimited liability whenever a business is conducted as a PS.

c. LLP – limits your liability for other partners or employees negligence or malpractice, but not for K or own malpractice.  

1. Exceptions in TX are:

a. You were directly supervising tortfeasor.

b. You were directly involved in commission of tort.

c. You knew of tort at time committed and took no steps to prevent it.

2. To form LLP, you must file a document w/ Sec.of State and pay annual fee.

3. Must include in your name the LLP to put 3rd parties on notice.

4. Must purchase insurance in amount of 100k to protect 3rd parties that are adversely affected by LLP or segregate 100k in funds.

3.  Flexibility.

a. PS may be conducted w/ little regard to formalities, meetings, records, and the like.  BUT most corp.statutes require these formalities to be followed by corp.

b. TX has relaxed standards for CHC as opposed to PHC.

4.  Continuity of Life [ as a factor it is overrated].

a. MBCA 3.02 – corporation has perpetual duration and succession in its corporate name.  BUT if small CHC owner dies, business is worhless.

b. PS is subject to abrupt and unexpected dissolution.  BUT PS can continue after dissolution on agreement.

5. Centralization of Management.

a. CORP:  MBCA 8.01b authority and discretion over business affairs must be vested exclusively in an elected body whose members need not be owners of the enterprise.

b. PS:  each partner has equal rights in the management and conduct of the PS business and any partner can bind PS.  UPA 9, 18e.  BUT:  by agreement can change that to managing partner.

c. Centralization of management in corp or PS can be provided or avoided by K or statute.

6.  Free Transferability of Interest.

a. Shares of stock in a corporation are in theory freely transferable, whereas there are serious difficulties in transferring interests in PS.

b. BUT:  as a practical matter – If it is a CHC, nobody may want to buy your shares, no market for sale of shares; and more than 90% of CHCs have buy/sell agreements requiring shares to be sold to corp or other SHs for set price.

7.  Cost.

a. Corporation is more expensive to operate than PS.  Corp is responsible for annual franchise tax, state income tax, state qualification to do business, minimum capitalization rqt.

b. PS are cheaper to form than corporations.  Incorporation may require legal assistance and formal papers.  PS can be created with an informal agreement and no filing.

8.  TAX.  Single most important factor.

a. Federal income taxes –corporate and individual - are progressive, higher income, greater tax rate.

b. Marginal v. Effective tax rates.

1. Marginal – the rate applicable to each additional dollar of income the corporation earns above set limit.

2. Effective – corporations tax bill on exactly set limit.

c. Tax to incorporate trends.

1. Operate business at profit:  pre 1981 tax was best reason to incorporate; post 1986, do not incorporate.

2. Operate business at a loss:  Do not incorporate, advice has not changed.  PS allows parties to take loss now which is tax beneficial – to offset other partner income.  This led to creation of paper losses for tax shelters to offset real income (generated via accelerated depreciation).   Then, TRA of 1986 killed tax shelters:

a. Tax shelters lowered top marginal rate, thus decreased incentive to shelter that income from tax.

b. After TRA of 1986, passive investors like limited partners, can only use passive losses to offset passive income – not salary or interest anymore.

c. TRA adopted new depreciation rules which did away w/ accelerated depreciation.

NEVERTHELESS:  the pass-through or conduit advantage of PS still allows you to offset active income with active losses, thus still an incentive not to incorporate for business operated at a loss.

3. Business at a Profit –

a. PS only pays taxes once.

b. Corporation is subject to double taxation – at corp level and SH level if it pays out dividend.  However, only if paid in form of dividends; ordinary and necessary business expenses are tax deductible.  So if corporation pays $ in form of salary or rent to SH, these salary and rents can be deducted from Corp FIT as expenses = Zeroing Out.

1. Expenses are limited to reasonable sum, and must be ordinary and necessary.

2. BUT:  the net result is to push all of corp FIT to SH level thus making it exactly the same as conduit tax = Thus, reason not to operate in corporate form.

4. Why was it better to operate as a corporation in pre 1981 period?

a. Accumulation & Bailout Strategy – allow $ to accumulate in corp treasury and value of shares goes up, when SH sells (bails out) he has to pay capital gains tax which when corp. tax + capital gains tax was less than corp tax + individual tax.

BUT:  IRC Accumulated Earnings Tax – congress enacted law to ensure that if corp accumulated too much money in coffers, it would be subject to tax penalty, so that SH could not avoid tax by accumulating earnings in corp treasury.

b. Pension and Profit Sharing – corp pension plans allowed SH/employees to come out 6 times ahead of savings plans in CDs.  Partnerships had Keogh plans but contributions were lower than allowed in corp pension plans.  Partners were not considered employees thus not eligible for pensions.  Funded pension plans w/ pre-tax dollars was a huge benefit and the contributed amount could be deducted by business as a ordinary and necessary expense.  ***Pension plans and profit sharing were the major reason for operating Corp in profit as a corporation.

c. Fringe Benefits – corp could establish life insurance, meals & lodging.

5. 1980s Tax Laws Effects – Made corporation a tax penalty device.

a. Lowered individual tax rate to 28% and corp tax rate to 35% so individual lower than corp = demolished Acc. & bailout strategy.

b. Established parity between Keogh plans and corp pension plans.

c. Took away preferential treatment for capital gains, capital gains like ordinary income.

6. Post 1986.

a. The only reason left to incorporate for profit was the fringe benefit reason (which is small).

b. Still made sense to operate business at a loss as unincorporated.  See above for why.

c. Double taxation was still a problem – which could be avoided by:

1.  Zeroing out

2. Subchapter S status – S corp have conduit tax treatment, but a lot of limitations on who can elect S status.

a. Must be unanimous among SH

b. Limited 75 or less SH; husbands and wives treated as one SH

c. All SH have to be individuals, estates, or qualified trusts; NO PS, corp, LLC.

d. All of SH must have some right to share in profits and assets of corporation.  Cannot have different classes of stock – eg common and preferred; Except one difference in classes allowed = right to vote or different # of votes.

e. Cannot own a controlling interest in another corporation.

***SH in S corp treated same as partners in PS!!  Shareholders are not considered employees thus cannot get fringe benefits.

7. 1993 – Revenue Reconciliation Act:  Caused pendulum to start to swing back towards incorporation (but not all the way).

a. Raised individual tax rates – Accumulation & bailout back?

b. Created disparity in tax rate between ordinary and capital gains income

c. Max individual marginal tax rate is higher than max corp tax rate.

8.  ISSUES to know:

a. Why it makes sense to not incorporate for a profit

b. Why it makes sense to incorporate for a loss

c. How things have changed over time

d. Zeroing out and chapter S reduce tax on corporation.

J. Modern Limited PS [RULPA 303]

1. Modern Limited PS gives limited liability to some of partners and conduit tax treatment, but general partners still have unlimited liability.

2. UPA 7 – if limited partner took part in control, he was liable as general partner.  No guidance on what was control.  Courts would impose liability only for exercise of control, but not for right of control.

3. RULPA 303b – contains safe harbor list that are not deemed control and list is not exclusive.  **Favorable for limited partners.

a. 303a LP unless participates in control. However, liable only to persons who transact business with LP reasonably believing that limited partner is GP.  Limited to K, creditor by creditor basis.

b. 303b – safe harbor list of things that do not constitute control

c. 303c list is not exclusive.

4. RULPA 303 move form UPA 7 reflects a move in favor of the LP.

5. Delaney:  Tx Sct felt arrangement of forming a corporation to limit liability and serve as the GP in LPS was circumventing LP law policy of somebody has to be generally liable.

a. TX legislature overruled Delaney.

b. 303b1 says that a corporation can be the GP

c. Hamilton rule:  if you are dealing with a corporation, you better get a personal guarantee from people running it.

6. Mt Vernon:  involves old RULPA 303 two prong test:

a. Was LP’s conduct substantially same as a GP?   LP may be involved in day to day operations, so long as he does not have ultimate decision making responsibility = veto power.

If yes, then liable as GP.

If not then:

b. Reliance test.

7. New RULPA 303:  Reliance test only, creditor by creditor basis.

8. 303 Exceptions:

a. 303d – knowingly allow your name to be used in name of PS is liable to K creditors who extend credit to LP w/o actual knowledge that LP is no a GP.

b. 304 – person who thinks he is a LP is not liable if he:

1. Cause a certificate of LP to be filed; or

2. Withdraw form equity participation in PS and file a statement to that effect w/ secretary of state.

But, if he doesn’t do one of above, he is a GP.

K. LLC, PC, LLP

1. LLC – wave of future.

a. Maximum flexibility – run by managers or by partners

b. Limited liability and conduit tax treatment without restrictions of S corp or LPs.

c. Differences between states of LLC rqts:

1. TX – you can form w/ only 1 member; but Fla at least 2.

2. TX –LLC is run as corp UOA in documents; most other jurisdictions presume PS

3. Most jurisdictions, LLC limited to 30 years duration, TX is unlimited duration.

2. Kitner Regulations.

a. Four Hallmarks of Corporateness:

1. Limited liability

2. Centralized management

3. Free transferability of interest

4. Continuity of life

b. Business will be taxed as a corporation if it has more corp characteristics than not; eg 3 of 4 – Regardless of how it is formed under state law.  IRS looks beyond form to substance.

c. To avoid tax as a corp. for LLC, avoid centralized management and have definite period of life.

d. Demise of Kitner Regulations:  Since 1993, IRS has thrown in towel and now IRS will tax a business as a PS if that is what the business wants – the box they check.  Kitner regulations are no longer relevant.

      3.  PC 

a. Driven by desire of certain taxpayers – professionals – to take advantage of qualified pension retirement plans led to PC.

b. TEFRA 1982 – applied same maximums to defined benefit plans of PC as for Keogh plans, thus eliminating principal benefit of PC – although Fringe benefits and limited liability remained.

c. Liability of SHs – Issues.

1. Person who commits an act of malpractice is liable.

2. Under section 16 of TX PC Act, PC itself is J&S liable for that act of malpractice – 3rd party can get at assets of tortfeasor and assets of PC itself.  (of course it is w/i agency analysis first).

3. Vicarious Liability of other SH.

a. TX – PC but not other SHs are J&S liable; other SHs are not vicariously liable for  another SHs act of negligence or malpractice.

b. BUT:  Zagoria – GA:  in some jurisdictions, rules of professional responsibility, attorneys as SHs cannot hide behind corporate veil for malpractice – court is policing the legal practice = separation of powers issue.  CA to But:  makes more sense to follow PC statute rather than blur general rules of professional responsibility = leads to uncertainty in law.

** GA – if P’s claim is K, then SHs not liable; only PC itself; but if P’s claim is tort then SHs are liable.

c. Ohio – Southhigh – SHs liable for all – K and tort – treated as if a PS.

d. Indiana – Burt – SHs were not even liable for malpractice of another SH.

4. Models of treatment of PC:  ****

a. Statute can provide nature of liability – TX

b. Courts can determine how to treat 

1. Treated like a corp – Indiana

2. Treated like Zagoria – only on tort, not K

3. Treated like PS – ignore PC – Ohio

     5.  TC PC Act – all SHs have to be licensed professionals who practice same discipline – cannot render more than one service; only licensed professionals can be officers and directors.



4.  LLPs.

a. LLP – makes individual partners NOT personally liable for debts and obligations of PS arising from torts in course of PS business by another partner or employee not working under direct supervision, UNLESS first partner was directly involved or had knowledge.

b. LLP in TX also protects against K claims.

c. LLP in TX has almost same ltd liability as LLC or PC

5.  Past Uncertainties Limited Use of LLC/LLP:

a. IRS treatment – but since alleviated w/ check the box deference.

b. How would differing jurisdictions treat LLCs

ISSUE:  Why would someone choose GP or LP when they can form LLC?

II. CLOSELY HELD CORPORATION

A. CORPORATE FORMATION

1. Background on Corporations

a. Race to laxity – race to bottom.  J.Brandeis was concerned about consequenses:

1.  Concentration of economic power

2. Separation of ownership from control

3. Creation of modern feudal society with labor as serfs and managers as lords.

b. Legal Entity v. K theory.

1. Entity – state corporate law basis is regulatory, purpose is to regulate corporation to protect SHs.  View managers with distrust.

a.  Agency Costs – agent will act in his best interests:

1. Monitoring costs – principal monitors agent conduct; SHs must monitor managers.

2. Bonding costs – borne by agent; agent realizes problem of no trust and provides a bond or insurance to put principal at ease.

2.  Contractual theory – market based enabling rules; market controls managers by setting compensation or giving stock; aligns manager interests with SHs.  

a. Management for managers – other companies will hire only good managers, thus ensuring they act in corporation best interest.

b. Market for corporate control – managers who do not do a good job risk corporation being sold/taken over and management being replaced.

c. Prof. Carey – race of laxity harms SH – BUT studies show otherwise, firms in Del. Get better returns,  CA to but:  SHs might invest in corp for other reasons than best returns.

c.  RMBCA is a compromise, a balance between protecting SH welfare and manager freedom.  BUT:  Prof. Branson argues RMBCA is too manager friendly, a weakened fiduciary duty for managers.

d. MBCA was designed as a model for states of which ¾ adopted except NY and Delaware.   Delaware did not want to be a me too state and its laws goes furthest to provide freedom for management:

1. Law was developed by corporate attorneys.

2. Del. Legislature passed it unanimously w/ little concern

3. BUT:  some argue it was not the law that has made Delaware attractive but judicial interpretations.

e. Would full federal chartering stop race to unrestricted state corp law?  Yes, but not politically feasible, but maybe federal minimum standards.

f. Internal Affairs Rule – foreign courts apply law of state of incorporation to issues relating to the internal affairs of a foreign corporation  MBCA 15.05c.

2.  Corporate Formation [RMBCA 2.01-3.02; 4.01-5.04]

a. Where to Incorporate?  Delaware v. TX

1. Delaware may be more flexible for managers.  But:  TX has CHC statute to allow it to be run as PS = flexibility

2. Delaware:  corp must pay filing fee and legal assistance in Delaware and pay a fee to transact business in TX = qualifying fee.

3. Delaware:  Corp is subject to lawsuit in Delaware = distant lawsuit.

b.  How to incorporate.

1. Art of Incorp “Plain Vanilla rqts” 2.02a

a. Corporate name

b. Number of shares

c. Street address of registered office and name of registered agent

d. Name and address of each incorporator

2. 2.03a – Date of existence of Corp is day that Secretary of state files articles of incorporation, unless a later date is in articles = delayed effective date.

3. 4.01b – Corporate Name:  must be distinguishable upon records of Secstate from other corporate names

a. DEL:  test is linguistic, not testing for fraud or unfair competition.

b. TX:  test is deceptively similar; objective is prevention of unfair competition.

4. Duration – 3.02 grants perpetual duration and succession in corporate name.

5. Purposes 3.01 any lawful purpose

6. Powers 3.02 – 2.02c says not rqd to list corp powers in articles, probably should not because could be interpreted as limitation to expressly listed powers, unless want to preclude corp from donating $ to unpopular charity.

7. Initial Capital – RMBCA makes no reference to any dollar figure required, but many states do.

8. MBCA requires only 1 incorporator = any entity (person , corporation, PS etc.)

3.  Promoter Liability


ISSUE #1:  Whether the promoter will be liable on the K?  Third party v. Promoter.  2.04, Quaker Hill.

a. RMBCA 2.04:  promoters are J&S liable for all liabilities created while acting on behalf of a corporation that they know is not yet incorporated.  BUT:  2.40 is intended to apply to defective incorporation not promoter liability, thus 2.04 should not automatically mean promoter is liable.

b. CL elements of promoter liability.

1. GR:  Promoters are liable on their Ks though made on behalf of a corporation to be formed.

2. Exception:  If K is made on behalf of the corp and the other party agrees to look to the corp and not to the promoters for payment, promoters incur no liability.  3rd party agrees to look only to someone else for payment.

3. There must be an agreement, express or reasonably implied, to look solely to the corp and not to promoter for payment.

a. Express

b. Implied = evidence that would be a reasonable certainty is an agreement

4. Promoter has burden of proving the release agreement.  

a. Just knowing that corp is nonexistent is not enough b/c presumtion is promoter will be liable.

b. Making progress payments to future corporation?  Maybe – but not if that is what promoter specifies.

5. Theories available to find promoter liable:

a. K itself

b. Breach of implied warranty

c. Tort for fraud

ISSUE #2:  Whether the corporation will be liable to the 3rd party?

a. MacArthur:  GR:  Corporation is not liable on a promoter’s K unless it expressly or impliedly adopts/ratifies it.

1. Ratification – retroactive to time of original K; party must have k capacity both at the time of original K and at time of ratification.  If corp is not formed at time K entered, it cannot ratify K.

2. Adoption – not retroactive; corp is a party to K only from point of adoption onward.

b. If corporation adopts K, is promoter relieved of liability?  NO, unless there is a novation = a change of parties to which the other side of the K assented to in advance.  In absence of novation, promoter is still liable.

c.  Corporate signature:  Proper from is         Corp Name







by:  joe, president

Always use by: and corp capacity, if you leave one out, that may be enough to impose individual liability.

4.  Defective Incorporation [RMBCA 2.04]  - ISSUE:  something goes awry with articles of incorporation.  Can 3rd party recover from X as individual?

a.  Policy Arguments:

1. It is so easy to incorporate, if we allow benefit of limited liability w/o doing the minimum rqts, there will be no motivation.

2.  3rd party with whom the D was dealing, thought he was dealing with a corp. and in 3d party v. individual suit, if 3d party wins he would get a windfall – 3d party needs to get an individual guarantee and needs to be motivated to protect himself.

b.  Analysis:

1. De Jure?  Insulates corp from attack by all (except state) for SH liability unless PCV

2. De Facto?  Look to de facto only if determined that there is no de jure iaw 2.03b – but if not de jure, then de facto:

a. Valid state law?

b. GF attempt to organize under that law?****

c. Use of corp franchise?

A and c are always good, b = colorable attempt to organize under law is issue.

***De facto corp defeats 3rd party attempts to recover from X as an individual.

3. Corporation by Estoppel?  CYA; alternative to de facto that may operate to protect individual from liability; CYA b/c if you want to hold individual liable, you better get a personal guarantee b/c if you deal with him on corp basis, CBE will protect him.

CBE is necessary only if there is not GF or colorable attempt to comply with state law.  CBE is relevant when P inteds to deal with corporation and he didn’t get a personal guarantee, then D claims CBE.

4. BUT:  Robertson holds that CBE and DFC are old vestiges and no longer valid.  BUT:  2.04 reawakens DFC and CBE.

5. So analysis is :

a. De jure?

b. Are DFC and CBE alive in a particular jurisdiction?  If yes:

c. Have rqts of DFC and CBE been met?

6. Tensions in this area – policy arguments****

a. A windfall occurs whenever an individual is held personally liable on a transaction negotiated on a corporate basis.  Cantor v. Sunshine.

b. But:  if a no windfall rule is the standard, there is no motivation to file articles of incorp or pay filing fee.

7. In K cases, individual is not liable twice as often as liable – courts are more likely in K case to let individual off hook b/c 3rd party should have protected self; whereas in tort cases, individual is liable b/c P in tort could not protect self in advance.

8. Failure to pay state franchise tax amounts to administrative forfeiture of its corp. charter.  Directors and SHs are liable for debts and obligations while charter is forefeited.****

9. Can defectively incorporated corp enforce K from 3rd party?  Once formed, corp can enforce K rights it entered into while def. Incorporated but not when def. Incorporated.

5.  Piercing the Corporate Veil

A. Why should Court PCV?

1. Prevent fraud

2. Redress and injustice – but injustice is claimed in every case.

B. PCV is sui generis, but is it a matter for judge or jury?

1. Castleberry says pcv is question of fact iaw sui generis and each case decided on merits.

2. But many courts say pcv is an equitable doctrine w/i power of judge.

C. Factors for PCV Analysis.

1. Who will be liable?  Three patterns:

a. Corporation with one SH.

b. Shares of subsidiary corp are owned by a parent corp.

c. Brother – sister corporation

Courts are more likely to PCV in parent corp than in individual SH

2. How many SHs?  One sh v. many shs.  Courts PCV in more than 50% of 1 sh cases – more likely that corp is an instrumentality – But, by law you are only rqd to have one sh so theoretically, it shouldn’t matter.

3. Undercapitalized?  But most jurisdictions don’t have a rqt for a minimum capitalization or such a small amount that it has little effect.  

Especially important for Parent/subsidiary corp.

How undercapitalized is necessary for PCV?  GROSS undercapitalization is rqd; slight is not enough.  Grossly undercapitalized and inequitable for business they are in.

Radaszewski – liability insurance is capital for PCV analysis, might be undercapitalized in an accounting sense, but insurance made up for it.  BUT:  insurance ought to be only one factor.

Look at:  Insurance


   Debt to equity ratio

· inside = parent to subsidiary

· outside = bank to subsidiary; if bank was satisfied w/ inside court should be satisfied.

4. Were corporate formalities observed?

a. board of directors meetings

b. separate names, phone lines, sales forces

c. commingling and confusion**

d. assets kept separate

e. assets treated as SH’s own**

** can be fatal and PCV is more likely.  Courts are looking to see if parent totally dominates subsidiary = total control

5. Case arose in K or tort?  Most important factor.

Contract:  Consensual Transactions

1. 

In most cases involving transactions in which a third person dealt voluntarily with the corporation (usually contract claims) the third person should not be able to PCV and hold the shareholders personally liable because he has voluntarily dealt with the corporation and "assumed the risk." PCV may apply in consensual cases, however, in unusual circumstances or where the corporation is being used in an inequitable way. Many but not all cases accept this approach.

2.
Tort:  Nonconsensual Transactions



In most cases involving nonconsensual transactions (usually tort cases) there is no element of voluntary dealing. To recognize the separate existence of a nominally capitalized corporation in such a case may result in a shift of the risk of loss to members of the general public.

a.
The test in these cases should be whether the shareholders adequately capitalized the corporation in light of the plausible liabilities it might incur. Liability insurance purchased by the corporation should be viewed as capital for this purpose.

b.
The number of these cases, however, is much smaller than cases involving consensual dealing and the percentage of cases in this class in which the court permitted PCV is lower than in contract cases.

d. Reverse PCV – a few cases have permitted SHs to reverse pierce and successfully argue that the separate existence should be ignored, typically in order to get statutory protections available to individuals – farm homestead exemptions.

1. Policy:  Court feels statutory protections reflect themselves a strong public policy decision which outweighs the skepticism of courts of reverse piercing claims.

2. Cargill v. Hedge – court allows reverse peirce after determining that corporation and SH meet factors of PCV and that reverse PCV would further strong public policy of homestead exemption which was embodied in Minn. Constitution.  ***Standard.

3. But:  isn’t this just judicial sympathy, shouldn’t hedges just have to swallow bitter w/ sweet of limited liability?

e. Federal Law of PCV.

1. CERCLA – US v. Kayser-Roth.

a. Operator:  A parent corporation that dominates and manages closely the affairs of a subsidiary that operates a hazardous waste disposal site may be found to have direct responsibility as an “operator” of the site.

b. Owner:  alternatively, the same dominating control activity may lead a court to ignore the separate corporate existence of the subsidiary under a PCV theory and hold parent liable as an owner.

c. STANDARD:  practical total influence and control over subsidiary, making practically all of subsidiary’s operational decisions w/ exception of hiring and firing, shared same directors and officers.

2. PCV in Bankruptcy.

a. Complete PCV – courts may ignore separate corporate existence and hold SHs liable for all corp obligations.

b. Subordination – court may subordinate claims of SHs to claims of other creditors where the claim of SH is in some sense inequitable.  This power is inherent in federal bankruptcy J of fed courts and in BC 510c1.

1. Deep Rock Doctrine – power to subordinate inequitable claims (eg for excessive salaries)  deep rock connotation made b/c after creditors get done, no assets left, so SH claims put under a deep rock.

2. Test of Deep Rock subordination:  Violation of rules of fair play and good conscience by claimant, breach of fiduciary duty owed to corp and SHs.

6.  Financial Matters; Debt & Equity of CHC [RMBCA 6.01 – 6.03; MBCA 18, 25]

A.  Debt and Equity Capital.  Sources of capital:

1.  Equity capital – capital contributed by SHs in exchange for shares of stock/ownership

2.  Debt – loans which have to be repaid with interest

3.  Earned surplus – leftover from corp operations after paying debts and obligations

B. Types of Equity Shares – RMBCA 6.01b and 6.03c

1.Common shares reflect the ownership of the residual interest in the corporation. 

a. The two basic rights of common shares are: (1) entitlement to vote for directors and on basic corporate matters, and (2) entitlement to the net assets of the corporation when distributions are made or upon dissolution.

b. Both rights do not have to be in same class.  Automatic rights if only have 1 class of shares; must be designated if more than 1 class.

c. Dividends or distributions for common shares are w/i business J of directors, common SHs have no legal basis for complaint if no dividends are made.




2.  "Preferred" means that shares have preference over common shares either as to dividends or on liquidation or both. 

a.  A "preference" simply means that the preferred shares are entitled to a payment of a specified amount before the common shares are entitled to anything. Most preferred shares have both dividend and liquidation preferences

b. 5% preferred means preferred SHs get first 5%.

INSERT PAGE ON SHARE TERMINOLOGY


7.  Equity Securities (RMBCA 6.21, MBCA 19,21).

3.
"Authorized Shares" and "Issued Shares"



Under the MBCA (1984) the articles of incorporation must set forth the number of shares the corporation is authorized to issue. If the corporation is authorized to issue more than one class of shares, the number of shares of each class, and a distinguishing designation for each class, must also be set forth. These terms of the articles of incorporation define the "authorized shares" the corporation may issue. "Issued shares" are the number of shares actually issued by the corporation. It is customary to authorize more shares than the number planned to be issued at the outset in the event additional capital is needed at a later date.


C.
THE ISSUANCE OF COMMON SHARES UNDER MBCA (1984)


Under modern statutes such as the MBCA (1984), there are virtually no restrictions on the issuance of shares. The price at which shares are issued is set by the board of directors. There is no minimum issue price for shares and no watered stock liability. Shares should be issued at the same price per share (unless otherwise agreed) if all investors are to be treated fairly and "dilution" of interests avoided.


Because there are some advantages to par value shares (discussed below) the MBCA (1984) authorizes corporations to adopt par value as an optional matter.

****a..
It is customary in modern practice to use "low par" or "nominal par" value shares rather than "high par" value shares, e.g. $1 per share for shares to be sold at $10 or $50 per share.

1. Avoids watered stock liability problems

2. Low value makes it easier for corp to compete in secondary markets for its shares

3. Nominal par value gives managers more flexibility in making future distributions.

D.
THE ISSUANCE OF SHARES UNDER OLDER PAR VALUE STATUTES


In about 30 states, the articles of incorporation must also state the par value of the shares of each class (or state that the shares are issued "without par value"). "Par value" is an arbitrary value associated with shares of stock set forth in the articles of incorporation. The par value also appears on the face of each certificate for shares. PV = ISSUE PRICE




1.
Price Provisions and Watered Stock



In states with par value statutes, the board of directors may set the price at which shares are issued, but that price should never be set at less than par value. To do so may create "watered stock" and the possibility of liability being imposed on shareholders.

a.
"Watered stock" is a generic term used to describe the issuance of shares below par value or, in some situations, shares issued for a price below the price set by the board of directors, or shares issued in whole or in part for ineligible consideration. A shareholder who receives watered stock may be required to pay in the difference between the par value and the actual issuance price.

c. Corp promoters would issue par value shares for less than par (watered shares) with a liability on part of recipient to pay the corp the difference between par and what the SH actually paid even though SH never agreed.  Also, recipeints of watered shares are potentially liable to subsequent creditors of the corp.  

d. Hospes theories of Liability.****

1. Trust fund doctrine – capital stock of corp is a trust fund corp holds for its creditors; but court rejects theory saying there is not trust at all, corp owns it own assets.

2. Implied K theory – but SHs expressly said they wouldn’t be liable – can’t imply a K where express terms are contrary.

3. Fraud/Holding out – amount of shares you issue is a public representation of corp’s capital and thus the basis for its credit – creditors rely on par value to assume corp had that amount of capital.

**Only available to creditors who lend credit after the watered stock transaction occurs; and 3rd party creditor must not have known of watered stock transaction – must have been innocent 3rd party.

4.  Modern Approach, Hanewald:  Statutory obligation theory – MBCA 25 says so; this theory would apply no matter when the creditor loaned the money and even if the 3rd party knew of watered stock transaction.  MBCA 25 says SH has obligation to pay to corp the full value of its shares; 3rd party creditor is allowed to enforce this obligation against SHs themselves.

2.
Eligible Consideration for Shares****



Many states and MBCA 19 prohibit shares from being issued for promissory notes or promises of future services. 

a.
Shares issued for prohibited consideration may be viewed either as watered shares or as not being validly issued and subject to cancellation.

BUT:  some Ks to perform services have considerable value, PN from JD Rockefeller is worth a lot.

b.
The RMBCA (1984) 6.21bcde  does not contain this prohibition and gets rid of anomalous problems.

3.
Treasury Shares – used to avoid ineligible consideration problem of MBCA 19.



"Treasury shares" are shares that were once issued for an eligible and adequate consideration but have been reacquired by the corporation and held in its "treasury." Under traditional statutes, treasury shares have an intermediate status between being issued and unissued. They are not outstanding for purposes of voting, quorum determinations or dividend payments but they are viewed as "issued" for other purposes, and thus may be resold at less than par value or for promises of future services.

a.
Treasury shares are widely used by corporations formed under par value statutes to avoid the rules set forth in this part of the Capsule Summary.

b.
MBCA (1984) does not recognize a special status for treasury shares but treats them as authorized but unissued shares.

4.
Stated Capital and Capital Surplus****



The aggregate of the par values of all issued shares constitutes the "stated capital" of the corporation. Any excess received for the issuance of par value shares is "capital surplus."

a.
In some states, stated capital may be called simply "capital" or "capital stock" or "common stock."

b.
Because of the use of nominal par value, in most corporations there is a lot of capital surplus and relatively little stated capital.

c.
Under most state statutes stated capital is "locked in" the corporation for the benefit of creditors. Capital surplus and retained earnings may be distributed to shareholders without the consent of creditors. Stated capital cannot unless it is first reclassified.

5.
No Par Shares



In most states that have mandatory par value statutes, "no par" shares are a permitted alternative. These shares may also be designated as "without par value." The rules with respect to such shares are tied into the rules with respect to par value shares.

a.
The consideration for no par shares issued in par value states is allocated to stated capital, but the board of directors may determine that some part of that consideration may be allocated to capital surplus rather than stated capital.

b.
There is no minimum price at which no par shares must be issued. The price is simply set by the board of directors or shareholders. However, watered stock liability may be created if the no par shares are actually issued at a price below that set for their issuance by the board of directors or shareholders.



F.
CLASSIFIED COMMON STOCK


Common stock may be issued in classes with variations in rights from class to class. Classes of common shares are often used as planning devices in closely held corporations, since variations in dividend rights, voting rights, and other participation rights may be established through this device.



G.
EQUIVALENCE OF SHARES WITHIN A CLASS OR SERIES


All shares of a class or series have identical preference, limitations and relative rights with those of other shares of the same series or class. This requirement is a matter of controversy in some defensive tactics against takeovers where the corporation may distinguish between holders of the same class of shares on the basis of outside events.

8.  Debt Financing

A.  Bonds and Debentures are long term debt instruments.

1. Bond is secured while a debenture is unsecured.

2. Bonds may be secured by a lien or specific parts of property of issuer = indebenture – K between corp and owners held by trustee.

C.  Why would Corp seek debt financing as opposed to equity investment?

1. LEVERAGE = using someone else’s money to generate a profit for yourself; debt owed to 3rd person creates leverage.

a. Risk – income from project is not enough to cover fixed charges and investors may be quickly wiped out.

b. Overleveraged – borrowed too much, debt/equity ration is too high; corp can go insolvent and hands are tied to interest rates.

1. Debt/Equity Ratio – ratio between corp’s equity and its long term debt. – 

c. WSJ Article – Deleveraging of Corp. America in 1992:  reducing heavy debts will help step up US economy b/ it is going to business expansion rather than interest payments.

       2.  TAX advantages of debt.

a. Interest on debt is deductible while dividend payments are not.  But is S corp election is available, all income passes through.  If S corp is not available debt financing w deductible interest payments helps zero out.

b. Repayment of debt is a nontaxable return of capital, while a purchase or redemption of stock by corp may be fully taxable.

D. Why would a SH prefer to loan money rather than invest?

1. Potential tax benefit to Sh – if corp repays SH part of principal on a loan, that is repayment of a debt and not taxable, whereas if corp redeems equity shares of SH that event may be taxable.

2. Potential that SH will get loaned money back – greater chance of getting it back if corp goes bankrupt.  – Priority system when corp is dissolved puts creditors above of common shareholders.  Debt financing permits SHs to obtain parity with the general trade creditors if business fails.  BUT:  Deep Rock and subordination doctrines may prevent this, if for example, the corporation is undercapitalized = debt/equity ratio – sh loan wall be subordinated.

E. IRS can say debt is equity = recharacterize debt as equity so that SH is subject to partial redemption tax event rules.  Wholesale creation of debt for tax advantage is too much of a good thing.Redemption of stock v. repayment of principal; creditor/debtor v. Corp/SH:

Slappy Drive 5 factors to determine relationship:

1. Written promise to pay a sum certain with fixed interest rate on specified date or on demand.

2. Whether there is subordination to or preference over any indebtedness of corp.

3. Debt/Equity ratio Safe harbor test relevant when characterizing SH loans as debt as opposed to equity by IRS:

a. Inside debt to equity ratio – only debts owed to SHs; Safe harbor is <=3:1.

b. Overall debt to equity ratio – debts and obligations owed to persons outside and SHs ; safe harbor <10:1.

4. Whether there is convertibility into stock of corp

5. Relationship between holdings of stock in corp and holdings of interest in question.

***Having a debt reclassified as equity can make S Corp election unavailable b/c of limit to 1 class of stock for S Corp.  BUT:  Safe Harbor for Straight Debt = written unconditional promise to pay sum certain if: a.  Interest rates not contingent on profits; b. No convertibility into stock; c. Creditor is an eligible SH under chapter S.  If Straight Debt, then no problem with S corp election.***

9.  Capital Structure of CHC – represents a trade off between risk and control.  See Problem 8.

10.  Public Offerings/Securities

A. Securities Regulation – Federal Securities Act of 1933 and state blue sky laws regulate the initial public offerings of corporations.

B. Statutory Purpose of Securities Act of 1933 – 

1. Full and fair disclosure of all relevant facts about security

2. Prevent fraud and misrepresentation, whether or not securities were registered.

C. Registration of Securities Issues – 

1. Registration process is so expensive as to be impractical for small and medium offerings.  It is essential to find an applicable exemption from registration.

2. What is a Security?  Sect 2 of Act and courts interpret definition broadly to protect investors in marginal non-traditional schemes.

a. Howey Test – determine if investment K is a security.

1. Investment of money

2. In a common enterprise = fortunes of investor are dependent upon efforts and success of those seeking investment.

3. With profits to come from efforts made by those other than investor = where those efforts are undeniably the significant ones; where investor is at mercy of other, like a SH is.  BUT:  Sct in Howey actually said “come solely from efforts” 9th Cir in Smith interprets it broader.

       3.  CA is franchise agreement – which is not a security – franchisee independently determines own success.

4.  Sct in Landreth Timber held that sale of all or a majority of shares of  CHC is sale of a security subject to federal securities act.

11.  Registration Exemptions

A.  Regulation D is the SEC’s principal “small offering” exemption and it contains 3 exemptions:

1. Rule 504 – exempts offers of up to $1million; no limit on who or how many may buy, no disclosure rqd;  Cannot advertise or offer for resale, unless sold in state that requires disclosure, then no limit by SEC.

2. Rule 505 – exempts offers of up to $5million, if number of unaccredited investors is 35 or less AND NO solicitation or advertising is used; No limit on # of accredited investors.  Info must be provided to unaccredited.

3. Rule 506 – permits offers in unlimited amounts to accredited investors and to not more than 35 unaccredited investors.  Info must be provided to unaccredited; Sophistication rqd for unaccredited = sophistication refers to ability to get info so they do not need protection of act.

B. Registration Exemptions of 1933 Sec Act:

1. Sect 3 exempts certain securities 504-506 exemption

2. Sect 4 exempts certain transactions – private placement exemption of 4(2) for no public offering involved.

3. Regulation D integrates disparate exceptions, expands availability of exemptions, coordinates federal and state securities law:

a. Registration by coordination – satisfy federal law rqts = satisfy state law.

b. Registration by qualification – state evaluates merits of offering

c. Registration by notification – available only to est. Businesses w/ short form statement.

12.  Issuance of Shares:  Preemptive Rights and Dilution [RMBCA 6.30]

A.  Problem:  issuance of new shares affects outstanding SHs b/c shares issued at bargain prices may “dilute” financial interests or voting power of existing SHs.

B. Preemptive rights – give holders of stock the right to subscribe and pay for a proprotionate part of any new issue of securities by the corp at the price established by the board of directors.

ISSUE:  Do SHs have preemptive rights?

1. Stokes – preemptive rights are inherent to ownership of stocks

2. Opt Out states (TX) – corp has preemptive rights unless excluded in articles of incorporation

3. Opt In states –MBCA 6.30 – preemptive rights only to extent designated.

ISSUE:  Exception? 6.30b3

1. No preemptive right for shares authorized but not issued, which are later issued to extent that they continue to represent initial capitalization of corporation = six months after incorporation.

2. Preemptive rights do not extend to shares issued for property other than for money

ISSUE:  Override in Articles of Incorporation?

ISSUE:  Waived?  Sh must exercise preemptive rights for them to do any good.

ISSUE:  Remedy?

1. Specific performance = preserving SH’s preemptive rights

2. Damages.

C. Fiduciary restrictions on oppressive issuance of shares

1. No preemptive rights:  Where preemptive rights are unavailable, the power of board to issue new shares on terms that are unfair to minority SHs may be limited by general fiduciary duty.

2. Preemptive rights but BF issuance:  Fiduciary duty extends to BF issuance of shares where preemptive rights exist, but circumstances are such that it is unreasonable to expect the minority SH to exercise his preemptive rights:

a. Courts will enjoin issuance of shares when they are oppressive and serve no business purpose.  Katzowitz.

b. BF transactions which reduce the proportional interest of minority SHs are called freeze outs or squeese outs.

c. If there is a GF business purpose and no personal benefit to controlling SHs, shares may be issued on terms tha benefit one class/investor at expense of another = legal and fair.

d. If Market value is less than book value then it makes sense to sell at lesser value; but CHC has no real market for its stock.

13.  Distributions by CHC [RMBCA 6.40a]

A.  Dividends – payment out of current or past undistributed earnings; Other distributions = capital distributions.

B.  Dividends or distributions are discretionary with the board of directors and board decides how much and when corp makes distribution IAW art of incorp and 6.40c two prong test.

1. GR:  Gottfried, business J. Rule of as long as in GF; process by which they came to decision reviewed, but not actual decision.

2. Exeption:  Dodge v. Ford;  based on:

a. Large corporation with cash surplus far beyond planned corporate expansion.

b. Ford’s philanthropic business plan was at odds w/ benefits to SHs

3. Test of BF – whether or not directors were motivated by own personal interest rather than corporate welfare.

C. TAX Issues:

1. Accumulated Earnings Tax – tax of earnings and profits accumulated in corp beyond reasonable needs of business = where corp was accumulating funds in accumulation/bailout strategy to avoid double taxation.

a. Can expand with working capital or retire debt = reasonable

b. If corp retains earnings for personal reasons or if corp fails to document planned expansion = unreasonable.

c. IRS allows $250,000 w/o worrying about accumulated earnings tax

2. Herbert Hatt – whether corp was entitled to take a deduction that it incurred in ordinary course of its business.  IRC allows deductions for ordinary and necessary business expenses.

a. Salary paid to employee – IRS says 200,000 salary is too much, disallows deduction for 100,000 – corp must pay tax on that 100k, but employee has no additional tax burden.

b. Expenses of boat and airplane – use of boat for personal purposes is a constructive dividend to SH/user, thus SH has to pay tax on it as a dividend and corp has to pay additional corp tax b/c it is not a deduction.

3. Wilderman – return of exessive salary to corp treasury ordered by court; But:  court sends question of dividend payment back to board of directors.

14.  Relationship Between Repurchases & Distributions

A.  When a corp repurchases or redeems some of its own shares, the assets of the corp are reduced by the purchase price of the share, but the shares of itself that are owned by the corp are not assets.

B.  Repurchases by corp (as opposed to other SHs) are advantageous than pro rata purchase by remaining SHs (but before corp can redeem must satisfy 6.40c tests):

1.  Tax benefit – repurchase by corp does not create taxable income to remaining SHs even if earnings are used to repurchase as increase in value of their stock is not taxable event.

2.  Some SHs may not have liquid assets to buy more shares

3.  Repurchases by corp may be made over time w/ a promissory note.

C.  Nature of Redemption.

1. Redemptions of stock – proportionate redemption has same effect as paying dividend thus IRS treats it as a dividend b/c ownership has not changed and b/c SH got money out of Corp.

2. Disproportionate redemption*** - changes ownership %, but IRS does not treat change in ownership as a constructive dividend b/c it is a change in ownership to corp w/ fewer assets.

D.  Fiduciary Duties in Connection with Repurchases of Shares

1. Donahue v. Rodd Electric – holds that controlling SHs in a CHC have a strict fiduciary duty and duty of utmost GF and loyalty to minority SHs when redeeming shares = duty of PS, higher than that of PHC to SH.

a. Reverse preemptive rights:  Court required corp to offer minority shareholder opportunity to redeem her shares at same price as it had for majority shareholder or majority sh had to give back money.

1. Created a market for shares of CHC

2. Gives access to corp resources.

b. Court limited its holding to CHC b/c of similarity to PS and where minority SH is subject to freeze out.

2. Donahue v. Rodd’s fiduciary duty may be of little value outside of Massachusetts b/c:

a. Delaware courts rejected its reasoning.

b. Economists rejected Donahue b/c its outcome is not one which parties would have reached had they negotiated it in a transaction.

c. Mass. Sct itself stepped back from Donahue in Wilkes where it adopted a new test:  majority Sh has obligation to show legitimate business purpose; then min. SH has right to show less harmful alternative COA.  Wilkes is majority position now.

D. What can a SH do when freezed out?

1. Sell out to majority SH for low price and majority wins.

2. Sell to 3rd party – but who would buy?

3. Try and dissolve corp – but 14.02e voluntary dissolution requires majority vote unless art of incorp or SH agreement provides otherwise.

4. Ask court for judicial dissolution b/c assets are being wasted or oppressive, illegal, fraudulent = high threshold

5. Litigate – but hard to prove BF and directors have business J rule on their side.

E. These problems can be avoided with a buy/sell agreement upfront and in advance if SH wants out or is put out.

15.  Legal Restrictions on Distributions [RMBCA 6.40]

A. Was there a distribution?  MBCA 1.40(6)

1. Transfer of money or property or debt incurred by a corp to or for benefit of SH in respect of its shares.

2. Salary is not a distribution

3. Stock split or shares given to SH is not a distribution.

B. What tests apply?  Will be RMBCA 6.40 for test.

C. When must tests be satisfied?  6.40e

1. Redemption look to e1 only.  Redemption of shares – tests applied as of earlier of :

a. Payment date

b. Date SH ceases to be a SH

2. Indebtedness (promissory note) as distribution = test applied as of date of debt distributed.

3. All other cases – (cash dividends)

a. Date of distribution is authorized by board of directors if payment occurs w/i 120 days after date of authorization.

b. Date payment is made if it occurs more than 120 days after authorization.

D. Are RMBCA 6.40c tests both satisfied?  Corp cannot make distribution to SHs unless both test are satisfied.

1. Equity insolvency test – requires the corp to be able to pay its debts as they become due in the ordinary course of business after giving effect to the distribution.

a. Directors are entitled to rely on advice from attys or accts or officers or employees in making assessment iaw 8.30b.

b. No bright line test for equity insolvency – must use cash-flow analysis:  audited financial statements, existing and contemplated demand, ability to refinance corp debt.

2. Balance Sheet Test – prohibits a distribution if, after giving it effect, the corporation’s total assets would be less than the sum of its total liabilities plus the amount that would be needed to satisfy preferential liquidation rights of other classes of shares, Unless articles say otherwise.

a. 6.40d gives flexibility to balance test by allowing determination of assets and liabilities made on bases of :

1. Financial statements prepared by accountants.

2. Fair valuation that is reasonable in circumstances

a. GAAP – always reasonable, but other accounting principles may also be reasonable

b. 6.40d allows departure from historical cost accounting and allows use of appraisal and current value methods

c. No method of valuation is proscribed by 6.40 – but quick fire sale valuation is example of unreasonable.

b. Gives max flexibility to make a distribution but must act in GF and reasonable care and reasonable belief acting in best interests of corp.

F. If tests not satisfied, what are consequences to directors?  8.33 imposes personal liability.

G.  MANAGEMENT & CONTROL OF CHC

1. Roles of Shareholders and Directors

A. Traditional Roles:

1. SH – ownership interest

2. Directors – power of management of business affairs; discretionary power.

B. Attempts to Vary Statutory Scheme as laid out in Corporations Law.

1. Strict CL approach:  McQuade – Traditional rule of SHs cannot bind directors.

2. Relaxation of CL approach:

a. Clark – SHs can bind directors if:

1. Slight impingement

2. All shareholders party to agreement

3. No harm to public or 3rd party creditors

Rationale is that strict cl approach is intended to protect minority SHs who are not parties to k by assuring that they receive protection of unfettered board of directors.

b. Long Park – Major impingement is total sterilization of board and is too much = unacceptable under Clark rationale.

c. Galler – suggest CHC should be treated differently:

1. Public injury?

2. Complaining minority Shareholder?

3. Prejudice to 3rd party creditors?

Rationale:  SH agreements make economic sense and should be invalidated only when corrupt.  But – see Zion dissent.

2.  Statutes Applicable to CHC only [RMBCA 8.01, 8.08, 8.10, 10.20]

a.  Zion – corporation did not elect CHC status in Certificate of incorporation.  SH agreement sterilized board of directors.  But court upheld agreement b/c Delaware statute allowed this type of SH agreement for CHC, even though Corp did not meet statutory rqts of Del. CHC law.

Dissent:  Notice is necessary to protect public and 3rd party creditors.  Majority CA:  cert of incorp can be amended and D is estopped from relying on lack of amendments b/c he agreed to SH agreement.

ISSUE:  Do you follow letter of CHC statute or bend to do what is fair?

1. Maj – Nature of CHC statute allows for this flexibility b/c purpose was to recognize that CHC are different.

2. Dissent – If you grant same flexibility w/o meeting rqts, why have statute at all?

ISSUE:  What law to apply?  Del or NY?

1. SH agreement expressly says Del.

2. In absence of express K, courts apply internal affairs rule:  state law of incorporation – NY which has business corp law that overrules Mcquade and Long Park and adopts Clark.  BUT:  McQuade and Long Park are still applicable when less than all SHs are part of agreement.

b.  RMBCA and Zion – 7.32 Sh Agreements overrules Mcquade and Long Park.

c. Removal of Directors – 8.08 and Auer v. Dressel.

1. SHs have an inherent right to remove directors despite fact that Art of incorporation say directors remove directors.

2. Dissent:  proxy process interferes w/ director’s DP rights and at CL director’s could only be removed for cause.

3. 8.08a – removal w/ or w/o cause unless articles of incorporation provide only w/ cause.

4. 7.32a3 – overrides Mcquade line of cases and allows a SH agreement to trump 8.08a in regards to removal of directors.

5. TX – articles or bylaws may provide that SHs can remove directors w/ or w/o cause.

6. Vacancy on Board – 8.10 a1 and a2 – vacancy may be filled by shareholders or board unless articles provide otherwise.

3. Election of Directors [RMBCA 7.28, 8.06, 8.08c]

A. Cumulative and Straight Voting.

1. Straight – SH may cast the number of votes equal to number of shares he holds for candidates for each position to be filled on board.

a. Majority of SHs (51%) will elect the entire board.

b. Simple and easy

2. Cumulative Voting – each SH determines the aggregate number of votes he may cast in an election by multiplying number of shares he holds by number of positions to be filled.  Each SH may cast that number of votes for one or more candidates.

a. Permits minority SHs to elect directors.

b. Basic Formulas****

1. Determining whether a single bock of shares may elect a director under cumulative voting:  > S /D+1

Where S = total number of shares voting


     D = number of directors to be elected at this meeting

2. Determining to elect N directors:  where N = number of Ds you want to elect:  > (N x S)/D+1

B. Minimizing the Effect of Cumulative Voting.

1. In states where cumulative voting is not required, majority of SHs may amend Art of Incorp to eliminate cumulative voting or to opt out in TX.

a. But:  this gives minority SHs dissenter’s rights:  corp has to buy back shares for fair value.

b. Can also reincorporate to another state where cumulative voting is not required.

2. 7.28bcd – cumulative voting is an opt in election to be chosen by an appropriate provision in Art of incorp.  But:  TX is opt out.

3. 8.08c – limits the power to remove a director elected by cumulative voting to situations where the vote to retain the director is insufficient to have elected him if the vote were case in an election for directors in which cumulative voting was permitted.

4. 8.06 – Staggered terms for Directors

a. Must be 9 or directors.

b. Members are elected for 2 or 3 year terms w/ ½ or 1/3 being elected each year.  

c. Minimizes impact of cumulative voting b/c if 17 directors are elected each year it is easy to get minority number of votes to elect minority director – BUT if only 6 are elected then it requires a lot more votes to elect.

d. Provides continuity

e. Most importantly – shark repellant as a takeover defense.

5. Board may be permanently reduced in size to reduce impact of cumulative voting; as well as increasing number of shares or S.

6. Much of work of board may be delegated to committees and minority elected directors are frozen out.  Work done behind the scenes and then rammed through at meeting in quick gavel meeting.  BUT – fiduciary duty issues are raised by these tactics.

4. Shareholder Voting & Voting Agreements [RMBCA 7.22, 7.25, 7.28, 7.31]

A. Agreements among SHs that they will vote their shares cooperatively or as a unit are called pooling agreements and are enforceable per 7.31

B. Scope of Valid SH Agreements – valid as long as they relate to issues which SHs may vote.

C. Enforcement of Poling Agreements

1. Ringling Brothers – Del Sct enforced a pooling agreement by disqualifying the shares sought to be voted in violation of the agreement.  The effect of the disqualification, however, was to defeat the intent of the agreement since the disqualified votes were essential if the parties to the agreement were to remain in control of the corporation.

a. Instead the court could have:

1. Let arbitrator vote Mrs Haley’s share

2. Mrs R had an implied proxy

3. Compelled Mrs H to vote shares as was dictated – specific performance

b. Does arbitration to work out pooling agreement differences result in voting shares?  Agreement must expressly delegate power to arbitrator.

2. MBCA 7.31b overturns Ringling and specifically addresses the enforement issue by authorizing specific performance of pooling agreements.

3. MBCA 7.22d makes irrevocable a proxy granted in connection with a pooling agreement if:

a. Agreement makes specific reference to it.

b. Coupled with an interest = voting agreement

4. Vote buying – despite negative tone, is simply a voting agreement supported by consideration personal to SH.  BUT:  illegal if purpose is to defraud, or against public policy.

D. Record Ownership, Beneficial Ownership, and Record Dates.

1. Eligibility to vote shares at a SH meeting is determined  by record ownership on a specified date called record date.

2. Record Owner – certificates representing shares in name of designated persons are issued and names are recorded in records of corp.

3. Beneficial owner – person who acquires ownership of shares w/o going through mechanics of arranging for a new certificate to be issued.

a. Beneficial owner may compel record owner to execute a proxy appointment on his behalf – b/c corp continues to view record owner as owner of shares who has voting power.

4. Record Date for Voting – persons entitled to vote at a meeting are record owners determined as of a specific date.  Record date determined by board or is date of notice of meeting, unless by-laws set it, and not more than 70 days before meeting.  MBCA 7.07

5. Inspectors of Elections – Disputes as to entitlement to vote are usually resolved by inspectors of election who are granted discretionary authority to resolve disputes on basis of statutory voting rules and records of corporation.  Salgo v. Matthews.  Because inspectors powers are discretionary, a writ of mandamus will not lie until inspector ACTS and then a writ of quo warranto is appropriate.

6. MBCA 7.25  SH VOTING

1. Quorum – 7.25a – majority of shares entitled to vote UOA; once there is a quorum at meeting it remains even if people leave.

2. Voting 7.25c – Favor > against; abstentions do not count.

3. SH action w/o meeting – 7.04, if all SHs consent, but Delaware only a majority is required = majority consent provision where majority gives written consent to COA w/o having to wait for meeting to count votes.

5. Voting Trusts [RMBCA 7.30, 6.01]

A. Voting trusts – device by which power to vote may be temporarilty but irrevocably severed from beneficial title to shares.

B. Statutory Rqts – see 7.30

C. Financial Rights w/i Voting Trusts – usually, all dividends pass through trust to beneficial owners.  Trustee may issue voting trust certificates to represent beneficial interests; these certificates can be traded like stock.

D. Uses of Voting trusts:

1. Preservation, retention , securing of control in CHC

2. Assurance of temporary stability in control of corp coming out of bankruptcy

3. Elimination of a troublesome SH from participation in control of corp.

4. Creditors may insist that shares be placed in a voting trust w/ creditors as beneficiaries of trust as a condition of extending credit.

5. Compelled by a regulatory agency.

E. Power of Trustees of Voting Trusts

1. Power of trustee to vote on corporate matters depends on specific language of voting trust.

2. However, despite broad granting language of trust, trustee cannot use its power to detriment of SHs/cestuis/beneficiaries of trust.  Brown v. Mclanahan.

3. ISSUE:  Who is beneficiary of trust to whom trustee owes fiduciary duty?

F. Classes of Shares as a Voting Device

1. MBCA 6.01 allows classes of shares to be created w/o voting rights.  Corp can use this as a device which permits complete divorce of voting power from ownership of a portion of corporation.

2. Plaintiffs challenge class of shares as an impermissible voting trust.  Court applies Abercrombie test for criteria of a voting trust in Lehrman v. Cohen:

a. Voting rights of stock are separated from other attributes of ownership.

b. Voting rights granted are irrevocable for a definite period of time.

c. Principal purpose of grant of voting rights is to acquire voting control of corporation – SH do not retain right to vote.

3. Facts must be very, very close to exact rqts of voting trust to find a voting trust.  Ringling and Lehrman.

4. Because the creation of 3rd class was a distinct class it did not separate voting rights from stock of other classes – thus SHs did not create a 7.30 voting trust but a 6.01 new class creation.  Lehrman.

5. Voting Trust Statute aimed at secret, uncontrolled combination of SHs formed to acquire voting control of corp to possible detriment of non-participating SHs.****

6. Plaintiff challenges:

a. Impermissible voting trust

b. Disembodied vote without substantive/financial stake in corp  - but no rqt in 6.01 to have voting and proprietary interests in class

c. Improper delegation of authority from AL and AC directors to AD director – but 8.01 allows broad delegation.

6. Share Transfer Restrictions and Buy/Sell Agreements [RMBCA 6.27]

A. STRs – contractual restrictions on free transferability of shares, recognized by 6.27.

B. Purchase type restrictions:

1. Option of Corp to buy at designated or computable price

2. Mandatory buy-sell agreement obligating Corp/SH to buy at designated or computable price.

3. Right of 1st refusal – gives corp/shs right to meet best price sh has received from 3rd party

C. STRs enable participants in venture to determine who may particiapte in venture similar to PS. ****

D. Option or Right of first refusal does not guarantee SH a specified price, whereas a buy-sell agreement does.

E. STR’s may be imposed to ensure continued availability of S corp election – to keep SH to 75.

F. STRs may be used as a prohibition against transfer to certain people.

G. Buy-sell agreements also useful in allowing a SH to get out w/o disrupting corporation:

1. Provide for orderly way to get out

2. Provide a market for shares

3. Relieves court of having to determine value of shares

H. Buy –sell agreements alleviate CHC problems w/ stock:

1. Bargaining positions are equal since non of the SHs knows whether he will be on the buying end or selling end of the agreement.

2. Once there is an agreement everybody knows where he stands and can plan accordingly.

I.  Buy-sell agreement drafting considerations:

INSERT BUY-SELL AGREEMENTS SOM PAGE

J.  Many cases hold STRs valid even though it compels a SH to sell shares at an arbitrary price that may not reflect real value of shares b/c that is what SH bargained for and he had equal bargaining position.  CA – fraud, overreaching

7. Director/Officer Authority

A. Director Authority.

1. Traditional view – board has no authority to act except at a meeting:  cross fertilization of mind rationale

2. 8.21a board can act w/o a meeting if all members consent; thus any one member can force a meeting by withholding his consent.

3. Action taken w/o meeting – what result?  Courts look at:

a. Did corp benefit from directors’ actions

b. Could 3rd party have done anything to protect itself

Generally, courts hold corp liable if it benefitted and 3rd party could not protect itself.

B. Authority of Officers

1. Actual?

a. Express – bylaws, minutes, board action

b. Implied – had he done it before w/o objection from board

2. Apparent – what is 3rd party’s reasonable belief?

3. Modern trend is officers have greater flexibility to bind corp.

4. GR:  president has authority to enter into Ks – ordinary course of business Ks, but not extraordinary Ks.  Inherent authority of president in this GF gives rise to 3rd party reasonable belief for apparent authority.  

5. Ordinary k is employment K, hiring and firing, etc; Except:

a. Conveyances of real estate

b. Courts will not allow president to initiate a lawsuit on corp’s behalf – must be done by board.

8. Deadlocks [RMBCA 8.10,8.24, 14.30]

A. Meetings, Quorums, Notice and Related Matters.

1. Quorum – majority of directors except that a greater number may be specified by bylaws or articles.  8.24a

2. 8.24b permits bylaws or articles to reduce a quorum to 1/3 of board of directors.

3. 8.24c – board may act on a specific matter only if a quorum is present when the action is taken.

4. Board of directors may sometimes be able to act even though a quorum is not present where vacancies exist and the action to be taken is the filling of those vacancies.  This power exists:  ONLY when the number of directors remaining in office is less than a quorum.  Geary.

B. Deadlocks

1. Corporation is subject to deadlock if:

a. 2 factions own 50% each

b. Even # of direcotrs where ½ elected by one faction and other ½ elected by other faction.

c. Minority SH has retained a veto power or super majority voting/quorum rqts.

2. Directors, despite expiration of their term, continue to serve until their successors are qualified; if the deadlock prevents a subsequent election, those in office remain in office indefinitely.  8.05e

3. If corp has cumulative voting, election won’t deadlock – straight voting creates deadlock.

C. Traditional Judicial Remedy for Deadlock:  Involuntary Dissolution

1. When no buyout has been agreed to, involuntary dissolution by judicial decree at request of SH is remedy.

2. In order to obtain dissolution, a petitioning SH must establish that statutory grounds have been met per MBCA 14.30(2)

(i) directors are deadlocked , SHs can’t break it and irreparable harm is threatened; OR

(ii) acts are illegal, oppresive, or fraudulent, OR

(iii) SHs are deadlocked in voting and have failed to elect successor directors for 2 consecutive meetings OR

(iv) Corp assets are being misapplied or wasted

3. After meeting statutory rqts, court may withhold remedy on equitable grounds.  ***Remedy is discretionary – b/c discretion necessary b/c dissolution benefits one faction of SHs at expense of another in unfair manner.  Dissolution is not a neutral remedy; it favors someone.

4. In re Radom – court denies dissolution to compel Radom to negotiate a buy out at a fair price.

5. Radom court says test for discretion is:  Whether judicially imposed death will be beneficial to SHs or members and not injurious to public.  Dissolution should be granted only when object of corp existence cannot be attained.  B/c corp is running at a profit – test is met.

6. BUT:  In re Hedberg-Freidham – court orders judicial dissolution despite profitability b/c of lack of cooperation and refusal of Hedberg to talk to Freidham.  Business cannot be conducted w/ advantage to SHs.

7. Collins v. Lewis – court refuses to dissolve restaurant PS b/c partner has power to dissolve and then must bear breach of K.  BUT:  SHs in corp do not share that power, can dissolve voluntarily only if have majority of shares.

8. MBCA 14.34 – CHC can elect to buyout petitioning SH instead of dissolution at fair market price – Issue:  what is fair market price.

9. Modern Remedies for Deadlocks, Oppression

A. Recent developments have broadened available remedies in CHCs:

1. Kinds of conduct w/i CHC viewed as oppressive have been broadened.

2. Remedies available to minority SHs in CHC have been broadened.

B. Oppression GR:  Court finds that a judicially decreed buy-out for oppressive conduct is an available remedy to TX courts under general equity power even though there is no statutory or K basis for it – made by judicial decision. Davis v. Sheerin.

C. Is buyout appropriate remedy?

1. Oppressive conduct? – Acts frustrate legitimate expectations of minority SHs were at time became SH; and look at role of minority SH expected to play = TEST.  No showing of fraud, illegality, mismanagement is necessary, oppression is separate ground for  relief.

2. No lesser remedy available?

a. Damages and injunction – not effective

b. Liquidation – too harsh

c. Buyout – just right

d. See also below eg appoint custodian.

D. MBCA 14.34 accepts buyout remedy – expressly authorizes an involuntary buyout of shares owned by a SH who has filed a petition for involuntary dissolution under 14.30

E. Other Solutions and remedies for Oppression of Deadlock

1. Court appoints a provisional director – appointed as officer of court to serve on board that is so divided that it cannot make decisions to advantage of SHs generally.

a. Not reqd to be impartial; appointed in best interests of corp.

b. May be removed by court or by a vote of voting SHs sufficient to elect a majority of board.

2. Court appoints a custodian – continues the business of corporation rather than liquidate it as a receiver would.  Has all the powers of board and replaces board.  May be removed same as provisional director.

3. Removal of director or officer.

4. Using professional counseling to resolve differences between factions.

CHC Summation

1. Disadvantages of CHC status via CHC statutes:  Prof. Carjalla

a. More likely that SHs will be liable

b. If you grow beyond limits of statute court may revoke qualification as CHC.

2.  MBCA 8.01 – you can gain a lot of flexibility by articles of incorporation or SH agreements and run corp similar to PS.

III. PUBLICLY HELD CORPORATION

A. Introduction to PHC; Corporate Governance

1. Corporate Responsibility

a. Traditional view – managers are obligated to maximize profits so long as they comply w/ law = agent of capital

b. Non SH/Alternative constituency statutes – allow directors to consider other constituencies than SHs and profit in corporate governance, eg employees, community, etc.  Enacted to give director a wider base to reject hostile takeover bids.

1. BUT:  Makes it harder to raise capital – who wants to invest, particularly institutional investors

2. Impossible for directors to balance needs of all these constituencies and someone will lose out – do they then have a cause of action ?

2.  Institutional Investors – pensions, mutual funds, insurance companies, now own 50% of stocks on NYSE.  They have a huge impact selling their blocs of stock on stock prices.  Many have increased their interest in management and changes in SEC proxy regs have allowed them to talk to each other w/ respect to corp governance.

3. What does board of directors do?

a. Provides general review and oversight

b. Select CEO and replace him

c. Advice and counsel to management

d. Set dividend rate and approve stock options for managers

4. Board does Not:

a. Establish specific policies of corp

b. Set agenda of board of directors

c. BUT:  this is changing to more active role

5. What does Board of directors look like?****

a. Modern trend is for majority of outside directors.

b. Management directors = inside directors

c. Non-management directors:

1. Affiliated – corp’s lawyer, banker, accountant, has a financial or business interest in corp.

2. Unaffiliated – only true outside director

6. ABA’s Corp Governance/Director’s handbook recommends that unaffiliated directors fill majority of :

a. Audit committee

b. Nominating

c. Compensation

7. Do outsiders make a difference?  YES

a. Unical decision by Del Sct, assessed greater deference to board decision when it was made up of majority of outsiders.

b. Outside directors of GM forced a change in management and then split role of CEO and chairman of board to make board independent of management.

c. Outside directors can alleviate succession problems in CHC and give needed expertise.

8. Board oversight has increased and gotten more active and has duty to keep itself informed to exercise due care.  3 factors led to changes in board standards:

a. Corp reexamination

b. Addition of outside directors

c. Decisions that imposed liability on directors

9.  Result was fewer people willing to serve as directors and premium increases for D&O insurance.  BUT:  insurance cost went down after states passed statutes insulating directors from personal liability.

B. Proxy Regulation

1. 1934 SEC Act:

a. Established SEC

b. Regulates nations securities exchanges

c. Regulates proxy process

d. Requires registration of brokers and dealers

e. Establishes system of continuous disclosure for PHC that are rqd to register under section 12.

f. Contrast w/ 1933 Act which governs IPOs.

2. ISSUE 1 – Registration Required?

a. Only corporations rqd to register under Sect 12 of SEC 1934 Act are subject to proxy regulations of SEC.

b. Sect 12 Registration – requires registration by corporations:

1. 12a - That have securities registered on a national securities exchange – NYSE, AMEX.  OR

2. 12g – That have (1) assets in excess of 5,000,000 and (2) a class of equity securities held of record by 500 or more persons.  [so if 499 common and 499 preferred = no registration rqd].

3. Termination of Sect 12 requirements:

a. Number of holders of record of any class of shares is less than 300; or

b. Assets are less than $5,000,000 on last day of its fiscal year for last 3 years and it has no class held of record by more than 500 persons.

3.  ISSUE 2:  Jurisdiction of SEC?

a. SEC’s power comes from Commerce clause of Const = interstate commerce, mail = by mails or instruments of interstate commerce or national securities exchanges or otherwise.

b. Intrastate phone calls are w/i power b/c telephone system is a means of interstate commerce.

c. Face to face solicitation? Most say No, but “or otherwise” language makes room for broad grant and purpose is to protect investors.

4.  ISSUE 3:  Is there a proxy solicitation?

a. Studebaker v. Gittlin – court adopts broad definition of solicitation:  anything part of a continuous plan intended to end in solicitation.

b. Newspaper ad?  Advertisement not close to critical vote = not solicit; but press release/advertisement issued close to critical vote and designed to influence is solicitation.  Conagra
c. SEC adopted Safe Harbor exceptions to broad definition:

1. Record owner communicates w/ beneficial owner.

2. Solicitation made otherwise on behalf of registrant (corp), where total number of persons solicited is 10 or fewer – as long as it is not the issuer doing the solicitation.

3. 1992 Safe Harbor – made it easier for Institutional investors to talk to each other ; criticized for giving too much power to institutional investors; current proposal would expand safe harbor to allow management to test waters w/ SHs (to even it out w/ power of institutional investors).

Once these three issues are met, then go to rule 14a-9

C. False or Misleading Statements in Proxy Solicitation; Rule14a-9

1. Rule 14a-9 False or misleading statements:

a. Look for any false or misleading statement in regard to a material fact; or

b. Omission of material fact that is necessary to make proxy solicitation not misleading.

c. Purpose is to promote full and fair disclosure

d. ISSUE:  Forward looking statements “next year will be a great year”

1. SEC has softened its approach w/ safe harbor to forward looking statements:

a. As long as made with a reasonable basis, and

b. In GF, then corp is insulated from liability.

2. Courts are reluctant to impose liability on corp’s for not having a reasonable basis.  SHs unlikely to prevail in 14a-9 action.

e.  Look line by line for false or misleading statement.

2.  14a-9 ISSUES:

a. Private Cause of Action?  Yes, Borack.  Two kinds of action:  direct on behalf of self; and derivative suit on corporation’s behalf for injuries suffered by corporation.

b. Jurisdiction?  Can bring civil action in any district where D is found, where D inhabits or transacts business = any federal district court.  Nationwide service of process – any district nationwide.

c. Materiality?  TSC Industries  Test for Material Fact:  an omitted fact if there is substantial likelihood that a reasonable SH would consider it important in deciding how to vote.  

1. Rejected lower threshold of might consider appropriate.  

2. Thus, issue of material fact is a factual question and cannot grant summary judgment.

3. Limited to substantial misstatements – concerned about deluge of trivial information.

4. NO requirement that it would have changed vote, just a significant alteration of the total mix of information.

5. Because the court adopted a low standard for causation (below), it put some teeth into materiality.

6. Look at whole proxy statement to test materiality of fact omitted.

d. Causation – Mills 

1. Must establish that there was a material fact and 

2. that SH vote or proxy solicitation was an essential step in approving the merger.

3. Rejects But For causation

4. Proxy solicitation itself – as a whole – was an essential link in accomplishing transaction

5. How can you tell?  Causation is not established where votes of outside SHs were not necessary to approve transaction.   If management has enough shares to approve transaction w/o proxy, then proxy is not an essential step.  If they don’t have enough votes, then it is essential.

e. Culpability/degree of fault – SCT has not directly ruled.

1. Key question is whether scienter is rqd?

2. 2d cir – insiders held to negligence; outsiders left to scienter standard.

3. 3rd cir – negligence standard for all directors

4. 6th cir – outsiders held to scienter standard; did not address insiders

5. Scienter – 2d cir says means knowledge.

f. Relief – options for court

1. Undo merger, but too hard b/c result would have been same despite material fact omission and like unscrambling eggs.

2. Award damages – but if merger was a success, SHs probably did not suffer damages.

3. Mills court awards interim costs and attorneys fees to be paid by corp.  But TSC v. Northway – no SH can get summary J so interim costs and atty fees no longer available – no matter b/c only ones who benefited was P’s attorney bar.

D. Shareholder Proposals – Rule 14a – 8.

1. 14a-8 is a mechanism for SHs to get free one proposal per year included on corp’s proxy solicitation materials.

2. Purpose is to foster SH democracy and SH ability to control management.

3. Eligibility – 3 rqts

a. SH must have owned for a period of a least 1 year

b. Either (1) 1% of outstanding shares or (2) shares with a market value of $1000.  The shares may be owned beneficially or of record.

c. Must continue to own shares up until meeting.

4. Supporting statement – may be included not to exceed 500 words in aggregate.  Management may explain its opposition to a proposal w/o limitation.

5. Recent trends indicate that SH proposals by Institutional investors for anti-poison pill proposals have been effective.

6. Recent proposals are circulating to change 14a-8 by raising the market value of securities threshold and amending some of the exceptions.

7. 14a-8c Exceptions:  Allow corporation to omit SH proposals:

a. c5 – social and political exception:  corp can omit SH proposal which:

1. account for less than 5% total assets, and 

2. less than 5% of net earnings and gross sales and 

3. is not significantly related to business.

Must fail all three tests to be omitted.***

b. c7 – “Ordinary business operations” – purpose is to defer to management’s expertise in running day-to-day business operations; but not to use proxy rules as a shield to isolate management decisions from overall purpose of 14a-8 of SH democracy.

1. Employment decisions were once seen as substantive policy questions and therefore not ordinary business opns.  BUT SEC reversed this position in Cracker Barrel – allowed them to omit proposal for no discrimination against homosexuals.  Some courts won’t enforce this position b/c it came out in a no action letter.  

2. SEC Chairman Waldrum wants SEC to re-reverse its position and he would make it easier for SH proposals in general.

c. c8 – Relates to Election to Office – Rauschman:  court says than SH has a private cause of action under 14a-8

d. c12 – Proposals resubmitted w/i five years.

1. Substantially same subject matter?

2. Submitted w/i preceding 5 calendar years?

3. Then can be omitted from a meeting 3 calendar years after last submission, if:

a. 1 submission in last 5 years got less than 3%

b. 2 submissions in last 5 years, last submission got less than 6%

c. 3 or more, less than 10%.

E. Duty of Care and Business Judgment Rule [RMBCA 8.30]

1. Directors owe both a duty of care (8.30a2) and a duty of loyalty.  The Business J rule applies to the duty of care only.  A breach of duty of care does not require self-dealing or personal benefit ala duty of loyalty.

2. Duty of loyalty – breaches occur in regards to:

a. To conflicts of interest; director makes a profit at expense of corp.

b. Usurpation of corp opportunity.

3. BJR – presumption of GF favoring directors

a. Too strict a burden would discourage people from serving on boards

b. Courts don’t have business expertise

4. ISSUE:  Has director violated duty of care?

a. 8.30a2, and

b. Court standards for business judgment rule.  But which standard to apply?

1. Smith – director liable for gross negligence

a. BJR is rebuttable presumption

b. Ordinary business directors

c. Grossly negligent b/c they failed to make an informed decision and did so on short notice w/o adequate info.

d. Issue is with process of making decision, not actual decision

e. Directors years of skill and experience rejected as standard by court; reliance on CEO recommendation is in general OK, but must make reasonable effort to acquire info to base decision

2. Litwin – liable for negligence; directors are liable for their own negligence.

a. Large, actual loss established concretely and measured in fact

b. Concerned a specific transaction as a result of which corp lost money.

c. Bank directors***;  Bates v. Dresser – bank president held liable for theft that not even auditors caught; but in 1970s bank directors and  ordinary directors held to same standards.

3. Schlensky – directors not liable for negligence; only liable for fraud, illegality, or conflict of interest.

a. Hypothetical loss not clearly established

b. Concerned a matter of long term, general corp policy

c. Ordinary business directors***

c.  Statute limit or exonerate director for liability?

1. Only monetary damages – can still file suit to enjoin director from COA

2. Only limited to action by corp itself or SHs; but not to a 3rd party

3. In response to Smith, states enacted Director Liability statutes.  Three types:

a. Charter option (TX) – authorized articles of incorp to contain a provision eliminating or limiting personal liability of directors.


b. Self-Executing – statute automatically limits liability w/o requiring amendment of articles

c. Cap on monetary damages – rather than shield from liability, just limits damage award.

5.  MBCA does not address duty of care on one side and BJR on the other.  Relationship between statutory test and BJR is uncertain.

a. Thus, a director may fail 8.30 standards but still be protected by broad sweep of BJR.

b. Must look at 8.30a2 and then decide which standard to apply for BJR as well.

6.  What should a director do to avoid liability:

a. Corp. Governance book says directors should attend meetings – but if you do and don’t dissent then you might be liable

b. Be informed:  Read all info provided by corp and if you don’t think it is enough, demand more info or ask for postponement – don’t vote w/o adequate info.

c. Monitor delegation of duties = duty of attention.

7.   Court is not PCV when it imposes individual director liability – it just says they are liable for actions attributable for their screw-ups, not all debts of corporation.

8. Insurance and Indemnification.

a. Insurance – 8.56-7:  corporation can purchase insurance to protect D&O actions in carrying out their duties and scope of insurance can cover actions which indemnification would not cover.

b. Indemnification – 8.50-56

F. Defenses – Litigation Committees & Business Judgment Rule

1. Gall v. Exxon – court accepted w/ little reservation the conclusion that dismissal of derivative litigation as not in best interests of corp was w/i BJR of disinterested director.  Burden was on Ps to show lack of GF or uninformed J. Court accepted precedent of United Copper – where a derivative suit seeking recovery from 3rd parties by corp, was dismissed by board was w/i BJR.  But not good precedent b/c Gall involved action against directors.

2. Major criticism of Gall is that there is structural bias of the directors on the committee.

3. Delaware courts have developed a complex set of rules w/ respect to dismissal of derivative litigation.

a. The test for the application of the BJR depends on whether the case is a demand excused or a demand requested case.  

b. Aronson says a SH must make a demand unless:

1. Majority of directors are self-interested; self-interest is direct financial interest or benefit, the fact that a director is a named D is not enough.

2. Majority is beholden to controlling SH; just nominating or electing a director is not enough, that is normal process; must be a lot more.

c. Demand is required, then if:

1. Board rightfully refuses demand (GF, informed) SH cannot bring suit.

2. Board wrongfully refused demand, SH can bring suit.  BUT rare:

a. Breached fiduciary duty

b. Refusal to allow suit to proceed is itself a violation of law – eg AT&T refused to go after DNC for phone bill.

d.  If no demand is made:

1. If demand is excused (SH relieved of demand rqt per Aronson standards) then corp can dismiss suit under Zapata two step:

a. Corporation has burden of proof on SLC’s bona fides (independence and GF and reasonable basis for conclusion).

b. If corporation carries burden of proof, court may apply its own business judgement.  Discretionary in Zapata, but rqd in Aronson.  Depends on if court is concerned about structural bias – where result violates spirit of 1st element.

2. If demand is not excused, SH must make demand.

d. Effect of Aronson is that demand is almost always required, hardly ever excused; and BJR applies to decision whether to pursue litigation.

1. Aronson compels a SH to make a demand.

2. If a majority of board has interest in transaction, then a demand is excused.

3. Majority of directors must be either interested or beholden for demand to be excused.

e. MBCA 7.40-7.47 and TX Derivative Suit Statutes Differences:

1. MBCA – plaintiff must always make a written demand per 7.42, this rqt would seem to dispense w/ litigation over whether demand is rqd.

2. 7.44 deals w/ how a corp can deprive a SH’s ability to bring derivative suit.  7.44f – court may appoint a panel to make a determination for corp if it has no disinterested directors.

3. Standing – 7.41 SH rqd to be contemporaneous owner, same in TX.

4. TX – no bond rqd for security for expenses; MBCA no bond reqd, other state do require a bond to prevent strike suits.

5. ANALYSIS:

a. SH contemporaneous owner?

b. Demand rqd or excused?

c. Whether or not SH rqd to post a bond?

G. Duty of Loyalty and Conflict of Interest.

1. Early case law automatically voided any transaction between director and corporation.

2. Modern rule is to permit any helpful or fair transactions, but to void harmful or fraud, waste of assets.  Transaction that is in between fraud and fair is then subject of test of majority vote of board to approve.

3. MBCA 8.60 – 8.63 treats conflict of interest transactions:

a. A conflict of interest transaction is not voidable by the corp if:

1. It has been approved by disinterested/qualified directors or SHS IAW 8.61b 1,2

2. The interested director establishes the fairness of the transaction 8.61b3.

b. 8.60-3 deal only with financial transactions between a director and corporation.  Does not affect non-transactional policy decisions, eg whether to establish corp HQ in directors hometown or when there is a decision not to act or against something!!

c. Definitions in 8.60 are exclusive; must meet the rqts to qualify.

       4.  Analysis:

a. Transaction (financial)?

b. Conflicting Interest?

c. Passes Muster?

1. Rqd disclosure? 8.62a

2. Vote rqts? 8.62c

       5.  BJR does not apply to duty of loyalty.


H.  Duty of Loyalty:  Executive Compensation/Salary

1. Tests for executive compensation:

a. Courts are reluctant to review compensation levels of executives of PHC.

b. Rogers – Sct established test for salary as whether payments are so large as to constitute spoilation or waste which is so large as to have no relation to value of services.  PHC where minority SH complains.

c. Heller – a reasonableness test for measuring excessiveness of salary has been rejected as unworkable b/c courts have little or no competence in business decisions; BJR protects executive salary from review.

d. BUT:  Herbert Hatt – courts did review salary b/c 1.  CHC; 2. IRS tax case where public treasury was losing out.

2. Made a nonissue by having compensation package fixed by compensation committee composed of outsiders; all non-management directors and majority of nonaffiliated directors.

3. SEC Regulation:

a. Disclosure of executive salary is required; must be specific discussion and overview of each item and discuss how each factor is based and how related to corp performance.  To make executives more accountable to SHs.

b. RRA of 1993 – congress put a cap on deductibility of top 5 paid executives’ compensation at $1million.  BUT:  incentive compensation based on performance goals is excluded.

I. Duty of Loyalty:  Transactions with a Partially Owned Subsidiary.

1. GR:  BJR applies unless self dealing is involved, then inherent fairness test applies.

a. Self dealing – parent is on both sides of transaction and parent receives something from subsidiary to exclusion of and detriment to the minority SHs of subsidiary.

b. BJR – burden of proof is on Plaintiff, presumption for parent corp.

c. Inherent fairness – burden is on Def/parent corp to establish fairness.

2. If the transaction involves a proportionate distribution of assets by the subsidiary to all of its SHs, the minority SH has no basis for complaint on ground of domination of management of parent, thus BJR applies.  EG  to pay large dividends by subsidiary to ease cash needs of parent, with all SHs getting dividend = BJR.  BUT : where there are 2 classes of stock, A for parent and B for minority SH and only class A gets dividend then Inherent fairness applies.

3. This problem does not arise when subsidiary is 100% or wholly owned by parent.

a. Can parent corp get rid of minority SHs?  YES – Short form merger per MBCA 11.04; allows parent to merge subsidiary w/ parent so long as parent owes at least 90% of shares of each class of subsidiary.  Can be done easily and quietly w/o SH approval of long form mergers.  

b. NOTE:  If corp does short form merger, then minority SH gets appraisal rights or dissenters rights under chapter 13 of MBCA and gets fair market value for shares.

c.   Parent needs no legitimate business reason or objective, just desire.

J. Duty of Fairness:  Duties of Controlling SHs or directors named by controlling SHs to minority SHs in same corporation.

1. Duty of fairness comes from Pepper v. Litton.

2. Zahn – transaction violates duty of fairness owed to minority SHs:  in effect, the directors must fully and fairly disclose the financial consequences of the alternative (conversion) available to the preferred stock and not mislead them.  Because directors did not give them notice so they could convert to class B before call, fairness duty not met.

3. BUT:   directors’ decision whether or not to call the preferred is itself not subject to fairness test – NO duty to maximize class A SHs interest b/c they were elected by Class B shareholders.  Decision to redeem may be based on what class B SHs want – to their benefit.  The directors must treat the preferred SHs fairly only in sense of not misleading them as to which option to select.

4. Forced Conversion** - a SH is in essence forced to convert or suffer financially, so SH must convert to maximize his financial returns.

5. GR:  Directors do not owe fiduciary duties to creditors – bondholders, short term creditors or debt holders convertible to securities – because rights of debt holders are defined exclusively by contractual terms, not by fiduciary duty.  Until vicinity of insolvency, when duty switches from SHs to creditors.

