Business Associations

Fall 2003 – Outline

I. General information 

a. Types of entities: 

Sole proprietorship

i. Corporation

ii. Professional Corporation

iii. Partnership

1. General Partnership

2. Limited Partnership

3. Limited Liability Partnership

4. Limited Liability Limited Partnership

iv. Limited Liability Company 

b. The type of entity chosen depends on risks.  

i. Risk types: 

1. Uncontrollable Risks

a. weather, competitiveness of market, government regulations, interest rates, etc. 

2. Controllable risks

a. statutes that apply, quality of workers, incentives for workers.  

c. Investment goals: 

i. Profit

ii. Preserve Principal

iii. Liquidity 

iv. Job 

v. Limited Liability 

1. two kinds of liability

a. direct – for things you do yourself (can’t protect against it, but can insure against some of it.) 

b. vicarious liability – can protect against in business entities. 

2. In rare circumstances, can pierce the corporate veil and find liability.  

vi. Control of business

vii. Favorable taxes

viii. Social issues – eg, environmentally friendly, socially responsible

ix. Additional capital (& loans)

x. Continuity of life

Transferability of interests, addition of future partners.  


II. Agency Principles

a. Agency is a relationship between a principal and an agent that the agent will act on principal’s behalf and subject to the principal’s control.  Even if agency is designated, if the circumstances aren’t right, then no agent relationship.  

i. Agency is consensual on both sides.  

ii. Does not have to be contractual (can be oral, informal – but statute of frauds issues).  

b. Major subtypes: 

i. Employee

1. all employees are agents.  

2. Even when term “servant” is used, it means employee.  

ii. Independent contractor

1. Restatement: agent who isn’t an employee.  

2. Matters for IRS & Liability (a principal is liable for the actions of an employee under doctrine of respondeat superior).  

c. An agent can impact the legal rights and relationships of the principals while operating under different types of authority. 

i. Actual authority: relationship between P & A may be express or implied (more often implied.) 

1. Issue: how reasonable was it that the agent thought he had the authority? 

2. Express: principal tells agent to do something. 

3. Implied: more important in business setting; difficult to tell everyone to do everything. 

ii. Apparent authority: agent doesn’t have the authority to do what he did, but third party believes that he does.  

1. third party will be protected in this situation. 

iii. Inherent agency power: solely b/c the agent is called something (eg, office manager), certain authority is presumed to protect third parties. 

d. Other definitions: 

i. Co-agents: with same principal (either appointed by principal or by the agent authorized by the principal to do so). 

ii. Undisclosed principal: third party has no notice agent is working for principal.  

iii. Unidentified principal: third party knows agent is working for principal but doesn’t know who.  

e. Contract doctrines: principals agree to be responsible for agent’s acts, even if agent doesn’t have actual or apparent agency power: 

i. Ratification: agent does something wrong, but owner accepts.  This has the effect of authority to the act.  

ii. Adoption: usually before business is formed; agent is a promoter and once the entity is formed, the company adopts the agreements the promoter created. 

iii. Novation: an entity agrees to liability.  Novation supplants the old K.  

iv. Estoppel: close to apparent authority in trying to protect third parties. 

1. requires a change in position.  

2. Classic case: furniture store.  Fake employee wasn’t an agent, but furniture company allowed to exist.  Furniture company was estopped to deny the person wasn’t an agent.  

Respondeat Superior: tort doctrine.  If employee commits a tort, was the tort committed within the scope of employment? 

III. Partnership

a. Defined in Uniform Partnership Act: Association of two or more persons to carry on as co-owners of a business for profit, whether or not the persons intended to form a partnership.  §202(a).  

i. Default entity: every other type requires a filing with state offices.  

ii. Can be complicated or handshake.  

iii. To be a partnership, just have to act as one – agree to carry on as a co-owners of a business for profit. 

1. if sharing profits, presumed to be a partner unless getting profits as repayment of a loan, services of independent contractor, or wages to an employee, rent.  (judicial decisions).  

iv. Completely voluntary relationship.  

1. Serious liabilities attached to partnership. 

2. if have the liabilities, should have way out.  

b. Inadvertent Partnerships

i. Continuing issue is whether an arrangement between two people may unintentionally constitute a partnership so that a creditor can force one to pay the debts of another. 

ii. Martin v. Peyton (1927): could have gone either way, but court holds that repayment of loan through profits wasn’t profit sharing, but simple repayment.  Dangerous aspects of this case: sharing of profits, signing resigation letters, veto power over transactions, assigning interests.  

iii. Simpson v. Ernst & Young (1994): a partner in name who doesn’t have partnership functions is really an employee.

1. A partnership should have: 

a. Association of two or more

b. Sharing gross receipts doesn’t necessarily establish a partnership, but is prima facie evidence. 

c. Partners jointly liable for partnership debts & obligations. 

d. Partner is repaid his capital contribution & shares equally in profit.   (Simpson didn’t make true contribution). 

e. Partner receives interest on his capital contribution.  (Simpson had straight salary). 

f. Partnership must indemnify partner. 

g. All partners have equal rights in management & conduct of partnership. (Simpson had no power)

h. No person can become partner without agreement of partners.  (Simpson had no voting power)

i. Partnership books are open.  (Simpson had no access.) T his right can’t be contracted around.  Not waivable.  

iv. Partners owe fiduciary duties to one another (Simpson treated shabbily – gotten rid of to hire younger accountants.)

v. Kessler v. Antinora (1995): joint venture (getting together for just this one deal). 

1. agreement to build a house and split profits 60/40, but no agreement to losses.  

2. Antinora lost all his time working for partnership; statutory default 401(h): unless there’s another agreement, partner isn’t entitled to be paid for the services as working for partnership.  

vi. Court strains – finds that Kessler was only entitled to profits from house, not losses from his co-venturer.  

vii. Liability – 

1. § 306

a. a) all partners jointly & severally liable. 

a. Joint and several: can just pick the richest one and sue, then that person can collect from others.  

b. Joint liability: must sue all of the partners to sue any one of them.  Procedural nightmare. 

b. b) partner not liable for debts incurred before he became partner. 

c. c) limited liability – look at statute. 

2. Exhaustion rule: after exhaust the firm, go after the partners.  

a. 307: partnership must sue & be sued in name of partnership. 

b. 307(c): judgment against partnership isn’t by itself a judgment against the partner. 
 

c. Limited Liability Partnership

i. Except for liability, or adjustment when it winds down, it’s like a GP.  LLP filing deals only with liability.  

ii. In some states, can only be used for some types of professional partnerships.  (CA: limited to accountants, attorneys, and architects.) 

iii. LLP limits only vicarious liability, not direct liability.  

1. §306(c): Partner isn’t personally liable, directly or indirectly, by way of contribution or otherwise, for an obligation solely by reason of being a partner. 

a. Still liable for any partnership debts before LLP status filed with the state.  

iv. Setting up an LLP: 

1. as many partners as the agreement says it takes to amend the partnership agreement is how many it takes to convert to an LLP.  

2. Must include LLP in name – notice.  

3. Law firms should send out some explanatory letter.  

4. the rest of the partnership statute controls, unless have a contrary agreement.  

5. Is state broad or narrow shield?  (17 states are broad shield; but very few partnerships affected by narrow shield statutes: only apply when malpractice/tort claims exceed insurance.) 

6. Does an LLP in one state provide protection in another? 

a. Four possible answers.  

b. Yes, should afford full faith and credit. 

c. No, in the second state it’s a GP b/c didn’t register as an LLP in the second state. 

d. Maybe, since second state should have its own LLP statute. 

e. Yes, second state should treat as foreign corporation.  

7. Mostly, the law of where you form the entity applies in choice-of-law.  

v. Management.  

1. Each partner is an agent of the partnership for the purpose of the business.  §301.  

2. If act is the act of the partner within the scope of the partnership agreement and the partner so acts, the partnership is bound by the act.  (it’s express, actual authority.) 

3. If act is not in the ordinary course of business, act is binding only if act was authorized by other partners.  

a. Cases usually turn on implied authority & apparent authority (partner knows better but third party doesn’t.) 

b. National Biscuit Co. v. Stroud (1959): One of two people can’t remove the authority of the other partner; that requires unanimous consent.  

a. 401(f): partners have equal rights in running business

b. 401(j): if there’s a dispute, should be decided by the majority.  
c. Smith v. Dixon (1965): if third party has no knowledge of limits on actual authority (if partner is acting with apparent authority), partnership is liable.  [Family partnership, selling land.]

a. If planning transaction, use express, actual authority in writing.  

b. §303: statement of partnership authority: file statement in state office. 

c. §303(d): filed grant is conclusive evidence for third party who relies on it! 

d. §304: Can file statement of denial – that someone isn’t able to do a transaction. 

d. Rouse v. Pollard (1941): bad lawyer case, pocketed divorcee’s money.  

a. Firm didn’t authorize the embezzling, partner had no express authority to “invest” her money.  Not in the scope of business.  

b. Not going to hold the firm liable.  

e. Roach v. Mead (1986): another bad lawyer case; lawyer borrowed money from client and when lawyer defaulted, went after his partner.  

a. Berentson argues that not vicariously liable for partner’s personal loan outside of practice of law.  

b. Court; he’s liable b/c client went to partner for business advice about what to do with money.  

1. If see this in practice, must advice client to get independent legal advice.  

c. Court in this case stresses the reasonable belief of the client. 


d. Fiduciary Duties

i. In business law, it’s not the same thing as trustees, who must always prefer the interest of the beneficiary.  

ii. For partnerships, fiduciaries are viewed as duty of loyalty & care.  

1. basic protection that we presume a partner should have, given broad agency power.  

2. Duty developed primarily through common law (old partnership statute has very flimsy fiduciary duties in it.) 

iii. Meinhard v. Salmon (1928): one partner in joint venture, at end of lease, arranged to take over lease with his other company.  

1. “Not for honesty alone, but the punctilio of an honor the most sensitive.” 

2. Court: Salmon not guilty of fraud, (probably good faith), but he had a duty to let his partner know what he was doing so that they could work together or compete.  

a. Would have been different if had leased somewhere else, not same place. 

iv. Fiduciarians/Paternalists v. Contractarian viewpoints.  

1. contractarian: can waive anything, should have the K you want. 

2. fiduciarian: should be a level of duty in the statute.  

3. The compromise in §103: Can have any agreement you want, except for what’s in 103(b).  

a. Can’t eliminate duty of loyalty, but can ID activities that don’t violate duty of loyalty (can agree afterwards to ratify actions.) 

b. Can agree to things that don’t violate the duty.  

a. “if either wants to do X, this won’t violate our duty.” 

b. But can’t reduce unreasonably the level of care (gross negligence) under §404.  

1. §404: only fiduciary duties a partner owes to the partnership and other partners are the duty of loyalty & care.  

2. Partners can act in their own self-interest (404(e)), can lend money to the partnership.  Can draft agreement so that can compete with partnership.  

c. Can’t eliminate the obligation of good faith and fair dealing in any K.  

v. Starr v. Fordham (1995): Attorney leaving firm sued to recover money he said he was due and for damages from partners breaching their fiduciary duties.  

1. Court: in this case, the self-dealing was violation of duty.  You can go into a self-dealing situation, but if you do the burden shifts to you to show you’re being fair & reasonable.  

2. Court: Court has the power to determine a partner’s share as fair & equitable as a matter of law.  


e. Dissolution & Dissociation 

i. Dissociation: one partner leaves. 

1. §700s.  

2. under old statute, if only one partner leaves, partnership is gone and a new one is in its place.  

3. Buy out partner. 

a. Difficulty: valuing the business. 

b. Buyout Price: 701(a)

4. What happens: 

a. Partner loses all management rights upon dissociation

b. Fiduciary duty ends

c. Duty of loyalty & care continue only with regard to matters arising before dissociation, unless this winds up the business.  

5. Major cause of dissociation is that partner wants out; 

6. Partners always have the power to get out due to unlimited liability as part of the agreement.

ii. Dissolution: winding up of partnership business.  

1. §800s.  

a.  end of legal life of the entity, affairs settled.  

b. If reason the partner is leaving one fo the things on the list?  If so, automatically the partnership is dissolved, the assets are sold, unless everyone agrees otherwise.  

2. Default in the statute, unless partners agree otherwise.  

a. This can be varied by K; the only thing that can’t be done is tell the partner they can’t get out.  (Can make it more difficult, but can’t prevent it.) 

3. Winding up: take care of business between third parties, then partners.  Get net profits distributed; if net losses, then take care of capital accounts. 

4. Page v. Page: brothers involved in unprofitable linen supply business; one wanted out (the partnership owed him money).  His brother didn’t want him out, tried to argue there was a term.  

a. Court: only if the reason you want out is bad faith can you not get out.  Parnter at will isn’t bound to remain in a partnership, regardless of profit or not. 

5. Page case influenced 602(b)(1) in new statute: 

a. Fiduciary duty continues through dissolution & winding up phases.  

6. 8182 Maryland Associates LTD v. Sheehan (SC of Missouri, 2000): 

a. lawfirm with contract for lease – partner left & his name wasn’t removed from the lease.  Partner is liable for the rent after partnership defaulted. 

b. (Old statute – each time partner left, new partnership was created). 

c. Now, as a legal matter, the partnership is independent entity.  The partnership would indemnify a withdrawing partner from his debts.  (Double Check this). 

7. Gibbs v. Breed, Abbot & Morgan (NY SC, 2000): departing partners breached fiduciary duty when provided another firm with personnel info of four other employees before they’d left. 

a. Clients moving with them wasn’t breach of duty.  (wouldn’t be unless found improper activity). 

8. Notes: 

a. Noncompete agreements void as against public policy for attorneys

b. Preresignation solicitation of clients is actionable

c. If lawyer announces retirement, takes payments & then practices elsewhere, firm can discontinue making payments.  

d. Breach of duty to take big contingency fee case & then right before settlement, a few partners dissolve partnership & split settlement between them. 

e. Expulsion of partner constitutes dissociation; expelled partner doesn’t have right to cause dissolution & winding up.  

9. Bohatch v. Butler & Binion (SC of Texas, 1998): whistleblowing partners don’t have rights; law firm can expel partner to protection relationships with the firm and the clients.  Court doesn’t want to interfere with these relationships. 

a. Dissent has strong case for not expelling responsible partner; retaliation will discourage others from coming forward.  

iii. Times in business life lawyers are the most involved: setting up & winding down.  

1. During winding up of business, people still owe fiduciary duties.  

2. Partner who leaves is still liable for partnership debts incurred while partner was still a partner.  Under statute, could b e liable for future debts for up to two years (to people who think you’re still a partner; in Oregon, it’s six months). 


IV. Financial Stuff 

i. Things are assessed dollar amounts: inventory, leases, employees, customer lists, intellectual property, computers, office equipment. 

ii. Financial statements: 

1. not as certain as they look – not precise math. 

2. Effort to value similarly using Generally Accepted Accounting Principles – GAAP. 

a. Convention among accountants about how to represent things. 

b. Changes from time to time (not often)

c. Differs from tax accounting. 

a. Most businesses keep two sets of books, one for GAAP and one for IRS.  Public companies must report according to GAAP. 

iii. Income statement: 

1. to determine how things are going. 

2. Earnings = revenues – expenses.  

a. Include depreciation in expenses (vs. balance sheet, where it’s factored into the value of the fixtures, vehicles.)

a. But depreciation only applies to capital assets.  

iv. Balance Sheet: 

1. Assets = liability + owners’ equity. 

2. Owners’ equity = assets – liabilities. 

3. records financial state of business as of a certain date – it’s fixed in time. End of month, quarter, year, etc. 

a. Must balance out to zero. 

b. Tells the business what financial resources are available as well as the claims against the resources. 

4. To find out cash flow, look at the balance sheet.  Question is how quickly can assets be converted into cash.  

5. resources: 

a. Tangible: building, software, trucks

b. Intangible: IP

c. Another way to look at it: 

a. Long term: fixtures & truck

1. Value as total minus depreciation 

2. Capital improvements add to assets: new roof, etc.  

b. Accounts receivable

c. Inventory

1. How to determine: 

a. FIFO: First in, First out

i. Good earnings = higher taxes. 

b. LIFO: Last in, First out

c. Could average sales, could know exactly through bar codes.  

6. Claims: two kinds

a. Liabilities: debts to banks, suppliers, etc. 

a. Current: 

1. AP: money we owe.  Purchased things we haven’t paid for yet.  Normally these numbers are more certain than AR.  

2. Note payable: loan to someone. 

b. Long term: 

1. borrowed money from bank – mortgage.  Only payments due within the year are short term debts – the rest are long term.  

b. Owners equity: residual interest of owners – what resources the owners would be entitled to if the assets were sold and the liabilities paid.
  

v. Ways of valuing the company:  

1. working capital: number people like to look at. 

a. Current, short term assets minus short term liabilities = working capital.

2. Current ratio: 

a. Current assets divided by current liabilities. 

b. There are charts for industry standards; 2:1 is good. 

3. Acid test: 

a. Current assets minus inventory and divide by current liability.  

b. Get notion of short term cash position of the business.  

4. Income Statement 

a. Profit/loss statement. 

b. Talks about changes in owners’ equity/assets over time as result of operations of business.  

c. GAAP requires that revenues/expenses of business get matched in the same time period – “accrual accounting.” 

5. Salvage value: what you can sell everything for. 

a. Usually lower than book value – not going to get full value from assets.  

b. Not always ridiculous to offer salvage; if the value of the salvage is more than the present value of the income the company can make. 

6. Market price: 

a. Difficult to establish; look at other similar businesses. 

7. Book value: look at the books. 

a. Sometimes book value is higher than what the company can earn. 

b. But the book value always shows up as a number that gets factored in somehow.  

8. Incomplete.  Very incomplete.  


V. Taxation of entities

i. Sole proprietor: 

1. for tax purposes, treated as if there was no business, but have to file a separate schedule for deductions. 

2. will pay taxes at individual rates

3. must also pay payroll tax

a. 12.4% of income to 80,400 cap.  

4. must also pay Medicare & SS: 15.3% on top of income taxes.  

5. If income comes from selling asset, pay capital gains tax.
a. Basis: investment the seller of property has in property: cost or purchase price.  

b. Adjusted basis is the basis of the property plus capital improvements by seller, commissions originally paid by seller, legal costs – minus returns of capital for depreciation claimed as tax deductions, etc. 

c. Amount realized: includes cash received for property. 

d. Gain: amount realized minus the adjusted basis.  

ii. Non-incorporated entities: 

1. governed by subchapter K of IR Code.  

2. Tax codes treat partnerships as aggregate of people. 

3. Partnership will file tax return, but just to determine how much individual partners owe. 

a. Net profits flow through to partners (as do net losses.) 

b. If partnership loses money, partners can deduct. 

4. Money to partners is assumed to be self-employed income; have to pay the SS plus Medicare tax on top of other income tax.  

a. If a limited partnership, then generally receipt of income by limited partner is not considered to be self-employment income (considered passive investors). 

iii. Corporations: 

1. separate taxpaying entity.  

2. C-Corporations: double taxation. 

a. Corporate rate is progressive. 

b. If leave money in entity, it stays in entity to be taxed.  

c. To get money from entity: 

a. Salaries (deductible by corporation)

b. Dividends (not deductible).

1. taxed down to capital gains rate. 

3. Professional Corporation: 

a. Had a flat 35% tax rate.  

4. Subchapter S election. 

a. Only have one class of stock

b. Get pass-through taxation similar to partnerships.  

c. Want as much to come out as dividends to avoid tax.  


VI. Limited Partnerships 

a. Generally: 

i. Statutory; must file certificate of limited partnership.  

1. if don’t file, then the entity is a GP. 

2. Usually have a termination date. 

ii. Entity composed of at least one GP and at least one LP. 

1. general partner can be a person, a corporation, LLP (in some states) or an LLC (but not normally). 

2. LPs are passive investors; GPs run the business.  

3. Formed initially as tax shelters, but don’t work that way anymore.  

4. Now mainly used for venture capital funds, leverage buyout funds, and family LPs. 

iii. IRS said would treat LP as partnership for tax purposes only if when it was set up it looked more like a partnership than a corporation.  

1. It’s more like a corporation if it has (Kitner Factors):  

a. Associates

b. An objective to carry on a business & divide gains

c. Continuity of life

d. Centralization of management. 

e. Liability for corporate debts limited to corporate profits

f. Free transferability of interest. 

iv. Three principles critical to major changes in LPs: 

1. potential liability of limited partners & agents for taking part in control of business had to be restricted. 

2. must be clear that the LPs did not have the power to withdraw from the LPs during the term of the agreement. 

3. Corporations & other LL entities had to be eligible to serve as sole GP of an LP. 

a. Different kind of entity than traditional limited partnership. 

a. No individual is personally liable for firm’s debts.  

b. Corporate GP is subject to control of someone else.  

c. Relatively easy to control transfers of managerial authority to third persons when individual partners are involved. 

d. Corporate GP may be acceptable & responsible even if assets are nominal.  

v. LP not generally liable for partnership obligations though he’d expressed opinions about transactions (Silvola v. Rowlett).  

vi. Officers & Directors of GP owe a duty to Limited partners AND the Gpartnership. 

b. Statutes: 

i. Four versions floating around: 

1. originally from 1916, RULPA from 1976, 1985 Amendments, re-RULPA from 2001.  

c. Why use LPs? 

i. Protection from liability. 

ii. GP is almost always a corporation, which itself has limited liability.  

iii. Humans are the LPs. 

1. LPs are only liable if they fool third parties into thinking they are GPs, by participating in teh business.  But this is difficult.  

2. Re-RULPA says that limited partners are never liable. 

3. Very hard to lose protection: 

a. If let name be used as part of LP

b. If engage in wrongful conduct yourself

c. If promise money to LP and don’t put it in or 

d. If LP has given money to partners and the LP can’t pay creditors. 

d. Profit/loss sharing: 

i. Default is capital contributions, but can alter by agreement.  

e. Management: 

i. By default, vested in GPs.  LPs are supposed to be passive.  Separation of ownership & control.  

f. Fiduciary duties: 

i. GPs have same fiduciary duties to partnership as do partners in GP

1. §404 of UPA.

g. Rights: 

i. Of Limited Parnters: 

1. right to info about business

2. right to inspect books & records. 

3. if think Gps are pillaging, can bring suit to assert rights.  

4. Sometimes the agreement gives LPs more rights, like to vote on policy, right to remove the GP.  

h. Family Limited Partnerships: 

i. Way of minimizing estate & gift taxes. 

1. GPs usually Mom & Dad

2. LPs usually the kids.  

i. Leveraged buyout company collects money from investors and combines with money borrowed to buy controlling interests in operating companies; use the assets of the bought company as collateral to secure the loan.  (High risk).  

j. Venture Capital LPs: professionally managed pools of capital that invest money in equity securities of closely-held companies at early & medium stages of development. 

i. Take very active role in corporate governance. 

1. usually don’t give enough money, but stage investment as means of control.  

ii. LPs provide virtually all of the capital. 

iii. Venture capitalist partner owes fiduciary duties to limited partners. 

k. Dissociation: 

i. Default in LP: 

1. dissociation of LP does not dissolve the partnership. 

2. dissociation of Gp merely threatens dissolution. 

a. GP has power to get out at any time.

a. LPS do not have right to get out at any time, even if no term limitation.  

b. If GP withdraws and at least one GP is left & agreement allows continuation, the LP continues. 

a. But if only one GP, then entity is dissolved. 

1. Consequences similar to what happens with GP.  

b. Dissociated GP has right to be paid fair value of interest, LPs get what’s left over.  

c. Even if partnership agreement doesn’t say anything, if all the remaining partners agree to continue, it can continue.

VII. Limited Liability Companies

a. Generally: 

i. LLC owners are called members. 

ii. Created by statue: “article of organization.”

iii. Most formed in Delaware, since business lawyers like it there.  

1. 1997: Delaware legislature said LLCs are contractual in nature and policy to give maximum effect to freedom of K.  

iv. Combine best features of partnerships with corporations. 

1. flexibility of partnerships for operation. 

2. Limited liability of corporation. 

3. Can run like a corporation. 

b. Management: 

i. Run by operating agreement. 

1. can be lengthy or short. 

2. other than fiduciary duty waivers, can agree to run the organization however they want.  

a. Elf Atochem: forum selection clauses in LLC valid. 

3. term or perpetual.  

ii. Two choices on how to run; defaults vary by statue.  Uniform act is member managed by default. 

1. member managed 

a. runs like a partnership. 

b. Members vote.

c. Members are agents. 

2. manager managed

a. Members elect managers.  

b. Managers have the authority, not members. 

c. One manager, one vote.  

d. Runs like corporation.  

iii. No matter which structure you pick, members still aren’t liable for debts solely because they’re members of an LLC.

iv. But there’s always direct liability (commit negligence, guarantee lease.)

c. ULLC Act of 1995. 

i. Not many states have it.  Most states already had their own state by the time the act was passed.  

ii. Sets up as partnership. 

iii. Have right to withdraw at any time.  600-800s

1. but many legislatures changed default saying no inherent power to get out.  

iv. Looks just like UPA. 

d. Fiduciary duties: 

i. Just like in partnership.  

ii. Can contract around some duties, but not others. 

e. Liabilities: 

i. Like an LLP; do not have vicarious liability for actions of other members or managers of LLC.  


VIII. Ethical Concerns when helping form an entity

a. Generally attorney will know one of the parties forming the entity.  

b. Both should have their own attorney, but they might not want to pay double. 

c. In that case, must make full disclosure & get consent that can represent both; there may be potential conflicts, and if there are actual conflicts, let them know you can’t represent them. 

d. Who is the client? 

i. The organization, not the parties. 

ii. Only communications with the client are privileged. 

e. Careful lawyers will get all of this in writing.  

f. Formula: Disclosure, consent, advised independent counsel. 


IX. Corporations

a. Generally: 

i. Where to form? 

1. Internal affairs – rights & obligations & are governed by the state of formation.  

2. External affairs: income tax, minimum wage – governed by state where doing business. 

3. Generally, most corporations should incorporate where they’re planning on doing business (small companies).  If don’t want to, then probably Delaware – that’s where most form.  

a. Delaware has very knowledgeable & helpful office, very service oriented, responsive. 

b. Can form corporation in an hour. 

c. Statute is passed & amended with help of corporate bar. 

d. Delaware judiciary has business-specialized judges, court of equity. 

4. Issues: 

a. where to file suit?  CA & NY claim the right to govern some internal affairs if a number of shareholders are there, although SCOTUS suggests that’s not constitutional (though not definitively decided).  

b. If conflict with 51% of SH in Cal and it’s a Delaware company – whose law?  We don’t have an answer yet. 

b. Articles of Incorporation: 

i. Must file with state office. 

ii. Must include: 

1. name of company; must include incorporated or limited or something like that.  Must be distinguishable from records in secretary of state’s office.  

2. Number of shares corporation is authorized to issue. 

a. Do you want any left over? 

3. registered agent

4. incorporators (just the person who filed out the paper, not the owner)

iii. May include: 

1. names and addresses of people serving as directors

2. Purpose of the organization (must have legal purpose) §3.01

3. Powers: §3.02

a. Unless state otherwise, corporations have all the same powers as individual people 

a. But can limit it if you want to in the articles. 

b. Of perpetual duration.  

4. Can put in provisions about business, management, terms of directors – anything that’s different from the norm.

5. Value of authorize shares

6. eliminating or limiting liability of director, or indemnifying director. 

c. After filing the Articles: 

i. Organizational meeting to set up the company. 

1. who will run the company – who directors, officers will be

2. adopt bylaws

3. issue stock. 

4. In little company, this happens on paper.  

ii. Keep minute book to paste in copies of meetings. 

iii. Set up bank account. 

d. Promoters: 

i. Person trying to find investors for business: acting alone or in conjunction with others, directly or indirectly taking inititive in founding & organizing business.  

ii. Promoters have fiduciary duties. 

1. Common law liability for breach of fiduciary duty. 

2. Duty to corporation as separate legal entity and to members (and people who would become members) as well as fiduciary relationships with one another.  

3. Corporations can sue their own promoters.  

iii. More often the state law causes of action involve deals entered into before business was formed. 

1. For fraud: remedied under federal securities law instead of state law. Usually. 

2. MBCA: corporation begins when articles of incorporation are filed (not after meeting). 

a. Issue could come up if information is mis-filed.  

iv. How & Associates v. Boss: promoter is liable for debts of corporation accrued before corporation was formed.  

v. Four ways to handle contracts signed before corporation formed: 

1. most common: contract is an offer only, no one is liable until the new company is formed and it adopts the contract.  

2. Present contract: someone’s got to be held liable on the other side; if no company yet, the promoter is liable.  

3. Present contract & promoter is bound, but company is also bound.  

4. Present contract & promoter is agreeing to be laible for at least a while, but would be off the hook when the company is formed.  

a. Novation: when company adopts contract, turns it into a new contract; this requires permission from the third party. 


e. Defective Incorporation: 

i. Corporations by estoppel. 

ii. Robertson v. Levy: If act like a corporation (if there has been conformity with mandatory conditions established by the corporation), then estopped to deny existence of corporation.  

iii. De facto corporation: defectively incorporated.  

1. valid law under which corporation can be lawfully organized

2. attempt to organize

3. actual user of corporate franchise

4. (sometimes) good faith in claiming to be and in doing business as the corporation. 


f. Piercing the Corporate Veil

i. Rare occurrence when in the issue of equity, fairness, and justice the court will disregard the veil of limited liability. 

ii. Only closely held corporations with very few numbers of shareholders. (9 is the largest number ever in a piercing case.) 

iii. Cases are very fact specific.  

1. tort cases have better equity basis for success, but fail more often than contract cases.  

iv. Three major rationales for piercing: 

1. alter ego/agency rationale: you’re not respecting the separate existence of the entity.  

a. Informal

b. Commingling funds. 

c. To succeed on this claim in Delaware, must show that two corporations operate as single economic entity that it would be inequitable to uphold a legal distinction between them.  (for parent-child situation – Atex.)

2. Undercapitalization: not enough money put into the company for limited liability. 

3. Fraud/misprepresentation.  

4. Also, others: from Dewitt Truck Brothers

a. Non-payment of dividends

b. Insolvency of debtor corporation at time

c. Siphoning of funds by dominant stockholder

d. Non-functioning of other officers or directors

e. Absence of corporate records

f. Corporation only a façade. 

v. Piercing goes through to SH, but only active ones. 

vi. Can try to pierce twice – get through one layer, only to pierce the layer of the corporate SH. 

1. three part test: 

a. parent has control, not mere majority or complete stock control, but complete domination of finances, policy, and business.  

b. Control must have been used by the D to commit fraud or wrong, to perpetuate violation of a statutory or other positive legal duty. 

a. Underfunding, etc. 

c. Control & breach of duty must proximately cause injury or unjust loss. 

2. Also, brother-sister corporations.  

a. Single shareholder creates two or more corps on parallel level with each other.  Could sue horizontally and pierce sideways.  

vii. Reverse Piercing: corporate insider is or person with claim against the insider is attempting to have the insider & corporation treated as single person; implicate different policies and require different analysis.  

1. Deep Rock doctrine: insider’s claim is sent to the back of the line.  (not assessing liability to SH, but assessing SH’s claim to the company.) 


g. Successor Liability.  

1. if one corporation sells itself to another, are there claims left over?  Should the new company be liable for those claims? 

2. When selling a company can either: 

a. Sell the assets: 

a. Machines, inventory, customer lists, office furniture. 

b. But if company doesn’t assume liabilities, then the old company keeps liability.  

c. But by selling all their stuff, they should get enough cash to pay the liabilities. 

b. Sell the stock: 

a. SH sell the stock – but this is assets AND liabilities. 

b. For tax reasons, better for seller to do this.  

3. Generally the second company isn’t liable unless: 

a. There is an express or implied agreement to assume liabilities

b. The transaction amounts to a consolidation or merger

c. The successor entity is a mere continuation or reincarnation of the predecessor entity

a. Continuation of directors, management, shareholder interests. 

d. Transaction was fraudulent, not made in good faith, or without due consideration. 

e. (In Nissen, P wanted to add a fifth – that there is a continuation of enterprise; a couple of courts have adopted this.) 

4. Companies that fail have to remain in business a certain amount of time to pay debts.  Model Act says three years, but surveying states they range from 2-5.  Trend is toward shortening time.  

h. Corporate Securities

1. three types of interests to give to investors: 

a. common stock, preferred stock, debt instruments. 

2. Stocks: 

a. common stock

a. right to net assets

b. right to vote for directors

c. have fiduciary duties owed to them, spelled out in 8.30, 8.31, 8.33

d. can sue derivatively.  

e. Can inspect books at reasonable times. 

f. If company liquidated, common SH get what’s leftover after senior securities are paid.  

b. preferred stock

a. defined by relationship to common. 

b. Get preference when comes to certain events, like distributions of dividends or liquidations. 

c. For the more risk-adverse.  

d. Two kinds: 

1. participating

2. non-participating: get dividends only after preferred stock, common stockholders; usually determined by K.  [Look this up more] 

e. Dividends can be cumulative or non-cumulative.  

1. if company has bad year, can forgo dividends; if it’s cumulative preferred stock, then must pay double the next year (can’t pay any dividends to common SH until this is paid!) 

2. if not cumulative, then can’t pay to common either, but next year will only get that year’s dividend. 

f. Preferred stock may be redeemable: company can buy back at its option (why?  If the dividend rate is too high, would want to reissue at a lower rate.) 

g. Stock can be “callable”: owner can make the company buy it back; can see in smaller companies desperate to raise money. 

h. Preferred is commonly convertible to common in venture capital arena; though it’s in the MBCA, rare for common convertible to preferred. 

3. Model Act says just have to have stock, not common stock.  All the model act requires is that some class of stock have voting rights, and some class of stock entitled to net assets if the company is liquidated.  §6.01(b)

4. Par value: 

a. Divvying up the equity portion of the balance sheet.  

b. 22 states still require corporate articles to list a par value for the stocks; NY, Delaware require (Oregon doesn’t). 

a. Model Act provides for par value, if you want it. 

b. It’s an arbitrary number.  

1. now it’s usually set low; over the visceral reaction that a “good” company has to have a high par value. 

c. Multiple the par value times the number of shares issued = stated legal capital.  

d. If sell for more than par value, then end up with capital surplus.  

a. # of shares x price per share = legal capital (what par value would get you) + capital surplus.  

e. Why do we care? 

a. Where par exists, SH expected to pay at least par for shares. 

b. A SH is liable to the extent of the difference between the par value and the amount actually paid – and to such an extent ONLY as may be necessary for the satisfaction of a creditor’s claim.

1. modern act: not so.  P. 243.   

c. Helps determine dividends: can pay out of legal capital, but NOT capital surplus.  

d. Shareholders equity: legal capitalization, capital surplus, retained earnings. 

f. Old statute: p. 240, 

g. If par value state, stock has to be sold by corporation for at least par value. 

a. Exception: when company isn’t worth as much as the par indicates.  

h. Preferred shares usually sold with some sort of par value.  

a. Usually now when it’s required, it’s low. 

i. What if someone doesn’t pay par value for the stock? 

a. Liabilities to the corporation: shares may be canceled. 

b. We want the shares to be fully paid & non-accessible; must give adequate consideration.  

c. Trust fund theory: if you don’t pay in what the balance sheet says you did, the creditors could rely on what you said. 

1. otherwise, a misrepresentation to creditors.  (not very realistic; potential creditors won’t base decision on what’s in the balance sheet, but what’s in the credit report, etc.) 

d. Assets are supposed to equal liabilities plus equity.  

5. Debt Financing 

a. Small & large companies issue debts; sometimes try to make all contributions as loan themselves, so that they can get in line with outside creditors. 

a. The line forms here: 

1. Government

2. Employee wages

3. Bonds paid back to extent of security interest. 

4. Unsecured debt

a. Debentures

b. Promissory Notes

c. Accounts Payable

5. Preferred stockholders

a. Face amount (usually par)

b. Accumulated dividends, if participating. 

c. Premium

6. Common stockholders.  (usually not much at this level) 

b. Three kinds of debt financing: 

a. Bond: secured by a lien or mortgage on corporate property.  Payment schedule.  

1. interest payments are a current liability.  

a. Company doesn’t have option to postpone interest payments, even if there are no earnings.

b. Contract between bond issuer and buyers is an indenture.  Includes what payments are, interest, principal.  Also may put in protections, b/c no fiduciary duties (unless company is close to bankruptcy – in the “zone of insolvency” – then duties are owed to creditors.)   

i. What would you want in this contract? 

ii. Getting paid ahead of anyone coming afterwards

iii. No more additional debt without our approval. 

iv. Penalty: if don’t repay, bondholder gets voting rights. 

v. Make sure they use money for what they say they will. 

vi. Working capital requirements – an equity cushion.  

vii. Limit dividends (may not prohibit, but can limit so that cushion stays at a certain level.) 

viii. If based on building, want maintenance, taxes, insurance.  

c. In little companies, the bond is negotiated.  In big companies, no negotiations.  

2. don’t have to repay for a year or longer: long term liability. 

3. Specific types: 

a. Registered bond: in name of specific individual; interest paid directly to registered owner by check.  (how they’re all issued now, but freely transferable.) 

b. Junk bonds: below investment grade

c. Zero coupon bonds: pay no interest at all; sell at substantial discount from face value.  On maturity, holder receives face value.  

b. Debenture: not secured. 

1. Also long term. 

2. Interest payments are current liability.  

3. Must pay interest, but don’t have to repay for at least a year. 

c. Promissory note: 

1. if borrow money & repay within a year. 

d. Also, hybrid securities, which look more like equity. 

1. “Income debentures” – instrument sold to investor that requires interest payments only if company makes money. 

2. “subordinated debentures” – it’s debt, but get in line after bondholders & true debt holders.  In line before preferred stockholders. 

3. The IRS cares if these are debts or equities. Guidelines. 

a. Debt is unconditional obligation to pay a fixed sum by a certain date, set interest rate.  

b. Doesn’t like subordination.  

c. In cases where companies lend all money to company & pay interest, IRS wouldn’t call those interest payments. 

c. Why loan money instead of buying common stock? 

a. For the risk averse.  

b. In public market, bonds trade.  

d. Debt gives tax shield in two ways. 

a. Interest is deductible (dividends aren’t). 

b. Leverage: can borrow money from outsiders (and if you believe can make more on the borrowed money than the cost of borrowing) can leverage self into a higher return.  Of course, higher risk as the amount of leverage increases.  Have to pay interest if times are good or bad.  

1. generally only obtainable by use of other people’s money. 

2. If too much debt, financial/tax perils.  IRS might reclassify some as equity & run into piercing veil issues – depends on if court considers it contributed capital or not. 

6. Debt as Planning Device. 

a. Review problems & notes from 11-3-03, 415.  

b. Usually the capital structure is formed based on these criteria: 

a. If structure will work (stand up to legal attack or future disagreement). 

b. If structure will achieve desired result. 

c. If tax treatment will be available, or if structure makes wanted tax treatment probable. 

d. If structure gives rise to unexpected liabilities. 

e. If clients’ financial contributions are reasonably protected & reasonably fairly treated in event of unexpected occurrences (causing demise of entity.) 

ii. Public Offerings

1. federal law governs

2. requirements to issue stock

3. Primary statute is 1933 Securities Act. 

a. Heart is section 5: any time security is sold, it must be registered under federal disclosure laws unless can find an exemption.  

a. Very expensive.  700.000 – million. 

b. Takes at least six months.  

c. If material misstatement of fact, or omission, have to give people their money back! 

1. SCOTUS says material is it’s the kind of information that a reasonable shareholder would consider important.  (litigated each time.) 

d. If you don’t register your securities and you should have, it’s strict liability.  Become an insurance company for the length of the SoL.  

b. Purpose of securities laws is disclosure.  With full disclosure, investors can make intelligent decisions about investing in a company.  

4. For ongoing concerns of public company, governed by 1934 Securities & Exchange Act.   If more than 500 SH.  

5. Three main exceptions for registration: Cannot be combined. There are safe harbors: if can keep the offers 6 months apart, then SEC will proably not come in and “integrate” them together as one. 

a. Private sale – private placement. 

a. Section 4(2)

b. Two people who issue stock to themselves, issue stock to institutional investors.  

c. Classic test is Ralson Purina.  

1. Two parts

a. Disclosure of information

i. Actual disclosure.  

ii. Access to disclosure info (high ranking executive types), defined in terms of relationship of the purchaser to the issuer. 

b. People must have understanding of information – Business sophistication requirement.  p. 426

2. Private placement could involve a lot of people, so long as they meet both requirements – or could flunk the test with a very few investors. 

3. If sell only to CEO, then CEO sells to lower employee, that’s cheating.  Illegal conduit: will be viewed as if company itself sold, which is violation of securities laws.  

a. Company would be insurance company during SoL period.  CEO could be in trouble.  

4. Sale to CEO in public company, can sell part of his stock into the market after a year, but quantity restrictions.  

b. Local sale

a. Intrastate offering: Local – within one state. 

1. Section 3(a)(11) / Rule 147 of SEC rules

2. If have a local company defined by where incorporated, amount of business. 

3. States have own rules, so feds don’t have to be involved.  

b. Incorporated in & doing business in one state. 

c. All purchasers must be local. One outside purchaser would ruin the entire deal.  

1. if a purchaser resold to an out of state resident, probably wouldn’t ruin the deal.  But if a number did that would.  

d. All proceeds of the sale must be local.  

e. Time: 9 months.  If they “come to rest” in the same state after 9 months can be resold anywhere. 

c. Limited Dollars

a. Attempt to give certainty to private placement deal.  This is the exemption everyone now uses. 

b. Codified in three sets of rules, promulgated under two statutes.  

1. Section 3(b): exempt everything you want up to 5 million. 

c. Rule 504: Simplest.  Permits sale of up to a million dollars of securities in a year so long as sell in at least one state that has its own disclosure requirements. 

d. Rule 505: Can sell up to 5 million dollars of securities, but there are other limitations: 

1. Can sell to accredited investors & 35 others

a. Accredited investors: 

i. Wealthy: income or net worth test. 

ii. Banks or S&Ls – institutions. 

iii. Corporate insiders who are probably exempt anyway under section 4(2). 

iv. Ask for proof; have to have a reasonable belief that person is accredited. 

e. 506: even if not accredited, it’s OK if just sophisticated & can provide rep to investor that gives them that sophistication.  

a. There are disclosure requirements to anyone who isn’t an accredited investor (Rule 502(b)). No disclosure if only selling to accredited investors.  (but to prevent fraud charges, will give some sort of document to investors.) 

b. Under 502, can raise as much as you want, but only from accredited investors.  

c. Can’t advertise, stock is restricted: can’t be resold unless reseller finds another exemption.  

d. If do a federal offering & qualify under 506, states can’t require you to register under state laws; states can require a small fee and state anti fraud rules apply, but don’ have to qualify under the state registration procedures.  

d. For registration violations, the civil liability is giving investors their money back.  (but if the stock goes up, they won’t want it back!) 

e. Can’t go ahead with future offerings without exposing illegal offerings. 

f. Can make a rescission offer with disclosure to keep it or don’t.  

g. If lie in disclosure, there is both state & federal anti-fraud liability. 

a. 1933 Act, §12(a)(12

b. 1934 Act, Rule 10(b)(5)

iii. What is a security? 

1. Is it on the list? 

a. If not on the list, use the Howey test. 

b. What about business entities?

a. GPs: not supposed to be deriving profits through sole efforts of others: but there can be circumstances with cheating. 

b. LP: LP’s interest in a limited partnership is almost always a security b/c of the limited nature of an LP.

c. LLC: depends on how the business is arranged.  If the investors are passive, could qualify as a security.  

1. manager managed – may have passive investors (not necessarily, would need to know more). 

2. member managed – would flunk fourth element of Howey test.  

2. Test from SEC v. WJ Howey for “investment contract”

a. investment of money

b. in a common enterprise

c. with profits

d. to come solely from the efforts of others

a. has been revised over the years to significantly or primarily through efforts of others. 


iv. Issuing Shares by Ongoing Concern
1. Preemptive Rights of Sh to acquire unissued shares of corp:

a. In proportion to what they already have.   

b. MBCA 6.30

c. Has to be put in the articles. 

d. But most states still have it so that have preemptive rights unless they opt out.  

2. Why would SH do this? 

a. To prevent their interest from becoming diluted. 

b. If the new shares aren’t sold at fair market value, they’ll be diluted.  

3. This is good for small companies, not so good for big companies; probably why model act is shying away from the rights.  (If used strategically, can be used to deprive minority shareholder in interest.) 

a. even if preemptive rights are allowed and used, can still get some relief: 

b. Katzowitz v. Sidler: when new shares are issued at low prices, those who don’t want or can’t invest have their equity interest diluted to vanishing point; Board violates fiduciary duty by offering stock below the book value.  

a. The trend is to treat participants in closely held corp like partners.  

v. Dividends: 

1. result in double taxation 

a. in small companies, goal was to take it all out in salary, which is deductible.  

b. But now that tax codes has been changed to make taxation of dividends equivalent to long term capital gains, they’ll get popular again. 

2. Payment of dividends is up to board of directors.  

a. Only when they vote on it – that’s the contractual right.  

b. Exceptions: 

a. Must pay dividends on senior securities before junior. 

b. Statutory control of the source of funds from which dividends can be paid.  

c. Courts tend to not get involved in dividend cases

a. Business judgment rule (though they will: Ford v. Dodge)

d. May be prohibited from paying dividend if contractually obligated to creditors. 

e. Other tests (four): 

a. Insolvency-Bankruptcy Test 

1. Model Act §6.40

2. can’t give money back to SH if it would bankrupt the company. 

3. BR: equity insolvency (inability to meet debts as they mature) OR net liabilities more than net assets. 

4. If make a bad call, board could be personally liable. 

b. Accounting Conventions: Fair valuation or any other reasonable methods (Accountants prefer GAAP, small businesses prefer tax accounting.) 

1. Surplus Test/Impairment of Capital Test

2. Look at old Model Act 45-6; 8 states. 

3. Can distributed dividends from any earnings accounts but can’t invade the legal capital.  Can pay dividends up to the amount of legal capital. 

4. If stock sold at very low par value, not a problem. 

c. If sold at high par value, provides high legal capital, and can’t pay dividends out of that. 

1. Earned Surplus Test / Earnings & Profits

2. used in four or five states. 

3. Section 45 alone

d. Should only return earnings/profits to SH; shouldn’t return part of capital contributions. 

1. Nimble Dividend Rule

2. Example Sec. 45; alternative in old act

3. Can pay dividend out of current earnings even though company may be underwater. 

i. Paying dividend out of current earnings – declare before applied to the surplus.  


i. Management & Control in Corporations. 

ii. Statutory default gives power to run the affairs of the corporation to the board of directors.  

iii. Board consists of directors who elect & remove officers, set policy management, give advice, ask questions, pass on major decisions. 

1. In small companies, board are also SH and officers. 

2. often they would like to have outsiders on the boards. 

3. want perspective, better chance of survival. 

a. Who would you have on? 

b. Lawyers

c. Big name in community

d. Someone who’d done something similar and succeeded.  

iv. Someone who brings something to the deal.  

1. In corp with non-management shareholders

2. have separation of ownership & control.  

3. In that setting, it’s important to know what powers the SH have as opposed to the board. 

4. Major power of SH: elect directors of remove them. 

a. Section 10 of MBCA: powers. Not very broad. 

5. Can’t vote to compel directors to act in a particular way. 

a. Old rule: didn’t matter how little the company was; if the SH did something the board should have, the action was void (even if same people were directors and SH). 

a. Fixes:

b. Most states have statutes allowing closely held corporations to depart from the traditional SH/directors/officers setup. 

1. Integrated Statute (Delaware & NY): in small company (25 SH or less), can elect into a special set of statutes that govern “close” corporations.”  Then can vary the corporate norm of board running companies.  

2. not widely used.  

c. Zion v. Kurtz: special arrangement giving class A common stock veto power is allowed, even though corporation didn’t file as close corporation! But all parties had notice. [NY case deciding Delaware law; De has rejected – must put in articles of incorporation, file.  But now is common law in NY!]

1. Section 7.32: MBCA provisions allowing modifications. 

2. can’t entirely eliminate duty of care & loyalty. 

3. Can’t excuse company from appropriate filings. 

4. can’t create a non profit this way. 

v. but CAN decide how to run the company. 

1. Voting: 

2. rights are attached to number of shares of stock.  

a. Procedurally, need quorum, usually after have a quorum, need majority of people voting. 

b. Old rule: majority of shares present had to vote for.  Abstentions were “no” votes.

a. Barest minimum to pass ordinary resolution: 

3. 50% plus 1 for quorum, and 25% of shares voting in favor.

a. Election of directors: 

b. If sign proxies and send back, you’re appointing an agent to vote your shares for you.  

c. Vote yes or no on who’s recommended to you; no room to write someone else in.  

4. In smaller companies, when SH vote, whoever gets the most votes – plurality – wins. 

a.  Kinds of voting: 

a. Straight voting 

b. Vote all your shares for each person on the board.  

c. Majority shareholder will elect the board. 

b. Matter of default under the Model act.  

a. Cumulative voting 

b. Opt-in provision (though in some states it’s opt out).  Only four states mandate it, but it’s permissible everywhere. 

c. Have to give 48 hours notice (model act)

d. To find out if it’s part of the company, look in the articles OR the relevant statute. 

e. Impact: permits minority shareholders to pile all of their votes onto one or more candidates, so minority shareholders can elect shareholders. 

f. Example p. 534

1. Critical number to know: how many shares show up and vote at a meeting. 

2. if electing a few people, minority shareholder still can’t get anyone on the board.  

g. Staggering election of board members, one every three years, negates cumulative voting.  (Other reasons to do: prevent hostile takeovers, don’t want fresh board every time.) 

h. Cumulative voting probably meaningless in 1-2 person companies.  In large companies, it’s kind of silly.  Customary to eliminate it if at all possible, b/c takes a large number of shares to elect someone.  

vi. Makes the most sense in medium company, 10-15 people; can’t exercise walking paper rights the same way as in big company; can only try to get representation on the board.  

1. Voting agreement: 

2. two or more shareholders can agree to vote in a certain manner.  

vii. Specifically enforceable!  Model Act 7.31

1. Voting trust: 

2. 7.30

3. SH retains beneficial ownership (dividends, assets), while trustees have the right to vote. 

4. 10 year limit. Model Act

5. Useful in a family corporation 

viii. Lenders like these: like to know the people they’re dealing with actually control the company. 

ix. Can have company with three SH, and a class of stock for each one.  Each class of stock would elect one director to the board; perfectly permissible in almost all states & under model act.   Might even be able to get Sub-S tax classification if doing this just for board representation.  (Can use 7.32 to do this). 

1. Voting by Proxy

2. give someone else the right to vote your shares. 

3. Agency relationship; revocable at any time.  

a. But some statutes will enumerate situations where it’s not revocable! 

a. 7.22(d): revocable unless the appointment form states its irrevocable and appointment is “coupled with an interest.” 

b. Pledgee

c. Person who purchased or agreed to purchase the shares. 

x. Why require this? Policy: want the people with an interest in the company to be making the decisions; people with financial interests in the stock will make better decisions than others. 

j. Vote buying agreements: not per se illegal, but have to show it’s in the best interest of the company. 


i. Buy/Sell Agreements 

ii. To prevent money from being held captive in closely held companies.  In LLCs, may or may not have the ability to get money out at any time.  

iii. In traditional corporate structure, can’t get money out.  No market for shares in closely held company.  

1. Buy/sell agreements help. 

iv. initially viewed as against public policy, b/c unreasonable restraint on alienation, but usually they’re approved of as long as not too crazy. 

1. Model Act 6.27(c)

v. restriction on transfer of shares is OK in certain circumstances.  

1. Model Act 6.27(d): kinds of agreements to consider: 

2. right of first refusal

3. obligate corporation to buy shares

4. require corporation to approve transfer

vi. prohibit transfer of restricted shares to certain people or classes (if reasonable). 

vii. Should have triggering events: death, divorce, someone wants to sell, crime, someone fired, retired, estate planning. 

1. death usually results in a mandatory buyout – can be funded with life insurance.  Both parties would want company to buy back shares under these circumstances.  “key man” insurance.  

viii. If fire without cause, company should have to buy stock back. 

ix. but if deal is to keep money in 10 years and someone quits, should the company have to buy them out?  Or should it be optional? 

1. Who should do the repurchasing? 

a. corporation first (will likely have more money)

b. but can’t render company insolvent.  

c. Funding: payment plan, long term deal. 

a. At what price? 

b. Book value, market value, discounted future earnings.  

2. “fair market value as established by an appraiser.”  Try to pick appraiser now, rather than later, to prevent future disputes. 

k. shareholders next. 

i. Deadlocks: 

1. Can have at two levels in a corporation 

2. 50/50 voting rights & no power to vote cumulatively.

3. board is at 50/50 and can’t accomplish anything – can’t agree on anything.  

4. Appointing a neutral party to the board – person has to have a strong heart; otherwise they quit. 

ii. family businesses very prone to this. 

1. Solutions: 

2. neutral party (see above)

3. dissolution

4. buyout 

iii. mediation. 

1. 14.30: Judicial dissolution proceedings.  

l. courts prefer to order things less drastic, such as buyouts, receivership.  

i. Oppression

ii. Only mentioned in corporate dissolution statue.  

iii. Oppression mentioned with illegal, fraudulent conduct – but no where else are shareholder duties to each other mentioned. 

iv. Courts treat controlling shareholders like partners in closely held corporations – conduct held to standard of punctilio of honor the most sensitive. 

1. In some states (Oregon) there is a fiduciary duty owed by shareholders to one another. 

v. defining the duty is more complex. 

1. Oppression: “burdensome, harsh, wrongful conduct.”  Independent ground for relief not requiring showing of fraud, illegaility, mismanagement, wasting of assets or deadlock.  

2. some courts: only if majority shareholder is always rotten. 

3. other courts: just a breach of fiduciary duties. 

4. Usually involve a free-out. 

5. Some states: if behavior violates the reasonable expectations of minority shareholder – professor thinks this test is stupid.  

Consequences of showing oppression: 

m. can ask for dissolution, buyout, receiver/custodian appointed.   Buyouts generally OK if given “fair value.” 

i. Duty of Care

1. Delaware: Gross Negligence standard – between reckless & negligent.  

ii. Ordinarily prudent person: no matter how stupid, this is the standard. 

1. But 8.30(a): 

a. board members shall act in good faith & in manner director reasonably believes to be in best interests of the corporation.  (the SH interests). 

2. Sometimes statutes let directors look after interests of other things; public policy, community, customers, employees.  Usually comes up in hostile take over provision.  

a. directors have to act in this manner when becoming informed in connection with making decisions or devoting attention to oversight functions.  

b. This doesn’t apply to the decision itself, just the process.  

c. No defense of being stupid; if on the board, have to do all the things that directors do (no drunken mother defense.) 

iii. If go to meeting and disagree, make sure that dissent gets recorded; otherwise will presume that agree with what board did.  

1. Business Judgment rule: 

2. why we rarely see Duty of Care cases. 

3. Judicially created device, with elements in the statute.  

a. A rebuttable assumption that the decision was OK on the merits & presumption that went through the right procedure to get there. 

b. P has burden of proof that directors were not careful, did not reasonably become informed.  

4. Courts won’t second guess decisions unless made so badly that shows directors weren’t paying attention.  Rationale: otherwise, no one would want to be on the board.  Don’t want people to be afraid of risktaking. 

a. The lawyer’s job is to create the paper trail to show rationalize decisions; the bigger the company, the harder it will be for the Ps to successfully win a duty of care case. 

b. Also, 2.02(b): put in provisions in articles of information eliminating or limiting the liability of the director or shareholders…. 

n. Why agree to this?  To attract directors.  

i. Duty of Loyalty 

1. Self-dealing transactions/conflicts of interests 

2. 8.30, 8.31: not just self, lack of objectivity b/c of spouse, etc. 

3. if on more than one board 

ii. corporate opportunity 

1. Here again, use benefit of the doubt – business judgment rule

2. early common law rule: every conflict of interest transaction was void.  

a. self-dealing transactions are suspicious; to determine if fair or not is the key.  

b. Ratification by disinterested directors or shareholders.  

3. Was the deal fair? 

a. 8.60-8.63 (similar to Delaware statute & old model act statue)

b. ratification or it’s fair.  

c. New statute points out to judges that they may not review decision at all if ratification occurs.

iii. BUT if don’t attempt to sanitize the deal with ratification, then apply a fairness standard; the person who favors the deal must prove fairness.  

1. Corporate Opportunity: 

a. same issue as in Meinhart v. Salmon.  

b. What are the responsibilities of people in a business to the rest of the participants? 

c. If a good deal comes along, should you make it for yourself or leave to the company? 

2. 8.61: judicial action prohibited when ratified or disclosed. 

3. P. 959: Delaware court said corporate opportunity is when officer gets business opportunity which corporation is financially able to take and is in the line of the corporation’s business….

a. Tests: 

a. Oldest: reasonable expectation: 

b. Corporation has interest or reasonable expectancy (narrow test – harder to find there was a corporate opportunity).  Can use insider information to thin ahead – oil field. 

c. Line of business test, criticized as too vague: treating activities that are in the same business line or closely related to the same business as corporate opportunities.  

d. Fairness test: know it when we see it. 

e. ALI Restatement test: 

1. corporate officer becomes aware of the opportunity in performance of obligations of corporate duties

b. stricter standards for employees: if you know it’s close to what the business is or could be engaged in.  

a. To sanitize:

b. Ratification

1. If can’t get, then use fairness test. 

2. if have ratification, P has burden of showing ratification was in error. 

o. if don’t have ratification, then the insider has the burden.  

i. Insider trading

ii. 10(b) of 1934 statute: 

iii. unlawful in connection with purchase/sale of security to commit fraud. 

iv. Applies to every security, public & private.  Courts will literally apply.  

1. Standard: Materiality. 

would this be important to a reasonable shareholder in making this decision? 

v. Duty also applies to attorneys who become aware of issues in companies that they represent.  
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