test, true/false with supporting short answer justifying reason

Hints:

read questions PRECISELY, whole nature of question is for you to have to think through all of the possibilities and then make some determination

won’t receive credit if don’t answer why

Know:



Title 1. Corporations

Division 1. General Corporation Law

Chapter 1. General Provisions and Definitions

CCC§152	Approval by (or approval of) the outstanding shares.

CCC§153	Approval by (or approval of) the shareholders.

CCC§158	Close corporation.

CCC§186	Shareholder’s agreement.

Chapter 2. Organization and Bylaws

CCC§202	Articles of incorporation; required provisions.

CCC§204	Articles of incorporation; optional provisions.

CCC§206	Authorized business activities.

CCC§208	Limitations on business, purposes or powers; enforcement; contracts or conveyances; enforcement.

CCC§211	Bylaws; adoption, amendment or repeal.

CCC§212	Bylaws; contents.

Chapter 3. Directors and Management

CCC§300	Powers of board; delegation; close corporations; shareholders’ agreements; validity; liability; failure to observe formalities.

CCC§301	Directors; election; term.

CCC§301.5	Listed corporations; classes of directors; cumulative voting; election of directors; amendment of articles and bylaws.

CCC§303	Directors; removal without cause.

CCC§305	Filling of vacancies; resignation

CCC§307	Meetings.

CCC§309	Performance of duties by director; liability.

CCC§310	Contracts in which director has material financial interest; validity.

CCC§311	Committees; designation by resolution; authority.

CCC§317	Indemnification of agent of corporation in proceedings or actions.

Chapter 4. Shares and Share Certificates

CCC§400	Classes and series of shares; voting and dividend rights; other rights and preferences.

CCC§418	Certificates or initial transaction statements; required contents of statements on face of documents; failure to state; enforceability; close corporations; validity of transfers.

CCC§421	Close corporations; acceptance of certificates for shares; restrictions on rights of transfer.

Chapter 6. Shareholders’ Meetings and Consents

CCC§600(d)	Meetings; place; annual meeting; failure to hold; summary court order; special meetings.

CCC§601	Meetings requiring or permitting shareholder action; written notice; contents; delivery; special or adjourned meetings; validity; quorum and waiver of notice; consents or approval.

CCC§602	Quorum; votes; withdrawal during meeting leaving less than quorum.

CCC§603	Actions without meeting; written consent of shareholders; procedure with consents from less than all shareholders; revocation of consent.

Chapter 7. Voting of Shares

CCC§705	Proxies; validity; expiration; revocation; irrevocable proxies.

CCC§706	Agreement between two or more shareholders of close corporation; voting trust agreements.

CCC§708	Directors; cumulative voting; election by ballot.

CCC§710	Supermajority vote requirement; approval; duration; readoption.

Chapter 8. Shareholder Derivative Actions

CCC§800	Conditions; security; motion for order; determination.

Chapter 9. Amendment of Articles

CCC§902	Adoption after issuance of shares.

Chapter 10. Sales of Assets

CCC§1001(a)	Sale, lease, exchange, etc.; of property or assets; approval; abandonment; terms, conditions and consideration.

Chapter 18. Involuntary Dissolution

CCC§1800	Verified complaint; plaintiffs; grounds; intervention by shareholder or creditor; exempt corporations

CCC§1802	Provisional director; appointment; deadlocked board.

Chapter 19. Voluntary Dissolution

CCC§1900	Election by shareholders; required vote; election by board; grounds.

Chapter 20. General Provisions Relating To Dissolution

CCC§2000	Avoidance of dissolution by purchase of plaintiffs’ shares; valuation; vote required; stay of dissolution proceedings; appraisal under court order; confirmation by court; appeal.

Securities & Exchange Act of 1934

SEA’34 §16(a)	

SEA’34 §16(b)	(Regulation against short-swing trading profits--insider trading)

SEA’34 Rules 10b-5	Regulation of the use of manipulative and deceptive devices

SEA’34 Rules 14(a)(7)	

SEA’34 Rules 14(a)(8)	

SEA’34 Rules 14(a)(9)	

SEA’34 Rules 14(e)	

Federal Rules of Civil Procedure

FRCP 23.1	Derivative Actions By Shareholders

Title 2. Partnerships

Chapter 1. Uniform Partnership Act

Article 2. Nature of Partnership

(UPA) CCC§15006	Partnership defined; application to prior associations; limited, special, and mining partnerships.

(UPA) CCC§15007	Rules for determining existence of partnership.

(UPA) CCC§15008	Partnership property; conveyance of realty.

Article 3. Relations of Partners to Persons Dealing With the Partnership

(UPA) CCC§15009	Partner as agent of partnership; authority.

(UPA) CCC§15013	Liability of partnership for wrongs of partner.

(UPA) CCC§15014	Liability of partnership for partner’s misapplication of money or property.

(UPA) CCC§15015	Joint and several liability of partners.

(UPA) CCC§15016	Liability for misrepresentation of person as a partner.

Article 4. Relations of Partners to One Another

(UPA) CCC§15018	Rights and duties of partners.

(UPA) CCC§15019	Partnership books; right to inspect.

(UPA) CCC§15020	Disclosure of information on demand.

(UPA) CCC§15021	Accounting of partner to partnership; personal representatives of deceased last surviving partner.

Article 5. Property Rights of a Partner

(UPA) CCC§15024	Property rights

(UPA) CCC§15025	Ownership of specific partnership property.

(UPA) CCC§15026	Interest in partnership.

(UPA) CCC§15027	Conveyance of interest in partnership.

(UPA) CCC§15028	Creditor’s remedy to reach partner’s interest in partnership.

Article 6. Dissolution and Winding Up

(UPA) CCC§15029	Dissolution defined.

(UPA) CCC§15030	Effect of dissolution.

(UPA) CCC§15031	Causes of dissolution.

(UPA) CCC§15032	Decree of dissolution.

(UPA) CCC§15035	Authority and liability after dissolution.

(UPA) CCC§15037	Right to wind up partnership affairs.

(UPA) CCC§15038	Rights of partners upon dissolution.

(UPA) CCC§15040	Rules for settling accounts between partners.

(UPA) CCC§15041(3)	Creditors’ rights against person or partnership continuing business of dissolved partnership.

(UPA) CCC§15042	Rights of retiring or deceased partner against person or partnership continuing business.

Title 2. Partnerships

Chapter 3. California Revised Limited Partnership Act

Article 1. General Provisions

(CRLPA) CCC§15611(j)	Definitions

Article 2. Formation: Certificate of Limited Partnership

 (CRLPA) CCC§15621	Partnership agreement; certificate; execution, acknowledgment, and filing; form; contents; formation of partnership; evidence; recording certificate; presumptions created; dishonored filing fee payment; cancellation of filing; notice.

Article 3. Limited Partners

(CRLPA) CCC§15632	Liability.

(CRLPA) CCC§15633	Person erroneously believing himself or herself to be limited partner.

Review:

Partnerships:

volitional, need only intention to carry on business as co-owners for profit, writing not required

if nothing agreed upon:

control: must be agreed to by majority (per capita, straight head count)

profits: shared per capita

every partner agent of partnership if carrying on partnership business in usual way; can bind partnership unless partner has (1) no actual authority, and (2) 3rdP has knowledge that partner has no authority to bind, so behooves partnership to give notice to 3rdPs

aggregate v. entity theory: taxing authority takes view that if aggregation (partnership) v. entity (corporation) which gets taxed independently

UPA treats partnership sometimes as an entity (“it”) such as when owns property

partnership property:

held as “tenancy in partnership” in which individual partners doesn’t have legal authority to assign property without consent of other partners, but if does need to analyze apparent/inherent authority issues

death of partner... (didn’t hear)

questions of whether partnership owns property from partners is factual inquiry which is based on intent

§16 if consent (positively or affirmatively) to being a partner, will be held liable (partnership by estoppel); reliance by 3rd Party necessary when private representation, Prof. Baum thinks also should be necessary when public representation

dissolution: legal happening; nothing obvious from outside

dissolve when:

by agreement...

violation of partnership agreement...

other circumstances, such as bankruptcy, ... however, note, in CA, death of one of partners will NOT automatically cause dissolution

if at fault in dissolution, have no right to carry winding up process, not at fault partners have right to continue on business of partners to extent that there is an unexpired term, don’t have to sell off, liquidate, and wind up affairs.

§32 broad powers for court to dissolve, however, courts somewhat reluctant to use this power when company economically sound

each of partners stays “at risk” during winding up period if no agreement for dissolution date; *note, if some partners carry on business, and former partner has not been paid off, he has option of (1) taking value of business at time of dissolution + interest or (2) pro rata share of assets.

assignment

consent of other partners not required, transfers right to profits

management control must be consented to by other partners

Limited Partnerships: covered very briefly

formed by:

2 or more persons, at least one of which is a general partner, who has limitless liability (open-ended liability)

theory is if partner and participate in management and control, should not be able to have limited liability

new revised limited partnership act: §15633 “escape valve” protects limited partners much more than the old one did: if someone in good faith believes that they have become a limited partner and continues to act as if limited partner then won’t be liable to 3rd party creditors if file something indicating limited partnership in business except to those 3rd parties who transacted business before certificate filed and reasonable belief????

participating in control of business without losing limited partnership status

employee

consult on major issues

Corporations

mechanics

how to incorporate

articles

bylaws

board of directors, appoints officers, in US can be both officer and board member

ultra vires–exceeding scope of what corporation authorized to do?, has become terribly unimportant because of ease of incorporating, and, in CA, can place “this corp. has power to do anything in world” (except in limited circumstances such as with banking and insurance fields); pretty much dead these days

promoter issues: (no so important these days since easy to incorporate)

typical promoter wants to say “I am entering into this transaction of this corporation which is going to be formed” but under agency law, cannot have agent of non-existent principle, so promoter will typically be held liable

can avoid liability for promoter by novation, agreement that will not look to promoter

defective incorporation

de-facto corporation comes into play; pretty much dead now, by statute, either incorporated or not incorporated and that is that

colorable? attempt

act as if corporation

corporation by estoppel, can protect certain individuals from personal liability (typewriter case)

piercing corporate veil (very important doctrine), enterprise and agency theory not too important, primary focus from our perspective is for us to analyze the pros and cons of liability

rationale is that someone has been hurt and “in all equity, they should have a remedy”

3 basic kinds of doctrines

“alter ego”

owners of corporation disregard corporate formalities, act as if corporation did not exist, don’t have board meetings, co-mingle assets, et cetera; court focuses on fact that owners themselves disregarded corporate existence so creditors should be able to

instrumentality

“puppet” of corporation verbiage not very helpful

typically kind of case where corporation behaves, not in its own interest; such as when sell products at too low a price to its owners or will charge too high a price for products to a subsidiary; sometimes corporation cannot make a profit due to such agreements

inadequate capitalization

too little capital that under any stretch of the imagination NOT sufficient to run the business; however, this is not sufficient, must also use other rationale such as “alter ego” or instrumentality argument to supplement

works better in torts cases than in contracts cases due to lack of contacts in a tort case

liability through owners of corporation

fairness issues: only some of the owners may be responsible for the acts of the corporation

sometimes courts find some methodology to hold only certain owners liable when veil is pierced

deep-rock doctrine: only in bankruptcy: equitable subordination, if can show that claim of owners ought to be subordinated to claims of creditor, may then leave sufficient assets to pay off creditor since then creditor gets paid 100% before owner gets anything

management and control

ownership and management separate

board of directors: all control centralized there

getting rid of directors

CA: shareholders of corporation can get rid of entire board without cause; however, if want to remove fewer than all, must deal with reverse cumulative voting problem

requirements for effective, legal, binding corporate action

joint deliberation: collegial concept, make better decisions if get all the parties (board members) together, basis for notice and quorum requirements?

notice requirements have been eroded

can have waiver of notice

can have unanimous written consent; don’t need meeting if get ALL of directors to sign off

corporation can be bound through apparent authority

through actions of officers (agents) even when have no actual authority if within the ordinary actions of business and the ordinary duties of the officer?

fiduciary duties of management §309

director’s duty of care (negligence, low standard, need only act in good faith that in best interest of shareholders and corporation, “ordinarily prudent person in same or similar circumstances” and can rely on CPAs, lawyers, ... unless red flag, then have obligation to inquire)

business judgment rule protects

no fraud, illegality

disinterested

need rational basis for making decision

elevated standard when sale of business, mergers, ...: courts have said that unless there a has been an extensive, knowledgeable inquiry, then gross negligence (theory is no rationale basis behind making decision)

provisions in Delaware and Cal.. that shareholders can alter articles of incorporation. so that limit liability of directors for derivative actions; won’t apply to willful or reckless disregard

corporation can indemnify directors §217

duty of loyalty: directors, officers, and controlling shareholders: lots of litigation because tempting to people in charge of assets which are not theirs to get ahold of the assets.

stock terms: fair dealing, good faith, undivided loyalty

usurpation of corporate opportunity

must give corporation first shot at opportunity if in same line of business or in potential line of business of corp. (i.e. modern view Is if kind of opportunity that ought to have been presented to corporation first, then have usurped if do not); safe to always present to corporation is any question

financial inability of corporation is not sufficient to not present to corporation; need to give corporation shot at getting sufficient financing.

conflict of interest §310: if have transaction where conflict of interest with directors, then void or voidable

§310 identifies procedures under which not voidable; must separate out whether party “causing problem” has material financial interest in either or both sides of the transaction

can go to shareholders and identify conflict and get approval of shareholders that OK; interested party cannot vote

can go to board of directors and get approval, however, because legislature recognizes this type of structural bias (directors not likely to vote against fellow directors) if shareholder comes back and says unfair transaction and ought to be voidable, then burden of proof is on shareholder to show not reasonable/fair transaction that was entered into

if get approval of board after transaction entered into and shareholder complains, then burden of proof shifts???

many times is beneficial to have the transaction, despite the conflict

oppression of minority by controlling shareholders

controlling shareholders get benefit outside of corporation itself; such as if get corporation to sell to shareholders and an unfairly low price

corporate structural change; such as have dissolution where freeze out minority shareholders effectively seizing control at unreasonable price

can oppress minority even through non-corporate acts; in Ahmason shareholders formed separate holding company and formed separate public market for their shares which they would not let minority participate in and CA Sup Ct. said was oppression

restrictions on insider trading

special facts doctrine: 100 yrs ago, US Sup. Ct. said not fiduciary obligation to shareholders if director except if special facts

Diamond case, inside director sold on basis of inside information; court said improper and breach of fiduciary obligation because damages corps reputation; points out weakness of rules in dealing with insider trading

10(b)(5): if going to trade on insider information, must make that information public and abstain from trading on it until market has had sufficient time to “digest” the information (time will depend on the type of information)

P must have purchased or sold in order to have standing

D need not have purchased or sold in order to be liable

insider = anyone who has been given insider information in confidence, tippees (knowing confederates: knew or should have known were getting non-public confidential information) where tippor breaching fiduciary duty

possession of such insider information not enough to prohibit trading, there must be some duty; in criminal action if information obtained by someone outside of corporation ...

14(e)(3) trading unlawful if ...

substantial likelihood that reasonable person would consider fact important

reliance necessary for private cause of actions, but less and less so

fraud on market theory

reliance presumed if omission was material

loss causation absolutely necessary; caused stock price to move up or down and thereby caused loss

in private causes of action, negligence not enough, need scienter or reckless disregard

SEA’34 §16(b) insider trading: applicable only to officers and directors and 10% shareholders = statutory insiders

cannot keep profits from purchase/sale within 6 months

must be officer or director either at time of purchase or time of sale

10% shareholders must be 10% at time of purchase AND time of sale

if “unorthodox transaction” such as non-cash, merger, inheritance, courts look at facts of situation to see if 16(b) should apply

SEA ‘34 §14(a)

proxies

who pays for solicitations

battles

control devices

cumulative voting, in CA everyone has this right as long as give notice

if lower # of directors, gets more difficult for minority to get seat on board, or if stagger election of board members, substantially undercuts effectiveness of cumulative voting

if publicly traded corporation, then if shareholders agree want to change corporate norms (in CA) can do away with cumulative voting and have staggered elections of board

pooling agreements = shareholder voting agreements: shareholders, in capacity as shareholders, can get together and agree to vote in some concerted fashion; not illegal, per se.

problems with enforcing such an agreement

if want to insure vote, then transfer voting right into proxy, however since proxies can be terminated, need to use an irrevocable proxy

advantage of statutory close corporation, then shareholder’s voting agreement will be enforced, period! whether or not you have a proxy

voting trusts = shareholders place their stock in a trust, trustees name will the be shareholder of record and trustee will distribute dividends to beneficiaries; legal title resides in trustee, equitable rights laid out in agreement

supermajority = can agree that need more than 51% to agree on certain items, give minority shareholder’s more power to veto

restrictions on transfer of shares, must be reasonable restriction (underlying policy is the desirability of the alienability of property)

right of first refusal, right of consent

making corporate decisions in advance

problem is that when board elected, board should not have hands tied (be sterilized); board should be able to act

retreating from this position in Gallo: if can get all of shareholders to agree, if legal, and if not damaging to some 3rd party creditor then will enforce the agreement

dissolution

voluntary dissolution: 50% of outstanding shares need vote; court can set price... (see outline)

involuntary dissolution: less than 50%, court can set price...

shareholder derivative suits

3 elements:

contemporaneous ownership: must own shares at time of complained of action, unless have gotten shares through operation of law, modified slightly in CA, may go to court, under very special circumstances, may petition court to allow suit.

must put up security for expenses in event P loses (CA), under federal law AND under federal statute, don’t need to worry about security

must first make demand upon board and if say no (as matter of business judgment) then will end it in most cases, frequently issue is where shareholder alleges that corporation should sue themselves for money, in this case shareholder can claim demand would be futile and so court may find not necessary.

Close Corporation

requirements

no more than 35 shareholders

specify number in article

agreements

can have written agreement with 100% of shareholders signing where can specify anything you want about control and operation of the business

losing close corporation status

if maximum number exceeds those in articles

through operation of law

NOT through voluntary inter-vivos transfer (void if would exceed specified maximum number of shareholders)

if lose status, must make new agreement

Limited Liability Company

limited liability for every member

can have more than 35 members, foreign shareholders

very flexible operating agreement, management structure

�Partnerships

& of General Partnership

UPA§6: an association of two or more persons to carry on, as co-owners, a business for profit.

UPA§7(4): receipt by a person of a share of the profits of a business is prima facie evidence that he is a partner is a business. (however, just b/c share profits does not mean there is a partnership.)

general characteristics

sharing of profits (usually a partnership) even when attempt to characterize ??? otherwise is present it will = partnership if unreasonable control of business is present.

sharing of control (question is the degree to which control occurs, inroads into control are norm even in employee/employer & lender/creditor relationships)

participation in management

joint and several liability

writing is only evidentiary

UPA governs partnerships in the absence of a contrary agreement. (§18 preamble)

Formation

generally: you don’t need a written agreement, but its always better to have one (without an agreement, UPA dictates). Don’t need intent as the law often implies formation of a partnership

UPA§7: determining the existence of a partnership apply these rules:

persons who are not partners as to each other are not partners as to TPs. (if we aren’t partners, we won’t be treated as such toward 3rd parties if they sue???) EXC: UPA§6: Liability of misrepresentation of a person as a partner

just because you have joint tenancy, tenancy in common, tenancy by the entireties, joint property, common property or part ownership does not mean you have a partnership. Consider other factors.

just because you have sharing of gross returns does not mean you have a partnership. Consider other factors.

if a person receives profits he is a partner, unless the profits were received in payment of:

debt,

wages as an employee, or rent as a landlord,

an annuity to a surviving spouse or other representative of a deceased partner,

interest on a loan, or 

consideration for the sale of good will of the business or other property.

partnership by K: since partnerships are voluntary associations there is usually an express or implied K between the partners.

partnership at will: there is no fixed duration for such a partnership and it can be dissolved at any time by any partner without violating the partnership agreement. §15031b.. Termination must be in good faith or a breach of fiduciary duty might be found if shown as bad faith. §15038 makes partner liable for wrongfully excluding partners from partnership business opportunities.

partnership for term: a fixed term can be specified or if the object of a partnership is the completion of a certain project (project can be repayment of a loan), completion of the project will operate to terminate the partnership.

partnership by estoppel: theory allows persons who are not partners under certain circumstances to be bound as if they were partners.

Martin v. Peyton: Partner borrowed $ from 3Ds. Ds said no to offer to become partners. Ds called trustees and got interest from loan and % of profits.

issue: do terms of loan indicate that Ds entered into partnership agreement?

holding: terms and conditions of the loan were reasonable limitations placed on the partnership in order to secure a risky loan.

factors considered:

Ds did not acquire control of company due to the fact that all the covenants were negative in nature.

option to become partners, not accepted.

profit sharing.

veto power made it look like they were participating in management and control.

held resignations which could be accepted at any time.

standard court should apply: must look to ordinary business community for the custom.

The Legal Nature of a Partnership

common law: held, a partnership was an aggregate of it’s members. therefore a partnership was not a legal person and each partner had to be sued individually.

UPA: Reinforces the CL notion; §6 provides that a partnership is an association.

interpretation of the UPA: despite its clear adoption of the aggregate theory in §6 the UPA nevertheless deals with some issues as if a partnership were an entity (a legal person).

example: property.

taxes: interpretation is most important in this area; partnerships are viewed as an aggregate for tax purposes and are therefore only taxed once at the partner level; distinguish this from a corporation which is subject to double taxation, once at the corporate level and again at the shareholder level.

Authority

agency

( agent = person who, by mutual assent, acts on behalf of another and subject to the other’s control.

agency relationship does not depend on the subjective intent of the parties, rather it is determined by the existence of the following 3 elements:

principal must manifest that the agent acts for him,

agent must accept the undertaking,

parties must agree that the principle is to be in control of the undertaking.

example: Cargill: court held that Cargill was the principal of Warren and therefore liable for its debts; court focused on the control and influence exercised by Cargill over Warren; Prof. Baum focused on the fact that Warren signed Cargill checks.

liability of principal to TP: a principal becomes liable to a TP as a result of an act of the principal’s agent if the agent had actual, apparent, or inherent authority.

actual authority: an agent has actual authority to act in a given way on a principal’s behalf if the principal’s words or conduct would lead a reasonable person in the agent’s position to believe that the principal had authorized him to so act.

express actual authority: specific.

implied actual authority: powers which are implied or inferred from the words used, from customs and from the relations of the parties

incidental authority: the authority to do acts that are reasonably necessary to accomplish an authorized transaction or that usually accompany it. (A type of implied actual authority).

apparent authority: an agent has apparent authority to act in a given way on the principal’s behalf in relation to a TP, if the words or conduct of the principal would cause a reasonable person in the TPs position to believe that the principal had authorized the agent to so act.

inherent authority: authority to take an action that a reasonable person in the principal’s position should have foreseen that agent would be likely to take, even though the action would be in violation of the agent’s instructions.

ratification: even if an agent has neither actual, apparent, nor inherent authority, the principal will be bound to the TP if the agent purported to act on the principal’s behalf and the principal with knowledge of the material facts, either:

affirmed the agent’s conduct as authorized (express ratification), or 

engaged in conduct that was justifiable only if he had such an intention (implied ratification).

termination of agent’s authority

principal normally has the power to do so, even if it violates a K between the parties and even if the authority is expressed to be irrevocable,

K provision that an agent’s authority cannot be terminated by either party is normally effective only to create liability for wrongful termination (damages for breach of K).

liability of TP to principal

GR: if an agent and a TP enter into a K under which the agent’s principal is liable to the TP, the TP is liable to the principal as well.

EXC: TP is not liable to an undisclosed principal if the agent or the principal knew that the TP would not have dealt with the principal.

liability of agent to TP

disclosed principal

( disclosed principal = if at the time of the transaction the TP knows that the agent is acting on behalf of a principal and knows the principal’s identity.

GR: if the principal is bound because he had some kind of authority to ratify the act then the GR is that the agent is not bound to the TP.

GR: if the principal is not bound because no authority the GR is that the agent is liable to the TP, either for breach of an implied warranty of authority or on the K itself.

partially disclosed principal

( partially disclosed principal = if the TP knows that the agent is acting on behalf of a principal but doesn’t know his identity.

GR: agent is bound to the TP even though the principal is bound too.

undisclosed principal

( undisclosed principal = if the agent, in dealing with the TP purports to be acting on his behalf.

GR: agent bound even though the principal is bound too.

liability of agent to principal: if an agent makes an act that he has no actual authority to perform, but that binds the principal because the agent had apparent authority, the agent is liable to the principal for damages.

liability of principal to agent: if an agent acted within his actual authority, the principal is under a duty to indemnify the agent for payments authorized or made necessary in executing the principal’s affairs.

Ongoing Operation of a Partnership

management: In the absence of a contrary agreement, each partner has an equal right to manage and conduct the partnership business.

UPA§18: rights and duties of partners: in relation to the partnership shall be determined, subject to any agreement between them, by the following rules:

each partner shall be repaid his (capital or property) contributions to the partnership and share equally in the profits after all liabilities (including those to partners) are paid; each partner must contribute to partnership losses in accordance with his share (%) of the profits.

partnership must indemnify every partner for payments made and personal liabilities reasonably incurred by him in the ordinary conduct of business, or for preservation of business or property.

partner, who loans additional capital to the partnership beyond the amount he initially agreed to contribute, shall be paid interest on this amount from the date of the payment or advance.

interest shall only be paid on original capital contributions if repayment is not made on time and then interest shall be calculated from the date on which repayment should have been made.

all partners have equal rights in the management and conduct of the business

no partner is entitled to remuneration for acting in the partnership business, except that a surviving partner is entitled to reasonable compensation for his services in winding up the partnership affairs.

no person can become a member of a partnership without the unanimous consent of all the partners.

a maj. of the partners may decide ordinary business matters; however, there must be unanimous consent of all the partners to do any at in contravention of an agreement between partners. *when 2 partners–unless otherwise agreed, one can’t restrict the other’s actions since only 50% not maj. vote (protect against this by getting 51% in agreement, note court will refuse to support party seeking to alter existing way of doing business) **under §18h. a maj. can restrict partners authority unless it is in contravention of any agreement between partners n which case need unanimous consent.

Summers v. Dooley: Summers hired extra employee in face of explicit disagreement by Dooley; paid for him out of own pocket and then sued for reimbursement.

issue: does an equal partner in a two-man partnership have the unilateral authority to make decisions that his other partner objects to?

holding: no. §18(h). requires a maj. and 50% is not a maj.; this case illustrates the problem with having a two-man partnership.

Authority of the Partners

UPA§3: knowledge and notice defined:

( knowledge of a fact means not only actual knowledge, but also knowledge of such other facts which show bad faith.

notice means when a person who claims the benefit of the notice:

states the fact to such person or

delivers a written statement of the fact to such person or to a proper person at his residence or business

UPA§9: partner’s authority as agent of partnership: relies heavily on agency notions

every partner is an agent of the partnership for business purposes, and acts by a partner for apparently carrying on the usual business binds the partnership unless the acting partner:

has no authority to do the act (apparent authority is sufficient), and

the person with whom he is dealing has knowledge that he has no such authority (no actual authority & TP knowledge of such)

*note: knowledge means constructive knowledge as defined in UPA§10.7

an act by a partner which is not for apparently carrying on the usual business does not bind the partnership, unless he is authorized to do the act. (need express authorization for these acts????????)

unless otherwise agreed, or unless the partners have abandoned the business, all partners’ consent is required in order to:

assign partnership property, with???? property in trust for creditors or on the assignees promise to pay debts of the partnership

dispose of the partnership’s good will

do any act which would make it impossible to carry on the usual business of the partnership

confess a judgment

submit a partnership claim or liability to arbitration or reference

an act of a partner whose authority is restricted shall not bind the partnership if the TP has knowledge of the restriction.

California’s doctrine of equal dignity: If there is actual (express) authority, it must be in writing; but apparent authority is just inherent in the partner (hook up to §9(2)) (if act is not in usual course of business, must be express authorization; in CA this express authorization must be in writing)

UPA§10: conveyance of title to realty:

if a partnership holds title to real property, any partner may convey such property if the conveyance is executed n the partnership name

if a partnership holds title to real property and a partner executes a conveyance in his own name, the partnership’s interest is passed provided the partner has authority under §9(1).

if title to real property is n a partner’s name, the partner may convey the title

if real property is held by one or more or all of the partners, or in a trust for the partnership, a conveyance executed by a partner in the partnership name, or his own name, binds the partnership as long as the partner has authority under §9(1).

if title to real property is held in names of all partners, a conveyance executed by all passes title.

UPA§10.7: restrictions on a partner’s authority & constructive notice: restrictions may be placed on the authority of partners to convey, encumber, or transfer partnership real property as long as it is:

otherwise valid under the law,

signed, acknowledged and verified by all the partners, and

placed n a statement of the partnership, as authorized under §10.5 (place at the county recorder’s office) such statements give constructive notice of its contents and is conclusive to any property located in a county in which the statement is recorded.

UPA§12: notice to and knowledge of a partner & Imputation to partnership: notice to any partner of any matter relating to partnership affairs, and the knowledge of the partner acting in the particular matter, operate as notice to or knowledge of the partnership, except when that partner is committing fraud against the partnership.

Partnership Liability

UPA§13: liability of partnership for wrongs of partner: when any wrongful act or omission of a partner, acting in the ordinary course of business, or with the authority of his co-partners, causes loss or injury to any person who is not a partner, or a penalty is incurred, the partnership is liable to the same extent as the partner committing the act.

UPA§15: joint and several liability of partners: all partners are liable

jointly and severally for everything chargeable to the partnership under §13 (liability of wrongs of partners) &§14 (liability for partner’s misapplication of money or property)

jointly for all other debts and obligations of the partnership; but any partner may enter into a separate obligation to perform a partnership K.

liability for misrepresentation of person as a partner:

UPA§16:

liability for person misrepresenting self as a partner: when a person represents himself in a public or private manner, or consents to another representing him to anyone as a partner, his is liable to any person who, in reliance (don’t need to know who the TP who is relying is), extended credit to the partnership. (1) person consented to use of his name or (2) when representation was in a public manner. Don’t always need reliance, but usually do.

liability of persons consenting to misrepresentation: when a person has been represented to be a partner in a partnership he is an agent of the persons consenting to such representation with respect to persons who rely on the representation.

elements:

action: representation by individual to TP or representation in public manner (not to TP); or

consent: must affirmatively consent to misrepresentation; (*note: silence is not assent–consent must be active; exception: where facts egregious, if person knows a TP is going to rely and could alert/warn TP with little cost) and

reliance on misrepresentation

hypo: client was approached and said he absolutely wanted no part of the partnership, still went ahead and held himself out as a partner; if:

he was totally unaware that they were holding him out as a partner, then §16(1) applies, didn’t consent to this, if he didn’t know, he couldn’t have consented,

he knew these things were being done and he was so upset that he didn’t do anything; no implied consent from inaction, unless if party knows TP relying, and it would take not effort to deny being a partner, the courts may hold him liable.

Sharing of Profits

contributions: §18(a): regulated relationship regarding profits between partners; assuming no agreement, each partner has equal rights to per capita share of profits regardless of contribution to partnership; each partner shall be repaid his contribution off the top.

services: §18(f): no partner is entitled to remuneration for contribution of services; partners who contribute services should be sure to get written agreement for salary.

losses: partners share losses according to share in profits.

agreements: partners can agree to split losses in any way they like, but such agreements are not binding as to creditors; a partner can be liable to a creditor, even if partners agreed he wouldn’t be liable for losses.

example: Richart v. Handly: P contributed capital to purchase lumber. D was to log it by use of his own labor. when venture resulted in loss, P demanded his initial investment be returned.

issue: is P entitled to a refund of his capital contribution?

holding: yes!!! since no specific agreement between the parties, §18a.,f. are controlling. these §s provide that capital contributions must be returned before profits are distributed, they must share equally in the loss and D is not entitled to compensation for labor since agreement did not provide for it.

Property Rights of Partners

UPA§8: partnership property

all property originally brought into the partnership stock or subsequently acquired by purchase, on account of the partnership, is partnership property.

unless the contrary intention appears, property acquired with partnership funds is partnership property.

any estate in real property may be acquired in the partnership name. Title so acquired can be conveyed only in the partnership name (Entity Theory)

UPA§24: property rights of partners are:

her rights in specific partnership property (i.e. equipment...),

her interest (profits and surplus) in the partnership, and

her right to participate in the management

UPA§25: ownership of specific partnership property

tenant in partnership: partner is co-owner with the other partners of the specific partnership property holding as a tenant in the partnership.

the incidents of this tenancy are such that:

limited possession: partner has equal right to possess specific partnership property for partnership purposes, but cannot possess partnership property for any other purpose without partnership consent.

assignment: partner’s right in specific property is not assignable; except in connection with the assignment of rights of all the partners in the same property.

judgments: a partner’s right in specific partnership property is not subject to enforcement of a money judgment, except on a claim against the partnership. When partnership property is levied upon for a partnership debt, the partners cannot claim exemption.

death: on the death of a partner, the partner’s right in specific partnership property vests in the surviving partners, except where the deceased was the last surviving partner, then the legal representative gets it. The right to possess is only for a partnership purpose.

UPA§26: interest in partnership: partner’s interest in the partnership is his share of the profits and surplus, (and is taxable personal property).

UPA§27: conveyance of interest in partnership

assignment: §27(1): assignee is entitled to receive, in accordance with his K, the profits to which the assigning partner would otherwise be entitled.

no rights to management: §27(1): assignee has not right to interfere in the management or administration of the partnership business affairs, unless the other partners consent (because a partnership is a voluntary association)

upon dissolution: §27(2): assignee is entitled to receive assignor’s interest and may require an accounting.

UPA§28: creditor’s remedy

charging order: a judgment creditor ca, by application to the court, get a charging order which allows him to get a lien on the partner’s profits which come from the partnership; this does not include the partner’s salary.

risk of foreclosure: creditor may foreclose on interest in partnership, at judicial sale, so that he becomes the owner of the interest; once he is the owner, if partnership at will, he has the power to dissolve the partnership.

partner’s options: If creditor makes noises about foreclosing, partners will want to pay him off, if a partnership at will, get a decree of dissolution, acquire assets at winding up, and pay off other partner’s debt.

Cyrus v. Cyrus: determining if partnership property

facts: brother 1 moves to brother 2’s land to run lodge. P and family did all work to maintain and run resort. D showed up once a year to collect profits.

issue: was tract, purchased by Brother 2, partnership property? (where used but not listed as partnership property)

held: yes.

rationale: must look at circumstances and intentions of parties.

taxes.

upkeep payments.

title

why would P invest time and energy into improving real estate if he was not going to be compensated

the fact that the property was used for partnership purposes is not enough to establish intent

Fiduciary Relationships between Partners

generally: high standard, duty of utmost loyalty, ultimately a matter of “gut equity.”

UPA§21: every partner must account to the partnership for any benefit, and hold as trustee for it any profits derived by him without the consent of the other partners from any transaction connected with the formation, conduct, or liquidation of the partnership or from any use by him of its property.

example: 3 equal partners have 300K in partnership bank account. One partner takes out 50K and makes 400K off of it at the track, puts 50K back in bank account. Do partners have any rights to profits made at the track? yes; any partner must account to the partnership for any benefit acquired from use of funds; the money from the track belongs to the partners if done without consent of the partners.

example: same facts as above, but loses at the track. Loss is 100% his and the partnership is note required to share in the loss.

*note: profits made outside of partnership are OK (need not be shared with partnership) if partnership consented; but get specific consent each time for protection; must disclose, cannot derive secret personal profits.

Meinhardt v. Salmon: duty to disclose

facts: partners in property lease for 20 years. P is the manager and he gets offer to renew the lease; he renewed lease without telling D.

held: a partner has an obligation to disclose partnership opportunities which arise out of a partner’s agency (he gets offer in his capacity of partner), regardless of how tangentially

Dissolution of Partnership

( UPA§29: dissolution is the change in the relation of the partners caused by any partner ceasing to be associated with the carrying on as opposed to the winding up of the business.

effect of dissolution: UPA CCC§30: partnership is not terminated by dissolution, but continues until the winding up of the partnership affairs is completed.

causes of dissolution: UPA§31: objective dissolutions; do not need court to determine, except §31(6).

§31(1): without violation of the agreement between partners (not wrongful dissolution)

by termination of the definite term or particular undertaking specified in the agreement

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

by express will of all partners who have not assigned their interests

by expulsion of any partner from the business pursuant to power given in the agreement

§31(2): in contravention of the agreement between the partners, where circumstances do not permit a dissolution under any provision, by the express will of any partner at any time

§31(3): by an event which makes it unlawful for the business of the partnership to be carried on or for the members to carry it on in partnership.

§31(4): by death of any partner

in CA, death does not cause dissolution if all agree in writing to continue the business in the event of a death (before the death)

§31(5): by bankruptcy of any partner of the partnership.

§31(6): by decree of court under §32.

§31(7): by withdrawal of a partner, or admission of a new partner, unless otherwise provided for in an agreement signed by all partners; new person can sign on to agreement

withdrawing a partner: Unless provided otherwise in a preexisting agreement signed by all the partners, including the withdrawing partner and the new partner

new partner: newly admitted partner can become a partner to the preexisting agreement by signing the agreement upon such admission.

California: this § is enforceable without a writing.

decree of dissolution: UPA§32: subjective dissolutions on application by or for a partner (partner can’t come to court with “dirty hands”) the court has broad powers to decree a dissolution whenever:

partner is a lunatic.

partner becomes incapable of performing his part of the partnership K.

partner has been guilty of such conduct as tends to affect prejudicially the carrying on of the business.

partner willfully or persistently commits a breach of the partnership agreement, or otherwise so conducts himself in matters relating to the partnership business that it is not reasonably practicable to carry on the business in partnership with him.

business of the partnership can only be carried on at a loss.

other circumstances render a dissolution equitable.

authority and liability after dissolution: UPA§35

partner’s authority: §35(1): after dissolution, a partner can bind the partnership, except as provided in paragraph (3)

by any act appropriate for winding up partnership affairs or completing transactions unfinished at dissolution.

by any transaction that would bind the partnership if dissolution had not taken place.

liability of partnership: §35(3): partnership is in no case bound by any act of a partner after dissolution where:

partnership is dissolved because it is unlawful to carry on the business, unless act is appropriate for winding up partnership affairs.

partner has become bankrupt.

partner has no authority to wind up partnership affairs.

right to wind up partnership affairs: §37: all partners who have not wrongfully dissolved the partnership have the right to wind up partnership affairs, after showing cause and obtaining winding up from the court (unless agreed otherwise)

rights of partners upon dissolution: UPA§38

rightful dissolution: each partner may have the partnership property applied to discharge its liabilities and the surplus applied to pay, in cash, the net amount owing to the respective partners

wrongful dissolution: rights of partners shall be as follows:

rights of partners not causing the dissolution:

all rights under subdivision (a), and

damages for breach of the agreement

continuation of partnership business: partners may continue business for the agreed term of the partnership, provided they secure the payment by bond the value of the partner’s interest in the partnership at the dissolution, less any damages.

rights of partners causing dissolution:

If business is not continued, he has all rights of a partner under subdivision (a)–any possible damages caused by the dissolution.

If business is continued, he will get partnership interest, less any damages, but good will shall not be considered.

creditor’s rights against partnership continuing business: UPA§41

§41(3): when any partner retires or dies and dissolved partnership is continued, with the consent of the partners, but without assignment, rights of the creditors shall be as if such assignment had been made.

§41(8): creditors have priority to claim of retired or deceased partner against person or partnership continuing business.

rights of retiring or deceased partner against continuing business: §41

two options:

value of partner’s interest at date of dissolution minus creditor’s interest plus interest on the value.

profits attributable to use of his right in the property.

creditors shall have priority on any claim

cases:

Dreifurst v. Dreifurst:

facts: 3 brothers formed partnership without a K. 2 brothers wanted to dissolve while the other objected; trial court found partnership at will and ordered distribution of assets in kind.

issue: in the absence of a written agreement to the contrary, can a trial court order a distribution of assets in kind?

holding: no. §38 cannot be read to provide for in-kind distribution unless partners agree in court or is in partnership agreement.

Drashner v. Sorenson:

facts: P and D form partnership. D contributed $7,500. P became dysfunctional. Both parties wanted dissolution; court determined it was partnership for a term because was to exist until D got investment back.

Issues:

were the grounds for dissolution in contravention of partnership agreement satisfied?

if so, can D continue business and how will the assets be divided and distributed?

holdings:

yes, P’s behavior satisfied statutory requirements of §32(d)

D entitled to continue business under §38(b)(2). D must determine value of P’s interest in partnership and file bond in this amount, less any damages recoverable under §38(b)(1)(B) and must indemnify P against any present and future liabilities. Value of goodwill will be excluded. P ended up getting nothing since his interest was greater than value of the property.

Collins v. Lewis:

facts: D operates cafeterias and P supplies $. All profits were to be split equally after P was repaid. Costs exceeded profits and P demanded that D put business on profit side. P wanted to dissolve partnership and refused to supply any more $.

issue: Is P entitled to an equitable dissolution of partnership?

holding: No. Court found that but for P’s conduct, there would have been a reasonable expectation of profit. Equity will not assist a partner who has not held up his part of the K.

Limited Partnerships

Generally

limited partnerships did not exist at common law.

limited partnerships are purely statutory.

must comply with all formalities under the statute in order to limit liability.

limited partnerships are not taxable entity, considered like a partnership. (not taxed on 2 levels like a corporation, yet offers limited liability benefits of a corporation)

allows party to invest in partnership and share in profits as a partner without incurring the liability of a general partner.

limited partner - makes contribution of cash or other property to the partnership and obtains an interest in return but is not active in management or liable for partnership debts.

limited partner is only liable for the amount of his investment.

limited partner may assign his interest.

limited partnerships are dissolved the same way a partnership is dissolved.

Two Limited Partnership Acts

uniform limited partnership act, ULPA,§15500-§15533

california revised limited partnership act, CRLPA,§15611-§15723

Requirements for Formation

ULPA§15502: formation

sign and acknowledge a certificate including:

name of partnership,

general partners and limited partners,

percent of profits,

how much each contributed

et cetera (??)

record this certificate in county recorder’s office.

this is all on public record for anyone to read.

CRLPA§15621: formation

2 documents, because people didn’t like disclosing what their investments were; CA tries to protect LPs more.

certificate of limited partnership must be filed first

bare bones disclosure; name, street address, names and addresses of general partners, agent for service of process, etc.

this is a public document.

partnership agreement

in which partners work out all other arrangements

this is a private document and is not filed.

Requirements for Limited Liability

GR: limited partner is protected from liability as a general partner as long as he does not participate I the management and control of the partnership.

ULPA§15507

§15507(a): limited partner is not liable as a general partner unless he takes part in the control of the business.

§15507(b): under the rule, partner is not considered to have taken part in control of the business by exercising a power to vote upon matters affecting the basic structure of the partnership, such as the election or removal of general partners, termination of the partnership, or amendment of the partnership agreement.

§15507(c): powers in b. are not exclusive.

Problem with rule: It is unclear what is considered control.

CRLPA§15632

§15632(a): limited partner is not liable for any obligation of a limited partnership unless named as a general partner in the certificate or if he participates in the control of the business. If he participates in the control of the business without being named as a general partner he may be held liable as a general partner only to persons who transact business with the limited partnership with:

actual knowledge of that partners participation in control, and

reasonable belief that he partner, based on his conduct, is a general partner at the time of the transaction.

§15623(b): limited partner does not participate in control of the business within the meaning of §15623a. solely by doing one or more of the following:

being a Kor(???)(???) or agent or employee of the limited partnership

consulting or advising a general partner

acting as surety for limited partnership

approving an amendment to the partnership agreement

voting on calling a meeting of the partners

winding up the partnership

??? vote on major kinds of issues for partnership

§15623(c): powers in §15623(b) are not exclusive

applies to limited partnerships formed after 1976.

gives greater protection to a limited partner.

CA believes in an investor democracy, should be able to voice an opinion on some basic matters and problems.

difference between these two rules

§15507: if a limited partner participates in the control of the business and a creditor makes a loan to the general partners and did not know that the limited partner was participating in the control, the limited partner is liable nonetheless.

CA rule: limited partner is not liable because the creditor did not know he was participating in control, or if creditor reasonably believed he was a limited partner; CA provides more protection than ULPA.

Person Erroneously Believing he is a Limited Partner

situation usually arises when the general partner does not file the certificate, or files it incorrectly.

ULPA§15511: person who has contributed to the capital of a business erroneously believing that he has become a limited partner is not, by reason of his exercise of the rights of a limited partner, a general partner in the partnership, or bound by the obligations of the partnership; provided, that on ascertaining the mistake he promptly renounces his interests in the profits of the business or other compensation by way of income.

CRLPA§15633: (intended to protect LP, not 3rd??? partner)

§15633(a). except as provided in §15633(b) in the certificate of limited partnership has not been filed, a person who contributes to the purported limited partnership and in good faith believes that he has become a limited partner is not liable for the partnership obligations if upon ascertaining that the certificate has not been filed

he asks general partners to file the certificate and

if they fail to do so, he must file it himself. *note: does not have to renounce profits

§15633(b): limited partner will be liable to creditors who

transacted business with the partnership before the certificate was filed and

who reasonably believed the person was a general partner at the time of the transaction.

Corporations

General Characteristics

( corporation is a legal entity created under the authority of state law.

corporation is treated as a separate entity, like a natural person.

corporation is liable for its own debts and shareholder liability is limited to the amount of their investment

ownership is distinct from management:

stockholders = owners

board of directors = ultimate managers who are elected by the shareholders; board sets policy and makes the big business decisions

officers–execute policy made by the Board; employed by the Board by the corporation; officers do day-to-day activities

financing a corporation:

debt: corporation can borrow from a 3rd party, such as a bank, or may float bonds

stock: corporation may sell ownership in the corporation in the form of stock

with stock you acquire a bundle of rights

two types of stock (ownership)

preferred

common, the residual after preferred stock is sold

Hypos:

a buys land for $125,000 & sells to stranger S for $200,000 making no misrepresentations. A gets to keep $75,000 profit. If asked beforehand by S how much A paid and A doesn’t want to disclose, A can say “I would rather not indicate how much I paid”

a buys land for $125,000. A has in past represented P in acquisition of land in question. A agrees to do so. A then sells land to P for $200,000. A must under §388 of the Restatement of Agency 2nd give profit to P

same facts as previous hypo, except P is a corporation and P is its president. Same result except that P not allowed to proceed as an individual or shareholder against A; the corporation must sue.

a buys land for $125,000. 3 ways to sell land to P. (1) form corporation to do development and sell all shares in corporation for $200,000, A cannot keep $75,000 “secret” profit because owes a fiduciary obligation to the corporation, (2) a sells land to P for $200,000; A gets to keep his $75,000 “secret” profit because A did not form corporation, (3) a forms corporation and contributes $200,000 cash to it in return for all shares of its common stock. Elects his family as directors and sells land to corporation. 5 days later, A sells all shares to P for $200,000. When there is a “preconceived plan” to finance, then the fiduciary obligation may extend beyond the individual transactions, as Wong says: “It can’t be sneaky, Period!”

Deciding Whether to Incorporate

non-tax considerations

limited liability: shareholders of a corporation are not personally liable for corporation’s debts; they can only lose their initial investment

free transferability of interests: shares of corporate stock are freely transferable/alienable.

continuity of existence: legal existence of a corporation is perpetual unless a shorter term is stated in the certificate

centralized management: board manages corporation and shareholder does not have right to participate in management and decision making

tax considerations: corporation are subject to double taxation, once at corporate level and once at shareholder level, while partnerships are taxed only once.

Ultra Vires Doctrine

( beyond the powers or purposes of the corporation, because these acts do not tend to maximize profits.

examples:

example 1: corporation becomes one of several partners in partnership.

example 2: corporation (holding company) makes a guarantee for wholly-owned subsidiary corporation to a bank

example 3: corporation gives money, in gratitude for dead CEO’s service, to surviving spouse.

example 4: corporation makes donations to charity

common law: had to set forth in articles what corporation was established to do. Any ultra vires transaction was unenforceable by or against the corporation unless partially or fully performed; Examples 1, 2, & 3 could be struck down as ultra vires under common law.

modern law

§207: corporation shall have all of the powers of a natural person in carrying out its business activities

§208: ultra vires argument cannot be used by corporation against TPs if enter into an agreement

CA: can still use ultra vires internally in a corporation for future activities.

examples 1, 2, 3, and 4 are all permissible under §207; if don’t want to permit such transaction, must be made clear in the articles.

donations: are these ultra vires because purpose of corporation is to maximize profits? are they OK because a. they serve as good PR for firm and so could ultimately maximize profits, b. decisions by board of directors should not be questioned and they don’t have to go to owners first.???? if reasonable, OK; if outrageous amount or for director’s personal gain, they are ultra vires

if shareholder sees that corporation is exceeding its scope, may file suit against Board to limit the scope of the corporation’s power.

Mechanics of Incorporation

§202: articles of incorporation (aka “The Charter”): filed with secretary of state and specify:

(a) name of corporation

(b) business purpose

(c) agent for service of process, name and location

(d) number of authorized shares and the rights and restrictions of each class

by-laws: internal rules of the corporation are kept in house. May be changed by the internal management; usually passed by board of directors.

organizational meeting: must be held after filing and after notice is given. during the meeting the corporation:

approve by-laws, issuance of shares...

elect officers

adopt promoter’s Ks

et cetera...

defects in formation: if the corporation failed to comply with the statutory formalities for incorporation, there may not be a valid corporation. The corporation may be liable for corporate debts if the corporation exists de jure, de facto, or by estoppel. Two basic doctrines to clothe an office of a defectively incorporated association with the corporate attribute of limited liability:

( De Jure Corporation: this exists when the corporation is organized in either exact or substantial compliance with the statutory requirements. The corporation is considered validly formed even though there may be less than 100% absolute compliance with the statutory requirements.

( De Facto Corporation: (essentially dead because it has become so easy to incorporate); this exists where there is insufficient compliance with the statutory requirements, but the steps taken are sufficient to treat the enterprise as a corporation to protect investors in dealing with 3rd parties; policy of making it difficult is to encourage people to incorporate, pay fees, ... Model Act now does not permit de facto corporations, although some jurisdictions may permit. requires:

existence of a law under which you could have incorporated.

good faith and colorable attempt to comply with the requirements of the statute.

good faith use of corporate existence. e.g. King in corporate name.

corporation by estoppel: permits certain parties to be estopped from asserting a defective corporation as a defense when they have been dealing w/corporation as if it were validly formed. [protecting participants from personal liability in certain circumstances]

estoppel = representation made, reliance thereupon, person is now “estopped” from denying the earlier representation.

limited finding: corporate existence is only found for purposes of individual litigation b/t sp. parties; corporation exists only for the purposes of the particular causes of action.

requirements

representation by one party

reliance by the other: P must have reasonably believed he was dealing w/a corporate entity

[(c) creditor must deal with the business as a corporation and look to corporate assets rather than to individuals; then creditor will be estopped from denying corporation’s existence @@@@}

hypo: what if in fact you don’t have a de facto corporation and estoppel is not available, who is liable?

most jurisdictions don’t hold a totally passive investor liable, even though those passive investors are considered general partners.

court balances fairness, expectations of P’s who haven’t been paid and persons believing they were incorporated when they were not.

[??result: partnership (not limited because of filing) each partner is liable individually –-case Tardvien}

Promoter: One who identifies business opportunities and participates in formation of corporation “gets corporation into existence”; has duty of disclosure to corporation. Since so easy to incorporate these days, promoter’s types of problems have become much more infrequent.

promoters to 3rd party

pre-incorporation K: where corporation never comes into existence, rejects K or ratifies K; but never pays or performs

GR: liability

exception: only sure escape: novation (essentially new K) in which 3rd party agrees explicitly to look only to corporation and not to promoter for liability.

corporation to 3rd party

CCC§208: liable if ratified or adopted K

express ratification: by resolution of B of D

implied ratification: requires some affirmative act by corporation

accepting benefits w/ knowledge of K

using services or materials under K with knowledge of K

implied or express ratification by corporation has NO effect on promoter’s liability

3rd party to corporation

corporation may enforce K against 3rd party if it chooses, if it has ratified, since adoption of K makes it a party thereto so it can maintain action directly

Piercing Corporate Veil

this whole area is littered with “buzzword” type phrases, which are in and of themselves not very helpful, mere alter ego of owners, mere instrumentality of owners, inadequate capitalization, ...

corporation is a legal entity distinct from shareholders; rights and obligations are normally separate from those of shareholders, but in certain cases the corporate entity will be disregarded

courts are reluctant to do this since it goes against the main purpose for which corporation was established

occurs most commonly with close corps and parent/ subsidiary corps

done to prevent fraud OR inequity –(promote injustice)

alter ego–“corporation MERE alter ego of owner”–when corporation used by shareholders in such a way that in reality No separate entity has been maintained; it is a mere puppet or instrument of owners–when owner herself ignores corporate formalities, then owner shouldn’t be protected by corporation’s liability shield.

domination and control by shareholder: domination of finances, business practices such that no separate mind, will or existence can be shown (wrong??? need fraud or commission of dishonest or unjust act – Not needed ///)

commingling of funds: using corporation funds to pay private debts, private funds to pay corporation debts also using other corporation assets for personal use

lack of corporate formalities: (Prof. Baum likes this one)

were meetings held

non-functioning of officers, directors (were they elected)

corporate records maintained

siphoning funds: setting up corporation just to make profit, not for health of corporation (supposed to profit through corporation NOT at expense of corporation)

owners running corporation to benefit themselves outside of corporation at expense of corporation

subsidiary forced to buy or sell from parent Company with profit going to parent

domination and Control by shareholders

{{{– look at Sea-Land Services case (p. 200)–a. failure to maintain adequate corporate records or to comply with corporate formalities b. commingling of funds or assets c. under-capitalization, and d. one corporation treating the assets of another as its own] –- 4 and 5 of above – instrumentality –equals fraud ?????? }}}

under-capitalization–was corporation organized (focus on beginning) with sufficient resources to meet obligations that reasonably could be expected to arise in that business–in and of itself insufficient to pierce corporate veil!!

it is “very very difficult” to know what actually constitutes adequate capitalization.

by itself not enough to pierce veil; need more

never been enough in a TORT case; In tort cases focus on insurance issues

hypos:

Construction Co. and SCU team up to build low cost housing in E. San Jose; organize 6 separate corporations to build 6 different buildings to insulate each of the properties from the liabilities which might be associated with any of the others; is this OK? according to the current state of the law, this is OK (as long as not under-capitalized, ..., subject also to the following section about affiliated corporations).

farmer Jones Ks with Jones Corp. to sell vegetables for him, Jones Corp. agrees to pick up produce, transport it to market, sell it and pay farmer with portion of the proceeds, Jones Corp. then goes insolvent, can the corporate veil be pierced to get to farmer Jones; can pierce corporate veil if commingled assets, and did not pay attention to corporate formalities, both tend to indicate corporation is alter-ego of Jones.

Bartle v. Home Owners Cooperative: facts: home owners (D) organized to provide low-cost housing, proceeded building 26 houses, but became insolvent. Bartle (P) claims that trial court erred in refusing to pierce the corporate veil. held: affirmed, policy is “to prevent fraud or to achieve equity”, in this case there has been no fraud, misrepresentation, or illegality.

Piercing Corporation Veil between affiliated Corporations: courts permit injured party to look horizontally to other corps because it looks like a single enterprise 

allowing entrepreneurs to set up separate corps allows them to EXTERNALIZE THE RISK

were separate books maintained, separate bank accounts, different broad of directors and officers, separating financing and mortgages, funds commingling

courts more likely to do this since not going after an individual

if no assets in sister corporation, then try to pierce corporate veil

Equitable subordination / Deep Rock Doctrine

( subordination of a legal debt to a lower priority for equitable reasons–unfair or inequitable claims of controlling shareholders of a bankrupt corporation are subordinate to claims of other creditors

shareholders engaged in transactions which unfairly hinder collection of creditors’ claims 

D(????) transferred by shareholder were really untended as infusion of capital, not a loan

Look for: late execution of a promissory note, no provision made for repayment, interest, default

shareholder loan was part of a capital structure which constituted too high a proportion of debt 

if shareholder can commit small amount of capital and loan rest he stands to gain a lot BUT little risk

if original capital was large then more money is loaned when corporation is in trouble, no sub(????)

also an split: original capital $50 and Loan $75 later loan $100 more when corporation in trouble – result: subord original $75 loan since should have been capital but don’t subord $100

back wages: since other creditors did not know about back wages they are subordinated.

public policy underlies these equitable subordination decisions ???

Control and Management of the corporation

intro: except as otherwise provided in the articles or bylaws, the rights to manage the property and affairs of the corporation is vested in the board of directors and not in the shareholders [§300(a)]

tri-level framework

board of directors

officers

shareholders

Board of Directors

rights and powers: CCC§300

board directs the activities of the corporation and manages corporation’s affairs and business

right to elect and hire senior executives

initiate corporate policy

right to review corporate books; records and documents

board itself may remove a director if he is of unsound mind or convicted of a felony (§302)

filling of vacancies: CCC§305–for newly created vacancies, the board has the right to fill them with the exception where the elected board members aren’t going to be a maj. anymore, then the shareholders get to step in 

if vacancy is because director was removed, can fill with shareholder approval – maj. of quorum???????

sale of assets: CCC§1001:a corporation may sell its assets with the approval of the board

a for sale of all substitute all of assets needed (something more – P.24)

amending the articles: CCC§902

amendments may be adopted if approved by the board and approved by the outstanding share(????holders)

i.e.... if the number of board members is set out in the articles of incorporation, and shareholders want to change the number of board members, they cannot do so without the board’s approval

formalities required for action by the board

GR: board must follow the statutory formalities in order to create legally binding corporate action

meetings – CCC§307

GR: corporate powers are generally exercised by or under authority of the board, acting as a board by resolution or vote at a properly called meeting at which there was a quorum present.

rationale: notion of joint deliberation; collegiality; better decisions are made if competing ideas are presented.

CCC§307(a): all is subject to contrary agreement in bylaws or articles.

CCC§307(a)(2): regular meetings of the board may be held without notice if time and place of meetings are fixed by the bylaws or the board.

notice: CCC§307: give others opportunity to participate

no notice required for regular meetings.

CCC§307(a)(2): special meetings: must give notice 4 days in advance if by mail (from the time sent!), doesn’t matter if you know the person is completely unavailable and will not receive the correspondence, or 48 hours in advance if delivered personally or by phone (from time received)

CCC§207(a)(3): waiver or consent or approval: Notice of a meeting need not be given to a director who either signs a waiver of notice or consent to holding the meeting (either before or after) or consents to the minutes of the meeting; note, big gamble involved because board members may not waive notice or consent to the meeting or approve of the minutes of the meeting.

CCC§307(a)(8)(b): action may be taken without a meeting if all board members consent in writing to such an action; however, may want to object because have not had an adequate opportunity to review various documents related to the meeting.

quorum: CCC§307(a)(7):

GR: maj. of the number of authorized directors constitutes a quorum of the board for transaction of business unless otherwise provided by the articles or bylaws.

limitation: articles or bylaws may authorize a smaller number, but it shall not be less than one-third the authorized number of directors or less than 2 which ever is the larger.

articles or bylaws may NOT require more than a simple majority, UNLESS is a statutory close corporation

hypo: 7 person board. quorum at meeting of 4 people. 1 has emergency and leaves, what can the Board do? As long as there is a maj. of the quorum, the board can still act; next major stumbling block is notice, see CCC§307(a)(2).

*note: members of the board may participate in the meeting by conference call.

CCC§307(a)(8): meeting at which a quorum is initially present may continue to transact business notwithstanding the withdrawal of directors, if any action taken is approved by at least a maj. of the required quorum for such meeting.

without meetings: in some situations the board can act without calling a meeting

CCC§307(a)(8): voting: binding corporate action is made through voting by approval of a maj. of the directors present at a duly held meeting at which a quorum is present.

CCC§307(b): unanimous written consent: any action required or permitted to be taken by the board may be taken without any meeting if all members consent in writing and their consent is filed in the minutes.

CCC§311: delegation of authority: board has power to appoint committees of its own members to act for the board. GR: May exercise authority of the board and legally bind the corporation. exceptions:

they may not fill vacancies on Board or committees.

approve any action which would require shareholder approval or approval of outstanding shares

amend, adopt, or repel bylaws

appoint other committees

determining distributions (e.g. dividend payments) except at a rate, in periodic amount or within a price range set forth in the articles or determined by the board.

most modern statutes enumerate when shareholder approval is necessary §303?

in other cases, no matter how drastic or extra-ordinary the act, it will come with in directors managerial authority and shareholder authority as a requirement is unlikely to be implied

board of directors has no power to remove a co-director ever! for discussion of when shareholder’s may remove director’s, see §304.

organic changes require shareholder approval

mergers, consolidation, sale of substantial portion of assets, dissolution, amendments to certificates of incorporation

exceptions:

merger with wholly owned or 90%+ owned subsidiary, no shareholder approval required.

sale of assets: no shareholder approval required if it is part of everyday business.

acquisition of shares: buying all or substantial amount of shares in another company not same as a merger, no shareholder approval required.

filling vacancies

CCC§305: approval by board of directors, or if # of directors in office is less than a quorum:

by unanimous written consent of those in office

by maj. vote of those in office at the meeting, held pursuant to §303 notice requirements

by sole remaining director

if vacancy exists because director was removed, may be filled with approval of the shareholders §153

CCC§305(b): shareholder may fill a vacancy not filled by directors with a vote of maj. of outstanding shares §152

CCC§305(c): If board fills vacancy and those directors in office who have been elected by shareholders now comprise less than a maj.

shareholders with 5% of the stock can call a meeting to elect directors

court can call meeting, upon shareholders’ application, to elect the board.

Shareholders

GR: shareholders have no power to manage the corporation or to initiate corporate action, but they do have the right to vote for certain actions and some board actions require their approval; in 1970s and 1980s primary vehicle for shareholder insurgents to get control of corporation was to make tender offer (buy the corp.) and finance through junk bonds. For the most part this sort of financing has dried up.

election of directors: shareholder elect directors, who hold office until the next meeting, at annual meetings.

removal of directors: shareholders may get rid of all (or less than all) of the directors without cause, if approved by the outstanding shares. (simple maj. suffices)

CCC§152: approved by the outstanding shares: approved by the affirmative vote of the maj. of the outstanding shares entitled to vote (simple maj. suffices)

CCC§153: approved by the shareholders: approved by the affirmative vote of a maj. of the shares representing and voting at a duly held meeting at which a quorum is present.

CCC§603(d): approved by written consent: unless otherwise provided in articles, directors may only be elected by unanimous written consent of all shares entitled to vote.

bylaws (number of directors)

GR: CCC§212: bylaws must specify number of directors or that the number of directors shall not be less than a stated minimum nor more than a stated maximum (which in no case shall be greater than 2 times the stated minimum minus 1) with the exact number to be fixed by approval of the board or of the shareholders.

CCC§211: amending the bylaws: may be amended by approval of the outstanding shares (simple maj. suffices) or by board of directors (unless such power reserved to the shareholders in articles of incorporation)

formalities required for a shareholder action

meetings

CCC§602: GR: shareholders can act only at meetings duly called and noticed at which a quorum is present by resolution passed by a maj. of those present.

CCC§600: timing: statute requires an annual meeting for election of directors and in addition special meetings may be called.

notice

CCC601: GR: written notice must generally be given in advance, between 10 and 60 days prior.

waiver: notice can be waived in advance or afterwards if shareholder attend meting without objecting to the lack of notice.

written consent: shareholder may act by written consent in lieu of a meeting; must have unanimous consent or consent of the number of shareholder required to take the action (maj.). If not unanimous, corporation must give written notice to shareholders of what action was taken.

CCC§602(a): quorum: a maj. of the shares entitle to vote, unless the certificate sets a higher or lower number. In CA, it can only go down to 1/3 to be a valid quorum; a meeting which begins with a quorum may continue even if some shareholders leave and make the meeting less than a quorum.

voting: in matters other than election of directors, each shareholder has one vote for each share.

straight voting for directors: straight voting allows the holders of a bare maj. of the shares complete control over the min.

cumulative voting for directors: designed to assure some representation of the board for a min. holding some significant percentage of the shares, shareholders are granted the right to vote cumulatively for directors in CA ( CCC§708)

mechanics: each shareholder gets one vote per board director vacancy per share. If shareholder owns 10 shares and there are 5 positions to fill, shareholder may cast a total of 50 votes.

formula: to determine the number of shares needed to assure representation on the board, X = (1 + Y*Z)/(1 + T) where: X = # of shares needed, Y = # of directors wanted, Z = # of shares voting and T = total # of directors being elected

mandatory in CA: Cumulative voting is mandatory in CA. It exists whether or not provided in the articles and any provision in the articles to the contrary is void ( CCC§708); except for publicly “listed” corporations.

devices to thwart cumulative voting

staggering terms of directors: the fewer number of directors being elected at any one time, the greater the number of share needed to assure representation. consequently, the maj. may seek to amend the articles or bylaws to stagger the terms of directors (e.g. only 3 members of a 9 person board elected each year for 3 year term), in order to reduce impact of min.’s cumulative voting rights.

CCC§301 prohibits: all directors must be elected each year

exception: if a “listed” corporation can opt out of CCC§301 or cumulative voting rights

reducing size of the board; if # set in bylaws, may be changed by approval of the outstanding shares, but if # estimated in articles then need approval of maj. of board AND maj. of the outstanding shares.

GR: Reducing the number of board members may decrease min. representation. The fewer directors being elected, the more shares will be needed by the min. to assure a seat on the board.

limitation: CCC§212(a): # of directors cannot be reduced if reduction is opposed by 16.66% of the outstanding shares?

(page 29 missing)

proxy voting

proxy = power of attorney given by shareholder to someone else to exercise voting rights attached to his shares CCC§705(a)

almost a practical necessity in big corporations / public corporations

can make irrevocable under CCC§705(e)

proxyholder = shareholder’s agent

solicitation = (under federal rules) any request for a proxy in any form (i.e. any communication reasonably calculated to result in the procurement or grant of a proxy); the request can be formally to the shareholder, or informally, such as an ad in the paper.

federal proxy rules:

limited to:

proxy solicitation in publicly held corporations,

listed on the exchange,

with 500 shareholders and $5,000,000 in assets.

written communications: if contact 10 people or less, not subject to rules.

telephonic communications: can call unlimited # of people.

3 elements of proxy rules:

disclosure

anti-fraud provisions

access by shareholder to proxy machinery

disclosure

issuer must disclose information to shareholder whose proxies are being sought.

proxy rules require extensive disclosure, including

annual reports to SEC (10K reports); contains financials for this and last year

mandated quarterly reports (10Q)

8K-Special reports; must be handed in when something important happens to the corporation (i.e. having a “baby”!)

Proxy statements: solicitors must set forth fully and completely all pertinent facts regarding the matters to be voted upon, the identity of the participants in the proxy contest, ...

rationale: want the best possible disclosure for the small shareholder

anti-fraud provisions:

rule 14a-9?: prohibits solicitations “containing any statement which ... is false or misleading with respect to any material fact, or which omits to state any material fact necessary in order to make the statements therein not false or misleading ...”

private right of action

courts have implied a private right of a action, but now trend is to restrict P’s right to recover privately.

material fact: of such a character that a reasonable shareholder would have considered it important in deciding how to vote; only need to show a necessary link, not that all the shareholders would have voted differently; substantial likelihood that the disclosure of the omitted facts would have been viewed by the R??? as significantly altering the total mix of information available; materiality is also necessary in 10(b)(5) (insiders)

causation: P must show only loss causation; don’t have to show omission caused injured party to vote differently, just show (1)materiality and (2) proxy solicitation itself was necessary for the consummation of the plan (did not have enough votes without)

access by shareholder to proxy machinery:

GR: 14(a)(8): some shareholder proposals must be included in the proxy statement of management

exceptions: must be record of beneficial owner of 1% or $1,000 (owned for 1 year) in market value (500 word limit); best if can get proposal in with management statement because cheapest.

counter proposals to what the management wants

usual business matters

contrary to law or misleading or false

if does not meet certain economic criteria, must be included if it is “significantly related” to corporation’s business, but not if merely economically related.

encroaches on power of corporation

proposals which have been included in the past and have received few votes

proposal is moot

if proposal is correctly omitted, but shareholder still wants to get message out to fellow shareholders to vote a certain way, what can shareholder do? find out who shareholders are and what their addresses are:

GR: almost universal requirement of reasonable purpose to want the list of shareholders

CA Rule §16000: if own 5% of the shares, or if there is a proxy battle going on and have 1% of the shares, then you can get the list; if you have less than the required amount, can get list upon a showing of a purpose that is reasonably related to the business of the corporation

Rule 14a-7: mailing communications for Security Holders, 2 alternatives: (both are very expensive)

Stock transfer agent makes up list for you and you do it yourself

Corporation does it for you without giving you the list and you pay for postage ...

reimbursement

GR: management proxy solicitation expenses are paid for by the corporation; incumbent gets repaid but must act in good faith in best interests of corporation; if for personal gain, must foot the bill

insurgents who get elected: GR: usually reimburse themselves once they are in office; they are considered a benefit to the corporation because they were elected; (dissent: was there a corporate purpose behind the proxy contest or was it for personal gain, if personal gain it was ultra-vices and needs 100% of shareholder vote, not maj. to ratify)

losing insurgent never get reimbursed.

shareholders cannot typically force sale of all assets or substantially all of the assets without approval of the board of directors CCC§1001. But if shareholders want to sell assets and board of directors don’t want to, they can try (*note: very difficult to accomplish():

add sufficient directors to overrule the present board?

§708: cumulative voting: designed to assure some representation of the board for a min. holding some significant percentage of the shares, shareholders are granted the right to vote cumulatively for directors in CA; this allows for the min. voice to be heard.

look in bylaws and articles where number is set out

if number too small, can amend articles CCC§902 by

calling meeting, CCC§600(d) requires at least 10% of shareholders to support; send notice to all shareholders as per CCC§601(b) which lays out amount of time must give, possible time waivers, personal appearances, ...

 CCC§150 requires approval of bare maj. of outstanding voting shares to amend bylaws.

approving amendment of articles to permit more directors

selecting new directors; but CCC§302(a) indicates that the board of directors gets to choose the new directors., so this method does not work.

removal of directors

under common law, shareholder’s could only remove directors with good cause and board of directors could not remove any director with, or without cause.

California, under CCC§303 allows shareholders to remove a director without case, and the board of directors to remove a director with good cause, and also permits courts to remove directors.

shareholder’s can absolutely remove all of directors without cause, but to remove only a subset, there are additional requirements

filling vacancies created by removal, directors must get approval of maj. of however many it takes to have a quorum, i.e. if 1000 shares and 501 necessary for a quorum, 251 would be required as maj. of minimum quorum amount.

CCC§600(d): shareholders can call special meetings by the board, the chairman of the board, the president, or the holders of at least 10% of the shares.

Voting Agreements and Other Control Devices

shareholder voting agreements: pooling agreements among shareholders to vote in a specified way

GR: usually held to be valid, unless they infringe upon director’s discretion; generally remain in effect indefinitely; problem occurs when courts attempt to enforce them; courts will not uphold them if there is a private benefit, oppression or other wrong

remedies

maj.: specific performance: court will order breaching party to vote as they should have voted

implied proxy: some courts will imply that an irrevocable proxy has been given; maj. holds irrevocable proxy (votes) of min.

power coupled with an interest: easiest way to insure that proxy will be irrevocable; if proxy given to someone with an interest in the matter for which the proxy exists, the proxy is irrevocable

2 types

agreement to vote a certain way (i.e. I always vote for you and vice versa)

agreement to vote as a block or together but not in a pre-arranged way

requirements for validity

in writing and signed by the parties in close corporation CCC§706(a)

must not oppress the min. or injure other shareholder or interests or creditors, and must be no fraud involved

can agree to vote for certain directors, however can’t agree to specific action items such as hiring specific people i.e. can’t tie hands of board of directors, runs contrary to the basic fundamental norms of the way corporations are supposed to be run; protects interests of minority shareholders because every shareholder has the right to expect that the board of directors will be independent and able to make decisions in the best interests of the corporation.

self-executing agreements: requires each shareholder to execute and deposit a proxy with an agent to vote the shares; by doing this, shareholders avoid problems if they disagree because proxy holder votes for them

revocable proxy: shareholder only need revoke proxy if there is a disagreement to breach the agreement; shareholder may be liable for breach, but has every right to revoke his proxy and vote his share

irrevocable proxy: irrevocable if coupled with an interest; agreement must state that proxy is irrevocable and that it is held by “X”. Interests include §705(e):

proxy given for benefit of proxy holder (i.e. given as condition of employment)

given to secure performance of a duty

given as security for a loan given by a creditor

if held by person under shareholder agreement, voting trust, or beneficiary of a trust

voting trusts: device where each shareholder transfers legal title of his shares to a trustee and in return, shareholder gets a certificate of beneficial ownership evidencing that he retains all other aspects of ownership; the right to vote follows the legal title and therefore the trustee has the voting rights for the life of the trust.

in CA, cannot be longer than 10 years because it is an unnatural and dangerous situation of which legislatures are wary; can’t be secret

how they work:

find trustee

transfer stock into trustee’s name

title owner of record becomes trustee and she is the only person with whom corporation can then deal

trustee issues “trust certificate” saying how much participation you have in the trust; these certificates can be and are traded.

fiduciary duty of trustee: voting trustee is under a fiduciary obligation to the beneficiary to vote in a certain way for the benefit of the beneficiary.

trustee cannot have a stake in the corporation

shareholder agreements in a close corporation: agreements between shareholder not on how to vote, but on other aspects of corporate policy; agreements which seek to control more matters of corporate policy and which are traditionally management questions which are supposed to be decided by the board; these agreements allow shareholder to vary the statutory norm.

validity: under CCC§300 and §186 shareholder’s agreements are valid if:

100% of the shareholders agree, because otherwise may injure expectation s shareholder who expect board will make corporation’s business decisions

agreement is not prejudicial to creditors or third parties, and

agreement is not against public policy.

limitations: CCC§300(b):

if a corporation loses it close corporation status the agreement is terminated, except if shareholders have written in the agreement that agreement will remain binding even if corporation loses its close corporation status.

transferees: in order for a shareholder agreement to be binding on subsequent shareholders, there must be notification on the stock certificate according to §418, so that the new shareholder has notice of the agreement; failure to do so terminates the agreement if new shareholder doesn’t agree to it.

sterilizing the board: OK in close corporation where there is 100% agreement by shareholders, no damage or threatened damage to third parties if agreement is enforced and because no express prohibition of this kind of agreement Galler: Emma&Ben 47.5%, Isadore&Rose 47.5%, Rosenberg 5.4% of stock, E&B and I&R made agreement for directors, later, B died and I&R had purchased Rosenberg’s shares, effectively had 100% of shareholders, “no objecting minority to protect”

hypo: in a close corporation, one person sells his shares; will transferee be bound by terms of the shareholder agreement? according to CCC§300(b), transferee will be bound by the agreement if has either actual or constructive knowledge of it; must fulfill requirements under §418(c) and file copy of agreement with the corporation’s secretary.

non-voting stock: another way to obtain control is to issue separate classes of stock, i.e. Class A common stock - vote for 3 directors, class B stock = vote for 2, ...

super maj. voting (only in close corporations!!!)

generally: min. shareholders in a close corporation may seek to achieve a certain degree of control (via a veto power) by obtaining s shareholder agreement to increase the number of shareholders necessary for a quorum to an amount above the statutory norm.

power to min. = only a veto power, cant’ get any of its plans voted in.

disadvantages: not fair to maj., but they agreed to it; in terms of running a business, this sort of arrangement causes a grinding halt to certain basic activities

limitations: CA limits the number of the super maj. to make sure that the shareholders can act §502(a), but not in close corporations???

or require every director for a quorum or a normal quorum, but require unanimous approval of directors

transferability of shares (hallmark of close corporations)

CCC§204(b): you may restrict the transferability of stock if the restriction is reasonable.

reasonable: if the agreement was fairly and consciously entered into by both parties, price alone is not a reason to find an agreement to be invalid.

3 types:

right of first refusal: prohibits the sale of stock unless shares have first been offered to the corporation, the other shareholder’s or both, on same terms as third-party purchaser was to be given.

chilling effect on ability to get a buyer, because the corporation would be able to come and buy the shares out from under the buyer.

almost always found to be a reasonable restraint

first option: prohibit transfer of stock unless the shares have first been offered to the corporation, the other shareholders or both, at a price fixed prior

consent restraints: prohibit a transfer of stock without permission of the corporations board of directors; not usually allowed because unreasonable restriction on transferability; also total discretion restrictions usually found unreasonable

special buyback provisions: corporation can buy back whether you want to sell or not

Close Corporations

close corporation v. closely held corporation

close corporation: in CA a corporation must follow statutory provisions in order to get close corporation status.

closely held corporation: no precise legal meaning, but generally a corporation which doesn’t meet the statutory requirements but never-the-less has similar characteristics to a close corporation such as:

relatively few shareholders,

no public market for securities, i.e.. shares difficult to sell,

management by owners, and

some formal restrictions on ownership transfers

general characteristics of a close corporation

statutory close corporation §158

articles must contain a provision that shares shall be held by a certain named amount of people not exceeding 35.

articles must contain statement “This corporation is a close corporation.”

share certificates must contain legend that states that the corporation is a close corporation and transfer is subject to various provisions ...

must state “Inc.”, “Ltd.”, or “Corporation” in corporation’s name CCC§202

must file close corporation certificate to give third parties notice.

must have 100% shareholder approval to become a close corporation.

benefits of a close corporation

allows corporation to enter into shareholder agreements CCC§300(b) covering essentially anything, dividends, management, distribution, ... as if were partnership; courts will automatically enforce shareholder voting agreements, don’t need irrevocable proxies, voting trusts, ...

allows for super-maj. voting arrangements CCC§307(a)(7) & (8)

DETRIMENT: all else being equal, a publicly held corporation is worth more simply because of its greater liquidity

losing close corporation status

by exceeding the number written in the articles the corporation loses status automatically, even if less than 35. CCC§300(b), even if number of shareholders was increased by operation of law (i.e. inheritance)

if you try to sell (give away, etc.) your shares (voluntary inter-vivos transfer) and that makes it greater than maximum number, then the transfer is void; but if its by court decree or dissolution, then the transfer is not void, and therefore no more close corporation CCC§418(d).

failure to have appropriate legend on stock certificates, so CCC§418(d) would not prohibit transfer??? and sale to new shareholders who have not consented to the shareholder’s agreement????

by agreement of 2/3 majority or lesser # (not less than a majority) as specified in the shareholder agreement of the shareholders CCC§158(c)

effect of losing close corporation status

any shareholder’s agreements made pursuant to the close corporation will terminate when lose close corporation status except if write in agreement that if lose close corporation status agreement will still be valid to the extent enforceable under the common law CCC§300(b)

fiduciary duties: shareholders owe each other the duty of utmost good faith and loyalty. example: Donahue: court held that maj. shareholders have a fiduciary obligation towards min. shareholders in a close corporation; min. shareholder is frozen in because no market for shares and can’t get her investment out.

piercing the corporate veil: making shareholders personally liable: CCC§300(e): the failure of a close corporation to observe corporate formalities relating to meetings of directors or shareholders in connection with the management of its affairs, shall not be considered a factor tending to establish that the shareholders have personal liability for corporate obligations.

min. shareholder in close corporation: many potential problems because do not have much control but have a lot more personal involvement in the corporation; it is also difficult to sell stock as no ready market; ways to protect min. shareholder:

exit provisions: agreement that if you want to sell you stock the corporation will have to buy

cumulative voting: less effective

supermaj. voting: gives min. shareholder veto right by increasing number necessary to form a quorum to above the maj. shareholder’s # of shares.

liability of shareholder in close corporation

if acts as a director, may be personally liable because directors have certain responsibilities and duties.

under CCC§300(d), if through the device of shareholder agreement, the shareholders exercise the power of the board of directors, i.e. taking over functions of the board, may be potentially liable as directors would be in a normal corporation

alienability

policy against restricting alienability of stock (from English yore)

can agree on “reasonable” restrictions on transferability; reasonableness measured at time restriction agreed upon.

dissolution, voluntary & involuntary (difference is number of share votes can get together)

generally, to have standing against a corporation, a shareholder must have a substantial percentage of stock in the corporation (in Cal 50%?)

CA close corporation, every shareholder has standing to petition court for a dissolution

involuntary dissolution: §1800: granted by court decree

use this method if do not have the %age required for voluntary dissolution.

need statutorily authorized ground for dissolution

§1800(b)(2) & (3): notion of economic adversity: business can no longer be conducted with economic advantage and there is internal dissension; if business is doing well despite divided board and shareholders then probably insufficient grounds; so must have economic adversity, but normally not enough by itself

generally need deadlock between two factions of shareholders or directors; economic adversity alone is not enough HOWEVER deadlock alone may be enough when circumstances are so bad (i.e. shareholders have failed to elect board for 2 years §1800(b)(3))

pervasive and persistent fraud, mismanagement or abuse of authority or persistent unfairness toward any shareholders; liquidation is necessary to protect the rights and interests of complaining shareholders and there is no other way to do it; legislature put this in especially for protection in close corporations §1800(b)(4)--need 33.3% after excluding malfeasor’s shares 

standing to ask for involuntary dissolution

in statutory close corporation, any shareholder has standing no matter how much stock they own

in regular corporation, need 33.3% of voting power behind the petition; when calculating the 33.3%, can exclude the shares of those engaging in the bad behavior under §1800(b)(4) so that far less of a min. may reach the required %age.

person may be designated as having standing in the articles

motion by half the board of directors

voluntary dissolution: owners of a corporation no longer want to have the corporation and want to terminate the corporation (Prof. Baume spent virtually no time going over this)

no fraudulent or improper goings on

possible in every jurisdiction

need a maj. in some jurisdictions, depends from jurisdiction to jurisdiction

CCC§1900: need 50% of outstanding voting stock to vote for dissolution; this requirement is quite liberal; there are some safeguards built in to stop the dissolution

voluntary dissolution with only 50% causing the dissolution or any involuntary dissolution, the shareholders that still have faith in the corporation may purchase the unhappy shareholder’s shares so that the corporation won’t be destroyed; if cannot decide on a price for the stock, court will appoint a 3-person board who will decide a price at which the stock will be sold §2000.

when dissolve the corporation, may be sold off piece by piece at an auction, which produced less money, or as a whole

Fiduciary Obligations in Close Corporations

shareholders in a close corporation woe each other the same duty of “utmost good faith and loyalty” owed by partners to each other; the duty is owed to all shareholders, min. or maj.

“freeze in” = (Donahue) instead of paying out dividends, maj. repurchased some shares from a member of the maj.; this is considered a redistribution, like a dividend; corporation refused to buy min. shares at the same price; court held this improper because min. was oppressed and the maj.’s actions essentially froze them in as the shareholders because there was no ready market for their shares

“freeze out” = (Wilkes) 4 shareholders started and contributed to a business; after several years, had a fight and fired one of the shareholders; all he got was dividends; court found breach of fiduciary duty because it frustrated the min. shareholder’s purpose for entering the business and his stock was worthless without a job (see §1800(b)(5) for escape...)

rule: if there is no legitimate business purpose for action which is detrimental to the min., then the action is invalid

Fiduciary Obligations of Directors, The Duty of Care

CCC§309(a): directors shall perform their duties, in good faith, in a manner such director believes to be in the best interest of the corporation and its shareholders and with such care, including reasonable inquiry, as an ordinarily prudent person in a like position would use under similar circumstances:

ordinarily prudent person: do not need to be a business person; just act reasonably

in a like position: duties are not the same for all corporations; depends on the type, size, degree of intimacy in the corporation...; larger corporations have a lower duty

under similar circumstances: what are the person’s individual circumstances–education, experience, position, ... ?

lower standard of care in ordinary commercial/industrial corporations as opposed to the banking industry (??? + area of corporate mergers and acquisitions)

Prof. Baum does not know of any cases where a director was held liable for simple negligence

example: health spa hits on hard times, takes $500 from new members, but now only $5,000 left of initial investor’s money; two courses of action (1) use $5,000 for advertising campaign with 5% chance of success, or (2) close doors try to pay off creditors who are owed, in total, more than $5,000; lots of incentive to try the high-risk option because so little downside (company is failing anyway and won’t be able to completely pay off creditors and corporation’s umbrella of limited liability shields directors) however, present state of law is that directors have no duty to existing bondholders and creditors and that bondholders and creditors have a duty to, for themselves, check into the financial condition on the corporation; it seems Prof. Baum thinks this may change!?!?

duty to inquire: director may have a duty to inquire, to gather more information, or to implement an internal information system if the circumstances warrant it

duty to keep current: director must keep abreast of what is happening in the corporation; he cannot be a passive director who does nothing

suspicious circumstances: some circumstances warrant further inquiry (e.g. recent violations of price-fixing may require director to set up internal investigation so that it does not continue)

however, there is no duty to micro-manage

example: Smith v. Van Gorkham: directors were held personally liable because were negligent in their duties; they approved initial agreements without reading them and just relied on VG’s testimony about them; directors did not investigate about the price so that they were unable to know if it was really a fair price.

Smith v. Van Gorkham: facts: Trans Union, a large publicly traded corporation, leased railcars among other things and was awash in cash; Van Gorkham, a director who wanted to retire contacted J. Pritzker and offered to sell company at $55 / share, a huge premium over the market; Pritzker agreed on condition of having a lockup (option to buy 1,000,000 shares at $38 per share if deal does not go through, makes unattractive to other potential buyers because of the cost); in 2-hour board meeting, with advice of legal counsel, board approved “cash-out merger” in which Pritzker would get all of the shares of Trans Union and the Trans Union shareholders would get cash (not shares in purchasing company as in the Microsoft/Intuit acquisition); deal went through and shareholders sued, in a class action, each of the board members personally for breach of their duty of care issue: did board members breach duty of care? held: yes, board breached because did not make a detailed inquiry into the price of the stock, they (1) did not adequately inform themselves as to Van Gorkham’s role in forcing the “sale” of the company and in establishing the per share purchase price, (2) were uninformed as to the intrinsic value of the company and (3) given these circumstances, at a minimum, were grossly negligent in approving the “sale” of the company upon two hours’ consideration, without prior notice, and without the exigency of a crisis or emergency notes: even though the directors had not reached an informed business judgment at the board meeting, they still could have taken actions to cure infirmity in their actions.

business judgment rule

( BJR = in making business judgments, a director is protected from personal liability if he acts in good faith, with adequate information and without fraud or gross negligence; director must have a rational and reasonable basis for his decision

director will not be liable for mistakes in judgment or for bad choices as long as there is no gross negligence; law will not permit conduct by directors, which would be applauded if it succeeded, to be condemned because it failed.

can’t invoke until pass threshold questions of duty of care and duty of loyalty.

can’t invoke when:

corporate decision lacks business purpose

tainted by conflict of interest

is so egregious as to amount to a non-win situation

results from obvious or prolonged failure to exercise oversight or supervision

business judgment must be made on

an informed and deliberate basis

informed decision is made when a director has availed himself of all the material information reasonably available to them prior to making the business decision

in good faith,

in the honest belief that the action taken was in the best interest of the corporation

rationale: courts are ill-suited to make business decisions and directors are supposed to be risk takers–it is in the nature of the job and the law encourages it

elements required to invoke business judgment rule:

acting as a director

being focused on problem (deliberate action on problem)

acting in good faith

disinterested (no conflict of interest)

have rational basis for the decision

no fraud involved (sounds like acting in good faith...)

ALI adds: 

example: kamin v. amex: directors made a decision resulting in losses in corporate tax credit; although it was a bad move, it was carefully considered and therefore directors were protected under the business judgment rule

in CA if the shareholders choose to, they can change the articles and even do away with liability and limit the monetary amount of damages the director must pay in a shareholder’s derivative suit because of negligence; but cannot do away with liability for intentional kinds of wrongs–a transaction where director got some kind of benefit §204(a)(10)

(§317: corporation can indemnify directors for both expense involved and judgment if director acted in good faith and in best interests in the corporation with respect to 3rd party litigation; however, in derivative actions (where shareholders, in name of corporation) are suing the directors only expenses may be indemnified; corporation can also purchase insurance for such behavior: D&O insurance (Director’s and Officer’s insurance), can be quite expensive, especially if high risk.

two areas where directors have been held liable:

corporate takeover attempt; target corporation is worried about being eaten up; board goes to shareholders to try and prevent being swallowed–argument that the board’s actions were not being done in good faith, but to save their own jobs; have found directors personally liable for personal decisions???

shareholder derivative litigation where shareholders suing directors; committee of directors has been established and say it is not in the corporation’s best interest to sue a certain director–not protected because not acting in good faith; merely trying to save one of own kind

( §317: corporation can indemnify directors for both expense involved and judgment if director acted in good faith and in best interests in the corporation with respect to 3rd party litigation; however, in derivative actions (where shareholders, in name of corporation) are suing the directors only expenses may be indemnified; corporation can also purchase insurance for such behavior: D&O insurance (Director’s and Officer’s insurance), can be quite expensive, especially if high risk.

reliance on reports: director may rely on reports of other officers, subject to reasonable inquiry; can’t rely on an obviously untrustworthy employee/director’s report; director may rely on reports from the following:

officers or employees that director finds reliable

counsel, independent accountants, or others the director finds to be competent

committee of the board

Fiduciary Obligations of Directors–the Duty of Loyalty: focuses on conflict of interest and on honesty in dealings with the corporation, which is examined with the utmost scrutiny when challenged.

director is trying to benefit personally because of their position; there are 3 areas where a duty of loyalty is required:

conflict of interest

corporate opportunity doctrine

sale of control

conflict of interest: three kinds of conflict of interest:

I am a director and my corporation is having contact with me personally and directly CCC§310(a)

I am a director and the transaction is between my corporation and another corporation in which I have a material financial interest (i.e. a stock holder) CCC§310(a)

I don’t have a material financial interest in either corporation, but I am a director in “common directorship” CCC§310(b)

what must director do for K or transaction to not be voidable because of conflict of interest?

option #1

go to board (disinterested directors)

disclose all material facts

board votes on the issue; interests of director’s vote does not count (but if director’s vote may be counted for quorum purposes)

transaction is just and reasonable (fair) to the corporation at the time it is entered into

because there is structural bias built into the system, the board knows the director (and is generally friendly with and may say transaction is “fine” even if think it is not), requirement (4) has been established even though may not know if it is reasonable until a later time

option #2

go to the shareholders

get approval of maj. (affirmative vote of the required quorum) in good faith CCC§153 & CCC§602

director’s shares are not entitled to vote

if director does it this way, does not have to worry about it being voidable later because of the just and reasonable requirement

disclose all material facts (I just made this up because sounds good!?)

what if director owns 60% of the stock? CCC§310 indicates you need affirmative vote of the required quorum; CCC§602 indicated the required quorum is the maj. of shares entitled to vote; since director’s 60% cannot vote, need a maj. of 40% for a quorum.

if director sells to corporation, signs the K, delivers the goods, and takes payment, is the transaction voidable?

fairness standard applies: if director sustains the burden that the transaction was just and reasonable to the corporation at the time it was entered into, it will not be voidable; person asserting its validity has the burden of proof

if director does everything, the transaction must still be just and reasonable; if in court later, the person challenging validity has the burden to show that it was not just and reasonable and should, therefore, be voidable.

common directorship hypo: if fully disclose to the board and they approve it, or if go to shareholders and disclose and they approve it and director did so in good faith, will not be voidable later; if don’t get approval, and later show it is just and reasonable, won’t be voidable

courts like to look at the facts of the particular situation when a K may be voidable for conflict of interest so that they will not be automatically voidable

corporate opportunity doctrine: the duty of loyalty bars a director from taking for himself any advantage or business opportunity which should go to the corporation.

what is a corporate opportunity? court looks at

if opportunity was given to the director in his corporate capacity: party who gave offer intended it to be an offer to the corporation or discovery of opportunity made on corporate time with corporate resources.

opportunity is in the same line of business as that in which the corporation is engaged “squarely within the corporate activity”–something “naturally and logically adaptable to the corporation’s business; can it be modified to fit into the corporation’s business? is it a reasonable expectation and expansion into the area because of corporation’s expertise and facilities?

modern rule: any opportunity which fairly and justly ought to be brought to the corporation under the circumstances; could be as result of position on board, or in line of business corporation may expand into ...

GR: director must offer any corporate opportunity to the corporation first and give the corporation the right of first refusal.

director must make a full and complete disclosure of the opportunity

if the corporation, in good faith, rejects the opportunity, the director may take it.

financial inability: the corporation’s financial inability is not an exception to the GR that the director must first offer the corporation the opportunity; courts are split, some accept when the director first makes a good faith attempt to obtain financing

not an excuse without reasonable efforts to get financing

permitting this exception may cause a director to not make best efforts to raise money due to their self interest.

director must make a good faith effort to obtain financing for the corporation

if the corporation insolvent, director may take the opportunity

it is best if the director always offers the opportunity to the corporation first so as to avoid liability.

sale of control

GR: in normal transactions, the control group can sell shares for a premium and has every right to keep the premium (min. has no right to a share of the premium)

law recognizes that controlling shareholders should be able to get a premium for their stock as they have control of the corporation and the corporation’s assets.

do not want oppression on min. shareholders by the maj.

maj. cannot create a market for its shares and not let min. join in

even if follow all the technical rules (no usurpation of the corporate opportunity, no harm to the business, no conflict of interest), must also fulfill the duty of good faith and inherent fairness.

exception: maj. may not structure a deal so as to obtain a premium for their stock to the detriment of the min.:

example: buyer offers to pay $1,000,000 for the whole; controlling shareholders say no; later, controlling shareholders sell block at a premium, and other shareholders are bought out at a lower prices (controlling shareholder’s stock worth $600,000 purchased for $900,000 and min. shareholder’s shares worth $400,000 purchased for $200,000) since the min. owned 40%, they would have gotten a lot more had the maj. sold the whole; maj. shareholders took an active part in structuring this deal and disadvantaged the min., so they cannot keep the premium they received

the more the maj. structures the deal, the more likely he could breach his fiduciary duty.

fiduciary duties of controlling shareholders: maj. shareholders own fiduciary duty to min. shareholders in exercising control of the corporation; look for these problems when parent/subsidiary is present; controller must satisfy test of high degree of fairness (burden on controller) when both sides of the transaction

corporate action: situations where controlling shareholders cause the corporation to take such action which is challenged as prejudicial to min. shareholders; court looks to the purpose of the action and whether the shareholders were acting in good faith; can’t do anything detrimental to the corporation.

example: sinclair oil: controlling shareholders of subsidiary corporation and parent corporation forced subsidiary to sell oil to the parent for such a low price that the subsidiary did not make a profit; court held this to be a breach because the action was detrimental to the corporation as a whole and to the min..

organic changes in the corporation: breach may be found where controlling shareholders cause changes in the corporate structure designed to promote their self-interest at the expense of the min. (division of value of corporation: merger, liquidation)

example: inland steel: dissolution; control group dissolved the corporation and then bought all the assets for a very low price at auction; dissolution was caused just to get around paying the min. a fair price for their stock; court found maj. shareholders had breach fiduciary duty to min. shareholders on the basis that tried to extract unfair amount of value of corporation for themselves.

actions outside the corporation: controlling shareholder duty can apply to shareholder actions which are not corporate if the court finds that the maj. is unfairly benefiting to the detriment of the min..

example: jones: 85% maj. in a closely held corporation formed a holding company and offered shares in the holding company to the public; shares in the original company are tradable for shares In the new company; this gave maj. a public market for their shares; maj. would not allow min. to join in; action effectively eliminated the value of the min. stock and court found this to be a breach despite that did not cause maj. to receive more profits/benefits than min. and did not harm business; note, 15% min. couldn’t effectively do same because a holding company with only 15% of another corporation would not be very attractive to investors because of the lack of control. NOTE most juris. don’t follow this case, because so broad, but rather say the dominant shareholders have a duty of good faith and inherent fairness to the other shareholders.

Insider Trading: restrictions on directors in trading stock of their own corporation; stems from obligations to corporation.

CL: no duty to disclose inside information which affected the value of the shares to the shareholders

exception: special facts doctrine: if special facts known by a director when attempting to buy/sell a shareholder’s stock, then director must inform shareholder.

CA: inside trading addressed in §25402, fed. §10(b)(5) unlawful for officer, director whose relationship gives special information not available to public to buy/sell.

SEA 16(a) & (b) governs trading and applies only to large, publicly held corporations; it is a crude attempt to lessen insider trading because it has arbitrary dates and &s

16(a): reporting requirements: any beneficial owner of 10% of corporation stock or corporation’ officers or directors must file at end of each month if his ownership in stock changed during the month.

16(b): prohibits short swing profits by statutorily defined insiders; problem is that can wait 1 day after 6 months and then complete “other half” of transaction

SEA§16(b): anti-insider trading provision; much more limited in application than 10(b)(5)

insiders: officers, directors, more than a 10% beneficial shareholder: i.e. “statutory insiders”

insiders are prohibited from purchasing and selling (or selling and purchasing) stock, equity securities of their corporation within a six-month period; thus using insider information is not completely prohibited.

must you be an officer or director at both ends of the transaction to be caught under §16(b)? NO.

must you be a 10% shareholder at both ends of the transaction to be caught under §16(b)? YES, must own 10% at the time of purchase and sale; if owned nothing and went in and bought 30%, will not be subject because did not own 10% when you bought the 30%.

gist of §16(b): to prevent unfair use of information by such beneficial owner, director, or officer by reason off his relationship to the issuer, profits realized from purchase/sale of an equity security of such issuer (other than an exempted security) w/in 6 month period shall inure to and be recoverable by the issuer, whatever the intent of the owner, director, officer, Does not apply to transactions where such beneficial owner was not such BOTH at the time of the purchase and sale, or the sale and purchase, of the security involved, or any transaction or transactions which the Commission by rules and regulations may exempt ...”

any shareholder can sue the “insider” for the improper transaction

GR: corporation may recover profits from insiders from the purchase and resale of the corporation’s securities within a six-month period.

profit: determined by looking at the insider’s total transaction over a six-month period; court looks at the highest price at which you sold and the lowest price at which you bought and then matches.

sale: rule represents problems as what is a sale; §16(b) generally applies only to cash transactions, but may apply to other situations where a director obtains stock (e.g. merger).

GR: if there is a change for speculative abuse then it will be considered a sale and subject to §16(b).

unorthodox transactions: only area of §16(b) that has any flexibility.

example: buy security and then merger; when sell, get something else out; not clear if falls under §16(b) because dealing with different security at end.

court takes pragmatic approach and looks at specific facts of situation.

GR: if person has no possibility of speculative abuse, will not be a “sale” and therefore not a sale and purchase within 6 months so not subject to §16(b).

rule 10(b)(5) of the security exchange act (rule under §10 of the SEA of 1934)

primary securities anti-fraud provision, applies to ALL security transactions!

it shall be illegal and unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails, or of any facility or any national securities exchange,

to employ any device, scheme, or artifice to defraud, or

to make any untrue statement of a material fact or to omit to state a material fact necessary to make the statements made not misleading, or 

to engage in any act, practice or course of business which operates as a fraud or deceit upon any person,

in connection with the purchase or sale of any security

applies to any person and to any security, not just those of large, publicly held corporations, provided that the transaction uses any means of interstate commerce (e.g. telephone)

private right of action is not state’s, but has been applied by the courts; is implied private cause of action.

alters the rule under the CL because have notions of security fraud when there has only been an omission.

purpose of 10(b)(5): want equal playing ground for the transaction.

it is manifestly unfair for an insider to have the information.

courts have not taken this view but see it as an anti-fraud provision that is meant to stop fraud; there may be situations where buyer has less or more information than the seller.

texas gulf sulfur: mining for minerals in Canada and did not disclose information to the public at first; when they did disclose, was not full disclosure. Court said insiders should have (1) disclosed information and traded; or (2) abstained from dealing.

SEC rules say you can say nothing; but, once you say something, you must make a full and complete statement of all the facts; but it is usually hard for the corporation to sit back and say nothing when there are rumors flying around. “no comment” is not an omission.

timing of disclosure: you cannot buy before disclosure; must wait until the financial market has had a reasonable opportunity to absorb the information; cannot just disclose and dash to the phone to call your broker; look at how long a reasonable investor would take to assimilate/digest information (e.g. announcing a high dividend: understood immediately, announcing raw data: takes time to analyze)

who is subject to 10(b)(5)? (traditional rule)

classical insiders

ordinary employees with confidential corporate information

temporary insiders: placed in the confidence of the corporation for a limited reason (e.g. accountants, lawyers, ...)

tippees: someone who has been given information they knew, or should have known, was confidential; tippees duty to disclose or abstain is derivative from that of insider’s duty; tippee stand in tippor’s shoes.

dirks: two components (1) tippor must breach a fiduciary duty and (2) have some person gain involved (either direct or indirect, material or reputational benefit) or tippee has not assumed fiduciary duty, only derivative if tippor breaches; this cuts out the duty of care breach, no negative act will support 10(b)(5) violations. (e.g. drunken director tells friend insider information: no gain, only negative and no breach???); tippee either knew or should have known about tippor’s breach

hypo: bartender overhears engineers talking about a tremendous mineral find and immediately purchases lots of stock in finding corporation; dirks indicates that not a violation of 10(b)(5), however “famous footnote” #14, indicates that people can become “temporary insiders”, need to look up...

requirement of fraud

chiarella: printer put together information from documents to figure out what is going on with corporations. Supreme Court said you need some kind of fraudulent transaction, some deception or misleading statement; need fiduciary obligation that is breached in order to maintain 10(b)(5) action

chestman: misappropriation theory: not necessary that the breach of duty be a duty owed the person on the other side of the transaction; if breach a duty owed to your employer (e.g. stole information), you can be liable under 10(b)(5) because party that has stolen information ought not be able to trade on that information; 2nd circuit has adopted, but Supreme Court split 4-4 on; 14(e)-3(a) adopted by Supreme Court, much more limited than 10(b)(5), applies only in tender offer case when either party making tender offer or part on other side or any agent of either of the parties gets information that knows or should have known stolen then rule makes it illegal to purchase securities.

carpenter if stole or misappropriated “better knowledge” that is sufficient for breaching duty to whomever the information was stolen from, even though against someone outside of corporation; if use mail or wire fraud

ordinary family relationship does not give rise to a duty; if you act on the information, it does not produce a 10(b)(5) violation unless there are additional circumstances.

elements of a 10(b)(5) violation: treated as a classical fraud action.

“in connection with”: everything done must be done in connection with the transaction

for D: did not have to purchase or sell any securities; texas gulf: just put out false information which they should have known would affect the purchase and sale of securities.

for P: must have purchased or sold a security; this is so that not just anyone can come up after and say “I would have sold (or bought) but for the misstatement.”

breach of duty

jurisdictional means: crosses state lines.

material statement or omission: if a reasonable investor would think it was important in making up his mind about purchase or sale of a security

scienter: made the statement to defraud, deliberately mislead, another person; negligence is not enough; reckless disregard may be enough.

reliance: reasonably relied on the statement that was made; 4 situations:

face-to-face transaction and make an affirmative misstatement, must still show reliance on the statement.

face-to-face transaction and was an omission of a material fact, do not need to show reliance (moving away from classical reliance); if omission is material that is sufficient to show reliance.

market transaction where have a material omission, do not need to show reliance.

market transaction where have a material misstatement, do not need to show affirmative reliance because the market already relied on it in setting the price that was paid; presumption of fraud on the rule???

causation: the withheld information must ultimately be the cause of the loss; it is not enough to have transaction causation; information caused a change in the market which caused the loss; must always show loss causation! for a private action must show (1) transaction causation and (2) loss causation

reliance element necessary.

rule 14(e)–3(a): if any person has taken a substantial step or steps to commence or has commenced a tender offer (the “offering person”) it shall constitute a fraudulent deceptive or manipulative act or practice w/in the meaning of section 14(e) of the act for any other person who is in possession of the material information relating to such tender offer which information he knows or has reason to know is nonpublic and which he knows or has reason to know has been acquired directly or indirectly from: 

the offering person

the issuer of the securities sought or to be sought by such tender offer, or

any officer, director, partner or EE or any other person acting on behalf of the offering person or such issuer,

to purchase or sell or cause to be purchased or sold any of such securities or any securities convertible into or exchangeable for any such securities or any option or right to obtain or to dispose of any of the foregoing securities, unless within a reasonable time prior to any purchase or sale such information and its source are publicly disclosed by press release or otherwise

one violates 14(e)-3(a) if he trades on the basis of material nonpublic information concerning a pending tender offer that he knows or has reason to know has been acquired “directly or indirectly” from an insider of the offeror or issuer, or someone working on their behalf.

hypo: (1)private person purchases land from private person or (2) private person buys 100% of stock in corporation which owns land from person who holds 100% of shares. These two transactions are treated differently (securities transactions more highly regulated), because when purchasing security, unlike purchasing tangible object, can’t necessarily see what is being purchased so higher duty for disclosure...

Shareholder Derivative Suits–shareholder sues on behalf of corporation

shareholder action that equity courts developed to permit owners to cause corporation to take action that directors refuse to take.

the action is trying to right some wrong against the corporation.

shareholders bring the action in the name of the corporation or a corporation gets the recovery.

concern: small potential for gain for individual investors, but lawyers stand to gain a lot–this is why they are usually handled on a contingency basis.

once litigation has begun, lawyers take control because individual shareholders tend to have minimal stakes and lawyers have enormous stake because, if successful, will be able to obtain large fees.

FRCP 23.1: judicial control in a shareholder derivative suit: board of directors can make a decision to dismiss, corporation must show they made a good faith, independent, and reasonable investigation, if satisfy, move on to 2nd prong if not; shareholder can bring suit!??

court can exercise its business judgment as to whether the suit can be brought at all or should be dismissed.

under federal law, courts must approve the terms of the settlement or compromise and the fees of counsel; stops lawyers from abusing process to simply get fees!

necessary elements:

contemporaneous ownership: shareholders must own the stock at the time the complained of action took place; cannot “buy litigation.”; although if get shares “by operation of law” then despite lack of contemporaneous ownership, still have the necessary standing

security for expenses (California state law): want to stop frivolous suits so make Ps put up a bond or money (only up to $50,000) with the court that will pay for expenses CCC§800; federal courts don’t require if a federal cause of action, however, if in federal court on diversity then will apply

demand on board: shareholder must first go to the board and demand that the board do what the shareholder wants them to do; then may proceed if they refuse.

this requirement stems from the notion that the board manages the corporation and if there is a claim for the corporation, board should decide if they want to proceed.

this also demonstrates the problems of who is in control of the litigation.

if no demonstration has been made but demand would be futile, then OK to proceed with the action.

unnecessary element?????, Supreme Court has not yet adopted the level-playing-field theory but still requires fiduciary obligation.

Requirements for Corporation to Legally Act; fundamental of democratic precepts is that there is maj. rule. Concept of joint deliberation and “collegiality” is fundamental. Notice requirements, adequate notice to participants required.

hypo: you are lead counsel to Zonker Corporation, a California corporation. Zonker has for some extended period of time wished o expand its manufacturing facilities but has found that moving its present machinery to a new and larger location would be prohibitively expensive; today, unexpectedly, the real estate immediately adjacent to the Zonker plant has become available for purchase; however, the prospective seller has indicated to the President of Zonker that a purchase K must be signed within 48 hours or else he will sell to another person who is extremely interested in the property; the purchase of this real estate would make it possible for Zonker to expand its manufacturing operations... but, of the 7 directors, 3 are available?, 2 are absent, 1 is in the hospital and 1 is on vacation; 4 is quorum requirement.

Limited Liability Company (LLC)

General Characteristics

( llc = combination of corporation and partnership

provides limited liability for 100% of owners “members”, NOT shareholders!

no double taxation! taxed as a partnership is taxed!

better than subchapter S corporation because although S corp. taxed as a partnership, S corps (1) can have no more than 35 shareholders and (2) could not have any foreign owners! Furthermore, S corps can only have one class of stock.

can create different classes of members!

cannot use limited liability company where there is only one membership, i.e. can’t convert sole proprietorship into llc.

enormous flexibility in the management arrangements;

not perpetual, unlike corporations

transferable; can assign membership interest but no management ability unless wither 100% of members agree or unless provision written into articles; so default is to transfer just economic interest

dissolution–simple majority can have voluntary dissolution, unless articles indicate otherwise; also death, bankruptcy, judicial decree; there are buyout options...

Formation

must file articles

create operating agreement–must be signed by 100% of the members; agreement can arrange internal structure any way choose, very flexible
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