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Business Association – Any number of individuals (one or more).  A firm, Nexus of contracts (set of contracts amongst owners, creditors, etc).  An organization for the purpose of carrying out business for the purpose of profit.  
A corporation is a variation of a business association.

Sole Proprietorships, general partnerships, limited liability partnerships, limited liability companies…..

Employment 
Sole Proprietorship – one individual has exclusive claims to the profits.  Control over the business, profits and it taking all of the risk.
Tenancy

When deciding between tenancy and Employment the principle looks at risk, control and profit.
It all comes down to money.  What is the cost and what is the profit.

1) Risk Bearing Costs 
a. Non-controllable
i. Weather

ii. Economy

iii. Yield

b. Controllable Risk
i. Shirking

Shirking – The employee doing a lousy job.

The owner can negotiate terms of the contract, his salary, he could be fired, etc.

HOW DO WE DECIDE WHO SHOULD BEAR THE RISK?

1) Person who is best able to bear the risk.

a. Who has the most $$?

b. Who has insurance or is best able to get insurance?

c. Whether or not the person is able to diversify.

i. This allows loss or profits to even each other out

2) Who is most/more risk loving and risk adverse.

a. Risk Loving – tenancy
b. Risk Adverse – Salary

c. Risk Neutral – Going for the one with the average higher return

3) Who is best able to control the risk – Ex: Bill getting out of bed to spray the grape plants

4) Transaction costs – The costs of the doing business.  Other types of costs of doing business.  Ex:

a. Information costs – finding out if the work is being done properly

b. Litigation costs – is one form more likely to result in litigation than another

c. Cost of contracting – time spent negotiating, drafting and enforcing the contract.

d. Which one has a greater potential for profit – the greater the risk, the greater the chance for profit.
Consider:

1) a, b,d,e

1) Risk Bearing Costs

a. Who is most risk loving

b. Who is best able to bear the risk

c. Who is best able to control the risks

2) Shirking Costs: which option lessens the risk of shirking

3) Transactional costs

a. Info costs

b. Litigation costs

c. Contracting Costs
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Model Business Corporation Act – has not been completely adopted by New York – will not be responsible for New York rules.

Problems relating to the formation and operation of small businesses.

General Partnership

Unincorporated Association – Anything that is not a corporation

General partnership is subject to the Uniform Partnership Act

Has 2 or more owners that share the monitoring role.

Not in and of itself a separate entity.

Generally all actively involved in the management of the business

Advantages:

Equal vote regardless of contribution

Formation – no filing fee


Cheaper/easier

Tax Advantage

Disadvantages

Formation Unofficial


Ambiguous


Accidental

The way partnerships function, they are better suited for groups of two people

Limited Partnership is a statutorily created method of profit sharing
Limited Liability is EXACTLY the SAME as a General Partnership Except for ONE THING - Same as general partnership Except it can either be a partial or full liability shield
Partial Liability Shield is where there is no joint and several liability for torts of their partners, but there is still liability for the debts of the business and their own negligence
CORPORATIONS
Corporations can be either closely held or privately held.

Publicly held corporations are traded on the stock market, etc.

Privately held corporations – CLOSE corporations – NOT publicly held – typically smaller, held by a small # of people.
If a shareholder doesn’t like what a Board of Directors is doing, the shareholders can either “Exit” (sell), vote out the directors whose decisions they don’t agree with, or they can sue the board of directors.

4 Corporate Attributes
1) Limited Liability

a. Unless there is criminal conduct

b. Possibly liable if the Corporation has not been properly formed

c. Separate Agreement  to be responsible to something beyond your own agreement – (unpaid capital contributions)

d. Separate Agreement which personally guarantee a loan

e. Piercing the Corporate Veil (PCV) – sometimes the court will pierce the corporate veil, unless some facts arise which make it that the court is entitled to your personal assets.

2) Perpetual Existence

a. Can be dissolved by choice without a reason (except that which is given to the shareholders) It won’t dissolve unless you vote on it to dissolve.

3) Free transferability of interest/shares
a. Easy to raise capital

4) Centralized management

Disadvantages of Corporations

1) Tax

a. Corporation Business earns money and distributes that money to its owners – in a Corporation we see the “double taxation” model.    The same “monies” is taxed.  Tax on the profits when those profits are earned by the business.  The profits are taxed again when it is paid out in dividends.  As soon as a corporation makes a profit, the value of the shares go up and you can be taxed on the capital gains of the value of your shares.  

b. If business loses money, they are generally only deductible against the losses of the corporation themselves.

i. If shareholders are managers, you can pay dividends out as salaries, which are tax deductible, this way the salaries are considered a business expense.  The limitation is that you can’t pay salaries to someone who doesn’t work for the company.

ii. Bernie (who is a non-acting partner) can make a “loan” to the company and it can be paid off with interest throughout the course of the year.
c. In a partnership the individuals pay taxes on that profit.  They pay taxes whether it is distributes the profits to the partners or not.  This is called “pass through” taxation or “conduit” taxation.

d. If partnership loses money there is a tax benefit as it is tax deductible, as if those loses were made directly by the partners.  It is treated as if those loses are suffered directly partners.

2) Formation

a. Have to file with the state and have to pay a fee

3) Less personal – there are no personal ties
President Bush – has reduced the double taxation and taxes on dividends by 50% - the idea of the tax cut was that it would increase investor confidence and maybe companies would pay more dividends.  2/3 of voters are now investors.  
S Corporations

1) Must be a domestic corporation

2) No more than 75 shareholders

3) Individuals, estates or other S Corporations may be members

4) One class of stock

a. Sometimes this can be a problem because different classes of stock gives different rights to shareholders.

b. The S corporation status will terminate if after 3 years more than 25% of the receipts represent passive investment income. (passive investor - someone who is not involved in the management)  More than 25% of the income cannot come from passive investors
5) Unanimous consent

Limited Liability Companies – are considered individual companies, but are still taxed like a partnership.  The idea was to let small business owners to have a new flexible form of business with the advantages of having a limited liability.

Advantages of LLC – Theory that the members can contract any way they want
1) Limited Liability

a. Used to only be able to get from corporations

2) Tax

3) Most flexible form of business

STILL THE OPPORTUNITY FOR ALL FOUR CORPORATE ATTRIBUTES

Disadvantages of LLC

1) Formation is difficult

2) Much variation among state statutes

3) Additional tax burdens in some states – NY has the lowest amount of LLCs because it has the highest LLC tax burdens.  

Why doesn’t everyone become an LLC?

1) An LLC with over 500 members, you risk that you may expose yourself to corporate tax.

2) You can’t go public

3) Some states have a tax burden which make being an LLC less favorable.

4) Sometimes conversion to LLC is difficult.

09-09-03

FIDUCIARY PRINCIPLES

Chesapeake Marine Services – they provide barge towing services.  

· Their articles of incorporation authorize the issuance of 1000 shares 

·  2/3 shareholder votes to are necessary to amend the articles of incorporation.

· Chesapeake has 15 shareholders 

· Apples has 350 shares – they need Apple’s vote to amend the articles of incorporation

· James Lambert - <200 shares (President)

· Two other members of the Lambert family

· Nancy Carter – another substantial shareholder

· Because they need to raise more capital, James wants to double the number of available shares.  Additionally, James may like to affect the balance of power.  By issuing additional shares they can affect the balance of power.  

· They could not issue more shares because Apple was against the issuance of more shares.  

CORPORATE SECURITIES

· Common stock – regular stock

· Preferred stock – represent certain financial rights with certain priorities over the common stock.

Articles of incorporation must set forth the number and shares the corporation is authorized to issue. Model Business Corporation Act § 2.02(a)
· Authorized shares – the MBCA requires the articles to include the # of shares authorized – authorized to be issued at a later date.

· Issued shares – they have been issued in the first place.

· Outstanding shares – shares that are issued and still held by those shareholders they have been issued to.

· Treasury shares – shares that are authorized and issued but are not outstanding because they have been sold back to the company.

How does a corporation determine how many shares to authorize?

►This is a planning consideration ◄

If you want the directors to have the power, then you issue more shares, if you want the shareholders to have the power, then you issue less because they have to approve the issuance of more shares.

It is often in the interest of the Corporation to allow the director to issue more shares when they feel the need.

If you authorize too many shares, in some states you may be taxed on the number of shares you have authorized.
The middle ground is authorizing MORE shares than you plan to issue, but not SIGNIFICANTLY more than you intend to issue.  

The BOARD needs to vote on something before it makes its way to shareholder vote.
The corporation can also issue Bonds – borrow $$ at a certain rate from individuals.  

§ 8.01 gives the board of directors all of its authority and power.  

Only a few things are in the power of the shareholders.  They have the power to amend the articles or incorporation, mergers, selling all of its assets, or substantially all of assets w/o approval of the shareholders.
FIDUCIARY DUTY 

Majority Shareholders have Fiduciary Duty
What kinds of duties do Directors have?

· In general, why do Directors have fiduciary duties? 

· This is because they are elected by the shareholders to make decisions on behalf of the shareholders.

· They are like agents and have obligations.

· Duty of Care – IT IS VERY HARD TO WIN A CASE BASED ON BREACH OF DUTY OF CARE
· Even a decision that results in millions of $$s in losses if the process they used to make the decision they are protected if they fulfilled the following obligations:

· § 8.30 – Standards of Conduct for Directors

1. Duty to act in good faith

2. In a manner the director reasonably believes to be in the best interest of the corporation

3. With the care that a person in a like situation would believe reasonably appropriate under similar circumstances
· Directors only need to use regular care and are encouraged to take risks

· Directors will not be liable for honest errors of mistake in judgment.

· This focuses on the manner they performed their duties, not on the correctness of the decision.

· Duty of Loyalty – 
· Old § 8.31, Revised to subchapter F, Pg. 284-287 – Conflict of interest - a director must subordinate their personal interest for that of the corporation.  If it comes down to what is in the best interest of the individual and that of the corporation, the director MUST vote in the best interest of the Corporation and not yourself.  
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Business Judgment Rule – insulates directors from liability when they make a decision that turns out to not be in the best interest of the corporation so long as they acted in good faith.

Directors make a decision, shareholder sue the director for breach of duty of care.  Director’s decision will be insulated by the business judgment rule.  This is a rebutable presumption.  The burden is on the shareholders and it is a tough burden to meet.

The duty of care requires directors to work in the best interest of the corporation.

Duty of Care & Business Judgment Rule - If there is no conflict of interest, we assume they are in the best interest of the corporation.

Duty of Loyalty & Business Judgment Rule - If there is a conflict of interest we no longer assume the director is making decisions in the best interest of the corporation.  We just don’t make any presumptions.

Derivative Suit – Used to enforce a directors fiduciary duty.  An action brought by the shareholders on behalf of the corporation.  Vehicle used when directors make a decision that is harmful of the corporation, but ALL of the shareholders are harmed.  Also, when the corporation commits a wrongful act which depletes the corporation’s assets. Shareholders are suing AS the corporation and do not benefit individually if they win the lawsuit.
· Any recovery (if they win) belongs to the corporation and NOT to the individual shareholders.

· Shareholders benefits because the Board of Directors cease the bad conduct.  
Problems with Derivative Suits
· Corporation generally pays for the suit
· The corporation has to pay for  the attorney’s fees

· If the defendants have been found to NOT have breached and there is a judgment and it is paid by the corporation.  So, the corporation sues, and pays out all of the fees.  Could just pay entire settlement amount.

· The derivative suits have very little deterrence 
There are special Procedural Restrictions to Bring a Derivitive Suit

· Limitations on standing

· Plaintiff has to have been a shareholder at the time of the wrong complained of
· This is to prevent an attorney from becoming an instant plaintiff.  Ex: Go buy shares.

· Demand on the Corporations Board of Directors

· Give them a chance to remedy the situation

· In most states you need this demand, some states do not require the “demand” if the demand would be futile.

· Some states require that the corporation (the shareholders) give corporate security (put some money aside) for any expected expenses.

Direct Suit – You as a person suing someone else.  Slip on a banana.  Shareholders can sue on behalf of themselves.

Class Action - A direct suit that just involved a class of people
Bayer v. Beran

1944

The corporation made the decision to go with the wife of the president for her to do singing in an advertising campaign.  The shareholders are suing the board of directors of the corporation.  This is a derivative suit.
The shareholders claim he spent too much money and made bad choices.  

The court says that without the wife being a factor every choice would be considered in  the best interest of the corporation.

THE COURT WILL NOT LOOK AT THE SUBSTANCE OF THE DECISIONS OF BOARD – who cares what kind of radio station it is.

You cannot win a case for Breach of Duty of Care if you lost $$, so long as the directors were acting in good faith and they thought it would be a good decision.

The shareholders claimed there was a conflict of interest because he wanted his wife to get a job as a singer.  

They call it the “self dealing” claim.  Acting with a personal self interest.  

They looked at the conflict of interest with more “rigorous scrutiny”

Rigorous Scrutiny – We scrutinize the decision “rigorously” in order to see if the business decision was actually for the benefit of the company.  Was the decision inherently fair for the corporation.  

Because the director had a personal interest, they no longer have the benefit of the doubt.  

Overall, the corporation benefited.

To avoid problems, the directors could vote on the decision, or the husband could remove himself from the hiring process or not even be there when the vote goes down.

When voting as a shareholder, he CAN vote in his own self interest.  If he is voting as a director has can’t vote in his own self interest.
Gamble v. Queens County Water Co.

1890

A shareholder in a corporation builds some pipes and sells it to the corporation.  A disgruntled shareholder sues the corporation.

As a shareholder there is a legal right to self interest.

Shareholders represent themselves and no others, UNLESS they are a majority shareholder.

If you are a controlling shareholder it means that you have the power to elect every member of the board of directors.  This means that YOU can no elect the members of the board of directors.

A Majority shareholder is anything higher than 50% of the shares.  

Controlling shareholder – 1) If you have more than 50% of the share or 2) Through ownership of a large block of shares – de facto control  You control the vote every time

De Facto Control - If you have a large block of shares you can control the vote because you are needed for votes.  Not actual guaranteed control, but has the ability to get other shareholders on board with him.  

Controlling Interest – your decision wins the vote.
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Model Rules of Professional Responsibility

Are lawyers permitted to represent more than one person at a time?

Rule 1.7 – a lawyer shall not represent a client if there is a conflict of interest.  Generally, you cannot represent multiple clients unless you can provide representation for multiple clients unless they give informed consent after you have explained the potential for conflict.

Should you represent Jessica, Michael & Bernie?

This really all comes down to voting power and control.

Think about reasons why Bernie would want a straight away payoff on his investment.  

Each client needs to give informed consent if there is a potential conflict of interest.

1.6 Confidential Information


A lawyer shall not reveal information relating to the representation of a client unless the client gives informed consent.  Your obligation is to represent your client zealously, but you want trust so your client will tell you things, so you can provide better representation.  
Rule 1.13 Organization as Client – you represent the organization, not the employees, etc.  

It is possible to represent the corporation and a member of the board, etc, if there is no conflict of interest and he consents….subject to Rule 1.7.

Jesse By Reinecke v. Danforth (1992) Pg. 177
Is there a conflict of interest?

Were Danforth & Ulrich ever clients of DeWitt?

Jesse ---sues( Danforth & Urlich

When a (1) person retains a lawyer for the purpose of organizing an entity and (2) the lawyer’s involvement with that person is directly related to that incorporation and (3) such entity is eventually incorporated, the entity rule applies retroactively such that the lawyer’s pre-incorporation involvement with the person is deemed to be representation of the entity, not the person.

Entity Rule – The lawyer represents the corporation, not its officer, directors, employees and shareholders.

The smaller the corporation is, the more likely the folks will think the lawyer is their personal lawyer.  

Reasonable Expectation Test- If an attorney lead an individual or entity to believe that they are a client an the belief is reasonable under the circumstances, whether or not the client pays the attorney any money or enters into a formal retainer agreement.
If you are unable to represent your corporation zealously, you must WITHDRAW from representation
If there is no multiple representation and you are just the corporation lawyer and one of them comes to you for advice about something that might hurt the corporation.  
You inform the person you are not in a position to advise them because of the position you are in with your loyalties to the corporation and not to individuals.  
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Where to Incorporate

Internal affairs of the corporation are governed by the law in the state in which you incorporate.  Matters relating to the law of corporations, as opposed to external affairs. 
External Affairs are laws that you have to follow from within the state.  If those issues come up, they are governed by the state in which the issues come up.  If it is specifically a corporations issue, it is governed by the state in which you are incorporated.

The managers decide where to incorporate because they want to choose what is best suited to their needs and their interests.

Delaware has more favorable rules for managers.

It is very hard to change the Delaware corporation law because it requires a 2/3 vote in the legislature.  There is a lot of stability and the corporations know what to expect.

Internal Affairs Doctrine – the relationship between shareholders and managers (directors and officers) will be governed by the corporate statutes and case law of the state where the corporation is incorporated.

It is very unlikely that this rule will change any time soon.
External Affairs Doctrine – generally governed by the law of the place where the activities occur and by federal and state regulatory statutes rather than by the place of incorporation.

In order to attract incorporations they are going to make statutes that are the most lenient or the most attractive.
Many corporations have chosen to incorporate offshore.  In Bermuda there is no Income Tax, not subjected to income tax of the US.  Bermuda, Cayman Islands.  There is really no reason not to do this, some of it is changing now, but it is still happening.

The IRS does have a new rule which states that shareholders have to pay taxes on the increase in the value of their shares if the corporation is incorporated offshore.  

Congress was considering restricting Federal contracts with corporations that have incorporated offshore.  This would be another deterrent to incorporating offshore.  

You can Incorporate in a Day – file with the secretary of the state and you are good to go.

1. Pick and incorporator 

a. They are the ones who sign and fie the incorporation certificates.  The incorporator may facilitate the meeting until there are directors

b. Then the duties as the incorporator ends.

2. Pick a name

a. You must attach a type of corporation name to it, like: Inc, LLC, Ltd.

b. This is critical because it provides notice to customers what kind of business they are doing business with

c. Specifically, liability, and if it is a corporation it is an independent entity and no one individual is responsible for the bill.  

3. File articles of incorporation – Look at MBCA §2.01
a. In NY it is Certificate of Incorporation

b. You must put in the number of shares authorized. 

i. This is so shareholders know what to expect with regard to their voting powers.

c. You must also put in the type of stock the corporation is authorized to issue

d. Must have name and address of registered agent 
i. This is so you have someone to serve if there is any future litigation.

e. The name and address of the individual incorporators.

i. If the incorporation is defective and it never gets incorporated, you know who to look to.  In some instances there are situations in which you can’t sue the corporation because it is not in existence and you may need to be able to sue individuals.

4. Pay fee to Secretary of State

a. Some places as soon as you file it becomes effective

5. Things that MAY be included in the articles

a. You can include the name and address of the initial directors

i. This is so they can call the meeting.  If they don’t have directors, they can be elected at the first meeting.

ii. In some states there is a minimum # of directors

1. In NY you need 3 directors unless you have fewer than 4 shareholders

b. The purpose of the corporation is organized.

i. You can be sued for going beyond the purposes specified in the corporation.

1. This may be useful to give notice of what you are incorporated for.

c. You may include an indemnification clause

i. Indemnification of the officers and directors

1. If they get sued they will be indemnified, since managers are the ones deciding.
d. Anything that is permitted to be in the bylaws can also be in the articles

i. What is the difference between a provision in the bylaws and one in the articles?

1. Generally, it is harder to change the articles than it is in the bylaws.  If you want it more set in stone you put it in the articles.

2. Bylaws are internal documents

3. Articles of Incorporation are public documents, so whoever wants to have access to them can.  If you want it to be public, you put it in the articles.

Once you draft your documents, they become official upon filing

You draft your bylaws.

CALL YOUR FIRST MEETING

· A manager, or someone will draft the minutes of the first meeting, setting the agenda.

· This is generally a directors meeting because there are  no shareholders yet

· You issue the initial shares at the first meeting.

· You generally elect either the directors or some additional directors

· You must also vote to adopt the bylaws – they are not officials until you vote on them

· Appoint the officers which are appointed by the directors.

· Ratify or adopt any acts or contracts that were entered into before the corporation was incorporated.  

· If someone entered into a contract on behalf of a corporation to be formed, they can vote to adopt them

DEFECTIVE INCORPORATION

If you fail to incorporate properly it can become a BIG issue.  This is a big problem for the promoters who have entered into a contract before the corporation has been formed.  If there is no corporation you do not have limited liability.

There are ways you can blow the corporation

· Often it is because you forgot to sign a document

If you fail to incorporate properly and then go out and act like a corporation there are two common law theories that may help.

De Facto Corporation – if you are not fully formed (if there is a defect in the incorporation), but it is nearly as good as if it was sufficiently formed.  When there is just a technical error or a minor unimportant detail, the court may find that you are a de facto corporation.  It is as if you are in fact an incorporation.  You have to make a good faith attempt to incorporate.  How much has to be done.

Corporation by Estopple – this theory woks where someone has entered into a contract.  Everyone thinks they are doing business with the corporation.  If a defect resulted in the non-formation of the corporation there would be a windfall and they would technically be able to go after the incorporations.  The are no estopped from going after the individual and their assets.

There is liability on people who act knowing that there is no corporation.  

Promoter liability – The promoter is the one who contracts on behalf of the corporation before it is actually incorporated.  Not a big issue because it doesn’t take long to file the papers.  

They worry about personal liability because the are going out BEFORE the corporation is formed.

Can the corporation be sued for entering into a contract before it was formed?

Adoption – The idea that the corporation will adopt the contract once the corporation is formed.  You must sign your name and then “on behalf of the corporation, to be formed”  When the corporation is formed it can vote to adopt the contract, and if they don’t adopt it, the promoter is held liable.

Adoption does not happen automatically, and you have to vote on it, but use of the benefit may be deemed to have accepts the contract.

Novation – you put in a clause that says the corporation will take over the contract at a certain time.  As soon as the corporation is formed it automatically takes over the contract.
Under both forms the promoters liability is extinguished at the time the corporation forms.

If the corporation formation falls through - 

The court could say the computer 1) never intended to hold the promoter liable, or 2) hold the promoter liable up until the corporation formed, 3) the computer store intended to hold the promoter liable no matter what.

The court would apply the idea of contract interpretation.  

Can the contract then sue for entering into a contract before it was formed?

Will the promoter ever be subjecting herself to personal liability?
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If we are looking at profit as, are they better off at the end of the year than they were at the beginning of the year, it could be considered profit.
Profit can also be defined as revenues – expenses

GAAP – generally accepted accounting principles.

You do not recognize the capitol gains unless you sell the property, however, you DO recognize the wear and tear/depreciation in the value of property.

The GAAP give us general principles on how to report things.  When you look at an initial financial statement it appears very precise, but there are many subjective judgments that go into generating these documents.

Assets always equal the Liabilities & Equity
Assets = Liabilities + Equity

This ALWAYS Balances

Assets – All property owned by the company

Liabilities – All amounts the companies owed to others

Equity – The companys net worth.

Equity = Assets – Liabilities
Typical changes in equity have to do with profit 7 loss, paying debt and paying dividends.

Assets are ordered in their ability to be liquidated.  Assets that are convertible to cash within one year.
Accounts Receivable – any money that is owed to you.  This is convertible to cash generally within a year.

Inventories – Goods that the company actually sells.

Pre-paid expenses – things that you have paid for this year, but you expect the benefits for in the next year.

Fixed Assets – Assets that are used to conduct the overall operations of the company.  The things you use to conduct your business.  Ex: land, machinery, etc.

Current Liabilities are liabilities you pay back within a year

Accounts Payable – Money that you owe to others.

Notes Payable – short term loans you have to pay back within a year

Long Term Liabilities – you pay these back within over a year.

Stockholder Equity

Paid in stock – Whatever # of people have bought however many shares for this total of $$

Retained Earnings – the result of profit of loss.  If the company pays out dividends, you would decrease the retained earnings.

STATEMENT OF INCOME

Net sales – revenues coming in

Operating expenses – expenses in running the business

Selling & Administrative expenses – Administrative expenses are like the cost of paying employees.

Net Sale – Operating Expenses = Net Income

STATEMENT OF CASH FLOWS
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Working capitol = current assets – current liabilities

Current Ratio = current assets/current liabilities

Liquidity ratio = “quick assets” + accounts receivable /current liabilities

You always need to think of the numbers in terms of comparisons.  Just looking at numbers for one year isn’t that helpful.

Just because of increased profitability doesn’t mean that the company is more profitable, you have to look at trends in other companies and the market in general.

LIQUIDITY ANALYSIS

Does the company have sufficient abilities to meet their obligations as they come due?

Current Ratio = current assets/current liabilities

Current Ratio for 2002 = 2,880,000/1,750,000 = 1.64 : 1.00 

( What this means is that for every $1.64 in current assets they have $1 in current liabilities.
Current Ration for 2001 = 2,560,000/3,985,000 = 1.57 : 1.00

As a general rule you want your current ratio to be 2:1 (  A lower current ratio can be OK if your assets are “quick assets”, you need a sufficient liquidity ratio.

When the current ratio increases from year to year, it means there may be some strength.  

Quick Assets = case, marketable securities, and accounts receivable.  These are things you can convert to cash quickly.  Does NOT include inventory or pre-paid expenses.

If you do the analysis with the Liquidity ratio (
Liquidity ratio = “quick assets” /current liabilities

The more assets you have the better ratio you have. 

2002 Liquidity Ratio = 1,530,000/1,750,000 = .87 : 1.00

2001 Liquidity Ratio = 1,420,000/1,630,000 = .87
( For Every $.87 they have in quick assets, they have $1 in liability.

Current liabilities need to be paid off within a year.


Equity Analysis 

We are looking for trends, trends in earnings, revenues & profits.  Are they stable, getting better every year?
You need to look at the companies operating margin, also known as their profit margin.

Operating Income = net sale-operating expenses

Operating Expenses include everything it costs to make the widgets except for Income Taxes.

Interest expenses – the cost of debt that has to be paid on loans.

Operating income is how much you make from making the widgets, and then you still have to pay off the other expenses.  

Net Income isn’t always the best reflection of a company.  Operating income is a better measure of how the company is doing in terms of its management and its decision making.

Profit Margin = how much profit you have after you have paid for your operating expenses.  It is a percentage.  What percent of your sales is your operating income.  The percentage of sales you get to keep after you have paid off of your operating expenses.  

Profit Margin = Operating Income/Net Sales

2002 Profit Margin = 920,000/7,500,000 = .122 = 12.2% of your net sales reflect the profit before you pay your interest expenses & your taxes.
For every dollar of sale, $.12.2 is what remains.  This all depends on what is going on in the industry.  If this is the same as other companies in the industries, it means they are competitive.

2001 Profit Margin = 765,000/7,000,000= .109 = 10.9%

This could indicate that the company has become more profitable.  However, you need to look at the individual Statement of Income sheets.  Maybe they cut research & development, or maybe they claimed more depreciation.

CASH FLOW ANALYSIS

Looks JUST at the cash coming in and out of the company.  Shows the cash coming in and out of the company.

The first thing you notice when you look at the statement of cash flows should be the bottom line – 

Accounts receivables and inventory generally should be changing at the same rate as sales.  Inventory typically goes up at the same rate as sales.  
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Financing Activities 

Does it help to explain cash position?

3 Elements of Control Profit Risk

1) Equity Securities

2) Debt Securities

3) Distinction

Corporate Securities 
The vehicles by means of which those who provide capital to the firm specify their interests in the firm’s management, income stream and assets and protect themselves against risk.

SHAREHOLDERS DO NOT HAVE A RIGHT TO DIVIDENDS

Common Stock is the most basic form of stock.

Within the category of common stock you can have different classes of shares.  Ex: Class A Common, Class B Common, or Class A Preferred, etc.  

You can define it so that each different class can vote for each director.  Class A elects a director, Class B elects the other, etc.  So, Even if Bernie owns 500 shares of Class C stock and Michael owns 300 shares of class B, he will not lose out to Bernie.

Different classes can have different payouts, or give them different payouts or preferences.  

You must have one or more classes of shares that have voting rights.  You have to have at least one class of shares that is entitled to the assets of the corporation.  Once you have paid off all of the debt and the preferred stock, it goes to the common stockholders.  

Preferred Stock

All rights under preferred stock are contractual.  Preferred stock typically gets some kind of dividend preference.  Preferred stock people get their dividends before the common stocker holders do.

Participating stock – they get their dividends whenever the common stock people do.

You can also define the preferred stock by however much their payout is going to be, so say they can get 3:1 of what the common stock gets.  OR, a corporation could guarantee a certain amount of dividends to the preferred stock people.   Setting an exact amount per year may not be advantageous.  Also, typically preferred stock gets preference on liquidation and they usually have a right to receive some specific amount before the company is liquidated to the common stock.  

Preferred stock can and often does have voting rights.  

The default rule is that all stock has voting rights.

You can give them variations on voting rights.  You can list the only things they get to vote on, etc.  

Fiduciary Duty – The directors have a fiduciary duty to all shareholders.  If there is a conflict between Common Stock and Preferred stockholders, it goes to the common stockholders.

Risk

Preferred stock is a little less risky because you get paid first.  There is still a pretty good chance for profit.   Preferred stock has less risk, but they also have less control.

Blank Check Preferred Stock – This arises when you are trying to issue additional referred stock and you need shareholder approval to do so and you need to amend the articles, and what happens is to get this preferred it takes a while an din that time the market conditions can change.  Once it is authorized you may want to change the terms of the preferred stock.  So the BLANK CHECK is the shareholders authorizing the issuance of preferred stock.  This means they can authorize whatever it is at that time without having to go through the hoops.  The problem with this is that it could change the power structure the shareholders have.  These are tradeoffs.  It is efficient, but you are giving the power to directors and they could abuse it.

Often preferred shares are not paid they have accumulated dividend rights.  They carry over from both years if they are not paid.
Preferred shareholders also have conversion rights, which means the stockholders can switch to common stock if they want.  If you are granting conversion rights you have to be careful how much common stock is authorized.  

Redemption Rights – Sometimes a corporation will have redemption rights where the shares can be called back by the corporation at a set price.  This is kind of like a forced buy out.  They can basically call back the shares and issue new chares with better terms for the company.  
Option – You buy an option.  There are two types of options – Call & Put – An option is a right to purchase or a right to sell at a specific price within a specific timeline.  You have a right to buy or a right to sell.  

Call – a right to purchase at a strike price.  When you buy the option you are not buying at that price, you only have the option to do so.  (You are calling the company to sell to you)  You buy a call option if you think the price of the company is going to go up.  

Put – When you are purchasing the right to sell at a particular price (Right to put your shares back to the company)  A Put is good if you are afraid the price of the stock is going to fall.  This is just the opposite of a call option.  So, you can buy the Put, for an option to sell at $25/share, so if the stock goes down to $15/share you can buy it at $15 and then sell it exercising your put option.  
Debt Securities – liabilities of the corporation – debt has to be repaid at specific amounts at a specific rate.  The Board of Directors are the ones who decide if they will issue debt.

A debt holder is not an owner of the company and is considered a creditor of the company.  There are entitled to their interest payments whether the company does well or not.  This would be like buying a bond from the company.  In terms of risk, profit & control debt has far less risk.  There is a possibility of less profit, but you never know if it is better to go for the guaranteed payment, but in terms of profit, it is less chance of greater profits because they are guaranteed.  

Fiduciary duty, debt holders do not get any duty.

Bonds – secured by the companies assets.  So, if the company doesn’t pay, you have a right to the assets of the corporations.  They usually have longer maturities.  An indenture is the contract that fixes the terms of the bond.  As a bondholder you care most about the corporation doing things that would result in its inability to pay you back.  You can have a covenant that prevents the company from paying dividends before it makes a payment to the bondholder, you can keep the corporation from securing more loans on the same assets, or they can be subordinate to you.  You want to require that any future debt entered into by the corporation is lower than yours.  Future debt holders will ask for higher interest rates.
Debentures – not secured.  These have shorter 10-20 year maturities.  

Debt v. Equity 

With Debt, the corporation continues to have control and the debtor does not have any voting power.  Additionally, you do not need approval form shareholders.  Paying back debt is continual and tax deductible.  

Tax Implications


The interest payments the corporation makes are tax deductible.

With Equity, you don’t have to pay dividends and you don’t have to make any kind of payments.  If the company is not doing well, or wants to invest in something else, it can make the choice within the board of directors to not pay out dividends.  
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Jessica –   Gives $200,000 cash


     Gets 40% of stock

Michael – Gives $100,000 cash


     
   $100,000 note

 
     Gets 40% of stock

Bernie -    Gives 600,000

                 Gets 20% + debt
Bank -      Gives $500,000


     Gets Note

SES - 
     Gives $750,000

                 Gets

Common stock is the bottom of the pot.  After preferred shareholders are paid.

Debt is guaranteed and preferred stock is not guaranteed.  

Bernie would not all debt because he wouldn’t have any say in the company.  

          Assets



Liabilities      _   

Cash   

$1,400,000

Note (bank)
$500,000

Notes 




Note (Bernie)
$500,000

Receivable
$  100,000

____________________
______________________


         $ 1,000,000



$1,500,000



Equity (where you put the amount of $ paid for stock)                     _
Common Stock $500,000

CORPORATION AND SOCIETY

Making decisions on something other than maximizing profits.  

Making customers happy, polluting, etc.  

Arguments that business manager should take into account outside of shareholders.

ENTITY THEORY v. NEXUS OF CONTRACTS THEORY

ENTITY THEORY

( Corporations should take into account outside interests.

( You should consider outside things even if it will not maximize profits.

( The idea that corporations have no inherent right to exist created by our corporate statutes.

( Corporations are a fictional entity created by the people.  Because they have no inherent right to exist, they should owe something back to the people who allow them to exist.  Corporations should be subordinate to the citizens that allow them to exist.  Through democracy, corporations have been allowed to continue to exist.  
( Because of the nature of corporations they have this ability to amass incredible amounts of power and wealth.  This is kind of tied to the fact that they are created by society and create such huge amounts of wealth.  It is only right to curb that power in some way.

Corporations are 51 of the 100 largest economies in the entire world.  Merely 500 Corporations control almost 70% of global trade.

Corporations have to be responsible and accountable to someone with the amount of power they are in the position to amass.  

Why Corporations should only take into account Shareholder Interest
( Their sole purpose is to make profits – people invest money to make a profit – and people should make decisions on their own
( What is the decision going to be based on.

( Directors should not be trying to affect to many different interests.  

( Government Regulation keeps corporations from engaging in conduct that is too harmful.

( The market prevents corporations from engaging in bad behavior – public relations – you could get sued or people will stop buying your product.
( Corporate democracy – within the corporation – what is the system?  - Shareholders elect and kick out the directors – the shareholder can sue the director for breach of duty, etc.

NEXUS OF CONTRACTS THEORY

A corporation is nothing more than a bundle of contracts between and among various different constituencies.  

If we think of all of these relationships as just contractual regulations, people’s interests can be protected through decisions to contract with the corporation or not.  People protect their own interests through their own contracting, consumers have contractual ways of protecting their rights.

The contract entered into between shareholders & the corporation is for the managers to work on their behalf.  Therefore, all decisions all need to be made in the best interest of the shareholders and no one else.

The role of corporate statutes should be limited.  Because according to this theory, people are protecting their own interest through contract.  Parties can modify their rights through contract.  State intervention is undesirable.  

Many of the problems are the same with the law and economics theory.  Primarily, these are based on the assumption that people act rationally because they have full information.

When you have an entity and there is the question of who is making the decision and how is the decision getting made? Who REALLY is responsible.

The system of corporate democracy allows for a lack of corporate accountability.

The whole set up the corporation allows people to make decisions they never would as an individuals.  We require them to be immoral and say their only purpose is maximizing profits for shareholders, and they can act without regard for social consequences.  
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Entity Theory – since corporations have no inherent right to exist and can amass tons of power, corporations owe something back to the society in which they exist.  Therefore, they owe a responsibility to other constituencies.  

Nexus of Contracts Theory – decisions should only be made on behalf of shareholders, and the corporation is just a bundle of contracts.

People are not always equal in their positions, corporate democracy will work to keep directors in check.

It is often hard to boycott a product – it is hard to vote out directors.

Lack of accountability that is associated with the nexus of contracts theory.  The corporation is an entity.  Could be forcing directors to be amoral.

Who are directors actually responsible to?

HOW COURTS USE THESE THEORIES

DODGE v. FORD MOTOR CO. (1919)

One year Ford decided to reinvest in his business & expand and build a new plant.  
They are first complaining that they wanted their dividends, and the Dodge brothers wanted their dividends so they could pay for their own company.  

They also wanted to enjoin the production of their new plant because they are worried overall about the value of their shares.

Ford wants to invest in the people.  A business corporation is organized and carried out primarily for the profit of the stockholders.  The powers of the directors are to be employed for that end.

We want directors to have discretion in whether to pay out dividends or not so that they have the option to invest or improve their business, etc.
The directors are saying business judgment rule – 

The shareholders are saying that it is not within their lawful powers.

In this case, Ford is changing the end, which is not within his powers.  The court is saying that Ford cannot decide to change the focus of the shareholders.

The court is not making a statement about whether the company should have paid out dividends.  

The court is saying: “You made a decision because you are concerned with societal interests above shareholder profits.”

The court is saying that any decision you make has to be because you are tying to maximize shareholder profits.

When directors make decisions that are beyond their powers – ultra-virus
Ultravirus – shareholders used to be able to challenge corporate decisions they didn’t like by having narrowly drawn clauses which would declare the purposes of their corporations.

Ultravirus - beyond their powers – this is also used in conjunction with waste, or make any decision that is outside of shareholder profits.  In reality, the court missed the forest for the trees because anyone looking at the decisions say that they were really making the decisions for the business.

The courts have been very willing to speculate as to the benefit of the corporation.  You don’t have to prove that it actually would improve shareholder profits, they would just have to do it.  

As long as you are within the circle, courts are very tolerant of any explanation so long as you are saying that this is what we wanted for the business.

The idea of SHAREHOLDER PRIMACY.

The Dodge case exemplified the idea of Shareholder Primacy.

United Steel Workers of America, Local No v. United States Steel Corporation (1980)

The company promised to keep the company open so long as they made profits.  They are suing for:

1) Breach of Contract – the company has promised to keep the company open if it turns a profit.

2) Promissory Estopple – This is just about the alleged promise that they would keep the plant open. A promise which is relied on that results in an injury.  

The court denies both of the contract claims.  Because there was no promise, therefore there was no contract.  

Even if there was a promise, the court is also saying another way these claims are denied because even if there was a contract there is no profit.  So, therefore there was no breach.

The court is saying that it is not profitable because it was a matter of definition.  It depends on what you consider profit.  You have to look at them interpreted.

If it is a matter of interpretation and because it was based on equity, they decided to go with whatever the directors have to say.

The deferred to the directors because this is about giving deference to the directors based on how they viewed the numbers unless it was substantially unreasonable.  Unless the shareholders/employees can prove that it was a crazy idea.  The shareholders have a large burden in these kinds of cases.  
3) The third cause of action in this case is the idea of the property interest.  When the company becomes such an integral part of the company, and the workers is claiming they have a property interest in the company and the income generated from their jobs.  This is based on the idea that the company has become a fundamental part of the community.  As time goes by the employees start to have a property interest in their jobs.

In their jobs, over time they start to get rights in their community.  The workers then claim that they have a right to stuff in this company.  The shareholders are the only ones who have rights in this company.

The courts opinion was strongly predicated on the notions of who owns and has rights in the company and why the corporation exists at all.

Shareholders are the owners of the corporations.  Why is this not also for the benefit of the employees?  These are different contracts and they are the beneficiaries.  There are different benefits.  

SHAREHOLDER PRIMACY – Shareholders are the owners.
Morrill, Dew, Inc. – 

They can justify any of their decisions by using an economic means. They can’t pull a Henry Ford and 

Think about the business judgment rule and the reasons we give those directors that power.
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It is hard to tell the corporation why they should have a conscience unless it will be to their benefit.

Maximizing Principle – should be pursued when only conforming to the basic rules of society.  Legal & Ethical Rules.

What is the lawyer’s role in all of this?

You need to realize that it is the clients decision and not yours.  

If you think there is a conflict of interest between you and the client, you have the option of withdrawing.

Withdrawing is not necessarily going to feel satisfying.

The lawyer should not be saying that she has no moral responsibility when it comes to counseling their client.

The only REAL obligation the corporation has is to it shareholders.  Ideally, the corporate democracy might work to keep the corporation in some sort of moral umbrella.  Ultimately, shareholders can sue the corporation for “Waste”.

Constituency Statute – Statutes that allow the board of directors to consider outside interests in their decisions.  They permit the board of directors to consider the environment, community and societal considerations.
These statutes DO NOT change the outcome of most cases.

They still have the shareholder primacy doctrine.

If you have a constituency statute, corporations would think it is permitting them to do something above and beyond what they are already allowed to do.  

The bottom line is still SHAREHOLDER PRIMACY.

ULTRA VIRES – Beyond the corporations powers.  The corporation is not required to state its purposes anymore, but the doctrine still has some uses.  It is beyond the corporations power not to TRY to expand profits.

WASTE – It is beyond the corporations power to commit waste.  If you are bringing a waste claim, you are bringing it under the umbrella of the Ultra Vires doctrine.

Corporate waste only occurs if what the corporation has received is so inadequate in value that no person of ordinary, sound business judgment would deem it worth that which the corporation has paid.  Giving something out without getting ANYTHING back and serves basically NO corporate purpose.

· Examples of waste has to do with management salaries – they bare no relationship as to the work the person is doing.

· Giving away stock for no reason, or for free

· Using corporate funds for personal obligations

Charitable Donations – 

 
The court is hesitant to say it is wrong because there are social benefit for it.

The question is not whether the corporation should be giving.  The question is whether they are permitted to make charitable donations.  Is it within their power or is it corporate waste?

Union Airlines Problem

Airline is losing money, but still wants to give$$ to charity.

MBCA § 3.02  - #13 has the power to make donations for the public welfare, so long as they are reasonable.

This statute is basically an exception to the shareholder primacy doctrine.  This is really broadening the idea of shareholder primacy.  

If a shareholder wants to bring a lawsuit, they would want to bring a waste claim (Ultra Vires) 

They could also try to sue based on breach of duty of care.

When it comes to duty of care, directors get the benefit of the doubt.  They need to act in good faith and for the benefit of the corporation.  This is difficult because of the presumption.

THEODORA HOLDING CORP. v. HENDERSON (1969)

Alex Dawson = Corporation

Theodora Henderson (ex wife) – Theodora Holding Company

Girard Henderson (President) – Alex D. Foundation
Theodora Ives (daughter) – Theodora Holding Company

Guides for reasonableness – 

IRS guidelines

The Actual Cost to Shareholders – look at the after tax dollars, basic shareholder costs.

Looking at the actual affect it will have to shareholder.

Reasonableness 

1) Amount


a. Affect of shareholders

b. Tax code - %age of the company’s net income – corporations can give up to  10% of their income.  This is considered reasonable by the IRS and now the courts.

2) Purpose – Reasonable in purpose


a. The court says the donation is going to a good cause.  

When they are talking about purpose, are they talking about the purpose of the charity or are they talking about the purpose of the corporation in making the donation?

Can the donation be to a pet charity for personal means and personal ends.

Merely as to be reasonable for amount and purpose – they mean the purpose of the charity.

This is a very broad standard in favor of donations – we care about people’s motivations when they are on the board of directions, but we care more about the donations.

KAHN v. SULLIVAN (1991)
Is the settlement reasonable?

The company can still spend the $$ to build the museum, and they will get some name recognition and they will be able to promote the company.

The court did say it was questionable what benefit the company was getting, but they are getting SOME benefit.   
The fact that the corporation is still getting some benefit makes a difference.

Business judgment rule – the shareholders lose usually because of good faith.
If the business judgment rule applies, does the court look at the reasonableness of the decision.  If the business judgment rule applies, then the court does not look at reasonableness.

In a waste claim, it is beyond the powers of the directors in the first place, so the business judgment rule shouldn’t apply when they are outside of the circle.

If there is waste, then the business judgment does NOT apply.

Is it reasonable in amount and purpose?

If there is NO waste, then the business judgment rule applies to the amount, what to give, etc.  The court will not look and say you gave too much so long as it is within the limits. 
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Formalities


Did they do things, etc?

· Separate bank account, offices 

· Did they co-mingle their funds by personally guaranteeing their loans

· Why do we care that corporations follow corporate formalities?
· This puts creditors on notice that they are dealing with a corporation and are limited as to liability.  

· Has the corporation been misleading the potential creditors?

· If they are not following the corporate formalities, it might be a sign of some other abuses.

· The corporation should not be used as a mere formality to the person who runs the corporation

· Are there legitimate reasons for shareholders to not follow corporate formalities?

· Efficiency

· Sometimes the formalities can be inefficient.

Undercapitalization – If a corporation is organized and carries on business without substantial capital in such a way that the corporation is likely to have no sufficient assets available to meet its debts, it is inequitable that shareholders should set up such a flimsy organization to escape personal liability.
· You can be insolvent, or in debt, or not have enough have enough money to pay your debts when the come due, it is about the reason WHY you are in this situation.
· It is possible to lose money over time, it just has to do with enough capitalization at the incorporation of the company.

· Insurance counts as capitalization.  It is a business judgment as to how much insurance to get.
· Personal guarantee of a loan

· Debt equity ration – 1

· Type of business

· Potentially inadequate insurance

· This is about a company expecting to pay off big claims.

· Recklessness in their financial dealings

· For adequate capitalization you add on the cost of the insurance.

· Corporation is a mere instrumentality for the individuals (not following corporate formalities because it is for personal gain)
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PARENT-SUBSIDIARY CORPORATE VEIL PIERCINGS
Piercing the Veil to get to the parent entity after going through the sub.

Radaszewski v. Telecom Corp.

General rule is that you can only look to the corporation that caused the injury.

You have a subsidiary because your parent company doesn’t want to take on an additional risk. 

Man on a motorcycle was hit by a truck and the man wants to pierce the subsidiary veil.

They set up a subsidiary which was to limit liability.

 The court says there are three things the victims need to show
1) Control, not mere majority or stock control, but complete domination

2) Such control must have been used by the defendant to commit fraud or wrong

3) Proximate cause of the injury

This is the idea of following the corporate formalities.  This goes to whether the corporation was a mere instrumentality for the individuals.

The corporation can’t be a mere instrumentality for the parent – they can’t have complete control over the corporation or the parents can’t have that complete control over the subsidiary to the point where it has no mind/will/desire of its own.

Generally, this is where undercapitalization comes in.  It is an example of the type of fraud necessary to pierce the corporate veil.  This means the corporation was capitalized in such a way it would NEVER be able to pay off the debts if they were to come due.

Two more things Zalesne wants to add:

1) How is the sub being operated in an unfair manner – Ex: Parent gets all of the profits and the subsidiary is eating all of the losses.

2) How is the subsidiary typically represented to the public – Ex: Part of the parent or as being on its own.

3) The closer the relationship between the parent and the sub, look for these kinds of things when we are looking to pierce the corporate veil.

There is a misconception that the courts are more likely to pierce the corporate-parent –subsidiary veil.  

This is because of the idea that it is still a corporation…its not like you would be ruining an individual.

Statistics show it is not really any easier to piece the corporate-parent-subsidiary veil.

In this case the money contributed was loans and no equity.  Here, most of the $$ contributed was debt.

When a corporation is capitalized it comes in the form of stock sales.  There wasn’t much stock sale, and not all of the stock was paid for.

HOWEVER, they had $11 Million in insurance.

You also try and look at intent and intending to defraud creditors.

If we always pierce the corporate veil, then it would be like there was no subsidiary.  They had insurance, but for some reason it feel through.

The question is not, does it have enough money and that was not the intention of the parent corporation.  This is just what happened.

These guys did it as a cheap way to go along with regulations.

The burden is on the plaintiff to prove the set of factors.  This is a difficult burden and the burden is on the plaintiff.

Things that could lend to arguments for piercing the corporate veil –

1) Sharing accounting services

2) All officers & directors are the same for both companies

3) Perhaps located in the same building/office space

4) Same sales force
These are so long as they are organized for efficiency as opposed to fraud.

So long as you can show that the new company was undercapitalized and was really part of the old corporation and it was all done on purpose.

CONTRACT CREDITORS
Can individuals be treated differently when it comes to contract claims.  These are voluntary creditors and there is an opportunity to look at with whom they are doing business.  Theoretically, they have a right to protect themselves and have a right to not do business with that company.  If they do have business with the corporation, they are assuming the risk.  

FREEMAN v. COMPLEX COMPUTING INC. (1997)

Glazier has written this software and he wants the license and Columbia doesn’t want to license it to him directly.  He gets his friend to be the head of C3.  They are not involved in the corporation at all, but Glazier is the sole owner of.  He then gets another one, the Glazier company, which enters into a consulting agreement.

The district court held that C3 is Glazier.  He didn’t merely dominate & control C3, he WAS C3.

He wasn’t a director, manager or shareholder in C3.
When you pierce the corporate veil you are reaching the assets of the shareholder.  

However, he has COMPLETE control over the corporation which makes him an equitable owner.

Here the court lists all the same kind of things-

1) formalities

2) capitalization

3) co-mingling of funds

4) personal guarantee of debt

There was no question that there were no formalities, etc.  To pierce the corporate veil you have to show this separate thing.

KINNEY SHOE CORP (1991)

Kinney rents a space to Industrial, they don’t pay so they sue Polan.

Unity of interest and ownership

Failure to carry out the formalities.

Piercing the corporate veil is highly fact specific.

In this case, industrial was never adequately capitalized and they had no assets at all. 

This is the clearest example of no capitalization, no formalities, no separate nothing.  This is a classic scenario.

This case is different because Kinney is a VOLUNTARY CREDITOR, so they had an opportunity to get the skinny on the situation before they entered into a contract w/ them.

A contract creditor will be held to have assumed the risk.

They do a balancing test.

This is a possible 3rd prong of “assumption of the risk”

This is a harder rule for contract claims.  You need to know that there is this additional thing for assuming the risk.  You don’t know what the court is going to do with regards to this possible last prong.

Just because the plaintiff assumes the risk doesn’t mean they are automatically going to lose/win.  

Usually if there is no misrepresentation or fraud, the cases show there is this need for the fraud, you are not going to pierce the corporate veil.

In a contract case, undercapitalization it is less relevant.  This is the idea of assumption of the risk.

He creditor can demand personal guarantees or chose not to do business.  The creditor assumes the risk unless there is some active, intentional deception and fraud.

The idea of assuming the risk is controversial.

Some courts don’t make a distinction between a tort creditor or a contract creditor – but Zalesne doesn’t think this is a good idea.

10-28-03

Dividend Distributions

Directors have limits on when to pay dividends

You CANNOT pay out all of your money to shareholders in dividends if you still have other shareholders.

Why can’t dividends be left to the discretion of the directors?  Why does statutory law have to be involved?

· The directors only have duties to the shareholders, so there could be a conflict of interest.

· Corporate law looks out for the benefit of the creditors.

We can’t let the corporation pay out all of its money at the expense of the creditors.

We can’t say dividends can’t be paid, because someone always owes someone else money.

Regulation of legal capitol is where this balance comes from.

The old rules relied heavily on the idea of Par Value

These rules may not have achieved their purpose in protecting creditors.  There is no longer this requirement or discussion of Par Value.

Delaware & NY still use the Par Value idea.

Planning question when you are doing your midterm project:

· How does the corporation decide how many shares to issue and the value of each share and how many shares to authorize?

There is a broad range of discretion on how much stock should be issued.  They could issue $1000 shares at $1 each, or they could issue a handful of shares at $5000 each

1000 Authorized

2 investors

Contributing $5000 each

They could split up the shares as:

1) 1 share each @ $5000
* If only the two shares are issues, then there is still the possibility that more shares could be sold without their approval.

* This is also very expensive and it may keep additional investors from investing. It could be hard to attract additional investors.

2) 100 shares @ $50 each
3) 500 shares @ $10 each

* Then you have issued all of the stocks you have authorized.

PAR VALUE – a $ amount designated by the directors/or the drafters of the articles of incorporation that is completely arbitrary.

Par Value can be $100, $1, $1000, $.01 – it is not at ALL an indication of the price that the shares were issued for.  

There are basically 2 function of par value – once you set the #, it does 2 things:

1) It establishes a floor, blow which you cannot sell shares (if you sell it below par value you have created watered stock) THIS IS A FLOOR

2) This determines the amount of distributions (dividends) the corporation can put out.  It is a benchmark for determining when you can pay dividends. 

The price always has to be greater than or equal to the par value.

PAR VALUE NEEDS TO BE IN ARTICLES OF INCORPORATION & ON THE CERTIFICATES.

Corporations used to chose a high par value number because it would make creditors feel more assured that there is capitol in their investment.

You can have a nominal par value, or you can have no par value.  Using a no par value is practically the same as using nominal par value.
Assets

Liabilities

$1000

     0

Capital accounts – same thing as equity/net worth 

Stated capital – aggregate par value of all of the shares, the total amount (PxN) 

The # of shares outstanding times the price paid per share.

The stated capital is the fictional capital – the number of shares issued and outstanding times the par value.

Capital Accounts
Stated capital $100

Surplus $900 – the amount you COULD pay dividends from

What you are saying is we have for creditors, and the rest of it is surplus, and you can only pay dividends out of surplus.

Surplus = total actual capital – stated capital (stuff/cushion for creditors)

                 (net assets)

                 (assets – liabilities)
EX:

Par Value = $10/share

Purchase price is $50/share

You have 10 subscribers (people purchasing stock), each buying 10 shares

$0 liabilities

Assets

Liabilities

$5,000 
$0                                       
Capital Accounts

Stated Capital is $1000

Par x # of shares sold =

$4000 surplus

Stated Capitol = Par Value x Number of shares Issued & outstanding

Same as above except now with liabilities

Have $2000 in profits

$5000 from purchase of stock

$1000 from the loan

$2000 cash profits
Assets

Liabilities

$8000

$1000

Capitol Accounts

(Assets-liabilities)

Stated capital is (PxN) = $1000

Capital Surplus (capital (assets – liabilities) – stated capital) – earned surplus = $4000

Earned Surplus (profits) is all surplus that arises from the accumulation of profits (this is a subset of the word surplus)


In Delaware, if there is no capital surplus, dividends can be paid out of capital surplus and earned surplus.
In NY you can only pay dividends out of EARNED SURPLUS (amount made in profits)

This had historical purposes, and corporations set their value at higher numbers and they thought they could get more investors because they had a higher value then they did.

When it was functioning differently, and everyone used it, it worked.

6.40(c) – No distribution shall be made if after giving affect (paying out the dividends) if one of these things is true, you can’t ay the dividends
(1) the business will not be able pay (INSOLVENCY TEST)
(2) THE BALANCE SHEET TEST

HAS TO PASS BOTH TESTS TO PAY OUT DIVIDENDS
INSOLVENCY TEST is based on a short term analysis of the balance sheet

You cannot pay out dividends if the corporation is not able to pay its debt as the come due – what amounts you owe today.  Current assets which are easily convertible to cash.

Assets


             Liabilities
Cash $10,000

Short Term   $   5,000

Land $ 3,000

Long Term   $100,000
Total $13,000                                   $105,000

You could pay a $5,000 dividend and still have short term cash to pay your short term liabilities.   



This would not work under the Balance Sheet Test.

Equity is the amount of money paid in for stock

BALANCE SHEET TEST- total assets and your total liabilities – more long term test
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Jessica: $200,000 – 2000 shares ($100/shares)

Michael: $100,000 cash


   $100,000 (note) – 2000 Shares

Bernie: $100,000 cash – 1000 shares


$500,000 note – 

500 shares

In Delaware & NY there can be No-Par stock

Assets


Liabilities

        $200,000

$500,000

        $100,000

        $100,000

        $500,000
                                    _           _  _
cash $900,000

note $100,000                             _
$1,000,000
P=$1
N = 5000

Stated capital = $5,000

Capital Surplus = $495,000

Earned Surplus = 0
Capitol Accounts

(Assets-liabilities)

Stated capital is (Par x Number of shares) = $
Capital Surplus (capital (assets – liabilities) – stated capital) – earned surplus = $

Earned Surplus (profits) is all surplus that arises from the accumulation of profits (this is a subset of the word surplus)

The higher the par value, the less you can pay out dividends.  This leads you to think Par Value should be set lower.  All this means is that you can pay out more dividends.

How would the same set of facts be reflected in a balance sheet in a state using the MBCA?

There is no capital under the MBCA.

Equity = Assets – Liabilities - $500,000
Paid in capital = all amount of $ paid in for stock. - $500,000 (Michael’s note counts)
Retained earning = profits/losses of company - $0
Insolvency Test – short term assets have to be greater than short term liabilities.  Generally, we look at cash & things that can be quickly liquidated.
Current assets: $1,000,000

Current Liabilities: $0

So they can pay their debts as they come due, with no short term liabilities.

Balance Sheet Test – We look at total assets which need to be greater than your total liabilities.  We are looking to see if you have made any profits.
Total Assets: $1,000,000

Total Liabilities: $500,000

Total, they can pay out $500,000 in dividends

Ultimately, they can pay out $500,000 in dividends, because whatever the lower amount is, is the amount you can pay in dividends.

What if they desire to use a “no par” stock what else do you have to do?  What does that mean with respect to how much you can pay in dividends?
You can’t, you have to assign some portion of the capital (amount of $ paid in) to stated capital and some portion to capital surplus.

This is completely arbitrary.

THIS IS SO STUPID – just allocate some here and some there.

The default, if there is no $ allocated, it would be the total amount of paid in as stock $$.  So if they don’t allocate anything, the stated capital will be $500,000

If you do not allocate $ it all goes to stated surplus.

NO PAR is not as popular as NOMINAL PAR value.

Giving a promissory note in exchange for stock is OK under the MBCA.  Under 

Delaware law, however, it is not permitted, they are looking for some sort of “present value”

The MBCA sees it as being no different from paying him to do his job and then allowing him to buy the stock.  They defer more to the business judgment rule.  However, there may be no real way of putting a value on someone’s services.
In the event of liquidation, there is no present value to the shareholders or the creditors.  
Under the MBCA – so long as the shares are properly issued (which you can do for future services), and your person does not performed, they have a right to damages as under the employment contract.

Under the MBCA, there is a risk of improperly issued shares, they treat the decisions about consideration or any other decision in good faith, for the best interest of the corporation.  They are still subject to the duty of care and duty of loyalty.

In Delaware you can pay dividends out of the entire surplus.  
Under NY law, dividends are not tied to par value.  In NY all you had to do was look at the profits, and that is the amount you can pay out.

For Delaware you need to calculate the Stated Capitol – P x N

Dividends in New York are calculated from RETAINED EARNINGS
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Equity Insolvency Test

Balance Sheet Test

You can amend your articles of incorporation to change their par value if they want to be able to pay par value.
GOVERNANCE OF SHAREHOLDERS

PROBLEM 

This is a cosmetics company and they have a Sweet Violet, Inc.  Involved in perfume manufacturing

2 Million shares authorized

1,400,00 shares are issued after 5 years pass

BOARD

Mimi – founder – 400,000 shares
Pierre – CEO – 100,000 shares
Margaret – Mimi’s kid – 100,000 shares

Victor – retired business man – 0 shares
Lauren – trustee of museum – 400,000
250 - Former shareholders of Sweet Violet – 400,000

Sweet Violet Division is 80% of La France’s Assets




    70% of the Sales




    20% of the Earnings

LaBelle wants to buy the perfume division of the company.

They want to put the vote to the shareholders, but they don’t know how it is going to come out.  If it is a vote for the directors, it will pass, if they bring it to the shareholders, that could change.  We don’t know how the shareholders will vote.

Mimi & Pierre do not want the shareholders to vote on this.  

This should be within the discretion of the board of directors and this comes directly from: MBCA 12.01 & 12.02 – in general, as a starting point about shareholder power, we have to remember that the starting point gives the power to the directors.  8.01(b)  All the powers come from the Board of Directors.  You can do other things to give shareholders more power
All Corporate powers are exercised by the board of directors.

If it is considered a strategic move, the fundamental transfer should be done with everybody’s input.  This can be argued that the division is a major asset of the corporation.

The strongest thing the shareholders can do, is if they don’t like the Board of Directors, they can vote them out.

The main voting function of shareholders is to fire & hire directors

They can vote to merge, end the company

Amend the articles

Sale of Assets

Shareholders don’t have a lot of power, they only have power when it comes to the most, most, most major business decisions when it will change the scope and the whole makeup of the company.

This is more of a VETO power.  The directors still have to initiate these actions and if they want them to pass, they have to go to the shareholders with them.

Is Shareholder Approval is Required?  MBCA – Look under §12.01 & §12.02

READ THESE SECTIONS, INCLUDING THE COMMENTS

Under §12.01 – shareholder approval is NOT required, under § 12.02 shareholder approval is NOT required.
BRIGHT LINE TEST

When does § 12.01 apply, so that shareholder approval is NOT required? 
§12.01 basically says, disposition of assets in the regular course of business, and once you are here, shareholder approval is NOT required.

§12.02 systematic disposition of assets NOT in the regular course of business might not be required.  When you are selling all of your assets or substantially all of your assets.  
We are talking about all, or substantially all of the assets in the regular course of business.  Ex: If you are a car dealership, you can sell all of your inventory, it is not like you are selling off the business, you are just dealing in the general inventory.

§12.02: Shareholder approval is required if the disposition would leave the corporation without any significant business activity.

There is significant business activity if the retained assets constitutes at least 25% of the corporations assets AND 25% of the revenue or earnings, then you do not need shareholder approval.  
It is conclusive evidence of significant business activity.
IF YOU MEET THE ABOVE YOU DO NOT NEED SHAREHOLDER APPROVAL.

IF YOU DO NOT, YOU MAY OR MAY NOT NEED SHAREHOLDER APPROVAL.

If the sale leaves 15% of the assets it could still be significant business activity. 

GIMBEL v. SIGNAL COMPANIES, INC.

Sell 

Signal Oil Company – 26% of assets




15% of earnings




41% of net worth

Majority stockholder approval will only be required if the sale, or substantially all of the corporations assets are sold.  The court looked at the amount and the nature of the transaction that happened over time.  
TEST:

Quantitatively (not just how much, there is no strict mathematical standard)

Low – 26% of the assets

<50%

We look at the nature of the business itself.  No shareholder approval if it is something in the ordinary course of business.  What distinguishes this from a case under §12.01

It has to do with what you are in the business of doing.  §12.01 applies if selling the business is the business you are in.

The lower your number, the better an argument you have that you are selling off all of the assets.

Qualitatively (nature of the articles being sold)

Is the nature of the action extremely unusual?  How unusual is the transaction.  Does it strike at the heart of the corporations existence and purpose?
This is only a small part of a multi-business conglomerate – this helped prevent it to not strike at the heart of the corporations existence and purpose…

§ 12.01 –when in the regular course of business

§ 12.02 – when not in the regular course of business

It is about what the course of business is, since they are into selling cosmetics, not selling businesses.

Next, rule:

§12.02: Shareholder approval is required if the disposition would leave the corporation without any significant business activity.

There is significant business activity if the retained assets constitutes at least 25% of the corporations assets AND 25% of the revenue or earnings, then you do not need shareholder approval.  

It is conclusive evidence of significant business activity.

IF YOU MEET THE ABOVE YOU DO NOT NEED SHAREHOLDER APPROVAL.

Then you would do a quantitative & qualitative analysis.  
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Based on the case law and the analysis.  § 12.02 

Despite the fact that your opinion may be such a thing, is there enough of a question to survive a motion to dismiss?  

As a lawyer for the corporation, whose interest do you look out for?  The shareholders.  They are the owners of the corporation.

SHAREHOLDER’S POWER TO INITIATE ACTION

** The statute says that the bylaws have to fix the date for the annual meetings.  They also can set times for specific meetings.  Directors are elected at the annual meetings.

Who can call a special meeting of shareholders? § 7.02 – Owner of 10% of the shares or anyone else who is authorized.  If you do not specify, you need to own 10% of the shares to call a special meeting.  You can also get together a group of 10% of the shareholders to call a special meeting.  

§7.05 – once a meeting is called you need to give written notice to shareholders, and the notice has to be between 10-60 days before the meeting.  One day notice is not sufficient.

The purpose of the notice of the meeting has to be included in the notice.

Notice can be waived, so if you show up and you don’t complain, then you have been deemed to have waived your notice.

§ 7.07 The Corporation Determines who is entitled to come to the meeting – at what point do we decide who is entitled to notice?  The Board has to set a record date.  Only shareholders on the record date are entitled to vote, so those that are entitled to vote are the ones who get the notice of the meeting.

Can they call a meeting to compel the Board to not sell the Sweet Violet Division?

AUER v. DRESSEL (1954)

The shareholders brought an action to compel the president to al a special meeting to re-instate the former president.  The court said there was no reason why the shareholder shouldn’t be able to call the meeting for the legitimate purpose.

There is nothing invalid in expressing themselves.  That is a proper reason to call the meeting.
They have the power to let their feeling known to the Board.  If they make their feelings known to the board and if they know that the majority of shareholders feel so strong about a particular issue, the Board in many cases, will take that into consideration to avoid being voted out.
Usually the shareholders have the power to call a meeting with respect to their share ownership.  You would be hard pressed to come up with something the shareholders to do not have right to call a meeting about.

Generally, you need a meeting but there are exceptions to that. 

Anyone can be a proxy at a meeting.

§7.04 (a) requires the consent in writing of all shareholders entitled to vote on an action.  All voting shareholder also must receive advance notice of the action to be taken.

Generally being on the phone, by conference call does count.

Directors CANNOT act by proxy.
What can the shareholders do?

1) Can the shareholders remove the directors

2) Shareholders can pack the board

3) They can amend the bylaws. 

§8.08(a) shareholder may remove one or more directors with or without cause, if they provide they can only be removed with cause.

We can specify from the default rule.

Can Margaret remove the directors that are voting for the sale?  If she can get enough people on her side then she can remove the directors.

What if the Articles provide that the Directors only can be removed FOR CAUSE?

CAMPBELL v. LOEW’S, INC. (1957)

Shareholders do have the power to remove directors for cause.  

What constitutes good cause?

· Disclosing trade secrets 

· Embezzling

· anything deliberately obstructive

· things that are harmful to the corporation.
What does NOT constitute good cause?

· A good faith disagreement about how the corporation should be run

· Even if a director is trying to gain control, not a good reason
· Lack of Cooperation with the other directors is OK, so long as it is good faith.

How do you go about removing directors?

· You have to submit a written list of charges

· Adequate notice has to be given

· Directors must be given a full opportunity to defend themselves.

Removal for cause happens by Shareholder Vote and in some cases, you can file a lawsuit (judicial proceeding) – but this is really only for serious misconduct.

Can the shareholders pack the Board, Amending the bylaws (10.20(b)) and then voting differently.

1) The shareholders have to call a special meeting (10% of the shares)

2) There would be a motion to amend the bylaws to have a 7 member board.  When they are nominated

RIGHT OF INSPECTION

The shareholders can get a list of all of the shareholders and be able to look at the books of the Corporation. 

In order to call a special meeting or whatever they have to be able to have access to the shareholders.

At common law the shareholders were deemed to have the right to inspect any of the corporations books etc, because they were partial owners which could be expressed at any time so long as they had a proper purpose.

All the state statutes allowed for some right of inspection.  Some of the statutes just codify the common law and others give rights.

In NY the statute allows shareholders who own 5% of the shares, or if they have owned the stock for at least 6 months to have a right of inspection.

§16.02 -there are 2 types of things.  The articles, bylaws, minutes (of the shareholders meetings), meetings.  All shareholder of record have a right to inspect those things.  They may also look at the board of directors minutes, and the accounting stuff, but this is only if they have a proper purpose and they must describe their purpose with particularity.

A proper purpose is anything that affects the shareholders fundamental interest as a shareholder.  Things that are considered proper are the right to inspect the financial condition of the company, to determine if dividends were paid properly, if they are trying to figure out the value of their own shares, anything about management of the company, etc.

 Once you have a proper purpose for inspecting the books, then you have a right to o inspect.  

Idol curiosity is not enough.

THE BOARD OF DIRECTORS

How does a Board get things done? 

General rules are the same as shareholders

· Board must take action by a formal vote

· Each Board member has one vote

· Action has to be taken by majority vote

· A Quorum is generally a majority, but it can only go as low as 1/3

· Ex: If you have an 8 member board, the least # of folks who can vote and have it be valid is 3 – the majority of those people present in order to have it pass.  Out of an 8 member board, 3 people can take action and pass something.  A Quorum would be 5 people.
· A court may in unusual circumstances might uphold a vote is a Quorum is not present.  If you cans prove it is a real emergency and the board has to vote on it straight away, but only 4 people can show up, the court might uphold it.

· Boards have to act at a meeting, no proxy’s

· Can also be done by conference call, so long as you can still discuss

· You can have unanimous written consent if it would be written

· The statute §8.22(b) requires 2 days notice for a special meeting, but that can also be varied in the bylaws.

· Directors meetings can waive notice by showing up at the meeting, or signing a waiver.  You can also waive notice after the meeting.  You can waive notice of the fact that you missed the meeting all together.

· What can directors do to resolve the problems of timeliness?  The directors can either vote on them, or this can be put in the bylaws.

· If you have a big board and it is hard to get a Quorum, you could consider making small subcommittees.  You could create an executive committee, finance committee, nomination committee, compensation committee, etc.  This would be a good way to parse out expertise.

· Committees can be passive or active.  

· Passive committees just come out with  recommendation

· Active Committee means they have the power to act on behalf of the board
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CLOSELY HELD CORPORATIONS
· Small # of shareholders

· The ownership and the managers more closely overlap

· The shares are not publicly traded – it is more difficult to transfer the shares

· Lots of times, closed corporations start to resemble partnerships

· Smaller #’s of people

MBCA defines closed corporations 

§7.32 – need to read very carefully, including all of the comments

§7.32 (a) The focus of this section is shareholder agreements.  You can only do this kind of shareholder agreement if you are a closed corporation.  Shareholder agreements will be effective even if it does things that are normally not permissible for shareholders to do as long as, once you start trading the shares on a national market, it is no longer a Closely Held corporation.
The shareholder agreements are valid when:

Because of the issues with a closed corporation you really need to think about planning in advance.  WHEN YOU ARE DRAFTING YOUR ARTICLES.

1) You can put provisions in the articles in the bylaws to restrict people or give additional rights.

2) You can draft in a provision of removal only for cause.

3) They can also put special provisions within the shareholder agreement

4) Basically, you can write up a contract that all of the shareholders signs and agree to which would otherwise not be enforceable but for §7.32

This statute was generally designed to apply to larger corporations.  Sometimes, some of the provisions aren’t appropriate for smaller or closed corporations.
When they are not appropriate, the trend is toward tolerance toward deviation from the norms.

The MBCA has a closed Corporation statute 

Model Statutory Closed Corporation Supplement – MOST STATES HAVE NOT ADOPTED THIS SUPPLEMENT

Since there is only the once section, a lot of what you can and cannot do is based on the case law.

Shareholders who are not officers are generally more concerned with having dividends paid out.

If all of the shareholders agree, will the shareholder agreement be upheld?

What is the problem with such an agreement even if it is totally agreed upon? It robs the managers of their control.  It allows the shareholders to do things that would otherwise be in the power of the directors.  

Shareholders being able to vote each other as directors.

The law on shareholder agreements among shareholders:

Clark v. Dodge & Long Park Inc & Trenton-New Brunswick Theatres, Co.

Generally shareholder agreements are permissible.  It is permissible to take away some power from the board, so long as it is not a complete invasion of their authority.  So long as they are not going to completely sterilize the board of directors.

It is OK to have slight invasion and there is no damage suffered by or threatened to anybody.  

What is the potential damage of a shareholder agreement?  Who may be damaged by it?

Creditors are the group of people outside of the corporation that we are most concerned about when all of the shareholders are making a decision.

An example of a type of decision a corporation could make which could readily effect creditors is the idea of paying dividends.  The more money that is paid out, the less $$ there is to pay creditors.

RULE: Restricting power is generally OK, so long as it is not totally taking away the power of the directors and does not harm anyone, particularly creditors.

Any usurpation of the director’s powers is OK, so long as it is slight and it doesn’t hurt anyone.

What about shareholder agreements with FEWER than all of the shareholders.  Can you get a majority of shareholders without shareholder approval?  NOPE

These are basically no-enforceable.  The parties can unite to elect directors, but if they start to try to run the business, it is not enforceable.

TRIGGS v. TRIGGS (1978)

This case cannot be used for support of the legality or non-legality of a shareholder agreement.

They had an agreement between the father and the sons that they would each vote for each other as directors for the next 10 years.  The Decedent would be the chair of the board and they would guarantee certain salaries for a period of 10 years.

If the father dies, it gives the son an opportunity to buy the father’s shares.

The only way the agreement will become null and void would be if it wasn’t valid to being with.

Together with the fact the agreement was not between or among all of the shareholders that is taking away power from the board.

The agreement as a whole, and once we find one part to be illegal, it makes the entire agreement illegal as a whole.  The whole agreement has to be unenforceable because of the first part.  

They never enforced the clause because every year they had a real vote.  The directors power was never taken away, so the court ever had to worry about that part of the agreement.

If they hadn’t had a proper vote every year, the courts view of the agreement would probably be that it hurt the minority shareholders.  

The court has a negative view of the shareholder agreement, so the second provision which was legal in the first place is going to be enforceable in the first place.

The idea is if we go back to the rule from Clark, Gabraelli is saying that if it is among fewer than all of the shareholders, it is always going to harm other shareholders.  If it is fewer than all of the shareholders, then the ones who don’t go along are going to be harmed by it.

THE MODERN VIEW 

To give effect to shareholder agreements when it is not unanimous.  It is important to allow shareholder agreements even when it is not about the majority of the shareholders.  This is necessary avenue for shareholders to protect their interests.  When you buy into a small business, you are expecting those same people to be running the business.

How are shareholders ever supposed to be able to protect their own interests?  Derivative suit and fiduciary duties.

The idea in the MBCA §7.32 only deals with shareholder agreements among all of the shareholders.

It is important to let minority shareholders to make these kinds of agreements.

How much invasion of the directors authority are we looking at?  The issue might be are the shareholders taking over all functions of the board completely, or how is this going to work? 
We also want to look at whether or not it is going to harm anyone.  We may still be worried about harming/defrauding the creditors.

** These provisions can go in the articles or the bylaws.  The shareholder agreement is harder to amend.  You would need everyone to agree to them and everyone to amend them.
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You may need to have additional provisions in the articles and bylaws to protect the provisions in the bylaws.  What do you need to do to protect them?  Have high quorum and voting.

If you have a provision that says directors can only be removed for cause, you need to have super majority clauses.  Ex: 85%, ¾, you can have these in order to amend the bylaws.  Take the extra step to protect the provisions.

Super majority provisions are generally well except and enforceable.  If there is any risk, there is the idea of too broad an enforcement structure. 

These provisions about super majority voting it depends on how you want them enforced.  The bylaws or the articles.  The articles are harder to amend,

There are statutory requirements for Shareholder action.

You could have all different kinds of requirements.

Super Majority requirements for shareholder action & board actions.

The provisions for super majority voting of shareholders HAS TO GO INTO THE ARTICLES of Incorporation.

Super majority for DIRECTOR action voting can be in either bylaws or articles.

Then you have a super majority requirement to protect the voting provisions. (as above)

You may want to have super majority or voting to amend the bylaws.  You just have to make sure it is hard to amend the bylaws.

PRE-EMPTIVE RIGHTS (§6.30)
It is more than how many share you own. What else do we want to know?  We would like to know the %age of shares you own, so when you sell them, you know what kind of voting power you have.  

When the corporation issues additional shares you can suffer economic or equity dilution.  This would mean that it is possible that the value of the shares & your voting power could be diminished.

This would be called Equity Dilution.

1) 100 shares outstanding at $10 per share.  The corporation has $1000.  You have 10 shares, what %age of shares do you have?

· 10% of the shares

2) Assume 100 additional shares have been issued at $10/share

If the value of your shares goes down, you will have experienced economic dilution.

Economic Dilution?

Equity Dilution?

Corp has $2000

had 10%

200 Shares issued

now have 5%

Value of each=$10

10/200

You would have economic dilution if the corporation issues stock at below market value.  

Definition - If you opt for pre-emptive right and you put it in your articles, you can opt for pre-emptive rights.

Every shareholder has a right to maintain their voting power whenever new shares are issued, present shareholders have a right to purchase the %age in proportion of the shares that you own.

Pre-emptive rights is a way to prevent EQUITY dilution.

If you don’t mention it in your articles, then you don’t get it.

CUMULATIVE VOTING (§7.28)

Again, this is an opt-in voting thing.

· Multiply the total # of the votes the shareholder is entitled to cast (# of shares) times the number of directors the shareholder is able to vote (if they are electing 3 or 4)

· Can cast all may votes for one candidate

· Increases minority participation

· This would mean that you could cast all of your votes for one director and allows you to vote in one director instead on having only 10 votes per director.  

· This is the difference from having the ability to elect zero directors to maybe voting in one.

ASSUME: Corporation has 2 shareholders and they are going to elect 3 directors.

· A has 26 shares, B has 74 shares

· Each Shareholder nominates 3 directors

· The 3 candidates with the most votes wins.

STRAIGHT VOTING: A1=26, A2=26, A3=26, B1=74, B2=74, B3=74

CUMULATIVE VOTING:  A can cast 78 votes




          B can cast 222

A1: 78, B1:79, B2:79, B3: 64

One of the things they will do to try to avoid this is to have staggered board elections, so, trying not to elect more than one director at a time.  One of the things the majority shareholders can do is try to stagger the elections.

The other thing majority shareholder may try to do is decrease the size of the board.  The higher # of people you are voting for, the more chance you will get minority participation.

The point of having minority representation on the board is good because they:
1) They may have veto power if we structure it that way.

2) It also gives the minority person a voice ad gives them the opportunity to be heard.

OPPRESSION: LIQUIDITY RIGHTS AND DISPUTE RESOLUTION

What kind of fiduciary duties do shareholders owe to each other?

· Fiduciary duty is when you act on behalf of someone else.

· Shareholder duty depends on whether or not they are controlling shareholders.  

· If they are non-majority you can act in your own selfish interest and can vote however they want if they are not controlling or majority shareholders.

· If it is a majority or controlling shareholders they do have fiduciary duties, much like that of directors.

· This is because they have complete control over the board and can elect the people to do what they want.  

· Minority shareholders do not.

DO MINORITY SHAREHOLDERS EVER HAVE A FIDUCIARY DUTY?

WILKES v SPRINGSIDE NURSING HOME (1976)

These guys have a corporation and they have a falling out.  They kick one of the guys out of his position as officer and is not re-elected as director or officer and then they went and told him they did not want his services or presence.  

The majority has to have some flexibility in the ability to make some decisions.  They have to be able to do what they think is right as a shareholder.

In closed corporations, stock holders have the same duty of loyalty that partners do in a closed corporation.

Utmost good faith and loyalty for closely held corporations. 

Why is the duty in a closed corporation different?

· The shareholders are the managers in a closed corporation

· There is a lot of overlap

· Shareholders are also on the board and are also officers

What if the shareholders are not on the board?

· They have additional obligations because there is no public market for the shares

· The risk is that in close corporations, shareholders can take advantage of one another.  

· If you force them out and there is no public market for their shares, they are more likely to try to force them out, but you can’t sell to a 3rd party because of restrictions.  They have total leverage and can offer to buy their shares at a lower price.

· Related to this is, if you do want to try to vote someone out, in a closed corporation it is easier to mobilize.  It is easier to talk to the other people and decide as a controlling group to oppress the minority and make decisions that are not in his interest.

THIS IS CALLED A FREEZE OUT – this is because of the possibility that it is easier to freeze out someone from participating in the corporation at all.  This is frustrating the minorities purpose for entering the market in the first place.

They decrease his power:

· as a director

· as an officer, voted out

· they can dilute his shareholder power and issue more shares

The way you get paid in a closed corporation is you get salary, you sell your shares and you get dividends.

In order to prevent being Frozen Out – have provisions for directors to be removed only for cause, have cumulative voting.

The problem of banning freeze outs all together makes it difficult if someone IS doing a bad job, you still want to have the flexibility to be able to get rid of someone.

The problem is, if you don’t/can’t get rid of the individual it brings the business down.  Because of all of the provisions it creates such veto power so that one minority shareholder could effects

WILKES RULE

Because of the potential for improper freeze outs and the potential for closed corporations to take advantage of shareholders.  Shareholders DO owe a duty to other shareholders.  Shareholders only owe a duty in the narrow range of problems that arise with respect to their decisions that could be viewed as a freeze out.

This is about minority shareholders as opposed to controlling groups.

The controlling group would have to show a legitimate business purpose for their actions.

Intrinsic Fairness Test 

You would look at:

· Is this going to help the corporation make a profit?

· We are just looking to make sure they have a legitimate purpose as opposed to an illegitimate one, which would be freezing out the competitor.  

· This is any purpose for the business other than freezing out the shareholder.

· Is the motive legitimate?

· Misconduct could maybe be considered a legitimate motive.

· Is this a legitimate business purpose?

· If they show legitimate purpose, the minority needs to show a less harmful way.

· If the minority can show the less harmful alternative the minority doesn’t automatically win

· The court will then look at both and then balance them against each other.

Shareholders in a closed corporation have a special fiduciary duty which arises in the unusual circumstances of a freeze out.  

There is a lot of uncertainty about this rule, but in NY THERE IS NO FREEZE OUT RULE.  There is no duty unless they are majority shareholders.  They do not have the duty of partners.  Majority rules.
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· You cannot work to improperly weed out a shareholder.  The minority shareholder who is being frozen out can sue for breech of fiduciary duty.  The group can respond by declaring legitimate business purpose.
· This is the type of thing which would give rise to shareholders having a fiduciary duty.  

· What if Michael sues for breach of fiduciary duty?  The shareholders will argue the business judgment rule and argue for a legitimate business purpose for not re-hiring Michael.  

· They are going to argue their need for a better manager.

· Michael will argue that there is a less harmful alternative to this outcome.

· Instead of firing him, they could – bring in an expert to analyze the real issue.

These types of things make up a legitimate business purpose.

· What other type of response could Michael give?

· He could argue that he is not a bad manager and rebut by saying he is not a bad manager and that they only want to freeze him out.

· He may want to argue there are problems with the marketplace, supply and demand, personality conflicts, etc.  Things that are not considered legitimate business purposes.

· Even if they have a legitimate purpose, they STILL could have done it with a les harmful alternative.

☼  Directors will argue that it is within their discretion to not pay dividends

☼  Courts are generally not going to get involved and say they have to pay dividends

· Even if it is true that the company has enough money, it is still within the Boards discretion on how to spend their money.

· His only good response would be something that affects him directly.  You can argue that this decision not to pay dividends is like not paying a salary.  He can argue that they are specifically doing this in order to freeze Michael out.

· This is the burden of Michael to prove these facts.  If all things are true, it should be a winnable case for Michael.

DUTY OF CARE & DUTY OF LOYALTY & BUSINESS JUDGMENT RULE

Duty of Care & How it affects the business judgment rule.

Fashion Inc. Part I – 

There are 3 inside and 8 outside directors and Lauren wants some advice about being on the board of directors.

She wants to learn what the duties are, and what she needs to do to fulfill them.

· The duty of care and the duty of loyalty.

· Here we are talking about what she needs to know.  

WHAT A DIRECTOR DOES – WHAT A DIRECTOR IS EXPECTED TO DO?

· The MBCA was amended in 1999 in respect to the director’s duty of care.

Before 1999, there were very few expectations as to what the directors duties were

YOU MUST READ § 8.30 – the comments are very important for this section.

DIRECTORS DUTY OF CARE/CONDUCT FOR DIRECTORS.

There are two categories of the Board of Directors:

1) Monitoring function

a. Oversight function 

i. Managements performance

ii. Financial statements

iii. Making sure they are complying with statutes & regulations

iv. Making sure there is no fraud and that they are aware of what the financial status of the company is.

2) Specific decision making function

a. Management will bring something to them and talk about what they would like to do, like open a new plant, or raise capital for a new project.  

b. These are specific decisions directors are asked to vote.

You have to make a distinction whether the shareholders are complaining about either the failure to monitor or act properly during a specific decision.

For the most part, this is collective decision making where folks are either adequately informed or not.

The standard is different if the Board is failing to monitor than if they have made certain decisions.
· When directors are making a specific decision, they are to do it in good faith, in the best interest of the corporation.

· Failure to Monitor is a different standard.

Boards of Directors

· Oversee

· Suggests topics, but the managers sets Agendas

· Makes decisions

· There always must be a functioning management at all times.

· Also, to make sure “to the extent” that there is an internal information system in place.

We should not expect the board to take initiative.

THE MONITORING ROLE OF THE BOARD OF DIRECTORS 
You could bring an action for failure to monitor.
· Reviewing performance

· Reviewing financial statements, etc.

· What standard applies as to whether a director meets these duties?  § 8.30

· The business Judgment applies to specific decisions making

§8.30 A talks about the duties that each member of the board of directors has, while § B talks about the Board as a whole.

§A is more of an individual conduct specificities.

§B is more of a collective decision making idea.

· Each member of the board shall act 1) In good faith and 2) In a manner to be in the best interest of the corporation

§8.30 is basically saying directors have to work in best place, in good faith, an in a manner a reasonable person would believe to be appropriate.

The standard is basically a reasonableness standard.

How much monitoring would a reasonable person do?

This is more of a standard of conduct, as opposed to a standard of review.

Even for the monitoring duty, the standard is reasonableness, but in order to find a director liable for this, it is still a much tougher standard than saying they were not acting reasonably.

This is not just a negligence standard.  Even though it sounds kinda like a negligence standard, the intent is for it to be much stricter than a negligence standard.  This is different than saying they were just negligent in performing duties.
· This rule is focused on the manner in which Directors conducted themselves.

· Did they take the proper steps to inform themselves?

Is there a UNITARY STANDARD OF CARE?

If you are an expert in a certain field, will you be held to a higher standard of care than other members of the board?

· Like any other reasonable person standard, you will consider the special skills or qualifications that person has

· Pg 110, specifically, Comment 2, Paragraph 6 – Special Background qualifications & 

· Qualifications of a particular director may be taken into account when analyzing a director’s conduct.

The type of monitoring we would expect in a multi-national corporation may be different from what you would expect for a family corporation.

DO DIRECTORS NEED SPECIAL SKILLS OR EXPERTISE?

· How much can she rely on the other directors for things?  How much does she have to do independent on her own?

· Skill is not a qualification to be on the Board. §8.30(c) – directors are entitled to rely on the performance of other people and information given to you by the other members of the Board.  You can rely on what they do and what opinions they give.  You can rely on Experts, like layers, accounts, committees, other members of the board or employees.

· HOW MUCH ARE YOU REALLY ENTITLED TO RELY?

FRANCIS v. UNITED JERSEY BANK (1981)
Prichard is an insurance broker.  All the stock is owned by the father & the wife & The sons.

The father took these loans from the company every year, except he would always pay it back with interest.

When the father died, the sons continued this practice and eventually this lead to the bankruptcy of the corporation.

· Creditors get certain rights during bankruptcy because they can step into the shoes of the stockholder and they are suing the mother for the breach of fiduciary duty.  

· They are blaming the mother for the losses, but they are treating the mother the same way they are treating the sons.

· They are saying she is directly responsible because she was a director.

· The mother didn’t monitor, didn’t review financial documents, didn’t know what was going on and never made the slightest effort to know what was going on.

· The attorney said she was grief stricken at the loss of her husband, the was bedridden and drunk.

· The mother was found to have breached her duty to the shareholders

· She had a duty to the fundamentals of the business.

· They must have a rudimentary understanding of the business the corporation is in.

· Keep informed about the activities of the corporation – what kind of decisions are they making
· They have to attend meetings

· You have to maintain familiarity with the financial status of the corporation.

· You must regularly review the documents & keep up with what’s going on
MINIMUM THRESHOLD FOR THE DUTY OF CARE

1. They must have a rudimentary understanding of the business the corporation is in.

2. Keep informed about the activities of the corporation – what kind of decisions are they making

3. They have to attend meetings

4. You have to maintain familiarity with the financial status of the corporation.

5. You must regularly review the documents & keep up with what’s going on

If you discover the corporation is doing something fraudulent, you have a duty to object and take any steps possible to fix that behavior.  The ultimate duty you have as a director is to resign.  Otherwise, you will be held responsible for that kind of activities.
WHAT DO DIRECTORS NOT HAVE TO DO WITH RESPECT TO MONITORING?

1. Keep up with the day to day activities

2. Everything in the middle is kind of a gray area

3. Also, not required to audit the corporate books.  You have to review the reports.

GRAHAM v. ALLIS-CALMERS MANUFACTURING CO. (1963)
Involved a corporation where employees conspired to fix prices and violate anti-trust laws.  The shareholders bring a derivative suit against the directors.

The Board did a lot of broad overview of what was going on, like profit goals, etc and generally considered some general questions about the price level.  They didn’t review the specific day to day operations of the divisions.  Because of how large the company was, the Boards power was limited to the day to day functions of the corporations.

The plaintiffs ultimate claim was that the Board failed to institute a monitoring system so the directors learned of the price fixing.  They would have know had they set up this specific monitoring/compliance program.

· The directors are able to truth their employees, so they don’t have to set up a system unless they have reason to believe that illegal things are going on.  There is not obligation to set up a system unless they have reason to believe something bad is going on, like a red flag.

· Unless or until they have reasonable suspicion that something is going on, they do not have to have a system in place.

· There are limits, so long as someone you hire appears to be reasonable, you can rely on them.

· You cannot reckless rely on someone when there is possible information that they may not be reliable.

IN RE CAREMARK INTERNATIONAL INC. DERIVATIVE LITIGATION (1996)

Is the board required to set up a compliance system?

· No, just because you trust your employees doesn’t mean that you can just not have any kind of monitoring system at all.  

· They need to be reasonably informed, so long as you have a clue.

· It seems like it is holding directors os a higher standard.

· EVEN IF THE DIRECTORS HAVE A MONITORING SYSTEM IN PLACE THAT DOES NOT WORK OR THEY DON’T HAVE ONE IN PLACE, THE PLAINTIFFS ARE STILL GOING TO LOSE UNLESS THEY CAN SHOW SUSTAINED AND SYSTEMATIC FAILURE TO EXERCISE OVERSIGHT.
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Make sure information systems/

Compliance programs

The standard of liability for directors is going to be a sustained and systematic failure to do the things.

Duty of Oversight – 

It is still possible to find liability for a duty to monitor

In order to have liability -you need a sustained and systematic failure in oversight.

Always recommend a system of compliance

Specific Decisions…………………………..Business Judgment Rule §8.30 sets up the standards
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Business judgment is a rebutable presumption that the directors acted in good faith in the best interest of the corporation.

BUSINESS JUDGMENT RULE

Gives directors broad, broad discretion and gives them protection so long as they make their decisions in good faith.

This is all about the process, not about the substance.  Were the directors well informed, if they acted in good faith, if they have a conflict of interest.

We want to encourage risk and without the business judgment rule it helps directors not be as afraid of taking risks.

SMITH v. VAN GORKOM (1985)
The shareholders are suing because they are upset about the price of the shares.  Heir lawsuit is focused exclusively on the process the board used.

Information:

· CFO Report: 55: beginning of range of far price

· Other offers - $60 – close to $55

· Chance of setting other offers

· Also had outside counsel

· A CEO and came and said they researched something and that it was a good deal

MISSING:

· relationship with the guy buying

· The CEO had pre-set the price with another guy

· They didn’t have the opinion of the in house counsel

· Independent financial advisor to assess the value of the corporation – how do you know that $55 is fair when it is an important merger decision.
1) A) Was reliance reasonable?

a. YES: §8.30 (c), (d), (e)

i. Common and efficient to rely on CEO and CFO

ii. Sound policy

iii. The people who they relied on were experienced

iv. They relied on their lawyer=who is a professional

NO:

· The guys were uninformed

· They should have the documents right in front of them to review.

· The CFO said the report was “rough and preliminary”

· The directors did not ask questions – find out what the reports are based upon.
Directors really have to have either read the report or attended the meeting where the report is presented.  You can rely on the conclusions of the CEO if you understand how they came to those conclusions.

11-25-03

Process:


Flawed:

All the info was in Van Gorkom’s Control             _
· 2 hour meeting

· No prior notice of the subject of the meeting

· They had no time to prep or think about the decision ahead of time.

· They had no documents in front of them

· Few members of senior management present at the meeting.

OK
· Had a lawyer

· Reasonable reliance

· Process appeared to be just a formality
Is $55 a fair price?


YES
· Greater than market value ($38)

· Probably could have gotten an independent appraisal that $55 was a fair price.

NOT FAIR

· Are we looking for a fair price or are we looking for the best/fairest price for the corporation?

· The market price was already unvalued, and was depressed

· A controlling block of shares is worth more than a regular block of shares

· Another higher offer is evidence of the price not necessarily fair

· IT DOESN’T MATTER WHETHER THE PRICE IS FAIR BECAUSE THE PROCESS IS FLAWED

Before this case it was almost impossible to win a breach of duty of care claim

Duty to Monitor – there is no liability unless there is a sustained and systematic failure.

What if the director’s aren’t adequately informed, there needs to be harm, but if nothing bad came out of it, the transaction will still be upheld if it is substantively fair

If the plaintiffs can prove gross negligence, it will still be upheld if it is fair, it just has to be intrinsically fair.

Fashion, Inc.  p. 652

The fact that it is a emergency meeting excuses some things.  The emergency gets taken into account when you take into account the steps they take to inform themselves.  
You have to look and see if this is a true emergency.  Is it really going to fall through if we don’t act on it today.

You want to get your own account and you probably want to get the other guys accountant at the meeting.  We don’t want blind reliance on our CFO, however, we should be asking how they got to the numbers, where they #’s came from, etc.

DUTY OF CARE

Monitoring


No liability unless there is sustained and systematic failure

Discrete Decision Making


No liability unless there is gross negligence

The standard is §8.30

The business judgment focuses on the manner/process and not the substance on the decision.

Business Judgment Rule

Only Liability if:

1) When there is conflict

2) Ultra Vires
a. If it is beyond your powers the business judgment rule does not apply – Dodge case

3) Discrete decisions if there is gross negligence in the decision making process. (Van Gorkom)

4) Monitoring – only liability if there is sustained and systematic failure of oversight (Francis)

5) If a director knowingly participates in a wrongful act.

DUTY OF LOYALTY - You cannot act in your own self interest when you are a director; the personal interest can keep the transaction from being in the best interest of the corporation; You can sometimes have a director who is on both sides of the corporation; Even if you are the most honest person ever, you are in a rock and a hard place; Having a conflict of interest is not something a director is guilty of.  This just means that the analysis we do is different.

CONFLICTS OF INTEREST

Under the 1910 they started the idea of trying to balance a conflict of interest.  If a majority of the board is interested, then it is automatically not valid.  This allowed conflict of interest transactions sometimes.  By 1960, the rule developed to the point were no transaction was automatically void.
The statute that is primarily used in most state is in the former MBCA, most states have not adopted the new revision.  To find this rule you have to go to the old MBCA.   The current chapter is called Subchapter F, and you should know it exists.

Generally, the transaction has to be fair.  If there is a conflict of interest transaction we talk about fairness

The court will look at the terms of the contract when there is intrinsic unfairness.

When it comes to duty to loyalty, the process is a little different.

Conflict of interests transactions is not voidable because of a conflict of interest if:

· Material facts were known to the board and they vote & approve the transaction anyway

· Same for the shareholders

· The transaction was fair to the corporation

· Procedural fairness – the voting process

· Substantive fairness – fairness of the terms

This only says it is not automatically voidable if these things are true, and this is an unsatisfactory rule.

Interpretation #1

Conflict of interest decisions get higher scrutiny and can be valid just with procedural fairness.  The transaction is valid if there is procedure or substantive fairness.  We want to go back to all of the reasons for the business judgment rule.

Interpretation #2

Even if you have procedural fairness, substantive fairness always have to be proved when you have conflict of interest transaction.  This is always about the burden of proof and who has to prove it.  If we get an independent board approval, the burden of proof shifts back to the shareholder to prove that it is unfair.

If the board independently approves the transaction,

The conflict of interest transaction is NOT void if any of the following is true:

If one of more directors has a direct or indirect conflict they are not automatically void or voidable if there has been:

1) Board approval

2) Shareholder approval
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Interpretation #1 – Business Judgment rule - The transaction is VALID if there is Procedural or substantive fairness.  If I have a conflict of interest and I sit out, and you vote on the transaction and you all approve it, then the transaction is valid, whether or not it is substantively fair.  You don’t look at substantive fairness.  Director wins.  Director has the burden of fairness.  If they show procedural or substantive fairness, they win.

Procedural fairness is independent 

Interpretation  #2 – Director has the burden to prove fairness, if there is no procedural fairness, the director must show substantive fairness.  Just because you have procedural fairness does not mean the transaction was valid.  I have a conflict of interest, I sit out of the vote, you all vote and approve it, but the business judgment rule does not automatically apply because there is still a risk that you have been influenced by me.  Is it ever really possible for a collegial group of people to be influenced by each other?  Is it possible to ever be completely independent.  Now the burden shifts back to the shareholders to prove that the transaction was unfair.  Burden shifts back to the plaintiff to show substantive unfairness.  Director must show procedural fairness and shareholders must show procedural unfairness.  
Shareholder sues, conflict of interest, and you lose the business judgment rule and the director has to prove “fairness”

Then you have to go to either interpretation #1, or interpretation #2.

What if there is no independent board approval.

Interpretation #2 is more of a majority rule, and it is embraced by more courts.  Interpretation gives plaintiffs a second chance at proving it is unfair.  When that burden shifts back to the shareholders, it is a very difficult burden to meet.

New York follows Interpretation #1

REMILLARD BRICK CO. v. REMILLARD-DANDINI Co. (1952)

Co. #1 owned by the plaintiffs (40%) and the 2 defendants (60%)

Co. #2 owned by Co. #1, also controlled by defendants

Co. #3 owned by the defendants (100%)

Plaintiffs say they used their majority interest to enter into contracts with the sales corporation.  By entering into these contracts they are stripping the manufacturing companies from their sales functions.

The defendants say they informed the minority shareholders and the majority stockholders consented to the transaction.  Just because the minority shareholders heard about it, doesn’t mean they could do anything about it.  
What if a majority of the minority shareholders approved the transaction – procedural fairness.  

If there is substantive fairness, then under Interpretation #1, the directors win.  If under interpretation #2, the burden would shift to the shareholders to show procedural unfairness.

If there is no disinterested shareholder approval, the burden would be on the shareholders to prove fairness.  

Subchapter F 

§8.60-§8.63

This made a bright line test and more clearly defined some of the tests that were not more clearly defined.  Defined a bunch of terms and made things more clear because of the lack of clarity of the old rule. 

A transaction may not be set aside if there is procedural or substantive fairness.  Subchapter F, uses the #1 interpretation.  

STARCREST CORPORATION – Public company

Board (7 members)

Elizabeth: Pres, CEO (25%)

Baker: CFO (Officer for > 10 years)

Crown: VP for Sales (Officer for > 10 years)

Diamond: General counsel (joined 2 years ago, was outside counsel)

Brung Grey & white 3 outside directors

Elizabeth Adams has a piece of land she wants to sell to the company. She tries to sell it at first at a certain price, and doesn’t get any approval.  Patricia Jones says that the property would be good for StarCrest and it may be worth $7.5 million to the company.  The company tries to put together a disinterested committee to look into the transaction of two outside directors.  

Committee

Brown, Gray & Diamond
Passive committee passes the vote on to the board, an active committee just take action and approve the transaction.

They end up buying the land for $6.5 Million.  They then had an independent appraisal for $5 million.  After the committee votes to approve the transaction, they take it to the board members and then they pass the offer along to the shareholders.
Committee vote: 2 to 1

Disinterest approval? NO
Yes: Brown, Diamond

No: Grey 
Board vote: 4 to 1


Disinterest approval? NO
(Grey dissents, White didn’t vote)

3 disinterested members
Majority of the disinterested directors must vote on it
Shareholder vote

Yes: 54% (including Adams family (40%))
No: 22%






Disinterest approval?

Just because Disinterested directors have approved of something, it doesn’t necessarily mean you have gotten the approval you need.  If you have the approval, you have to make sure you also have FULL DISCLOSURE.

Elizabeth MUST disclose the nature of her conflict and ALL Of the material facts related to her conflict.

SO we have full disclosure in this case?  Appears so.

She also needs to disclose all of her previous attempts to sell the land. 
§8.31 (c) Quorum

A majority of the disinterested directors must approve the transaction.  If you have 5 disinterested directions, 3 of them must approve it.  If a majority of the disinterested directors approved the transaction, then you don’t have to worry about a quorum.

YOU CANNOT GET APPROVAL BY ONE PERSON IN A SITUATION WITH ONLY ONE DISINTERESTED DIRECTOR.

WHO IS AN INTERESTED DIRECTOR?

§8.31(a) Defines conflict of interest – someone who has a direct or indirect interest.

Direct interest – someone who has a direct person stake in the transaction or an immediate family member who has a direct stake in the transaction.

Indirect interest – If you are on the board of directors, or officer, or partner, is your corporation selling property or whatever to the corporation you are also a director or officer of.

Dominated by someone who has a direct or indirect interest - If the director or his immediate family member has a financial interest in the transaction or a relationship to the transaction that it may affect his judgment.  Or, a boss has a direct interest.  Employer/employee relationship.  
In any of these scenarios, you will be considered as having an interest.  

Interest v. Independence

If you have someone who will gain from the transaction as opposed to independence, if you are dominated by someone who has an interest in the transaction.  You could be influenced by a director who does have an interest in the transaction.  

First you go through who is interested and when you are finished with that, then you go through the list of folks who may be dominated.

It is recommended for the best result: Elizabeth has a direct interest in the transaction.  At this point, she should sit out of the vote and disclose everything, including your interest in the transaction and the material facts that go along with the transaction.  

If she is at the meeting and she does vote, you don’t count her vote and you should tell her not to attend that part of the meeting and not to vote.

When looking at outside and inside counsel you need to look and see what percentage of their income comes from the company. Inside counsel is much more likely to be dominated.
The more shares people have in a company, the more likely they are going to make decisions in their own best interests.
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In terms of procedural fairness, how do you determine if you have gotten independent board approval? Who has a conflict of interest?

Someone with a direct or an indirect interest.

If you are interested either through a direct or indirect interest. 

ORMAN v. CULLMAN (2002) The business judgment rule will apply unless a majority of the board of directors will apply.  Delaware case.

When there is a conflict of interest.

You need a majority of the disinterested directors to vote in order for it to pass.

Duty of Care – you don’t look at the price itself, you look and see how prepared the directors were, how adequately informed they actually were.  You only look to see if they got enough information and took the right steps to meet their own duty of care.  Then, and only then, does the court look at substantive fairness.  
Directors get the benefit of the doubt

Have to show Waste, they weren’t adequately informed, someone had a conflict of interest, did they get the independent board, etc.

** You need a majority of the minority in order to get something to pass.  If you get a majority of the disinterest shareholders to vote on something, then you have automatically satisfied the quorum requirement. **

If there is no procedural fairness, directors must prove substantive fairness.

HOW TO PROVE SUBSTANTIVE FAIRNESS § 8.31

Substantive fairness is a highly factual question.  It is not limited to a single number.  The Starcrest case is not a good example.  What kinds of other things are you going to consider?  

The second part of the rule, Shlensky v. South Parkway Building Corp 

1) Is this the type of transaction you could get at arms length.

2) Also, look at the corporations need for the property.  Just because you have paid above the market value doesn’t necessarily make it unfair. You need to look at the need for the corporation.
FINAL EXAM PROBLEM

Board has 7 directors

Moore, director, chair 30% holder

3 inside, 3 outside directors

They organize a separate compensation committee made up of the outside directors.  You can assume that 3 outside directors are probably disinterested directors.

They approve a compensation package for Moore’s salary.  The going salary in his position is $200,000 a year although they approve something around $600,000.

Whenever Debbie is asking about shareholder approval, a good place to start is looking at what shareholders should be approving.  Are you required to get shareholder approval?

Shareholder typically have the right to vote on:

· Directors

· Mergers

· Selling of all assets

· Amending the Articles of Incorporation
All other decisions are made by directors.

· You can also talk about the general power structure of the corporation

Salary is typically set by the board of directors so they don’t technically need the shareholder approval, but should they?  Well, it would be good to get shareholder approval in order to ratify the decision made.

§8.30, §8.31 are the substance of the entire analysis.
Vangorcom sets the standard for duty of care.

Board of Directors set salaries all the time and it is unusual to have shareholders to approve board salaries.

WHAT IF CHERYL BRINGS A DERIVATIVE SUIT?  What claims can she bring.
1) Waste – is a difficult claim to win.
a. This is like giving away something for nothing

i. Waste is a subset of the Ultra-virus doctrine – it is beyond the powers of the directors to commit waste.

1. Corporate waste only occurs if what the corporation has received is so inadequate in value that no person of ordinary, sound business judgment would deem it worth that which the corporation has paid.  Giving something out without getting ANYTHING back and serves basically NO corporate purpose.
2. We need to look and see if the compensation had anything to do with the services rendered.  
a. You could argue that the fair market value is 3x’s less than what the new guy is being paid.

2) Breach of Duty of Care

a. The facts really don’t lend themselves to a breach of duty of care.  She could also try a duty of care claim which would show that directors were not adequately informed.

b. Always mention Business Judgment Rule, the presumption that they acted in good faith, Adequately informed.  

3) Duty of loyalty

a. Courts do not like to look into the substantive fairness of a corporation.  Moore has a conflict of interest, so the burden in on the directors to show fairness, to show procedural and/or substantive fairness.
i. They can show procedural fairness because they used an outside committee.  Unless evidence arises that says these directors were interested, it appears to be procedural fairness assuming there was full disclosure.  At this point, the shareholders only hope is that the burden shifts to the shareholders to show that there was substantive unfairness under the interpretation #2 (Shlensky Factors).  There will be no breach of duty of loyalty under interpretation #1.  Under #2, it goes back to Sheryl to show it was unfair.
ii. Was there procedural fairness?  Procedural fairness needs:

a. Who is interested, who is not, who is dominated? You need a majority of disinterest directors/shareholder AND full disclosure.  One or the other.

2. If YES, 2 interpretations

a. Under interpretation #2, you still go to substantive fairness

3. If NO, directors have burden of proving substantive fairness

iii. Is there substantive fairness?

1. Same as the waste kind of argument.  
Piercing the corporate veil
Waste

Breach of fiduciary duty

Lawsuits that can be brought

Disputes that can happen

What is necessary for a derivative suit?
