
[image: image1]
Ultra Vires – traditionally acts beyond the corporation’s articles of incorporation





Corporations Better: (1) Where owners want to limit liability. (2) Free transferability of interests is important; (3) centralized management is important; (4) continuity of existence in the face of withdrawal or death of owner is important.


Partnership Better: (1) simplicity and inexpensiveness of creating and operating enterprise is important; or (2) tax advantages re significant (double taxation, sheltering income).





Piercing the Corporate Veil


If shares are held by individuals the courts will look at:


Voluntary Creditor – more likely to pierce in a tort case


Fraud – grievous fraud of wrongdoings by shareholders, ex: shareholders siphon off all of the profits.


Inadequate Capitalization – usually not the ONLY thing that can be looked at.  Courts also examine-


Zero Capital – if shareholders invest no money at all into the corporation.


Siphoning – not enough initial capital or if the profits are siphoned out as they are earned.  If capitalization is adequate, but unexpected liabilities occur, failure to put in additional capital will generally NOT be considered inadequate capitalization.


Failure to use Formalities, ex: shares never formally issued, director’s meetings are not held, co-mingling funds


At least two of the above factors should be present.





Corporate Structure


Shareholders – elect & remove directors & approve or disprove fundamental or non-elemental changes, amend bylaws – can remove directors even w/o cause §8.08


Directors – manage corporations business & appoint officers, may only act if a quorum is present.


Officers – manage day to day affairs of corporation, appointed by directors, can be w/ or w/o cause.


Quorum – If the board is a fixed number, a quorum is a majority of that fixed number can provide for a Super-Majority, a quorum of more majority.





Duty of Care


The director or officer must behave with that level of care which a reasonable person in similar circumstances would use.


MBCA §8.30- a director must discharge his duties in good faith & in a manner he reasonably believed to be in the best interest of the corporation & become informed in performing decision making and oversight functions with the care a person in like position would reasonably believe appropriate under the circumstances. Good Faith- Directors must be (1) honest; (2) Not have a conflict of interest & (3) not condone illegal activity.


If a director or officer violated the duty of care and the corporation consequently loses money the director/officer will be personally liable to pay money damages to the corporation.


It is very rare for directors/officers to be found liable for breach of duty of care.


Liability for breach of duty of care is generally imposed only when the director or officer behaves “recklessly” or with “gross negligence”.


Objective standard – director is held to the conduct of a reasonable person in the directors position, so if the director is dumb or less knowledgeable,  than an “ordinary” director they will nonetheless be forced to meet this higher objective.  Directors must use any special skills they have for the job.


Reliance on Experts – directors are entitled to rely on experts and each other under “reasonable”  circumstances.


Passive Negligence – A director will not be liable merely for failing to detect wrongdoing by officers or employees.  However, if the director is on notice of the facts suggesting wrongdoing, he cannot ignore it.  


Causation – In most states, even if a director/officer has violated the duty of care he is only liable for damages that are the proximate result of his conduct.








The Business Judgment Rule


(1) the duty of care imposes a fairly stern set of procedural requirements for director’s actions; (2) once these procedural requirements are satisfied, the business judgment rule then supplies a much easier to satisfy standard with respect to the substance of the business decision.


The business judgment rules does 2 things: (1) shields directors from personal liability; & (2) insulated board decisions from review.


The business judgment rule: encourages risk taking, avoids judicial meddling & encourages directors to serve.  It also entitles directors to rely on information & advice from other directors, officers, employees & outside experts.


A substantively-unwise decision by a director/officer will not by itself constitute a lack of duty of care.  However, 3 requirements a director must meet b4 a decision will be upheld by the business judgment rule.


(a) No self-dealing – Director will not qualify for protection if he has an “interest” in the transaction; (b) Informed Decision – Decision must be an “informed” one. Director must have gathered a reasonable amount of information b4 decision made. 


 (c) Rational Decision – officer must have a “rationally believed” his judgment was in the corporations best interest.


Cannot be grossly negligent, as in Van Gorkom, making on effort to learn the intrinsic value of the company. Inattention – Mrs. Pritchard who was clueless & lets sons runs everything, held liable for failing to be informed & she caused losses to corporation.  


 EXCEPTION – (1) If act taken is illegal, defendant will lose the benefit of the business judgment rule.


Ways to avoid invalidation:


(1) Showing approval by a majority of disinterested directors, (interested director has either an immediate family member w/ financial interest or he or family member has a relationship w/transaction which would affect his judgment) after full disclosure; should include the material facts about the conflict & the transaction b4;(2) by showing ratification by shareholders, after full disclosure; and (3) by showing that the transaction was fair when made.


The fact that a majority of the disinterested directors have approved or ratified the transaction foes not immunize it from attack if the unfairness is very great.  Existence of approval/ratification shifts the burden of proof to the people attacking the transaction & it will only be struck down if the unfairness constitutes fraud or waste.





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.








Francis Standards for monitoring, minimum standards


1) Rudimentary understanding of purpose of the company; 2) Informed on activities of company; 3) MUST attend directors meetings; 4) Familiarity with financials or company; 5) MUST object to illegalities discovered, must try to correct, correct or you must resign.





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.








FREEZEOUT


A transaction in which those in control of a corporation eliminate the equity ownership of the non-control shareholders.


In evaluating a freezeout the court will generally: (1) try to verify that the transaction is basically fair; and (2) scrutinize the transaction especially closely in view of the fact that the minority shareholders are being cashed out (as opposed to being given stock in a different entity, such as the acquirer).








Dividends and Share Repurchases


Dividends – cash payment made by the corporation to its common shareholders pro rata.


Stated Capital – is the stockholder’s permanent investment in the corporation, aggregate par value of all of the shares, the total amount (ParxNumber of shares) The # of shares outstanding times the price paid per share.





Par Stock – If the stock has “par value” stated capital is equal to the number of shares outstanding times the par value of each share. Benchmark for determining whether dividend distributions are valid.


No-Par – If the stock is “no-par” stock (now permitted in most states), stated capital is an arbitrary amount that the board assigns to the stated capital account.  (This amount is never more than the shareholders paid for their stock when they originally bought it, but is otherwise whatever the directors decide it should be when the stock is issued.


Earned Surplus – is equal to the profits earned by the corporation during its existence, less any dividends it ever paid out (Retained Earnings) (NY Pays dividends only out of Earned Surplus


Capital Surplus  = Actual Capitol (Assets – liabilities) 





Liquidity Analysis - Does the corp have sufficient assets?


Working capitol = current assets – current liabilities


Current Ratio = current assets/current liabilities


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


Profit Margin = Operating Income/Net Sales











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.








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.











