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Shareholder’s Suits


Derivative suit – when a person who owes the corporation a fiduciary duty breaches the duty, the main remedy is a derivative suit.  An individual shareholder brings a suit in the name of the corporation against the individual wrongdoer. Can be for breach of duty of care, or loyalty, or self-dealing.


For a derivative suit plaintiff must: (1) be a shareholder at the time the acts complained of occurred; (2) He must still be a shareholder at the time of the suit; and (3) he must make a demand upon the board, requesting that the board attempt to obtain redress for the corporation.


If you lose the suit you have to pay all of the expenses and if you win the suit the corporation will pay everything.


Direct Suit – individual harm.





Waste - 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.








Charitable giving - MBCA § 3.02  - corps have the power to make donations for the public welfare, so long as they are reasonable.  Must be reasonable in purpose & amount – Theodora Holding Co.








DUTY OF LOYALTY - § 8.30 - 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.








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 (procedural fairness).  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.








The transaction was fair to the corporation - Procedural fairness – the voting process; Substantive fairness – fairness of the terms








Assets = Liabilities + Equity


Assets-Liabilities - Equity


Assets – All property owned by the company


Liabilities – All amounts the companies owed to others


Equity – The companys net worth.








DIVIDENDS


In a par value state, dividends can only be paid from capital surplus meant to protect directors.


Insolvency Test –long term assets have to be greater than short term liabilities.  Generally, we look at cash & things that can be quickly liquidated. Can we pay debts as they come due.


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.  Short term assets If you had to pay all of your debts if they came due at once & everything is liquid.


MBCA §6.40 imposes tests. No dividends may be paid if it would leave the corporation insolvent. Whatever the lower amount is.





Duty of Loyalty- An interested director transaction will not be automatically be void or violable just because of the director’s interest if: (procedural) there has been disclosure to and approval by a disinterested board OR there has been disclosure to and approval by disinterested shareholders OR (Substantive) the transaction is fair to the corporation. The burden is initially on plaintiff to show a director had a conflict of interest. Where no conflict Directors start with presumption they exercised appropriate business judgment Burden on SH to show breach of DOC or waste. Where conflict Director loses presumption of BJR and has burden of proving fairness. 


#1 D has burden of showing procedural OR substantive farness ( If prior approval by disinterested board or SH the BJR applies, no inquiry into substantive fairness for deal) theory like DOC: Good process leads to substantively fair decisions. Transaction will be valid. OR #2 IF D can show procedural fairness, burden shifts back to P to show transaction was unfair. (Burden initially on the Interested D to show inherent fairness or approval by a disinterested board: if approval by disinterested board, burden shifts back to SH challenging to show unfair)theory even if approval by disinterested board, still might be unfair, It’s hard to know if seemingly disinterested D’s really were dominated. 








Assets – Liabilities = Equity


Assets				Liabilities


Cash				Accounts Payable


Accounts Receivable		Loans (short&long)


Inventory			


				Capital Accounts


				Stated Capital


				Surplus





Stated Capital = P x N


Capital Surplus = (assets-liabilities) – state capital


Actual Capital = Assets - liabilities


Delaware=Distribution is only permitted from surplus


NY= Only from strict profit





Pre-mptive Rights – Allows shareholders to purchase a pro rata amount of newly issued shares by a corp so as to maintain the same % voting rights (Way to prevent dilution of voting rights. Doesn’t apply when shareholders offers their shares to 3rd parties b/c it doesn’t dilute the value of existing shareholder shares





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).


Possibilities of a freeze out create sa duty for shareholder in closed corporation. Freeze out can occur by not re-electing to board, not offering paid officer position, low price on shares, stop dividends. The Donahue standard is that Shareholder have the same duty as directors. The modified Donahue standard is that majority can be selfish, as prohibiting freezeouts all together will limit business power, but a duty is owed to other shareholder in the narrow area of freezeouts. Where freeze out is alleged the controlling group has to show legitimate purpose for the action not freezeout. Motive?If majority shows legit purpose the moniorty shows less harmful alternative. If both are sufficiently shown then the court will engage in a balancing test.





Schlensky Factors to prove substantive fairness


The transaction as it would occur on the open market


Did the corporation need the transaction


Ability to pay?


Full disclosure?








LLP (Ltd partner has no voice in active mgt which is conducted by Genr'l partner) Partial and full liability sheilds Partial (No joint and several liab. For torts but yes for debts and negligence) Full no liab for torts or debts.  LLLP (GP can have either partial or full liability shield). LLC, hybrid bus org, uses operating agreement and, can be centralized or decentralized mgt. And can elect to be taxed as a partnership. (Main tax advantage no double taxation as in corp on profits and dividends).  LLC a corp in all aspects except Genrl managers liable for own neg. Adv. Ltd liab, favorable tax treatment, corp attrributes, member managed or manager managed./Disadvan: Formation,/ contracting, uncertianty of treatment by cts. (Variation among states, additional tax burden in some states.CORP: File articles of incorp, distinct legal entity, purpose is profit. Advantages: perpetual existence, Ltd liability (Only assets of corp, except where corp not properly formed, sep liab agreements, personally guaranteed loans or pierced corp veil, otherwise personal loss, whatever put into corp). Disadvantage: pass-through tax reinvest profit in bus), free transferbility of shares, Central mgt. In partnership losses tax-deductible..Purpose of Corp Max Profit  S-Corp: Taxed like partnership (≥ 75 shareholders.








