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Business Organizations – Prof. Saver

Acronyms
· Corp.: Corporation.

· Del.: Delaware.

· Del. Gen. Corp. Law: Delaware General Corporation Law

· LLC: Limited Liability Company.

· LLP: Limited Liability Partnership.

· LP: Limited Partnership.

Definitions
· Book value: Value of assets at time of acquisition.

· Dividend: payout to shareholders in proportion to their capital investment.

· Freeze-out merger: When 2 companies merge & the minority SHs of the target company (one being swallowed) are bought out.

· They are frozen out, coz they have no choice but to be bought out. 

· They’re against the merger, but they can’t stop it.

· Leverage buyout (sellout): When buyer borrows $ to buy target corp. & uses assets of target corp. as collateral for the loan.

· So after the sale, the target corp. is heavily leveraged.

· Profit = revenue – expenses.

· Promoter: person who starts a corp.

· Proxy: Someone else has instruction to act for you so that you don’t have to be personally present.

· Revenue: Gross income of business.

· Staggered board voting: Only vote for some board seats at a time.

· E.g. vote for 4 seats in year 1and other 4 seats in year 2.

Miscellaneous

· Wall street rule: If you don’t like what the directors are doing, sell your shares.

· Don’t fight the board.

· Directors of corp. are NOT liable to corp. or shareholders.

· Board must act in good faith pursuit of what it reasonably believes to be in best interests of the corp.

· All the default rules can be modified in the certificate or in the bylaws.

· Institutional investors represent large number of SHs, so they have some power.

· Doctrine of independent legal significance (Del. 218-c): If the Del. code doesn’t talk about it, it’s out.

· Each provision is read independently.

· Can do anything not prohibited by Del. Code.

· Good formation: LP with a corp. as GP.

· Directors owe duty primarily to SHs.

· Over corp.

Financial Statements

· Balance sheets:

· Gives snapshot of business at a particular date.

· Owner’s equity = Assets – liabilities.

· So, owner’s equity is the capital they invested + company’s profit (if any).

· Book Value = Purchase price (cost of acquiring asset).

· Balance sheet reports book value of assets.

· Balance sheets NOT accurate, coz:

· Doesn’t say what asset is worth at present time.

· Which liabilities to report is a judgment call.

· Also doesn’t account for intangible assets.

· Income statement:

· Shows what’s been going on in a business over a period of time.

· Net income = income – expenses.

· Income statement also not so accurate, coz may have big purchase or incoming payment coming right after date of statement.

Sole Proprietorship

· 1 person business venture.

· Not separate legal entity.

· No difference between business & owner.

· Unlimited personal liability for business debts.  

Agency

· Agency has 3 requirements:

1. Must be mutual & voluntary agreement between agent & principal

2. For agent to act subject to principal’s control and

3. For the principal’s benefit.

· Agency does NOT depend on the intent of the parties, nor their beliefs in having created it.

· Assent to agency can be express or implied.

· Principal always has power to fire agent.

· BUT doesn’t always have the right.

· Principal may have to pay contract damages.

· 2 types of agents:

1. General agent: authorized to perform a series of transactions involving continuity of service.

2. Special agent: authorized for only 1 transaction.

· Or a series of transactions, but NO continuity of service.

· 3 types of principals:

1. Disclosed: At time of transaction between 3rd party & agent:

i. 3rd party knows agent is acting for principal AND 

ii. 3rd party knows identity of principal.

2. Partially disclosed: At time of transaction, 3rd party only knows that agent is acting for a principal.

· 3rd party does NOT know identity of principal.

3. Undisclosed: Agent is purportedly acting on his own behalf.

· 3rd party is unaware of principal.

· Types of authority:

1. Actual authority: Agent has actual authority if principal’s conduct would lead reasonable agent to believe that agent had authority to perform act. 2 types:

i. Express: Written or spoken permission.

· Even if unintended by principal.

· E.g. Principal puts note on x’s desk instead of y’s to buy shares → x has authority, coz a reasonable person would think so.

ii. Implied (Incidental authority): Inferred from principal’s conduct. 

· Includes authority to do incidental acts that are reasonably necessary to accomplish primary act.

· E.g. Mom tells you to sell car ( You can place an ad, let ppl test drive car etc.

2. Apparent Authority: Agent has apparent authority if principal’s conduct would lead reasonable 3rd party to believe that agent had authority.

· E.g. Principal tells 3rd party that agent has authority. Principal later revokes agent’s authority without telling 3rd party → 3rd Party not liable coz agent had apparent authority.

· Position of power authority: If agent has title, he has apparent authority to do reasonable things expected of those with the title.

3. Agency by estoppel: Principal liable to 3rd party if:

· Principal intentionally or carelessly misleads 3rd party and 3rd party relies OR

· Principal knows of 3rd party’s misplaced belief AND principal fails to take reasonable steps to correct 3rd party’s belief. 

Difference between apparent authority & estoppel:

· Apparent authority requires affirmative act by principal.

· Estoppel doesn’t require affirmative act.

4. Inherent Authority: Principal liable to 3rd party when agent performs act that reasonable principal should have foreseen the agent doing.

· Even if principal has forbidden the act.

· If act is in the agent’s usual course of business, then it’s foreseeable.

5. Ratification: If principal ratifies agent’s act, then agent has authority.

6. Acquiescence: If principal continues to accept agent’s act, then agent has authority to perform act again in the future.

· Repeated conduct by agent that exceeds his authority & principal never objects.

· Liability:

· Principal liable to 3rd party: If ANY type of authority exists.

· 3rd party liable to principal: If ANY type of authority exists.

· Exception: If undisclosed principal AND principal or agent knows that 3rd party won’t deal with principal, then 3rd party is NOT liable to principal.

· Agent liable to 3rd party if:
· Undisclosed principal = Agent liable.
· Partially disclosed principal = Agent liable.
· Disclosed principal = Agent NOT liable.
· If agent misrepresents his authority to 3rd party ( agent liable.
· Called a breach of implied warranty of authority.
· Only works if principal is not bound to 3rd party.
· Agent liable to principal: If apparent authority, but no actual authority.
· If inherent authority, it’s unclear.
· Agent’s duty of loyalty:
· Agent has a fiduciary duty to principal.
· Agent must act solely for purpose of principal in all matters related to agency relationship (Restatement Agency § 387).
· Agent must give all profits made by him on principal’s behalf to principal (Restatement § 388). 
· UNLESS otherwise agreed.
· Agent can’t use confidential info for his own benefit.
· Restatement § 388 comment C.
· Principal can recover against agent for breach of loyalty, even if no damages.
· Agency costs: 3 types:
1. Costs to “ensure” loyalty: E.g. Compensation, shares in company.

2. Insurance costs: In case agent screws up.

3. Residual costs: Costs when agent does act that principal doesn’t really want. 

· E.g. James Bond gets job done, with some extra…

4. Monitoring costs: costs to check that agent isn’t screwing you.

Partnership

· Simplest type of business entity (apart from sole prop.).

· Partners are jointly & severally liable for all debts of p’ship (RUPA § 306-b).

· Formation:

· RUPA:

· Partnership has 3 requirements (RUPA § 101 (6)):

· 2 or more people
· They must carry on business as co-owners
· For profit.

· Co-owner = someone with a right to participate in control of business.

· No formalities are required to form partnership.

· Intent of parties to form partnership is irrelevant.

· Partners are parents whether they intend to be or not.

· If requirements for p’ship are met:

· Can’t disclaim p’ship coz no intent.

· Can’t disclaim p’ship in contract.

· Partner presumption (RUPA § 202-c-3): If you share in the business’s profits, you’re presumed to be a partner.

· Exception: Profits are received to repay debt. 

· E.g. For services, rent, interest etc.

· Above exceptions only kill presumption, but can still be a partner.

· Revenue sharing ≠ profit sharing – coz no interest in business doing well (just a way to get investment back).

· So no presumption of partnership.

· Common Law:

· 4 requirements for p’ship:

1. Agreement to share profits (most important).

2. Agreement to share losses.

3. Mutual right of control/management of business.

4. Community of interest in the venture (2nd most important).

· Not all requirements are necessary.

·  Must look whether control is active or passive.

· Does oke partake in day-to-day business affairs?

· Yes = active ( more likely to be partner.

· Revenue sharing ≠ profit sharing.

· Sharing revenue ( no partnership.

· Legal Nature of P’ship:

· Aggregate theory (UPA): P’ship consists of the partners.

· No separate legal entity.

· Just the aggregate of the partners.

· If sue P’ship, must serve each partner individually.

· Entity theory (RUPA): P’ship is separate legal entity.

· If sue P’ship, can serve agent of entity.

· But each partner is personally liable for p’ship.

· P’ship operations:

· Voting Rights:

· Matters in the ordinary course of business are decided by a majority vote of partners (RUPA 401-j).

· 51% = majority; 50% ≠ majority.

· Decisions outside ordinary course of business require unanimity.

· Amending p’ship agreement requires unanimity.

· One partner = one vote: unless agreement says otherwise.
· It does NOT matter who invested more capital.
· E.g. P1 invests 90% & gets 90% of profits.
P2 invests 5% and gets 5% of profits.

P3 invests 5% and gets 5% of profits.







P2 & P3 form majority!
· Terms of p’ship agreement can be implied.
· Consultation Rights: Each partner must be informed of everything that goes on in business (RUPA 401-f).
· Fiduciary duty between partners.
· Every partner must be consulted in p’ship decisions.
· Example: Two of three want to hire.  P3 wants to see resume.  Even though P3 will be out-voted, P3 still has right to be informed.

· Profit Distributions:

· Each partner gets equal share of profits (RUPA 401-b).

· It doesn’t matter who put in most equity (capital).

· Each partner shares losses equally.

· Losses follow profits.

· So, if agreement says profits to be shared in proportion to capital contribution (instead of equally) ( losses will be same.

· BUT profits do NOT follow losses.

· If agreement says losses to be shared in proportion to capital contribution, profits will STILL be shared equally. 

· Loss occurs when p’ship cannot to pay creditors AND partners’ capital.

· Partners do NOT get remuneration for services rendered to the p’ship (RUPA 401-h).

· Liabilities of p’ship (when dissolving) are handled as follows:

1. Pay off creditors (other than partners).

2. Pay partners excluding capital & profits 

· E.g. for loans made by partner.

3. Pay partners their capital.

4. Pay partners their profits.

· Example 1: P1 contributes $100K. P2 performs the services (sweat equity partner). Profits shared equally. End of year 1, assets = $200K & owe creditors $100K. They dissolve. Now:

· 1st: pay creditors $100K (leaving $100K).

· 2nd: pay partner loans (none here).

· 3rd: pay partner capital i.e. P1 gets $100K ($0 left).

· 4th: no profits left to pay P2 for his efforts.

· Example 2: Same, but end of year 1, assets = $150K. Now:

· 1st: pay creditors $100K (leaving $50K).

· 2nd: pay partner loans (none here).

· 3rd: pay partner capital i.e. P1 gets $50K ($0 left).

· Now there’s a loss (of $50K), which must be shared equally. 

· 4th: So, P1 must pay $25K to p’ship & P2 must do same.

· P’ship then owes P1 $25K, so effectively, P2 must pay P1 $25K at the end of the day.

· Contribution/Indemnification: 
· Indemnification: If partner makes personal payment on behalf of p’ship, then p’ship must pay him back (indemnify him) (RUPA 401-c).
· Like a loan to the p’ship. 
· Qualifies under 2nd payment in above scheme when dissolving. 
· Contribution: If p’ship can’t pay partner back, then all other partners are personally liable to partner for their shares of the payment.
· Partnership authority:
· Partner = agent of p’ship for the purpose of its business (RUPA 301-1).
· If partner’s act is in ordinary course of p’ship’s business or of a kind done by such businesses, then act binds p’ship.
· UNLESS:
1. Partner had NO actual authority AND

2. 3rd party knows partner had no authority.

· 3rd party must have actual knowledge.

· 3rd party has NO duty to enquire if partner has authority.

· So partner can bind p’ship if he has apparent authority.
· Partner has apparent authority if act seems to be in ordinary course of p’ship’s business.
· Statement of p’ship authority: special statement saying what authority each partner has (RUPA 303).
· E.g. Individual partners can’t make deals for > $25K.

· Need not be filed to form a p’ship.
· Clears up relationship between partners.
· BUT 3rd party must have actual knowledge of statement to be effective.

· 3rd parties have no duty to enquire about statement.
· So statement is really inconsequential unless it’s given to the 3rd pty.
· Partnership liability:
· Partners are jointly & severally liable (RUPA 306).
· UPA: 
· Tort actions ( J&S.
· Contract ( joint only.
· Exhaustion rule: Creditor must exhaust p’ship assets before partners’ personal assets can be reached.
· New partners are NOT personally liable for pre-existing liabilities (RUPA 306-b). 
· If liability existed before new partner joined, then he’s not liable.
· Partnership property & interest:

· P’ship property belongs to the p’ship – not the individuals.

· A partner only owns an interest in the p’ship.

· Property purchased with p’ship assets (funds) is presumed to be p’ship property (RUPA 204-c).

· A person can only become a partner if all partners consent (RUPA 401-i).

· Transfer: If partner transfers his p’ship interest to x, x gets all p’ship rights.
· So, partner can’t transfer his interest to someone new unless unanimous consent.
· Assignment: If partner assigns interest to someone, assignee only gets right to receive profits.
· Assignee can’t vote.
· Assignee can’t bind p’ship.
· Assignee NOT personally liable to p’ship.
· E.g. of assignment = Paris Hilton.
· Partnership creditors:
· UPA §40(h) & (i): 
· Jingle rule (old): 
· P’ship creditors have priority over individual creditors when it comes to p’ship assets BUT
· Individual creditors have priority over p’ship creditors when it comes to individual assets.
· RUPA 807 comment 2:
· All creditors are on equal footing as to all assets, but p’ship creditors must first exhaust p’ship assets.
· Partner duty of loyalty:
· Partners are agents of p’ship.
· Partners owe each other duty of finest loyalty (common law).
· “punctilio of an honor most sensitive.”
· Duty to consult: when in doubt, consult your partners about opportunity.
· RUPA 404(b): 
· Partner duty of loyalty is limited to:
1. Partner must act in best interest of p’ship with regard to p’ship assets, info & opportunity.

· Partner can’t use assets | info | opportunity for his own benefit.

2. Partner can’t deal with p’ship as | on behalf of adverse party.

3. Partner can’t compete with p’ship.

· Partner can ONLY breach duty of loyalty by breaching 1 of the 3 categories.
· But can use them cleverly to include most situations.
· Non-waivable (RUPA 103-b-3): 
· Can’t waive duty of loyalty e.g. by contract.
· Exception: Can waive for specific activities as long as the waiver is NOT manifestly unreasonable.
· Can waive by contract OR
· If partners ratify BUT 
· Must be full disclosure AND
· Must be unanimous.
· Unless voting rights are modified.
· Silence ≠ ratification.
· RUPA 305: Partners can sue for breach of loyalty.
· Partnership break-up:
· Definite term v. at-will p’ship:
· Definite term = period of p’ship is express | implied.
· P’ship lasts ‘til specific task is done.
· At-will = no definite period.
· Partner can withdraw at any time.
· Partner has power to dissociate at any time rightfully or wrongfully.
· Wrongful dissociation (RUPA 602-b): Only wrongful if:
· Breach p’ship agreement OR
· For definite term p’ships:
· Early withdrawal.
· Express will of partner to withdraw.
· This is rightful breakup for at-will…
· Partner is expelled by judicial order.
· If p’ship dissolved wrongfully:
· You buy out the “bad” partner.
· Buyout price is offset by damages caused.
· Business is allowed to continue.
· Rightful dissolution: Any break-up not defined as wrongful. 
· If partner dissolves p’ship rightfully:
· Must liquidate assets AND
· Distribute assets according to profit distribution rules (see above).
Partnership v. Corp

· Why partnership?

· Easy: Don’t need to do anything – just happens by default.
· Family: So, they trust each other:
· Not worried about unlimited liability.
· Personal & business assets are intertwined e.g. van.
· Flow-through taxation: Partners only taxed individually.
· Corp.:
· Limited liability: Only corp. assets can be lost.
· Double taxation (see Saver handout!!!!)
· First corp. is taxed, then each individual is taxed.
· S Corporations:
· Flow-though taxation: Taxed like p’ships BUT
· Can’t have more than 75 shareholders (SHs).
· Can’t have non-resident | alien SHs or fictitious SHs.
· Usually small businesses.
Limited Partnership (LP)

· 2 parties:
· General partner:
· Must have at least 1.

· Has unlimited liability.
· Runs business.
· Limited partner:
· Must have at least 1.
· Passive partner.
· Limited liability: Can only lose the capital he invested in p’ship.
· General partners owe fiduciary duty to limited partners.
· GPs can’t act for their own benefit & to the detriment of LPs.
· By making the general partner a corporation, the true GPs evade liability, coz liability is limited to the corp.’s assets.
· LP Formation:
· Must file certificate with secretary of state.
· More expensive than ordinary p’ship.
· Limited partners NOT disclosed when filing, but general partners are.
· Limited partners usually remain secret.
· No need for p’ship agreement, but most have one.
· Voting Rights: Voting rights are contracted for.
· Profit sharing: Default rule: profits & losses split according to capital contributions.
· Unlike ordinary p’ship (equal profits regardless of capital invested).
· Limited partner status:
· If limited partner participates in control of business, he loses his limited liability i.e. he’s fully liable BUT
· He’s only liable to 3rd parties who reasonably believed him to be a general partner.
· RULPA 303(d): If limited partner knowingly lets his name be used in the name of the LP, then he’s liable.
· RULPA 303(b) pg. 238: 
· List of things limited partner can do that ≠ controlling the business.
· RULPA 303(b)(6)(ix): If p’ship agreement gives limited partners certain voting rights, these do not amount to control, so LPs are still not liable for these things. 
Limited Liability Company (LLC)

· Investors called members.
· LLC is flexible:
· Can be managed like a corp., or a p’ship.
· Can elect flow through taxation.
· Member-managed LLC:
· Investors participate in running business.
· Decisions made by investors.
· Members (investors) are agents.
· Manager-managed LLC:
· More like a corp. 
· Board (of governors) makes decisions.
· Board need NOT consist of investors only.
· Members ≠ agents.
· Members can’t bind LLC.
· Only board members = agents.
· LLC Formation:
· Must file certificate with secretary of state.
· High transaction cost to set up.
· Coz operating agreement (like p’ship contract) is complicated, coz of the flexibility.
· Profits: Shared in proportion to capital investment.
· Duty of Loyalty: 
· Default rule: Same as p’ship (3 RUPA categories).
· Waivable: Can waive fiduciary duties.
· BUT waiver must be clear, else default rules apply.
· Disadvantages:
· They’re new ( law is new & more uncertain.
· Must pay state high franchise taxes (expensive).
· S corp. may be better for small business.
Limited Liability Partnership (LLP)

· Similar to LP, but general partner gets limited liability.
· General partner NOT liable for negligence | wrongdoing UNLESS he did it or he has knowledge (Texas rule).

· Tradeoff: LLP must maintain minimum insurance to cover liability.

· Texas has LLP, but franchise tax is high.

Comparisons

· LLC v. Corp:
· LLC has expensive startup, but otherwise appealing.

· LLCs are new ( law is more uncertain.

· LLC v. P:

· P is easier & cheaper to form.

· BUT P has unlimited liability.

· LLC v. LLP

· Not all states have LLPs.

· Franchise tax & other taxes can dictate choice.

Corporations

· Corporations have 5 characteristics:
1. Transferability: Free transferability of stock (shares).

2. Limited liability: SHs not personally liable for corp.’s debts.

3. Continuity: of business (corp.) existence.

4. Centralized management.

5. Legal entity.

	Shareholders (SHs)
	– Owners of corp.

– Elect board.

	Board of Directors
	– Manage corp.

– Appoint officers.

	Officers: 
	Run day-to-day business of corp.


· Incorporation: Creating a corp:

· Internal affairs doctrine: Law of the state where corp. is incorporated governs all cases involving the corp.

· It doesn’t matter where the corp.’s headquarters are.

· Corp. must pay franchise taxes to state of incorporation.

· Race to the bottom: States are competing to attract corps to incorporate there, so they’ll pass pro-management laws, which are crappy laws for SHs.

· Delaware law is pro-management.

· E.g. (Delaware): Allows staggered board elections.

· Only elect some board members at a time.

· SHs can’t oust board in one shot. 

· E.g. 2 (Delaware): Allows mergers without having to get SH approval.

· Race to top: Freedom for managers is good coz it allows corps to flourish.

· Organizing the corp.:

· Certificate of incorporation: Corp. is created once certificate is filed.

· Certificate is public.

· Unlike bylaws.

· Certificate is short, like 10 commandments.

· Bylaws are the real “rules of the road.”

· Certificate is difficult to amend.

· Del. § 242(b): SHs must approve amendments to certificate.

· So harder to amend certificate than bylaws.

· Del. § 109(a): how to amend bylaws.

· Can also be specified in certificate.

· Certificate must include what classes of stock are offered.

· And number of shares offered.

· Authorized shares: no. of shares that can still be issued.

Authorized shares = no. of shares declared – no. of shares already issued.

· Can’t issue more than authorized amount.

· Big corps should declare large amount.

· Directors can sell as many or as few shares as they like.

· To change number of stock, must modify certificate.

· Not easy, coz SHs must approve amendments to certificate.

· Common stock: Ordinary shares.

· Preferred stock: If corp. liquidates, owners of preferred shares get paid first.

· Must also include: 

· Name of corp.

· Address
· Nature of business

· Name & addy of incorporator.

· Bylaws: 

· Internal rules for how corp. will work.

· E.g. When board meets.

· Govern day-to-day business of corp.

· Bylaws are not filed i.e. NOT public.

· Can’t conflict with certificate.

· Financing:

· 2 ways to raise $ for corp.:

1. Debt (loans, bonds etc.).

2. Equity (shares).

· Liquidating priority:

· First pay corp.’s creditors.

· Debt has priority over equity.

· Stock = equity & residual interest, coz they also get whatever’s left over.

· Then pay preferred stock.

· Then ordinary stock.

· Dividends:

· Del. Gen. Corp. Law § 170: directors may declare dividends.

· They don’t have to.

· Regardless of how much $ the corp. makes.

· Dividends go 1st to preferred stock, then common stock.

· SH pre-emptive rights (old): 

· When new stock is issued, existing stockholders get 1st option to buy in proportion to what they already own.

· E.g. If own 10% and new stock declared, you can buy 10% of new stock, to maintain your 10% ownership of corp.

· Prevents diluting shareholder’s ownership. 

· SHs don’t have pre-emptive rights any more.

· Unless specified in certificate (rare).

· Promoters & pre-incorporation:

· Promoter: person who starts a corp.

· Promoter liability: Promoter is liable for pre-incorporation deals.

· Even after the corp. is formed.

· Exception: If 3rd party knew that corp. didn’t exist at time of deal AND agreed to look only to the corp. for performance, then promoter NOT liable. 

· Corporation liability: 

· General rule: Corp. NOT liable for pre-incorp. deals.

· UNLESS corp. ratifies the deal.

· Must be a board meeting to decide to ratify deal.

· Promoter still liable, even if corp. is liable.

· Novation: Promoter only immune from liability if corp. & 3rd party agree to amend the pre-incorp. contract & substitute the corp. for the promoter i.e. swap

Promoter ←→ corp.
· This is the only way to get promoter off the hook.

· Directors of corp. are NOT liable to corp. or shareholders.

· Defective incorporation:

· Corp. is born when secretary receives certificate.

· De jure corporation: If corp. has complied with all requirements for incorporation.  

· If minor defect in incorporating, it’s still a de jure corp.

· Minor defect = e.g. certificate isn’t stamped.

· De facto corporation defense: Corporation in fact, but legally invalid. 

· 3 requirements:

1. Incorporation must be legally possible.

· Must be a statute permitting incorporation.

2. Must be a good faith effort to comply with statute AND

3. Some actual use | exercise of corp.’s privileges.

· De facto corp. e.g.: Certificate not filed properly (major defect).

· If 3rd party deals with de facto corp., promoter is not liable.

· Corporation by estoppel (Del. 329-a):

· 3 situations:

1. Estoppel of corp.: ( = 3rd party; ( = corp.

· If 3rd party relied on fact that it was dealing with a corp., the corp. can’t deny that it’s a corp.

2. Estoppel of 3rd party: ( = corp; ( = 3rd party.

· If promoter/agents of a corp. think a corp. has been formed & deals with a 3rd party, the 3rd party can’t assert there was no corp.

3. Estoppel of 3rd party: ( = 3rd party; ( = SH/promoter.

· If promoter/SH of a corp. think there’s a corp. & deal with 3rd party as if there’s a corp., 3rd party is estopped from denying there’s a corp.

· This won’t work for tort victim 3rd parties e.g. if your driver runs someone over, coz the victim doesn’t think there’s a corp.

· For estoppel, both parties must reasonably believe there’s a corp. 

· Then 1 tries to deny it, coz it suits him.

· If either party doesn’t believe there’s a corp., no estoppel.

· Estoppel defense is only available if you have clean hands.

· Estoppel & de facto corp. defense are NOT mutually exclusive.

· May use both.

· Limited liability:

· SHs are NOT personally liable for corp.’s debts.

· Unless the debt stems from their own conduct.

· But can make SHs liable by specifying in certificate.

· But no-one does that coz it’s stupid.

· Piercing the corporate veil:

· 5 factors determine if veil is to be pierced:

1. Inadequate capitalization: Corp. is under-capitalized.

· E.g. not enough assets to cover risks.

· TX requires assets > $1000.

· Most important factor.

· V. difficult to say what constitutes under-capitalization, coz want to encourage start-ups.

2. Siphoning: $ flowing to individuals instead of corp. 

3. Fraudulent motive: for corporate structure.

4. No formalities: Failure to observe corporate formalities.

5. Personal benefit: Using corp. assets for self-gain.

· Called alter ego theory, coz using corp. as substitute for yourself.

· Look for commingling of funds, coz destroys separate personalities of corp. & individual.

· At least 2 of 5 factors are necessary to pierce.

· Under-capitalization alone is NOT enough.

· Tort creditors are more likely to pierce than contract creditors (6th veil piercing factor).

· Coz contract creditor can take precautions.

· Horizontal piercing: Hold sister corps liable.

· Vertical piercing: Hold SHs liable.

· Veil-piercing doesn’t mean you get to all SHs automatically.

· Must look at each SH individually.

· Texas:

· Texas has v. tight veil:

· Won’t pierce if corp. formalities abandoned. 

· Won’t pierce unless oke committed an actual fraud.

· V. difficult to pierce ( favors SHs hugely.

· Fraudulent transfer (conveyance):

· Uniform Fraudulent Transfer Act § 4(a): A transfer is fraudulent if $ is taken out of the corp.:

1. With intent to avoid paying creditors i.e. intent to defraud creditors OR

2. Without reasonable consideration being given back to the corp.

· Remedy (UFTA § 7): Transfer is voided & asset is deemed to belong to the corp.

· Veil piercing is better, coz gets unlimited liability…

· Fraudulent transfer also more difficult coz you have to identify all the assets fraudulently transferred & prove FT for each one…

· Equitable subordination:

· If a corp. is in bankruptcy, the controlling shareholder’s claim to corp. assets is subordinated by all other claims i.e. they get paid last.

· Stops a parent corp. from siphoning off funds from subsidiary corp. which is going under (to avoid paying the creditors).

· 4 requirements:

1. Corp. must be in bankruptcy AND

2. Must be inequitable conduct AND

3. Conduct must have caused injury to creditors or given SHs an unfair advantage AND

4. Equitable subordination of claim must be consistent with bankruptcy act.

· Less drastic than veil piercing, coz just kicks SHs to back of the queue.

· Ultra Vires (UV):
· Acts beyond corp.’s authority.

· Acts that corp. doesn’t have power to do.

· Powers of corp. comes from 3 sources:

1. Certificate of incorp.

2. Bylaws.

3. State statute for incorp.

· Old purpose of ultra vires: prevent corp. employees from binding corp. to something it can’t do. 

· Who can use ultra vires?:

· SHs can sue to stop corp. from doing ultra vires act.

· Or can sue for damages after corp. has done it.

· Corp. itself can use UV to sue directors for UV acts.

· UV not v. useful anymore.

· Purpose & conduct of corp.:

· Del. § 102(a)(3): Certificate must state the purpose of the corp.

· Usually ‘to engage in any lawful activity.’

· Corp.’s purpose must always be primarily to maximize profits. 

· Acts which aren’t to maximize profits may be ultra vires.

· BUT, if there’s a rational reason why act benefits corp., it’s probably ok (Rev. Model Bus. Corp. Act § 302-15 ). 

· SHs prefer corp. to take risks, coz only stand to lose their investment.

· Charitable contributions:

· Corps can make charitable contributions if (Del. § 122-9):

1. Amount of donation is reasonable AND

2. There’s at least some rational benefit to corp.

· Benefit need not be direct.

· Can be indirect.

· Corp. can take ethical considerations into account.

· Constituency stakeholders:

· E.g. employees, customers, creditors etc.

· Corp. owes them NO duty, but can take them into account when a takeover is imminent.
· BUT, must be a rational benefit to SHs.
· Exception: If corp. is going insolvent, it owes a duty to constituency stakeholders e.g. creditors.
· Corp. must be “in the vicinity” of insolvency for this special duty to kick in.
· Board only owes fiduciary duty to act in SHs’ best interests.
· SHs v. management in public corps:

· SHs have NO say in day-to-day operation of corp (Del. § 141-a).

· 3 ways for SHs to take action:

1. Amend certificate of incorp. | bylaws.

2. Elect new directors.

3. Fire old directors.

· V. difficult for SHs to take action (v. difficult to fight the board).

· Removal of directors:

· SHs can fire a board member with | without cause (Del § 141-a).

· But board gets to choose who fills the seat.

· Only the class of SHs who have the power to elect the person for a particular seat on board can remove that person.

· Protects minority SHs.

· If there’s a vacant seat on the board, the board chooses who fills the seat (Del. § 223).

· E.g. if SHs add a seat to the board of DIRs (it’s vacant at beginning).

· SHs have fundamental right to vote.

· Can’t do much else though.

· Directors can’t use procedural shenanigans to interfere with SHs’ right to vote.

· Exception: Unless there is compelling justification.

· V. limited exception.

· E.g. by changing the date of the vote.

· Directors can only exercise their power to benefit SHs.

· If board is in doubt about whether correct procedure was followed, can just get corp.’s secretary to sign letter saying it was proper.

· Secretary has apparent authority to do this.

· SHs have inherent right to amend bylaws.

· Board can only amend bylaws if certificate says so.

· Board action:

· For board to act, there must be a meeting AND majority must vote in favor.

· Exception: Vote can only be held without meeting if there’s unanimous written consent of all board directors (Del. § 141-f).

· So board can vote by proxy, but only if all vote in favor.

· Unanimous consent NOT needed to waive SH meeting.

· SHs can act by written consent if there’s enough votes in favor that would have been enough had a meeting been held (Del. § 228).

· I.e. must be a majority vote in favor.

· Quorum voting:

· Individual members of board can’t do anything alone.

· Must be a board meeting.

· Quorum: minimum no. of okes that must be present for a meeting to be effective (Del. § 141-b). 

· No quorum = no meeting.

· No meeting ( no actual authority to act.

· Quorum = majority of total no. of directors authorized to vote.

· Exception: Certificate or bylaws can increase amount required for quorum.

· The no. of directors authorized to vote is stated in bylaws or certificate (Del. §141-b).

· Phoning in: Participation by phone counts as being present but only if everyone can hear each other (Del § 141-i).

· I.e. must be speaker phone conference call.

· To pass an action i.e. to act, only a majority of okes present at the meeting is needed.

· So, you need a majority of the majority.

· E.g. 9 member board:

· Quorum ≥ 5.

· If 5 okes rock up, only 3 need vote in favor for motion to be passed.

· If 5 rock up with 2 for, 1 against & 2 abstaining ( NO good.

· Must be a majority 

· i.e. more than 50%.

· 50% exactly NOT enough.

· If 7 rock up, vote, with 3 for & 4 against & action fails, but then 2 go home and they revote & 3 vote for & 2 against, then motion is passed!  

· New vote overrides old vote.

· Losing a quorum:

· If no quorum, or quorum is lost, meeting is ineffective.

· If 9 directors & 5 show up & when the vote occurs, 1 oke is in the toilet → NO quorum.

· If meeting is by phone & phone dies → NO quorum.

· Del § 109: Board can amend bylaws if this power is given to the board in the certificate.

· Officers:

· Corps must have at least 3 officers:

1. President.

2. Treasurer.

3. Secretary.

· President is highest authority.

· Usually CEO = president.

· President has power to bind corp. in ordinary course of business.

· He has apparent authority to do this.

· Can’t bind corp. for extraordinary deals.

· Secretary has apparent authority to certify records including board decisions.

· 3rd party may rely on decision certified by secretary. 

· Authority of officers set out in bylaws & board resolutions.

· Express resolution not necessary.

· Board can ratify officer conduct after the fact.

· SHs & directors have NO apparent authority.

· SH action:

· Meeting & notice: 

· Corp. must hold at least 1 annual meeting.

· Must be notice (no need to state purpose)

· Corp. can hold special meeting.

· BUT only board can call special meeting (Del. § 211).

· Notice is required for special meeting (Del § 222).

· Notice must state purpose of meeting. 

· Record v. beneficial owner:

· Beneficial owner: Owner who benefits from owning stock.

· Record owner: Owner who is registered as owning the stock (in the corp.’s books).

· Brokerage firm (intermediary) is record owner.

· Only record owners can vote at meetings.

· Only record owners must get notice of meetings.

· Record owners must give notice to beneficial stockholders.

· Record date: Arbitrary cutoff date to determine who the record owners are that can participate in a vote.

· Meeting must be within 10-60 days of record date.

· If you buy shares after record date, you must get proxy from record holder that they will vote for you.

· Else you have no right to vote.

· If there’s a dividend going out, you must personally contract with record holder to get dividend (if you buy after record date).

· Else you don’t get dividend, even though you own the shares.

· SH voting:

· Quorum (Del § 216): 

· Majority of shares = quorum.

· Can be present in person OR by proxy.

· Voting by proxy counts towards quorum.

· Certificate or bylaws can lower quorum requirement.

· BUT not lower than ⅓.
· Need a majority of voting shares to form quorum.

· NOT shareholders.

· SHs can vote without a meeting, if get written consent in favor of act from majority of shares (Del. § 228).

· Coz it’s assumed that everyone attends the ‘meeting.’

· When voting by class, you do quorum analysis based on no. of shares in class.

· 1 share = 1 vote.

· 1 shareholder ≠ 1 vote.
· 1 shareholder = many votes.
· For election of directors, only plurality is needed.

· So whoever gets most votes is in.

· Even if not majority.

· Cumulative voting: (see pg. 34 of class notes).

· Allows minority SHs to concentrate their votes & get some power.

· BUT: Del. § 141(k)(ii): after cumulative vote, board can oust minority seats.

· The fewer there are up for election, the less power the minority SHs can get.

· I.e. fewer seats dilute the minority vote.

· So staggered board elections favor majority SHs.

· Staggered board voting helps keep management in power.

· SH info rights:

· Del. § 220: SHs can inspect corp.’s books if they have a proper purpose.

· Proper purpose: purpose must be reasonably related to a SH’s interest.

· SHs are entitled to a list of SHs.

· Rebuttable presumption.

· To rebut, corp. must show SHs have improper purpose.

· For SHs to get other documentation, must have more than an allegation of mismanagement.

· Prevents minority SHs from becoming a nuisance with requesting info.

· SEC rules:

· Purpose of SEC = to ensure investors get adequate & accurate info about market.

· Primary market: when corp. initially sells stock directly to public.

· Secondary market: When investors sell to other investors.

· Corp. not involved.

· Any corp. that trades publicly must register with SEC.

· If corp. has assets > $10 million & 500 or more investors, then must register with SEC.

· Proxy system (SEC Proxy Rules):

· Proxy solicitation: request to vote, or abstain (Rule 14a-1-l).

· Must be accompanied by a proxy statement (to inform shareholder).

· Test the waters exception (Rule 14a-2(x)(2)): Proxy rules don’t apply if solicitation made by non-management when no. of people solicited is < 10.

· Used to see if there’s enough support to wage proxy fight.

· Announcement exception (Rule 14a-1-l-2-iv): Proxy rules don’t apply if SH is just announcing his vote publicly to other SHs.

· As long as he’s not soliciting proxies (votes).

· Anti-Fraud clause (Rule 14a-9): Solicitations cannot contain false or misleading statements as to material facts.

· Solicitations also cannot omit any material fact necessary to prevent the statements made from being false or misleading.

· Material fact: Fact is material if there’s a substantial likelihood that reasonable SH would consider it important in deciding how to vote.

· Need NOT be substantially likely to change reasonable SH’s vote. 

· Motive statement v. subject matter statement:

· “We believe price is fair.”

· Motive part = “we believe.”

· Subject matter part = “price is fair.”

· To be actionable, board both motive statement & subject matter statement must be false.

· If subject matter is true, no fraud claim.

· Fraud also requires causation & damages.

· Causation exists if the solicitation is an essential link in accomplishing the transaction.

· If changing the SHs vote wouldn’t change the overall outcome of the vote, then no causation.

· Scienter: 

· Courts are split:

· Some require only negligence.

· Some require recklessness.

· False statement need NOT be intentional to be actionable.

· SHs can bring private suit for this.

· In addition to SEC prosecution.

· Shareholder proposals:

· Rule 14a-7: If SH is willing to pay for his solicitation: 

· SHs can send their own proposals out with corp.’s proxy solicitation OR

· Corp. can just supply SH with list of SHs and he can send it out himself.

· Rule 14a-8: 

· Corp. must include SH’s solicitation with its own & must pay for SH’s solicitation if certain requirements met:

1. Either: 

· SH must own > 1% of corp.’s shares OR

· Must own at least $2,000 worth of shares AND

2. SH must have held these shares for at least 1 year AND

3. SH must continue to hold these shares through the date of the meeting.

· Exception: Corp. can exclude SH proposal if any of following:

· SH proposal is not relevant to corp.’s overall business OR

· If it deals with corp.’s ordinary business matters

· And so is not within SHs’ voting powers. 

· Proposal is about personal grievance.

· If proposal violates proxy rules.

· SH proposal must deal with policy or extraordinary matters.

· So can’t have a proposal for whether corp. should declare a dividend now.

· Coz it’s an ordinary business mater.

· SH proposal is indirect method to instigate changes in management.

· If there’s a proxy fight, insurgents can be reimbursed if the SHs so vote.

· So, basically, they have to win to be reimbursed.

· But, proxy fight must be over something more than management keeping its seats, coz can’t be personal issue.

· Must be policy issue.

Close Corporations

· Close corps have 4 characteristics:

1. Small no. of SHs.

2. Owner-managed: SHs actively participate in management. 

3. Non-transferability: Transfer of shares is restricted.

4. No market: Not much of a public market for the stock.

· Don’t need all 4 to be close corp.

· Close corps are similar to p’ships.

· Partners can’t transfer p’ship unless there’s unanimous consent.

· “Freeze-out”: Lots of ways for freeze-out to occur in close corps:

· Majority votes minority off board.

· Majority fires minority.

· Majority stops dividend.

· Majority gets money to itself by making salary payments.

· Minority can’t sell his shares, coz there’s no market.

· Del. § 141(a): Director power can be given to SHs if specified in certificate.

· Duty of Loyalty:

· SHs in a close corp. owe each other a fiduciary duty.

· V. high duty: Utmost good faith & loyalty.

· Just like in p’ship.

· And duty is between ALL SHs in close corp.

· In ordinary corp, SHs only owe duty of inherent fairness.

· Equal opportunity rule: When opportunity arises for the SHs, must be shared equally among SHs.

· Equally = proportionally.

· So, it’s not really equal.

· Purpose of rule is to prevent oppression of minority SHs.

· But equal opportunity rule is eroding.

· Majority allowed to violate duty of loyalty (oppress minority) if:

· 2 things:

1. It has legitimate business purpose AND

2. Legitimate business purpose is achieved in a way least harmful to minority SHs.

· If there’s a reasonable less harmful way ( no good. 

· So equal opportunity is weakened.

· Employment at will doctrine: allows employees to be fired at will without any reason.

· Even if they are SHs.

· No breach of duty of loyalty, as long as buy out at fair price.

· Shows tension between employment law & duty of loyalty.

· Summary:

· Minority SHs allege oppressive conduct.

· Corp. then comes up with legitimate business purpose.

· SHs must then show there’s a less oppressive way to do it.

· SHs may have to defeat employment at will issues.

· If there’s a contract & it’s followed properly ( probably no breach of fiduciary duty.

· Even if the corp.’s acts are dodgy.

· SH voting arrangements:

· Voting agreements:

· SH agrees to vote a certain way.

· Del. § 218(c) makes voting agreements enforceable.

· But can’t be bribes (payment in exchange for vote).

· Coz you can’t sell your vote.

· Remedy for breach = specific enforcement.

· SH agreements can be secret.

· No need to file publicly.

· Unlike voting trust, which must file publicly.

· Voting proxy:

· SH gives his right to vote to someone else.

· Can terminate proxy at any time. 

· But may be contract damages.

· Irrevocable proxy: 

· Proxy coupled with interest.

· Since proxy holder has an interest, the proxy is not revocable.

· Voting trust:

· SH transfers right to vote, but he retains all other rights.

· Trustee becomes like a record owner.

· No potential for disagreement.

· Unlike voting agreement.

· With trust, trustee gets to vote, and that’s it.

· Beneficial owner can’t vote coz he doesn’t have standing.

· He also can’t dispute the vote for same reason.

· Del. § 218: Voting trust must be publicly filed.

· So that if oke wants to buy shares, he can find out if he’ll be subject to the voting trust.

· Used when owner wants family to get money, but knows they can’t run the business.

· Board discretion:

· SH voting agreements are enforceable, even if secret.

· But agreement can’t limit director discretion to run the ordinary business of the corp.

· Some courts say agreement can limit board discretion unless egregious.

· Ways to protect minority SHs in close corp (& entrench board):

1. Pass bylaw saying that directors can only be removed unanimously AND that this bylaw can only be amended with unanimous consent OR

2. Use cumulative voting with enough seats for minority to be guaranteed a seat OR

3. Use different classes of stock & give minority their own stock to vote their own guy in.

· E.g. only class ‘B’ SHs can vote for 3rd board seat.

· Statutory close corps:

· Del. § 342 & 343: Close corp. can be a statutory close corp. (in addition to a common law close corp.).

· Del. § 350: Statutory close corps can have voting agreements which limit board discretion.

· So it’s good to be a statutory close corp.

· At common law, it’s unclear whether these would be enforceable.

· But SHs become liable for some of directors’ acts

· Coz SHs are taking their power to do those acts. 

· SH stock transfer restrictions:

· 5 types:

1. First refusal: SHs agree that if SH wants to sell out to 3rd party, SH must 1st offer to sell to corp. or to other SHs.

· Courts are likely to enforce this.

2. First option: Before SH can sell out shares to 3rd party, must offer them to corp. or other SHs at strike price (of option).

· Usually enforceable.

3. Consent restriction: SH cannot sell to 3rd party unless corp.’s board of directors consents.

4. Repurchase option: If SH retires | is fired, corp. has option to purchase his shares at fixed price formula.

5. Buy-sell agreement: If SH retires | is fired, corp. is forced to buy you out.

· Del. § 202(a): Transfer restrictions must be filed publicly.

· So that new investor has notice of restrictions.

· Del. § 202(c)(5): Transfer restrictions enforceable unless they are manifestly unreasonable.

· Golden handcuffs: Buying loyalty from employee for certain amount of time.

· E.g. if you make it til 1 Jan, then we’ll pay you huge bonus.

· But they can screw you by firing you 5 days before…

Duty of care

· Duty of care consists of:

1. Duty to monitor.

2. Duty to act lawfully.

· Officers & directors owe duty of care to the corp. AND to SHs.

· Officers & directors have a duty to act in good faith in best interests of corp.

· Good faith = good faith belief that it’s in the best interests of the corp.

· Directors held to a reasonable director standard of care.

· Director must have a basic understanding of the business of the corp.

· Director has duty to keep informed of the corp.’s activities.

· Lack of knowledge is not a defense.

· Director can’t bury his head in the sand & say he never knew.

· Duty to monitor: Directors have duty to monitor activities of the corp.

· Del. § 141(e): Director NOT liable if relies in good faith on officer reports which he reasonably believes to be reliable.

· If director lacks business experience, he is more reasonably entitled to rely on officer reports.

· Duty to monitor includes good faith effort to employ a reporting system.

· Only a sustained or systematic failure to monitor constitutes a breach of duty of care.

· Coz must be grossly negligent…

· Systematic neglect to monitor = breach of duty of care.

· Business judgment rule (BJR): Decisions made by directors are presumed to be based on sound business judgment.

· If method used to reach the decision is reasonable ( BJR applies.

· Delaware: BJR is presumed to apply.

· Must kill 1 of the 4 factors to destroy BJR protection.

· BJR applies if 4 conditions met:

· Director made a decision in good faith belief that

· Decision is in best interests of corp. AND

· Director must have been reasonably informed AND

· Director must be disinterested in the transaction.

· I.e. No conflict of interest.

· Director ‘interested’ if he | family gets money.

· Reasonably informed: Informed of all reasonably available material info.
· Van Gorkamize: To document the decision process & do all the procedural stuff & investigate etc. so that they are informed & can prove it.
· 4 ways to knock out BJR:

1. Inaction by board.

· Not making a decision at all.

2. Lack of good faith.

· Director doesn’t know what he’s doing.

3. Being uninformed.

4. Conflict of interest.

· If BJR applies, the decision itself need only be rational. 

· BJR ( decision must be rational.

· If BJR applies but decision is irrational, then directors liable.

· BJR + irrational decision = breach.

· If BJR doesn’t apply, decision must be reasonable.

· No BJR ( decision must be reasonable.

· BUT directors NOT liable unless decision = grossly unreasonable.

· BJR must be applied on a director-by-director basis.

· Must be applied to each director separately.

· No BJR if directors commit illegal acts.

· BJR applies to officers of corp. as well.

· Directors will only be held liable if they committed gross negligence (Delaware).

· In some states, only negligence is required.

· Causation: 

· Must show substantial factor causation.

· If director’s negligence was a substantial factor in causing the harm, then liable.

· Need NOT show but for causation.

· So, don’t have to show that but for director’s negligence the thing wouldn’t have happened.

· Duty to act lawfully: Directors are personally liable for loss if caused by unlawful act. 

Limits on director & officer liability

· Del. § 145(g): Can limit director liability by buying them insurance cover.

· Del. § 145(a): Corp. has power to indemnify directors (& officers).

· 2 problems with corp. indemnification:

1. Can’t indemnify directors from claims of bad faith.

· If director acted in bad faith, he’s personally liable.

2. Completely dependent on corp.’s financial status.

· If corp. is bankrupt, it can’t indemnify director.

· Coz it can’t pay.

· Del. § 102(b)(7): Can limit directors’ personal liability in certificate.

· But can’t protect directors if act in bad faith or illegally.

Duty of Loyalty

· Breach of duty of loyalty ( transaction void.

· Conflict of interest ( Breach of duty of loyalty.

· BUT 3 statutory escape hatches (ways to cure breach)            (Del. § 144):

1. Disinterested director approval: 

i. Directors disclose their conflict to the board.

ii. Board votes on issue.

iii. Board must approve the transaction.

· Only votes of disinterested directors count.

· Quorum NOT necessary.

2. Disinterested SH approval: 

i. Directors disclose their conflict to SHs.

ii. SHs vote on issue.

iii. SHs must approve the transaction.

3. Transaction is fair & reasonable.

· If you can’t get SH approval, just need to show deal was fair anyway.

· Burden in on the director with the conflict to show fair deal.

· Above methods only cure breach of duty of loyalty.

· If 1 of the hatches works ( NO breach.

· But, doesn’t mean that BJR comes back.

· Conflict still there.

· So BJR stays down.

· Must be full disclosure, else ratification is meaningless.

· Deal unfair = breach of duty of loyalty.

· Directors have burden to show deal was fair.

· If board gets SH or director ratification, burden shifts to SHs to prove deal was unfair to corp. 

· For duty of loyalty problems → BJR not applicable.

· Coz conflict of interest immediately brings down BJR protection.

· So decision must be reasonable.

· Director compensation & waste:
· Del. § 141(h): Board determines compensation for directors.
· Also decides salaries for execs.
· SH may complain that directors paid too much.
· Breach of duty of loyalty, coz self-interested decision.
· Waste: Exchange of corp. assets for so little (or no) corp. benefit that reasonable person wouldn’t trade.
· SHs cannot ratify waste of corp.’s funds.
· So SH approval doesn’t matter if there’s waste.
· But, if they gave approval, burden is on SHs to prove waste.
· Tournament of wages theory: CEO gets lots of $, so others strive for CEO position.
· But ultimately, nobody ever gets there.
Non-profit corporations
· Non-profit corp. myths dispelled:
· Non-profit ≠ no money.
· Non-profit corp. can make a profit.
· But this is not its purpose.
· Non-profit ≠ small do-gooders who work voluntarily.
· Non-profit corps don’t get all their $ from donations – they charge for their services!

· Formation:
· Must file certificate of incorporation.
· Must have a charitable purpose.
· Purpose cannot be for profit.
	Members = like SHs

	Trustees = Board  

	Officers


· Members have NO equity in the corp.
· No expectation of return.
· Only have an interest that corp. does its job.
· Memberless corp.: Some states permit non-profit corps without any members.
· Only have trustees.
· Originally named in certificate.
· Trustees then elect next board of trustees etc. (self-perpetuation).
· When dissolved, $ goes to other similarly situation non-profit corps.
· Non-distribution restraint:
· Non-profit corp. cannot distribute profits to its members | officers | owners etc.
· BUT, can pay members | officers for services rendered.
· Ultra Vires:
· Del. § 124: SH can sue if corp. does stuff beyond its purpose.
· Attorney general can sue for ultra vires.
· Important, coz non-profit corp. can’t abandon its purpose.
· And SHs aren’t likely to sue if act is godd for corp.
· Duty of loyalty in non-profit corps is stricter than for-profit corps.
· Cy Pres: If non-profit corp. can no longer follow its purpose, can change purpose to something as close to original as possible.
Insider Trading

· Purpose is to insure insiders are trading on equal footing with outsiders.
· SEC’s job is to ensure that market is getting accurate info.
· I.e. SEC want to maintain integrity of market.
· SEC Rule 10b-5:
· Insider trading has 7 requirements:
1. Duty: Duty arises if either:

· Misstatement / half-truth / omission / deceit / fraud OR

· Silence when duty to disclose.

2. Material: misstatement must be material.

3. Scienter.

· Must be intentional.

4. Reliance.

5. Causation.

6. Damages.

7. “In connection with” purchase/sale of securities.

· So, to be a (, you must have traded on the misstatement.
· But not to be a (.
· Misstatement: 
· Forward-looking statements: Not liable for misstatement if:
1. Qualify statement AND

2. Explain factors affecting statement

3. With particularity.

· Silence: Trading while silent ≠ violation unless duty to disclose. Duty to disclose if:
· Disclose or abstain rule: If you have inside info, then you have to abstain from trading or you have duty to disclose the info before trading.
· It’s only insider trading when you trade AND remain silent about inside info that there’s a problem. 
· Misappropriation theory: If outsider misappropriates inside info, then outsider has duty to disclose or abstain.
· Misappropriation: Inside info is misappropriated when the info is used in a way that breaches a duty of confidentiality owed to the source.
· Duty of confidentiality can be express or implied.
· If from conduct, must be explicit.
· Typically from contract.
· But, if outsider informs source that he’s going to trade on inside info, then no breach, coz he’s fulfilled his duty of loyalty.
· Tipper/Tippee liability:
· Tippee has duty to disclose or abstain if 2 things:
1. Tipper breached duty of loyalty to source AND

2. Tippee reasonably should have known of the primary breach.

· Source: Source of the tip is the person who told you.
· NOT the original source.
· Primary breach: 
· Breach has 2 requirements:
1. Tipper must breach duty of loyalty to the source AND

2. Tipper must receive personal benefit from tipping.

· Even if tipper no longer works for corp., he still has duty to it for info he learned while there.
· Personal benefit: If tip to family, it’s for personal benefit coz you’re deemed to have traded yourself & given profits to family as gift.
· Down the chain: 
· The original tipper must be an insider or constructive insider.
· Only the original tipper need breach.
· All subsequent tippees must know of the primary breach.
· So the tipper who tips down the line doesn’t have to breach a duty for the tippee down the line to be liable.
· Constructive insider: To be a constructive insider, the outsider must owe the corp. a duty of confidentiality AND the duty must be specified i.e. there must be a contract.
· Constructive insiders have duty to abstain or disclose.
· No need for tipper/tippee liability analysis. 
· Material: Statement is material if reasonable investor would consider it important in deciding whether to trade.
· It need not be so important as to change the trade.
· Speculative events: 
· Must balance 2 elements:
1. Probability that event will happen AND

2. Probability that occurrence of event will affect stock price.

· If fact is not material, then can lie about it.
· Scienter:
· Must be intention to deceive.
· Reckless mens rea MAY suffice.
· Reliance:
· Fraud on the market reliance: The market is assumed to be aware of all info and to accurately reflect the info in the stock price.
· People rely on the market being accurate, therefore ( need not specifically be aware of the info, as long as the market was aware of it.
· There is a presumption of reliance.
· To rebut, must show either:
· ( would have traded anyway for independent reasons.
· E.g. he had financial problems.
· Misrepresentation never affected the stock price.
· E.g. market already took it into account.
· SEC need not prove reliance.
· Only required for private actions.
· Causation:
· Must show at most substantial factor causation.
· (’s act must substantial factor in causing the damage.
· “In connection with”: 
· Very broad requirement.
· Even an advert in a bug magazine will do.
· SEC need not prove this element.
· After disclosing inside info, must wait until info can reasonably reach the market before trading.
· Rule really covers 2 torts:
· Misstatements to the public AND
· Insider trading.
· Can violate 10b-5 even without trading.
· Even if you’re not an employee of the corp.
· E.g. if you give out info.
· 10b-5 allows for private suits as well as suits by SEC.
· SEC Rule 10b-5-1:
· One is only liable for insider trading if one trades “on the basis of” insider info.
· You are presumed to be trading “on the basis of” info if you are aware of the info.
· On basis of = aware of.
· So pure awareness screws you.
· Can’t say you bought for some other reason.
· Pre-programmed trade defense (SEC Rule 10b-5-1-c): If you 
· Set up a pre-programmed trade before you get the inside info AND
· You can’t change the trade ( NOT trading on basis of inside info.
· Tender offers (SEC Rule 14e-3):
· One can’t trade on material non-public info in connection with a tender offer if one should reasonably know the info comes from:
1. The acquiring corp. OR

2. The target corp. OR

3. An officer, advisor, employee etc. of either corp.

Sarbanes-Oxley Act

· Restricted transactions:
· NO personal loans to officers of corp.
· High level officers are banned from trading when lower officers can’t trade.
· E.g. if trading is suspended (blackout).
· Auditing the auditors:
· A special audit committee must audit the outside auditors of the corp.
· The audit committee must be consist of outside independent directors.
· Audit committee can appoint its own advisors.
· New oversight board: 
· Auditing corps must comply with new standards set by oversight board.
· All auditing corps that audit publicly traded corps must register with oversight board.
· Officer certifications:
· CEOs & CFOs must certify all financial statements.
· Must sign off that in their own personal belief the statements are correct reflection of corp.’s financial status.
· Deterrence pressure placed on CEOs & CFOs.
· Attorney reporting:
· What gets reported?
· Must report material breaches of:
· Fed. SEC rules AND
· Breaches of fiduciary duty. 
· Material violation: Reasonable attorney would conclude it’s reasonably likely that a material violation has occurred.
· High threshold – only wants full-blown violations.
· Only duty to report if unreasonable to think there’s NO material violation. 
· Who to report to? 
· Report up the ladder.
· 1st go to chief legal officer.
· He has duty of inquiry AND
· Must take reasonable steps to fix problem.
· Then CEO.
· Then to the board or audit committee.
· If still nothing, NO duty to report out.
· But MAY report to SEC.
· But don’t have to.
· If there’s a colorable defense, then don’t have to report further.
· Colorable defense ( stop reporting.
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