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I. INTRODUCTION

A. Capital + Labor = $$

1. In a capitalistic society, to make money, you need capital and labor, and sometimes the capital and labor come from different places

2. We have business association class to determine power, rights, and liability in corporate settings and to determine the cost of capital which deals with macroeconomics which = growth, stability, and efficiency 

3. A shareholder  can not be held liable for the debt, obligation, or liability of the corporation because the corporation generates liability

a. Boulder Service Example

i. Steve gives Joe $5K for company. Joe then runs a lady over – who is liable?  Who has duty, control?

b. Party Example
i. You have a party, serve alcohol.  You make a guest have one more, then let him drive home.  Under general C/L a social hose owes not duty to supervise guests drinking.  Proximate cause is consumption of alcohol, it is not provision of the alcohol

ii. So it is with business associations

II. AGENCY

A. Introduction

1. Courses in corporations or business associations are, in large part, courses in organizational law

2. The most common forms of business organization in this country are 

a. sole proprietorships

b. corporations

c. general and limited partnerships, and 

d. limited liability companies

3. A sole proprietorship is a business organization that is owned by a single individual, and is not cast in a special legal form or organization, such as a corporation, that can be utilized only by filing an organic document with the state pursuant to an authorizing statute

a. an individual who owns a sole proprietorship has unlimited personal liability for obligations incurred in the conduct of the business

4. An agent is a person who by mutual assent acts on behalf of another and subject to the other’s control

a. a general agent is an agent who is authorized to conduct a series of transactions involving continuity of service

b. a special agent is an agent who is authorized to conduct only a single transaction, or only a series of transactions not involving continuity of service

c. agency law governs:

i. the relationship between agents and principals

ii. the relationship between agents and third persons with whom an agent deals on a principal’s behalf
iii. the relationship between principals and third parties when an agent with a third person on the principal’s behalf
5. Principal is a person on who’s behalf the agent acts

a. a principal is disclosed if at the time of a transaction between the agent and a third person, the third person knows that the agent is acting on behalf of a principal and knows the principal’s identity

b. a person is partially disclosed if at the time of the transaction the third person knows that the agent is acting on behalf of a principal, but does not know the principal’s identity

c. a principal is undisclosed if the agent, in dealing with the third person, purports to be acting on his own behalf

i. an undisclosed principal is liable for her agent’s authorized activities

ii. one reason the undisclosed principal is liable is that she set the transaction in motion and stood to gain from it
iii. the second reason is that even if the undisclosed principal was not directly liable to the third person, the agent would be and would then sue the principal for indemnification

6. Although agency is a consensual relationship, whether an agency relationship has been created does not turn on whether the parties think of themselves as or intend to be agent and principal (objective test)

7. Agency is a legal concept which depends upon the existence of following elements:
a. the manifestation by the principal that the agent shall act for him

b. the agent’s acceptance of the undertaking and 

c. the understanding of the parties that the principal is to be in control of the undertaking 

8. To constitute the agency relation, there must be an agreement, but not necessarily a contract

9. The relationship of principal and agent is similar to the liability of a master for the tort of a servant that is referred to as liability in respondeat superior
B. Authority

1. Liability of Principal to Third Person: under the law of agency, a principal becomes liable to a third person as a result of an act or transaction by another, A, on the principal’s behalf, if A had actual, apparent, or inherent authority, or was an agent by estoppel, or if the principal ratified the act or transaction

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

b. a common type of implied actual authority is incidental authority, which is the authority to do incidental acts that are reasonably necessary to accomplish an actually authorized transaction, or that usually accompany it

3. Apparent authority: an agent has apparent authority to act in a given way on a principal’s behalf in relation to a third person, T, if the words or conduct of the principal would lead a reasonable person in T’s position to believe that the principal had authorized the agent to so act
4. Agency by estoppel: a person who is not otherwise liable as a party to a transaction purported to be done on his account, is nevertheless subject to liability to persons who have changed their positions because of their belief that the transaction was entered into by or for him
5. Inherent authority: inherent authority power is a term used to indicate the power of an agent which is derived not from actual authority, apparent authority, or esttopel, but solely from the agency relation and exists for the protection of persons harmed by or dealing with a servant or other agent

a. the principal’s liability under the doctrine of inherent authority is based upon the theory that, if one appoints an agent to conduct a series of transactions over a period of time, it is fair that he should bear losses which are incurred when such an agent, although without authority to do so, does something which is usually done in connection with the transactions he is employed to conduct

b. another theory is that it would be unfair for an enterprise to have the benefits of the work of its agents without making it responsible to some extent for their excesses and failures to act carefully

c. the doctrine of inherent authority can be justified on the ground that it is or should be foreseeable to a principal, when he appoints an agent, that as a practical matter the agent acting in good faith for the benefit of the principal is likely to deviate occasionally from instructions

d. therefore, a loss that results from a foreseeable deviation is better placed on the principal

6. Authority by Ratification: even if an agent has neither actual, apparent, nor inherent authority, the principal will be bound to the third person if the agent purported to act on the principal’s behalf, and the principal, with knowledge of the material facts, either

a. affirms the agent’s conduct by manifesting an intention to treat the agent’s conduct an authorized, or

b. engages in conduct that is justifiable only if he has such an intention

c. express ratification;
i. manifesting an intention to treat the agent’s conduct as authorized is sometimes known as express ratification

d. implied ratification;
i. engaging in conduct that is justifiable only if the principal intends to treat the agent’s conduct as authorized is sometimes known as implied ratification

e. ratification need not be communicated to the third person to be effective, although it must be objectively manifested

f. to be effective, a ratification must occur before either

i. the third person has withdrawn,

ii. the agreement has otherwise terminated, or

iii. the situation has so materially changed that it would be inequitable to bind the third person, and the third person elects not to be bound

7. Authority by Acquiescence: if the agent performs a series of acts of a similar nature, the failure of the principal to object to them is an indication that he consents to the performance of similar acts in the future under similar conditions

8. Termination of agent’s authority: as a general rule, a principal has the power to terminate an agent’s authority at any time, 

a. even if doing so violates a contract between the principal and the agent, and 

b. even if it had been agreed that the agent’s authority was irrevocable

c. a contractual provision under which an agent’s authority cannot e terminated by either party normally cannot be specifically enforced

d. however, such a provision is effective to create liability for wrongful termination

9. Liability of Third Person to Principal: the general rule is that if an agent and a third person enter into a contract under which the agent’s principal is liable to the third person, then the third person is liable to the principal

a. the major exception is that the third person is not liable to an undisclosed principal if the agent or the principal knew that the third person would not have dealt with the principal if she had known the principal’s identity

10. Liability of Agent to Third Person;
a. Where the principal is bound: where the agent has actual, apparent, or inherent authority, so that the principal is bound to the third person, the agent’s liability to the third person depends in part on whether the principal was disclosed, partially disclosed, or undisclosed

i. undisclosed principal: the general rule is that the agent is bound, even though the principal is bound too

· under the majority rule, if the third person, after learning of an undisclosed principal’s identity, obtains a judgment against the principal, the agent is discharged from liability even if the judgment is not satisfied

· under the minority rule, neither the agent nor the principal is discharged by a judgment against the other, but only by satisfaction of the judgment

ii. partially disclosed principal: the general rule is that the agent as well as the principal is bound to the third person

iii. disclosed principal: the general rule is that the agent is not bound to the third person

b. Where the principal is not bound: if the principal is not bound by the agent’s act, because the agent did not have actual, apparent, or inherent authority, the general rule is that the agent is liable to the third person

i. the agent’s liability is based on the theory that an agent makes an implied warranty of authority to the third person

11. Liability of Agent to Principal: if an agent takes an action that she has no actual authority to perform, but the principal is nevertheless bound because the agent had apparent authority, the agent is liable to the principal for any resulting damages

12. Liability of Principal to Agent: if an agent has acted within her actual authority, the principal is under a duty to indemnify the agent for payments authorized or made necessary in executing the principal’s affairs

13. Cases:

a. Morris Oil v. Rainbow Oilfield Trucking (New Mexico, 1987)

i. OVERVIEW: The old and new trucking companies contracted for the new company to use the old company's certificate of public convenience and necessity in the operation of a business. The old company collected all charges due for the new company's transportation, deducted a clerical fee and a percent of profits, and remitted the balance to the new company. It was responsible for paying its operating expenses, but all operations utilizing fuel were under the old company's control, and all billing was under its name. The new company filed for bankruptcy. The old company set up an escrow account and assured the oil company that it would be paid. Instead, the old company paid other creditors and took an administrative fee. The trial court found for the oil company in its action to recover its indebtedness. The court affirmed and held that a principal could be held liable for the unauthorized acts of its agent if the transaction was ratified after knowledge was acquired of the material facts concerning the transaction. Where the old company retained the benefits of its business relations with the new company with knowledge of the material facts, the old company ratified the debt to the oil company. 
C. The Agent’s Duty of Loyalty

1. To preserve the duty of loyalty, the law will not permit the agent to place himself in a position in which he may be tempted by his own private interests to disregard those of his principal

2. The general rule is that all profits made by an agent in the course of an agency belonging to the principal, whether they are the fruits of performance or the violation of an agent’s duty

3. The right to recover profits made by the agent in the course of the agency is not affected by the fact that the principal, upon discovering a fraud, has rescinded the contract and recovered that with which he parted

4. Managerial Behavior, Agency Costs and Ownership Structure

a. Agency relationship is a contract under which the principal engages the agent to perform some service on the principal’s behalf which involves delegating some decision making authority to the agent

b. The principal can limit divergence from his interest by establishing appropriate incentives for the agent and by incurring monitoring costs designed to limit the aberrant activities of the agent

c. It is generally impossible for the principal or the agent at zero cost to ensure that the agent will make optimal decisions from the principal’s viewpoint

d. The costs of the agency is the sum of:

i. the monitoring expenditures by the principal,

ii. the bonding expenditures by the agent,

iii. the residual loss

5. Cases:

a. Tarnowski v. Resop (Minnesota, 1952)

i. OVERVIEW: After the purchaser employed the agent to investigate and negotiate the purchase of a business, the purchaser made an investment. Subsequently, the purchaser discovered that the agent's representations concerning the business were false and obtained a judgment against the sellers for rescission. The purchaser then brought actions against the agent that sought to recover an alleged secret commission that was obtained by the agent and to recover damages arising out of the prior judgment. The trial court entered judgment in favor of the purchaser, and the agent sought review. On appeal, the agent contended that the purchaser's recovery in an action against the sellers was a bar to the actions against the agent. The court held that the purchaser had an absolute right to any commission received by the agent, irrespective of any recovery resulting from the action against the sellers for rescission. The settlement and dismissal of the actions against the sellers were not a bar to the action against the agent, although their individual torts might have been based on the same fraud
b. Reading v. Attorney General (British case, 1951)
i. The Crown seized 2000 pounds from Reading on the ground that they had been paid to Reading for accompanying a loaded lorry in and about Cairo whilst dressed in uniform and thereby falsely representing himself as acting in the course of his military duties in order to avoid police inspection of the said lorry. Held: if a servant, in violation of his duty of honesty and good faith, takes advantage of his service to make profit for himself, then he is accountable for it to the master

D. An Introduction to Financial Statements

1. The law of business associations is about enterprises that are organized for profit

2. The Balance Sheet:

a. the parallel listing of assets and their sources is called the balance sheet

b. balance sheet shows, at any point in time, what assets the business now has and where the money came from to acquire them

c. the object of bookkeeping is to make it as easy as possible for anyone who understands the language to get a clear and accurate summary of how well a business is doing

d. Liabilities: are the outside sources that may be money owed on open account, or promissory note

e. Proprietorship: is the inside source of the owners contribution in the business
3. The Income Statement:

a. the income statement is a statement for a period of time, giving a summary of earnings between balance sheet dates

b. a fundamental distinction between balance sheet and income statement is that the balance sheet speaks as of a particular date, while the income statement covers a period of time between successive balance sheet dates

c. the fundamental accounting equation is Assets – Liabilities= Proprietorship OR Assets= Liabilities + Proprietorship
III. PARTNERSHIP

A. Partnership Formation

1. Corporations, limited partnerships, and limited liability companies can be organized only if certain formalities are complied with and a filing is made with the state

2. In contrast, general partnerships can be organized with no formalities and no filling

3. The four-element test: In the absence of express partnership agreement, a relationship will be considered a partnership only if four elements are present:

a. an agreement to share profits

b. an agreement to share losses

c. a mutual right of control or management of the business; and 

d. a community of interest in the venture

4. A better approach is that the presence or absence of the four specific elements, including mutual control and loss-sharing, is evidence, but not a requirement, of a partnership relation

5. UPA § 6. Partnership Defined:
a. A partnership is an association of two or more persons to carry on as co-owners a business for profit

6. UPA § 7. Rules for Determining the Existence of a Partnership:
a. persons who are not partners as to each other are not partners as to third persons

b. joint tenancy, tenancy in common, tenancy by the entireties, joint property, common property, or part ownership does not of itself establish a partnership

c. the sharing of gross returns does not of itself establish a partnership

d. the receipt by a person of a share of the profits of a business is prima facie evidence that he is a partner in the business, but no such inference shall be drawn if such profits were received in payment;

i. as a debt by installments or otherwise,

ii. as wages of an employee or rent to a landlord,

iii. as an annuity to a widow or representative of a deceased partner,

iv. as interest on a loan, and

v. as the consideration for the sale of a good-will of a business 

7. Cases:

a. Hilco Property Services v. United States (D.N.H. 1996)

i. OVERVIEW: The mortgagee claimed that the estate never held title to the property. The government, executors, and beneficiaries argued that the conveyance before death was invalid. The court held that the recorded conveyance was voidable, because the decedent had lacked capacity. The executors and beneficiaries, who were the partners, were estopped from voiding the gift. Although they had adopted the position that there was never a partnership, their prior conduct strongly supported a contrary finding. Faced with a potentially expensive investigation concerning the tax treatment of the property, they attempted to disavow the gift and assume the position that the property was distributed through their mother's estate. However, having capitalized on their prior position, equity prevented the manifest unfairness and disruption that would accompany judicial recognition of their later repudiation of the chain of title. Contrary to the government's assertion, the conveyance did not strip or otherwise defeat the government's estate lien on the property, because the lien never attached to the property in the first place. The property was validly gifted 10 days before the estate or the lien existed

b. Arnold v. Erkmann (Mo. Ct.App. 1996)

i. OVERVIEW: In count I, the purchaser asserted error in dismissing the count because she alleged all of the elements of a claim of fraud. The court held that to state a claim for fraudulent misrepresentation, the purchaser had to plead facts which supported: (1) a false, material misrepresentation; (2) the speaker's knowledge of its falsity or his ignorance of the truth; (3) the speaker's intent that it should be acted upon by the hearer in the manner reasonably contemplated; (4) the hearer's ignorance of the falsity of the representation; (5) the hearer's reliance on its truth; (6) the hearer's right to rely thereon; and (7) the hearer's consequent and proximately caused injury. The court held that the purchaser failed to meet the criteria and therefore affirmed the dismissal for failure to state a claim. The court affirmed the dismissal of count II because no fiduciary duty had been created by the mere sale of the cow to the purchaser. However, the court did not agree that count III should have been dismissed. The court held that the purchaser alleged sufficient facts to state a claim for breach of partnership. The court agreed on dismissing counts IV and V against the corporation. 
c. Martin v. Peyton (N.Y. 1927)

i. OVERVIEW: Appellants claimed that respondents became partners in a firm doing business as bankers and brokers. Because appellants claimed actual partnership, their claim depended on the interpretation of certain instruments. One of the firm's partners got a loan from respondent for the firm to use as collateral for bank advances. Respondents refused to become partners in the firm, but reached an agreement with one of the firm's partners expressed in three documents. The general purpose was for respondents to loan the firm liquid securities for use in the business. To insure respondents against losses, the firm was to turn over its own more speculative securities, which could not be used as collateral for bank loans. In compensation for the loan, respondents were to receive a percent of the firm's profits, and an option to join the firm. The court found that the documents did not associate respondents with the firm so that they and it together carried on as co-owners of a business for profit. Respondents' measures taken as precautions to safeguard the loan were ordinary caution and did not imply an association in the business

d. Lupien v. Malsbenden (Maine. 1984)

i. OVERVIEW: The customer's complaint sought damages for a kit car that he contracted to buy, but that was never delivered. Though the contract was denominated between the customer and an individual with a "doing business as" name, the customer alleged that the individual was liable to him because he was a partner in the business. On appeal, the individual, who claimed to be only a creditor of the business, argued that the trial court's finding that he was a partner was erroneous. The court affirmed the judgment, stressing that § 286 of the Uniform Partnership Act, Me. Rev. Stat. Ann. tit. 31, § 286 (1978), defined a partnership as an association of two or more persons to carry on, as co-owners, a business for profit. The court found that the trial court's finding that he was a partner in the business was not clearly erroneous. The court reasoned that: (1) the customer often dealt with the individual in inquiring about the status of his car; (2) the individual's alleged loan carried no interest or fixed payments, but was paid back from business profits; and (3) the individual took part in the business' day-to-day operations for several years after its alleged sole proprietor disappeared
B. The Legal Nature of a Partnership

1. UPA § 6. Partnership defined

a. A partnership is an association of two or more persons to carry on as co-owners a business for profit

2. RUPA § 201. Partnership as entity

a. A partnership is an entity distinct from its partners

b. A limited liability partnership continues to be the same entity that existed before the filing of a statement of qualification

3. The predominant although not exclusive view under the common law was that a partnership was not an entity, but merely an aggregate of its members, so that a partnership was no more a legal person than was a friendship

C. The Ongoing Operation of Partnership

1. Management
a. UPA § 18(e). All partners have equal rights in the management and conduct of the partnership business 

b. UPA § 18(g). No person can become a member of a partnership without the consent of all the partners

c. UPA § 18(h). Any difference arising as to ordinary matters connected with the partnership business may be decided by a majority of the partners; but no act in contravention of any agreement between the partners may be done rightfully without the consent of all the partners

d. UPA § 20. Duty of partners to render information

i. Partners shall render on demand true and full information of all things affecting the partnership to any partner or the legal representative of any deceased partner or partner under legal disability

e. UPA § 21. Partner accountable as a fiduciary

i. Every partner must account to the partnership for any benefit derived by him without the consent of the other partners from any transaction connected with the formation, conduct, or liquidation of the partnership or from any use by him of its property

f. RUPA § 103: Effect of Partnership Agreement; Nonwaivable Provisions

i. (a) Relation among the partners and between the partners and the partnership are governed by the partnership agreement. To the extent the partnership agreement does not otherwise provide, this Act governs relations among the partners and between the partners and the partnership (b) The partnership agreement may not:

ii. (1) Vary the rights and duties under section 105 except to eliminate the duty to provide copies of statements to all of the partners;
iii. (2) Unreasonably restrict the right of access to books and records under section 403(b);

iv. (3) Eliminate the duty of loyalty under section 404(b) or 603(b)(3), but:

v. (i) The partnership agreement may identify specific types or categories of activities that do not violate the duty of loyalty, if not manifestly unreasonable; or 

vi. (ii) All of the partners or a number or percentage specified in the partnership agreement may authorize or ratify, after full disclosure of all material facts, a specific act or transaction that otherwise would violate the duty of loyalty;

vii. (4) Unreasonably reduce the duty of care under section 404(c) or 603(b)

viii. (5) Eliminate the obligation of good faith and fair dealing under section 404(d), but the partnership agreement may prescribe the standards by which the performance of the obligation is to be measured, if the standards are not manifestly unreasonable

ix. (6) Vary the power to dissociate as a partner under section 602(a), except to require the notice under section 601(1) to be in writing;

x. (7) Vary the right of a court to expel a partner in the events specified in section 601(5);

xi. (8) Vary the requirement to wind up the partnership business in cases specified in section 801(4), (5), or (6);

xii. (9) Vary the law applicable to a limited liability partnership under section 106(b); or

xiii. (10) Restrict rights of third parties under this act

g. RUPA § 401: Partners Rights and Duties

i. § 401(f) Each partner has equal rights in the management and conduct of the partnership business

ii. § 401(i) A person may become a partner only with the consent of all of the partners

iii. § 401(j) A difference arising as to a matter in the ordinary course of business of a partnership may be decided by a majority of the partners. An act outside the ordinary course of business of a partnership and an amendment to the partnership agreement may be undertaken only with the consent of all of the partners 

h. RUPA § 403: Partner’s Rights and Duties with Respect to Information

i. § 403(a) A partnership shall keep its books and records, if any, at its chief executive office

j. § 403(b) A partnership shall provide partners and their agents and attorneys access to its books and records. It shall provide former partners and their agents and attorneys access to books and records pertaining to the period during which they were partners. The right of access provides the opportunity to inspect and copy books and records during ordinary business hours. A partnership may impose a reasonable charge, covering the costs of labor and material, for copies of documents furnished
k. § 403(c) Each partner and the partnership shall furnish to a partner, and to the legal representative of a deceased partner or partner under legal disability; (1) without demand, any information concerning the partnership’s business and affairs reasonably required for the proper exercise of the partner’s rights and duties under the partnership agreement or this act; and (2) on demand, any other information concerning the partnership’s business and affairs, except to the extent the demand or the information demanded is unreasonable or otherwise improper under the circumstances

l. Cases:

i. Summers v. Dooley (Idaho, 1971)

ii.  OVERVIEW: Despite defendant's repeated objections to plaintiff's request to hire a third man to work for the partnership, plaintiff hired a new employee, paid him $ 11,000 out of his own pocket, and sought reimbursement from defendant. On appeal, the court affirmed the trial court's decision to award plaintiff only partial relief in the amount of one half of $ 966.72. The court held that, because the parties' partnership agreement did not specify otherwise, the business differences between the parties should have been resolved by a by a majority of the partners pursuant to Idaho Code § 53-318(8). The court determined that plaintiff was not entitled to full reimbursement of the expenses he incurred when unilaterally hiring a new employee over defendant's objections because it would have been manifestly unjust to permit recovery of an expense that was incurred individually and not for the benefit of the partnership but rather for the benefit of plaintiff
2. Indemnification and contribution
a. UPA § 18(a). Each partner shall be repaid his contribution, whether by way of capital or advances to the partnership property and share equally in the profits and surplus remaining after all liabilities, including those to partners, are satisfied; and must contribute towards the losses, whether of capital or otherwise, sustained by the partnership according to his share in the profits
b. UPA § 18(b). The partnership must indemnify every partner in respect of payments made and personal liabilities reasonably incurred by him in the ordinary and proper conduct of its business, or for the preservation of its business or property

c. UPA § 18(c). A partner, who in aid of the partnership makes any payment or advance beyond the amount of capital which he agreed to contribute, shall be paid interest from the date of the payment or advance

d. UPA § 18(d). A partner shall receive interest on the capital contributed by him only from the date when repayment should be made
e. UPA § 18(f). No partner is entitled to remuneration for acting in the partnership business, except that a surviving partner is entitled to reasonable compensation for his services in winding up the partnership affairs

f. RUPA § 401: Partners Rights and Duties
i. § 401(a) Each partner is deemed to have an account that is:

ii. (1) credited with an amount equal to the money plus the value of any other property, net of the amount of ay liabilities, the partner contributes to the partnership and the partner’s share of the partnership profits; and 

iii. (2) charged with an amount equal to the money plus the value of any other property, net of the amount of any liabilities, distributed by the partnership to the partner and the partner’s share of the partnership losses
iv. § 401(b) Each partner is entitled to an equal share of the partnership profits and is chargeable with a share of the partnership losses in proportion to the partner’s share of the profits

v. § 401(c) A partnership shall reimburse a partner for payments made and indemnify a partner for liabilities incurred by the partner in the ordinary course of the business of the partnership or for the preservation of its business or property

vi. § 401 (d) A partnership shall reimburse a partner for an advance to the partnership beyond the amount of capital the partner agreed to contribute

vii. § 401(e) A payment or advance made by a partner which gives rise to a partnership obligation under subsection (c) or (d) constitutes a loan to the partnership which accrues interest from the date of the payment or advance

viii. § 401(h) A partner is not entitled to remuneration for services performed for the partnership, except for reasonable compensation for services rendered in winding up the business of the partnership

ix. Indemnification should be distinguished from contribution

· The obligation to indemnify a partner is a partnership liability

· The obligation to make contribution is a liability of a partner 

· Partners may, for example, be required to make contribution to a fund a partnership obligation to indemnify another partner, so that all partners share a burden that was initially placed on one
3. Distribution, Remuneration, and Capital Contribution

a. Suppose A, B, and C, form a partnership. A contributes 90% of the capital, and B and C each contribute 5%. All work full time in the partnership business, with roughly equal responsibilities. Nothing is said in the partnership agreement concerning how partnership profits will be divided. If the partnership makes a profit in a given year, all partners will receive equal amount 
4. Capital Accounts and Draws

a. Capital contribution does not necessarily control the sharing of gain and loss, and shares of gain may differ from shares of loss

b. Draw: is used to describe cash distributions to partners

c. The amount of the draw of each partner is determined by majority vote of the partners and may be more or less than the profit 

d. It is vital to note that profit does not necessarily generate any spare cash
D. The Authority of a Partner

1. The basic rule governing a partner’s actual authority under the UPA is that each partner is an agent of the partnership for the purposes of its business
2. Under UPA § 9(1) the partner has authority to bind the partnership by any act for apparently carrying on in the usual way the business of the partnership of which he is a member 

3. The major difference between the UPA and RUPA concerning a partner’s authority is that RUPA § 301(1) makes clear, as the UPA did not, that a partnership is bound by an act of the partner for apparently carrying on in the usual way

a. the partnership business or

b. business of the kind carried on by the partnership

4. Under UPA § 9(1), a third party had knowledge when he or she had actual knowledge or when he has knowledge of such other facts as in the circumstances shows bad faith

5. Under RUPA, the third party will not be placed under a duty of inquiry or be deemed to have notice from the facts and circumstances
a. Only actual knowledge or receipt of a notification of a partners lack of authority will meet the standard

6. RUPA §303 enables a partnership to file a statement of partnership authority

7. Under § 303, a grant of authority set forth in such a statement is normally conclusive in favor of third persons, even if they have no actual knowledge of the statement, unless they have actual knowledge that the partner has no such authority

8. Cases:

a. Burns v. Gonzalez (Tex. 1969)

i. OVERVIEW: Plaintiff advertising agency and the partner of defendant partner executed a promissory note to compensate plaintiff for the income which he would have derived had the radio station not been in receivership and the broadcast periods to which plaintiff was entitled under their contract were available. The trial court held that plaintiff could not recover from defendant. On appeal, the court affirmed and overruled plaintiff's motion for rehearing because there was no basis for holding that the note sued on was a partnership obligation. The court noted that plaintiff was unaware that defendant's partner had no authority to bind the partnership. The court held that plaintiff failed to satisfy its burden under Tex. Rev. Civ. Stat. Ann. art. 6132b, § 9(1), and Tex. R. Civ. P. 93(h), of proving that the partner's execution of the note was an act in the usual way in which advertising agencies transacted business. The court held that because plaintiff filed no pleadings alleging that defendant had ratified the act of his partner or that defendant had been guilty of any acts giving rise to an estoppel, defendant was not liable on any theory of ratification or estoppel

E. Liability for Partnership Obligations
1. UPA

a. UPA §§ 9, 13 and 14 make the PARTNERSHIP liable for defined acts of the partners

b. However, the UPA does not authorize such a suit, because it does not recognize a partnership as an entity, and unless authorized by statute, suit normally cannot be brought against an association that is not an entity 

c. Under UPA § 15(a), partners are jointly and severally liable for wrongful acts and omissions of the partnership and breaches of trust

d. Under UPA § 15(b), however, partners are only jointly liable for all other debts and obligations of the partnership

i. At common law, if an obligation is joint and several the obligors can be sued either jointly or separately
ii. If, however, an obligation is only joint the oblige must join all the obligors in the same suit

2. RUPA

a. Unlike the UPA, RUPA § 307(a) specifically provides that a partnership may both sue and be sued in its own name

b. Furthermore, RUPA § 306 provides that partners are jointly and severally liable for all obligations of the partnership

c. However, RUPA adds a new barrier to collecting against an individual partner

i. Under RUPA § 307, a judgment against a partner based on a claim against the partnership normally cannot be satisfied against the partner’s individual assets

· Unless and until a judgment on the same claim has been rendered against the partnership and a writ of execution on the judgment has been returned unsatisfied

d. RUPA § 307 adopts an exhaustion rule, under which partnership assets must be exhausted before a partner’s individual assets can be reached

e. In effect, RUPA takes an aggregate-like approach to a partner’s liability, but an entity-like approach to collecting judgments based on that liability 
F. Partnership Interests and Partnership Property

1. UPA § 8: Partnership Property
a. (1) All property originally brought into the partnership stock or subsequently acquired by purchase or otherwise, on account of the partnership, is partnership property

b. (2) Unless the contrary intention appears, property acquired with partnership funds is partnership property

c. (3) Any estate in real property may be acquired in the partnership name. Title so acquired can be conveyed only in the partnership name

d. (4) A conveyance to a partnership in the partnership name, though without words of inheritance, passes the entire estate of the grantor unless a contrary intent appears 
2. UPA § 24: Extent of Property Rights of a Partner

a. The property rights of a partner are (1) his rights in specific partnership property, (2) his interest in the partnership, and (3) his right to participate in the management 

3. UPA § 25: Nature of a Partner’s Right in Specific Partnership Property 

a. (1) A partner is co-owner with his partners of specific partnership property holding as a tenant in partnership 

b. (2) The incidents of this tenancy are such that:

i. (a) A partner, subject to the provisions of this act and to any agreement between the partners, has an equal right with his partners to possess specific partnership property for partnership purposes; but he has no right to possess such property for any other purpose without the consent of his partners 

ii. (b) A partner’s right in specific partnership property is not assignable except in connection with the assignment of rights of all the partners in the same property

iii. (c) A partner’s right in specific partnership property is not subject to attachment or execution, except on a claim against the partnership. When partnership property is attached for a partnership debt the partners, or any of them, or the representatives of a deceased partner, cannot claim any right under the homestead or exemption laws
iv. (d) On the death of a partner his right in specific partnership property vests in the surviving partner or partners, except where the deceased was the last surviving partner, when his right in such property vests in his legal representative. Such surviving partner or partners, or the legal representative of the last surviving partner, has no right to possess the partnership property for any but a partnership purpose

v. (e) A partner’s right in specific partnership property is not subject to dower, curtsey, or allowances to widows, heirs, or next of kin

4. UPA § 26: Nature of Partner’s Interest in the Partnership

a. A partner’s interest in the partnership is his share of the profits and surplus, and the same is personal property

5. UPA § 27: Assignment of Partner’s Interest

a. (1) A conveyance by a partner of his interest in the partnership does not of itself dissolve the partnership, nor, as against the other partners in the absence of agreement, entitle the assignee, during the continuance of the partnership, to interfere in the management or administration of the partnership business or affairs, or to require any information or account of partnership transaction, or to inspect the partnership books; but it merely entitles the assignee to receive in accordance with his contract the profits to which the assigning partner would otherwise be entitled
b. (2) In case of a dissolution of the partnership, the assignee is entitled to receive his assignor’s interest and may require an account from the date only of the last account agreed to by all the partners 

6. UPA § 28: Partner’s Interest Subject to Charging Order

a. (1) On due application to a competent court by any judgment creditor of a partner, the court which entered the judgment, order, or decree, or any other court, may charge the interest of the debtor partner with payment of the unsatisfied amount of such judgment debt with interest thereon; and may then or later appoint a receiver of his share of the profits, and of any other money due or to fall due to him in respect of the partnership, and make all other orders, directions, accounts and inquiries which the debtor partner might have made, or which the circumstances of the case may require
b. (2) The interest charged may be redeemed at any time before foreclosure, or in case of a sale being directed by the court may be purchased without thereby causing a dissolution:

i. (a) With separate property, by any one or more of the partners, or 

ii. (b) With partnership property, by any one or more of the partners with the consent of all the partners whose interests are not so charged or sold

c. (3) Nothing in this act shall be held to deprive a partner of his right, if any, under the exemption laws, as regards his interest in the partnership

7. RUPA § 203: Partnership Property
a. Property acquired by a partnership is property of the partnership and not of the partners individually 

8. RUPA § 204: When Property is Partnership Property

a. Property is partnership property if acquired in the name of:

i. the partnership; or

ii. one or more partners with an indication in the instrument transferring title to the property of the person’s capacity as a partner or of the existence of a partnership but without an indication of the name of the partnership

b. Property is acquired in the name of the partnership by a transfer to:

i. the partnership in its name; or

ii. one or more partners in their capacity as partners in the partnership, if the name of the partnership is indicated in the instrument transferring title to the property

c. Property is presumed to be partnership property if purchased with partnership assets, even if not acquired in the name of the partnership or of one or more partners with an indication in the instrument transferring title to the property of the person’s capacity s a partner or of the existence of a partnership
d. Property acquired in the name of one or more of the partners, without an indication in the instrument transferring title to the property of the person’s capacity as a partner or of the existence of a partnership and without use of partnership assets, is presumed to be separate property, even if used for partnership purposes

9. RUPA § 501: Partner Not Co-owner of Partnership Property

a. A partner is not a co-owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily or involuntarily 

10. RUPA § 502: Partner’s Transferable Interest in Partnership

a. The only transferable interest of a partner in the partnership is the partner’s share of the profits and losses of the partnership and the partner’s right to receive distributions. The interest is personal property

11. RUPA § 503: Transfer of Partner’s Transferable Interest

a. A transfer, in whole or in part, of a partner’s transferable interest in the partnership:

i. is permissible

ii. does not by itself cause the partner’s dissociation or a dissolution and winding up of the partnership business; and 
iii. does not, as against the other partners or the partnership, entitle the transferee, during the continuance of the partnership, to participate in the management or conduct of the partnership business, to require access to information concerning partnership transactions, or to inspect or copy the partnership books or records

b. A transferee of a partner’s transferable interest in the partnership has a right:

i. to receive, in accordance with the transfer, distributions to which the transferor would otherwise be entitled;

ii. to receive upon the dissolution and winding up of the partnership business, in accordance with the transfer, the net amount otherwise distributable to the transferor; and 

iii. to seek a judicial determination that it is equitable to wind up the partnership business

c. In a dissolution and winding up, a transferee is entitled to an account of partnership transitions only from the date of the latest account agreed to by all of the partners

d. Upon transfer, the transferor retains the rights and duties of a partner other than the interest in distributions transferred
e. A partnership need not give effect to a transferee’s rights under this section until it has notice of the transfer

f. A transfer of a partner’s transferable interest in the partnership in violation of a restriction on transfer contained in the partnership agreement is ineffective as to a person having notice of the restriction at the time of transfer

12. RUPA § 504: Partner’s Transferable Interest Subject to Charging Order

a. On application by a judgment creditor of a partner or of a partner’s transferee, a court having jurisdiction may charge the transferable interest of the judgment debtor to satisfy the judgment. The court may appoint a receiver of the share of the distributions due or to become due to the judgment debtor in respect of the partnership and make all other orders, directions, accounts, and inquiries the judgment debtor might have made or which the circumstances of the case may require

b. A charging order constitutes a lien on the judgment debtor’s transferable interest in the partnership. The court may order a foreclosure of the interest subject to the charging order at any time. The purchaser at the foreclosure sale has the rights of a transferee

c. At any time before foreclosure, an interest charged may be redeemed:

i. by the judgment debtor;

ii. with property other than partnership property, by one or more of the other partners; or 

iii. with partnership property, by one or more of the other partners with the consent of all of the partners whose interests are not so charged

d. This act does not deprive a partner of a right under exemption laws with respect to the partner’s interest in the partnership

e. This section provides the exclusive remedy by which a judgment creditor of a partner or partner’s transferee may satisfy a judgment out of the judgment debtor’s transferable interest in the partnership

f. Rapoport v. 55 Perry Co. (N.Y. 1975)

i. Overview: Plaintiffs entered into a partnership agreement with defendants and formed defendant company. Plaintiffs assigned a percentage of their share in the partnership to their adult children and requested an amended agreement to reflect the change, but the partners refused. The trial court found that the partnership agreement was ambiguous, and that there was a triable issue with respect to the intent. On appeal, the court held that the agreement was not ambiguous, and that, pursuant to the terms of the agreement and of the Partnership Law, consent of the other partners was required in order to admit the others to the partnership. The court stated that a reading of the agreement indicated that the parties intended to observe the differences between assignees of a partnership interest and the admission into the partnership itself of new partners. The court held that N.Y. Partnership Law § 40(7) provided that no person could become a member of a partnership without the consent of all the partners, that the partnership agreement was intended to limit a partner with respect to his right to assign a partnership interest, and that plaintiffs' children had interests as assignees
13. The UPA

a. Property that is used by a partnership may be either partnership property or the property of individual partners that is in effect loaned to the partnership

14. Partnership Interest
a. The partner’s interest in the partnership: Although a partner does not own partnership property under the UPA except in some metaphysical sense, he does own his interest in the partnership, that is, his share of the partnership 

b. Assignment: Although a partnership interest is assignable, a partner cannot make an assignment of his partnership interest that would substitute the transferee as a partner in the transferor’s place, because no person can become a partner without the consent of all the partners

c. Partnership Creditor: 
i. Under UPA, a creditor who has extended credit to a partner as an individual, rather than extending credit to a partnership can get a charging order on the partner’s partnership interest
d. Priorities: Under UPA, partnership creditors have priority over separate creditors as to partnership assets, and separate creditors have priority over partnership creditors as to the individual assets of the partners
i. RUPA drops the dual priorities rule of the UPA, to reflect the abolition of the jingle rule in the bankruptcy code

G. The Partner’s Duty of Loyalty

1. UPA § 21: Partner Accountable as a Fiduciary

a. (1) Every partner must account to the partnership for any benefit, and hold as trustee for it any profits derived by him without the consent of the other partners from any transaction connected with the formation, conduct, or liquidation of the partnership or form any use by him of its property

b. (2) This section applies also to the representatives of a deceased partner engaged in the liquidation of the affairs of the partnership as the personal representatives of the last surviving partner

2. RUPA § 104: Supplemental Principles of Law

a. Unless displaced by particular provisions of this act, the principles of law and equity supplement this act

b. If an obligation to pay interest arises under this act an the rate is not specified, the rate is that specified in applicable statute

3. RUPA § 404: General Standards of Partner’s Conduct 

a. The only fiduciary duties a partner owes to the partnership and the other partners are the duty of loyalty and the duty of care as set forth in subsection (b) and (c) 

b. A partner’s duty of loyalty to the partnership and the other partners is limited to the following:

i. to account to the partnership and hold as trustee for it any property, profit, or benefit derived by the partner in the conduct and winding up of the partnership business or derived from a use by the partner of partnership property, including the appropriation of a partnership opportunity;
ii. to refrain form dealing with the partnership in the conduct or winding up of the partnership business as or on behalf of a party having an interest adverse to the partnership; and 

iii. to refrain form competing with the partnership in the conduct of the partnership business before the dissolution of the partnership

c. A partner’s duty of care to the partnership and the other partners in the conduct and winding up of the partnership business is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of law

d. A partner shall discharge the duties to the partnership and the other partners under this act or under the partnership agreement and exercise any right consistently wit the obligation of good faith and fair dealing

e. A partner does not violate a duty or obligation under this act or under the partnership agreement merely because the partner’s conduct furthers the partner’s own interest

f. A partner may lend money to and transact the business with the partnership, and as to each loan or transaction the rights and obligations of the partner are the same as those of a person who is not a partner, subject to the applicable laws

g. This section applies to a person winding up the partnership business as the personal or legal representative of the last surviving partner as if the person were a partner

4. RUPA § 405: Actions by Partnership and Partners

a. A partnership may maintain an action against a partner for a breach of the partnership agreement, or for the violation of a duty to the partnership, causing harm to the partnership

b. A partner may maintain an action against the partnership or another partner for legal or equitable relief, with or without an accounting as to partnership business, to:

i. enforce the partner’s rights under the partnership agreement;

ii. enforce the partner’s rights under this act, including

· the partner’s rights under sections 401, 403, or 404

· the partner’s right on dissociation to have the partner’s interest in the partnership purchased pursuant to section 701 or enforce any other right 

· the partners right to compel a dissolution and winding up of the partnership business under section 801

iii. enforce the rights and otherwise protect the interests of the partner, including rights and interests arising independently of the partnership relationship

c. The accrual of, and any time limitation on, a right of action for a remedy under this section is governed by other law. A right to an accounting upon a dissolution and winding up does not revive a claim barred by law
d. Meinhard v. Salmon (N.Y. 1928)
i. Overview: A joint venture existed in which two partners pooled their money in order to lease a building for shops and offices. Defendant partner was more business savvy and in an effort to increase his wealth, he entered into an agreement with another businessperson to purchase surrounding property as a leasehold estate. The specifics of this transaction were not disclosed to plaintiff partner and he subsequently sued for breach of the joint venture agreement when he discovered the transaction. Litigation ensued and plaintiff received a substantial judgment for breach of contract. Upon final determination, the Court of Appeals affirmed the judgment, holding that defendant would not have been in the rewarding leasehold position if it were not for the joint venture. Accordingly, after lessening stock distribution, the Court reaffirmed the lower tribunal's finding on behalf of the plaintiff
e. Latta v. Kilbourn (U.S. 1893)

i. Overview: One partner cannot, directly or indirectly use partnership assets for his own benefit
5. Suits by a Partner Against a Partnership

a. UPA
i. A partner can vindicate his rights against other partners by a suit for an accounting

b. RUPA

i. A partner can sue the partnership on a tort or other theory during the term of the partnership, rather than being limited to the remedies of dissolution and accounting

H. Dissolution by Rightful Election

1. UPA § 29: Dissolution Defined

a. The dissolution of a partnership is the change in the relation of the partners caused by any partner ceasing to be associated in the carrying on as distinguished from the winding up of the business

2. UPA § 30: Partnership not Terminated by Dissolution
a. On dissolution the partnership is not terminated, but continues until the winding up of partnership affairs is completed

3. UPA § 31: Causes of Dissolution

a. Dissolution is caused without violation of the agreement between the partners;

i. By the termination of the definite term or particular undertaking specified in the agreement

ii. By the express will of any partner when no definite term or particular undertaking is specified

iii. By the express will of all the partners who have not assigned their interests or suffered them to be charged for their separate debts, either before or after the termination of any specified term or particular undertaking

iv. By the expulsion of any partner from the business bona fide in accordance with such a power conferred by the agreement between the partners

4. UPA § 38: Rights of Partners to Application of Partnership Property

a. (1) When dissolution is caused in any way, except in contravention of the partnership agreement, each partner, as against his co-partners and all persons claiming through them in respect of their interests in the partnership, unless otherwise agreed, may have the partnership property applied to discharge its liabilities, and the surplus applied to pay in cash the net amount owing to the respective partners. But if dissolution is caused by expulsion of a partner, bona fide under the partnership agreement and if the expelled partner is discharged from all partnership liabilities, eight by payment or agreement under section 36(2), he shall receive in cash only the net amount due him form the partnership

5. UPA § 40: Rules for Distribution 
a. In settling accounts between the partners after dissolution, the following rules shall be observed, subject to any agreement to the contrary: The assets of the partnership are:

i. The partnership property

ii. The contributions of the partners necessary for the payment of all the liabilities specified in clause (b) of this paragraph

b. The liabilities of the partnership shall rank in order of payment, as follows:

i. Those owing to creditors other than partners

ii. Those owing to partners other than for capital and profits

iii. Those owing to partners in respect of capital

iv. Those owing to partners in respect of profits

c. The assets shall be applied in order of their declaration in clause (a) of this paragraph to the satisfaction of the liabilities

d. The partners shall contribute, as provided by section 18(a) the amount necessary to satisfy the liabilities; but if any, but not all, of the partners are insolvent, or, not being subject to process, refuse to contribute, the other partners shall contribute their share of the liabilities, and, in the relative proportions in which they share the profits, the additional amount necessary to pay the liabilities 

e. An assignee for the benefit of creditors or any person appointed by the court shall have the right to enforce the contributions specified in clause (d) of this paragraph

f. Any partner or his legal representative shall have the right to enforce the contributions specified in clause (d) of this paragraph, to the extent of the amount which he has paid in excess of his share of the liability

g. The individual property of a deceased partner shall be liable for the contributions specified in clause (d) of this paragraph

h. When partnership property and the individual properties of the partners are in possession of a court for distribution, partnership creditors shall have priority on partnership property and separate creditors on individual property, saving the right of lien or secure creditors as heretofore

i. Where a partner has become bankrupt or his estate is insolvent the claims against his separate property shall rank in the following order:

i. Those owing to separate creditors

ii. Those owing to partnership creditors

iii. Those owing to partners by way of contribution 

6. Cases:

a. Girard Bank v. Haley (Pa. 1975)

i. Overview: Appellant, administrator of the estate of a partner, challenged the trial court decision, which held that the partnership between appellant's decedent and appellee partners was dissolved by the death of appellant's decedent and distributed the partnership property according to the terms of the partnership agreement governing the rights and obligations of surviving partners. Appellant claimed that decedent had terminated the partnership by her letter of termination sent to appellees and that the distribution of partnership property should be according to the Uniform Partnership Act, 59 P.S. §§ 95-105. The court agreed, finding that the express will of decedent as evidenced in her letter was sufficient to dissolve the partnership. The trial court erred in requiring some justification for the dissolution. In addition, the court found that decedent's dissolution did not violate the partnership agreement because no term was specified and the agreement was not for a particular undertaking that had to be accomplished at a certain time. The court vacated the trial court's decree and remanded for redistribution of partnership party under 59 P.S. §§ 95-105
b. Dreifuerst v. Dreifuerst (Wis. 1979)
i. Overview: There was no partnership agreement and the partnership was a partnership-at-will. There were no allegations of fault, expulsion or contravention of any alleged agreement as grounds for dissolution. The issue was over the authority of the trial court to order in-kind distribution in the absence of any agreement of the partners. The court reversed and held that it would not read § 38 of the Uniform Partnership Act, or Wis. Stat. § 178.33(1), as permitting an in-kind distribution under any circumstances, unless all partners agree. Section 178.33(1), and § 38 of the Act were quite clear that if a partner forced liquidation, he was entitled to his share of the partnership assets, after creditors were paid in cash. A sale was the best means of determining the true fair market value of partnership assets. Generally, liquidation envisioned some form of sale. Because the applicable statutes provided that, unless otherwise agreed, any partner who had not wrongfully dissolved the partnership had the right to wind up the partnership and force liquidation, he likewise had a right to force a sale, unless otherwise agreed
c. Nicholes v. Hunt (Or. 1975)

i. Overview: The trial court found that the parties had formed a partnership at will and that defendant, in good faith, had dissolved the partnership by giving proper notice to plaintiff. The trial court further found that the partnership could be terminated at will. Finally, the trial court determined that defendant was entitled to continue the business as a sole proprietor. The court essentially agreed with the trial court's conclusions, affirming the trial court's order as modified. The court found that the equities lay with defendant in the case. The court noted that the partnership debts had been paid by defendant, that defendant was the managing partner who stated the business, and that, although plaintiff contributed to the success of the business, there was evidence that plaintiff was not always attentive to the business or to the decisions and recommendations of defendant, the managing partner. The court modified the order and remanded the matter to the trial court for a determination of plaintiff's share of the profits from the date of the dissolution to the date of the accounting and for a determination of reasonable compensation for defendant in winding up the partnership affairs
d. Page v. Page (Cal. 1961)

i. Overview: Two partners entered into an oral partnership agreement. The supplying partner owned a corporation that supplied the linen and machinery necessary for the business. When the partnership suffered losses for eight years, the supplying partner wanted to terminate the partnership, despite a slight improvement in the next two years. At issue was whether the partners had provided that the partnership would stay in business until the business paid itself out. Under Cal. Corp. Code § 15031(1)(b), a partnership was dissolved by express will of any partner when no definite term or particular undertaking was specified. The court found that there was no partnership for a term. The remaining partner failed to prove any facts from which an agreement to continue the partnership for a term could have been implied. There was no bad faith by the supplying partner, and there was no showing that the improved profit situation was more than temporary
e. Prentiss v. Sheffel (Ariz. 1973)

i. Overview:  Plaintiffs brought an action seeking dissolution of the parties' partnership on the grounds that defendant had been derelict in his partnership duties, and that he had failed to contribute the balance of his proportionate share of the operating losses incurred by the partnership property. Defendant counterclaimed seeking a winding up of the partnership and the appointment of a receiver, contending that his rights as a partner were violated in that he had been wrongfully excluded from the partnership. The receiver and the trial court proceeded with the liquidation and sale of the partnership property, and plaintiffs were the high bidders. The trial court confirmed the sale of the partnership property to plaintiffs, and defendant appealed. The court affirmed, concluding that plaintiffs were allowed to purchase the partnership and exclude defendant where there was no indication that such exclusion was done for the wrongful purpose of obtaining the partnership assets in bad faith. The court held that defendant failed to demonstrate how he was injured by the participation of the plaintiffs in the judicial sale.
7. Distribution in Dissolution

a. In the absence of an agreement to such effect, a partner contributing only personal services is ordinarily not entitled to any share of partnership capital pursuant to dissolution 

b. Nevertheless personal services may qualify as capital contributions to a partnership where an express or implied agreement to such effect exists

c. According to Kovacik, where a services-only partner has not been compensated for his services, the partners should normally be deemed to have impliedly agreed that she need not contribute to a capital loss

8. Joint Ventures
a. A services partner need not contribute toward a capital loss where the enterprise is a joint venture rather than a partnership

b. While some authorities take the position that joint ventures are governed by partnership law, others argue that joint ventures are not merely a form of partnership, and not entirely subject to partnership rules

c. Under RUPA, relationships that are called joint ventures are partnerships if they otherwise fit the definition of a partnership

d. An association is not classified as a partnership, however, simply because it is called a joint venture

9. Partnership Breakup Under the UPA

a. Under the UPA, the first phase is referred to as dissolution, the second phase is referred to as winding up, and the third phase is referred to as termination

b. Winding-up is used to describe the economic event of liquidation that follows dissolution
c. Consequences among the partners:

i. Under UPA, the partnership must sell its assets for cash and distribute the proceeds of the sale among all the partners

ii. Under UPA, the remaining partners can continue the partnership business, even if the partnership has been dissolved and the dissolution is rightfully caused

I. Dissolution by Judicial Decree and Wrongful Dissolution

1. UPA § 31: Causes of Dissolution
a. (2) Dissolution is caused in contravention of the agreement between the partners, where the circumstances do not permit a dissolution under any other provision of this section, by the express will of any partner at any time

2. UPA § 32: Dissolution by Decree of Court

a. (1) On application by or for a partner the court shall decree a dissolution whenever:

b. (a) A partner has been declared a lunatic in any judicial proceeding or is shown to be of unsound mind

c. (b) A partner becomes in any other way incapable of performing his part of the partnership contract

d. (c) A partner has been guilty of such conduct as tends to affect prejudicially the carrying on of the business

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

f. (e) The business of the partnership can only be carried on at a loss

g. (f) Other circumstances render a dissolution equitable

h. (2) On the application of the purchaser of a partner’s interest under sections 28 or 29:

i. (a) After the termination of the specified term or particular undertaking

j. (b) At any time if the partnership was partnership at will when the interest was assigned or when the charging order was issued

3. UPA: § 38: Rights of Partners to Application of Partnership Property
a. (2) When dissolution is caused in contravention of the partnership agreement the rights of the partners shall be as follows:

b. (a) Each partner who has not caused dissolution wrongfully shall have, 

c. (I) All the rights specified in paragraph (1) of this section, and

d. (II) The right, as against each partner who has caused the dissolution wrongfully, to damages for breach of the agreement

e. (b) The partners who have not caused the dissolution wrongfully, if they all desire to continue the business in the same name, either by themselves or jointly with others, may do so, during the agreed term for the partnership and for that purpose may possess the partnership property, provided they secure the payment by bond approved by the court, or pay to any partner who has caused the dissolution wrongfully, the value of is interest in the partnership at the dissolution, less any damages recoverable under clause (2aII) of this section, and in like manner indemnify him against all present or future partnership liabilities

f. (c) A partner who has caused the dissolution wrongfully shall have:

g. (I) If the business is not continued under the provisions of paragraph (2b) all the rights of a partner under paragraph (1), subject to clause (2aII), of this section

h. (II) If the business is continued under paragraph (2b) of this section the right as against his co-partners and all claiming through them in respect of their interests in the partnership, to have the value of his interest in the partnership, less any damages caused to his co-partners by the dissolution, ascertained and paid to him in cash, or the payment secured by bond approved by the court, and to be released from all existing liabilities of the partnership; but in ascertaining the value of the partner’s interest the value of the good will of the business shall not be considered 
4. RUPA § 601: Events Causing Partner’s Dissociation

a. A partner is dissociated from a partnership upon the occurrence of any of the following events:

i. the partnership’s having notice of the partner’s express will to withdraw as a partner or on a later date specified by the partner

ii. an event agreed to in the partnership agreement as causing the partner’s dissociation

iii. the partner’s expulsion pursuant to the partnership agreement

5. RUPA § 602: Partner’s Power to Dissociate; Wrongful Dissociation

a. A partner has the power to dissociate at any time, rightfully or wrongfully, by express will pursuant to section 601(1) 

b. A partner’s dissociation is wrongful only if:

i. it is in breach of an express provision of the partnership agreement; or

ii. in the case of a partnership for a definite term or particular undertaking, before the expiration of the term or the completion of the undertaking

c. A partner who wrongfully dissociates is liable to the partnership and to the other partners for damages caused by the dissociation. The liability is in addition to any other obligation of the partner to the partnership or to the other partners

6. RUPA § 701: Purchase of Dissociated Partner’s Interest
a. If a partner is dissociated from a partnership without resulting in a dissolution and winding up of the partnership business under section 801, the partnership shall cause the dissociated partner’s interest in the partnership to be purchased for a buyout price determined pursuant to subsection (b)

b. The buyout price of a dissociated partner’s interest is the amount that would have been distributable to the dissociating partner under section 807(b) if, on the date of dissociation, the assets of the partnership were sold at a price equal to the greater of the liquidation value or the value based on a sale of the entire business as a going concern without the dissociated partner and the partnership were wound up as to that date

7. RUPA § 801: Events Causing Dissolution and Winding Up of Partnership Business

a. A partnership is dissolved, and its business must be wound up, only upon the occurrence of any of the following events:

i. in a partnership at will, the partnership’s having notice from a partner, other than a partner who is dissociated under section 601(2) through (10), of that partner’s express will to withdraw as a partner , or on a later date specified by the partner

ii. in a partnership for a definite term or particular undertaking

iii. an event agreed to in the partnership agreement resulting in the winding up of the partnership business

iv. an event that makes it unlawful for all or substantially all of the business of the partnership to be continued

v. on application by a partner, a judicial determination that the economic purpose of the partnership is likely to be unreasonably frustrated

8. RUPA § 802: Partnership Continues After Dissolution

a. Subject to subsection (b), a partnership continues after dissolution only for the purpose of winding up its business. The partnership is terminated when the winding up of its business is completed

b. At any time after the dissolution of a partnership and before the winding up of its business is completed, all of the partners, including any dissociating partner other than a wrongfully dissociating partner, may waive the right to have the partnership’s business wound up and the partnership terminated

9. RUPA § 803: Right to Wind Up Partnership Business

a. After dissolution, a partner who has not wrongfully dissociated may participate in winding up the partnership’s business, but on application of any partner, partner’s legal representative, or transferee, for good cause shown, may order judicial supervision of the winding up

b. The legal representative of the last surviving partner may wind up a partnership’s business

10. RUPA § 804: Partner’s Power To Bind Partnership after Dissolution

a. Subject to section 805, a partnership is bound by a partner’s act after dissolution that:

i. is appropriate for winding up the partnership business; or 

ii. would have bound the partnership under section 301 before dissolution, if the other party to the transaction did not have notice of the dissolution

11. RUPA § 807: Settlement of Accounts and Contributions Among Partners

a. In winding up a partnership’s business, the assets of the partnership, including the contributions of the partners required by this section, must be applied to discharge its obligations to creditors, including, to the extent permitted by law, partners who are creditors. Any surplus must be applied to pay in cash the net amount distributable to partners in accordance with their right to distribution under subsection (b)

12. Cases:
a. Drashner v. Sorenson (S.D. 1954)

i. Overview: Defendants provided the capital for the partnership. After a few months of operation, plaintiff was dissatisfied with his draw, which was set by agreement, and filed this action. In affirming the judgment, the court held that the evidence supported the findings that plaintiff spent most of his time in bars, had been convicted of reckless driving and jailed, and had wrongfully caused the dissolution. The court next held that the trial court did not err in placing a value on the partnership that was less than the amounts remaining to be paid to defendants for their capital contribution, thus providing for no distribution to plaintiff. While the pending real estate listings of the business represented going concern value, not good will that was excludable from the valuation of the partnership per S.D. Codified Laws § 49.0610(2)(c), the trial court appropriately accounted for the value of these listings and then excluded some of it on the assumption that many of these listings would follow the plaintiff to his new business
b. Levy v. Nassau Queens Medical (N.Y. 1984)

i. Overview: The partner was a doctor practicing in the partnership. At age 70, the partnership voted to expel him. The estate of the partner sued for breach of contract and prima facie tort. The estate of the partner argued that the vote was motivated by the partner's policy disagreements with the partnership and was done in bad faith because other partners over 70 were not expelled. The court found that the partnership agreement provided that a partner could be terminated by a majority vote at the age of 70. The court affirmed the dismissal. The court concluded that it could not frustrate the provisions of the partnership agreement absent undue penalty or unjust forfeiture. Because decisions and disagreements were part of the nature of a partnership and did not constitute bad faith, the court found that there was no cause of action for bad faith in the absence of improper gain or advantage
13. Misconduct as Dissolution Cause Under UPA

a. The statute defines two types of partner misconduct that may justify dissolution

i. UPA 32(1)(c) refers to misconduct that is so serious that it prejudicially affects the business. Such conduct need not be in the course of operating the business as long as it injures the business

ii. UPA 32(1)(d) refers to misconduct relating to the partnership business that makes it impractical to carry on the business with the wrongdoing partner 

14. Misconduct as a Cause of Dissolution Under RUPA

a. RUPA § 601(5) provides for dissociation of a partner upon  judicial determination that the partner has engaged in wrongful conduct

b. RUPA § 801(5) provides for dissociation for partner conduct that makes it impracticable to carry on the partnership with that partner, or when it is otherwise impracticable to carry on the business 

15. The Expulsion of a Partner

a. The expulsion of a partner prior to the end of the partnership term without good cause would ordinarily be a wrongful violation of the partnership agreement, and the wrongfully expelled partner would have a right to have the partnership dissolved and liquidated

b. Under UPA, a partnership agreement may lawfully provide that a partner can be expelled without cause upon a designated vote of the remaining partners

IV. MAJOR DIFFERENCES BETWEEN RUPA AND UPA

A. Entity/Aggregate

1. RUPA generally takes entity status

a. The entity can own property in partnership’s name

b. The entity can sue and be sued

c. The entity continues even if the partnership changes 

2. UPA generally takes aggregate status

a. Each partner must be individually named to sue

b. Differences in partners changes partnership

B. Internal Affairs Doctrine

1. RUPA § 106-Choice of law

a. Partnership where Chief executive office is

2. UPA has no provision

C. Authority

1. RUPA abolishes the minority approach
a. Burns v. Gonzales

b. Broader approach in RUPA

c. RUPA 301(1) makes clear that a partnership is bound by an act of the partner for apparently carrying on in the usual way the partnership business or business of the kind carried on by the partnership 

2. UPA

a. Plain meaning was LAW minority approach

b. Each partner is an agent of the partnership for the purpose of its business

3. RUPA § 303

a. Partnership can file statement of authority

i. Allows third parties to bind partnership 

ii. Partnership can only limit authority where creditor has notice of it

b. Entirely new in RUPA
D. Liability of Partnership Obligations

1. RUPA § 307 and 308

a. Sue and be sued
b. Joint and several liability 

2. New approach

a. Most significant is the exhaustion rule under which partnership assets must be exhausted before a partner’ individual assets can be reached

E. Partnership Property

1. UPA=Tenancy in partnership

a. Partnership cannot own property

2. RUPA abolished this approach

a. Partnership can own property

F. Priorities 

1. UPA=The Jingle rule

a. Partnership creditors have priority over separate creditors as to partnership assets and separate creditors have priority over partnership creditors as to the individual assets of partners

2. RUPA

a. Drops the dual priority rules of UPA

G. Suits by Partners Against the Partnership

1. UPA § 13 is interpreted to NOT authorize suits by partners against the partnership

2. RUPA § 305 authorizes suit by partner for monetary damages against partnership

H. Breakups

1. RUPA

a. Entity
b. Disassociation is not dissolution 

c. Continuation of partnership as entity is positive change

I. Most Significant Differences

1. Huge move away from unlimited liability 

2. Limited Liability Partnership

a. Statement of qualifications must be filed

b. Filing statement of qualifications and joint and several liability is gone and limited liability is available

c. RUPA § 306 partner’s liability 

3. What is the big deal with statement of qualification

a. Why do you need it for limited liability

b. There is no real addition of benefits to anyone

i. It is just formalistic 

4. Ramirez disagrees with RUPA giving Limited Liability Partnership so freely with statement of qualification

a. Corporations traditionally had LL because owners did not control
i. How do you hold owners liable when they exercise no control over business activities

5. Why expand limited liability now

a. It expands business opportunities

b. It creates system that enhances ability to create stuff

c. There is economic rationale 

V. KANSAS LIMITED LIABILITY COMPANIES 

A. In General

1. Limited liability company offers limited liability, high flexibility, and control

2. Operating agreement allows members to structure management how they want

3. Tax-entity-no dual taxation

a. Generally you would want flow through taxation, but if you generate tons of profits and put back into corporation, might not want flow through  

b. Limited liability company is the optimal business entity for tax purposes, because it gives  limited liability and high degree of control

B. Formation 

1. Articles of organization: K.S.A. 17-7673

a. (a) In order to form a limited liability company, articles of organization shall be filed with the secretary of state and set forth: 

b. (1)  The name of the limited liability company; 

c. (2)  the address of the registered office and the name and address of the resident agent for service of process required to be maintained by K.S.A. 2002 Supp. 17-7666, and amendments thereto; 

d. (3)  any other matters the members determine to include therein; and 

e. (4)  if the limited liability company is organized to exercise the powers of a professional association or corporation, each such profession shall be stated. 
f. It takes $150 to start a new limited liability company

g. It takes one person to form a limited liability company

i. Nothing indicates that it has to be more than one person

ii. The original rules specified 2 or more persons

2. What kind of limited liability do you get when you form an LLC?

a. Limited liability to third parties: 17-7688

i. (a) Except as otherwise provided by this act, the debts, obligations and liabilities of a limited liability company, whether arising in contract, tort or otherwise, shall be solely the debts, obligations and liabilities of the limited liability company, and no member or manager of a limited liability company shall be obligated personally for any such debt, obligation or liability of the limited liability company solely by reason of being a member or acting as a manager of the limited liability company. 

ii. (b)  Notwithstanding the provisions of subsection (a) of this section, under an operating agreement or under another agreement, a member or manager may agree to be obligated personally for any or all of the debts, obligations and liabilities of the limited liability company. 

iii. (c)  A member or manager of a limited liability company is not a proper party to proceedings by or against a limited liability company, except when the object is to enforce a member's or manager's right against, or liability to, the limited liability company

iv. If you commit tort, not protected 
3. Good exam question: How good is limited liability in limited liability company compared to corporations or limited liability partnerships? 

a. Common law doctrine: test for corporations (to pierce corporate veil)

i. Intimate and dominating relationship

ii. Fraud and injustice

b. Common law doctrine not strictly construed: 17-76.134

i. (a) The rule that statutes in derogation of the common law are to be strictly construed shall have no application to this act. 

ii. (b)  It is the policy of this act to give the maximum effect to the principle of freedom of contract and to the enforceability of operating agreements.

c. Ramirez thinks the above clause is unconditional, clear, and enacted with knowledge of veil piercing doctrine
4. Name: 17-7664

a. The name of each limited liability company as set forth in its articles of organization: 

b. (a)  Shall contain the words "limited liability company" or "limited company", or the abbreviation "LLC," "LC" or the designation "LLC" or "LC"; 

c. (b)  may contain the name of a member or manager; 

d. (c)  must be such as to distinguish it upon the records with the secretary of state from the name of any other corporation;

e.  (d)  May contain the following words: "company," "association," "club," "foundation," "fund," "institute," "society," "union," "syndicate," "limited" or "trust" (or abbreviations of like import).

i. The rationale behind the name requirement is to give notice to others of the limited liability

ii. Agency view: put LLC when signing, so you are a disclosed agency and you are not on the hook

C. Operating Agreement

1. Do you need an operating agreement? It depends 

a. Technically you don’t need one; if you are 1 person LLC, would be tough

b. If more than one person, you will have an operating agreement

c. Definition: 17-7663(g)

i. (g)  "Operating agreement" means any agreement, written or oral, of the member or members as to the affairs of a limited liability company and the conduct of its business. A written operating agreement or another written agreement or writing

d. Operating agreement: 17-7673(c)

i. (c)  An operating agreement may be entered into either before, after or at the time of the filing of the articles of organization and, whether entered into before, after or at the time of such filing, may be made effective as of the formation of the limited liability company or at such other time or date as provided in the operating agreement

e. Operating agreement: 17-76.134(c)(1+2)
i.  (1)  Any such member or manager or other person acting under an operating agreement shall not be liable to the limited liability company or to any such other member or manager for the member's or manager's or other person's good faith reliance on the provisions of the operating agreement; and 

ii. (2)  The member's or manager's or other person's duties and liabilities may be expanded or restricted by provisions in an operating agreement.

iii. 134 encourages contractarianism and provides maximum freedom of contract

f. What did we form?

i. It is an entity with its own individual rights and powers

ii. Under the uniform limited liability act 201, a limited liability company is a legal entity distinct from its members

iii. In Kansas, members are not liable for the acts of limited liability company

iv. Limited liability company has the ability to sue and be sued and to sue a limited liability company, serve the registered agent 

D. Operations

1. Choice of business entity

a. General partnership: default form

b. Sole proprietorship: no reason, why be exposed to risk now that you can have a single person LLC

c. Corporation: does not want to be limited liability company

2. Generally people want flow through taxation 

a. Public corporations do not want flow through taxation

i. They can retain earnings and enjoy single level taxation at corporate rates (competitive advantage)

ii. Pays no dividend, so no dual tax

3. How is Limited Liability Company operated?

a. A limited liability company can be member managed or management managed

b. Manager: 17-7663(k)

i. (k)  "Manager" means a person who is named as a manager of a limited liability company in, or designated as a manager of, a limited liability company pursuant to an operating agreement or similar instrument under which the limited liability company is formed.

c. Member: 17-7663(l)

i. (l)  "Member" means a person who has been admitted to a limited liability company as a member as provided in K.S.A. 2002 Supp. 17-7686, and amendments thereto, or, in the case of a foreign limited liability company, in accordance with the laws of the state or foreign country or other foreign jurisdiction under which the foreign limited liability company is organized

d. The operating agreement is the most important tool
e. Managers have the power to bind outside the operating agreement

f. Each member in a member managed LLC has power to bind

g. Management: 17-7693

i. (a) Unless otherwise provided in an operating agreement, the management of a limited liability company shall be vested in its members in proportion to the then current percentage or other interest of members in the profits of the limited liability company owned by all of the members, the decision of members owning more than 50% of the percentage or other interest in the profits controlling; provided however, that if an operating agreement provides for the management, in whole or in part, of a limited liability company by a manager, the management of the limited liability company, to the extent so provided, shall be vested in the manager who shall be chosen by the members in the manner provided in the operating agreement. The manager shall also hold the offices and have the responsibilities accorded to the manager by the members and set forth in an operating agreement. Subject to K.S.A. 2002 Supp. 17-76,105, and amendments thereto, a manager shall cease to be a manager as provided in an operating agreement. A limited liability company may have more than one manager. Unless otherwise provided in an operating agreement, each member in a member managed LLC has the authority to bind the limited liability company, and each manager, in a manager managed LLC has the authority to bind the LLC. 

ii. (b)  If the articles of organization provide that management of the limited liability company is vested in one or more managers: (1) No member acting solely in the member's capacity as a member, is an agent of the limited liability company; and (2) every manager is an agent of the limited liability company for the purpose of its business and affairs, and the act of any manager for apparently carrying on the usual way of the business or affairs of the limited liability of which the manager is a manager binds the limited liability company, unless the manager so acting has, in fact, no authority to act for the limited liability company in the particular matter, and the person with whom the manager is dealing has knowledge of the fact that the manager has no such authority. 

iii. (c)  An act of a member or manager which apparently is not for carrying on the usual way of the business or affairs of the limited liability company does not bind the limited liability company unless authorized in accordance with the terms of the articles of organization or operating agreement

E. Control

1. The Corporation context, control stripped away

a. Shareholders vote for directors, that’s all they do

b. If shareholder has control – undercutting whole premise of corporation

c. Liability was traditionally limited because no control

2. Limited Liability Company – whole point is to allow owners to control and get LL

a. So – element of intimate and dominating relationship is a moot point in LLC

b. Still have some type of corporate veil piercing in LLC context for other elements (fraud & injustice)

3. 17-7693(a): end of section – overly broad: See above

a. Agency – members actual authority may be restricted by operating agreement but not clear on apparent authority

b. Member in member managed LLC – agent with power to bind, that’s ok

c. But doesn’t specify limits

d. Whether member or manager – limited to transactions in ordinary course

e. Look at managers – 17-7693(b)

4. Any act carrying on usual course of business binds LLC unless manger has no authority in matter and person with whom dealing has knowledge of no authority

a. Like partnership context

i. Partner binds for apparently carrying on the business {or a business of the type} added in RUPA

ii. 17-7693(b) out to be read same way for member (a)

iii. Why – RUPA same

iv. Rules of construction in 17-76.135

· In any case not provided for in this act, rule of law and equity shall govern

· Closest thing to member in member managed LLC is partner

· RUPA 301(a): each partner is an agent of the partnership

· KS is RUPA state

5. Is there a difference between RUPA standard and standard of apparent authority for manager managed LLC

a. 17-7693(b)(2) the business

b. RUPA 301(a) expansion, not just the business, but business of the kind

c. Statute tells us apparent authority of manager 

i. 17-7693(b) – tracks “the” business RUPA expands to business of the kind

ii. Member in member managed – more than a manager – more apparent authority, so follow RUPA, business of the kind 301(a)

6. Makes sense that scope of authority for member is broader than manager

a. Not only agent, but equity

b. What do you do if articles of organization say it’s manager managed, but operating agreement says member managed {or visa versa}?

i. 17-7693

ii. Make them consistent

iii. But you can get different outcomes

F. Operations: Authority

1. 17-76,101.   Allocation of profits and losses. 

a. The profits and losses of a limited liability company shall be allocated among the members, and among classes or groups of members, in the manner provided in an operating agreement. If the operating agreement does not so provide, profits and losses shall be allocated on the basis of the agreed value (as stated in the records of the limited liability company) of the contributions made by each member to the extent they have been received by the limited liability company and have not been returned.
2. Received and not returned: what does this mean?

a. Suppose the capital guy agrees to give $100K and the services guy agrees to give labor but did not give it yet

b. At day one, capital guy has 100% profit interest and the services guy has 0%
c. Or the capital and services guy could enter into an agreement and fix the share of profit each will receive 

d. The default tracks RUPA

3. Voting

a. 17-7687.   Classes; voting. 

i. (a) An operating agreement may provide for classes or groups of members having such relative rights, powers and duties as the operating agreement may provide, and may make provision for the future creation in the manner provided in the operating agreement of additional classes or groups of members having such relative rights, powers and duties as may from time to time be established, including rights, powers and duties senior to existing classes and groups of members. An operating agreement may provide for the taking of an action, including the amendment of the operating agreement, without the vote or approval of any member or class or group of members, including an action to create under the provisions of the operating agreement a class or group of limited liability company interests that was not previously outstanding. An operating agreement may provide that any member or class or group of members shall have no voting rights. 

ii. (b)  An operating agreement may grant to all or certain identified members or a specified class or group of the members the right to vote separately or with all or any class or group of the members or managers, on any matter. Voting by members may be on a per capita, number, financial interest, class, group or any other basis. 

iii. (c)  An operating agreement which grants a right to vote may set forth provisions relating to notice of the time, place or purpose of any meeting at which any matter is to be voted on by any members, waiver of any such notice, action by consent without a meeting, the establishment of a record date, quorum requirements, voting in person or by proxy, or any other matter with respect to the exercise of any such right to vote. 

iv. (d)  Unless otherwise provided in an operating agreement, on any matter that is to be voted on by members, the members may take such action without a meeting, without prior notice and without a vote, if a consent or consents in writing, setting forth the action so taken, shall be signed by the members having not less than the minimum number of votes that would be necessary to authorize or take such action at a meeting which unless otherwise provided in the operating agreement or this act shall be a majority in interest of each class entitled to vote thereon. Unless otherwise provided in an operating agreement, on any matter that is to be voted on by members, the members may vote in person or by proxy. 

v. (e)  Unless otherwise provided in the operating agreement or in this act every member holding interest in profits shall be entitled to vote.

vi. (f)  When, under the provisions of this act or under the provisions of the articles of organization or operating agreement of a limited liability company, notice is required to be given to a member of a limited liability company a waiver in writing signed by the person or persons entitled to the notice, whether made before or after the time for notice to be given, is equivalent to the giving of notice.

b. There is some duplication of RUPA because without majority, the status qua wins

c. Also, check 17-7693(c) above
4. Managers

a. How many, what kind, how selected, how terminated

b. 17-7695.   Classes and voting. 

i. (a) An operating agreement may provide for classes or groups of managers having such relative rights, powers and duties as the operating agreement may provide, and may make provision for the future creation in the manner provided in the operating agreement of additional classes or groups of managers having such relative rights, powers and duties as may from time to time be established, including rights, powers and duties senior to existing classes and groups of managers. An operating agreement may provide for the taking of an action, including the amendment of the operating agreement, without the vote or approval of any manager or class or group of managers, including an action to create under the provisions of the operating agreement a class or group of limited liability company interests that was not previously outstanding.

ii. (b)  An operating agreement may grant to all or certain identified managers or a specified class or group of the managers the right to vote, separately or with all or any class or group of managers or members, on any matter. Voting by managers may be on a per capita, number, financial interest, class, group or any other basis. Unless otherwise provided in the operating agreement, if more than one manager is appointed, all managers shall have an equal vote per capita. 

iii. (c)  An operating agreement which grants a right to vote may set forth provisions relating to notice of the time, place or purpose of any meeting at which any matter is to be voted on by any manager or class or group of managers, waiver of any such notice, action by consent without a meeting, the establishment of a record date, quorum requirements, voting in person or by proxy, or any other matter with respect to the exercise of any such right to vote. 

iv. (d)  Unless otherwise provided in an operating agreement, on any matter that is to be voted on by managers, the managers may take such action without a meeting, without prior notice and without a vote, if a consent or consents in writing, setting forth the action so taken, shall be signed by the managers having not less than the minimum number of votes that would be necessary to authorize or take such action at a meeting. Unless otherwise provided in an operating agreement, on any matter that is to be voted on by managers, the managers may vote in person or by proxy. 

v. (e)  When, under the provisions of the Kansas revised limited liability company act or under the provisions of the articles of organization or operating agreement of a limited liability company, notice is required to be given to a manager of a limited liability company having a manager or managers, a waiver in writing signed by the person or persons entitled to the notice, whether made before or after the time for notice to be given, is equivalent to the giving of notice.

c. The most important instrument here is THE OPERATING AGREEMENT, MUST HAVE ONE, GOT TO HAVE ONE, SHOULD HAVE ONE, AND BETTER HAVE ONE

5. Admission of new members

a. 17-7686.   Admission of members. 

i. (a) In connection with the formation of a limited liability company, a person is admitted as a member of the limited liability company upon the later to occur of: 

· (1)  The formation of the limited liability company; or 

· (2)  the time provided in and upon compliance with the operating agreement or, if the operating agreement does not so provide, when the person's admission is reflected in the records of the limited liability company. 

ii. (b)  After the formation of a limited liability company, a person is admitted as a member of the limited liability company: 

· (1)  In the case of a person who is not an assignee of a limited liability company interest, including a person acquiring a limited liability company interest directly from the limited liability company and a person to be admitted as a member of the limited liability company without acquiring a limited liability company interest in the limited liability company at the time provided in and upon compliance with the operating agreement or, if the operating agreement does not so provide, upon the consent of all members and when the person's admission is reflected in the records of the limited liability company; 

· (2)  in the case of an assignee of a limited liability company interest, as provided in subsection (a) of K.S.A. 2002 Supp. 17-76,114, and amendments thereto, and at the time provided in and upon compliance with the operating agreement or, if the operating agreement does not so provide, when any such person's permitted admission is reflected in the records of the limited liability company; or 

· (3)  unless otherwise provided in an agreement of merger or consolidation, in the case of a person acquiring a limited liability company interest in a surviving or resulting limited liability company pursuant to a merger or consolidation approved in accordance with subsection (b) of K.S.A. 2002 Supp. 17-7681, and amendments thereto, at the time provided in and upon compliance with the operating agreement of the surviving or resulting limited liability company.

b. What about the rights of assignee in limited liability company

i. See 17-7686(b)(2) above

ii. Also, see 17-76.114: Right of assignee to become member. 
(a) An assignee of a limited liability company interest may become a member as provided in an operating agreement and upon: 
(1)  The approval of all of the members of the limited liability company other than the member assigning the member's limited liability company interest; or 
(2)  compliance with any procedure provided for in the operating agreement.

6. Exam question

a. Can an assignee get full rights in a limited liability company?

b. 17-76,112.   Assignment of limited liability company interest. 

i. (a) A limited liability company interest is assignable in whole or in part except as provided in an operating agreement. The assignee of a member's limited liability company interest shall have no right to participate in the management of the business and affairs of a limited liability company except as provided in an operating agreement and upon: 

· (1)  The approval of all of the members of the limited liability company other than the member assigning the member's limited liability company interest; or 

· (2)  compliance with any procedure provided for in the operating agreement. 

ii. (b)  Unless otherwise provided in an operating agreement: 

· (1)  An assignment of a limited liability company interest does not entitle the assignee to become or to exercise any rights or powers of a member; 

· (2)  an assignment of a limited liability company interest entitles the assignee to share in such profits and losses, to receive such distribution or distributions, and to receive such allocation of income, gain, loss, deduction, or credit or similar item to which the assignor was entitled, to the extent assigned; and 

· (3)  a member ceases to be a member and to have the power to exercise any rights or powers of a member upon assignment of all of the member's limited liability company interest. Unless otherwise provided in an operating agreement, the pledge of, or granting of a security interest, lien or other encumbrance in or against, any or all of the limited liability company interest of a member shall not cause the member to cease to be a member or to have the power to exercise any rights or powers of a member. 

iii. (c)  An operating agreement may provide that a member's interest in a limited liability company may be evidenced by a certificate of limited liability company interest issued by the limited liability company. 

iv. (d)  Unless otherwise provided in an operating agreement and except to the extent assumed by agreement, until an assignee of a limited liability company interest becomes a member, the assignee shall have no liability as a member solely as a result of the assignment. 

v. (e)  Unless otherwise provided in the operating agreement, a limited liability company may acquire, by purchase, redemption or otherwise, any limited liability company interest or other interest of a member or manager in the limited liability company. Unless otherwise provided in the operating agreement, any such interest so acquired by the limited liability company shall be deemed canceled. 

vi. (f)  If the assignor of a limited liability company interest is the only member of the limited liability company at the time of the assignment, the assignee shall have the right to participate in the management of the business and affairs of the limited liability company as a member.

G. Fiduciary Duty

1. The Members and managers 17-76.134(c)

a. Maximum effect to freedom of contract

i. Can expand or restrict fiduciary duty by provision in operating agreement

b. Default fiduciary duties: without operating agreement

i. 7693 uses the word “agent”

ii. Default

· Members have no authority to bind – not agents

· Managers have authority to bind – agents

· RSMT 386 – agent owes fiduciary duty of care (ordinary care) duty of loyalty to principal

· Look in articles of organization – is it member or manager

iii. Should RUPA apply

· Even though statute says agent, a member is not a partner, a member is an agent

· RUPA 404 – only fiduciary duties partners owes are loyalty and care – very different standard than agency 379
2. Which ought to apply in LLC context?

a. Ramirez – RSMT Agency from the 1950s – fundamentally different thinking

b. Today – BA – broad-based feeling based on experience.  We ought not hold business manager’s feet to the fire like other professionals

i. Want them to take risks, exercise sufficient control, etc.

ii. Those arguments prevail with respect to duty of care in many contexts

iii. RUPA 404(c): gross negligence or reckless conduct is the standard

· Partnership context – good policy sense to limit liability for ordinary negligence

· Agency – not KS statute – ordinary care

· DE Corp law 102(b)(7) – corp can do away with the duty of care

iv. In member managed LLC, RUPA makes more sense – policy motives similar

v. Default basis – argue fiduciary duties in member managed governed by RSMT Agency, but RUPA designed to limit liability for more risk taking – makes more sense

3. Manager Managed

a. Fiduciary duties, probably best to go to corporation law

i. Don’t know duties of directors in KS corporate law

· Generally – Business Judgment Rule
· Don’t want courts running corporations – want business people running corporations without judicial second-guessing

b. Delaware Rule:  Gross Negligence {Smith v. Van Gorkam}

c. Older JD’s: Ordinary negligence, focus on negligent process in coming to decision, not just bad outcomes

d. Vigurous JD’s: as long as directors exercise good faith, not liable

e. ALI: BJR – only decisions with rational basis do not lead to liability under BJR

f. KS:  doesn’t tell us if there’s a BJR – don’t know what a director’s duty of care is

i. Can we say  manager’s duty of care in LLC should follow a directors

· If no operating agreement in writing, can arise from course of conduct

· Go to corporate director scenario

· Look at manager powers. If members really running show, manager is more like an agent – go to agency law. If manager looks like a director – go to corporate law

4. What about contractual alterations of defaults – is it unlimited?

a. Cannot contract out all fiduciary duties

b. RUPA 103 may not eliminate duty of loyalty or unreasonably reduce duty of care

i. So – can reduce, but under RUPA – limits

ii. But – 102(b)(7) – can eliminate duty of care 

· But not duty of loyalty

c. Would be unprecedented in KS to completely contract away fiduciary duties of business persons

5. 17-76.134 does say maximum affect to freedom of contract

a. Until further direction from KS courts – go with RUPA – safe harbor in how far you can go

6. Is there any other limitation for limiting fiduciary duties of members and managers in LLC?

a. How far can you go with freedom of contract?

i. Limits: fraud, unconscionability, other fiduciary duty, fairness, shock consciousness, disparity in bargaining power, etc.

b. Any difference between member or manager managed

i. Do we want fiduciary duties for our clients

· Just because you can contract way duties – do you want to?

· Typical 50/50 relationship – want fiduciary protection – otherwise your client exposed to high risk

ii. If member looks like a shareholder – no fiduciary duties

H. Dissolution

1. Limited Liability Company is an entity and members can come and go but the entity continues

2. 17-76,116.   Dissolution. 

a. (a) A limited liability company is dissolved and its affairs shall be wound up upon the first to occur of the following: 

i. (1)  At the time specified in an operating agreement, but if no such time is set forth in the operating agreement, then the limited liability company shall have a perpetual existence; 

ii. (2)  upon the happening of events specified in an operating agreement; 

iii. (3)  unless otherwise provided in an operating agreement, upon the written consent of the members of the limited liability company; or, if there is more than one class or group of members, then by each class or group of members, in either case, by members who own more than 50% of the then-current percentage or other interest in the profits of the limited liability company owned by all of the members or by the members in each class or group, as appropriate; 

iv. (4)  at any time there are no members, provided that, unless otherwise provided in an operating agreement, the limited liability company is not dissolved and is not required to be wound up if, within 90 days or such other period as is provided for in the operating agreement after the occurrence of the event that terminated the continued membership of the last remaining member, the personal representative of the last remaining member agrees in writing to continue the limited liability company and to the admission of the personal representative of such member or the personal representative's nominee or designee to the limited liability company as a member, effective as of the occurrence of the event that terminated the continued membership of the last remaining member; or 

v. (5)  the entry of a decree of judicial dissolution under K.S.A. 2002 Supp. 17-76,117, and amendments thereto. 

b. (b)  Unless otherwise provided in an operating agreement, the death, retirement, expulsion, bankruptcy or dissolution of any member or the occurrence of any other event that terminates the continued membership of any member shall not cause the limited liability company to be dissolved or its affairs to be wound up, and upon the occurrence of any such event, the limited liability company shall be continued without dissolution, unless within 90 days following the occurrence of any such event, the remaining members of the limited liability company or, if there is more than one class or group of members, then the remaining members in each class or group of members, in either case, by members who own more than 50% of the then-current percentage or other interest in the profits of the limited liability company owned by all of the members or by the members in each class or group, as appropriate, agree in writing to dissolve the limited liability company.
3. Rule 1: doesn’t matter what happens to members – entity continues

4. Rule 2: subject to provisions in operating agreement, members can decide to dissolve if 50% of members decide to dissolve

5. The 17-76,106.   Resignation of member. 

a. A member may resign from a limited liability company only at the time or upon the happening of events specified in agreement and in accordance with the operating agreement. Notwithstanding anything to the contrary under applicable law, unless the operating agreement provides otherwise, a member may resign from a limited liability company prior to the dissolution and winding up of the limited liability company. Upon resignation the member shall be deemed to be an assignee and shall have only the rights of an assignee. The resigned member is not released from the member's liability, if any, to a limited liability company. Notwithstanding anything to the contrary under applicable law, the operating agreement may provide that a limited liability company interest may not be assigned prior to the dissolution and winding up of the limited liability company

6. 17-7691.   Remedies for breach of operating agreement by member. 
An operating agreement may provide that: 

a. (a)  A member who fails to perform in accordance with, or to comply with the terms and conditions of, the operating agreement shall be subject to specified penalties or specified consequences; and 

b. (b)  at the time or upon the happening of events specified in the operating agreement, a member shall be subject to specified penalties or specified consequences.

7. 17-76,107.   Distribution upon resignation. 

a. Except as provided in this act, upon resignation any resigning member is entitled to receive any distribution to which the member is entitled under the operating agreement. If not otherwise provided in the operating agreement, the resigning member is not entitled to receive the fair value of the member's limited liability company interest until the dissolution and winding up of the limited liability company. All distributions to a resigned member shall be subject to the provisions of K.S.A. 2002 Supp. 17-76,108, 17-76,109 and 17-76,110, and amendments thereto.
b. Exam question: compare LLC, LLP, and corporation dissolution

8. 17-76,117.   Involuntary dissolution. 

a. (a) A limited liability company may be dissolved involuntarily by order of the district court for the county in which the registered office of the limited liability company is located in an action filed by the attorney general when it is established that the limited liability company: 

i. (1)  Has procured its articles of organization through fraud; 

ii. (2)  has exceeded the authority conferred upon it by law; 

iii. (3)  has committed a violation of any provision of law whereby it has forfeited its articles of organization; 

iv. (4)  has carried on, conducted or transacted its business in a persistently fraudulent or illegal manner; or 

v. (5)  by the abuse of its powers contrary to the public policy of the state, has become liable to be dissolved. 

b. (b)  If the business of the limited liability company is suffering or is threatened with irreparable injury because the members of a limited liability company, or the managers of a limited liability company having more than one manager, are so deadlocked respecting the management of the affairs of the limited liability company that the requisite vote for action cannot be obtained and the members are unable to terminate such deadlock, then any member or members in the aggregate owning at least 25% of the outstanding interests in either capital or profits and losses in the limited liability company may file with the district court a petition stating that such member or members desire to dissolve the limited liability company and to dispose of the assets thereof in accordance with a plan to be agreed upon by the members or as determined by the district court in the absence of such agreement

9. 17-76,118.   Winding up. 

a. (a) Unless otherwise provided in the operating agreement, a manager who has not wrongfully dissolved a limited liability company or, if none, the members or a person approved by the members or, if there is more than one class or group of members, then by each class or group of members, in either case, by members who own more than 50% of the then current percentage or other interest in the profits of the limited liability company owned by all of the members or by the members in each class or group, as appropriate, may wind up the limited liability company's affairs; but the district court upon cause shown, may wind up the limited liability company's affairs upon application of any member or manager, personal representative or assignee, and in connection therewith, may appoint a liquidating trustee. 

b. (b)  Upon dissolution of a limited liability company and until the filing of a certificate of dissolution as provided in K.S.A. 2002 Supp. 17-7675, and amendments thereto, the persons winding up the limited liability company's affairs may, in the name of, and for and on behalf of, the limited liability company, prosecute and defend suits, whether civil, criminal or administrative, gradually settle and close the limited liability company's business, dispose of and convey the limited liability company's property, discharge or make reasonable provision for the limited liability company's liabilities, and distribute to the members any remaining assets of the limited liability company, all without affecting the liability of member and managers without imposing liability on a liquidating trustee

10. 17-76,119.   Distribution of assets. 

a. (a) Upon the winding up of a limited liability company, the assets shall be distributed as follows: 

i. (1)  To creditors, including members and managers who are creditors, to the extent otherwise permitted by law, in satisfaction of liabilities of the limited liability company (whether by payment or the making of reasonable provision for payment thereof) other than liabilities for which reasonable provision for payment has been made and liabilities for distributions to members and former members under K.S.A. 2002 Supp. 17-76,104 or 17-76,107, and amendments thereto; 

ii. (2)  unless otherwise provided in an operating agreement, to members and former members in satisfaction of liabilities for distributions under K.S.A. 2002 Supp. 17-76,107, and amendments thereto; 

iii. (3)  unless otherwise provided in an operating agreement, to members first for the return of their contributions and second respecting their limited liability company interests, in the proportions in which the members share in distributions. 

b. (b)  A limited liability company which has dissolved shall pay or make reasonable provision to pay all claims and obligations, including all contingent, conditional or unmatured claims and obligations, known to the limited liability company and all claims and obligations which are known to the limited liability company but for which the identity of the claimant is unknown.

I. Comparison: LLC or LLP?

1. It Depends on

a. Tax ramifications – flow through or dual

b. Limited liability – doesn’t drive decision

i. Sole proprietor or general partnership liable for all obligations of business

ii. LLP, LLC, Corp

· Differences – think veil piercing

· Corporations – subject to it

· Limited Liability Companies – veil piercing probably available, not on same basis as corp – doesn’t make sense to apply intimate and dominating standard to LLC, fraud should apply to diminished extent.  Control issue is different in LLC

· Limited Liability Partnerships – control issue – legislature decided you can have LL notwithstanding partnership control.  Plain meaning of statute – when legislature enacted they are deemed to have knowledge of legal context – they knew about veil piercing

c. Interstate business

i. All states recognize corporate veil

ii. LLP – not all statues have RUPA yet – small risk that some states will not recognize foreign LLP’s veil
iii. LLC – high degree of interstate recognition

d. Cost and easy

i. LLC – not easy or cheap – too much emphasis on operating agreement

· Lots of problems with drafting operating agreement, lack of defaults, case law and specificity in the Act.  

· Each member should be represented by separate counsel

ii. LLP – lots of defaults and case law, less expensive

iii. If you want to be publicly held – corporation best

VI. SARBANES OXLEY REFORMS

A. THE PROBLEM: Beginning with the collapse of Enron Corporation and following through with the coming to light of massive problems at WorldCom, Adelphia Communications, Global Crossing, and elsewhere, investor confidence in the integrity of the American corporations and the American securities markets plummeted.  The causes of these corporate scandals are still unclear. What is clear, however, is that in the summer of 2002, Congress found itself under pressure to address perceived deficiencies in the transparency and integrity of America=s publicly held companies

B. THE SOLUTION: THE SARBANES-OXLEY ACT OF 2002: Solution: Congress’s response to this crisis was the passage (almost unanimously) of the Sarbanes-Oxley Act of 2002, Pub. L. No. 104-207, 116 Stat. 745 (2002) (The “Act.”)  Sarbanes-Oxley is perhaps the most far-reaching financial reform package since the Great Depression.  The Act does much, and many consider it a revolution in corporate governance.  This outline will summarize the impact of the Act thus far, as well as alert business and transactional lawyers to potential future developments. The main aspects of the Act are:

1. White Collar Crime Sentencing:

a. First, the bad news: There is no doubt that the recent wave of corporate corruption has spawned a new push for federal prosecution of white-collar crimes. The pictures of corporate leaders being manacles and led off to jail have captured the public’s imagination, and there are some who believe that the entire problem could be resolved by a few well-publicized convictions and jail terms

b. Ironically, however, Sarbanes-Oxley itself does little to enhance the punishment of white-collar criminals.  Section 903 does quadruple the statutory maximum sentence from five to 20 years for mail fraud and wire fraud.  Similarly, §1106 increases the maximum penalty for securities fraud from 10 to 20 years

c. The real issue, however, is the federal sentencing guidelines.  Sections 805, 905 and 1104 each direct the Federal Sentencing Commission to “review” the guidelines and make recommendations for amendments. The recently enacted Economic Crimes Package of 2001, effectively increased the sentencing guidelines for white collar crime to much higher levels than traditionally were applied in such cases.  Nevertheless, the Federal Sentencing Commission significantly enhanced penalties for the most serious corporate crimes, again, in response to the Act.  For an overview of these enhancements, see, http://www.ussc.gov/r_congress/S-Oreport.pdf
2. New Crimes

a. The headlines surrounding the passage of the Act made much of §807, the new securities fraud statute that also had a stiff statutory maximum term of 25 years.  See §807 (codified at 18 U.S.C. §1348).  The new crime covers the same conduct as the old securities fraud, mail fraud and wire fraud statutes.  The only significant difference is that the new law does not require a purchase or sale of a security.  This requirement is likely to be much more significant in civil litigation rather than criminal cases.  There may be some conduct that is covered under the new statute that was not previously criminalized, but even here state law would impose criminal sanctions.  For example, consider the situation in which a broker tricks an elderly client into conveying (but involving no purchase or sale) a security to him, pursuant to face-to-face discussions involving no mail or use of wires.  This now is criminally prohibited under federal law.  Also, there no longer seems to be a willfulness requirement under §807, as there has long been under prior federal law

b. Another criminal provision e with significant reach is §906. Section 906 requires CEO’s and CFOs to certify that the issuer’s financial reports fully comply with the requirements of the securities laws and that those reports “fairly present, in all material respects, the financial condition of the issuer. See §906 (codified at 18 U.S.C. ' 1350). CEO’s and CFO’s who knowingly make false certifications are subject to a fine of $1,000,000 or a jail term of not more than ten years or both. CEO’s or CFO’s who willfully certify a statement knowing that the statement does not comply with the standard is subject to a fine of $10,000,000 or a jail term of twenty years or both.  Section 906 could give rise to false certification crimes, without proof of any intent to defraud, and without proof of fraud in connection with the purchase or sale of securities

c. The Act also adds new “obstruction of justice” provisions.  Section 802 requires accountants to retain their working papers for five years.  Section 902 imposes criminal liability for those who destroy or alter documents under the direction of a superior, in order to obstruct an official proceeding.  Section 1102 makes it illegal to destroy documents in anticipation of a proceeding just as it is now when a proceeding exists.  (Codified at 18 U.S.C. '' 1512, 1519 and 1520))

d. Finally, the §806 adds provisions protecting whistleblowers if they are blowing the whistle on securities fraud or some other federal offense to a law enforcement officer.  Section 1107 makes it a crime to knowingly retaliate against such whistleblowers. See § 806 and 1107 (codified at 18 U.S.C. ' 1513 (e))

3. Certification Requirements 

a. In addition to imposing criminal penalties for false certifications of financial statements, under §906, the Act also contains substantial additional certification requirements. Section 302 mandates that the CEO and CFO of a publicly held company make a detailed certification regarding quarterly and annual reports, such as Form 10-K or 10-Q. Such certification must certify that: (i) the CEO and CFO have reviewed the report; (ii) the report does not contain material misrepresentations; (iii) the report fairly represents the financial condition and results of operations of the issuer; (iv) the CEO and CFO have established and maintained a system of adequate internal controls;(v) any weaknesses in internal controls, and any fraud by any with a significant role in the company’s internal controls, have been disclosed to the audit committee and the issuer=s auditors.  These certifications are far broader than the certifications that can give rise to criminal liability under §906.  Section 906 merely requires the CEO and CFO to certify that any reports containing “financial statements” fully comply with the ’34 act and that the reports fairly represent the financial condition of the issuer.  The SEC has issued final rules implementing § 302.  See www.sec.gov/rules/final/33-8124.htm.  Unfortunately, the SEC has not clarified the scope of Section 906, nor has it integrated the two certification provisions.  Thus it appears that for now two separate certifications are required much of the time under these two statutory mandates

4. Corporate Governance Provisions: Sarbanes-Oxley may well mean a revolution in corporate governance.  The SEC’s New Rules of Professional Responsibility are a significant part of this revolution, which effectively shifts power from management to the board.  Whether this will improve conduct in corporate America is less clear.   The most significant reforms in this area: 
a. Audit Committee Reform

i. Under §301, each audit committee member must be an independent and outside director.  As a result, the audit committee cannot have members who are paid anything beyond board fees. Also, the auditor must report to the audit committee.  Moreover, under §407 of the Act, at least one member of the audit committee must be a financial expert or the issuer must disclose reasons why there is no such expert.  The SEC has issued rules regarding the definition of an “audit committee financial expert.”  http://www.sec.gov/rules/final/33-8177.htm.  The board must determine that the “audit expert financial expert”: i) understands GAAP and financial statements; ii) has the ability to apply such principles in connection with estimates, accruals and reserves; iii) has experience preparing, auditing, analyzing, or evaluating financial statements; iv) understands internal controls; and v) understands the role of the audit committee.  The audit committee must establish procedures to assure complaints about the accounting system can be submitted anonymously and are treated appropriately.  The audit committee is empowered to hire experts as needed, including independent counsel

ii. Pursuant to §204 of the Act, auditors now must disclose to the audit committee all “critical accounting issues,” including all alternative treatments that have been discussed with management.  As a result, final decisions on auditing issues effectively have been removed from management to the audit committee.  Pursuant to §301 the audit committee also is responsible for the appointment, compensation and oversight of the auditor.  This requirement represents a major shift of authority away from management to the audit committee

b. Incentive Compensation 

i. One of the most vague provisions of the Act is §304. Section 304 requires CEO’s and CFO’s to reimburse any incentive pay, equity-based compensation and any trading profits they received in the twelve month period following the filing of any financial statement that subsequently is restated due to the “material noncompliance of the issuer, as a result of misconduct, with any reporting requirement under the securities law.” Applied literally, the reimbursement requirement is triggered even though the misconduct was not that of the CEO or CFO.  On the one hand the reimbursement requirement might seem reasonable because the compensation or profits were based on erroneous assumptions about the company’s financial performance. In some instances, however, the reimbursement requirement may work a tremendous hardship on innocent, unsuspecting CEO’s and CFO’s.  The SEC has been given the authority to exempt any person from this section; it has not exercised this authority.  It is worth noting that §803 of the Act makes any debts arising from violation of the securities acts non-dischargeable in a bankruptcy proceeding

c. Prohibition on Trading During Blackout Periods

i. One aspect of the Enron debacle that struck many observers as particularly loathsome was the reports of the profits made by Enron insiders who traded in the corporation’s securities while rank and file employees were prohibited from trading by a so-called “Blackout Periods.”  Congressed addressed that issue in §306, which prohibits officers and directors from trading in the corporation’s securities during any applicable pension fund black out period. Section 306 also provides that those who trade in violation of the prohibition must disgorge any profits they make 

ii. For the SEC interpretive regulations under this provision, see; http://www.sec.gov/rules/final/34-47225.htm.  In addition, pension plan administrators must now provide participants with advance notice of any trading blackout period

d. Miscellaneous Compensation-Related Provisions

i. The Act contains other provisions related to executive earnings and compensation. For example, §403 of the Act mandates that insiders file Section 16(a) reports earlier. Such reports must now be filed within two business days of a given trade, and must be filed electronically. Section §1103 of the Act empowers the SEC to temporarily freeze certain “extraordinary payments” to anyone associated with an issuer without the showing of any violation for at least 45 days  

e. Management and Auditing Reform

i. Section 303 prohibits any officer, director or any person acting at their direction to fraudulently mislead the company’s auditors.  The SEC has proposed Rule 13b2-2(b) which prohibits any conduct undertaken with the intent to improperly influence an auditor, ranging from threats of physical violence and bribery to termination of auditing firms from audit or non-audit engagements.  Final rules are expected by April, 2003

ii. Section 401 addresses off-balance sheet transactions.  Under this provision the SEC promulgated rules requiring a specific disclosure and explanation of off-balance sheet transactions, in management’s discussion and analysis included in an issuer’s disclosure documents. http://www.sec.gov/rules/final/33-8182.htm.   The SEC rule mandates comprehensive explanation of off-balance sheet arrangements, in a specific subsection of an issuer’s management’s discussion and analysis of finances and operations

f. Code of Ethics

i. Section 406 of the Act requires the SEC to impose disclosure obligations regarding whether an issuer has adopted a code of ethics that applies to the corporation’s principal accounting officer and its controller. Over the objections of some commentators, the SEC extended the coverage of the disclosure to include disclosure of whether the Code of Ethics applied to the corporation’s CEO as well.  See http://www.sec.gov/rules/final/33-8177.htm.  The SEC’s final rule defines the term “code of ethics” as “written standards that are reasonably designed to: deter wrongdoing and to promote” “honest and ethical conduct”; assure “full, fair, accurate, timely and understandable disclosure” in SEC reports; require compliance with applicable law; prompt internal reporting of violations of the code to appropriate persons; and to ensure accountability for complying with the code.  As noted above, these codes must apply to the CFO, CEO, Controller and others performing similar functions.  The ethics code must be filed as an exhibit to the company’s 10-K. The company must post the code on its website or undertake in its Annual Report to provide a copy of the code to any person without charge

ii. The New York Stock Exchange and NASDAQ have proposed rules that go beyond what is required by the new SEC Rule. In particular, the proposed rules would require all listed companies to adopt a code of ethics that applied to all directors, officers and employees of the listed company. The proposed rules would also require a listed company to make its code public and would require the company to disclose promptly any waiver of the code granted to an officer or director. The full text of the NYSE proposal can be found at http://www.nyse.com/pdfs/corp_gov_pro_b.pdf . The text of the NASDAQ proposal can be found at  http://www.nasdaq.com/about/2002_139.pdf
g. Bar to Loans to Insiders

i. Section 402 bars most loans to insiders (Section 402). At present it is unclear how this new provision will impact the ability of an issuer to advance litigations expenses to directors and officer under state indemnification provisions

h. Miscellaneous Provisions
i. Section 305 and 1105 expand the SEC’s power to bar persons from serving as officers or directors of publicly held companies

ii. Given the SEC=s funding reality, and its greatly expanded rulemaking burden, it appears that the Act=s authorization of a “real time” ongoing disclosure obligation regime is best viewed as a deferred change.  Theoretically, under Section 409 of the Act issuers will eventually have to disclose material information outside of the current periodic disclosure regime

5. Auditor Independence 

a. On January 26, 2003 the SEC approved the final rules on auditor independence. http://www.sec.gov/rules/final/33-8183.htm. Under Section 202 the audit committee must generally pre-approve all auditing and non-auditing services rendered by outside auditors, effective as of July 30, 2002.  This provision also requires that non-audit services provided by auditors be disclosed in the issuer’s periodic reports.  Section 203 mandates that audit partners be rotated every five years.  Section 204 provides that auditors disclose to the audit committee any alternative accounting practices that could have been employed in auditing the issuer’s financial statements

b. The new SEC rules require that while providing audit service, auditors must be prohibited from providing  bookkeeping service; financial information systems design and implementation services; appraisal services, including fairness opinions; actuarial services; internal audit outsourcing services: management functions or human resources services; investment services; legal and expert services unrelated to the audit; as well as any other service that the new Public Accounting Oversight Board may designate.  Sections 201-209 (new Section 10A of the Exchange Act, 15 U.S.C. ' 78j-1

6. The Public Company Accounting Oversight Board

a. Section 101 of the Act created the Public Company Accounting Oversight Board, to oversee the auditors of public companies. All audit firms for publicly held companies must register with the Board.  The Board, which will be subject to SEC oversight, has disciplinary power over its members and will promulgate professional responsibility rules for auditors.  Subject to SEC review, the Board the Board has plenary authority over auditing standards.  Sections 101-109

7. What the Act does not do 

a. The  Act does nothing to enhance private enforcement.  The statute of limitations for claims under the securities laws has been extended to two years from the date of discovery, for proceedings commenced after the date of enactment.  Section 802.  This is a trivial rollback of the otherwise massive financial deregulation pursued in the 1990s, with a particular focus on stripping away the depoliticized function of private enforcement

b. The Act does not increase the SEC=s appropriation, does not make the SEC independent of the appropriation process (like the Fed), and does not give the SEC any significant new civil sanction powers.  The SEC was Aauthorized@ additional funds.  Section 601.  Additional dollars have not actually been appropriated

8. Collateral Impact on Corporate Governance: In addition to the direct impacts the Act will have on corporate governance discussed above, the Act is also likely to have significant collateral effects on corporate governance under state law. They include:

a. Increases in the Potential Liability of Corporate Directors 

i. The main thrust of the Act is to involve corporate directors, particularly outside directors, more deeply in corporate governance. In particular, the Act requires companies to put into effect procedures to ensure more oversight of fiscal policies and reporting. One effect of those rules is likely to establish procedural requirements for board conduct.  Failure to implement those policies or to follow the newly established policies will likely be used by plaintiffs seeking to hold directors personally liability for negligent conduct under the process standards set out in Smith v. Van Gorkum, 488 A.2d 858 (Del. 1985) 

b. Adverse Impact on Liability Exculpatory Clauses 

i. One  response to the decision of the Delaware Supreme Court imposing liability on corporate directors in Van Gorkum was the enactment of provisions in corporate codes that either lessened the duty of corporate directors or permitted corporation to adopt exculpatory provisions limiting or eliminating the liability or corporate directors and in some instances corporate officers. Compare Va. Code Ann. §13.1-690(A) (lowering a director’s standard of care) with Del. Code. Ann. §102(b)(7)(1999) (authorizing charter opt-provisions that permitted the corporation to shield directors from personal liability for breaches of their duty of care).  The latter approach proved more popular; more than forty states adopted some form of the charter option provision

ii. Most charter option provisions are patterned on either Delaware’s §102(b)(7) [see e.g. Kans. Stats. Ann. 17.6002(b)(8)]; or §2.02(b)(4) of the Revised Model Business Corporation Act. [see e.g. Neb. Rev. Stat. §21-2018 (1999)]  Both types of provisions are subject to exceptions. By far the most troubling exception is that found in the Delaware pattern which excepts acts or omissions not taken by directors “in good faith.”  The RMBCA pattern does not contain the “not in good faith” exception
iii. The issue that arises as a result of the passage of the Act and the adoption of the accompanying rules is whether the Act substantially narrows the areas in which directors, particularly outside directors, can rely in good faith on the work of corporate officials. Arguably, the Act has substantially raised the bar by creating duties of independent verification of the processes by which corporate financial statements are prepared. Moreover, directors who approve exceptions to a company’s code of ethics or who fail to ensure the proper operation of the code may be deemed to not be acting in good faith and thus may be denied the protection afforded by the exculpatory provision.  It is noteworthy that the SEC has consistently taken the position that its rules do not impact state liability standards for directors

iv. It is also worth noting that the protection provided by most charter provisions in most instances applies only to corporate directors. Officers and employees--including directors who also serve as corporate officers or employees--are not protected by most charter exculpatory provisions. That distinction might become more important in the future because the Act arguably raised the standard of ordinary conduct for corporate officers

c. Ability of Companies to Advance Litigation Expenses

i. As discussed above, §402 bars most loans to insiders. It is unclear whether the SEC will take the position that the advancement of litigation expenses are to be treated as if they are loans and are thus barred under the Act. The inability of a corporate director to rely on such advancement may have a dramatic effect on the willingness of individuals to serve as corporate directors. Those who do so are likely to betake a much more active role in corporate governance

d. Impact on D & O Liability Coverage

i. The offshoot of the changes in potential directorial liability for acts or omission is likely to be a substantial increase in Side-A coverage under corporate D&O liability policies. That increase is likely to complement increases in premiums resulting from the current down market conditions facing liability coverage providers 

C. SCOPE OF RULES

1. Most Likely the Same Scope as the Audit Letter Scope

a. The plain meaning of the regulation seems to support this breadth of scope.  It specifies, in its broadest definitional provision, that the new regulations apply to “communications in any form” with the SEC, and to “providing advice . . . regarding any document that the attorney has notice will be . . . incorporated into any document that will be filed or submitted to, the Commission.”  17 CFR 205.2 (a) (1).  Indeed, the SEC received a comment letter objecting to such a broad potential scope, and specifically declined to negate the conclusion that responding to audit letters drew attorneys into the scope of the new regulation.  (68 Fed. Reg. 6297, 6298).  The audit letter process typically draws in all of a firm’s attorneys that represent a publicly held company

2. Certainty and Safety in Assuming Such a Broad Scope

a. If the rules placed attorneys in an ethically or professionally untenable position, then it may be worthwhile to resist the scope of the SEC’s New Federal Rules of Professional Responsibility.  In fact, I intend to demonstrate that the rules provide clear shelter for professional and ethical counsel, representing forward-thinking issuers.  Consequently, it makes sense for counsel to assume that if they are responding to auditors’ letters they are within the scope the rules.  In other words, it may be easier to comply than fight 
3. Supervisory Attorneys 

a. A  supervisory attorney must make “reasonable efforts to ensure” that a subordinate attorney subject to the new rules, complies with the new rules.  Additionally, “to the extent a subordinate attorney appears and practices before the Commission in the representation of an issuer, that attorney’s supervisory attorneys also appear and practice before the Commission.”  17 CFR § 205.4

4. Subordinate Attorneys

a. A  subordinate attorney must comply with Part 205, notwithstanding that the subordinate is acting at the direction of a supervisory attorney.  However, a subordinate attorney may discharge reporting obligations under Part 205, by making reports to a supervisory attorney.  17 CFR § 205.5

5. State Preemption

a. The new federal rules preempt only state law rules of professional responsibility that impose more relaxed disclosure obligations, and state law provisions that “conflict” with the new federal rules.  17 CFR § 205.1

b. Effective Date: August 5, 2003

c. Sanctions: No criminal liability, hopefully, just SEC enforcement actions

D. THE NEW TRIP UP THE NEW LADDER

1. Model Rule 1.13 Reconsidered 

a. To every corporate and business practitioner Model Rule 1.13 was like an old friend.  Rule 1.13 certainly specified that the corporation was the client, not its constituents who merely hired us, supervised us, reviewed our bills, signed our checks, and fired us.  Still, at every turn Rule 1.13 encouraged us to indulge the corporate masters, at the expense of the body corporate, or the shareholders.  An attorney representing a business organization only had to worry about any disclosure obligation if the attorney knew of wrongful conduct.  Thus, Enron and WorldCom could literally crater before the investing public’s eyes with nary a peep being heard from the army of lawyers representing these issuers.  Even when the lawyer knew chicanery was afoot, the only disclosure obligation was to proceed as “reasonably necessary” to protect the entity, including a permissive resignation, as an ultimate step.  Under Rule 1.13, the attorney essentially leaves the scene of the train wreck without having done anything to protect the “body corporate.”  The ABA has recently proposed amendments that again return the shareholders to the client chair, at least to an extent, but the proposal is too late for the Enron and WorldCom shareholders 

2. New Federal Rule of Professional Responsibility § 205.3(b)

a. The SEC’s new “up the ladder” rule requires attorneys to report “evidence of a material violation” to the corporation’s CEO or General Counsel.  The attorney must then monitor the response of these officers to assure that “an appropriate response” is made “within a reasonable time.”  If not, the attorney must then report to either a committee of the board or the full board.  Gone is the discretion of Rule 1.13 and the very high standard for triggering disclosure in the first instance.  Ultimately, the attorney may be required to make a “noisy withdrawal” to the SEC, depending on deferred SEC rulemaking.  See below, Part VI

3. Important Definitional Provisions 

a. Appropriate Response: A response that leads an attorney to “reasonably believe” that (i) there is no “material violation”; or that (ii) the issuer has adopted “appropriate remedial measures;” or that (iii) the issuer has retained counsel to review the matter and the issuer has “substantially implemented” any remedial recommendations made by such attorney or that such attorney advised the issuer that there is a “colorable defense” to the alleged wrongdoing.  17 CFR § 205.2(b).   In most circumstances, this implies a high degree of attorney involvement and monitoring once a report has been made, and can only cast a pall on the attorney-client relationship.  Even in the best of circumstances, the attorney is subject to a reasonableness standard that provides precious little shelter in the event major problems develop 

b. Material Violation: is a material violation of a federal or state securities law, a material breach of fiduciary duty, or a “similar” violation of law.  17 CFR § 205.2(i)

c. Evidence of a Material Violation: means credible evidence that would lead a “reasonable” attorney to conclude that it is “reasonably likely” that a “material violation” has occurred.  17 CFR § 205.2(e). The SEC specifically commented that “reasonably likely” is more than a “mere possibility” but less than “more likely than not.”  (68 Fed. Reg. 6302).  The SEC also specifically commented that “gossip, hearsay [or] innuendo” does not trigger the § 205.3 reporting obligation

E. THE NEW OPTIONAL DISCLOSURE REGIME 

1. Reconsidering Model Rule 1.6

a. Like Model Rule 1.13, Rule 1.6 invited criticism.  It permitted attorney disclosure of confidential information only if the risk of substantial bodily harm was present, and made no exception for disclosure to the regulatory agencies like the SEC, that existed to protect the ultimate corporate stakeholders—public shareholders

2. New Federal Rule of Professional Responsibility § 205.3(d)

a. An attorney may disclose to the SEC information necessary to prevent the issuer from committing a material violation that is likely to cause substantial financial injury; to prevent a fraud upon the SEC; or, to rectify the consequences a material violation likely to cause substantial financial injury.  The SEC withdrew its proposed rule which extended privileged status to such reports, in recognition of its limited authority on this front.  Nevertheless, the Commission included an extended discussion of the strong policy basis supporting the extension of privileged status to such communications, and a commitment to enter into and defend confidentiality agreements to facilitate reports.  (68 Fed. Reg. 6312, 6313)

3. Professional Liability Implications

a. The SEC has specifically provided that there is no private right of action under Part 205.  17 CFR § 205.7.  Nevertheless, the new rules clearly establish “minimum standards of professional conduct” for attorneys representing publicly held companies.  17 CFR § 205.1.  Consequently, failure to adhere to the standards of Part 205, can still be the basis of a malpractice action.  Thus, one may query just how permissive disclosure under § 205.3(d) is, if an expert were to opine that an attorney had an opportunity to stem wrongdoing to the corporation, but did not do so

F. THE QUALIFIED LEGAL COMPLIANCE COMMITTEE (QLCC)

1. Definition
a. A QLCC is a committee of the board that must include one member of the audit committee, and at least two other independent board members, that is directors not otherwise employed by the issuer.  A QLCC must adopt written procedures for dealing with reports of “material violations.”  The QLCC must be authorized to initiate investigations, retain experts, and to notify then SEC if its recommendations are not adhered to.  17 CFR § 205.2(k)

2. Advantage 

a. If an issuer has a QLCC, attorneys representing the issuer need not report in compliance with § 205.3(b) so long as the attorney reports “material violations” to the QLCC.  Moreover, the attorney need not assess the issuer’s response.  17 CFR § 205.3(c).  Finally, it would seem that a report to a QLCC would obviate the need to ever disclose information to the SEC in accordance with § 205.3(d).  Thus, the QLCC gives counsel for publicly held companies a clear safe harbor for making reports of “material violations.”  At the same time the SEC’s regulations create a powerful mechanism for policing the corporation (under the direction of a board committee) on an ongoing basis

G. THE “NOISY WITHDRAWAL” DEFERRAL

1. The SEC initially proposed that counsel for publicly held companies be required to withdraw from representing issuers that did not appropriately respond to the report of evidence of a material violation.  This rule has been deferred, to allow additional comments.  The controversy here is by no means settled, and the SEC has proposed alternatives to the “noisy withdrawal” provision.  One is effectively the same, but would require the company to disclose the withdrawal instead of counsel

2. The End
VII. CORPORATIONS: THE CORPORATE FORM
A. The Characteristics of the Corporation

1. Publicly Held Enterprises: The Corporation has traditionally been the preferred choice of form for business enterprises that are to be publicly held. This preference results from five central attributes of the corporate form

a. Limited Liability: Shareholders are not personally liable for corporate obligations

b. Free Transferability of Ownership Interests: Ownership interests in corporation, represented by shares of stock, are freely transferable

c. Continuity of Existence: The legal existence of a corporation is perpetual, unless a shorter term is stated in the certificate of incorporation

i. As a result, a corporation is relatively secure against early termination

d. Centralized Management: A corporation is normally managed by or under the direction of a board of directors, and a shareholder as such has no right to participate in management

e. Entity Status: A corporation is a legal person or legal entity

i. As a result, a corporation can exercise power and have rights in its own name

2. Privately Held Enterprises: A privately held enterprise might be either a close corporation, a general partnership, a limited liability partnership, a limited partnership, or a limited liability company

B. Selecting a State of Incorporation

1. Competition Among the States for Incorporations
a. A corporation’s internal affairs are governed by the law of its state of incorporation

b. For tax purposes, a corporation with only few owners (close corporation) will most likely incorporate locally in its principal place of business

c. If a corporation does business in a state, the state will impose a doing-business tax on the corporation on a basis that reflects the amount of that business

d. If a corporation is incorporated in a state, the state will impose a franchise tax for the privilege of incorporation, even if the corporation does not do business in that state

e. A small state has a great economic incentive to design a corporation law that will attract incorporation, particularly by large publicly held corporation

f. Delaware is by far the most successful state in attracting publicly held corporations

2. Race-to-the-bottom theory

a. Designing the corporate law to favor managers and thus attract incorporation; William Cary
3. Race-to-the-top theory

a. Corporate law that offers the optimal, value-maximizing and an efficient regime of corporate law; Ralf Winter
C. Organizing a Corporation

1. The creation of a corporation requires the filing of a certificate of incorporation, articles of incorporation, or charter with a designated state officer, usually the office of the secretary of state

2. Revised Model Business Corporation Act:
a. § 2.01: Incorporators

i. One or more persons may act as the incorporator or incorporators of a corporation by delivering articles of incorporation to the secretary of state for filing

b. § 2.03: Incorporation
i. (a) Unless a delayed effective date is specified, the corporate existence begins when the articles of incorporation are filed

ii. (b) The secretary of state’s filing of the articles of incorporation is conclusive proof that the incorporators satisfied all conditions precedent to incorporation except in a proceeding by the state to cancel or revoke the incorporation or involuntarily dissolve the corporation

c. § 2.06: Bylaws

i. (a) The incorporators or board of directors of a corporation shall adopt initial bylaws for the corporation

ii. (b) The bylaws of a corporation may contain any provision for managing the business and regulating the affairs of the corporation that is not inconsistent with law or the articles of incorporation 

3. Authorized and Issued Stock and on Preemptive Rights

a. An important function of a certificate of incorporation is to designate the classes of stock, and the number of shares of each class, that the corporation is authorized to issue

b. Preferred Stock: Stock that carries a preference as to dividends, on liquidation, or both, over common stock

c. Issuance of Stock: A sale of stock by the corporation

d. Authorized but Unissued Stock: Authorized stock that has not yet been issued
e. Authorized and Issued Stock: Authorized stock that has been issue 
f. Authorized and Outstanding Stock: Authorized stock that has been issued
g. Treasury Stock: A corporation’s repurchase of stock that it has previously issued
h. Only stock that has been authorized in the certificate of incorporation can be issued

i. Preemptive Right: The right of a shareholder to subscribe to her proportionate part of a new issue of stock of the class she held

j. Modern statutes provide that shareholders have no preemptive rights unless the certificate of incorporation provides such a right

k. Under basic fiduciary principles, the board cannot issue stock to individual directors at an unfairly low price

i. The right to prohibit a non-pro-rata stock issuance for an improper purpose is sometimes referred to as the quasi-preemptive right

4. The Basic Modes of Corporate Finance

a. The three major modes of corporate finance are common stock, debt, and preferred stock
b. Common stock:

i. Shares of common stock are conceived as ownership or equity interests in the corporation, so that the body of common shareholders are the corporation’s owners

ii. Common stock carries the right to vote in the election of directors and certain other matters

iii. The equity interest in common stock is the claim to what is left after all senior claimants have been satisfied

c. Debt:

i. Debt is a fixed claim against the corporation for principal and interest

ii. The major types of corporate debt are trade debt, bank debt, bonds, debentures, and notes

iii. Trade debt:

· Trade debt consists of amount that a corporation owes for goods and services at any point in time

· Trade debt appears on a corporation’s balance sheet as amount payable

iv. Bank debt:
· Commercial loans borrowed from banks

v. Bonds and debentures:

· Bonds and debentures are promises, embodies in an instrument, to repay amounts that the firm has borrowed on a long-term basis, typically, on the general market or on some special market

· The bonds set out a promise to pay that runs to the holders of the bonds

· The indenture is a bundle of additional promises that run to the trustee 

· The holders of the bonds are third party beneficiaries of the promises in the indenture 
vi. Notes:

· Notes may be long term or short term obligations, but in either case are not issued pursuant to an indenture

· Notes tend to be intermediate term securities, coming due in ten years or less, where debentures tend to mature in ten years or more
d. Preferred stock:

i. Preferred stock is a hybrid that combines the ownership element of common stock and the senior nature of debt
ii. The preferred shareholder has preference or first claim in the event that the directors are able and willing to pay a dividend
iii. Preferred stock carries a dividend that is payable periodically often quarterly in the board’s discretion
5. Initial Directors
a. Under the law of some states, the corporation’s incorporators have the powers of shareholders until stock is issued, and the powers of directors until directors are elected
b. Under the law of other states, the initial directors can be named in the corporation’s certificate of incorporation
6. Subscriptions for Shares
a. Normally, stock is issued by a corporation in a simultaneous exchange for cash or property 
b. In some cases, however, a would-be shareholder enters into a subscription agreement, under which he agrees to purchase a corporation’s stock when it is issued to him at some future date

c. The general rule was that a pre-incorporation subscription was only a continuing offer by the subscriber, and that a subscriber therefore was not bound if he made a timely revocation

d. A subscriber could revoke his agreement until the moment of incorporation or, in the alternative, until the corporation, once formed, issued stock to the subscriber
e. Modern statutes provide that pre-incorporation subscriptions are irrevocable for a specified period of time unless all the subscribers consent to a revocation or the agreement otherwise provides

D. Pre-incorporation Transaction by Promoters

1. A promoter is a person who transforms an idea into a business by bringing together the needed persons and assets, and superintending the various steps required to bring the new business into existence
a. Liability of the promoter:

i. The general rule is that when a promoter makes a contract for the benefit of a contemplated corporation, the promoter is personally liable on the contract and remains liable even after the corporation is formed

ii. An exception to the general rule is that if the party who contracted with the promoter knew that the corporation was not in existence at the time of contracting, and nevertheless agreed to look solely to the corporation for performance, the promoter is not deemed a party to the contract
b. Liability of the corporation:

i. A corporation that is formed after a promoter has entered into a contract on its behalf is not bound by the contract, without more

2. Restatement Second of Agency 
a. § 326: Principal Known to be Nonexistent or Incompetent

i. Unless otherwise agreed, a person who, in dealing with another, purports to act as agent for a principal whom both know to be nonexistent or wholly incompetent, becomes a party to such a contract

E. Consequences of Defective Incorporation
1. Cases:

a. Cantor v. Sunshine Greenery (N.J. 1979)

i. OVERVIEW: Plaintiffs brought suit against defendant to hold defendant personally liable for breach of a lease executed between plaintiffs and a corporate entity. The lower court entered judgment against defendant, holding defendant personally liable. Defendant appealed. Defendant argued that, at the time of the lease agreement, the corporation was a de facto corporation. The appeals court agreed with defendant and reversed the lower court's judgment. The appeals court held that the act of executing the certificate of incorporation, the bona fide effort to file it, and the dealings with plaintiffs in the name of the corporation, satisfied the requisite proof of the existence of a de facto corporation. According to the court, no formal meetings or resolutions or issuance of stock was necessary under the New Jersey Business Corporation Act of 1969, N.J. Stat. Ann. 14A:2-6, which eliminated the necessity of a meeting of incorporators

b. McLean v. Banks (Va. 1986)

i. The limited liability provided by a de jure corporation is the exception, not the rule

c. Harris v. Looney (Ark. 1993)

i. OVERVIEW: The seller sold his business to a construction company. The construction company was in the process of incorporation at the time of the contract. The articles of incorporation were signed by the incorporators, but had not yet been filed with the secretary of state's office. The corporation later defaulted on its promissory note, and the seller sued the incorporators and the individual who contracted on behalf of the construction company. The trial court held that the individual who contracted with the seller on behalf of the corporation was personally liable, but refused to hold the incorporators liable. Pursuant to Ark. Code Ann. § 4-27-203 (1991), a corporation's existence began when the articles of incorporation were filed. The evidence here showed that the contract to purchase the seller's business and the promissory note were signed only by the individual on behalf of the corporation. The incorporators were not present when the documents were signed. The court held that, in order to find liability under Ark. Code Ann. § 4-27-204 (1991), there must be a finding that the persons sought to be charged acted on behalf of the corporation and knew that there was no incorporation

d. Weir v. Kirby Construction (Ga. 1994)
i. OVERVIEW: The contractor brought an action against the company president for a debt on a construction contract. The contractor discovered that when the company president entered into the contract, the articles of incorporation had not yet issued. The contractor brought the action on the theory of promoter liability under the common law. The contractor filed a motion for summary judgment on the grounds that the enactment of Ga. Code Ann. § 14-2-204 effectively removed common law promoter liability. The trial court denied the motion for summary judgment and entered a judgment in favor of the contractor. The court reversed the judgment of the trial court. The court held that if the company president entered into the contract believing that the corporation existed, and the corporation did exist soon thereafter, there was no just reason to impose a promoter's liability on him, for § 14-2-204 required actual knowledge that there was no incorporation

2. Estoppel:

a. Delaware General Corporation Law

i. § 106: Commencement of Corporate Existence: Upon the filing with the secretary of state of the certificate of incorporation, executed and acknowledged in accordance with section 103, the incorporator or who signed the certificate, and such incorporator’s successors and assigns, shall, from the date of such filing, be and constitute a body corporate, by the name set forth in the certificate, subject to the provisions of section 103(d) of this title and subject to dissolution or other termination of its existence as provided in this chapter

ii. § 329: Defective Organization of Corporation as Defense: (a) No corporation of this state and no person sued by any such corporation shall be permitted to assert the want of legal organization as a defense to any claim. (b) This section shall not be construed to prevent judicial inquiry into the regularity or validity of the organization of a corporation, or its lawful possession of any corporate power it may assert in any other suit or proceeding where its corporate existence or the power to exercise the corporate rights it asserts is challenged, and evidence tending to sustain the challenge shall be admissible in any such suit or proceeding

iii. Estoppel theory compare with de facto theory:

· In many cases in which neither a de jure nor a de facto corporation has been formed, the courts have held that a party who has dealt with an enterprise on the basis that it is corporation is estopped from denying the enterprise’s corporate status

· There is likely to be a difference between the precedential effect of decisions based on estoppel theory and decisions based on de facto theory
· A decision based on estoppel theory will normally turn heavily on the plaintiff’s conduct, and thus may have only a limited precedential effect on future cases involving other plaintiffs and other transactions

· A decision based on de facto theory will turn on the defendant’s conduct in attempting to organize a corporation

· Because that conduct will be the focus of any future de facto case involving those defendants, a decision that a de facto corporation was formed by the conduct will have a precedential effect

iv. Disaggregating estoppel: 

· A problem with the estoppel theory is that in fact it is not a single theory, but a cluster of very different rules covering cases that fall into very different categories, only one of which involves a true estoppel, that is, reliance by one party on the other’s representation

v. The Model Act:

· The prior version of the model act provided that the act was intended to abolish the de facto doctrine
· The revised model act eliminates much but not necessarily all of the need for estoppel doctrine

3. Quo Warranto:
a. Quo Warranto is form of proceeding that derives from an ancient prerogative writ issued on behalf of the King against one who falsely claimed an office or franchise

i. Such a proceeding can be maintained even against a de facto corporation, because de facto theory is a defense only against a collateral attack on corporate status, in effect, only against a challenge raised by private actors not against a challenge by the state itself

b. An enterprise that fails to meet all the requirements for incorporation may be deemed a corporation de jure if the noncompliance is extremely insubstantial

i. De jure status, unlike de facto status, is a good defense even against a quo waranto proceeding
VIII. CORPORATE STRUCTURE
A. The  Object is to generate profits (unifying theme)

B. How do you structure in way to vindicate that interest?

1. Traditional – classic model

a. Shareholders at top

b. Directors answer to SH

c. Officers supervised by directors

i. Director as balance between SH and management

2. If you chop up SH block, it loses weight and gravity

a. As consequence, management fills vacuum
b. Key relationship becomes between management and directors

3. Problems

a. SH becomes “rationally apathetic” – creates void in control

b. Incumbent management, rather than SH normally have control

i. If you don’t like what they are doing – sell your stock

4. Modern Corp.

a. SH on bottom as to power

b. Turns objective up-side-down

i. For who’s benefit is the corporation run

· Directors more responsive to officers, who don’t care about SH

ii. Se t up for economic growth

c. What checks?

i. Market discipline provides some check

ii. Fiduciary duty

· Require disclosure, care loyalty

· But have been reduced greatly

C. The Modern Developments

1. Institutional investors

a. Private and public pension funds – huge blocks of shares with same investor – incentive for those SH’s to pay attention to management.

b. Concentrated ownership is good – increase gravity of SH’s – more balance

2. Doesn’t always work

a. Conflict of interest

i. Bank lending money to corporation, also administering trust account -  in vested in that corporation

ii. Institute somewhat compromised in performing fully

b. Wall Street Rule

i. If you don’t like management – sell

c. ERISA

i. Exclusive benefit rule applies to all pension plans

· Emphasizing fiduciary duty to ensure assets managed for benefit of pension holder

3. Indexation

a. Buy shares that mimic performance of index

b. Keeps you from getting smashed by one company

c. Diversification

4. Even for institutional SH’s, still times when SH’s can do something about way corporation run

a. If benefit is $1M and cost is $500K – who is willing to spend the $500K?

D. The Charleston Boot

1. Overview: Defendants, the officers and directors of the plaintiff corporation, motioned for demurrer on plaintiff's claim that plaintiff was permitted to vote someone who was not an officer or a director to join in closing up its affairs. Court granted demurrer, holding that the pertinent statute stated that the directors of a corporation should manage the business of the corporation and that only these directors could exercise such powers. Plaintiff' action, in trying to vote someone who was not a director to help in the closing of its affairs, was inoperative and void
2. SH’s get limited rights

a. Vote on specific types of transactions

b. Vote for directors

3. A director is a director – not an agent

a. Does not have power to bind corporation

i. Only powers – have meetings, vote

ii. Single director has no power

4. RSMT Agency exam

a. Could be director endowed for specific agent to be agent

b. To extent you have agency power – you are an agent, not a director

c. I.e., director called by 51% SH, who wants director to vote in particular way

i. If director doesn’t, can’t pass buck to SH, you have function to run corporation

· Separate from approval from SH, can be negligent with approval of SH

ii. Agent needs to listen to a principal

iii. Director doesn’t need to listen to SH

E.  What can SH do to control directors?

1. Elect

2. DE Corp Act 141

a. Directors can be removed with or without cause

b. In articles of incorp. Can provide for board to be classified

i. Each has 6 year term

ii. Every 2 years different one comes up for election

iii. Control

c. With classified board, you can assure control into future

3. 141(k) – general rule, can remove with or without cause

a. exception – classified board

F. Other ways to remove directors

1. With cause – even without statute that so provides

2. SH can’t remove with out cause if noting gives such power

3. Board can’t remove director with or without cause without a statute

4. In KS and DE

a. Can be removed with or without cause by SH majority

G. SH do not have principal power over directors

1. Directors may not affirmatively frustrate SH franchise rights

2. Contractarianism has eroded rule some

H. Duty of Obedience

1. Schnell v. Chris-Craft
a. Overview: Appellant stockholders sued to enjoin appellee corporation from advancing the date of the annual stockholders' meeting. Appellee corporation claimed it was allowed to do so by amendments to the Delaware business law. The trial court found in favor of appellees. On review the court found that the conclusions of the trial court amounted to a finding that appellee attempted to utilize the corporate machinery and the Delaware Law for the purpose of perpetuating itself in office, and to that end, for the purpose of obstructing the legitimate efforts of dissident stockholders in the exercise of their rights to undertake a proxy contest against management. The court held that these were inequitable purposes, contrary to established principles of corporate democracy. In reversing the judgment, the court stated that inequitable actions would not be allowed to stand simply because they were permitted by law.

b. SH claiming management trying to frustrate SH ability to exercise franchise rights

c. Management advanced date of meeting specifically to get by-law opposed by some SH’s approved without a proxy fight

i. Can management play games to change date – no

ii. Affirmatively frustrating franchise rights 

iii. Inequitable action does not become permissible simply because it is legally possible

d. Equitable principle

i. Directors are not agents

ii. Directors are not controlled by SH

iii. But it is a violation of duty of obedience to take affirmative steps to avoid SH franchise right

iv. Directors owe fiduciary duties

v. All powers granted to a corporation or to the management of a corporation, or to any group within the corporation, whether derived from statute or charter or both, are necessarily and at all times exercisable only for the ratable benefit of all the SH’s as their interest appears

· Same as partnership

· Did everyone get what they bargained for?  Is it fair
· Contemplated that they would not be deprived of franchise right through acts of board.

· We need to protect reasonable expectations to ensure growth

2. Blasius v. Atlas
a. Overview: Two separate cases pitting the directors of defendant corporation against its largest shareholder, plaintiff corporation, were consolidated and tried together, requiring the court to determine who could sit on defendant's board of directors. The first challenged the validity of board action taken at a telephone meeting that added two new members to defendant's board. The second required the court to determine the outcome of plaintiff 's consent solicitation. The court held as to the first case that even though defendants acted on their view of the corporation's interest, their action constituted an offense to the relationship between corporate directors and shareholders, and thus was invalid and void. As to the second case, the court held the judges of election properly confined their count to the written "ballots" before them, and that plaintiff's consent solicitation failed to garner the support of a majority of defendant shares.

b. More complicated facts

c. A director is not an agent

d. Can board ever act with the purpose of frustrating SH franchise rights

i. Directors owe fiduciary duty to corp., more limited duty to SH’s

· At  very least – duty of obedience of directors to SH

· Requires directors not take affirmative action to frustrate franchise rights

3. Approach as two different issues on exam

a. Is there a violation of BJR – duty of care

b. Is there a violation of duty of obedience

4. Stroud v. Grace
a. Overview: Plaintiff appealed in case arising out of a series of disputes between defendant privately held corporation and plaintiff stockholders. Plaintiffs contested the adequacy and accuracy of the disclosures the board made to the stockholders in the notice of meeting at which proposed amendments were to be considered. Plaintiffs also challenged the validity of the amendments and a bylaw that established the procedure for nominating candidates to defendant's board of directors. Because the board found no threat to its control and because defendant's shareholders had approved the amendments, the court found that plaintiffs failed to prove either that the amendments were not properly adopted or that their adoption was the product of fraud, manipulation, or other inequitable conduct. Additionally, without a showing of abuse, the validity of corporate action in nominating directors under the bylaw must await actual use.

b. Excellent example of duty of obedience and contractarian approach

c. 2 families

i. Milliken 75% shares

ii. Stroud 17% shares

d. At annual meeting 78% shares voted in favor of amendment to articles of incorporation

i. Makes it very difficult for Strouds to get representation on board

e. Strouds maintain amendment precludes them from ever serving on board

i. 17% with zero representation

ii. By-Law 3

· Nomination of directors mandates they meet category from article 11

· Time limits

· Basically – bullet-proof way of keeping Stouds off board

f. Exam – go through

i. Contractarianism – okay

ii. Reasonable Expectations – without cumulative voting, 17% will always be shut out.  If you have cumulative voting – you have reasonable expectations that you could get a board position.  Can’t use majority position to frustrate purpose – here allowing high amount of majority to shut-out cumulative voting power

iii. Justice & Equity – this is injustice.  Should there be fair play and equity rather than just raw power.  This is inequity – shutting out Stroud – raw voting power to put minority in position of no power ever.

iv. Ramirez – thinks blend of reasonable expectations and contractarianism is best

5. Williams v. Geier

a. Overview: An amendment to defendant corporation's certificate of incorporation was recommended by resolution of defendant corporation's board of directors and approved by a requisite stockholder vote. The amendment resulted in the implementation of a recapitalization plan. Plaintiff, an individual minority stockholder, brought suit against defendant corporation and certain members of the board of directors, challenging the validity of the amendment and recapitalization. The court of chancery granted summary judgment in favor of defendants. The supreme court affirmed, holding that (1) neither Unocal nor Blasius were implicated; (2) the business judgment rule applied to the action of the independent majority of the board of directors in recommending the amendment to defendant corporation's stockholders; and (3) because a fully informed majority of stockholders voted for the amendment pursuant to Del. Code. Ann. tit. 8, § 242, the stockholder vote was dispositive

b. More contractarian approach

i. People who keep holding, get 90% more power than those who buy later

ii. Taking affirmative steps to affect franchise rights of those currently buying

iii. Purpose – promote long-term strategic point of view

iv. DE not going to mess with contract

I. Structure of Corporation
1. Formalities

a. Meeting

b. Formal Notice

c. Quorum

d. Voting (default is majority)

J. Authority of Corporate Officers – On Exam

1. President has very little power to bind corporation (apparent authority)

2. Chairman of Board – no apparent authority

3. Vice President - little or no apparent authority

4. Secretary – one safe harbor

a. Has apparent authority – power of certification

5. Very little apparent authority in officers of corporation

a. Secretary certification is conclusive – can certify resolutions of the board

6. Close Corporation – corporation’s SH’s participate in management

a. Rules of apparent authority are a little different

b. Broader authority in president

c. Like directors, SH in capacity of SH has no power to bind the corporation

d. SH power can be exercised IAW formalities of exercising SH powers

i. Meeting and notice

ii. Quorum

iii. Voting

K. Veil Piercing

1. Should corporation’s LL be overturned by certain things or circumstances?

2. Fletcher v. Atex
a. Overview: The action of plaintiffs, computer keyboard users, for damages from repetitive stress injuries from computer keyboards made by manufacturer, who was owned by defendant, manufacturer's parent company, was dismissed on summary judgment. The court affirmed because there were no material issues of genuine fact and defendant was entitled to judgment as a matter of law. The alter ego theory had insufficient evidence. Where the factual findings from another action were not essential to that judgment and defendant was unable to fully and fairly litigate the issue because it succeeded on other grounds, collateral estoppel did not apply against defendant. The agency theory failed because plaintiffs offered no evidence that defendant authorized or appeared to authorize the manufacturer to act on its behalf. The apparent manufacturer theory failed because defendant could not have been liable where it was not the seller or distributor. The concerted tortuous theory failed because there was no evidence that defendant and manufacturer agreed to commit a tortuous act or that defendant provided substantial assistance or encouragement to the manufacturer to act tortuously
b. Eastman Kodak  - Atex was wholly owned subsidiary, should Kodak be held liable?

c. Why should law pierce corporate veil and impose liability on SH?

i. If corporation acts as you agent - there is liability

· If SH exercises so much control that it is as if they are SH’s agent, can pierce veil of LL

· Agency concept
· As SH, if control such that you use corporation as agent, agency principles apply
3. Test for Veil Piercing (KS & DE) have to satisfy BOTH elements!

a. Intimate and Dominating relationship between SH and corporation

b. Respecting the corporate veil would result in fraud or injustice

4. Dramatic difference in application of tests from JD or JD

a. Fletcher v. Atex
i. Under normal test would be liable

ii. But granting LL to seek economic growth

iii. Whole point of LL is to escape liability

5. Intimate and Dominating relationship [issues]

a. Agency principle

b. Are you complying with corporate formalities/rules for getting LL

c. If SH exercising power in extra-corporate fashion, not following formalities – candidate for veil piercing.

6. Factors to determine whether parent and subsidiary operate as single economic entity (intimate and dominating)

a. Whether the corporation was adequately capitalized for the corporate undertaking;

b. whether the corporation was solvent;

c. whether dividends were paid, corporate records kept, officers and directors functioned properly, and other corporate formalities were observed; whether the dominant SH siphoned corporate funds; and

d. whether, in general, the corporation simply functioned as a façade for the dominant SH.

e. whether you have common directors

f. whether corporation acting as a division of bigger corporation.

7. Look at all factors in multi-factor analysis – not one at a time

a. Ask if you have an intimate and dominating relationship

i. SH is entitled to dividends, not to manage and control $

b. How does SH exercise power

i. SH are suppose to negotiate stock sales 

ii. Sale of assts – no problem

iii. Major capital expenditures – SH should have no authority

iv. SH shouldn’t participate in ordinary course of business transactions

c. Overlapping directors

i. Not irrelevant, but depends on how much and the influence

d. Kodak Logo

i. Talk of merger leads to intimate and dominating relationship

e. And – is there any evidence of fraud

i. When D moves for SJ and the P doesn’t come forth with evidence of fraud, then SJ is granted.

f. Look at entire relationship

i. If use of Kodak logo was pervasive in literature, then you could have fraud or injustice, veil piercing could be justified

8. Walkovszky v. Carlton
a. Overview: Plaintiff alleged that he was injured when a taxicab struck him. Defendant was stockholder of ten corporations, each of which had two cabs registered in its name and carried the minimum automobile insurance required by law. Although independent of one another, the corporations were alleged to have operated as a single enterprise. Plaintiff contended that he was entitled to hold defendant personally liable for his damages because the multiple corporate structure constituted an unlawful attempt to defraud members of the public. Defendant appealed the court's ruling that plaintiff had stated a cause of action. The court held that, whenever anyone used control of a corporation to further his own rather than the corporation's business, he would be liable for the corporation's acts under the principle of respondeat superior. However, the decision was reversed because plaintiff 's complaint failed to allege that defendant was doing business in his individual capacity.

b. Dude injured by taxi

c. Carlton owned several corporations that had cabs

i. Charged that he organized, managed, dominated and controlled

ii. *Law permits incorporation of business for the very purpose of enabling its proprietors to escape personal liability

d. Under-capitalization is not enough to pierce veil

L. Minton v. Cavaney

1. Overview: Defendant, the estate of a former director of a defunct corporation, appealed from a trial court judgment holding it personally liable for a wrongful death award against the corporation in a prior litigation. Defendant argued that decedent, an attorney, merely accepted director status to accommodate the defunct corporation, and the evidence did not support the determination that the "alter ego" doctrine was applicable. The court disagreed, holding that the trial court was not required to believe the statement that decedent was only a "temporary" director and officer "for accommodation." However, the court reversed the judgment on the grounds that decedent was not a party to the wrongful death action against the corporation, and the judgment in that action was therefore not binding upon him.
2. Corporation leased a pool, and P’s daughter drowned
3. P got judgment against corporation for $10K – never paid
a. So, P went after Cavaney personally
4. Two prong test

a. Intimate and dominating relationship

b. Fraud or injustice

i. Have nothing to cover any liabilities – can you do that?
ii. Minton doesn’t hold that inadequate capitalization alone is enough for veil piercing
iii. For fraud – need a lie, state of mind, need a victim
iv. Injustice – never functioned as a corporation
· Here – inadequate capitalization and extra corporate functioning
· People relying on incorporation are being misled
c. This case is widely recognized as most extreme case as to whether lack of capitalization is enough to pierce veil.
i. Inadequate capitalization is not enough, but under-capitalization and a little more may be enough in a minority of JD’s
M. Arnold v. Brown

1. Evidence of under-capitalization is a factor –not enough alone to pierce veil
a. Cannot take Minton as saying that’s enough alone
N. Who do we hook after piercing the veil?

1. Vicarious liability through partnership theory

a. Is passive investor liable? – courts don’t hook them

b. Partner that involves control, activeness

c. SH’s who are active are held liable (majority)

d. Those who are passive will not be hooked

i. Look at facts of case to determine what is active

O. Sealnd v. Pepper
1. Overview: The court found the record insufficient to uphold the summary judgment. The court applied the Van Dorn test to determine whether a corporation was so controlled by another to justify disregarding their separate entities. Although the shared unity of interest and ownership part was met, the judgment creditor failed to show that honoring the corporate separate existences would sanction a fraud or promote injustice. The judgment creditor alleged the individual debtor intentionally shifted assets and liability among his corporations, but failed to produce evidence similar to the wrongs found in other cases where the court properly pierced the corporate veil to avoid promoting injustice. On remand, the judgment creditor could try to show the individual debtor used corporate facades to avoid responsibility to creditors or one corporation would be enriched unless liability was shared by all
2. Test under IL law

a. Unity of interest – intimate and dominating relationship

b. Fraud or injustice

3. Van Dorn factors

a. Extra corporate functioning

b. Commingling

c. Under Capitalization

d. treating one Corporation’s assets as your own

4. Veil piercing is very difficult standard

a. Establishing on SJ motion is nearly impossible

P. Adverse Possession by one of the owners?

1. How can it be open and notorious, hostile claim when there’s a fiduciary duty not to be hostile to the corporation?

Q. Dean Operations
1. Overview: A partnership comprised of the subsidiary and its partner acquired financing from a savings and loan to purchase and develop a parcel of commercial realty. The parent acquired the mortgage after the savings and loan went into receivership, and thereafter filed an action to foreclose when the partnership defaulted on the note. The partner of the subsidiary filed various counterclaims against the parent, including an action for a declaratory judgment to have the parent declared the alter ego of its subsidiary. The court affirmed the trial court's determination that the parent and the subsidiary were alter egos of each other, stating that there was sufficient evidence to support the trial court's findings that the wholly-owned subsidiary was undercapitalized, that the parent paid the salaries, expenses and losses of the subsidiary, and that major decisions affecting the subsidiary and its management were made by the officers and directors of the parent, who considered the subsidiary as a department or division. The court also concluded that allowing the legal fiction of separateness between the parent and its subsidiary would have resulted in substantial injustice to the partner.

2. Corporation who is managing partner in partnership

a. Partnership borrows from bank, exchange for note

b. Corporation buys note from bank at discount

c. Corporation owns duty to partnership

i. Pierce veil – can’t rip off partnership

R. Kinney Shoe v. Polan
1. Overview: Appellant Corporation sued appellee seeking to recover money owed on sublease with appellee's realty company. Appellee was Realty Company’s sole shareholder. Finding two prong test in Laya satisfied, the district court concluded appellant was damaged by appellee's failure to carry out corporate formalities and realty company's gross undercapitalization. However, district court then applied Laya's third prong and concluded "piercing the corporate veil" doctrine did not apply because appellant assumed risk of appellee's company defaulting. Although agreeing that two-part Laya test was met, court reversed and remanded because, under totality of the circumstances, district court clearly erred applying Laya's permissive third prong since even if it applied to creditors like appellant, it did not prevent appellant from piercing the corporate veil in this case. Because appellee failed to follow corporate formalities and invested nothing in his company, appellant could pierce the corporate veil.
2. Possible third prong

a. Is difference between contract creditors who bargain for position and tort creditors who do not

b. So, first figure out if contract or tort claimant

i. Contract has more difficult battle in piercing veil

ii. Usually has bargained, can decide if obligation is secure (enough assets to cover liability) if not, bargain for security, price compensation, etc.

c. But – not really a third prong

i. Just a factor that bears upon whether recognizing corporateness would constitute fraud or injustice

d. What kid of contract claimant most likely to have difficulty?

i. Bank/financial institution – professional in lending money

· You should have underwritten loan in way to disclose under capitalization and done something about it

ii. Large Business entity – enough business sophistication to understand risk of under capitalization and bargain around it.  Presumed to be near position of financial institution.


3. Kinney is a Minority position

S. Majority – sophisticated large entity shouldn’t be allowed to get windfall via veil piercing

1. What’s the fraud or injustice?

a. Need more than a creditor who is not getting paid

2. If it was a consumer

a. Don’t expect normal consumer to negotiate based on knowing risk of under capitalization

b. They assume there’s enough $ to pay off obligations

c. Consumer almost = tort claimant

T. Carte Blanch v. Diners Club
1. Rule: Ultimately, the question in any particular case is whether, in light of the circumstances, the policy behind the presumption of corporate independence and limited shareholder liability -- encouragement of business development -- is outweighed by the policy justifying disregarding the corporate form -- the need to protect those who deal with the corporation

2. Balancing

3. Go beyond 2 part test, think of policy dynamics
IX. SHAREHOLDER RIGHTS

A. Del. Gen. Corp. Law

1. § 219. List of stockholders entitled to vote; penalty for refusal to produce; stock ledger 

a. (a) The officer who has charge of the stock ledger of a corporation shall prepare and make, at least 10 days before every meeting of stockholders, a complete list of the stockholders entitled to vote at the meeting, arranged in alphabetical order, and showing the address of each stockholder and the number of shares registered in the name of each stockholder. Nothing contained in this section shall require the corporation to include electronic mail addresses or other electronic contact information on such list. Such list shall be open to the examination of any stockholder for any purpose germane to the meeting for a period of at least 10 days prior to the meeting: (i) on a reasonably accessible electronic network, provided that the information required to gain access to such list is provided with the notice of the meeting, or (ii) during ordinary business hours, at the principal place of business of the corporation. In the event that the corporation determines to make the list available on an electronic network, the corporation may take reasonable steps to ensure that such information is available only to stockholders of the corporation. If the meeting is to be held at a place, then the list shall be produced and kept at the time and place of the meeting during the whole time thereof and may be inspected by any stockholder who is present. If the meeting is to be held solely by means of remote communication, then the list shall also be open to the examination of any stockholder during the whole time of the meeting on a reasonably accessible electronic network, and the information required to access such list shall be provided with the notice of the meeting. 

b. (b) Upon the willful neglect or refusal of the directors to produce such a list at any meeting for the election of directors held at a place, or to open such a list to examination on a reasonably accessible electronic network during any meeting for the election of directors held solely by means of remote communication, they shall be ineligible for election to any office at such meeting. 

c. (c) The stock ledger shall be the only evidence as to who are the stockholders entitled to examine the stock ledger, the list required by this section or the books of the corporation, or to vote in person or by proxy at any meeting of stockholders.

2. § 220. Inspection of books and records 

a. (a) As used in this section, "stockholder" means a stockholder of record of stock in a stock corporation and also a member of a nonstock corporation as reflected on the records of the nonstock corporation. As used in this section, the term "list of stockholders" includes lists of members in a nonstock corporation. 

b. (b) Any stockholder, in person or by attorney or other agent, shall, upon written demand under oath stating the purpose thereof, have the right during the usual hours for business to inspect for any proper purpose the corporation's stock ledger, a list of its stockholders, and its other books and records, and to make copies or extracts therefrom. A proper purpose shall mean a purpose reasonably related to such person's interest as a stockholder. In every instance where an attorney or other agent shall be the person who seeks the right to inspection, the demand under oath shall be accompanied by a power of attorney or such other writing which authorizes the attorney or other agent to so act on behalf of the stockholder. The demand under oath shall be directed to the corporation at its registered office in this State or at its principal place of business. 

c. (c) If the corporation, or an officer or agent thereof, refuses to permit an inspection sought by a stockholder or attorney or other agent acting for the stockholder pursuant to subsection (b) of this section or does not reply to the demand within 5 business days after the demand has been made, the stockholder may apply to the Court of Chancery for an order to compel such inspection. The Court of Chancery is hereby vested with exclusive jurisdiction to determine whether or not the person seeking inspection is entitled to the inspection sought. The Court may summarily order the corporation to permit the stockholder to inspect the corporation's stock ledger, an existing list of stockholders, and its other books and records, and to make copies or extracts therefrom; or the Court may order the corporation to furnish to the stockholder a list of its stockholders as of a specific date on condition that the stockholder first pay to the corporation the reasonable cost of obtaining and furnishing such list and on such other conditions as the Court deems appropriate. Where the stockholder seeks to inspect the corporation's books and records, other than its stock ledger or list of stockholders, such stockholder shall first establish (1) that such stockholder has complied with this section respecting the form and manner of making demand for inspection of such documents; and (2) that the inspection such stockholder seeks is for a proper purpose. Where the stockholder seeks to inspect the corporation's stock ledger or list of stockholders and such stockholder has complied with this section respecting the form and manner of making demand for inspection of such documents, the burden of proof shall be upon the corporation to establish that the inspection such stockholder seeks is for an improper purpose. The Court may, in its discretion, prescribe any limitations or conditions with reference to the inspection, or award such other or further relief as the Court may deem just and proper. The Court may order books, documents and records, pertinent extracts therefrom, or duly authenticated copies thereof, to be brought within this State and kept in this State upon such terms and conditions as the order may prescribe. 

d. (d) Any director (including a member of the governing body of a nonstock corporation) shall have the right to examine the corporation's stock ledger, a list of its stockholders and its other books and records for a purpose reasonably related to the director's position as a director. The Court of Chancery is hereby vested with the exclusive jurisdiction to determine whether a director is entitled to the inspection sought. The Court may summarily order the corporation to permit the director to inspect any and all books and records, the stock ledger and the list of stockholder's and to make copies or extracts therefrom. The Court may, in its discretion, prescribe any limitations or conditions with reference to the inspection, or award such other and further relief as the Court may deem just and proper.

3. The Inspection of books and records

4. Procedure less important than concept

a. SH ought to have ability to get information about corporation

b. Proper purpose

i. Some debate whether it was economic purpose or interest in corporate affairs

5. DE – can’t limit based on economic interest

a. SH still own corporation

b. Contractarian

i. SH rights to information

ii. Don’t expect all that information (reasonable expectations)

iii. DE law uses “proper purpose” to move to position consistent with contractarian analysis on what information SH should have access to

iv. Have to have:

· Economic interest

· Has to be residual oversight role rather than SH trying to get involved with details

· SH must have factual basis to support wrongdoing

· Different from owner of sole proprietorship or partnership

· Corporation – think of reasonable expectations of SH

· Residual monitors-Less important element

· If SH adverse to interest of corporation then more prone to be cut off from information

· To extent SH has proper and improper purpose, courts issue protective orders

B. SH Information rights

1. Federal Security Laws 

a. Security Act 1933  deals with distribution of securities

b. Security Exchange Act 1934 does more

i. 10b-5: anti-fraud provision, applies to all secured transactions

ii. Publicly held companies have mandatory disclosure requirements

· Co’s with $10M in assets and 500 SH or listed on a national exchange

· Then subject to mandatory disclosure requirements

· Must disclose material facts about its business

2. Idea

a. Fundamentally pro-business Acts

i. Move toward more efficient markets via more information and information must be accurate

b. How it works

i. When public company solicits proxy

· Proxy statement must have all material facts, can’t lie, distribute to all SH’s

· Have to issue annual and quarterly reports, must disclose all material information about company

3. Insider Trading

a. Federal and state law regulates

b. 10b-5 prohibits lying

i. Other provisions apply only to publicly held companies

4. Required Disclosures:

a. Initial sale

b. Proxy votes

c. Annual Reports

d. Quarterly Reports

5. State law is lacking

a. Only requires retail disclosure

i. No automatic disclosure – have to ask for it specifically, proper purpose, etc.

b. Lesson in race to bottom

6. But Federal law steps in 

X. CLOSE CORPORATIONS

A. Del. Gen. Corp. Law

1. § 342. Close corporation defined; contents of certificate of incorporation 

a. (a) A close corporation is a corporation organized under this chapter whose certificate of incorporation contains the provisions required by § 102 of this title and, in addition, provides that: 

i. (1) All of the corporation's issued stock of all classes, exclusive of treasury shares, shall be represented by certificates and shall be held of record by not more than a specified number of persons, not exceeding 30; and 

ii. (2) All of the issued stock of all classes shall be subject to 1 or more of the restrictions on transfer permitted by § 202 of this title; and 

iii. (3) The corporation shall make no offering of any of its stock of any class which would constitute a "public offering" within the meaning of the United States Securities Act of 1933 [15 U.S.C. § 77a et seq.] as it may be amended from time to time. 

b. (b) The certificate of incorporation of a close corporation may set forth the qualifications of stockholders, either by specifying classes of persons who shall be entitled to be holders of record of stock of any class, or by specifying classes of persons who shall not be entitled to be holders of stock of any class or both. 

c. (c) For purposes of determining the number of holders of record of the stock of a close corporation, stock which is held in joint or common tenancy or by the entireties shall be treated as held by 1 stockholder.

2. § 343. Formation of a close corporation 
A close corporation shall be formed in accordance with §§ 101, 102 and 103 of this title, except that: 

a. (1) Its certificate of incorporation shall contain a heading stating the name of the corporation and that it is a close corporation; and 

b. (2) Its certificate of incorporation shall contain the provisions required by § 342 of this title.
B. The Close Corporation

1. Close corporations are those with very few shareholders. In fact, a close corporation is an incorporated partnership, since most often the few shareholders involved also assume roles as officers of the corporation. The chief problems associated with close corporations include:

a. Control Problems
i. The formal roles assigned by law to managers of the corporation may not be relevant for example the distinction between the role of shareholders, the board, officers and so on

ii. Formalities of notices, meetings, quorums, may not be as relevant as in other situations, since there is little possibility of injury to outsiders, shareholders and creditors or the public from internal deviations from formal corporate requirements 

iii. Minority shareholders usually want more control in a close corporation, so voting requirements are usually set at higher percentages. Alternatively, there may often be various types of voting agreements to give those in management positions a greater voice and more control

iv. There are often agreements between the corporation and one or more founding members who are not in day-to-day management, for services or supplies, from the founder and his other businesses. These create conflict situations, but they are often the very reason for the formation of the corporation 
b. Provisions for Transfer

i. Public companies try to make their stock marketable. Close corporations try to control the transfer of stock, so that the nature of the partnership is preserved. Therefore, there are restrictions on transfers such as buyout arrangements in case of death or other contingencies

c. Provisions for Resolution of Disputes

i. Since there are often provisions for higher percentages for voting and buy-out-arrangements for stock, disputes and disagreements can arise and paralyze decision making. Provisions for resolving such disputes must be developed, such as arbitration proceedings

d. Other Problems

i. Most of the other problems already discussed apply in equal measure to close corporations like veil piercing, promoters, stock issuance and so on

C. General Facts

1. Though 1995, to get LL, you had to be a corporation

a. Has changed, now LLC, LLP

2. So, business entities shoe-horned into corporate form – lost many protections of partnership form

3. Close Corporation Generally:

a. Small number of SH

b. Those SH’s participate in management

c. No public market for shares

D. the Basic Partnership Norms – memorize for exam

1. Internal governance – facilitative rather than mandatory.  Default rules to govern situations that the partners’ fail to cover, but allow owners to contract for different rules

a. Absent contrary agreement, all partners have equal rights in management and conduct of business

b. Differences among partners “as to ordinary matters connected with partnership business” are determined by majority of partners.  Matters outside scope of business, or in conflict with partnership agreement, require unanimous approval

2. Authority – any partner has power to bind partnership on a matter in ordinary course of business, unless partner lacks actual authority and TO knows about lack of authority

3. Distributive shares – absent contrary agreement, partnership profits shared per capita, no partner entitled to salary

4. Transferability – no person can become a member of partnership without consent of all the partners

5. Term – normally crated for limited term – and dissolution is easy.  If partnership is not for specified term (express or implied), any partner may cause dissolution at any time.  If for specified term, dissolution occurs at end of term and under certain other circumstances.

6. Fiduciary Duties – partners stand in a fiduciary relationship to one another

7. Liability – partners in general partnership are individually liable for partnership’s obligations

E. Basic Corporate Norms

1. Internal Governance – as to many aspects, traditional corporate statutes were mandatory.  I.e., SH has no right to participate in management of business.

2. Authority – SH’s have no apparent authority to bind the corporation

3. Distributive Shares – Shared in proportion to stock ownership

4. Transferability – freely transferable

5. Fiduciary Duties – SH’s do not stand in a direct fiduciary relationship to each other (traditional view, has now changed)

6. Liability – SH’s are not individually liable for corporation’s obligations

F. Donahue v. Rodd Electrotype
1. Bought out dad’s shares for $800 each

a. Wont’ buy Donahue’s shares

i. She won’t get any dividends

ii. She’s getting choked out

b. She characterized to corporate purchase of Dad’s shares as an unlawful distribution of corporate assets to controlling SHs.  She urges that the distribution constitutes breach of fiduciary duty on controlling SH to a minority SH because Rodds failed to accord her an equal opportunity to sell her shares to the corporation

i. Court Agreed

2. Is that enough to warrant judicial involvement?

a. No other way

b. Can’t dissolve

c. If partnership – could dissolve at will

3. Partnership has equal distributions (per capita) and management rights

4. Close Corporation typified by

a. small # SH’s

b. no ready market for stock

c. substantial majority SH participation in management, direction and operations of the corporation

d. Resembles partnership

i. Relationship among the SH’s must be one of trust, confidence and absolute loyalty 

5. Because of the fundamental resemblance of the close corporation to the partnership, the trust and confidence which are essential to this scale and manner of enterprise, and the inherent danger to the minority interests, we hold that SH’s in the close corporation owe one another substantially the same fiduciary duty in the operation of the enterprise that partners owe to one another

6. Adds utmost good faith and loyalty to other SH requirement

a. When corporation enters into a stock purchase agreement

b. Unless equal opportunity is given to all SH’s, the purchase of shares from a member of the controlling group operates as a preferential distribution of assets

7. What about Contractarianism?

a. She is getting what she bargained for – didn’t have a vested right to get more for her shares

i. Never bargained for an agreement to get bought out for a specific value

8. What about Reasonable Expectations?

a. To get same price as others

XI. LIMITED LIABILITY

A. Del. Gen. Corp. Law § 102(b)(6)

1. (b) In addition to the matters required to be set forth in the certificate of incorporation by subsection (a) of this section, the certificate of incorporation may also contain any or all of the following matters:

a. (6) A provision imposing personal liability for the debts of the corporation on its stockholders or members to a specified extent and upon specified conditions; otherwise, the stockholders or members of a corporation shall not be personally liable for the payment of the corporation's debts except as they may be liable by reason of their own conduct or acts

B. Underlying Policy Basis Behind Limited Liability
1. Limited liability creates vehicle tantamount to a subsidy

a. To some extent you deal with risks, to some extent not

b. We encourage risky behavior 

2. Limited Liability represents legislative decision to grow economy at expense of claimants

3. Most valuable reason for Limited Liability

a. We want to risk capital and take business adventures, so we have to protect Shareholders with Limited Liability

4. Reality behind limited liability

a. Legislators want and must get re-elected

b. So they must give out LL at expense of the few that are injured

c. Reason it has grown too much is because it has gone beyond its original purpose

5. It is hard to justify limited liability in LLC from economic point of view 

6. Easiest to justify in corporate (risk capital)

XII. DUTY OF CARE AND THE DUTY OF LOYALTY 
A. The Basic Standard of Care

1. INTRODUCTION: 

a. By law, directors have the duty of management of the corporation. This duty is normally delegated to the officers; thus, the directors must supervise the officers. The legal duties of the directors and officers are owed to the corporation; performance of these duties is enforceable by an action on behalf of the corporation brought by an individual shareholder called a derivative suit

2. FIDUCIARY RELATIONSHIP OF DIRECTORS TO THE CORPORATION: 

a. Directors and officers are said to occupy a fiduciary position in relationship to the corporation and the management of its affairs. This relationship has resulted in several legal standards:

i. DUTY OF LOYALTY OR GOOD FAITH: Directors and officers are bound by rules of fairness, loyalty, honesty, and good faith in their relationship to, dealings with, and management of the corporation 

ii. DUTY OF REASONABLE CARE: In addition, directors and officers must exercise reasonable care, prudence, and diligence in the management of the corporation

iii. BUSINESS JUDGMENT RULE: Finally, a third standard is imposed on officers and directors is the business judgment rule
· There is some confusion in the courts over the negligence standard to be applied to officers and directors. For example, are directors really responsible for management? Or is there a more limited role for directors? If so, then negligence is failure to perform with the care expected of directors  

· Because of the reluctance of the courts to hold directors truly responsible for the management of the corporation, courts are adopted the business judgment rule, which says that where a matter of business judgment is involved, the directors meet their responsibility of reasonable care and diligent if they exercise an honest, good-faith, unbiased judgment. Where this standard is applied, a director would only be liable if he were guilty of gross negligence or worse

3. DAMAGES

a. CAUSE OF ACTION

i. To form a cause of action, it must be shown that the director or officer failed to exercise reasonable care and that as a direct and proximate result the corporation has suffered damages

b. JOINT AND SEVERAL LIABILITY

i. Either one director may be held liable for his own acts, or all directors may be held liable. Where more than one director is held responsible, liability is joint and several

4. Francis v. United Jersey Bank

a. Overview: Defendants argued that corporate directors were not liable for fellow directors' conversion of trust funds because they were not aware of it. Plaintiffs argued that the directors were negligent in not noticing or trying to prevent the misappropriation, and that their negligence proximately caused the resulting harm. The court held that the directors did have a duty to exercise ordinary care in managing the corporation. The court noted that ordinary care included becoming familiar with corporate business, staying informed about activities, becoming familiar with corporate financial status, and objecting to or taking means to prevent illegal activity when it was discovered. The court then found that directors had breached their duty by failing to do those things, and that such negligence proximately caused plaintiffs harm
B. ALI, Principles of Corporate Governance
1. § 4.01 Duty Of Care Of Directors And Officers; The Business Judgment Rule

a. (a) A director or officer has a duty to the corporation to perform the director's or officer's functions in good faith, in a manner that he or she reasonably believes to be in the best interests of the corporation, and with the care that an ordinarily prudent person would reasonably be expected to exercise in a like position and under similar circumstances. This Subsection (a) is subject to the provisions of Subsection (c) (the business judgment rule) where applicable. 
i. (1) The duty in Subsection (a) includes the obligation to make, or cause to be made, an inquiry when, but only when, the circumstances would alert a reasonable director or officer to the need therefor. The extent of such inquiry shall be such as the director or officer reasonably believes to be necessary. 
ii. (2) In performing any of his or her functions (including oversight functions), a director or officer is entitled to rely on materials and persons in accordance with §§ 4.02 and 4.03 (reliance on directors, officers, employees, experts, other persons, and committees of the board). 
b. (b) Except as otherwise provided by statute or by a standard of the corporation [§ 1.36] and subject to the board's ultimate responsibility for oversight, in performing its functions (including oversight functions), the board may delegate, formally or informally by course of conduct, any function (including the function of identifying matters requiring the attention of the board) to committees of the board or to directors, officers, employees, experts, or other persons; a director may rely on such committees and persons in fulfilling the duty under this Section with respect to any delegated function if the reliance is in accordance with §§ 4.02 and 4.03. 
c. (c) A director or officer who makes a business judgment in good faith fulfills the duty under this Section if the director or officer: 
i. (1) is not interested [§ 1.23] in the subject of the business judgment; 
ii. (2) is informed with respect to the subject of the business judgment to the extent the director or officer reasonably believes to be appropriate under the circumstances; and 
iii. (3) rationally believes that the business judgment is in the best interests of the corporation. 
d. (d) A person challenging the conduct of a director or officer under this Section has the burden of proving a breach of the duty of care, including the inapplicability of the provisions as to the fulfillment of duty under Subsection (b) or (c), and, in a damage action, the burden of proving that the breach was the legal cause of damage suffered by the corporation.
2. § 4.02: Reliance On Directors, Officers, Employees, Experts, And Other Persons

a. In performing his or her duties and functions, a director or officer who acts in good faith, and reasonably believes that reliance is warranted, is entitled to rely on information, opinions, reports, statements (including financial statements and other financial data), decisions, judgments, and performance (including decisions, judgments, and performance within the scope of § 4.01(b)) prepared, presented, made, or performed by: 
i. (a) One or more directors, officers, or employees of the corporation, or of a business organization [§ 1.04] under joint control or common control [§ 1.08] with the corporation, who the director or officer reasonably believes merit confidence; or 
ii. (b) Legal counsel, public accountants, engineers, or other persons who the director or officer reasonably believes merit confidence.
3. ALI, § 4.03 Reliance On A Committee Of The Board

a. In performing his or her duties and functions, a director who acts in good faith, and reasonably believes that reliance is warranted, is entitled to rely on: 
i. (a) The decisions, judgments, and performance (including decisions, judgments, and performance within the scope of § 4.01(b)), of a duly authorized committee of the board upon which the director does not serve, with respect to matters delegated to that committee, provided that the director reasonably believes the committee merits confidence. 
ii. (b) Information, opinions, reports, and statements (including financial statements and other financial data), prepared or presented by a duly authorized committee of the board upon which the director does not serve, provided that the director reasonably believes the committee merits confidence.
C. The Business Judgment Rule
1. Kamin v. American Express

a. Overview: Plaintiffs filed a derivative action against defendants arising from defendants' decision to issue a dividend. Defendants filed for summary judgment on the grounds that no viable action had been made. On review, the court held that it would not interfere with decisions of directors of a corporation unless there had been some sort of fraud, dishonest practices, or other grounds that allowed for equitable interference. The court held that questions of policy and business management were better left to the judgment of corporate management. Additionally, to maintain an action for neglect against a director pursuant to N.Y. Bus. Corp. Law § 720(a), plaintiffs must establish that the director neglected his duties. Misjudgment by the director did not amount to neglect. In this case, plaintiffs' claim was based on their disagreement with defendants' decision to distribute a dividend. As a result, the court granted summary judgment and dismissed the claim
2. Smith v. Van Gorkom

a. Overview: Plaintiffs argued that defendant directors' decision to approve a cash-out merger of their corporation into another violated Del. Code Ann. tit. 8, § 251, and did not warrant business judgment rule protection. The court agreed, finding that defendant directors based their decision on one person's representations, which did not constitute a report on which they could reasonably rely under Del. Code Ann. tit. 8, § 141(e), and that they did not seek documentation of either the merger terms or the adequacy of the proposed price per share. The court also found defendant directors were grossly negligent in permitting the agreement to be amended in a way they had not authorized. Finally, the court found that the stockholders' vote did not ratify the action, because the stockholders weren't aware of the lack of valuation information, and because defendant directors' statements were misleading 

D. The Duty to Ensure Effective Internal Controls

1. In re Caremark International 

a. Overview: Derivative action alleged that members of corporation's board of directors breached fiduciary duty of care to corporation in connection with alleged violations by corporation's employees of federal and state laws and regulations applicable to health care providers. Suit purported to seek recovery of losses from individual defendants who constituted the board of directors of the corporation. Parties proposed that suit be settled. The court stated that record did not support the conclusion that defendants either lacked good faith in exercise of their monitoring responsibilities or conscientiously permitted known violation of law by corporation to occur, and that the claims asserted against them must be viewed as very weak. Despite the weakness of plaintiffs' claims, the court concluded that the proposed settlement appeared to be an adequate, reasonable, and beneficial outcome for all parties, and thus approved the settlement
2. Limits on Liability

3. Del. Gen. Corp. Law § 102(b)(7): Contents of certificate of incorporation

a. (b) In addition to the matters required to be set forth in the certificate of incorporation by subsection (a) of this section, the certificate of incorporation may also contain any or all of the following matters:

i. (7) A provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director, provided that such provision shall not eliminate or limit the liability of a director: (i) For any breach of the director's duty of loyalty to the corporation or its stockholders; (ii) for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law; (iii) under § 174 of this title; or (iv) for any transaction from which the director derived an improper personal benefit. No such provision shall eliminate or limit the liability of a director for any act or omission occurring prior to the date when such provision becomes effective. All references in this paragraph to a director shall also be deemed to refer (x) to a member of the governing body of a corporation which is not authorized to issue capital stock, and (y) to such other person or persons, if any, who, pursuant to a provision of the certificate of incorporation in accordance with § 141(a) of this title, exercise or perform any of the powers or duties otherwise conferred or imposed upon the board of directors by this title.

E. The Duty to Act Lawfully 

1. Miller v. AT&T

a. Overview: Plaintiffs alleged that defendants had violated 18 U.S.C.S §610. Plaintiffs sought permanent relief in the form of an injunction requiring defendants to collect the debt, an injunction against providing further services to the political party until the debt was paid in full, and a surcharge for the benefit of the corporation against the defendant directors in the amount of the debt plus interest from the due date. A request for a preliminary injunction against the provision of services to the political party was denied by the district court after an evidentiary hearing. On appeal, the court ruled directors had to be restrained from engaging in activities that were against public policy. The business judgment rule did not insulate the corporate directors from liability for breaching § 610 prohibiting corporate political contributions
F. The Duty of Loyalty

1. Lewis v. S.L. & E

a. Overview: Plaintiff shareholder refused to sell his shares under a contract to defendants, closely held corporation and its officers and directors, because of an allegation of waste for the failure to charge a reasonable rent to another closely held corporation with the same officers and directors. At trial, plaintiff lost the derivative action for waste and attorneys' fees while defendants won its specific performance action to enforce the contract and for attorneys' fees. The court reversed and remanded because under N.Y. Bus. Corp. Law § 713, defendants, as the officers, directors and/or shareholders of the lessee corporation while serving as the directors of defendant closely held corporation, had the burden to prove that there was no waste, which they failed to do. Defendants were not entitled to attorney's fees where there was no statutory allowance, while plaintiff was entitled to attorneys' fees under N.Y. Bus. Corp. Law § 626(e).
2. Talbot v. James

a. Overview: Appellants, as stockholders, brought an equitable action for an accounting. Respondent director, through a construction company he owned, had entered into a contract with the corporation for construction of respondent apartments. Appellants alleged that by diverting funds to himself, respondent director violated his fiduciary relationship to the corporation and to appellants as stockholders thereof. The Master of Equity issued a report finding that respondent director violated his fiduciary duty to appellants as stockholders. The trial judge reversed the findings and ordered judgment in favor of respondents. The supreme court reversed and remanded, finding that respondent director had contracted with the corporation without making full disclosure to appellants.
3. ALI, § 501: Duty Of Fair Dealing Of Directors, Senior Executives, And Controlling Shareholders

a. Directors [§ 1.13], senior executives [§ 1.33], and controlling shareholders [§ 1.10], when interested [§ 1.23] in a matter affecting the corporation, are under a duty of fair dealing, which may be fulfilled as set forth in Chapters 2 and 3 of Part V. This duty includes the obligation to make appropriate disclosure as provided in such Chapters

4. ALI, §5.02: Transactions With The Corporation

a.  (a) General Rule. A director [§ 1.13] or senior executive [§ 1.33] who enters into a transaction with the corporation (other than a transaction involving the payment of compensation) fulfills the duty of fair dealing with respect to the transaction if: 
i. (1) Disclosure concerning the conflict of interest [§ 1.14(a)] and the transaction [§ 1.14(b)] is made to the corporate decision maker [§ 1.11] who authorizes in advance or ratifies the transaction; and 
ii. (2) Either: 
· (A) The transaction is fair to the corporation when entered into; 

· (B) The transaction is authorized in advance, following disclosure concerning the conflict of interest and the transaction, by disinterested directors [§ 1.15], or in the case of a senior executive who is not a director by a disinterested superior, who could reasonably have concluded that the transaction was fair to the corporation at the time of such authorization; 

· (C) The transaction is ratified, following such disclosure, by disinterested directors who could reasonably have concluded that the transaction was fair to the corporation at the time it was entered into, provided (i) a corporate decision maker who is not interested [§ 1.23] in the transaction acted for the corporation in the transaction and could reasonably have concluded that the transaction was fair to the corporation; (ii) the interested director or senior executive made disclosure to such decision maker pursuant to Subsection (a)(1) to the extent he or she then knew of the material facts; (iii) the interested director or senior executive did not act unreasonably in failing to seek advance authorization of the transaction by disinterested directors or a disinterested superior; and (iv) the failure to obtain advance authorization of the transaction by disinterested directors or a disinterested superior did not adversely affect the interests of the corporation in a significant way; or 

· (D) The transaction is authorized in advance or ratified, following such disclosure, by disinterested shareholders [§ 1.16], and does not constitute a waste of corporate assets [§ 1.42] at the time of the shareholder action. 

b. (b) Burden of Proof. A party who challenges a transaction between a director or senior executive and the corporation has the burden of proof, except that if such party establishes that none of Subsections (a)(2)(B), (a)(2)(C), or (a)(2)(D) is satisfied, the director or senior executive has the burden of proving that the transaction was fair to the corporation. 

c. (c) Ratification of Disclosure or Nondisclosure. The disclosure requirements of § 5.02(a)(1) will be deemed to be satisfied if at any time (but no later than a reasonable time after suit is filed challenging the transaction) the transaction is ratified, following such disclosure, by the directors, the shareholders, or the corporate decision maker who initially approved the transaction or the decision maker’s successor.
G. Statutory Approaches

1. Del. Gen. Corp. Law § 144: Interested directors; quorum

a. (a) No contract or transaction between a corporation and 1 or more of its directors or officers, or between a corporation and any other corporation, partnership, association, or other organization in which 1 or more of its directors or officers, are directors or officers, or have a financial interest, shall be void or voidable solely for this reason, or solely because the director or officer is present at or participates in the meeting of the board or committee which authorizes the contract or transaction, or solely because any such director's or officer's votes are counted for such purpose, if: 

i. (1) The material facts as to the director's or officer's relationship or interest and as to the contract or transaction are disclosed or are known to the board of directors or the committee, and the board or committee in good faith authorizes the contract or transaction by the affirmative votes of a majority of the disinterested directors, even though the disinterested directors be less than a quorum; or 

ii. (2) The material facts as to the director's or officer's relationship or interest and as to the contract or transaction are disclosed or are known to the shareholders entitled to vote thereon, and the contract or transaction is specifically approved in good faith by vote of the shareholders; or 

iii. (3) The contract or transaction is fair as to the corporation as of the time it is authorized, approved or ratified, by the board of directors, a committee or the shareholders. 

b. (b) Common or interested directors may be counted in determining the presence of a quorum at a meeting of the board of directors or of a committee which authorizes the contract or transaction.

2. Cookies Food v. Lakes Warehouse 

a. Overview: The minority shareholders brought an action against the majority shareholder for breach of fiduciary duty to the corporation and for fraudulently misappropriating and converting corporate funds through executing self-dealing contracts. The minority shareholders claimed that sums paid to the majority shareholder and his companies grossly exceeded their value to the corporation. The minority shareholders claimed that the majority shareholder breached his fiduciary duty because he failed to disclose fully the benefit that he would gain from arrangements to distribute the corporation's products. The trial court entered a judgment in favor of the majority shareholder. The court held (1) the majority shareholder's services to the corporation were neither unfairly priced nor inconsistent with the corporation's interest, (2) the majority shareholder did not owe the minority shareholders a duty to disclose any information before the board of directors executed distributorship, royalty, warehousing, or consulting fee arrangements, (3) statutes placed the duty of managing the affairs of the corporation on the board of directors, not the shareholders
H. The Waste Doctrine

1. Del. Gen. Corp. Law § 141: Board of directors; powers; number, qualifications

a. (a) The business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors, except as may be otherwise provided in this chapter or in its certificate of incorporation. If any such provision is made in the certificate of incorporation, the powers and duties conferred or imposed upon the board of directors by this chapter shall be exercised or performed to such extent and by such person or persons as shall be provided in the certificate of incorporation.

2. ALI, § 5.03: Compensation Of Directors And Senior Executives

a. (a) General Rule. A director [§ 1.13] or senior executive [§ 1.33] who receives compensation from the corporation for services in that capacity fulfills the duty of fair dealing with respect to the compensation if either: 
i. (1) The compensation is fair to the corporation when approved; 
ii. (2) The compensation is authorized in advance by disinterested directors [§ 1.15] or, in the case of a senior executive who is not a director, authorized in advance by a disinterested superior, in a manner that satisfies the standards of the business judgment rule [§ 4.01(c)]; 
iii. (3) The compensation is ratified by disinterested directors [§ 1.15] who satisfy the requirements of the business judgment rule [§ 4.01(c)], provided (i) a corporate decision maker who was not interested [§ 1.23] in receipt of the compensation acted for the corporation in determining the compensation and satisfied the requirements of the business judgment rule; (ii) the interested director or senior executive did not act unreasonably in failing to seek advance authorization of the compensation by disinterested directors or a disinterested superior; and (iii) the failure to obtain advance authorization of the compensation by disinterested directors or a disinterested superior did not adversely affect the interests of the corporation in a significant way; or 
iv. (4) The compensation is authorized in advance or ratified by disinterested shareholders [§ 1.16], and does not constitute a waste of corporate assets [§ 1.42] at the time of the shareholder action. 
b. (b) Burden of Proof. A party who challenges a transaction involving the payment of compensation to a director or senior executive has the burden of proof, except that if such party establishes that the requirements of neither Subsections (a)(2), (a)(3), nor (a)(4) are met, the director or the senior executive has the burden of proving that the transaction was fair to the corporation.
3. Lewis v. Vogelstein 

a. Overview: Shareholders brought an action against directors of a corporation challenging a stock option compensation plan. The directors filed a motion to dismiss the shareholders' complaint for failure to state a claim upon which relief could be granted. The court held that: 1. It could decline to require the board of directors to include information as to present value of stock options proposed to be offered to directors, in information provided to shareholders approving options, on the grounds that pricing of options was insufficient to provide anything but soft data, even though Financial Standards Board required that financial statements value options, because those valuations were easier to make, as they occurred after the market price for exercise of options was known; and 2. Shareholders bringing derivative action stated a claim against directors of corporation, for commission of waste by causing issuance of stock options to themselves, even though options were ratified by shareholders because suing shareholders claimed some options were exercisable immediately upon issuance and others remained in effect regardless of continued board membership
4. Black-Scholes: is a formula used to determine the price, or value, of an option. The model depends on five variables:

a. The risk-free rate of interest

b. The market price of the underlying stock

c. The volatility of the price of the underlying stock

d. The exercise price of the option

e. The length of the option’s term

f. The value of an option will increase with increases in:

i. the risk-free rate of interest

ii. the excess of the market price of the stock over the exercise price of the option

iii. the volatility of the underlying stock; and

iv. the length of the term option

I. The Corporate Opportunity Doctrine

1. § 5.05 Taking Of Corporate Opportunities By Directors Or Senior Executives

a. (a) General Rule. A director [§ 1.13] or senior executive [§ 1.33] may not take advantage of a corporate opportunity unless: 
i. (1) The director or senior executive first offers the corporate opportunity to the corporation and makes disclosure concerning the conflict of interest [§ 1.14(a)] and the corporate opportunity [§ 1.14(b)]; 
ii. (2) The corporate opportunity is rejected by the corporation; and 
iii. (3) Either: 
· (A) The rejection of the opportunity is fair to the corporation; 

· (B) The opportunity is rejected in advance, following such disclosure, by disinterested directors [§ 1.15], or, in the case of a senior executive who is not a director, by a disinterested superior, in a manner that satisfies the standards of the business judgment rule [§ 4.01(c)]; or 
· (C) The rejection is authorized in advance or ratified, following such disclosure, by disinterested shareholders [§ 1.16], and the rejection is not equivalent to a waste of corporate assets [§ 1.42]. 
b. (b) Definition of a Corporate Opportunity. For purposes of this Section, a corporate opportunity means: 
i. (1) Any opportunity to engage in a business activity of which a director or senior executive becomes aware, either: 
· (A) In connection with the performance of functions as a director or senior executive, or under circumstances that should reasonably lead the director or senior executive to believe that the person offering the opportunity expects it to be offered to the corporation; or

· (B) Through the use of corporate information or property, if the resulting opportunity is one that the director or senior executive should reasonably be expected to believe would be of interest to the corporation; or 

ii. (2) Any opportunity to engage in a business activity of which a senior executive becomes aware and knows is closely related to a business in which the corporation is engaged or expects to engage. 

c. (c) Burden of Proof. A party who challenges the taking of a corporate opportunity has the burden of proof, except that if such party establishes that the requirements of Subsection (a)(3)(B) or (C) are not met, the director or the senior executive has the burden of proving that the rejection and the taking of the opportunity were fair to the corporation. 

d. (d) Ratification of Defective Disclosure. A good faith but defective disclosure of the facts concerning the corporate opportunity may be cured if at any time (but no later than a reasonable time after suit is filed challenging the taking of the corporate opportunity) the original rejection of the corporate opportunity is ratified, following the required disclosure, by the board, the shareholders, or the corporate decision-maker who initially approved the rejection of the corporate opportunity, or such decision-maker's successor. 

e. (e) Special Rule Concerning Delayed Offering of Corporate Opportunities. Relief based solely on failure to first offer an opportunity to the corporation under Subsection (a)(1) is not available if: (1) such failure resulted from a good faith belief that the business activity did not constitute a corporate opportunity, and (2) not later than a reasonable time after suit is filed challenging the taking of the corporate opportunity, the corporate opportunity is to the extent possible offered to the corporation and rejected in a manner that satisfies the standards of Subsection (a).

2. Hawaiian International v. Pablo
a. Overview: The circuit court held that appellees, the president of appellant's corporation, his wife, and their own realty company, were not liable to appellant for certain commissions received by appellees for their participation in the procurement of certain investment properties for appellant. On appeal, the court held that the appellee president was acting solely in his fiduciary capacity as a corporate director when he participated in the transactions from which he received the undisclosed commissions. The court reasoned that a director who also serves as an officer of the corporation, such as the appellee president, could not recover compensation unless it was expressly provided for by statute, bylaw, regulation or contract. Therefore, the court held the appellee president and appellee company were liable to appellant for the commissions they received, but found the appellee wife had no connection with the receipt of the commissions
3. ALI, §5.04: Use By A Director Or Senior Executive Of Corporate Property, Material Non-Public Corporate Information, Or Corporate Position

a. (a) General Rule. A director [§ 1.13] or senior executive [§ 1.33] may not use corporate property, material non-public corporate information, or corporate position to secure a pecuniary benefit, unless either: 
i. (1) Value is given for the use and the transaction meets the standards of § 5.02 (Transactions with the Corporation); 
ii. (2) The use constitutes compensation and meets the standards of § 5.03 (Compensation of Directors and Senior Executives); 
iii. (3) The use is solely of corporate information, and is not in connection with trading of the corporation's securities, is not a use of proprietary information of the corporation, and does not harm the corporation; 
iv. (4) The use is subject neither to § 5.02 nor § 5.03 but is authorized in advance or ratified by disinterested directors [§ 1.15] or disinterested shareholders [§ 1.16], and meets the requirements and standards of disclosure and review set forth in § 5.02 as if that Section were applicable to the use; or 
v. (5) The benefit is received as a shareholder and is made proportionately available to all other similarly situated shareholders, and the use is not otherwise unlawful. 
b. (b) Burden of Proof. A party who challenges the conduct of a director or senior executive under Subsection (a) has the burden of proof, except that if value was given for the benefit, the burden of proving whether the value was fair should be allocated as provided in § 5.02 in the case of a transaction with the corporation. 
c. (c) Special Rule on Remedies. A director or senior executive is subject to liability under this Section only to the extent of any improper benefit received and retained, except to the extent that any foreseeable harm caused by the conduct of the director or senior executive exceeds the value of the benefit received, and multiple liability based on receipt of the same benefit is not to be imposed.
4. Agency §388: Duty to Account for Profits Arising Out of Employment

a. Unless otherwise agreed, an agent who makes a profit in connection with transactions conducted by him on behalf of the principal is under a duty to give such profit to the principal
5. Northeast Harbor Golf Club v. Harris 

a. Overview: While she was in office, the president purchased land that adjoined the corporation and subsequently applied for a subdivision permit. She informed the corporation after she purchased the land for her benefit. The corporation brought an action against the president for breach of fiduciary duty. When the trial court found in favor of the president, the corporation sought review. The court found that corporate fiduciaries were required to discharge their duties in good faith with a view toward furthering the interests of the corporation. A fiduciary was required to disclose information concerning any potential conflict of interest. The court adopted a rule to determine whether a fiduciary had improperly taken a corporate opportunity. A corporate officer was required to offer the opportunity to the corporation and it must have been formally rejected. The court reasoned that corporate opportunity included opportunities closely related to a business in which the corporation was engaged
XIII. EXAM QUESTIONS FROM 2002 FINAL EXAMINATIONS 
A. Question 1 (35 points)

1. In what ways did our system of corporate governance, our system of business organizations, and our system of securities regulation contributed to the Enron debacle? Cite specific legal principles and explain specifically how such principles contributed to the downfall of Enron. Finally, explain how the law should be changed to prevent future Enron, in your view. Support your view with sound policy analysis. Then state the policy analysis militating against your view. Include a conclusion that is well supported.

B. Question 2 (20 points)

1. State the most significant differences between RUPA and UPA and explain the significance of the differences. State which rule rests on a sounder policy basis. Support your conclusions.

C. Question 3 (60 points)

1. Pablo is affiliated with an entity called Hawaii Realty Investment (HRI), which buys and sells parcels of undeveloped real estate in Hawaii. Pablo is also the owner of Pablo Realty, which acts as a licensed real estate brokerage firm. Every person associated with HRI knew that Pablo was a broker and the books and records of HRI reflected that on past transactions involving HRI, Pablo was paid a real estate sales commission. While vacationing in California Pablo found some attractive real estate. He wanted to buy the land as a personal investment. However, he decided to tender the opportunity to HRI. HRI buys the property. Prior to closing on the transaction, HRI is furnished with a closing statement that clearly shows that Pablo would be paid a real estate commission. The agent who received the statement showed it to COO of HRI, and thereafter it was filed away. Six months later HRI sues Pablo for return of the commission.

a. Assume HRI is a partnership, and Pablo is a partner, along with the COO and others. What result?

b. Assume HRI is a Kansas corporation, and that Pablo is a director. What result?

c. Assume HRI is a Kansas corporation, and that Pablo is employed with HRI only occasionally as an appraiser. What result?

d. Assume HRI is a Kansas LLC, and Pablo is a member of the LLC. What result?

D. Question 4 (20 points)

1. Dean Operations, LLC, is a Kansas LLC. Roger Dean is the president and managing officer, and member of Dean Operations, which also has six other non-managing members. Dean Operations owes Bank One $600,000. The bank asks Dean if he would purchase the note evidencing this debt for $500,000. Dean declines; however, he directs Dean Operations II, LLC, another Kansas LLC, whose members are Dean and Roger Dean, Jr. to purchase the note. Dean Operations II then forecloses on the collateral for the loan, which consists of valuable artwork by Dean that he originally contributed to the Dean Operations I in exchange for the capital contributions of the other members. The art work is worth millions. The other members sue Dean, Dean Operations II, and Dean Jr. What result?

E. Question 5 (15 points)

1. Consider Smith v. Van Gorkham. You are contacted by a director, who is not an officer, to represent the director in this litigation. Explain and support your theory of defenses.
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