BUSINESS ASSOCIATIONS OUTLINE, FALL 2006
I. AGENCY
a. General

i. Key points:

1. Agency is the treat that runs through all issues in business associations.

2. Agency costs:  When you have someone acting as an agent, that person can create liability on your behalf.  (Note:  you can still have liability w/out actual agency).  

3. You can have multiple layers of agency.  E.g. Employees w/ supervisory powers are both the agents (of the mangers to whom they report) and principals (to the employees who report to them). 
4. Labeling as principal or agent irrelevant (R3Agency: §1.02)
5. Lawyers are not agents of their clients.  

b.  “True Agency” 

i. Defined. R3Agency §1.01: Agency is the fiduciary relationship that arises when one person (a "principal") manifests assent to another person (an "agent") that the agent shall act on the principal's behalf and subject to the principal's control, and the agent manifests assent or otherwise consents so to act.
1. Satisfaction creates “actual authority.”  

2. Intent not required: “otherwise consents so to act.”  
a. E.g. Farmer hypo, permitted BigCo to have de facto control of business.  

c. Scope of Authority 

i. Power v. Authority

1. Power:  The ability of a person to produce a change in a given legal relation by doing or not doing a given act.

2. Authority:  A type of power.  The power of an agent to affect the legal relations of the Principal by acts done in accordance w/ the Principal’s manifestations of assent to the Agent.  

3. Note:  Every kind of authority is a power; however, not all powers are authorized powers.

ii. General

1. Can be limited or general.  
2. Defined and limited by the manifestations
3. Just because a person has agency authority for a P in one respect doesn’t not mean that the person has authority in other respects.  
4. There can be a true agency relationship with respect to a scope of activity, but when agent acts outside of scope is when alternative theories come into play.  

d. Liability to Third Parties in K.
i. General:  
1. Two sides of the problem:
a. Liability of P to 3p.
b. Responsibility of A or actor to P (discussed in fiduciary duties)
2. Theories of Attribution:  A principal can be liable to a third party for the actions of an agent under five theories which are not mutually exclusive and overlap:  
a. Actual Authority
b. Apparent Authority 
c. Estoppel
d. Ratification
e. Inherent Authority
ii. Actual Authority:  

1. R3Agence §2.01:  An agent acts with actual authority when, at the time of taking action that has legal consequences for the principal, the agent reasonably believes, in accordance with the principal's manifestations to the agent, that the principal wishes the agent so to act.

2. Must prove:  
a. Basis for Actual Authority

i. True Agency
ii. Manifestation of assent or intention by P to A that A has authority to act for the P.  

1. May be explicit (designation, expression of authority), or implicit (determined by custom: e.g. e/e given job w/out instruction. Look to custom).  R3Agency §1.03.  

b. Scope of Authority.  Determined by:
i. Express:  Actual designations or expressions.

ii. Implied authority by the manifestation.  Take into account: 

1. The context that manifestation was made 

2. Any meaning known by agent to be ascribed by the principal.  

iii. Authority that is necessary or incidental to achieving the P’s objectives, as understood by A.  

c. Reasonableness.  A’s interpretation of the manifestation must be reasonable in light of: 1) circumstances that A knows or should have known (R3Agency §2.02) and 2) the A’s fiduciary duty to the P. (R3Agency §3.01).  
iii. Apparent Authority

1. R3Agency §2.03:  Apparent authority is the power held by an agent or other actor to affect a principal's legal relations with third parties when a third party reasonably believes the actor has authority to act on behalf of the principal and that belief is traceable to the principal's manifestations.
2. AA is a power , not an authority.  
3. Agency not necessary.  Indeed, there may be no authority at all.
4. Must show:

a. Manifestation by principal to the third party.
b. Reasonableness.  3p must reasonably believe that the actor has the authority.
iv. Estoppel
1. R3Agency §2.05.  A person who has not made a manifestation that an actor has authority as an agent and who is not otherwise liable as a party to a transaction purportedly done by the actor on that person's account is subject to liability to a third party who justifiably is induced to make a detrimental change in position because the transaction is believed to be on the person's account, if . . . below.  
2. P is estopped from denying the agency relationship and may be liable for something purportedly done on P’s behalf.

3. Manifestations not necessary.

4. Must show:

a. P intentionally or carelessly caused 3p to believe that act was on P’s account

b. Or having notice of belief of 3p that the belief might cause 3p to change position, without taking steps to notify 3p of facts.  
c. 3P has to have been induced to make a detrimental change in position because the 3p (reasonably) believed that the act or transaction was on P’s account.  

i. e.g. Customer calls and operator says 6 mo free.  C tells friends.  Supervisor of operator hears and does nothing about.  Reasonable?
5. Note:   This cannot overlap with apparent authority since the P has made no manifestation to the 3p.  
6. Estoppel of an undisclosed P (in worksheet, not in class)  
v. Ratification
1. R3Agency §4.01  Ratification is the 1) affirmance of a prior act done by another that 2) may have been done without actual or apparent authority.  However, 3) the actor must have acted or purported to act as an agent, and 4) the person must have full knowledge or notice on order to be able to ratify.  

a. A person ratifies an act by:

i. manifesting assent that the act shall affect the person's legal relations, or
ii. conduct that justifies a reasonable assumption that the person so consents. 
b. Ratification does not occur unless
i.  the ratification is timely.

ii. the ratification encompasses the act in its entirety.
iii. Ratification creates the effect of actual authority.
vi. Inherent Authority

1. Not incorporated into R3Agency.  

2. Used to be a “gap filler”. Now subsumed under “implied” actual authority.  Is a power, not authority.  

3. Will often be used to find for little guy against the big D.  Court will say A had power and its not fair for P to deny liability, notwithstanding fact of a complete misunderstanding.  

vii. Power given as a security

1. Incident to an agency relationship.

2. Created in form of a manifestation of actual authority, but for the benefit of the holder of the power and not the creator of the power.  

3. e.g.  (stock given as collateral for a loan and stockholder asks for right to vote if debtor defaults or if loan is outstanding.  Debtor can give this power, but holder would not be acting as an agent.  Also, debtor would not have any control)

viii. Restitution (remedy(so you must still establish liability on the putative principle).

1. P liable to make restitution to 3P’s where P is unjustly enriched by A’s actions not within A’s actual or apparent authority.  

e. Liability to third party in tort.

i. General

1. Concerns attribution of tort liability from A to P

2. Grew out of “master/servant” / “respondeat superiorg” doctrine, not agency. 

a. R2Agency:  Master liable for torts of servant committed while acting w/in scope of authority.  
3. Tort liability will refer to e/e’s as agents, although the definition is broader.
4. Always consider when establishing a business the costs/sacrifices, risks/tradeoffs.

5. ExamTip! These overlap.  Look for all plausible theories of attributing liability. 

ii. Direct Liability of P regardless of whether the actor was an e/e type or an agent acting within scope of authority

1. Rule:  P is subject to direct liability to a 3p for acts of A’s when:

a. A acts with actual authority.  R3Agency §7.03(1)
b. P ratifies A’s conduct.  Id.  
c. The harm was caused by the P’s negligence in selecting, training, retraining, supervising, or otherwise controlling the agent.  R3Agency §7.05

d. The P has a special relationship w/ the injured person 

i. Defined: Special Relationship:  P owes person a duty of reasonable care w/ regard to risks arising out the relationship.  (e.g. school(student)

iii. Vicarious liability of P for acts of A’s who meet the definition of e/e.
1. Rule:  An employer is subject to liability for torts committed by employees while acting within the scope of their employment.  R3Agenc 2.04
a. Test:  1)  Is the person an agent who meets the definition of e/e(determined by whether there is control.  2) if so, was the conduct within actor’s scope of employment or engagement?
2. Defined:

a. Employee:  An e/e is an agent whose P controls or who has the right to control the manner and means of the agent’s performance of work.  §7.07(3).

i. Note:  Gratuitous performance does not relieve P from liability. 
ii. Factors considered (R2, R3Comment)
1. Extent of P’s control over details of work.

2. Is the actor employed in an obligation or business which is distinct from the putative principal’s business?

3. Is the work usually performed under the supervision of this employer?

4. Skill required in the occupation.

5. Who supplies the tools, place of work, etc?

6. Length of employment.

7. Method of payment:  by time, job, commission, salary, etc.

8. What do P and the actor believe their relationship is?

9. Is the putative principal in business

iii. Characterization of the relationship less important than actual exercise of control. 

iv. Courts will not focus on actual control, but the right to control.  

b. Scope of Employment:  An e/e acts w/in the scope of employment when performing work assigned by the e/r or engaging in a course of conduct subject to the e/r’s control.  An e/e/s act is not within the scope of employment when it occurs within an independent course of conduct not intended by the e/e to serve the purpose of the e/r.  §7.07(2)
i. Factors considered, but not determinative (R2):

1. Conduct must be the kind the actor was authorized to perform.

a. Is it the same general nature as the kind authorized?

b. Was it incidental to that which was authorized?

2. Conduct must be substantially within the time and scope authorized.

3. Conduct must be actuated at least in part by a purpose to serve P.  

4. If force was used, P should have expected that.

5. Is the act commonly done by persons like the actor?

6. Time, place and purpose of the act.

7. Previous relations between actor ad P

8. Was act outside of P’s enterprise?

9. Was act one that was not entrusted to the actor?

10. Similarity in quality of act to the act which was authorized.

11. Has P furnished to the actor the instrumentality of harm?

12. Extent of the actor’s departure from the normal method of accomplishing the task.  

13. Whether the act is seriously criminal.  

ii. Criminal and forbidden acts: may be within the scope of employment even though forbidden, done in a forbidden manner, consciously criminal or tortious.  

iii. Policy:  E/R who has control has greater likelihood to prevent harm.

3. Examples

a. Real estate agent hired to sell house.  If in accident while driving to house, driving was probably not subject to sufficient control.

b. Truck driver hired on full time basis.  E/R dictates routes, etc.  Sufficient.
c. Person told to pick up chickens at a certain time and to carry a radio.  Relationship defined is Ind. K’r, but control shows otherwise.  g

iv. Vicarious liability of P for acts of persons who do not meet the definition of e/e or even agent (Contractual and non-delegable duties, ADA’s).
1. Independent contractor:  Actor who is not an agent who meets the definition of e/e.

2. Rule:  If the actor is an independent contractor or there was a P/A relationship b the conduct was outside the scope of employment or the engagement, P still may be liable if the P was required by K or otherwise by law to protect another.  In that case, P cannot avoid liability by delegating performance of the duty to an independent contractor.  

a. E.g.: Non-delegable duties, Inherently dangerous work, Work that is dangerous in the absence of specific precautions.  

3. Even if actor does not fit general definition of A, there is VLiability if taken action taken w/ AAuthority constitutes the tort or action taken with AAuthority enabled the actor to conceal the commission of the tort.  R3. 7.08.  

a. E.g.:  Tort consisted of a statement made with AA or a transaction conducted w/ AA.  
b. Note on AA:  You’re looking for a manifestation that contributes to the actor being able to commit the tort (e.g. P manifests that A has certain skills to 3p).

f. Fiduciary obligations of agents (responsibility of A or actor to P)
i. Purpose:  We encourage business growth, but can’t expose owners to unlimited risk without qualification.  So, in addition to risks, we have four main principles that govern conduct of A’s (real A’s).
ii. Duty of loyalty
1. Rule: An A has a fiduciary duty to act loyally for the P’s benefit in all matters connected with the agency relationship.  §8.01.
a. Rationale:  As an A, you have a great deal of knowledge of the enterprise.  

2. Duties of loyalty

a. Material benefit arising out of position.  An A has a duty not to acquire a material benefit from a 3p in connection with xactions conducted or other actions taken on behalf of the P or otherwise through the A’s use of the A’s position.  8.02

b. Acting on Behalf of an Adverse Party.  An A has a duty not to deal with the P as or on behalf of an adverse party in a xaction connected with the agency relationship.  8.03.

c. Competition. Throughout the duration of an agency relationship, an A has a duty to refrain from competing with the P and from taking action on behalf of or otherwise assisting the P’s competitors. During that time, an A may take action, not otherwise wrongful, to prepare for competition following termination of the agency relationship. 8.04.
d. Use of P's Property; Use Of Confidential Information.  An A has a duty
i. not to use property of the Pl for the agent's own purposes or those of a third party; and
ii. not to use or communicate confidential information of the P for the A’s own purposes or those of a third party. 8.05
e. Exception:  P’s Consent/Waiver.   8.06
i. Conduct by an A that would otherwise constitute a breach of duty as stated in a, b, c, d (above) does not constitute a breach of duty if the P consents to the conduct, provided that:

1. in obtaining the P's consent, the A
a. acts in good faith,
b. discloses all material facts that the A knows, has reason to know, or should know would reasonably affect the P's judgment unless the P has manifested that such facts are already known by the principal or that the P does not wish to know them, and
c. otherwise deals fairly with the P; and
2. the P's consent concerns either a specific act or transaction, or acts or transactions of a specified type that could reasonably be expected to occur in the ordinary course of the agency relationship.  8.06(1)
ii. An A who acts for more than one P in a transaction between or among them has a duty
1. to deal in good faith with each P,
2. to disclose to each P
a. the fact that the A acts for the other P or P’s, and
b. all other facts that the A knows, has reason to know, or should know would reasonably affect the P's judgment unless the P has manifested that such facts are already known by the P or that the P does not wish to know them, and
3. otherwise to deal fairly with each P. 8.06(2)
f. Examples.

i. Accepting a new job and not telling e/r not a violation.  

ii. Compiling a list of key e/e’s not a violation.  Giving away, yes (unless publicly available).  But identifying key e/e as good, yes.  

iii. Duty of care

1. Rule.  Subject to any agreement with the P, an A has a duty to the P to act with the care, competence, and diligence normally exercised by A’s in similar circumstances.  Special skills or knowledge possessed by an A are circumstances to be taken into account in determining whether the A acted with due care and diligence.  If an A claims to possess special skills or knowledge, the agent has a duty to the P to act w/ the care, competence and diligence normally exercised by agents with such skills or knowledge.  8.08

iv. Duty to abide by K

1. Rule.  An A has a duty to act in accordance w the express and implied terms of any K between the A and the P.  8.07.

2. Duty to act w/in scope of actual authority and to comply w/ all lawful instructions.
a. An A has a duty to take action only within the scope of the A’s actual authority. 8.09(1)
b. An A has a duty to comply w/ all lawful instructions received from the P and persons designated by the P concerning that agent’s actions on behalf of the P.  8.09(2)
v. Duty to act reasonably

1. Rule.  An A has a duty, within the scope of the agency relationship, to at reasonably and to refrain from conduct that is likely to damage the P’s enterprise.  8.10

2. Note:  Failure to act reasonably may also be a violation of duty of care.  

vi. Duty to provide information

1. Rule.  An A has a duty to use reasonable effort to provide the P with facts that the A knows, has reason to know, or should know when:

a. Subject to any manifestation by the P, the A knows or has reason to know that the P would wish to have the facts or the facts are material to the A’s duties to the P; and

b. The facts can be provided to the P without violating a superior duty owed by the A to another person.  8.11.  

2. Could be considered a K duty.  
3. Note:  lying is violation of duty to provide information.  

vii. Recordkeeping, Accounting, Etc.  

1. Rule.  An A has a duty, subject to any agreement with the P, 

a. Not to deal w/ the P’s personal property so that it appears to be the A’s property, 

b. Note to mingle the P’s property w/ anyone else’s; and

c. To keep and render accounts to the P of money or other property received or paid out in the P’s account.  

2. Could be considered a K duty.  
II. PARTNERSHIPS
a. General

i. Benefits(pooling of capital/skills.  Avoiding competition.

ii. Consequence(Risks associated with the partnership(”agency” costs.

iii. Under UPA, a partnership is an entity.  

iv. Taxes:  a partnership itself does not pay taxes, but only files a return.  All profits and losses are “passed through” to the partners.

v. Unlike corporations, partnerships do not shield owners from personal liability.

vi. % of a partners economic interest equal by default or as otherwise agreed upon.  Compare to a partnership, where rights are determined by the % of outstanding share.

b. Statutory scheme:  Uniform Partnership Act

i. Default Rules: Rules governing the relationship between partners, they can be changed.  

1. e.g. Terminating the relationship, decision-making, contribution, fiduciary duties, transfers of interest.  

ii. Insofar as the rules governing partnership deals with relationships between persons not partners, the rules cannot change be changed (R(embodied not just in UPA, but C.L).  

c. What is a partnership and how is it formed? (not default rules)
i. Formation

1. Defined:

a. Two people . . .
b. Carrying on as co-owners . . . (intent to associate as such, not to form P)
i. Note:  a person can acquire an ownership interest w/out a contrib.
c. A business for profit.

i. The business doesn’t have to earn a profit, but there has to be a profit-making objective. 

2. Not partnerships:
a. Owner of real estate as J/T, TIC (no presumption).

b. Gross-return sharing systems (no presumption)  (e.g. rather than calculate profits, you give share of returns).  Pay close attention!
3. A person who receives a share of the profits is presumed to be a partner , unless the profits were received in payment:

a. Of a debt by installment or otherwise (e.g. lender says you can repay through profits).

b. For services as an independent contractor or of wages or of other compensation to an employee.

c. Of Rent payments.  

d. Of annuity or other retirement or health benefits to a beneficiary, representative, designee of a deceased or retired partner.

e. Of interest or other charge on a loan 

f. For the sale of the goodwill of the business or other property by installments.

g. Note:  presumptions may always be overcome.  E.g.  if the parties weren’t carrying on as co-owners, thus failing the definition.  See fact pattern 15.  
4. Intent not required (don’t even have to be aware).

5. Partnership agreement isn’t necessary.  Where they do not, UPA governs.  §103.

6. The partnership agreement, if the parties have one, may not waive or modify certain provisions of the UPA, the most important of which relate to duties, fiduciary and otherwise, of partners.  

ii. Partnership Property

1. General Rule:  Property acquired by a partnership is property of the partnership and not of the partners individually (R(under UPA, P is a separate entity).
2. Partnership Property:

a. Property 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.
1. Note:  it doesn’t matter whose name is on the agreement.  P’s often do this to hide purchases.  UPA 204.  
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 as 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.
i. Note:  if purchased in own name w/ own money, not P property.
d. Liability of partnership and partners to third persons
i. Liability of partners to third parties (not default rules)

1. Partners as agents of the partnership § 301

a. Actual Agency Authority:  Each partner is an agent of the partnership for the purpose of its business.  An act of a partner, including the execution of an instrument in the P name, for apparently carrying on in the ordinary course the P business or business of the kind carried on by the P binds the P, unless the p had no authority to act for the P in the particular matter and the person w/ whom the p was dealing knew or had received a notification that the p lacked authority.  In short, a partner without actual authority ma bind the partnership with respect to two categories:

i. Acts that are in the partnership’s ordinary course of business.  R(actual authority/agency.
ii. Acts that are apparently in the partnership’s ordinary course of business.

iii. Note:  intent to serve the partnership, although useful, is not required here as in agency tort law under master/servant.

b. Scope of Agency Authority:  An act of a p which is not apparently for carrying on in the ordinary course the partnership business or business of the kind carried on by the P binds the P only if the act was authorized by the other p’s.  

2. Joint and several liability of the partnership.  
a. The partnership is liable for a partner’s wrongful act (in the course of business or with authority) or omission or other actionable conduct.  UPA § 305. 

b. Partners are personally liable (jointly and severally) for all partnership obligations unless the claimant agrees otherwise. §306
i. Partners are not personally liable for debts incurred before the P’s admission.

ii. Note:  consider in conjunction with fact that all p’s are agents, thus binding all p’s to any liabilities created.  
ii. Liability of Partners to one Another:  Partnership Duties (default rules subject to limitations on modification)

1. Fiduciary duties §404:  the only FD’s a p owes to the P and the other p’s are the duty of loyalty and the duty of care.

i. Note:  significance(liability in tort.

b. Duty of loyalty. Limited to the following (R(narrow):

i. To account to the P and hold as trustee for it any property, profit, or benefit derived by the p in the conduct and winding up of the P business or derived from a use by the p of P property, including the appropriation of a P opportunity;
1. P opportunity.  See fact pattern 18.  

ii. To refrain from dealing w/ the P in the conduct or winding up of the P business as or on behalf of a party having in interest adverse to the P; and

iii. To refrain from competing w/ the P in the conduct of the P business before the dissolution of the P.

iv. Note:  These are, for the most part, the same as the duties owed by an agent to the principal.
c. Duty of care.  DOC to the P and other p’s in the conduct and winding up of the P business is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of the law.
i. Ordinary negligence insufficient.  

d. Other duties (not fiduciary:

i. Good faith and fair dealing (not fiduciary source in K law):  A p shall discharge the duties too the P and the other P’s under the UPA or under the P agreement and exercise any rights consistently w/ the obligation of good faith and fair dealing.

ii. Provide information (not in UPA, so no liability in tort)

1. e.g. partnership opportunity (lease) in Meinhard v. Salmon.   Note overlap, however, with duty of good faith/fair dealing.

iii. A p does not violate a duty or obligation under the UPA or under the P agreement merely because the p’s conduct furthers the p’s own interest. P must disclose.
e. Generally

i. A p may lend $ and transact other business w/ the partnership, and as to each loan or transaction the rights and obligations of the p are the same as those of a person who is not a partner, subject to other applicable law.

ii. UPA applies to a person winding up the P business as the person or legal rep of the last surviving p as if the person were a p.

2. K duties §403 
a. General Rule:  Each p and the P shall furnish to a p , and to the legal representative of a deceased p or p under legal disability:
i. Without demand, any info concerning the P’s business affairs reasonably required for the proper exercise of the p’s rights and duties under the P agreement of the UPA; and
ii. On demand, any other information concerning the P’s business affairs, except to the extent the demand or the information demanded is unreasonable or otherwise improper under the circumstances.
3. Modification of duties/Non-waivable provisions UPA 103.  
a. General Rule (MD and most other states.  R(freedom of K).  : 

i. Rules governing the relationship between partners) can be modified, subject to certain exceptions.
ii. Rules governing the relationship between partners and third parties may not modified.
b. Exceptions.  The partnership agreement may not:
i. Eliminate filing duties under 105 except to eliminate duty to provide copies of all statements to partners.

ii. Unreasonable restrict the right of access to books and records

iii. Eliminate the duty of loyalty, but:
1. may identify specific types or categories of activities that do not violate the duty of loyalty, if not manifestly unreasonable; or
a. Note:  This language often presents difficulty due to deference in decision-making.  There’s often a good reason to allow partners to do other business (e.g. real-estate) .
b. Note:  The line is generally drawn for unreasonableness when you directly compete (e.g. real estate across the street).  
c. Note:  MD and other states have modified this approach allowing for free competition where there is unanimity among partners.  
d. Note:  Keep in mind:  partnership may not be a good business form where you want to allow competition, unless you form in a state that allows (MD).  
e. Note:  A sole investor would want stronger competition restrictions.
f. Note:  Remember, agency is more flexible by providing for waiver.  
2. 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
iv. unreasonably reduce the duty of care 
1. Generally not a problem because a low standard.
v. eliminate the obligation of good faith and fair dealing, 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;
vi. vary the power to dissociate as a partner, except to require the notice to be in writing;
vii. vary the right of a court to expel a partner

viii.  vary the requirement to wind up the partnership business
ix. vary the law applicable to a limited liability partnership
e. Membership in a partnership (default rules)

i. General Rule:  A person may become a p only w/ the consent of all p’s §401(i).

ii. Ownership interests accompanying membership

1. Types of rights

a. Economic/Transferable:

i. Profits

ii. Distributions

b. Non-Economic/Management Rights

i. Right to Vote

ii. Right to bind(Agency Rights

iii. Right to information

iv. Right to fiduciary duties.

2. Transferable interests (economic):  a person’s right to share in profits and losses of the P and right to received distributions. §502.

3. Non-transferable interest, undefined, but see §503(a)(3)

a. Right to participate in management or condct of the business

b. Access to P information.

c. Right to inspect and copy P books and records.

4. Rationale for distinction: 

iii. Note:  everyone is called a partner (except in LLP’s).

f. Partnership Rights Accompanying Membership (default rules)
i. Finance/Money Matters:  Sharing Profits/Losses §401(a)-(e), (h)

1. Partnerships operate under an accrual based method of accounting: (recording financial events based upon net worth, recognizing revenues even when not yet received).
a. Terminology

i. Profits: $ earned by the partnership.  Doesn’t mean $ available.  R(capital expenditures deduct from profits prior to distribution.  R2(outstanding obligations qualify as a profit.
ii. Losses: $ lost by the partnership.

iii. Distributions:  $ going from the partnership to your pocket.

iv. Capital Accounts: record of what each partner’s interest is worth for partnership purposes (analogous to stockholder equity in corps).  

1. Note:  balance may or may not reflect actual revenues because outstanding debts are recorded under accrual based accounting.
2. General/Default Rule:  The sharing of profits, losses, and distributions (like voting) is equally on a per capita basis.  

a. Each p is deemed to have a capital account  that is:

i. Credited w/ an amount equal to the money plus the value of any other property, net of the amount of any liabilities, the p contributes to the P and the p’s share of the P profits; and

ii. Charged with an amount equal to the # plus the value of any other property, net of the amount of any liabilities, distributed by the P to the p and the p’s share of the P losses.
iii. E.g. J puts in 0.  M put in 5.  M has capital account of 5.  If M’s owe’s a creditor 3 of 5, M’s capital account is 3.  (e.g. real estate w/ mort.)
b. Each p is entitled to an equal share of the P profits and is chargeable w a share of the P losses in proportion to the p’s share of the profits.

i. E.g. J-0, M-5.  10 profit.  J-5, M-10.  / 10 loss.  J-neg.5, M-0.

ii. NOTE:  These rules don’t affect creditor’s rights.  Creditors can sue both J and/or M for debts not covered by capital accounts.  R(joint/several liability of partners.  

c. A p shall reimburse a p for payments made and indemnify a p for liabilities incurred by the p in the ordinary course of the business of the P or for the preservation of its business or property.

d. A p shall reimburse a p for an advance to the p beyond the amount of capital the p agreed to contribute.  

e. A payment or advance made by a p which gives rise to a P obligation under (3,4) constitutes a loan to the P which accrues interest from the date of the payment or advance.

f. Note:  Remember, this is the default rule.  P’s will usually K around and agree upon different shares of profits and losses.  

3. A p is not entitled to remuneration for services performed for the P, except for reasonable compensation for services rendered in winding up the business of the P.

ii. Management of the partnership(decision making.   §401(f), (j) (default)
1. Each p has equal rights in the management and conduct of the P business (voting)
a. May be modified.  Eg.  A owns 75 %, B owns 10% and C owns 15%.  Under UPA default rules, B/C could win vote.  Most p’s will K around this.  
2. Differences arising in the ordinary course of business are decided by a majority vote of the p’s (unless only two members, then unanimity is required).  
3. However, matters outside the ordinary course of business require a unanimous vote of p’s.
4. Note:  When a partnership acts against the will of the partnership, the partnership is still liable, but will have an action against that party for breach..  See fact pattern 17.

iii. Transferability of interests in P

1. Default Rule:  

a. One’s partnership interest is not transferable without unanimous consent of the partners.  §401.

i. R(mutual agency/liability, etc.  

b. One’s economic interests are transferable 
i. Transferring p retains all P rights (usually just the right to vote) other than the economic (transferable) rights which have been transferred.  §503(d).

ii. Transfer of whole or part does not:

1. Require consent §503(d) (unless partnership agreement provides otherwise) 
2. Of itself, result in “dissociation” of a p or dissolution of the P.

2. Charging orders:  a means for a creditor to judicially seize a p’s transferable interest.

g. Continuity of life

i. Dissociation of partners

1. General

a. Defined:  p “quits” as a partner or is forced to stop being a p because of some outside event (formerly withdrawal)

i. The flip-side of transferring one’s x-ferable interest.  R(all one keeps is his/her economic interests.  
b. Note:  You can’t eliminate the power of dissociation, although you can provide for penalties

2. Effect of dissociation

a. The p may no longer participate in mgt and conduct of the partnership business (non-economic rights) . §603(b).

b. The p’s duty not to compete w/ the p terminates.  §603(b)

c. The p’s duty of care, duty to account and duty not to deal w/ P as an adverse party continue only w/ respect to matters arising before the dissociation.  §603(b).
d. The former p retains her/his transferable interests (economic rights).

3. Events (other than voluntary) that result in a p’s dissociation.  §601.

a. Agreed upon events

b. Expulsion of p pursuant to P agreement

c. Expulsion by unanimous vote of the other p’s under certain circumstances, including a x-fer of the p’s transferable interests, or if it is unlawful to carry on the P business w/ particular partners.  

d. Judicial determination that p should be dissociated (p creating unforeseen liabilities):

i.  because of wrongful conduct of the p related to the P business, or 

ii. because the p willfully or persistently committed a material breach of the P agreement or a duty owed to P or other partners, or 

iii. because the p engaged in conduct which makes it not reasonably practical to carry on the business in p w/ the partner.

e. Bankruptcy, death (interest remains), appointment of a guardian of a p or termination of existence of a p.
ii. Dissolution 

1. Dissolution Defined (def. not in the UPA).  It is a change in the relationship among the p’s that causes the P that existed before the relationship no longer to exist—because it’s not the “same partnership.”  This doesn’t necessarily mean that the business itself no longer exists.  It just means that the pre-existing partnership relationship has dissolved.

2. Events causing:
a. Voluntary dissociation of a p in an “at will” P.

b. Bankruptcy, death, appointment of a guardian, or termination of existence of a p or voluntary dissociation of a p in violation of a P agreement if majority of the remaining p’s do not agree to continue the P.

c. Express will of all p’s.

d. Expiration of term or completion of undertaking.  (e.g. Salmon, joint venture)
e. If it is unlawful for all or substantially all of the P business to be continued.

f. Judicial determination that the economic purpose for the P is likely to be frustrated or a partner has engaged in conduct relating to the P that makes it not reasonably practicable to carry on the business in P with that p.

i. When there is a court ordered disoolution, you must reduce the assets to cash.  See McCormick v. Brevig.

3. After dissolution (choosing not to buy out, or automatic):

a. The P engages in the winding up process.

i. WU Defined:  The process of reducing assets to cash, paying creditors, distributing any surplus to partners (in accordance w/ capital accounts) or collecting any deficiency from partners §807.

1. Note:  if capital account is negative, partner is required to pay!

b. A p’s actual authority is limited to authority to do acts appropriate for the winding up process.  However, apparent authority continues with respect to parties who do not have notice of the dissolution.  §804.

iii. When does dissociation cause dissolution

1. Old Rule:  Dissociation of one partner caused dissolution/winding up.  R(partnership was just a consensual relationship.

2. UPA Rule (Default):  Buy out/dissolution.
a. Expulsion:  No dissolution.  Partnership is obligated to buy out the dissociated partner’s transferable interest.  R(purchase of economic interest implies intent to continue the enterprise.  

b. Any other Reason (bankruptcy, death, appointment of guardian, termination of existence, voluntary dissociation): P is dissolved unless the remaining partners vote (MAJORITY)  to continue the partnership.  §80  P must buy out the dissociated partner’s transferable interest.  
i. Economic unit continues as the same entity.

ii. R(noone should be forced to continue in a mutual agency relationship.  Maybe the dissociating partner had special skills.

iii. Time element—Usually 90 days. 

c. Note:  judicial dissolution or agreed upon events results in automatic dissolution.  
d. Note:  buy out may take the form of offsetting liabilities caused by the dissociating partner.

e. Note:  buy out will, in effect, equal the dissociating partner’s capital account.  

III. Limited partnerships

a. Generally

i. R(response to liability issues of partnerships.  

1. LP’s create a shield for certain owners of the business.
ii. R(financial contributors can be passive by just giving $ and becoming LP’s.  Will lead to increased contributions.  

iii. Statutory Scheme

1. Uniform Limited Partnership Act (not all states, MD, have adopted)
iv. Two classes of owners: 
1. GP—Usually a corporation, since not many want to serve as GP.

2. LP
v. Note:  LP’s have always been used in limited circumstances (e.g. gas, real estate, multiple investors not concerned with decision-making), rarely in active businesses.  

vi. Note:  We don’t see often since advent of LLP.

vii. Problem:  while the LP may provide limited liability

b. Formation Requirements 

i. At least two partners

ii. Two classes:  one general, one limited.  (a person may be both a GP and an LP, but you still need two P’s.  R(so the P can enjoy economic benefits of both LP and GP.
iii. Formal requirements

1. Certificate of limited partnership from sec. of state.  R(cannot be formed inadvertently.  

a. Name must contain the abbreviation LP.  R(Notice. 
b. Address, principal agent, etc.  

iv.  Note: either a written agreement governs the relationship, or the ULPA rules will apply
c. Liability of partners (general and limited) and partnership to third persons

i. Ordinary limited partnership
1. General Partners:  

a. Agents of the P(same as p’s under UPA.

b. Unlimited liability for the debts of the business.

2. Limited Partners:  

a. Not agents.  No authority to bind the partnership.

b. With rare exception, are not liable for the debts of the business.


i. Old Rule:  LP treated as a GP when participating in management (decisions involving business, not partnership itself).

1. The right to control $ is enough.

ii. ULPA RULE:  Not liable even when making decisions and participate management, control of the P.

iii. Most states (MD): LP isn’t liable unless also a GP or if LP takes part in control of the business.  In such cases, the LP is considered a GP only to those persons transacting with the LP and who reasonably believe the LP is a GP and would have same liability as a GP (similar to apparent authority).  

1. MD has exception for consulting.  Is OK.

2. Note:  if LP goes around wearing sign that says, “I’m an LP, but makes x-actions, whether liable would turn on reasonableness of 3p.

3. MD: right to control $ might not be enough, but signing the check would be(with respect to the people the LP deals with, not to all (as under old rule).
c. To the extent LP’s are liable, their liability is limited to the capital they promise to contribute.  

ii. Limited liability limited partnership

d. Management, fiduciary duties, finance

i. General Partners

1. Primary authority to manage the business.

2. Same fiduciary duties (loyalty/care) as P’s under UPA.

ii. Limited Partners
1. No fiduciary duties.  

a. R(not an agent.

b. Note:  can acquire duties by acquiring right to control (e.g. if LP negotiated as such, it comes w/ the duty)
iii. Distributions:

1. Based upon the value of investment, even if contributions have been returned.
a. R(investment is more valuable than services of GP; thus a per capita system is undesirable.  

b. Note:  no discussion of profits or losses in ULPA, left for negotiation.

e. Transferability of interests

i. Free transferability of economic interests.

f. Continuity of life (or lack thereof)

i. Dissociation

1. GP:  same as for P’s in a general partnership.  
a. No dissolution

b. GP becomes a mere economic interest holder.  

i. Look to LP agreement
c. No mandatory buy out.

i. R(LP’s rely on management by GP.  Unfair to permit buyout.  

2. LP:  No right to dissociate.  R(you’re not an agent.  Power to dissociate.  You can quite, but may be a breach.  

a. Nothing happens to interest.  No mandatory buyout.  

b. No dissolution.

c. LP becomes a mere “interest holder” in the enterprise.  Retain only the right to distributions.

d. In MD, under MRULPA, a LP can’t withdrawal until dissolution of the enterprise.
ii. Dissolution

1. Judicial dissolution.

2. If LP ceases to have two partners, one who is an LP and another who is a GP, the LP automatically dissolves after 90 days.

IV. Corporations

a. General

i. R(people won’t hire more e/e’s unless they can be shielded from liability.  Criticism(less liability = less careful.  Creditors bear the brunt of loss.
ii. Corporations are regarded as person/legal entity distinct from owners.

1. C’s act as the principal and are liable for torts committed by persons working.

iii. Stockholders

1. Are the owners.

2. Primary function is to elect directors.

iv. Directors

1. Set the policies of the corporation.

2. Elect officers.

v. Officers 

1. Carry out the functions of the corporation.

2. Required by law.

vi. Compared to partnerships (DEFAULT RULES governed by AoI):

a. Note:  all differences hinge on agency/lack thereof.

2. Centralized management

a. Partnership:  yes, all P’s agents.

b. Corp:  no.

3. Transferability of interest

a. Partnership:  only economic.  R(transferability of agency.
b. Corporation:  free transferability

i. R(it doesn’t matter who owns the stock.

4. Limited Liability

a. Partnership:  joint and several liability.  R(agents.

i. Since liable, must be able to withdrawal.

b. Corporations:  General Rule:  no individual stockholder is personally liable for the debts of the business.
i. R(stockholders not agents!

ii. Withdrawal unnecessary because x-fer rids of entire interest. 

5. Continuity of life

a. Partnership:  no.  Must buy out interest; otherwise dissolves upon dissociation.
b. Corporation:  yes.  No right to withdrawal.  Death, bankruptcy, etc means nothing.  The shares will always pass to heirs, creditors, etc.

i. This is why they work so well.  I will invest knowing if I die it will pass to heirs.  

	 
	Centralized Management (CM) 
	Free transferability of interest (FT) 
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	CORP
	YES CM
	YES FT
	YES LL
	YES CL
	 

	 
	 
	 
	 
	 
	 


vii. Representing corporations
1. Always ask: who am I representing?  Not differences in interest of directors and shareholders.  

2. Always disclose conflicts, seek consent.

viii. Note:  you can pretty much modify any structure within corporations.

1. Exceptions (all by statute)

a. Voting requirements for certain transactions

b. Relationship between third parties.

b. Formation 

i. Incorporation:  Formal requirements to form de jure corporation.  
1. Must file a certification / articles of incorporation with the secretary of state (DE) or in state department of assessment and taxation (MD).

i. Note:  the laws of the state of incorporation will govern mechanics even if you never go there. 

b. Articles of incorporation. 

i. Name containing words assoc, co corp, club, found, fund, inc, inst., society, union, syndicate, ltd.

ii. Resident agent for service.

iii. Address of registered office.

iv. Max. # of shares.

v.  Nature of stock available

vi. Purpose (may be for any lawful purpose).  Not required in all states. 
1. Note:  you may want to limit this to set the parameters of the apparent authority of your agents.

vii. Who initial directors would be (required in most states, optional in DE)(will last until first annual meeting.
viii. Note:  can always be amended.

c. DE:  From the date of filing you have a corporation w/ limited liability(like magic!

d. MD:  When dept. accepts that AoI for the record you have a C.

2. First annual meeting (organizational mtg.) of stockholders.  DC 108(a)

a. Elect directors

b. Create bylaws defining how C will operate.
c. Failure to hold organization might affect viability of C and your liability. 

3. Note on DE: considered favorable historically.  Court of chancery.  Strong case law providing predictability. Small fee.  Favorable statutes.
ii. De Facto corporations (when you screw up!) (equitable defense to liability)
1. Requirements

a. Law authorizing corp

b. A good faith effort to incorporate

i. Bad faith will render personally liable (e.g. misleading about identity by using invalid letterhead.  Hill).  

ii. Parties claiming existence of corp. must believe a corp has been established.  Thus, you can have a de-facto corp. as to some while not others (on person knows faulty and doesn’t tell partners).  

1. Note: for this purpose, will matter if only 2 days or a year.  

2. This rule is from model business corp. act. 

c. Use or exercise of corporate powers

iii. Corporations by estoppel. (equitable defense to liability)
1. Requirements

a. Both parties must reasonably believe they are dealing w/ a corp.

b. Neither party can have actual or constructive knowledge that the corp doesn’t exist.

2. Effect:  third party is estopped from denying existence of the corp

iv. Promoter liability (Hill) (equitable defense to liability)
1. Defined:  Persons participating in bringing a corporation about engaging in activities on behalf of the corporation.
2. Liability:  Not personally liable for K’s entered into on behalf of C prior to incorporation so long as he indicates he is signing in capacity of someone other than himself.  

a. Cannot act in own name. 

b.  Can get waiver.  Moneywatch.

v. Note:  Cannot be formed accidentally.

c. Capital Formation/Capitalization
i. Corporations get money by issuing securities in the form of shares/stock and by borrowing and issuing promissory notes in the form of debentures.  
ii. Equity: Shares/Stock:  Collective ownership interests in corporations. 
1. Determined by AoI/bylaws.

a. Default Rule:  If you have only one share, that share possesses all of certain rights (vote, distributions, etc.). Note:  only similarity w/ P’s.

2. Stock (Common stock): 
a. Options

i. Voting Stock:  Entitle the owner to vote and the right to dividends on a pro-rata basis (same as distributions w/ partnership).  Also entitles to pro-rata division of assets upon dissolution.  
ii. Non-Voting Stock:  no vote, but pro-rata dividends.  
3. Preferred Stock
a. Primary Options

i. Preferred right to dividends:  fixed amount of money per year.  Return is limited to percentage negotiated by the parties.  
a. (e.g. negotiating 8% rather than 6%.  Depends on market).
2. Cumulative v. non-cum:  Cum. Preferred stock, if not declared in year, accumulate. 

a. $1 per year, but not paid.  Declared following year.  Cum pref. gets $2 before common gets $1.

3. Participating v. non part:  Part Preferred.  If extra $, preferred stockholders also receive additional dividend paid out per capita to common, even when pref. already receives.
4. Preferred is non-cumulative and participating by default.  

ii. Preferred right to liquidation proceeds
b. Additional options

i. Voting stock.  If voting, can vote on everything.

ii. Callable: stock the corp has a right to require shareholder to return at a set price.  

iii. Convertible: stock that may be exchanged for other securities of the corporation.  Makes stock redeemable.  
c. Almost always tied to par value.

i. Dividends determined by % of par.

ii. Liquidation determined by % of ownership + capital account.

4. Benefits/Weaknesses:  Common v. Preferential

a. If company is doing well, its best to be common.  R(all dividends go directly to common stockholders.

b. If doing poorly, it’s best to have preferred.

c. Thus, convertibility features desirable.   

5. Par Value

a. Defined:  arbitrary value for shares stated in the AoI.  Must state par and number issues in AoI. 

b. General

i. Shares may not be issued for less than par value. 

ii. Problems:  

1. People issuing stock w/ inflated value 

2. People issuing no par value stock.

a. Statutes usually requires declaration of stated capital regardless.  

b. Some states (DE) issue for you when you don’t.

c. Most DE co’s who raise millions declare at 1/1000th of a %.  If I issues one share for 1 penny, I have 1/1000 of a penny in stated capital.

iii. Note: no correlation with value on stock market. 
6. Stated Capital

a. Defined:  amount stockholders have invested in the corporation (par value x # of shares authorized)
b. Compare to partnership capital:  assets – liabilities.

c. General

i. R(requires notice to public of invested capital.

ii. Arose in attempt to address the rights of creditors (who bear brunt of liabilities rather than shareholders)

iii. Enables creditors to make an informed decision whether to lend. 
iv. Note:  can’t give capital back to shareholders, but can give surplus.

7. When/why par value/stated capital matter

a. Par value and stated capital really only matter in states taxing based upon stated capital.  When you issue no-value, some states will issue tax based on imputed value (DE).
b. *Preferred stock is almost attributed to par value.

c. Think

i. Par $100.  Preferred dividends %6.  $6 per year per share before common.

ii. 3% preferred.  Well, we can go to bank and get 6%.  Why bother?  Why, then do buyers pay?  Traded at $97, $3 less than par.  Similarly, if bank rates only 3%, I’d be willing to pay slightly more than $100 to get $6 return.  

iii. Bottom line:  part value doesn’t determine stock value.  

1. Decided largely by interest rates.

2. When selling for more than a par value, stock sells at a premium.

3. When selling at less, it is selling at a discount.

4. When selling preferred stock, therefore, a C is really deciding how much it is willing to pay in interest. 

8. Issuing stock
a. Establish AoI/Charter authorizing the issuance of a certain amount of common stock.  

i. Authorization does not equal issuance.

ii. Shares issued outside C are known as outstanding.   
b. BOD must vote to issue shares.

i. BOD members can also all sign a document in order to take action.

ii. Note:  stock certificates, although evidence of ownership, are unnecessary.

c. Reacquisition of stock

i. C’s may also require shares through redemption.  Shares not canceled become treasury stock.
1. Note:  In MD, a corp can’t own its own shares.  When reacquired, they disappear.

d. Preemptive Rights
i. Defined:  the equitable right of shareholders to purchase shares proposed to be issued.

ii. Old Rule:  Directors have a fiduciary duty to offer stock to existing stockholders before third parties.  R(expectation is such.

iii. Modern Rule: Shareholders do not have as a default rule, but may negotiate such rights.  
e. Warrants:  long term options to purchase securities.
iii. Debt:  Raising capital through issuance of debt

1. General

a. Considerations when electing to issue stock or debt:  
i. Do I want to share money with other owners?  If I borrow, lender doesn’t have an ownership interest.  If I issue equity, shareholder is entitled to profits.

1. Plus side:  If co successful, as equity holder I’m entitled to all income, appreciation, and value.  I only have an obligation to repay debts to lender.  

2. Downside:  lender has specific obligations and can demand payment. Perhaps it would be better to share.
ii. Issuance of debt is temporary, stock is permanent.

iii. Issuance of debt requires interest payments, stock requires divdends only upon board approval.

iv. If corporation dissolves, lender only entitled to repayment, shareholders divide assets.

v. Shareholders entitled to vote/participate in management.  Lenders can be, but not default.  

vi. Corps receive tax benefits for issuing debt.

vii. Debt holders have priority over stockholders upon bankruptcy

viii. Issuers of debt may require affirmative/negative covenants.
2. Short term debt

a. Commercial paper:  loans to corps that are a good credit risk and need to borrow large amounts of money on a cyclical basis.

3. Long term debt

a. Debentures
i. Defined:  promissory notes used to obtain funds.  

ii. Not secured by C assets.  

iii. Holders of debentures considered creditors upon bankruptcy.

iv. May have convertibility features (unlike stock). 

1. Will want to negotiate this if C is high risk.
b. Bonds
i. Defined:  Same.

ii. Secured by lien on C assets.

c. Securitized loans/transactions.  

i. Defined:  transfer of assets into a subsidiary C. Underwriter creates a debt instrument for subsidiary (bonds) secured by the assets

ii. Creditors seek assurance that subsidiary is stand-along upon bankruptcy.

iii. R(when a company has only a single asset (subsidiary C), such assets are considerably more valuable. 

d. Corporate distributions(making $

i. Dividends

1. Form: declaration of cash or dividends of other stock 

2. Restrictions

a. BOD Approval required.  Dividends are approved at BOD discretion.
i. Courts will usually not compel unless oppressive. 

b. Sufficient surplus required.
i. MD.  Insolvency test approach (MBCA): Two part test;

1. Assets must exceed liability by at least the amount of the dividend.

a. Valuation of assets does not have to be tied to the books.  Can be determined b FMValue; and
b. Corporation must still be able to pay debts in the ordinary course of business.

c. R(creditors get first.
ii. Legal capital test (DE):  dividends can only be paid out of surplus (net assets[ assets-liabilities]-capital).

3. Reverse stock-split

a. R(reduce # of outstanding shares (mainly in closely held corps).
b. How it works:

i. Consolidate outstanding shares by reducing to fractions (e.g. 1 share becomes 1/100.

ii. Since C’s don’t have to carry fractions on their books, and since they can automatically make you redeem, they can eliminate shares by paying fair market value for fractional interests.  

iii. Must be approved by board and shareholders.

c. When purchasing stock, make sure to spell out rights.  E.g. Reece v. Financial, warrant holder purchased stock at set price before reverse split—ambiguity in value of share.  Should have included an anti-dilution provision.
ii. Sale of stock by shareholders

1. General Rule:  Free transferability of stock
2. Restrictions on transferability.

a. R(Not always desirable in closely held (strangers)/may want to avoid certain regulations and taxes
b. You may negotiate around transferability, but you can’t absolutely restrain the ability to transfer shares (fundamental aspect of stock).  Such provisions are generally narrowly construed and, depending on the state, may be void per se.  (note:  MUST BE DONE BY K, not in corporate charter)
i. Restrictions on voluntary.  No transfers except as provided in agreement.

1. First right of refusal/option.  Ok.

a. Note:  ideally, you’d want the price to be low.  Normally is because it is a closely held corp and not very liquid.

ii. Restrictions on involuntary transfers (transfers to heirs/guardian upon death)(right of refusal.

c. You may want to compel the sale (another kind of rest.).  Buy-sell agreements.  

i. E.g. you must sell stock upon termination from C for value paid. 

1. If corp goes public while working, you make a lot of money.  If value goes down, could be viewed as a penalty(prohibited in some states.  

3. Note:  just keep in mind:  restrictions must be done by K and have to be carefully drafted. 
e. Corporate creditors
i. General

1. Traditionally, we tried to protect creditors through stated capital—didn’t work.

2. Who eats first?  Creditors(preferred share holders(common stock.  

ii. Exceptions to principle of limited liability of shareholders

1. Equitable Subordination. If a person puts in money as a stockholder and as a lender, the court may subordinate the debt since it resembles the shareholders ownership interest.  Will treat as payment for stock.  

2. Piercing the Corporate Veil (non-liability of owners)
a. General Rule:  Creditors of the corporation are permitted to go after the C’s stockholders under two circumstances:
i. Alter-Ego:  Stockholders and corporations indistinguishable because:

1. corporate formalities have not been observed
2. commingled property and assets..
a.  (e.g. separate bank accounts, taxes, pay ee’s, collect money and put into account).

3. Tests

a. MD:  very stingy.  Only when perpetrating fraud.

ii. Stockholders use the C to perpetrate fraud or otherwise take advantage of creditors.

3. Enterprise Liability.  
a. General 
i. An aspect of piercing the corporate veil, since it doesn’t matter if the shareholder is an individual or another corporation
ii. Individual shareholders retain limited liability.

iii. C’s often set up multiple subs to segregate liability and protect one side of business from another.  Different sides have different risks.  Integrity should be respected so long as they are kept apart.  

iv. NOTE:  Parent/Sister C should make it apparent to creditors with whom they are dealing.

b. Variations:

i. Vertical:  aggregate corporations into a single entity, either Parent(Subsidiary.

ii. Horizontal:  aggregate subsidiaries under the same parent: Parent(S1, S2, S3.

c. Must show:

i. Same as for piercing corporate veil:  alter-ego, fraud.

1. Courts like see if there is commingling of assets/interlocking directors factored heavily.

4. Successor Liability
a. Defined: liability of a corporation that purchases the assets of another corporation.  

i. If you want to avoid liabilities, you should for a corporation for role purpose of purchasing assets of selling company.  

b. General Rule:  A corporation that purchases the assets of another corporation does not assume the debts or liabilities of the transferring corporation.  

c. Exceptions:

i. Buyer agrees to be liable

ii. Merger or consolidation (liable as a matter of statute)
iii. Buyer is a continuation of the seller.  Two approaches:

1. Mere continuation exception:  successor liable where there is a continuation of management and shareholders.  Analogous to fraud.

a. Note: Parties cannot circumvent the mere continuation exception by inserting relatives as sham owners and directors of a new company that is in substance the predecessor. 

2. Continuity of enterprise exception: successor liable where the business itself has continued as a going concern, even where no continuity of stockholders.

a. Problem:  unfair to saddle sucker buyer.


iv. Transaction amounts to fraud
v. NOTE:  think of overlap w/ dividends.  Where a C assumes a certain degree liability, it may not be able to issue dividends.


5. Direct liability of officers

a. Participatory Theory of Liability: C officer is personally liable for a tort committed by the corporation when the officer is sufficiently involved in committing the tort.

i. R(Agency.  Note:  Principal also liable.  
ii. Generally applies with intentional torts, wanton/reckless, etc. 

b. Exception to the exception:  tort is one that arises in the performance of a K.  

i. R(P can argue under negligent performance of K under K law.

ii. Exception to the exception to the exception.  If director is a professional who commits malpractice.

f. Corporate governance(how corporations take actions.
i. General:  Stockholders elect BOD’s elect Officers.  C is principal.
ii. Board of directors
1. Three statutory schemes

a. MD: ?

b. DE

i. The business and affairs of every corporation . . . shall be managed by or under the direction of the BOD.

c. MBCA

i. All corporate powers shall be exercised by or under the authority of, and the business and affairs of the corporation managed under the direction of, its BOD.

2. General
a. Corporations are managed by the board
i. BOD’s possess virtually all of the power, but also the culpability.

ii. R(Thousands of stockholders need a small group to manage.

iii. BOD’s may delegate to some degree, but cannot delegate the ultimate authority to manage the affairs.
1. Note:  Certain things BOD’s cant even delegate to committees:  change in bylaws, approve mergers and sales of business’s, issuing dividends (except by formula of board), filling board vacancies.

b. Not agents.  R(act collectively, not individually.
i. Viewed as “delegates” of stockholders.

c. When the board acts as a whole, it is an agent.  R(it is the corporation.
d. Size:   Must consist of one or more, but generally, can be any number that AoI provides, and can often increase its own size (ad hominem).
e. Terms:  usually for a year. May holdover.  
f. Election:  default:  at least one director at every annual shareholder mtg.  Subject to variations:
i. Classified: power to elect at least one director vests in certain classes of stock.
ii. Staggered:  nearly universal to divide board into thirds and elect every three years.  
1. R(provides continuity of management.
2. Often used to perpetuate management power and as a deterrent to takeovers.

g. Removal:  shareholders have right, amotion,  to remove w/ or w/out cause (under classified, only by those who selected).

i. Note:  board itself has no power of removal.

h. Meetings
i. Annual meetings.  Compulsory and cannot be done by written consent.
1.  Do not need to be called.  Usually set in bylaws.

ii. Quorum required (determined by total directors, even if vacant).  Majority = of those present unless bylaws provide otherwise.  Once quorum is met, persons may/may not affect quorum by leaving.  Depends on bylaws.
iii. Calling meetings
1. Usually requires 5% to be called.
2. Bylaws usually require it to be for a purpose.
3. Bylaws usually require advance notice of a few days/week.
4. Can be done by conference call.

i. Voting
i. BOD’s can’t vote by proxy.
ii. Boards can act through written consent, but it must be unanimous.  R(value in meetings, persuasion to change mind.
iii. Can also be done electronically.  
iii. Officers
1. General
a. Officers are selected by the BORD
b. Minimum Requirements
i. DE (MD Diff.): Must have three:  president, treasurer, secretary.  So long as they are called officers they are.  Can hold more than one title and wear more than one hat (director/shareholder)
a. Note:  When stockholder acting as director, he is liable as such.2

2. Power of officers 
a. Officers are agents of the corporation
i. The term officer is narrower than agent.  Important because:
1. Held to specific fiduciary duties.
2. May be entitled to indemnity
3. Binding authority—power of position.

ii. Note: Officers themselves often appoint sub agents.
iii. Certain classes of officer, pres, vp, treasurer, carry with them the apparent authority to bind the C, regardless of actual authority.  Manifestation of principal was the election to the board.
iv. Director/Officer duties
1. General
a. Recall(directors not agents (unless also an officer), but like delegates.

i. “Agency-like” authority, but a different.
1. R(we want directors to be comfortable w/ risk.

ii. Think of the board as a whole as an agent.  

2. General Duties

a. Duty to act for the benefit of the stockholders (who can remove them)

i. Note:  if insolvent, will shift to creditors

b. Duty to operate within its purposes 
i. Ultra Vires:  A doctrine that limits corporate action to the ends and means stated in the AoI.

1. Not really an issue now.  R(AoI says “all lawful business.”

ii. Duty not to commit waste (using corporate assets for personal benefit or in return for consideration so small no reasonable person would consider).

1. Since premise is that directors aim to generate dividends for shareholders, donating to charity previously considered waste. 

c. Duties to multiple constituencies (employees, community, etc)?

i. Although director should be sensitive to multiple constituencies, they can’t be held responsible because there are no fiduciary duties.  R(conflicts. 

3. Fiduciary duties

a. Generally

i. There are two types of duty:  duty of loyalty and the duty of care.

ii. Others recognized, although not universal or official are:

1. Duty of obedience.  Directors must abide by the law.

2. Duty of good faith.


4. Duty of Loyalty
a. Alternative Definitions:

i. A director or officer must act in such a way that the best interest of the corporation takes precedence over his or her own personal interests DE
ii. A director must act in good faith and in a manner he reasonably believes to be in the best interest of the corporation. MD
b. Corporate Opportunity Doctrine
i. A director breaches his or her duty of loyalty when he or she appropriates a business opportunity belonging to the corporation.

ii. Tests for determining corporate opportunities.

1. Expectancy or interest tests.  An opportunity that the corporation would reasonably be expected to pursue.

2. Line of business test.  The opportunity is in the same line of business as the corporation.

3. Fairness test.  What are the facts and circumstances that gave rise to the opportunity and how closely related are they to the corporation’s activities?
4. ALI test.  Includes expectancy and fairness, but not line of business.  Instead, it includes a “closely related” test:

iii. A director always must DISCLOSE a corporate opportunity before pursuing in his own interests.
iv. A director can take advantage of a corporate opportunity

1. If the corporation, having learned about the opportunity (preferably by disclosure), decides not to pursue it.

a. Note:  When a board rejects, it has to be observing its own fiduciary observations.  Think!

2. When the corporation cannot afford or does not have the resources.
c. Interested Director Transactions:  “Self Dealing”
i. General

1. Self dealing occurs when a D or O enters into a K w/ the C usually to by something from or sell something to the C.

a. Also includes compensation to themselves for performing their duties as directors.

2. Rules are designed to ensure that the deal is valid and so that there is an objective view of the x-action.
ii. DGC §144

1. A K or transaction between a C and a D or O or an entity in which he or she has a financial interest is not void or voidable if:

a. DISCLOSED: The transaction and D/O’s interest are disclosed to or known by the board (or the stockholders); and

· All material facts to allow for a disinterested director to exercise informed judgment.

b. APPROVED: The transaction is approved by a majority of the disinterested directors (or by vote of stockholders); 

· Disinterested:  don’t have a stake in the deal.

· Quorum not needed!

· It may be reasonable to construe silence as an affirmation.  It depends on the circumstances.

c. OR FAIR/APPROVED: The K or transaction is fair to the corporation when approved or ratified by the board
.
5. Duty of Care
a. D’s have the duty to perform his/her duties as director with the care that an ordinary and prudent person in a like position would use under similar circumstances.
b. Situations where arising:

i. Claim based on BOD decision that results in a loss to the corporation or its stockholders.

1. e.g. Rushing to purchase land in gross excess of market value.

2. Generally, D’s have a duty to evaluate more than just the opportunity before them.

ii. A claim based on the board’s alleged failure to take action that may have prevented a loss to the corporation or its stockholders. 

1. e.g. Board learns that officers are falsely overstating corporations earnings but doesn’t do anything (enron).

c. Satisfaction of the duty of care for failure to take action
i. Old Rule:  Reliance on Authoritative 3P.  Generally, BOD’s can rely on the information they receive from accountants, corporate management, or the government.  

1. Exception:  Red Flags (or a series of warnings indicating something wrong)
ii. New Rule:  Monitoring System.  A d’s obligation includes a duty to attempt in good faith to assure that a corporate information and reporting system, which the board concludes is adequate.  Carefirst.

1. Systems must monitor for red flags.

2. R(that’s what today’s reasonable directors do!

d. Limitations on the duty of care cod director decisions (standards of reviews)

i. R(we want people to serve as directors/

ii. R( we want D’s not to be completely risk averse, entering inteo transactions they think are in the best interest of the business.

iii. Business Judgment Rule
1. General

a. Applies in order to evaluate decisions made by D’s.

b. Does not apply to failures to act.

c. R(courts don’t want to get involved/second guess in D decision making unless someone shows how.

2. A presumption in favor of the director that they:

a. Act in an informed manner.

· E.g. hiring an expert to value shares of purchased co.

· Modern standard for being informed:

DE 102(b)  . . .the certificate of inc may also contain any or all of the following matters:  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 D, provided that such provision shall not eliminate or limit the liability of a D for: 1) any breach of the D’s duty of loyalty to the corp. or its stockholders, 2) for acts omissions not in good faith or which involve intentional misconduct or a knowing violation of the law.

· In other words, you’re good unless you violate the duty of loyalty that is so bad you’re skirting a violation of the law.

b. Are disinterested (no financial self interest(must comply w/ duty of loyalty)

· Recall: must be approved by majority of disinterested D’s.

c. Act in the best interest of the corporation.  

3. To overcome the presumption, one must allege particularized facts showing that the D either: 

a. wasn’t informed

b. wasn’t disinterested (most try to show disloyalty), or
c. that they were grossly negligent. 

4. EXCEPTIONS:  BJR doesn’t apply when there is:

a. Fraud, ultra vires (acting outside power) or waste.

iv. Entire Fairness Test
1. Once the BJR/Presumption has been overcome, the burden shifts to the director(s) to show entire fairness.
6. Amelioration of liability for breach of fiduciary duties

i. Note:  view, in conjunction with BJR, as another way of protecting D’s in order to serve public policy.
a. Exculpatory Clauses:  Limitations on the duty of care contained in the AoI.

i. DC permits corporations to cap or eliminate monetary liability of D’s for breach of duties.
b. Indemnification: 

i. General

1. DGCL §145:  A C may indemnify if: 

a. the person acted in good faith, and in a manner the person reasonably believed to be in or not opposed to the best interests of the corporation, and, . . .had no reasonable cause to believe the person's conduct was unlawful.

2. The bylaws must so provide.
3. Note:  protections are, of course, limited to the resources of the C(more of a problem w/ charitable boards.
ii. Advancement of Expenses

1. If agreed to, the C must advance the expenses of litigation, regardless of likelihood to prevail on the indemnity test.  R(would, in essence, be requiring a trial on merits before the trial itself.

iii. Note:  Indemnification may be permissive or mandatory (ordered by the court)

c. Insurance
i. Virtually every C statute permits insurance, which provides two kinds of coverage:

1. Reimbursements to D/O’s  for unidentified losses in connection with litigation against them by reason of their services as D’s or officers.

2. Reimbursement for indemnity paid to D’s / O’s.


a. Note:  not for C losses from judgment, fine, settlement.
d. Statutory Safe Harbor (from the Duty of Loyalty) Rule 

i. Safe harbor is an affirmative defense, which saves the transaction, not the director.

1. Note:  not used often because “if its fair, its fair”

ii. Rule:  A transaction is not necessarily void or voidable if:

1. The transaction is approved by a majority of disinterested D’s/

2. The transaction is approved by a majority of the “qualified shares” (shares not owned by a disinterested director).

3. The transaction is fair to the corporation.

g. Shareholder Rights and Powers

i. Voting

1. Must be at a meeting where there is quorum.

2. Taking action requires a simple majority of those present.

3. Significant votes

a. Whether corporation should sell all or substantially all of its assets

b. Amendments to the charter

c. Approving mergers.

4. Ways to vote

a. Show up at the meeting

b. Give someone your proxy

i. Proxies, by nature, are terminable and revocable at will.

1. Note: you can revoke by just showing up to the meeting.

ii. Irrevocable proxies 

1. Usually have a term and automatically terminate upon death.

2. Must be coupled with an interest

iii. Unlimited proxy:  can vote/buy stock however he or she wants

iv. Limited proxy.

c. Voting Trust

i. All stock is transferred to a trust in exchange for a certificate.  Revocable at will.

ii. Certificate holder receives dividends collected by trustee, and the trustee has the right to vote.

iii. Note:  ideal in family business as a way to controlling how someone votes.

5. Electing Directors
a. Takes place at the annual meeting.

b. Sometimes all new directors are selected, except with staggered boards.

c. Election requires only a plurality vote.  R(D’s might not otherwise get elected.

i. Exception:  some C’s may require a majority; and where a majority is not reached, the old board remains until a new board is selected.

6. Protecting Minority SH interests

a. Cumulative voting:  a method of voting for D’s in which each SH has the number of votes equal to the number of shares owned multiplied by the number of D slots to be filled.  The SH may cast these votes for one candidate or distribute the product among several candidates.

i. R(permits minority shareholders to gain representation on the BOD.
ii. Note:  not seen as often anymore because there are better ways.

b. Classified stock.  The power to elect at least one director is vested in one class of stockholders.

i. Still, there are better ways.  Not seen in public C’s.  

c. Veto Rights.  In order to issue new shares, you must have my approval.

i. Disfavored, so preemptive rights given instead.
d. Preemptive Rights: the equitable right of shareholders to purchase shares proposed to be issued so that their respective economic and managerial interests will be preserved.  (have to be able to purchase sufficient new shares to remain voting percentage)
i. R( avoid vote dilution.

ii. Must be in the charter.
ii. Inspection Rights

1. DGCL §220(b):  any stockholder (person, attorney, agent) can, upon demand, have the right dring the usual hours for business to inspect for any proper purpose, and to make copies/extracts from: the corporations stock ledger, a list of its stockholders, and its other books or records.

a. MD:  must have at least 5%.

2. Process:  demand(C may request to state purpose(approval/denial.

3. Proper purpose:

a. R(a competitor may purchase 1% for sole reason of inspection.  Not a proper purpose. 

b. E.g. SH suspects corporate malfeasance, or wants to find names of others in order to collect votes on a matter of common interest.

c. Note:  proper usually means something internal to corporate affairs.

4. Note:  inspection rights usually used as a strategic devise to be a nuisance for C to but shares when there is no market, you have only 2%, and you can’t vote.

iii. Oppression
1. A cause of action by minority shareholders in order to dissolve the C if they can show that the BOD is guilty of oppressive or fraudulent conduct in its relationship w/ the board.
a. E.g. Withholding dividends or inspection rights. 

b. E.g. Deadlock (if can’t elect directors, C is going down the drains)
h. Mergers and Acquisitions
i. Purchase of assets

1. Target(sale of all/substantially all assets(Acquiring Corporation
a. Substantially all:  if assets sold are quantitatively vital to the operation of the C and substantially affect the existence and purpose of the C.  
b. In other words, there must be a fundamental change in the business.
i. Otherwise, not SH vote required.
ii. E.g. trucking co sells everything except terminal(no longer in trucking business.  
2. Requirements
a. SH’s of T must approve the transaction
b. BOD of T must vote in favor and determine that the sale is in the best interest of the C / SH’s. 
3. Advantages
a. Liabilities of T remain w/ the T
i. Exceptions:  continuation, agreement to assume, statute.  Discussed above in successor liability.
4. Disadvantages
a. Each and every asset must be transferred.  
i. (real estate must pass through deed and all other assets through a bill of sale).
ii. Transfer of stock

1. A(purchases stock(T (becomes subsidiary)
2. Requirements
a. T BOD action not required.
3. Advantages
a. No need to worry about each asset.
b. Shareholders remain the same.
c. Liabilities kept separate.
4. Disadvantages
a. Liabilities of T acquired (albeit kept separate)
iii. Merger

1. See Appendix.
2. Requirements
a. A  gives consideration to T shareholders (usually an interest in A)
b. Both BOD’s must approve.
c. A/T stockholder approval required.
i. Note:  even shares of non-voting SH’s acquired.  If you want to get rid of them, you combine merger w/ a stock purchase.
ii. Exceptions:
1. Short Form Merger: If A already owns 90% of T stock, only BOD approval required.
2. If no more than 20% of A stock ends up in hands of SH’s, only A board approval required
d. A survives merger, T disappears.
3. Advantages
a. Everything in corporation stays intact(corporate existence continues in the acquiring corporation.
4. Disadvantages
a. T acquires liabilities, but unlike stock purchase, the shield between the A / T (subsidiary under stock purchase) no longer exists.  If more than expected liabilities can eat up your assets.
iv. Triangular Merger
1. See Appendix.
2. Requirements
a. A forms a subsidiary (S) & puts in consideration for merger.
b. T merges into S
i. T SH’s Must Approve! (simple majority)
ii. A SH’s don’t need to approve.  R(Merger is of S.
iii. S Must Approve (only SH of S is AP
c. S pays T shareholders consideration for merger.
3.  Advantages

a. S survives and holds assets and liabilities of T (as opposed to A holding liabilities)(liabilities compartmentalized w/ corporate shield protecting S.
3. Disadvantages
a. T SH’s must approve(may be difficult.
4. Note:  If A already controls majority of T stock, why do TM?  S can control the BOD of T..

v. Reverse Triangular Merger

1. See appendix
2. Requirements
a. A forms S & puts in consideration for merger.
b. S merges into T / T survives as subsidiary of A.
i. T SH approval not required(only BOD.

1. Note:  BOD’s still might get sued for breach of fiduciary duty.

2. Note:  some states require T approval.
ii. A assumes liabilities of T, but locked inside T.
iii. T becomes a subsidiary of A.
c. Consideration paid from S to T SH’s (stock)
i. T shareholders on part of A, A shareholders own a majority of T.
3. Advantages

a. Corporate shield remains because liabilities locked in T.

i. Note:  value of T diminished if liabilities greater than expected.

b. T shareholder approval not required.

c. No appraisal rights.  

4. Disadvantages

a. Assets and liabilities in one box (as opposed to just buying assets, but you usually can’t get s/h approval)

5. Note:  why, if you could approve the transaction, would you do a reverse?  Stockholders who vote no (which they can’t do under RTM) would have appraisal rights.

vi. Appraisal Rights
1. A stockholder who votes no on a merger has the right to receive fair market value (what it would have been worth before the merger) for his share.
a. Fair value:  determined by calculating the value of the C, dividing by number of shares, multiplying times number of shares.

i. R(value of share shouldn’t be discounted just because you voted against the merger.  

vii. Hostile Takeovers 
1. Process:  A buys shares until it has enough shares to elect a new BOD and approve a RTM.

2. Reasons T BOD’s Resistant

a. Want to keep job.

b. Don’t think best deal

c. Compliance with fiduciary duties.  

3. Defense Mechanisms.

a. Staggered boards (A will have to wait up to three years)

b. Requirement in charter of advance notice.

c. Shareholders Rights Plains (poison pills):  issuance of additional rights to shareholders that are redeemable (e.g. additional voting, diluted voting).  You can’t transfer.

4. Standard for Defense Mechanisms

a. Reasonableness test:  BOD must have reasonable grounds for believing that a danger to corporate policy and effectiveness existed.

b. Proportionality test:  BOD’s defense response must be reasonable in relation to the threat posed.

viii. Revlon Duties
1. BOD is under a duty to its shareholders to get the best possible price it can in a M/A (e.g. can’t enter into no shop clauses)

a. Possible exception:  if effects on other constituencies outweigh (e.g. A will fire all of T’s employees).  Its possible.

b. Note:  many states have enacted statutes to ameliorate effects of the Revlon duties.  

i. Corporate and partnership taxation

i. Subchapters of IRS Tax Code
1. C.  Deals w/ C’s that are taxable entities.
a. If profit is made(c pays taxes.
b. C’s can be taxed up to 35%.  Whatever left is distributed as a dividend to SH’s.
c. Problems:
i. Dividends also taxes, so almost 60 cents on every dollar will be paid in taxes.
ii. Losses trapped in corp (can be applied for previous also); but can’t go to SH’s.
iii. NOTE:  So you balance out these problems against the liability issues accompanying partnerships.
1. What did people do?  Form an LP with a corporation as GP.
2. S.  Deals w/ C’s that are non-taxable entities.
a. If profit is made(SH’s pay taxes, not C.
b. If loss, loss is cast through SH’s who use on tax return.
c. Problem:
i. IRS Made 13 distinctions between C’s and P’s which made it very difficult to establish.
3. K.  Deals w/ partnership taxation.

a. General Rule:  partnerships non-taxable.  Partners, themselves pay taxes on profits and report losses on income return.

i. Note:  partnerships can operate at a loss even though making money (e.g. purchasing assets, operating on borrowed $).

ii. Note:  depreciation ay also count as a loss.

iii. R(no distinction between O’s and the business.

b. P’s must still file tax returns.  

c. Owners must file a K1 and report profit.

ii. Evolution of LLC’s

1. C Corps double taxed and no pass through, but P’s had too much liability.  S Corps extremely restrictive.  60’s congress allows depreciation deduction for C’s.  Great, but if profit double tax if loss no pass through.  In response, C’s would create LP’s for purchases of property so no one would be personally liable for debts.  IRS adopts Kentener regulations, requiring at least two partnership characteristics (centralized management, free transferability, limited liability, continuity of life).  So, LP’s were cumbersome, S-Type really only worked for closely held businesses.  People wanted limited liability w/ pass through treatment.  Hamilton Bro’s convinced WY legislature to create LLCs, which looked like a combination between and LP and a C.  IRS granted private ruling in favor.  IRS realized small businesses suffering, announced availability for all.  Thus, today very few LP’s or S Corps.  

2. Problem:  very difficult to qualify for LLC.  Not far to make available only to those w/ sophisticated lawyers.  Created “check the box regulations” which establish a default rule that what you have is a partnership so long as you have more than one owner (otherwise a sole proprietorship, which doesn’t need to file a return).  So, for state law purposes you have a C, for federal tax purposes you have a C or P.  
V. Limited Liability Companies

a. History

i. IRS created “check the box regulations” permitting LLC’s to be formed regardless of their characteristics (so long as more than one)

b. Formation
i. Must have more than 1 owner.

1. If only one owner, is a sole proprietorship and is a “disregarded entity.”

ii. Must file AoI 

1. Include purpose (“for any lawful purpose”) , name, resident agent, address, etc.
iii. Does not need to be for profit
c. Terminology

i. Member:  Owners.

d. Liability of Members and LLC’s to third Persons.

i. Default Rule:  All members are agents, who couldn’t bind other members, but could bind LLC.

1. R(originally envisioned that LLC would be preferred by closely held business, where all members naturally would expect to be agents.

2. Optional Provisions (49/50 states).  LLC may select to be either:

a. Member-Managed:  Default rule:  all members are agents.

b. Manager-Managed:  Only managers are agents.  Members treated like stockholders.

i. Note:  member can still be agents under actual or apparent authority.

c. MD Rule:  All members are agents.  R(too limiting to define the role of managers.

i. To get around, LLC’s must include a statement w/ secretary of state.  R(notice.

3. Note:  traditional corporate veil piercing applies.

ii. Liability for debts

1. Default Rule:  Members not personally liable for the debts of the LLC.

a. Exceptions:  

i. Negligence in carrying out the affairs of the LLC.  R(liable under traditional agency principles,

ii. Professional Services:  may be personally liable for malpractice.

iii. Statutory liabilities 
 

e. Management, Fiduciary Duties, Finance

i. Default Rules for Voting


1. All members may vote

2. Members vote in accordance with their capital contributions (compare to P’s, who each have one vote)

ii. Membership:  unanimous consent required 
 


1. Note:  no limits to terms of LLC agreement.  Use your imagination! 
 

iii. Withdrawal/Dissociation

1. Default Rule:  Free W/D.

iv. Tax:  

1. Treated as P’s for tax(pass through.

2. Tax consequences don’t entitle to dividends.

a. Note:  As attorney, you’d want to make sure that agreement stipulates that dividends must be sufficient to offset tax liability.

v. Fiduciary duties

1. Absent duties listed in the agreement, traditional agency rules apply.

f. Transferability of Interests

i. Default Rule:  No free transferability of non-economic interest.  R(agency.

g. Continuity of Life (or lack thereof)

i. Dissociation does not automatically result in dissolution

1. Exception:  If only members w/ economic interests remain, LLC will dissolve unless heirs to the last remaining member designate a substitute to continue as a member (90 days)
h. Note:  some states still tax LLCs; in such cases, they form as LP’s and become LLPs.
VI. Limited Liability Partnerships

a. Partnerships can protect partners from liability simple by filing with the state to become a limited liability partnership. 

b. Liability

i. Partners (including GP) not liable for the debts of the partnership

1. Exception:  

a. In some states, the partnership can’t exculpate itself from partners’ malpractice claims.

b. Other states say you can so long as you carry malpractice insurance.

c. Note:  always liable for your own malpractice.

ii. Partnership always liable for acts of employees, regardless of titles.  

VII. Intro to Securities Laws
a. General

i. You can’t sell a security unless it is registered or exempt.
ii. Applicable Statutes

1. Securities act of 1933 and Securities Exchange Act of 1934


a. Both apply to inter-state sales of securities.

2. Blue Skies Laws

a. Apply to intra-state sales, where federal acts do not apply

iii. Types of securities

1. Stocks

2. Debentures

3. Options

4. Investment K’s (sometimes)

a. E.g.Partnership interests (sometimes)
 

b. E.g. LLC interests also (sometimes)

c. How to determine:

i. When one invests in a common enterprise with an expectation of profits while relying primarily on the efforts of others.

1. Note(look at state law to see if exempt.  MD hasn’t yet taken a position.  

iv. Registration

1. In case of inter-state, refers to the SEC.

2. Once accepted by SEC, C engages in a public offering. 

a. Note:  doesn’t matter if you’re on a stock exchange.  If not exempt, you are publicly offering your securities for sale.  Note: $$$$

i. E.g. Group of 85 doctors.

3.  Private offerings

a. Credit Investors:  here is no limit to how many credit investors (those worth a certain net worth) may invest in your business

b. Exemptions for small numbers of owners (e.g. 2,3,4)

c. Note:  SEC does have a provision to help you determine whether your offering is private or public.

v. Consequences of securities:

1. Even if exempt, investor is entitled to full disclosure of all information related to the decision. 
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TRANSFER OF STOCK

Stockholders




1.
NO CORPORATE ACTION OF TARGET REQUIRED

2.
TARGET BECOMES SUBSIDIARY OF ACQUIRING CORP

3.
LIABILITIES AND ASSETS OF TARGET REMAIN THE SAME

TRANSFER OF ALL OR SUBSTANTIALLY ALL OF ASSETS









Stockholders

 

Distribute

consideration

in liquid.

Assets


Consideration


1.
TARGET STOCKHOLDER APPROVAL REQUIRED

2.
BOTH CORPORATIONS CONTINUE TO EXIST

3.
LIABILITIES OF TARGET REMAIN WITH TARGET UNLESS ASSUMED (barring successor liability)

REVERSE TRIANGULAR MERGER


TARGET

STOCKHOLDERS

CONSIDERATION

CONSIDERATION


MERGES

INTO


1.
NO TARGET STOCKHOLDER APPROVAL REQUIRED

2.
TARGET SURVIVES MERGER AND BECOMES SUBSIDIARY OF ACQUIRING CORP

3.
SUBSIDIARY STOCK CONVERTED TO TARGET STOCK

MERGER

Target

Stockholders

Consideration



Merges

into

1.
TARGET STOCKHOLDER APPROVAL REQUIRED

2.
ACQUIRING CORPORATION SURVIVES MERGER – TARGET DISAPPEARS

3.
ASSETS AND LIABILITIES OF TARGET BECOME ASSETS AND LIABILITIES OF ACQUIRING CORPORATION







AcquiringCorp








Sub








Target














Acquiring Corp














Target











Target











Acquiring Corp








A











T











SUB














Acquiring Corp














Target








�How is this so?  Breach of what duty?  Loyalty, care?  Indeminification?


�Note:  Finder’s fee.  Not really either, but still a violation of duty.
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