BUSINESS ORGANIZTIONS GENERAL CONCEPTS OUTLINE

I.
Agency Law

A. Definition at common law:  The fiduciary relation which results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other to so act.

1. Consensual but not contractual

2. control can be used to prove the existence of an agency relationship where it has not been formally pronounced.

B. Louisiana 

1.
No longer uses the term agency, as the common law does, we call it representation.  Art.2985.

1. Authority of the representative can be given by:

a.
Law:  As in a partnership

b. Contract

1) A mandate is a contract where a principal confers authority on a mandatary to transact one or more affairs for the principal.


a)
Gratuitous unless stated otherwise.  Article 2992.

c. Procuration 

1) Unilateral judicial act (simplistic) 

2) Principal gives authority to the representative to represent him in legal relations.
3) Not effective until the other person accepts

4) Governed by the laws of mandate 

5) Called power of attorney in the common law.

2. Principal is always in control of the agent

3. Agency is terminable at will

4. No recovery for termination of agency

5. If the law prescribes a certain form for a transaction, the procuration or mandate authorizing the act must be in the same form.  Article 2987, 2993.

6. Standard of care for the mandatory is prudence and diligence

C. Types of Agency

1.
Actual Authority 

a. Express authority – principal told the agent he had the authority.  In Louisiana, express authority must be given for the following:

1) make an inter vivos donation

2) accept a succession

3) contract a loan or become a surety

4) draw or endorse promissory notes

5) enter a compromise or refer to arbitration

6) make health care decisions

b. Implied authority – authority that flows from the grant of power to the agent

1) In Louisiana, it is covered by Art.2995 (don’t have to be express as far as ordinary parts of the agent’s profession).

2) Ex:  You don’t have to expressly tell your attorney to file motions.

c. Ratification:

1) Unauthorized act by someone purporting to act as the principal’s agent

2) At the time of this unauthorized act, the principal must have existed with capacity

3) Principal objectively affirms the entire act, based on full knowledge of the facts.

4) Dates back to the time of the unauthorized act unless:

a)
the situation has materially changed so that it would be unfair to hold the third party accountable.

b)
where the rights of other parties would be adversely affected because the third party has taken action without knowing of the ratification.

2.
Apparent Authority

a. An equitable principle

b. Four elements:

1)
apparent principal must act to manifest the agent’s authority to an innocent third party.

a)
In Independent Fire Ins. v. Able Moving & Storage, the court looked to the fact that the principal put its name on the ad, the employees wore their logos, answered the phone in name of principal.

2)
Manifestation must reach the third party

3)
Third party must be reasonably caused to believe that the agent had the authority to act.

a)
facts and circumstances analysis:  were the third parties sophisticated, was there a duty to inquire into the agent’s power?  Boulos v. Morrison.
4)
The third party is caused to act to his detriment.

c.
In Louisiana, it is captured by article 3021 and called putative mandatary..

d.
If there is past course of dealing and conduct between the parties, the principal may have to notify third parties that the agent no longer has authority.  Interstate Electric v. Frank Adam Electric.  This is also found in article 3028.

e.
Apparent authority does not apply to real estate transactions.

1)
However, the third party can claim agency by estoppel if they can show reliance on the agent and a change of position.  Tedesco case.

3.
Master/Servant relationship exists where the principal has the right to control the physical conduct of the agent, as in respondeat superior.  Urbeso v. Bryan.

4.
Independent Contractor relationship exists where: 

a. Contract is performed according to the contractor’s own methods

b. not terminable – can get damages for breach of contract.

1)
If the contract provisions are determinative, and the contractor is not subject to the principal’s control, it is not an agency relationship.


D.
 Liabilities of Principal, Agent, and Third Parties


1.
Usually, where the third party is aware of the agent’s status, a principal can sue the third party, and the third party can sue the principal but not the agent.  Art.3016

2.
However, sometimes a third party is not aware that the person is an agent.  An undisclosed principal/third party is liable when:

a. He authorized the agent to act or

b. Where the agent is acting within the scope of employment 

1) The third party can sue the undisclosed principal and the agent.  Agent can use third party unless:

a)
The obligation is strictly personal or 

b)
The right non-assignable.  Art.3023

3. If third party is aware that the person is a mandatary, but does not know the identity of the principal, the mandatary ceases to be bound when the principal is disclosed.  Art.3018

a.
At common law this is called a partially disclosed principal.

4. In Louisiana, where the mandatary exceeds his authority, he is answerable to the principal for any loss.  Art.3008.  

a. If principal ratifies the unauthorized act, he must pay the mandatory the loss sustained.

5. In Louisiana, the principal is bound to reimburse the mandatary, even if the purpose of the mandate was not accomplished through no fault of the mandatary.  Art.3012.

6. Multiple principals are solidarily bound, multiple mandataries are not.  Art.3015, 3009.

E.
Termination of Mandate in Louisiana:  (art.3024)

1.
Death of principal or mandatary, 

a.
except the mandatary is bound to complete an undertaking that he has commenced at the time of the principal’s death if delay would cause injury.  Art.3030.

1. interdiction of the mandatary

2. qualification of the curator after the interdiction of the principal.

3. Principal may terminate at any time, but parties can agree to have it irrevocable for a stated time.  Art.3025.  

a.
flies in the face of agency law.




b.
Ineffective to third persons if not filed.

c. If the mandatary does not know the mandate has ended, good faith third party contracts are still enforceable.  Art.3031.

d.
unless dispensed with, the mandatary has an accounting obligation.

II.
Major Types of Business Associations


A.
To decide which form of business to use, get a team consisting of:



1.
attorney



2.
CPA



3.
bank officer



4.
insurance agent


B.
Keep in mind the following when deciding on the best needs of the client:



1.
name and form problems



2.
default rules



3.
sharing of profits and losses



4.
capital investment

4. fiduciary duties

5. sale of interest

6. termination

C.
Sole Proprietorship


1.
Easiest to form

a. License

b. FICA filing

c. File with Department of Labor

2.
Personal liability

D. Ordinary Partnership

1.
In La and under RUPA, a juridical person separate and distinct from the partners


a.
UPA does not recognize the entity theory, but has tenancy and partnership

2.
Contract between two or more persons to combine resources or efforts in determined proportions.  A collaboration with mutual risk for profit.

a.
Contract does not have to be in writing unless the entity owns real property. Art.2806.  good reasons exist, though, for having a written contract.  For example, you can put in a price for selling your interest, it is easily proved in court, you can specify what you want to happen to your interest on death or dissolution, can identify the assets you have contributed

b.
 To affect third parties, must be filed.

3.
Personal liability

a. Default rule is equal participation in profits, losses.  Art.2803

1) Other ways to share in the profits of the business are:

a)
payment of a partner salary

b)
percentage basis based on amount invested in business during year

c)
percentage basis based on how much income the partner brings

d)
working it out each year in a mutually acceptable manner

b. A provision that a partner does not participate in losses does not affect third persons.  Art.2815. 

4.
Default provisions on decisions.

a. unanimity is required to:

1) Amend partnership agreement

2)
To admit new partners

3)
Terminate the partnership

4)
To permit a partner to withdraw without just cause if the partnership is for a term.  Art.2807.

b. Majority vote is required for decisions affecting the management or operation of a partnership.  Art.2807.

5.
Partners owe a fiduciary duty to the partnership and the partners.  Art.2809

a. entails a high degree of trust and responsibility.   Thibaut v. Thibaut.
1)
Where some of the partners took tangible assets and violated the going concern of the business, they violated their fiduciary duties.  Thibaut.
b. Partner is a mandatary of the partnership for matters within the ordinary scope of business except for alienation, lease, or encumbrance of immovables.

1)
Thus, what any partner does toward a third person binds the partnership.

1) One partner cannot restrict his power in the ordinary affairs of the business.  Nat’l Biscuit v. Stroud.
2) Partnership is bound by acts of a partner in the apparent scope of his authority.  Look at past transactions to determine apparent scope (whether partnership should be liable for the act).  Smith v. Dixon.

a)
Also, under UPA, look to other firms in the locality.  Burns v. Gonzalez; Rouse v. Pollard.

b)
However, Roach v. Mead held that if the third party reasonably believed that this was in the usual course of business, the firm is liable, even if someone in the business would find the deal shady.

c.
A contrary provision does not affect third parties who rely in good faith.  Art.2814; Burns v. Gonzalez.

1)
RUPA allows a partner to contract away all fiduciary duties except for good faith and fair dealing.

6.
Partners may inform themselves of business activities and consult books and records. 

a. Even if he is excluded from management

b. A contrary agreement is null.  Art.2813.

7. Partnership Accounting

a. Capital account = 

1) contributed capital

2) minus distributions

3) plus partner’s share of the profits

b.
Assets – Liabilities = equity (the net worth of a business)

c. Balance sheet is at one point (like a photograph)

d. Income statement is over a period of time

e. Fundamental assumptions of financial accounting:

1) entity theory

2) historical cost 

3) double entry bookkeeping

4) going concern

5) conservatism

8. a partner ceases to be a member of the partnership upon:  (art.2818)

a. death or interdiction

b. filing bankruptcy.

c. His expulsion from the partnership

1)
May expel for just cause if a majority agree.  Art.2820

d. His withdrawal from the partnership.

1)
If it is a partnership for a term, may withdraw without consent if he has just cause arising out of the failure of another partner to perform an obligation.  Art.2821.

3) If it is without a term, does not need consent if he gives reasonable notice in good faith at a time it is not unfavorable to the partnership.  Art.2822.

a)
former partner or seizing creditor entitled to value of his share.  Art.2823.

e. If his interest is seized under a writ of execution for 30 days.  Art.2819

f. Within the provisions of the contract of partnership.

1)
UPA calls a change in partners dissolution.  Distinct from termination.

a)
The withdrawing partner can force a liquidation or claim as a creditor the amount of his interest on the date of dissolution.

2)
RUPA calls a change in partners dissociation Uses the word dissolution only where referring to termination.  


a)
Leaving partner is entitled to interest on the amount of his share. 

3)
Where the withdrawing partner is entitled to a share of the partnership assets for the remainder of the year, the other partners have a fiduciary duty to conduct the business in good faith.  Adams v. Jarvis.

4)
Things to consider when drafting a continuation agreement:


a)
triggering events


b)
who buys the outgoing interest


c)
may they elect to terminate the partnership?


d)
valuing the interest.  Options:



i.
fixed sum with periodic adjustment formula



ii.
book value with supplemental appraisals



iii.
appraisal at time 



iv.
portion of the future earnings



v.
lump sum based on past income.






e)
How will the partner be paid?  Lump sum, over time?






f)
where will the cash come from?

4) If a partner is leaving and taking clients, they must handle their work no differently, should not be secretive about leaving or what clients they are taking so as to obtain an unfair advantage over the former partners.  Meehan v. Shaughnessy.

a)
In La, after termination, a partner cannot compete without breaching is fiduciary duties to the partnership.  Barronni.
i.
However, it cannot unreasonably deprive the public of its choice of legal advisors.  Cohen.

ii.
A reasonable non-compete clause in good faith will be upheld.  Gelder medical group v. Webber.

9. Partnership is terminated upon:

a. unanimous consent of partners

b. judgment of termination

c. order of relief under the bankruptcy code

d. reduction of membership to one person

e. expiration of its term

f. impossibility or attainment of the object of the partnership.

g. According to the contract of partnership

6) Anything done in what would have been the usual course of business by a partner in good faith who did not know the partnership terminated, binds the partnership.  Art.2830.

10. Litigation to Determine whether a partnership exists

a. Courts in Louisiana and in the common law basically look to:

1)
some kind of agreement 

7) Intent

8) joint contribution and control

9) profit sharing

a)
How do they label themselves

b)
look at bank accounts, insurance policies, other lawsuits, ads

b.
A person who receives a share of the profits is presumed to be a partner.  To disprove a partnership relation, try to call the payment a debt, rent, wages to an employee, sale of goodwill.

c.
It does not matter if the parties specifically state in their contract that they are not a partnership.  Cajun Electric v. McNamara.

d. In Martin v. Peyton, veto power over business decisions was not enough to show that this was a partner.  However, in Cargill¸ veto power coupled with voting was enough.

1)
In Simpson v. Ernst & Young, a person was not a partner when he had no right to examine the books, no authority to manage, and no participation in the profits.

e. Parties themselves cannot rely on partnership by estoppel, even if a third party would be able to assert this defense because they held themselves out to the public as a partnership.  Smith v. Kelley.  Must agree among themselves.

f. A person asserting that a partnership by estoppel must show that they relied on the existence of the partnership.  Young v. Jones. 

E. Limited Partnership (Partnership in Commendam)

1.
consists of one or more general partners and one or more limited partners who have no personal liability beyond their initial capital investment. 

2.
The limited partner loses limited liability if:

a.
The partnership des not properly file for registry with the Sec. of State.  Continental Waste v. Zoso.

b. he participates in management or control of the ordinary affairs of the business

c. Examples of safe harbors (things not considered ordinary affairs):

a)
being a contractor or agent of employee of a general partner or the partnership.

b)
being a director or shareholder of a corporate general partner

c)
being a consultant for a general partner

d)
proposing or voting on the following matters (inter alia):


i.
dissolution of the partnership


ii.
encumbrance of substantially all of the assets


iii.
incurrence of debt not in ordinary course of business


iv.
kicking out or bringing in a partner


v.
amendment to the contract of partnership 

d.
he holds himself out as a general partner and a third party reasonably relies.  Art.2844

e.
he allows his name to be in the title of the partnership, regardless of reliance by a third party.

3.
Contract for this partnership must be in writing

4.
Flow through tax

5.
Name must include language that clearly identifies it as a partnership in commendam.  Art.2838.

6.
Often, the general partner is a corporation.  

a.
If a director of the general partner corporation is also a limited partner, he needs to be careful about borrowing money.  Don’t want to confuse his status.

b.
Fiduciary duties seem to conflict.  The jurisprudence seems to require officers and directors of the corporate general partner favor the duties to the limited partner above their duties to the corporate shareholder.

1) includes the duty not to use control over the partnership’s property to advantage the corporate director or his corporation at the expense of the partnership.  USACAFES case.   

c.
IRS will reclassify as a corporation if it is indistinguishable from a corporation.

F. Registered Limited Liability Partnerships.

1. Partners are not individually liable for obligations the partnership incurs due to the errors, negligence, incompetence, malfeasance, or willful or inadvertent misconduct of other partners.

a.
However, there are cases that hold that, because the practice of law is under the jurisdiction of the Supreme Court, all should be liable for everyone’s torts in the practice of law, no matter what type of organization you form.

b.
Some cases hold that, because everyone reaps the benefits of each other’s law practice, they should also reap the cost.

2. Partners remain personally liable for their virile share of all other types of debts and for their own torts.

3. Must file with Sec. of State and pay filing fee each year.

4. Title must contain the words LLP.

5. flow through tax.

G. Limited Liability Companies

1. No personal liability of members for any debt (tort, contract, or otherwise)

a.
But, personal liability for members’ own torts.

b.
Creditor protection provisions are weak.  

2) May be able to pierce the veil(very hard)  

3) Uniform Act states that member can get out of debt on the event of death or something that keeps him from performing.  Thus, creditors lose in La. 

c.
Most states require at least two members; La. does not have this requirement.

d.
cannot have one for banking, or any other heavily-regulated industry.

2. Membership interest includes:

a.
right to share in profits and losses

b.
right to receive distributions

c.
right to vote or participate in management (default rule is one vote per member)


1)
Non-resident aliens cannot be members.

3. Flow through tax

a.
Members pay tax on profits, not actual distributions

4. Perpetual existence.

5. Chameleon management:

a.
member managed – direct management, similar to a partnership.  Default rule.

b.
manager managed – centralized management, similar to a corporation 

4) put in articles of organization

5) articles or operating agreement can state the qualifications and amount of managers.

6) Managers elected by plurality vote.

7) Managers may be removed by majority vote with or without cause at a special meeting for that purpose.

8) Managers owe a fiduciary duty to discharge duties in good faith, use skill and judgment of an ordinary prudent person in a similar situation.  

a)
can waive fiduciary duty in the articles of organization.

b)
all decisions should be made by majority vote of the managers.

c)
exculpatory clause of fiduciary duty where a manager makes a decision in good faith rationally believing it is in the best interest of the company and there is no conflict of interest.

d)
also fully protected they rely in good faith on the records of the LLC 

e)
is liable to the LLC if he acts in a grossly negligent manner (reckless disregard).

9) Each manager is a mandatary of the LLC for all matters in the ordinary course of business except for alienation, encumbrance, or lease of immovables, unless otherwise agreed. 

a)
persons dealing are presumed to have knowledge of restrictions on managers’ authority contained in the operating agreement if the articles contain a statement that such restrictions exist. 


1)
Statement in articles?  No apparent authority.


2)
Rousseau says maybe use equitable estoppel to circumvent

b)
Law allows persons dealing to rely upon a certificate of a certified official that the agent has the authority to act on behalf of the LLC.

c)
For maximum protection, creditors should get these two things, along with all of the managers’ personal guarantees. 

6. File two documents:

a.
articles of organization

1)
name:  distinguishable from other names (same as corp. law)

a)
May want to reserve it with the Secretary of State.

2)
Purpose (for any lawful purpose)

3)
fee

4)
optional information 

a)
articles must be acknowledged by authentic act by one or more of the people who signed them.

b)
articles must be amended when the following occur:


i.
change in name


ii.
erroneous statement in original articles


iii.
a change to accurately represent their agreement

b.
initial report

1) address of registered office

2) name and address of registered agents

3) name and address of those who will manage the business (can file later)

4) signed by each person who signed the articles of organization.

5) affidavit of acknowledgement signed by the registered agents (can be a separate document)

a)
After filing, Secretary of State gives you a certificate, this is conclusive evidence that you have an LLC. 

b) Should not operate until you have the certificate.

c) What happens if the members conduct business in good faith, but there is a problem with the filing?  Can look to corporations law for analogy:

i.
de facto LLC (good faith)

ii.
LLC by estoppel 

7. May have an operating agreement to contract around default rules.  Can be oral.  Should include:

a.
voting


1)
no quorum, notice, or record requirements by law, so put these in.


2)
voting is not tied to financial stake unless you change it.

b.
fiduciary duties

c.
transferability of ownership

d. triggering events

e. profit loss distribution, if not equal.

f.
valuation of withdrawing member’s interest

g.
Need a buy-sell agreement 
1)
A response to a no market situation where you cannot readily sell your interest because no one wants to become an assignee, who has no vote (but gets distributions) 

a)
Assignee has no voting rights until he is admitted by unanimous consent of the members.

b)
when assignee becomes a member, he is not liable for things not known to him at the time he became a member.


2)
May be a redemption agreement where the entity buys the interest back



a)
A capital gain to the member

3)
May be a cross purchase agreement where the members buy it among themselves.

4)
need to put restrictions on transferability on the members’ certificates.

8. Statute does not mandate the contribution of capital (might be implied).  Forms of capital:

a.
cash, property

b.
services rendered

c.
promissory note or other binding obligation in writing to contribute property.


1)
May only be discharged by unanimous consent (not even at death).



a)
creditor can still recover by showing reliance in Louisiana

d) ULLCA – creditor can enforce the obligation at any time.

9. Restrictions on Distributions

a.
no distributions allowed if the LLC could not pay debts in the usual course of business.  (equity insolvency)

b.
no distributions allowed if total assets are less than total liabilities. (balance sheet insolvency)

1)
Effect of the distribution measured as of the date it is authorized if it is paid within 120 days of being authorized.

2)
Effect of the distribution measured as of the date it is paid if not with 120 days of authorization. 

c. Or any other reason contained in the articles

d. Member has to pay back the distribution when the member has been negligent or intentionally wrong.  They are liable to the LLC.

10. Withdrawing members

a.
still entitled to a distribution

b.
If the LLC is for a term, the member may withdraw without consent of other members if he has just cause arising out of another member’s failure to perform an obligation.

c. If it is not for a term, member may withdraw upon at least 30 days notice filed with Secretary of State and delivered to each member.

d. Paid fair market value of member’s interest.

11. Dissolution of the LLC

a.
if event specified in the articles of organization occurs

b.
consent of the members

c. judicial dissolution

1)
On application by or for any member, the court may decree dissolution where it is not reasonably practical to carry on the business in conformity with the articles of organization.

12. cases

a.
Poore v. Fox Hollow – the underlying purpose of the law preventing corporations from representing themselves in court without a layer also applies to LLCs.

b.
Meyer v. Alcoholic Beverage Commission  - the motivation of the law that disallowed liquor stores from being corporations is the limited liability.  Thus, since LLCs also have limited liability, they are more similar to a corporation for this purpose.

1)
To compare by analogy to a corporation or partnership law, need to look at the rationale behind the law to see if that part applies also to the LLC.

H. S-Corporation

1. limited to 75 shareholders

2. only one class of shares allowed

3. no nonresident alien shareholders

4. flow through entity

a.
Corp. income is taxed directly to the shareholders, whether or not distributions are made.

5. file with Secretary of State:

a.
articles of incorporation

b.
initial report

c.
affidavit signed by agents for service of process



I. C-Corporation

1. Characteristics:

a.
limited liability:  the entity itself owns the assets and is liable for the debts.

1)
However, directors have a fiduciary duty to the shareholders and to the entity.  Shareholders usually have no fiduciary duty (however, sometimes the majority shareholders may)

f. perpetual existence 

g. centralization of management

h. free transferability of ownership interest

i. ownership interest tied to residual earnings and assets:  creditors are first in line before shareholders.

2. Many theories exist on the nature of a corporation

a.
Entity theory – artificial, fictitious entity for the purpose of conducting business.  Dartmouth College v. Woodward.

1)
Corporation has no purely personal protections, such as right to privacy or self-incrimination, but does have other constitutional rights such as free speech, protection against takings, due process.

e. Concession theory – a grant from the state

f. Contract theory – a contract between state & corporation, corporation & shareholders, shareholders & shareholders.

g. Nexus of Contract theory – state plays minimal role.  No protections needed due to free market system.

1)
Rousseau thinks the real protection is fiduciary duty.

3. Sources of Corporation law:

a.
state statutes (largest area)

b.
state common law (mostly relevant in the area of duties of directors)

1)
Delaware has the most knowledgeable judiciary and sophisticated filing office.  Few areas of uncertainty.

c.
federal statutes 

1)
filled the vacuum of corporate law with things like anti-trust laws and environmental regulations.


a)
Need to protect shareholders who cannot protect themselves 

2)
no federal common law of corporations.  Kamen v. Kemper Fin.


4. Closely held corporations have few shareholders, no public market for shares.

a.
Minority shareholders may be locked in with a useless asset

b.
Few disclosure requirements; do not operate in “goldfish bowl” like public ones.

5. Publicly held corps have a public market and are subject to SEC disclosure requirements. 

J. Federal Income Taxation of the Business Forms

1. Corporate tax structure is mildly progressive:  additional income is taxed at an increasingly higher effective rate.

a.
The effective rate of taxation of corporate income can never exceed 34% on any level of income up to 10 million, or 35% for any level at all.

b.
Double taxation occurs when the corporation gives dividends.


1)
Dividends are not deductible from corporate income.

2. Individual tax is calculated like a corporation (progressive); however, there are personal deductions or the standard deduction.

a.
Highest marginal rate is 39.6%

3. Capital gains and losses

a.
capital assets are those held for profit-making or investment purposes and not for personal use.

b.
Rate is 20% for capital assets held more than 18 months.

c.
Short term capital gains are taxed as income.

4. Basis – the investment of the seller in the property (cost)

a.
For gifts there is a substituted basis (same basis as donor had)

b.
For inheritance, it is the fair market value at death – a stepped up basis.

5. Adjusted Basis is the basis with adjustments for capital improvements, commissions, legal fees, insurance reimbursements.

6. The amount realized is the cash of fair market value received for the property on the sale

7. the taxable gain = the amount realized minus the adjusted basis.

8. Sole proprietorship’s tax is reported on the owner’s 1040 tax return

9. Partnership, S-Corp, and LLC have flow through taxation

a.
amount allocated is the partner’s share of actual income, not the amount distributed.

b.
Partners fill out a K-1 informational tax return, referenced on the 1040.

10. Tax Planning Strategies

a.
Accumulation Bail-Out – corp. avoids paying dividends, stock increases in value, shareholders sell and get taxed at the lower capital gains rate.

1)
IRS can charge a constructive dividend is the corp. is not paying dividends to avoid double taxation.




b.
Tax deferral





1)
IRA – pay only when you take money out (at capital gains rate)





2)
tax free bonds





3)
accelerated depreciation 





4)
turn ordinary income into capital gains

c.
Zeroing Out – pay out earnings in the form of deductible expenses such as salaries, rents, pensions, etc.

11. Check the box regulations

a.
an entity that is not classified as a corp. and has at least two members can elect on the first tax return to be classified as a corporation or partnership. 

b.
an entity with only one member can elect sole proprietorship or corporation, or, in La, an LLC.

c.
Must get permission to change forms within five years.

d.
Per se rule that a business with publicly traded ownership interests is taxed as a corporation, no matter which box they check.

III.
Corporations Law 


A.
Development



1.
originally began in universities.  




a.
But, the business corporation began with the joint stock company in England



2.
Main purposes were continuity of life and centralized management



3.
One corporation could not buy stock in another until Rockefeller 



4.
At first, legislatures feared corporations and wanted to restrict their powers




a.
Limits existed on capital and the scope of business




b.
Idea of implied powers began to change this notion.  Jacksonville Ry. Case.



5.
States tried to get more corporations by offering permissive regulations.  




a.
Delaware has won.




b.
Internal rules doctrine – corp. is governed by the state of incorporation.


B.
Formation of Corporations



1.
Small corporations should incorporate in the state of their business



2.
Most states only require a single filing with a state official.




a.
Some, like La, also require a local filing



3.
In Louisiana, file the following to the Secretary of State with a filing fee of $60:




a.
Articles of incorporation





1)
Executed by the incorporators






a)
their only function






b)
only need one




2)
must contain the following: 

a)
name and address of each incorporator





b)
name of the corporation





c)
its purpose (any lawful purpose)





d)
number of authorized shares

e) par value of the shares

f) duration (if for a limited time)

g) classes of shares (if not the default)  

i.
Must state voting or non-voting

ii.
type of preference rights (distinguishing designation)

h) taxpayer identification number (but does not invalidate if left out)

3)
may contain optional provisions concerning the regulation of the business and the conduct of the affairs of the company, such as:


a)
preemptive rights


b)
powers of the corporation

i.
This is unnecessary and undesirable since any listing may be viewed as limiting, rather than broadening (may give a negative inference that, by listing some powers, you are excluding others.)

ii. MBCA and most state statutes provide that every corp. has the same powers as an individual to do all things necessary and convenient to carry out its business.

iii. May invoke the doctrine of ultra vires


c)
directors


d)
shareholders



i.
When can shareholders call a special meeting?



ii.
Do we want to allow less to initiate a meeting?




b.
Initial report





1)
name





2)
location





3)
address of registered office, registered agents, and initial directors




c.
notarized affidavit of registered agent for service of process listed in initial report



4.
The Corporate Name

a.
under most statutes, must contain a reference to the nature of the entity, must not be deceptively similar to other name already reserved, and must not imply that it is engaged in a business prohibited to a corporation.


1)
The deceptively similar standard may involve unfair competition issues


2)
Louisiana substitutes the test that the name must be distinguishable on the 

records of the Secretary of State.






a)
Leaves the unfair competition standard to that area of law.






b)
distinguishable to prevent confusion and permit accuracy






c)
court will respect the judgment of the Secretary of State.

b.
Additional Louisiana requirements:


1)
name must be in English letters


2)
must contain some form of incorporated, corporation, or company.



a)
company cannot be preceded by the word “and” or “&.”

3)
must not contain words that create an erroneous impression about type of business it is permitted to engage in, or words that make it look charitable.




c.
Name can be reserved for a period of 120 days.

d.
Corporations can generally do business under an assumed name.  Check state statutes.



5.
Period of Duration

a. all statutes authorize a perpetual existence.

b. Not any use in having a corp. that does not have perpetual existence

1)
main risk is that the limit on life will be forgotten

2)
However, there is a statute that permits retroactive amendment of the articles to protect against this risk.

c. The only people who like to see this is minority shareholders, and you can meet their concerns by having individual withdrawal rights/buy-sell agreement.

6.
Purpose

a. Modern statutes allow very general purpose clauses

b. Today, there is little reason to have a purpose clause at all:  problematic at best!

1)
More likely to interfere in the desired operations than protect against abuses of managerial power.

2)
could invoke the doctrine of ultra vires

3)
Withdrawal rights will serve the minority shareholder’s interests better.

c. Ideal clause:  “to engage in any lawful activity for which corporations may be formed under the Louisiana Business Corporations Law.”

7.
Capitalization

a. most states do not require any minimum capital.

1)
but, failure adequately capitalize may lead to PCV

b. Louisiana has no minimum requirements, but, if a paid-in capital provision is included in the articles of incorporation, and the corporation begins before satisfying this, the officers risk joint and several liability for the debts of the corp. 

1)
NEVER put this in the articles



8.
Stock – most states require at least one share, except for non-profit.

a.
Corporations often authorize far more shares than they issue to have spare shares for use when it needs to raise additional capital.

b.
Issuing new shares later will dilute the minority shareholders’ interest if there are no preemptive rights.

c.
Preemptive rights gives the existing shareholders the right to subscribe to their proportionate part of any new securities issued. Default rule: no preemptive rights

1)
Some courts hold that stockholders have a property right in their interest, which cannot be diluted without that stockholder’s consent.  Stokes v. Continental Trust; Katzowitz v. Sidler
9.
Louisiana has an unusual provision that causes corporate existence to begin immediately upon the proper execution of the articles before they are filed, as long as they are filed within five days.

a. Otherwise, corporate existence begins when they are filed.

b. Certificate of incorporation is conclusive evidence of incorporation.

1)
Except in proceedings brought by the state.

10.
Louisiana is also one of the few states that requires filing in the office of recorder of mortgages for the parish of the registered office within 30 days of filing the articles.

a. copies of what was filed with Secretary of State

b. statute provides for a monetary penalty if you don’t comply with local filing. 

11.
Additional steps for attorneys:

a. prepare bylaws

1) the set of rules for governing the internal affairs of the corp.

2) binding on the corp., directors, and shareholders

3) don’t want to put these provisions in the articles because they are public record, and changes would then be very difficult to make

a)
unless stated otherwise, can be changed by the board.

b)
minority shareholders would like to see them harder to change

b. prepare minutes of meetings

4) created before the meeting is held as a script for the meeting.

5) In many states, unanimous written consents may be used instead.

c. obtain blank share certificates

d. prepare any shareholders’ agreements

e. obtain taxpayer id numbers

f. obtain a bank account

g. make sure the officers and directors understand their duties.

1) in La., every corp. must have a president, a secretary, and a treasurer

a)
same individual may hold two of these offices.

2) bylaws confer the powers of these officers


C.
Ultra Vires

1.
Beyond the scope of the powers of a corporation; used to describe acts that exceed the stated purpose or powers of the corporation; thus, cannot bind the corp. or shareholders.

2.
Early common law view was that an ultra vires act was void since the corporation lacked the power to enter the transaction.  

a. This view led to inequitable consequences.

3.
Modern practice has reduced the importance of the ultra vires doctrine:  general purpose clauses, expansion of corporate powers, easy amendment of the articles.

4.
Modern areas of ultra vires concern:

a. political contributions

b. large charitable donations.  

3) To determine what amount is reasonable, and, thus, not ultra vires, the courts can look to federal income tax law.  Theodora Holdings v. Henderson.

4) IRS does not question a 5% donation to charity

c.
Political lobbying

d. Guaranteeing indebtedness that provides only incidental benefit to the corp.

e. Making loans to officers or directors.

5.
In Louisiana, ultra vires can be invoked for an act of a corporation, or a transfer of property by the corporation (or to it) in the following situations only:

a. A shareholder can enjoin the act or transfer.  But, if it has already happened,

b. The corporation, its trustees, or its shareholders can bring an action for damages against the officers or directors; or

c. The state can bring an action to:

1) dissolve the corporation

2) enjoin the corporation from transacting the unauthorized business

3) revoke the certificate of authority of a foreign corporation.

D.
Failure to Properly Form


1.
Promoter’s Liability

a.
A promoter who operates for a corporation to be formed is personally liable for all debts.  O’Rourke v. Geary.

1) Cannot be an agent of a non-existent principal

2) Promoter owes a fiduciary duty to the other participants in the venture, foreseeable third party creditors.  Post v. US; Frick v. Howard.

b.
Promoters do four things:

1) discover a business opportunity

2) assemble capital and management

3) execute binding contracts

4) arrange for formation of the corporation

c.
Massachusetts rule:  the corporation may attack an earlier transaction if a subsequent sale to investors was contemplated when the earlier transaction was entered into. 

1)
used successfully in Old Dominion II case where corporation and later investors challenged the sale by the sole shareholders of land to themselves at twice its market value.

d.
less popular federal rule states that no one can attack if they were not around at the time of the transaction.  Old Dominion I.

e.
Promoter will be liable for contracts unless the contracts are construed to mean:

6) that the creditor agreed to look solely to the new corporation for payment 

a)
The creditor, by its conduct, must clearly indicate its intent  to look for payment only from the “to be named corporation.”  Quaker Hill v. Parr.

b)
Look to see whether the creditor was sophisticated.  Parr.
7) that the promoter did not have a duty toward the creditor to form the corporation.  How & Assoc. v. Boss.

a)
an “at your own risk” provision.

b)
Stating that the corporation “to be named” will be the obligor is not enough to offset the rule of promoter liability in the contract.

c)
Most courts place burden of proof on the promoter.

f. A newly-formed corporation may accept or reject pre-incorporation contracts.  

1) Novation – corporation enters a new contract

2) Adoption – expressed or implied

a)
May be implied not objecting to the contract.  McArthur v. Times Printing.

b)
Does not date back

3) Acquiescence – directors knew about the contract and made payments

4) Estoppel – equity principle where contract has been heavily performed

5) Ratification – flawed in this context because the principal must be in existence at the time the agent entered into the contract to ratify it.

g. Attorneys should demand their fees from the promoter up front.

2.
Defective Incorporation

a.
Must look to the state statute to determine whether an officer can be personally liable.

1)
In a state with a statute similar to the one in the MBCA, which explicitly provides that all persons who assume to act as a corporation without authority to do so are jointly and severally liable for all debt arising therefrom, there is always personal liability.

a)
Robertson v. Levy – subsequent partial payment after the corporation is formed and before it goes under does not remove the individual from personal liability.

b)
Rousseau believes this is inequitable

2)
If a state statute only provides that the certificate of incorporation is conclusive evidence of the existence of a corporation (like La.), you can apply the de facto corporation rules.  Four requisites for de facto corp.:


a)
a valid law under which a corp. can be organized


b)
an attempt to organize thereunder


c)
actual user of the corporate franchise


d)
good faith.  Cantor v. Sunshine Greenery.

8) Some courts have allowed the more liberal concept of corporation by estoppel even if the requisites for a de facto corporation are met.

a)
Where the other party deals as though there is a corporation, it is estopped to later deny the existence of a corporation.

b)
Focus on relative sophistication of the third party.  Cranson v IBM




b.
Those who actively participate can be held personally liable.  Timberline case. 


E.
Piercing the Corporate Veil

1.
where, due to equity, the court refuses to recognize the separate existence of a corporation, despite compliance with all of the formalities of statute.  

a.
Closely held corporations only


b.
In La, can PCV if shareholders knowingly or negligently defraud creditors by grossly overvaluing services or property or if they receive an unlawful dividend or distribution of corporate assets.



2.
Guidelines for PCV:

a. co-mingling of assets and affairs

b. inadequate or “trifling” capitalization.

1)
adequate insurance can be considered by the court in lieu of adequate capital.  Radaszewski v. Telecom.  

c. Deceptively confusing the books.   DeWitt Truck Bros v. Ray Fleming Fruit Co
d. Purposeful Insolvency

e. Failure to observe corporate formalities.

1)
This element alone is not enough to PCV.  Baatz v. Arrow Bar.

3.
General rule is that you cannot pierce the subsidiary to get to the parent.

a. Two elements necessary to PCV in this context:

1) Parent and subsidiary operating as a single entity

a)
the operations must be so intermingled that the subsidiary has lost its identity; or the business arrangements are a mere instrumentality.  Walkovsky v. Carlton.

b)
the parent that dominates and manages closely the affairs of a subsidiary may be enough to PCV.  US v. Kayser-Roth.
2) injustice

a)
focus on whether the creditors were misled and whether they were sophisticated.  Bartle v. Home Owners Corp.

b. It is Ok for a parent and subsidiary to share legal services, employees, and have consolidated statements.

1) Can look to good business practice for this type of company.  Fletcher v. Apex.
2) Cash management by a parent is not unusual.  Fletcher v. Apex.


4.
The majority of courts apply the law of where the corp. is located, especially in tort cases.

5.
The establishment of a corporation to improve a person’s social security entitlement is not of itself improper.  Stark v. Fleming.

a. A court may adjust the salary downward to a reasonable amount.

b. Not applicable to employers forming a corporation to lay themselves off and get unemployment benefits.  Roccograni v. Unemployment Comp. Bd.
6.
Reverse piercing not usually allowed.  But, there is Cargill v. Hedge that allowed it.


F.
Financial Matters and the Closely Held Corporation



1.
Four sources of capital for a corporation:

a. equity capital (initial investment in stock)

b. loans from shareholders

c. loans from third parties (debt financing)

d. funds generated through the business (retained earnings)

2.
Types of equity securities:

a.
common shares – reflect ownership. Right to hope for dividends, voting rights, negotiability, capacity to increase in value.

1)
classes of common shares may establish variations in dividend rights, voting rights, and other participation rights.

2)
In Louisiana, The articles may provide that a certain class of shares may elect or remove all or a certain number of the directors or officers.




b.
preferred shares – preference over common to dividends, liquidation, or both.

1) Usually non-voting

2) Usually redeemable by the corporation for a set price.

3) Can be convertible, at the option of the holder, into common shares of a ratio fixed in the articles

4) Either cumulative or non-cumulative

5) Can have different series with varying terms

a)
a class is created by the articles

b)
a series is created by the board pursuant to authority in the articles

c)
Louisiana allows one or more series within a class in order to take advantage of transient changes in the market when raising capital.



3.
Issuance of shares

a. Historically, subscriptions were used (still allowed in La.)

b. Price at which shares are to be issued is set by the board of directors.

1) no minimum issue price 

2) watered stock is shares issued for property below par value

a)
shareholder may be required to pay the difference in price

i.
creditor can bring a direct action against the shareholder.  Hanewald v. Bryan’s Inc.

b)
the judgment of the board of directors as to the value of the property, though, is conclusive absent fraud in most states.





3)
Discount stock is issued for cash below par value

c. Customary to authorize more shares than issued in case capital is needed later

d. Purpose of par value is equity of treatment among dispersed shareholders and it solidifies an equity base, making sure the corporation is sufficiently capitalized.

1) The par value of the shares goes into the stated capital account

2) The amount paid above par goes in capital surplus account.

3) Issuing stock for par value is essential because creditors may rely on this amount actually being there.  Hospes v. Northwest Mfg.
a)
three theories of watered stock liability:


i.
holding out theory – shareholders liable (misrepresentation)


ii
trust fund theory – assets in trust for the creditors (flawed)


iii.
statutory rights theory – no reliance required.

4)
Directors are personally liable to the corp. for breach of fiduciary duty to pay for shares issued to them.  Hanewald v. Bryan’s Inc.
e. Louisiana statutes:

1) hold officers and directors jointly and severally liable to corp. and creditors for any losses if they take property or services in payment for shares that is grossly overvalued

a)
absence of reasonable care standard.

b)
statute also applies to shareholders 

2) par value shares may not be initially issued for less than par

3) no par shares cannot be issued for less than the price set by the board of directors (watered stock liability may be created)

4) shares cannot be issued for promissory notes or promises of future services.

4.
Treasury shares were once issued for adequate consideration but have been reacquired by the corporation and held in its treasury.

a. Not outstanding for purposes of voting, quorum, or dividend payments

b. Viewed as “issued” for other purposes, and may be resold at less than par value or for promises of future services.

c. Not assets of the corporation.



5.
Debt Financing

a. Bonds or debentures:  written obligation to pay a specific amount at a future date (stock is outstanding permanently).

b. Interest payments on debt securities are mandatory (dividends are optional)

c. Bondholders have right to foreclose on property that is their security (stockholders don’t)

d. Advantages to going thin:

1) leverage – earning more than the interest you are paying on the borrowed.

a)
the risk is that you may not be able to make your interest payments

2) tax treatment – can deduct interest, not dividends.  Repayment is capital gain for the bondholder.

a)
another risk is opportunity cost (may not be able to borrow later)

e. Too thin if outside debt/equity ratio is more than 10:1; inside ratio more than 3:1

1) Factors the court looks to:  (Slappey Drive)
a)
absence of a fixed maturity date, 



b)
right to enforce payment of the principal, interest



c)
failure of debtor to pay when due.


2)
If the corp. is too thin, it may be reclassified by the court as equity.

f. S-Corps need to beware losing their S status due to debt that resembles equity.  Safe harbors:

1) not contingent on profits

2) no convertibility into stock

g. Attorney should keep the following in mind when planning the capital structure:

1) will it stand up in the event of attack?

2) Will it actually provide desired result?

3) Will it be tax advantageous?

4) Will it give unforeseen watered stock or PCV liability?

G.
Securities Laws

1.
A security is any contract, transaction, or scheme where a person invests money in a common enterprise and is led to expect profits solely or primarily from the efforts of others.  Smith v. Gross.

a.
Sole efforts have been defined to mean undeniably significant ones.  SEC v. Turner.


2.
Stock market crash of 1929 was due to fraudulent securities; spawned Sec. Act of 1933.

a.
Directed at the distribution of securities.  Requires registration of all securities being placed in the hands of the public for the first time:  full disclosure.

1) Primary or secondary offer

2) Limited to the primary market and purchasers of securities.

b.
Requires filing:

1)
a prospectus – financial statements and main features of the business, and 2)
additional information required by the SEC.




c.
No securities can be sold until effective period of the registration.

d. Applies to issuers and underwriters – anyone who has purchased from an issuer with a view to the distribution of any security.

1)
can be exempt if they hold it for a year and sell only a limited amount

e.
Liability, both civil and criminal, for anyone who signs the registration statement.

f.
Exemptions from the regulations of the ’33 Act (still need to check state law!):

1)
non-public offering (to insiders who don’t need the protection)

a)
most employees are still considered part of the public and need the protections of the Act.  SEC v. Ralston Purina.

b)
sales from exempted corp. officers to employees would violate the Act because they will be “underwriters.”

2)
small offering under $5 million. 

3) Intra-state offerings (one out of state shareholder ruins)

4) Exempt securities (municipal bonds, federally regulated stocks)

5) Exempt transactions (sales by people who are not underwriters or issuers)

6) Accredited investors (defined in Reg. D) 

g.
Regulation D – protects small businesses from inadvertently violating the securities laws.

3.
Sec. Act of 1934 is directed at all sales and purchases in the secondary market.

H.
Distributions



1.
Description of Dividends

a. Discretionary with board of directors.

1) Difficult for shareholders to compel a dividend.  Must show:

a)
bad faith 


i.
Look to hostility, high salaries, bonus, corp. loans.


ii.
these factors must be motivating causes.

b) 
and undue conservatism.  Gottfried v. Gottfried.

c)
Court will look to the amount of the dividend compared to the amount of the corp. surplus.  Dodge v. Ford Motor.

2)
Courts refuse to set an actual amount for dividends.  Authority is with the Board of directors.

b. traditional source is net profits

c. proportionate redemption is a dividend. 

1)
corporations may do this to have treasury stock.

2)
disproportionate redemption is a capital gain and results in increase in the remaining shareholders’ interests (not a constructive dividend for them).

a)
A controlling shareholder in a close corp. has a strict fiduciary duty (similar to partnership) and a duty of utmost faith and loyalty to minority shareholders when redeeming shares.  Donahue v. Rodd.


i.
A very important case.  Use with other freeze-out tactics.


ii.
Del’s test is not so strict: the “entire fairness” test discussed 

in Wilderman

3) Cross-purchase – agreement by the shareholders to buy another’s interest.

d. once the dividends have been declared and announced, the shareholders become creditors of the corp.

2.
Can freeze out minority shareholders by paying out everything in salaries, benefits, retirement, etc.

a.
but, where there is no legitimate business purpose, these are treated as constructive dividends subject to double taxation.

b.
Court will reduce excessive salaries on the basis of the success of the corporation, similarly situated executives, previous salary.  Excessive amounts must be returned to the corporation.  Wilderman v. Wilderman.

1) Theory of quantum meruit.

2) Salaries must be reasonable.

3.
Legal Restrictions on Dividends

a.
Accounting

1)
Under most statutes, stated capital is locked into the corporation for the creditors.

2)
In La, capital surplus is, not only the amount shareholders pay above par, but also what the directors wish to allocate to this account when no par shares are purchased, and the amount that arises from a revaluation to reflect unrealized appreciation in the value of assets.




b.
Earned surplus jurisdiction:  dividends can be paid only out of earned surplus 
1) Thus, if the company loses money in one year, it cannot pay a dividend.

2) Some states with these statutes allow a quasi reorganization to clean up the books and transfer money into earned surplus after a revaluation of assets.




c.
Net Worth jurisdiction: dividends can be paid when assets exceed liabilities.

d. Surplus jurisdiction:  dividends can be paid out of both capital and earned surplus. 

e. Surplus or current net profits jurisdiction (La.) – can pay a dividend out of earned or capital surplus unless the corp. is or would become insolvent as a result, or it is contrary to restrictions contained in the articles.

1) if the corp. has no surplus available, it may pay dividends out of its net profits for the current or preceding fiscal year, unless: 

a)
it cannot pay its debts in the usual course of business.  (equity insolvency)

b)
total assets are less than total liabilities. (balance sheet insolvency)


I.
Management and Control of the Closely Held Corporation

1.
Corp. power is with the directors.  General common law rule is that the directors are fiduciaries of both the corporation, and the shareholders

2.
There are two lines of cases dealing with the amount of discretion that can be given to shareholders in a closely held corporation:

a.
Agreements by shareholders that attempt to resolve questions that are the responsibility of the board of directors are against public policy.  McQuade v. Stoneham; Long Park v. Trenton-New Brunswick Theaters.

b.
if all shareholders are parties to the agreement, and there is no attempt to sterilize the board, no one is hurt, and there is no public detriment, the agreement will be upheld.  Clark v. Dodge; Galler v. Galler.

1)
MBCA and many states now give closely held corps greater freedom to tailor the rules of their enterprise.

2) Louisiana statute provides that any lawful provision may be made on a matter by all the shareholders entitled to vote on that matter, if proposed as an amendment to the articles of incorporation.

3) In order to get the advantages of the statute, you must strictly comply.

3.
Testamentary directions are generally unenforceable on the ground that they restrict the discretion of the directors.  

a.
Unavoidable conflict between the duty of the trustee to follow directions of the testator and to make decisions in the best interest of the corp.  Estate of Hirshon.



4.
Traditional Roles

a.
In La., a shareholders meeting can be initiated by the president, or upon written request of 1/5 of the total voting power.

1)
If an annual meeting has not been held within 18 months, a shareholder can compel a meeting.

2)
Look to state statute and the bylaws to determine how much notice to give.

3)
In order for a meeting to occur, there must be a quorum.


a)
Presence determines quorum, not vote.

b)
To get things passed, need a majority of the quorum.


c)
In La., less than ¼ of the total voting power cannot pass something

4)
In La., where the law or the articles require an affirmative vote of the shareholders, all of the shareholders may execute signed consent forms in lieu of calling a shareholder’s meeting.

b.
Eligibility to vote is determined by ownership as of the record date.  In La., it cannot be more than 60 days before or less than 10 days before the meeting.  If one is not fixed, the record date is one day before the notice of meeting is mailed.

1)
record owner has a new certificate – full ownership

2)
beneficial owner has not yet gone through the formality of obtaining a new certificate.  May compel record owner to execute a proxy in his favor.

3)
In Louisiana and common law states, a shareholder may vote in person or by proxy duly authorized in writing and filed with the Secretary of State before the meeting.




b.
a transfer agent keeps track of the shareholders of record.




c.
a registrar makes sure that the corp. does not issue more stock than authorized.

d. Rights of common shareholders include:

1) elect directors

2) remove directors (In La. by majority vote)

3) inspect the books (if the court finds just cause)

4) vote on things like mergers and consolidations.

5) Right to liquidation after the creditors and preferred shareholders have been paid. 

e.
Cumulative voting

1)
not important anymore.  To do it, you must put in your articles, if statute allows it at all.

2)
Most use the “one share one vote” rule.

f.
Voting Pools:  shareholder voting agreements are valid, as long as they relate to issues on which shareholders may vote.


1)
shareholders decide to vote the same way.

2)
if the agreement calls for a third party to decide in the event of a disagreement, be sure that third party has a proxy to vote in your favor.  Ringling Bros - Barnum & Bailey Circus v. Ringling.



g.
Voting Trusts:  makes the owner of the stock not able to vote

1)
Puts a reliable person in the position of trustee for up to 25 years (in La.) if your kid is stupid and you don’t want them running the corp. into the ground.





2)
Could also use where shareholders are deadlocked





3)
Could use after bankruptcy to get a corp. back on its feet

4) regulatory agencies use to run subsidiaries

5) agreement may stipulate who the trustees are, method of compensation, length of time, whether they vote in person or by proxy.

6) Three elements of a voting trust:

a)
voting rights are separated from other aspects of ownership

b)
voting rights are irrevocable for a definite period

c)
principal purpose is to acquire voting control of the corporation.  Lehrman v. Cohen.
7) Trustee must act as a fiduciary.  There are equitable limits on their power to approve damaging fundamental changes, despite the language in the governing document.  Brown v. McLanahan.
8) Procedural requirements are essential:  must file a copy of the voting trust agreement with the corporation.

a)
An arrangement that has most of the characteristics of a voting trust must fully meet the requirements to be upheld, even if formally it is a voting or proxy agreement.  Abercrombie case.

h. Classes of Shares as a Voting Device

1) Modern statutes offer a high degree of flexibility and adaptability.

2) A class with limited financial and voting rights is a valid class of stock.  Anytime additional voting stock is created, the voting power of the previous stock diminishes, but a voting trust is not the result unless the three elements are met.  Lehrman.
i. Share transfer restrictions

1) Must have a clear agreement and 

a)
Source of the restriction can be the bylaws or articles

b)
can be, for example, a buy-sell agreement or a right of first refusal

2) Must be on the stock certificate in a conspicuous place.  Ling v. Trinity and La. statute.

3) Cannot unreasonably restrain or prohibit transferability.

5.
Deadlock Remedies:


1)
arbitration


2)
easy voluntary dissolution provided in the articles of incorporation



a)
Should always put in the articles


3)
shareholder’s agreement


4)
provisional director who breaks the tie.  Abreu v. Unica Sales.

5)
close corporation statute

a)
La. has this provision:  any vacancy on the board of directors may be filled by a majority vote of the remaining directors, even if less than a quorum


b)
Gearing v. Kelley – where a shareholder-director deliberately causes a deadlock of a required meeting, court will not use equity as a reason for setting aside a board decision made with a deficient quorum.

c)
La. also states that if the corp. is not doing business and owes no debts, it may be dissolved by filing an affidavit with the Secretary of State.


i.
After this, shareholders are personally liable.


6)
judicial involuntary dissolution

a)
only granted when the conflict has come to a point where the competing interests are so discordant as to prevent efficient management and the object of the corp. existence cannot be obtained.  Radon v. Neidorf

b)
Court may order a buyout of the oppressed party by the oppressive party.  Davis v. Sheerin

c)
La. provides that a court may involuntarily dissolve if:



i.
assets are insufficient to pay demands or


ii.
the object of the corp. has failed or


iii.
it is beneficial to the shareholders to dissolve or


iv.
directors are deadlocked or


v.
shareholders are deadlocked for two consecutive annual meetings



6.
Actions by Directors

a.
In every state besides La., power invested in directors to manage the affairs of the corp. is not joint and several.  May only take action as a body and cannot vote by proxy.  Baldwin v. Canfield.
1)
Fiduciary duty to shareholders to reach decisions after deliberation and discussion.

2)
but, the action may still be upheld under common agency principles.  Mickshaw v. Coca - Cola

b.
But, in La., any action that may be taken at a meeting of the directors may be taken by a consent in writing signed by all the directors

c.
La is also odd because it provides for director vote by proxy!



7.
Authority of Officers

a.
Old common law rule that the president of the corp. has only limited authority over routine transactions.  Black v. Harrison Home.

1)
Look to bylaws to determine whether president had the authority to do something.

2)
trend in common law to expand the implied power of the president:  authority in the usual and regular course of business.

a)
promise of a $1500/year pension to a 30 year old was ordinary and usual.  Lee v. Jenkins.

3)
Corp. is estopped from denying the truthfulness of facts contained in the Secretary’s certificate.  In re Drive In Dev. Corp.
b.
La. provides that the president has whatever authority is in the by-laws or prescribed by the board.

1)
president, v.p., or manager has the power to authorize the prosecution or defense of legal proceedings.


J.
Social Responsibility and the Publicly Held Corporation

1.
Since about 300 corps set the fate of the world’s economy, they will do what they want.  Need some governmental intervention.

2.
Is the goal of the board only to maximize shareholder wealth?

3.
Shareholders basically have no say so in large corps.  Directors are really selected by the CEO, then presented to the shareholders for ratification.

4.
Functions of the board:

a. review and oversight of management

b. select or replace the CEO

c. ensure effective accounting/auditing

1)
Board does not establish the strategies or polices, select officers other than the CEO, or control its agenda.

5.
Supposedly, if shareholders do not like the way a corp. is running, they sell their shares.  Called the Wall Street Rule.

1)
Rousseau believes that, since the average investor does not have access to or understand information, really the big institutional investors are all this applies to.
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