PROFESSOR MAURICE

CORPORATIONS


The development of Corporation Law in the United States

Not on exam.

The Formation of a Closely Held Corporation

OVERVIEW
The statute sets out the parameters under which the corp. is organized

The articles of incorporation contain the required items under the statute and also includes optional items.  Optional items are included in the articles of incorporation or the bylaws.  There may be default items in the statute that are taken out by the articles of incorporation.  To change the articles of incorporation requires the board of directors and the shareholders.  To change the bylaws, generally can be changed by the directors without shareholder approval.

The only way do know everything about the corporation is to look at (1) the statute, (2) the articles of incorporation, (3) the bylaws.

Three Tiers of Corporate structure:

Shareholders - Invest in the corporation and elect a board of directors

Directors - Exercise powers of the corporation.  Appoint officers and management.

Officers/Managers - Run the day-to-day operations

The statute mandates that directors exercise their independent judgment and discretion.  Shareholders elect directors.  Directors appoint officers and managers.  Appoint = agency relationship.  Directors are elected so it does not equal agency.  Shareholders can not control.  Shareholders are not principles and therefore are not responsible for directors relationship between directors, officers, etc. - governed by agency.

WHO INCORPORATES?

RCW 23B.02.010
Incorporator 
One or more persons may act as the incorporator by delivering articles of incorporation to the secretary of state for filing.  See .01.400 for definitions.  A corporation is an entity.  We need someone to bring it into existence.

HOW TO INCORPORATE

5 Step Filing Process:

1. Submitted - articles are submitted for the purpose of filing (see definition of incorporator for “submitted”).  Submit two copies of articles, $175 fee, cover letter including return address for file copy.

2. Received - Dated when received, but package must be complete.  If incomplete, not even considered received; sent back.

3. Reviewed - 

4. Filed

5. Effective - 23B.01.230.  Until it becomes effective, it has no effect.  For an extra fee the secretary of state will expedite (one day). 

RCW 23B.01.200.
Filing requirements.  
A document must contain information required by the statute, may contain other information as well.  File with the secretary of state.  

· Must be typewritten or printed (code revisions will probably allow electronic).  

· Documents must be executed by chairperson of board . . . or incorporator and put capacity in which signed.

· May contain corporate seal, an attestation by the secretary or assistant secretary, or an acknowledgement, verification or proof. 

· If the secretary of state has prescribed a mandatory form for the document under .01.210 the document must be in or on the prescribed form.  How do we know if the secretary of state requires a form?  Go to WAC 23B.

· Must be delivered with the correct fee.  See .01.220.  $175 for articles of inc.

What does an attestation do? It is an attestation by the secretary, who is the person who knows who the directors really are.  It proves that the person signing the document has the authority to execute the document.  It’s a good idea to use an attestation so the signature can not be challenged.

What does an acknowledgement do?  Self proving document that establishes the validity of the signature (the identity of the person signing).  Good idea to use an acknowledgment.  Note: attestation proves authority to sign, acknowledgement proves identity of person signing.

01.250.
Filing duty of secretary of state
If the document that is delivered satisfies the requirements of .01.200 the secretary shall file.  (the secretary doesn’t have any discretion).  Two copies are filed.  The secretary of state stamps filed, files one copy sends the other to the corp.  Filed documents are public records.

.02.020(1), (2)
Articles of Incorporation (required items)

1) Name of the corporation

2) Number of authorized shares

3) Registered Agent name and address

4) Incorporator names and addresses

5) Number of directors or process of setting number

6) Signature of incorporator

01.230(3)
Effective time and date of document
Effective date relates back to date received if the documents are complete.  Otherwise it is effective on the date of filing.  The relation back is unique to Washington.


Example:

· January 7, Submitted.

· January 10, Received.  (send return receipt requested so you know).

· February 8, Filed.  (effective date relates back).  The articles are effective January 10.

So, what happens if we signed a contract on January 15, in the corporation’s name?  The corp. came into existence on January 10, but we did not know that on Jan. 15.  One theory is that the subsequent filing and relation back is good, the other theory is that since we did not know the corp. was effective the contract is not.  To avoid this issue; EXPIDITE.  It could be malpractice if you screw this up.  Why did they put this in the statute?  The Maurice theory is that the legislature is sending a message to the secretary of state that clients are getting penalized because they are slow, but this is a bad way to send the message.

.02.030(2)
Effect of filing

The secretary of state’s filing is conclusive proof that all conditions precedent to incorporation have been satisfied.  If you need to prove a corporation existed, introduce a certified copy of the article into evidence.  A private party can not challenge the existence of the corp.

.02.050
Organization of corporation

Initial directors shall hold an organizational meeting . . . (b) if initial directors are not named, the incorporators hold the meeting.  (4) must have an initial report within 120 days.

Drafting Roadmap

.02.020
 Articles of Incorporation

(1) Mandatory items (See supra), Name, # of shares, Registered Agent, Incorporators.

(2) Articles or bylaws must specify the number of directors or the process by which the number will be determined. (Best place is in the articles so there will be board in place when the corp. is formed.  Provisions of corporate governance in the articles can only be changed by directors and shareholder, bylaws can be changed by directors.)

(3) Automatically governed by this paragraph unless the articles provide otherwise.

· Can engage in any lawful business under RCW 23B.03.010

· Corporation has same power as an individual to do all things necessary or convenient to carry out its business and affairs

· Directors must authorize any issuance of shares

(4) Automatically governed by this paragraph unless articles or bylaws provide otherwise

· Board of directors may fix compensation of directors.  Probably not a good idea to let the directors set their compensation.  If you don’t want to pay them, put it in the articles.

(5) Additional provisions that may be included in the Articles
· Names and addresses of initial directors. (We want to add this to the articles)

· Any provision that is permitted in the bylaws

(6) Additional provisions that may be included in the Articles or Bylaws
(7) 

23B.02.060 Bylaws.  (Contains most of the same info as 2.020)

Corporate Name

Name can be characterized as (a) fictitious, (b) registered, (c) reserved.

Corp is required to do business under its own name.  Need to find out what names are available in the states the corp. plans to do business in.  Must be distinguishable from names on secretary of state files.  Check against domestic and foreign corps as well as LLC, LP, etc.

If you have a corp. that wants to do business in all the states, there are services that will check the names in all the states for a fee. 

If someone uses your corporation’s name, you have a cause of action against them.

If going overseas choosing a name can be difficult, but there are companies that help with this worldwide.

.02.020(1)(a) requires that the articles of incorporation include the name.

.04.010
Corporate name

Requires the name to contain corporation, incorporated, company, limited, or abbreviations. May not contain words that imply bank, nonprofit, etc.

.04.010(5) - minor variations are not distinguishable.

Reserved 
- If the name is available, you can reserve it for 180 days even though the articles haven’t been filed.

Registered 
- For foreign corps.  Used to protect the name in another state [need to know the clients plan.  What states they will be doing business in?]  Renewable annually.  Only time a corp. may use a name other than its own is when it goes to another state and its name is not available.

Fictitious Name  - The statutes in the state will say which types of businesses can use fictitious names.  Usually only available for foreign corps and general partnerships.  

Note on Trademarks and Corporate names:

You can register your trademark under state or federal law.  The mark must be design.  Words alone will not constitute a mark unless there is a design in it.  The corporation’s name can be part of the design.  It is also part of your goodwill.

Serving process on a corporation

Must serve on an agent authorized to accept services of process.  The registered (statutory) agent can accept process, but other corporate agents will be good also.  Service on members of the board of directors and service on the president will be effective.  The annual report has names and address of the registered agents.  Maurice says it does not require street addresses (probably contains a P.O. box), but 16.220 says the street address is required.  If the corporation fails to appoint a registered agent, or the registered agent cannot be found, service can be made on the secretary of state.  Before serving the secretary of state, there must be a finding that after exercising reasonable diligence you have not been able to find a registered agent at the registered office, etc.  See 05.040.

.05.010
Registered office and registered agent.  

Must have a registered agent in the articles of incorporation and there must be a street address. An individual or an entity can serve as registered agent.  

· If it is an entity (law firm) anyone who works in the firm can accept service of process.  

· No required relationship between registered agent and corporation.  

· Must maintain a registered agent in state of incorporation and all states were registered to do business.  

· The agent must consent to serve as the registered agent.  It will be included in the articles or attached to it.  (.05.010.)  

· This agent is a special agent - authority is narrowly defined (.05.040) for service of legal process only.

· There are businesses that provide services to attorneys and they will serve as registered agents in all states (CT - Corporation Trust System).  

Purpose v. Powers

Purpose = Goal/business objective. 

Under .2.020(3)(b) a corporation has the purpose of engaging in any lawful business.  If you want to limit the business that the corporation can do, put it in the articles of incorporation.  If it decides to do something else later, it can amend the articles.  

Powers = Action.  

.02.020(3)(d) has the power to do everything that is ordinary and necessary, including itemized powers under .03.020.  See also, .02.020(3)(z) powers are vested in the board of directors unless the articles provide otherwise.

.03.020
General Powers
Same powers as an individual to do all things necessary or convenient to carry out its business and affairs, including without limitation, power: (Lists a bunch of powers; the corporations powers are not limited to the list).

Doctrine of Ultra Vires
The corporate purpose is in the articles of incorporation.  If the corporation steps over the boundaries, it is Ultra Vires.  Ultra Vires doesn’t apply if there is a proximate relationship between the action and the purpose.  Equity could ignore the Ultra Vires claim because of unjust enrichment if the parties acted on the void contract.

Used to be a sword and a shield:

Sword - Party that contracts with the corporation could get out by saying the corporation didn’t have the power.

Shield - Corporation could use Ultra Vires to get out of a contract.

.03.340
Ultra Vires

[Not just ultra vires.  Includes illegal, ultra vires, or exceeding limitation.]

2(a) - shareholder can sue to enjoin an act

2(b) - corporation can sue director, officer, employee . . .


Directly - corporation or someone with power to bring suit.


Derivatively - Still an action by the corporation, but brought by someone else.

(3) In shareholder suit to enjoin an act, the court can award damages because of the enjoinment (i.e. injunction breaches a contract, the contractor can get damages)

Ashbury Railroad page 262.
The corporate purpose is to Sell and lend railway . . .Engineer, General Contractor, and c.  The corporation tires to contract to run/operate a railroad.  Is operating the railroad ultra vires?  What does the “c” (etc.) include?  Court concludes its ultra vires.

711 Kings Highway Corp. v. FIM Marine Repair Serv. Inc.

711 owns a mall and leases space.  FIM builds, repairs, etc. boats. FIM enters into a lease with 711 for the lease of a movie theatre.  711 wants out of the lease (probably got a better offer from someone else).  Options: (a) did the agent have the authority to bind FIM/711 - Agency on both sides?  (b) Look for a breach.  (c) Look for any other defect.  The name of FIM suggests limited power, so check the articles of incorporation.  FIM’s articles of incorporation says build and repair boats only.  Try to get out of the contract by claiming ultra vires; FIM didn’t have the power to contract for theatre rental.  N.Y. statute only allows a shareholder, the corp., or the attorney general to bring suit.  The statute says no act will be invalidated because the corporation lacked capacity.  Although the act says only 3 people have standing, 711 tries anyway because the statute is titled “Defense of Ultra Vires”.  They say ultra vires can only be used as a defense.  Court says it can be used as a cause or as a defense, but you must fall into one of the three categories.

Note: If you are suing a corporation, there is no rule against contacting the shareholders and trying to convince them to bring the suit (make sure you disclose your interest), but finding out who they are could be difficult.

Theodora Holding Corp. v. Henderson

Alexander Dawson, Inc. (holding company) holds stock in Avon, money, land, etc.  Girard owned all teh shares before divorce, but after divorce he only had 72% and Theodora has 28%.  She formed Theodora Holding Co.  The corp. had 8 directors.  Since Girard had the greatest voting power, he reduced the number of directors to 3.  Issues: (1) Reduction of the directors, (2) the transfer of land and stock, (3) the house that Girard rents a couple months per year from a related charitable foundation.  First, look at the articles and bylaws.  The statute says the articles or the bylaws determine the number of directors.  The articles say 8.  To amend the articles you must have a directors vote then a shareholder vote.  Because of Girards ownership he can control the shareholder vote = OK.  Second, there is nothing in the articles, bylaws, or statute that would limit the corporations power to make a charitable gift.  Theodora argues (a) the gifts were too much, (b) shouldn’t have been made, (c) should have been made to her foundation.  The court does a cost benefit analysis and says the amount was Ok.  Whether the gift should be made and to whom is up to the boards discretion.  As for the house, that is between Girard and the foundation.

Premature Commencement of Business (Promoter Liability).  NOT ON FINAL EXAM

Promoters

Promoter is not defined by the statute.  It is a person who acting alone or in conjunction with other persons, directly or indirectly takes the initiative in founding and organizing the business or enterprise of the issuer (corporation).  See SEC rule 405; Securities act of 1933.

Promoter liability usually comes up on contract cases.  Is the promoter liable? Is the corporation liable? Promoter and corporation? Nobody?

Three factual situations where promoter liability arises

(They are separate and distinct; they don’t mix.  Know how to avoid these situations)

1. Promoter represents to the 3rd party that the promoter is acting on behalf of a corporation TO BE FORMED (in the future) - see case law.

2. Promoter represents to the third party that the promoter is acting on behalf of a an EXISTING CORPORATION WHEN IN FACT IT DOES NOT EXIST.

3. Promoter represents tot the 3rd party that the promoter is acting on behalf of an EXISTING CORPORATION AND IT DOES EXIST. (look at agency law to see who is liable).

#1 Corporation to be formed.

Not possible, corporation doesn’t exist yet.  As a general rule the promoter is liable unless the promoter can prove by clear and convincing evidence (1) that the 3rd party knew the corp. did not exist, AND (2) with that knowledge the 3rd party agrees to look solely to the corporation for performance.  (If the promoter gets through on the exception, the corporation might be able to accept any offer that is on the table.  If the corporation is not formed, 3rd party might be able to talk the promoter out of enforcing the offer.  If the corporation does get formed it might be able to accept the offer.  Don’t use the word ratify because that applies to a principal accepting the acts of an agent and we are not dealing with agency when a corp. isn’t in existence.)

Stanley J. How & Assoc., Inc. v. Boss

Contract for construction that promoter signed as “agent for a corporation to be formed who will be the obligor.”  It is clear that the 3rd party has knowledge that the corporation doesn’t exist, but there is no evidence that the corporation was to be solely responsible.  Held that the promoter is liable.

Quaker Hill Inc. v. Parr

Quaker hill sells nursery stock.  Agent for Quaker hill was in a hurry to get a contract signed.  Entered into a contract with Parr on behalf of a corporation to be formed.  The secretary of state wouldn’t form the corp. because the name was too close to one that was in existence already.  The agent changed the name on the contract.  It was clear that they knew the corporation didn’t exist yet and the fact that they changed the name proves they intended to look solely to the corporation.  Promoter isn’t liable.

Note:  To avoid problems when using corporation to be formed, from a creditor perspective, (a) get a personal guarantee or (b) make sure the corporation has $$ [it only takes 24 hours to form].

#2 Promoter Represents that he is acting on behalf of/for/as a corporation that exists when in fact it does not.

This problems brings up the question “when does a corporation exist?

1. Dejure Corporation - all requirements have been satisfied to bring the corp into existence = corp at law. 

2. Defacto corporation - (1) must be a statute under which you could have formed a corporation, (2) bona fide attempt to form, (3) bona fide use (acted as if corp. existed), (4) All in good faith.   - Recognized at law.

3. Estoppel - Equity will estop someone form asserting that the corporation does not exist.  Sometime called corporation by estoppel, but this is incorrect wording.

Robertson v. Levy

Robertson contracted to sell his business to a corporation Levy was going to form.  Levy submitted articles for filing and they executed the contract before they heard from the state.  Turned out the articles were rejected.  Levy (or his corp.) ended up defaulting on the deal.  The court held that De Facto and Estoppel were not recognized in the jurisdiction.  There couldn’t be a corporation until the certificate was issued. Since they entered into the contract before that time, Levy is personally liable.

Disregard of the Corporate Entity.

Piercing the Corporate Veil

Generally, shareholders are not liable for anything the corporation does.  But, in some circumstances piercing of the corporate veil will be allows.  Most of the time it involves a shareholder who is also a director or officer or both.  Generally piercing applies to small corps with one or two shareholders who run everything.  If there isn’t any money or assets in the corporation, find a way to get to the shareholder.  Follow the money.

Theories for piercing the corporate veil:

(1) Blurring the roles of shareholder, director, officer, etc.  (doesn’t require intent)

(2) Failure to follow the formalities of a corporation.  Not having meetings, no records, no elections, etc. (doesn’t require intent)

(3) Intentional misconduct/Fraud.  (requires intent)

Under capitalization may also be considered in piercing cases.  There usually isn’t any required amount of minimum capital, but if there is no capital because the director/shareholder is siphoning off to deceive creditors, there may be a case.  Goes more towards a fraud argument.

Walkovszky v. Carlton

Plaintiff is arguing intentional misconduct, defendant argues there is no violation of the law.  Carlton was a shareholder in ten corporations that each owned two taxi cabs.  One cab hit the plaintiff.  Since the corporation only had two old cabs he wants to get the shareholder.  1st sue the driver, 2nd respondeat superior, 3rd did the shareholder blur the lines, 4th any intentional misconduct.  The court doesn’t find anything illegal or intentional.  Each cab had the required amount of insurance.  It is a tough case, but the court can’t change the policy with out impermissible judicial legislation.

DeWitt Truck Brokers v. W. Ray Fleming Fruit Co. page 300

Plaintiff is arguing fraud, lack of formalities, etc.  Ray Fleming is basically a fruit broker.  Orchards on one side, markets on the other.  Sells the orchard’s fruit pays the shipping expenses and takes a commission.  He has not been paying DeWitt for trucking expense.  Fleming told Dewitt he would personally take care of the charges if the corp. could not.  DeWitt couldn’t win on a contract/guarantee claim because it didn’t satisfy the statute of frauds.  Claims under capitalization, but there is no minimum requirement.  Alleges fraud/intent to deceive.  Court holds Ray Fleming liable because no corporate formalities were observed.  There were no records of meetings, stock issuances, etc..  [looks like a combination of blurring and lack of formalities].

Baatz v. Arrow Bar page 308

Plaintiff arguing under capitalization and failure to follow formalities.  Three members of the same family own a corp. that operates a bar.  A drunk guy left the bar and ran into a couple riding motorcycle.  Drunk guy is judgment proof so they sue the bar.  It doesn’t have much money or any dram shop insurance so they try to get the shareholders.  The corp. satisfied the formalities - kept records.  The name on the sign didn’t mention Inc. but it was a minor error that the court didn’t give any weight to.  The owners were not serving the drinks that night so there is no cause of action against them individually.  The state statute didn’t make bar owners personally liable.  The court didn’t consider the adequacy of the capitalization because the initial contribution was $5k cash plus loans of $150k.  At the end of the day, the plaintiffs couldn’t get through.

Victoria Elevator Company of Minneapolis v. Meridian Grain Co., Inc.
Blurring the roles.  The Schroeders operated Schroder Cashway (proprietorship) to sell feed/seed/farm products.  The incorporated Meridian Grain Co., Inc. to get investors and money.  Turned out the prospective investors backed out etc.  The Schroeders said they were transferring land to the corporation and it showed up on the financial statements and tax return, but the deed was never executed.  They breached a contract with Victoria.  The court held the shareholder liable.  Poinst out that the corporation wasn’t paying rent for the land, the real estate was listed as a corporate asset even though the corp. didn’t own it.  The court says they were mixing a proprietorship with a corporation so the don’t get the corporate protection.  They blurred the roles.  Intent is not a necessary element since it is not a fraud claim.

Grayson v. Nordic Construction Company, Inc.

Sometimes piercing is not necessary - look for personal action of the shareholder.  Bessie Grayson’s roof was leaking.  She had received an advertisement from Nordic Construction that said “financing available”.  Arnold Bergstrom - shareholder/director/officer/manager inspected the roof and gave her a bid.  She couldn’t get bank financing for the job so he said he would finance the job.  To get Bergstrom we look for (1) intentional misconduct/fraud, (2) disregard of corporate formalities, OR (3) Alter ego (blurring the roles).  There was no evidence that the formalities were not kept or that he blurred the roles.  There is nothing that says the same person can not hold all the positions.  They argued over the intentional misconduct/fraud, but “financing available” is ambiguous.  Does it mean company financing, bank financing, etc.  However, they went around the piercing doctrine with a consumer protection claim against Bergstrom.  The court held that Bergstrom’s statement that HE would finance the project when he did not have the financial means was a violation of the CPA.  The CPA does not require intent were piercing the veil through a fraud claim would.  This is a good example of how to get a shareholder without going thru the corp.

Financial Matters and the Closely Held Corporation.

Get notes for 3/3 - 3/6
Share Ownership

.01.400
Definitions
(2) Authorized Shares

Shares of all classes a corporation is authorized to issue.

.01.400
Definitions
(24) Shares

The units into which the proprietary interests in a corporation are divided.

.01.400
Definitions
(25) Shareholder

The person in whose name shares are registered in the records of a corporation or the beneficial owner of shares to the extent of the rights granted by a nominee certificate on file with a corporation.

.06.010
(1) and (2) Authorized shares

The articles of incorporation must prescribe the classes of shares and the number of shares of each class that the corporation is authorized to issue.  The corporation must authorize at least one class that has unlimited voting rights and one class (can be the same one) that is entitled to receive the net assets upon dissolution.

.06.030 
(1) Issued and outstanding shares

The corporation may issue the number of shares authorized in the articles of incorporation.  Once issue, the shares are “outstanding” until reacquired, redeemed, converted, or canceled.

.06.210
Issuance of shares

Consideration for shares can be tangible or intangible property or benefit to the corporation.  Includes cash, promissory notes, past or future services, or other securities of the corporation.

· Must pay the price set by the board, par value is not required anymore.

· The corporation must provide shareholders with documentation, but certificates are not required.

· Par value  . . . 

· If the corp. wants to issue shares and outstanding shares have a par value, the corp. can not charge less for shares until the articles of incorporation are changed.

.06.220 Liability of shareholders

A purchaser of a corporations shares is not liable to the corporation or its creditors with respect to the shares, except to pay for the shares.

.06.230 Share dividends

Unless the articles provide otherwise, a corporation can issue shares pro rata to its shareholders - “share dividend.”  Can not give a share dividend of one class or series to holders of a different class or series unless (a) the articles allow it, (b) there is a majority vote of the holders of the class or series to be issued, or (c) there are no outstanding shares of the class or series to be issued.

.06.250 Certificates

If the corp. uses share certificates there is certain information required: name of corp., name of person issued to, # and type of shares the certificate represents, signature (can be facsimile)

.06.260 Shares without certificates

Can issue without certificates, but must send a statement including required information from .06.250.

Restriction on Transfer of Shares
Shares are personal property; you can place reasonable restrictions on the transfer of personal property.  Restrictions on transfer are found in:

(1) Federal securities law (securities act of 1933)  -these will probably be noted on the face of the certificate

(2) Article of incorporation or bylaws - may restrict who shares may be offered to and sold to.

(3) Agreements/contracts (a) among the shareholders, (b) between the corporation and shareholders.

.06.270
Restriction on transfer of shares and other securities
· Restrictions do not affect shares issued before the restrictions.

· If the restriction is in the articles, only prospective application

· If restriction by contract, only applies to parties of the contract.

Restrictions may:

· Maintain status of corp. when dependent on # and identity of shareholders

· Preserve Fed. & State securities law exemption

· Other reasonable purpose (can not restrict the sale completely)

Examples:

· Can require shareholders to offer their shares to specific people 1st
· Can obligate the corporation or other persons to acquire the shares

· Can require the corporation or another person to approve the transfer

· Can prohibit transfer t certain people if not unreasonable.

Subscriptions

.06.200
Subscriptions for shares before incorporation

Written subscription for shares entered into before incorporation is irrevocable for 6 months unless the agreement has a longer or shorter time.  Note: the subscriber will not know what the price is going to be because the board, which is not in existence yet, will set the price.  Subscribers can say in the agreement that they will not pay more than a certain amount.  Can draft in safety provision.

Preemptive Rights

An ownership interest that is inherent in the stock.  Created by courts, later codified.  It is the right of existing shareholders to acquire additional shares when the board of directors decides to issue additional shares.  Only applies to shares being issued out of the “inventory” of the corp.  The right entitles  the shareholder’s to maintain their % of ownership before and after the issuance.  (before = on the date the directors decide to issue the new shares.)  The right is irrespective of the reason, price, or consideration of the issuance.  Preemptive rights exist at common law and by statute.  Courts have limited the preemptive rights to closely held corps because of the impracticality of extending to public corporations.  Now statute has taken over and governs the preemptive rights.

· Make sure you consider preemptive rights during planning.

· Stokes page 414.  General rule: shareholders have a preemptive right to maintain their % of ownership.

· One way to look at preemptive rights is merely to expect to be offered shares to maintain your ownership %.  The other way is to expect that you are not penalized through dilution if you choose not to buy.

· Preemptive rights are triggered any time the board of directors decides to issue shares for any purpose and any form of consideration.  The BOD must address the purpose of the issue and the form of the payment.

Common Law Preemptive Rights:

Katzowitz v. Sidler

K, S, and L had a number of corporations together.  Sulborn Holding corp. was formed to supply propane to their other corporations.  Each individual owned 1/3 of the shares, were on the board, and actively participated.  The guys had a “falling out.”  They came to an agreement where K withdrew from management but continued to receive the same compensation.  The corporation was formed in 1955, was authorized to issue 1000 shares, but only 15 shares were issued; 5 per shareholder.  In 1961 the corp. owed fees to each director in the amount of $2500.  S and L wanted to loan the $ to another corp, but K wanted it distributed.  The directors agreed to distribute the $.  The board then authorized an issue of 75 additional shares (25 each at $100/sh); K was not at the meeting.  K was offered 25 shares, but rejected.  Now K owns 5 while S and L each own 30.  Sulburn’s truck exploded in 1962 and the directors unanimously decided to dissolve.  Now K is mad because he is getting a tiny fraction of the $.  K’s arguments (1) dilution, and (2) preemptive rights (right not to have his interest diluted).  

Dilution - Look at value of corp just before the board decided to issue the shares and compare to the value of the corp after the issue.  Board didn’t value the shares in 1961.  The court says the shares were worth $1800 each (book value).  [Book value is not the best way, but it works when you don’t have anything else - the case was a couple years later]  After issue, the shares were only worth $500 each.

1800 x 15 = 27000.  27000+5000=32000.  32000/65shares = $500/share.

Statutory Preemptive Rights

Legislatures usually have two options; either they say (1) no preemptive rights unless the articles provide otherwise, or (2) preemptive rights unless articles provide otherwise.

WA: automatic preemptive rights unless articles get rid of them.  1st thing to do is look at the articles, 2nd go to .06.300.

.06.300
Shareholders preemptive rights

(1) Preemptive rights must be offered on uniform terms and conditions, to provide fair and reasonable opportunity to exercise right to acquire proportionate number of shares when board decided to issue.

(2) Shareholder may waive the right.  A written waiver is irrevocable even though there is no consideration.  (waiver should be in writing).

Limitations.  No preemptive right when:

(a). Shares issued as compensation to officer, director, employee, agent, or to subsidiary or affiliate. (purpose and form of consideration)

(b). Shares issued to satisfy options

(c). Shares issued as part of initial plan of financing.

(d). Shares sold otherwise than for money.

About the only time preemptive rights exist is when the shares are sold for cash.

Could draft the articles to say “preemptive right exists irrespective of the purpose or the form of consideration.”

Redemption

.06.310
Corporation’s acquisition of its own shares

· When a corp. redeems its shares, they go into its “ inventory” - considered authorized but unissued shares.

· Some states have treasury - still issued and outstanding.  Treasury stock can not be voted or receive any distribution.  Not considered issued and outstanding for voting.  Can be resold at market price.

Distributions

.01.400
Definitions
(6) Distribution

A direct or indirect transfer of money or other property, except its own shares, or incurrence of indebtedness by a corporation to or for the benefit of its shareholders in respect to any of its shares.  May be in the form of a dividend, partial or complete liquidation, voluntary or involuntary dissolution, purchase/redemption/acquisition of its own shares, distribution of indebtedness, or otherwise.

.06.400
Distributions to shareholders

Corporation distributing cash or other assets to shareholders because they hold shares.  Distinguished from rent, wages, etc.

· see .01.400(6) for definition of “distribution.” = transfer of cash or property except the corporation’s own shares (not property).

Most common distributions are:

(a). Dividends - out of earnings/retained earnings

(b). Redemption - purchase back shares

Usual the board of directors authorizes the distribution and some time later and employee sends the checks.  Time passes between authorization and payment.

A distribution can not be made if:

(a). The effect of the distribution prohibits the corporation from paying debts as they become due in the ordinary course of business (insolvent).  Examples: rent, loans, accounts payable, insurance, etc.; OR

(b). Assets are less than liabilities; including preferential rights that some shareholders have during dissolution.  (bankruptcy)

When authorizing a distribution, the board of directors must have financial statements to rely on, or a fair valuation that is reasonable under the circumstances.

A distribution (redemption) made on an installment basis must be evaluated each time an installment is made.

A. Debt and Equity Capital

B. Types of Equity Securities

1. Shares generally

2. Common and Preferred Shares

3. Special Rights of Publicly Traded Preferred Shares

4. Classes of Common Shares

C. Issuance of Shares: Herein of Subscriptions, Par Value and Watered Stock

1. Share Subscriptions and Agreements to Purchase Securities

2. Authorization and Issuance of Common Shares Under the MBCA

3. Par Value and Stated Capital

4. Eligible and Ineligible Consideration for Shares

5. Par Value in Modern Practice

D. Debt Financing

1. The Concept of Leverage

2. Tax Treatment of Debt

3. Debt as a Planning Device

G. Issuance of shares by a Going Concern: Preemptive Rights and Dilution

H. Distributions by a Closely Held Corporation

Management and Control of Corporation

SHAREHOLDERS

The corp. must maintain a record of shareholder’s names, addresses, and # of shares.  To have a right to participate in action, vote, be entitled to notice, etc., a shareholder must be a “shareholder of record” on a specific date - the “record date” .07.070.

· Must be able to reduce the list to writing (print)

· Shareholders on the list are the “shareholders of record”

Two ways for shareholder to take action:

· Without a meeting - Written Consent, or

· Meetings

Action without meeting

Consent (written) - Describes the action the shareholder is consenting to, signed and dated by the shareholder, and delivered to the corp.  (Delivery defined at .01.400)

· Action is taken/effective on date that the last consent that is required is delivered to the corp.

· Statute used to require unanimous consent.  Now a corp. may require unanimous consent in the articles.

· .07.040(1)(a)(ii) tells us how many consents are needed.  The required number of consents = same # of votes that would be required if there was a meeting and all the shares were represented.

· .07.040(6) - If using less than unanimous consent, all shareholders are entitled to notice.

· .07.040(3) - A shareholder can withdraw a consent by a Written, Signed, Dated withdrawal that is Delivered before the last required consent is received.

· An attorney should discuss less than unanimous consent requirements with a client when setting up a corp.

.07.040
Action without meeting

Shareholder meetings

Two types of shareholder meetings: (a) regular (annual) meetings; and (b) special meetings.  Every corp. is required to hold annual meetings.  The bylaws will say when, where, and what time the meetings will occur.  Can be date specific or use a formula.

.07.010
Annual meeting (shareholders)

(4). Failure to hold meeting does not affect the validity of corporate action.  The secretary of state can dissolve a corp. for failing to have meetings.

.07.020
Special meeting (shareholders)

· Who can call special meetings?  Board of directors or people authorized by the article/bylaws.

· Holders of 10% of the votes can demand a meeting and set forth what action they want directors to take.  See .07.050(3).  Does not apply to public companies.

Procedures must be followed before a meeting may be held:

(1). Required notice

(2). Content of notice

(3). Delivery

(4). If content is defective, the defect can be waived

(5). Quorum

(6). Proxies

Details of meeting:

	Notice
	“the meeting”

	Form .07.050/.01.400

Content .07.050/.01.400

Timing .07.050/.01.400

Delivery .07.050/.01.400

Effective

Waiver  .07.060
	Participation

Shareholder agreements

Proxies

Accepting votes

Quorums

Voting


Can’t hold a meeting if the procedural requirements leading up to the meeting have not been satisfied.

Can delay meeting unless defects in the procedures are waived

If special meeting, see if properly called

Notice of meeting

· Did the right people get notice?

· Form - Writing/no discretion .01.410

· Content - Must include date, time, place, must include purpose for meeting. 

· Timing - Minimum 10 days from date mailed (meet 11th day).  Max 60 days before meeting date.

· Effective - .01.410(3) notice to shareholders is effective when mailed.  (5) doesn’t apply if notice from corp. to shareholder because (7) tells us to go to specific section.

· Waiver - attendance at the meeting waives lack of notice or defective notice; unless the shareholder objects at the beginning of the meeting.  What is “the beginning” is another question.

· If a notice of a special meeting does not list all the business, object when the mater is raised at the meeting.  .07.060(3).

· .07.060(1) - waiver can be done in writing before or after the meeting.  The corp. can have everyone sign a waiver when they show up at the meeting.

If directors comply with the statute, but they did it in an effort to prevent participation, a shareholder can ask for injunctive relief and during discovery the shareholder might get information for substantive claims.  (eg.  Hold meeting in Brazil, send notices from Alaska, etc.)

.07.080
Shareholder participation by means of communication equipment

If the articles or bylaws so provide, shareholders can participate in a meeting without attending, if all persons participating at the meeting can hear each other.  E.g. conference call.

.07.050
Notice of meeting

Must notify shareholders of the date, time, and place of annual and special shareholder meetings.  

· Notice must be given no less than 10 and no more than 60 days before meeting.  Meetings to amend articles, merger or share exchange, sale of assets, or dissolution require 20/60 days notice.  

· Corporation is required to give notice only to shareholders entitled to vote at the meeting.  

· Notice for annual meeting does not need description of purpose (unless articles require), but notice of special meeting must have description of purpose.  

· If a meeting is adjourned to a new date/time/place and the new date/time/place is announced at the meeting, a new notice is not required.  If new date is more than 120 days later, a new record date must be set and notice is required. (.07.070(5).

.07.060
Waiver of notice

Shareholder may waive notice required by statute, articles or bylaws before or after the meeting date, or before/after the date written consent is effective.  Waiver must be in writing, signed by shareholder, and delivered to the corporation.  Attendance at a meeting waives objection for lack of or defective notice, unless shareholder objects at the beginning of the meeting.  If a particular matter is not in the purpose of the meeting included on the notice (only required for special meeting), the shareholder can object when the matter is presented.

.01.400
Definitions: “delivered,” “notice,” “effective date of notice,” “record date”

Deliver - includes (a) mailing and (b) for the purposes of delivering a demand, consent, or waiver to the corporation or one of its officers, transmission by facsimile equipment.

Notice - see .01.410

Effective date of notice - se .01.410

Record date - Date determined under .07.070 on which the corporation determines the identity of its shareholders and their shareholdings for purposes of this title.  Made as of the close of business on the record date unless another time for doing so is specified when the record date is fixed.

.01.410
Notice (generally)

· Must be in writing except oral notice of Board of Directors meetings may be expressly authorized by articles of incorporation or bylaws.

· Written notice may be transmitted by: Mail, private carrier or personal deliver; telegraph or teletype, telephone, wire or wireless equipment which transmits a facsimile of the notice.  If these methods are impractical newspaper of general circulation  . . .

· Notice from corporation to shareholder is effective when mailed, if first class postage prepaid and addressed to current record of shareholder’s address.

· See .01.410(5) for other effective dates of notice.  When not corporation to shareholder or when using methods other than mail.

· Specific notice requirements of other sections, or contained in articles/bylaws will control

Voting

.07.210
Voting entitlement of shares

.07.070
Record date

.07.200
Shareholders’ list for meeting

.07.220
Proxies

Shareholder appoints an agent to vote for them. (special agent).  General proxy uses his discretion; a special proxy is told how to vote.  

· The proxy appointment must be in writing.  

· The appointment is effective when receive by the corp.  

· If dates are not specified, it is only effective for annual meetings.  

· Death/incompetence of a shareholder will not terminate a proxy until the corp. is notified.  

· A shareholder can solicit proxies - get a list of shareholders from the corp.

.07.240
Corporation’s acceptance of votes

The corp. can reject a proxy if it doubts the signature (validity), or the authority of the signor.  To assure the validity is not questioned, use a notary.  To prevent authority issues, make sure the shareholder of record is the one who signs.  If a corporate shareholder is giving a proxy, the corporation having the meeting will not know what officers it has or that the person is who he says he is.

Salgo v. Matthews page 493.

General Electrodynamics Corp is baldly mismanaged.  Matthews and Thorp want new management.  At the annual meeting they will be electing directors.  Matthews and Thorp are soliciting proxy votes.  Pioneer Casualty Co., is the shareholder of record for 30,000 shares.  Don Shepard is the beneficial owner of the shares.  He is the president of Pioneer and had the beneficial ownership transferred to himself.  Shepard is in bankruptcy.  Pioneer is in receivership.  A receiver is running Pioneer and a trustee is taking care of Shepard’s affairs.  Tom McFarling is the receiver.  Julian Meer as an attorney who is acting as the election inspector for General Electo.

If Pioneer was not in receivership, the proxy could have been signed “Pioneer by Don Shepard” and attach bylaw or resolution that proves Don has authority, but since it is in receivership, they need a court order appointing McFarland as receiver and an order granting authority to sing the proxy appointment.  Then get the proxy form with McFarling’s signature and a notary.

The order in this case instructed McFarling to appoint Shepard to sign the proxy, but it didn’t mention Shepard’s bankruptcy trustee.  Meer rejected the proxy appointment.  The Court held that the shareholder of record votes.  The appointment by the receiver was not necessary, but should Not have been rejected.  Remedy: Quo Warranto - used to be common law, but now is statutory.

Voting for Directors

Straight voting vs. Cumulative voting

Straight voting =  different election for each director.  Majority vote wins in each election.  Minority shareholders can not get represented on the board.

Cumulative voting = one election for all directors.  The directors who get the most votes wins.  The number of votes a shareholder has equals the # of votes times the # of directors to be elected.  Can be distributed among candidates in any manner.

Rank in order of the # of votes cast.  Take the top vote winners.

· Gives shareholders a proportional share of voting power.  

· Minority shareholders have a better chance at getting some representation on the board.  

· Can enter into voting agreements with other minority shareholders to achieve greater voting power.  

· Cumulative voting does not apply outside of closely held corps. Because it would be too cumbersome for public corps.  

· Cumulative voting only applies to electing directors.

Formula to determine the minimum # of votes need to elect one director (assuming all votes are present) =


S/(D+1) + 1   or,

TVC/(D+1)  + 1
TVC = total votes to be cast (votes x # of directors)




D = # of directors

.07.280
voting for directors

Cumulative voting is allowed for election of directors unless Articles say otherwise.

.07.310
Voting agreements (pooling agreements)

Agreement among shareholders that provides how the shareholders will cast their votes.  Agreements are specifically enforceable.  Agreements primarily used when electing directors.  Usually in cumulative voting situations.

Ringling Bros - Barnum & Bailey Combined Shows v. Ringling  Page 507

Three shareholders: John, Edith, Aubrey.  E and A had a voting agreement.  Each could elect 2 directors and their remaining votes would be voted by agreement.  Corp had cumulative voting.  Agreement provided for an arbitrator  if they could not agree on who the 5th director would be.  (Corp. had seven directors.  A & E had enough votes to elect five because if cumulative voting).  The night before the meeting they still could not agree on the 5th director.  A is sick and can not come to the meeting.  She appoints her husband as proxy.  Before the meeting, the arbitrator says that A & E should vote their shares for an adjournment so they have more time.  E voted to adjourn, but A’s husband did not.  Chairman said the motion to adjourn carried (disregarded A’s vote contrary to the arbitrator’s order).  The meeting should have been adjourned, but they stayed and voted anyway.  

E votes  882 for herself, 882 for herson, 441 for Mr. Dun

A’s husband votes 1103 for A, and 1103 for himself

John votes 864 for Woods, 863 for Griffin, 863 for North

So, who is on the board?  The election was not valid because the meeting should have been adjourned.  The board at this point should be the old one because they serve until new ones are elected or they resign.

Delaware S.Ct. decides:  6 of the directors were validly elected, the 7th will be decided at the next meeting because it is just around the corner.  The 6 directors are the ones E and John voted for because A’s vote was invalid.

What went wrong by John M. Maurice:  The agreement said the determination by the arbitrator would be final, but it did not say how the determination would be carried out.  Should have appoint the arbitrator as the proxy.

Voting Trusts.

One other form of voting agreement is the voting trust.  It’s a statutory trust.  The record ownership and the beneficial ownership of shares can be seperated.  The voting trust holds the record ownership and votes the shares.  Dividends etc., are passed on to the beneficiaries.  The trustee keeps track of the beneficial ownership and the corp. keeps track of the record ownership.  If the trustee doesn’t vote in accordance with the trust agreement, the beneficiaries can sue.  Courts don’t like voting trusts, so legislature gave statutory authority to form voting trusts; now the courts must recognize them.

.07.300
Voting trusts

Quorum

A majority of votes entitled to be cast are a quorum.  Votes may be cast in favor, against, or abstain.

.07.250
Quorum and voting requirements

Once a share is represented at a meeting, it is considered present for quorum purposes for the entire meeting.

· Action is taken if more votes are cast in favor than against (not majority).

· If people leave the meeting early, there is still a quorum b/c .07.250

· If voting on a matter later in the day, it will take fewer votes b/c people may have left.

· The old statute said majority of votes in favor . . .  The effect of this statute was to count an abstention as a vote against.  Now abstentions are irrelevant.

.07.270
Greater or lesser quorum or voting requirement

Can change quorum and voting requirements.  Articles can provide fore Greater voting requirements.  Can move quorum requirements up and down.

.07.080
Shareholders participation by means of communication equipment

.08.060
Staggered terms of directors

DIRECTORS

Who, how many, how long?

.08.010
(1) and (2) Requirement for and duties of board of directors

Power is vested in directors.  Must have a board of directors unless  . . .
The articles can be amended to transfer power from the directors to shareholders or somebody else.  The duties of chapter 23B.08 follow the power.

.08.300 applies to shareholders if shareholders have been granted power.

.08.020
Qualifications of directors

.08.030
Number and election of directors

One or more directors.  The number is fixed by the articles or the bylaws.  Directors are elected at the annual meeting.

.08.050
Terms of Directors

Can specify qualifications for directors to meet.  One year term unless staggered.

.08.060
Staggered terms for directors

Can divide directors into 2 or 3 groups and stagger the initial terms.    If 2 year terms, every year 1.2 of the board is elected.

Getting rid of a director
· Ask to resign, or

· Remove

.08.070
Resignation of directors

A director can resign by written notice.  Resignation takes effect on delivery unless another date is specified.

.08.080
Removal of directors

Shareholders may remove with or without cause unless the articles say otherwise.  This is done at a special meeting.  Cause relates to performance as a director.  It is a good idea to draft removal into the articles.  The # of votes required to remove is an issue if the director was elected by cumulative voting.  If cumulatively elected, the is a vote to determine if the director continues, and cumulative voting is allowed.

.08.090
Removal of directors

.08.100
Vacancy board of directors

May be filled by shareholders or directors, unless articles provide otherwise.

Only situation directors may act without a quorum is to fill vacancies.  They can act without a quorum so they can get back to a quorum, but they can not conduct any other business.

(3). Can fill a vacancy before it occurs if there is a resignation that takes effect later.

Director Compensation
The directors can set their own compensation unless the articles or bylaws state otherwise.  If in bylaws, they can change it.

Director Actions
Without meeting

.08.210
Directors action without meeting

Unanimous consent.  All director positions must be filled, can not have any vacancies if using consent.  Effective when last consent is received.

Meetings of Directors

· Regular, special, and conference calls (unless the articles or bylaws say otherwise, this is opposite of shareholders).

· Regular Meeting - Notice does not require specific date, time, etc.

· Special Meeting - 2 days notice, no purpose (unless articles or bylaws say otherwise

· Oral Notice ____________
· Can object to meeting (defective notice) at beginning of meeting or promptly on arrival
· A director who does not vote for, against, or abstain is considered to assent.

· A director can leave the room and destroy the quorum at a directors meeting.

.08.240


Duties of directors

Directors are elected by the shareholders, but they are not agents of the shareholders.  An agency relationship requires (a) consent, (b) benefit, and (c) control.  There is not enough control by the shareholders to create an agency relationship.  

At common law the directors have a fiduciary relationship with the shareholders.  Because there is a fiduciary relationship, there are duties that flow from the directors to the shareholders.  If a duty is breached, the shareholders can sue for violations.  The right to sue for breach of duty is not in the Business Corporations Act.  The duties are: good faith, care, loyalty, etc. . . .

Now, the duties are codified; they are statutory duties.  Nothing says the statutory duties are the only duties, so there can be additional common law duties.  The common law and statutory duties exist side by side.

Once elected, directors are expected and required to exercise their independent judgment and discretion.

Shareholder liability can not be based on a director’s action because the directors are not agents of shareholders.

.08.300
Duties

(1). Good faith

(2). Care of 

(a). Ordinary prudent person (negligence)

(b). In like position. Personalized - background, knowledge, experience, education.

(c). Under similar circumstances.  Total environment in which action occurred.

(3). Director must

(a). Reasonably believes (must be able to explain belief)

(b). Action is in the best interest of the corp. (the entire corp.)

In practice, tell the directors that the duties exist and what their requirements are.

Can a director rely on information prepared by others?

.08.300(2).  Can rely on info: (a) form officers and employees if director reasonably believes they are reliable and competent in matters presented  [note: director can’t rely on someone else if they have the same capabilities] (b) . . . . .  (c) . . . . .

Director/officer insurance (D&O) protects for negligent acts, but not for acts rising to the level of wrongful, willful, intentional misconduct.

OFFICERS
Officers are appointed by directors.  Statute does not provide a job description for officers (as compared to directors in .08.010).  Must look at the bylaws and director actions to determine what officers the corp. will have and their authority.  It is an agency relationship.  There can be more tiers below officers, but depends on the board of directors.  The number of officers is up to the corp.  It can be as few as one.  .08.400 - same individual can hold more than one office.  Officers are agents of the corp., so they stand in a fiduciary relationship (agency cases develop the standards).  

.08.420 - statutory standard of conduct for officers.

.08.430 - Resignation and removal of officers.  

Officer can resign or board can remove with or without cause.

Limited Liability Companies

Not on exam.
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