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Shareholders Continued

●Can shareholders be liable? Generally, no.
BLL: Generally a shareholder is not liable for acts or debts of the corporations. 

●If the court pierces the corporate veil they are going to hold shareholders personally liable if:

1. They have abused the privilege of incorporating

2. Fairness requires it

In AL, the standard is that the court will generally pierce the corporate veil to:

1. To avoid fraud;

2. Injustice

2 scenarios often seen in piercing of the corporate veil

1. Alter ego & unity of interest:

EX: X & Y are shareholders in a corporation. X is CEO of Corporation. X co-mingles corporate and personal funds, uses corporate cards, etc… Corporation defaults and goes bankrupt. There are all kinds of creditors. Can creditor who is unable to collect from the corporation go after the CEO? 

Generally, no. If you are treating the corporation as your alter ego, then the court is probably going to allow piercing of the corporate veil.

What about shareholder Y in this scenario? Can he be held liable if court allows piercing? No.

2. Under capitalization: whether a corporation was organized with sufficient resources, by way of capital, liability insurance, or both, to meet the obligations that reasonably could be expected to arise in its business. *Issue here is whether the shareholders should have reasonably anticipated that the corporation would be unable to pay the debts it would be likely to incur.

*Court is more willing to pierce corporate veil for a tort claim rather than a contract claim.
Can shareholders manage corporations? Generally, the board of directors do, but shareholders can manage.

Can a publicly held corporation be managed by shareholders? If the shares are not listed on a public exchange (no public market), shareholders can enter into an agreement to eliminate the board and invest powers within themselves. *Agreement has to be in the articles or bylaws and has to be approved by all the shareholders. 


Are shareholders in the above situation no bound by the duty of loyalty and care? Yes, managing shareholders owe the same duty as a board of directors would.
Should there be a notation in the stock certificates that indicate that shareholders are managing the corporation? Yes. Failure to note it is not going to affect???

Is the existence of a shareholder managed corporation alone enough to pierce the corporate veil? No.

Can shareholders sue? Yes, it’s called a shareholder derivative suit.

What’s the difference between a shareholder derivative suit and a shareholder direct? A derivative suit is where shareholder is seeking to enforce a corporation’s claim, not his or her own personal claim. If the corporation has brought the suit it is probably derivative. 

EXAMPLES: 

●What if shareholder A sues X for breaching his contract with the corporation? This is a derivative suit.

●What if the shareholder sues the board of the corporation for usurping a corporate opportunity (duty of loyalty type case)? Is this a derivative suit? Yes. *Board owes duty of loyalty and care to the corporation.

What if a shareholder sues the board of directors for issuing new stock without honoring her preemptive rights? *This is not a shareholder derivative suit.

●Say  shareholder A sues company X for breaching a contract with the corporation, the court finds breach of contract and awards $50k in damages, who gets $$$? The corporation. Shareholder will get reimbursement of attorney fees. Typically corporation will pay the attorney fees.


-What if shareholder is unsuccessful? Can they still recover cost for expenses? No. Is shareholder liable to the company that was sued for their attorney fees? Possibly, it depends if it was reasonable to bring the suit. But, if it was frivolous they may be responsible.

-If shareholder A is unsuccessful, can other shareholders bring a claim? No.
●What are the requirements to bring a shareholder derivative suit?

1. Stock ownership: person bringing the suit must have owned stock at the time thew claim arose. *Or by operation of law by someone who did (someone who died gave their shares to you).

EXAMPLE: What if you have brought a suit, but half-way through the suit you decide to cash out and sell all of your stock, can you still be lead plaintiff? No.Ownership must continue throughout the case.

2. Make written demand on the directors asking them to bring attention to the matter, and then show your attempt of doing this was futile.

Futility: means that the directors are so antagonistic in the corporate interest that they are incapable of performing there duties

?????

Defenses

What kind of defenses??????
If corporation your suing brings statute of fraud defense because there is no written agreement??????

Can third party use defenses?????

????can be dismissed ??????

Court has to _____ any settlement ?????

Proxies

●????? 5 million shareholders and $10 million or more in assets

Shareholders are primarily there to vote on election of directors, but are involved in other things (merger of assets, major corporate decisions).

●Who has responsibility of getting the proxy statement out every year? The technical duty lies in the board. The preparation is governed by federal law.
Federal Securities Law-Rule 14(a)(9): Prohibits the making of a false or misleading statement of any material fact, or misleading omission of a material fact in connection with _____. 

●Do shareholders have a right to put there own proposals in the board’s proxy statement? 

Rule 14(a)(8): Allows shareholders who are qualified to piggy back into the proxy without charge.

*To qualify to do this you must:

1. Own $2,000 in the stock of the company;

2. or 1%, and must hold it for at least a year and through the annual meeting

*When can you not piggy back under 14(a)(8)? 

1. The corporation can exclude proposals that are not proper shareholder subject under state law (Ex. If I as a shareholder wanted to amend articles or bylaws of the corporation that would interfere with the directors powers that they have by statute.)

2. Economically irrelevant *Letter head proposal (Less than 5% of the corporations total access and not significantly related to the corporation)

3. Proposals related to the ordinary business of the company

*If I wanted to change the company’s letter head I could do it by paying for it.

Rule 14(a)(7): ????

FCC No Action Letter: ????
??????????

Board isn’t bound by proposals
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Closely Held Corporations
Closely held corporation: group of people who are probably intending on forming a partner type relationship, but instead they want to incorporate.


●Why would a group of people want to chose a corporate form as opposed to forming a partnership, LLc, etc..? You have more limited liability

●Historically speaking, small groups like this chose a corporate form to protect themselves from those liability issues.
●In a partnership, who does fiduciary duties held to? Each other, the parners.

●Who has a fiduciary duty in a corporation? The board of directors and officers. The directors duties are owed to the corporation.

●There are also tax benefits to incorporating versus having an LLC.

●Issues have arisen in closely held corporations because the law hasn’t evolved sufficiently enough to address them.

●Can individuals in closely held corporations contract around various corporate items (erases the majority power you would normally see in a corporation)? It depends. Because case law was inconsistent. *One case where shareholders attempted to contract around the majority norm. The court in this case held contract invalid saying it was immutable under contract law. Another case however, held a similar case valid. **The prevailing view until recently was that courts were hesitant to tinker with the majority power even in these closely held corporations. 


→The law has changed: 10-2b-7.32Shareholder agreements: This statute gives the power of contract to structure economic rights of shareholders to eliminate or at least mitigate majority effect of corporate boards. 


Requirements:

1. Have to have a written agreement signed by all the shareholders (oral agreement doesn’t work) *Agreement has to be unanimous. *Doesn’t have to be in articles or bylaws. *There is no limitation on number of shareholders that can enter into the agreement.

●What happens to a minority shareholder if there is not an agreement in place? Is there a protection for them? There is some additional common law relief.


EX: Dividends and Salaries

Shareholders can sue directly or derivatively.

Directly: suing on behalf of self

Derivatively: suing on behalf of the corporation

Examples

Direct Action: a shareholder is complaining about the size of the declaration of the dividend. They are not pleased with the dividend amount and claim that the board has breached their fiduciary duty by the size of the dividend. What will it take for the shareholder to succeed in a direct action? What kind of standard are we looking at?


→Generally a dividend is protected by the business judgment rule. To overcome that you will have to show: Fraud, etc.. *In this case you can also have some success by showing the board had an outrageous surplus and paid no dividends to shareholders. *Dividend decision is most protected decision by the business judgment rule. It is very hard to overcome this.

Derivative Action: a shareholder brings a lawsuit on behalf of the corporation claiming that the salaries paid to the executives are excessive. *The focus of the action will be whether the officers are doing the job that the salary is paying them to do. Is there a direct correlation between their job and their salary? Let’s say it’s an officer who is also on the board of directors. Will you have business judgment rule protection here? There will be a conflict if the officer is involved in setting his own salary.  *Remember though, officer/director holds duty to corporation and not the shareholder. Traditionally, the courts don’t care about the minority shareholder.

→What common law has done in absence of the contract to protect the minority shareholder, courts have begun to do a grafting of partnership law onto this relationship. It is a judicially created rule, there is no statute. The court recognizes the unfairness to minority shareholders, so the court grafts partnership principles onto the corporate form. *Now shareholder can have some success by showing that the dividend or salary was not intrinsically fair, so that the board should not have business judgment rule protection.

**Bottom line: Closely held corporations where we have a minority shareholder situation: Traditional corporate law doesn’t protect folks who are minority shareholders. It’s all about the majority. The law now provides the ability for shareholders to contract together (enter into agreemenst to wipe out the majority requirement). In the event you don’t have contracts or shareholder agreements, the law now will impose some partnership type concept (looking more at duties owed to shareholders). *Only true protection is the shareholder agreement, because there is no hard and fast rule that the courts will use.

●In addition to the shareholder agreement which is now provided for by statute, there are additional statutory provisions that aim at protecting minority shareholders.


10-2B-14.30 Grounds for judicial dissolution: allows for judicial dissolution

In a proceeding by a shareholder if it is established that:

(i) The directors are deadlocked in the management of the corporate affairs, the shareholders are unable to break the deadlock, and irreparable injury to the corporation is threatened or being suffered, or the business and affairs of the corporation can no longer be conducted to the advantage of the shareholders generally, because of the deadlock;

(ii) The directors or those in control of the corporation have acted, are acting, or will act in a manner that is illegal, oppressive, or fraudulent;

(iii) The shareholders are deadlocked in voting power and have failed, for a period that includes at least two consecutive annual meeting dates, to elect successors to directors whose terms have expired; or

(iv) The corporate assets are being misapplied or wasted.

→What will it take for shareholder to have the corporation judicially dissolved? The directors or those in control of the corporation have acted, are acting, or will act in a manner that is illegal, oppressive, or fraudulent.
Alabama cases before this statute, recognized the tort of oppression and recognized a duty of the majority to the minority. *There has been no setting aside of these cases. Thus they are still good.

Oppression: Frustration of reasonable expectations of shareholders.

Section 10-2B-14.34  Election to purchase in lieu of dissolution
Shareholders who are not complaining of oppression have a statutory right to buy out within 90 days (This is called “buy out” remedy). The shares are basically re-purchased at fair market value. *What is the problem here? What the fair market value is. Typically, in this scenario you will have the entire business value divided by the number of shares outstanding to come to a value. *There is no clear answer as to when this is done.

Distributions

●A distribution is a payment to a shareholder.

●A distribution can be a dividend, an agreement to re-purchase the stock, or redeem the srock.

●Distributions are to be declared in the board’s discretion.

●If you are not happy with the boards decision on the dividend, you are going to have a tough fight. *An action to compel distribution is very difficult to win. You can only win by showing a gross abuse of discretion (corp. has made an additional 50% profit in last ten years and has never given a dividend). This may not necessarily be enough however. *If the board gave themselves a bonus, excessive officer salaries, then there may be a problem.

Preferred: gets paid before common shareholders.

Examples:

●Board of directors of C corporation decides to declare a dividend of $400k

●There are $100k of common stock outstanding. What does each shareholder get? $4 dividend to each share.

●Let’s say there are 100k shares of common stock outstanding and there are 20k shares of preferred stock. 


Preferred stock gets their $2 preference. (participating: they get paid twice)



$40k


The remaining $360k is divided by the common shares.


The common shareholder gets $3.60

The preferred shareholder gets $5

●Let’s say there are 100k shares of common stock outstanding and there are 20k shares of preferred stock that is cumulative(*This means you add them up).

 
No dividends have been paid for three years. Because we have cumulative for the preferred, we have to add them up.


We owe the preferred for the past three years and the current year.


$2 preferred amount x 4 years= $8 x 20k = $160


Common stock holders get what’s left: 400k-160k=240k÷100k shares = $2.40 each

●Under AL Code, there are some limitations on distributions.

●Distributions can at times be improper under the law.


Under Al Code can be improper if:

1. Corporation is insolvent

2. If declaring or paying distributions will make it insolvent

●Insolvent: corporation is unable to pay its debts as they become due, or total assets are less than total liability.

●Can directors be personally liable for unlawful distributions? Yes.

●Can shareholders who receive an improper distribution be liable? Yes. If the know.

If KPMG comes to the board of directors and says you are in great shape, you have all this extra money, pay dividends to your shareholders you have plenty of money to do it. The board of directors in good faith relies on this and pays the dividend. The corporation goes bankrupt. Does the board have protection? Yes because they reasonably relied on the third party. “good faith reliance”

Fundamental Corporate Changes

Things that require more than a majority of shareholder approval:


1. Amending the articles


●These things require board action (voting to decide to present it to shareholders)

●Require super majority vote (2/3rds of shares entitled to vote (2/3rds of all outstanding shares)

●AL Supermajority Standard is fairly uncommon. Most states are lax compared to AL.

●What if you are in the 1/3rd? Do you have any dissenting rights? You have a right of appraisal (the right to force the corporation to buy your shares back).

When does a shareholder have a dissenting right?

1. Mergers

2. Sale or exchange of substantially all assets

3. Sale of shares in a share exchange

4. Certain amendments to the articles

How do they perfect the right to challenge?

1. File with the corporation a written notice of objection; and

2. Intent to demand payment

3. Shareholder has to sustain or vote against it

4. After the vote if they have lost, they must again make a written demand to be bought out

●In the event we don’t have a provision for valuation in the bylaws or articles, and the parties can’t agree to valuation, then you take it to court and the court decides.

Amending the Articles
●Requires a super majority vote
To amend the articles you need

1. Board of director action

2. Notice to shareholders between 10-60 days before the meeting

Shareholder approval for amendment of articles:

●Exception to supermajority rule: If there are 3,000 outstanding shares, how many need to vote for the amendment to amend the articles. *The majority of the outstanding: 1,501 votes

If only 2,400 vote, how many do you need to pass it? 1,501

●If it passes and you are amending the articles, you file the amended articles with the probate judge. 

Mergers
Requires

1. Board of director action

2. Notice to shareholders, including a copy of the plan of merger between 10-60 days before the meeting

●Shareholder approval is generally going to have to happen on both levels (Both company’s shareholders are going to have to approve this)

EX: If Corporation A has 6,000 outstanding shares, how many have to vote for meger to go through? 4,000 (2/3rds)

●There is no shareholder approval required in a short form merger (80% or more of the subsidiary is merging into the parent).

●After merger goes through, you file the articles of merger with the secretary of state. Not with probate judge.

●The surviving entity in a merger generally succeeds to all rights and liabilities of constituents. However, there are some provisions that can be put in to shield.

●Say we have one company aquring all the stock of another company (this is not an asset purchase or true merger), we have a sale, lease, or exchange of all or substantially all the assets. We don’t have a new entity being formed, but rather one entity purchasing assets and stock of another. *This is a fundamental change but only for the transferring corporation (one who is giving stuff up)


Ex: Suppose that S corporation has 12k shares and they want to sell all their assets to B corporation. B corporation has 8k shares. Or, let’s say that B corporation wants to acquire all the stock of S.

 Model exam answer: Board of directors has to approve this and give notice 10-60 days before meeting.

●What approval is required by the transferring corporation’s shareholders? Supermajority

If transferring had 12k shares, 8k would have to vote.

How about receiving corporation? Nothing. Would not have to vote bc it’s not a fundamental corporate change.

Are there any dissenting rights for shareholders? Yes. The transferring.

After this transaction, you file articles of exchange with secretary of state for share transfer.

●There is no secretary of state or probate judge filing required for sale of assets.

●In this scenario (sale of assets or stock exchange) the acquiring company is generally not liable for debts unless the deal says otherwise.
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