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INTRODUCTION

i
I WHATISA CORPORATION : o

A. Formed by filing with Secretary of*Sth' Injevery étate, one or more people may form a
corporation by simply filing a dvcument withe the, §ecretary of State or some similar state

official. (The medumu:s of thi¥ procebggx;g Jesgn.hed in‘detail lW P ,11.)

B. Artificial entity: What i thrs#osr}zoratl (ﬁm‘ﬁ }mmen 80 formed7 Its key aspect is that
it is an indi dent entity, M‘& J@eﬁtmmts owners (who are, of course,

%

entlty‘wmﬁq‘;xl it is treated the same as a
person for many | pu;p&es.‘For msfm.’noé Itz(fa{l e‘n@e:mo comazztswow-n pmperty, and sue or
be sued. Wi.f”" 5 s

C. Key advantages: Why do we Aeed tt) hawp éqmoraﬁans at all? Some of the reasons will
become clear when we dxscusvgf/ shortly below, how one%hol..ld choose between the partner-
ship form and the corpora}e‘form in settm% up a new busgness venture For now, here ure

hibes e is operating a

%ﬁl&mmetors}up") or over a group of‘.mdw:duals (who
g}'ﬁre&ﬁ!o be gpemtmg a “partnership”)
the o cm allows for limited Liabili’y.
for the amognt3 that he contributes to the cor-
arge deb&s “the_shareholders jare usually .ot
g a sole bmpr rship, or a group of individu-
iy be bersonal]y for the @ts of the ent :r-

“sharcholders”). Even though HE o

ition are freely
by shares, zad
or partnersLip

laws of a pur-
te. (There ure
of a particular
sed extensively
of the state of
owers of sto:k-

of the state. of

B. Delaware: The state of Del [y major role in corporate law.
Both for historical reasons and as a matter of the state’s own business strategy, a large
number of corp i head tered elsewhere are incorporated in Delaware. (For
instance, over half of all the corporations listed on the New York Stock Exchange are
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incorporated in Delaware. See Nutshell, p. 7.) Delaware has a very finely-developed corpora-
tion statute and accompanying body of case law. Therefore, we will be paying far more atten-
tion to Delaware corporate law than to ;ﬁhe law of any other state.

C. Other key states: Afew other state§ have unusual 4faportance in corporate law, not so
much because their jurisprudence is so well-developéd”but simply because these states are
the domicile for large numbers oficorporations. New York and California are the principal
states, apart from Delaware, qut we,bw).lJ\ be foc}lsmg on.

D. RMBCA: A‘il,,lmpm;gant Fo ldance bout ,corpoz'atmnﬂlzﬁ? especially for students,
comes from the Révised-Mo; 1 Buﬁl :Comorag%ngs.,gct (RMBCA). This is a model act
prepared by a committee of the A’tnenca; BarAs: sbcxatma. The RMBCA (and its predecessor,
the old Model Business “Col;poratmiﬁ' Aﬁ\ oﬂ@@Amgve together heavily influenced the cor-
poration statuteg,nf Tjore tﬁ"”n X;a]f ,the;tatas Nmﬁélf i+ Bp,T-8.

—

E. AL1 prOJect. The newestﬁajgﬁs\iﬁ e%oﬂgﬁfﬂ%c;’bn corporate Tawis still evolving, but its
importance is likely to grow inthescoming years® This is the American Law Institute’s Prin-
ciples of Corporate Goverrytnce. The ALL textis cdmparable to the Restatements prepared by
the ALI in other subjectsythe Principles;form a sort of\(Restatement of Corporations”. As of

this wntmg_&tbf A%Ls%’”gcmlﬁs ;mi,ga%?;{mied Bngl Brafi e .

OI. CHOO: YORGANIZATION
A. Choicé b@% ora\‘.f @”!ﬁy.person who is getting up a busmess
often absum of ion for the business is a corp
e.. Often, it wi qk_e more sense to set the business up
IH, “we examine.some of the factors that should ke con-
) i oQrpo) ate and partners| D.mgs 2
i S %@ ré;é Adaidlondlly’ if there will mﬁy‘sé“o e owne£ of the business, it
maysbe feasi Lo- 50t 1 p as a “sole propi toiwhtp” n a sole proprietor-

“”inéﬁs%cwes,on the business aszam,\ idual. This :neans
hgrdebt:s of the pmpnetorshlpm e reports the gains

. prietorship is)a gn — that is, many 7 of
ﬁlsﬁpm.a,ibl e.1 of this close resem-

articular statutory
In all states, gen-

on of two or more
In contrast to a cor-

operation of law,
without the need to file any forma] papers with any state official. Thus if Jones and
Smith, without signing any agreement between them and without filing any docu-
ments with the state, begin to jointly operate a corner candy store, they will fiave a
general partnership. The most important single fact about general partnerskips is
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that each partner is liable (via-a-vis the outside world) for all the debts of the
partnership. (See infra, p. 4.)

2. Limited partunership: All states also allow the formation of something called a “lim-
ited” partnership. I, all states, limited partnerships are governed by either the Uni-
form Limited Partuershlp Act (ULPA) or the newer 1976 Revised Uniform Limited
Partnership Act (RULPA)

a. For i Unhke I pastnership: (but like corporations), limited partner-
ships-may only be«create«l by filing a format “document with a state official. Also,
there must be.s'wntfeungmement aﬁmg«the ‘partriers. RULPA §201.

b. Nature: Lumted.partﬁershmg"hﬂrej; Eiiiﬂ‘fef’parmer (1) one or more “general”
partners, whg,are'eae?lfmble for all: thedgbts,@f the partnership; and (2) one or
more “imited” partners, srho. are: ot liable for the- :ae”bg“of the partnership beyond
the amount that th‘ley haev( mnt. ited the?a:‘ hi

! i. Corporate general partner To allow liability to be limited even further, the

: general partné'ds) may be a oorporalibn, and in fact a corporation with few
assets. means that a lnmted partnership, if carefully constructed, can be

a ividual-being ‘exposed s  thie, unlimited personal

),q of general partnerships. i

o

e ym management: *‘Why would anyone
sd partnership rather than a limited

tier may not participate actively in
parinership; ifhe.does participate, he will lose his
blem is not-asgbad as it sounds. The individuals
bal nershlp probably*cﬁxra'eate a gorporation of which
s, and can makem corporatjon be the general
i te general partner
“de facto” general

ell, pp. 24-26.)

orporation or as a
#lh.mited liability; (2)
y and expense of
ions. We consider

nce between cor-

erg’ liability is nor-
s up large debts
shareholders are

s not quite as signi-
nd other lenders

. as well as business
people do. Therefore, if the corporation is just starting and/or has limited assets,
lenders usually simply will not lend money to the corporation without personal
guaraniees by some or all shareholders. Therefore, the advantage of limited
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liability boils down mostly to avoiding liability for (1) debts to ordinary “trade cred-
itors”, i.e., suppliers of goods and services to the corporation; and (2) suits by tort
claimants (e.g., a person hw'by a truck driven by a corporate employee while on
corporate business). (But even these two classes of possible creditors may very occa-
sionally be able to recover agamst the shareholders by “piercing the corporate veil”;

see infra p. 25') 5 1
2. Partnership: The liability o pﬁmers,ﬁs you might expect, varies depending on
whether the partnershxp is e‘pe for lmuted one.

a. General partnqgglgp“fma genem
liable for t}m

i. Joint ablhmmd partngrﬁl’iitg wThlsqnmt llablhty applies even where one
i does,m» i act that’catses the partnership to become
habIe For‘iﬁstance, remef;}&;‘ﬁmxth and Jones, who are operating the local
candy store as’a genera] pa!irtners!up Assume that Smith and Jones have
signed a part‘nershlp agreament that -explicitly provides that neither wiil incur
any obhgatlons on behalf of the partnership without the consent of the other.
S%h orders;a, new.: freezer. without telling Jones. If
gi1iot pay the bill, the suppher of the freezer will be able to

1 pariners are individually

partners will lose this limit on
£ , t of the partnershi

A, "limited partners c: least vote for managers and

es thhout losing th a:&e]iﬁmted Hability. See RULPA,

hip, as noted, ithe general partners
I%e-zable only to the amount of their

management. The
e board of directors
is managed under
the officers. So if the
some but not all
tion — the central-

2. ershi] : ent is not a centralized

a. General partnership: In a general partnership, all partners have an equal voice
in managing the enterprise, unless they otherwise agree. But it is important to
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realize that the partners may indeed “otherwise agree”. For instance, they may
decide that the decision-making powers will be limited to one or a few of them
rather than all.

i. Right to deal with the resi of the worlds ’But remember that such internal
agreements coneerning decision- makmg a\ithouty are not binding on outsiders
who are unaware of these agr our le of Smith, Jones
and the freezer, supra, B 4) @Ju»‘ even if ‘the 26 general partners in ABC
Partnership agree,.}hat,@nly;p&rtné‘ A will have the right to commit the firm,
any piannermay nonef.hbless bind’the; g;&negshnp’ih a deal with an outsider, if
the outsxder is notE\vexe ofa.thls . agree] ee S,8&B, p. 112.

b. a ment mﬂmted partnership is the same as in a

1l_par » e imited pﬁrtﬁérs*fma not actively participate

in-management without Jesifig théir, & Tiability. In o words, each general
partner may bind the parme'rshug via-a- the rest of the world.

8. S y: So if the i t of the entlty }!eeds to be entrusted to non-owners or

to fewer than all of the owners, and it is 1mportant to make sure that only certain peo-

ple cama 1d behalf.of th prise, the corporate

sthe sest ofstl
form i dse i

L cap%%@
ownership (. &"iﬁ

whethexu%;; entancekﬁ, etc., does not

deugl of any general
I of a general’p: neﬁwﬂl dissolve the
othermse See UPA §§31-

unds. First, the
partner will not
1 atory dissolution

ué with a minimum
somewhat supe-

on the skills of
rgaining power that
comes from an ablllty to unilaterally dlssolve the pannershlp In any event, through
careful drafting of the partnership or shareholders’ agreement, a corporation can be
made to look like a partnership, or a partnership like a corporation, with respect to con-
tinuity of existence. See the discussion of shareholders’ agreements, p. 96.
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G. Transferability of interest: The two forms of organization differ with respect to how
readily fransferable an ownership interest is.

1. Corporation: Ownership interests in a corporation are very readily transferable.
Ownership is, of course, embodied in shares of sﬁﬁck Unless the shareholders otherwise
agree (see the distussion of shareholders’ Wevgments infra, p. 109), any shareholder
may at any time sell.dr givé his shares to/sinyone else without consent by the other
shareholders. This tranéﬁerabﬂlty is espedially important where: (1) the business wants
to attract “venture capu@I’ i.e.; equity mvesﬁnents in a young or start-up business; or
(2) the business 1s,lgrg wned by\manﬁdﬁfereﬁt people.

2. Partners]up- Ey‘.’mntrast a ﬁ'&"ﬁmﬁéﬂ ) interést is not really transferable to the same

extent Ordinaril ’ simiist, ¢ -to the ion of a new partner. See

'A §18(g). A partner tﬁg “dgsign’ . his partne«shlis%fetgst, but this does not make the
trmWe a partner; mstdp&f’ jf:Ke riterely obtains Hinited ic rights.

a. Pros and cons:“O; L‘O\n‘se,»ﬁhlS' Jirnited: tr bility is not ily a disad-
vantage. 1t will<often be vepy comforting -for each partner to know that no new
partner may'be thrust upon him w1thout ‘-' consent. (Since each general partner

1 enlnt,

partners is by

5, similarly, may in @ sense transfer their
oes aTl; become a limited partner — he merely
The transfe a!ﬁhty features of limited partnership
at there ‘s 7. exist pubhcghmlted partnerships”
es are trai _major stock;exchanges. One buys
ip interests” in suth'partnershlﬁ much as one would

on. ES— 5

s important, the co%&e fom@ is clearly superior to
ant, to the owners that be free transferabil-
v be‘somewhat preferable (thmxgbt sthe same resuits can
corpnratwn thro gh a careﬁllly-drafted shareholders agree-

of State and more
equirements applica-
ed a “franchise fee,”

g, Creal indeed, a partnership can
come into existence by operatxou of law (merely by vn-tue of the joint operation of a busi-
ness) even though the partners have not explicitly agreed that they will operate a
partnership. There tend to be hat fewer regulatory requir ts, and some states
do not impose a fee on the partnership for the mere privilege of existing. (But remember
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that a limited partnership, like a corporation, does have to be formally filed with the
state.)

Y
3. Summary: So if the enterprise wﬂl ‘be a very modest one carried on by just a couple of
people, ease and inexpensiveness §of creating thg@nterpnse and operating it argue in
favor of the partnership rather than corporate f?nn

I. Federal income tax: The'ﬁaderal mcmﬁ% tax .consequences of operating as a corporation
rather than as a partnershlp\are enormouss We can only touch very superficially on the
differences™ i« ",«f’ -

1. Corporatlon" The' corpomtm cgﬁed.as xeparate entity. In other words, if the cor-
poration has profits-er losses, .if % awn“tax‘mtum and pays its own taxes indepen-
0]

dently of the taxpositwn of lders= - e
* S
é!btslﬁ:nle tmhon”' %mnce ofithe corpu;a*ﬁonﬁ -status as a separate tax-
payer is that there< beigo- d “double taxation.” The corporation pays

a corporate inconie tax on 1t§ proﬁ he after-corporate-tax profits are then dis-
tributed to lee harehold {ends, the individual shareholders pay a
ond,

in terms of tax l:ates, ABC will pay a
ate&) of 49, or $340,000. If the remaining $660,000
s as di ds; these stockholders will pay individual
rate of 28% x' an additional of about $185,000).
o though ined tax mill’ equaling about 52%
fids of shareholders,-(But if thejshareholders are cor-
y receive will, be“tixed at ajmuch lower rate, on
iven to “inter-cofip dlvxden ds.”)

b1

e dogble
y seems If the curporag;m cafl pay out most of its
he Form ‘of hig}}\galanes to the o the problem
ay,.-The !eash:t is th t sa.lane ductible at the cor-

0 d at the individual
the corporate level
le or nothing).

ation problem only
If the corporation
hen there is only the
ccumulations might
ue Code intended to
usually not a prob-

alaries) ia modestly
level. The reason is
and $75,000, the tax
rate on these corporate profits will be lower than 1f the money were received by
shareholders and taxed at the individual level, due to a special low percentage
tax rate for the first $75,000 of corporate proﬁts. See S,8&B, p. 123. (Of course,
this assumes that the corporation keeps these profits on hand to reinvest in the
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business, rather than paying them out as salaries.)

b. Subchapter S: The usual principles of corporate taxation can be avoided if the cor-
poration qualifies for status as a “Subchapter S corporation,” and elects to be
treated that way. See infra, this page. #

c. Fringe ben@ﬁts. Many frmge beneﬁts Aiven to o 3 of corp
receive very favorable ta{a For ingtance, pension and profit-sharing p!ans, and
stock options, are more & hle Mi[;c:r;tmns than to partnerships.

01

Partnersﬁ%nersl}‘ig not separately-taxable entities.
Instead, the partfiership.is_vi as_an gation of individuals for tax purposes.
True, the partncmhlp.ﬁ.leb‘a , L83

% return is merely an informational
return, which s| ¢
tributed: “the p:

3 " ned and how those earnings are dis-
i t is pai 'b%‘il&ipdividua], and is therefore
a furiction of his own 4 “oth ~earnings or Iosses he has.
a A jon t the partnership avoids the “double tax-
ation” proble%at can occur in corporatwns On our example from p. 7, if ABC

iher f.ha.n a co: "c(atlon, the total tax on the $1 million
p ﬁwf&umw F*u:h would be reported

sds doubl

tage of partnershipg is that the partners
tzl}: partnership $o individual partners

ide. i
ignificant xé’?)}omu'ties for s Ezltenng gains from
opportunities M}nuch redug Ed by the Tax Reform

“partner is ively involved t of the
share of losses:;%ﬂE by tﬁ% partnership against
Thus if Smith and“Joi ope§‘be their candy store

Sand the store loses money,
&d income and pay indivi-

siness is closely held
profitable, taxation
The standard indi-
. Assuming that the

allpaid-om orporation as salary
nounts), the o ill be better off if their
ed to them at the

ike to be taxed approx-
i n be able to do so by
having corporation elect to be'treated as a Subchapter S corporation.
a. Tax tr t: A Subch S corporation does not get taxed at the corporate
level, unlike a regular (or “Subchapter C”) corporation. In a loose sense,
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stockholders in an S corporation are treated as if they were partners. For instance,
if A and B each owned 50% 0£ ABC Corp, an S Corp., and the corporation had pre-
tax profits of $100,000, ABC weuld not pay any tax, and A and B would each report

$50,000 of taxable income. ;

b. Shelter: Like a"gartnershlp and unlike a € forporatlon, an S corporation may far-
nish the opportunity to s'helte: inepme £#61n other sources. Thus if ABC Corp has
a loss of $100,000 instead Qf & gain, Aand B as equal shareholders may each use
hig-$50,000 loss_to_ofiBet ?50 Ogolﬁdm,m a salameamed at a different job.
(However, 'ﬁmes&losses»are ited 40-6ach mvestou “Basis” in his ABC stock, ie.,

his i t 0 d\e nhnn ) o :{

c. Requirements.,Ng.:‘gm corporal % yelxglble for taxation as S corporatlons
The ﬁqmrements-‘gre that: l)iﬂxere rast be 20 more than 35 shareholders;
(2)“all ‘shareholdgrs mustby hﬁ{l&yﬂlssestabes or quahﬁed trusts; " and (3) there
may be only one clasj o sboc ouﬁgtan‘dhg ,

4. Summary: In su.mmary théf” mvgstors will probably prefer to be taxed as partners

rather than as C corporation kit if the t i has (after of salaries)
eithet eg,0r %ﬂ(& ,y,‘ Wh}p form.dsused; losses can be offset
a%w %&asﬁ’wf partners are actively involved in running the busi-
s ¢ ﬂm@& w].L ‘at a wer rate than if they were corporate profits.
ie m «fortd obably; better. if, after payment of salaries, the cor-
f W betweerﬂls 000 and $75,000); The corporate form
telike pension and profit sharing plans are an impor-
conofiic’ it that will béFeceived by the goéners Lastly, many
ship tﬁﬁm can be ach':ev%by operatmg?s an S corporation.

e

ﬁ&‘ims factors, we.can,gay the folﬁwmg

rate form is usually stiperior: 1) where the owners

m hel 5 (2) where free Q‘ang_fer ility of interests is

Cﬁwzed' management is important; aspwlhere there is a large
,9:5:0'; all be' qctlve in the busmess, a.nd (4) where continuity of
ﬂlq draw al;o } ificlint.

n that if there will

vantages will often

N
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E

tapter coversﬁ{ number of introductory topics about
the corporate foﬂn (lﬂwh ‘and how to moorporate (2) the now-

abandoned ultra vires pr

by
P
R and w] i r ECIX: ences of,a»defect in the incorporation

(55-the-cir( ierce the corporate veil” to
hold the sharehold "‘hable“fqt Wﬁi@hhgahons and (6) the equitable subor-
dmatxon of insider” roceedmgs Topics 3-6 all relate princi-

holders and against those
ey

A. Where to lncorporate. The md;wdnals’who want to fo\x\h a corporation have several impor- :

tant initial d make...One of these is, wrate.. Usually this decision :
tate where the corporatmn wﬂhbave its principal :
¢ ich y out of serving as !
the stateof ! e : is elsewhere.

1. ¢ ake where you: incorporate? The

a 1 rule, it is the }aw of the stafe of
. K&C, p. 142,
ition may declare a
£ stockbolders must
5323) are set by the

i

% corporation’s o and shareholders

Whatev\tr corporate governance rules they wish.

he articles to pro-
y contrast, might
t the articles of

to be a permis-

b. Costs of using foreign domicile: Conversely, the closely-held corporation is
likely to incur major extra costs if it incorperates “out of state”. (1) The corporation
will face two sets of taxes (a corporation must generally pay at least minimum






