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Unit 1:  Getting a Business Started.

A. Introduction to the Economics of the Firm.

a. Statutes:

i. Corporate law in the US is mainly a matter of state law. There is no Federal statute to business practice.

b. The “of Grapes and Winemaking” Problem – thinking about the economic themes involved of setting up a business.

i. How will the risks of the business be allocated between the parties?

1. There are 2 types of risks:

a. Controllable Risk (i.e., work done by the agents.)
i. How should these risks be allocated between the parties?

ii. How and by whom are these risks best controlled?
iii. The need for the investors of the business to monitor the agents?

1. Direct monitoring.

2. Indirect monitoring.

3. Monitor by contract. 

b. Uncontrollable Risk (i.e., weather, infestation, taste for wine)
i. Ways to reduce risk:

1. Purchase insurance

2. Diversify the risk.  
a. Owner usually in a better position to control risk – usually wealthier. 
ii. How should these risks be allocated between the parties? 

2. Risk preferences of the parties:

	
	Method 1

(risk loving & risk neutral)
	Method 2

(risk adverse)

	Lots of sun

(50% probability)
	$200
	$140

	Not much sun

(50% probability)
	$100
	$140

	Expected value
	$150

[(50% x $200) + (50% x $100)]
	$140

[(50% x $140) + (50% x $140)]


a. “Risk adverse” 

i. Willing to give up expected value to reduce the dispersion of the returns. 

b. “Risk loving”

i. If method 1 has a lower expected value they would still choose method 1 because there is a possibility of a higher return (even if slight).

c. “Risk neutral”

i. Look at the expected value only – do not care about the dispersion of possible outcome. They will always choose the greater expected return.

ii. Look at the incentives of the parties.

B. Choice of Organizational Form. 

a. Characteristics of corporations, general partnerships, limited partnerships, and limited liability companies. “Default rules.”
	
	Corporation
	GP
	LP

	Formation
	Requires formal action with the state. 

Must file articles of incorporation.
	No filing required.
	Requires filing a certificate setting forth the rights and duties of the partners and identifying the GP.

	Liability
	Limited liability

*Key feature.

Exceptions:

-Piercing the corp. veil.

-Corp. not properly formed.

-Unpaid capital investor promised to make.


	UPA§15 – Unlimited liability of all investors

UPA§17 -New partner to an existing partnership is liable for all debt of the partnership arising before his admission. 

RUPA §306 – a person admitted as a partner into an existing partnership is not liable for the partnerships existing debts.
	Unlimited liability of GP

Limited liability of LP

(ULPA - the LP is converted into a GP if he partakes in management & control of business)

RULPA §§ 303,403 - 

The LP is not converted to a GP even if the LP partakes in the management & control of the business.



	Transferability
	Free transferability of interests
	UPA§27 – may transfer profits from partnership but transferee is not a partner.

All partners must consent to admission of a new partner

RUPA §§502,503 (same as UPA)
	Transferability only with consent of all partners

RULPA §§ 704

ULPA (2001) §§ 702(a)(3)

	Life Span
	Continuity of life 

(i.e., perpetual existence)
	UPA §31 - Dissolution on the death, withdrawal, or bankruptcy of a GP

RUPA §§601,603,701,801 relaxes UPA rules: must opt to dissolve partnership
	ULPA (2001) §§ 801 - Dissolution on the withdrawal of a GP

RULPA §§ 801 –GPs must opt to dissolve.  If no more GPs left, LP must appoint a new GP.

No dissolution on the withdrawal of a LP



	Management

And control
	Centralized management

SH ( board ( officers
	UPA§18(e) - Management by all of the partners regardless of investment

RUPA§401(f) – same.
	ULPA (2001) §§ 406 - Management only by the GP

RULPA §§ 302,403(a) - Consent by all partners required for decisions that substantially affect the partnership (i.e., dissolution). LP may partake in management w/out losing LL.



	Ability to raise capital
	May be funded by stock
	Increase funding only with new partners
	Increase funding only with new partners

	Taxation
	Corporate taxation 

( Results in double taxation if dividends are paid out.

( Loss taken by corporation. Can carry loss back 2 years or forward 20 years,

C-corp. & S-corp.
	Pass through method

( Each individual pays tax. Double taxation is avoided.

( Loss taken by individuals. 
	Pass through method unless elect to be taxed as a corporation (“check the box”)

( Each individual pays tax. Double taxation is avoided.

( Loss taken by individuals.


Note - Subjected to either the Uniform Limited Partnership Act (ULPA) or the Revised Uniformed Limited Partnership Act (RULPA).  The RUPA is a little different than the UPA – in RUPA the model statute better fits what people usually do.  RUPA has not been adopted by all state.  

Corporation superior when: 

1. All parties want LL

2. Perpetual life span

3. Free transferability of interests

4. Centralized management

Partnership superior when:

1. Tax advantages are significant

2. Simplicity and inexpensiveness of creating and operating a business are important

LLC’s:

The fastest growing form of organization since the 1990s has been the LLC.  All states have enacted special statutes recognizing and regulating LLC’s. The LLC is neither a corporation nor a partnership, though it has aspects of each.  Many people think that the LLC incorporates the best aspects of both the partnership and corporation. Taxed as a partnership. 

b. Taxation of business entities.

i. Partnership taxation/ pass through regime.

1. Partnerships are not separately taxed entities.  The partnership files a tax return, but each individual pays the actual tax.  Therefore, double taxation is avoided. 

ii. Corporate taxation.

1. A corporation is treated as a taxpaying entity separate from its shareholders.  The corporation, not its shareholders, pays taxes on whatever income it earns.  

a. Results in “double taxation” – a corporate level tax on corporate profits, followed by SH tax on dividends.

2. Types of corporate tax form:
a. C corporation
b. S Corporation – taxed as a partnership.
i. Must be a domestic corporation with no more than 75 shareholders.  

ii. Corporation cannot have any foreign or entity shareholders.  

iii. Cannot have more than one class of stock.  Certain forms of debt may be treated as a separate form of stock.

iv. All the shareholders must agree to be taxed as an S corporation. 

iii. Rules in Practice:

1. Double taxation.

	Corporate (entity) taxation with no distribution of earnings as a dividend
	Corporate (entity) taxation with distribution of earnings as a dividend
	Partnership taxation

(pass through method)

	$200
	$200
	$200

	Entity tax of $70

(35% of $200)
	$89.50 of tax:

Entity tax of $70

(35% of $200)

SH tax of $19.50

(15% of the $130 dividend)
	Partner level tax of $70

(35% of $200)

Regardless of whether the $200 of income is distributed

	$130 after tax
	$110.50 after tax
	$130 after tax


2. Example: loss

	Year 1
	$200 income
	$70 tax

	Year 2
	-$200 loss
	$0 tax paid

$70 tax refund

(As if no income earned in year 1)


3. Example: full loss not taken in 1 year.

	Year 1
	$100 income
	$35 tax

	Year 2
	-$200 loss
	$0 tax paid

$35 tax refund


$100 of the $200 loss will be used to offset the loss in year 2 – refund of $35 in year 2.   We did not use up the full loss – the remainder $100 loss can be used in the future.  

c. Deciding which form to be used based on: (think of these in the precision tool problem)

i. Formalities.

ii. Default rules.

1. Limited liability

2. Allocation of control and management

3. Continuity of life or limited life

4. Transferability of interest

iii. Taxation.

iv. Ability to raise capital.

d. The Precision Tools problem. See notes.
C. Setting up the Corporation.

a. Ethical considerations. (Code of Professional Responsibility) 

i. From an ethical perspective, the lawyer can only represent parties where there may be a conflict of interest if the parties give written consent after full disclosure.  

ii. A lawyer that is retained by an entity owes allegiance to the entity (thus, the corporation is the client of the lawyer).  

iii. The attorney should disclose that there may be a conflict between the parties and that each party may want their own lawyer – ridiculous b/c the parties will find another lawyer that will set up the corporation.  Do not ignore this ethical dilemma. 

iv. Cannot share confidential information that anyone of the party individual discloses.  Make it clear to the parties that the lawyer is not the mediator.  

b. Choosing the State of incorporation.

i. Introduction. Because there is no federal corporation law, a business may incorporate in any state that best suits its needs.  The managers, not the shareholders, choose the state of incorporation.

1. Close corporations:  incorporation usually takes place where the corporation’s principle place of business is located.

2. Publicly held: usually incorporated in Delaware.

ii. Internal affairs doctrine.

1. Internal affairs doctrine: “the law of the state of incorporation, with rare exception, governs the internal affairs of the corporation.”  

a. “Internal affairs” - Issues related to corporate government (relationship between managers and SH), issues related to the right of SH to vote, rights to distribution of property, fiduciary duties of directors and managers, the right to bring a derivative suit, etc…

b. Benefits of the internal affairs doctrine:

i. Serves the vital need for a single, constant, and equal law to avoid the fragmentation of continuing, interdependent, internal relationships.

ii. Facilitates planning and enhances predictability.

iii. Delaware versus the home state.

1. Professor Carry –

a. “Delaware led a race for the bottom.”  He contended that Delaware systematically had eliminated or reduced shareholder protections.  The competition among states to attract corporations has caused a race for the bottom – the SH suffer.  The pro-management stance in Delaware operates against the SH.

2. Ralph Winter – 

a. “Race to the top” – management cannot get away with things that are detrimental to SH b/c someone will come in and take over the business (i.e., management) and incorporate somewhere else.  The market would react to a “race to the bottom.”

3. Reasons why Delaware is so popular:

a. Delaware relies heavily on franchise taxes and therefore would have much to lose by failing to amend its statute in order to provide firms with advantages offered elsewhere.

b. The Delaware state constitution requires a 2/3 vote of both houses of the legislature to change its corporate code.  The supermajority requirement makes it particularly difficult for the legislature to deprive corporations of benefits that they currently enjoy.

c. Delaware has tremendous assets in terms of “legal capital” which includes a massive body of corporate case law, judicial expertise, and an administrative body that is geared to rapidly process corporate filings.

c. Delaware provisions.

i. Forming the corporation:  Page 59 from graphics: 

1. Articles of incorporation: to form a corporation, the incorporator files a document known as the articles of incorporation with the secretary of state.  Corporation must come into existence with 90 days of filing.  The charter must include [Del. §102(a)]:

a. The name of the corporation

b. The name and address of the registered agent in the state of Delaware.

c. The nature and purpose of the business – stated in broad terms using boilerplate language.

i. “Ultra vires” doctrine – traditionally acts beyond the powers of the corporation were held to be unenforceable against the corporation.  Modern corporate statutes have eliminated this doctrine.

d. Capital investment – must state the type and amount of stock to be issued as well as its par value.  

i. Can decide that the board will decide the amount that preferred stock would be issued at –“blank check preferred.”

e. May name the directors or decide the directors at the organizational meeting after the charter is filed.   
i. At first SH meeting, SH elect directors.

f. Articles of incorporation can only be amended in a 2-step process: first approval by board & second, approval by SH.

2. Corporate Bylaws:

a. After the corporation has been formed, it adopts bylaws.  The corporation’s bylaws are rules that govern the internal affairs of the corporation.  Bylaws can be amended by the SH or by the directors only if the directors are given this right.  If the directors have the power, it does not divest the SH of this power.

i. If the bylaws conflict with the charter, the charter overrides the bylaws. 



Issues to think about in Unit 1: 




The relationship between risk and return in the business enterprise and the roles of owner and employee. 




Under what circumstances would you advise a client to do business as a general partnership? As a limited partnership?  As an LLC?  As an S corporation?  As a C corporation?




What steps must you take to assist a client in starting business as a corporation?  

Unit 2:  Corporations as Legal Entities.

A. Introduction to Corporations as Legal Entities.

a. Introduction.

i. The Corporate Actors:

1. Shareholders – 

a. The SH act principally by electing and removing directors and by approving or disproving fundamental or non-ordinary changes (e.g., mergers).  SH may also amend the bylaws of the corporation and the charter with board approval.  

b. SH are the main recipients of the duty of loyalty and care.

c. Residual claimants both to income and liquidation. 

2. Board of directors – 

a. Directors manage the corporations business and chose the officers.

3. Officers – 

a. Officers are chosen by the board and run the day-to-day business.

b. The Corporation and the constitution.

i. First National Bank of Boston v. Bellotti  

1. Rule – the corporation is given protection under the 1st amendment. This allows the free flow of ideas in the market. A state can only limit a corporation’s speech with the showing of a compelling interest. 

a. Negative effects of corporate free speech:

i. “Drown out theory.” The speech of corporations is stronger than individual speech and may drown out individual speech. (Listeners rights)

ii. “The other people’s money problem.”  Protecting the rights on SH whose views may differ from those of the managers.  

2. Class theme:

a. 2 competing issues of the firm:

i. Traditional theory of the firm

1. Focus on SH.  Under this conception, the SH own the firm and management then runs the corporation for the purpose of maximizing SH wealth.  This is the theory of the firm that became dominant in the early 1900’s.  

ii. New economic theory of the firm (i.e., corporation as contract)

1. Some commentators regard the corporation as a nexus of contracts among factors of production.  The goal of the corporation is to reduce transaction costs (this is the purpose of default rules).  The corporation law is enabling – you can change the terms of the agreement by contract.  In this structure, the SH do not take on a major role in the operation of the business.

b. There is much tension between the 2 theories of the firm.  Under corporate law, the duty is owned solely to the SH which is consistent with the traditional model.  Everyone else is outside the firm. Under current law there is a hybrid approach to these models.  The consensus is that the law is moving towards the New Theory.

B. Corporate Purposes and Powers.

a. Purpose.

i. Del. §102(a)(3) – no longer need to state a specific purpose in the articles of incorporation. “it shall be sufficient to state that the purpose of the corporation is to engage in any lawful act or activity of which the corporation may be organized.”

ii. CA §202(b)(1)(i):  Articles of Incorporation – the articles of incorporation must set forth the purpose of corporation as engaging in lawful activity.

b. Power.

i. The powers are the means to accomplish the purpose.

1. DL §124 – Corporation could not use ultra vires as a sword to get out of contracts 

2. CA §207 – same as DL§124

3. CA §208 – Corporation has all the powers of a natural person

C. The Corporation and Society.

a. The Berle-Dodd Debate. (conflicting views about corporate function)

i. Berle.  The sole function of the corporation is to maximize the wealth of the SH.  

ii. Dodd.  The corporation must be socially responsible.  

1. Dodd’s most well known opponent is Milton Friedman:

a. Friedman says that the corporation has only one responsibility – to use its resources and engage in activity designed to increase its profits so long as it stays within the rules of the game, which is to say, engages in open and free competition, without deception or fraud.  It is the responsibility of the rest of society to establish a framework of law such that an individual, in pursuing his own interest, is promoted to an end that was not his intention.

b. Dodge v. Ford Motor Company (followed Berle) - Philanthropic Activities not a charitable contribution.
1. Rule – the directors owe a duty to maximize SH wealth. 

a. Always argue that operating in the quasi-philanthropic is profitable for the business (i.e., SH).  The reason that they were to increase the productivity of the company was to increase the profits.

c. ALI Principles of Corporate Governance. Combines Berle & Dodd.
i. §2.01 – the objective and conduct of the corporation:

(a) Enhance corporate profit and SH gain (“economic objective” – i.e., Berle)

(b) Even if the corporate profit and SH gain are not enhanced, the company may:

(1) Act within the boundaries of the law

(2) May take into account ethical considerations that are reasonably regarded as appropriate to the responsible conduct of the business

(3) May devote a reasonable amount of resources to public welfare, humanitarian, educational and philanthropic purposes (i.e., Dodd)

ii. ALI is not law – corporate law experts got together and drafted these principles.  

d. Other Constituency Statutes.

i. These statute permit, and in some cases require, the board of directors to consider the effect of any corporate action on non-corporate SH interests (i.e., employees, creditors, customers, company town).  

1. ABA does not like constituency statutes.  

a. Under the traditional theory the managers have the purpose to maximize SH wealth.  Once another constituency statute is adopted, there will be a conflict between the interest of the SH and those of the other constituents.  The directors now must determine whose interests are most important.  

2. Delaware and CA do not have constituency statutes.  

e. The Role of Counsel.
i. “Moral independence theory” – lawyers are not morally responsible for their clients’ actions (i.e., a lawyer could defend a criminal without being a criminal himself).  An important premise underlying this theory is that the actions of a lawyer and client are distinguishable.  

ii. “Moral interdependent theory” – Actions of the lawyer and client are not always easily distinguishable.  Lawyers and their clients work together to structure deals.  

iii. The lawyer as dealmaker

1. Lawyer can conduct their practice in 2 ways:

a. Evaluative approach - They can allow clients to make proposals that the lawyer will subsequently evaluate within a statutory and regulatory framework.

b. Creating the deal - Lawyers can act as creative agents and participate in the formative stage of transactions, designing proposals to fit within legal parameters and then taking these proposals to the client for approval.  
i. Deal making erodes the lawyers’ independence from clients and has negative effects: (a) the lawyer will fail to objectively evaluate their own transaction  (b) the lawyer has a financial stake in closing the deal.

iv. Understanding the moral interdependence of lawyer and client

1. When should corporate lawyers accept responsibility for client conduct?

a. Lawyers should accept responsibility when the facts of lawyer participation in client conduct make any other conclusion illogical

b. Lawyers should accept moral responsibility when they are paid to accept actual responsibility

c.  Lawyers should accept moral responsibility when they perform functions in corporate governance that they have chosen collectively as well as individually.

2. Benefit of interdependent lawyering:

a. If lawyers know that the ethical dilemmas of their clients can become their own, some lawyers may change the way they choose their clients.

b. The impact of representing a certain client may be considered.

c. Lawyers may give more than legal advice

d. Lawyer and client communication may increase

f. ABA model rules:

i. “A lawyer shall exercise independent professional judgment and render candid advice. In rendering advice a lawyer may refer not only to law but also to other considerations such as moral, economic, social and political factors that may be relevant to a client’s situation.”

D. Corporate Charitable Giving and Social Responsibility.

a. Tax law that encourages corporate charitable giving.
i. Introduction. Corporations are taxpaying entities, separate from their shareholders.  In other words, corporations file tax returns and owe tax on their income, just as individuals file tax returns and owe tax on their income. Corporations, like individuals, are allowed to take a tax deduction for the gifts they make to charities.  Corporations are not allowed to take a tax deduction for dividends they pay to their shareholders.  Shareholders must pay tax on dividends they receive.  

1. Facts. X Corp. has one shareholder, X.  Both X Corp. and X are taxed at a 35% tax rate. For the current year, X Corp. has income (after taking all deductions other than a charitable contribution deduction) of $200.  X Corp. (and shareholder X) would like to give $100 of X Corp’s cash to charity.  There are two ways to make the charitable gift: (1) X Corp. could make the donation to charity directly; or (2) X Corp. could distribute the $100 to X, the shareholder, as a dividend, and X could make the gift to charity.

ii. Consequences if X Corp. makes the donation to charity:  X Corp. writes a check for $154 to charity.  If X Corp. had not made a charitable contribution, X Corp. would have owed $70 of tax  ($200 of income x 35% tax rate).  If X Corp. directly donates the $154, X Corp. will owe $16 of tax. ($200 income - $154 charitable contribution deduction = $46 of income remaining; a 35% tax on that income = $16 of tax.) The $154 charitable contribution deduction will thus save X Corp. $54 in tax and the after-tax cost to X Corp. of the $154 contribution is only $100, the amount X Corp. wanted to donate.  After paying tax, X Corp. is left with $30 ($46 of income after the donation - $16 of tax due = $30).  The corporate level contribution has no effect on X’s individual tax liability.

iii. Consequences if X Corp. distributes the $100 to X, the shareholder, as a dividend, and X makes the gift to charity:  X Corp. writes a dividend check for $100 to X, the shareholder.  X Corp. cannot deduct the dividend payment. X Corp’s income is $200 and X Corp’s tax liability is $70 ($200 income x 35% tax rate). After paying tax, X Corp. is left with $130 (because $200 of income - $70 of tax due = $130).  X  Corp. paid a nondeductible dividend to X of $100, so X Corp. is left with $30.  

1. X must pay $35 of tax on the $100 dividend.  (The $100 of dividend income is taxed at a 35% rate, so the tax on the dividend = $35).  X has $65 left to donate to the charity.  X writes a check to the charity for $100.  A $100 charitable contribution deduction will save X $35 in tax, so the after-tax cost to X of the $100 contribution is $65, the amount X wanted to donate. 

iv. Bottom line:  The donation is $154 if it is made directly by the corporation, but only $100 if it is made by the shareholder after receiving a dividend from the corporation.  The reason is that the corporate level donation eliminates the second tax on corporate earnings that are distributed to shareholders as dividends.

b. State statute on corporate charitable giving.

i. State statutes do not require that the charitable giving benefit the SH. 

1. Del §122.9 and CA§207(e) both permit charitable giving regardless of whether the donation maximizes SH wealth.  CA says this explicitly; Delaware cases interpret the law this way.

ii. Drawbacks to corporate charitable giving:

1. The “other people’s money” problem.  The management makes decisions on which charity the SH money should go towards.  Management need not disclose to SH the name of the charity.

c. Cases.

i. Theodora Holding Corp. v. Henderson – is a stock charitable donation valid?
1. Rule – to be valid, the gift must be proper as to amount and as to purpose.
a. Amount: The court is using as the benchmark the limitation on deductibility.  
b. Purpose: The court is balancing the benefit to the beneficiaries vs. the loss to the SH.  
ii. Kahn v. Sullivan – BJR.
1. Note – the court does not use the test in Theodora Holding Corp. v. Henderson b/c this case does not concern the substance of the decision.  To say it another way this case is about the business judgment rule. 
2. Rule - Business judgment rule- if the board used a good process/procedure in reaching their decision then the court will not evaluate the decision itself. The court of appeals does not review the settlement for fairness but to determine if the chancery court abused its discretion.  
Issues to think about in Unit 2: 

1- The primacy of the pursuit of shareholder wealth maximization; 

2- Corporate social responsibility;

3- The significance of a corporation being treated as an entity apart from the shareholders; and

4- The lawyer’s role in advising clients ethically.

Unit 3:  Limited Liability.

A. Introduction.
a. The Rational for limited liability and the critique of limited liability.

i. Definition of LL – the SH are not liable for the debts of the corporation.

ii. Consequences of LL:

1. Shift the risks of business from SH to creditors. There are 2 types of creditors:

a. Voluntary creditors (i.e., contract creditors): banks, trade creditors, employees.

b. Involuntary creditors (i.e., tort creditors): example - the passenger riding with a negligent cab driver.

i. The legal standard to pierce the corporate veil is different for these 2 groups.

iii. Rational behind LL:  

1. Promote capital formation – promotes business by allowing someone not to have to risk all their own assets in order to establish a business.  From an economic perspective, we want people to have services, goods, etc.  We want people to go into business.

2. LL decreases the need to monitor agents thereby reducing monitoring costs.

3. LL decreases the need/cost of monitoring other SH – do not need to know how rich the other SH are before you invest b/c you know that you won’t get stuck as the deep pocket.

4. By promoting free transfer of shares, LL gives managers incentives to act efficiently.

5. LL makes it possible for market prices to reflect additional information about the value of firms – without LL can’t have a stock exchange.

6. LL allows more efficient diversification – investors can cut risk by owning a diversified portfolio of assets.

7. LL facilitates optimal investment decisions.

b. The exception to limited liability: piercing the corporate veil.

i. Doctrines that protect creditors in the conflict between creditors and SH:

1. Piercing the corporate veil ( classify as tort or contract action.

2. Equitable subordination

3. Fraudulent conveyance

4. Legal capital rules

ii. “Piercing the corporate veil” under state law – 

1. Instrumentality/alter ego/agency

a. Corporation was a mere “sham” or “shell,” or the defendant’s “alter ego” or “instrumentality”

2. Under capitalization

a. Under capitalization is usually a factor to consider in the instrumentality test.

b. CA 9th circuit ( under capitalization is, by itself, enough to pierce without a showing of the alter ego test.  Under capitalization must be extreme in order to be used to pierce the corporate veil.
3. Failure to observe corporate formalities

4. Fraud/misrepresentation

B. The Cases.

a. Contract Cases.
i. Freeman v. Complex Computing Co. Inc.
1. Rule – - NY Instrumentality/alter ego/agency theory test:

a. That the owner of the corporation has exercised such control that the corporation has become a mere instrumentality of the owner; AND







 (Factors to consider):

i. Disregard for corporate formalities

ii. Inadequate capitalization

iii. Intermingling of funds

iv. Overlapping of officers directors and employees

v. Common office space, address and phone numbers

vi. The degree of discretion shown by the allegedly dominated corporation

vii. Whether the dealings with the parties appeared to be at arms length

viii. Whether the corporations are treated as independent profit center

ix. Payment or guarantee of the corporation’s debt by the dominating entity

x. Intermingling of property between the entities.

b. Such control has been used to commit a fraud or other wrong; AND

c. The fraud or wrong results in an unjust loss or injury to the plaintiff.

b. Tort Cases.

i. Mangan v. Terminal Transportation System. (Brother-Sister Corporation)
1. Brother/sister (“enterprise liability) – occasionally, the court may find treat brother/sister corporations (i.e., those corporations having a common parent) as really being one individual enterprise, in which case each will be liable for the debts of its sibling.

2. Rule - look for domination and control of the brother/sister company over its sibling.
a. This court only applied a 1-prong test.  We now use the 2-prong test put forth below. 
ii. Walkovszky v. Carlton.  Pierce to SH/owner of corporation.


1. Rule – first prong of the “NY instrumentality test” is applied: the owner of the corporation controlled the company such that the company was the mere instrumentality of the owner.

a. Court looks to the capitalization of the company as a factor in the instrumentality test not as a basis for veil piercing.

b. Why pierce:

i. If owners of a corporation have so far neglected the legal requirements for operating in the corporate form, they should be taken to have fortified the corporate protections.

ii. “Under capitalization” argument - corporations that engage in hazardous activities should be prevented from externalizing the costs of those activities by being required to carry adequate capital.
c. Parent-subsidiary and affiliated corporation cases.

i. Introduction – parent will always control the subsidiary.  Thus, for a court to pierce, the control must be extreme.

1. Generally, the parent is not liable for the debts of the subsidiary.

2. Some dominance and control over subsidiary is not enough to pierce.

ii. In re Silicone Gel Breast Implants Products Liability Litigation. 

1. Rule – NY instrumentality test: 

a. The owner dominated the corporation such that the corporation was really the mere instrumentality of the owner.

i. The court puts forward several factors to consider:

1. The parent and the subsidiary have common directors or officers

2. The parent and the subsidiary have common business departments

3. The parent and the subsidiary file consolidated financial statements and tax returns

4. The parent finances the subsidiary 

5. The parent caused the incorporation of the subsidiary

6. The subsidiary operates with grossly inadequate capital

7. The parent pays the salaries and other expenses of the subsidiary

8. The subsidiary receives no business except that given to it by the parent

9. The parent uses the subsidiaries property as its own

10. The daily operation of the 2 companies are not kept separate

11. The subsidiary does not observe corporate formalities, such as keeping business records and holding SH and board meetings.

iii. Fletcher v. Atex Inc.


1. Rule – NY instrumentality test:

a. Parent and the subsidiary operated as a single economic entity; AND
b. That an “overall element of injustice or unfairness is present.”
i. No need to show fraud.
C. Piercing the veil of other limited liability entities.

a. Courts and state legislatures are in the process of determining what to do with respect to piercing the corporate veil of LLC’s.  Some states specifically state this in their LLC Statutes.

D. Alternatives to Limited Liability. More on this later on.

a. Piercing the corporate veil under federal law.
i. CERCLA – (federal law) CERCLA can impose substantial liability on SH that actually actual control/ or ability to control the entity that polluted.  

ii. In general, Federal statutes will not be interpreted to impose liability on corporate SH in which, under state law, the corporate veil would not be pierced.

b. Fraudulent conveyances and equitable subordination concepts.
i. Uniform Fraudulent Conveyance Act (UFCA).  The UFCA protects creditors from two general types of transfers: 

1. Transfers with the intent to defraud creditors and 

2. Transfers that constructively defraud creditors:

a. A transfer

b. Without receiving equivalent value, and

c. Either:

i. The debtor’s assets remaining after the transfer were unreasonably small in relation to the business; OR
ii. The debtor intended to believe or should have believed that the debtor would incur debts beyond the debtor’s ability to pay as they become due.

ii. Limits of the UFCA:

1. The UFCA requires a specific finding of a fraudulent transaction, which may be difficult to establish.

2. Unlike veil piercing, which may impose unlimited liability on SH, the UFCA allows a court to set aside only the amount of the fraudulent transfer, which may not satisfy the creditor’s entire claim.

3. The fraudulent conveyance may be unrelated to the creditor’s claim.

c. Equitable subordination.

i. Only applicable in federal bankruptcy proceedings.  

ii. Equitable subordination does not increase the resources from which a creditor can satisfy her claim.  The doctrine only alters the normal priority of certain creditors’ claims against the corporation’s available resources.  

iii. Must show bad conduct – no need to show fraud.

d. Legal capital rules.

i. Directors can be held personally liable for improperly paying dividends. 

ii. Increase the assets of the other creditors.


Issues to think about in Unit 3: 



What is the best argument for upholding the "limited liability" of corporate shareholders? 



Under what circumstances should courts apply equitable principles to depart from the norm of limited liability and "pierce the corporate veil"? 



Can we find coherently applied principles in the cases, or merely "result-oriented" jurisprudence? 



How do we reconcile the value of doctrinal consistency with fairness to individuals? 



What distinctions or factors are of assistance in these determinations (e.g., tort v. contract cases)?

Unit 4:  Corporate Securities.

A. Introduction.
a. The elements of a corporate security.
i. In a corporation, the terms of the investors’ interests are embodied in the securities (i.e., debt and equity) that they own. In a partnership or LLC, investors’ interests are determined by contract.  

ii. There are certain things that are present in all corporate securities:

1. Entitlement to income from business.

2. Entitlement to assets if the business is liquidated.  

3. Way in which the security holder participates in the governance/management of the corporation.  

4. The duration of the investment.  

5. Determine where the security falls on the debt-equity continuum (i.e., debt that votes, CS that does not vote).  

6. Transferability of the interest – can restrict transferability by contract. 

b. Determining the Capital Structure.

i. Stock/equity – the amount/types and par value of stock must be stated in the articles of incorporation.  Directors only have authority to issue shares that are authorized under the article but that are not yet issued.  

ii. Debt - Directors decide whether or not to issue debt.  SH are not involved in the decision. 

iii. Types of securities:

	Equity Securities (i.e., stock)
	Debt Securities (i.e., bonds, debentures)

	Returns are contingent on the corporation earning a profit

If the corporation liquidates, the rights of equity holders to share in the assets takes a backseat to debt holders

Elect the board of directors

Can be either: common and preferred stock.
	Bear less risk than holders of equity

Claims to income are fixed

Debt holders can secure their rights by placing liens on some or all of the corporations assets

Debt-holders play no role in management


c. Leverage.

i. Definition –2 types of leverage: operational and financial.  When are only dealing with financial leverage.  This is the idea that we can use debt in the capital structure to increase the SH equity in a company.  A company will find it attractive to borrow money only when the interest payments on the money will be less than the amount of money the company plans on making from the borrowed money.

1. Financial leverage ( debt: equity.  

2. There are no legal rules as to what % of debt and equity a corporation must have.

ii. Example.
	$100k investment

Debt to equity ratio = 1:1

$50k debt; $50k equity

10% interest rate on debt

	Return on investment
	10%
	12%
	6%

	Return on investment (there was $100k investment)
	$10,000
	$12,000
	$6,000

	Interest payment on debt
	$5,000
	$5,000
	$5,000

	Return on equity $
	$5,000
	$7,000
	$1,000

	Return on equity %
	10%

(return on equity/ equity investment)
	14%

($7k/$50k)
	2%

($1k/$50k)


Note – in the 12% column, the SH return on equity will exceed the overall return on investment, where the overall return on investment exceeds the interest rate on the debt – the SH do better by borrowing the $50k then just by using their own $50k.  This is the idea of leverage.

Note – in the 6% column note that if the news is bad, leverage will magnify the bad news.  The SH borrowed money at 10% but the return on investment was lower than the interest rate.  The interest rate is eating up what would have gone to the SH. 

	$100k investment

Debt to equity ratio = 3:1 ( more debt magnifies good & bad news.

$75k debt; $25k equity 

10% interest rate on debt

	Return on investment
	10%
	12%
	6%

	Return on investment (there was $100k investment)
	$10,000
	$12,000
	$6,000

	Interest payment on debt
	$7,500
	$7,500
	$7,500

	Return on equity $
	$2,500
	$4,500
	<$1,500>

	Return on equity %
	10%

($2,500/$25k)
	18%

($4,500/$25k)
	 <6%>

(<$1,500>/$25k)


If the overall return on investment is less than the interest rate on the debt, then leverage will magnify the bad news.  The opposite is also true.  If the return on investment is greater than the interest rate on the debt, then the SH get more return on their equity.  If there is a good outlook for the future, the more debt the corporation wants.  However, the more debt you have the riskier the business.  If the corporation is financed solely through equity & the corporation makes no profit, the corporation need not pay out dividends.  If the corporation does not pay dividends (as opposed to interest on debt) the company will not go into bankruptcy.

iii. Shareholder-creditor conflict.

1. Example.
a. Leverage creates a conflict between the bondholders and the shareholders.  For the 3 scenarios above: 10%, 12% or 6%, the SH would prefer the 12% return in order to maximize their %return. The bondholders are willing to take 10% b/c they want to make sure that they are going to get their money back. Bondholders do not want the corporation to make risky investments.  The more leverage in the business, the more conflict arises between the creditors and the SH.  

i. Since the corporation owes a duty to the SH (RJR Nabisco) the company will do what is in their best interest.   

B. Debt.
a. Interest on Debt.
i. Types of debt:

1. Bank financing

2. Short term notes (i.e., typically held by large financial institutions)

3. Bond 

a. Bonds are secured by a mortgage on corporate assets

b. Longer maturity time (20 years +)

4. Debentures

a. Debentures are secured only by the general credit of the corporation

b. Shorter maturity time then bonds (10-20 years)

b. The Contractual Nature of Debt.

i. Characteristics of Debts:

1. Terms are usually fixed by a complex contract known as an indenture.
2. The contract must set forth a fixed obligation to repay a fixed amount of principle on a particular date.

3. The fixed amount of interest will be payable at intervals

4. Debt may be redeemable or “called” at a fixed price at the option of the borrower.

a. This right can be valuable to a corporation; if interest rates decline, it can borrow the money needed to repay out-standing high interest debt at a lower interest rate and then use it to finance redemption of those high interest debts.

ii. Who negotiates the debt contract?

1. Private debt:  Rights of debt holders are determined by contract.  

2. Public debt:  an “underwriter” negotiates debt for the public.  The market constrains the underwriter in negotiating its terms – if the bond terms are unfavorable, the public will not buy the bonds.  

a. The value of the bond is a function of the interest rate that is appropriate for that bond.

iii. Issues to be negotiated:

1. Interest Rate (i.e.,  “coupon” on debt). Can be deducted by the corporation.

a. Interest is compensation for the use of the lenders money.  Must consider:

i. Time value of money – a.k.a. the “risk less rate of return.”  Can be pegged to the federal interest rate.  

ii. Default risk – this is the interest rate that must be added for the creditors risk in lending the money.

b. Type of interest rates:

i. Fixed or floating (varies according to some benchmark that we tie the interest rate to, i.e., LIBOR rate).  

ii. “Zero coupon bond” – no stated interest rate involved

c. Payment of interest rate:  Interest rates on debt can be paid either quarterly, semi-annually, annually, etc…

d. Value of bond depends on interest rate.

i. Assume that the value of the bond is $1k, that the interest rate is 10% and 10% is the appropriate rate of interest.  Then rates of interest increase to 12%.  How much will someone pay for the bond?  The person will buy the bond for less than $1k because the buyer will only be making 10% on the bond instead of 12%.  The opposite is also true.  If the interest rate goes down, the buyer will be willing to pay more for the bond.  

2. Repayment of principle. When and how will debt be repaid?
a. “Sinking fund provision” – this is a pool of money that segregates assets to pay off the principle of the debt. 

b. “Mandatory redemption feature” – the corporate issuer buys back its own security. We can provide that the corporation must buy back a portion of its debt each year.

3. Right to convert.
a. A debt instrument may include the right to convert debt into equity – known as “convertible debt.”  Typically, the debt is converted into CS.  The equity that is issued upon conversion of the debt, replaces the debt.  Usually convertible debt allows for a lower interest rate.

4. Priority. Secured v. unsecured debt.

a. There is a ladder of priority set forth in the law of bankruptcy (which may be changed by contract).  In the event of bankruptcy, secured debt has priority over unsecured debt.  A debt contract can prohibit the issuance of more senior secured/unsecured debt.

5. Events of default and rights upon default.
a. A default is whatever the agreement defines as a corporate default.  Must specify rights that arise in the event of a default (i.e., will debt holder be given the right to vote?).  

6. Negative covenants.
a. These are restrictions on the corporation (i.e., prohibition on the issuance of subsequent senior debt). If too many negative covenants are in place, the corporation may be too limited in their abilities.

7. Role in corporate governance.
a. Typically, debt holders do not have a role in governance.  

8. Information.
a. If the corporate issuer is public, then the corporation has to file certain public documents to provide information to its SH and creditors. If the company is not public, it is extremely important that the agreement specifies that the debt holder will receive reports.

C. Equity.

a. Statutory authorization of stock.
i. Del §151(a) – the certificate of incorporation must specify the amount of stock to be issued and the par value.  

b. Common versus preferred.
i. Common Stock (CS).
1. Elects the board (though in some cases CS may be non-voting).

2. Residual claimants on income.

a. Holders of CS have a residual claim on both the current income and the assets of the corporation.  Thus, the CS bear the greatest risk of loss but hold the greatest potential for gain.

3. Beneficiaries of fiduciary duties (i.e., duty of care and loyalty).

ii. Preferred Stock (PS).

1. Preferred to CS as to dividends and liquidating distributions.  

a. Liquidating assets ( receives money from liquidated assets before holders of CS.

b. Dividends ( dividends on PS are paid before dividends on CS.  

1. Why issue PS and not debt:

a. PS is typically of perpetual duration.    

b. No requirement to pay a dividend.

2. Why buy PS over debt:

a. Used to be lower tax on dividends than on interest.  Now, lower tax rate on interest payments than on dividends.  

c. Terms of equity securities.

i. Example: the equity of Business Enterprise Inc. (p.107 graphics)

1. Can issue 80,000 shares of stock in 3 types/classes:

a. 5% cumulative preferred shares (CPS) – 20,000 shares of this type ($100 par)

b. PS – 30,000 shares of this type (without par)

c. CS – 30,000 shares of this type ($10 par value)

2. 5% cumulative preferred shares (CPS).  5% is the maximum dividend that can be paid if and when the corporation decided to issue a dividend. CPS dividends are paid before PS & CS.

a. 5% is the amount of the par value.  This means that the maximum amount would be $5/share (i.e., 5% of the $100 par value).  If the 5% dividend is not paid in one year, it carries over to the next year.  

i. Year 1 – no dividend

ii. Year 2 – no dividend

iii. Year 3 – $2000 dividend

1. 100 CPS x $5/share = $500/year [amount outstanding to CPS].

2. By year 3 = $500 x 3 = $1500 

3. $1500/100 shares = $15/CPS 

4. $500 left over from the $2000 dividends that can be paid to PS & CS holders. 

b. CPS receives preferential treatment in liquidating assets.

i.   If company liquidates, the holders of CPS are entitled to receive any accrued dividends plus a $5 dividend for the year of liquidation and also $100 (par value of the stock).

c. Redemption.  Prohibits the “redemption” of junior stock unless the CPS dividends are paid.  Remember: pro rata redemption and dividends are economically the same.

D. Other Miscellaneous types of securities.

a. Derivative instrument – 

i. “Call option” – right to buy a security at a specified price for a specified period of time.  


ii. “Put option” – opposite of a “call option”.


iii. “Warrant” - A warrant is like a call option except that a warrant is issued by the issuer of the underlying security and expires after a longer period of time (e.g., 5 years). 

iv. Notional principle contract – graphics p.112. Interest Rate Swap.

1. X Corporation owes Bank $60 million dollars but wants to cap the interest rate at 10% (i.e., $6million).  The problem is that the bank will only lend at a floating rate (LIBOR).  X Corporation can enter into a NPC with Y at a fixed rate of 10%. X will pay Y $6million (10% of the $60 million), in exchange, Y will pay X the LIBOR rate.  The NPC is just an agreement between X and Y to pay a given amount – this is not a loan.

E. More on the shareholder-creditor conflict.

a. Intro:

i. Recall: the disappointed creditor has 4 ways to try to recover: (1) piercing the corporate veil, (2) fraudulent transfer, (3) legal capital rule, (4) equitable subordination.  We will look at 2 cases – one in which the court protects the creditor and the other where the court refuses to do so.

b. Equitable subordination. 

i. Fett Roofing. Equitable subordination used in bankruptcy proceeding.
1. Rule – In order to succeed on an equitable subordination claim, the plaintiff must show proof of D’s bad conduct (no need to prove fraud).

a. Equitable subordination doctrine is also known as the “deep rock doctrine” – bankruptcy courts have exercised their equity jurisdiction to subordinate the claims of SH creditors to those of other creditors when they conclude the SH creditors have not invested adequate equity capital in a corporation.

b. Remember: unlike veil piercing, equitable subordination does not increase the assets in which a creditor can satisfy his claim. It simply moves the creditor to the end of the line.

c. Bondholders in leveraged buyouts.

i. RJR Nabisco.

1. LBO: corporations can increase SH return on equity by using debt in the capital structure as long as the return on investment is higher than the interest rate on the debt. Here, there was a target corporation and an acquiring corporation.  The acquirer formed a newly incorporated entity (subsidiary) and the subsidiary began to issue “junk bonds.”  The subsidiary then merged with the target company. After the merger, the obligations of the subsidiary become the obligations of the target corporation.  What really happens is that the money of the target corporation funds the merger.  

2. Rule – P needs to show proof of bad conduct.

a. Different from Fett:  unlike in Fett, the court in RJR felt that there was no wrongdoing.  Courts will not protect creditors in a SH–creditor conflict, unless you have a SH insider who takes advantage of his role as an insider and does something to give him an advantage over other creditors. 

Issues to think about in Unit 4: 



Corporate securities as instruments that define the allocation of financial risk and the opportunity for financial reward in the corporation, i.e. the money part; 



Corporate securities as instruments that do or do not allocate to their holders the right to take part in the management of the corporation, i.e. the control part; and



Competing interests among various holders of corporate securities. 

Unit 5:  Accounting and Financial Statements.

A. Introduction.

a. Unit concerned with the financial statements of corporations. There are 3 principle corporations accounts for finances:

i. Balance sheet

ii. Income statement

iii. Balance of cash flow

b. GAAP (i.e., Generally Accepted Accounting Principles):

i. GAAP uses the accrual method of accounting to prepare the financial statement of a corporation.  The orientation of GAAP is conservative – the financial standards of GAAP have a tendency to make the business look less profitable then other approaches.  

1. Example – assets on the balance sheet are recorded at their historic cost and not their fair market value. 

2. Is conservatism good?

a. Public company (required to use GAAP) – May want to look profitable to increase the stock prices.

b. Private companies (need not used GAAP) - In order to pay less tax, the private company has an incentive to look less profitable.

B. The Balance Sheet.

a. Introduction.

i. The balance sheet is a snapshot of the company’s financial position.  The income statement is the bridge between 2 consecutive balance sheets. The balance sheet must balance!!!

ii. The balance sheet has 2 parts: “assets” and “liabilities & equity.”  

1. The fundamental equation is that: 


b. Asset Accounts.

i. Assets are everything that the corporation has currently or is entitled to get. Assets are divided in 2: current and fixed.

ii. Current assets  (assets capable of being converted into cash within 1 year)

1. Cash  = actual cash & demand bank deposits that the business can get at will

2. Accounts receivable (less allowance for doubtful accounts) = an account receivable is an amount owed to a corporation.  They are on the balance sheet before they turn into cash b/c GAAP uses the accrual method of accounting.  

3. Inventories = products that the corporation has on hand at any stage of completion (i.e., raw material).  

a. Inventory relevant for 2 reasons:

i. To determine the cost of goods sold (i.e., so that we know opening inventory for the next year).

ii. To determine closing inventory.


b. 3 ways to account for closing inventory for the current year: 

i. LIFO (think of a well)

1. LIFO, for last-in-first-out, is also known as FISH, for first-in-still-here. Under the LIFO convention, we assume that the last items bought for the inventory are the first items sold out of the inventory.  Said another way, we assume that the first items purchased are the items left in the inventory.

ii. FIFO (think of a pipeline)

1. FIFO, for first-in-first-out, is also known as LISH, for last-in-still-here. Under the FIFO convention, we assume that the first items bought for the inventory are the first items sold out of the inventory.  Said another way, we assume that the last items purchased are the items left in the inventory.

iii. Specific identification method – this approach does not work for large manufacturing companies with many stages of production.

c. Inflation is causing the price of inventory to increase over time:
i. Closing inventory is lower under LIFO than under FIFO.  LIFO treats the older, less expensive items as the items left in the inventory at year-end.  FIFO treats the newer, more expensive items as the items left in the inventory at year-end.

ii. Cost of goods sold is higher under LIFO than under FIFO. LIFO treats the newer, more expensive items as the items sold from the inventory.  FIFO treats the older, less expensive items as the items sold from the inventory.

iii. Profit from sales is lower under LIFO than under FIFO.   LIFO results in lower profit from sales than under FIFO because the cost of goods sold is higher under LIFO than under FIFO.

4. Paid expense = these are expenses that have already been paid and entitle the company to something in the future (i.e., an insurance policy).

iii. Fixed Assets – these are the assets that the company intends to keep.

1. Land – appear on the balance sheet at its historic cost.  

2. Buildings – subject to depreciation

3. Machinery - subject to depreciation

4. Office equipment - subject to depreciation

a.  Straight-line depreciation is calculated by deducting a certain amount of the property over a course of time (i.e., 1/5 of an asset over 5 years of use).  

b. Accelerated depreciation takes the entire deduction in 1 year (i.e., front loaded depreciation).  This distorts matching principles - idea is that we should match the expense with the income.  

c. Liabilities.  Liabilities are all the debts of the corporation.

i. Current Liabilities - will come due within 12-months of the balance sheet date.

1. Ex. Accounts payable, notes payable, accrued expenses payable.

ii. Long-term liability – sometimes notes will be listed under this title even though they have become due b/c that is where they have been historically listed.

d. Shareholder Equity.

i. SH equity = assets – liabilities.  The numbers listed in the SH equity is not the value of the equity.  This is a big misconception that people tend to have.  B/c we record assets at a historic cost, one would assume that the numbers are too low. 

1. Paid-in-capital = amount of money paid for stock.  2 types: (1) capital surplus (2) paid in capital (stated capital).

2. Retained earnings = profits of the business that the business has kept (i.e., not distributed as a divided).  

a. Retained earnings = Total earnings of the business since its inception – dividends paid.

C. Analyzing the Balance Sheet and Income Statement. Should we buy PT?
a. Look at profitability &liabilities:

i. Profitability – Is it profitable for shareholders?

1. Profit formula:  Profits per dollar of net sales = Operating profit / Net sales
a. Note:  Operating Income/Operating Profit is the profit after taking out all expense and earnings except taxes.  It is not the bottom line net income figure.

2. PT problem: (from income statement – p.198)

a. 2002 profits per dollar of net sales for PT = $920,000/$7,500,000, which is 12.3%

b. 2001 profits per dollar of net sales for PT = $765,000/$7,000,000, which is 10.9%.

3. If profits have increased, in percentage terms, consider whether increased profitability has resulted from a reduction in COGS as a percentage of net sales.  

a. 2002 COGS as a percentage of net sales $4,980,000/$7,500,000 = 66%

b. 2001 COGS as a percentage of net sales $4,650,000/$7,000,000 = 66%

i. Note - the research and development costs went down significantly.  If R&D had stayed constant, profitability in 2002 would have been 11.2% (instead of 12.3%).  When looking at the balance sheet try to get behind some of the numbers.

4. Equity Analysis – determining how profitable a business opportunity is:

a. Return on equity = Net income / Shareholders’ equity 

i. Use current year’s net income amount from income statement.  Shareholder’s equity on first day of current year is based on shareholder’s equity figure from balance sheet dated the last day of the previous year.  

1. 2002 Return on Equity for Precision Tools = $390,000 / $1,200,000 = 34.8%.  This is fantastic b/c it is a high return and is attractive to future investors, but where is it coming from?  You might have to adjust the net income number if there is an unusual occurrence that is not re-occurring.

ii. Liabilities – Will PT be able to pay their debts as they become due?

1. There are 3 ways to measure liquidity:

a. Working Capital = Current Assets – Current Liabilities 

i. Example:  PT

1. 2002 working capital for PT = $2,880,000 - $1,750,000 = $1,130,000.  [Note that working capital is a dollar amount, not ratio].

2. Note:  This is strict balance sheet approach.  It is a dollar amount and not a ratio!!!

b. Current Ratio = Current Assets / Current Liabilities  

i. Example:  PT

1. 2002 current ratio for PT = $2,880,000/$1,750,000, which is 1.65/1.

2. PT’s assets are 1.65 times their liabilities in 2002

3. 2001 current ratio for PT = $2,560,000/$1,630,000, which is 1.57/1.

4. PT’s assets are 1.57 times their liabilities in 2001

ii. It would be ideal to have the current assets equal to the current liabilities. What about the fact that current assets include inventories and prepaid expenses?  To solve that problem, look below to Quick Ratio.

iii. What if current ratio was 0.8743%?  This business should not be bought unless something could be converted into cash that we do not know of (i.e., law suit settlement).

c. Quick ratio = current assets – (inv. + prepaid exp.) / (current liabilities)
i. Quick Ratio is also known as the acid test ratio

ii. Example:  PT

1. 2002 quick ratio for PT = [$2,880,000 – ($1,310,000 + $40,000)] / ($1,750,000) = .8743.  

2. This means that if you don’t look at inventory and prepaid expenses, then our current liquid assets are not enough to cover our current liabilities!!!

3. Short-term liquidity problem can be fatal to the business b/c if the corporation cannot pay its bills when due, then it will fail.

iii. We might say that the first 2 ratios are unduly optimistic b/c it assumes that all current assets can be used to pay bills.  The quick ratio may be too pessimistic. The reality is somewhere in between.

1. “Taking a bath” – this is when a corporation takes all there loss in one year (i.e., sells a bad area of their business, sells a piece of land at a loss, etc) so that they do not need to declare a loss in a following year when they may be profitable – this is totally legal behavior.

b. What should Jessica and Michael want to know before buying PT?

i. Financial statements look backwards – Jessica and Michael care about the future.  

1. They may want to know the competitive position of PT in its industry (i.e., its market share in compare to competitors).  

2. Products that the competitors deal with - if PT will continue to have a market shares in the future.  May also want to know how diversified the products are.  If PT only has one product, there is a risk that the product may become obsolete.  

3. Customers - who they are, how satisfied they are, how dependent the business is on any one customer (want diversification), sense of the financial status of the customers, etc…

4. Employees  - will they continue working with PT, is someone going to take over for them, do we want them to stay, how important the employees are to the company, interpersonal dynamics of the company, moral of the employees, want to know whatever made PT profitable will continue.

5. Do the sellers plan on setting up a new business to compete with PT?  A clause is usually contained in the contract that forbids the sellers to compete with the buyer.  The clause must be narrowly tailored to be upheld in court.  Usually, cannot forbid someone form earning a living.  Will have to pay for the non-compete clause.

6. Good will – good will is the value of the business in excess of the value of the assets.  Example: the business has $80k in assets but someone is willing to pay $120k for the business.  This may be because the company has a good name and is well recognized, i.e., Snapple.

7. Contingent liabilities- these are the claims made against the business that resulted in a lawsuit.  These may be listed on the balance sheet but are not required by law to be listed. May want to ask how “ripe” the lawsuit is.  If a company buys a business that is a polluter, the buyer will be liable for the corporate clean up.

8. Risk or uncertainty of the business.  Example: if the business is to manufacture and herbal supplement- under current regulation you can advertise health-based claims for herbal supplements.  If this law changes, ½ the herbal businesses would be gone b/c there is no scientific proof behind these claims.  Want to know if the business is subject to federal regulation or if it can be subject to federal regulations.

9. Know whether precision tools have intangible assets (i.e., a patent that they own).  Patents do not show up on the balance sheet unless they bought the patent from the owner.

10. The type of accounting principles that was used (i.e., GAAP or other).  We mentioned that a public company must use GAAP but a private company could use anything else.

11. Where supplies are coming from – are the supplies coming from out of state? Country? Is the supply subject to federal regulations?  Will supplies stay at the same price?

12. Sometimes buyers may want to sell the business in the future

13. Due diligence – the contracts that PT holds with suppliers, customers, employees, etc…want to know if there are liquidated damages clauses in the contract.

14. Possible ways to reduce the costs – can the business be more profitable in the future than it was in the past?  May want to discount the price if there is something that will likely happen in the future.

15. What has happened since the balance statement was published?  Can get financial statements specially prepared.

16. If this is a profitable business, why are the owners selling it?  What are they looking for in the sale?  

Issues to think about in Unit 5: 



How much can you learn about a business from reading its financial statements?  



What additional questions would you want to ask the participants?  



Why are the various items on the balance sheet and income statement organized as they are?

Unit 6:  Valuation.

A. Introduction.

a. Alabama by-products case.

i. Petitioners, minority shareholders of Alabama By-Products Corporation ("ABC"), seek appraisal of their shares as the result of a merger that became effective on August 13, 1985. After the merger, ABC was absorbed into the Drummond Company, Inc. ("Drummond"). The minority shareholders of ABC who were cashed out pursuant to the merger received $75.60 for each of their shares.  Petitioners believe $75.60 per share was inadequate. The questions before the Court is: what was the fair value of ABC's stock on August 13, 1985. 
ii. This case uses the same analysis as the “old man and the parable tree” described below.
B. Valuation Methods Illustrated in the Parable of the Old Man and the Tree and Alabama By-Products Corporation.

a. Salvage Value.

i. Offer to buy tree for $50 b/c if you cut down the tree and sell the wood, it would be worth $50.  Problem: the salvage value will only be the right valuation method if the asset is only worth the value of its parts (i.e., a car only good for scraps) – not for income producing assets.

b. One Year’s Crop.

i. Value of 1-year crop $100.  This ignores the entire future life of the tree. 

c. Accumulated Gross Revenue.

i. The Time Value of Money.

1. Accumulated gross revenue – value of tree based on how long the tree will live and how many years it will produce fruit.  Person is offering $1500 = $100 a year x 15 years (2 problems):

a. Fails to take into account the cost of the business (i.e., water, fertilizer).

b. This does not take into account the time value of money.  $1500 is not worth the same amount today as it will be in 15 years. The effect of money that compounds is astounding.  $1500 over valuates the tree.

2. Calculating Present Value and Future Value.

a. Future value 


i. N = number of period of discounting

ii. R = discount rate (assume 10% rate)

1. Example: FV = $100 (1+0.1) 2 = $121.00 at the end of 2 years.

2. Note: the more frequent the compounding of interest, the greater the monetary effect.

b. Present Value

i. Graphics p.175: *** The PV depends on when the money is being received.  

1. If all $1500 to be received in 15 years, only need to put $359 in the bank today.  If $100 to be received each year for 15 years, need to put $761 in the bank today.

a.  The first $100 is worth more in PV terms than the last $100.

b. Valuation is always done under conditions of uncertainty.  The calculations really do not assume that over the span of 15 years the rate would stay constant at 10%.  


d. Market Price.

i. Offer to pay $1500 – the market price of the tree.  Problem: no market for apple trees:

1. The market is not always an indication of value (just an indication of what people will pay).  

2. If no active trading market then there is no way to determine the value.

e. Book Value.

i. Offer of $75 –The book price is the historic price (what the tree cost when purchased).  Problems: (1) the book value ignores the earning capacity of the asset and (2) neglects the replacement cost for the asset.

f. Capitalization of Earnings.
i. Offer of $225 – Capitalization of earnings looks at the business as a stream of income.  


1. Earnings.

a. Can find this out from the income statements.  

2. Capitalization rate.

a. Figure out what rate of return the buyer is looking to get on the investment.  The rate of return is a function of the risk of the business – the lower the risk of the business, the lower the rate of return that one would accept.  The multiplier goes down as the capitalization rate goes up.  As the capitalization rate goes up, the value of the business goes down.

b. Determine the capitalization rate through comparison with other similar companies. 

g. Discounted Cash Flow.
i. Offer to pay $270 – This method focuses on the cash flow (i.e., cash in and cash out) of the business and considers the tree a growing concern.  

1. Figure out the amount of income that is expected to be received in the future. I.e., $50/year for the first 5 years and $40/year for the next 10 years.  The salvage value is also taken into account - estimated to be $6.14. 

2. Figure out the discounting rate.

3. Take into account the future value of the money.

ii. Conclusion: the methods that look to the ability of the company to generate income are the most valuable (i.e., discounted cash flow & capitalization of earnings).  There is no one correct method that is best.


Problem: 



In what way do concepts of present value bear on evaluating the value of a corporation?



Why is a corporation’s value frequently an amount other than its liquidation value and book value?  



What are the strengths and weaknesses of the capitalization of earnings method and the discounted cash flow method?  

Unit 7.  Legal capital, insolvency, fraudulent conveyance: Protection for creditors from excessive distributions to shareholders.

A. The Concept of Legal Capital. 

a. Introduction.
i. There are 4 routes for the disappointed creditor:

1. Piercing the corporate veil

2. Equitable subordination

3. Fraudulent conveyance

4. Legal capital – this is the restriction on distribution of dividends

ii. The Evolution of Par Value.
1. Par value used to be the full consideration paid for the stock. Par value was used to protect the creditors and SH vis-à-vis other SH. Today, par value offers little protection (low par stock being issued).

b. Capital Accounts and Par Value.

i. The Capital Accounts.


1. Examples to illustrate the effect of par value on capital accounts:  In all three examples, assume that 500 shares of stock are issued for consideration of $100 per share.

a. Example 1:  $100 par

i. Stated capital = $50,000 ($100 par value per share x 500 shares issued)

ii. Capital surplus = 0 ($50,000 total consideration received for the stock less $50,000 stated capital)

b. Example 2:  $10 par

i. Stated capital = $5,000 ($10 par value per share x 500 shares issued)

ii. Capital surplus = $45,000 ($50,000 total consideration received for the stock less $5,000 stated capital)

c. Example 3: $.01 par

i. Stated capital = $5 ($.01 par value per share x 500 shares issued)

ii. Capital surplus = $49,995 ($50,000 total consideration received for the stock less $5 stated capital)

d. Note - If par value is zero, then unless the board remembers allocate a specific amount as SC, all goes into SC and not CS (as one might expect).  

ii. Delaware Provisions.

1. Capital Accounts.

a. Del. §154 – if all shares are shares with par value, SC is the aggregate par value (PN).  If the board issues zero stock, all compensation for the sale of stock goes into SC.  

i. Capital surplus = consideration – stated capital.

2. Minimum Payment for Shares.
a. Del. §153(a) – shares with par value need to be issued for at least par value.  

i. Cash payment – must be made for par value.

ii. Property – board can determine value of property. Value must at least equal par.

3. Acceptable Consideration for Shares.
a. Del. §152 – consideration can be paid in cash, past services (but not future services), personal property, real property, and leases.  

i. Wrinkle – At the time of issuance of stock, the amount that is paid must be at least the par value.  

b. Del. §162 – When a SH owes money on a promissory notes, the corporation can collect the money owed on the note.  

B. Restrictions on Dividends.

a. Legal Capital Restrictions on Dividends and Stock Repurchases.

i. Delaware Provisions.

1. Del §170(a)(1) – Can pay dividends from CS +ES. 

	Assets: (current & fixed)

$40,000

($50k initially - $10k of operational loss)

$25,000

Total = $65,000
	Liability:

$25,000

Equity:

SC = $5k

CS = $45k

ES = <$10k>

Surplus = $35k ($45k - $10k)

Thus, under Delaware law, the C can pay out a dividend of $35k.  Remember, that we must aggregate the surpluses.


Dividend is paid out:

	Assets:

$5k

$25k
	Liabilities 

$25

Equity:

SC = $5k

CS = $10k

ES = <$10k>

Surplus is zero.


2. Exception: Del §160(a)(1) – Cannot redeem stock unless there is a surplus.

a. *** Law required b/c pro rata redemption is the same as a pro rata dividend distribution.  If Delaware simply restricted dividends trough §170, the corp. would be able to get around it by redeeming stock.

3. Lesson: Delaware rules only protect creditors if par value is high.

a. Note - If the directors pay a dividend that was unlawful, the directors will be held personally liable for the excess payments. Legal capital rules are an exception to LL! SH are not liable for illegal dividends unless he knew that the dividends were illegal.

b. Other Restrictions on Dividends.

i. Earned Surplus Test/Retained Earnings Test.

1. CA §500(a) – Dividends can only be paid out of ES.


ii. Insolvency Test.

1. There are 2 tests for insolvency:

a. Equity insolvency -the Corporation cannot pay its debts as they become due. Looks at the corp. as a going concern.

b. Balance sheet insolvency – the corp. is insolvent if the liabilities exceed its assets.  This test assumes that there will be a liquidation of the assets.  Does not see the business as a going concern.  

c. Nimble Dividend Statutes. (Use nimble dividend rules only if above statutes fail)

i. Delaware. 

1. Nimble statute - Del §170(a)(2) – if no surplus the corp. can make a dividend payment out of net profits for either the fiscal year or the preceding year.

a. Example: year 1

	Assets

$30,000
	Liabilities 

$25

Equity:

SC = $5k

CS = $10k

ES = <$10k>


The nimble dividend rules override the normal dividend rules (i.e., dividends paid from surplus).

ii. California. See graphics pgs. 198-199.
1. Nimble statute - CA §500(b) - Both part (1) and (2) must be met to pay out dividends. Remember, only move on to §500(b) if §500(a) fails!

i. §500(b)(1) Total assets to total liabilities


ii. §500(b)(2) Current assets to current liabilities


2. HYPO:  If we concluded the max distribution under §500(b)(1) = 100,000 and under §500(b)(2) = 350,000 ( we can only give out 100,000, b/c if we pay out more than 100,000, then the §500(b)(1) requirement would no longer be satisfied.  So, figure out the maximum distribution under both §500(b)(1) and (b)(2), and then pay the lesser amount b/w (b)(1) and (b)(2).

iii. Model act (MBCA) – The MBCA imposes only an insolvency test, not a capital-related test.  Under MBCA §6.4(c), no dividend may be paid if it would leave the corporation insolvent under either the “equity” or the “bankruptcy” definition of insolvency.

d. Precision Tools Questions. P. 271

i. If in Del – can pay dividends out of aggregate of CS + RE.  

1. When P = $100

a. SC = PN: SC = ($100 x 5,000) = $500,000

b. Surplus = CS + ES

i. CS = consideration for stock – SC = $500k -$500k = 0

ii. ES = $100k (off balance sheet)

iii. Surplus = 0 + $100k = $100k

1. Board can declare a dividend up to $100k

2. What if in the subsequent year PT wanted to declare a dividend? Del. §170(a)(2) – if the current years earnings are zero, PT can pay a dividend up to the RE of the prior year ($90k).  

3. When P = $1

a. SC = PN = $1 x 5,000 = $5,000

b. Surplus = CS + ES

i. CS = $500,000 - $5,000 = $495,000

ii. ES = $100,000

iii. Surplus = $495,000 + $100,000 = $595,000

1. PT can pay a dividend up to $595k. 

ii. If in CA – can pay dividends only out of earned surplus (RE).

1. §500(a): PT has retained earnings of $100k so can pay dividends up to that amount.

2. What if no RE?  Apply §500(b).  

i. §500(b)(1)

ii. A ≥ (1.25xL) = any excess can be used to pay a dividend.

iii. 7,000,000 ≥ (1.25 x 6,400,000)

iv. 7,000,000 are not ≥ 8,000,000.

1. NO dividend can be paid. DO NOT move on to (b)(2)

b. §500(b)(2) – facts change to get us to (b)(2).  

i. Is business is trouble? Compare avg. earnings for the 2 preceding years to avg. interest for the 2 preceding years.  The result of this comparison will dictate which test to use.  

1. CA ≥ CL

a. If this fails, NO dividend can be paid.

b. If this does not fail, can pay dividend up to the lesser of (a)(1) and (b)(2).

2. CA ≥ (1.25 x CL)

a. If this fails, NO dividend can be paid.

b. If this does not fail, can pay dividend up to the lesser of (a)(1) and (b)(2).

e. Personal Liability of Directors for Unlawful Distribution.
i. Del §174 – directors are jointly and severally liable to the corp. or the creditors for the amount paid for dividends or for redeemed stock.  

1. SH are not liable to creditors under Del. §174.  The directors can recover from the SH only if the SH knew that the redemption or dividends were illegal (which is hardly ever the case).  Thus, creditors cannot recover from the SH, only directors can, and only under limited circumstances, recover from SH.  

a. Why are the director’s liable and not the SH?  

i. Directors have insurance to protect them against liability. 

ii. Impractical to go after all the SH.  

iii. Economic incentive for directors – the directors are in a position to police the legal capital rules.  

C. Fraudulent Conveyance. 

a. Introduction and Elements.

i. FC can arise in either of 2 contexts: (1) bankruptcy proceeding under federal bankruptcy law or (2) can arise under state law.

1. Federal law is in bankruptcy code §548 –allows the trustee in bankruptcy to void a transfer made in one year of bankruptcy filing which is fraudulent according to the UFCA.

ii. How do we know which doctrine to apply?

1. Piercing – looks at the course of conduct.  If claim is successful, the result is that the assets of the SH are made available to creditors.  Thus, increasing the asset pool to pay the creditors.

2. Equitable subordination – only available in bankruptcy.  Looks at the course of conduct. If claim is successful, the creditor’s claim is sent to the end of the line.  Assets that the creditors can collect from are not increased.

3. Violation of the legal capital rules – look at specific transactions.  Assets are increase for which creditors can collect from.

4. Fraudulent conveyance - look at specific transactions; remedy is an unwinding of the fraudulent transaction. Assets are increased b/c we unwind the fraudulent conveyance. 

iii. Elements of FC: (UFCA)

1. Transfer with the actual intent to defraud OR
2. Transfer with the constructive intent to defraud

a. To show constructive intent, must prove:

i. A transfer

ii. Without receiving equivalent value, and

iii. Either:

1. The debtor’s assets remaining after the transfer were unreasonably small in relation to the business (balance sheet insolvency), OR
2. The debtor intended to believe or should have believed that the debtor would incur debts beyond the debtor’s ability to pay as they become due (equity insolvency)

b. Fraudulent Conveyance in the Context of LBO’s

i. Kupetz v. Wolf

1. Rule – In order to bring suit under fraudulent conveyance, there must be a showing of either actual or constructive fraud.

2. Note - Parties in a LBO hope that the new corporation will succeed.  The court notes that it is possible for an LBO to result in a fraudulent conveyance, but there is no fit here.  Here, the transaction was not undertaken to defraud the creditors, it just so happened that the LBO failed. The courts, in applying FC law, are looking at the timing of the LBO to determine if there was fraud.  The problem with this is that when a case is being litigated, the business already failed – more likely to view the transaction as fraudulent.  Here, the corp. did not fail until 2 ½ years after the LBO.  Maybe, the more time that lapses between the LBO and corporate failure will effect whether or not the doctrine of FC will be applied.


Issues to think about in Unit 7:


The function of the legal capital system in protecting creditors and fellow shareholders;


The insolvency standard as a dividend test;


The efficacy of fraudulent conveyance law as a means of protecting creditors.

Unit 8. Introduction to management and control in the corporation: Directors' and officers' authority. [Add agency issues re” pshps and LLCs]

A. Introduction.

a. Section deals with SH-director conflict:  “other people’s money problem.”  

b. SH have a limited role in corporate governance.

i. Electing and removing directors

ii. Approving or disproving fundamental or non-ordinary corporate changes (i.e., mergers)

iii. Amending the bylaws (and certificate of incorporation after director approval)

B. Officers: Sources of authority.

a. Introduction.

i. Meaning of “officer” – the term officer describes only the more important executives of the corporation.  Officers act on behalf of the corp. and control the day-to-day activities

1. CEO – most senior officer of the corporation.  The CEO is theoretically subject to the board of directors (can be fired by board). In fact, in many corporations, the CEO controls the board.  [Other officers include: president, treasury, CFO, secretary…]

ii. There are 3 sources of an officer’s authority to act:

1. State corporate statute

a. Del §142(a) – someone must be responsible for recording the proceedings of meetings, and someone must sign corporate forms. 

2. Bylaws of the corporation

a. Typically the grant of authority is very broad.  I.e., “the president shall perform all duties incident to the office of the presidency.”

3. Agency law

a. The officer is an agent of the corporation, and his authority is therefore analyzed under agency principles.  An officer does not have an automatic right to bind the corporation.  Instead, one of the 4 doctrines must apply in order to find that the officer could bind the principle.

b. Agency principles.

i. Sources or types of authority.

1. Actual authority.  [Principal (( Agent] 

a. Understanding or communication between the principle and the agent with respect to the agent’s scope of authority.

i. Expressed – can be given to an officer either by the corporations bylaws or by a resolution adopted by the board.

ii. Implied – authority that is inherent in the office.  Usually it is authority that is inherent in the particular post that the officer occupies.

2. Apparent authority. [Principal (( Third Party]
a. An officer has apparent authority if the corporation gives observers the appearance that the agent has the authority to bind the corporation. 

i. The corporation, by acts other than those of the officer, must indicate to the world that the officer has authority to act.

ii. The plaintiff must be aware of those corporate indications and rely on them.

3. Inherent authority.

a. Inherent authority is catch all – an agent has authority to act in the ordinary course of the principle’s business. Litigation often arises as to whether the transaction is in the ordinary course of business for the officer.

b. The title of the officer is relevant to inherent authority.  

4. Ratification or estoppel. (Technically, not a source of authority. Agent did not have authority to bind the principle; nonetheless, the principle will be bound). 

a. Under the doctrine of ratification, if a person with actual authority to enter into the transaction learns of a transaction by an officer, and either expressly affirms it (i.e., ratification) or fails to disavow it (estoppel), the corporation will be bound.  Usually, the plaintiff will have to show that the corporation received benefit under the contract, or that the plaintiff relied to his detriment on the existence of the contract.  

i. Repudiation.  If the principle repudiates the unauthorized act of the agent, the principle will not be bound.

ii. Application. 
1. The burden of proof is on the corporation to prove that the agent did not have the power to act on behalf of the corporation. 

2. Scientific Holding Co. v. Plessey.
a. Facts- Plessey Inc. entered into an agreement to acquire the assets of a business, International Scientific Ltd. (ISL). At the closing it became apparent that ISL could not satisfy one of the financial conditions in the contract, so the parties amended the contract on the spot. Kovar, ISL’s President and CEO, signed the amendment after expressing concern as to whether he was authorized to do so. When Plessey later tried to enforce the amendment, Scientific tried to repudiate it, arguing that Kovar did not have the authority to agree to the modification. The issue in the case is whether Kovar had authority to act for ISL, binding Scientific. 

i. In class we analyzed this problem under the 4 types of authority.

C. Directors.

a. Sources of authority.

i. Del. §141(a) – broad grant of decision-making authority to the corporate directors.   

1. Directors appoint officers.

2. Directors vote to declare and pay dividends.  

3. Directors determine when to issue authorized shares of stock.  In the case of blank check preferred, the directors may in fact enter in material changes to stock.  

4. Directors initiate major changes to the corporation (i.e., mergers, dissolution, etc…).  

5. Directors can grant or amend bylaws (this is given only by the SH). 

6. Directors make big policy decisions (i.e., financing)

7. The smaller the firm, the more power the directors have.

b. Procedural rules for board meetings.
i. Del §141(b) – A board may only take action at a meeting where a quorum is present. 

1. Quorum – the board may only act if a quorum is present.  Usually a quorum is a majority of the total directors.

a. Example – if there are 9 directors at least 5 must be present for a meeting.

b. Some states allow the articles or bylaws to set a percentage for a quorum that is less than the majority.

c. Majority of quorum needs to approve proposal (i.e., 3 directors of 5 directors in quorum)

2. Directors may not vote by proxy. 

a. Exception – directors are able to act without a meeting if they give their unanimous written consent to the proposed corporate action.

b. Directors may be present electronically (by phone or video).

c. Committees.
i. Del §141 (c) – the full board may appoint various committees.  Generally, a committee may take any action that could be taken by the full board.  

1. Exception: Committees cannot make fundamental corporate decisions (i.e., amend the certificate of incorporation/bylaws, recommend dissolution, sale of business, adopt a merger, etc…)

ii. Famous committees:

1. Audit committee – oversees corporate accounting procedures.  In effect, makes sure that the books are not being cooked. Audit committee must be made up of independent directors; at least one must be an expert in finance.  All members must be financially literate.

2. Compensation committee – determines the pay of directors and officers. Requirement that independent directors make the determination of officer salaries (officers make much more than directors).

3. Nominating committee – determines who will be up for election as a director. Common for the number of people nominated to equal the number of slots up for election.   

4. Executive committee - Comprised of insiders (an inside director is an officer or employee of the corporation).

d. Election of directors.

i. Introduction.
1. Members of the board of directors are always elected by the SH. SH will often vote by proxy.  

ii. Staggered board and class-designed board.

1. Staggered board Del §141(d) [first sentence] – 

a. Regular boards turn over every year.  With a staggered board, each director has a term of more than 1 year.  


i. The use of staggered boards as an anti-taker device really depends where the staggered board is place – if places in the bylaws, the rule won’t work well as an acquiring corporation can amend the bylaws (SH amend bylaws).  If the provision is in the document of incorporation, harder to amend.

2. Class-designed board Del §141(d) [second sentence] – 

a. Can only have a class-designated board if there is more than one class of stock.  If more than one class, can designate how many directors each class will elect.  This is done to insure that each class is represented.

iii. Straight voting. I.e., 1 vote/share.
1. Default rule in Delaware. If corporation wants cumulative voting, then it must “opt in” and it has to be in the certificate of incorporation, not the bylaws.

2. Example – see h/out for cumulative voting. 

iv. Cumulative voting. Default rule in California.

1. The idea is to give minority SH’s the right to have participation on the board.  In cumulative voting, a SH may aggregate his votes in favor of fewer candidates than there are slots available. (Example – H owns 100 shares.  There are 3 board slots.  H may cast all his 300 votes for 1 candidate.)


e. Removal of directors.

i. Del §141(k) – Directors can be removed by a majority of SH with or without cause. 

1. Exceptions - §141(k)(i) and (ii).  

a. (i) If board is classified under §141(d) directors can only be removed for cause (i.e., staggered board).

b. (ii) Minority SH’s director, elected through cumulative voting, can only be removed if the minority SH joins the majority in the removal.  

f. Filling vacancies on the board.
i. DL § 223(a)(1):  default rule – unless otherwise provided in the certificate or bylaws, vacancies and newly created directorships may be filled by the remaining directors in office even if remaining directors constitute less than a quorum and even if there is only one remaining director.

ii. DL § 223(a)(2):  Special rule if the board is class designated – if the class B SHs remove a class B director, then the remaining class B directors have to replace those vacancies. We can draft around these default rules

iii. DL § 223(d):  when one of the directors resign from the board, majority of directors in office, including those who have so resigned, shall have the power to fill such vacancy.  The outgoing gets to vote if the resignation was effective before voting.

iv. DL § 223(c):  SHs can have a say sometimes in who the replacement directors are but that’s not the general rule.  If less than a majority of the board remains, and SHs holding at least 10% of the votes make a request, the court of chancery can order an election of directors by the SHs.


Issues to think about: 



The allocation of power within the corporation among directors, officers and shareholders, and the source of power; 



Any gap between abstract agency principles and real world necessities;



The perspective of third parties doing business with the corporation;



The significance of titles such as "president" or "secretary." 



Where should courts place the burden of loss where officers of a corporation exceed their authority? 



How does cumulative voting differ from the way "straight" voting for directors works?



What is a staggered board and what is a class-designated board?



How do variations in director selection affect the shareholders' removal powers?

Unit 9. Shareholders in the scheme of corporate governance: state regulation.

A. Introduction.

a. We are dealing with state law rights of SH.  Federal rights are discussed in unit 10.

B. Shareholder’s right of inspection.

a. Requirements under state statutes.

i. Generally: in most states SHs have the common law right to inspect the corporations books and records. 

1. Public companies - Federal securities law requires periodic disclosures.  

ii. Who may inspect:

1. Del. §219 & 220: Right to inspection is only available to SH’s of record. 

2. Size or length of holding: in some cases, amount of shares and the length of time that the shares have been held limit the right of SH inspection.

b. Policy justification for right of inspection and limitations on that right

i. May be problems if states granted an unlimited right to inspect – i.e., competitor bought a minimal amount of shares and then demanded to see all the books.  If we allow unlimited rights of inspection, we would force corporations to divulge trade secrets.  Also, do not want SH to harass the business and disturb operations.  

ii. For these policy reasons, court only allow a SH to inspect records if he does so for a proper purpose.

1. Delaware §220 - lower requirement for access to SH lists than there is to corporate books and records.  It is less damaging for the corporation to allow access to lists (may be needed for proxy contest). 
a. SH lists – burden on corporation to show an improper purpose.
b. Records – burden on SH ton show a proper purpose.
c. More on the “proper purpose” requirement.

i. State ex rel. Pillsbury v. Honeywell, Inc.

1. Rule - SH must show a “proper purpose” for examination of SH lists. 
a. Proper purpose:
i. Evaluation of investment. 
ii. Deal with other SH to take group action concerning the corporation.
iii. Multiple purposes of which one is proper – inspection must be allowed so long as one is proper.
b. Improper purpose:
i. Unrelated personal goals (i.e., access to trade secrets)
ii. Social/political goals - this was the case here.  P wants to stop D corp. from making munitions for the Vietman War b/c he thinks that the war is immoral; P’s purpose is not proper, so he cannot have D’s SH list or its weapons of manufacture.
2. Conservative Caucus v. Chevron (note case): SH was attempting to communicate to other SH about the dire economic consequences that would occur if Chevron continued to do business in Angola. The SH frames his question on an economic basis (even though it was based on public policy).  *** Thus, Honeywell does not ban all information based on public policy – the goal though must be framed in terms of economic consequences to SH.  The lawyer in Honeywell did not frame the issue properly. 

C. Shareholders’ power to initiate action.

a. Shareholders’ meetings: procedural concerns.

i. Calling a meeting.

1. Annual meeting – the date for the annual meeting is fixed in the bylaws.

2. Special meetings – Del §211(d) –SH do not have a general right to call a special meeting unless they are authorized under the certificate of incorporation or the bylaws.  

ii. Notice.

1. The corporation must give written notice to SH of record of both the annual meeting and special meetings. 

a. “Record date” – the date used to determine who is considered to be a SH and entitled to vote.  

iii. Quorum.
1. For a vote of a SHs’ meeting to be effective, there must be a quorum present.  Usually, there must be a majority of the outstanding shares.  However, the percentage for a quorum may be reduced if provided in the articles or bylaws.

a. Del §216 – the corporation can set its own quorum requirement. A corporation can increase the quorum requirement but cannot decrease it below 1/3 of the voting stock.

iv. Action by written consent.

1. Del §228(a) – allows SH action by written consent of the same number of votes that would be needed had all voting shares been present and voted at the meeting.

a. Example - Assume  % required for a SH proposal was majority of SH. Assume 100 shares outstanding.  This means that to pass a provision with a meeting, you would only need ¼ of SH. I.e., 100 SH and 51 SH show up (valid quorum); 26 vote at the meeting in favor of the proposal (i.e., only 26 out of 100 shares needed to pass proposal). Now assume that want to pass proposal without meeting – we pretend that all voting shares are present and vote (i.e., 100). Thus, 51 shares are needed to pass the proposal w/out a meeting.

i. Lesson – easier to pass proposal w/ meeting.

b. What actions can shareholders initiate? 

i. Auer v. Dressel.
1. Rule – SH can only call a meeting if the meeting is for a proper purpose.

a. Proper purpose in case:

i. To vote on a resolution endorsing officer (i.e., president) and demanding that he be reinstated.

ii. To amend the certificate of incorporation and bylaws to provide that vacancies on the board from removal of directors for cause be filled by the stockholders from the class that originally elected the director.

iii. To vote on the removal of 4 Class A directors for cause and vote for their successors.

iv. To vote to amend the bylaws to change the quorum requirement for board action.

D. Board responses to shareholder initiatives.

a. Blasius Industries, Inc. v. Atlas Corp. 
i. Rule – a corporation cannot use the technical means available under Delaware law to fort the insurgent SH from voting even if the directors believed that their actions were in the best interest of the corporation (i.e., board cannot use powers under the bylaws to increase board members to prevent SH form electing majority of directors).  Directors cannot deprive the SH of the power of their vote.  Directors are not protected under the BJR.  Directors need to show a compelling justification in order to deprive the SH of this inherent right.

Issues to think about:

Where do the shareholders fit within the traditional model of corporate governance?

Is their thematic importance (corporation to be run in the best interests of the shareholders) undermined given the very limited authority they retain to take initiative or act directly in corporate matters?

Unit 10. The Federal Proxy Rules 

*only get to this section if the proposal has a proper purpose under state law
I. Voting in public corporations.

A. Shareholders in public corporations do not ordinarily attend meetings.  Why does that create a problem as a matter of state law? A quorum is required in order to conduct business.  

B. So how do you get a quorum at a shareholder's meeting? By soliciting proxies.  Shareholders can either be present in person or by proxy. A proxy is like a power of attorney, whereby the shareholder gives someone else the authority to vote her shares for her.  The shareholder says how she wants the shares voted and the proxy holder registers that vote on the day of the meeting.

II. The federal proxy rules.

A. Which corporations are subject to the federal proxy rules?

1. Any corporation subject to § 12 of the Securities Exchange Act of 1934. Corporations subject to the ‘34 Act are called reporting companies.  They must report annually (form “10K”), quarterly (form “10Q”) and if anything big happens (form “8K”).

2. Under § 12, reporting companies include:

a. Companies whose stock is traded on a national securities exchange and
b. Companies with at least 500 shareholders and $10 million worth of assets.

3. The federal proxy rules apply both to proxy solicitations by management and proxy solicitations by shareholders.

B. What do the proxy rules govern?

1. The process of shareholder voting in public corporations, including the dissemination of information, and the completeness and accuracy of the information about issues to be voted on.

2. The federal rules are not supposed to create any substantive rights for shareholders.  States determine the issues on which shareholders get to vote.  Congress only meant to make sure that shareholders have adequate information and a fair opportunity to exercise their voting rights.

C. 34 Act § 14(a) provides that it is unlawful to solicit any proxy or consent with respect to a security of a registered company "in contravention of such rules and regulations as the Commission [the SEC] may prescribe as necessary or appropriate...."

1. Definition of solicitation.

a. It is unlawful to solicit any proxy or consent authorization in respect of any security without doing all the things that the rules say you have to do. 

b. On the other hand, if you aren't soliciting, then you don't have to comply with all the disclosure requirements of the proxy rules.

c. Rule 14a-1(l)(1)(i)-(iii): 

(1) “The terms ‘solicit’ and ‘solicitation’ include:  

(a) Any request for a proxy whether or not accompanied by or included in a form of proxy;

(b) Any request to execute or not to execute, or to revoke, a proxy; or

(c) The furnishing of a form of proxy or other communication to security holders under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy.”

(2) Clause (iii) is the part of the definition that makes a solicitation so broad.

d. Is public advocacy a "solicitation?  

(1) In the LILCO v. Barbash (BWP p. 484), a citizens group put an ad in Newsday accusing LILCO of mismanagement.  The LILCO controversy revolved around the construction of the Shoreham nuclear power plant.  The citizens group was supporting a candidate for Nassau County Executive who was going to wage a proxy contest at LILCO.  The Second Circuit held that their newspaper advertisement could be a proxy solicitation even though it was directly addressed to customers and only indirectly addressed to shareholders and on a matter of important public interest to the community as a whole. [The case was remanded.]

(2) A determination that the definition of a solicitation could include those public advocacy communications means that you have to look for an exemption if you want to engage in such advocacy.  The exemptions were expanded in 1992.

e. What has been excluded from the definition of solicitation?  

(1) Some exclusions are set forth in Rule 14a-1(l)(2):

(a) For example, if a shareholder announces in the media how she plans to vote, with or without the reasons for her decision, the communication is deemed not to be a solicitation. 

(2) Rule 14a-2 is the big exclusion section.

(a) Rule 14a-2(b)(1):  You can have a solicitation, as defined in the rules, and not be subject to all the proxy rules if the solicitation is sought by or on behalf of a person who does not, at any time during such solicitation, seek the power to act as proxy or request a form of revocation abstention, consent or authorization.  [There is a list of people who can't take advantage of this rule.]  This means that you can actively solicit on behalf of a shareholder proposal as long as you aren't asking for proxies.

(3) Before ‘92, the big exclusion was the one that you now see in Rule 14a-2(b)(2):  Solicitation of no more than 10 shareholders.

D. The substance of the proxy rules.

1. Rule 14a-3:  The proxy statement has to contain the information specified in Schedule 14A.

a. Schedule 14A lists items that have to be disclosed. Sometimes those items send you to Regulation S-K. You must put these particular pieces of information into your disclosure.  (Schedule 14A includes a lot of information about the person soliciting the proxy, the nominees for directors, the compensation of management, interests of certain people in transactions to be voted on, any litigation that would affect the corporation and any of these people [item 103 of Reg. S-K])

2. There are other technical requirements.  For example, Rule 14a-6 sets forth certain filing requirements.  Rule 14a-6 requires that copies of the proxy statement be filed with the SEC at least 10 days before the material is sent to shareholders (or fewer than 10 days if the SEC authorizes it).

3. Rule 14a-8: Shareholder Proposals (we'll talk more about this rule later).

a. Shareholders have a right, under state law, to make proposals at the annual meeting.  Why isn't that right sufficient? Most of the shareholders are not physically present at the meeting.  Shareholders have certain limited rights to get their proposals into management's solicitation materials.  If your proposal is included in management's materials, then your issue gets on the agenda for the shareholder's meeting and you don't have to go to the trouble of doing your own mailing and proxy statement.

b. Management sometimes has the power to refuse to include a shareholder proposal in management's materials.  The rule provides a list of legitimate reasons for the company to refuse to include the proposal.

4. Rule 14a-9: False or Misleading Statements

a. You aren't allowed to put in any false or misleading statements with respect to any material fact in your proxy statement. You are also prohibited from omitting any material fact. The Supreme Court has held that a fact is material "if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote."  Rule 14a-9 has been held to provide individuals with a private right of action, so private parties can sue in addition to the SEC.

5. Rule 14a-11: Proxy contests

a. This rule deals with proxy contests for the election and removal of directors.

b. Under Rule 14a-8(c)(8), the company can reject a shareholder proposal that relates to election of directors.  This means that anybody wanting to offer alternative nominees has to mount a full-scale proxy contest.  Under Rule 14a-11, the insurgent must satisfy all the disclosure and filing requirements.  The upshot of this rule is that anyone who wants to elect directors must bear the cost of a full-scale solicitation, whereas the company finances management’s solicitation. 

III. Shareholder proposals.

A. Rule 14a-8.

1. Rule 14a-8 gives shareholders a limited right to get their proposals into the proxy materials that the company sends out.

2. Rule 14a-8(a) provides that the company must include the shareholder proposal in its proxy statement and form of proxy, subject to certain eligibility requirements.

a. What are the eligibility requirements?

(1) At the time of submitting the proposal, the proponent must be a record or beneficial owner of at least 1% or $2,000 of the securities entitled to vote [so holders of nonvoting preferred cannot submit proposals],

(2) And he shall have held the securities for at least a year and hold them through the date of the meeting.

b. Notice that there are also some other procedural requirements:

(1) The proponent or a representative must personally attend the meeting to present the proposal.

(2) The proposal must be submitted very far in advance of the meeting.  For annual meetings, the rule is at least 120 days before the company's proxy statement is released (not 120 days before the meeting).

(3) A proponent may only submit one proposal

(4) The supporting statement plus the proposal can only be 500 words. 

c. What if the company has no basis for excluding the proposal, but it thinks the proposal is terrible? The company can include a statement in opposition to the shareholder proposal.

d. What if the company wants to exclude it?  The company must file with the SEC a copy of the proposal and the proponent's statement and explain why it takes the position that it can omit the proposal. The Division of Corporation Finance at the SEC responds to the company’s request for interpretation. The Division of Corporation Finance will issue a “no-action letter” if it concludes that the company’s omission of the shareholder proposal does not require an SEC enforcement action. If, on the other hand, the Division of Corporation Finance concludes that the company cannot omit the shareholder proposal, the Division communicates that conclusion to the company, with a brief explanation of the Division’s conclusion. (The SEC has the power to seek an injunction to force a company to include a shareholder proposal, but companies typically defer to the judgment of the SEC in this area.)

e. Shareholders have a private right of action to challenge the company’s omission of a shareholder proposal.

B. Exclusions.

1. Since the statute says "must," the only way that the company can refuse to include a procedurally acceptable proposal is if one of the 13 exclusions in part (i) of the Rule apply.

a. The 3 most important exclusions:

(1) (i)(1): the proposal is not a proper subject for action by the shareholders under the laws of the state where the corporation is incorporated.

(2) (i)(5): the proposal relates to operations which account for less than 5% of the corporation's total assets and less than 5% of net earnings and gross sales [i.e. revenues] and is not otherwise significantly related to corporation's business.

(3) (i)(7): the proposal concerns a matter pertaining to the ordinary business operations of the corporation.

b. Some exceptions relate to legal prohibitions:

(1) The (i)(2) exception applies if the proposal would require corporation to violate any law.

(2) The (i)(3) exception applies if the proposal violates the proxy rules [this is likely to be a violation of 14a-9].

c. Other reasons

(1) (i)(4): the proposal relates to a personal grievance;

(2) (i)(6): the proposal is beyond power of the corporation to implement;

(3) (i)(9): the proposal conflicts with the corporation's own proposal;

(4) (i)(10): the company has already substantially implemented the proposal;

(5) (i)(11): the proposal duplicates someone else's proposal;

(6) (i)(12); the proposal has been submitted in the past and has not gotten much support.  

2. Shareholder proposals usually fall within two categories:

a. Shareholder proposals that relate to corporate governance issues.

(1) Most shareholder proposals are within this category.

b. Shareholder proposals that relate to social issues.

(1) These types of proposals attempt to influence company policy on a variety of social issues such as environmental issues, employment discrimination and affirmative action issues, human rights issues, and other social issues.

(2) Our casebook notes that, historically, fewer than 10% of such social issue shareholder proposals receive 15% or more of the shares voted. In more recent years, the number of shareholder proposals receiving significant shareholder support has increased. 

(3) Even if a shareholder proposal is not approved by the shareholders, such a proposal can be an effective public relations tool for an activist shareholder who can use a shareholder proposal to highlight a company policy to which the shareholder objects. Negative publicity associated with a shareholder proposal may ultimately pressure management to change its policies, even if shareholders do not approve the proposal.

IV. Example - Cracker Barrel Vote.

A. Prior to this case, the assumption was that SH proposals never pass. Here, the proposal received a majority of SH vote.  The proposal relates to policies of Cracker Barrel on sexual orientation.  In 1976, the SEC issued an interpretive release, which said that if a SH proposal relates to social policy issues, the issue cannot be excluded by management (i.e., not related to ordinary course of business). SEC finally said that they cannot tell the difference between ordinary business practice and social policy – so the SEC stopped trying to do this.  This is what happened in the Cracker Barrel case. The SEC started siding with management and began to exclude social policy issues. In this case, the lower court held that the SEC could not issue “no policy letters” inconsistent with the 1976 laws unless it change the 1976 rules.  The court later reversed its position – it now follows the 1976 interpretive release (i.e., will attempt to distinguish between policy issues and ordinary business practice) 

Unit 11. Duty of Care. (group w/ Unit 12). 

A. Introduction.

a. The business judgment rule (BJR).


i. The BJR (a reputable presumption in favor of the board) basically provides that a substantively unwise decision by a director or officer will not by itself constitute a lack of due care. 

ii. Elements of the BJR:

1. Duty of care – assumes that the directors were adequately informed.

2. Duty of good faith – assumes that the directors believed that the action was in the best interest of the corporation.

3. Duty of loyalty – assumes that the directors did not stand to gain personally (and disproportionately) from the action that they are voting on.

iii. Note - if the P can make a good case that the rule should be rebutted then the directors have to defend the substance/fairness of the decision.  Problem: once the directors loose the protection under the rule, the directors almost always then loose.  If the process is flawed we tend to assume that the decision is flawed.

B. Cases – deals with the duty of care.

a. Kamin v. American Express.
i. Rule – the board’s decision is valid so long as the board’s decision is informed and rational.
1. Informed.

a. The decision must have been an informed one.  That is, the director or officer must have gathered at least a reasonable amount of information about the decision before he makes it.

b. Standard of “gross negligence” – see below.

2. Rational.

a. The directors or officers must have believed that his business judgment was in the best interest of the corporation.  So the decision must not be substantially reasonable but it must be at least rational.  What must be rational is not the decision but the belief that the decision is rational.

b. Francis v. New Jersey.
i. Rule – the basic standard is that the director or officer must behave as a reasonably prudent person would behave in a similar circumstance.

1. No “accommodation directors” – there is no such thing as an accommodation or dummy director.  If a person sits on a board, he automatically bears the burden of acting with due care.

2. Egregious case – liability for the breach of due care is usually imposed only when the director or officer behaves “recklessly” or with “gross negligence”

a. Case – D, director, fails to attend board meetings, fails to read financial reports, fails to obtain the advice of a lawyer or accountant even if she is on notice that the corporation is being mismanaged – taken together, these acts amount to recklessness, and thus justify holding D liable for losses suffered by the corporation that could have been prevented if D exercised ordinary care.

i. Moral of the story - Do not let clients put non-business people who intend to do nothing on the board. 

c. Smith v. Van Gorkom.
i. Rule – the board’s decision is valid so long as the board’s decision is informed and rational.
1. Gross negligence standard – the gross negligence standard applies to the issue of whether the decision was an informed one.  In other words, even if the director or officer is somewhat (but not grossly) negligent in failing to gather all reasonably available information, he will not lose the benefit of the rule.

a. Example – The Ds, directors of a publicly held corporation, approve a sale of a company without making any real attempt to learn the intrinsic value of the company, without having any written documentation about the proposed deal, without learning that no true bargaining took place with the buyer, and while spending only 2 hours on the decision even thought there was no real time pressure. Held, the process used by the directors was so sloppy that their decision was not an informed one, so they do not have protection under the BJR and are in fact liable for the breach of the duty of care. [Smith v. Van Gorkom]

b. Even if the decision turns out to be right, if the process is flawed the directors lose protection under the BJR.

ii. Del. §141(e) - directors can rely in good faith on reports made by officers if the reports pertain to the matters at hand.

iii. Some state jurisdictions allow corporations to elect out of Smith v. Van Gorkom. 

1. Del. §102(b)(7) - the corporation can specify that directors are not liable for monetary damages for a breach of the duty of care. 

a. Note – directors cannot get protection under §102(b)(7) for the breach of duty of loyalty.

d. Subsequent case law developments. Duty of care in corporate takeovers.

i. Unocal Corp. v. Mesa Petroleum.
1. Rule – the board owes an enhance duty of care to the SH in a hostile corporate takeover (i.e., tender offer) if the board wishes to adopt a defensive measure to fight the takeover.

a. The board must conduct a good faith, reasonable investigation of the threat posed by the offer; and

b. If the board wants to adopt a hostile measure to fend off the offer, the BJR only applies if the measures taken are reasonable in relation to the threat.

i. Ex – board issues “poison pills” to drive up the price when the board believes that the bid is too low.

ii. Revlon Inc. v. MacAndrews & Forbes.
1. Rule – if the break up or change of control of a company becomes inevitable, the duty of the board changes from defenders of the target corporation to auctioneers charged with getting the highest price for the target corporation.

i. “Trigger Revlon duties” – directors duty all about price.

iii. Weinberger v. UOP 

1. In Weinberger, the defendants lost the protection of the BJR, which shifted the burden of proof to the defendants to show intrinsic fairness.  The court says that "fairness" has two components: (1) “fair dealing” and (2) “fair price.” As to the “fair dealing” element, the court says to consider how the transaction was timed, initiated, structured, negotiated, and disclosed.  (If something about the process is so bad that the defendants have already lost the protection of the BJR, the defendants will have a tough time establishing fair dealing.) As to the “fair price,” element, the court must value the business to determine whether the price was fair.  The Delaware Supreme Court liberalized the valuation method that a court may use to value a company that is a party to a merger and held that a court can consider any well respected method of valuation (e.g., discounted cash flow). 

a. Note: Weinberger is a duty of loyalty case, but the Weinberger test for “intrinsic fairness,” also known as “inherent fairness,” also is applicable in duty of care cases if the defendant loses the protection of the BJR.

iv. Blasius Industries v. Atlas Corp. 
1. Blasius holds that boards may not interfere with a shareholder vote for directors, in the absence of unusual coercion by a shareholder. This case is sometimes cited for the proposition that defensive measures that impede shareholders’ ability to elect directors (e.g., dead hand poison pills) may be impermissible.

a. “Dead hand poison pills” – the issuance of rights to SH of a target company. If the target corporation adopts a poison pill, the takeover corporation can no longer go forward with the takeover (price is too high).  The only way that the takeover will go forward is if the target corporation gets rid of the poison pill.  The takeover corporation can only get rid of the pill by taking control of the board.  In a dead hand poison pill – if there is too much turnover on the board, the poison pill becomes irrevocable.  This creates incentive for the takeover corporation to give up. Thus, poison pills may impede who the SH will vote for b/c the SH do not want the pill last forever.

Unit 12. Duty of Loyalty. 

PART A – Interested Director Transactions (IDT).

A. Introduction.

a. Background.

i. The duty of loyalty deals with transactions where the director is on both sides of the same transaction.

ii. Duty of loyalty – requires that a director place the corporation’s best interest above her own.

1. Self dealing transaction:

a. A key player (i.e., officer, director, or controlling SH) and the corporation are on opposite sides of the transaction; and

b. The key player has helped influence the corporation’s decision to enter into the transaction; and

c. The key player’s personal financial interests are at least potentially in conflict with the financial interest of the corporation.

iii. History:

1. CL – interested director transactions are voidable (not void) - someone must bring suit in an attempt to get the transaction rescinded.

b. State Statutes.

i.  Delaware §144 – see handout
1. IDT? If yes, then the D loses protection under the BJR.  Continue.

2. Did the D comply with (a)(1) or (a)(2)?

a. If no compliance with (a)(1) or (a)(2) the analysis is easy – go to (a)(3) and the court will decide if the transaction was fair and D has burden of proof.

b. If director complied with (a)(1) or (a)(2) – ask how?

i. (a)(1) – Disclosure + approval by directors, approval must be done by a majority of disinterested directors.

1. 3 approaches:

a. Test for fairness and D has burden of proof. Case law.

b. Test for fairness and SH has burden of proof.  Dictum.

c. Directors regain protection under the BJR. Dictum.

ii. (a)(2) – Requires that there was disclose to SH + approval by majority of all SH.

1. 2 avenues:

a. Majority of disinterested SH approval (super-compliance)

i. Same approaches as above.

b. Majority vote by all SH and there would not have been approval if the interested director had not voted.

i. Test for fairness. D has burden of proof.

ii. Ex – interested directors own 95% of stock, disinterested SH only owns 5% of stock.  Thus, interested SH can abuse his power.  Seems that the court should look at the transaction even though the director complied with the statute.

ii. California §310.

1. No interested director transaction is void or voidable solely b/c it was an IDT, and:

a. Do not count interested party’s voting shares. Therefore, cannot have the situation where all the disinterest SH disproves the transaction and the majority SH approves the transaction.  There is less room for abuse in CA.

B. Who is an “interested director”?  

a. The ALI Principles of Corporate Governance standard 
i. The director or officer, or an associate of the director or officer, who is a party to the transaction or conduct;

ii. The director or officer who has a business, financial, or familial relationship with a party to the transaction or conduct, and that the relationship would reasonably be expected to affect the directors or officers judgment w/ respect to the transaction or conduct in a manner adverse to the corporation;

iii. The director or officer, or a person w/ whom the director or officer has a business has a material pecuniary interested in the transaction (other than usual and customary director’s fees and benefits) and that interest and (if present) that relationship would reasonably be expected to affect the director’s or officer’s judgment in a manner adverse to the corporation;

iv. The director or officer is subject to a controlling influence by a party to the transaction or a person who has a material pecuniary interest in the transaction, and that controlling influence could reasonably be expected to affect the directors or officer’s judgment w/ respect to the transaction in a manner adverse to the corporation.

C. Cases.

a. Remillard Brick Co.

i. Note – CA case relying on old statute §820 (similar to Delaware). Today we use CA §310.  

ii. Rule – Compliance with the statute is not enough for IDT transactions, when the transaction is approved solely b/c it gains approval by majority all SH, and it would not have been approved if disinterested SH did not vote. In this case, the court should look at the transaction and test it for “fairness.”  The D must prove that the transaction was fair.

1. Today, this case would have come out differently b/c in CA interested directors can no longer vote their shares.

2. Marciano (dictum)– p.735. If disinterested SH or disinterested directors approve transaction, the directors regain the protection of the BJR. Note that this case goes beyond what is required under the statute.  

b. Fleigler v. Lawrence.

i. Rule – same as above. Compliance with the statute gets the defendants nothing –court must test the transaction for fairness and the defendants have the burden of proof.

c. Summary of law in this area:

i. In CA and Del – clear authority (i.e., case law) that compliance with the statute gets the directors nothing.  Directors still have the burden of proof.

ii. Dictum to support approach that says that the compliance with the statute shifts the burden of proof to SH.

iii. Dictum to support Marciano (i.e., directors regain protection under BJR). Mere compliance with Del §144 is not enough – must show that interested SH did not vote their shares.

Unit 12. Duty of Loyalty.  

PART B – Corporate Opportunity (CO) – case law.
A. Introduction.

a. Rule – the CO doctrine prohibits a director or an officer or even a managerial employee from diverting to herself a business opportunity that belongs to the corporation.

B. What is corporate opportunity?

a. Test applied in various jurisdictions:

i. Interest or expectancy.

1. This is the oldest test.  The corporation has an “interest” in an opportunity if it already has some contract right regarding the opportunity. (Example: Corp has a contract to acquire Blackacre; it therefore has an interest in Blackacre, so if its president buys Blackacre instead, he has taken a corporate opportunity).  A corporation has an “expectancy” concerning an opportunity if its existing business arrangements have led it to reasonably anticipate being able to take advantage of the opportunity. 

ii. Line of business.

1. Guth v. Loft.

a. An opportunity is in the line of business if it is closely related to the corporation’s existing or prospective activities. 

i. Ex – if the corporation is in the business of buying real estate, then even if the corporation is not looking to buy real estate at this moment, real estate is in the line of business.

2. Burg v. Horn.
a. Courts reject line of business test. The default rule is the interest or expectancy test.  

iii. Fairness, alone or in conjunction with other standards.

1. Court measures the overall fairness of the transaction.  Confusing and subjective - fairness is in the eyes of the beholder.  

C. When may a corporate manager take a corporate opportunity for herself?

a. Del. §122(17) - enacted in 2000, gives corporations the power to:

i. Renounce, in its certificate of incorporation or by action of its board of directors, any interest or expectancy of the corporation in, or in being offered an opportunity to participate in, specified business opportunities or specified classes or categories of business opportunities that are presented to the corporation or one or more of its officers, directors or stockholders.  

1. I.e., Corporations may renounce the interest or expectancy test.

b. Defenses permitted in various jurisdictions:

i. The opportunity came to the manager in her personal capacity, not in her capacity as a manager of the corporation. (I.e., at a cocktail party).

ii. The corporation was unable to take advantage of the opportunity. (I.e., insufficient funds). 

iii. Disinterested directors or shareholders rejected the opportunity after the manager disclosed it.

D. Remedies for usurping a corporate opportunity.

a. Some courts reject the (b)(ii) defense - above.  Irving Trust - If the opportunity was really that good, the corporation could have borrowed money (this is not always true).

b. Kliniky v. Lungren – consistent with principles in ALI.  If the opportunity is disclosed full to the corporation and rejected, the individual may take the opportunity.

c. Imposition of a constructive trust on the insider’s new business –example: real estate transaction.  If corporation negotiating for income producing real estate and director buys it; court could impose a constructive trust – any income produced from the property goes to the corporation.  Do not force an unwinding of the corporation.

Unit 13. Insider Trading - from handout.

I. Introduction.

A. Importance of federal law.

1. Most of the law of insider trading is federal securities law. State law causes of action for fraud or deceit have narrower application than federal causes of action under Rule 10b-5. 

II. Rule 10b-5: Federal ANTI-FRAUD Statute (applicable to insider trading)
A. 1934 Act § 10(b): It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange -- To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.

B. The language of Rule 10b-5: It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails, or of any facility of any national securities exchange, to employ any device, scheme, or artifice to defraud, to make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances in which they were made, not misleading, or to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security.

C. The elements for Rule 10b-5 liability:

1. Interstate commerce.

a. The defendant used any means or instrumentality of interstate commerce, or of the mails, or of any facility of any national securities exchange.

2. In connection with the purchase or sale of a security.

a. The deception or misleading statement was made in connection with the purchase or sale of a security.

b. Not actionable if the material non-public information lead to inaction (i.e., does not buys stock).

3. Material misinformation.

a. The defendant either affirmatively misrepresented a material fact, or failed to state a fact that made his statement misleading, or remained silent in the face of a fiduciary duty to disclose a material fact.

b. Materiality: Basic Inc. v. Levinson.

(1) A fact is material if a reasonable investor would consider it as altering the total mix of information in deciding whether to buy or sell.

c. Deception requirement: Sante Fe Industries v. Green.

(1) Rule 10b-5 does not apply to transactions that are substantively unfair but are not deceptive.

4. Scienter (intent)

a. The defendant knew or was reckless in not knowing of the misrepresentation and intended the plaintiff to rely on the misrepresentation.

b. Ernst & Ernst v. Hochfelter: Negligence is not enough to establish scienter.

5. Reliance.

a. The plaintiff relied on the misrepresentation. Courts have relaxed this requirement both in face-to-face transactions and in transactions in public markets.

b. For example, Courts apply the “fraud on the market” presumption where there is public trading of the stock. Courts assume that investors rely on the integrity of the trading markets. If a misrepresentation affects the price of the corporation’s stock, the misrepresentation is a “fraud on the market.” Courts presume that investors relied on the misrepresentation because the investors assumed that the market price reflected the truth. The defendant can rebut the presumption by showing that: the misrepresentation had no effect on the trading price of the stock; or the plaintiff investor would have traded even absent the misrepresentation (i.e., P had a need for the cash and would have sold at any price).

6. Causation.

a. The plaintiff suffered actual damages as a result.

D. Remedies.

1. Actions may be brought by the SEC, the Justice Department and private parties.

a. The SEC can bring civil actions.

b. The Justice Department (in consultation with the SEC) may bring a criminal action.

c. Private parties may bring civil actions.

2. Specific remedies.

a. Rescission: Sometimes the plaintiff can rescind or unwind the transaction:

b. Disgorgement damages: Sometimes the plaintiff can recover the defendant’s profits from the security.

c. Out-of-pocket damages: Sometimes the plaintiff can recover “out-of-pocket” damages which equal the price at which the plaintiff bought or sold and the true value of the stock on that date of the sale.

d. No punitive damages, but defendants may be subject to civil penalties

e. Criminal fines and jail terms in criminal cases.

f. The SEC can also “censure” securities professionals.  (A censured person cannot work in the securities industry.)

E. Statute of limitations.

1. The Supreme Court, in Lampf, Pleva, Lipkind, Prupis & Petigrow v. Gilbertson (1991), held that a Rule 10b-5 action must be brought within 3 years after the challenged violation and 1 year after the discovery of the facts constituting the violation. (Note that state statutes often have a longer SOL but that the elements of state law are harder to prove.)

III. Classic Insider Trading and Outsider Misappropriation under Rule 10b-5.

A. Introduction.
1. 2 theories of liability under §10(b)(5):

a. Classic Insider Trading 

b. Outsider Misappropriation

2. One of the elements for 10b-5 liability is a material misrepresentation. Insider trading does not involve a misrepresentation in the conventional sense, but a breach of the duty to abstain or disclose satisfies the misrepresentation requirement.  

3. A Rule 10b-5 violation for insider trading requires a breach of a duty to abstain or disclose.  The issue in many 10b-5 cases is whether the defendant had a duty to abstain or disclose. 

B. Classic Insider Trading.

1. Cases.

a. Chiarella v. United States. Supreme Court Case.
(1) Facts - Chiarella worked for a financial printer.  The printer printed documents for large corporate transactions.  Chiarella figured out the identity of some of the targets in the transactions, and bought stock in those corporations.  He profited from those trades based on nonpublic information.  He was indicted on charges that he violated Rule 10b-5. He was convicted and the Court of Appeals affirmed the conviction. 

(2) Issue - The issue in this case is whether he violated Rule 10b-5 when he traded on material nonpublic information.  The court notes that liability under 10(b)(5) for nondisclosure “is premised upon a duty to disclose arising from a relationship of trust and confidence between parties to a transaction.”  

(3) Holding - The court holds that Chiarella owed no duty to the sellers so he did not violate Rule 10b-5.  

(a) “[T]he element required to make silence fraudulent -- a duty to disclose -- is absent in this case.  No duty could arise from petitioner’s relationship with the sellers of the target company securities, for petitioner had no prior dealings with them.  He was not their agent, he was not a fiduciary, he was not a person in whom the sellers had placed their trust and confidence.  He was, in fact, a complete stranger who dealt with the sellers only through impersonal market transactions.” . . .  

(b) “Section 10(b) is aptly described a s a catch-all provision, but what it catches must be fraud.  When an allegation of fraud is based upon nondisclosure, there can be no fraud absent a duty to speak.”

b. Dirks v. SEC. Liability for “tippees” who trade.
(1) Facts - Dirks was a securities analyst who worked for a broker-dealer.  Secrist was a former officer of Equity Funding (“EF”), an insurance conglomerate.  Secrist divulged to Dirks that the assets of EF were vastly overstated as a result of fraudulent corporate practices and that the company was in big trouble.  Secrist wanted Dirks to investigate and expose the problems at EF.  Dirks investigated.  EF management denied the allegations, but some employees corroborated the allegations.  Dirks did not trade in EF himself and neither did his firm.  However, Dirks repeated the allegations to members of the investment community, including some investment advisors, and some of those people sold their equity positions in EF.  The EF stock dropped from 26 to 15 per share during the time that Dirks was pursuing his investigation and talking to others about EF.  California and the SEC investigated and EF ended up in receivership.  Dirks was charged in an SEC enforcement action with a 10b-5 violation and was ultimately censured by the SEC. 

(2) The theory was that Dirks, as a “tippee” of material nonpublic information disclosed by a corporate insider, Secrist, had to abstain or disclose the information. The Court of Appeals for the DC Circuit affirmed the SEC’s censure of Dirks. 

(3) The Supreme Court reverses. The Court held that Dirks did not violate Rule 10b-5 because Dirks had no duty to the EF shareholders. Dirks had no duty to the EF shareholders in his individual capacity.  Dirks had no duty to the EF shareholders as the tippee of Secrist’s tip because Secrist did not breach a fiduciary duty to the EF shareholders by making the disclosure to Dirks. 

(4) Holding - The Court reaffirms the language from Chiarella that a duty to disclose or abstain arises from the relationship between the parties, not just from having material nonpublic information. 
(5) Rule - Tippees assume an insider’s fiduciary duty to shareholders if: 

(a) The insider has breached his duty to the shareholders by disclosing the information to the tippee; and 

(b) The tippee knows or should have known that there has been a breach. 

(6) The insider is considered to have breached a duty in disclosing the information to the tippee if the insider benefited personally, directly or indirectly, from the disclosure.  

(a) The benefit can be pecuniary benefit (i.e., money) or it can be reputational benefit. 

(b) If an insider makes a gift of confidential information, it is treated as though the insider traded himself and made a gift of the profits to the recipient of the information.  

(c) In this case, the majority concludes that Secrist disclosed EF’s secrets to Dirks so that Dirks would investigate and expose the problems at EF.  Secrist did not benefit from the disclosure, so the court concludes that his disclosure was not a breach of the fiduciary duties he owed to EF shareholders. 

(7) In footnote 14, the court also says that outsiders retained to work for the corporation, such as accountants, lawyers, and investment bankers, may become constructive insiders. 

(a) These outsider become insiders as a result of entering into a relationship of trust and confidence with the corporation and receiving nonpublic information with the expectation that they will keep it confidential.  

c. SEC v. Switzer. “Eavesdropper” case. I.e., unintentional disclosure by an insider.
(1) At a track meet, Coach Switzer overheard Platt, the CEO of Phoenix Resources, talk to his wife about day care arrangements during the week that Platt would be out of town liquidating Phoenix Resources.  Switzer and a few of his friends made substantial investments based on this nonpublic information.  The SEC argued that Switzer and his friends were liable under 10b-5.  However, under the Dirks test, Switzer and his friends owed no duty to the Phoenix Resources shareholders; Platt did not benefit from the disclosure so Switzer did not inherit any duty from Platt.

C. Outsider Misappropriation.

1. Outsider Misappropriation is an alternative theory of liability under Rule 10b-5.

a. Under classic insider trading case law, a defendant like Chiarella who misappropriates material nonpublic information and trades based on that information is not liable under Rule 10b-5, because the defendant has not breached a duty owed to the shareholders of the corporation whose stock was traded.

b. Cases (such as the Carpenter case) established an alternative theory for liability under Rule 10b-5, where the insider trading occurred because material nonpublic information was misappropriated from the source of the information.

c. Under this alternative theory of liability (known as “outsider misappropriation” or “misappropriation”):

(1) “A person violates Rule 10b-5 when he misappropriates material nonpublic information in breach of a fiduciary duty or similar relationship of trust and confidence and uses that information in a securities transaction [or passes it on to a tippee who trades on it].” (Quote from Chestman opinion).

d. If this theory had been applied in the Chiarella case, the defendant would have been liable for violating Rule 10b-5.

2. United States v. Chestman. Chain of communication.
a. Facts - A & P was going to do a tender offer for the Waldbaum supermarket chain. Ira Waldbaum, the controlling shareholder of the Waldbaum corporation, told several family members about the planned acquisition, but told them to keep it a secret.  Most of the family members he told were actively involved running the Waldbaum corporation.  One of the people Ira told was his sister, Shirley.  Shirley asked one of her daughters to drive her to the bank to get her stock certificates.  The daughter called her sister, Susan Loeb, and asked her to cover her kids’ carpool, saying that she had to take their mother somewhere.  Susan called her mother to inquire what was going on and her mother told her -- but also told her to keep it a secret from everyone except her husband, Keith.  Susan told her husband, Keith Loeb, about the acquisition and they discussed the financial effect that the acquisition would have on their kids.  Keith called Robert Chestmen, a broker used by some of the Waldbaum family, and told him about the planned acquisition.  Chestmen bought Waldbaum stock for his own account, for Keith’s account, and for the account of several other customers.  

b. Chestmen was indicted and convicted on charges that he violated Rule 10b-5 and Rule 14e-3.  A panel of the Second Circuit set aside the conviction.  The case was then reheard en banc.  The majority reversed the 10b-5 conviction but affirmed the 14e-3 conviction.  

c. The government’s theory in the case was that: 

(1) Keith Loeb breached a duty to his wife and the Waldbaum family when he misappropriated the nonpublic information about the impending A & P tender offer for Waldbaums and disclosed that information to Chestmen; and 

(2) Chestman, as a tippee, assumed Keith Loeb’s duty to the Waldbaum family and breached that duty when he traded based on the misappropriated nonpublic information.

d. Rule - Misappropriation theory can be coupled with the Dirks “tippee” liability test.  

(1) In this context, a tippee assumes the misappropriator’s duty to the source of the information if: 

(a) The misappropriator has breached his duty to the source of the information by disclosing the information to the tippee; and 

(b) The tippee knows or should have known that there has been a breach of the duty.

e. The opinion focuses on the question of whether Keith Loeb owed a duty to his wife or the Waldbaum family.  The majority concluded that Loeb did not owe a duty to his wife or the family.  

(1) The majority concluded that family members do not owe a duty to one another solely because they are family members.  

(a) “More than the gratuitous reposal of a secret in another who happens to be a family member is required to establish a fiduciary or similar relationship of trust or confidence.”  

(b) A duty is owed between family members only if there is between them a fiduciary-like relationship.  

(2) The majority distinguished the case of Reed.

(a) In that case, Gordon Reed, a director of Amax, frequently discussed the business affairs of Amax with his son. Gordon told his son confidential information about a proposed tender offer for the corporation. The son bought Amax options. The son was indicted for violating 10b-5 based on the breach of a fiduciary duty owed by the son to his father.  However, in that case, Gordon Reed was in the habit of discussing confidential info about Amax with his son. 

(b) The court says: “[W]e limit Reed to its essential holding: the repeated disclosure of business secrets between family members may substitute for a factual finding of dependence and influence and thereby sustain a finding of the functional equivalent of a fiduciary relationship.”  

f. Rule 14e-3.  

(1) Although the court reversed Chestmen’s 10b-5 conviction, it affirmed Chestmen’s conviction under Rule 14e-3. 

(a) Rule 14e-3: During the course of a tender offer, anyone (other than the bidder) who has material nonpublic information about the tender offer is prohibited from trading if he knows or has reason to know that the information was obtained from the bidder or the target.

(b) Note that Rule 14e-3 does not require that the government prove a breach of a fiduciary duty, so it is easier to prove a 14e-3 violation than a 10b-5 violation.  

(c) Rule 14e-3 only applies in the context of tender offers. 

3. United States v. O’Hagan. 

a. Facts – lawyer practiced at Dorsey and Whitney who represents Grand Net regarding a tender offer for the common stock of Pillsbury.  O’Hagan did no work on the Grand Met representation.  O’Hagan purchased call options in Pillsbury stock.  He made $4.3 million on these options. 

b. Issue – Is O’Hagan liable under the misappropriation theory of liability?

c. Rule – Criminal liability under §10(b)(5) may be predicated on the misrepresentation theory. Duty runs to the source of the information. In this case, it is the law firm of D&W and the firm’s client Grand Met. 

i. “The misappropriation theory holds that a person commits fraud “in connection with” a securities transaction, and thereby violates §10(b) and §10(b)(5) when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.”

ii. The insider trading theory would not work b/c he was not an insider of Pillsbury and therefore owed no duty to the SH of Pillsbury (even under the constructive insider theory).
d. Holding – O’Hagan liable.
i. Dissent (Pratt agrees) points out that if the misappropriator discloses to the source of the information that they were trading based on it, then that would seem to dissolve them of liability under 10b-5 (which is bizarre).  So he says that trading on nonpublic information hurts the trading public whether or not the misappropriator is deceiving the source of the information.  Incremental expansion of 10b-5 is allowing misappropriation theory (and if we adopted Burger’s standard, that would make it even more broad).  
4. New Rule 10b5-2 and the “duty of trust or confidence.”
a. For purposes of this section…”

(1) 10b-5-2 – defining scope of duty of trust and confidence.  Reaction to Chestman case. In Chestman, the court held that family alone is not enough to show a fiduciary relationship (must show that there was a history of trust and confidence as the facts in the Reed case).  Now, the there is a presumption of duty between family members – this is rebuttable presumption

(2) 10b-5-3 seems to be an administrative reversal of the holding in Chestman (which said that family relationship by itself is not enough).

(a) Here, family relationship is enough.

(b) On a Chestman like fact pattern, there they were supposed to keep it confidential, and they breached that confidentiality, then it can cause misappropriation liability.

D. New Rule 10b5-1 – not on exam!

1. One requirement, to establish liability under 10b-5, is that the purchase or sale constitutes trading “on the basis of” material nonpublic information.  For some time, there was a debate about whether “possession” of the information was sufficient, or it was necessary to show that the defendant “used” the information. The newly promulgated rule says that “awareness” of the material nonpublic information is sufficient.

IV. Section 16(b).

A. Under what circumstances does § 16(b) apply?

2. Section 16 of the 1934 Act applies to trading in the stock of a “reporting corporation” under §12 of the 1934 Act.

3. Section 16 applies to officers, directors, and shareholders who beneficially own more than 10% of any class of the corporation’s equity securities.

4. Section 16 requires periodic filings with the SEC to report on the insider’s ownership of stock of the company.

B. The mechanical rule.

1. § 16 requires officers, directors, and “10% shareholders” to disgorge to the corporation any profits they make by purchasing and selling the corporation’s stock during a 6 month period.

2. How does the rule work?

a. Look to see if there is a profit from matching any purchase by the insider with any sale by the same insider within a six month period.

(1) The purchase does not have to precede the sale.

b. If there is any profit, the insider must return it to the corporation.

3. Example based on an example in Corporations: Examples & Explanations (assume that the party is an XYZ Inc. insider and §16 applies):

a. Facts.

(1) July 1, year 1: D bought 200 shares of XYZ Inc. stock for $5 per share.

(2) Feb. 1, year 2: D sold 200 shares at $15 per share.

(3) May 1, year 2: D bought 300 shares at $10 per share.

b. Application of § 16:

(1) The July purchase cannot be matched with a sale within 6 months.

(2) However, the February sale can be matched with the May 1 purchase.

(a) Only 200 shares match.

(b) The “profit” was $5 per share.

(c) So D must disgorge $1,000 (200 x $5 per share) to XYZ Inc. 

Usually for tort claims, to pierce, on must show:


Dominion and control such that the corporation is a mere instrumentality of the owner.


Fraud or wrong drops out for tort creditors – no longer a requirement.  It is still relevant if found but not necessary for piercing.


Must show injustice or other wrong.





Undercapitalization is determined at the inception of the business.  It is not an ongoing test.  Look at when the business is set up and see if there was sufficient equity put in it at the beginning.  This indicates whether it was created and operated as a sham or an alter ego for another corporation or person.





The average earnings and the average interest should be given to us.





NOTE:  Minute Book:  the minute books are the formal records of the action taken first by the incorporator and then by the board.  The minute book includes resolutions that the board will act upon in a chronological order.  The minute book has to be well maintained and have a fair amount of formality b/c if the corporation is ever faced w/ a veil piercing case, it will work in their favor.





Interest payments on the debt are not contingent on the profit of the business.  If too many interest payments are missed, the creditors can begin bankruptcy proceedings. This is the major risk of a business using debt to finance the corporation.





Whatever rights the bondholder wants must be stated in the contract.  The bondholders are only protected by their contract.  When drafting these contracts be very pessimistic.





A corporation can be solvent under one approach and not under another.





Voting rights:


PS can have voting rights, and will be deemed to have voting rights equal to those of CS unless the articles of incorporation provide otherwise.  The voting rights are often limited to specified issues and circumstances.  If the corporation fails to pay dividends, the holders of PS may be able to elect the board.





H, the holder of a call option, has the right to buy a share of stock of ABC Co. for $105. The right expires in 90 days. The price at which the security will be bought if the option is exercised is referred to as the “exercise price” or the “strike price” of the call option. 





If the stock is currently trading at a price that is higher than the strike price, the call option is “in-the-money.” For example, if the stock is trading at $120, the call option is “in-the-money.” The holder of the option could make a profit by exercising the option (buying the stock for $105) and immediately selling it for $120. (The profit from this transaction is reduced by the amount the holder paid for the option.)





If the ABC Co. stock is currently trading at a price that is lower than the strike price, the call option is “out-of-the-money.” For example, if the stock is trading at $90, the call option is “out-of-the-money.” The holder of the option could not make a profit by exercising the option (buying the stock for $105) and immediately selling it for $90. The call option still has value, however, because the trading price of the ABC Co. stock may exceed the strike price during the 90-day period of the option. 











H, the holder of a put option, has the right to sell a share of stock of XYZ Co. for $105 (the “exercise price” or the “strike price” of the put option). The right expires in 90 days.  





If the stock is currently trading at a price that is lower than the strike price, the put option is “in-the-money.”  For example, if the stock is trading at $90, the call option is “in-the-money.” The holder of the option could make a profit by buying the stock for $90 and exercising the option (selling the stock for $105). (The profit from this transaction is reduced by the amount the holder paid for the option.)





If the XYZ Co. stock is currently trading at a price that is higher than the strike price, the put option is “out-of-the-money.” For example, if the stock is trading at $120, the put option is “out-of-the-money.” The holder of the option could not make a profit by buying the stock for $120 and exercising the option (selling the stock for $105). The put option still has value, however, because the trading price of the XYZ Co. stock may fall below the strike price during the 90-day period of the option.





Assets = liabilities + SH equity   	         OR                  Assets –Liabilities = SH equity











Inventory accounting formulae:





	Opening inventory [closing inventory from previous year’s balance sheet]


         +	Purchases during the year


	Goods available for sale





	Goods available for sale


         -	Closing inventory for the current year [usually applying FIFO or LIFO conventions]


	Cost of goods sold





Gross receipts from sales


          -	Cost of goods sold 


	Operating profit from sales





FV = PV (1+r) n





PV = FV / (1 + r) n





Value of business = earnings / capitalization rate 


		


			OR





The value of business = earning x multiplier.





The multiplier is the reciprocal of the capitalization rate


Multiplier = (1 / capitalization rate)





The problem with using this is that we need the earnings and capitalization rate.





In the parable: $225 = $45/0.20 OR $225 = $45 x 5





Capital accounts:





Stated capital = PN (the par value per share times the number of issued shares)





Capital surplus (aka paid in capital) = the total consideration received for the stock minus the stated capital





Earned surplus (aka retained earnings) = earnings of business since inception less all dividends paid





ES = Earnings of business since inception – all dividends paid out





If the corporation’s average annual earnings (before interest and taxes) for the two preceding years were less than its average interest expense for the two preceding years:





The corporation’s current assets must at least equal 1.25 times the corporation’s current liabilities.





If the corporation’s average annual earnings (before interest and taxes) for the two preceding years were equal to or greater than its average interest expense for the two preceding years:





	The corporation’s current assets must at least equal the corporation’s current liabilities





Total assets must at least equal 1.25 x total liabilities





Hypo:  AB Corp is owned by 2 shareholders, A and B. Shareholder A owns 51 shares. Shareholder B owns 49 shares. The shareholders will elect 5 directors to the board. If shareholders elect directors using straight voting, how many directors can A and B elect? 


A=51votes & B=49 votes (A can elect the entire board; A votes 51 times, 5x ( not a total of 51 times)





Hypo:  see facts above. Cumulative voting formula is used to determine the number of shares needed to elect the desired number of directors:





NS =	ND x TS   + some fraction (or 1)


	TD + 1


	NS = # of shares needed to elect the desired # of directors


	ND = # of directors that a SH wants to elect


	TS = total # of shares authorized to vote


	TD = total number of directors to be elected


If A wants to elect 3 directors, A needs more than 50 shares. A has 51 shares.





NS =	ND x TS  + some fraction (or 1)


	TD + 1


NS =	3 dir’s A wants to elect x 100 shares  + some fraction (or 1)


	5 dir’s to be elected + 1





NS = 	300 + 


	  6





NS = 	50 +





If B wants to elect 2 directors, B needs more than 33 1/3 shares. B has 49 shares.


NS =	ND x TS  + some fraction (or 1)


	TD + 1


NS =	2 dir’s B wants to elect x 100 shares  + some fraction (or 1)


	5 dir’s to be elected + 1





NS = 	200 + 


	  6





NS = 	33.33 +





Delaware - for action to occur without a meeting need majority of all voting shares.





LILCO would be overturned by rule 14a-2(b)(1) 





Tipper – person who divulges non-public information to the tippee.





Tippee – person who receives non-public information.








Stretched to include insider trading.





If Secrist violated his duty to the SH and Dirks knew of this, Dirks would have been held liable.





Fiduciary duty is owed to the source of the information.











Case combines misappropriation theory and tippee theory of liability.





Tippee got information from Keith (who was not an insider).  Keith owed no duty to the SH.  Furthermore, Keth owed no duty to his family simply b/c they are family.





Rule 14e-3 is an important rule with a narrow scope.  Only applies in the context of tender offers.





Can have liability under both rule 14e-3 and rule 10(b)(5).





Only 200 shares in common.





Never consider duty of care in the abstract – always discuss it in conjunction with the BJR.  In other words, phrase the initial issue, as “did the officers/directors exercise duty of care?”  But then state, “if the conditions for the BJR are met, the court will find that the officers/directors satisfied its duty of care even though the decision turned out badly.”





Can combine staggered board and class-designated boards.





Important: this is the current instrumentality test for tort claimants.  There is no need to show fraud but must show that there was an overall element of injustice or unfairness present.





“Interested director”:





He or an immediate member of his family has a financial interest in the transaction.





He or a family member has a relationship with the other party to the transaction that would reasonably be expected to affect his judgment about the transaction











    �A Note on Terminology: What some states refer to as the "certificate of incorporation," is called the "articles of incorporation" or the "charter" in other states; the terms are used interchangeably. Ditto for "shareholder" and "stockholder."
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