BUSINESS ASSOCIATIONS OUTLINE Spring 2006
Professor Pratt
I. GETTING A BUSINESS STARTED

A. INTRODUCTION TO ECONOMICS OF THE FIRM
1. CONCEPTS
a. Risk Bearing (How to allocate/to whom, etc)
b. Incentives (For the parties to perform, etc)
c. Monitoring
2. THE “OF GRAPES AND WINEMAKING” PROBLEM
a. Incentives 
i. IF Ann could & willing to grow grapes
i. Incentives would fully coincide w/grower
1. she would get full bens of yield → she has incentive to maximize yield
ii. IF we introduce Bill → DIFF incentives
i. may not care about maximizing yield
1. if he’s an employee → won’t get more $
2. if he does get > $ → he’ll have an incentive BUT not the same b/c he can only partly participate in the Yield (yield ≠ harvest)
3. RISKS (2 TYPES)
a. Controllable: 
i. How do we allocate?
i. How & by whom are they BEST controlled
b. Uncontrollable
i. How do we reduce economic impact of these risks
ii. How do we allocate
c. STEPS
i. FIRST: What are the risks?
i. Example: ANN WORRIES:
1. weather (uncontrollable)
2. bill shirking
3. mkt for particular grape/wine (demand)
4. supply (overflow of)
5. economic conditions (if bad will spend <$ on marginal goods)
6. Ann’s ability to pay Bill’s salary, etc
ii. SECOND: divide into controllable & uncontrollable
i. Controllable:
1. who is in best position to control?
a. Ideally → allocate to the best position
ii. Uncontrollable
1. who is in best position to bear risks economically
a. Ideally → allocate here
i. Ex: Ann → as owner/investor can insure, etc
2. Insurance: Ann may be able to ameliorate effect of risks
3. Diversify: Ann may be able to diversify her risks (don’t put all eggs in one basket)
a. E.g. diff biz
i. Reduces risk of firm-specific risks (if B is a lousy farmer) b/c will eventually level out (w/↑ # of biz) & will only be left w/overall mkt risk)



4. B can’t really diversify (b/c no $)
a. Only providing labor to the biz (can’t work for 10 diff cos!)
d. RISK PREFERENCES
i. 3 Kinds of People
i. RISK AVERSE
1. willing to pay to produce a result that is less variable
ii. RISK NEUTRAL
1. don’t care about variability
a. they want highest expected return
iii. RISK LOVING
1. willing to pay to have more variable return




2. If prefer Method 2 → risk averse
a. Would give up 10 expected value to get less variation/risk)
3. risk neutral → method 1 (higher expected value)
4. risk loving → method 1 (even if < expected value b/c willing to give up EV to get > variation)
e. example: Risk of Bill Shirking
i. If Bill’s profit is tied to yield → somewhat reduces risk b/c incentive BUT
ii. If Bill is employee → A is bearing brunt of risk (must monitor)
iii. HOW TO MINIMIZE
i. MONITORING
1. Direct Monitoring: 
a. But this is absurd b/c A is trutin to delegate NOT hang out & watch him the whole time
2. Staggered Direct Monitoring
a. E.g. surprise visits
3. Indirect Monitoring
a. E.g. hire a supervisor
i. Just like SH hire Bd of Directors & hierarchy of mgrs stems from there
4. **PROB: monitoring costs $**
ii. CONTRACTING
1. **PROB:
a. For drafter b/c A doesn’t know exactly what B needs to do (need to use “best efforts” etc)
b. COSTS: to draft & litigate breach
iii. **Everytime A spends $ to minimize shirking → she loses $ from the biz**
iv. TIE BILL’S PROFIT TO YIELD?
1. This will align interests
a. Employee w/fixed salary AND give him some amt of profit
i. **gives him incentive**
iv. **so → will likely end up w/employee relationship** b/c diff worries than tenancy (B can’t bear econ risk, A worried that B can’t pay)
i. AND ways to minimize risks

B. CHOICE OF ORGANIZATIONAL FORM
1. Statutes:
a. Default: rules that will apply through statutes f don’t K around
b. Enabling: statutes permit drafting around default characteristics
2. TYPES OF ORGANIZATION FORM (5 Types)
a. Corporation
i. C Corp
ii. S Corp
b. Partnership
i. General
ii. Limited
c. Limited Liability Company (LLC)
3. CHARACTERISTICS OF CORPS, GPS, LPS & LLCS

a. DEFAULT CHARACTERISTICS OF CORPS
i. General rule: LIMITED LIABILITY
i. Creditors must look to corp to pay its debts
1. *may not look to SH to pay corps debt*
2. **corp is responsible for its own debt**
ii. Costs:
1. creds take into acct ltd liability terms
a. will charge more or ↑ int rate so they won’t bear price for ltd liability (> price compensates for risk)
i. will K around so as to be compensated for ltd liability
2. tort creds → can’t K around so tort creds bear cost of ltd liability
iii. Benefits:
1. allows aggregation of capital
2. allows free transfer
a. *w/o ltd liability → creditor/purchaser would have to know about all other owners*
3. **allows investors to focus on (1) health & (2) future of biz w/o concentrating on financial status of each owner** (only care about biz)
ii. CONTINUITY OF LIFE
i. Death or withdrawal of SH has no effect on biz (biz continues)
1. *facilitates trading*
ii. Upshot: easy exit → if investor disagrees w/mgmt → can leave/sell
1. **Makes branding possible**
a. Aggregate capital over time
b. Develop brand recognition/quality over time
iii. CENTRALIZED MGMT
i. SH → Bd → Officers →everyday biz
1. SH elect Bd
2. Bd serves ints of SH
a. Manages officers who runbiz
b. Make decisions re biz
ii. *SH can’t always sue* BUT
1. duties implicit in centralized mgmt
a. Duty of G/F
b. Duty of care (diligence)
c. Duty of Loyalty (to SH best ints)
2. **as long as Bd exercises these fiduciary duties → cts won’t second-guess decisions (otherwise can be liable for breach of fiduciary duty)
b. DEFAULT CHARACTERISTICS OF GPS
i. UNLIMITED LIABILTY
ii. MGMT BY PARTNERS
iii. TRANSFER ABILITY UPON CONSENT OF ALL
iv. DISSOLUTION UPONT DEATH/WITHDRAWAL
v. UPA (1914) & RUPA (revised)
c. DEFAULT RULES OF LPS
i. LP = at least one GP & at least one Ltd Partner
i. Hybrid of Corp & GP characteristics
ii. LTD LIABILITY
i. General Partner 
1. unltd liability (like a gen partnership)
2. *jointly & severally liable for debts & liability
a. *note* GP can be an entity w/ltd liability
b. IF GP is corp or LLC → insulated
i. Its SH have ltd liability → only amt in corp solution is at risk
ii. Limited Partner
1. ltd liability BUT caveat:
a. could be asked to pay contributions it has agreed to make but hasn’t yet
i. ex. IF agreed to $200 & only paid $50 → debtor could go after him for $50
2. RULPA § 303 → if participated in control → liable BUT this *chilled participation*
3. SO → RULPA § 303 (newer version)
a. *not liable if participate in control*
i. Permits ↑ participation in mgmt (lower risk of liability)
iii. RESTRICTIONS ON TRANSFERABILITY
i. Assignee → 
1. does not become substitute partner unless ALL partners consent
ii. Partner →
1. can assign profits BUT not mgmt of ints
iv. CONTINUITY OF LIFE
i. What happens on death/withdrawal/bk of a partner
ii. RULPA § 801 → technical dissolution BUT
1. If GP withdraws → no other GP unless all LPs agree to continue the LP & appt new GP OR
a. There is another GP & partnership agreement permits to carry on (default = dissolution)
iii. ULPA (2001) § 81 (3)
1. same: dissolution upon dissociation BUT here → if another GP
a. default ≠ dissolution (unless maj votes for dissolution)
b. Also → agreement can specify events
iv. LP withdraws → no dissolution
v. CENTRALIZED MGMT
i. GPs manage
ii. LPs may have rt to vote on certain things (default rules → RULPA 302 & ULPA 406(b))
d. DEFAULT RULES OF LLCS (also hybrids)
i. LTD LIABILITY
i. All LLCs have ltd liability for members
ii. OTHER 3 CHARACTERISTICS
i. LLC docs can specify/opt for corp characteristics
1. operating agreement
2. articles of organization/certificate (in Del)
ii. great amt of flexibility
iii. State LLC Statutes have Defaults BUT this varies
iii. DEL DEFAULTS
i. Member managed (like partnership)
ii. No transferability w/o consent (like partnership)
iii. Perpetual existence (corporation)
iv. LLC members have ltd liability (corp)
iv. **Used to be couldn’t see >2 Corp characteristics b/c lose tax status; NOW: can have more copr chars & still be taxed like partnership**
v. BENS

i. LLC members get ltd liability (best of corporate world)
ii. Taxed like partnerships (best of partnership world)
1. *better fro smaller investors)
iii. So why don’t we always create LLC (if best of both words)
1. LLCs are new (not much cl knowl; cls want something else)
2. Since new → case law not as developed
a. Unpredictable to fill in ambiguities
i. E.g. if don’t specify in agreement, unsure of defaults
4. TAILORING THE ENTITY BY VARYING THE BASIC CHARS
a. What if want to mix characteristics
i. E.g. what if want corp but don’t want free transferability
i. Set up corp AND make SH agreement
ii. E.g. what if want partnership but don’t like unltd liability
i. Non-recourse loan (bl proceeds ag collateral Not person)
5. TAXATION OF BIZ ENTITIES  (2 Systems)
a. CORP/ENTITY TAXATION
i. Only applies to C Corps

ii. C Corp treated as separate tax paying entity (rules: § 11 of code)

iii. Double-taxed

i. Taxed when corp files as income (as income of entity)
ii. Taxed when SH get dividend (as their personal income) OR → corp retains earning (no distribution)
1. value of stock ↑

a. taxed as capital gain when stock sold

i. **will still be taxed BUT at a lower rate than income**

iv. NOTE: Investor doesn’t have to hold stock
i. Can put capital in by loan

1. **corp will pay int to investor NOT dividends on shares**

a. INTEREST → deductable by corp

b. DIVIDEND →corp can’t deduct

2. AND Investor will pay tax on interest not dividend

a. Interest is taxed at different rate (currently taxes on int >  on dividends)
b. PARTNERSHIP/PASS-THROUGH TAXATION
i. Partnership is not taxed separately
ii. Aggregate approach: tax is imposed only at level of partners (allocate income of partnership to partners accdg to %)
i. Partnership files income tax return
ii. Then sends Form K-1 to partners (rules: § 1) (so each knows what to include on their taxes)
c. S CORPS
i. Basically treated like partnerships
i. Aggregate approachi
ii. REQS
i. No more than 100 SH
1. can aggregate family members (H&W = 1SH)
ii. SH cannot be nonresident aliens
1. no foreign SH
iii. SH cannot be entities
iv. Only one class of stock
a. *this is problematic*
b. Any interest → e.g. if default & creditor has seat on Bd → this could be another class
iii. DISTINGUISH BTW C & S
i. Only matters for tax purposes
1. set them up in same way (under corp law)
2. BUT: re taxes
a. Must establish that meets eligibility reqs
b. Must file S Corp election w/IRS
i. Ltd time to do so after formation
ii. *may be able to file b/f formation so it s ready to go*
iv. Any other corp (that isn’t S Corp) = C Corp

d. RATES/CUTS & THEIR SUNSESTS
i. Top rate for C Corps AND individuals = 35%

ii. OLD REGIME:

i. Dividends = income

ii. Capital gain = top rate = 20% (lower than income)

iii. CURRENT LAW:

i. Dividend = ordinary income BUT

1. taxed like capital gain

a. Max rte = 15%

ii. Max capital gain rate = 15%

iii. **SH is taxed the same whether distributed as dividends OR retained by corp**

iv. MIGHT want to distribute dividends while it is temporarily low

i. **will affect decision re taxation**


e. NOTE:

i. Even though classical system (of double-taxation) looks same as partnership
i. *At some pt will be another level of tax
1. when dividends paid OR
2. if corp reinvests in itself ($ of stock will go up) & SH sells stock & get capital gain (taxed on this)
f. LOOPHOLE/SPECIAL RULE
i. IF the SH holds stock until death
i. *appreciation is never taxed (as income)
1. we treat beneficiary as investing in stock at date of death at FMV (e.g. paid $100K)
a. *may have to pay estate tax but not income tax (on stock gained)*
b. This is the only time we do this (only exception to double taxation)
ii. Distinguish: GIFT
1. we treat recipient as taking at the original investor’s level (not fair mkt value at time of transfer)
a. **will owe tax on gain**
g. LOSS OF $ (taxation when no income)
i. (1) Biz fails OR (2) operates at loss for a few yrs
ii. PASS THROUGH GP, LP, LLC, S CORP)
i. Biz losses flow through to investors & get reported on individual tax returns
ii. Theoretically: can use losses to offset other income
iii. BUT now: Anti-abuse Rules
1. if want to use loss to reduce income MUST jump through restrictions
2. 4 restrictions (rules)
iv. Upshot of rules
1. if invest cash & lose $ can take loss on taxes
2. BUT if invested w/borrowed $ code will catch you
iii. C CORP
i. Loss does not pass through to SH
1. loss sits at entity level (as NET operating loss – NOL)
2. AND C Corp can carry NOL:
a. Back 2 yrs & Forward up to 20 yrs
i. May get refund on tax paid
ii. 2 yrs b/c don’t want to issue a lot of refund checks since govt is depending on $
iii. May offset future income of biz
iv. Not same concern re time since govt hasn’t collected yet (not depending on $)
iv. EXAMPLE
i. Yr 1 – Biz income = $200
ii. Yr 2 – Biz Loss = (-)$300
iii. Year 3 – Biz Income = $300
1. IF BIZ = C CORP
a. Yr 2 loss is NOL. The loss does not pass through to the SH.  The loss is an entity level loss that can be carried back 2 rs & carried forward 20 yrs
b. NO entity tax due for yr 2
c. $300 yr 2 NOL is carrie back to yr 1.  Biz will get refund of tax paid on $200 income (b/c after $300 loss is applied net income is reduced to $0)
d. The remaining $100 of NOL is carried forward to yr 3.  $100 NOL reduces yr 3 income from $30 to $200.
2. IF BIZ = PASS THROUGH ENTITY (GP, etc)
a. Yr 2 loss passes through to the partners & is reported by them on their yr 2 individual tax returns.  
b. However, various provisions in the IRC (restrictions mentioned above) may limit the partners’ ability to deduct those losses against other income
c. Note: IF CASH or RECOURSE BASIS for investment (lender can proceed ag borrower personally)
i. will be easier to get past these rules
v. ORDERING/Restrictions
i. There are very specific ordering rules BUT corp can waive the carryback
ii. ALSO → may be able to sell NOL (losses) if Biz is not surviving (another co can use them on their taxes)
iii. **if sell stock at a loss → limit deduction/yr = $3,000/yr
6. DECIDING WHICH FORM TO USE BASED ON:
a. Is there a priority of considerations when determining choice (ltd liability most important, etc)?
i. Can usually get what parties want through variety of structures
i. need to know how to get these structures AND
ii. how to explain them
b. Formalities
i. How formal do investors want relationship to be
i. Is it acceptable to have no written document?
1. CONSIDER:
a. Do they trust each other?
b. How much invested?
i. Large investment → WANT written agreement
ii. Ex: precision tools: $900K invested: can pay for drafting
2. **only time no agreement works:
a. Absolute trust
b. Like all default rules
c. Default Rules
i. The less we have to K around will be easier for cl
ii. Ltd liability
i. LOOK AT:
1. strength of each party’s preference (assets outside biz)
2. who will most likely get sued (deepest pocket)
3. what are they specifically worried about?
ii. LOOK AT LTD LIABILITY POSS
1. C Corp
2. S Corp
3. LLC
4. LP
a. Need at least one GP (but can set up ltd liability as GP (ex. J & M as SH)
5. When wouldn’t you want ltd liability
a. Avoid higher int rates on loans
b. Avoid reqs for personal guarantees
i. But this is less exposure to liab (b/c only liab to bk NOT all)
6. Strength of desire
a. Who wants it more?
iii. Allocation of control & mgmt
i. How much does everyone want to be involved?
1. IF LP: who should be GP or LP
2. IF GP: does everyone want lot of say?
3. IF corp: 
a. Who should be bd of dirs
b. How to issue stock
c. Issue stock to achieve allocation of seats they want
i. Ex: issue voting common stock to J & M (so can run corp but don’t have priority of payment)
ii. Issue non-voting preferred to B so reaps ben of diprop investment (contributing 6/9) but doesn’t rule all dirs
d. Issue diff amts of each class
i. Establish diff voting rts for certain stock (eg cum/straight)
ii. Gets power structure we want
iii. (give J & M more say while still giving B what he wants & rewarding him)
e. Can negotiate class & amt
i. Get B to give up some voting rts in order to get $ back sooner (some common voting & some preferred non-voting OR B could get loan & some stock…)
iv. Continuity of life/ltd life
i. Do they want co to continue upon death of partner?
1. How old are partners?
ii. Do they want continuity?
1. Corp = perpetual
2. Partner = ltd life
3. **can K around/be proactive & opt for continuity (in partnership agreement)**
iii. When do you want ltd life?
1. if exist to work on project of ltd duration
v. transferability of interests
i. Want it to be free?
1. Prob not (all want to limit)
a. Conflict:
i. Don’t want dissolution if one leaves BUT
ii. Want to control who takes place
ii. Corp = free transfer. BUT can K around (SH agreement, rt of 1st refusal to corp in creation docs, etc)
iii. LP = similar issue
1. ex. B can assign profits to son BUT only if ALL consent
iv. LLC would work
1. get ltd liab & choose everything else BUT involves a lot more drafting
d. Taxation
i. Will Biz provide for parties better as PASS THROUGH or CORP
ii. If all you had to worry about was tax →
i.  use pass through (more favorable)
1. get to use losses right away
2. only 1 layer of taxation
ii. IF rates change, so will incentives
1. e.g. if corp rate is lower than individual
iii. SO why even organize as C corp when there are significant losses?
i. Optimism bias (assume success)
ii. Assume will go IPO in few yrs (believe will make profit)
iii. NOTE: full double-tax may not be charged
1. may be able to avoid double-taxation
a. IF special corp rate
b. IF individual
i. is exempt
ii. subject to lower rate
2. Zero-Out Corp
a. Figure out profit THEN make out bonus check to employee-investor
i. Corps can deduct $ if paid as salary if meets reasonable std (comparable to what other employees make at other similar small biz)
ii. NOT taxe as income of corp (only taxed once as individuals income)
b. Can do this for small biz, where SH = employees
3. CONSIDER: rates/cuts & sunsets (would you want to distribute, etc)
iv. When thinking about double taxation THINK
1. about special tax categories that ind might fit in
2. options of avoiding (e.g. zero-out)
3. special tax cats that C Corp (not ind) might fit in
v. ALSO remember: if loan: taxed on interest NOT dividend
1. corp can deduct
2. individual rate on int diff than on dividend
iv. What matters to everyone (potential conflict of int)
i. LOOK AT: what is everyone’s ax bracket
ii. WHAT HAPPENS IF EARNINGS
1. will they want imm distribution or reinvest
a. IF bracket = 35% **if imm: prob want pass-through
b. IF lower bracket, pass through works UNLESS *if want corp to retain: prob want c corp 
iii. WHAT HAPPENS IF LOSSES
1. Pass through: losses will pas through & can take ag other income
2. C Corp: can preserve loss at entity level (as NOL) until start earning income
a. *this works if don’t earn a lot of other income (b/c don’t need pass-through to offset taxes)* BUT
i. Usually want to use losses as soon as can (b/c time value of $)
iv. Example: Precision tools
1. B wants pass-through if current distrib (b/c high tax bracket & other income)
2. If corp operating at loss & then fails
a. M won’t have sufficient gain to use loss (only $3K per yr can be used by selling stock)
b. J & B may have capital gain ag which can use loss from reduced stock
e. Ability to Raise Capital
i. Who/where is it coming from
i. Ability to repay debt
ii. Stability of co
iii. Money to expand?
ii. E.g. (1) start small/stay small OR (2) rapidly expand & go public
i. i.e. corp can issue new shares of stock (sell equity)
1. to expand must be C Corp or LP
a. LP: investors will be ltd partners
b. only C Corps & LPs can have IPO
i. not GP, LLC, S Corp
c. LP can sell int BUT will lose tax status
d. Overwhelming maj of pu corps – C Corps
iii. Find out how big will get & how fast it will get big
i. IF plan IPO
1. can set up as C Corp OR
2. set up as LP & roll over into C Corp
a. do this if want rules of LP BUT it is always better to be C Corp at time of IPO (b/c LP will lose tax status)
iv. Need biz loan?
i. Look at assets
1. what can be used as collateral
2. inventory
3. Ks w/ customers, etc
ii. **remember: if ltd liability → bk may ask for personal guarantees/charge ↑ rate of interest**
7. THE PRECISION TOOLS PROBLEM
a. Jessica
b. Michael
c. Bernie
C. SETTING UP THE CORPORATION
1. ETHICAL CONSIDERATIONS
a. What if the parties have conflicting interests? → whose atty are you?
i. Ex. Bernie, Jessica & Michael
ii. CRPC: Can’t represent > 1 cl IF
i. Conflict of int OR attys independent jment affected
1. exception: all consent after FULL disclosure
iii. CRPC: retained by corp then allegiance to entity BUT
i. What if no org yet (only the individuals)
iv. Confidentiality: can’t tell others what one says
v. Ideally: want to be mediator & each party gets his own atty
vi. Practically: be clear (1) what your duties are (2) potential conflicts
i. Advise on the rules, etc
1. They must choose what they want & how they want to set up
2. CHOOSING THE SATE OF INCORPORATION
a. There is no federal corporate law
b. Internal Affairs Doctrine
i. State controls relationship btw
i. SH & Corp (rt to vote, etc) AND
ii. MGMT
1. e.g. fiduciary duties that directors owe SH
ii. **must know law that governs**
iii. Note: if incorporate in one state BUT operates in another
i. EXTERNAL AFFAIRS
1. tort, k , etc → governed by that state
ii. INTERNAL AFFAIRS
1. governed by state of incorporation
c. Delaware versus the Home State
i. Most small biz incorporate in home state b/c otherwise:
i. (1) Will be subject to tax & recording reqs as foreign biz  in home state AND in (2) reqs in Del
ii. DEL
i. Most lenient rule w/respect to mgmt
1. some think this freedom is good, some don’t
ii. race to bottom vs race to the top
1. Del attracts biz in order to raise state revenues
a. By offering favorable regime to mgrs
2. Race to bottom
a. Mgmt gets more control
b. SH left on the side
3. OR Race to Top
a. In long run, mgmt can’t get away w/acting detrimental to SH (lge/poorly managed corp = takeover target)
3. DELAWARE PROVISIONS
a. PROMOTER Anyone can be incorporator (don’t need atty)
i. PROMOTER’S LIABILITY ON PREINCORPORATION
i. General rule: P is liable for preincorp. Ks entered into on behalf of corp to be formed
ii. Exceptions
1. Ex Ante (planning the K)
a. sign: “[name of corp to be formed] [in formation or a corp to be formed] by [name of promoter], promoter”
b. ideally: 
i. K should specifically provide for a novation (substitute 1 party for another) when corp comes into existence OR
ii. P should wait to enter into K until corp is actually formed OR
iii. P should take an assignable option on the K (instead of actual K) & assign the option to the corp after it is formed (then corp can enter K at that time)
2. Ex Post (litigation args)
a. Min View: Cts sometimes look to intentions of parties, based on all facts & cirs to determine wheter P is liable on preincorp Ks (did they expect P to be bound?)
b. General rule: P is liable
b. CERTIFICATE OF INCORP (also articles of charter)
i. Filed w/Sec of State
ii. Must be included in certificate:
i. Name (must indicate that entity = corp/ltd liability biz & distinguishable)
ii. Name & address (of registered agt & office)
1. can have corporate aft but this MUST be Del biz (incorp in Del or reg. foreign biz)
2. some biz in Del provide this service to other corps for a small fee
a. won’t have to maintain own agt/office can just use them for SoP purposes
iii. purposes
1. used to have to state quasi-govt purp (build RR)
2. NOW: don’t have specific BUT general
a. Need not have socially desirable purp
3. can state purps specifically BUT can be sufficient to use the boilerplate language of the statute
a. some biz have addtl regulatory burden (e.g. day care center)
4. might want to state specifically IF want to limit biz to specifics but more common to be general
iv. powers: means of accomplishing purposes (open factories, enter Ks, etc)
1. Can limit powers (just like purposes)
2. doctrine of ultra vires (beyond the powers)
a. if corp did something it didn’t have power to do → invoked doctrine to weasel out of obligations
b. SO, has been eviscerated BUT some left
i. If 3d party won’t be hurt by invocation
ii. SH can sue mgmt for ultra vires acts
3. modern provisions
a. all powers of natural persons (CA default)
i. can limit if want to 
v. initial capitalization
1. # shares Bd authorized to issue w/o addtl permission from SH
a. Par value of that stock (min for which can be sold)
b. Can state diff classes
c. Can auth bd to “fill in blanks” on class
i. Ex. “blank check preferred & bd can choose preference”
vi. Can designate directors: incorp will imm lose power
a. if you want power of incorporator to terminate on formation MUST state BUT most will wait for mtg
b. IF don’t name → elect Dirs at mtg of incorporator & SH
c. MOST don’t name b/c this is a pub doc
vii. BYLAWS
1. Default = only SH can adopt/amend BUT can give power to BD in certificate
viii. Duty of care, G/F, loyalty
1. Directors liable for breaches of these duties
2. Cert of incorp can specify that dirs relieved of monetary dams FOR:
a. Breach of duty of care
b. **can’t relieve of:
i. Inj relief for breach of pending duty of care
ii. OR $ dams for breach of G/F or loyalty
3. IF don’t specify → immunization doesn’t apply
a. (must be invoked/not default rule)
iii. ONCE FILE CERTIFICATE:
i. File
ii. Sign, pay taxes, fees
iii. Will get stamp: “filed [date & time]”
1. corp will come into existence now unless specify later date (not more than 90 days later)
iv. incorporator holds organizational mtg (if don’t name directors)
1. bylaws adopted
2. directors elected to serve until 1st SH mtg
3. Transact other biz if necessary
4. **can hold mtg on piece of paper:
a. Unanimous written consent of incorporators AND “organization action” (that had to be taken)
i. Must include piece of paper in corp minute book (chrono compilation that commemorates decisions of directors)
iv. AMENDING CERTIFICATE
i. 2 step process
1. Bd resolution
2. SH approval
c. BYLAWS
i. Who can adopt/amend
i. Before/if no stock issued (no SH) → incorporator OR directors (if incorp dropped out)
ii. As soon as stock issued → SH
iii. Directors can be given power BUT
1. doesn’t divest SH of power → Both dirs & SH
ii. Contents
i. Groundrules for biz
ii. Governance/powers of dirs, SH, officers
iii. Can have overlap w/cert of incorp BUT cert of incorp trumps bylaws where the conflict
iv. AMENDING BYLAWS
1. usually SH OR dirs alone can amend
2. **placement of rules matter** (in cert or bylaws?)
a. Harder to amend cert
i. E.g. can put protective provision in Cert of incorp to make takeover harder (must get past hostile bd) b/c need both SH & dirs appvl
d. MTGS OF SH
i. Special mtgs: who can call
i. Default: only bd acting as unit can call BUT
1. Bylaws can provide otherwise
ii. Notice of mtg: so can establish quorum
i. What is quorum? (can define in bylaws)
1. default: 51% of shares present
a. can increase req for quorum
ii. what is needed to act → 
1. default: need bare maj of quorum
a. ex. 51% of 51% of shares
b. can increase req for approval
2. **certain actions need maj of ALL shares entitled to vote → fundamental corp actions
a. E.g. amending, dissolving
iii. Record Date: when mtg held
i. ALSO: SH are the SH of record on that date
e. ACTION BY CONSENT
i. In lieu of mtg
ii. Need only maj of SH in DEL
iii. **some states req unanimous consent (harder to do this)
f. DIRECTORS
i. Removal
i. Del Default: w/or w/o cause upon appvl of maj of shares entitled to vote
1. should usually incl defaults in docs b/c reader may not have code handy
a. also: this shows intended default
ii. committees:
i. Del Default: mj of whole bd can designate
ii. **get auth to act for full bd**
1. exception: can’t do it for fund corp txns
iii. mtg
i. can have action w/o mtg if unanimous written consent of directors
II. CORPORATIONS AS LEGAL ENTITIES

A. INTRODUCTION TO CORPS AS LEGAL ENTITIES
1. THE CORP & THE CONSTITUTION
a. Do corps have constitutional rights?
b. First National Bank of Boston v. Bellotti: political speech
i. Mass criminalized corp expenditures to influence referenda on income tax issues w/except for issues materially affecting profits
ii. Starting assumption: corp has 1st Am rts (fictional person) unless some reason it shouldn’t (affirm reason to deny)
i. Why?
1. mktplace of ideas: 
a. public access to discussion/debate
i. giving corps rts serves dissemination b/c facilitates speech by corps
ii. less info w/o corp speech?
1. corp has role to play in dissemination of ideas
2. minority: assumes there is no collective action prob on part of individuals (“can always join associations”)
iii. another source of rights
i. rts of individual SH
1. e.g. SH are speaking unanimously through corp
a. PROB: will always have at least one dissenting SH (mgmt is representing most but not all)
iv. Subject of speech: matters
i. If subject relates to biz of corp
1. materially relates to profits & will have relative uniformity among SH
ii. political speech vs commercial speech
1. greater protection for pol speech
2. if deny individual pol speech → unconst
3. can we deny corp pol speech?
v. CANNOT deny corp political speech on issues not affecting biz
i. Exception for materially affecting biz not enough
vi. **corps must be allowed to participate in pub discussion**
i. State ints
1. drown-out theory
a. individuals drowned out by large corps
i. corps have more econ power
b. not concerned by this b/c
i. individuals can counter (solution = ↑ individual speech not ↓ corp speech)
ii. corruption not a prob b/c elections are diff from referenda (elections infl candidate; referenda infl dissem of ideas)
2. other people’s money
a. if SH disagrees w/corp $ is being misused/adverse to interest
b. BUT other remedies
i. Derivative suit, sell stock, etc
vii. Can’t be sure if (1) well-crafted statute (2) supported by ev would/n’t pass muster
i. Holding is narrowed to circs b/c Mass law was suspect (trying to elim corp voice re income tax)
c. 2 views of corporation & law
i. TRADITIONAL
i. SH come first, then everybody else
1. everybody else irrelevant (creds, employees, etc)
2. **only care about maximizing wealth of SH
ii. Concerns: corp governance (operating w/other people’s $)
iii. IF not a SH → outsider
1. *dirs role = protect SH**
a. No duty to outsiders
ii. NEW ECON THEORY (corp as K)
i. Nexus of Ks among factors of production
1. corp = amalgamation of agreements btw entity & people it interacts w)
ii. Ks w/(1) employees (2) suppliers of capital, etc
iii. **law should be consensus fo view of what outcome should be**
1. default rules meant to minimize txn costs
a. off the rack provisions
2. corp law = enabling (but not mandatory)
iv. Concerns of theory: efficiency & reduce costs
iii. TODAY: traditional model dominates BUT law in econ will likely impact corp law
B. THE CORP & SOCIETY
1. THE BERLE-DODD DEBATE
a. 2 views of role of corp in society
i. SOLE FUNCTION = BEN OF SH (Berle)
ii. 2 FUNTIONS: (1) SOCIAL SERVICE & (2) PROFIT MAKING
i. Corp must do both (Dodd)
2. DODGE V. FORD MOTOR CO.
a. Ford chose not to pay dividends but to reinvest in con AND reduce price of cars
b. Is philanthropic purpose ok if SH don’t agree? (as use for cash retained)
i. NOTE: this is not the same as charitable contribution
i. This is about biz/profitability model
1. cash hoard was to expand hoard
ii. CT: must distribute dividends BUT
i. Re cash retained: up to bd whether or not to expand; how to price cars; what to do re employee wages
1. b/c Strategic interests of firm
a. **matters how you frame the issue**
i. Doesn’t say philanthropy
3. ALI PRINCIPLES OF CORP GOVERNANCE
a. These are nonbinding → only recommendations
i. Function of corp = maximize SH wealth BUT
ii. Corp: (even if it doesn’t increase SH wealth)
i. Obliged to laws subject to the fact that
ii. May consider ethical considerations appropriated to conduct of biz (e.g. expansion) AND
iii. May donate reas amt to pub welfare, humanitarian, educ, & philanthropic purposes
4. OTHER CONSTITUENCY STATUTES
a. Legislatures provided that 
i. Directors could take into acct interests of constituencies other than SH (ex. Bondholders, creds, employees, customers)
ii. **DUAL role** to (1) serve public good (social service function) AND (2) provide profits to SH
b. Initially enacted in height of corp takeover error (corps bought for cheaps & factories closed to save reduce costs/increase efficiencies)
i. BUT not ltd to takeover context
c. **not in ABA model rules b/c might seriously alter premises on which corp law is based
d. Possibly creates conflict of int for Directors
i. Sometimes the way to make ↑ $ for SH is to behave bdly to other constituencies
ii. Sometimes, states require rather than permit these dual roles
i. **but mkt may place its own check on this: PR, brand value, etc)**
e. **CA hasn’t adopted statute** (neither has Del)
f. **can invest in socially responsible funds**
i. Note: it is possible that corp behaving in socially responsible way can do well BUT this assumes that mkt exists
5. THE ROLE OF COUNSEL
a. ABA Model Rules of Prof Conduct
i. Advisor: exercise ind prof jment & render candid advice
i. Consider moral, econ, social, pol factors that might affect client’s decision
ii. Purely technical legal advice sometimes inadequate
ii. Offering advice: not reqd to give advice if not asked BUT
i. Must comm re adverse legal consequences
b. SOX: creates conflict of interest w/cl (ABA doesn’t like it) → whistleblowing provisions
i. PROB: for every atty acting ethically, there are hundreds that will gladly take his place
c. MORAL INDEPENDENCE THEORY
i. Attys assist cls so can avoid consequences of their actions
i. Cls are only ones responsible for actions regardless of what attys do
d. MORAL INTERDEPENDENCE THEORY
i. Attys must accept some responsibility for cls actions in certain circs
i. Moral views are relevant if participate in decisionmaking
1. ex. If make deals rather than just document, may not be able to objectively evaluate txn b/c have a stake in it
e. **temptation to cross the line is when you are involved in the creation of the structure rather than just documentation**
C. CORP CHARITABLE GIVING & SOCIAL RESPONSIBILITY
1. Should we permit corps to contribute to tax exempt foundations? (may not maximize profit, etc)
2. TAX LAW THAT ENCOURAGES CORP CHARITABLE GIVING
a. Encourages charitable giving on corp level rather than SH level (tax breaks)
i. 2 possibilities:
i. CORP makes charitable contribution
1. corp gets tax deduction for contribution
2. charity receives ↑ $ (not made after taxed, no tax on gift)
ii. CORP distributes as dividend, encourages SH to donate
1. Corp gets taxed b/c free cash (income)
2. SH taxed on dividend (income)
3. Charity receives ↓ $ (not efficient)
b. Tax law encourages AND state statutes
3. STATE STATUTES ON CORP CHARITABLE GIVING
a. Permit giving
b. CA: charitable gifts can be made w/o regard to corp
i. **don’t have to demonstrate any type of ben to SH**
c. DEL: not as clear BUT says pretty much the same thing in case law
4. CASES
a. Theodora Holding Corp. v. Henderson
i. **this is not a biz jment rule case**
ii. Action for acctg
i. Bd voted to issue shares & donate BUT Value of stock ↓ when made contribution to foundation (b/c now had ↑ # of shares outstanding)
iii. Is donation reasonable (goes to substantive validity of contribution)
i. Note: if process was good, wouldn’t evaluate substance b/c biz jment rule (but here, requesting acctg → indicates bad process (B/F, etc))
iv. 2 PRONG REAONABLENESS TEST
i. Is amount reasonable?
1. look to IRS code & analogize:
2. IF w/in limit for deduction → OK
3. HERE: amt w/in tax deduction on gross income limit
ii. Is purpose reasonable?
1. Balancing
a. Ints of those served by charity (ex. deprived young people) VS
b. Loss incurred by SH
i. If loss ↓ prob ok (ex. 15cents/$)
2. ever not ok?
a. Maybe if makes gift to mgr’s pet charity
b. Kahn v. Sullivan (Armin Hammer’s pet charity)
i. **this IS a biz jment rule case**
i. Charitable contribution to: pet charity of director & CEO
1. IS it permissible for Ah to aggrandize himself w/SH $?
ii. BIZ JMENT RULE
i. Rebuttable presumption in favor of dirs making decisions that
1. well informed: duty of care
2. acted in G/F: Duty of G/F
3. in the best ints of corp: duty of loyalty
ii. As soon as dirs ACT in capacity as dirs → rule attaches & evaluation of substantive aspects unreviewable → only look at process
iii. P who wants to rebut MUST SHOW faulty process
1. i.e. no G/F wll-informed/loyalty
2. IF: GOOD PROCESS
a. decision good/UNREVIEWABLE
3. IF: BAD PROCESS (P shows & rebuts presumption)
a. CT can review decision (& will likely find unreasonable)
4. PROCESS: oriented presumption
a. Theodora test = subst review of decision/contrib (good/bad decision)
iv. **note: maybe cts don’t judge substantive decision b/c biz world will**
1. SH sell; takeover; mgrs lose cred, etc)
iii. HERE: GOOD PROCESS b/c
i. Special committee of independent, disinterested outside directors
1. not officers
2. not affiliated w/charity/museum
3. not dominated by Hammer (hmm….)
ii. Investigation
1. hired experts
2. considered wisdom of decision
3. considered legality of decision
5. CASEBOOK NOTES ON CHARITABLE GIVING
a. Mgrs decide (where to donate) OR
b. Hybrid:
i. Mgrs decide amt
ii. SH can individually decide where
III. LIMITED LIABILITY

A. INTRODUCTION
1. RATIONALE FOR LTD LIABILITY & CRITIQUE OF LTD LIABILITY
a. Ltd Liability
i. Creds can’t proceed personally ag SH (only corp is liable)
ii. Recourse for disappointed creditors (shopping list for whenever creds aren’t being paid → mostly when biz failing)
i. Pierce the corporate veil
1. go after SH
ii. Argue violation of legal capital rules
1. e.g. dirs authorized illegal dividend distribution
iii. equitable subordination claim
1. “Deep Rock Doctrine”
iv. Invoke fraudulent conveyance/transfer law
b. Rationale for ltd liability
i. Promotes capital formation
ii. Reduces monitoring costs (to prevent wrongdoing) w/respect to mgmt
iii. Reduces monitoring costs w/respect to other SH
i. To ensure they would also be liable
iv. Facilitates diversification of investment by SH
i. b/c ↑ $ since ↓ monitoring costs
ii. diversification reduces risk of loss by SH
v. Facilitates orderly trading of investments
vi. Encourages corp mgrs to take Biz risks that promote growth
vii. Gives mgrs incentives to act efficiently so that they don’t get the boot → b/c free transferability & efficient mkts
c. Critiques
i. Does ltd liability encourage the right amt of risk taking?
i. MORAL HAZARD → take risks that may be able to control since liability is ltd
ii. Who bears cost of ltd liability
i. Invol tort victims
ii. K creds (small trade creds like family)
1. b/c don’t have enough bargaining power to bargain for compensation for K w/ltd liability entity (bks can bargain for ↑ int rate, etc)
2. EXCEPTION TO LTD LIABILITY: PIERCING THE CORP VEIL
a. Cts will do this only in exceptional cases
b. Doctrine is mess & confusing since almost all case law
c. WHEN APPROACHING A CASE THINK ABOUT:
i. Structure of corp b/c want to pierce from corp entity to SH
i. SH may be individuals OR another large corp
1. can only go after assets of other corp (otherwise need 2 piercings)
d. when corp has another large corp:
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A has same amt of control in 2 Cos

B. THE CASES
1. THEORIES/FACTORS THAT MIGHT SUPPORT A PIERCING CLAIM
a. Intrumentality/Alter-ego/Agency
b. Undercapitalization
i. Usually considered as one factor in tests (#1) BUT
i. 9th circuit (CA Law): alone, this is enough to pierce
c. Failure to observe corp formalities
i. Usually consider one factor in tests (#1)
d. Fraud/Misrepresentation
i. Usually considered as one factor in tests
e. OFTEN: in tests → std for piercing for K creditors is ↑ than tort victims
i. If knew what were dealing w/should have used bargaining power to protect yourself (tort victims can’t)
2. PIERCING TEST FOR K CREDS
a. TEST #1: Instrumentality/alter ego/agency
i. Elements
i. Individual dominating/controlling corp
1. “owner” (equitable) has exercised such control that corp has become a mere instrumentality of owner
2. domination alone not enough
ii. That domination caused harm to P
1. P harmed by fraud/wrong
iii. Fraud/Misrepresentation (addtl element for K creds)
1. domination used to commit fraud/wrong

3. PIERCING TEST FOR TORT CREDS
a. TEST #1: Instrumentality/alter ego/agency
i. Elements
i. Individual dominating/controlling corp
ii. That domination caused harm to P
**no element of fraud for tort creds**

4. TEST #2: Undercapitalization
a. By itself, not enough to pierce BUT
b. 9th circuit: if severe can be grounds for piercing by itself

5. TEST #3: failure to observe corp formalities
a. By itself, not enough to pierce
6. TAKEAWAY → aside from 2 9th circuit cases when undercap is severe, mostly only get piercing under instrumentality test for Tort & K creds
7. CONTEXT MATTERS
a. shell corp (alter ego for individual)
i. Tiny corp
ii. One dominant shareholder
b. Parent-subsidiary
i. Owned largely by another corp
c. **basically same test for both contexts**
i. Ct recognizes dom SH will be involved in biz BUT this alone is not enough to pierce
ii. **even when control, not necessarily piercing**
i. Ct is concerned w/ownership, not just dom & control
ii. Ex. IS SH IN FACT THE OWNER (what does corp look like/how did SH act)
1. see G’s actions below
d. **look at ALL facts & circs**
i. No one fact is dispositive
i. Except: severe undercap in 9th circ
ii. If other factors, maybe undercap will push over the line
e. LOOK FOR FACTS
i. FIRST: LOOK FOR RELATIONSHIP
i.  facts of elements of control of corp BY the party
1. disregard of corp formalities (e.g. drafting resolutions, keeping minutes)
2. Inadequate capitalization
3. Intermingling of funds (personal & corp)
4. Same employees/officers
5. Same Biz address
6. Corps treated as ind profit centers?
7. Payment of guaranty of debts by dom SH
8. Intermingling of prop
9. Arm’s length txns
ii. SECOND: LOOK FOR WRONG & HARM
i. facts of wrong
1. Intentional structuring of series of txns for the express purpose of freezing out a cred
a. ex. corp left w/no assets to pay
i. alone, this is not enough BUT
b. IF lack of assets was not in course of biz but result of actions INTENDED to close out cred
8. K CASES
a. Freeman v. Complex Computing
i. Columbia wouldn’t K w/Glazier (for software)
ii. C3 = shell corp to get around this
i. Friend of Glazier = sole SH & initial director
ii. Glazier INC (indep. K w/C3) – Glazier is consultant
1. G not connected technically to C3
a. G → Ginc ↔ C3 ↔ Columbia
iii. K w/Freman
i. Sells & licenses software for C3
ii. Gets commission from certain clients (Thomson Fin = one of those clients)
iii. F’s statements were signed by Glazier
iv. C3 Ks w/Thomson
i. T gets exclusive worldwide sale & mktg
v. C3 terminates K w/F & then G hired as VP of Thomson
vi. Thomson purchased assets & (assumed C3s Iproducts, tm & tnames)
i. Also assumed C3’s liability BUT not F’s K
vii. G gets ridiculous signing bonus
viii. After txn
i. 10k left in C3’s bk acct
ii. 100K goes to T
iii. G got everything else
ix. F sues for $ owed & owing in future (>100K & >5million)
b. PIERCING THE VEIL
i. G = equitable owner of C3 (not nominal) BUT ALSO
ii. Must find G USED HIS CONTROL to do wrong
c. EQUITABLE OWNERSHIP
i. Concerned w/ownership, not just dominance & control
ii. G IS IN FACT OWNER
i. No corp formalities
ii. G personally indemnified SH
iii. Prez never attended mtg of bd
iv. C3 never paid dividends
v. G got lion’s share of C3 revenues
vi. C3 & G had same pace of biz, etc
d. NOTE: MAY have piercing in K cred case when no fraud/wrong
i. This is when K cred has no (or very little) bargaining power
i. b/c more like tort cred so ct won’t worry too much about fraud/wrong
ii. OTHERWISE
i. Ct is reluctant to upset the bargain reached by parties’ negotiations w/o fraud/wrong
9. TORT CASES
a. Magnan v. Terminal Transport. Sys. Inc.
i. Taxi case: 4 operating cos → set up shell to encompass liability of each cab (& shield each other from liabilities of other cabs)
i. OWNERSHIP OF operating cos
1. brother/sister corps (owned by same people)
2. not division (b/c don’t just do one aspect of work of owner corp) BUT wholly subsidiary
ii. INJURY at level of operating cos
i. LOOK for (1) owner & (2) domination & control
1. does TTS own? (dominate & control)
a. related through ownership BUT not parent co (more like cousin) b/c owner of TTS owns 60% of operating cos
iii. LOOK FOR RELATIONSHIP
i. Beneficial ownership (could be cousin co SH, etc)
1. HERE: whatever operating cos did, TTS dominated, controlled, benefited from since owned 60% through holding co
a. TTS = “owner” of operating cos & operating co is alter ego of tts
iv. LOOK FOR INJURY TO VICTIM
i. Did domination & control create unjust injury/loss to victim?
1. HERE: day to day mgmt; controlled sups & inspectors; receipts/acctg; legal services; mechanics; appvd all drivers, etc
b. Walkovsky v. Carlton:
i. Taxi fleet, carlton SH of 10 cos
ii. UNDERCAPITALIZATION
i. Don’t have Mangan-type facts in this case (no intermingling of funds, lack of formalities, etc) so prob not instrumentality
ii. LOOK FOR severe undercapitalization
1. fragmentation of biz
a. causes undercapitalization of each entity
iii. **We don’t allow undercap by itself to pierce b/c std is hard to discern (what is enough cap?)**
iv. WHEN TO DETERMINE IF UNDERCAP?
1. general rule: time of formation of biz (not reqd to continuously contribute $)
2. exception: when nature/scope of biz changes, may need to reconsider cap at that time
a. i.e. if biz gets riskier
v. COUNT INSURANCE AS CAP
1. if purchase mandatory minimum → no severe undercap
a. may not be adequately cap BUT not sever undercap
2. IF NO insurance→ bad fact
3. IF no state min: remedy could be w/leg OR maybe reasonableness test (even if no min, must be too little at some pt)
vi. ARGS FOR UNDERCAP
1. defrauded pub b/c not enough assets/insurance
2. *had statutory minimum ins**
10. PARENT-SUBSIDIARY & AFFILIATED CORP. CASES
a. Many parent-sub cases = tort cases b/c usually sub has enough assets to pay K-cred but not enough to pay mass tort claims
b. USE INSTRUMENTALITY TEST
i. How MUCH control triggers piercing?
i. Parent is expected to extend control SO this is very fact intensive
1. no one fact is dispositive
ii. MUST SHOW
i. Instrumentality (dom & control such that mere inst)
ii. Injustice/unfairness (as result of dom & control)
c. In re Silicone Gel Breast Implants Product Litigation
i. Bristol owns 100% of MEC; tort clm ag MEC
i. LOOK FOR MANGAN TYPE FACTS
1. MEC’s Bd = 3 (2 from Bristol)
a. Bd never went to mtgs, etc
2. Rpts; appvl for budget
3. cash mgmt (cash rec’d transferred to B)
4. employment policies
5. Bristol’s name/logo used to mkt breast implants
6. sale of urology division
a. B gets $, gives MEC note
i. MEC left with note & indemnity insurance
7. **YES PIERCING
a. b/c instrumentality (dom & control)
b. hurt P
c. *don’t need fraud for tort in Del corp*
ii. APPLY TEST (control not enough, MUST find instrumentality)
1. DOMINATION/CONTROL Based on a lot of factors
a. Common dirs/officers
b. Common biz depts.
c. File consolidated financial stments & tax returns
d. Parent finances subsidiary
e. Parent caused incorp of subsidiary
f. Subsid grossly undercap
g. Parent pays salaries & other expenses
h. Subsud receives no biz exept that given to it by parent
i. Parent uses subsid prop as its own
j. Daily ops of 2 are not separate
k. Subsid doesn’t observe basic corp formalities (books, mtgs, etc)
d. Fletcher v. Atex., Inc.
i. Kodak & the keyboards
ii. MUST SHOW:
i. Instrumentality AND
ii. Injustice/unfairness resulting from instrumentality
iii. HERE:
i. Not instrumentality
1. used same logo BUT
2. followed corp formalities; filed separate tax returns; separate employees & mgmt; separate cash mgmt
ii. NO injustice/unfairness
C. PIERCING THE VEIL OF OTHER LTD LIABILITY ENTITIES
1. piercing through statute
a. sometimes SH will be liable under certain statutes
b. CERCLA (env response, compensation & liability act)
i. SH liable as owners or operators for costs of cleaning up sites polluted by toxic chemical residues
ii. **can apply to large and/or closely owned corps**
D. ALTERNATIVES TO LTD LIABILITY
1. Piercing is only 1 of 4 possibilities
a. Doctrines vary in
i. Focus: e.g course of conduct of corp/SH
ii. Recovery: what they get you
b. **the good thing about piercing → increase the pool from which creds get paid**
i. Compare: eq subord. → kicking cred out of line
2. equitable subordination: gets rid of big cred, others recover ↑ from fixed pool
3. fraud convey.: ex. transfer for less than eq value (to keep asset from cred)
a. remedy: transfer unwound, ↑ in asset pool (since transfer was under value)
4. legal cap rules: Directors liable to pay back the $ that violated rules (e.g. if overpaid dividends); ↑ pool of assets
IV. CORPORATE SECURITIES

A. INTRODUCTION
1. DETERMINE agreements/relationships btw corp & debtors
a. Look at articles of incorp to determine details of security
b. Look at debtor Ks (not worried about trade credit (accts payable))
c. **financial instruments of corp securities**
2. ELEMENTS OF A CORP SECURITY
a. Look at:
i. Entitlement of income from biz (operating profits)
i. What will we promise
1. e.g. annual/semi-annual/when we can
ii. entitlement to assets of liquidation
i. senior or junior claim 
1. secured debt = highest; common stock = low
iii. entitlement of sec. holder to a say in governances of corp
i. can they vote
ii. what can they vote on
iv. duration of investment
i. fixed term or perpetual
b. types of securities: spectrum of types
i. DEBT (pure)

derivatives, etc

EQUITY (pure)

ii. to find rts of debtholder: look at K btw corps & creds
i. the nature of debt is contractual
iii. to find rts of SH: go to arts of incorp
iv. derivative security: in addtn to debt & equity
i. behaves as another financial instrument
1. ex. can base int payments on index, grammys, etc
c. transferability: how transferable do we want it to be
i. degree of liquidity/easy exit
3. DETERMINING THE CAPITAL STRUCTURE
a. In cert of incorp: (decided by incorporator & probably by investors
i. # of authorized shares
ii. Classes of stock
iii. Par value
b. **if BD wants to issue more stock:
i. May need to amend cert (have shares been authorized)
ii. IF authorized, BD can
i. Set price & form (w/par being the floor price)
c. Issuing debt
i. Officers figure out how much cap they need to run corp
ii. Can recommend issuing debt
iii. Bd authorizes in resolution
iv. Issue debt (to bank or issuing debt to public)
v. **decision includes SH (initial investors), BD, Sr officers
4. LEVERAGE
a. 2 usages
i. Operating leverage
ii. Financial leverage: effect of using debt in cap structure of corp
i. **use of debt in cap structure changes what would be return on equity (SH)**
b. Example (p106 of graphics)
i. Debt to Equity ration 1:1
i. Fixed int rat = 10%
1. where overall return on investment is 10%, return on equity will be 10% (oper at cost)
a. return (overall) = 10% = fixed int = return on equity
2. where overall return on investment is > 10%  (ex. 12%) return on equity will be >10% (make profit)
a. return on equity increased!
3. where overall return on equity < 10% (< int cost) return on equity will be DECREASED (suffer loss)
a. ex. return is 6%, return on equity = 2%
ii. IF increase debt: debt to equity ratio 3:1
i. Leverage MAGNIFIES return
1. ex. 12% return on investment = 18% SH return
ii. **Also MAGNIFIES LOSS**
1. where overall return < int rate
2. ex. 6% return on investment = (-) 6 % on equity
3. *when have to dip into operating costs (what you should be investing in corp) & add it to profits to make int payment → shrink cap → shrink corp → (-) return on equity
iii. Magnifying effects
i. GOOD if return > int rate
1. the more leverage, the more return on equity (improves return to SH)
ii. BUT if return < int rate
1. the more leverage, the less return on equity (greater loss)
c. Shareholder-Creditor Conflict
i. Conflict of interest in raised
i. The more debt, the less SH have to lose:
ii. Ex: 100K investment, 25K equity, 75K debt
1. IF IT BOMBS:
a. SH only lose 25K
b. Creds lose 75K
iii. **creds want LESS risky actions
1. get only 10% regardless of profit (int)
2. don’t want to lose (int AND investment)
iv. **SH want MORE risky actions
1. greater potential for higher return
2. only losing a little if LOSS
3. gambling w/creds $
ii. *Mgrs owe allegiance to SH NOT creds
i. Inherent conflict of int becomes important
ii. BUT creds can condition/K loan based on certain projects (negotiate compensation for high risk of default)
B. DEBT
1. **the nature of debt is contractual**
a. Parties get to determine terms of debt
2. TYPES
a. bank financing
b. BONDS: corp borrowings from pub investors
i. bonds: long-term (e.g. >20yrs) typically secured by prop to ensure payment of interest & principle
ii. debenture: long term (e.g. 10-20yrs) typically Unsecured, typically sold to pub/inst investors in pub debt mkt
iii. note: short term (e.g. ≤5yrs) typically held by financial inst
iv. **corp = debtor/issuer/borrower
i. When issues bonds, is borrowing $
v. Lender/creditor = debtholder/bondholder/investor
3. PRIORITY OF PAYMENT
a. Secured creditors
b. General unsecured creditors
c. Subordinate unsecured creditors
d. Equity claimants (SH)
i. Preferred stock
ii. Common stock (general)
4. INTEREST ON DEBT
a. Coupon on bond = int payment
b. Zero coupon bond = bond w/0 stated interest (has int but it is unstated)
i. Int accrues, just not paid until bond matures
ii. Also called original issue discount
c. INTEREST = COMPENSATION FOR $ OVER TIME (time value of $)
i. What determines interest rate?
i. 2 COMPONENTS

1. Riskless Rate of return: pure time value (includes inflation adjustment)
a. Fed Govt borrows at this rate
b. This is what you loan if SURE you’ll get you’re money back
c. Minimum rate of return (for time value)
2. Compensation for Risk Default
a. If lending to stable corp, will lend at min rate of return (b/c confident to return)
b. BUT if lending to risky biz want ↑ rate to compensate for ↑ risk
i. **HIGH YIELD** (junk bonds)
ii. NOTE: IRCode allows corp to deduct for int on debt if int is paid OR accrued (corp can’t deduct for dividend)
1. dividends: corp can’t deduct payment & investor pays tax (max 15%)
2. interest: corp deduction for payment/accrual & bondholder pays tax (max 35%) BUT some taxpayers are tax exempt
a. so maybe bonds good for some taxpayers
5. K NATURE OF DEBT
a. K btw bondholders & issuer (bondholders =lenders)
i. Bond indenture
ii. Debenture indenture
iii. Purchase agreement
iv. Credit agreement
v. Bank loan
b. Who negotiates the debt K?
i. If privately issued (e.g. bk loan) → 2 parties negotiate
ii. Public issuance → 
i. FIRST: underwriter (investment bk) acts as intermediary
ii. 2D: buys debt from corp issuer
iii. 3D: sells to public
iv. Indenture trustee (usually bk) sends int payments from corp to holders
v. **Underwriter negotiates terms**
1. terms must be favorable enough to holders that they will want to buy (so underwriter can sell)
c. Issues to be negotiated
i. Interest

i. Must be good enough so will want to buy
ii. AMT: could be fixed or formula
iii. PAYMENT SCHED: periodic OR zero coupon bond
iv. If priced correctly → bonds will sell at par (face value)
1. The ↑ int the ↓ the price of sale
v. IF understated: sold at a discount (< mkt rate)
1. ex.: int fixed at 7.5%
2. BUT you want 8.0% return (ex. $80)
3. can only generate 8.0% return if buy at less than 1K
vi. if overstate: sold at premium
1. everybody wants it (b/c ↑ int) so bids up price
vii. SUPPOSE: Bond pays 8% fixed int
1. buy bond at par (1K) (int = mkt rate)
2. after interest, mkt rates ↑ to 9%
3. IF want to sell, must sell for <1K b/c buyer doesn’t want 8% int, wants 9% (b/c could get this on mkt) → must sell for less to generate 9%
ii. Repayment of Principal

i. When will it be repaid (bondholders worried about corp being able to repay)
ii. **MUST ASSURE will be repaid: HOW? (spectrum of possible ways)
1. sinking fund provision
a. corp sets aside $ each yr to ensure pit from which can repay
2. mandatory redemption (of bonds, periodically)
a. corp buys back x amt debt at certain yrs
i. a little is repaid each yr instead of huge payment at once
iii. Right to Convert

i. Convertible debt (into stock of corp)
1. bondholder could elect to exchange 
a. can’t change back once elect; at exchange, debt is cancelled & equity completely replaces
2. ability to elect accdg to
a. formula negotiated for in K
b. conversion feature is attempt to lower int rate BUT ALSO
i. option to convert has value to bondholder b/c can convert when mkt good 
ii. **everytime convert, dilutes int of current SH (b/c ↑ equity outstanding)
iv. Priority

i. Secured/unsecured
1. can have diff priorities w/in class
2. negotiated by K
a. ex if cl prevents issuing sr or equal priority → will have to create by K subordinated debt (to issue more)
v. Events of Default & Rts upon Default

i. When is default
ii. When/how is it curable
iii. What is it
iv. What can investor do at time of default (rts of creds)
vi. Negative Covenants

i. Restrictions on issuer
1. e.g. prohibit issuing debt senior in preference
2. prohibit paying dividends unless satisfy formula
3. prohibit entering into certain txns (sales, mergers of assets, etc)
ii. **important to reach right balance**
1. bondholders want these BUT can’t be so restrictive that issuer can’t raise sufficient cap
vii. Role in Corporate Governance

i. Default = no right (debtholders = outsiders; firm = SH)
ii. Usually give rt in event of default
iii. **must be careful**
1. if have too many rights, may be considered 2d class of stock (lose S Corp status for tax)
viii. Information

i. Re corp, etc
ii. If large corp → subject to SEC rptg reqs (incl info rel to fed sec law BUT NOT disclosure of everything)
1. mostly just acctg info → can always K for more
iii. BUT IF NOT PUB CO
1. want to K for periodic disclosure to bondholders
C. EQUITY
1. STATUTORY AUTHORIZATION TO ISSUE STOCK
a. Del § 151(a): corp can issue stock in various classes & series
i. Look to art of incorp for specifics re calss, #, par value, etc
b. Del Default: can issue voting stock, 1 vote/share (straight voting)
i. CA Default: **cumulative voting**
c. Del Default: no dividend unless directors declare dividend
2. COMMON versus PREFERRED STOCK
a. Preferred: either or both operating or liquidation distribution preference
b. DIVIDEND PREFERENCE
i. Operating distribution MUST be paid to preferred stock [in amt specified] b/f paying common stock
c. LIQUIDATION PREFERENCE
i. Preferred paid AFTER debtholders BUT b/f common stock
d. COMPARE:    DEBT (deeply subord debt)     PREFERRED STOCK (sr)
ISSUER’S 
(+) int is deductable

(-) no int deduction

PERSPECT:
     (lowers taxes)

BUT



(-) must pay int


(+) flexibility (can pay







div or redeem in 







good times→distrib $)







(not in default if don’t






pay in bad times)

INVESTOR’S
(+) fixed due date of

(-) uncertainty of 



int



payment



(-) int taxed at normal

(+) divs taxed at max



rate max 35%


15%



(-) fixed return rate

(+) likely higher return



(int & then principal)

3. TERMS OF EQUITY SECURITIES
a. Example: the equity of Biz Enterprises, Inc.
i. State # of shares
i. Must amend arts of incorp if want to exceed amt stated
ii. Par value (min consideration for which can issue)
iii. Class of stock
iv. Rts of each class
i. What get & when (e.g. get 5% of dividend when bd declares dividend)
ii. Cumulative? (e.g. 5% accumulates & carries over for every yr div not paid → get 5% of yr 1 & 5% of yr 2 b/c common stock gets anything)
4. DIVIDENDS
a. When corp makes profit, it has 3 options
b. Retain earnings (keep in corp solution)

i. Value of outstanding share ↑ b/c more assets
c. Bd declares & pays dividends (distribute earnings)

i. SH get $ (even though value of stock not ↑)
d. Mgmt can use earnings to redeem stock

i. Tax consequences may be more beneficial than of getting dividend (ex. if max rate for div > max rate for capital gains of selling stock)
ii. Fewer shares outstanding but % ownership same
i. buy back same % from each owner
iii. **note: pro rata redemption has same econ effect as dividend** (non-pro rata has diff effect b/c % int of some owners changes)
iv. **docs should prohibit pro rata redemption of common stock b/f paying cumulative % on PS or CPS
i. since econ for corp will be same
1. don’t want to bypass oblig w/o addtl bens
ii. Current law
1. Dividends taxed at same rate as capital gains
2. the diff: dividends pay tax when rec’d, tax on stock only paid when sold SO repurchase may still be favored
e. dividend rights: specified in arts
i. ex. at time of issuance (bd will specify rts of class when decides to issue)
5. LIQUIDATION PROCEEDS
a. What SH get if biz is wound up
b. IN arts
i. Ex. can convert dividend pref into liq pref
D. OTHER MISC TYPES OF SECURITIES
1. DERIVATIVES
a. Security value is determined as it relates to something else
b. OPTIONS: value determined based on security to which it relates (stock)
i. CALL OPTIONS: the right to buy a security at a specified price for a specified period of time
i. Specified price: strike price/exercise price
ii. Example: strike price = $105
1. *IF stock is trading at price ↑ strike price → “in the money”
a. Can exercise option to buy by paying $105 & then sell stock for $120 ($15 profit)
2. “out of the money”: trading price < strike price
a. Could get stock for less on open mkt
b. *option may still have value b/c still a chance trade price could ↑ during specified time* (could then sell & make $ if > strike price)
iii. **history of variation of stock’s trading price affects option price**
1. b/c based on odds/likelihood that trading price will go above strike price
ii. WARRANT: form of call option but issued by issuer of security & expires after longer pd of time (e.g. 5yrs)
i. Is an equity kicker
1. trying to give something to bondholder to get the to ↓ int price (so sell bonds w/warrants)
iii. PUT OPTION: flip of call (holder has right to sell)
i. “in the money”: strike price > trading price (buy stock for less on open mkt & sell at strike price)
ii. “out of the money”: strike price< trading price BUT
1. still has value based on chance strike price will exceed trade price w/in specified time
c. NOTIONAL PRINCIPAL K (e.g. interest rate swap)
i. 2 parties agree to pay each other streams of income
i. (party & counterparty)
ii. 1 party is usually trying to hedge ag risk (e.g. int rate; currency rate)
1. Don’t want to/can’t pay > amt (willing to pay for assurance won’t have to)
ii. Not a loan
iii. Determine what they will pay each other in reference to made up # (notional principal amt)
iv. No matter what happens to floating int rat:
i. Party 1 will always pay its desired rate (ex. 10%) (party 2 has opp to make $ if mkt rate is < 10%)
E. MORE ON SH-CREDITOR CONFLICT
1. EQUITABLE SUBORDINATION (also DEEP ROCK DOCTRINE)
a. Ct intervenes to protect creditors as ag SH
b. **THIS is a BK LAW doctrine** (must have BK to invoke)
i. Will usually be there in these contexts anyway
c. LOOK FOR:
i. SH is also cred (e.g. loans $ AND exchanges cap for stock)
ii. Facts on how loan is made call into propriety the loan
d. EQUITABLE DOCTRINE: look at equitable version of facts (not restricted by K law)
i. Requires some degree of wrongdoing
i. Abuse of insider’s position to privilege their clms
ii. CT penalizes SH (worse off than b/c the wrongdoing)
iii. Ct protects creditors

iv. LOOK AT
i. Abuse of power as SH-creditor
ii. Trickery
iii. Deception
iv. Fraud
v. Misrepresentation
vi. **something less than fraud may be ok**
vii. Look for SHENANIGANS
e. Fett Roofing
i. Fett puts in $ for stock (gets equity)
ii. F took out personal loans & loans the $ to corp for DEMAND NOTE, unsecured, not well documented, no int paid, etc
iii. Tries to convert unsecured loans into secured loans upon corp insolvency - **tries to jump the que &take himself out of unsecured cred level** (executes & backdates deeds of trust, etc)
iv. **FETT’s LOAN CONVERTED TO EQUITY** (no more cred clm)
i. Key facts: backdates deeds of trust when corp insolvent & jumps que
2. BONDHOLDERS IN LEVERAGED BUYOUTS
a. RJR Nabisco
i. Claim value of bonds misappropriated to finance LBO & give windfall to SH (over bondholders)
i. b/c RJR is no longer credit-worthy
1. old bondholder’s bonds worth substantially less (no longer investment grade, ↓ int BUT ↑ risk b/c  ↑ debt)
ii. Value went to SH (b/c getting paid ↑ $ for stock AND have junk bonds w/ ↑ int rate)
ii. Clm breach of G/F & FD BUT NO remedy b/c were sophisticated: knew or should have known possible effect
i. Should have/could have K around
ii. Ct won’t rewrite K even though clear & substantial econ loss
iii. THIS IS NOT BK CT
i. No equity power (restricted by K law)
ii. Can’t get K protections they contemplated/should have contemplated but didn’t negotiate
V. ACCOUNTING & FINANCIAL STATEMENTS

A. INTRODUCTION
1. 3 TYPES OF FINANCIAL STATEMENTS
a. BALANCE SHEET
b. INCOME STATEMENT
c. STATEMENT of CASH FLOWS
2. GOVERNING PRINCIPLES
a. GAAP (Generally Accepted Acctg Principles)
i. Changed/set by FASB (fin Acctg Stds Bd)
ii. Most large cos use
iii. Not necessarily used by smaller cos BUT try to use same stds
iv. Overarching Goals of GAAP
i. Conservative std: 
1. err on the side of understating income
2. don’t make biz look more profitable than it is
ii. Matching Priniciple
1. match income w/expense incurred to generate that income
B. THE BALANCE SHEET (more about its structure & interaction w/income stment)
1. shows state of affairs at particular moment in time (snapshot)
a. income statement is motion picture (bridge btw 2 balance sheets)
2. 3 SECTIONS: (1) assets (2) liabilities (3) equity
a. FUNDAMENTAL EQUATION
i. Assets = Liabilities + SH Equity
ii. Assets – Liabilities = SH Equity
iii. LEFT (assets) must balance RIGHT (Liabilities & Equity)
3. ASSET ACCOUNTS
a. What corp has/owns (inventory, cash, clms ag others, etc)
b. CURRENT ASSETS: held in form of CASH or will be reduced to cash w/in next 12mos
i. CASH actual & demand direct deps (Can be withdrawn as cash at will)
ii. ACCTS RECEIVABLE: owed by other cos (not yet collected)
i. accrual method: can reflect on sheet even though not yet collected
ii. MUST subtract allowance for doubtful accts (what will likely not get paid)
iii. INVENTORIES: asset on balance sheet (also important on income statement)
iv. Valuing Inventory
i. cost of goods sold (on income statement)
1. cost of inventory deemed to have sold
ii. Costing Conventions: determine amt inventory on balance sheet & cost of goods sold on income statement
a. Specific id method (what exactly each object cost (e.g. ptgs in gallery))
b. Not common (e.g when ↑ amt of fungible goods)
2. FIFO: first in, first out 
3. LIFO: last in, first out
v. Must apply conventions to determine what is in closing inventory
i. LIFO & FIFO tell us $ value for closing inventory at end of yr (use them b/c $ value fluctuates)
ii. GENERALIZATIONS: IF inflation (pd of rising inventory prices)
1. Inventory worth less under LIFO than FIFO
2. Cost of goods sold is HIGHER under LIFO
3. Profit from sales is LOWER under LIFO
iii. **whatever method is used for fin acctg MUST be used for tax**
1. most cos use FIFO (b/c shows ↑ profits) even though would have to pay ↑ taxes b/c ↑ income shown for fin AND tax purposes
iv. WHEN EVALUATING FIN STATEMEMENTS ASK:
1. What diff do LIFO & FIFO make (what effect does inflation have)
a. what is really accurate?
vi. PREPAID EXPENSES: prepaid go on asset side
i. Still using asset after it’s paid (recovering value of expense)
c. FIXED ASSETS (prop, plant & equip)
i. Things we’re not holding for sale
ii. Production & operation
iii. **shown at historic cost** (less accumulated depreciation = net fixed assets)
iv. DEPRECIATION (on income statement & balance sheet)
i. Prop wears out & as it does, it loses value
1. depreciation recognizes loss in value as deduction from historic cost
ii. Income statement: 
1. 1yrs depreciation (annual) as deduction on statement
iii. Balance sheet:
1. total depreciation (accumulated & taken for all yrs on fixed assets) subtracted from fized assets
a. offsets value of fixed assets
b. shows accurate valuation even though depreciable assets still shown at historic cost
iv. Methods: there are various ways to compute
1. straight line method: same amt every yr (Cost divided over life span)
4. LIABILITIES
a. All debts owed by biz to others (bk loans, trade creds, bondholders, etc)
b. CURRENT LIABILITIES: comes due w/in 12mos
c. LONG-TERM
d. CONTINGENT: lawsuits, etc
i. **look for these (they may appear if there is a prob**
5. EQUITY
a. Residual clms of SH (after all liability)
i. **not necessarily value of equity** (b/c assets may be worth subst more than shown on balance sheet b/c shown at historical cost)
i. “book” value not indication of actual value
1. generally thought ot be floor
b. STOCK
i. PAID IN CAPITAL: what SH contributed to crop in exchange for their stock
i. Will be divided (1) stated capital (par value x # shares issued) AND (2) capital surplus (total SH contribution – stated cap)
ii. RETAINED EARNINGS: corp’s earnings since inception of biz – dividends paid
iii. **total value of equity ≠ equity of firm (only book value)
C. ANALYZING THE BALANCE SHEET & INCOME STATEMENT
1. ASK: profitable biz?  Will it wind up in bk?
a. What acctg principles used/applied consistently?
b. Statements (kind of depreciation method, FIFO or LIFO, etc)
c. Competitors (who are they, what are trends, etc)
d. Contingent liabilityes
e. intangibles 
i. Is there Goodwill not on balance sheet (e.g. brand name) (GW = value of co – value of assets of co)
i. If buy – on bs; if create & someone buys – NOT on BS
ii. Patents
i. If create – not on BS; if buy – on BS
iii. Trademarks
iv. IP
f. customer base (health of principle buyer, etc)
g. owner’s relationship w/customers & employees
i. loyalty/will they leave with owner, etc
h. regulatory issues
i. **what has happened since close of last fin statement**
j. Learn about sellers (why selling, etc)
k. Risk mgmt strategies
2. FORMULAE USED IN FINANCIAL STATEMENT ANALYSIS
a. Profit formula: how profitable will it be
i. Profits per $ of net sales = operating profit / net sales
b. Liquidity formula: how liquid is inventory/ does corp have cash flow to pay debts as they come due
i. Working capital = current assets – current liabilities
ii. Current ratio = current assets / current liabilities
iii. Quick ratio (acid test ratio) = 
[current assets – (inventory + prepaid expenses)]
current liabilities
3. INCOME STATEMENT
a. Concerned w/profitability (↑ sales not necessarily ↑ profit, could just signal expanding biz)
i. Profits per $ of net sales = operating profit / net sales
b. Profit can go up b/c:
i. Decreased inventory cost – (reduction in Cost Of Goods Sold)
ii. Return on equity = net income / SH equity
c. Concerned w/liquidity
i. Working cap (cash we will have) = current sales – current liab
ii. Current ratio = curr ass / curr liab (if not at least 1:1 ask a lot of Qs)
i. Note: some curr assets are not easily convertible to cash (ins, inventory, etc) so use quick ratio/acid test ratio
iii. Quick ratio = curr ass – (invent + prepaid expenses) / curr liab
i. Is there quickly attainable cash to pay liabilities
1. assumes no inventory will be sold
ii. IF ratio < 0 know something will sell
1. want to find out how quickly, how well, etc to help determine more realistic ratio
iii. ASK when will liabilities be due
1. when will get receivables, etc
d. **DEBT EQUITY RATIO**
i. The higher it is, more you want to focus on liability
4. CASH FLOW STATEMENT
a. Start: w/net income (from income statement)
b. Then: - or + items that aren’t cash items
i. Ex. + back in depreciation on fixed assets b/c not actually cash so doesn’t affect cash flow; & - amts that weren’t reflected
c. *just b/c cash flow reduced/negative doesn’t mean bad
i. Ex. could’ve paid ↑ $ to retire long term debt
i. Paid a lot but debt no longer on books in future
VI. VALUATION

A. INTRODUCTION
B. VALUATION METHODS (the old man & the tree parable & Alab Byproducts)
1. SALVAGE VALUE
a. Ex. what tree would get as firewood ($50)
b. *prob: doesn’t acct fro income earning potential*
i. If no longer inc earn potential; salvage appropriate
2. ONE YEAR’S CROP ($100)
a. *prob: ignores FUTURE earning capacity
3. ACCUMULATED GROSS REVENUE (gross value x yrs it will last)
a. *prob: (1) ignores time value of money (2) ignores cost of earning income (only gross income, not net revenue)
b. Should: start w/net revenue (not gross) & discount net revenue to acct for time value of money
c. Intro to the Time Value of Money
i. Calculating present value & future value

i. FV = PV (1 + r)n
1. r = int rate
2. n = # pds compounding
ii. example: PV = 100; r = 10%; n=2; deposit $100 for 2yrs
iii. compounded int: every yr increment of int gets added to principal
1. 1st yr = $10 int
2. 2d yr = $11 int (since started yr w/$110)
iv. Simple int: get amt on SAME initial principal (10% on $100 every yr)
1. PV = $100; r = 10%; n = 2 (compounds per yr & deposited for 2yrs)
a. FV = 121
ii. Frequency of Compounding Convention
1. What if interest compounds every 6mos?
2. compounding conv. → change n from 2 to 4
3. ann rate / # pds → change r from 10% to 5% (b/c is annual rate)
ii. PV = FV / (1 + r)n
1. r = discount rate (annual rate / n)
2. n = pds of compounding
iii. should always convert future values into present values so you can compare
1. **should pay less than the future value so that it would become to acct for time vale of $** (e.g. pay < $1500 if FV = $1500)
iv. What if net value of crop (not gross) is $100K/yr for 15yrs? How do you valye the tree
1. Have to do 15 separate PV calcs b/c each yr would be starting w/diff $100 in time value) NOT compounding ($1500 lump sum) 15 yrs from now but rather receiving $100/yr for 15yrs
4. MARKET PRICE
a. **be suspicious of mkt price**
i. PROB: what if there isn’t much of mkt (not real indicative
ii. Example: no trading = no mkt price
i. Active trading = still don’t have to concede mkt price is accurate (only one indication b/c can be bidup, etc)
5. BOOK VALUE
a. Historic cost (usually used as a floor) is not best measure of valuation
i. PROB: doesn’t reflect inflation, future cost, replacement cost
b. CAPITALIZATION OF EARNINGS
c. Look at net revenue (not gross) (subtract cost of earning income → use info on income statement)
d. **adjust for nonrecurring (profits & costs)
i. Look at biz as stream of income (assume biz is going concern)
ii. Look closely at income statement, make adjustments for extraordinary items/#s
e. Value of biz = earnings (avg earnings rate) / cap rate
i. Cap rate = rate of return on investment
f. Value of biz = earnings x multiplier
i. Multiplier = reciprocal of cap rate
g. Conversion of cap rate into a multiplier
i. A 10% cap rate (.10) has a multiplier of 1/.1 or 100/10 = 10
ii. A 20% cap rate (.20) has multiplier of 100/20 = 5
iii. A 30% cap rate (.30) has a multiplier of 100/30 = 3.3
iv. Relationship btw cap rate & value of co
v. ↑ cap rate ↓ value of co
i. b/c higher rate of return if riskier investment
ii. can use *comparables* to help determine cap rate/value of biz but make sure they’re really comparable
1. ex. coal reserves in Alab B-P
6. DISCOUNTED CASH FLOW
a. Not financial statement info but actual cost b/c statements subject to fixing, etc
i. Example: avg net income = $45/yr; 
i. cash flow = $50/yr for next 5 yrs; $40/yr for 10 yrs after; $20 salvage value after that
b. **PROB: cash flow not always clear → must make jment calls b/c uncertainties
i. Example: assume when debt gets retired then will change cash flow OR assume new debt issued when that debt matures (b/c benefiting from leverage) so same amt of debt continues
c. WHAT WE DO
i. 1st: compute PV of every cash flow
ii. 2d: sum up all PVs
iii. 3d: Discount (estimated discount rate)
iv. 4th: Get PV of co
1. Discount rate: 
2. buyer wants ↑ rate so value of assets is lower (buy cheaper)
3. seller wants ↓ rate
4. **consider the amt of risk & amt of opp**
a. Start w/riskless rate & work up from there (↑ risk = ↑ rate)
i. ex: Ala B-P: riskless rate = 11%, back into 15% (↓ risk ↑ opp)
v. example: PV = FV/(1 + r)n
i. $50/yr for 5yrs
ii. $40/yr for 10yrs
iii. $20 salvage
1. **compute 16 PVs (one for each cash flow) & add together
7. Ala B-P: blends diff methods
a. Discounted cash flow: used by both parties
b. Net asset value: for specific assets
i. b/c valuable assets owned by ABC that aren’t reflected in cash flow (b/c not cash producing)
c. MUST: (1) pick methods (2) decide how to weigh methods in blending (3) decide discount rates
VII. LEGAL CAPITAL

A. CONCEPT OF LEGAL CAPITAL
1. INTRODUCTION
a. Think about ever-present conflict btw SH & creditors
b. How may creditor be able to recover from directors who authorize payment of an illegal dividend
c. Legal cap rules
i. Determine amt of dividends that can be paid; promotes fairness btw SH & SH; SH & cred
i. Whether adequate consideration paid for stock
ii. Whether type of consideration is valid type of consideration
ii. Atty must give opinion that: duly authorized, validly issued, non-assessable
i. Duly auth: accdg to corp law & arts of incorp
ii. Validly issued: accdg to charter & bylaws
iii. Non-ass: consideration is valid & total consideration has been paid
1. assessable: under state law, passed on promised value NOT par value
iii. *don’t really protect creds BUT works better in CA than Del*
i. Ex: Del can have penny par stock & rules are tied to par
1. low par stock throws protection for creds out the window
2. note: if no par stock & directors don’t make specific allocation for consideration received (at time o issuance) → all of it goes into stated cap (restricts ability to pay dividends)
3. BUT stating penny par takes you out of rule
2. CAPITAL ACCOUNTS & PAR VALUE
a. The Capital Accounts
i. Stated capital: PN (par value per share x # of issued shares)
ii. Capital surplus: (aka paid in capital) = total consideration rec’d for the stock – stated capital
iii. Earned surplus: (aka retained earnings) = earnings of biz since inception – all dividends paid
iv. DEL: only 2 accts
i. Surplus: aggregate of cap surplus & ES
ii. Stated cap
b. The Evolution of Par Value
c. Delaware Provisions
i. Remember: #auth shares, classes of shares, par value in art of inc
ii. Capital Accounts

i. Stated cap = P x N
1. (if stock is not “no par”; if “no par” bd decides allocation of cons btw 2 accts, if don’t then everything goes to stated cap)
ii. Surplus (what we consider cap sur) = net assets – stated cap
1. cap sur + earned surplus
2. **Dividends can be paid out of surplus**
iii. Minimum Payment for Shares

i. Minimum consideration = par value
1. Bd determines value of non-cash consideration
a. Decision only subject to attack if evidence of fraud (determination that adequate)
2. Bd determines considertion
iv. Acceptable Consideration for Shares

i. Cash, personal prop, real prop, leases of prop, past services
1. *future service NOT acceptable*
a. Speculative & no value in a liquidation
ii. Del: can issue stock for downpayment & promise to pay the rest BUT DP must = par value x # shares boughtIB
1. ex: new employee does DP & promissory note
a. can forgive p note over time for past services (work over employment)
b. BUT if biz goes belly up b/f fully forgiven MUST pay remainder
B. RESTRICTIONS ON DIVIDENDS
1. LEGAL CAPITAL RESTRICTIONS ON DIVIDENDS & STOCK PURCHASES
a. Delaware Provisions: LEGAL CAP REGIME
i. Dividends: (1) out of surplus OF (2) if no surplus → out of net profits for fiscal yr in &/or preceding yr (nimble div rule)
i. *can’t invade stated cap to pay dividend
ii. Redemption: Can’t redeem its own stock WHEN (1) cap impaired OR (2) will be impaired
i. impaired: less in SH eq acct than P x N (# shares outstanding) (stated cap is negative surplus)
1. basically → can’t invade stated cap to redeem
iii. **can’t pay div OR redeem using surplus**
i. Remember: sur = earned surplus (RE) + cap surplus
iv. Example: assume biz loses $10K
i. BAL SHT b/f loss
v. Assets 



Liab & equity
75K



liab 25K
                                                    SH eq 

    Stated cap 5K

       Surplus 45K
i. AFTER LOSS
vi. Assets



L & eq
65K



liab 25K

SH eq

 Stated cap 5K

    Cap sur 45K

Earned Surplus (10K)
vii. Bd can pay 35K b/c this is surplus (agg of cap & earned)
i. AFTER DIV (35K)
viii. Assets



L & eq
30K



Liab 25K

SH eq

  Stated cap 5K

 Cap surp   10K

Earned sur (10K)
ix. keep RE (earned sur) on sheet b/c only netted ag cap surplus to figure out agg to apply legal cap rule BUT on BS there is still a (10K) RE
i. take the 35K out of cap surplus so → essentially biz has agg surplus = 0
b. **if bd pays illegal dividend → directors personally liable for illegal dividends paid (ex if pay 45K, liable for 10K)
2. OTHER RESTRICTIONS ON DIVIDENDS
a. Earned Surplus Test
i. CA: only pay dividends out of retained earnings (earned sur)
i. Cannot pay out of aggregate cap surplus
ii. Cannot pay out of (1) stated cap OR (2) cap surplus
ii. CA: can’t bay dividend from what was paid for stock only from what you’ve earned from operations
i. **only from RE** (all consideration for stock = cap surplus OR stated cap = untouchable)
iii. Insolvency Tests (not Del or CA)
iv. Revised model biz corp act → can’t pay div if (ii or iii)
v. EQ INSOLV TEST: corp can’t pay dets as come due OR
vi. BS INSOLV TEST: liab + pref SH accts > assets
3. NIMBLE DIVIDEND STATUTES
a. Rationale: (1) losses generate negative RE but then (2) biz starts earning but still negative RE
i. Need to have a way to keep SH around (pay dividend)
b. STEPS: FIRST: apply basic rules to see if can pay dividend
IF NO: apply nimble dividend rule to see if can pay
c. Delaware
i. If no surplus: out of net profits for fiscal yr in which div declared OR the preceding fiscal yr
i. If have profits for (1) that year or (2) the prior yr or (3) both → can pay out up to those profits
ii. *profits don’t get smushed*
1. if 2k in yr 1 BUT -3K in yr 2 → can still pay 2K (not ltd to aggregate of 1K)
iii. **look at yrs separately** (ex. can pay 2K for yr 1 & 3K for yr 2)
ii. LOOK FOR: (1) no surplus & (2) net profits in that current yr OR previous yr
d. California
i. Assuming no RE must satisfy both provisions AFTER pay dividend in order to be lawful
i. TEST 1: compare Total assets to Total liability (liq. test)
1. A ≥ (1.25 x L) (A = assets; L = total liab)
ii. TEST 2: compare current assets to current liab
1. 2 alternative tests:
2. If look like in trouble → must keep MORE
3. If doing alright → can give out more
4. Find out if doing alright
a. Look at income statement & compare:

b. avg earnings (b/f int) ≥ avg int expense
for 2 preceding yrs        for 2 prec yrs
i. Then use : CA ≥ CL (curr ass ≥ current liab after div)
5. Find out if in trouble
a. Compare:
b. avg earnings b/f int < avg int expense
for 2 preceding yrs
for 2 prec yrs

i. Then use: CA ≥ (1.25 x CL)
ii. Must keep buffer /c worried won’t be able to pay debts as due
4. PRECISION TOOLS QUESTIONS (do examples in ho)
5. PERSONAL LIABILITY OF DIRECTORS FOR UNLAWFUL DISTRIBUTIONS
a. STEPS: 
i. 1st Q: have directors declared/paid unlawful dividend
i. Del: directors jointly & severally liable to corp or creds for amts unlawfully paid as dividend OR to redeem stock
ii. IF were absent or dissented → may be exonerated
ii. Del: SH: in order to go after SH who received unlawful dividend must show SH received w/knowledge was unlawfully paid
i. Higher std (directors only need negl/willful)
C. FRAUDULENT CONVEYANCE
1. INTRO & ELEMENTS
a. Arises (1) in context of BK proceeding (fed bk law) OR (2) under state law
i. BK code: can void transfer made w/in 1yr of BK filing IF (1) fraudulent under stds equivalent to unif fraud conveyance act
b. **gets you back the asset that was transferred**
i. Bigger asset pool; unwinds txn
c. LOOK AT: specific transfers (not behavior, like piercing)
2. Elements: (1) txn & (2) intent to defraud
3. ACTUAL INTENT TO DEFRAUD
a. Ex: transfer assets to Bro so creds can’t get it from you
b. IF creds can get evidence → txn unwound b/c (1) txn & (2) intent
4. CONSTRUCTIVE FRAUD
a. ELEMENTS:
i. Transfer
ii. w/o receiving equivalent value AND
iii. either: (1) debtor’s assets remaining after transfer were unreasonably small in relation to biz OR (2) debtor intended to, believed, should have believed that debtor would incur debts beyond ability to pay as they became due
5. NOTES:
a. Can change form (e.g. get bonds) so long as equivalent
b. Must remain sufficiently capitalized
c. Must be able to pay as they become due (like equitable insolvency test)
VIII. INTRO TO MGMT & CONTROL OF THE CORP: DIRS & OFFS AUTHORITY

A. INTRO
1. trying to figure out how power gets allocated among SH, Dir, off (& how exercised)
2. Corp Governance (SH → dirs → mgrs/execs/officers)
a. SH: Quite active in close corp BUT almost no rt to participate in mgmt of other types of corps (can elect & remove directors)
b. DIRS: manage corp (in most general sense)
i. Often assigned spec tasks by statutes (e.g. initiate fund corp changes)
c. OFFS: rund day-to-day ops of biz
i. Even though bd oversees officers, CEO has tremendous amt of power
ii. Most states leave designation of offs up to corp but most have: CEO, prez, treas, sec
B. OFFICERS: SOURCES OF AUTHORITY
1. INTRO
a. Look at state statutes 
i. Ex DEL: must record mtgs; sign certs
ii. Much is left up to corp (re auth of officers to act on behalf of corp)
b. Look at Bylaws: gives source of auth/duties
c. Look at corp resolutions: tells duties BUT also think about scope of auth
2. AGENCY PRINCIPLES
a. Agency relationship confers on agent power to create rts in principal’s favor & subject principal to liability to 3d parties 
b. Sources or Types of Authority
i. Actual Authority (express or implied)
1. Key: understanding/communication re scope of agt’s auth btw Principal & AGT
2. P ↔ Agent
ii. Scope may be circumscribed:
1. explicitly: e.g. in corp resolution → express actual authority
2. by conduct/course of relationship btw P & A → implied actual auth
iii. FIND EXPRESS ACTUAL AUTH
1. bylaws
2. minutes of bd mtgs (for resolutions)
iv. FOR IMPLIED ACTUAL AUTH
1. title (ex. prez probably has/shows auth)
2. agt’s place in corp hierarchy 
a. want to see org structure of corp
3. to whom does agt report 
a. if no one, prob has auth
4. corp dealings & conduct of bd 
a. if had auth to enter into similar K in past
ii. Apparent Authority

1. Key: relationship btw principal & 3d party
2. P ↔ 3d Party
3. reasonable expectation of 3d parties based on acts/wds of principal [that P gave A auth]
ii. *can only be created by P not A*
1. If A says “I have auth” ≠ apparent authority
iii. Inherent Authority

i. Very much like implied actual authority
ii. *catchall category based on public policy*
1. if A acting in way that is consistent w/what we would expect to be w/in scope of his auth → penumbra of agency binds P
iii. ASK: would it make sense to bind corp by acts by this particular officer
iv. LOOK AT: title of agt
1. this time not his rel w/P but look at what avg person would thinkg
iv. Ratification/Estoppel
i. Only get here if we determine didn’t have auth under i-iii
ii. Assumes: agt didn’t have authority to act
iii. Ratification: principal implicitly ratifies A’s actions if accepts benefits of A’s unauthorized actions
iv. Estoppel: If P fails to immediately repudiate A’s act for lack of auth → may be estopped from later repudiating
v. TIMING: look at timing in light of ALL facts & circs
c. Application of Agency Principles
i. FIRST: officer of corp acts
ii. 2D: did he have auth to act to bind corp?
i. IF act was in the ordinary course of biz
1. BoP on Corp to show: no auth
a. Std: lacked auth to perform acts in normal course of biz of officer (particularly reqd when prez of corp)
ii. IF not in the ordinary course of biz
1. BoP on 3d party to show: yes auth
iii. **should always get proof of express actual auth when finalizing K**
d. LEE: Yardley (pres) orally promises that corp will provide pensin bens to Lee
i. FIRST: find auth
i. Apparent auth: spectrum of Prez’s auth course of biz
1. Ordinary = salary, hire & fire
2. Extraordinary = ex. lifetime employment Ks b/c unduly bind/restrict corps ability to do biz even after prez is gone
ii. SECOND: Was this K ordinary or extraordinary
iii. THIRD: is pension K more like salary/hiring/firing OR lifetime employ
i. *IF extraordinary → ct will req more proof of auth*
e. **there are some things/decisions so fundamental that only Bd can make →no reasonable expectation**
i. ASK: do you have a fact pattern like this OR something involving everyday decisions?
f. SCIENTIFIC HOLDING: at time of closing, K amended & signed but expressed concern re whether he had auth to act & approve amendment
i. Steps: 
i. FIRST: go down shopping list (express actual, etc)
ii. SECOND: if no auth → ratified/estoppel?
ii. HERE: corp estopped from repudiation b/c failed to repudiated from Mar-midJuly
i. Note: looks extraordinary (b/c sale of biz) BUT can argue → that was already appvd & negotiated; this was only 1 amendment re 1 provision
g. THINK PROSPECTIVELY
i. get quorum of dirs through conf call/email exchange
i. as long as give permission acting as unit → will have express actual auth
ii. IF impossible to contact bd
i. Sign K BUT keep trying → get hold of ASAP to permit immediate repudiation
C. DIRECTORS

1. SOURCES OF AUTHORITY
a. Are statutory: 
i. Choose officers; 
ii. declare dividends; 
iii. decide when to issue blank check preferred/previously auth stock & under what terms
iv. initiate merger changes in corp structure (merger/dissolution/sell assets, etc)
i. fundamental changes (1st Bd appves 2d SH appve)
v. adopt/amend bylaws (if in cert of incorp)
vi. product lines & major financing w/ help/advice of officers
2. PROCEDURAL RULES FOR BD MTGS
a. This is how the directors act
b. Default rules: (statutory min, can draft around them)
i. Quorum: how many must be present to conduct biz
i. DEFAULT: q = maj of bd
ii. Reqd to act: reqd to pass/decide to act
i. DEFAULT: maj of those present (ex. q =7 of 13; only need 4 to pass)
iii. Proxy: DEFAULT: can’t vote by proxy
c. Exception to mtg req: can act w/o mtg if unanimous written consent of directors (must be drafted, signed, placed in minute book)
3. COMMITTEES
a. Bd delegates auth → comm can do most of things Bd can do
b. **acts on behalf of bd** → delegated FULL auth of Bd
i. (directors not on comm just don’t vote on the issue)
c. Can’t auth: fundamental corp txns OR amend bylaws (must be done by full bd)
d. Formation: need appvl of Maj of FULL Bd (not quorum) to form comm
e. Types: **can’t have inside directors**
i. Audit: evaluate financial status; analyze books, evaluate cash flow, BS, etc (more grueling/important now after SOX)
ii. Compensation: decide salaries of directors & officers
iii. Nominating: select slate of who’s running for Bd positions
i. Need autonomy & ability to make own decisions
4. ELECTION OF DIRECTORS
a. Introduction
i. PROCEDURE: SH primary role/main rt is electing
i. Proxy: filled out & mailed back in response to proxy solicitation OR 
ii. Go to general mtg
iii. Full scale proxy contest: only way to elect directors NOT on the slate
b. Staggered Bd & Class-Designated Bd

i. DEFAULT: re-election every 1yr
ii. STAGGERED: diff directors up for election each yr (e.g. 3 classes of directors, each serve for 3yrs; each subset up each yr)
i. SH determine if want staggered BD
1. must be in (1) cert of inc (2) initial bylaw OR (3) bylaw adopted by SH NOT directors
ii. gives Bd more stability (not complete turnover every yr)
1. **anti-takeover device**
2. no matter how much stock they buy → can only get 3 spots
a. slows down takeover b/c would have to wait 2yrs to get 2/3
iii. CLASS DESIGNATED: confer upon SH the right to elect directors by conferring right on ​class/series of stock 
i. TERM: terms of directors can vary by class/series of dirs
1. different classes (class A, etc) have right to elect diff directors
2. terms may vary by class of directors
ii. *each class of voting stock is entitled to representation on BD*
iii. Increases power of minority
1. otherwise class w/most shares will trump others (if don’t split bd by class)
iv. NOTE: trading stock only entitled to stream of revenue/income from biz (not vote)
v. **can use diff types/classes of stock to structure bd**
c. VOTING PROCEDURES:
d. Straight Voting

i. One share, one vote per seat (2 shares = 2 votes, etc)
ii. Maj SH could own every seat on BD
iii. **What counts is # of shares, NOT # of SH**
iv. Del: plurality of votes reqd for election
i. BUT remember: depending on diff classes of stock, voting rts may differ → certain class may have super-voting rights (ex. class A:1 share = 10 votes)
e. Cumulative Voting

i. May give min holders more say b/c can use/concentrate ALL your votes on ONE SEAT, etc
i. **allows to increase rep on Bd**
ii. Maj SH still controls maj of BD BUT not every seat
iii. # of shares = [(# dirs x total # shares auth to vote)/(total # of directors to be electe + 1) + some fraction (or 1)]
i. NS = (ND x TS)/(TD +1) + some fraction
iv. Use this formula to optimize # directors you/your group can elect when using cumulative voting
i. Note: usually SH don’t know how other SH will vote, so must be very organized OR must hold necessary # votes yourself
v. **PROB: does not rep min when min is really small*
vi. Can achieve same end through class-designated bd**
vii. DEFAULTS:
i. Del: DEFAULT = Straight voting (need special election for cumulative)
ii. CA: DEFAULT = cumulative (straight = exception)
1. IF listed as corp: can elect out of cum voting
2. IF not listed as corp: can’t elect out
5. REMOVAL OF DIRECTORS
a. SH have right to remove directors
i. General rule: can be removed by maj w/or w/o cause
ii. Exceptions: 
i. Class-designated bds: only w/cause
ii. Cum voting: only if minority SH participate in removal
1. votes reqd to remove MUST > votes necessary to vote in that same director
2. CANNOT remove if minority SH oppose
6. FILLING VACANCIES ON THE BD
a. Default: filled by remaining directors in office
i. Class designated Bd: filled accdg to decision of remaining directors of same class of the director that is gone
ii. Resignation effective in future: that director can participate in selection of successor
iii. SH participation:  must go to Chancery Ct
i. LESS than maj of Bd remains → SH w/at least 10% of voting power can request CT to require an election
1. Election just like std election at annual mtg
b. **can specify other means, these are just defaults**
IX. SH IN THE SCHEME OF CORP GOVERNANCE: STATE REGULATION
A. INTRO

B. SH RIGHT OF INSPECTION
1. REQS UNDER STATE STATUTES
a. Of record: SH must be of record, not just nominal accts
i. Some state req min amt of time that must be held b/f right (NY)
b. PROPER PURPOSE
i. Purpose must be reasonably related to person’s int as SH
i. Generally: could SH initiate action based on info
ii. Don’t want SH to use rt to damage corp (benefit personally OR harass corp)
iii. Del: easier to see SH lists than other docs
i. Mgmt may be more protective of list since step 1 in mounting proxy contest
2. POLICY JUSTIFICATION FOR RT OF INSPECTION & LTS ON THAT RT
a. SH have to know what is going on in order to exercise their rts
i. Public Cos have rptg reqs (periodic disclosure) BUT this is not coextensive w/right to inspect
ii. Can inspect both pub & private cos
3. MORE ON THE “PROPER PURPOSE” REQ
a. State ex rel. Pillsbury v. Honeywell, Inc.
i. Asking for SH list for sole purpose of disseminating info re social policy & corps actions ≠ proper purpose
C. SH POWER TO INITIATE ACTION

1. SH MTGS: PROCEDURAL CONCERNS
a. Calling a Mtg: bylaws fix annual dates of SH mtgs
i. Special mtgs: can be called accdg to state statutes
i. Del: Bd or anyone specified in bylaws/cert can call
b. Notice: Corp must give notice to SH entitled to vote
i. Notice of general & special mtgs
ii. Entitled to vote: SH owning shares of voting stock as of record date
iii. Record date: date fixed to determine who gets notice
c. Quorum: cert/bylaws specify # of voting shares reqd present or by proxy in any mtg to constitute q
i. **q of shares NOT people reqd for SH action**
ii. Default: Q = maj of voting shares
i. *can be increased but not reduced to  1/3*
d. Action by Written Consent: must be signed so that represents at least the min # of shares that would be reqd for mtg at SH mtg where ALL voting shares were present & voted
i. Ie: if all shares present, how many shares have to approve to take action? → this is # that must agree y written consent
ii. Minority: need unanimous written consent (NY)
2. WHAT ACTIONS CAN SH INITIATE?
a. Auer v. Dressel: FOUR PROPER PURPOSES (b/c SH have rt to initiate on their own) *its all about how you frame the issue*
i. MEET/VOTE: if it is to communicate SH’s pt of view to Bd → proper purpose (e.g. re resolutions)
i. E.g. can’t hire/fire officers (e.g. prez) since this is w/in Bd’s auth BUT if voting/meeting is for purpose of telling Bd who/how you think they should vote → OK
ii. AMEND CERT: can vote to show Bd you want this done 
i. can’t amend BUT can vote to indicate to Bd you wanT to amend
iii. REMOVAL OF DIRECTORS: can do this w/or w/o cause
iv. AMEND BYLAWS
v. COMMUNICATE W/OTHER SH (Pillsbury fragmented bomb)
i. BUT MUST ASK: in what capacity is SH trying to communicate w/other SH
ii. IF increasing $ returns in capacity as SH (not just personally BUT personally in capacity as SH) → PROPER
iii. Trying to achieve non-$ goal OR ben not in capacity as SH (won’t affect wealth/health of other SH or biz) → IMPROPER
D. BD RESPONSES TO SH INITIATIVES

1. GENERALLY: 
a. When Bd acts → protected by biz jment rule
b. BUT: if action thwarts SH vote then inadvertent breach of loyalty
c. UNLESS: compelling justification (e.g. if SH is coercing others)
i. COERVCIVE TENDER OFFER (bid to buy stock from other SH so acquirer will end up owning target co as subsidiary)
i. Coercive: Usually 2 steps
1. tells SH that if tender in 1st step get better offer
2. IF don’t & enough SH do so that gets maj anyway, will get signif less in 2d step
ii. Compelling justification b/c if Bd doesn’t act, SH have no other way to protect themselves (since don’t know what other SH will do, vote won’t work)
ii. POISON PILLS: target co & acquiring co
i. AC bids to buy TC for more than trading value (e.g. $60 for shares trading at $50) BUT Bd thinks stock worth even more
ii. poison pill: Bd gives SH K rts
1. IF AC gets 51% of TC, everyone who didn’t tender stock can exchange for debt instrument worth $100
a. *disincentive for S to tender*
2. IF AC succeeds anyway, will have to buy the rest for $100/share (would have paid $60)
a. *makes it prohibitively expensive so AC will just walk away*
iii. *can’t make amt so high that there is no way co could pay if AC succeeded b/c would breach duty (send corp into dissolution)
iv. Redemption: don’t want pill out there forever
1. K says Bd can redeem rt for nominal amt (e.g. 10cents/share) 
a. When AC walks away, Bd redeems OR
b. AC doesn’t walk away BUT find white knight → can redeem so white not subject to poison pill
v. Dead hand poison pill: becomes unredeemable if change control of Bd
1. precludes AC from getting around pill by buying shares on open mkt then taking control of Bd, then redeeming pill, then tender offer to SH
vi. relation to Blasius: B is main objection to notion of dead hand poison pilss b/c pills essentially thwart action/ability of SH to vote re election/removal of Bd
1. B = can’t thwart SH voting especially when re election of directors
2. BLASIUS INDUSTRIES, INC. v. ATLAS CORP.: Bd meets by telephone to preempt solicitation of Sh consent to vote for changes at annual mtg (preempts removal of directors; taking control of Bd)
a. **thwarted/delayed SH action** (remember if staggered bd provision is in cert, SH can’t amend BUT if in bylaws, SH can repeal it by amending)
3. BD CANNOT THWART SH VOTE
a. Even if acted in G/F → will breach duty of loyalty
b. **Directors CANNOT interfere w/SH voting** even if in SH ints
i. SH VOTING is UNIQUE (ct will protect this rt)
i. Cannot deprive SH of ability to take action
1. Blasius: Bd being paternalistic & claiming it knew better than SH who should be elected
c. Exception: IF BD can show compelling justification
i. Ex. SH is behaving badly (e.g. in very coercive manner)
i. Blasius: only 9% (not too powerful in infl other SH) & BD had time to inform SH of its views
X. SH VOTING IN PUB CORPS: INTRO TO FEDERAL PROXY RULES
1. VOTING IN PUB CORPS

2. SH normally don’t attend mtgs → usually get quorum by counting as present
a. (1) physically present & (2) present by proxy
3. Proxy: most SH are voting on issues b/f mtg (deciding to give proxy or not)
a. We need rules to govern info disseminated to SH b/f mtg
B. FEDERAL PROXY RULES

1. WHICH CORPS ARE SUBJECT TO RULES
a. Any corp subject to §12 of SEC Exch Act of 1934 (rptg cos)
i. Must report annually (form 10K); quarterly (10Q); & if anything big happens
ii. Includes: (1) co whose stock is trades on natl secure exch AND (2) cos w/at least 500 SH AND $10mill worth of assets
i. Exception: if on last rptg date had assets worth < 10mill exempt from rptg reqs
b. if not rptg co (or above exemption) → not subject to rules
c. ***if subject to rules→ APPLY TO (1) proxy solicitations by mgt AND (2) proxy solicitations by SH***
2. WHAT DO RULES GOVERN
a. Process of SH voting: incl dissemination of info & completeness & accuracy of info about issues to be voted on
b. No subst rts: do not create substantive rts for SH
i. States determine which issues SH can vote on
ii. Rules only ensure SH have adequate info & fair opp to vote
3. SOLICITATION: solicitations are subject to rules
a. FIRST ASK: IS THERE SOLICITATION? (If yes – look to rules)
b. Solicitation: 
i. any req for proxy whether or not accompanied by or incl in form of proxy
ii. any req to execute or not to execute or to revoke a proxy
iii. the furnishing of a form of proxy or other communication to SH under circs reasonable calculated to result in procurement, withholding, revocation of proxy
i. **VERY BROAD DEF (“other comm”)**
c. Public Advocacy: 
i. Lilco case: ad addressed to customers could affect SH voting → YES solicitation
ii. Must look for exemptions to avoid violating  rules through use of Pub Advocacy communications. Examples:
i. SH announces in media how she plans to vote (w/or w/o reasons for decision)
ii. **even if solicitation, if sought by or on behalf of person who does not at the time seek power to act as proxy OR request form of revocation abstention consent or auth then ok**
1. can actively solicit so long as aren’t asking for proxies
iii. solicitation of no more than 10 SH
4. SUBSTANCE OF RULES
a. If (1) have solicitation AND (2) no exemption → procedural reqs apply
b. Content of Proxy Statement: MUST contain reqs in sched 14A incl
i. Info re person soliciting proxy
ii. Nominees for directors
iii. Compensation of mgmt
iv. Interests of people in txns to be voted on
v. Litigation that would affect corp & any of these people
c. Technical Reqs: Rule 14a-6 incl
i. Filing reqs (e.g. copies of proxy stment filed w/SEC at least 10 days b/f material sent to SH)
d. SH Proposals: 
i. SH have right to make proposals at mtgs
i. *rules give rt to have proposal incl in mgmt stment*
ii. Mgmt sometimes allowed to refuse to incl proposals
e. False or Misleading Statements: no false/misleading stments w/respect to any material fact in proxy statement (neither mgmt nor SH can do this)
i. CANNOT omit material fact
i. Material: subst likelihood that reas SH considers important in deciding how to vote
ii. **P’s have pvt rt of action → don’t have to wait for SEC to act
f. Proxy Contests: (1) when SH trying to elect diff slate of director OR (2) trying to remove & replace
i. Mgmt can reject SH proposal that relates to election of directors
i. Takes proxy contests out of SH proposal regime (can’t use SH proposal to mount proxy contests)
ii. **Proxy contest MUST follow Rule 14a-11 → will have to mount full scale proxy solicitation (& bear full cost) b/c can’t get on mgmt’s statement**
C. SH PROPOSALS

1. RULE 14a-8
a. SH have ltd rt to get proposals into proxy materials that co sends out
2. CO MUST INCLUDE: mandatory inclusions IF meets eligibility reqs
a. Eligibility Reqs:
i. Proponent must be voting SH (at least 1% or 2K) at time of submission
ii. Must have held securities for at least 1yr & through date of mtg
b. Other procedural reqs:
i. Proponent or rep must personally attend mtg to present proposal
ii. Must be submitted far in advance of mtg (e.g. if annual mtg → at least 120 days b/f statement released (not b/f mtg))
iii. Only one submission
iv. Proposal + supporting statement must be only 500 words
c. IF meet reqs: & co has no basis to exclude → must include
i. *if think it’s a terrible idea → include & explain why*
d. IF wants to exclude: & co thinks it has basis to do so
i. File w/SEC, SEC responds: (1) “no action letter” if thinks exclusion is ok (won’t act if co excludes) OR (2) says no basis to exclude
e. Private right of action: SH can challenge omission
3. EXCLUSIONS: the only ways can deny inclusion
a. 3 Most Important:
i. Not proper subject: proposal isn’t proper subject for SH action under state law (SH don’t have substantive rt to act)
ii. Type of operations & significant relationship: relates to operations that are <5% of total assets & <5% of net earnings & gross sales AND is not significantly related to corp’s biz
iii. Ordinary biz ops: concerns a matter w/in ordinary biz ops of corp (b/c then w/in power of Bd not SH)
b. Legal Prohibitions

i. Would req violation of law
ii. Violates proxy rules (usually 14a-9)
c. Other Reasons

i. Proposal relates to personal grievance
ii. Beyond power of corp to implement
iii. Conflicts w/corp’s own proposal
iv. Co has already substantially implemented proposal
v. Proposal duplicates someone else’s proposal
vi. Has been submitted in the past & not gotten much support
4. CATEGORIES OF SH PROPOSALS
a. Usually 2 categories
i. Corp governance Issues
i. Bd composition, Bd compensation, etc
ii. SH is trying to improve gov of corp to maximize their profits
ii. Social Issues
i. *frame purpose in the right wat so as not to run afoul of state law* (Honeywell & Chevron cases)
1. pleading social policy not proper purpose → must tie it to corp’s welfare
a. e.g. fragmented bomb vs involvement w/Angola will hurt biz
ii. attempt to influence co policy on social issues
iii. recently, # of SH proposals receiving significant SH support has increased
iv. **even if not approved by SH can be effective pr tool
1. neg publicity = pressure on mgmt to change pols
b. SEC flip-flopping: if changes position → must announce change in manner consistent w/ admin process
i. Ex: said mgmt can’t exclude proposal to draft rpt if significant social policy concern BUT then started issuing “no action” ltrs
XI. DUTY OF CARE
A. INTRO

1. Other people’s money prob: 2 Risks
a. Mgmt will be lazy/slothful → duty of care
b. Mgmt will be greedy → duty of loyalty
2. BIZ JMENT RULE
a. Remember: Kahn v. Sullivan (Armin Hammer)
b. REBUT PRESUMPTION that (1) Bd acted in G/F in best ints of corp & (2) that Bd was fully informed about decisions they’re making
i. Shifts BoP in litigation
c. STEPS:
i. FIRST: Bd makes decision
i. Biz jment rule attaches immediately
ii. 2D: SH P alleges irregularity in decision mkg process
i. P has BoP → 
1. IF CT not convinced: presumption stands & ct won’t review substantive fairness of decision
a. If process good, won’t look at subst
2. IF rebutted: Ct will move on & consider substantive fairness of decision to SH
a. b/c mgmt has lost protection of BJR
b. BoP shifts to Bd to show fairness
c. **b/c already decided process flawed, dirs have heavy burden (likely lose)**
d. GOOD PROCESS: 2 elements
i. Directors well informed (generally OR about issue)
i. Can rely on rpts prepared (must do more than just ask)
a. If discover irregularity
b. As long as attempt to right the wrong → will likely find discharged duty of care
ii. Acted in G/F
i. **if used good process → SH & cts not free to 2d guess decision**
e. INHERENT/INTRINSIC FAIRNESS TEST (Weinberger)
i. 2 COMPONENTS for substantive fairness
ii. FAIR DEALING: look at
i. timing
ii. how initiated & by whom
iii. structuring
iv. negotiation
v. disclosure of txn (how much candor)
iii. FAIR PRICE
i. value the biz to make sure jment is fair
1. ct can use any well respected method
B. CASES
1. 2 TYPES OF CASES
a. Biz jment rule attached to decision → show viol of duty of care to rebut 
b. No decision at all → show viol of duty of care by NOT making decision
2. KAMIN v. AMERICAN EXPRESS: want dirs to sell stock instead of distribute it as dividend b/c could get ↑ $ depending on form of txn
a. Good process: LOOK FOR rational basis for decision
i. Bd was fully informed of consequences of both options; held special mtg to consider proposal; was independent → GOOD
3. FRANCES v. NJ: Mrs Pritchard didn’t pay attn to sons “loans” taken from co; no effort to assure policies & practices of corp; doesn’t read financials; never went to office
a. Biz jment rule: offers no protection b/c dealing w/omission to act
b. Duties: must carry out obligations w/degree of care that ordinary prudent director would do in like situation (std when no bjr protection)
c. Q1: was there a duty (Ps aren’t SH they are cls/creds)
i. *fiduciary duties don’t ordinarily run to creds*
ii. 2 exceptions

i. Corp (1) insolvent or (2) on brink of insolvency → fid duties shift from SH to creds (b/c Sh will get nothing anyway/only nominal now)
ii. Creds are in trust type relationship
1. Here: remitting funds back & forth/brokerage firm → like a bank so there is a ↑ std of care owed to creds than other corps
2. remember: shipping list for creds → should also try to look for trust type rel to make fid duty clm
4. SMITH v. VAN GORKUM: sale of transunion for $55/share
a. Good Process? → NO
i. Decision on Sep 20 = flawed procedure 
i. Not fully informed (didn’t ask where price came from, only 2 knew why mtg called; didn’t read agreement, etc)
1. STD = GROSS NEGLIGENCE (for informed)
a. Were Bd’s actions grossly negligent accdg to what they knew?
2. HERE: uninformed re VG’s role & value of co
ii. Subsequent actions didn’t cure
i. Can’t just say let Sh decide & it’ll be good b/c Del appvl is 2 STEPS (Bd appvl still a factor)
1. Bd must be fully informed & use good process 
2. Bd must inform SH
b. The Legislative Response to the case: Del § 102(b)(7)
i. Can limit liability for breach of fiduciary duty
i. Won’t be liable for $ dams for breach of duty of care
ii. **won’t preclude injunctive relief**
ii. Exceptions: can’t limit B/F; breach of loyalty; improper ben
i. Still liable if breach of G/F or loyalty
c. Protections from liability
i. Liability insurance
ii. Limiting provision ← changes the answer/fork in the rd (impediment to bringing Duty of Care clm)
iii. Indemnification (for cost of defense if sued for activity as dir)
5. SUBSEQUENT CASE LAW DEVELOPMENTS
a. Unocal Corp. v. Mesa Petroleum
i. Enhanced duty of care in cases of hostile bids
i. BD MUST conduct G/F reasonable investigation
1. of threats posed by offer (inad price, breakup of firm, etc)
ii. Where BD adopt defensive measures → BJR only applies IF measures taken are reasonable in relation to threat posed
1. analyze nature of takeover & effect on corp
2. ex: if threat = breakup & the defensive action involves breaking up corp (selling profitable parts) → not reasonable in relation
b. Revlon Inc. v. MacAndrews & Forbes: “I’ll top whatever price is offered”
i. IF (1) breakup or change of control is inevitable THEN (2) Bd’s sole duty is to get the best price
i. Can’t favor one bidder over another for reasons other than price
ii. *once Revlon duties are triggered → duty shifts to role of auctioneer*
c. Blasius Industries v. Atlas Corp.

i. Bd can’t interfere w/SH vote for directors UNLESS unusual coercion by SH
i. *defensive measures that impede SH ability to elect directors may not be ok*
1. even if otherwise OK not if impedes voting
XII. DUTY OF LOYALTY
A. INTERESTED DIRECTOR TRANSACTIONS
1. INTRO
a. Background

i. Involves Conflict of Interest → Directors might get involved in self-dealing (are on both sides of txn)
i. Ex: if director is on Bd of both corps involved
ii. IF on both sides of deal → duty of loyalty issue
iii. Note: may not have B/F or selfish intent
i. May actually think he’s getting corp good deal BUT corp may still be overpaying
ii. **not arm’s length txn in open mkt**
iv. WHO IS INTERESTED → expansive (dirs fam, friends, etc)
v. OPTIONS:
i. Adopt internal mechanism of policing (Bd or SH vote)
ii. 3d party referee (is inherently suspect → then let judge decide)
b. State Statutes
i. Del § 144: WHEN director or officer is on both sides of txn (Interested Director Txn):
i. lose protection of BJR BUT not void/voidable solely b/c IDT IF
1. approved by BD → appvd by Disinterested directors (need maj of disint dirs not maj of all dirs) after disclosure of material facts of rel/interest OR
2. appvd by SH (interested SH votes can count) after disclosure of mater facts of rel/interest OR
3. fair txn based on eval of 3d party
a. *judge applies substantive fairness test*
ii. APPLICATION: 
1. IF IDT & appvl by disint dirs:
a. Fliegler test for fairness & BoP on D to show fair OR
b. Test for farness & SH P has BoP OR
c. Dirs regain BJR protection (no fairness inquiry, only process)
2. IF IDT & appvl by SH (need maj of ALL SH) & would not have been appvl if int dir had not voted:
3. Fleigler test for fairness & BoP on D to show fair (same as if hadn’t complied)
4. IF appvl by disint SH → can invoke BJR
a. b/c supercompliance
5. IF IDT & NO appvl
a. Test for fairness & D has BoP (judge determines)
ii. Cal § 310: IDT not void/able IF
i. Full disclosure to SH & appvd by SH in G/F
1. *int dirs not entitled to vote (unlike Del)*
ii. Disclosure to dirs & appvd by disinterested directors
iii. Is fair (3d party; BoP on ID)
iv. **better process to ensure fairness since ID can’t vote → no opp to oppress min SH**
v. APPLICATION: if comply → should get you something since stricter than Del
1. maybe test for fairness w/ BoP on SH OR
2. maybe regain protection of BJR
2. CASES
a. Remillard Brick Co.: CA law essentially shifted sales profits to RDS so don’t have to share w/ RDC’s min SH
i. YES IDT
ii. COMPLIED w/statute (technically) but oppressed min SH (leg subs changed law so int SH can’t vote)
iii. **even if comply w/statute → ct will always look at fairness**
b. Fliegler v. Lawrence:
i. Compliance w/statute not a complete bar to liability for breach
i. Ct should always consider fairness
ii. **IDR still has BoP to show fair**
c. Shifting BoP alternative (possible)
i. Cases mention shifting BoP to SH but it’s all dicta
d. Marciano v. Nakash

i. Appvl by disint dirs or disint SH (supercompliance) can invoke BJR (will prob win b/c no fairness inquiry → only process)
B. CORPORATE OPPORTUNITY

1. INTRO
a. Prohibits Dir or Officer from diverting to herself a biz opp that belongs to corp
2. WHAT IS CORP OPP?
a. Tests applied in Various Jdx
i. Interest or Expectancy
i. Corp opp is biz opp in which corp has int or expectancy OR which is essential to corp
ii. PROB: determining what has ripened into int or exp
1. where on continuum does opp become int/exp
2. *ERR on the side of SH**
ii. Line of Biz
i. broader std than int/exp b/c includes an assessment of the corps ability to take on the biz opp (even if no int/exp → could it do it) (Guth v. Loft)
ii. considers: (1) reas needs and (2) aspirations for expansion
iii. Burg v. Horn: real estate in bklyn → rejects line of biz test → default should be int/exp b/c more approp
1. *only use line of biz if ACTUAL agreement not to take opp w/in line*
iii. Fairness, alone or in conjunction w/other stds
i. Take one of other tests & add fairness to it
3. WHEN MAY A CORP MGR TAKE CORP OPP FOR HERSELF?
a. Parties can determine in advance what will/not be considered corp opp & will/not be permissible
i. LOOK AT: K & cert of incorp (if in Del)
b. Del § 122(17): corps have power to renounce int in OR int in being offered opp
4. DEFENSES Permitted in Various jdx: no breach of loyalty; after opp has been taken
a. Opp came to mgr in personal capacity, not in her capacity as mgr of corp
b. Corp was unable to take advantage of opportunity
i. This is tricky b/c dir might be rationalizing self-dealing w/status of corp when it is easy to do so
i. ex. corp doesn’t have $ → but dir should find ways to cap corp instead of take opp
ii. Director should offer opp to corp & let Bd reject it & then use it
iii. Some jdx reject → b/c
i. good investment opp should enable corp to find lender even if in bad shape AND
ii. defense allows self-rationalization
c. Disinterested Directors or SH rejected opp after it was disclosed [fully] by the mgr
i. Demonstrates that corp can’t/won’t
5. REMEDIES FOR USURPING A CORPORATE OPPORTUNITY

a. Imposition of Constructive Trust: Dir retains legal title, corp gets prof.
i. Income from investment goes to corp that should have had opp
ii. All profits realized by dir ordered to be remitted to corp
XIII. INSIDER TRADING
A. INTRO

1. IMPORTANCE OF FED LAW
a. Most of law is fed sec law
i. State law C/A for fraud or deceit have narrower application (& harder to prove) than fed C/A BUT
i. If out of luck under fed law go to state law (longer SoL)
b. Advtgs: broader discovery & worldwide SoP
2. INSIDER TRADING
a. Buying or selling of secs by those who exploit an improper inf advtg
3. THE RULE
a. Intended to prevent/prohibit FRAUD in purchasing/selling opps
b. *anti-fraud purpose* SO → broad application even where there is no fraud in the formal sense (e.g. trading w/secret info treated like fraud)
B. RULE 10b-5

1. 1934 ACT
2. LANGUAGE
a. Unlawful , directly or indirectly, by use of any means or instrumentality of ISC or mails, to employ any device, scheme, or artifice to defraud, to make any untrue statement of a material fact or omit to state fact necessary in order to make statements not misleading or engage in any act, practice or course of biz which operates or would operate as fraud or deceit in connection w/purchase or sale of sec
3. ELEMENTS
a. Interstate Commerce

i. Used ISC, or mails, dsl, natl sec exchange
b. In Connection w/purchase or sale of a security

i. Actual purchase or sale
ii. Exception: if info leads to failure to buy/sell → no 10b-5 C/A
c. Material Misinformation

i. Affirm or rep or failed to state fact tha made statement misleading OR silent where duty to disclose
ii. MATERIALITY:
i. Reasonable investor would consider…in deciding…
ii. Common in mergers
1. can remain silent UNLESS duty to correct statements that have become untrue
a. except analysts/advisors
2. not clear if info is material if merger is uncertain to occur
3. can remain silent to public
iii. DECEPTION REQ
i. Doesn’t apply to txns that are subst. unfair but not deceptive
1. *can’t federalize state fid duty clms*
2. Can only have fid duty clm in 10b-5 C/A if fraud
d. Scienter

i. Knew/rkless & intended P to rely on misrep
ii. Negl not enough to establish scienter
e. Reliance

i. P relied on misrep
ii. Req relaxed in face-to-face txns & pub mkt txn b/c not relying on spec info BUT on int of mkt
i. HERE: presume investors relied BUT
1. **Fraud on mkt presumption IS rebuttable**
f. Causation

i. P suffered actual damages
4. REMEDIES
a. Actions can be Brought by SEC, DoJ, & Private Parties
b. Specific Remedies

i. Rescission: can rescind/unwind txn
ii. Disgorgement dams: recover D’s profits from security
iii. Out-of-pocket dams: recover the price at which P bought/sold & true value of stock on the date of sale
iv. *No punitive dams*: but D may have civil penalties
v. Criminal fines & jail terms
vi. “censure”: of securities professionals (can’t work in biz) by sec
5. STATUTE OF LIMITATIONS
a. w/in 3yrs of challenged violation
b. w/in 1yr of discovery of facts constituting violation
i. *state laws usually have longer SoL*
6. CLASSIC INSIDER TRADING & OUTSIDER MISAPPROPRIATION

7. focus on Element #3 → MATERIAL MISREPRESENTATION
8. INTRO
a. MATERIAL MISREPRESENTATION the link btw 10b-5 & IT
i. Met by breach of duty to abstain OR disclose
ii. ISSUE: will be was there a duty
9. CLASSIC INSIDER TRADING
a. Director has duty → under what circs do others have duty?
i. Agent, fiduciary, person in whom placed trust & confidence
i. Chiarella v. US: printer’s employee owed no duty to SH of stock in which traded → no mater misrep w/o breach
1. **today → would be liable under misapprop**
ii. TIPPEES → when assume fid duty from INSIDER
i. Insider breached his duty by disclosing AND
ii. Tippee knows/should have known there has been a breach
iii. INSIDER breaches IF
i. Benefits personally from disclosure ($, reputation, etc)
ii. **note: if info made as gift → treat as if insider made the trade & gave profits to tippee
iv. CONSTRUCTIVE INSIDERS (accts, attys, inv brokers, etc)
i. Outsiders enter into rel of trust & confidence w/corp &
ii. Receiving non-public info & 
iii. Expectation that they will keep it confidential
v. Dirks v. SEC: insider didn’t intend to benefit personally by telling Dirks (was blowing whistle) so Dirks assumes no duty
vi. EAVESDROPPERS
i. No general duty to abstain/disclose
vii. SEC v. Switzer: coach switzer
i. No duty to SH (no direct duty)
ii. No assumption of duty b/c insider did not/was not trying to gain ben (no Dirks liability (tipper/tippee))
10. OUTSIDER MISAPPROPRIATION
a. Alternative Theory of Liability Under 10b-5

i. Misappropriation of info & trades based on info (like Chiarella) BUT no breach of duty to SH (b/c no duty to SH)
ii. This is when info was misappropriated FROM the source of info (material non-public info)
iii. Misapprop material nonpub info in breach of fid duty/rel of trust & confidence & use info
i. If breach duty to source of info → can viol 10b-5 (will be material misrepresentation)
1. *don’t need duty to SH*
iv. **duty to source → establishes fid to anyone & breach of duty & txn = material misrepresentation**
i. Duty to source can establish duty to SH
b. HERE: owe duty to source of info → when breach duty to source → takes the place of misrep in the “fraud”
i. *don’t need duty to SH or trading party*
i. Only need owe duty to source (not as broad as everyone) (this is in O’Hagan → diff interp of the theory)
ii. As long as duty to source → can use misapprop theory
iii. O’Hagan: partner in law firm bought stock of Pillsbury & sells after deal
i. No duty to SH of stock (b/c cl was buyer, not Pills)
ii. BUT had duty to informer (Grand MET) → ct says this is enough
c. **FAMILY RELATIONSHIP by itself NOT ENOUGH to create fid duty** → need more to establish relationship of trust than just family & telling secrets (e.g. reed: repeated disclosure)
i. Note: new law may mean family do owe fid duty to eachother
ii. US v. Chestman: Waldbaums son-in-law case
i. Keith had no duty so no breach so Chestman not guilty (b/c no misappropriation OR assumption of Dirks duty)
d. TENDER OFFERS: 14e-3
i. No req of breach of fid duty 
ii. ONLY NEED (1) material nonpublic info (2) know/reasonable to know info obtained from bidder or target
iii. THEN → can’t trade
iv. *much easier to prove violation b/c don’t need duty*
e. New Rule 10b-5(2) & the “duty of trust or confidence”
i. Agrees to maintain confidentiality
ii. Pattern of sharing conf (so expectation that will maintain confidence (Reed))
iii. Receives material nonpub info from spouse, parent, children → BUT can show no expectation
iv. *higher std for fam members than in Chestman*
f. New Rule 10b-5(1)
i. Need only show aware of material nonpublic info NOT “use” of the info
i. Still show other elements (benefit, etc) but don’t need “use”
11. SECTION 16(B)
a. Imposes filing req (must report when you trade)
b. Under what circs does it apply?
i. Rptg corps
ii. Officers, directors & SH who beneficially own >10% of any class of corp’s equity securities
c. The mechanical Rule

i. S/L → doesn’t requirescienter, etc
i. Officers, directors & 10% SH must disgorge profits made during 6mo pd (any 6mo pd)
ii. How does it work?
i. FIRST: see if profit from matching ANY purchase by insider w/ANY sale by same insider w/in 6mo pd
1. *purchase need not precede sale*
ii. SECOND: if profit → return to corp
iii. Example
i. July 1, yr1: D bought 200 shares of XYZ Inc. stock for $5 per share
ii. Feb 1, yr2: D sold 200 shares at $15 per share
iii. May1, yr2: D bought 300 shares at $10 per share
iv. July 1: is there a sale w/in 6mos → NO
v. Feb 1: is there a purchase w/in 6mos →YES
1. can they be matched
a. # of shares diff → match smaller # & determine profit on smaller #
2. profit = diff btw prices
a. $5/share on 200 shares = 1K
b. Must return 1K
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Brother-Sister structure





SUBSIDIARY





PARENT CORP





Parent-subsidiary structure





Corporate (entity) taxation		Corporate (entit) taxation		Partnership (pass-through)


with no distribution of		with distribution of earnings	taxation


earnings as a dividend		as a dividend	





$ 200 Income from Biz		$200 Income from Biz		$200 Income from Biz





Entity Tax of $70 (35% of	Total tax = $89.50:		No entity tax


$200)				     Entity tax of $70 +		 





No current SH tax		      SH tax of $19.50 (15% of 	partner-level tax of $70 (35%


				       $130 dividend)		 of $200) (regardless of whether


								 the $200 of income is distrib)





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





THE CORP CHARS		IN BTW		PARTNERSHIP CHARS





Ltd liability (of investors)		LLC		 Unltd Liability





Free transfer of ints		LP		 partners transfer only 


(can sell)					  w/consent of all other partners





continuity of life 					 dissolution on death or 


(perpetual)					  withdrawal of a partner





Centralized mgmt					 mgmt by all gen partners





EXAMPLE: FARMING METHODS (Sun is Good)





		METHOD 1	METHOD 2 (less variable/risky)





RISK	Lots of Sun		200		140


	 (50% prob)					





	Not Much Sun		100		140


	 (50% prob)		





	Expected Value		150		140 


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


				+ (50 % x 100)
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