

Fall 2007

UNIT 1: Getting a Business Started
I. Introduction to Economics of the Firm
A. Choices of Organizational Form
i. Corporations – C Corp or S Corp
ii. Partnerships – General Partnership or Limited Partnership
iii. Limited Liability Company (LLC)
B. Constituents
i. Service provider – person w/idea & experience
1. Professional managers: directors or officers
ii. Capital providers – supply money to the business
1. Equity participants – contribute money in exchange for a portion of ownership interest in the business;  considered residual claimants of the business b/c contribute capital in hopes of getting a return on the investment 

a. Corporation: Shareholders

i) Profits distributed in form of dividends or retained earnings

ii) Need for shareholders to monitor service providers (separation of ownership and control)

b. Partnership: General partner
c. LP: General or limited partners

d. LLC: Members

2. Lenders – providing money in exchange for interest pmts and getting loan back at the end of a specified period.
iii. Suppliers of Labor – Employees
iv. Suppliers of materials to a business
v. Customers – those who buy the goods or services created by the biz
vi. Community in which a biz operates – company town where 80% of the people in the town work at the corp.; corporate laws have to take into account interest of the community
C. Inherent conflict b/w service providers, equity participants and lenders.
i. ISSUE: Which group does the corporate law favor?
D. Business Risks
i. Firm Specific Risk vs. General Market Risk
1. Firm Specific Risk (idiosyncratic risk) - Particular to a type of biz engaged in.
a. Ex. Umbrella manufacturer and wholesaler. Risk of drought is a direct risk specific to this enterprise.
2. General Market Risk – general market conditions that effect the returns of biz generally
a. Ex. Risk of a credit crunch that affects the entire market. If credit dries up – all businesses in the market are effected
ii. Controllable Risks vs. Uncontrollable Risks
1. Controllable
a. Ex. Vineyard – insect infestation is a controllable risk given there is pesticide available to control it.
2. Uncontrollable 
a. Ex. Weather – CA umbrella manufacturer cannot control weather, so the risk is uncontrollable.
b. Who should bear the costs?
i) Insurance - reduces the impact of a risk (although can’t control it); not available for all risks.
ii) Diversification – reduces exposure to firm-specific idiosyncratic risk.
iii) Allocate the burden/benefit to the person most willing to bear it (capital provider in best position to bear the risk will assume the burden)
E. Equity investor or a lender?
i. Decision whether to be equity investor or a lender generally depends on the investor’s tolerance for risk.
ii. Relationship b/w RISK and REWARD in business 
1. If want big returns, must be able to risk the entire investment
iii. Risk of default is lower if you lend the money than if you contributed it for an ownership interest (i.e. buy stock).
1. If a biz fails and goes into bankruptcy ( Absolute Priority Rule applies
a. Absolute Priority Rule: If the biz files a bankruptcy petition, a list of claims is created against a corporation which are paid:
i) 1st Secured Creditors - lender that got collateral for the loan 
ii) 2nd General Unsecured Creditors - lend money to the biz but did NOT secure by collateral
iii) 3rd Equity Participants - lowest in the priority ladder
2. Lenders take on less risk in exchange for a fixed return.
3. Sh/h take greater risk in hopes of a greater return.
II. Choice of Organizational Form
A. Relevant FACTORS to determine entity form:
i. FORMALITIES
1. Considerations: 

a. How much formality do you want?
b. Can a biz afford to pay a lawyer to draft necessary documents?
2. General Partnership is the least formal business arrangement.
3. Corporation requires a more formal arrangement - requires legal documents to be filed w/the secretary of state.
ii. DEFAULT RULES: These rules apply unless parties agree otherwise.
1. Corporate Characteristics
a. Limited liability
i) Corporation is a legal entity separate from sh/h (owners of the corp).
ii) Sh/h are NOT liable for debts of the corporate entity EXCEPT when court pierces the corporate veil.
iii) Creditors bear the burden of limited liability

1) Contract creditors can protect themselves risk of default through:
a) higher compensation for the product or higher interest rate
b) personal guarantee - ask for a personal guarantee of the debt from the person most able to pay

2) Involuntary tort creditors sometimes bear the costs themselves.
b. Free transferability of interests

i) Shareholders can transfer stock w/o prior consent.
c. Continuity of life
i) Business continues even after withdrawal or death of an investor.
ii) Benefits: goodwill of the company can keep going after transferability of interest & promotes stability in the business.
d. Centralized management

i) Once the business starts to grow it becomes necessary for the owners to delegate decision making authority to centralized mgmt.
ii) Chain of Command
1) Sh/h are owners ( Sh/h elect board of directors ( board hires & oversees officers ( officers oversee managers
2) Sh/h have a direct vote for 1) directs & 2) fundamental corporate actions BUT not in day-to-day decisions.
2. General Partnership Characteristics
a. Statutes
i) Don’t need a formal agreement to form a partnership
ii) Each partner is an agent of a partnership for the purpose of the biz
b. Unlimited liability
c. Transferability only with the consent of all parties
d. Dissolution on the death OR withdrawal of a partner
e. Management by the partners
3. Limited Partnership Characteristics
a. Two types of partners:

i) At least one General Partner

ii) At least one Limited Partner
b. Limited liability
i) General Rule: GP has unlimited liability and is jointly & severally liable for the obligations of the LP.

1) In practice: GP of a limited partnership is often an entity with limited liability (e.g. a corporation or an LLC).
ii) General Rule: LP has limited liability. 


1) In practice: LP who participates in the control of the partnership IS liable for the debts of the Limited Partnership (RULPA § 303 converts LP ( GP)

2) Compare ULPA §303: LP who participates in the control of the partnership is NOT liable for the debts of the Limited Partnership.

c. Restrictions on transferability
i) ALL partners must consent to assignment of a Limited Partnership interest

ii) RULE: Partner can freely assign only the profit interest to an assignee. BUT they cannot make them a full partner w/o prior consent of all partners
d. Continuity of life

i) Dissolution – legal term that triggers winding up of a partnership.
ii) RULE (RULPA § 801): Withdrawal of a GP results in dissolution of the Limited Partnership unless:


1) All of the LP’s agree to continue the limited partnership and appoint a new GP, if there is no other GP –OR–

2) There is another GP and the partnership agreement permits the remaining GP to carry on the partnership business.

iii) RULE (ULPA § 801(3)): Dissociation of a GP results in the dissolution of the LP if:

1) There is no other GP and majority of LP’s do not vote to continue the Limited Partnership & replace the GP –OR–

2) There is another GP, but a majority of the partners vote to dissolve the partnership.
a) Default Rule: Limited Partnership continues if a GP remains unless agreed to otherwise.
iv) RULE: The withdrawal of a LP does NOT result in the dissolution of the Limited Partnership.
e. Centralized management

i) GPs manage the Limited Partnership.

ii) RULPA 403(a): links GP rights in lmtd partnership to GP rights in gen partn.

iii) ULPA 406: LPs may have the right to vote on certain matters.

iv) RULPA 302: right of LPs to vote is based on the partnership agreement. 

v) ULPA 406(b): the consent of all partners is required for certain actions that fundamentally affect the partnership.
4. Limited Liability Company (LLC)
a. Hybrid companies - some corporate and some partnership characteristics.  

b. The only characteristic an LLC must have is limited liability.  

c. Investors are MEMBERS of the LLC.  

d. Default rules can be altered by agreement of the parties

i) The operating agreement and articles of organization can decide whether the LLC has the partnership or corporate characteristics for transferability of interest, continuity, and central management 

1) Ex. Centralized management in a large partnership.
ii) Consider: How well do the default rules fit the business plan of the parties who are setting up the business?

e. State LLC statutes have default positions, with huge variation:

i) Under DLLCS, the default:

1) The LLC is member managed (partnership character)

2) Members have limited liabilities (corporate characteristic) 

3) Interest cannot be transferred w/o member consent (partnership character)

4) Perpetual existence/continuity of life (corporate characteristics)

f. Benefits: 

i) The default tax position for LLC is similar to partnership taxation.
ii) Members have limited liability.

g. Drawbacks:

i) LLCs are new, and clients may not know much about them.  

ii) Lots of holes in case law; makes it hard to predict outcomes.  
iii. TAXATION
1. TWO types of taxation systems:
a. Corporate Tax System (C-Corp)

i) Applies to C-Corp’s (i.e. any corporation that is NOT an S-Corp)

ii) Entity is treated as a separate entity from its sh/h

iii) For tax purposes, C-Corp IS a tax paying entity separate from its sh/h
1) At yr-end, corporation must compute & pay tax on the income to fed gov’t

iv) Distinction b/w S-Corp and C-Corp is strictly for tax purposes ( no distinctions b/w two in corporate law
1) BUT if want a different tax treatment, must make a vlaid “S-Corp” election
b. Partnership OR Pass-Through System
i) RULE: For Fed income tax purposes, we disregard the business itself and tax reporting for the business occurs at the individual investor level.
ii) Applies to:
1) Partnerships (general & limited)
2) LLCs
3) S-Corps (corporation that made a valid S election)
iii) DEFAULT RULE: Pass-through taxation is the default rule unless the check-the-box rule applies.
iv) EXCEPTION: 

1) Kintner Regulation (Old) – IRS determined whether the biz set up as an LLC or partnership would be treated like a corp or partnership based on the characteristics of a biz
a) Did the biz have more than 2 corp characteristics? If yes, then taxed like a corp even if it was set up as an LLC.
2) Check-the-Box Rules (New)
a) Unincorporated biz entity (Partnership and LLC) gets partnership or pass-thru treatment unless they check the box indicating they want a corporate tax treatment.
v) Once a year a Partnership computes tax 

1) Each partner receives From K-1 which indicates their share of the partnership items 

2) Partnership itself does NOT pay income tax; rather, tax is paid at the partner level.
2. S-Corporation Taxation

a. S-Corp is an incorporated entity that is taxed like a partnership.

b. RULE: A corporation is a C-Corp unless it makes a valid S-election
c. Requirements:

i) Corporation must be eligible to be taxed as an S-Corp –AND– 

1) No more than 100 shareholders

2) Shareholders cannot be non-resident aliens

3) Cannot have an entity shareholder

4) Cannot have more than one class of stock

ii) Must make a valid election to be an S-Corp
1) Make the S election at the time the corporation is formed
2) Must warn the client about failure to maintain eligibility requirements to maintain an S-Corp status
a) Inadvertent termination of an S election – can go to IRS and request for the election back.
3. Master Limited Partnership – limited partnership that is publicly traded. Taxed like a C-Corp.
4. Aggregate Model: 
a. Pass-through taxation is making an assumption that an entity is NOT separate from tax payers who own it; business entity is just a vehicle thru which individual investors are making money.
b. Ex. You are a partner in a GP, the GP does NOT owe tax; it is not a tax entity separate from its owners. Instead, partnership sends each partner from K-1, from which each partner will report income on the individual Form 1040 tax return.
c. Bottom Line: Partnership is NOT a tax paying entity. Items of income are reported on the individual tax returns of the investors.
5. How does each system (corporate & pass-through) treat income and losses??

a. INCOME: expenses < revenue
i) Pass-Through Tax Treatment: Income flows thru to the investors/partners/etc.
1) HYPO: $200 income from business

a) No entity tax

b) Partners liability – each entitled to 50% of income

i. A & B each report $100 partnership income

ii. Partners’ tax liability depends on the tax rate of each individual partner

c) Tax system taxes each partner regardless of whether the income is distributed to the partners or not (i.e. partnership can retain all the earnings but partners are still taxed on the income)

i. In this case, partnership often makes a distribution large enough to pay the tax 

ii. Partners are taxed on income when it is earned NOT when it is distributed
ii) Corporation Tax Treatment: C-Corp is a separate tax entity; it pays a separate tax at its own corporate tax rate.

1) HYPO: $200 of income earned by C-Corp.
a) Corp must file a tax return by computing income for the year
b) 1st layer of tax - Income tax is paid at the corporation’s tax rate (NOT sh/h tax rate) 
i. Top corp tax rate is 35% (progressive system )
ii. $200 x 35% = $70 tax rate liability for the corporation

c) 2nd layer of tax - Distribution of income to sh/h is taxed again at the shareholders individual tax rate.
2) Corporation does not get a deduction for dividends paid to sh/h
3) RULE: Dividends are taxed at lower capital gains rate – top rate is 15%
4) Corporate INCOME is taxed when:
a) 1st Layer – when income is earned by the corporation
b) 2nd Layer – by the shareholder when:

i. dividends are paid OR

ii. when stock is sold
5) Strategies to reduce corporate tax:

· Sh/h can be an institutional organization that is not taxed (e.g. charity)

· Foreign tax payers

· Corporation can deduct interest that the corp. pays to corp. lenders – Debt/Equity Distinction in the Corp Tax

6) When an investor buys a bond from the corporation, corp gets a deduction for interest, while bondholder must include the interest in income.

b. LOSSES: expenses > revenue
i) Partnership
1) Partnership losses flow thru to the partners  - i.e. each partner reports 50% loss on their individual tax return.

2) Partner can use partnership income to offset their personal tax liability.

3) To prevent fake tax shelters, Congress and the courts created barriers to limit the ability to deduct losses

a) Limitations: 704(b); 704(d); At Risk Rules; Passive Loss Rules. (Partnership must be able to jump over these hurdles).

b) Immediate tax benefit IF:

i. If the business that is generating these losses is a real business 

ii. You put real money into the business and 

iii. If you work in the business (not a passive investor) 

c) NO immediate tax benefits IF: 

i. Partnership borrows lots of money without recourse –OR– 

ii. If you are a passive investor.  

1) These partners have to wait for certain things to happen in order to utilize the losses

ii) Corporation
1) Corp losses provide no personal benefit to the individual shareholders.

2) Net Operating Loss (NOL)

a) Corporation can carry back the NOL for 2 years and the corp can carry forward the NOL for 20 years. 
b) NOL can be treated as a tax deduction if the business has positive income in another year, thus reducing the amount of tax the corp will pay on its income from another year.
c) HYPO: Corp has Y1- $100 income & pays $35 of taxes; Y2- $100 income, pays $35 taxes; Y3- (300)-NOL. 
i. Can carry back Y3 loss 2 years.

ii. In Y3 file an amended tax return of Y1 and now instead of having $100 of income it will be 0 ( Corp will get a tax refund for the $35 paid in Y1. 
iii. Same as Y2’s $35 of taxes paid. 
iv. We still have $100 left of NOL in Y3. Y3- no taxes are paid and the $100 NOL will be carried forward for up to 20 years. If in Y4 the corp makes $40 in income, $100 of NOL from Y3 will be applied and corp will not pay tax in Y4.
v. **BENEFIT is at the corporate level when the NOL is carried back and forward. Shareholders do not benefit

iv. ABILITY TO RAISE CAPITAL
1. Choice of entity can have an effect on the means to raise capital.

2. Where does capital come from?

a. Bank loans – need sufficient assets to repay the debt

b. Equity providers

c. Sale of stock when the entity goes public from an IPO - sh/h buying a portion of the business interest.

d. Master limited partnership - limited partnership where there is public trading of limited partnership interest.
B. Precision Tools Problem
i. Facts
1. Jessica, Michael, and Bernie want to acquire PT.  

2. Jessica: would manage finances; would invest $200k; has $175k stock portfolio and possible large inheritance.

3. Michael: would manage the biz; would invest $100,000; has a little bit of capital.

4. Bernie: 62 would invest $600,000; not much time to work & wants to retire soon
ii. Formality
1. Can have a GP even w/o filing anything.
2. Do they have enough money to draw up documents?  
a. Based on projected capital investment, probably would be able to finance a laywer to draft an agreement.

b. Can rarely get away w/o drafting anything.  Would need absolute trust of each other, and be happy w/ the default rules

3. Want to know how long they have known each other, and whether they fully trust each other.  
iii. Ability to Raise Capital
1. This is already a business so it does not need as much capital, but Jessica and Michael do have expansion plans. Where is the business going to get money to expand? Bernie has the most money.  

2. The assets are the cash ($900k in play) and the inventory ( possible to get a bank loan
a. Maybe the bank would charge a higher rate of interest OR
b. Demand personal guarantees.

3. Although initially operating at a loss, this trend will not last long. Once the company becomes stable, they will be able to raise sufficient amounts of monies. 

4. May foresee going PUBLIC one day ( sell equity interest (C-Corp IPO).
a. Even if want to do an IPO down the road, can still setup as a GP, S-Corp, or LLC and later change to a C-Corp.
iv. Default Rules: GP------------LLC/LP------------CORP
1. Limited Liability
a. General Partnership 
i) Not good b/c Bernie would have unlimited liability. The more money you have, the less worried a party is about liability; but has the most to lose. 

ii) All else being equal, all parties want limited liability. The issue is do they want it equally??

1) Bernie would be concerned with being identified as a deep pocket. 

2) Jessica has a nest egg of a million dollars ( can be seen as a deep pocket. 

3) Michael has less money, but he has less of an economic buffer against disaster than Bernie & Jessica. He could lose his house. 

4) The only way a business can borrow money is if Bernie signs personal guarantee - it is a limited amount Bernie is liable for. 

b. Corporation

i) Corporate structure is the best protection for all parties. 

1) What collateral? 

2) How much needs to be borrowed?

3) Does Bernie have to sign a personal guarantee?

c. Limited Partnership
i) Bernie (LP); Jessica (GP); Michael (GP) **not great.

1) Default rule is that the LP has limited liability - limited to their capital contributions. But the GP’s are jointly and severally liable for all debts of the partnership. 

ii) Bernie (LP); Jessica & Michael (form a LL entity - either a corp or LLC) 

1) As a LP, Bernie wants some control in major decisions

a) Issue: If Bernie exercises too much control can lose his lmtd partnership status & be converted into a GP.

b) Under ULPA (2001), LP can exercise some power w/o being converted  
2) Jessica & Michael entity form the GP (as an entity), thus, the owners will have limited liability. 

3) Partnership debt - creditors can only go after the capital contributed. 
a) They can go after the entity - the entity has a bank account and has assets. 
b) The creditor can go after the entity as the GP. However, if the entity does not have enough money to cover the debt, the creditor cannot go after Jess & Mike individually. 

d. LLC
i) Each party would be a “member of the LLC.” 
ii) Default rules don’t cove enough.

iii) In the operating agreement, specify the amount of management and control.

e. If BERNIE makes a loan to the PT ( gets interest payments and there is a due date for a full return of his loan. 

i) If the business fails, Bernie’s creditor interest, even if unsecured, has higher priority.

ii) BUT if he has have an equity claim, this is on the bottom rung of the ladder. Thus, part loan and part equity is smart if it is highly likely the business will fail. 
2. Allocation of Control and Management

a. Michael will be the CEO; Jessica will be the CFO;  Bernie only wants to exercise control over major decisions.
b. If setup as a corporation: Need a board of directors
i) Mike & Jessica can be the centralized management – have a seat on the board
ii) Bernie is a shareholder with his investment.
c. If setup as a GP: unlimited partnership
d. If setup as a LP: would need a GP
e. S-corp eligibility
3. Continuity of Life
a. Parties want the business to continue in the event of retirement, death or withdrawal of a partner.

b. If the default rule is of limited duration, then must draft around it

c. General Partnership
i) Default rule: Partnership dissolves on the death of a partner.

ii) But can draft around that rule.
1) Ex. J & M have to approve in advance that they approve B’s son taking over the interest upon B’s death/retirement.

2) What if J&M don’t want Bill involved & Bernie dies? Agreement can say: 

a) Upon Bernie’s death, the partnership buys out the interest OR

b) If one of parties wants to transfer, the transferring party must first offer it to J & M.

d. Corporation: Default rule is unlimited continuity
e. Limited Partnership: Depends on which statute applies ( apply the state statute.
4. Transferability of Interest

a. Bernie’s son (Bill) will want a part in the business soon.  Bernie may want to make it absolutely clear that Bill takes over for Bernie.  

b. Even if Michael and Jessica are ok with Bill, they may be worried about free transferability of interest.  In small businesses, partners may not want a stranger to come into the business.

c. If we set it up as a corporation, the default rule is free transferability.  However, can draft around it.  Put it into the shareholders agreement, or deny transferability, but create side contracts.  Can also give the shareholder the first right of refusal.  

d. Jessica and Michael can say there is no transferability of voting interest.  In a partnership agreement, Bernie can assign monetary interests.
v. Taxation

1. Need to consider the tax rates for the individuals and the entity based on expected income.

2. S corporations are taxed as partnerships, so no double taxation and each individual can deduct business losses. This is not a start-up, but might still have initial losses.

3.   Assume PT will earn income from the get-go.

a. If Bernie, it matters if he wants current distributions of the income.  If he wants yearly distributions, wants a GP.  If Bernie wants annual distributions, a pass-through makes more sense b/c only getting taxed once.    

b. If Michael, he may be in the 15-25 percent bracket.  What if he wants to keep all the profits in the business and grow it as fast as possible?  He might be more comfortable on C-Corp.  

4. What if PT will generate INCOME?  

a. To zero-out the corporation at the end of the year, corporations may write a “Bonus” check out to the shareholder-employee.  This allows the corporation to deduct bonus-salary payments from its income, precluding application of corporate-income tax.  

b. At the shareholder-entity level, the bonus will be taxed at the ordinary income rate.  

5. What if PT will generate a LOSS?  

a. If it is generating annual losses, those losses will pass-through to the investors.  However, we would need to clear the hurdles placed on partnership losses.  
b. On the other hand, if there is insignificant income this year, it may be better to preserve the NOL until later.  However, based on the time-loss of money, would want to use the losses as soon as possible.
6. ALTERNATIVE: Instead of putting all their capital contributions into a corporation in the form of equity, an investor could make contributions in the form of loans.  

a. The interest would be treated differently than it would if were a capital gain or dividend rate.  

b. Corporations can deduct interest paid, but not dividends. 

c. On the investor side, dividends are treated under the special treatment rules, while interest is considered normal income.  
III. Setting Up the Corporation
A. Ethical Considerations
i. Who or what is the client? Individual –or– Entity

1. Owe duty of zealous representation to the client

2. Ethical Consideration 5-18: Lawyer retained by the corporation owes a professional  responsibility to the entity.
a. Need to raise a potential conflict of interest problem to the clients ( make them aware that it will not be your responsibility to represent them.
ii. What is the role of corporations in society?

1. Corporate Social Responsibility – to what extent should the corp law impose responsibility on corporation or people who run them?

B. Choosing the State of Incorporation
i. There is no federal corporate law ( law varies state by state

ii. What issues are resolved under the law of the state of incorporation vs. law of the different state? Look to the internal affairs doctrine.
1. Internal affairs doctrine: law of the state of incorporation controls the corporation’s internal affairs but NOT external affairs.
a. Internal affairs 
i) Rights of sh/h

1) right to vote

2) receive dist of property

3) to bring suit

ii) Rights and obligations of management

b. External affairs

i) What if corporation incorporated in DE but operates in 49 other states? The laws of the other state apply for things like torts, K, etc.

ii) HYPO: Tort committed in CA. Case filed in CA for corp incorporated in DE. CA tort law controls external affairs.
iii. Delaware vs. Home State
1. Delaware is an incorporation state of choice for many corporations – WHY?

a. DE rules governing internal affairs are favorable to management of large corporations.
2. DE derives much of its revenue from corp tax

a. Competition among corporate state charters started a “race to the bottom” – management are favored over sh/h
b. Others say that it is a “race to the top” – competition is good
C. Delaware Provisions
i. Who sets up a corporation?

1. Don’t need a lawyer to set up a corp.

2. Anyone can be an incorporator (101(a)).
ii. How to set up a corporation

1. DE – Certificate of Incorporation is filed w/dept of state.

2. CA – Articles of Incorporation is filed w/dept of state.

iii. Promoter’s Liability on Pre-Incorporation Contracts 

1. Issue that arises when the corp was not properly formed.
2. General Rule: The promoter is liable for pre-incorporation contracts entered into on behalf of the corporation to be formed.
3. EXCEPTIONS
a. Ex Ante (planning)

i) Promoter should sign “[name of corp. to be formed] [in formation or  a corporation to be formed] by [name of promoter], promoter.
ii) Better yet:
1) K should specifically provide for a novation (legal substitution of one party for another in a K) when the corp comes into existence –OR–
2) Promoter should wait to enter into the contract until the corporation is actually formed –OR–
3) Promoter should take an assignable option on the contract and assign the option to the corporation after it is formed.
b. Ex Post (litigation arguments)

i) Majority: promoter IS liable for pre-incorporation.

ii) Minority view: courts sometimes look to the intention of the parties based on all of the facts and circumstances to determine whether a proper is liable on pre-incorporation contracts.
iv. CONTENTS of Certificate of Incorporation (DE § 102)
1. Name of the corporation
a.  Indication that this is an incorporated entity

2. Name and address of the registered agent & registered office 

a. Registered agent – req’d to facilitate service of process.
b. Registered office – where the service of process will be physically delivered.
3. Purpose for which the corp is formed
a. Sufficient to state that the purpose “is to engage in any lawful act or activity for which corporations may be organized.”
b. Compare w/California Statute § 202(b)(1)(i): Purpose of the corporation is to engage in any lawful act or activity for which a corp may be organized

c. Today, trend is to have general incorporation statutes to allow mgmt some flexibility

d. Beware if setting up a biz that is regulated under federal or state law

i) Boiler plate language may not be adequate for federal regulation

ii) NOTE: Always ask if there are additional req’ts in addition to the boiler plate language that are required by state regulation for the activity that you will engage in (ie. Day care).

4. Powers for Accomplishing Purposes 

a. Purposes and Powers are different

1) Purposes = ENDS, goal, operations of the business, how you are trying to make $

2) Powers = MEANS of accomplishing those purposes

b. Doctrine of Ultra Vires
i) If corporation stated a specific power and then acted beyond that power, then can invoke the power of Doctrine of Ultra Vires.

ii) Only certain parties can invoke the doctrine & only under certain circumstances.

iii) CA § 207: Powers - Corp shall have the powers of a natural person in carrying out its biz activities.
5. Number of authorized shares and par value of stock
a. Must specify the number of shares to be issued.

b. Must specify the par value of the stock – minimum consideration that must be received for the stock.

6. May designate the directors
a. If directors are not named, then incorporators continue until the first meeting of sh/h or until successors are elected.

v. FILING Certificate of Incorporation (DE § 103)
1. Signed by the incorporator.

2. Delivered to the Secretary of State - original document w/applicable taxes and fees

3. When filed, it will be returned w/stamped time and date ( stamped date is the date the corp comes into existence UNLESS specify on the document a future date when the corp will come into existence.

4. If Certificate names directors, then incorporator is out; If no directors are named ( initial meeting is held.

5. Incorporator will adopt the bylaws and transact any business.

6. Corporate minute book – need to keep meticulous track of the corporate minutes (important for Piercing the Corp Veil).

vi. Bylaws (DE § 109)
1. Contents: 

a. Bylaws give ground rules for operating a corporation.
b. Assumes that shares of stock have been issued b/c otherwise will not have the sh/h.

c. Chronological Order:

i) Initial bylaws adopted by the incorporator

ii) Initial directors are named by incorporator who issues shares of stock

iii)  Stock is issued & sh/h come into existence

d. What happens if documents are drafted by someone else and provisions in Bylaws and Certificate are in conflict?
i) RULE: Certificate of Incorporation trumps conflicting provisions in the Bylaws.
2. Process to Amend
a. BYLAWS

i) Default Rule: Sh/h have the power to amend bylaws but NOT board of directors.
ii) Can draft around that by including the power to amend by the directors in the Certificate of the Incorporation (Ex. Supplement p. 60).

iii) Bottom line: Both directors and shareholders can amend. Power given to the BoD does not take power away from the sh/h (“in furtherance and not in limitation of the powers conferred by the statute, the Board is auth…”)
b. Compare with CERTIFICATE OF INCORPORATION – 2-Step Process:

i) 1st - BofD must propose to amend of the certificate of incorporation.

ii) 2nd - Sh/h by affirmative vote must approve the amendment.
vii. Fiduciary Duty

1. DE § 102(b)(7): Fiduciary Duties Owed: Care, Good Faith, and Loyalty

2. Includes a § 102(b)(7) limitation of director liability 

i) If fiduciary duty is breached BofD are NOT liable for monetary damages;

ii) But the limitation allows the sh/h to enjoin the prospective transaction if there is a potential breach of duty of care or good faith.
viii. Quorum
1. Quorum = need minimum # of voting shares to conduct business 

a. Can be physically present at the meeting

b. Can vote by proxy

2. DE § 228: Can get written consent of proposal through sh/h approval if all sh/h had been present at the meeting and voted (don’t need a meeting; allows to take action with written consent of sh/h).

UNIT 2: Corporations as Legal Entities
I. Introduction to Corporations as Legal Entities
A. Corporation and Constitution
i. First National Bank of Boston v. Bellotti
1. FACTS: 1st A case; concerns constitutionality of a Mass. statute that attempted to limit corporate speech by forbidding expenditures for the purpose of influencing referendum.
2. Issue #1: Are the constitutional rights of people extended to fictional entities created by state law?

a. Majority: YES – Corporation is a fictional entity that has same constitutional 1st A rights as people. 
b. Rationale: Corporate fictional entity is just an aggregation of all the individual shareholders.
3. Issue #2: Are the constitutional rights of the corporation coextensive with the rights of individuals?

a. Majority: YES – corporations 1st A rights are co-extensive w/1st A rights of individuals unless there is some reason otherwise.
4. This is NOT a constitutional right case; rather whether Mass. can limit political speech ( statute will be upheld only if the state can show a compelling 
5. State alleged 2 types of compelling interests:
a. Listener’s rights (drown out theory) – rights of individuals hearing the speech; corp b/c of their huge economic power can monopolize conversations about politics – drown out speech of individuals.
i) Crt doesn’t buy that argument b/c there is not enough empirical evidence that corp speech actually drowns out individual speech
b. Speakers Rights (other people’s money theory) - Protect rights of sh/h, the ultimate speakers, b/c corporation is speaking on their behalf & not all shareholders will unanimously agree with the views advocated by the corp. 
i) Court concludes that sh/h can protect their own rights thru corp governance: 1) Power to elect directors; 2) Amend bylaws; 3) Sue directors for misdeeds.

6. HELD: Statute is NOT constitutional. Court said that the statute was:

a. Overinclusive – prevented lobbying even if all sh/h unanimously agreed
b. Underinclusive – b/c only applies to referenda concerning personal income tax.
7. DISSENT
a. Brown

i) Focuses on the drown-out theory

ii) B/c state corp law has enabled aggregation of huge amounts of capital, now must worry about drown out of speech ( up to the state to take away some of that power, since it enabled it in the first place by allowing the corp to exist.
b. White

i) Collective action problem for widely dispersed sh/h – very hard for sh/h to get together to express view in contrast to mgmt.
ii) Sh/h should not be compelled to support political points with which they disagree.
8. Bottom Line: Case stands for the proposition that empirical evidence may allow a state to constitutionally restrict corporate contributions.  Need to see if the evidence exists, and that the statute is crafted in such a way as to narrowly support those policy objectives.
II. The Corporation and Society
A. Berle-Dodd Debate
i. Dodd Model: Corporations exists to make money and provide social benefits to society (dual responsibility).
ii. Berle Model: Corporations should only make money for the benefit of sh/h.
B. Dodge v. Ford
i. FACTS: Ford motor co. wanted to expand the corporation and drop the car prices to make them more affordable. To achieve expansion, wanted to retain the earnings instead of distributing them to sh/h as dividends. 
ii. ISSUE: Whether sh/h can compel a corp to pay a dividend & what is the role of a corporation in society?

iii. Case is NOT a charitable contribution case; rather, corporations exist to maximize sh/h wealth.
iv. TEST: “whether it appears that the directors were not acting for the best interests of the corporation.” 
C. ALI Principles of Corp Governance: § 2.01
i. (a) Primary purpose of the corporation is to maximize sh/h wealth.
ii. (b) Corp may devote a reasonable amount of resources for philanthropic purposes.
D. Other Constituency Statutes
i. Legislature required directors to consider interest of other constituents. Sided with Dodd on the dual responsibility of corporations.

ii. These statutes were originally enacted in times of corporate takeover. 

1. Ex. A corporation would cheaply takeover another corporation, then shut down the manufacturing practice in a company town.  Bad for local economy.

iii. BoD may take into account interests of other constituents:  EE’s, creditors, customers, suppliers, company town.

iv. Inherent conflict of interest – if trying to maximize sh/h profits, willing to do what ever it takes; but how about the affected parties?
E. The Role of Counsel
i. Can advise client on issues beyond ethical considerations

ii. ABA Model Rules of Professional Conduct: 

1. R2.1 Advisor: In representing a client, a lawyer shall exercise independent professional jmt and render candid advice.  In rendering advice, a lawyer may refer not only to the law, but to other considerations (moral, econ, social, political factors) that may be relevant to client’s situation.

III. Corporate Charitable Giving and Social Responsibility
A. Tax law that encourages corporate charitable giving
i. Tax law encourages charitable contributions at the corporate level instead of at the individual level.  
ii. Rationale: 
1. When the corporation makes the charitable contribution, the entity level income may deduct the contribution from its earnings. 
2. If the individual makes the contribution, the dividend faces double taxation.
B. State Statutes on Corporate Charitable Giving
i. RULE: Corporate charitable giving is permitted even w/o a showing of benefit to sh/h
1. State statutes freely permit charitable gifts.
2. Assumption is that charitable gifts in the long run will provide a benefit to sh/h.
C. Cases

i. Theodora Holding Corp v. Henderson
1. FACTS: Girard is a director of Alexander Dawson Inc. & was formerly married to Theodora (sh/h who got stock as settlement). AD board voted to approve a charitable contribution of stock to Girard’s private foundation (to finance the camp). Why does Theodora care?

a. Foundation is not paying for the stock.

b. Her interest is being diluted b/c the foundation is now a sh/h but no additional capital was put into the corporation.
2. ISSUE: Whether a sh/h director can seek an accounting and have a receiver appointed if a majority vote of the directors approve a charitable contribution that the director opposes?

3. HELD: Charitable contribution is OK. 

a. **It is NOT a fiduciary duty case

b. Court uses the reasonableness TEST b/c it is a receivership case:
i) Was the amount reasonable?
1) Crt looks to the tax rules that limit the charitable contributions.

2) Tax deduction is currently capped at contribution limit of 10% of income.
ii) Was the purpose reasonable?
1) Weigh the benefit to those in need against the loss to the sh/h that results from the charitable contribution.
4. This articulates the substantive standard for a charitable contribution.  Can only get to this test if the court decides the process used to reach the decision FAILS the Kahn test.  If the process used in Kahn is legit ( then will NOT look at the substantive decision. 
ii. Kahn v. Sullivan
1. FACTS: 
a. Oxy announced it would make an enormous contribution to build a museum.  Sh/h challenged it.  
b. Sullivan’s group agreed to a settlement.  Kahn’s group objected to the settlement, fighting its legitimacy.
c. The Sullivan settlement was approved by the DE Chancery court.  Thus, the court can only use its business jmt to determine whether the settlement was reasonable or not. 
d. The attack here is on the decision making of the Directors. Thus, the court cannot examine the substantive aspect of case and can only examine the PROCESS by which the court made its decision.
i) The court cannot ask was the amount reasonable or purpose reasonable…b/c this is substantive.
ii) Focus is on the process the directors used to make the charitable contribution.  **process under the BUSINESS JUDGMENT RULE.

2. Business Judgment Rule
a. When sh/h challenge the director’s decision making, directors can invoke the business judgment rule.
b. ASKS: Was there a good PROCESS used to make the decision?
c. Analysis
i) Is the presumption in favor of directors that in making biz decision the directors were well informed, acted in good faith, and in the interests of the corporation (i.e. used a “good” process)?
ii) YES ( directors used a good process to make their decision; directors retain the protection of BJR & inquiry stops here.
1) BJR shifts the burden of proof to the P to show a faulty process (bad faith, not well informed, or self-interested)
iii) NO ( directors lose the protection of BJR & the court will go on to consider the substantive fairness of the board decision.
3. ISSUE: Is it permissible for Hammer to aggrandize himself with sh/h money?
4. HELD: The process was fine, even if the amount was probably incorrect

a. Oxy’s board created a Special Committee to take action on behalf of the Board.

b. Special Committee was made up of outside or independent directors – unrelated to the corp. or the charity. 
i) Note: Hammer made every director give him a signed letter of resignation—he really controlled them. 
c. BUT court still concluded that the Special Committee was a good process- independent of any control of influence of Hammer; it was well-informed of the contributions and its consequences.
5. Bottom Line: Here, the court concluded that it was a good process, thus they will NOT inquire as to the intrinsic fairness. Thus, Sullivan’s settlement wins. 
D. Casebook notes on charitable giving
i. When we added Theodora Holding Corp: state law does NOT add any requirements to the corporate charitable gift giving. 
ii. The laws on corporate charitable giving facilitates them regardless of economic benefit to sh/h. 
iii. Is the permissive law of corporate charitable giving in order to be more socially responsible, or if it for advertising- made to look ethical?

UNIT 3: Limited Liability

I. Introduction
A. The rationale for limited liability
i. GENERAL RULE is limited liability.

ii. Corporate creditors cannot proceed personally against sh/h b/c corporation is a legal entity separate from its sh/h.

iii. Would a creditor lend the same amount to a corporate entity and a GP?
1. Bank can ask to be compensated for the risk of default. 
2. Partnerships: Lender can go after the GPs personal assets. 
3. Corps: Bank can’t go after individual persons. Lender would want either high interest rate or personal guarantee by a sh/h. 

iv. Involuntary Tort Creditor cannot protect himself in advance (unlike contract creditors) 
v. PURPOSES for limited liability:
1. Promotes capital formation, helps people invest.
2. Reduces monitoring costs w/r/t management and other sh/h
3. Facilitates diversification of investments (to insulate from firm specific risk)
4. Facilitates orderly trading of investments
5. Encourages corp managers to take business risks that promote growth
6. Less risk b/c no fear of personal liability
iv. Doctrines that protect creditors in the conflict between creditors and shareholders:
1. Piercing the corporate veil (see below)
a. We are no longer limited to assets of the corporation. The creditor can go after the personal assets of sh/h by piercing the corporate veil. 
2. Equitable subordination
a. Applies when you have one investor who wears 2 hats - both a sh/h & creditor

b. No assets are being added back. Instead, one creditor is being thrown out of the creditor class
3. Fraudulent conveyance

a. Transfer of assets out the corp. for less than its value. If the claim is successful, the court reverses the order and uses money to cover creditor’s claims.
4. Legal capital rules
a. Claim that the directors of the corporation authorized a dividend that exceeded the max amount permissible under state law. The director is personally liable for the illegal dividends.
B. EXCEPTION to Limited Liability: Piercing the Corporate Veil
i. Corporate veil piercing is not common; GENERAL RULE is still limited liability for sh/h and personal assets are NOT at risk.
ii. Piercing the Corporate Veil: Equitable doctrine of piercing the corp veil applies when the assets are insufficient to pay the creditors claims & creditors are allowed to recover from the shareholders.
iii. Theories or factors that might support a piercing claim:
1. Instrumentality/ alter ego/ agency test
a. Most common test used
b. Sh/h and the corporate entity are one and the same.
2. Undercapitalization

a. Generally, undercapitalization is not itself a legal standard for piercing. Instrumentality is the standard.
i) But fact that a business is undercapitalized is always relevant as a fact that demonstrates the P winning for instrumentality
b. Some 9th Circuit cases have held that undercapitalization on its own is enough to pierce the veil – but it must be extreme.
3. Failure to observe corporate formalities
a. Fact always relevant to veil piercing. Not a theory on its own.
4. Fraud/Misrepresentation 
a. Most relevant in contract creditor cases. 
C. Possible Fact Patterns
i. Closely Held Corporation: small number of shareholders.
1. Instrumentality: did the individual treat the incorporated entity as a real separate incorporated business?

2. Or, did the owner mush together the funds…etc.
ii. Public Corporation: another corp owns, or many shareholders
1. Widely dispersed passive investors – hard to make veil piercing claim b/c no one is trying to control it.

2. Owned by another corporation 
a. Parent-subsidiary structure – parent corp owns 100% of subsidiary.
b. Brother-sister structure – two corps under the control of the same parent corp.
II. Cases
A. Contract Creditors
i. Freeman v. Complex Computing
1. FACTS: 
a. Glazier developed computer software for Columbia. In order to contract with Columbia, Glazier created C3 through a third party. Glazier is an independent contractor for C3. Uses Glazier, Inc. to enter the consulting K with C3.  Glazier is the sole signatory on C3’s bank accounts.  He is given a written option to become the sole shareholder.

b. Glazier performs 100 percent of the services; is the only signatory of the bank account; and gets almost all the revenue from the operation.  This corporate shell is to facilitate the software licensing agreement b/w Columbia and the corporation that Glazier ultimately controls.  

c. C3-Freeman agreement: Freeman is to sell C3’s software.  The K gives commission for current and future.  Also, had an express termination and an arbitration clause. 
d. Later, C3 gives rights to sell its products to Thompson Investments.  C3 notifies Freeman that it was terminating the agreement to combat the overly generous termination clause, and to force a re-negotiation of the contract.  
e. C3- Thompson agreement: Thompson hires Glazier.  Thompson then acquires the assets of C3, assuming most of C3’s liability, except for the Freeman K.  The liability for the Freeman K was specifically excluded.  Thompson paid $750k for C3, but only $10k is left in C3.  
2. Problem for Freeman: what can he do since there is no money left in Glazier? The only way to get to Glazier’s personal assets is to pierce the corporate veil.
a. Recovery against Glazier individually is the only way for Freeman to get back what he deserves economically ( piercing the veil
3. Glazier’s Arguments
a. Cannot be liable for C3’s debts on veil piercing theory: not a sh/h, director, or EE of C3.

b. Even if controlled C3 in some way, should not be pierced UNLESS Glazier did something to “wrong” Freeman.
4. HELD:
a. Court rejects 1st argument: G is an equitable sh/h in C3 therefore the court CAN pierce the veil. Don’t care about the legal labels. Rather, looks at the facts of the case to justify piercing based on alter-ego (C3 is an alter-ego of Glazier):
i) Sole sh/h of C3 was just a stand in for Glazier

ii) G made all the decisions not the nominal board of C3

iii) Board never paid dividends to the nominal sh/h even tho it had substantial income

iv) G received most of the revenues from C3

v) C3 Inc. was operated out of G’s apartment ( economic & geographic mushing together of G and C3

vi) All of C3’s obligations were G’s obligations

vii) C3 paid lawyer who negotiated G’s deal w/Thompson

b. Court agrees w/2nd argument: requires showing of fraud or misrepresentation ( remands the case.
c. NY Instrumentality Test/Alter Ego (Contract Creditor)
i) Plaintiff must show:

1) That the owner of the corp has exercised such control that the corp has become mere instrumentality of the owner.

2) Such control has been used to commit a fraud or other wrong, and

3) The fraud or wrong results in an unjust loss or injury to the plaintiff

d. Court looks to the following FACTORS to determine that Glazier is s/t the arbitration clause and that Freeman can pierce the corp veil (factual elements of control):

i) Disregard for corporate formalities

ii) Inadequate capitalization

iii) Intermingling of funds

iv) Overlap in ownership (officers, directors, employees)

v) Common office space, address, phone numbers.

vi) Degree of discretion shown by the dominated corp

vii) Whether the dealings are arms-length

viii) Whether corps are treated as independent profit centers

ix) Payment of guarantees of corps debts by dominant shareholder

x) Intermingling of property b/t entities

B. Tort Creditors
i. Involuntary tort creditor is not in a position to bargain like the contract creditor.

ii. Looking for fraud or bad conduct in addition to the regular tort requirements.
iii. Mangan v. Terminal Transportation
1. FACTS: Tort case involving injury caused by a cab driver.  The corporate entity that nominally employed the cab driver is jmt proof.  The operating companies were sister corps (under control of common ownership) setup to insulate assets from tort claimants. The common ownership was 60% Yellow Truck, a subsidiary of GM.  One of Yellow Truck’s subsidiaries was Terminal Transportation, a nominal D.
2. How is TTS an owner?

a. TTS was in a position to control the drivers, and therefore should make its assets available.   TTS is a wholly owned sub of the 60% owner of the operating company.  

b. TTS ran the day to day business of the operating companies.  

c. P won, arguing the operating companies were the agents and instrumentalities of TTS.  

3. The court asked: 

a. Whether TTS dominated and controlled the cab companies, and

b. Whether the domination/control resulted in an unjust loss on the tort creditors?

4. Proving Control:  TTS

a. Managed the cabs

b. Provided supervisors

c. Accounted for receipts and kept payroll

d. Furnished legal services

e. Sold the operating companies the oil, parts, tires, gas

f. Hired the mechanics

g. Had all the drivers.

i) Bottom Line: lawyer needs to list as many facts as possible to show actual liability.

5. HELD: P was able to pierce the corporate veil.
a. Tort P can pierce around the TTS b/c of the instrumentality test. 

b. TTS operated and controlled the cab co. to such a degree that piercing the veil was warranted.

c. Parent and sub are operating as a single economic unit.

d. Looking for injustice or injury to the victim ( showing of ‘fraud’ or ‘wrong’ is NOT required
iv. Walkovszky v. Carlton
1. FACTS: W hit by cab that was operated by an EE of a cab co. owned by Carlton; cab co. is jmt proof.

2. Tort claimant does NOT need to establish fraud to win on the claim.

3. P’s Argument:
a. Carlton dominated and controlled these cab ( sounds like agency test/alter ego 
i) Looking for evidence of this control:

1) Did Carlton dominate and control these cab companies in the same way that Terminal Systems was controlling their cabs?

2) Intermingling of funds

3) Corporation was NOT treated as a separate entity from the party
4) Lack of corporate formalities, etc.
ii) Here, don’t have these facts.
b. Multiple corp. structure was an attempt to defraud members of the general public who might be injured by cabs

i) Business was undercapitalized ( relevant here

1) Undercapitalization determined at the inception of the business; take into account liabilities & reasonably foreseeable liabilities

2) Majority Held: Legislative interpretation of what is the minimum determines undercapitalization. Here, NOT undercapitalized b/c had minimum liability insurance as mandated by the state. If minimum level is too low, should go to the legislature.
ii) Artificially fragmented into the separate pieces ( NOT relevant for purposes to determine whether Carlton should be dismissed here.

4. DISSENT:

a. From an equitable perspective ( Carlton should be liable. You shouldn’t be permitted to undercapitalize, then rely on limited liability, to leave involuntary tort creditors whom you know will be injured eventually, holding the bag. Undercapitalization alone may be enough
b. From legislative perspective ( minimum should have been raised.  Didn’t intend for the minimum to be adequate where the operation is large and could afford more.  

c. The floor on liability coverage does not allow an inference that more wealthy owners should just purchase the minimum.  

v. Undercapitalization

1. General Rule: Look at the capital at the time of formation.
2. BUT if the business is reorganized such that will be exposed to more risks/liabilities, then the capital level at the time of reorganization becomes the basis for determining undercapitalization.  
a. Q: What if there is no state minimum, but the D buys a miniscule amount of liability insurance? 
b. A: Maybe argue the legislature thought there was no need for insurance, so cannot draw a negative inference
C. Parent-Subsidiary and affiliated corporation cases
i. LOOK OUT FOR these two fact patterns:
1. Small closely held business
a. Factors: separate office; separate phone number; minute books
b. Was the subsidiary treated as a separate business?
c. Family dominating and controlling the corporation that the subsidiary is a mere instrumentality or an alter ego for the owner?
2. Large business with a corporate parent
a. Incorporated entity that can’t pay its debts (insolvent) & owned by the parent ( think about how to apply the instrumentality test to try to pierce the veil from the incorporated entity to the corp parent
b. Example: insolvent sub has a BofD that never met; instead all directors come from the parent corp ( parent exercising extreme degree of control.
ii. FACTORS to consider in determining if a subsidiary is an alter ego of the corporation.  

1. Parent and sub have:

a. Common directors or officers

b. Common biz departments

c. File consolidated financial statements and tax returns

2. Parent finances the sub

3. Parent caused the incorporation of the sub

4. Sub operates with grossly inadequate capital

5. Parent pays the salaries and other expenses of the sub

6. Sub receives no biz except what’s given by the parent

7. Commingling of assets of parent and sub

a. When parent operates a cash management system, record keeping is important
b. Parent wants to demonstrate immaculate records of how much money was put into the cash mgmt system & how much is owed back to the sub.
c. Questions:
i) Annual sh/h meetings 
ii) Is there BofD
iii) How often do BofD meet
iii. Fletcher v. ATEX
1. Parent/Sub Piercing TEST to prevail under alter ego claim (DE law)
a. Parent and sub operate as a single economic entity –AND–

b. Overall element of injustice or unfairness is present

c. **Showing of fraud is NOT required
III. Alternatives to limited liability 
A. Piercing the Corporate Veil

a. Piercing: allows access to more assets by creditors.  

2. Equitable subordination
a. Kicks a creditor out of the creditor pool by changing the creditor claim into an equitable claim. 

b. Remember that creditors interests have higher priority than equity interests.

3. Fraudulent conveyance

a. Looking for a transfer for less than equivalent value.

b. By unwinding the transfer, you increase the assets by reinserting the assets that were fraudulently conveyed out of corporate solution.  

4. Legal capital rules
i. Directors getting illegal dividend amounts, then have to repay the illegal amount.
UNIT 4: Corporate Securities
I. Introduction
A. Terms

i. Capital structure – attributes of capital invested in the business.
ii. Securities – common stock, preferred stock, bonds, etc. How much is in the form of debt & how much is equity?
B. Elements of Corporate Security
i. Entitlement to income from the business
1. Ex. Common Stock holders – no legal right to receipt of income, only when there is profit & dividend paid out.
ii. Entitlement to assets in liquidation

1. Where does the security fit into the liquidation scheme? 
2. What is its level of priority?
a. First – secured creditor (i.e. creditor that has collateral)
b. Second – unsecured creditor (i.e claims but no collateral)
c. Third – equity claimants (i.e preferred above common stock)
iii. Entitlement of the security holder in governance of the corporation 

1. Do security holders vote?
a. Stock holders allowed to vote & sometimes non-voting rights.
b. Debt holders have NO vote.
c. Sometimes creditors have a right to vote in case of insolvency.
iv. Duration of the investment
1. Stock: Contribution of money in exchange for stock ( permanent investment.
2. Debt: Investment for a fixed term.
3. Bond holder is a temporary investment – debt matures & investment is returned plus interest.
C. Determining the Capital Structure
i. Certificate of Incorporation must specify the capital structure of the corporation for equity & include:
1. classes of stock
2. # of shares to be authorized
3. par value of stock  

ii. If want to issue more stock than authorized ( sh/h must vote to authorize more stock.  

iii. Debt:

1. There is nothing in the bylaws about the issuance of debt.  

2. Officers decide how much capital is needed to run the business & if the corporation needs to issue debt. 

3. If the officers recommend that the board authorize the issuance of debt, the directors can vote on it, and either borrow money or issue debt to the public.  
4. These decisions are made by initial shareholders, directors, and senior officers.
D. Leverage
i. Definition: When business activities financed by borrowed $ generate more income than interest payments.
ii. The use of debt changes the return on a shareholder’s investment. 
1. The higher the debt structure the higher the amount sh/h make (if the biz is profitable).
iii. Example 1  p. 106 supplement
1. Debt to Equity Ratio 1:1

2. Where the interest payment is 10% and the return on investment is 10%, by necessity, the return on equity will be 10%.

3. If the percentage return on investment is higher than the interest rate, then the return on equity will rise.  In this instance, the use of equity will increase the percentage return on equity.
iv. Example 2
1. Debt to Equity Ratio 3:1

2. When there is more debt, if the % return on investment is greater than the interest %, then the return on equity will be more than before.  

3. While a higher debt to equity ratio can increase the return on equity, it can also lead to a situation where the interest payment exceeds the return on investment.
II. Debt
A. Types of Debt
i. Bank financing - term loan (i.e. bank enters into a credit agreement with a specific debtor for a fixed dollar amount loan or revolving credit line). 
ii. Bond - long term debt (10+ years). Generally secured by property (ie. mortgage). 
iii. Debentures - long term debt with shorter maturity than bonds (ie. 10-20 years). Unsecured loans. Often sold to public, individual investors, and large institutional investors. (ie. pension plans)
iv. Notes – short-term obligations. Traded and held by large financial institutions. 
B. Relationships
i. Corporation ( issuer of security/bond & are the debtors/borrowers/issuers.

ii. Individuals ( lender/creditor b/c the one who goes and buys the bond; also known as, debt-holder, investor, bond-holder.
C. Interest on Debt
i. Interest is compensation for the use of the lenders money. 

ii. Interest Rate – 2 components:
1. Risk-less rate of return – minimum interest rate you would charge if you knew 100% you were getting your money back.
2. Risk of default – credit rating.
iii. Frequency of interest paid
1. Interest can be paid monthly, bi-annually, annually – OR–
2. Can provide for interest to accrue on the debt without payment of the interest, until maturity.
a. This would be a zero-coupon bond – while the debt is outstanding, the creditor (bondholder) is not entitled to interest payments. Interest payment is deferred until bond matures.
b. Original issue discount (OID) = Unstated interest on a bond (accounting term).

i) Tax Law: Corporate issuer can take a deduction for the OID (unpaid interest) as it accrues. Do not have to wait to deduct until interest payments are paid. 
ii) As a creditor, it is riskier to lend on a zero coupon bond….Thus, the interest rates are probably higher.
D. Contractual Nature of Debt
i. Who negotiates the debt contract?
1. If the debt is privately placed (bank loaning money to corporate borrower), the agents of each will negotiate terms.  

2. If the debt is publicly placed (bond or debenture binding large class of investors):

a. Need underwriter (i.e. investment bank) to act as an intermediary to facilitate the transaction.  

i) Underwriter helps to create debt instruments, then buys the debt from the corporate issuer and then turns around and sells it to public investors.  

ii) The indentured trustee, normally a bank, has a very ministerial role. 
b. The underwriter negotiates the terms of the K and wants to negotiate provisions that are beneficial to the bondholder b/c they have to be able to sell to public.  This includes the interest rates.

i) If the interest rate is perfect, the bonds would sell at par (sold at face amount)  

ii) If the interest rate is less than what investors want to generate on their investment, they will only buy the bonds at less than par value (a discount).  
iii) If the bond is sold over the par amount (b/c has a high interest rate), then it is sold at a premium.
ii. Issues to be negotiated: 
1. Interest
a. Rate: Fixed or floating rate (i.e. LIBOR + 3%)
b. Schedule of payments: can be periodic, or can have zero-coupon bong where don’t need to pay interest until the end.
2. Repayment of principle
a. Amortizing Loan: Bond is outstanding for 10 years, but the repayment schedule says how much of each payment goes towards principal reduction and how much goes towards interest payments.
b. Sinking Fund Provision: Requirement that the corp set aside certain amount of money into a fund each year to make sure that when the obligation matures, there is enough to pay off principal when the loan matures.
c. Mandatory Redemption Feature: 
i) Redemption = when a corporate issuer buys back its own security (bond or stock). 
ii) As if there is an early maturity of the bond. Thus, instead of paying off the 100% of bonds 10 years from now, we can buy back 10% of the outstanding bonds in each of the 10 years.
3. Right to convert
a. The right of the holder of the debt instrument to convert debt into stock (convertible debt). 
b. Right to convert bond into stock is an option that would be stated in the contract. This option has value to the bond holder. Bondholder can elect to change the nature of the investment by converting the bond into stock. The equity is issued in satisfaction of debt.
c. The issuance of stock can dilute the interest of the existing sh/h.
4. Priority (in the event of liquidation)
a. Highest: Secured creditors
b. 2nd : General unsecured creditors – loans to corporate debtor

c. 3rd: Equity claimants

i) Preferred Stock
ii) Preference Stock
iii) Common Stock
d. NOTE: Creditors may contractually agree to put themselves below others. Why? B/c the corporate issuer will compensate them with a higher rate of interest. (Creditor claim that has been subordinated is less likely to be compensated in case of default). 

e. You can also contractually move up the priority ladder.
5. Events of default and rights upon default
a. Default is defined by the K.
b. Generally, it is failure to make an interest payment on the scheduled date and amounts were not set aside in sinking fund.

c. Certain time to cure of default? Grace period. Can state that some additional obligation is triggered. 

d. Default can trigger control rights on the part of the creditor.
6. Negative covenants (what corp can’t do)
a. K restrictions on the issuer
i) Ex. Prohibition on the issuance of additional debt that is senior to the debt subject to the contract.
ii) Ex. Prohibition on the payment of dividends unless certain level of assets. 

iii) Ex. Prohibition on merger.
b. Have to strike the right balance in negative covenants. Don’t want to preclude the issuer from raising necessary capital, but also want to guarantee pmt to investors.
7. Role in corporate governance
a. Default Rule: Under state corporate law, debt holders do NOT have corporate governance rights.  However, can contract to give debt holders these rights.  
b. When using S Corp form, want to be careful of giving corporate governance rights in bonds b/c can create a 2d class of stock to knock out of S Corp benefits. 
8. Information
a. Bondholders need information about the issuer.
i) Public Companies ( Req’d to make periodic filings with the SEC (e.g. 10K, 10Q, 8k).
ii) If not public ( then the debt K will have to negotiate disclosure of financial records.
b. Debt contracts from Equity: Under state corporate law, sh/h have certain rights to info re: company.
III. Equity

A. Statutory authorization to issue stock
i. DE § 151(a): Allows corps to issue stock in various classes and series.
1. Certificate of incorporation must specify the number of shares, types of classes, par value for stock, etc. 

a. nothing needs to be listed re: debt
b. can always amend the certificate of incorporation
ii. DEFAULT: 
1. Common stock with voting rights - each share gets one vote.

2. Common stock has no fixed legal entitlement to dividends unless board announces they will pay.

iii. Directors issue the stock and they can only issue the stock authorized in the certificate.
B. Common vs. Preferred Stock
i. Preferred Stock: Preferred as to:
1. Dividends – distribution of profits and/or
a. i.e. They are first in line to be paid before the common sh/h
2. Liquidating distributions of the corporation
a. They have a priority rung on the ladder than the common sh/h.
C. Terms of Equity Securities
i. HYPO: The equity of Business Enterprises, Inc. (p.107 supplement)
1. Types of Stock: 80,000 shares authorized in Articles of Incorporation
a. 20,000 “5% Cumulative Preferred Shares” ($100 par value)
i) Preferred as to:

1) Dividends – distribution of profits

a) No legal right to receive fixed dividends in contrast to bond holders; Pmt of dividends is made only when declared by the BofD

b) Only put 1st in line (get priority) ahead of common stock holders when the board declares dividends.

c) Preferred Dividend = 5% x $100 par value = $5 dividend/share/year 

d) Cumulative = if dividend is not paid in a given year, then the dividend amount of $5/sh accumulates and the entire amt must be paid 1st in the future before all other sh/h are paid.

2) Liquidating Distributions – higher priority in liquidation and fixed legal rights in liquidation as set forth in Certificate of Incorporation.
b. 30,000 “Preference Shares” ($0 par value) (issuable in series)
i) Blank Check Preferred = many of the terms are not specified in the Certificate of Incorporation; Instead, Certificate delegates decision making authority to the BofD regarding the legal rights.

c. 30,000 “Common Shares” ($10 par value)

i) Par Value = minimum consideration to be paid for the stock. 
2. Redemption = when corporate issuer buys back its own securities.

a. RULE: Whenever we create a dividend preference, we must also limit redemption b/c pro-rata redemption is an economic equivalent of a pro-rata dividend.
i) Pro-rata = proportionate to stock ownership.

ii) Must provide that there cannot be redemption of the c/st until all cumulative preferred dividends have been paid.

iii) Must draft a redemption limitation so that the board cannot use redemption as an end run to go around the dividend restriction on the preferred stock.

3. Liquidation
a. Issue: What are the rights of a specific class in case of liquidation?
b. HYPO (p. 108 suppl): 5% CPS gets $100 par value plus any cumulative dividends they are entitled to - $5/share for current year dividend and any prior unpaid dividends before any distribution of assets are made to the holders of Preference Shares or Common Shares.

ii. HYPO# (handout)

1. 100 shares of 5% CPS outstanding

2. 100 share of CS outstanding

3. Yr. 1-2 = no dividend

4. Yr. 3 BOD declares $2000 dividend. Who gets it?

a. $5 dividend/share of CPS x 3 years = $15/share of CPS

b. 100 shares of CPS outstanding x $15 = $1,500 dividend to CPS

c. 100 shares of CS x $5 = $500 to CS

iii. HYPO #2 (handout)

1. 100 shares of 5% CPS outstanding

2. 100 share of CS outstanding

3. Yr. 1-2 = no dividend

4. Yr. 3 BOD declares $1000 dividend. Who gets it?

a. 100 shares of CPS outstanding x $15 (3 yrs) = $1,500 dividend to CPS

b. Since only $1000, then entire amt is paid to CPS w/$500 carried over to next yr

5. Yr. 4 BOD declares $1000 dividend. Who gets it?

a. 100 sh’s of CPS x $5 = $500 plus $500 from prior year = $1000 to CPS

b. BOD cannot pay a dividend to the CS

6. Yr. 5 BOD declares $1000 dividend. Who gets it?

a. 100 sh CPS x $5 = $500 to CPS

b. 100 sh CS x $5 = $500 to CS
IV. Other Misc. Types of Securities

A. Calls
i. Definition: Holder of a call option has the right to:

1. BUY a security

2. at a specified price (“strike price” or “exercise price”)
3. for a specified period of time
ii. In-the Money = if the stock is currently trading at a price that is higher than the strike price.
1. Hypo: Holder of a call option has the right to buy a share of stock for $105 (strike price). Right expires in 90 days. If the stock is trading at $120, the call option is “in-the-money.” The holder of the option could make a profit by exercising the option (buying the stock for $105) and immediately selling it for $120.
iii. Out-of-the Money = if the stock is currently trading at a price that is lower than the strike price
1. Hypo: Same as above. But if the stock is trading at $90, the call option is “out-of-the-money.”  Generally, the option holder will NOT exercise the option b/c no profit will be earned by exercising the option and immediately selling it on the market. Incorrect to say that the option is worthless ( b/c the option still has value since the trading price of the stock may exceed the strike price during the 90-day period of the option. Value depends on the VOLATILITY of the trading price of the underlying security.
B. Warrant 
i. Like a call option except that a warrant is issued by the issuer of the underlying security and expires after a longer period of time (e.g. 5 yrs) ( Like call option but with a longer term.
C. Puts
i. Definition: The holder of a put option has the right to SELL a security at a specified price (exercise or strike price) for a specified period of time.
ii. In-the-Money – If the stock is currently trading at a price that is LOWER than the strike price.
1. Hypo: Holder of the put option can make a profit by buying the stock on the market for $90 and exercise the option by selling it for $105.
iii. Out-of-the-Money – if the stock is currently trading at a price that is HIGHER than the strike price; holder will not exercise the option in this case
1. Hypo: If stock is trading at $120, the holder of the option cannot make a profit by buying the stock for $120 and exercising the option to sell it for $105. Put option still has value b/c the trading price may fall below the strike price during the 90-dayu option period.
D. Notional Principle Contract (Derivatives)
i. Notional Principal K – Parties agreeing to exchange streams of payment on notional principal amount (made up #).

ii. HYPO p. 112 suppl

1. X corp & Y corp enter into an interest rate swap K
2. NOT a contract to lend money. Agreement is only as to the interest payment.

a. X( Y 10% of $60m notional principal amount = $6m/yr

b. Y( X interest at fluctuating LIBOR rate on same notional amt of $60m
3. Year 1
a. $7 million of interest based on LIBOR rate

b. Y pays net amount of $1m to X (X owes Y $6 & Y owes X $7)

c. Net interest pmt to bank is $6m = X corp is paying bank $7m, but getting back $1m from Y
4. Year 2
a. $5m of interest owed based on LIBOR rate
b. Net interest pmt to bank is still $6m = $5m to bank plus $1m to Y (X owes Y $6 & Y owes X $5m; net pmt of $1m to Y)
V. More on the Sh/h-Creditor Conflict
A. Doctrines that Protect Creditors
i. Piercing the corporate veil

ii. **Equitable subordination

iii. Fraudulent conveyance – insiders abusing their position by transferring assets out of creditors reach.

iv. Legal capital rules
B. Equitable Subordination
i. Equitable Subordination (aka “deep rock doctrine”) is an equitable doctrine which arises out of a bankruptcy proceeding. 

ii. Since it is typical to run out of assets in a bky proceeding, judge will re-arrange creditors claims to eliminate unfairness to creditors 

1. Will treat sh/h-creditor claim as another residual equity claim

2. Judge is converting sh/h-creditor claim into an equity claim

3. Reduces the number of creditors claims against the corporation
iii. Fact Pattern: Generally a situation when shareholder is also a creditor & when sh/h-creditor claims are disproportionably large.
iv. Goal: Reduce the creditors claims by keeping the sh/h-creditors out & thereby increase the chance of recovery to the other creditors.

1. Fett Roofing
a. Example of Court stepping in to protect the creditors via sh/h-creditors

b. ISSUE: Is Fett going to be paid as a creditor?

c. FACTS: Fett ran a roofing company. Fett changed status of corp from sole proprietorship ( incorporated entity. Put in ~$5k of equity into the business. Later loaned $77.5k to the corp (from personal bank loan). After the loan, took back unsecured demand promissory notes. When corporation went insolvent, Fett recorded the deeds of trust (back dating them) for the purpose of converting unsecured $77.5k debt into secured debt; knew that if his debt is unsecured, he would have a LOW priority upon liquidation.

d.  For equitable doctrine to be invoked, there must be evidence of insider wrong-doing BUT fraud is not required.
e. HELD: when Fett recorded the deeds of trust, he committed wrong-doing as evidenced by backdating the deeds on the eve of the bankruptcy.

i) Here, Court protects the creditors.

ii) Fett’s debt of $77.5 is kicked out of the creditors claims & will be treated as any other equity claim (thus lowering him on the priority ladder).

iii) If Fett had not tried to jump the priority latter by backdating the deeds of trust, he would have an unsecured creditor claim which is better than just an equity claim.
C. Bondholders in Leveraged Buyouts
i. MetLife v. RJR Nabisco
1. Example when Court refuses to protect the creditors via sh/h.

2. FACTS:

a. MetLife & Jefferson bought RJR’s bonds - lent money to a very stable company & low debt on the balance sheet.

b. KKR borrowed a huge sum of money ($19 billion in bonds) to finance the acquisition of RJR Nabisco (target co.). Now there’s $19b of new debt = junk bonds. KKR is using the credit and assets of the target co. (RJR) to finance the acquisition of the target co. KKR’s debt thus becomes RJR’s debt after the LBO.
i) Prior to the LBO ( RJR is a credit worthy co. w/high investment grade bonds & only $5 billion in debt

ii) After the LBO ( $24 billion debt

c. Current bondholders (MetLife & Jefferson) are not compensated for this increased risk of default. P’s allege the loss in the value of those bonds as a result of the LBO. Plaintiffs are asking the court to fill in the gaps in the contract – specifically to read into the K & imply the covenant of good faith.

d. HELD: Court rejects P’s argument of bond redemption. Creditors must draft the protections into the provisions of the contract.
i) At the time of bond acquisition, it was known to the parties of a possibility of a merger or LBO.
ii) Why didn’t P’s contract for higher protection? Didn’t think that $19 billion junk bond offering was possible since never done before.

iii) Bondholders only contracted for interest payments & repayment of the principle ( no evidence that the D defaulted on these terms. 

iv) So if P’s wanted more protection, should’ve contracted for it at the outset ( court will NOT imply any covenants.

UNIT 5: Accounting and Financial Statements
I. Introduction
A. GAAP = Generally Accepted Accounting Principles
i. Standards set by the acctg profession that tell you how to present certain information in the financial statements.
ii. Tendency to present the information “conservatively” under GAAP – lean in the direction of under-reporting income.
B. Accrual Method of Accounting = keeps track of the legal right to receive & to make the payments.
i. Principle of matching attempts to match the income with the expense incurred to generate the income. 
ii. Income is computed on an accrual basis under GAAP.
II. Balance Sheet
A. Introduction

i. Snapshot of a moment in time (as of particular date and year) of the financial status of a corporation.

ii. Presentation: Assets on the left and Liab + Equity on the right
iii. EQUATION:
 Assets = Liabilities + Equity
B. Asset Accounts
i. Current Assets

1. Cash – any account from which you could draw down cash 

2. Cash Equivalents

a. Accounts Receivable – any amounts owed to the corporation as a result of accrual accounting; typically includes an offsetting account for bad debts (allowances that are expected to be uncollectible based on prior history).
b. Inventories – any inventory available for sale by the business (this discussion is relevant for the purpose of B/S and the I/S).

i) Inventory account is related to B/S – the amount in closing inventory at year end (cost of each item x # of items).

ii) COGS is related to I/S – allocates $ cost for inventory sold during the year.
iii) Inventory Accounting Formula
   Opening Inventory [closing inventory from prior yr. B/S]

+ Purchases during the year
   Goods Available for Sale

   Goods Available for Sale

  - Closing Inventory for Current Yr [applying FIFO or LIFO conventions]
    Cost of Goods Sold
   Gross Receipts from Sales

 - COGS
    Operating Profit from Sales
iv) FIFO and LIFO Inventory Conventions – determine the amount of inventory shown on the B/S at year end.
1) FIFO = first in first out (last in still here)
a) First items bought are first items sold.

b) Generally: lower COGS & higher operating profit from sales.
2) LIFO = first in last out (first in still here)

a) Last items bought are the first items sold.

b) Generally: higher COGS & lower operating profit from sales.

v) Effect of Inflation
1) Generally, inflation causes inventory costs to increase over time, thus:
a) Closing inventory is lower under LIFO

b) COGS is higher under LIFO

c) Profit from sales is lower under LIFO
vi) Most companies report under FIFO b/c shows greater profit & therefore more attractive to the investors ( **Inventory method used matters!!!
c. Prepaid Expenses 
3. Items we expect to convert into cash w/in 1 year
ii. Long-Term Assets – Things corporation uses as capital investment to generate cash.
1. Property, Plant & Equipment (PP&E)

a. Land – shown at historic cost NOT at current valuation.

b. Buildings
c. Machinery
d. Office Equipment
2. Accumulated Depreciation
a. Accumulated Depreciation: represents total depreciation (prior & current) taken on all the property in the fixed assets category ( B/S account
b. Depreciation Expense: current depreciation expense for 1 year ( I/S account
c. Accumulated Depreciation offsets the PPE amount
d. Rationale: Assets decline in value over time.
e. Depreciation Methods:
i) Straight Line Depreciation – deduct equal amount each year for the life of the asset.
ii) Accelerated Depreciation – allow a larger deduction in the early years & lower deduction in later years (ex. 200% or 150% Double Declining Balance).

f. **NO depreciation on land.

iii. Intangible Assets
1. RULE: If a business creates its own intangible asset it is NOT reflected on the B/S. Only include purchased intangible assets on the B/S.

2. Ex. Patents, Goodwill
a. If GW created by company ( not reflected on the B/S.
b. But if buy a company for a higher price than the price of all identifiable assets of that co., then buying GW & will be reflected on the B/S.
C. Liabilities
i. Current Liabilities – comes due w/in 12 months
1. A/P – obligations to make payments to 3rd parties.
2. Notes Payable 
3. Accrued Expenses

4. Other Liabilities

ii. Long-Term Notes Payable

D. Stockholders Equity 
i. Reflects the residual claims of the shareholders.
ii. Common Stock

1. Paid-In Capital: What the sh/h contributed to the corporation in exchange for stock
a. Stated capital = par value times # of shares outstanding

b. Capital Surplus = consideration paid for the stock less the stated capital

2. Retained Earnings – earned surplus
III. Analyzing the B/S and I/S
A. Two Things to Keep in Mind in Buying a Business:
i. Return on equity – what cash is the biz going to generate.

ii. Liquidity – ability of the company to pay its debts as they come due; huge red flag if the company has too much debt and will not be able to meet its obligations.
B. Profitability
i. Profits per dollar of net sales = Operating Profit/Net Sales
1. Analysis: If profits increased in percentage terms, consider whether increased profitability has resulted from a reduction in COGS as a percentage of net sales: COGS/Net Sales

2. Ideally, want profits to go up and COGS to go down. If COGS per sales get lower over time, while income per sales increases, then making profit by reducing the inventory cost.
3. Precision Tools Problem p.176

a. 2006 profits per dollar of net sales for PT = $920k/$7.5m = 12.3%
b. 2005 profits per dollar of net sales for PT = $765k/$7m = 10.9%
c. Profits increased, so consider whether increased profitability resulted from a reduction in COGS as a percentage of net sales

i) 2006 COGS as a % of net sales = $4.98m/$7.5m = 66%

ii) 2005 COGS as a % of net sales = $4.65m/$7m = 66%

1) Consistent 66% is telling us that inventory cost has NOT changed ( .: increase in profitability is NOT attributable to Precision Tools buying cheaper inventory.
2) Can’t compare absolute dollar amounts for profit b/c profit is changing in relation to all other #’s that are also changing, like COGS.
ii. Return on Equity = Net Income/ Shareholder’s Equity
1. Analysis: Use current year’s net income from I/S. Sh/h equity on first day of current year is based on sh/h equity figure from B/S dated the last day of the previous year.
2. Precision Tools Problem
a. Return on Equity for 2006 = $390k/$1.12m = 34.8%

i) I.e. If you invest $100 in the beginning of the year, at yr. end you would have $134.80 ( pretty good return & overall investment 
3. Looking for positive return on equity before buying a business
C. Liquidity
i. Definition: Ability to pay debts as they become due.

ii. Working Capital = Current Assets – Current Liabilities
1. Precision Tools Problem
a. 2006 working capital for PT = $2.88m - $1.75m = $1.13m

i) Makes us feel reasonably comfortable that PT will be able to pay its debts as they come due.
ii) If had less of a cushion, might be more concerned b/c very B/S shows very little in cash ($150k) & inventory ($1.3m) ( but can’t pay bills w/inventory; will have to sell inventory first to pay bills.
iii. Current Ratio = Current Assets/Current Liabilities
1. Precision Tools Problem
a. 2006 Current Ratio = $2.88m/$1.75 = 1.65/1

b. 2005 Current Ratio = $2.56m/$1.985m = 1.28/1

i) Coverage ratio is lower in 2005, which is reasonable b/c more liab’s in 2005 & Notes Payable of $355k were paid off in 2006.  So in 2006, PT is in a more comfortable position.
iv. Quick Ratio (acid test ratio) = [Current Assets – (inventory + prepaid expenses)]/ Current Liabilities
1. Analysis: Tells us if we have enough current assets to pay the current liab’s while completely disregarding the inventory & PPD Expenses b/c might not be able to convert those accounts into cash to pay the bills
2. Precision Tools Problem
a. 2006 Quick Ratio = [$2.88 – ($1.31m + $40k)]/$1.75m = $1.53m/$1.75m = .8743

i) With this formula, made a very conservative assumption that will not sell any inventory for cash if needed.
D. Considerations before buying Precision Tools
i. Perform Due Diligence – look behind the financial statements to make sure information is not fraudulent.

ii. What is the accounting method used to prepare the statements?

1. Were the financial statements prepared in accordance w/GAAP?

2. What is the depreciation method used?

3. Was accrual method of accounting method used?

4. What is the method to calculate inventory – LIFO or FIFO?

a. What is going on w/inventory purchases?

b. What is the trend with the costs of COGS?

c. Where is the inventory coming from?

d. What is the PT market share compared to the other companies?

iii. Are there any intangible assets that were created by Precision Tools themselves?

1. If created by PT ( not included on B/S

2. If purchased ( included on B/S

iv. Why did the R&D exp. go down?

v. 11% Debt was retired in 2006 ( Does that mean PT needs to borrow more money?

vi. Any pending lawsuits against PT? Any contingent liabilities pending? 

vii. Any CERCLA claims? Liability for clean up costs passes w/title

viii. Allowance for bad debt expense?

1. What amount of A/R is not collectible?

2. Consider background conditions that will show up on the B/S

ix. Any regulatory issues (i.e. FEC issues)? 

x. What happened in the last 10 months since the close of the last financial stmts?

xi. Is the customer base loyal? Who are the customers? 
xii. Willing to sign a covenant to not compete?
xiii. Any government regulations governing PTs business?
UNIT 6: Valuation

I. Valuation Methods: Parable of the Old Man and the Tree
A. Background
i. Business: Apple Tree

ii. Issue: What is the fair price for the apple tree?

iii. Facts: Facts: Various people make offers for the tree. Sometimes price offered is too low and sometimes too high.
iv. **Proper valuation method is context specific (sometimes its a blending of several valuation methods).
B. Valuation Methods
i. Salvage Value – Method that assumes no future income earning ability for the asset we are trying to value.
1. Problem: if we don’t cut down the tree and it continues to produce apples, salvage value undervalues the value of the apple tree b/c it doesn’t take into account future earning ability.
ii. One year's crop – method that values the asset.
1. Problem – ignores future earning ability of the asset.
iii. Accumulated Gross Revenue – value is equivalent to estimated income earning ability for the life of the asset (here, estimated the tree will produce crop for 15 years).
1. Problem #1: when value the asset, don’t want to focus on gross revenue BUT instead net revenue (take into account the expenses incurred in earning income – i.e. harvesting and growing apples); undervalues the biz.

2. Problem #2: ignores the time value of money. Dollar received 15 yrs from now does NOT worth the same as a dollar received today (if have money today, can invest and earn returns). So must take into account absolute value of cash flow and consider the time of receipt.
a. Time Value of Money: Formulas for Future Value and Present Value
FV = PV (1 + r)n





PV =      FV__     






            (1 + r) n
b. Example: PV = 100; r = 10%; and n = 2 yrs

i) FV = 100 (1 + .1)2  
ii) FV = 100 (1.1)2
iii) FV = 100 (1.1) (1.1)
iv) FV = 100 (1.21)
v) FV = 121 ( if invest $100 today at 10% compound interest for two years, will have $121 in two years
1) If get compound interest, interest amount is added to the principle and earn interest on the interest.
c. HYPO:
i) Alternative #1: What if revenue was $100 per year for 15 years?
1) If the net revenue stream is $100/year, we need to do 15 separate PV calculations, then add them together to get the value of the tree. 
2) Sum of PV’s of a $100 stream at the end of 15 years = $761.00
ii) Alternative #2: PV of $1,500 to be rec’d in 15 years = 1500/(1 + .1) 15 = 1500/4.18 = $359.      

1) Bottom Line: Alternative #1 is better. Alt. #2 is not the correct formula – correct only if there is a single payment  of $1,500 15yrs from now.
iv. Market Price – can be used when there is a viable market for the asset (i.e. there’s active trading).
1. Problem: Here, there’s no market for apple trees. 
v. Book Value – relies on financial accounting and historic costs; sometimes used to supplement other valuation methods; also may be used as a floor for valuation.
vi. Capitalization of Earnings
1. Takes into account the value of the biz as a going concern – assumes that biz will continue to generate income in the future.
2. Figures out the appropriate return on the investment and backs into the value.
3. Need to consider the costs of doing business; look at the net amount collected, NOT the gross amount collected.
4. Capitalization of Earnings Method

Value of Business = Earnings/Capitalization Rate
                               - OR - 

      Value of Business = Earnings x Multiplier
a. Multiplier: Conversion of the capitalization rate into a multiplier:
i) A 10% capitalization rate (.10) has a multiplier of 1/.10 or 100/10 = 10 
ii) A 20% capitalization rate (.20) has a multiplier of 100/20 = 5
iii) A 30% capitalization rate (.30) has a multiplier of 100/30 = 3.3
b. Capitalization Rate: Trying to figure out what rate of return the investor is looking to earn on their invested capital.
c. Bottom Line: The riskier the biz ( the higher the capitalization rate & lower the multiplier 
vii. Discounted Cash Flow – compute PV of each cash flow and then take the sum of the discounted cash flow.

1. Need to know the timing and the amount of the cash flow.
2. Then compute PV for each cash flow. 
II. Valuation Methods: Alabama By-Products
A. ISSUE: What were the shares of stock worth at the time they were forced to buy out?

B. Court uses a hybrid method to value: combines discounted cash flow w/net asset value. 

C. Court ultimately concludes that the appropriate discount rate is 15% & will take into account assets that don’t generate income currently.
UNIT 7: Legal Capital
I. The Concept of Legal Capital
A. Introduction
i. Legal capital regime developed as a way to police corps to keep minimum amount of legal capital in the corporation by restricting directors ability to make divided distributions.
ii. Legal capital rules tell us what is valid consideration for sh’s of stock & how non-cash contributions are valued in relation to stock

iii. Dividends are allowed as long as there is surplus; does NOT necessarily have to be earned surplus, can be capital surplus.
iv. Terms of Art
1. Duly authorized – stock created in accordance w/state law and w/certificate of incorporation.

2. Validly issued
a. Stock is issued out of authorized shares –and–

b. Consideration for the stock is valid & the payment that was promised has been made (valid and adequate consideration).
3. Non-assessable - If stock is assessable ( full promised consideration has NOT been paid to the corporation (Del § 162).
B. Capital Accounts and Par Value
i. Capital Accounts (See examples p. 151 supplement)
1. Stated Capital = Par Value/share times # of issued shares
a. Par Value = minimum consideration that could be received for the stock.
b. If par value is high ( stated capital account will be large & capital surplus will be low. 
2. Capital Surplus (aka paid in capital) = total consideration rec’d for stock minus stated capital

3. Earned Surplus (aka retained earnings) = earnings of biz since inception less all dividends paid.

a. Two choices when corp has earnings:
i) Distribute profits as dividends –OR–
ii) Retain profits for expansion/etc.
4. NOTE: Under Delaware law ( Surplus = Capital Surplus + Earned Surplus
a. Therefore, Del corp. cannot lawfully distribute the amount in the stated capital as dividend BUT can pay dividends out of Surplus.
b. For Del. Corps stated capital account must stay intact ( so important to properly allocate b/w Stated Capital and Surplus accounts.
ii. Delaware Provisions

1. Capital Accounts
a. DE § 102 tells us what must be stated in Articles of Incorporation (ie. # authorized shares, par value/share, multiple classes of stock).
b. DE § 154: stated capital = par value x # shares issued.
i) Note: Under DE law, can state zero par value.
1)  If state zero par, board needs to make a designation of how much of consideration goes into stated capital/capital surplus accounts ( BUT if boards fails to designate, then 100% of consideration for the stock goes into stated capital 
2. Minimum payments for shares
a. Par value is minimum consideration for stock.
b. Problem: Often when a business is formed, some shareholders contribute property instead of cash.
3. Acceptable consideration for shares
a. Board makes the determination regarding how much consideration is worth.
b. Acceptable Consideration
i) Cash
ii) Personal/real property
iii) Leases of property
iv) Intangible property
v) Past services already rendered (for which you are entitled to consideration); 
1) BUT future services are NOT valid consideration b/c considered too speculative (I.e. issue me stock and I will work for the company for a year in return for that stock ( not valid consideration)
vi) Down payment plus promissory note for rest of the consideration, where down payment covers at least par value of the stock.

1) To attract EE’s, corporation can set low par value.
2) Shares under the promissory note are assessable.
a) DE § 162 authorizes the compulsion of payment from sh/h who have given promissory note for stock. Only can recover from sh/h if the corporation’s assets are insufficient to pay creditors. 
II. Restrictions on Dividends
A. Legal capital restrictions on dividends and stock repurchases
i. Delaware provisions

1. Del. § 170 – Dividends are payable out of 1) surplus (surplus = capital surplus + earned surplus) OR 2) net profits for the fiscal year in which the dividend is declared and/or the preceding fiscal year (nimble dividend rule). 
a. If corp has surplus, corp can lawfully pay a dividend out of that surplus
2. § 160(a)(1): Redemption of Stock – when corp buys its own securities back
a. No redemption if capital is impaired or will be impaired.
b. Impaired - when there is less in the sh/h equity account than stated capital 
(par times the number of shares issued).
i) RULE: Redemptions or dividend payments must be made out of surplus account under DE law to be considered lawful.
ii) I.e. cannot invade Stated Capital account to redeem stock OR to pay dividends
iii) I.e. just as dividends must be paid out of surplus, redemptions must be made out of surplus as well.
iv) Pro-rata dividend is equivalent to pro-rata redemption.
ii. California Provisions

1. Can only distribute what you earned on the contributed capital.
2. § 500(a) - dividends can only come out of retained earnings (aka earned surplus) but NOT out of capital surplus (as was allowed under DE laws)
iii. Model Bus. Corporation law § 6.40

1. Cannot made dividend distributions if would make corp. insolvent.
2. Two Meanings of Insolvent:

a. B/S Insolvent: liabilities > assets

b. Business cannot pay its debts as they come due.
B. Nimble Dividend Statutes
i. General Rule: pay dividends out of surplus
ii. What happens when a biz loses money from operations?
1. You can end up w/negative retained earnings.
2. But if corporation can prove that even with negative surplus they are making a positive profit, legislature allows a business to declare dividends anyways.
3. Rationale: Corporation needs to attract investors in order to get contributions to fund operations.
iii. EXCEPTION ( Nimble Dividend Rule
1. Del § 170(a)(2): In limited circumstances, Directors can lawfully declare a dividend, even when there is no surplus, out of net profits in the preceding fiscal year OR net profits of the year in which dividend is declared.
a. Bottom Line: In Delaware, dividends can be paid out of surplus AND/OR net profits in the year in which dividends are declared or out of net profits of the prior year.
i) Do NOT net positive and negative earnings

b. Ex. if have profits of -$4k in prior year & 6k in current year ( can pay out up to $6k in dividends, do not net to $2k
2. California § 500(b)
a. Liquidity test that is mainly concerned w/short term liquidity.

b. b(1) – comparing total assets to total liabilities;

c. b(2) – comparing current assets to current liabilities (triggers higher liquidity standard)
3. Formula for Cal. § 500(b) Nimble Dividend Rule
a. After the dividend, the distributing corporation must satisfy (b)(1) and (b)(2)

b. (b)(1): Assets ≥  (1.25 x Liabilities) and
c. (b)(2):
· CA ≥  CL
if average earnings (before int.)  ≥     average interest expense

for 2 preceding years                           for 2 preceding years

or
CA ≥  (1.25 x CL)
 



if average earnings (before int.)  <   average interest expense

for 2 preceding years                         for 2 preceding years
i) If both parts (b)(1) and (b)(2) are satisfied ( can lawfully pay the dividend

ii) **NOTE: Only get to § 500(b) if 500(a) is not satisfied (i.e. there are no R/E out of which the dividends can be paid).
iii) See Example on p. 156 supplement.
iv. Precision Tools Question p. 231

1. What is the surplus? Will dictate how much dividend can be paid 

2. Don’t discuss nimble dividend if have surplus; if no surplus ( nimble dividend rule applies

3. California

a. Par value does NOT matter b/c cannot pay dividend out of surplus 

b. Dividends paid only out of R/E
C. Personal Liability of Directors for Unlawful Distributions
i. What happens if the BofD pays a dividend in excess of the lawfully payable amount?
1. Delaware § 174:
a. Directors are jointly and severally liable to the corporation or its creditors.
b. General RULE: Creditors cannot recover from sh/h who receive illegal dividends.
c. EXCEPTION: Directors can recover from sh/h who got an illegal redemption BUT only if sh/h knew that the dividend redemption was illegal.
i) Most of the time in a large corp the sh/h did not know.
ii) In a closely held corp, the sh/h are often aware.
iii) Actual knowledge demonstrated by objective facts.
III. Fraudulent Conveyance

A. Introduction and Elements
i. Arises in the context of bankruptcy proceeding under federal bankruptcy law.

ii. Goal: increase the pool of assets for payment of creditors’ claims.

iii. Looking for transfer to 3rd party for less than equivalent value.

iv. If can show transfer w/actual intent to defraud ( can unwind the transfer.

v. UFCA also applies to transfers that constructively defraud creditors.
vi. ELEMENTS: To show constructive fraud
1. Transfer

2. Without receiving equivalent value –and–

3. Either:

a. the debtor's assets remaining after the transfer were unreasonably small in relation to business  –or–

b. the debtor intended to, believed, or should have believed that the debtor would incur debts beyond the debtor's ability to pay as they became due.
i) Note: This is similar to undercapitalization test, but looks at capitalization along the way, not at inception of the business.

UNIT 8: Introduction to Management and Control in the Corporation - Directors’ and Officers’ Authority

I. Introduction

A. Corp law sets up series of rules that controls the governance of the corporation – how power gets allocated and exercised.
B. Separation of ownership and control – shareholders need to have a system for monitoring the managers of the corporation.  WHY? Directors might be lazy or greedy.
II. Officers: Sources of Authority
A. Introduction

i. Chain of Operation: Shareholders elect directors ( directors select the officers (i.e. CEO, CFO, COO, etc.) ( officers run the day-to-day business.

1. Board monitors the officers.

2. In a close corporation, sh/h actively participate in the management of the corp. But in a large corporation, shareholders can monitor the board via election process (if don’t like the board, won’t re-elect them for next term).  
ii. Del. § 141 – Board must manage the corporation.
1. Certain tasks assigned to the BofD:
a. Directors are responsible for initiating fundamental corporate changes 
i) Ex. Amendment of Certificate of Incorporation must be initiated by the board and only then voted on by the sh/h; must approve merger agreements; must approve dissolution of the firm.
b. Responsible for signing corporate instruments and stock certificates.
B. Agency Principles
i. Background

1. Definition: Agency relationship confers on the agent the power to create rights in the principal’s favor and to subject the principal to liability to 3rd parties.

2. Recurring Question: Did the agent have the authority to bind the principal?
ii. Sources of Types of Authority
1. Actual Authority (express or implied)
a. Focuses on the relationship b/w principal and agent.

b. Key Characteristic: Understanding or communication b/w the principal and the purported agent w/r/t the agent’s authority.
c. Can be established by:
i) EXPRESS: Explicit grant of authority to do the disputed act – express actual authority.
1) Look in bylaws for any relevant language.
2) Look in corporate minute books for resolutions adopted by BofD that allows specific officer to carry out a specific act.
ii) IMPLIED: Thru conduct or the course of the relationship between principal and agent, it is assumed or implied that the agent can act on behalf of the principal in the manner that is being challenged. Factors to consider include:
1) Bylaws, minutes, resolutions, etc. to see if something is implied there
2) Title of the officer ( the higher up in the chain of command, the more likely you can establish implied authority.
3) Note to whom this person reports to. 
4) Course of dealing between officer and corporation, what duties the officer had in the past, or someone else with his title had in the past.
2. Apparent Authority
a. Focuses on the relationship b/w principal and 3rd party 

b. Apparent authority can only be created by the principal.
c. Was the agent’s authority apparent to the 3d party?
i) Objective Standard: Whether 3rd party reasonably believed based on their relationship with the principal that the agent had authority to act on behalf of the principal.
1) Lee v. Jenkins Brothers 
a) FACTS: Former employee sues corporation saying that the President created a lifetime employment K with him. 
b) ISSUE: Whether corporation created reasonable belief that President had authority to enter into this type of transaction? 
c) RULE: Presidents can bind the corporate principal for acts w/in ordinary course of biz but NOT extraordinary acts.
d) What is the president’s scope of authority in a corporation? Look at:
i. Certificate of incorp
ii. Bylaws to see if any resolutions allowed this grant of power
iii. Minutes
e) Typically, president it is w/in scope of authority to hire & fire EEs and make compensation decisions for EEs.

f) HELD: Courts generally have held that lifetime employment contracts are suspect. But reasonable people could differ whether President here had apparent authority to enter into this K – up to jury to decide.
3. Inherent Authority 
a. Created by the type of officer and the type of transaction.
i) Rationale: 3rd parties reasonably expect certain officers to be authorized to engage in certain activities. Thus, public policy does not want the corporation to get out of deals that are reasonably entered into.
b. If the agent is acting w/in the scope of his typical authority then there is a “penumbra of agency” that binds the principal.
c. If President is the purported agent ( ask, was the action w/in course of business?
i) If w/in course of business ( then likely to be bound.
ii) If the action is extraordinary ( then less likely to be bound (looking for some board resolution authorizing the action).
4. Ratification
a. Based on actions taken by the principal.
b. The board explicitly approves the previous action of the agent, even though the agent did not have the authority to act.

c. Principle must ratify either:

i) Explicitly - affirmative act by the principle to adopt the agents action –OR–
ii) Implicitly - by accepting the benefits of the agreement made by the alleged agent
d. Estoppel: if the purported agent acts w/o authority on behalf of the principal, and the principal fails to immediately repudiate the actions of the agent, then the principal may be estopped from repudiating the obligation later. 
i) Scientific Holding Co. v. Plessy: The Board was estopped from repudiating the act of its President when he waived a financial precondition for the sale of the ISL assets to Plessy b/c the board waited 3.5 months to attempt the repudiation.
e. If the conduct is: 
i) Ordinary Course of Business: burden is on the corporate principal to show that the agent lacked authority to act in the regular course of business.
ii) NOT in Ordinary Course of Business: 3rd party has the burden to show that the agent had authority to act. 
III. Directors
A. Sources of Authority
i. Del. § 141: Directors are given authority to:

1. Choose and monitor the officers.

2. Declare and pay dividends.

3. Decide when and for what amt to issue authorized shares of stock.

4. Initiate fundamental corporate changes (i.e. amendment of certificate of incorporation – which is then voted on and approved by the sh/h).

5. Amend the bylaws (unilaterally) – but only if this power is given to them in the Certificate of Incorporation.
6. Make corporate policy decisions (i.e. what types of goods corp will sell, finance decisions, etc.)
B. Procedural Rules for Board Meetings
i. RULE: Board of directors must act as a UNIT
1. Directors must meet and decide to take action UNLESS there is a unanimous written consent by the board.
2. Directors cannot vote by proxy, they must be “present” at the meeting.

a. Present – physically or electronically (i.e. video conferencing).
3. EXCEPTION: Board can act through a committee.

ii. Quorum = minimum number of directors that have to be present at a meeting to take action.

1. Default RULE: Majority of directors must be “present” at a meeting to take action. 
a. But can change the minimum req’t in the Certificate of Incorporation to 2/3 or ¾ quorum req’t. If silent as to quorum rule ( apply the majority default rule.
2. RULE: Once quorum satisfied, the proposed action must be approved by a majority of directors present at the meeting.
a. HYPO: Total 13 directors.
i) 7 must be present to satisfy quorum req’t
ii) 4 must approve the proposed action for it to receive board approval
C. Committees
i. Director committees are delegated full decision making authority for the board.

ii. BUT board cannot delegate decision making authority for fundamental corporate change (i.e. approve mergers, amend bylaws or certificate of incorporation, recommend dissolution).
iii. To form a committee of directors requires majority approval of the ENTIRE board.
iv. Three Important Committees

1. Compensation – decide salary for directors and officers of the corporation

a. Conditions: 1) Comprised of outside directors (directors who are also not officers) and 2) Compensation experts must be on the committee.
2. Nominating Committee – selects the nominees for the BOD positions.
a. Incumbent nominees have an advantage. 
b. Shareholders who do not like the nominated directors can nominate an alternate slate of directors, but have to bear the cost of a proxy contest.
c. Usually nominate a slate of directors equal to the # of open slots.
d. Sh/h can vote w/o attending the meeting thru a proxy.
3. Audit Committee - At least one member has to be an accounting expert.
D. Election of Directors
i. Introduction
1. This is the most important right that sh/h have.

2. There is potential for conflict b/w sh/h and directors.

3. Acquirer wants to take control of the board of the target by acquiring of majority of the shares of stock
ii. Staggered Board and Class-Designated Board (Del. § 141 (d))
1. Regular Board: Each director is up for election each term.
2. Class-Designated Board: Certain number of directors are appointed by particular classes of stock; terms are either 2 or 3 years. Gives representation on the board to particular classes of sh/h

3. Staggered Board: Up to three classes of directors, each up for election in a different year. 
a. It is a sh/h decision to create a staggered board in order to create continuity thru a provision in:

i) Initial bylaws OR bylaws adopted by the sh/h –OR–

ii) Certificate of incorporation
b. If provision is in:

i) Certificate of incorporation ( Acquirer cannot get rid of the staggered board by themselves even if owns majority of the stock b/c sh/h alone cannot amend COI; the amendment process must start with the board 1st, and only then approved by the sh/h vote (more effective against takeovers if provision is in COI).

ii) Bylaws ( sh/h by themselves can vote to amend the bylaws, so sh/h can vote to eliminate the provision.

c. Why have the provision?
i) Anti take over device
ii) Continuity and stability on the Board of Directors
4. Both Class Designated and Staggered:  first board is segmented by the stock class, then within the class, different directors would be up for election each year.
iii. Straight Voting
1. Under Delaware law ( Default Rule: straight voting.
2. Stock can be voting or non-voting. Number of votes depends on the # of shares voting NOT the # of shareholders voting.
3. HYPO: 100 shares outstanding; Sh/h A owns 51 shares & B owns 49 shares; all 5 directors are up for election. 
a. Straight voting – A will elect all 5 directors b/c will cast 51 votes for the candidates vs. 49 for B’s candidate.

b. Cumulative voting - # of voting shares casted by each voting share multiplied by the # of directors up for election

i) 51 shares x 5 directors = 255 votes
ii) 49 shares x 5 directors = 245 votes
iv. Cumulative Voting

1. Under California law ( Default Rule: Cumulative voting.
2. Shareholder multiplies the number of director positions times his number of shares to get his total number of votes.  Then, can cast his total number of votes however he wants across the board.
a. Increases the chance of minority sh/h to have representation on the board.
3. Cumulative voting formula: To determine the number of shares needed to elect the desired number of directors:



NS =
ND x TS   + some fraction (or 1)



            TD + 1
a. NS = # of shares needed to elect the desired # of directors

b. ND = # of directors that a SH wants to elect

c. TS = total # of shares authorized to vote

d. TD = total number of directors to be elected
4. HYPO:  Shareholder A owns 51 shares. Shareholder B owns 49 shares. The shareholders will elect 5 directors to the board. If shareholders elect directors using cumulative voting, how many directors can A and B elect?
a. If A wants to elect 3 directors, A needs more than 50 shares. A has 51 shares.

NS =
3 dir’s A wants to elect x 100 shares  + some fraction (or 1)



5 dir’s to be elected + 1


           NS = 
300 + = 50+
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b. If B wants to elect 2 directors, B needs more than 33 1/3 shares. B has 49 shares.


NS =
2 dir’s B wants to elect x 100 shares  + some fraction (or 1)


5 dir’s to be elected + 1



NS = 
200 + = 33.33+
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5. Del § 214: Corporation must ELECT cumulative voting by placing the provision in the Certificate of Incorporation.
6. Cal. § 708(a): Default rule is cumulative voting.
a. BUT listed corporations can affirmatively ELECT OUT of cumulative voting (§ 305.5: listed corporations are those who’s sh’s are listed on the NY stock exchange, American Stock Exchange or traded on NASDAQ – that is publicly traded company).
E. Removal of Directors
i. GENERAL RULE (Del. § 141(k)): Any and all directors can be removed by majority vote w/ or w/o cause.
1. Majority = majority of all shares entitled to vote. 
2. Contrast w/ majority of all shareholders
ii. EXCEPTIONS

1. If board is a classified board, directors can be removed only for cause.
2. If there is cumulative voting in effect, there is a special rule for removal. 
a. In cases of cumulative voting, can only be removed for cause if the votes cast against removal would be enough to elect the director in a normal election.  However, if all directors are to be removed, it does not have to be for cause.
iii. What is cause?
1. Bad conduct
2. Neglecting duties
3. Malfeasance
4. Accounting irregularities
5. Sexual harassment
F. Filling vacancies on the board
i. Why do we have vacancies?
1. Director removed from the board before the end of full term OR
2. Increase the # of directors on the board
ii. Del. § 223
1. (a)(1): Vacancies are filled by the remaining directors in office; NO quorum requirement for director decision how to fill vacancies.
2. (a)(2): Class Designated Board – directors remaining in office elected by that class of stock are solely allowed to elect the director to fill the position.
UNIT 9: Shareholders in the Scheme of Corporate Governance

I. Introduction

A. Two sets of rules that define the rights of sh/h in corporate governance:
i. State law rules: substantive
1. Allow sh/h to vote on:

a. Amendment of Certificate of Incorporation (2 step process – directors propose and sh/h then vote)

b. Mergers (2 step process – directors adopt resolution and sh/h the vote)

c. Substantial sale of assets (Del. § 271)

d. Dissolution of the corp (Del. § 275; 2 step process)
ii. Federal proxy rules: procedural and governed by federal securities law.
II. Shareholders’ Right of Inspection

A. Background

i. Shareholders have the right to know what is going on in the corporation in order to exercise their rights – that is, have the right to information.

ii. SEC requires that public companies make their filings available to the public (10K, 10Q, 8-k).

iii. Even if fed securities law requires disclosure, that might not be enough information for sh/h and they may want to exercise their state law to inspection.
B. Requirements under state statutes
i. Inspection is available only to shareholders of record.
1. Some states have threshold req’t to invoke right of inspection – e.g stock held for certain amount of time or have certain amount of stock.
ii. Inspection of information must have proper purpose.
1. Proper purpose assumes that sh/h is seeking information to:
a. evaluate their investment OR 
b. communicate w/ other shareholders in their capacity as investors
2. NOT a proper purpose if seek information to benefit personally or to harass the corporation. Rationale: the right could be used to damage the corporation.

a. Pilsbury v. Honeywell: Not a proper purpose to use shareholder list for the sole purpose of disseminating social policy against the acts of the corporation. If proxy fight is to maximize sh/h wealth – related to the investment motive ( proper purpose. If proxy fight is about some moral issue ( NOT proper purpose. Court characterizes Pillsbury’s desire as a personal benefit (stop production of fragmentation bombs) that does NOT qualify as a proper purpose.
C. Policy justification for right of inspection & limitations on that right
i. Rationale: Corporations need to protect sensitive information from competitors; need to protect corporations from harassment.

ii. Need to figure out whether the motive is to injure the corporation ( if it is, then sh/h is denied the request to inspect; also denied if sh/h purpose is to increase their return.
III. Shareholders’ Power to Initiate Action

A. Sh/h Meetings: Procedural Concerns
i. Calling a meeting
1. Date of annual sh/h meeting is typically stated in the bylaws.
2. Del. § 211(d): special sh/h meetings can be called by sh/h or any other person authorized in the Certificate of Incorporation or bylaws.
ii. Notice
1. Corporation must give written notice of the sh/h meeting.
2. Sh/h as of the record date are entitled to vote at the meeting.
a. Record Date:  Date fixed where the list of shareholders cuts off to determine who will be sent notice.
iii. Quorum
1. Quorum = min # of shares that must be represented at the meeting to take action.
a. Established by # of voting shares NOT the # of sh/h (people) who own shares.
b. Either physically present and voting OR voting by proxy
2. 1st – figure out what the quorum is. 2nd – was the min met?
3. Default rule is majority of voting shares is a quorum.  But can draft around default rule in bylaws or certificate (increase w/o limitation; decrease not lower than 1/3).
iv. Action by written consent
1. Under DE law, sh/h can act by written consent in lieu of a meeting.
2. In order for the action by sh/h consent to be effective, the consent must be signed by at least the minimum # of votes that would have been req’d for action at a sh/h meeting if all voting shares were present and voting.

a. Pretend that all shares were represented at the meeting and voting.
b. ASK: How many shares were req’d for action? 
c. If that many shares were in favor of the proposal ( can take action w/o holding a meeting.
B. What actions can sh/h initiate?
i. Auer v. Dressel
1. FACTS: Fight over corporate governance; Class A stock tried to call a special meeting of stockholders; meeting refused b/c purposes for calling this meeting were invalid.
2. Four Purposes of the Meeting
a. To vote on a resolution endorsing former president, Auer, and demanding that he be reinstated.
i) President is an officer, not a director ( sh/h do not elect officers, although Cert. of Incorp. could give sh/h the right to elect president.
ii) However, sh/h can vote on resolutions to let the board know how they feel about a certain issue, where the issue is a function of the Board to decide.
b. To amend CI and bylaws to provide that vacancies on the board from removal of directors for cause be filled by the stockholders from the class that originally elected the director.
i) General rule is that remaining directors fill the vacancies.

ii) Sh/h cannot unilaterally amend the Certificate of Incorporation (board has to initiate it first), but can unilaterally amend the bylaws.
c. To vote on the removal of 4 Class A directors for cause and vote for their successors.
i) Can always remove directors, even w/o cause (see Unit 8).

ii) Problem is that if s/hs vote by proxy, they will vote to remove a director w/o a meeting to hear the director’s defense.

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

i) Sh/h can amend the bylaws alone w/o board approval.
3. HELD: Majority concludes that ALL purposes were valid and proper purposes.
IV.    Board Responses to Sh/h Initiatives

A. Blasius Industries v. Atlas Corp.
i. FACTS: Blasius bought 9% of Atlas’ c/st.  Blasius needed money, so wanted Atlas to declare extraordinary dividend. DE permits distribution of dividends beyond R/E and earned surplus. Want Atlas to borrow money to finance dividend distribution. Atlas’ mgmt just went thru their own restructuring plan want their own restructuring to be given a chance before putting a lot more debt on the B/S. Blasius deliverd a written consent to Atlas that it intends:

1. Expand the # of directors on the board by amending bylaws (7 ( 15 members) by suggesting some individuals to take those positions.
a. Certificate of Incorporation  = TWO step process
b. Bylaws = ONE step process
i) Can be amended by sh/h alone, don’t need any board members; 
ii) BUT directors alone don’t have power to amend bylaws under the default rule. However, Certificate of Incorporation gives directors the power to amend.
2. Seek consent from the other Atlas sh/h so that they could take action w/o a meeting (allowed if get approval from ALL shares entitled to vote)
ii. Atlas board is worried that Blasius is going to take control of their board. To stop Blasius action, Atlas calls an emergency board meeting & directors vote to increase the bylaws from 7 ( 9 members.
iii. Board of Atlas was a staggered board, making it harder for Blasius to take control - not preventing Blasius from removing the newly appointed board members completely, just slowing them down.
1. Special rule of § 141(k) applies b/c it’s a staggered board ( can only remove board members for cause.
iv. Why doesn’t Blasius try to get rid of the staggered board provision?

1. Here, staggered board provision is in the Cert. of Incorporation.

2. Amendment of the COI must be first initiated by the board and only then voted by the sh/h ( however, Atlas board is very unlikely to get rid of the staggered board provision b/c it is used defensively by Atlas to fight against Blasius action.

v. What if nothing in COI or Bylaws about staggered board?

1. Sh/h can amend the bylaws to include the provision.

2. Only way directors can get it in is to propose the amendment, pass it by the board, and then voted on by the sh/h.

vi. Blasius is arguing that Atlas board violated the fiduciary duty it owed to its shareholders.

vii. HELD: Atlas actions created unfairness to Atlas’ sh/h b/c prevented them from voting for the new director positions without a compelling justification (sh/h most important right is to elect directors).

1. Can have inadvertent breach of fiduciary duty.
2. Even if the board acted w/best interest in mind, still a breach of duty.
3. Leaves possibility that board can take this type of action IF they have defensive justification (i.e. coercive sh/h) ( but such facts were NOT present in this case.
UNIT 10: Sh/h Voting in Public Corporations – Intro to Federal Proxy Rules

I. Voting in public corporations
A. Shareholders in public corporations do not ordinarily attend meetings.  Why does that create a problem as a matter of state law? A quorum is required in order to conduct business. 
B. So how do you get a quorum at a shareholder's meeting? By soliciting proxies.  
i. Shareholders can either be present in person or by proxy. 
ii. A proxy is like a power of attorney, whereby the shareholder gives someone else the authority to vote her shares for her.  The shareholder says how she wants the shares voted and the proxy holder registers that vote on the day of the meeting.

II. The federal proxy rules

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

i. Any corporation subject to § 12 of the Securities Exchange Act of 1934. 
1. Also known as reporting companies - they must report annually (form “10K”), quarterly (form “10Q”) and if anything big happens (form “8K”).
ii. Under § 12, reporting companies include:
1. Companies whose stock is traded on a national securities exchange and
2. Companies with at least 500 shareholders and $10 million worth of assets.
iii. The federal proxy rules apply both to proxy solicitations by management and proxy solicitations by shareholders.
B. What do the proxy rules govern?

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

ii. The federal rules are not supposed to create any substantive rights for shareholders.  States determine the issues on which shareholders get to vote.  Congress only meant to make sure that shareholders have adequate information and a fair opportunity to exercise their voting rights.
C. ‘34 Act § 14(a ) provides that it is unlawful to solicit any proxy or consent with respect to a security of a registered company "in contravention of such rules and regulations as the Commission [the SEC] may prescribe as necessary or appropriate...."
i. Definition of solicitation.

1. It is unlawful to solicit any proxy or consent authorization in respect of any security without doing all the things that the rules say you have to do. 
2. On the other hand, if you aren't soliciting, then you don't have to comply with all the disclosure requirements of the proxy rules.
3. Rule 14a-1(l)(1)(i)-(iii):
a. “The terms ‘solicit’ and ‘solicitation’ include:  
i) Any request for a proxy whether or not accompanied by or included in a form of proxy;
ii) Any request to execute or not to execute, or to revoke, a proxy; or
iii) The furnishing of a form of proxy or other communication to security holders under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy.”

b. Clause (iii) is the part of the definition that makes a solicitation so broad.
ii. Is public advocacy a "solicitation?

1. In the LILCO v. Barbash, a citizens group put an ad in Newsday accusing LILCO of mismanagement.  The LILCO controversy revolved around the construction of the Shoreham nuclear power plant.  The citizens group was supporting a candidate for Nassau County Executive who was going to wage a proxy contest at LILCO.  The Second Circuit held that their newspaper advertisement could be a proxy solicitation even though it was directly addressed to customers and only indirectly addressed to shareholders and on a matter of important public interest to the community as a whole. [The case was remanded.]
2. A determination that the definition of a solicitation could include those public advocacy communications means that you have to look for an exemption if you want to engage in such advocacy.  The exemptions were expanded in 1992
iii. What has been excluded from the definition of solicitation?
1. Some exclusions are set forth in Rule 14a-1(l)(2):
a. Ex. Media announcement by sh/h how she plans to vote w/ or w/o reasons for the decision ( NOT a solicitation
2. Rule 14a-2 is the big exclusion section.

a. Rule 14a-2(b)(1):  You can have a solicitation, as defined in the rules, and not be subject to all the proxy rules if the solicitation is sought by or on behalf of a person who does not, at any time during such solicitation, seek the power to act as proxy or request a form of revocation abstention, consent or authorization.  [There is a list of people who can't take advantage of this rule.]  This means that you can actively solicit on behalf of a shareholder proposal as long as you aren't asking for proxies.
3. Before ‘92, the big exclusion was the one that you now see in Rule 14a-2(b)(2):  Solicitation of no more than 10 shareholders.
4. Questions to Ask: Is the communication a solicitation?
a. YES ( do any exclusions apply?
b. NO ( must satisfy the disclosure requirements  to be valid
D. The substance of the proxy rules
i. Rule 14a-3:  The proxy statement has to contain the information specified in Schedule 14A.
1. Schedule 14A lists items that have to be disclosed. Sometimes those items send you to Regulation S-K. You must put these particular pieces of information into your disclosure.  (Schedule 14A includes a lot of information about the person soliciting the proxy, the nominees for directors, the compensation of management, interests of certain people in transactions to be voted on,  any litigation that would affect the corporation and any of these people [item 103 of Reg. S-K])

ii. There are other technical requirements.  For example, Rule 14a-6 sets forth certain filing requirements.  Rule 14a-6 requires that copies of the proxy statement be filed with the SEC at least 10 days before the material is sent to shareholders (or fewer than 10 days if the SEC authorizes it).
iii. Rule 14a-8: Shareholder Proposals (also see below).
1. Shareholders have a right, under state law, to make proposals at the annual meeting.  Why isn't that right sufficient? Most of the shareholders are not physically present at the meeting.  Shareholders have certain limited rights to get their proposals into management's solicitation materials.  If your proposal is included in management's materials, then your issue gets on the agenda for the shareholder's meeting and you don't have to go to the trouble of doing your own mailing and proxy statement.

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

3. NOTE: If sh/h request in proper form that their proposal be communicated to other sh/h, mgmt must include the sh/h proposal in the annual proxy solicitation that they send out UNLESS there is an applicable statutory exception. GREAT cost effective way for sh/h to make proposals w/o incurring fees

iv. Rule 14a-9: False or Misleading Statements
1. You aren't allowed to put in any false or misleading statements with respect to any material fact in your proxy statement. You are also prohibited from omitting any material fact. The Supreme Court has held that a fact is material "if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote."  Rule 14a-9 has been held to provide individuals with a private right of action, so private parties can sue in addition to the SEC.
v. Rule 14a-11: Proxy contests
1. This rule deals with proxy contests for the election and removal of directors.

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

i. Rule 14a-8 gives shareholders a limited right to get their proposals into the proxy materials that the company sends out.
ii. Rule 14a-8(a) provides that the company must include the shareholder proposal in its proxy statement and form of proxy, subject to certain eligibility requirements.

1. What are the eligibility requirements?

a. At the time of submitting the proposal, the proponent must be a record or beneficial owner of at least 1% or $2,000 of the securities entitled to vote [so holders of nonvoting preferred cannot submit proposals] –AND–
b. He shall have held the securities for at least a year and hold them through the date of the meeting.
2. Notice that there are also some other procedural requirements:
a. The proponent or a representative must personally attend the meeting to present the proposal.
b. The proposal must be submitted very far in advance of the meeting.  For annual meetings, the rule is at least 120 days before the company's proxy statement is released (not 120 days before the meeting).
c. A proponent may only submit one proposal

d. The supporting statement plus the proposal can only be 500 words.

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

4. What if the company wants to exclude it?
a. The company must file with the SEC a copy of the proposal and the proponent's statement and explain why it takes the position that it can omit the proposal. 

b. The Division of Corporation Finance at the SEC responds to the company’s request for interpretation
i) The Division of Corporation Finance will issue a “no-action letter” if it concludes that the company’s omission of the shareholder proposal does not require an SEC enforcement action. 

ii) If, on the other hand, the Division of Corporation Finance concludes that the company cannot omit the shareholder proposal, the Division communicates that conclusion to the company, with a brief explanation of the Division’s conclusion. (The SEC has the power to seek an injunction to force a company to include a shareholder proposal, but companies typically defer to the judgment of the SEC in this area.)
5. Shareholders have a private right of action to challenge the company’s omission of a shareholder proposal.
B. Exclusions
i. Since the statute says "must," the only way that the company can refuse to include a procedurally acceptable proposal is if one of the 13 exclusions in part (i) of the Rule apply.
ii. The 3 most important exclusions:
1. (i)(1): the proposal is not a proper subject for action by the shareholders under the laws of the state where the corporation is incorporated.

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

3. (i)(7): the proposal concerns a matter pertaining to the ordinary business operations of the corporation
iii. Some exceptions relate to legal prohibitions:

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

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

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

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

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

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

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

6. (i)(12); the proposal has been submitted in the past and has not gotten much support.
v. Shareholder proposals usually fall within two categories:
1. Shareholder proposals that relate to corporate governance issues.
a. Most shareholder proposals are within this category.

2. Shareholder proposals that relate to social issues
a. These types of proposals attempt to influence company policy on a variety of social issues such as environmental issues, employment discrimination and affirmative action issues, human rights issues, and other social issues.

b. Historically, fewer than 10% of such social issue shareholder proposals receive 15% or more of the shares voted. In more recent years, the number of shareholder proposals receiving significant shareholder support has increased. 

c. Even if a shareholder proposal is not approved by the shareholders, such a proposal can be an effective public relations tool for an activist shareholder who can use a shareholder proposal to highlight a company policy to which the shareholder objects. Negative publicity associated with a shareholder proposal may ultimately pressure management to change its policies, even if the proposal is not approved by shareholders.
UNIT 11: Duty of Care
I. Introduction
A. Three fiduciary duties 
i. Duty of care
ii. Duty of good faith
iii. Duty of loyalty
II. The Business Judgment Rule
A. The Business Judgment Rule = rebuttable presumption in favor of Board of Directors that the board acted consistently with the duties of care, good faith and loyalty.
i. Presumption shifts the burden of proof to the P to show that one of the fiduciary duties was breached.

ii. Rule is about the process by which the board reaches its decision (not the substance of the decision)

iii. Inquiry as to the inherent fairness or intrinsic fairness of decision to sh/h.

iv. Q: What PROCESS did the board use to reach its decision?
1. If the court decides that the process was “good” ( the inquiry is over and the burden would not shift back to the directors.

a. Kamin v. American Express: Amex purchased DLJ stock that has significantly declined in value. Amex wants to distribute the DLJ stock as dividend to avoid showing a loss on the I/S, while sh/h want Amex to sell the stock and then distribute $12m ($4m from sale & $8m tax savings) to sh/h as a dividend. Sh/h argue that by declaring an in kind dividend valuable income tax loss deduction is lost. HELD: Court found that the process was good b/c 1) Board had a meeting and 2) evidence existed that board carefully considered P’s proposal of alternative method of declaring stock. 
2. If the court concludes that the process was “Bad” or “inadequate” ( the burden shifts back to the directors AND the board will be asked about the substance of the decision (only now inquiry becomes one of substance).

B. Breach of Duty of Care
i. Director has a duty to understand the business, keep informed of corporate activities, attend board meetings, review financial statements and object to unlawful transactions or resign.

1. Francis v. United Jersey Bank: Family business that named mom as one of the directors, and sons ran the business into the ground after the dad died. Mom was director in name only and knew nothing about the biz. Creditors bring claim against Mom for breach of fiduciary duty. Typically no duty is owed to creditors. BUT if corp. is on the brink of insolvency, director’s fiduciary duty shifts from sh/h ( creditors. RULE: Duty to be well-informed about the corporation. Mom held liable b/c she failed in her fiduciary duty of care & loses protection of BJR.

ii. Board must make informed decisions
1. Smith v. Van Gorkom: Van Gorkom and senior management considered the sale of the company or an LBO. Van Gorkom presented a price of $55 a share offered by Pritzker and was a price Van Gorkom thought was fair (which he initially offered Pritzker). No report of valuation supported the figure, and none of the directors asked where the figure came from. After a 20 min presentation by Van Gorkom and 3 hr meeting, board approved the merger. 
a. Directors have a duty to be reasonably well informed. Here, Board acted in gross negligence (focuses on the process the board used to reach the decision) and did NOT cure the defect when they later met.
i) No one read the merger agreement or the amendment to the agreement.

ii) No one questioned Van Gorkom’s price.

iii) No one asked about an internal/external evaluation.

iv) No one on the board asked for extra time to make a more informed decision.
b. HELD:  Court did not say that the price was wrong, but that the directors did not have enough information to make an informed decision. Thus, the process was bad.
i) This was a big shock to the business community, b/c the BJR had usually protected directors in situations like this, and this was the first to change that rule.
c. Good result for sh/h?

i) YES – they won the lawsuit, served the notice on directors that they will be liable unless well informed about the transaction & got $5m.

ii) NO – going forward, most proceeds paid out of Directors & Officers insurance ( insurance for DE coprs went thru the roof and sh/h were NOT happy.

1) DE § 102b7 - DE code was amended and provided that directors are NOT liable for damages for breach of duty of care.

2) RULE: Directors are NOT liable for monetary damages for the breach of the duty of care. BUT directors can be enjoined if there is a breach of duty of care & can still recover from directors for breach of duty of loyalty & breach of the duty of good faith.
2. Compare with Francis
a. These directors are generally well informed about the company BUT ill informed about the transaction in question

b. Standard here is higher than in Francis – basic information is not enough, board must probe

iii. If Breached, burden of proof shifts to Directors to show that the action was substantively a good decision – how it was fair price and fair dealing.

C. Case law developments after Smith v Van Gorkom
i. Unocal: The Board of Unocal adopted a defensive measure to fend off an offer that it thought should be rejected. The court articulated an “enhanced duty of care” that applies in the takeover context where a board adopts defensive measures:
1. The board has to conduct a good faith, reasonable investigation (i.e., of the threat posed by the offer).
2. Where the board adopts defensive measures, the BJR only applies if the measures taken are reasonable in relation to the threat posed.

ii. Revlon: Here, the court held that, when the break up or change of control of a company becomes inevitable, the duty of the board changes from defenders of the target corporation to auctioneers charged with getting the highest price for the target corporation.
iii. Blasius: HELD: Boards may not interfere with a shareholder vote for directors, in the absence of unusual coercion by a shareholder. This case is sometimes cited for the proposition that defensive measures that impede shareholders’ ability to elect directors (e.g., dead hand poison pills) may be impermissible.

iv. Weinberger v. UOP: Here, Ds lost the protection of the BJR, which shifted the burden of proof to the defendants to show intrinsic fairness.  
1. The court says that "fairness" has two components: (1) “fair dealing” and (2) “fair price.” 
2. As to the “fair dealing” element, the court says to consider how the transaction was timed, initiated, structured, negotiated, and disclosed.  (If something about the process is so bad that the defendants have already lost the protection of the BJR, the defendants will have a tough time establishing fair dealing.) 

3. As to the “fair price” element, the court must value the business to determine whether the price was fair.  The Delaware Supreme Court liberalized the valuation method that a court may use to value a company that is a party to a merger and held that a court can consider any well respected method of valuation (e.g., discounted cash flow). 

4. NOTE: Weinberger is a duty of loyalty case, but the Weinberger test for “intrinsic fairness,” also known as “inherent fairness,” also is applicable in duty of care cases if the defendant loses the protection of the BJR.
D. Director Fiduciary Duty
i. Relationship b/w the duty of care and the duty of good faith

1. Stone v. Ritter: Apparent violations of anti-money laundering; regulators determined AM South’s compliance program lacked adequate board and mgmt oversight. P’s filed a sh/h derivative suit (sh/h suing on behalf of the corporations) against AM South’s directors for breach of fiduciary duty.
a. Requirements for bringing derivative suit
i) Sh/h make pre-suit demands on directors to pursue the claim OR

ii) Adequately plead that the demand would have been futile

b. ISSUE: Whether the court properly dismissed the complaint for failure to make the demand?

c. ANALYSIS

i) AM South Cert. of Incorp. includes 102(b)(7) expletory provision - directors are not liable for monetary damages for the breach of duty of care. BUT directors can still be liable under 102(b)(7) which permits damages for breach of good faith or loyalty but NOT for breach of duty of care.
ii) Good faith claim when sh/h allege breach of fiduciary duty when directors fail to monitor. 
iii) Need a systematic failure of the board to exercise oversight establish lad of good faith that is a necessary condition for director liability
1) Examples to establish lack of good faith
a) when directors violate applicable law

b) where a director intentionally fails to act in the face of a known duty to act demonstrating a conscious disregard of his duties
iv) Duty of good faith is NOT an independent duty; there are only TWO independent duties:

1) Duty of care

2) Duty of loyalty

v) Duty of good faith is subsumed w/in duty of loyalty

vi) Standard for oversight liability is higher where there are red flags – Caremark standard is a standard where there are NO red flags 

d. HELD: Court properly dismissed the sh/h suit; demand req’t was NOT excused; on the facts of the case, sh/h did not establish directors’ lack of good faith. Thus, court concludes that directors are NOT liable for breach of fiduciary duty.


UNIT 12A: Duty of Loyalty - Interested Directors Transactions
**See flowchart

I. Introduction
A. Traditional patters that can raise duty of loyalty issues
i. Interested Director Transaction: Transaction b/w corp and another person or entity when a director is on BOTH sides of the transaction (statutory with case law overlay) ( look for director on both sides of the transaction
1. CA § 310

2. DE § 144
ii. Corporate Opportunity Doctrine: Third party offers a biz opportunity to a corporation, and a director takes that opportunity for himself. (NO statute; all C/L based) ( look for a stranger 3rd party offering a director an opportunity
1. **important not to confuse these two

2. Corp Opportunity Doctrine prohibits the directors from usurping a corporate opportunity

B. Background
i. Interested director transaction is one where there is a director on both sides of the transaction

1. Ex. Director sells property to the corporation

2. Ex. One individual acts as a director of two corporations that are contracting with each other.

ii. Even if director is not acting in self-interested way, there is a lot of room for violations.

iii. Possibilities:
1. Corporate law could ban all interested director transactions
2. Adopt internal board of approval
3. Ask a 3rd party (like a judge) referee to consider the fairness
C. State Statutes

i. DE § 144: Interested director transaction shall NOT be voidable solely for this reason IF:

1. There is full disclosure to the board of the interested nature of transaction and the disinterested directors approve it –OR–

2. Full disclosure to the sh/h’s and the sh/h’s approve the transaction [Note: does not say the disinterested SHs] –OR–

3. The K/transaction is fair based on evaluation of some neutral 3rd party, like a judge
ii. CA § 310: No interested director transaction is voidable b/c its interested if:

1. Full disclosure to sh/h’s and the disinterested sh/h’s approve it in good faith (the interested director cannot vote their shares) [contra §144a2] –OR–
2. Full disclosure and disinterested directors approve in good faith –OR–
3. The K or transaction must be intrinsically fair, with the burden of proof on the Director.

a. NOTE: Doesn’t have word solely; Interested director is not allowed to vote his shares if…. (clear under CA but not under DE).
II. If either a majority of the disinterested shareholders or disinterested directors approves the transaction, then one of three standards apply:
A. Court still considers fairness and Directors have BOP
i. Remillard Brick Co.: Stan and Sturgis own majority of stock (100%) of RDC. S&S also own minority stock of the RDS manufacturing company. Sh/h allege that profits of the RDC were diverted. S & S are on both side of the transaction. Is the transaction voidable?

1. S&S said there is no breach of duty of loyalty. Argue that they followed the procedures specified in CA § 820 (old section that did not require disinterested sh/h approval) & got sh/h approval.

2. CA § 310 makes it clear that interested director on both sides cannot vote his shares to seek sh/h approval for interested director transaction.
3. HELD: Compliance process in this case was abusive. Court is always free to consider the substantive fairness of the transaction notwithstanding the technical compliance with the statute. Even tho there is a word “OR” in the statute, compliance alone is NOT enough; court will make a separate determination whether the transaction is fair. Only way to get shareholder approval of interested director transaction, is if majority of the shares owned by disinterested directors approve the transaction.
ii. Fliegler v. Lawrence: Compliance w/DE provision was not total bar to liability. Interested parties still had to prove the intrinsic fairness of the transaction. Compliance with statute does not even shift the burden of proof to the sh/h ( gets directors nothing, still have to establish fairness.
B. Court still considers fairness and Plaintiff has BOP; or
i. Remillard Brick Co. Dicta:  If majority of disinterested shareholders vote, then court can either consider fairness w/ BOP on plaintiff, or court can reinstitute the business judgment rule (next option).
C. Directors regain protection of the business judgment rule (no fairness inquiry was required).

i. Marciano v. Nakash:  IDT but the statute (144a1 or a2) could not be complied with, due to the deadlock on the voting shares. DICTA: Court says that if approved by fully informed disinterested directors or disinterested shareholders, then the transaction regains the protection of the business judgment rule.  The issues are then limited to procedure, gifts, and waste, with BOP on plaintiff (party attacking the transaction).

ii. Facts must show compliance w/ statute (disinterested vote), w/o that the defendant must still show intrinsic fairness.
UNIT 12B: Duty of Loyalty – Corporate Opportunity 
I. Introduction

II. What is Corporate Opportunity?

A. TESTS applied in various jurisdictions

i. Interest or Expectancy
1. Corporate Opportunity = “Biz opportunity in which a biz or a corporation has an interest or expectancy or which is essential to the corporation”
2. Directors can’t harm or compete or take advantage of the parties they serve
3. Ex. Negotiations on the way or corporation identified some business opportunity they would like to take ( easy to see expectancy
4. Ex. Biz operating in their HQ which is getting very cramped. Corporation has not yet articulated a goal to acquire adjacent real estate. At that point, 3rd party approaches the corporation and inquires if they would be interested in buying real estate. Does the corporation have an interest or expectancy?? Answer is very murky
5. **Courts generally needs some indication that the corporation would be interested in the specific type of opportunity

a. if NO interest ever expressed ( court would probably not find an interest

b. If there are board minutes where interest was discussed ( court would probably find an interest
ii. Line of Business

1. Guth v. Loft: Guth was a president and CEO of corp. (Loft Inc.) that manufactured and sold beverages. Guth, thru another corporation, bought interest in Pepsi. If there is an outside biz opportunity, does that beverage opportunity an opportunity of Loft Inc. or Pepsi?

a. HELD: Interest or expectancy test is not broad enough. Need a better test ( Line of Biz Test.
b. TEST: If an opportunity is something that the corp. would say YES to b/c its in their line of business, then the director has to stand aside and let the corp. avail itself of that opportunity.
2. Burg v. Horn: Horns were in produce biz. & invested in low rent buildings. Burgs convinced Horns to invest with them – started Durand Corp. Burgs knew that Horns were acquiring other properties. They have a falling out. Burgs sue Horns for breach of duty of loyalty - for “usurping” the corporate opportunities of Durand.

a. Burgs knew that they would lose under the Interest or Expectancy Test.
b. HELD: Court rejects the line of biz test, says test is too broad. Parties by contract could articulate a line of biz test. BUT unless the parties contract for a line of biz test, the court will apply the Interest or Expectancy Test.
iii. Fairness, alone or in conjunction with other standards
1. MINORITY approach: Some jdx look to substantive fairness in conjunction with other standards. 
2. The murkiest standard.
III. When may a corporate manager take a corporate opportunity for herself?
A. Directors are NOT precluded from taking passive investments.
B. Del. § 122(17) - Gives corporations the power to:
i. Renounce, in its certificate of incorporation or by action of its board of directors, any interest or expectancy of the corporation in, or in being offered an opportunity to participate in, specified business opportunities or specified classes or categories of business opportunities that are presented to the corporation or one or more of its officers, directors or stockholders.
C. Defenses permitted in various jurisdictions:
i. The opportunity came to the manager in her personal capacity, not in her capacity as a manager of the corporation. 
1. Fact Pattern: Opportunity came to Director Athru conversation at cocktail party or at a Laker’s game & person did not know that A was a director.
ii. The corporation was unable to take advantage of the opportunity. 
1. Ex. Financial incapacity by the corporation; corporation cannot afford to buy this piece of real estate.

2. Ex. Non financial reason– 3rd party doesn’t want to deal with the corporation but rather wants to deal with the individuals.
iii. Disinterested directors or shareholders rejected the opportunity after it was disclosed by the manager.
IV. Remedies for usurping a corporate opportunity
A. Imposition of a “constructive trust” on the opportunity
i. Director who availed itself of the opportunity acts as a trustee, and the beneficiary is a corporation whose opportunity was taken.
B. Alternatively, the court just forces all profits realized by the opportunity to flow to the corporation.
Unit 13:  Insider Trading Outline
I. Introduction

A. The law of insider trading is principally federal securities law
B. State law causes of action for FRAUD or DECEIT have narrower application than federal causes of action under Rule 10b-5.
C. California has an express insider trading rule, but Delaware does not.
i. Cal. Corp. Code § 25402: “It is unlawful for any issuer or any person who is an officer, director, etc …to purchase or sell any security of the issuer in this state at a time when he knows material information about the issuer gained from such relationship which would significantly affect the market price of that security and which is not generally available to the public... unless he has reason to believe that the person selling to or buying from him is also in possession of the information.”
1. **Unlawful to trade based on information that is not public and that the other side does not have.
ii. Remedies for violation of § 25402 include:

1. Damages for investors who bought or sold securities from a person who violated 25402 –AND–

2. Treble damages (up to three times the profits from the illegal trades) plus attorneys’ fees for the issuer.
iii. Jurisdiction
1. Cal. Corp. Code § 25402 applies to the purchase or sale of securities in California, even if the issuer is incorporated in another state, such as Delaware.
a. Friese: HELD that § 25402 applied to insider trading activity that allegedly occurred in the San Diego headquarters of the corporation, which was incorporated in Delaware.
II. Rule 10b-5: Anti Fraud Statute 
A. **Trading of non-public information can take place of fraud or deceit.
B. Rule 10b-5: It shall be unlawful for any person…by the use of any means…to defraud, to make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made…not misleading…
C. The ELEMENTS for Rule 10b-5 liability:
i. Interstate Commerce
1. The defendant used any means or instrumentality of interstate commerce, or of the mails, or of any facility of any national securities exchange.
ii. In connection with the purchase or sale of a security
1. The deception or misleading statement was made in connection with the purchase or sale of a security.
iii. **Material misinformation (most analysis in this element)
1. The defendant either affirmatively misrepresented a material fact, or failed to state a fact that made his statement misleading, or remained silent in the face of a fiduciary duty to disclose a material fact.
2. Materiality
a. Basic Inc. v. Levinson: A fact is material if a reasonable investor would consider it as altering the total mix of information in deciding whether to buy or sell.
3. Deception requirement
a. Sante Fe Industries v. Green: Rule 10b-5 does not apply to transactions that are substantively unfair but are not deceptive.
iv. Scienter
1. The defendant knew or was reckless in not knowing of the misrepresentation and intended the plaintiff to rely on the misrepresentation.
2. Ernst & Ernst v. Hochfelter: Negligence is not enough to establish scienter.
v. Reliance
1. The plaintiff relied on the misrepresentation. Courts have relaxed this requirement both in face-to-face transactions and in transactions in public markets.
2. For example, Courts apply the “fraud on the market” presumption where there is public trading of the stock. Courts assume that investors rely on the integrity of the trading markets. If a misrepresentation affects the price of the corporation’s stock, the misrepresentation is a “fraud on the market.” Courts presume that investors relied on the misrepresentation because the investors assumed that the market price reflected the truth. 
3. D can rebut the presumption by showing that:
a. misrepresentation had no effect on the trading price of the stock –OR–
b. P investor would have traded even absent the misrepresentation.
vi. Causation
1. The plaintiff suffered actual damages as a result.
D. Remedies
i. Actions may be brought by the SEC, the Justice Department and private parties.

1. The SEC can bring civil actions and recover illegal gains and civil penalties.
2. The Justice Department (in consultation with the SEC) may bring a criminal action. 
3. Private parties may bring civil actions.
ii. Various types of remedies
1. Rescission: Sometimes the plaintiff can rescind or unwind the transaction:

2. Disgorgement damages: Sometimes the plaintiff can recover the defendant’s profits from the purchase or sale of the security.

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

4. No punitive damages, but defendants may be subject to civil penalties.
5. Criminal penalties include fines and prison.
6. The SEC can also “censure” securities professionals.  (A censured person cannot work in the securities industry.)
E. Statute of limitations
i. Rule 10b-5 action must be brought within 3 years after the challenged violation and 1 year after the discovery of the facts constituting the violation.
ii. NOTE: State statutes often have a longer SOL.
III. Classic Insider Trading and Outsider Misappropriation under Rule 10b-5
A. Introduction
i. One of the elements for 10b-5 liability is - material misrepresentation
1. NOT misrepresentation in a conventional sense
2. Rather, breach of the duty to abstain or disclose.
ii. Rule 10b-5 violation for insider trading requires a breach of a duty to abstain or disclose.  
iii. ISSUE in many 10b-5 cases: Whether the defendant had a duty to abstain or disclose?
B. Classic Insider Trading
i. Duty is owed to the source of the corporation - to the sh/h of the corporation whose securities were traded.
ii. Cases
1. Chiarella v. United States
a. FACTS: Chiarella worked for a financial printer.  The printer printed documents for large corporate transactions.  Chiarella figured out the identity of some of the targets in the transactions, and bought stock in those corporations.  He profited from those trades based on nonpublic information.  He was indicted on charges that he violated Rule 10b-5. He was convicted and the Court of Appeals affirmed the conviction.
b. ISSUE: Whether he violated Rule 10b-5 when he traded on material nonpublic information?
c. The court notes that liability under 10(b)(5) for nondisclosure “is premised upon a duty to disclose arising from a relationship of trust and confidence between parties to a transaction.”
d. HELD: Chiarella owed NO duty to the sellers so he did not violate Rule 10b-5.

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

ii) “Section 10(b) is aptly described as a catch-all provision, but what it catches must be fraud.  When an allegation of fraud is based upon nondisclosure, there can be no fraud absent a duty to speak.”
e. NOTE: Would have been liable under misappropriation theory if it was developed at the time case was decided.
iii. Dirks v. SEC
1. FACTS: Dirks was a securities analyst who worked for a broker-dealer.  Secrist was a former officer of Equity Funding (“EF”).  Secrist divulged to Dirks that the assets of EF were vastly overstated as a result of fraudulent corporate practices and that the company was in big trouble.  Secrist wanted Dirks to investigate and expose the problems at EF.  Dirks investigated.  EF management denied the allegations, but some employees corroborated the allegations.  Dirks did not trade in EF himself and neither did his firm.  However, Dirks repeated the allegations to members of the investment community, including some investment advisors, and some of those people sold their equity positions in EF.  The EF stock dropped from 26 to 15 per share during the time that Dirks was pursuing his investigation and talking to others about EF.  California and the SEC investigated and EF ended up in receivership.  Dirks was charged in an SEC enforcement action with a 10b-5 violation and was ultimately censured by the SEC.
2. The theory was that Dirks, as a “tippee” of material nonpublic information disclosed by a corporate insider, Secrist, had to abstain or disclose the information. The Court of Appeals for the DC Circuit affirmed the SEC’s censure of Dirks.
a. The Supreme Court reverses. The Court held that Dirks did not violate Rule 10b-5 because Dirks had no duty to the EF shareholders. Dirks had no duty to the EF shareholders in his individual capacity.  Dirks had no duty to the EF shareholders as the tippee of Secrist’s tip because Secrist did not breach a fiduciary duty to the EF shareholders by making the disclosure to Dirks. 
b. The Court reaffirms the language from Chiarella that a duty to disclose or abstain arises from the relationship between the parties, not just from having material nonpublic information. 
c. Tippees assume an insider’s fiduciary duty to shareholders if: 
i) Insider has breached his duty to the shareholders by disclosing the information to the tippee –AND–
ii) Tippee knows or should have known that there has been a breach.
d. The insider is considered to have breached a duty in disclosing the information to the tippee if the insider benefited personally, directly or indirectly, from the disclosure.

i) The benefit can be pecuniary benefit (i.e., money) or it can be reputational benefit. 
ii) If an insider makes a gift of confidential information, it is treated as though the insider traded himself and made a gift of the profits to the recipient of the information.  

iii) In this case, the majority concludes that Secrist disclosed EF’s secrets to Dirks so that Dirks would investigate and expose the problems at EF.  Secrist did not benefit from the disclosure, so the court concludes that his disclosure was not a breach of the fiduciary duties he owed to EF shareholders.
e. “Constructive insiders”
i) Outsiders retained to work for the corporation, such as accountants, lawyers, and investment bankers, may become constructive insiders.
ii) These outsider become insiders as a result of entering into a relationship of trust and confidence with the corporation and receiving nonpublic information with the expectation that they will keep it confidential.
iv. SEC v. Switzer
1. FACTS: At a track meet, Coach Switzer overheard Platt, the CEO of Phoenix Resources, talk to his wife about day care arrangements during the week that Platt would be out of town liquidating Phoenix Resources.  Switzer and a few of his friends made substantial investments based on this nonpublic information.  The SEC argued that Switzer and his friends were liable under 10b-5.  
2. However, under the Dirks test, Switzer and his friends owed NO duty to the Phoenix Resources shareholders; Platt did not benefit from the disclosure so Switzer did not inherit any duty from Platt.
C. Outsider Misappropriation
i. Outsider Misappropriation is an alternative theory of liability under Rule 10b-5

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

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

3. Under this alternative theory of liability (known as “outsider misappropriation” or “misappropriation”):
a. “a person violates Rule 10b-5 when he misappropriates material nonpublic information in breach of a fiduciary duty or similar relationship of trust and confidence and uses that information in a securities transaction [or passes it on to a tippee who trades on it].”
4. If this theory had been applied in the Chiarella case, the defendant would have been liable for violating Rule 10b-5.
ii. United States v. Chestman
1. A & P was going to do a tender offer for the Waldbaum supermarket chain. Ira Waldbaum, the controlling shareholder of the Waldbaum corporation, told several family members about the planned acquisition, but told them to keep it a secret.  Most of the family members he told were actively involved running the Waldbaum corporation.  One of the people Ira told was his sister, Shirley.  Shirley asked one of her daughters to drive her to the bank to get her stock certificates.  The daughter called her sister, Susan Loeb, and asked her to cover her kids’ carpool, saying that she had to take their mother somewhere.  Susan called her mother to inquire what was going on and her mother told her -- but also told her to keep it a secret from everyone except her husband, Keith.  Susan told her husband, Keith Loeb, about the acquisition and they discussed the financial effect that the acquisition would have on their kids.  Keith called Robert Chestmen, a broker used by some of the Waldbaum family, and told him about the planned acquisition.  Chestmen bought Waldbaum stock for his own account, for Keith’s account, and for the account of several other customers.  

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

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

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

b. Chestman, as a tippee, assumed Keith Loeb’s duty to the Waldbaum family and breached that duty when he traded based on the misappropriated nonpublic information.
4. Misappropriation theory can be coupled with the Dirks “tippee” liability test
a. In this context, a tippee assumes the misappropriator’s duty to the source of the information if:
i) the misappropriator has breached his duty to the source of the information by disclosing the information to the tippee; and 
ii) the tippee knows or should have known that there has been a breach of the duty
5. The opinion focuses on the question of whether Keith Loeb owed a duty to his wife or the Waldbaum family.  The majority concluded that Loeb did not owe a duty to his wife or the family
a. MAJORITY: Concluded that family members do NOT owe a duty to one another solely because they are family members

i) “More than the gratuitous reposal of a secret in another who happens to be a family member is required to establish a fiduciary or similar relationship of trust or confidence.”  
ii) A duty is owed between family members only if there is between them a fiduciary-like relationship
b. The majority distinguished the case of Reed.

i) In that case, Gordon Reed, a director of Amax, frequently discussed the business affairs of Amax with his son. Gordon told his son confidential information about a proposed tender offer for the corporation. The son bought Amax options. The son was indicted for violating 10b-5 based on the breach of a fiduciary duty owed by the son to his father.  However, in that case, Gordon Reed was in the habit of discussing confidential info about Amax with his son.
ii) The court says : “[W]e limit Reed to its essential holding: the repeated disclosure of business secrets between family members may substitute for a factual finding of dependence and influence and thereby sustain a finding of the functional equivalent of a fiduciary relationship.”
6. Rule 14e-3

a. Although the court reversed Chestmen’s 10b-5 conviction, it affirmed Chestmen’s conviction under Rule 14e-3.
i) Rule 14e-3: “During the course of a tender offer, anyone (other than the bidder) who has material nonpublic information about the tender offer is prohibited from trading if he knows or has reason to know that the information was obtained from the bidder or the target.”

ii) Note that Rule 14e-3 does not require that the government prove a breach of a fiduciary duty, so it is easier to prove a 14e-3 violation than a 10b-5 violation. 
iii) Rule 14e-3 only applies in the context of tender offers.
iii. United States v. O’Hagan: Grand Met is a client of the law firm; O-Hagen did not work on the transaction but is aware of it.

1. HELD (Majority): If a person commits fraud in connection w/securities transaction in breach of a duty to the source of the info, that satisfies the 10b5 req’t of deception (#3). Misappropriation is enough to satisfy 10b5 liability. Must establish that misapporpriator breached a duty to the source of the information.
2. New Rule 10b5-2: Duty of trust or confidence exits when:
a. When person agrees to maintain information in secret
b. Person communicating info and person who its communicated to have a history of sharing confidences
c. Whenever a person obtains info from spouse, parent, child, or sibling (Family member) unless family member establishes that there was not relationship of trust or confidence.
D. New Rule 10b5-1
i. To establish liability under 10b-5 must show that the purchase or sale constitutes trading “on the basis of” material nonpublic information.
ii. New rule says that “awareness” of the material nonpublic information is sufficient, so not necessary to show that the defendant “used” the information.
IV. Section 16(b)
A. Under what circumstances does § 16(b) apply?

i. To trading in the stock of a “reporting corporation” under §12 of the 1934 Act.

ii. To officers, directors, and shareholders who beneficially own more than 10% of any class of the corporation’s equity securities.
iii. Requires periodic filings with the SEC to report on the insider’s ownership of stock of the company.
B. The mechanical rule

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

ii. How does the rule work?

1. Look to see if there is a profit from matching any purchase by the insider with any sale by the same insider within a six month period. (The purchase does not have to precede the sale.)

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

iii. Example based on an example in Corporations: Examples & Explanations (assume that the party is an XYZ Inc. insider and §16 applies):
1. FACTS: 
a. July 1, year 1: D bought 200 shares of XYZ Inc. stock for $5 per share.

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

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

2. Application of § 16

a. The July purchase cannot be matched with a sale within 6 months.  However, the February sale can be matched with the May 1 purchase.  Only 200 shares match.  The “profit” was $5 per share, so D must disgorge $1,000 (200 x $5 per share) to XYZ Inc.
Test Tips

1. Know the formulas covered in class ( learn it using real examples

2. Try to learn ‘concrete’ material

a. Types of questions on final:

b. One fact pattern w/series of questions; On MC asks “which one is false”
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