Business Associations Outline
Principles of a Business

1. Basic Parties 

a. Principal – usually party with greater financial ability (shareholders)
b. Agent – usually party with greater specialized expertise (directors and officers)
2. Risk Allocation 

a. Nature of Risk
i. Risk Averse – party willing to pay or surrender more to produce a less variable return  on venture

ii. Risk Neutral – party seeks highest expected value of the venture regardless of risk 

iii. Risk Loving – party willing to pay or surrender more to produce most variable return on venture 
b. Uncontrollable Risk 

i. Types 

1) Weather 

2) Disease 

3) International hostilities

4) Market trends (vagaries of taste)

5) Economy (desirability of goods)

ii. Protection 

1) Diversification 

a) Principal may mitigate cost by investing in different companies within an industry to balance general risks 
b) Principal may mitigate cost by investing in different industries to balance idiosyncratic (firm-specific) risks 

2) Insurance – principal subjects another party to cost of risk 

3) Split compensation in proportion to each party's' assumption of risk 

c. Controllable Risk 

i. Types 

1) Agent's shirking (moral hazard)
2) Principal's insolvency 

3) Divergent goals of parties 

4) Market competition

5) Quality of product

6) Method of production 

7) Structure of business (timing of profits and expenses)

ii. Protection 

1) Reliance on agent's specialized expertise (tenant relationship) 

a) Principal receives fixed income (rent)
b) Agent receives residual profits 
c) Agent has primary interest in maximizing profits, but each party may have divergent goals with regard to timing of business profits 
2) Monitoring agent's performance (employee relationship)
a) Principal receives residual profits 
b) Agent receives fixed income (salary)

c) Principal has primary interest in maximizing profit 
i) Close and constant monitoring defeats purpose of relationship 
ii) Midlevel supervisors may closely monitor agent, but cost of employment diminishes ultimate profit of business 

iii) Employment contract binds agent to specific duties and standard of performance, but contract may limit rather than define duties and cost of contract diminishes ultimate profits of business 

iv) Conditional or supplemental compensation in relation to ultimate profits may independently motivate agent, but he may lack ability to assume accompanying risks of business   
3. Role of Attorney 

a. Conflict of Interest 

i. Attorney may not represent more than one client when it would compromise his independent judgment or likely involve differing interests 

ii. Exceptions – all clients give informed consent 

b. In-house Counsel 

i. Attorney for a corporation owes his fiduciary duties to the organization rather than its individual shareholders, directors, or officers 

1) Problem – inadvertent attorney-client relationship with a corporate agent may interfere with duty of loyalty to organization due to joint duty of confidentiality
2) Solution – attorney should inform all corporate agents about conflicts of interest, confidentiality, and privilege, and advise agent to obtain independent counsel 
ii. ABA Model Rule 2.1 cmt 

1) Attorney must exercise independent professional judgment and render candid advice even if unpalatable to client 

2) Attorney usually should only respond to client's request for legal advice unless he observes client taking unlawful action 

iii. Sarbannes-Oxley Act – attorney must report up about any securities misconduct by corporate agents, and may report out to SEC if corporation fails to act property 

Choice of Form
1. Considerations 

a. Formality of Structure 

i. Factors
1) Level of personal trust amongst co-owners 

2) Amount of capital investment 

3) Purpose of business

4) Comfort or disagreement with default rules 

ii. Cost
1) Corporation and LLC (MOST)

a) State recognition and fees 

b) Billable hours for drafting and filing official documents

2) Partnership (LEAST) – mere oral or written agreement  

iii. Control
1) Corporation (MOST) 
a) Owners separated from management 

b) Management divided into oversight and labor
2) Partnership (LEAST) – same ownership and management 

iv. Duration 

1) Corporation (MOST) – perpetual existence unless contrary provision in Certificate 

2) Partnership (LEAST) – dissolution upon withdrawal of partner unless contrary contractual provision 

b. Ability to Raise Capital 

i. Third-party Investment 
1) Corporation 

a) Owners may raise capital through sale of shares to close association or public market with customizable rights to governance and profits
b) S corporation must limit sale of shares to certain number and certain investors
2) Partnership 

a) Owners may only raise capital through sale of partnerships
i) General partner – right to governance and profits  

ii) Limited partner – right to profit only
b) Public offering of equity interests immediately converts partnership into corporation for tax purposes 

ii. Loans 

1) Limited Businesses (Corp. and LLC)

a) Shareholder or member usually must give a personal guarantee (surety) for a limited business to obtain favorable loan terms 

b) Creditors usually demand increased interest rate or additional collateral to protect investment against limited liability default 

c) Limited business may also provide creditor with priority (secured debt) to ensure debt repayment before unsecured or subordinated debt and equity 

2) Partnerships 
a) Creditors more likely to provide loan on favorable terms due to unlimited liability of general partners 

b) General partners usually seek to obtain a non-recourse loan (collateral loss at default) to limit personal liability for debt 

c. Tax Consequences 

i. Partnership (pass-thru) Taxation

1) S corporation, partnership, and LLC not separate tax entities from shareholders, partners, or members 

a) Modern IRS Law – LLC treated as a partnership for tax purposes regardless of how many characteristics it shares with a corporation 

b) OLD IRS Law – LLC treated as a partnership for tax purposes as long as it shared no more than two characteristics with a corporation 

2) Business income allocated to owners
a) Single tax return 

b) Single tax payment at individual tax rate 

3) Business losses also allocated to owners, but individual deductions must comply with anti-abuse statutes
a) Statutes 

i) IRS §§ 704(b), 704(d), 465 – at-risk rules

(1) Allocation must have substantial economic effect

(2) Losses only deductible to extent of original investment 

ii) IRS § 469 – passive loss only deductible to extent of passive gain 
b) Effect 

i) Cash contributions and recourse debt (personal default liability) simply deductible 

ii) Non-recourse debt difficult to deduct since shareholder only risks loss of collateral in case of default  

4) Businesses must still file tax information sheet with income and loss

ii. Corporate (entity) Taxation 

1) Loss 

a) Corporate losses deductible as net operating loss (NOL)

i) NOL only deductible to extent of taxable income 

ii) C corporation may carry back NOL deductions for 2 years 

iii) C corporation may carry forward NOL deductions for 20 years 

iv) NOL saleable as an asset to profitable corporations (IRS § 382)

b) Corporate losses not deductible by shareholders 

2) Income 

a) C corporation taxable for its income as a separate entity with separate tax return and tax rate
i) Exception – C corporation can "zero-out" income by distributing year-end salary bonuses to shareholder/employees 

(1) Salary taxable to shareholder/employee as ordinary income 
(2) Salary (ordinary and bonus) deductible to C corporation as long as reasonable compensation 

ii) Special provisions may exempt C corporation from taxation 

b) Individual shareholders also taxable for income of C corporation 

i) Dividend distributions
(1) Dividend constitutes ordinary income but taxed as capital gain until 2008
(2) However, special classes of shareholders avoid dividend tax since not subject to income tax (e.g., charities, retirees, or foreign citizens)

ii) Sale of appreciated stock 


(1) Profit from sale of appreciated stock taxable as capital gain

(2) Death loophole – shareholder earns no taxable income from sale of appreciated stock inherited from a deceased shareholder since basis in stock stepped up to FMV at time of death 

iii) Stock redemption (corporate repurchase of stock)
(1) Pro rata redemption 
(a) Same effect as dividend distribution for purposes of tax and shareholder worth 
(i) Dividend – VCO issued ten shares to a shareholder for $1000, and then distributed $100 dividend.  Shareholder now has ten shares each worth $90 plus $100 in cash.
(ii) Redemption – WCO issued ten shares to a shareholder for $1000, and then redeemed 10% at par.  Shareholder now has nine shares each worth $100 plus $100 in cash.
(b) Redemption constitutes ordinary income but taxed as capital gain

(2) Non-pro rata redemption 
(a) Redemption enriches value of stock since fewer shares with right to same amount of corporate assets 

(b) Redemption taxable as a capital gain 
2. Default Forms
a. Corporation 

i. Types 

1) C Corporation 

2) S Corporation 

a) No more than one class of stock 

b) No more than 100 shareholders 

c) Shareholders must all be U.S. residents 

d) Shareholders must all be natural persons 

ii. Limited Liability 

1) Corporation is an independent and separate entity for purposes of tort liability, tax obligations, property ownership, and business operations
2) Rationale 
a) Promotes aggregation of capital by principals for new business ventures since limited risk to personal assets 
b) Facilitates easy and economical transfer of shares and diversification of investments to protect principal against risk 

c) Encourages business risks by corporate officers to promote growth but also wise management to prevent their own termination 
3) Effects
a) Shareholders not personally responsible for liabilities and obligations of corporation, so risk limited to original investment in business except under certain circumstances 
i) Defective incorporation 

ii) Original investment not fully paid
iii) Corporate veil pierced 

b) Voluntary creditors (loan entities) assumes risk of uncollectible debt  

c) Involuntary creditors (victims of negligence and strict liability) lose ability to fully recover damages for their injury  
iii. Free Transferability 
1) Shareholder may transfer his interest in corporation without consent 

2) Exception – contractual limitation 

iv. Continuity 
1) Corporation has permanent existence 
2) Exception – contractual limitation
v. Centralized Management

1) Officers – daily management of corporation 

2) Directors – general oversight of corporate management 
3) Shareholders – approval of directors and fundamental transactions 

b. Limited Liability Company 

i. Limited liability 

ii. Centralized or Equal Management 

iii. Continuity

iv. Consensual Transferability 

c. Partnerships 

i. General Partnership 

1) Unlimited liability 

a) No separate partnership entity 

b) Each partner personally responsible for obligations and liabilities 

2) Transferability by unanimous consent 
3) Disassociation 
a) Death, bankruptcy, or withdrawal of a partner dissolves partnership 
b) Exception – contractual provisions for survival

4) Equal management by partners 
ii. Limited Partnership 

1) Divided structure 

a) At least one general partner 

b) At least one limited partner 

2) Divided liability 

a) General partners 

i) Each general partner personally responsible for obligations and liabilities of partnership (RULPA § 403)
ii) Exception – general partner may be a corporation or limited liability company 

b)  Limited partners 
i) Limited liability 

ii) Exception – third-party creditor may hold limited partner personally liable for the amount he still owes as a promised capital contribution 
3) Divided transferability 

a) General partner may only transfer his interest in partnership with unanimous consent 

b) Limited partner may freely transfer his financial interest in partnership, but he may only transfer of management interest with unanimous consent of partners 

4) Divided continuity 

a) General partner 

i) 1985 ULPA – death, bankruptcy, or withdrawal of a general partner dissolves and eventually terminates partnership unless further action 

(1) Remaining general partner elects to continue partnership as long as permissible under partnership agreement 

(2) Limited partners agree to continue partnership and appoint a new general partner 

ii) 2001 ULPA – death or withdrawal of a general partner does not dissolve a partnership unless partnership agreement or subsequent acts of remaining partners terminates partnership 

b) Limited partner – death, bankruptcy, or withdrawal of a limited partner only results in transfer of his interest to another 

5) Centralized Management 

a) General partners manage partnership 
b) 1985 ULPA – limited partner converted into general partner if he participated in management of the partnership 

c) 2001 ULPA – limited partner may participate in management to some extent without conversion into general partner (vote on fundamental transactions)
Corporations 

1. Formation Process

a. Promoter 

i. General Rule – promoter assumes liability for all pre-incorporation contracts that he enters on behalf of the nascent corporation 

ii. Pre-contractual Exceptions   

1) Promoter waits to enter contracts until business fully incorporates 
2) Promoter signs name of nascent corporation first and then signs his own name on the contract (mutual intent to bind nascent corporation)
3) Novation – contract expressly provides for substitution of liability to business after incorporation 

4) Assignable option – promoter receives a right to enter a second contract for consideration that he can assign to business after incorporation  

iii. Post-contractual Exception (MINORITY) 
1) Court may consider totality of the circumstances to determine whether parties intended to assign liability to promoter 

2) Promoter may have right to indemnification when nascent corporation adopted the contract after incorporation

b. Incorporator 

i. Selection 
1) Attorney should act as incorporator since defective incorporation results in unlimited liability for shareholders  

2) Technical defect alone usually results in de facto corporation or corporation by estoppel unless corporate agents act with knowledge of defect 

ii. Articles of Incorporation – incorporator must sign and file Certificate with State secretary of State, and pay fees for incorporation 
1) Mandatory terms (Del. § 102(a))

a) Name of corporation
i) Business designation (e.g., assoc., co., corp., inc., club, foundation, fund, institute, society, union, syndicate, or limited)
ii) No name likely to mislead public  
b) Name and address of incorporator 

c) Name and address of registered agent (service of process facilitator)

d) Purpose of corporation 

i) General statement – "any lawful act or activity under State laws"

ii) Specific statement 
(1) List of exclusive activities only required for pervasively regulated businesses (e.g., day cares and nursing homes)
(2) Doctrine of ultra vires 
(a) Shareholder may enjoin corporate acts beyond scope of Certificate 
(b) Courts disfavor doctrine since usually employed by corporation to evade contract obligations 
e) Statement of initial capitalization 

i) Number of shares authorized 

ii) Par value – minimum consideration sufficient to issue stock 

iii) Classes of stock (Cal.)

f) Names of initial directors (actually optional)

i) Inclusion ends power of incorporator after filing certificate rather than after election of directors
ii) Inclusion avoids necessity of organizational meeting 

2) Optional terms (Del. § 102(b))
a) Power of directors to adopt and amend by-laws

b) Immunity of directors from monetary damages for breach of duty of care 

i) Not declaratory or injunctive relief 

ii) Not breach of duty of loyalty or good faith 

iii. Date of Incorporation – State secretary of State must stamp Certificate within 90 days of filing date 

iv. Organizational Meeting – incorporator must hold a meeting of owners unless he obtains unanimous written consent of initial directors named in Certificate 
1) Election of initial directors to board until first shareholder meeting 

2) Adoption of by-laws 

3) Completion of any necessary business (e.g., assumption of promoter liability)

4) Entry into corporation minute book 

a) Mere corporate formality
b) Record of elected directors, major decisions, and resolutions
2. Legal Entity 
a. Sources of Law 
i. No federal corporate law

ii. State Law 

1) Internal Affairs Doctrine – corporate governance governed by State law where business incorporates 

a) Right of shareholders to vote, receive information, and initiate lawsuits 

b) Right of corporation to distribute dividends 

c) Fiduciary duties of directors to shareholders 

d) Relationship of directors and officers 

2) External Affairs Doctrine 
a) Corporate liability to creditors governed by State law where corporation operates and where its agents incur vicarious liability 

b) Ex: Contracts, Crime, Tort injuries, Real estate transactions, Taxation, and Labor relations 

3) Popular Places of Incorporation 

a) Delaware – primarily large corporations 
i) Enacted laws favor directors with regard to corporate governance 

ii) Comprehensive case law provides constructive precedent for default rules

b) Principal Place of Business – primarily small corporations 

i) Business need not register as a foreign corporation in principal place of business

(1) No recording requirement 
(2) No additional tax to operate as a foreign corporation 

ii) Business need not litigate disputes long-distance in Delaware 
iii. Articles of Incorporation (Certificate) 

1) Explanation of purpose and equity as well as fundamental rules of governance 

2) Bifurcated amendment process 

a) Proposal by majority of directors 

b) Approval by majority of shareholders 

iv. Bylaws 
1) Rules for shareholders and directors as well as daily governance arrangements (subordinate to Certificate)

a) Special meetings – approval of board majority necessary to call a special meeting of shareholders unless contrary provisions in bylaws or Certificate 

b) Voting procedures 
2) Adoption and amendment 
a) Pre-incorporation – incorporator 

b) Post-incorporation – majority of initial directors 

c) Post-issuance – majority of shareholders or directors depending on terms of Certificate
b. Powers 
i. Corporation may exercise same powers as any person to fulfill its purposes
ii. Ex: Enter contracts, Borrow funds, Own and sell property, and Bring and defend against lawsuits
c. Constitutional Protections 

i. 1st Amendment Freedom of speech 


1) State may restrict corporate commercial speech as long as law substantially advances an important government interest 
2) First Nat'l Bk. of Boston v. Bellotti 

a) Strict scrutiny – State may only restrict corporate political speech when law employs the least restrictive means to further a compelling government interest 

b) Exception – State may adopt well-crafted limitations on corporate political speech to protect democratic process from overwhelming corporate influence and minority shareholders from forced speech 

i) No direct contributions to political candidates for federal office

ii) No deduction of expenses for corporate lobbying activities 

iii) No lobbying activities while receiving charitable contributions   

c) Minority shareholders may also respond to forced political speech through usual channels 

i) Sale of shares in corporation 

ii) Proposal to amend bylaws or remove overbearing directors 

iii) Derivative suit on behalf of corporation to correct misconduct of directors 

ii. 4th Amendment Right against Unreasonable Search and Seizure

iii. 5th Amendment Right against Self-Incrimination 

iv. 14th Amendment Due Process and Equal Protection 
3. Social Entity 

a. Social Models 
i. Traditional Model (MAJORITY)
1) Corporation is a vehicle to maximize shareholder wealth rather than persons outside the organization (i.e., creditors, suppliers, clients, or employees)
2) Law should protect the shareholders 
ii. New Economic Theory of the Firm 

1) Corporation is a nexus of contracts among the factors of production 

a) Nexus – amalgamation of bargain-for exchanges between fictional entity and persons involved in business of corporation 

b) Factors – shareholders, creditors, suppliers, clients, and employees

2) Law should reflect the consensus view of the factors to reduce transaction costs and improve efficiency 

b. Social Roles 

i. Berle Theory – corporation should only function to promote shareholder interests

ii. Dodd Theory – corporation should function to both promote shareholder interests and improve society 
iii. ALI Principles of Corporate Governance § 2.01

1) Corporation should work to enhance corporate profit of shareholders 

2) Corporation may consider ethical considerations rationally related to business activity 

3) Corporation may devote reasonable portion of resources from business activity to philanthropic pursuits 

iv. Dodge v. Ford Motor Co.– corporation may not act with the general purpose to benefit persons other than shareholders with no express benefit for shareholders

1) Directors may incidentally benefit persons other than shareholders  

2) Directors must artfully justify choice to not distribute dividends 

a) Long-term maximization of shareholder profits 
b) Maintenance of market confidence and goodwill 

c) Facilitation of favorable government regulations 

v. Constituency Statutes (not Del. or Cal.) – State law allowing or requiring directors to consider the interests of persons other than shareholders in business decisions 

vi. Corporate Social Responsibility Movement – investment option in the form of a special portfolio of stock that only includes socially responsible companies 

c. Charitable Giving 
i. Modern Law – corporations may make charitable contributions without shareholder consent 
ii. Tax Treatment – IRS Code creates incentive for corporation to make charitable contribution rather than shareholders 
1) Corporate donation of dividend portion deductible from taxable income and incurs no tax for shareholders 
2) Shareholder donation of dividend portion necessarily follows tax on dividend and corporation receives no deduction 
iii. Theodora Holding Co. v. Henderson – directors may approve charitable contribution despite dilution of corporate worth when reasonable in both amount and purpose
1) Corporate donation of less than 5% of income presumed reasonable
2) Corporate donation of less than 10% of income reasonable by analogy since equal to tax deduction limit for charitable contributions  
3) Court will balance benefit to charitable foundation and loss of corporate assets to shareholders 
iv. Kahn v. Sullivan (Hammer Museum) – board decision to make charitable contribution protected by business judgment rule as long as its decision-making process comports with duty of care, good faith, and loyalty
Limitations on Limited Liability 
1. Equitable Subordination 

a. Bankruptcy court may convert debt instruments into equity when shareholder/creditor or bondholder engaged in trickery, quasi-fraud, or shenanigans 
i. Deep Rock Doctrine – shareholder/creditor failed to disclose full amount of corporate debt obligations prior to obtaining more debt instruments
b. Tax court may also convert interest payments into dividends when shareholder/creditor or bondholder placed capital at risk of business (equitable equity)
i. Right to vote 

ii. Intent of parties 
iii. No fixed maturity date 

iv. No right to enforce payment 

v. No priority 

c. In re Fett Roofing (jump the que to back of the line) – personal loans subordinated since shareholder/creditor falsely backdated collateral deeds to secure debt after corporation declared insolvency 
2. Fraudulent Transfer Law
a. Bankruptcy court may void transaction made within one year of corporate filing upon proof of fraudulent transfer 
i. Actual fraud – corporation transferred assets with specific intent to evade creditors 

ii. Constructive fraud – corporation transferred assets absent equivalent value when total assets grossly inadequate or directors reasonably knew current assets less than current liabilities 
b. Reduction of value of conveyance when creditor proves transaction had an improper purpose (i.e., evasion of debt repayment)

3. Piercing Corporate Veil (RARE)
a. Equitable Remedy 
i. Corporate form (limited liability protection) disregarded in interest of justice and corporate debt obligation imposed on controlling principal 
ii. Dominant person (usually shareholder) becomes personally liable for corporate debt 

iii. Dominant corporation (usually parent) retains limited liability but greater corporate assets subject to judgment by creditor 
b. Types of Creditors 
i. Contract creditor 
1) Voluntary creditor has power to negotiate terms of corporate debt to protect himself against default 

2) Corporate form not pierced absent fraud or misrepresentation due to creditor's prior knowledge of limited liability  

ii. Tort Creditor 
1) Involuntary creditor has no power to negotiate recovery of damages after tort judgment 

2) Tort creditor need only prove injustice or unfairness of limited liability under totality of circumstances and not fraud or misrepresentation 
c. Theories of Piercing 
i. Undercapitalization Theory 

1) Walkovsky v. Carlton – undercapitalization alone not sufficient to disregard corporate form absent further proof of mere instrumentality 
a) Court determines adequacy of capital at time of incorporation 

i) Adequacy depends on reasonable expectation of risks in business 

ii) Corporation has no ongoing duty to cover all potential debts absent change in purpose of business   

b) Court presumes adequate capitalization when corporation has statutory minimum of liability insurance 

2) Exception – 9th Circuit has pierced upon proof of severe undercapitalization alone
ii. Agency/Alter Ego/Mere Instrumentality Theory 

1) Unjust Loss or Injury to Creditor 

2) Fraud or Wrongdoing (contract creditors only) 

a) Corporation may not intentionally structure itself to lack adequate capitalization after liquidation to evade contract creditors 

b) Enterprise liability – business may not individually incorporated its integrated entities to segregate assets of risky operation from greater corporate assets 

c) CERCLA (federal law) – individual or parent corporation substantially liable for environmental cleanup costs when corporation actively participates in release of hazardous waste   

3) Substantial Control or Equitable Ownership (IMPORTANT)

a) Individual (Freeman v. C3 dominant software contractor) 
i) Undercapitalization 

ii) Disregard of corporate formalities 

iii) Overlapping corporate and personal associates (no arms' length dealing)

iv) Intermingling of corporate and personal funds 

v) Common corporate and personal residence

vi) Right to all corporate profit 

vii) Control of corporate assets (bank accounts)

viii) Option to purchase all stock 

ix) Obligation to pay corporate debt 

x) Indemnification by corporation 

xi) Express statement of control

b) Affiliated Corporation (Magnan v. Terminal Transpo. Sys. tortious sister taxi company) 

i) Disregard of corporate formalities 

ii) Consolidated payroll and financial records  

iii) Overlapping management 

iv) Common departments 

v) Control of daily management decisions 

vi) Control of employment decisions  

vii) Management of corporate assets and personnel 

c) Parent Corporations (In re Silicone Gel Breast Implants Products Liability Litigation & Fletcher v. Atex Kodak keyboard)
i) Gross undercapitalization 

ii) Disregard of corporate formalities 

iii) Overlapping directors 
iv) Common property and logos
v) Common business departments 

vi) Intermingled daily operations 

vii) Consolidated financial and tax documents 

viii) Parent controls client base of subsidiary 

ix) Parent finances subsidiary (operations and personnel)

x) Parent responsible for incorporation of subsidiary 

xi) Not pooled funds (cash management system) unless co-mingling 

4. Legal Capital Rule 
a. Legal Remedy 
i. Directors personally liable to creditors for any unlawful distribution of dividends (or redemption of stock) in excess of lawful limit (Del. § 174)
1) Exception – distribution of stock dividend since no effect on corporate assets 

2) Directors exempt from liability upon proof of absence or dissent at time of unlawful declaration 

ii. Liable directors may enforce right of contribution against remaining board who also declared unlawful dividend 
iii. Liable directors may seek indemnification from shareholders who knowingly received unlawful dividend 
b. Restrictions on Dividends 

i. Necessary Equations
1) Total surplus = Retained earnings + Paid-in capital 

a) Retained earnings also known as earned surplus 

b) Paid-in capital also known as capital surplus 

2) Retained earnings = Cumulative corporate earnings – Dividends distributed 
3) Paid-in capital = Total consideration for shares issued – Stated capital

4) Stated capital = Par value for stock x Number of shares issued  

ii. Delaware 
1) Corporation may only distribute dividend from total surplus (Del. § 170.a.1) 

a) Corporation must always retain stated capital to protect against default on debt obligations 

b) No actual protection since corporation may authorize mere penny par 
2) Corporation may not redeem shares when its capital is or will become impaired (equity account less than stated capital) (Del. § 160)
iii. California 

1) Corporation may only distribute dividend from retained earnings (Cal. § 500.a)

a) Corporation must always retain stated capital and paid-in capital to protect against default on debt obligations 

b) Some protection even if corporation authorizes mere penny par

iv. Model Business Code Ann. § 6.40 

1) Corporation may only distribute dividend based on two solvency tests 

a) Balance sheet test – current assets exceed current liabilities 

b) Equity solvency test – total assets exceed both total liability and preferred stock accounts 

c. Nimble Dividends 

i. Corporation may have distribute a nimble dividend under certain circumstances when unlawful to declare a standard dividend 
ii. Delaware (Del. § 170.a.2)
1) Corporation may distribute nimble dividend (if no total surplus) to extent of net profits for current and/or preceding year
iii. California (Cal. § 500.b)

1) Corporation may distribute nimble dividend (if no retained earnings) to extent of net assets under certain circumstances 

a) Total assets exceed 125% of total liabilities 
AND 
b) Current assets exceed current liabilities when average earnings (for two years) at least equal average interest expense (for two years)

OR 

c) Current assets exceed 125% of current liabilities when average earnings (for two years) less than average interest expense (for two years)
Corporate Accounting 

1. Valuation Methods

a. Salvage Value – value of corporation with no future income production potential 

b. Book Value 

i. Historic value of corporation at time of incorporation 

ii. Problem – no account for subsequent profits, inflation, depreciation, or improvement 

c. Single Year Value 

i. Value of corporation based on its income for one year 

ii. Problem – no account for future income production potential 

d. Market Price 

i. Value of highest bid tendered for corporation 

ii. Problem – no account for validity of previous bids or availability of an open market 

e. Accumulated Gross Income 

i. Value of corporation based on its income for the duration of its useful life 

ii. Problems
1) No account for costs of income production that diminish overall profits 
2) Income earned in the future years worth less than income earned in current year due to interest accrual (time-value of money)

f. Future Net Income 

i. Value of corporation based on capitalization of corporate earnings over useful life 

1) Value accounts for cost of income production and risk that stream of income may not include certain items each year 

2) However, value subject to imprecise assumptions or manipulation 

ii. Value of Business Formulas
1) Earnings / Avg. capitalization decimal 

2) Earnings x Multiplier (100 / Avg. capitalization percentage)

iii. High capitalization rate means low business value since more risk to investment 

g. Discounted Cash Flow 

i. Value of corporation based on the sum of actual cash flow generated in each term of its useful life 

ii. Present/Future Value Formulas 

1) Present value = Future value / (1 + discount rate)Term of useful life
a) Corporate bidder wants high discount rate to diminish present value of predicted cash flow 

b) Target corporation wants low discount rate to increase present value of predicted cash flow 

2) Future value = Present value (1 + interest rate)Term of useful life
a) Corporate bidder wants low interest rate to diminish future value of continued present cash flow 
b) Target corporation wants high interest rate to increase future value of continued present cash flow  
3) Compounding Convention Adjustment 

a) Interest/discount Rate (given on EXAM) 
i) Usually annual 

ii) Semiannual – halve interest rate

iii) Quarterly – quarter interest rate by four 

b) Terms of Useful Life 


i) Usually measured in years 

ii) Semiannual – double term of useful life

iii) Quarterly – quadruple term of useful life 

h. Neal v. Ala. By-products – court itself may determine fair value of corporation based on its own assumptions and application of specific or blended valuation methods 

2. Generally Accepted Accounting Principles (GAAP)

a. Fundamental Equations 

i. Assets = Liabilities + Equity 

ii. Equity = Assets – Liabilities 

b. Standard of Accounting 

i. Accrual – corporation receives income when earned rather than received and incurs debt when owed rather than paid 
ii. Historic Cost – corporation should err on the side of caution in listing assets 

iii. Double-entry Bookkeeping – corporation should list all assets, liabilities, and equities in gross and without netting 

iv. Costing Conventions – corporation should use approved methods unless costs and sales definitely known through specific verification method 

2. Statement of Cash Flow 

a. Cash flow = Net income +/– Factors affecting cash flow + Depreciation 

b. Repayment of principal on a mature debt severely depletes available cash, but increases cash flow in subsequent years 

3. Income Statement 

a. Accounting statements between Balance Sheets 

4. Balance Sheet 

a. Analysis 
i. Profitability  

1) Profit % = Operating income / Net sales 

a) Thus, corporation not necessarily more profitable with net sales increase 

b) However, corporation may increase profit percentage by decreasing operating costs (cost of goods sold, depreciation, overhead, and R&D)

2) Return on Equity = Net income / Equity 

ii. Liquidity (ability of corporation to pay debts on time)

1) Working capital = Current assets – Current liability 

2) Current ratio = Current assets : Current liability 

a) Corporation will not meet its annual debt obligations when ratio less than 1:1 

b) Exception – corporation converts fixed assets into cash, negotiates extension, or closes major sale of inventory 

3) Acid Test % = (Current assets – [Inventory + Prepaid expenses]) / Current liabilities

a) Percentage less than one means corporation must sell at least some inventory to meet its debt obligations (worrisome but not prohibitive)

b) Percentage more than one mean corporation would not have to sell any inventory to fulfill debt obligations 
b. Equity Accounts 
i. Paid-in Capital 

ii. Retained Earnings 

iii. Total Surplus 

c. Liabilities 

i. Current liabilities 

1) Debt maturity date less than a year

a) Accounts payable 

b) Notes payable 

c) Accrued expenses payable 

2) Pending lawsuits usually only listed in footnote of Balance Sheet 

a) Products liability 

b) Consumer complaint 

c) CERCLA liability 

ii. Long-term liabilities 

1) Corporation must categorize all debts by maturity date and interest rate 

2) Bonds

3) Bank loans 

4) Trade expenses 

d. Assets 

i. Intangible Assets 

1) Corporate goodwill

a) Value only listed after sale of corporation
b) Difference between purchase price and assets

2) Exclusive rights, patents, and trademarks 

a) Value only listed after sale of right)

b) Amount less by purchase price and amortization 
ii. Fixed Assets 

1) Real property and corporate operating equipment 

2) Amount less by depreciation (loss in value over useful life)
iii. Current Assets 

1) Cash 

a) Actual cash 

b) Accounts available at will 

2) Accounts Receivable 

a) Mature debts collectible by corporation at will 

b) Amount less by bad debts allowance   

3) Prepaid expenses 
a) Current assets paid in previous year 
b) Ex:  healthcare or insurance 
4) Inventory 

a) Equation:  Inventory profit = Net sales – Cost of goods sold 

i) Cost of goods sold = Saleable goods – Closing inventory of current year
ii) Saleable goods = Opening inventory of current year + Purchases made 

iii) Opening inventory of current year = Closing inventory of previous year
iv) Closing inventory of current year calculated through costing conventions
(1) FIFO (first in first out) (MAJORITY) 

(a) Assumption that business sells first items added to inventory first and only later items remain in inventory at closing 

(b) FIFO usually results in most inventory profit due to inflation since later items also most expensive so cost of goods sold diminished

(c) However, FIFO also usually results in least advantageous tax liability 

(2) LIFO (last in first out) 

(a) Assumption that business sells last items added to inventory first and only earliest items remain in inventory at closing

(b) LIFO usually results in least inventory profit due to inflation since earliest items also least expensive so greater cost of goods sold 

(c) However, LIFO also usually results most advantageous tax liability 

b) Hypo – ZCO opened operations in Y1 by purchasing 3 items each for $2 and later purchasing 2 items each for $3.  By end of Y1, ZCO had sold 3 items for $15 total.

i) FIFO convention

(1) Net sales - $15 

(2) Saleable goods - $12 ($0 opening inventory + $12 purchase made)

(3) Closing inventory - $6 (later items remain in inventory)

(4) Cost of goods sold - $6 ($12 saleable goods – $6 closing inventory) 

(5) Inventory profit - $9 ($15 net sales – $6 cost of goods sold) 

ii) LIFO convention

(1) Net sales - $15 
(2) Saleable goods - $12 (same as FIFO)
(3) Closing inventory - $4 (earliest items remain in inventory)
(4) Cost of goods sold - $8 ($12 saleable goods – $4 closing inventory)
(5) Inventory profit - $7 ($15 net sales – $8 cost of goods sold)
Corporate Securities 

1. Considerations 

a. Duration of Investment 
i. Equity – corporation has permanent investment 

ii. Debt – corporation has temporary funds 
b. Right to Income 

i. Equity – corporation has option to pay dividends 

ii. Debt – corporation has mandatory fixed and periodic interest payments 
c. Right to Liquidated Assets
i. Equity – shareholders have right to residuary assets

ii. Debt – bondholders have priority to recover principal debt 
d. Right to Governance 
i. Equity – most shareholders have decisive power over choice of directors and fundamental corporate transactions

ii. Debt – bondholders usually have no role in corporate governance absent contractual provisions 
e. Transferability 
i. Equity – shareholders may freely transfer securities 
ii. Debt – bondholders may freely transfer securities absent contractual restriction 

f. Tax Consequences 

i. Equity – dividend taxable to shareholder as capital gain 

ii. Debt – interest payment taxable to bondholder for ordinary income, but deductible to corporation 
2. Types of Security 
a. Equity (stock)

i. Process 
1) Certificate must authorize initial number of shares, par value of shares, and different classes of stock (Del. § 102)
a) Par value – minimum consideration for share (usually at least penny par)
b) Zero par value – Certificate must apportion consideration between stated capital and capital surplus or else all stated capital
2) Directors may issue shares to extent authorized by State law and Certificate for consideration at least equal to par value (Del. § 153)
3) Shareholder may purchase stock for cash, property, or past services (Del. § 152)
a) Not promissory notes or future services

b) Shareholder personally liable for any unpaid amount (Del. § 162)
4) Corporation must deposit total par value or apportioned amount of consideration in stated capital account 

5) Directors must propose and shareholders approve authorization of more shares or change in classes of stock 
ii. Types of Stock 
1) Cumulative Preferred Stock 

a) C/P shareholder must receive dividend prior to other shareholders equal to percentage of par value for every year (cumulative if no dividend each year)
i) Participating cumulative – percentage depends on corporate profit 

ii) Non-participating cumulative – percentage constitutes maximum amount of dividend distribution 

iii) Hypo – corporation issued 100 shares of 5% cumulative preferred stock for $1 par value and chose not to declare dividends in Y1 and Y2.

(1) Corporation declares $1000 dividend in Y3

(a) C/P shareholders receive all $1000 since entitled to 15% per share for Y1, Y2, and Y3 ($100 x 5% x 100 shares x 3 years = $1500)
(b) Preferred and common shareholders receive nothing 

(2) Corporation declares $1000 dividend in Y4

(a) C/P shareholders receive all $1000 since entitled to 10% per share for Y3 and Y4 ($1000)

(b) Preferred and common shareholders receive nothing 

(3) Corporation declares $1000 dividend in Y4

(a) C/P shareholders receive $500 since entitled to 5% per share for Y5

(b) Preferred and common shareholders also receive $500

b) C/P shareholder must receive liquidated corporate assets equal to percentage of par value and accumulated percentage of par value for any unpaid dividend 
2) Preferred Stock 
a) Preferred shareholders have no inherent interests in corporation (blank check) until directors designates series and classes of preferred stock 
b) Board has great flexibility in designating classes and series of stock, but may not accept consideration less than par value

i) Redemptive value of stock

ii) Right and preference to dividend 
iii) Rights and preference to liquidated corporate assets
iv) Special, conditional, or limited voting rights
v) Ability to convert into debt, cash, or common stock

3) Common Stock 
a) Residuary interest in corporate income and liquidated assets 

b) Voting rights 
b. Debt 
i. Process 
1) Officers, usually CFO, recommend issuance of debt instrument  

2) Directors decide to obtain corporate loan or issue debt securities 
a) Corporate loan – contract between corporate debtor and creditor 

b) Debt securities – contracts between corporate issuer and underwriter and then between underwriter and bondholders in debt market 
i) Underwriters want to sell bonds for par value (amount of corporate debt)
ii) Bondholder wants to maximize return on interest for lowest price  

iii) Calculation of price depends on changes in market interest rate 

(1) At discount – bond sold at less than par value in order to compensate for higher interest rate after original issuance

(2) At premium – bond sold for more than par value in order to profit from lower interest rate after original issuance

3) Indenture trustee (usually bank) administers fund transfers

ii. Types of Debt 

1) Bank loan 

2) Bonds – long-term (>20 years) debt instrument secured by corporate collateral to ensure payment (also general term for all debt instruments)
3) Debenture – mid-term (10–20 years) debt instrument usually unsecured and sold to investors or general public in debt market 
4) Note – short-term (<10 years) debt instrument held by large financial institutions 

iii. Interest on Debt 
1) Timing 

a) Coupon on bond – bond with regular interest payment 

b) Zero-coupon bond – bond with no stated interest (original interest discount) since bondholder receives all interest on maturity date 

2) Interest Rate 
a) Riskless rate of return (pure time-value of money) – interest rate reasonably charged to federal government for use of its money 
b) Risk-averse compensation – additional rate imposed on corporate debtor relative to its creditworthiness (risk of default)
iv. Contractual Nature of Debt 
1) Types of Contracts 

a) Bank Loan 

b) Purchase Agreement 

c) Creditor Agreement 

d) Indenture (close or public)
2) Negotiable Terms   

a) Interest rate (fixed or variable)
b) Timing of interest payment (periodic or accrual)
c) Negative covenants  

i) Debt contract may impose restrictions on business of corporate debtor to ensure repayment but not interfere with profits 
(1) Prohibition on issuance of debt instruments more senior to bondholder 

(2) Prohibition on dividend distribution prior to interest payment 

(3) Prohibition on certain fundamental transactions (e.g., mergers or liquidation)

ii) Metro Life Ins. v. RJR Nabisco ("risky" debt leverage buyout) 

(1) Bondholder only has implied right to interest payment and recovery of principal amount  under covenants of good faith and fair dealing
(2) Court will not reform contract between sophisticated parties who should have known and negotiated protective provisions 

d) Corporate governance

i) General rule – bondholders usually have no role in corporate governance 

ii) However, debt contract may give bondholders voting power at time of default (possibly not in S corporation if bonds constitute a second class of stock)

e) Right to information 

i) Large corporations (known as reporting companies) must publicly file quarterly or annual accounting and securities disclosures 

ii) Debt contract may also provide for more periodic disclosures 
f) Repayment of principal 
i) Sinking fund provision – corporation sets aside some amount every year to create pool of funds to repay principal 
ii) Mandatory redemption – corporation repurchases bonds at periodic intervals to pay down principal 

g) Conversion into equity 

i) Convertible bonds become corporate stock based on negotiated price or formula (one-way conversion to hedge against risk of default)

ii) Conversion cancels debt since equity issued equals amount of debt 

iii) Conversion dilutes value of stock since more shares with right to same amount of corporate assets 

h) Priority 

i) Pure chain of priority – secured debt ( unsecured debt ( stock 
ii) Gradient chain of priority – secured debt ( subordinated secured debt ( unsecured debt ( subordinated unsecured debt ( stock 
i) Default 

i) Usually result of failure to pay interest or principal within stated period 

ii) Bondholder may allow corporate debtor to cure default or assert right to corporate governance (if possible) 
c. Derivative Securities 

i. General Definition – securities that behave like different financial instruments (e.g., debt with interest payments based on rate other than corporate profits)

ii. Option 

1) Call option 
a) Option-holder has limited-opportunity right to purchase a security instrument for a specified price (strike or exercise price) 
i) In the Money – exercise of option would result in profit since strike price less than market price 

ii) Out of the Money 
(1) Exercise of option (purchase) would result in loss since strike price more than market price 

(2) Option out of the money has value based on likelihood and degree of change target security may experience over specified time 
b) Warrant – option issued by corporation with target stock and expires after longer period of time 
2) Put Option 

a) Option-holder has limited-opportunity right to sell a security instrument for a specified price (strike or exercise price)
i) In the Money – exercise of option (purchase and/or resale) would result in profit since strike price more than market price 

ii) Out of the Money – exercise of option would result in loss since strike price less than market price 

iii. Notional Principal Contract
1) Two corporations agree to pay each other streams of income based on interest, currency, and commodity rates to hedge against their own particular type of risk 

2) Hypo – XCO obtained a corporate loan with interest based on LIBOR rate, but directors worry about default should interest rate ever exceed 10%.  
a) XCO enters notional principal contract with YCO 

i) XCO agrees to pay 10% of its principal loan to YCO every year 
ii) YCO agrees in exchange to pay amount of LIBOR rate to XCO every year 

b) Contract protects XCO against interest rate in excess of 10% but also compensates YCO with difference between LIBOR rate and 10%
3. Leverage 

a. Leverage Buyout (LBO)
i. Shareholder or takeover king purchases all corporate stock with funds from a debt instrument secured by assets of target corporation 
ii. Resulting corporation has significant new debt usually in high risk/high yield (junk) bonds that diminish value of existing debt instruments with lower interest rate 
b. Shareholder-Creditor Conflict 

i. Shareholders want greatest return for least amount of investment even if corporation must take more risk with capital 

ii. Creditors want corporation to take no risks that would endanger fixed payment of interest on their loan 

iii. Directors have primary allegiance to shareholders during operation 
c. Effects of Leverage 
i. Equal Debt to Equity Ratio (1:1)
1) When rate of profit = interest rate, then return on equity = interest payment 

a) $100K principal plus $50K in loans (10% interest) and $50K stock issuance

b) $10K earned in Y1 

c) $5K interest payment 

d) $5K return on equity (10%)

2) When rate of profit > interest rate, then return on equity > interest payment 
a) $100K principal plus $50K loan (10% interest) and $50K stock issuance

b) $12K earned in Y2 

c) $5K interest payment 

d) $7K return on equity (14%)

3) When rate of profit < interest rate, then return on equity < interest payment 
a) $100K principal plus $50K loan (10% interest) and $50K stock issuance

b) $6K earned in Y3 

c) $5K interest payment 

d) $1K return on equity (2%)

ii. Greater Debt to Equity Ratio (3:1)
1) Same as equal leverage when rate of profit = interest rate 

a) $100K principal plus $75K in loans (10% interest) and $25K stock issuance 

b) $10K earned in Y1
c) $7500 interest payment 

d) $2500 return on equity (10%)
2) However, return on equity magnified when rate of profit > interest rate 

a) $100K principal plus $75K in loans (10% interest) and $25K stock issuance 

b) $12K earned in Y2
c) $7500 interest payment 

d) $4500 return on equity (18%)

3) Negative results also magnified when rate of profit < interest payment 
a) $100K principal plus $75K in loans (10% interest) and $25K stock issuance

b) $6K earned in Y3

c) $7500 interest payment 

d) ($1500) invasion of principal (-6%)
iii. Lesser Debt to Equity Ratio (1:3) – return on equity only moderate when rate of profit not equal to interest rate
Corporate Governance 

1. Officers 

a. Titles 

i. Chief Executive Officer (President)

ii. Chief Financial Officer (Treasurer)

iii. Vice President 
iv. Secretary

v. Any other officer designated in Bylaws 

b. Scope of Power  

i. Officers must record shareholder and board proceedings and sign corporate instruments and stock certificates 

ii. Any other power allocated in Bylaws or corporate resolutions 

c. Agency Principles 

i. Principal creates rights of agent whose interaction with third parties then imposes benefits or liability on principal (ARGUE IN ALTERNATIVE)
1) Actual authority – agent receives power directly from principal 
a) Express authority – Certificate, Bylaws, Minutes, and Resolutions 

b) Implied authority – Course of conduct, Corporate hierarchy, and Title
2) Apparent authority – third party reasonably believes principal empowered agent to perform certain acts under totality of circumstances 
3) Inherent authority (respondeat superior) – agent reasonably believes he acts within his power, so penumbra of agency law binds principal 

a) Factors – ordinary course of business 
b) Rationale – principal cannot disavow power of an agent post facto in order to evade obligation to third party 

4) Ratification – principal implicitly approves unauthorized act of agent by accepting benefits of that act 

5) Estoppel – principal estopped from repudiating earlier act of agent when it fails to immediately repudiate that act 
ii. Application 

1) Corporation has burden to prove that officer had no authority to bind corporation within ordinary course of business 

2) Third party has burden to prove that officer had authority to bind corporation in extraordinary course of business 
2. Shareholders 

a. Scope of Power 
i. Election and Removal of Directors 

ii. Approval of Fundamental Transactions 

1) Amendment to Certificate (Del. § 242)
2) Merger or acquisition (Del. § 251–53)
3) Sale of substantial corporate assets (Del. § 271)
4) Dissolution of corporation (Del. § 275)

iii. Right to Inspection 

1) Qualifying shareholders may demand information from corporation necessary to fulfill other obligations and rights 

a) Qualification


i) Named shareholder of record 

ii) Certain amount of stock held for certain amount of time  

b) Information 

i) List of shareholders 

ii) Corporate minutes and records 

iii) Charitable contributions 

2) Qualifying shareholder must have proper purpose for demanding information 

a) State ex rel. Pillsbury v. Honeywell (Vietnam protest shareholder) 
i) Demand for inspection must have purpose germane to business interest of shareholder in corporation
(1) Protection and enhancement investment returns 

(2) Opposition to corporate policies affecting business interests 

(a) Fear of political sanctions or tax repercussions 

(b) Acts in violation of corporate purpose 

(3) Desire to gain control of corporation for economic benefit 

ii) Demand for inspection may not have purpose of speculation, curiosity, or moral objection to social policies of corporation 

iii) Demand for inspection may not have mere communication purposes with other shareholders 
iv) Demand may not have purpose to harass or harm corporation 



(1) Aid competitor or disclose trade secrets
(2) Discover technical defects for strike suits or extortion   

b) Basically, shareholder must artfully draft demand in terms of corporate profitability or need for shareholder discussion in investor capacity 

iv. Right to Proxy Resolutions 

1) Proxy – actual use of shares to vote; shareholder representative with authority to vote her shares at shareholder meeting 

2) Federal securities law only governs public corporations on a national securities exchange with more than 500 shareholders or $10M in assets 

3) Shareholder of recording company may only solicit proxies in accordance with rules and regulations of SEC

a) Solicitation (SEA § 14a-1)

i) Any request for a proxy regardless of accompanying form of proxy (voting assurance)
ii) Any request of execute, not execute, or revoke a proxy 

iii) Act of furnishing a form of proxy or communication to shareholders under circumstances reasonably calculated to result in procurement, withdrawal, or revocation of a proxy (NARROW)

iv) LILCO v. Barbash (newspaper ad) – advocacy announcement directed at public may still constitute a proxy solicitation when likely to affect shareholder voting 

b) Exceptions (SEA § 14a-2)

i) Not when shareholder announces future vote to other shareholders without soliciting proxies 

ii) Not when shareholder actively promotes resolution without soliciting proxies 

4) Proxy Statements 
a) Proxy statement must disclose certain material information to shareholders (SEA § 14a-3)

i) Person soliciting proxies 
ii) Nominees for director

iii) Compensation of directors and officers 

iv) Interested parties in proposed transactions 

v) Litigation affecting corporation or agents 

b) SEC must receive copy of proposed proxy statement at least 10 days prior to shareholders (SEA § 14a-6)

c) Proxy statement must include shareholder proposals unless directors have valid reason for exclusion (SEA § 14a-8)
i) Purpose of proposal 
(1) Change corporate governance 

(2) Effective public relations tool (social pressure)
ii) Shareholder eligibility
(1) Proponent must hold 1% or $2000 of voting stock for at least one year prior to shareholder meeting 

(2) Proponent may only submit one proposal per meeting 

(3) Proposal and supporting statement may not exceed 500 words 

(4) Draft proposal due at least 120 days (4 months) prior to proxy statement (not meeting)

(5) Proponent (or proxy) must personally present proposal at meeting 

iii) Valid reasons for exclusion 
(1) Violation of State law or proxy rules 

(2) Impossibility (beyond corporate power) 
(3) Futility (continuous rejection)

(4) Corporate conflict of interest 

(5) Duplicative of another proposal or current corporate practice 
(6) Not proper subject for shareholder action 

(a) Daily business of corporation 
(7) Not significantly related to corporate business 

(a) Personal grievance 

(b) Effect limited to less than 5% of corporate assets 
(c) Effect limited to less than 5% of net earnings and gross sales

iv) Procedure for exclusion 

(1) Corporation must send proposal and supporting statement to SEC with reasons for exclusion 
(2) SEC (Division of Corporate Finance) responds with letter declaring "no action" or demanding inclusion with accompanying reasons 

(3)  Proponent has private right of action to challenge director's exclusion of his proposal 
d) Proxy statements (by either board or shareholders) may not include any false or misleading statements on a material fact or material omissions (SEA § 14a-9)

i) Material – substantial likelihood that reasonable shareholder would consider fact important in decision-making process 

ii) Shareholders have a private right of action against director or shareholder who falsified or omitted material facts 

5) Proxy Contests (SEA § 14a-11)

a) Solicitation by shareholder to elect alternative nominees or remove directors must comply when disclosure and filing requirements at his own expense 

b) Committee list of nominees financed by corporation 

b. Exercise of Power 

i. Meeting – shareholders usually must conduct business at annual or special meetings by some majority vote (1/2 or 1/3)  by quorum of issued voting stock
1) Exceptions – some majority vote (1/2 or 1/3) by quorum of shareholders necessary for fundamental transactions 

2) Annual meeting 

a) Bylaws set date of regular meeting 

b) Board must set record date to determine voting eligibility of shareholders 

c) Board must give advance notice of meeting to shareholders of record 

3) Special meeting 

a) Initiation
i) Board of directors 

ii) Any person authorized by certificate or by-laws (Del. § 211)
iii) Not necessarily shareholders 
b) Special meeting may only be called for proper purpose (Auer v. Dressel beloved former president) 
i) Endorsement of officers or corporate policies (but not election of officers)
ii) Amendment of bylaws 

iii) Election or removal of director as long as director has opportunity to be heard prior to proxy vote  

4) Shareholders usually vote through proxy representatives 

ii. Writing – shareholders may also conduct business through written consent by majority (Del.) or unanimity (Cal.) of issued voting stock 

c. Types of Voting 
i. Straight Voting 
1) Del. § 214 – default rule 
2) Majority vote of shares determines election outcome rather than majority vote of shareholders 

3) Minority shareholders lack any representation on board absent some aggregation strategy 

ii. Cumulative Voting 
1) Cal. § 708 – default rule except public corporations may opt out 
2) Majority vote of shares multiplied by vacant positions on board and allocated between director nominees 
3) Attempt to increase minority representation since majority shareholders may not vote with all shares for each nominee 

4) Equation:  Necessary shares to elect board = ([Desired nominees x Total shares] / [Total vacancies + 1]) + Some number more to ensure election 
2. Directors 

a. Scope of Power 
i. Overall Management of Organization (Del. § 141)

ii. Declaration of dividends 

iii. Issuance of common stock 
iv. Designation of blank check preferred stock 
v. Appointment and removal of officers 

vi. Decisions on financial and product priorities 

vii. Proposal of Fundamental Transactions (Del. § 242)
b. Election 

i. Class-designated Election 

1) Corporation may allocate number of director positions between shareholders with different classes of stock 
2) Corporation may allocate different classes of directors with separate powers and voting rights to shareholders with different classes of stock 
ii. Staggered Election

1) Shareholders elect directors to board at Congress-like intervals in which different classes of directors serve equal terms at separate times 

2) Anti-takeover device 
a) Majority shareholder cannot gain control of board in single elections
b) However, device only effective when provision entrenched in certificate since majority shareholder may amend by-law
c. Removal 

i. Need for Cause (Del. § 141)
1) Shareholder majority may remove directors with or without cause 

2) Exceptions 

a) Class-designated directors may only be removed for cause 

b) Directors elected by cumulative voting may only be removed for cause 

ii. Replacement (Del. § 223)

1) Remaining directors vote to fill midterm vacancies even if less than quorum remains after removals 

2) Remaining directors in designated class must vote to fill midterm vacancies in their own class 

3) Director who gives notice of future resignation may participate in his replacement 
d. Board Action 

i. Directors must conduct business at physical or virtual board meetings (Del. § 141)
1) Two days notice for special meetings 
2) Quorum – at least 1/3 of total board (usually majority)

ii. Exceptions 
1) Directors may act absent a board meeting by unanimous written consent  
2) Emergency situations (great harm or opportunity)
3) Unanimous shareholder approval 

iii. However, shareholders may not conduct business by proxy representatives 

e. Committees 

i. Directors by majority approval may delegate full authority to committees to conduct business except fundamental transactions
ii. Key Committees 

1) Audit Committee – all outside and independent directors with at least one financial expert responsible for review of accounting statements 
a) Outside – member not employed by corporation 

b) Independent – member completely detached and unbiased  

i) Not family member of employee

ii) Not paid by corporation beyond director's fee

2) Compensation Committee – responsible for amount of compensation for officers and directors 
3) Nominating Committee – usually outside directors responsible for slate of board nominees usually in number of vacant positions unless shareholder revolt
f. Fiduciary Duties 

i. Purpose 
1) Prevent director sloth (uncaring)

2) Prevent director greed (disloyal)
ii. Holder of duties 
1) Usually shareholders 

2) Creditors when corporation insolvent or near insolvency since duty shifts (not typical)
iii. Business Judgment Rule 

1) Purpose 
a) Encourage persons to serve as directors 

b) Protect shareholder investment 

c) Limit hindsight criticism of board decisions 

2) Presumption – directors conduct business with unselfish motive, in best interest of corporation, and with full knowledge of transaction and consequences 

3) Effect 
a) Shareholder bears initial burden to prove that directors violated fiduciary duty in decision-making process 

b) Kamin v. Am. Express (wasteful stock dividend) – shareholders may not prove mere harmful or ill-advised effect of decision without claim of self-dealing, bad faith, ignorance, fraud, or oppressive conduct 
4) Rebuttal – when shareholder rebuts business judgment rule, then burden shifts to directors to prove substantive fairness in both dealing and price of decision by preponderance of evidence

a) Fair dealing (difficult after rebuttal)

i) Seriousness of consideration 
(1) Independence of directors 

(2) Duration of consideration  

ii) Process of transaction 

(1) Initiation of transaction   
(2) Disclosure to entire board 

(3) Negotiations 

iii) Structure of transaction 
b) Fair price – accurate value of business 

iv. Duty of Good Faith (NOT IMPORTANT)

v. Duty of Undivided Loyalty 

1) Director with controlling interest must only enter business transactions in best interest of all minority shareholders 
2) Blasius v. Atlas Corp. 
a) Directors may not interfere with proper voting rights of shareholders even if in the best interest of corporation unless compelling justification 
b) Compelling justification – shareholders have no power to protect their own interest (Stahl v. Apple Bancorp white knight bid after coercive tender offer)

c) Board usually must campaign for shareholder votes at corporate expense  

3) Interested Director Transactions (Del. § 144 & Cal. § 310)

a) Director actively involved on both sides of a corporate transaction 

i) Sale of property by director to corporation 

ii) Contract between corporations with mutual director 

iii) ALR – transaction involving family and close associates of interested director

b) Director automatically without protection of business judgment rule since presumption of divided loyalty 
c) Director has burden to prove compliance with State law or else transaction void or voidable 

i) Majority of disinterested directors approve transaction after full disclosure 
OR

ii) Majority of disinterested (Cal.) or all (Del.) shares approve transaction after full disclosure 
OR 

iii) Director proves substantive fairness of transaction 

d) Approval by majority of disinterested directors or shares alone may shift burden to prove substantive fairness of transaction 

i) Fleigler v. Lawrence 

(1) Rule – no shift  

(2) Dictum – burden shifts to complaining shareholder 

ii) Marciano v. Nakash 
(1) Compliance renews business judgment rule 
(2) Shareholder must prove violation of care or loyalty by director before court may consider substantive fairness of transaction  

e) Approval by majority of all shares but only after controlling vote of director fails to shift burden (Remillard Brick v. Ramillard-Dandini outsource sales profit)
4) Usurpation of Corporate Opportunity 

a) Director or officer may not divert a financial or investment opportunity to himself that rightfully belongs to the corporation
b) Tests for Belonging 

i) Interest/expectancy
(1) Business opportunity in which corporation had an essential or prior interest or expectancy in pursuing (more than remote possibility)

(2) Director/officer should not compete with corporation even if he had prior personal desire for opportunity 

ii) Line of business 

(1) Guth v. Loft factors 
(a) Corporation had fundamental knowledge or practice experience with type of business opportunity 

(b) Corporation had ability to pursue business opportunity 

(c) Opportunity was naturally adaptable to corporate needs and aspirations 

(2) Burg v. Horn – preference for interest/expectancy test since corporation should not have right to claim usurpation in hindsight 
c) Defense against Usurpation Claim
i) Director/officer acquired opportunity in her personal capacity rather than her managerial capacity
ii) Corporation lacked ability to pursue opportunity 
(1) Insufficient funds or time to obtain funds 

(2) Certificate restricted corporation from particular opportunity  

iii) Disinterested directors or shareholders rejected opportunity after full disclosure 

iv) Corporate contract with director/officer expressly renounced corporate interest in particular class of opportunity (Del. § 122)

d) Remedies 

i) Constructive trust – director/officer legally owns business opportunity but only for benefit of corporation  
ii) Disgorgement – director/officer must remit any profit realized from business opportunity to corporation 

vi. Duty of Care 

1) Francis v. United Jersey Bank (clueless widow)
a) Directors may not remain willfully ignorant of corporate business, financial condition, formalities (meetings and duties), or acts of fraud
b) Directors must practice same standard of care as a reasonable director under the circumstances    
i) Informed of important corporate business

ii) Basic understanding of financial statements 

iii) Active in prevention of fraud 

2) Smith v. Van Gorkom ($55/share buyout) 

a) Directors must investigate all material information reasonably available to board prior to decision 

i) Material – reasonable person would want to know information in course of decision-making process 

ii) Gross negligence – business judgment rule fails to protect unadvised and unintelligent decision in reckless disregard of fiduciary duty

(1) Inadequate decision-making timeframe 

(2) Unduly brief meeting (2 hour minimum)

(a) Prior knowledge of directors  

(b) Complexity and importance of transaction 

(c) Amount of fact-finding and discussion in meeting 

(3) Failure to review transaction documents or prepared summaries 
(4) Failure to question fairness of price (formal evaluation not necessary)

(5) Failure to cure informational defects in subsequent meeting 

b) However, directors may reasonably rely on corporate reports by officers, employees, and committees on precise subject matter at hand (Del. § 141)
c) Subsequent shareholder approval of decision cannot cure violation of duty of care regardless of vote

d) Remedy
i) Directors personally liable for harm resulting from breach of duty of care 
ii) However, Certificate may prohibit monetary damages to prevent excessive liability insurance (Del. § 102)
(1) Not injunctive or declaratory relief 

(2) Not breach of duty of undivided loyalty 

3) Enhanced duty of Care (Unocal v. Mesa Petroleum hostile takeover bid) 
a) Types of Takeover 

i) Merger 
ii) Consolidation 

iii) Sale of substantial assets (asset acquisition)

iv) Tender offer (equity acquisition)

b) Directors must conduct good faith and reasonable investigation into terms and adverse consequences of hostile takeover bid 
c) Business judgment rule only protects reasonable defensive actions in response to hostile takeover bid in best interest of corporation 

i) Poison pill – board may offer loyal shareholders option to convert equity into bond worth double after hostile bidder obtains majority stock 
(1) Directors may usually revoke option after threat for discounted price
(2) Dead hand poison pill – poison pill irrevocable after change in board directors composition

ii) Crown jewel lockup – board may offer to sell most profitable corporate asset to friendly bidder at a favorable price 

iii) Board may amend bylaws in favor of staggered board elections and increased number of directors  
4) Special Duty of Care (Revlon v. MacAndres & Forbes)

a) Directors must negotiate best terms and highest price for corporate assets during inevitable takeover bid 
b) Directors may not initiate any more defensive actions even if board believes in best interest of corporation 

Insider Trading

1. Definition 
a. Purchase or sale of corporate securities by persons who exploit an improper advantage in confidential information 

b. Basically, trade in corporate securities with material non-public information 
2. State Commodities Law 
a. Blue-sky laws against fraud or deceit 
b. Benefit – statutes of limitation (3 years after discovery) longer than federal securities regulations (1 year after discovery and no more than 3 years after violation)
3. Federal Securities Law   

a. Benefit – liberal discovery and worldwide service of process 
b. Securities Fraud (SEA § 10b-5) – no person may use interstate commerce to engage in purchase or sale of corporate securities by knowing or reckless material misrepresentations on which third party reasonably relies and suffers actual damage
i. Interstate commerce 

1) Means – national stock market 

2) Instrumentality – internet, telephone, or postal mail 

ii. Purchase or sale 
1) Trade in corporate securities broadly construed

2) Not materially misled decision to not purchase or sell corporate securities 

iii. Material misrepresentation 

1) Material 

a) Substantial likelihood that a reasonable investor would consider the misrepresented information important in making a decision to purchase or sell stock 

b) Misrepresented information in negotiations ensured actual occurrence of merger 

2) Misrepresentation 

a) Either affirmative misstatement of material fact or omission of a material fact 

b) Violation of duty to maintain confidentiality of corporate information 

c) Violation of duty to publicly disclose corporate information and correct omission 

d) Director may not selectively disclose corporate information to financial analysts and not public  

e) Santa Fe Industries v. Green – substantively unfair transaction without materially misleading facts not securities violation 

iv. Reasonable reliance 

1) Personal reliance during specific transaction 

2) Fraud on market presumption 


a) Misrepresentation affects price of corporate securities on the market 

b) Reasonable people engage in sale of stock based on assumption that market reflects true price of securities 

c. Application to Insiders 
i. Classic Insider Trading 

1) Inside actor exploits material non-public information in violation of his fiduciary duty to preserve information to purchase or sell securities for his own personal gain 

a) Inside actor  

i) Classic – person employed by corporation with fiduciary duty to shareholders (director, officer, or employee)

ii) Constructive – outsider retained by corporation with access to confidential information and expectation of confidentiality (attorney, accountant, or financial analyst) 

b) Personal gain 

i) Pecuniary or reputational benefit 
ii) Gift to third party 

2) Chiarella v. U.S. (paper boy) – commercial printer employee not liable for insider trading since impersonal market transactions fail to impose fiduciary duty 

3) Dirks v. SEC (no good deed) – securities analyst not liable for insider trading since fraud investigation fails to impose fiduciary duty 

ii. Tipper/tippee Trading 

1) Tippee assumes fiduciary duty of insider/tipper when he reasonably knows that tipper violated his duty to preserve material non-public information 
2) Tipper violates his duty to shareholders when he exploits material non-public information for personal gain 
3) Dirks v. SEC (cont'd) – whistleblower not liable for insider trading as insider/tipper since purposeful disclosure resulted in no personal gain 

4) SEC v. Switzer (soccer post) – eavesdropper not liable for insider trading as tippee since ignorant disclosure resulted in no personal gain to insider/tipper
iii. Outsider Misappropriation 

1) Alternative theory – outsider liable for insider trading when he exploits material non-public information in breach of fiduciary-like relationship to source of information for personal gain 
a) Source 

i) Employer or contractor 

ii) Not only shareholder of corporation 

b) Duty of Trust (SEA 10b-5.2)

i) Promise to maintain confidential information 

ii) Frequent sharing of material non-public information when sharer has reasonable expectation of confidentiality 

iii) Sharing by immediate kin of material non-public information when sharee reasonably knows that source has expectation of confidentiality 

c) Carpenter case (gossip column) – newspaper columnist liable for misappropriation since his advance release of investment tips violated his duty of trust to newspaper 
d) U.S. v. O'Hagan (Pillsbury tender offer) – attorney liable for misappropriation since his purchase of options on corporate client shares violated his duty of trust to firm (see also special case)
e) U.S. v. Chestman (Walgreens tender offer) – kin not liable for misappropriation since kinship alone fails to impose trust relationship to family-owned corporation (but see special case)  

2) Tipper/Tippee Cross-over 

a) Tippee assumes trust relationship of misappropriator/tipper when he reasonably knows that tipper violated his duty of preserve material non-public information 
b) Misappropriator/tipper violates his duty to source of information when he exploits material non-public information for personal gain 

3) Special Case of Tender Offers (SEA 14e-3)

a) Person must not exploit material non-public information about a pending tender offer when he reasonably knows information derived from bidder or target 

b) Person criminally liable for misappropriation on tender offer regardless of fiduciary duty or trust relationship 

d. Remedies 

i. Civil action by SEC and private persons 

ii. Criminal action by Justice Department 

iii. Disgorgement of profits (SEA § 16)

1) Qualification 

a) Federal securities law only governs public corporations on a national securities exchange with more than 500 shareholders or $10M in assets

b) Shareholder personally or beneficially owns at least 10% of shares  

2) Rules 

a) Qualifying corporation must periodically report insider ownership of stock to SEC 
b) Officer, director, or qualifying shareholder must disgorge any profit resulting from purchase and sale of her own corporation's securities within six months 
3) Hypo – director purchased 200 shares of ABCorp for $5 per share in July Y1

a) Director then sold 200 shares at $15 per share in February Y2
i) No need to disgorge $2000 ($10 per share) since more than six months between transactions 

b) Director then purchased 300 shares at $10 per share in May Y2 

i) Director need only disgorge $1000 ($5 per share for 200 matching shares) since transactions within six months of each other 

iv. Specific Remedies 

1) Rescission of transaction 

2) Compensatory damages – out-of-pocket cost of purchase or sale

3) Felony restitution or imprisonment   

4) SEC censure – ban from working in securities industry

5) Not punitive damages  
PAGE  
1

