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1) UNIT 1: Getting a Business Started

a) Introduction to economics of the firm

i) “Of Grapes and Winemaking” Problem

(1) FACTS: Anne owns a vineyard, but can’t grow grapes herself. Bill is able and willing to do it. So A&B decide to work together and both want to benefit. 

(2) Different Structures

(a) B is A’s employee

(i) B has less incentive for business to succeed than A would, so A is incurring certain costs from hiring B. 

(ii) Allocation of risk

1. Controllable Risks ( shirking by employees, etc.

a. B is in the position to control many of these risks

b. How should risk be allocated?

2. Uncontrollable Risks ( weather, market price, economy, etc.

a. How should risks be allocated?

i. A in better position to take control

ii. A is more likely to be able to diversify her risk ( investments, etc.

iii. B can’t diversify b/c he has no $.

b. Can reduce economic impact of some risk

i. Insurance, etc. 

(b) B enters into leasehold w/A

(3) Risk Preferences

(a) Risk Averse ( willing to give up or pay something to produce less variability

(b) Risk Neutral ( Doesn’t care about variation of risk, wants highest expected return

(c) Risk Loving ( would give up or pay something to have more variability

(d) EXAMPLE:
	
	Method I
	Method 2

	Lots of Sun 50%
	200
	140

	Not much Sun 50%
	100
	140

	Expected Value
	150(.5*200 + .5 *100)
	140(.5*140 + .5*140)


(i) Risk averse picks method 2

(ii) Risk loving and risk neutral pick method 1

b) Choice of organizational form

i) Characteristics of corporations, general partnerships, limited partnerships, and LLCs.

	Corporate Characteristics:
	The Partnership Characteristics:

	Limited liability
	Unlimited liability

	Free transferability of interests
	Transferability only with the consent of all other partners

	Continuity of life of the business ( business is assumed to continue in perpetuity.
	Dissolution on the death or withdrawal of a partner. 

	Centralized management
	Management by the partners.


This is like a sliding scale

C Corporation 



          General Partnership
(1) S Corporation characteristics ( statutory eligibility

(a) Can’t have more than 100 SHs

(i) Allows aggregation of related family members

(b) No foreign SHs

(c) No entities as SHs

(d) No more than one class of stock

(e) Difference is mainly for tax purposes

ii) Tailoring the entity by varying the basic characteristics

(1) Corporate Characteristics

(a) A thing separate from its owners ( the “it” is a legal function, not tangible.

(b) Corporation is going to be responsible for its own debts, not SHs.

(i) This is LL ( bad for creditors, w/o it aggregating capital would be impossible.

(c) Withdrawal of shareholder has no effect ( provides easy exit for investors.

(d) Hierarchy

(i) Shareholders ( elect and remove directors

(ii) Board of Directors

1. Must make decisions in good faith

2. Must be diligent in informing themselves about transactions, etc.

3. Duty to be loyal and not operate in self interest

(iii) Managers/Officers ( oversee employees

(2) Partnership Characteristics

(a) General Partnerships

(i) Look to Uniform Partnership Act and revised UPA

(b) Limited Liability Partnerships

(i) At least one General Partner and one Limited Partner

1. GP has unlimited liability (in theory can be a LL entity)

a. Jointly and Severally liable for debts of corporation

2. LP has limited liability

a. LP may be asked to pay capital previously promised, but not yet paid.

b. Under old statute (not new) could be J&L if participate in management. 

(ii) Restriction on Transferability

1. Assignee of LP interest does NOT become partner unless all partners consent

(iii) Continuity of Life ( upon death, withdrawal or bankruptcy of partner

1. LP ( withdrawal ≠ dissolution

2. GP

a. Under RULP withdrawal = dissolution if

i. No other GP (unless all LPs agree t continue and assign new GP) OR

ii. Is another GP and agreement permits him to carry on

b. Under ULPA (2001), withdrawal = dissolution if

i. No other GP and majority of LPs do not vote to continue

ii.  There is another GP, but majority of P vote to dissolve

· default is that partnership continues if there is GP

c. RULPA allows to say in advance what will or won’t cause dissolution in partnership agreement. ULPA required you to decide at time of act.

(iv) Centralized Management

1. GPs manage partnership

2. LPs are generally silent, but may vote.

(c) Limited Liability Company

(i) Sort of a hybrid b/w corporations and LLPs

(ii) MUST have limited liability

(iii) Can generally opt for either corporate or partnership type rules in other categories

(iv) Major variations about default rules in diff states. (Can draft around default)

1. Delaware default rules

a. Member managed

b. Interest can’t be transferred w/o consent

c. LLC has perpetual existence/continuity of life

(v) LLC gets corporate LL and partnership taxation. 

iii) Taxation of business entities

(1) Partnership Taxation (Pass trough taxation)

(a) Not a separate taxpaying entity from partners. 

(b) Income of the partnership flows through the entity and gets reported on individual partners’ tax returns. 

(c) S Corps are treated nearly identical to partnerships. 

(d) Losses flow through to investors and they can deduct on tax returns

(i) There are a lot of hoops you have to jump through though.

(2) Corporate taxation

(a) C Corporations ( treated as a separate tax paying entity, separate from SHs

(b) There is a second layer of corporate taxation when corp. rights dividend check
(i) Corp pays tax on income it earns

(ii) SHs have to pay income tax on dividends.

(c) Loss does not flow to SHs ( remains at entity level as net operating loss (NOL)

(i) Can carry NOL back 2 years and forward up to 20. 

iv) Deciding which form to use based on:

(1) Formalities

(a) No formality at all ( partnership

(b) To draft something, must do so with secretary of state of that state.

(2) Default Rules

(a) Have to look to see which set of defaults is best fit for clients

(3) Taxation 

(a) C. Corp tax looks like 2 taxes

(i) 1 at entity level and 1 at personal level. 

1. If no dividends value of stock (
a. If SH doesn’t sell no taxation

i. If SH dies beneficiary pays no income tax on selling b/c it is treated as though he paid the price they got it at. 

b. Once SH sells ( capital gains ( taxed like dividend

(b) Partnership tax is same for all partnerships

(4) Ability to Raise Capital

(a) Only C Corps and LLPs can go public and have IPO

(i) LLPs will be taxed like a Corporation as soon as you sell. 

v) Precision Tools Problem

(1) Jessica

(a) 30 years old, has MBA, wants to be CFO, plans to invest 200K, stock portfolio worth $175K and may inherit $1 Mill. 

(2) Michael

(a) 32 yo, engineer, wants to be CEO, will invest $100K, has little capital and a family.

(3) Bernie

(a) 62 yo, partner in insurance bus. with plans to retire, will invest $600K, wants to have SOME voice but not involved in day2day ops., son in college has some interest in PT

(4) LOOK AT:

(a) Formality

(i) GP has no paperwork

(ii) Looks like they can pay and want legal advice so should draft something.

(b) Ability to raise capital
(i) $900,000 with the parties – investor equity capital
(ii) This is an existing business – easy to get bank financing
1. Ask what is your three year/five year plan – do you want an IPO?
(c) Taxation

(i) Have to look at rate the entity and individual pay taxes at
1. M may be in lower bracket, but J&B are probably in 35% bracket. 
2. M may want pass through b/c he pays low %, but if they want IPO ( C corp. 
3. J & B may want income distributed ( partnership, only taxed once.
4. Need to know if B is investing though business ( if so S corp. is out. 

(d) Default Rules ( which default rules fit best

(i) All probably want LL

1. LLP is prob not best b/c GP doesn’t get LL

(ii) Look at how they want to allocate power

(iii) B wants to consider his son and transferability of interest

c) Setting up the Corporation

i) Ethical Considerations

(1) Lawyer has duty of representation to the entity ( essentially what is best for SHs.

(2) Have to inform the parties of potential conflicts after giving them full disclosure. Code of Professional Responsibility. 

(3) Precision Tools – d/n have a corporation yet – have to get consent of parties after full disclosure of potential conflicts

ii) Choosing the state of incorporation

(1) Internal affairs doctrine

(a) This doctrine means that the law of the state of corporation governs the internal affairs of the corp. For example:

(i) Issues related to right of shareholders to vote

(ii) Shareholder’s rights to file shareholder derivative suit

(iii) Right to distribution of property

(iv) Fiduciary duties of directors and manages

(v) Relationship b/w shareholders and managers

(b) When a corporation is incorporated in Delaware but conducts business in another state, activities in the state are governed by the law of state where they operate.

(2) Delaware v. Home State

(a) Not a good idea to incorporate in Delaware if you are small start up.

(i) Benefits only accrue to large corporations.

(b) Delaware has most lenient rules in relation to management

iii) Delaware provisions

(1) Don’t have to be a lawyer to set up a corporation

(2) Certificates of incorporation

(a) MUST include §102(A) 

(i) Name of Corporation ( must indicate is corp. and has LL

(ii) Name and address of registered agent and registered office

(iii) State purpose of corporation

1. CA §202(B) requires same thing

2. Unless regulated activity “engaging in lawful business” is sufficient

(iv) Statement of initial capitalization of the business

(v) Stock authorized at beginning of corporation.

1. Number of shares authorized

2. Par value of the stock

3. Need to specify desired classes here

(vi) MAY designate original directors of corp. ONLY if you want powers of incorporator to terminate after formation of corp. 

(b) MAY include, but not required § 102(B)

(i) Can relieve directors of monetary damages for breach of duty of care

(3) When certificate is finished

(a) Must file with secretary of State

(b) If incorporators’ powers are terminated the business starts.

(c) If powers not terminated, hold a meeting

(i) Bylaws are adopted DE § 109

(ii) Directors elected to serve until first SH meeting

(iii) Can be done on paper.

(4) Who can adopt or amend bylaws?

(a) Stock has NOT been issued ( incorporator OR initial directors

(b) Stock has been issued ( SHs that vote can do this

(c) Directors can be given power to do this

(5) What goes into bylaws?

(a) Ground rules for business

(b) Anything in certificate of incorporation can go here (if the conflict cert. wins)

(6) To amend certificate of incorporation

(a) Need board approval

(b) Need SH approval of board resolution

(7) Who can call a special meeting of SHs?

(a) Default rule = board acting as a unit

(b) Bylaws or cert. of incorp. may specify others who may do this.

(c) MUST give SHs chance to know will be SH meeting. 

2) UNIT 2: Corporations as Legal Entities
a) Introduction to Corporations as Legal Entities

i) The Corporation and the Constitution

(1) First National Bank of Boston v. Bellotti pg. 72
(a) FACTS: Assumes that a corporation has 1st A rights. The entity is a fictional creation that gets to engage in activities like people. Therefore it gets 1st A rights unless some exception applies. MA adopted a statute that limited a corporations’ 1st A rights. 

(b) ISSUE: What is scope of 1st A rights of a corp.? Can MA constitutionally pass statute that prohibits corps from making campaign contributions for political referendums?

(c) HOLDING: This is unconstitutional and can’t pass SS. This does NOT mean that states cannot regulate corporate speech. ( Commercial speech CAN be regulated.

(d) DISCUSSION: MA argued that statute OK b/c it prevents people from being drowned out by corp. speech. Speech is being made using other people’s money. Arguments don’t relate to statute. Ct says that corps should be treated like humans and be given same rights. DISSENT: Corp. is not human and rights should be less.

b) Corporate Purposes and Powers

i) Purposes are the goals of the business

ii) Powers are the means to accomplish the purposes

iii) Doctrine of Ultra Vires (beyond the powers)

(1) If corporation did something beyond its power, use this to weasel out of obligation

(2) This doctrine is basically DEAD ( some remains under DE § 124. 

c) Corporation and Society

i) 2 Corporate Models

(1) Traditional model of the firm

(a) Focuses on the eminence of SHs ( only worry about SHs, everyone else is irrelevant

(b) You want to maximize SH wealth and are concerned with nothing else.

(c) Management runs the firm for SH benefit

(2) New Economic Theory of the firm (corporations as Contract)

(a) Corporation is an amalgamation of all Ks b/w entity and others

(b) The goal here is to reduce transactions costs

(c) SHs are not on top

(d) Consensus is law is moving towards this theory, but traditional fits law better now.

ii) The Berle-Dodd debate

(1) Berle says Corporation should only think about maximizing profit and SH wealth

(a) 1954 Berle conceded that Dodd won the argument

(2) Dodd says business corp has a profit making function and social service function. 

iii) Dodge v. Ford Motor Co. pg. 109
(1) FACTS: Ford keeps decreasing price of cars and increasing salaries, profits (. Ford wants to keep profits and put back into business (w/humanitarian motive) Dodge bros sue b/c they want dividends to be distributed. 

(2) ISSUE: Whether semi-humanitarian motive not to distribute dividend OK

(3) HOLDING: Must distributed the dividend ( court sides with Berle stating that the purpose of the Corp is to max SH wealth. 

(4) NOTES: Ford could have argued that this was not humanitarian, but was to expand future profits of Ford, probably would have been OK. TODAY this would prob be OK.

iv) ALI principles of Corporate Governance

(1) § 2.01 ( The Objective of Corporate Governance

(a) Function of corp is to max. SH wealth

(b) Even if corp. profit and SH gain are not enhanced corp. in conducting business:

(i) Is obliged to act w/in the law

(ii) May take into account ethical considerations

(iii) May devote reasonable amount to public welfare, humanitarian purposes, etc. 

(2) These are recommendations from the American Law Institute

v) Other constituency statutes

(1) Some states provide that in some cases you can or must take into account desire of others

(a) Director can consider interest of other constituents when making decisions, including

(i) Employees, Customers, Company town, etc. 

(ii) Conn. says MUST

(2) ABA did not add such a rule to MRs ( may increase conflict

(3) Neither Delaware or CA has such a statute.

vi) The role of counsel

(1) ABA MR 2.1 independent professional judgment and advise w/regard to law, morals, etc.

(2) Painter Article pg. 119
(a) Moral independence theory ( Acts of lawyer and client are distinguishable 

(i) Can represent criminal w/o being a criminal

(b) Moral interdependence theory ( In transactions A&C work together so L has to accept moral implications of business dealing.
(i) Evaluative Lawyering ( A monitors corporate conduct

(ii) Creative Lawyering (A becomes dealmaker

(c) As should be mindful of ethical, moral, and economic consequences of advice

d) Corporate Charitable Giving and Social responsibility

i) Tax law that encourages corporate charitable giving (Pg. 87 of graphics)

(1) Tax law creates incentive for charitable contributions to be made by corp and not SH b/c

(a) When corp makes the donation there is no tax at corp level or SH

(b) When corp pays a dividend and SH donates, it is taxed at both levels.

ii) State statutes on corporate charitable giving

(1) DE/CA corps can give charitable gifts w/o regard to shareholders

(2) Also have tax incentive
iii) Cases

(1) Theodora Holding Corp. v. Henderson pg. 125
(a) NOT a BJR case

(b) FACTS: Theodora and Girard Henderson were married. In the divorce T got some stock in AD corp. and put all the stock in T holding corp. Board of AD decided to make contribution to a private foundation by transferring stock for no consideration. This will dilute value of T’s stock. 

(c) ISSUE: Whether SH director of a corp can request an accounting and have a receiver appointed if the majority of the BoD approves the contribution she doesn’t favor.

(d) RULE: When examining a case of corporate waste must apply reasonableness test

(i) Was the amount reasonable?

1. IRS puts a cap on corp. contribution deduction 5% of gross income (now 10)

2. Doesn’t mean if you are over this amount the donation is per se unreasonable

(ii) Was the purpose reasonable?

1. Balancing

a. Benefit to those served by the charity v.

b. The loss of corporate assets to the SHs

2. May rethink reasonableness if corp. gives gift to pet charity of director

(e) HOLDING: The gift was reasonable

(2) Kahn v. Sullivan pg. 128
(a) This is a BJR case

(b) FACTS: Hammer wants shareholders to donate $85M to Armand-Hammer museum. Making money come out of pockets of shareholders to fund his own pet project. K challenges this as does S. S agrees to settle K disagrees w/settlement. 

(c) ISSUE: Whether the DE court of chancery abused its discretion by applying BJR.

(d) RULE: BJR ( requires BoD to use a good process. Doesn’t decide whether or not they made a good or bad decision, but was their process fair?

(i) Did they gather facts, deliberate, investigate, etc? 

(e) HOLDING: The process was good and therefore directors are protected by the BJR, even though court doesn’t really agree with the decision. The court can only judge the process, not the substantive decision. The special committee was comprised of independent outside directors and they did a lot of investigation.  

(3) Business Judgment Rule
(a) BJR is a presumption in favor of directors, that in making decisions BoD were

(i) Well informed and acted in good faith in the best interest of the corp.

(b) If the BoD retain protection of BJR, the court will not scrutinize substantive decision

(c) If the BoD lose the protection of the BJR (burden on ( to show) court will then consider the substantive fairness of the decision.

iv) Casebook notes on charitable giving

(1) Reasons for corp generosity are not exclusively altruistic. The IRC allows corps to deduct charitable contribution up to 10% of their taxable income when they calculate their taxes
(a) Why give charity: best long run interest of corp
(b) Why not: corp charitable contributions often result from the primary goal of maximizing the corp’s profits rather than benefiting the “community”

3) UNIT 3: Limited Liability
a) Introduction

i) The rationale for LL and the critique of LL

(a) Purposes

(i) Promotes capital formation

(ii) Reduces monitoring costs with respect to management

(iii) Reduces monitoring costs with respect to SHs

(iv) Facilitates diversification of investments by SHs

(v) Facilitates orderly trading of investments

(vi) Encourages corporate managers take risks that promote growth

(vii) Gives managers incentives to act efficiently 

(b) Critique

(i) LL creates a “moral hazard” problem ( may not control otherwise controllable risk b/c of the safety net of LL.

(ii) May leave creditors unpaid

ii) Options for a disappointed creditor

(1) Piercing the Corporate Veil

(a) Gets creditor the assets of SHs providing for a larger pool of assets

(2) Violation of Legal Capital Rules

(3) Equitable Subordination

(a) Will kick a creditor out of the creditor group. Usually a SH/creditor 

(b) Doesn’t make more $ available, just puts creditor higher in line.

(4) Law of Fraudulent Conveyances or transfers

(a) When a corp has made a conveyance in attempt to get assets out of corp. 

(b) If court decides transfer is fraudulent, transaction will be undone and $ back to pool 
iii) The exception to LL: piercing the corporate veil

(1) You are trying to pierce from the corp. entity that has LL to the SHs who may be

(a) Individuals

(b) Another large corporation

(2) Theories or factors that may support a piercing claim

(a) Instrumentality/alter ego/agency

(b) Undercapitalization

(i) CA may say this is sufficient on its own if it is SEVERE

(c) Failure to observe corporate formalities

(d) Fraud/misrepresentation

(i) Required in K cases, not in tort cases

b) Contract cases

i) Freeman v. Complex Computing Pg. 341
(1) FACTS: Glazier, Columbia student, develops software. Columbia set up C3, a corp set up by Glazier’s friend. The friend was sole shareholder and initial director. Pres, treasurer, and assistant secretary was Akabas (a partner of Glazier’s counsel in this action). But for all practical purposes Glazier is setting up the corp. Glazier also sets up own entity, Glazier Inc. (solely owned by Glazier). Glazier Inc. enters into a consultation agreement with C3 (develop and market software). Only Glazier has check-signing authority for C3 and gets option to purchase of all C3’s stock for $2000. Also C3 gives Glazier $150,000/yr + incentive compensation (60% of first $200,000 of C3’s revenues, 70% of next 200K, 80$ of next 200K, and 85 of rest – revenue d/n include operating costs) – compensation structure seems like it wants to clean out C3 every yr)

(a) Corp set up in Sept 1992

(b) Agreement in Nov 1992

(c) 1993 – C3 and Freeman enter into marketing agreement

(i) supposed to get % of revenue

(d) Aug 1994 – C3 and Thompson enter into an agreement 

(i) Licensing agreement giving Thompson exclusive world-wide rights to market the software

(e) Oct 1994 – C3 terminates agreement with Freeman

(i) Termination letter, signed by Glazier, said it was terminating agreement to combat overly generous and to force renegotiation

(ii) This is a breach of K

(f) Jan 1995 – Glazier hired as VP of Thompson software – same day that Thompson acquires all of C3’s assets and liabilities ( minus Freeman K. 

(g) May 95, Freeman files suit arguing for compensation under residual K.

(2) ISSUE: Is Glazier the equitable owner of C3? Should they pierce the veil?

(3) DISCUSSION: Factors showing Glazier is equitable owner of C3: (this is why first arg is rejected – not nominal owner of C3, but certainly equitable owner)
(a) C3 failed to keep corp minutes (no formalities)

(b) Glazier eliminated risk to shareholder and director

(c) President of C3 never attended a meeting

(d) C3 never paid a dividend to sole shareholder

(e) Glazier recv’d lion’s share of revenue

(f) C3 operated out of Glazier’s apt

(g) Glazier was sole signatory on C3’s bank acct

(h) Glazier did everything that C3 could do

(i) Consulting agreement was terminable if Glazier c/n perform

(j) C3 paid the lawyer who negotiated Glazier’s deal with Thompson

(k) Glazier rcv’d $450 + $210

(l) Glazier had option to buy stock of C3 for only $2000

(4) RULE:
Corp. veil will be pierced EITHER

(a) On showing of fraud OR

(b) Upon complete control by dominating entity that leads to wrong against 3P

(5) HOLDING: Court holds that G was the equitable owner of C3 and if he was found to wrong F they will pierce. (DC court found he did wrong F)

(6) NY Instrumentality Test for K creditors: ( must show

(a) Owner of corp has exercised such control that it has become a mere instrumentality.

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

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

c) Tort Cases

i) Magnan v. Terminal Transportation System Inc. pg. 88 graphics
(1) FACTS: ( injured by cab driver who was an employee of an operating company 60% owned by YTCM. YTCM also owns TTS (() who has deep pockets. Operating company is under funded.  TTS is in a position to exert control over drivers. 

(2) ISSUE: Whether ( can proceed to recover from TTS. Did TTS dominate?

(3) HOLDING: Yes ( can recover from TTS b/c

(a) TTS dominated the cab company

(i) Directed the cabs, accounted for receipts and kept payroll, furnished legal services, provided directors, provided all the parts, hired mechanics for repair shop, approved all the drivers. 

(b) TTS’ control lead to an unjust loss or injury to (, tort victim. 

(4) NOTE: Doctrine of enterprise liability

(a) If two corps are fragments of a larger corp enterprise, one part of this big structure may become liable for debts of other
(b) In this class enterprise liability is NEVER a good theory for recovery
(c) Test for enterprise liability:
(i) (1) sep corporations part of one business

(ii) (2) assets are segregated to isolate a risky business

(iii) (3) common mgmt of two corps

(d) So if you have brother-sister corps, all have same risk (i.e. risk of one sister cab co. not diff from brother cab co.)
(e) in this class we focus more on instrumentality, undercapitalization, and fraud as a factor
ii) Walkovsky v. Carlton Pg. 329
(1) FACTS: ( Carlton owns 10 subsidiary Cab companies. ( was injured by N of driver of Seon cab company, one of (’s ten. ( argues that structure was an attempt to defraud people who were injured by the cabs and that ( managed, dominated and controlled cab companies. ( argues fragmentation of the bus and severe undercapitalization. 

(2) ISSUE: Should court dismiss (, Carlton who is shareholder of Seon cab company.

(3) RULE: undercapitalization alone is not sufficient to pierce. 

(4) HOLDING: (, Carlton should be dismissed b/c there was no proof of instrumentality and undercapitalization on its own is not sufficient to pierce. There was no undercapitalization here b/c he did have the minimum amount of insurance required and the splitting up into 10 companies was not to defraud the public. 

(a) DISSENT: Statute requiring minimum insurance is not enough to say there was no undercapitalization. 

iii) Piercing to Benefit involuntary tort creditors Pg. 340 (Judge Posner) ( 2 arguments

(1) Disregard of Corporate Formalities

(a) If you disregard formalities, how are you relying on LL?

(2) Undercapitalization
(a) Enterprises engaged in hazardous activities should be prevented from externalizing costs by being req’d to maintain suff capital to be answerable in a tort suit

(b) When is a corp NOT undercapitalized?


(i) When it purchases the min liability insur req’d by law

d) Parent-subsidiary and affiliated corporation cases

i) Factors showing a substantial domination:

(1) The parent and the sub have common directors or officers

(2) The parent and sub have common business depts.

(3) The parent and sub file consolidated financial statements and tax returns

(4) Parent finances the sub

(5) Parent caused the incorporation of the sub

(6) Sub operates with grossly inadequate capital

(7) Parent pays salaries and other expenses of the sub

(8) Parent pays salaries and other expenses of sub

(9) Sub rcv’s no bus except that given to it by the parent

(10) Parent uses the sub’s prop as its own

(11) Daily operations of the two corps are not kept separate

(12) Sub d/n observe the basic corp formalities, such as keeping sep books and records and holding shareholder and board meetings.

ii) In re Silicone Gel Breast Implants Product Litigation Pg. 95 graphics
(1) Bristol was the parent corp of MEC who made the implants. Court is looking to see if Bristol had sufficient control of MEC to allow piercing. 

(2) FACTS:

(a) MEC had a 3 person board. 2 from B and 1 from MEC, MEC never knew it existed.

(b) Corporate resolutions adopted by MEC were written by B

(c) MEC need B to approve budget

(d) Cash into MEC went into account managed by B

(e) B controls MEC’s employment benefits

(f) Key MEC execs receive B stock

(g) B provided labs and scientific experts, lawyers, QC testing and PR

(h) B’c name and logo were used to sell MEC product

(i) B owns 100% of MEC

(j) B sells MEC and there are insufficient funds

(3) ISSUE: MEC creditor wants to recover from B (the corp. not the SHs) is piercing allowed? (From MEC corp entity to SH which is B corp entity)

(4) HOLDING: YES ( MEC was merely instrumentality of B
(a) This is a tort case, not a K case so don’t need showing of fraud. 
(b) However, do need to show domination and control WITH unfair result. 
(5) TEST: “When a corp is so controlled as to be the alter ego or mere instrumentality of its stockholder, the corp form may be disregarded in there interests of justice”
(a) However parent corp always exercise control over subsidiary

(b) Must look to see when the line is crossed from subsidiary to alter ego. 

iii) Fletcher v. Atex, Inc. pg. 101 graphics
(1) FACTS: ( suffered injuries from keyboards made by Atex. A was a wholly owned subsidiary of Kodak so ( sued A and K. Relevant facts:

(a) Corporate formalities

(i) A board met regularly

(ii) A maintained financial records and files

(b) A had own employees and management (not provided by K)

(c) K required approval of some of A’s decisions

(d) A participated in K’s cash management system ( NO COMINGLING 

(e) K logo appeared on label and promo material stated

(i) A was an of K, A merged with K, A was a new division of K

(ii) These statements conflict so don’t really make sense

(2) ISSUE: Can we pierce through to K?

(3) HOLDING: No, not an alter-ego, mostly good facts for K, only major bad one was logo.

(4) TEST: Parent-sub piercing under DE law.

(a) Parent and sub are operated in a single unit, and

(b) An overall element of injustice or unfairness is present in the case

e) Piercing the veil of other limited liability entities

i) Looks like piercing the veil of LLCs is going towards Corps, but uncertain still.

f) Alternatives to LL

i) Environmental Statute (CERCLA) – in some cases courts have imposed liab on shareholders who only had mere ability to control

ii) Parent corp can be held liable as an operator for pollution caused by its subsidiary if the parent corp, acting through its own personnel, controlled a polluting facility owned by that subsidiary or participated in the polluting operations of that facility

4) UNIT 4: Corporate Securities 

a) Introduction

i) The Elements of a Corporate Security

(1) Entitlement to income from business

(a) Fixed payments of profits annually or debt paid in full when company has $

(2) Entitlement to assets if business liquidates

(a) Secured debt first in line ( common stock last

(b) Will negotiate where creditor falls

(3) Entitlement to governance in business

(4) Duration of investment

(a) Fixed-term v. perpetual investment in corp. 

(5) What type of securities to issue

(a) Debt, equity, securities

(6) Transferability of Securities

ii) Determining the Capital Structure

(1) Articles of Incorporation

(a) # shares, par value, voting rights, classes

(2) Issuance of debt

(a) Officers determine what capital necessary to run corp. and if necessary to issue debt

(b) Directors pass a resolution and corp borrows $

iii) Leverage

(1) A Corporation will find it more profitable to finance business activities with borrowed money whenever it can earn more income from those activities than it will pay in interest on the borrowed money. 

(2) Example

Example I: 100,000 Investment



Debt to equity ratio 1:1

$50,000 Debt, $50,000 equity

10% interest rate on debt

	Return on Investment (%)
	10%
	12%
	6%

	Return on Investment ($)
	$10,000
	$12,000
	$6,000

	Interest Payment

(Does not depend on overall return on corporate investment)
	$5,000
	$5,000
	$5,000

	Return on Equity ($)
	$5,000
	$7,000
	$1,000

	Return on Equity (%)
	10%

(5k/50k)
	14%

(7k/50k)
	2%

(1k/50k)


(a) Use of the debt in the capital structure is changing what would otherwise be the shareholders return on equity

(i) When the return on investment is equal to the interest rate paid on debt, the use of debt does not increase percentage return on equity 

(ii) Generally: If the corp. had not borrowed the money, it would have only had 50K. Borrowing the money allows them to have a larger business which will in the future pay larger returns on overall investment.

(iii) The return on investment was higher than interest rate paid on the debt

1. When overall return on investment is greater than interest rate paid on debt, the use of debt increases the percentage return on equity

a. Borrowing at 10% and earning at 12%

(iv) The return on investment is less than the interest rate paid on the debt

1. Use of debt decreases percentage return on equity

Example I: 100,000 Investment



Debt to equity ratio 3:1

$75,000 Debt, $25,000 equity

10% interest rate on debt

	Return on Investment (%)
	10%
	12%
	6%

	Return on Investment ($)
	$10,000
	$12,000
	$6,000

	Interest Payment

(Does not depend on overall return on corporate investment)
	$7,500
	$7,500
	$7,500

	Return on Equity ($)
	$2,500
	$4,500
	($1,500)

	Return on Equity (%)
	10%

(2.5k/25k)
	18%

(4.5k/25k)
	(6%)

(-1.5k/25k)


(3) Shareholder-creditor conflict

(a) The more debt in capital structure, the less the SHs have to lose

(b) Creditors want less risky projects so that they won’t lose a lot

(c) With increased debt SH want risky projects b/c of greater pay off & risk losing less

b) Debt

i) Types of debt

(1) Loans/Bank financing

(2) Bonds

(a) Long-term debt instrument secured by property to ensure payment of interest

(i) Corporation issuing a bond is borrowing money and is debtor.

(3) Debenture: long term debt (10-20 ys) unsecured, sold to public or institutional investors 

(4) Note: debt obligations (6mo-5yr term) held by large financial institutions.

ii) Interest on Debt

(1) Coupon on bond = interest payment on bond

(2) IRC allows corp. to take deduction on interest paid or accrued on debt

(a) Bond holder has an interest when interest accrues not just when it is paid.

(3) What interest represents

(a) Compensation for use of money over time

(b) Two components

(i) “riskless” rate of return (pure time value of money)

1. Minimum interest rate charged to receive all money borrowed

(ii) Additional charge for risk taken that won’t get $ back. 

1. Varies with credit worthiness of corp. 

iii) The contractual nature of debt

(1) Who negotiates the debt K?

(a) Private debt

(i) Corp negotiates with bank, bondholder, etc.

(b) Public

(i) Underwriter represents bondholders and negotiates terms of bonds

(2) Issues to be negotiated

(a) Interest

(i) Amount ( simplest case is stated fixed rate

(ii) Schedule of payments

1. Periodic

2. Zero-coupon bonds ( periodically accrues, but nothing paid until maturity

(b) Repayment of Principal

(i) Ways to assure bondholder will get principal back

1. Sinking fund provision ( require corp issuer set aside funds to pay principal

2. Mandatory redemption ( Corp issuer buys back own securities

3. Right to convert debt into equity

(c) Right to convert

(i) Bondholder can change bon into stock in corp. 

(ii) Conversion calculation would be in debt K ( NO change backs

(iii) Can dilute value to current SHs

(d) Priority ( secure or unsecured

(i) Order of priority

1. Secured 

2. General unsecured debt

a. Can break this further by K

3. Preferred Stock

4. Common Stock

(e) Events of default and rights upon default

(i) Default is what K specifies

(f) Negative covenants

(i) Contractual prohibitions on issuer so BH can insure he will regain $

(ii) Example

1. Prohibit issuer to issue debt of higher priority

2. Prohibition on paying dividends unless certain facts satisfied.

(g) Role in corporate governance

(i) BH have no rights in corporate governance, but can K for them

(ii) If K for too many rights in an S Corp, may be second class of stock ( trouble

(h) Information

(i) BH wants info about issuer

(ii) Large corps must make periodic filings, non-public corps need K for disclosure

c) Equity

i) Statutory authorization to issue Stock

(1) Statutes allows multiple classes of stock, but specifics in corporate charter

(2) If you say nothing default is that stock issued is

(a) DE ( voting ( 1 vote/share ( straightline voting

(b) CA ( voting ( cumulative voting

(c) No dividends until directors declare and pay ( DE § 170(a)

ii) Common Versus Preferred Stock

(1) MUST be paid or sometimes is entitles to be paid before dividends to common

iii) Terms of equity securities

(1) From issuers POV

(a) Debt: Good ( interest deductible, Bad ( must pay interest b/c it’s fixed

(b) Preferred Stock: Bad ( no deduction, Good ( lots of flexibility.

(2) Investors’ POV

(a) Debt: Good ( fixed due date or interest payment, Bad ( possibly lower payment

(b) Stock: Good ( higher return, Bad ( higher uncertainty

(3) Example: the equity of Business Enterprises Inc.

d) Other miscellaneous types of securities

i) Derivative ( security the value of which is defined in reference to something else

(1) E.g. the value of an option depends on value of security to which it’s related

ii) Call options

(1) Gives holder the right to buy security at a specified price for specified period

(2) Worth of the options depends on in the money or out of the money

(a) “In the money” ( can immediately exercise and profit (price is less than trading)

(b) “Out of the money” ( option to buy for more than trading 

(3) Warrant ( like a call but issued by issuer of underlying stock.

iii) Put options

(1) Holder has right to sell security at specified price for specified period

iv) Notional Principle K

(1) Party and counter party agree to pay each other streams of income

(2) This is generally done to hedge against a type of risk

(3) Parties determine how much they will pay each other by reference to a made up #

e) More on the shareholder-creditor conflict

i) Equitable subordination

(1) Facts to look for

(a) SH who is also a creditor

(b) What does it take to invoke this doctrine?

(i) Look for an abuse of power by the insider

(2) Fett Roofing pg. 256

(a) FACTS: F had roofing co. he loaned corp $ he borrowed from a bank. He was personally liable for the unsecured notes. Corp becomes insolvent and F executes deeds of trust and back dates them in attempt to secure his unsecured loan to corp.

(b) HOLDING: He was trying to jump the line and was abusing his power, therefore he was converted to a SH only and not a creditor so his claims are subordinated to the claims of other creditors. ( There was sneakiness and abuse of power involved.

ii) Bondholders in leveraged buyouts

(1) Metropolitan Life Insurance Co. v. RJR Nabisco Pg. 113 graphics

(a) FACTS: (s are institutional investors holding RJR bonds. There was an LBO of RJR and (s complaining that there was loss in value of their bonds to give SHs windfall. After the LBO credit agencies downgrade RJR bonds. Resale value of the bonds is at issue here, not recovery. 

(b) ISSUE: ( argues this is breach of implied covenant good faith and fair dealing.

(c) HOLDING: Court calls BS on (s ( NO breach.

(d) DISCUSSION: No explicit violation of K, BHs were sophisticated investors and had provisions against this in Ks and got rid of them in renegotiation. This was therefore an attempt to have the court rewrite the K. Court says you never negotiated for highly liquid investments, there is no proof that there will be default so no breach. 

5) UNIT 5: Accounting and Financial Statements

a) Introduction

i) Generally get information about a company from its financial statements (3 main ones)

(1) Balance Sheet

(2) Income Statement

(3) Statement of Cash flows

ii) Generally Accepted Accounting Principals (GAAP) used to calculate financial statements

(1) Err in side of understating income in some respects ( assets listed at historic costs

(2) Matching ( try to match income with expense incurred to generate that income. 

(3) Rules set by Financial Accounting Standards Board (FASB)

b) The Balance Sheet (more about its structure and interaction with income statement)

( BS shows state of affairs at particular moment in time ( snap shot

( Income Statement is the bridge b/w 2 BS

( Assets = Liability + SH’s equity
Assets – Liabilities = SH’s equity


( If these equations do not balance, there has been a mistake. 

i) Asset accounts ( everything corp. has or owns

(1) Current Assets ( held as cash or will be reduced to cash in next 12 mos.

(a) Cash ( includes demands that can be w/drawn at will from the bank

(b) Accounts Receivable ( amount owe to corp by others

(i) Some will not get paid and corp. knows from history approx what % won’t be paid so corp predicts this offsets accounts receivable in cash count. 

(c) Inventories (Pg. 172 of graphics)

(i) Opening inventory (closing from last year) + purchases = goods available for sale

(ii) Goods for sale – Closing inventory (FIFO or LIFO) = Cost of goods sold

(iii) Gross Receipt from sales – Cost of goods sold = Operating Profits from sales

(iv) COST CONVENTIONS (FIFO & LIFO)

1. First in First Out (FIFO)/Last in Still Here (LISH)

a. Like a pipeline ( first purchased items sold and last purchased still here

b. Closing inventory higher/Costs of goods sold lower/Profits higher

i. Profits higher b/c costs of goods sold is lower so deduct less

ii. This can be the reverse w/technology b/c cost usually (
c. Most companies use this even though ( tax liability

2. Last in First Out (LIFO)/First in Still Here (FISH)

a. Like a well ( last purchased are sold and first purchased still here 

b. Closing inventory lower/Costs of goods sold higher/Profits lower

(d) Prepaid Expenses

(i) You have an asset that is prepaid through a certain time

(ii) Is an asset b/c you will recover the value of the prepaid expense in near future

(2) Fixed Assets ( “Property, plant and equipment” ( being used by business in operation

(a) Categories

(i) Land

1. GAAP requires listing of purchase price, but can note nearby sales that give better idea of current value of the land. 

(ii) Buildings 

(iii) Machinery

(iv) Office Equipment

(b) Subtract Accumulated Depreciation ( total depreciation on all fixed assets

(i) Put annual value of deprecation on IS and list total on BS

(ii) Ides is that property (i.e. delivery van) wears out over time and value (
(iii) Level of depreciation depends on workable life of item

ii) Liabilities ( All debts owed by business to others

(1) I.e. Obligations to trade creditors, Bank loans, Bondholders

(2) Current Liabilities ( will come due w/in the year

(3) Long Term Liabilities ( won’t come do for some time

iii) Equity ( Residual Claims of SHs

(1) Paid-in capital ( what SHs contributed in exchange for stock

(a) State Capital

(b) Capital Surplus

(2) Retained Earnings ( Corp. earnings since inception less all dividends paid. 

c) Analyzing the balance sheet and income statement

i) Formulae Used in Financial Statement Analysis

(1) Profit Formulae

(a) Profits per $ of net sales = operating profit/net sales

(i) If profits go up ( must establish why

1. Was it decrease in costs of goods sold? Drop in R&D? WHY?

(b) Return on equity = net income/SH’s equity

(2) Liquidity Formulae

(a) Working capital = Current Assets – Current Liabilities

(i) This is a $ amount NOT a ratio, as long as you have sufficient assets to cover liabilities you won’t go bankrupt. 

(b) Current Ratio = Current Assets/Current Liabilities

(i) CR less that 1:1 means you don’t have enough assets to convert into cash over the coming year if you need $ to pay your debts. If lower than 1:1 ask lots of ?s
(c) Quick Ratio = [Current Assets – (inventory + prepaid expenses)]/Current Liabilities

(i) Also known as acid test ratio

(ii) If lower than 1, it says that if company doesn’t sell any inventory they won’t be able to cover all their debts ( must check to see inventory turnover.

ii) Statement of Cash Flow

(1) Start with net income and add back items that are not cash 

(2) Depreciation doesn’t effect cash flow ( so add it back

(3) Negative cash flow is not always bad ( look at why it is neg. was a huge debt paid, etc.?

iii) Additional Questions to ask and info you want to know

(1) Good Will ( value of company in excess of assets ( like brand name, etc. 

(a) If you buy good will it is on balance sheet, but not if you create it

(b) Includes patents/IP

(2) What accounting methods were used?

(3) What inventory closing method was used?

(4) Lawsuits pending?

(5) What about customers? Who are they? Personal relationships? Main customer?

(6) What about sellers? Why are they selling? Need cash? What compensation they want?

(7) Who does Corp. K with?

(8) What risk management strategies have they adopted?

6) UNIT 6: Valuation

a) Introduction

b) Valuation Methods Illustrated in the Parable of the Old Man and the Tree

i) Salvage Value ( of the assets of the business

(1) For old man, what the tree could bring in as firewood.

(2) This could be a proper method if tree no longer produces crops 

ii) One Year’s crop

(1) Problem ( ignores years after that

iii) Accumulated Gross Revenue 
(1) How many years into the future the tree can produce crops and multiply by one year’s

(a) This ignores the time value of money.

(2) Introduction to the time value of money

(a) Calculating present value and future value

(i) FV = PV(1+r)n r = interest rate n= # of years (or periods)

1. EXAMPLE: PV = 100 r = 10% and n=2 years

a. FV = 100(1+.1)2 = 121

b. If compounding every 6 mos. Double n and cut r in half

i. FV = 100(1+.05)4 = 121.55

(ii) PV = FV/(1+r)n
1. Now r is not an interest rate, but a discount rate

2. This tells you what 100 in the future is worth today

iv) Market Price

(1) The last guy was going to pay $1500 so I will offer that as “market price”

(2) Doesn’t really work in this situation, but if there is a market for something could work

v) Book Value ( value old man paid for the tree 10 years ago

(1) Doesn’t take into account what tree produces

vi) Capitalization of earnings

(1) Look at cost of producing the crop and NET amount collected, NOT GROSS.

(2) Revenues are not steady and neither are profits.

(3) Formulas

(a) Value of Business = Earnings/Capitalization Rate = earnings x multiplier

(b) Converting capitalization rate into multiplier (CR is % risk of business)

(i) 10% capitalization rate (.10) has multiplier = 1/.1 or 100/10 = 10

(ii) Higher the capitalization rate the lower the value of the company

vii) Discounted Cash Flow

(1) Focus on net cash tree will generate in future years

(2) Assume here that tree has a limited life and offer is $50/yr for 5 yrs and $40/yr for 10 with salvage value of $20 after that. 

(3) Then you determine the discount rate

(a) Look at riskless rate of return and adjust accordingly for higher risks

(b) Buyer wants high discount rate to produce a low value

(c) Seller wants a low discount rate to produce higher value.

(4) Then you look at every future flow and discount it to present values and add them together to get the valuation for the business

c)  Neal v. Alabama By-Products Corporation pg. 177graphics

i) FACTS: Under DE §262, SH who votes no on a merger can petition court to have shares appraised. ( wants this so he can get something higher than merger price. Court is attempting to determine this and pick a discount rate. (s argue that the merger price was unilaterally determined by purchasers of corp. and it was not fair value.

ii) ISSUE: What method to value the business? What Discount rate to apply?

iii) DISCUSSION: Respondent used 2 different Discount Rates which caused a swing in evaluation from $55-$72/share. So judge started with the riskless rate of return (11%) and b/c the business was not so risky adjusted it to 15%. B/c petitions had tried 3 different valuation methods, discount cash flow, net asset value (book value) Capitalization of earnings (historical earnings) court determined that a hybrid methodology was best.

iv) HOLDING: decided on a value much closer to petitioners by using discount cash flow (15%) and Net Asset Value (book value).

7) UNIT 7: Legal Capital

a) The Concept of Legal Capital

i) Introduction

(1) The concept of legal capital is somewhat archaic. 

(2) When corporations first began, the good thing for incorporating was LL

(3) For creditors the benefit was that once the SHs put money in, it was trapped.

(a) This was the capital of the corporation. 

(4) You can have penny par or no par stock

(a) In DE penny par stock offers virtually no protection to creditors

(b) In CA there is a different system requiring that the stock has been:

(i) Duly Authorized

1. Created in accordance with underlying corporate law AND Cert. of incorp.

(ii) Validly issued ( also in accordance with bylaws

(iii) Non-assessable

1. Consideration is valid AND total consideration has been paid

ii) Capital Accounts and Par Value

(1) The Capital Accounts 

(2) The Evaluation of Par Value

(a) Stated Capital ( DE § 154

(i) Par value x # of shares issued (outstanding shares)

(ii) Par Value is sort of outmoded, but still important

(b) Capital Surplus ( Total Consideration received for stock minus stated capital

(c) Earned Surplus ( Earnings since inception less dividends paid

(3) Delaware Provisions

(a) Capital Accounts

(i) Under DE Law: Stated Capital and Surplus only (we break surplus down)

1.  Net Assets over States Capital = Surplus

(ii) Stated Capital can’t be distributed out to SHs as dividends

1. Hence low par stock to give directors more flexibility

(iii) If you have NO PAR stock and DO NOT make an allocation to stated capital, 100% of $ received as consideration goes into stated capital

(b) Minimum Payment for Shares

(i) Par Value is minimum amount you can sell stock for. 

1. Shares can be issued for cash or property

(ii) When there is no par stock

1. § 153 ( Consideration to be determined by the board

2. § 156 Corp shall declare a dividend upon party paid shares of same class, but only upon basis of percentage.

(c) Acceptable Consideration for Shares DE § 152

(i) § 152 ( BoD has discretion to make valuation decisions with respect to contributed property. ( EXCEPT showing of fraud by other SH.

1. Cash, Personal Property, Real Property, Leases of Property, past services

2. NOT promises of future services 

(ii) § 162(a) ( rules for determining when SHs can be liable for additional $

1. If SH has paid partial consideration for stock, and assets are insufficient to satisfy claims of creditors, each holder is bound to pay on each share held sum necessary to complete amount of unpaid balance of consideration.

2. SH is liable for additional consideration corp must pay creditors.

b) Restrictions on Dividends

i) Legal Capital Restrictions on Dividends and Stock Repurchases

(1) Delaware Provisions

(a) § 170(a)(1) ( Corp applies to pay dividends when there is a surplus

(i) Directors are held personally liable for dividends that are illegally paid.

(b) § 160(a)(1) ( No corp shall purchase or redeem its own shares when capital of the corp is impaired or will be made impaired. 

(i) Impaired = If there is less in SHs equity account than (Par x Outstanding Shares)

1. There is less in SHs equity account than stated account

a. If you have negative surplus

b. Boils down to ( can only redeem shares out of surplus

(2) CA Rules

(a) §500(a) ( Permits payment of dividends out of retained earnings (earned surplus) but not out of capital surplus.

(3) MBCA

(a) §640 (c) Combines 2 insolvency tests

(i) Balance sheet insolvency

1. Is the sum of the liabilities plus SH equity more than the assets

(ii) Equity insolvency test

1. Will Corp. be able to pay their debts as they come due?

ii) Other Restrictions on Dividends

(1) Earned Surplus Test

(a) CA § 500(a) 

(2) Insolvency Tests

(a) Equity insolvency ( Corp cannot pay its debts as they come due

(b) Balance Sheet insolvency ( Corp is insolvent if the liabilities exceed assets

(c) Revised Model

(i) Can make a dividend distribution as long as not rendering the corp. insolvent

(ii) Makes creditors uncomfortable ( put in negative covenants or higher interest 

iii) Nimble Dividend Statutes

(1) Delaware

(a) §170(a)(2) ( Director’s can pay a dividend in case there shall be no surplus out of profits in the fiscal year that dividend is declared and/or preceding fiscal year.

(i) Can pay out net profits from current or previous year

(ii) Each profit # for each separate year can generate lawful dividend payments

(2) California

(a) §500(b) ( after the dividend, distributing corp. must satisfy (b)(1) and (b)(2)

(i) (b)(1) A ( (1.25xL)

1. This is a liquidity test ( comparing total assets to total L.

2. Won’t allow corp to make a dividend if the result is that they have just enough to cover debts ( must have ¼ extra

(ii) (b)(2)

1. CA ( CL OR

a. If average earnings (before interest) for preceding years ( average expense for preceding 2 years

2. CA ( (1.25 x CL)

a. If average earnings for preceding 2 years < average interest expense for preceding 2 years

(b) Can’t use 500(a) if you don’t have retained earnings. 

(i) However if you can pay under both ( generally have to go with smaller amount

iv) Precision Tools Questions See pg. 271
v) Personal Liability of Directors for Unlawful Distributions

(1) DE § 174 ( Directors are J&S liable for unlawful dividends

(a) (c) ( Directors can recover from SHs who can recover illegal dividend redemption only if SHs knew the dividend or redemption was illegally distributed. 

c) Fraudulent Conveyance

i) Introduction and Elements

(1) If dividends were unlawful directors are J&S liable.

(a) To corporation and creditors for unlawfully paid dividend/stock redemption

(b) Negligence is sufficient to hold directors liable. 

(2) The creditors generally may not go to SHss who received lawful dividends

(a) §174(C) ( any director against whom a claim is successfully asserted shall be entitled to be subrogated to the rights of the corporation against SHs who received the dividend with knowledge of such facts indicating that the dividend was unlawful.

(3) A good fraudulent conveyance claim gets back the asset that was transferred out of corporate solution ( $ out goes back in. 

(4) UFCA also applies to transfers that constructively defraud creditors

(a) Requirements of constructive fraud

(i) A transfer

(ii) w/o receiving equivalent value, and

(iii) Either

1. The debtor’s assets remaining after the transfer were unreasonably small in relation to business, OR

2. The debtor intended to, believed, or should have believed that the debtor would incur debts beyond debtor’s ability to pay as they become due. 

8) UNIT 8: Managements and Control in The Corp.: Directors’ and Officers’ Authority

a) Introduction

i) In a small closely held corporation ( SHs are very active ( otherwise SHs have almost no rights of power over the corp.

ii) SHs choose directors ( Other wise are not involved

iii) Directors pretty much manage the Corp. 

(1) DE §141(a) BoD is in charge of managing the corp. 

iv) Officers run the day to day business

b) Officers: Sources of Authority

i) Introduction

(1) CEO is most senior officer

(2) Officers are delegated authority to act on behalf of the Corp. 

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

(a) Officer acting has to have authority to act in order for corp. to be bound

ii) Agency Principles

(1) Sources or types of authority ( Officers title is generally relevant to these tests

(a) Actual Authority

(i) There is an understanding or communication b/w principal and agent

(ii) Types

1. Express ( explicit understanding

a. Look in bylaws or corporate resolutions

2. Implied ( understanding through conduct ( look at

a. Title of agent

b. Purported agent’s place in corporate hierarchy

c. Course of dealings of the corporation ( past practice?

(b) Apparent Authority

(i) Look at relationship b/w principal and 3rd party

(ii) From reasonable interpretation of 3rd party based on principal’s actions

1. Words or acts interpreted by 3rd party that P has granted agent authority

(c) Inherent Authority

(i) Line b/w inherent and implied actual is very fuzzy and vague

(ii) Catchall category based on public policy

(iii) If agent is acting in a way consistent with what would be expected to be w/in his authority there is a penumbra of agency that binds the principal.

(iv) Look at title of agent among other facts.

(d) Ratification or Estoppel

(i) Agent doesn’t have authority to act ( look here if other categories fail

(ii) Ratification ( Principal implicitly ratifies agent’s actions if principal accepts benefits of agent’s unauthorized actions.

(iii) Estoppel ( If principal fails to immediately repudiate agent’s act for lack of authorization, principal may be estopped from doing so later. 

(2) Application

(a) Burden on Corp. to show officer lacked authority to act on behalf of corp in ordinary course of business

(b) Conduct outside of ordinary course of business, burden on 3rd party to show authority

(c) Kinds of facts were are looking for  
(i) Lee v. Jenkins Bros. pg. 373 (note)
1. FACTS: Y promised to provide pension benefits to Lee. Y is president of corp. Y made an oral promise and now L is suing corp. 

2. ISSUE: Whether Y, who was Corp pres. and also chairman of board, had authority to make agreement on behalf of corp. and bind it.

3. HOLDING: There is broad authority in ordinary course of business, but not for an extraordinary K. ( case hangs on ordinary v. extraordinary K

a. W/in ordinary course to hire employees and set salaries

b. Lifetime Ks are extraordinary

i. Jury must therefore decide if pension is like salary or lifetime K. 

(ii) Scientific Holding v. Plessy Inc. pg. 373 (note)
1. P entered into an agreement to acquire assets of a business, ISL. At the closing it became apparent that ISL could not satisfy one of financial conditions of K, so parties amended K on the spot. Ko, ISL’s pres. and COO signed the amendment after expressing concern as to whether he was authorized to do so. When P later tried to enforce the amendment, ISL tried to repudiate it, arguing Ko didn’t have authority to agree to modification

2. Even though there was no authority to do this. The lack of repudiation in a 4-month period estopped P from repudiating later. 

c) Directors

i) Sources of Authority

(1) DE § 141 ( SHs elect the directors and directors are in charge of managing business.

(2) Typical Acts

(a) Select Officers

(b) Vote to Declare and pay dividends to SHs

(c) Determine when to issue and authorize shares of stock 

(d) Fill in significant terms of stock

(e) Initiate major changes in corp structure

(f) Initiate amendments to certification of Incorporation

(g) Big Policy Decisions

(h) Can adopt or amend bylaws (SHs have this power but typically delegate to Ds)

(i) Many of these Acts require BoD and SH approval.

ii) Procedural Rules for Board Meetings

(1) Board is meant to act as a unit

(a) Quorum is # of directors that need to be present to conduct business

(i) Default rules: quorum is majority and need majority of present to pass resolution

(b) They are supposed to act by holding meetings

(i)  D’s CANNOT vote by proxy, SHs can

(c) Statute sets default rules.

iii) Committees

(1) DE § 141(C) ( Board Committees are not limited to an advisory role, but can be delegated the full decision making ability of directors. 

(a) Compensation committee must be comprised of outsiders

(b) Nominating committee elects slate of officers

(c) Audit committee comprised of all outsiders and at least 1 CPA

(2) Can do most things full board can do ( takes action on behalf of board

(3) CANNOT authorized fundamental corporate transactions

(a) This authority can’t be delegated ( full board must take action

iv) Election of Directors

(1) Introduction

(a) SHs will vote via proxy

(b) All options must be presented to SHs in advance of meeting

(2) Staggered board and class-designated board

(a) DE § 141(d) 

(i) Staggered Board

1. The whole board doesn’t turn over at once. Staggered terms

2. This is generally used as an anti-takeover device

(ii) Class designated Boards

1. If Corp has only one class of securities ( can’t have this

2. If there are multiple classes of stock different classes nominate different Ds

a. Class A picks x amount of Ds and class B picks the rest

(3) Straight Voting ( Default in DE §214

(a) DE § 216 ( Plurality of votes cast at a meeting w/a quorum is sufficient to elect Ds.

(b) Every voting share of stock has one vote ( relates to # of shares not SHs

(c) If you hold a majority of shares you can elect all directors.

(4) Cumulative Voting ( Default in CA § 708(a)

(a) NS = (ND xTS)/(TD+1)+some fraction (or 1)

(i) NS = # of shares

(ii) ND = # of directors

(iii) TS = Total # shares authorized to vote

(iv) TD = Total # directors to be elected

(b) This way a SH can divide his votes however he wants

v) Removal of Directors

(1) Can be removed by a majority of SHs w/ or w/o cause ( 2 exceptions

(a) DE § 141(K)(1) ( only for cause when you have a class designated board

(b) DE § 141(K)(2) ( Only with case…

(i) In the case of cumulative voting can only remove if minority SHs join in removal

(ii) If Minority SHs opposed, can’t remove Ds w/cumulative voting

vi) Filling Vacancies on the Board

(1) DE § 223

(a) (a)(1) ( unless otherwise provide, vacancies and new directorships are filled by remaining Ds in office. Even if only one remaining ( he can be the quorum.

(b) (a)(2) ( class designated boards ( Vacancy filled by Ds elected by that class

(c) (d) ( if D resigns effective on a future date, him and other Ds pick replacement

(i) D that is resigning can’t vote if his resignation is immediate

(d) (c) ( Special procedure that requires the court of chancery

(i) If less than a majority of board remains and SHs w/at least 10% of vote request, court can allow a vote by SHs. 

9) UNIT 9: Shareholders in the scheme of corporate governance: State Regulation

a) Introduction

i) SHs participate in fundamental Changes to Corp.

ii) They therefore have certain rights to information ( particularly inspection

b) Shareholders’ Right of inspection

i) Requirements under State Statutes

(1) In DE right of inspection is available only to SHs of record.

(a) DE §219&220 ( have to be named SH of record

(2) Some states require a SH to have held stock for a certain period of time

(3) Sometime they also require that a certain amount of stock be held.

ii) Policy Justification for Right of Inspection and Limitations on that Right

(1) Could have problems if SHs have unlimited rights of inspection

(2) Don’t want SHs to be able to harass corp. or injure corp. 

(3) Don’t want Corps. to have to divulge trade secrets

iii) More on the “Proper Purpose” Requirement

(1) Improper purposes

(a) To obtain info as to business secrets or aid competitors

(b) Secure business prospects or investment or advertising lists

(c) To find defects for blackmail or extortion

(d) Idle curiosity

(2) State ex. Rel. Pillsbury v. Honeywell pg. 449
(a) FACTS: ( has moral objection to creation of fragmentation bombs that Corp is manufacturing. So he purchases 100 shares for the express purpose of gaining more information about corp so that he can solicit proxies and mount proxy contest to oust Ds. Wants to use SH right of inspection for social policy.

(b) HOLDING: No proper purpose b/c he was trying to further social policy goal and not trying to maximize wealth or communicate with SHs in their capacity as SHs.

(c) RULE: It is OK to have a political interest, but that cannot be your ONLY purpose. SH right of inspection is limited to attempting to increase wealth, evaluate SH’s interest or communicate with other SHs in their capacity as SHs or investors

(i) NO proper purpose for personal benefit ( i.e.

1. Get information to go into business to compete

2. Pursue social policy goals

c) Shareholders Power to Initiate Action

i) Shareholders’ Meetings: Procedural Concerns

(1) Calling a Meeting ( 2 types of meetings

(a) Annual meeting of SHs

(i) Regularly Scheduled and everyone knows in advance

(b) “Special” Meetings of SHS

(i) DE § 211(d) excludes stock ownership as qualification for calling such meetings 

(ii) Bylaws and certification of incorp. will tell you who can call them and why

(2) Notice

(a) Must give written notice of meetings ahead of time so people know when to vote

(b) Board of Directors have to set the “record date” 
(i) Date you look at to determine who SHs of Corp are

(ii) Only SHs of record are entitled to vote ( See DE § 213
(3) Quorum

(a) Must be present either physically or have voted by proxy

(b) Quorum determined by number of voting shares not # of SHs

(c) Default is majority ( can draft around as long as don’t decrease below 1/3

(4) Action by Written Consent

(a) DE § 228(a)

(i) in order for the action by SH consent to be effective, consents must be signed by at least the # of SHs representing the minimum # of shares that would have been required for action at SH meeting if all voting shares were present and voted.

ii) What Actions Can Shareholders Initiate?

(1) Auer v. Dressel pg. 426
(a) FACTS; Bylaws of corp. provided that holders of majority of stock A of corp. can call for a Bd. Meeting. Bd was class designated, preferred had 9 and common had 2. Pres. refused to call a meeting b/c he said it would be for an improper purpose. SH sued to have Pres compelled to meet. There were 4 purposes for the meeting

(i) Vote on a resolution endorsing former pres and demand his reinstatement

(ii) Amend CI and bylaws to provide that vacancies be filled by SHs

(iii) Vote on removal of 4 class A directors for cause and vote for their successors

(iv) Vote to amend bylaws to change quorum requirement

(b) ISSUE: Even though majority of Class A stock holders can compel president to call a special meeting of SHs, does he have to call the meeting?

(c) HOLDING: All 4 purposes are proper and any D removed illegally can have his remedy in the courts. 
d) Board Responses to Shareholder Initiatives

i) Blasius Industries v. Atlas Corp. pg. 437
(1) ISSUE: Whether the Board could use technical means available under DE law to thwart the insurgent SHs where the Bd thinks it is in the best interest of SHs overall.

(2) HOLDING: Atlas Bd was not acting in self-interest – had good intentions for other SHs

(a) “even finding the action taked was taken in good faith, it constituted an unintended violation of the duty of loyalty that the Bd owed SHs”

(3) This is a case about SHs electing Ds ( only way SHs can participate

(4) I DON’T GET THIS CASE ( HELP ME

ii) Poison Pills ?????

(1) A corporation's defense against an unwanted takeover bid whereby shareholders are granted the right to acquire equity or debt securities at a favorable price to increase the bidder's acquisition costs.

iii) Deadhand Poison Pills

(1) Takeover artists began buying shares on the open market and buying around the pills and taking control of the board 

(2) Feature of DPP is that normally the company can redeem the pill anytime they want for a few cents a share. The PP becomes non-redeemable if there is a change in control of the board. This means the acquirer can’t get rid of the pill by taking over the board. 

10) UNIT 10: Shareholder voting in Public Corporations: Introduction to Federal Proxy Rules

a) SEE HANDOUT!!!!

11) UNIT 11: Fiduciary Duties that Officers and Directors Owe to SHs

a) Introduction

i) SHs encounter 2 types of risks with centralized management

(1) Management may be lazy and not be fully informed

(2) Management may be greedy and breach duty of loyalty 

ii) The Business Judgment Rule ( A REBUTTABLE PRESUMPTION

(1) BJR is a presumption that the board acted in good faith, in the best interest of the corporation and the board was fully informed in making its decision.

(2) This shifts the burden of proof in litigation

(a) BoD make a decision and immediately BJR presumption attaches to it

(b) SHs must then allege an irregularity in the decision making process

(i) If the court is not convinced there is a PF case ( BJR is not rebutted and case dismissed. ( Never decide if decision was good substantively.

(ii) If SH makes a good claim for irregularity in the process presumption is rebutted

1. BoD lose protection of BJR and court decides on substantive fairness of decision to SHs ( BoF shifts to Ds to show substantive validity and fairness of their decision. ( generally BJR is outcome determinative

(3) The purpose of the BJR is to ensure that BoD uses a good process to make decisions

(a) Want the Bd to be well informed and act in good faith

b) Cases

i) Kamin v. American Express pg. 284
(1) ISSUE: Revolves around BoD of Amex’s decision to pay a dividend in a particular way.

(a) Could distribute to SHs and in kind distribution of stock

(i) This way they report no loss and $26 million tax loss disappears

(ii) BoD wants this b/c they say the loss will show up on the income statement and other investors will be scared away ( bad for business

(b) Could sell the stock and realize a loss and offset the loss by some capital gains and save $8 million in taxes and distribute that plus the $4 mill from sale as a dividend.

(i) SHs want this b/c they say it is loss to give them $4 mill when you could give 12

(2) HOLDING: Court says that there was a rational basis for the decision and Bd considered all the facts, they just opted in the other direction. Mainain protection of BJR.

ii) Francis v. New Jersey pg. 613 
(1) ( is trustee in bankruptcy (a fiduciary who’s duty it is to get together all the assets in bankruptcy) of P & B, a reinsurance brokerage firm, an intermediary b/w a primary insurer and insured. Primary insurer rights a policy for the insured and wants to spread the loss, so it goes and buys its own insurance from the reinsurer. ( reinsurer gets part of the premiums that the primary insurer gets from the insured. P&B in its role is a broker ( turns out to be important. Transferred premiums from the primary insurer to the reinsurance firm. P&B is helping the primary insurers spread the risk through these reinsurers. B/C of its brokerage relationship P&B was almost in a position of a trust like a bank. ( is estate of Mrs. P who was director of P&B. P&B ended up ion bankruptcy b/c her son’s were stealing from company after Mr. P died. ( says ( breached her duty of care to the corp. She did nothing to fulfill her duties. 

(2) HOLDING ( violated her duties as a D so money from her estate goes to creditors. Need to show Duty and Breach in a case like this.

(a) Duty runs to creditors here instead of SHs b/c

(i) When a corp is on the brink of insolvency D’s duty shifts from SHs to creditors

(ii) Where you have creditors in a trust type relationship (like here)

1. This is like a trust b/c they are remitting funds back and forth like a bank

iii) Smith v. Van Gorkom pg. 652 pg. 23 of handout
(1) FACTS: See handout

(2) HOLDING: Bd’s decision was not entitled to BJR protection ( process used was flawed and subsequent actions failed to correct breach of duty of care. BoD didn’t use complete candor with SHs. ( director liability for BJR based on gross N. 

(a) TROUBLING:

(i) Bd had no idea where $55/share price came from – no one asked for more info

(ii) Not enough deliberation of the proposal – 20 min pres. and 2 hour meeting

(iii) “$55 is at low end of range” – no one asks for the range

(iv) No internal or external valuations of Co. 

(3) The Legislative Response to the Case DE § 102(b)(7)

(a) Ds will not be liable for monetary damages for breach of duty of care

(b) Ds cab be liable for monetary damages for breach of duty of good faith or loyalty

iv) Subsequent Case Law Developments

(1) Unocal v. Mesa Petorleum
(a) Board 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.

(i) The board has to conduct a good faith, reasonable investigation

(ii) Where the board adopts defensive measures, BJR only applies if measures taken are reasonable in relation to threat posed.

(2) Revlon Inc. v. MacAndrews & Forbes
(a) In this case, 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 target corp.

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

(4) Weinberger v. UOP
(a) In Weinberger, the defendants lost the protection of the BJR, which shifted the burden of proof to the defendants to show intrinsic fairness.  The court says that "fairness" has two components: (1) “fair dealing” and (2) “fair price.” As to the “fair dealing” element, the court says to consider how the transaction was timed, initiated, structured, negotiated, and disclosed.  (If something about the process is so bad that the defendants have already lost the protection of the BJR, the defendants will have a tough time establishing fair dealing.) As to the “fair price,” element, the court must value the business to determine whether the price was fair.  The Delaware Supreme Court liberalized the valuation method that a court may use to value a company that is a party to a merger and held that a court can consider any well respected method of valuation (e.g., discounted cash flow). (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.)
12) UNIT 12: Duty of Loyalty

a)  12A: Interested Director Transactions
i) Introduction.

(1) Background.

(a) When directors are on both sides of a deal it raises a red flag and you need to think of the duty of loyalty

(b) What can corporate law do in response?

(i) Ban all interested D transactions

1. Corporate law has never said this type of transaction is Per Se voidable

(ii) Could adopt internal corporate review mechanism

1. Have board ratify transaction OR have SH vote

(iii) Adopt a 3rd party referee approach

(2) State statutes

(a) Delaware § 144

(i) When a director or officer is on both sides or a transaction, it is not voidable if:

1. Full disclosure to the board and disinterested directors approve OR

2. SHs vote and approve after full disclosure (not disinterested SHs) OR

3. It is fair as decided by the court

(ii) SEE SCHEMATIC on HANDOUT

(b) California § 310

(i) No interested director transaction is void or voidable b/c interested if
1. There is full disclosure to the shareholders

2. It is approved by shareholders in good faith w/shares owned by interested director or directors not being entitled to vote 
3. OR it is fair

(ii) You can only establish compliance here if the interested director DOES not vote their shares.

1. This is a better process to promote fairness than DE process

2. DE process leaves open option that majority SH will oppress a minority SH 

ii) Cases
(1) Remillard Brick v. Remillard-Dandini Co. pg. 730
(a) FACTS: S&S are majority SH in RDC and total SH in RDS. S&S divert profits from RDC to RDS. This is an interested director transaction b/c S&S are on both sides of transaction. S&S say it is not a problem b/c they complied with CA §820. Argue that they don’t have to prove the fairness of the transaction. 

(b) RULE: Court says that technical compliance with this statute does not preclude fairness analysis. Regardless of whether you have compliance with old §820 ( the court will always consider potential unfairness to minority SHs.

(c) But we have a supervening event now that old §820 has become §310 so now it eliminates possibility of oppression with compliance. New statute has greater procedural safeguards against oppression and in favor of fairness so this is untrue. 

(i) The case has not been overruled, but outcome should be different now with § 310 instead of §820. This has fairness built in now.
(2) Fliegler v. Lawrence Pg. 734 note

(a) Facts of this case set up like Remillard.

(b) DE court holds that even though procedures of §144 are satisfied, we will still examine fairness of the transaction. 
(c) Court still has to make and independent inquiry about the intrinsic fairness of the transaction. Even though DE statute says Or, it doesn’t mean or ( 

(i) Means that the court should always look at the inherent fairness of the transaction
(3) Marciano v. Nakash Pg. 735 note

(a) There was no compliance with 144(a)(1) or (a)(2) here
(b) Court says in dictum (  If the interested director complies with 144(a)(1) or super compliance with 144(a)(2), then the directors get back the protection of the BJR.
b) 12B: Corporate Opportunity

i) Introduction

(1) CO doctrine prevents a director from diverting to herself a business opportunity that is really meant for the corporation and gaining personally from that opportunity. 
ii) What is a Corporate Opportunity

(1) Tests Applied in Various Jurisdictions

(a) Interest or Expectancy

(i) Business opportunity a corp. has interest or expectancy in or is essential to a corp
1. The issue is when there is an interest or expectancy

2. Interest of the corporation supercedes the interest of the individual
(b) Line of Business 
(i) can really expand what could be defined as a CO ( more forward focused test
(ii) Guth v. Loft pg. 789
1. FACTS: G was president of L who manufactured sodas and G bought stock in Pepsi and developed Pepsie bus and sold it to L.

2. HOLDING: Pepsi was a CO of L.

3. LOB takes into account corp. reasonable needs and desire for expansion

(iii) Burg v. Horn pg. 795
(iv) FACTS: H were slumlords in Brooklyn and convinced B to join with them and formed a business called Duran. In that time H bought 9 other pieces of property. After they had a falling out, B sued H saying H usurped CO B argued LOB.

(v) HOLDING: NY court refused to apply LOB saying that it was too broad. Parties can K for LOB, but default is interest or expectancy test. 

(c) Fairness, alone or in conjunction with other standards

(i) You take other standards and add fairness

(ii) This is an unwieldy test

iii) When may a corporate manager take a corporate opportunity for herself?

( This is a defense to a breach of fiduciary duty claim

(1) DE § 122(17)

(a) Gives corp. power to renounces, in its cert. of inc, or by action of its BoD, any interest or expectancy of the corp. in, or in being offered an opp to participate in specified biz opps. Or specified classes or categories of biz opps that are presented to corp or one or more of its Os, Ds, or SHs.

(b) Corp is given right to renounce corp opp for benefit of venture capitalists

(2) Defenses permitted in various jurisdictions:

( All 3 choices are just variations on a theme ( if there is a corporate opportunity, a director should not take it for himself if the corp can avail themselves of it.
(a) The opportunity came to the manager in her personal capacity, not in her capacity as a manager of the corp.

(b) The corp. was unable to take advantage of the opportunity

(i) This is tricky b/c with fiduciary duties we are concerned with overt fraud and something more subtle as well. 

1. Like when director does something that is self-serving but they rationalize it. 

(ii) Some courts have rejected this type of defense b/c it really opens the door for self-rationalizing transactions for directors. 
(c) Disinterested directors or SHs rejected the opportunity after disclosed by manager

(i) Differs from the one above, formally (  just sets up a process. 
iv) Remedies for usurping a corporate opportunity

(1) Imposition of a constructive trust on whatever the opportunity was

(a) The court will impose a constructive trust so that the income from the investment goes to the corporation that should have had the opportunity

(2) OR court may order profits realized by D have to be remitted to corp

(a) The opportunity taken by the director continues to be owned by the director, but either way the profits go to the corporation that should have had the opportunity. 

13) UNIT 13: SEE HANDOUT

