Corporate Finance Final Outline
Date: 01/18/2022
Class: 1
Topic: Introduction; Understanding Financial Statements
Assigned Reading(s): CB p.1—6; RWJ Ch. 1 (BS); CB p.7—23; ABC Financial Statements (BS)
Cases: n/a
Valuing Future Projects: money today is worth more than money tomorrow. 
· Also have to take into account risks. 
	TYPE OF SECURITY
	CASH FLOW RIGHTS
	LIQUIDATION RIGHTS
	VOTING RIGHTS

	Common Stock
	Residual and discretionary dividend
	Residual 
	Yes 

	Preferred Stock
	Fixed and discretionary dividend (cumulates if not paid)
	Medium 
	Contingent 

	Debt (bonds, bank loans)
	Fixed and certain interest payment
	Highest 
	None 


Shareholder–Creditor Tension: 
· Shareholders only care about profitability.
· Will be riskier. 
· Creditors only care about solvency. 
· Want to play things safer. 
Understanding Financial Statements
Main Forms of Financial Statements:
· Balance Sheets; 
· Income Statements;
· Cash Flow Statements;
· Statements of Shareholders’ Equity.
1. Balance Sheets
Balance Sheets: reflect the capital structure of the firm.
· Debt Claims are usually fixed;
· Equity is usually variable.
· Equity is also known as net worth. 
Assets = Debt + Equity 
An asset is a probable future economic benefit owned or controlled by the business that is obtained in a “transaction” to which accountants can attach a price. 
· The firm must have legal title or some other clear right to use the asset. 
Fixed Assets: Assets that will last a long time (buildings, for example).
Accounts Receivable (“A/R”) represents the payment obligations of buyers for products that the company has already sold.
Net Working Capital is defined as current assets minus current liabilities.
Accounting Principles: book v. market value (historical cost) → assets are generally reported at their historical cost

 in arm’s length transactions.
· Generally, there are NO adjustments made for future changes in the market value. 
· Usually, what you see is what the company paid for the asset. 
· There are exceptions. 
Accrual v. Cash Accounting (Matching Principle): events are recognized by matching revenues to expenses at the time when transaction occurs rather than when payment is made or received. 
Liabilities: what the company owes—obligations to provide economic benefits to a third party in the future. 
· Current Liabilities have to be paid within a year. 
Assets — Liabilities = Shareholders’ Equity
Equity: capital investments of shareholders. 
Valuation: what will the company do in the future with the stuff it owns today? 
______________________________________________________
Date: 01/23/2022
Class: 2
Topic: Understanding Financial Statements
Assigned Reading(s): CB p.23—28, 28—35
Cases: Bolt v. Merrimack Pharmaceuticals, Inc.
Retained Earnings: this will change as the company profits or loses. 
Working Capital: short-term liquid assets of the company and short-term liabilities. 
· (assets ex): cash
· (liabilities ex): accounts payable
· This helps give a sense of what the company has available as they operate on a daily basis. 
Preferred Stock: a hybrid between debt and equity.
· Gives the new investor priority/preference over the common stock. 
· (ex) “If the company starts making a ton of profit, I get paid before the common stockholders.  
Cases: 
· Bolt v. Merrimack Pharmaceuticals, Inc.: The common and well-established meaning of the term “net-worth” is the difference between a corporation’s total assets and its total liabilities.
· Bolt wants to redeem some of the shares he owns of Merrimack. 
· Redemption provision in the Articles of Organization: if the net worth of the corporation equals or exceeds $5 million, holders of Series A Preferred Stock can redeem them for redemption price.
· Bolt was likely a very early investor. 
· M then tries to argue that Series B stock, which is presented in the mezzanine section of the balance sheet, is akin to a liability under GAAP authorities. 
· This would drive the net worth below $5 million. 
· But the Court says that M’s balance sheet doesn’t show the Series B stock to be part of total liabilities.
· Whether the Series B preferred stock is automatically redeemable is important here. 
· The net worth wasn’t coming from good performance or growth, but rather because someone was nice enough to give $12 million. 
· Total Liabilities were obviously less than $5 million of the Total Assets. 
· Contract should have been drawn more carefully from M’s side. 
2. Income Statements
Income Statements: tells a story during a period for the company. Shows 3 important figures:
1. How much revenue a company earned over the relevant time period;
2. What were the costs and expenses associated with earning that revenue;
3. The firm’s net earnings or losses (the “bottom line”)
· This is just the difference between #1 and #2.
1. Total Revenues — Cost of Goods Sold = Gross Margin 
2. Gross Margin — Overhead Expenses = Operating Income/Profit
· Overhead Expenses: Selling, General, & Administrative Expenses; Research & Development; Depreciation & Amortization
· Depreciation: A charge taken against current year’s revenues to reflect the diminution in value of long-term assets used to produce the sales—those with an expected life of more than one accounting cycle. 
· We are trying to account for all the expenses in a period. 
3. Operating Income/Profit + Other Income (including interest) — Interest Expense = Pretax Income 
· “Other Income & Expenses” encompasses very unusual revenue or expense items that are not related to normal operations and not expected to repeat in future years.
4. Pretax Income — Taxes = Net Income Before Extraordinary Items
· Extraordinary Items: things that don’t happen every year (more rare).
· (ex) Earthquake destroys your factory and you have to record that as a loss. 
5. Net Income Before Extraordinary Items — Extraordinary Items = Net Income/Net Profits/Net Earnings
Earnings per Share: either (1) Net Income / Basic Shares OR (2) Net Income / Diluted Shares
· Diluted Shares: could be preferred stock that is convertible to common stock. 
· The # of diluted shares will ALWAYS be higher than basic shares. 
______________________________________________________
Date: 01/25/2022
Class: 3
Topic: Understanding Financial Statements (continued)
Assigned Reading(s): CB p.52—58, 58—67
Cases:
Measuring Performance—Net Income: can sometimes be affected by nonoperational decisions and choices made by the accountants. 
· (ex) affected by depreciation, inventory accounting 
· (ex) affected by taxes/interest depending on capital structure
EBIT: Earnings Before Interest and Taxes.
· Helps tell the story of how much money the company generates. 
EBITDA: Earnings Before Interest, Taxes, Depreciation, and Amortization.
· Often used in evaluating companies. 
Accounting Options: more like principles than rules.
1. Inventory Accounting or 
2. Depreciation Accounting
Inventory Accounting: 2 main methods:
1. First In, First Out (“FIFO”): the inventory being sold are the first units that were acquired.
· Shows the cost of replacing the inventory. 
2. Last In, Last Out (“LIFO”): vice versa
· Shows the true value of the inventory more accurately than FIFO. 
Depreciation Accounting: the physical part of the asset that is used up for that year. 
· Should be placed right under the “Assets” section. 
· Methods:
· Straight-line Depreciation: assume the asset depreciates at a constant rate (divide the price paid for the asset by the life expectancy of the asset).
· Accelerated Depreciation: front-loading because assets tend to lose value more in the beginning. 
· Better for tax-savings purposes.
· Higher depreciation → lower taxable income
· Sum of the Digits: (how many years left) / (the sum of all the years’ digits added up)
· Sum of all the years’ digits added up → life expectancy of 10 years: 10+9+8 . . .
· Double Declining Balance: when you are calculating how much to depreciate in a year, first calculate the straight-line method and then multiply that number by 2. 
· See, e.g. Slide 20, Lecture #3 Rev. 
3. Cash Flow Statements
Cash Flow Statements: shows the company’s inflows and outflows of cash in transactions with 3rd parties. 
· Focuses on the firm’s ability to generate cash. 
· 3 types of activities: (1) Operating, (2) Investing, and (3) Financing 
· Operating: depreciation, changes in AP/AR, changes in inventories, etc. 
· Financing: amounts that the company raises from investors or amounts paid to investors. 
4. Statements of Shareholders’ Equity
Statements of Shareholders’ Equity: shows the changes in the interest of the company’s shareholders over time
· [Net Income of the Current Year] — [Dividends Paid] + [Funds Raised by New Share Sales] — [Funds Expended on Stock Repurchases]
Financial Ratios
Profitability Ratios: analyze (scale) returns against various measures like sales, assets, or equity. 
· Looks at the operating performance of the company. 
Gross Profit Margin = [Gross Profit] / [Sales]
· Gross Margin on Sales = [Sales] — COGS
· [Gross Margin of Sales] / [Sales] → Shows how good the company is relating to turning inventory to sales and revenues. 
· The higher the ratio, the more efficient the company is. 
Profit Margin = [Net Income] / [Sales]
· How much of the revenues are actually turned into profit? 
Return on Assets (“ROA”) = [Net Income] / [Average Total Asset]
· Average Total Asset = the average of the beginning and ending asset accounts for the accounting period. 
· NOTE: could use the previous year and current year. 
· How good is the company at squeezing the profit out of assets? 
· What is the return that the company is generating through the assets they hold? 
· Helps show which companies have great management. 
Return on Equity (“ROE”) = [Net Income] / [Average Shareholder Equity]
· Average Shareholder Equity = the average of the ending equity for this year and last year.
· How good is management in taking those assets contributed by the shareholders and turning them into profits? 
· The rate of return is what the company is providing shareholders for their investments. 
· Focuses the calculation of profits as a % of total stockholders’ equity. 
Financial Leverage: measures the ability to pay debts in a timely and certain fashion. 
· Shows the long-term and short-term financial health of the company. 
Debt/Assets Ratio  = [Total Liabilities] / [Total Assets]
· The higher the ratio → more leverage the creditors have.
· The amount of assets that have been contributed by the creditors. 
Debt/Equity Ratio = [Total Liabilities] / [Total Stockholders’ Equity]
· The proportion of the assets contributed by the debt holders compared to equity holders. 
Liquidity Ratios: shows the short-term ability to pay debts. 
· Demonstrates the short-term health of the company. 
Current Ratios = [Current Assets] / [Current Liabilities]
· Similar to working capital. 
· Here, assets are basically cash (or very similar).
· Here, liabilities have to be repaid in one year. 
· The goal of a company is to have this ratio be > 1. 
Quick Ratio = ([Cash] + [Short-Term Securities] + [Receivables]) / [Current Liabilities]
· We “delete” inventory because it does not have a very definite worth. It isn’t cash. 
Cash Ratio = ([Cash] + [Short-Term Securities]) / [Current Liabilities]
· Here, along with inventory, we are also “deleting” account receivables (“A/R”). 
Interest Cover Ratio = (EBIT) / [Interest]
· This looks at the amount of cash that is generated by the company relative to the amount of interest payments the company has to make. 
· The lower the ratio → the more trouble the company is in (there is less of a cushion for the company to make interest payments). 
______________________________________________________
Date: 01/30/2022
Class: 4
Topic: Financial Ratios & Introduction to Valuation
Assigned Reading(s): CB p.58—67; 71—99
Cases:
Market Value Ratios: shows how the market prices of the company are relative/compared to a metric. 
· How does the market value the company? 
Price Earnings Ratio = ([Market Price]) / [Earnings per Share “EPS”]
· EPS = [Net Income] / [Basic No. of Shares]
· Shows how much of a company’s earnings are available to common stockholders, after paying interest on debt, taxes, and any dividends on preferred stock.
Dividend Yield = [Dividend per Share] / [Stock Price]
· Dividend per Share = [Dividend] / [Number of Shares]
· This depicts the return that stockholders get every year from dividends. 
Valuations 
Intuition Behind Valuation (Good if True): [Cost of the Investment Today] <(or equal to) [Expected Cash Flows] • [Discount for Risk]
Simple Interest: [Initial Deposit] + [Interest Payments]
P • (1 + r•T) = $ amount 
Compound Interest: [Initial Deposit] + [Interest Payments] 
· The bank pays interest on the interest it has already paid into your account. 
P • (1 + r)^t = $ amount
· r = yearly interest rate;
· P = principal;
· t = # of years
Rule of 72: how long will it take to double your money at a given (compounded) interest rate? → Doubling Time = 72 / [Interest Rate] 
Discounting to Present Value: how much is a promise to pay $X in the future worth today? 
· Turning a future payoff into a number that is comparable to today’s dollars. 
PDV = [FV] / (1 + r)^t 
· t = time period;
· r = discount rate;
· FV = future value
Annuities: instead of a single payment, you expect to receive multiple fixed payments for a set number of years. 
· Calculating annuities: calculate the present value (“PV”) of each periodic payment. 
· Then add together the PVs. 
· Any stream of future payments. 
PV = [(C) / (1 + r)] + [(C) / (1 + r)^2] . . . + [(C) / (1 + r)^n]
** use the sheets Berdejo gave us. 
______________________________________________________
Date: 2/1/2022
Class: 5
Topic:
Assigned Reading(s): Accounting Assignment; CB p.144—54
Cases:
Bonds: a way to borrow money; also known as public debt. A promise of a series of (annual) interest payments, often called coupon payments, plus repayment of principal at the maturity of the bond. 
· Nominal/Principal/Face Amount: amount on which the issuer pays interest.

· Also an amount that has to be repaid at the end. 
· Coupon Rate: interest rate that is paid to bond holders. 
· Calculated on face-value → it is simple, not compounded interest. 
· Should be close to the discount rate. 
· Depends on current market interest rates, maturity, and creditworthiness of the issuer. 
· The coupon rate is fixed throughout the life of a bond. 
· Maturity Date: the date when the principal is repaid. 
· Issue Price: the sale price of the bond when issued.
· Usually about the same as the nominal amount. 
· It is the price paid by the investor.
· What the company receives for the piece of paper (bond).
Bonds look like annuities → say it is an “X-year” annuity calculation + PV of the principal payment at the end. 
(ex) PV = C1/(1+r)1 . . . + P/(1+r)maturity date 
· r = discount rate 
Above Par: good deal! This likely means the coupon rate is higher than the market rate. 

Below Par: bad deal! This likely means the coupon rate is lower than the market rate. 
Bondholders face both (1) default risk and (2) interest rate risk. 
Perpetuities: an instrument that gives you the same payout on a yearly basis forever. 
PDV = (Periodic Payment) / (Discount Rate) or C / r 
· r = discount rate
· C = coupon payment (periodic payment)
Valuing a Growing Perpetuity: assuming the discount rate is (r) per annum, how much would you pay to receive (Initial Payment), growing at (g%) annually, forever?
PV = [Initial Payment] / [(r – g)]
· g = constant growth rate  
______________________________________________________
Date: 2/6/2022
Class: 6
Topic:
Assigned Reading(s): CB p.144—45, 99—123
Cases:
Increasing the discount rate → we value future amounts even less. 
Valuing Projects: discount expected future cash flows of the project to the present value. 
Net Present Value (“NPV”): NPV of a Project = [PV of funds to be received] – [PV of funds invested]
Corporate Finance Mandate: INVEST in all POSITIVE NPV projects; PASS on all NEGATIVE projects.
Discounting to Present Value Approach: 
1. Determine the future payoffs;
· Could be interests, fixed sums (bonds);
· Could be dividends (stocks);
· Could be “free cash flows” (enterprise).
2. Determine the appropriate discount rate (“r”);
3. Plug these figures into the PV formula.
· Calculate the PV for each cash flow using [Each Future Payment] / (1+r)^n
· Add the PVs together.
Discount Rates: 
· Discount Rate of Debt: the return demanded by the debtholders;
· The cost of having the debt for the firm.
· Discount Rate of Equity: the cost the company incurs for issuing or raising capital via equity;
· The return demanded by equity holders;
· The cost of equity for the firm.
· Discount Rate for the Firm: the firm’s cost of renting capital.
· WACC: the average of the cost of equity and debt.  
Discount Rate of Debt:
Factors in Pricing Financial Assets: “wait and worry”
· Time Value of Money (“Wait”): people are generally impatient;
· Inflation → a dollar today is worth more than a dollar tomorrow;
· Interest Rates / Alternative Investments
· (ex) You could be putting this money into another investment. 
· Riskiness / Uncertainty (“Worry”): the risk of non-payment.
· Also have to worry about whether interest rates will go up. 
Investors can look at the credit ratings of the companies to assess the risks. 
Term Premium: [10-year Treasury Bond Rate] – [3-month T-Bills]
Pricing Bonds:
· Initially: when determining the interest rate that the issuer will have to pay, investors take into account:
· The current market interest rates for maturity; and 
· Look at the rate paid by the U.S. government for similar maturity.
· The creditworthiness of the issuer.
· There will be a bigger premium for a lower credit rating. 
· Here, the coupon rate reflects the discount rate that one would use in valuing the bond at issuance. 
· After Issuance: these factors may change after issuance, but the interest rate (coupon) paid by the company is fixed. 
· Therefore, the interest being paid by the company may no longer be the same as the appropriate discount rate. 
· Bonds might be traded above or below par value. 
Yield to Maturity: gives a sense of what the company would have to pay if they issued the bonds right now. 
· Likely reflects the discount rate in the present. 
· Can likely get this information by looking at yield-to-maturity bonds by similar companies. 
Discount Rate of Equity: investments are evaluated on two dimensions:
1. Return: the average expected profit from the investment; 
· Rate of Return: what are you expecting to receive from this investment? 
2. Risk: the possible deviations from the expected average. 
To measure these, we can use 2 statistics:
1. Mean and 
2. Standard Deviation. 
· In finance, standard deviation is also referred to as volatility.
Calculating Rate of Return: the return is expressed as a percentage of your initial investment. 
· This does NOT tell us whether this is a good investment or not, which is why we don’t have to calculate present value. 
([Capital Gain] / [Price Paid]) + ([Dividend] / [Price Paid])
______________________________________________________
Date: 2/8/2022
Class: 7
Topic:
Assigned Reading(s): CB p.146—54; Valuation Practice Problems
Cases:
Expected (Average) Payoff: multiply the probability of each possible outcome by the value of the investment in that possible outcome. 
· Then add them up. 
· Essentially, multiply each possible outcome by the probability of that outcome occurring (and then add them up).
Variance & Standard Deviation: a way to measure the risk of a future payoff. 
· Go through each possible outcome and look at the difference between that outcome and the expected outcome. 
Variance = [the Sum of each] (Outcome – Average)^2 * (Probability of the Outcome)
A higher standard deviation means a riskier situation. 
Diversification: a way to “diversify” away some risk.
· Correlation: the observation that when there’s a change in “A”, there’s a change in “B”. 
· There needs to be less than perfect correlation in order to reduce risk. 
· (ex) Ford Share & Exxon Mobile Share: close to negatively correlated. 
· If one goes up, the other is likely to go down. 
· By investing solely in one company, you may be taking on too much risk. 
· You can diversify the risk by investing in 2 different companies. 
· The market won’t reward you for bearing risks that you don’t HAVE to bear. 
· If you can diversify some risk away, you are expected to. 
Unique (Diversifiable) Risk: the risk that can be eliminated by diversification. 
· Risks that are unique to a single company. 
· Arises because many of the perils that surround an individual company are peculiar to that company and perhaps direct competitors. 
· (ex) Bad decisions by management. 
Market/Systematic Risk: risk that cannot be avoided by diversifying. 
· (ex) Federal interest rates changes, changes in inflation, changes in energy costs, etc. 
· Arises from macroeconomic factors that affect most firms’ earnings and stock prices. 
Return: the average expected profit from the investment. 
· Look at the Rate of Return and the Mean.
Risk: possible deviations from the expected average. 
· Look at the standard deviations. 
Compensation for Bearing Risk: we compensate investors for bearing (market/systematic) risk. 
· We measure sensitivity of a stock’s returns relative to changes in overall market returns. 
· That sensitivity is called beta.
· Beta: the sensitivity of the stock to changes in the market. 
· Will define the price of the stock. 
· (ex) The beta of the market is 1. 
Capital Asset Pricing Model (CAPM):
Expected Rate of Return = (Risk Free Rate) + (beta)([Average Return to Market] – [Risk Free Rate])
· Risk Free Rate: the discount for deferring consumption; the compensation for having to wait. 
· [Average Return to Market] – [Risk Free Rate] = Equity Premium
· It is the discount for the uncertainty. 
· Expected Rate of Return = Discount Rate
______________________________________________________
Date: 2/13/2022
Class: 8
Topic:
Assigned Reading(s): CB p.146—54; Valuation Practice Problems
Cases:
Discount Rate for the Firm: trying to evaluate the entire firm or various projects. 
· Look at the firm’s cost of renting capital and WACC.
WACC: The discount rate a company uses when estimating the present value of a new investment or when estimating the value of the company itself.
· Average cost of equity and debt. 
· Helps display “what rate of return must the underlying business produce each year to keep ALL of a company’s investors content.”
· In calculating WACC, it is important to always use the market values (not book values) of outstanding securities.
ACCEPT projects with a positive NPV and reject those with a negative NPV. 
CAPM tells us what rate of return the investors expect from the underlying business. 
· Can therefore be a good proxy for the rate of return we should expect from expansion of that business. 
· If there is ONLY equity outstanding, all we need to use is CAPM.
IF THE FIRM HAS MORE THAN ONE CLASS OF INVESTORS → take the weighted average of the discount rates of debt and equity. 
To calculate the discount rate of debt (“Rd”) → (Principal Paid) = (Coupon Price) / (1+Rd) . . . + (Coupon Price) / (1+Rd)2 . . .
Calculating WACC Step-by-Step: 
1. Determine the rates of return demanded by the holders of each class of security. 
· Return demanded by equity investors (“Re”)? → Use CAPM to find Re.
· Return demanded by debt investors (“Rd”)? → Calculate the yield.
2. Calculate an average by assigning weights proportional to market value. 
· This depends on the size of the company’s debt and equity. 
WACC = [(Debt) / (Value of the Firm)] * Rd + [(Equity) / (Value of the Firm)] * Re
· If the debt and equity were equal, we would just use 50%. 
3. Plug the WACC in to calculate the NPV. 
NOTE: corporations can deduct interest payments. 
· This would make debt “cheaper” since the government is in effect subsidizing part of the interest payments. 
WACC = [(Debt) / (Value of the Firm)] x [(1 – corporate income tax rate) x (Rd)] + [(Equity) / (Value of the Firm)] * Re
NOTE: if a corporation has ANOTHER security outstanding, such as a cumulative preferred stock (“Rp”), then insert that into the WACC equation. 
WACC = [(Debt) / (Value of the Firm)] x (Rd) + [Preferred Stock / Value of the Firm] x Rp + [(Equity) / (Value of the Firm)] * Re
______________________________________________________
Date: 2/15/2022
Class: 9
Topic: Valuation of Firms
Assigned Reading(s): CB p.158—63, 172—75, 189—91; BS Assignments
Cases:
Types of Valuations: valuation isn’t necessarily what the business owns at a given time, but rather what the company does with those assets to generate profits. 
· Liquidation Value and 
· Going Concern Value. 
Liquidation Value: assumes assets will be sold off piece-by-piece. 
· Generally, look to the balance sheet.
· The liquidation value (or book value) should be the floor of a valuation. 
Going Concern Valuation: assumes the company is being sold as an entity and will continue to operate in the future. 
· The value of the business > the value of the assets
Going Concern Valuation Methods:
· Multiples Using Comparables: based on market value of similar companies; OR
· Discounted Analysis: based on the company’s future income, cash flows, etc. 
Multiples from Comparables
Multiples from Comparables: 
1. Find a set of publicly traded companies that are similar to the private company being valued;
2. See how the market values these companies based on an accounting measure by calculating ratios/multiples based on historical results;
3. Apply those ratios/multiples to your private company’s financials to estimate the value.
Commonly Used Multiples/Ratios:
· Valuing Equity:
· Price to Earnings (“P/E”);
· Price to Book (“P/B”).
· Valuing Enterprise:
· Enterprise Value to EBITDA (“EV/EBITDA”);
· Enterprise Value to EBIT (“EV/EBIT”);
· Enterprise Value to Sales (“EV/S”).
Market Cap: the value of equity.
· The price per share multiplied by the number of shares sold. 
Price to Earnings Ratio (“P/E Ratio”): (price per share) / (earnings per share)
In other words: 
Price = P/E Ratio • earnings per share OR
· Price = (earnings per share) / (1 / P/E Ratio)
· (1) / (P/E Ratio) = (r – g) → (Perpetuity Formula)

Multiple Formula (Same as P/E Ratio): Multiple = (Market Value of the Equity) / (Earnings)
· Then apply the multiple to the earnings of Company 2 to see the Estimated Value of the Company.
· Then divide this number by the # of shares to see how much you would pay for a share of Company 2. 
Enterprise Value: the sum of the value of equity and value of debt. 
Discounted Analysis
Discounted Analysis: estimate how much cash and earnings the firm will produce in the future. 
· Estimate the applicable discount rate and calculate their present discounted value. 
· For common stock → use CAPM;
· For whole enterprise → use WACC.
Discounted Cash Flow (“DCF”): this is an estimate of ALL the cash that should be available to the investors. 
· This method values a business as the sum of ALL predicted future free cash flows discounted at an appropriate risk-adjusted rate. 
· Free Cash Flow: cash the company could pay out to investors while still operating its business and growing. 
· Estimates enterprise value → subtract the value of debt to get the value of equity. 
DCF Valuation Analysis: GOAL: To determine the present value of the future cash flows that can be claimed by the corporation given its ownership of the underlying business.
1. Define free cash flows based on financials;
2. Detail the forecast for the first several years.
3. Select the appropriate discount rate and growth rate. 
Free Cash Flow Formula: (EBIT) • (1 – Corporate Tax Rate) + (Depreciation) – (Capital Expenditures + Increases in Net Working Capital)
· For Capital Expenditures, look at how much the “Property, Plant, and Equipment” grew by. 
· This is what the company is investing every year on physical assets. 
· For Increases in Net Working Capital → (Change in Total Current Assets) – (Change in Total Current Liabilities) 
· Make sure to account for both years if given.
· This is what is invested in short-term assets like inventory. 
A DCF Valuation may look like: 
PV = (FCFyearone) / (r-wacc — growth rate)
______________________________________________________
Date: 2/20/2022
Class: 10
Topic:
Assigned Reading(s): CB p.193—225; BS Assignments
Cases:
DCF Valuation Analysis (cont.): example for when growth is only temporary: 
If there is growth for “n” years → PV = (FCF) / (1+r)n
After “n” year, the growth stops. We now have a perpetuity, but NOT a growing perpetuity → PV = (C/r) / (1+r)^n
Then, add these two numbers together to get the DCF Valuation of the company. 
IF, however, the growth does not stop at year “n”, but instead increases by “i” after year “n” → now, we are going to use the growing perpetuity formula →  PVt = [FCFt • (1+g)] / (r—g) 
· Then, we plug this PVt value into the next equation → (PVt) / (1+r)^t
· Then, we add this value to the value we found in the purple. 
Marketability Discounts: discount appraised price of closely-held or thinly-held corporate stock to reflect the lack of equity. 
Minority Discounts: discount appraised price to reflect the fact that minority shares would NOT receive a control premium in market transactions. 
Valuing Closely Held Companies: look for “small” public companies in the same line of business as a reference. Analyze how the markets value these companies on a DCF basis and other multiples (like sales, net income, and book value). 
· Likely use a HIGHER discount rate than public companies. 
· This is due to a lack of marketability. 
· Look at recent sales of similar private companies.
· Look at the book value of the company’s assets (adjusting for current value of assets—this is a floor). 
Judicial Valuation in M&As: given that minority shareholders can be forced to give up their shares, we want to ensure that they receive a fair price. Think of this as an appraisal. 
· There are fiduciary duties that are owed by a controlling shareholder and/or directors to minority shareholders.
· This allows dissenting shareholders to receive a court-determined fair value of their shares. 
Del. Gen. Corp. L. § 262(a),(h): any stockholder is entitled to an appraisal by the Court for the fair value of their stock. The Court shall appraise the shares, determining their fair value exclusive of any element of value arising from the accomplishment or expectation of the merger or consolidation, together with a fair rate of interest.
· In determining such fair value, the Court shall take into account all relevant factors.
This allows dissenting shareholders to refuse cash, stock or other consideration provided by a merger agreement and allows them to demand payment in cash of the fair value of their shares.
Delaware Block Method: court considers 3 factors:
1. The market price of the stock;
2. Capitalized earnings;
3. Net asset value.
The Court then weighs each factor as it deems appropriate—the SUM of the weighted components represents the “intrinsic value” of the company.
Not used that much by the courts anymore. 
Cases: 
· Cede & Co. & Cinerama, Inc. v. Technicolor, Inc.: 
· This clearly demonstrates how the same method can result in completely different results based on assumptions made by experts/companies. 
· MAF made a tender offer to the shareholders of T—they want to buy up ALL the shares.
· C thinks the offer isn’t just and wants an appraisal. 
· MAF votes to do a takeout merger—nothing really C can do except try and get more money. 
· Both experts use a DCF valuation, but with much different values for:
1. The estimation of expected cash flows; 
2. A determination of a residual or terminal value for periods beyond cash flow projections;
3. Selecting discount rate (cost of capital). 
· Tech assumed constant cash flows.
· C assumed earnings growing at a 5% rate in perpetuity.
· Mr. Torkelsen assumes that Technicolor net profits (along with all other aspects of its cash flow) and its value will increase every year in perpetuity, while Professor Rappaport assumes there will come a time when, while it may make profits, Technicolor will not be increasing in value.
Both experts generally agreed on the cash flow forecast for the first 5 years. 
· The difference arose when discussing the terminal period.
· Terminal Period: making assumptions about what is going to take place in the future and on. 
· Defense thinks there’s going to be NO growth in the long-run.
· Plaintiff thinks there will be a 5% growth rate forever (they think there will be a growing perpetuity). 
The Court also took a realistic approach and looked at the market price, which was WAY lower than what the plaintiff’s estimation amounted to. 
· Technicolor insiders accepted a $23/share price.
· They have the most information about the company. 
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PART II: Once a firm decides which projects/assets it will pursue/acquire, how should the company finance the project or acquisition? 
Capital Structure: represents how a firm has financed itself when it turned to outside investors. 
· Shows how investors have divided up the firm’s cash flows. 
Debt Securities: fixed claim on a firm’s assets/cash flows—there is a right to receive interest payments over a period and/or return of the principal at maturity. 
· This is essentially a fixed promise from the company. 
· Debt is SENIOR compared to equity → debt holders get paid first. 
· Among debt holders, seniority depends:
· SECURED takes priority over UNSECURED;
· Contractual Agreements → some debt holders agree to be subordinated (junior) to other debtholders. 
· Here, the interest rate will be higher because it is more risky. 
· Debt ends up being governed mostly by the specific contracts/agreements. 
Debt Instruments:
· Bank Debt (Loan Agreements): the terms are set out in the credit/loan agreement. These are usually short-term.
· Can be either one institution or a syndicate of lenders.
· Often unsecured and often have variable interest rates.  
· Can either be term or revolving.
· Revolving: company has the option of borrowing if they want for a specific amount of time. If they do, they have to pay a certain amount of interest on the amount they borrowed. 
· Re-Negotiation is easy → agreements are less standard and more strict relative to bonds. 
· Public Debt (Bonds/Debentures): cutting the middle-man (banks) → here, many investors are involved and the debt is transferable. 
· Usually, the interest rate is fixed.
· The terms are set out in the indenture and promissory note.
· Indenture: contract between the company and bondholders. 
· Agreements tend to be more standard. 
· Commercial Paper: Involves short-term, unsecured promissory notes, typically with maturities of no more than 9-months (to take advantage of securities law exemptions). 
Equity Securities: 
Common Stock: residual claimants → claimants have the right to participate in distributions of the firm’s earnings via dividends AFTER the fixed claims are paid WHEN & IF dividends are declared by the board. 
· In liquidation → receive the firm’s assets AFTER all prior claims are satisfied. 
· Holders have a right to participate in corporate decision-making by electing directors and voting on major decisions.
· Directors owe them fiduciary duties. 
Preferred Stock: class of shares that have PRIORITY over other shares regarding (1) receiving dividends; (2) rights to corporation’s assets upon liquidation. 
· Important to remember that common stockholders have NO right to receive a dividend. 
· Looks like a mix between equity and debt. 
· Right to dividends and priority in liquidation are specified contractually. 
· Often have limited contractual voting rights. 
· MAY be convertible into common stock. 
· MAY have redemption rights. 
· Limited fiduciary duties are owed to these holders. 
· They have the right to vote if their rights are affected. 
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Levering Up → Increases the Return on Equity
Business v. Financial Risk:
· Business Risk: operating risk and performance.
· Demand variability, sales price variability, input costs variability, ability to develop new products, etc. 
· (ex) House value declining. 
· Financial Risk: additional risk is placed on shareholders as a result of the decision to finance with debt. 
· The leverage concentrates the firm’s business risk on the shareholders because debt-holders (who receive fixed interest payments) bear much less of the business risk. 
M-M Propositions: 
1. In perfect markets, the value of the firm is unaffected by changes to its capital structure. 
2. The expected return on equity of a levered firm increases in proportion to the debt-equity (“D/E”) ratio.
(Return on Equity
) = (Return on Assets) + [ (Debt/Equity) • (Return on Assets – Return on Debt)
Other assumptions include (1) no taxes; (2) no agency problems; and (3) no costs of financial distress or bankruptcy. 
· Each of these assumptions are wrong!
Valuing the Tax Shield: (PV of Tax Shield) = (Corporate Tax Rate) • (Debt)
· Debt creates a tax shield!
· The after-tax income is what the shareholders get.
M-M Proposition #1 (with Corporate Taxes): the firm value increases with leverage. 
(Value of the Levered Firm) = (Value of the Unlevered Firm

) + [ (Corporate Tax Rate) • (Outstanding Debt) ] 
Therefore, the optimal capital structure is close to 100% debt.
· Companies with taxable income should use debt.
· This is because the more debt you have, the more you shield from the government. 
· However, NOT ALL companies do this because some companies don’t have enough taxable income. 
Separation of Ownership & Control/The Principal Agent Problem: directors/managers make day-to-day decisions and may make decisions that are in their personal interest, but that may hurt shareholders (the principals). 
Debt as a Disciplining Mechanism: debt is a way to take money away from managers. 
· Debt reduces managers’ ability to pursue wasteful activities more effectively than dividends. 
· Dividends are discretionary. 
Costs of Bankruptcy & Financial Distress:
· Direct Costs of Bankruptcy: legal and administrative costs
· Indirect Costs of Bankruptcy: the company now has an impaired ability to conduct business. 
· Management is distracted;
· Employees are leaving; etc. 
· Shareholder–Bondholder Conflict: shareholders have an incentive to take large, stupid risks—this could lead to destroying the value of the firm altogether. 
· (ex) Liquidating dividends
Trade Off Theory → Integrate Tax Effects & Costs of Financial Distress: there is a trade-off between the tax advantage of debt and the costs of financial distress. 
· The optimum capital structure occurs when a firm’s positive tax advantage equals the negative cost of financial distress. 
(Value Levered Firm) = (ValueUnlevered Firm) + (Debt Corporate Tax Rate * Debt) — (Costs of Financial Distress of Debt)
General Pecking Order for Financing Sources: use
1. Internal financing; then
2. Issue debt; then
3. Issue equity last.
Solutions to Shareholder–Creditor Conflict
Uniform Fraudulent Transfer Act/Bankruptcy Code: applies to 
· Transfers with the “actual intention to hinder, delay, or defraud;”
· Transfers without receiving reasonably equivalent value, during or resulting in insolvency;
A trustee in a bankruptcy proceeding can void these. 
Corporate Law: the law does very little to protect creditors—the law expects creditors to protect themselves contractually. 
· Piercing the Corporate Veil: there are very limited circumstances where courts may pierce the veil and make shareholders liable for the obligations of the company. 
· Fiduciary Duties: fiduciary duties are generally ONLY owed to shareholders.
· However, once a company becomes insolvent, the board then owes fiduciary duties to the company AS A WHOLE—this includes creditors. 
· If a firm is insolvent, a creditor may bring a derivative action against directors for a breach of a fiduciary duty owed to the corporate entity. 
· At this point, creditors would be residual owners. 
· Creditors can ALWAYS assert direct, non-fiduciary duty based claims:
· (ex) contractual agreements, fraud and fraudulent conveyance, implied covenants of good faith and fair dealing, bankruptcy law, etc. 
· Restrictions on Dividends & Distributions: a company can distribute assets/earnings to shareholders through (1) dividends or (2) share repurchases. 
Insolvency: 
(1) Equity Insolvency: very short-term → for example, the company can’t pay bills as they come due.
(2) Balance Sheet Insolvency: assets < liabilities  
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Board Decisions Regarding Dividends: the decision whether or not to declare a dividend is protected by the business judgment rule. 
· Once declared, 
· Dividends become “debt.”
· It HAS to be paid.
· Shareholders are legally entitled to receive the amount. 
General Rule Regarding Dividends: because the business judgment rule, a company will NOT be forced to pay a dividend UNLESS (1) the corporation is in the proper business and financial posture to do so and (2) the failure to declare the dividend is the result of an “oppressive or fraudulent abuse of discretion.”
· NOTE: very tough to show the company is acting in bad faith.
· Think of the Dodge case from Business Associations.
· Ford was making an absurd amount of money, but they didn’t want to pay the dividend because they had their own plans. 
· The burden is on the shareholder (who wants the dividend) to show this.
· Once announced, a dividend will likely come out of the retained earnings portion of the balance sheet and SHIFT to “Dividends Payable” (under Liabilities section). 
· Once paid → cash goes down → “Dividends Payable” disappears.
Cases: 
· North American Catholic Educational Programming Foundation, Inc. v. Rob Gheewalla, Gerry Cardinale, and Jack Daly: Creditors of a Delaware corporation that is either insolvent or in the zone of insolvency have NO right, as a matter of law, to assert direct claims for breach of fiduciary duty against the corporation’s directors.
· NACEPF is claiming that the defendants effectively controlled C through the financial and other influence that Goldman Sachs had over C. 
· Creditors are afforded protection through contractual agreements, fraud and fraudulent conveyance law, implied covenants of good faith and fair dealing, bankruptcy law, general commercial law and other sources of creditor rights. 
· General Rule: Directors do NOT owe creditors duties beyond the relevant contractual terms.
· Directors of insolvent corporations MUST retain the freedom to engage in vigorous, good-faith negotiations with individual creditors for the benefit of the corporation.
· Caleb & Co. v. E.I. Dupont de Nemours & Company: the record date determines which shareholders will receive the dividend. A sale between the declaration and record date causes the dividend to inure to the benefit of the purchaser. (The Delaware Code establishes the supremacy of the record date over the declaration date for the establishment of shareholder rights.)
· If you are a shareholder on the record date but sell your share afterward, you are STILL entitled to the dividend. 
· The ex-dividend date becomes critical, because if you want to be the owner on the record date, you have to own before the ex-dividend date. 
· The stock-market has a role in this (the trading of the exchanges and the time it takes to settle the restraints).
· July 31, 1981: the Board of Directors of C declared a dividend, payable to the shareholders of record as of August 14, 1981.
· DP’s acceptance of tendered shares on Aug. 5th vested in DP the right to be considered the record owner on August 14th, even though payment for the shares post dated Aug. 14th. 
· The purchaser of shares of corporate stock is held to acquire an equitable interest in the stock before the transfer is completed, if the agreement of purchase and sale is binding between the parties.
Statutory Limits on Distributions
Capital Impairment Surplus Test: allows a distribution out of a company’s surplus—if the distribution exceeds the company’s surplus, the transaction is deemed to impair the firm’s capital and is NOT allowed. 
· Applies to BOTH dividends and repurchases.
Del. § 154 Surplus (Defined): the excess of the net assets of the corporation over the amount determined to be capital. 
· Net Assets = Total Assets — Total Liabilities
· Capital = aggregate par value of the issued shares
· “Paid in capital” or “capital stock”
· Look at the balance sheet to calculate surplus. 
Essentially: Surplus = Net Assets — (Stated) Capital
Capital Surplus: the amount paid by investors for ALL issued shares in excess of their par value. 
· The “additional paid in capital” 
Earned Surplus: the accumulated retained net earnings (minus losses) NOT paid to shareholders. 
· The “retained earnings”
DGCL § 170(a) Dividends: dividends can be declared by directors either (1) out of surplus (see above) or (2) if there is NO surplus → out of its net profits for the fiscal year in which the dividend is declared and/or the preceding fiscal year. 
· This would be called a nimble dividend.
· Companies may use the “nimble dividends” promise to sell preferred stock. 
NOTE: you can revalue assets when you are trying to re-estimate surplus. 
Board’s General Discretion When Valuing Surplus: a court may defer to the board’s measurement of surplus unless a plaintiff can show that the directors “failed to fulfill their duty to evaluate the assets on the basis of acceptable data and by standards which they are entitled to believe reasonably reflect present values.”  In the absence of bad faith or fraud on the part of the board, courts will not “substitute [their] concepts of wisdom for that of the directors.”
· (ex) A company probably has to hire an appraisal company. 
DGCL § 160(a) Repurchases: every corporation may purchase their own shares [back] provided that the repurchase WON’T (1) impair the capital of the corporation or (2) the capital of the corporation is already impaired. 
· Basically, is there surplus? 
· A repurchase impairs capital if the funds used in the repurchase exceed the amount of the corporation’s surplus (the excess of net assets over the par value of the corporation’s issued stock). 
Repurchases shares (shares that have been issued + authorized and are reacquired by the firm) are then called Treasury Shares.
· Treasury shares cannot vote and do NOT get a dividend. 
· A company CANNOT issue more shares than first stated—to do so, the Certificate of Incorporation would have to be amended. 
· The “Treasury Stock, At Cost” line will go right under the “Retained Earnings.”
DGCL § 174(a) Liability for Illegal Distributions: directors are liable for the illegal portion of distributions. 
· Creditors can sue the director for the illegal distribution. 
Cases: 
· Klang v. Smith’s Food & Drug Centers, Inc.: Directors have reasonable latitude to depart from the balance sheet to calculate surplus, so long as they evaluate assets and liabilities in good faith, on the basis of acceptable data, by methods that they reasonably believe reflect present values, and arrive at a determination of the surplus that is not so far off the mark as to constitute actual or constructive fraud.
· SFD hired Houlihan to examine the transactions and render a solvency opinion.
· H issued a report to SFD Board replete with assurances that the transactions would NOT endanger SFD’s solvency, and would NOT impair SFD’s capital in violation of Del. § 160 (Repurchases). 
· Corporations can revalue properly its assets and liabilities to show a surplus and conform to the statute.
· Among other factors, unrealized appreciation or depreciation can render book numbers inaccurate.
· It is unrealistic to hold that a corporation is bound by its balance sheets for purposes of determining compliance with § 160.
· Tri-State Paving: “... when a corporation ceases to be a going institution, or its business is in such shape that its directors know, or ought to know, that suspension is impending ... its assets in the hands of such directors become, by equitable conversion, a trust fund for the benefit of its general creditors, so that, if such directors prefer themselves over such general creditors, such action constitutes fraud in law, and equity will compel them to make restitution of all property thereby diverted to their personal benefit to the prejudice of such creditors.”
· The individual debtors were the sole officers, stockholders and directors of the corporate-debtor and withdrew the sum of $20,261.00 constituting all of the funds in the latter's bank account to finance a trip to Las Vegas to endeavor to win enough money gambling to pay the corporate-debtor's creditors and solve the financial problems of all three debtors in the fall of 1981.
· Officers of an insolvent corporation have the burden of proving that obligations owed to them should be settled prior to obligations owing to other creditors. 
· The defendants thought they earned this wage. 
Solutions to Shareholder–Creditor Conflict #3: Contractual Provisions (Covenants)
“The debt securityholder can do nothing to protect themselves against actions of the borrower which jeopardize its ability to pay the debt unless they establish their rights through contractual provisions set forth in the indenture.”
Protective Covenants: promises companies make to take or not to take certain actions.
· Negative Covenant: “shall NOT” . . . 
· Positive Covenant: “we shall” . . . 
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Bond Market Values: if the market rates have risen since the bond was issued → the bond’s current price would fall. 
· And vice versa.
· This is because bond’s coupon rates do NOT change even when market rates do. 
· (ex) If market rates rise → the present value of any future amounts of the bonds will be lower. 
If risks have increased since the bond was issued → the bond’s current price will FALL. 
· This is because there is now a higher chance of non-payment. 
The value of bonds changes continuously. 
Bondholder Risks: 
· Interest rate fluctuations (term premium);
· Default/Non-Payment (risk premium); 
· Selfish actions by shareholders.
· (ex) Choosing risky projects (asset substitution); incurring more debt (claim dilution); withdrawal of capital (dividend payment); not maintaining assets (underinvestment).
Bond Indentures: a contract in which the issuer agrees NOT to engage in specific conduct that would increase the bondholder’s risk. Key Players include
· Issuer: negotiates the indenture with the lead underwriter;
· Lead Underwriter (Placement Agent): finds the initial investors that will buy the bonds from the company;
· Represents the interests of the bondholders because they want to sell the bonds.
· Indenture Trustee: represents the bondholders;
· Credit Rating Agency: provides a credit rating for the company, largely dependent on the risk involved. 
· This “grade” helps determine the interest rate. 
· The risk inherent in the industry also plays a factor. 
Bond Indenture Key Provisions:
· Event of Default Provisions: if a default occurs → bondholders are entitled to accelerate the maturity of the bonds.
· In other words, the debt becomes immediately due and payable. 
· Redemption & Call Provisions: gives the issuer the option of redeeming the bond prior to maturity date. 
· Redemption/Call Price: the price at which the bond may be redeemed by the issuer prior to maturity. 
· Call Premium: the additional amount above face value that the issuer must pay to redeem a bond prior to its maturity date. 
· The closer to the maturity date → the premium decreases. 
· Restrictive & Negative Covenants: restricts the ability of the company to take certain actions that investors feel could affect the value of their claim. 
· (ex) Limit the firm’s ability to pay dividends; specify financial ratios that the firm must keep; etc. 
· Liquidation Clause: (ex) “in the event of a liquidation of the issuer, the debt must be paid off at face amount plus premium”
· Successor Obligor Clause: if there is a merger or sale of “all or substantially all of the assets,” AT THE TIME THE PLAN OF LIQUIDATION IS DETERMINED, the surviving (acquiring) corporation must assume the debt. 
· Amendments: would lead to supplemental indenture(s)
Cases: 
· Sharon Steele Corp. v. Chase Manhattan Bank: the Court found that there was NO merger/acquisition → successor obligor clause should NOT apply. Instead, this was a liquidation → liquidation clause controls. This is because the Mueller sale to Sharon was the last sale that was part of the complete liquidation.
· The market interest rates had risen substantially since the debentures had been issued. 
· Defendants want to be repaid using these higher rates and want to be paid off NOW (including the premium). 
· Sharon, on the other hand, just wants to assume the debt. 
· Boilerplate language used in the successor obligor clause → this is a question of law (for judges, not juries, to decide). 
· Judges want to create uniformity, consistency, and predictability so investors know what they are getting into. 
· This will decrease the costs for borrowers down the line as it will lead to better working markets. 
· The Court offers an interpretation that they believed would be most consistent with the purposes of successor obligor clauses along with market expectations. 
· Could be a different story if Mueller was valued at $5,000 million (could then be argued that it was substantially all of UV’s assets). 
Purposes of Successor Obligor Clauses: boilerplate successor obligor clauses do not permit assignment of the public debt to another party in the course of a liquidation unless “all or substantially all” of the assets of the company at the time the plan of liquidation is determined upon are transferred to a single purchaser.”
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Restricting Future Debt: options can include
· Dollar limitations on the amount of new debt;
· Prescribed Ratios: a company can borrow IF their ratios (such as assets to debt) indicate the company is financially healthy enough.
· Restrict debt of higher priority or new liens.
Limitations on Liens: restricts the ability of the company to issue secured debt. 
Maintenance Covenants: financial ratios that have to be met periodically regardless of whether a company is borrowing debt or not.
Leveraged Buyouts (“LBOs”): acquisition of ALL of the firm’s outstanding shares with cash.
· Using borrowed funds;
· Shifts capital structure of target toward debt;
· Assets of the target are ultimately backing up the debt incurred by the acquirer.
Management Buyout: a LBO where the purchasing group is led by members of the target company’s management. 
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Cases: 
· Metropolitan Life Insurance Co. v. RJR Nabisco, Inc.: we want predictability for the market. If the Court starts finding different implied covenants, things get unpredictable. The Court will NOT imply a covenant which could have been bargained for.
· To start, RJR had little debt. 
· KKR v. Russ Johnson (MBO) → KKR submits the winning bid at $109/share.
· This bid is financed through debt KKR is borrowing. 
· KKR is bringing this high debt along with them to RJR.
· Winner: the original shareholders as they are making a lot of money on this transaction (RJR stock price was $50/share before the transaction).
· Loser: Metro and the original debtholders.
· Following the announcement of the proposed MBO, the bonds lost $160 of value and yield increased by over 2%. 
· Essentially, this value is transferred to the shareholders from the old debtholders.
· At least the party who KKR is borrowing from knows what they’re getting into. 
· There is nothing in the indenture that prevents this transaction from going through.
· Metro thinks RJR violated an implied covenant of good faith NOT to incur the debt necessary to facilitate the LBO and thereby betray what Metro claimed was the fundamental basis of their bargain with the company. 
· A promise by the defendant should be implied only if the court may rightfully assume that the parties would have included in their written agreement had their attention been called to it.
· The implied covenant of good faith is breached ONLY when one party seeks to prevent the contract’s performance or to withhold its benefits. 
Possible (ex-Ante) Solutions [Based on RJR]: for transactions that transfer wealth from the original bondholders to the shareholders.
· Restrict new debt;
· (ex) Forcing KKR to pay out the existing bondholders.
· Include financial covenants;
· Maintenance Ratios: every quarter the company has to maintain a certain ratio.
· Restricting mergers;
· Change of Control Put-Provisions: any time there is a change of control, the company has to make an offer to the existing bondholders to purchase the bonds at a price around face value. 
· The bondholders have the decision of whether or not to accept the offer. But the offer HAS to be made. 
Shareholder–Creditor Conflict: Choosing Risky Projects (Asset Substitution)
Alteration of Risk (Asset Substitution): can be brought about by risky investments in other businesses; selling current mix of assets; merging with a riskier company; changing the line of business; etc. 
Restrictions on Investments: the issuer promises NOT to make any other investments or to buy equity stakes from other opportunities/people.
· The goal is to force the company to focus on their own business and NOT get involved with other stuff. 
Restrictions on Sale of Assets: “you can sell the company’s assets, BUT you would have to use the proceeds in this specific way.” 
· Generally, the sale of certain assets is allowed as long as certain restrictions are met. 
Protecting Against Certain Mergers: could either 
· Insert the change of control provisions;
· Prohibit mergers outright; 
· Insert conditions on financial ratios—this may restrict mergers with heavily indebted corporations. 
Shareholder–Creditor Conflict: Withdrawal of Capital (Dividend Payment)
Restrictions on Payments: distribution restrictions usually define a pool of funds available for distributions. 
· This pool is an adjustable figure, in which one:
· Adds new earnings; 
· Adds the proceeds of new stock sales;
· Subtracts new dividends; and 
· Subtracts new stock repurchases. 
Shareholder–Creditor Conflict: Underinvestment
Maintenance of Properties: provision that makes the company promise that they will maintain its properties.
Might also have a provision requiring insurance surrounding buildings, plants, equipment, and other insurable properties owned or operated by the company. 
Other Protective Provisions: 
· Convertibility: allows the bondholders to convert the bonds into common stock of the issuer. 
· Guarantees: “Upon failure by the Company to pay punctually any such amount, each Guarantor shall forthwith on demand pay the amount not so paid at the place and in the manner specified in the Indenture.”
· Upstream Guarantee: the parent company borrows money, but the subsidiaries are the ones that have assets. 
· Downstream Guarantee: the subsidiary borrows money, but the Guarantor is the parent company who has the assets. 
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Subsidiary Guarantee(s): this might eliminate the structural subordination. 
· (ex) Parent owes $200 for bonds; Subsidiary owes $200 to the bank. 
· Parent has $0 worth in assets, but the subsidiary has $300 worth in assets. Assume the subsidiary guarantees the parent’s debt.
· Now, the subsidiary is liable to BOTH the bank and the bondholders.
· They will split the assets down the middle. 
· Without this subsidiary guarantee, the bank gets paid first and the bondholders get whatever is left. 
Generally, the parent is very involved in the subsidiary’s actions in terms of guarantees (like in a wholly-owned subsidiary). 
· However, the subsidiary officers are the ones that have to sign off on the guarantees and the specific notes (of priority). 
Subsidiary Guarantee(s)—Priorities:
1. Secured Notes 
2. Priority Senior Notes
3. Senior Notes
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Credit Box: indentures may create a “credit box” and define the “close family” (often, restricted subsidiaries). 
· The goal is often to prevent money from leaving the “credit box.”
Restricted Subsidiaries: subject to covenants in the indenture. 
· Transactions among the issuer and the restricted subsidiaries are oftentimes NOT subject to indenture covenants. 
· These subsidiaries contribute to income and assets for the purposes of tests. 
Sinking Funds: Requiring the borrower to make ongoing payments or to set aside funds [in the sinking fund].
· Mandatory prepayment;
· After a number of years, the company MUST start prepaying a certain percentage of the par value of the issued debt. 
[Borrower’s] Voluntary Payment: borrowers may want to repay before the maturity date because interest rates may have declined. 
Call Provisions: allows for voluntary redemption by the company.
· Quiet Period: typically, there is a period when NO redemption is permitted.
· Prepayment Penalty/Call Premium: debentures may be redeemable at a premium that gradually declines over time. 
Cases: 
· Morgan Stanley & Co., Inc. v. Archer Daniels Midland Company: if ADM can show a non-debt source of funds, the new borrowings are NOT the direct/indirect source of funding → the provision is NOT violated.
· ADM is arguing that the source of the $140 million that they want to use for the redemption comes from the stock (equity) offerings. 
· Morgan Stanley thinks the source of this money comes from cheaper debt, which would violate the Indenture Call Provision.
· Morgan Stanley thinks this provision is triggered/violated if ADM borrowed AT ALL enough money to fund this redemption at a lower rate, regardless of the common stock offerings. 
· The Court looks at (1) prior case law, (2) commentaries, (3) the structure of the provision, and (4) public policy.
· Franklin: held, with respect to language almost identical to that contained in the ADM Debentures, that a redemption directly funded through equity financing was NOT prohibited despite contemporaneous borrowing by the issuer.
· The American Bar Foundation’s Commentaries on Model Debenture Indenture Provisions: points to the source of funds as the dispositive factor in determining the availability of redemption to the issuer. 
· “[W]e think the restrictive phrasing of the redemption provision, together with its placement after the broad language allowing redemption in all other cases at the election of the company, support’s defendant’s more restrictive reading.” 
· Policy Reasons: we want predictability here. ADM’s interpretation is easier to apply. 
______________________________________________________
Date: 3/29/2022
Class: 19
Topic: Debt Contracting VI; Exchange Offers; Duties of the Trustee
Assigned Reading(s): CB p.397—406, 409—21
Cases: Katz v. Oak Industries, Inc.; Elliott Associates v. J. Henry Schroder Bank & Trust Co.
Make-Whole Premium: An issuer will be able to redeem the given bond issuance but the premium it must pay to do so will be calculated to give some or all of the economic gains from a lower market rate of interest to the creditors. 
Amendments
Amendments & Waivers: mechanism for amending the indenture.
· The trustee can approve minor technical changes. 
· For major changes, approval requires a majority or supermajority vote of the debtholders on a one-vote per bond basis (generally speaking). 
· The indenture will also provide a mechanism for waiver of past or future non-compliance by the issuer. 
Trust Indenture Act § 316: deals with publicly issued bonds; rules that govern the Indenture Trustee. 
· It takes AT LEAST a majority in the aggregate amount to approve changes or waive past defaults. 
· Indentures usually treat any breach of a covenant as an event of default. 
· It takes AT LEAST 75% to approve deferral of interest payments, but for NOT more than 3 years. 
· It takes unanimous consent to impair obligations to pay interest or principal (except as applying above). 
· The debtor CANNOT vote regarding any debentures it repurchases. 
These are default rules—companies may negotiate, but cannot set lower baselines than these. 
· Consent Solicitation Statements: the company offers bondholders a consent payment to accept the amendment(s) to the indenture.
· If you vote YES + enough bondholders give their consent (so that the amendment is authorized) → you receive the consent payment. 
· If you vote YES BUT the amendment is NOT authorized → you do NOT receive the consent payment.
· If you vote NO → you do NOT receive the consent payment, even if the amendment is authorized. 
· You would still be subject to the new terms in the indenture, though. 
A restructuring of the bonds/debt requires unanimous consent.
· (ex) changing the coupon rate, maturity date, etc.
Cases: 
· Katz v. Oak Industries, Inc.: Oak doesn’t owe any fiduciary duties to Katz or other debt holders. The terms of this contractual relationship agreed to and NOT broad concepts such as fairness define the corporation’s obligations to its bondholders. 
· Bondholders were offered “Cash Payment Certificates” in exchange for their bonds (offered price above market, but below par) BUT must consent to certain amendments to the indenture (“exit consent”) before sending bonds.
· The bondholders probably just preferred Oak’s restructuring to fail → in bankruptcy, they could get some money back. 
· But then the shareholders would be screwed. 
· There is NOTHING in the indenture provisions granting bondholders power to veto proposed modifications in the relevant indenture that implies that Oak may NOT offer an inducement to bondholders to consent to such amendments. 
· The bondholders feel Oak is being a bit (wrongful) coercive—if they don’t tender, but enough other bondholders do, then they will be left with bonds with NO protective covenants and bonds that don’t enjoy a liquid market. 
· Katz was unable to convince the court that Oak breached the implied duty of good faith through this exchange offer.
______________________________________________________
Date: 4/3/2022
Class: 20
Topic: Debt Contracting VII; Exchange Offers; Duties of the Trustee
Assigned Reading(s): CB p.397—406, 409—21, 475—88
Cases: Katz v. Oak Industries, Inc.; Elliott Associates v. J. Henry Schroder Bank & Trust Co.
Monitoring Compliance & Enforcement of Covenants: the trustee alleviates collective action problems among bondholders by monitoring the issuer and enforcing the indenture covenants. 
· Throughout the life of the bonds, the lenders will want to monitor the issuer’s compliance with covenants. 
· Indentures facilitate monitoring by mandating the issuer to provide information. 
Trustee: serves as an “agent” of the bondholders, BUT is selected and compensated by the issuer and usually has a pre-existing relationship with [the issuer]. 
A trustee’s loyalty is driven by:
· Their reputation/market incentives;
· The Trust Indenture Act;
· Contract: the indenture itself will say what the trustee needs to do. 
POST-Default: trustees CANNOT have specified conflicting interests.
· The trustee MUST notify the bondholders and take such actions as a prudent person would take in the conduct of his own affairs. 
Specified conflicting interests include 
· Being a trustee under another indenture for the issuer;
· Being an underwriter for a debt issue of the issuer;
· Owning 10% or more of the debtor’s voting securities;
· Holding other debt of the debtor that is in default;
· The trustee’s directors or executive officers are directors or officers of the debtor.
There are some exceptions, such as that the “default is to be cured or waived within a reasonable amount of time.”
Trust Indenture Act: to make trustees a bit more proactive, the Act mandates certain provisions in the indentures.
· More duties on the trustee, BUT mostly post-default.
· Before default, the duties of the trustee are specified in the indenture (not very much). 
· Courts will NOT infer any other duties pre-default. 
Cases: 
· Elliott Associates v. J. Henry Schroder Bank & Trust Co.: The duties of an indenture trustee are strictly defined and limited to the terms of the indenture, although the trustee must nevertheless refrain from engaging in conflicts of interest. It is clear from the express terms of the Act and its legislative history that no implicit duties, such as those suggested by Elliott, are imposed on the trustee to limit its pre-default conduct.
· Interest is paid semi-annually to bondholders, but must be record holder as of May 15th. 
· The indenture called for a 50-day notice requirement of redemption to the trustee, unless the trustee waives the requirement. 
· Centronics notifies JHS (trustee) of its intent to redeem 42-days prior to the target redemption date. 
· But JHS waives the 50-day requirement. 
· The bondholders are upset at the trustee because a 50-day notice would have allowed them to convert + receive the semi-annual interest payment. 
· Elliott alleged that, had it not been for the trustee’s improper waiver, debenture holders would have been entitled to an additional payment of $1.2 million in interest from Centronics.
Duties of the Trustee: the indenture trustee shall NOT be liable except for the performance of such duties (prior to an event of default) as are specifically set out in the indenture. 
· Congress rejected a general “prudent man” standard.
· “An indenture trustee is like a stakeholder whose duties and obligations are exclusively defined by the terms of the indenture agreement.”
Typical Events of Default:
· Missing an interest payment or principal payment; 
· Non-performance or breach of any covenant AND continuance for 30/60/90/etc. days after notice of default was given by the trustee;
· A judgment or order in a bankruptcy case adjudging the debtor a bankrupt or that a reorganization petition was property filed;
· The issuer filing a voluntary petition in bankruptcy. 
______________________________________________________
Date: 4/5/2022
Class: 21
Topic: 
Assigned Reading(s): CB p.488—512
Cases: Arizona Western Insurance Co. v. L.L. Constantin & Co.; LL. Constantin & Co. v. R.P. Holding Corp.; Guttmann v. Illinois Central R. Co.; Hay v. Hay
Preferred Stock: a hybrid security with both debt and equity elements.
· Treated as equity when calculating leverage;
· But looks like debt because the dividends it is entitled to have to be paid before common stock gets paid.

· Almost like a “fixed” dividend, BUT without a maturity or final repayment date.
· Therefore, there is NO risk of default if dividends are NOT issued (unless contracted otherwise). 
· Provides flexibility for companies. 
Preferred stockholders are usually paid AFTER bondholders, but before common shareholders. 
· This applies to both dividends and in liquidation. 
General Preferred Stock Characteristics:
· Face value (usually the purchase price);
· The dividend will likely be calculated using a rate applied to the face value. 
· Dividend preferences: priority OVER common;
· May be a cumulative dividend;
· Liquidation preferences: priority OVER common
· Usually face value + accrued dividends.
· Redemption Rights;
· In some cases, preferred stockholders can force the company to redeem and buy back preferred stock.
· Conversion Rights;
· In some cases, preferred stockholders can convert their preferred shares to common stock. 
· Voting Rights;
· Oftentimes, if a company misses an “X” amount of dividend payments, the preferred stockholders get more voting rights triggered. 
Generally, rights of preferred stockholders (and other classes) are spelled out in the Certificate of Incorporation. 
Blank Check Preferred Stock: the board can designate specific rights of the preferred stockholders at the time the stock is issued via a resolution. 
· Certificate of Designation: regarded as an amendment to the articles, which MUST be filed, but does NOT require shareholder approval. 
· This spells out the rights of the preferred stockholders. 
Preferred Dividends: generally, dividends are discretionary (up to the Board and we use the BJR). 
· There is an obligation to pay a stated dividend to preferred stockholders before any dividend is paid to the common stockholders. 
· However, a corporation is NOT required to pay a dividend to the preferred if the common is NOT paid one. 
· A corporation CAN contract with preferred stockholders to make dividends mandatory (and get around the BJR). 
· See the 2 Constantin cases below on how courts can interpret the same clause differently.
· Once declared, dividends become debt. 
Cases: 
· Arizona Western Insurance Co. v. L.L. Constantin & Co.: The contract is clear. The company has clearly bound themselves to the agreement. The COI can include restrictions on the board. The language has to be unequivocal and strong enough, though.
· “The holders of the preferred stock shall be entitled to receive, and the Company shall be bound to pay thereon, but only out of the net profits of the Company, a fixed yearly dividend of Fifty Cents (50 cents) per share, payable semi-annually. The said dividend shall be cumulative.”
· Arizona sees the company profiting and wants the dividends that have yet to be paid at this point. 
· “Words could not more plainly manifest that Constantin agreed to be bound to pay dividends where net profits were available for the purpose.”
· LL. Constantin & Co. v. R.P. Holding Corp.: Here, the court says the language isn’t strong enough to override corporate law. “The absence of a clear and peremptory denial of the directors’ statutory discretion to control of dividends renders Article 7 controlling over the 1952 amendment.”
· Same provision as the case above. 
· The fact that Article 7 was NOT amended when the 1952 amendment was adopted is some evidence that the 1952 amendment was NOT intended to divest the directors of discretion.
· Article 7: “The Board of Directors shall by vote declare dividends from the surplus profits of the Corporation whenever, in their opinion, the condition of the Corporation’s affairs will render it expedient for such dividend to be declared.”
Types of Preferred Dividends: the type of dividend has to be explicitly named in the contract. 
· Straight Dividends: states the periodic dividend rate and provides that NO dividends can be paid to the common stockholders until the annual preferred dividend is paid. 
· Therefore, preferred holders have NO rights to dividends in years in which no dividend is declared/paid.
· Cumulative Dividends: NO dividend can be paid to the common holders until the arrearages on the preferred holders have first been paid. 
· Dividends accumulate with each passed dividend. 
· Regardless of whether a company declares a dividend, preferred dividends will accumulate at a specified rate, to be paid out at a  future date before the common may receive anything.
· Participating Dividends: receive the preferred dividend + a share of the common’s dividend, if any. 
Cases: 
· Guttmann v. Illinois Central R. Co.: Here, nothing in the wording of this contract would suggest to an ordinary wayfaring person the existence of a contingent or inchoate right to arrears of dividends. 
· “The preferred stock shall be preferred both as to dividends and assets and shall be entitled to receive out of the surplus or net profits of the Company, in each fiscal year, dividends at such rate or rates not exceeding seven per cent, per annum, as shall be determined by the Board of Directors but such dividends shall be non-cumulative.  No dividends shall be paid, ... on the common in any fiscal year, unless the full dividend on the preferred stock for such year shall have been paid or provided for.”
· After 10 years, the Board decides to pay a dividend to the common. 
· Hay v. Hay: Court goes with the liquidation rather than the dividend provision. “The parties were contracting with reference to a possible future liquidation, a situation where the statutory prohibition against declaration of dividends out of capital had no application.” 
· In the event of any liquidation… the holders of the preferred stock shall be entitled to be paid in full the par value thereof, and all accrued unpaid dividends thereon before any sum shall be paid to or any assets distributed among the holders of the common stock, but after payment to the holders of the preferred stock of the amounts payable to them as hereinbefore provided, the remaining assets and funds of the Corporation shall be paid to and distributed among the holders of the common stock.
· Here, the dividends accrued even though they were not earned. 
· No surplus profits are available with which to pay the accumulated dividends.
· Here, the agreement was that the preferred stockholders should receive the par value of their stock plus an amount equal to “all accrued unpaid dividends thereon” before any assets should be distributed to the common stockholders.
______________________________________________________
Date: 4/10/2022
Class: 22
Topic: Preferred Stock II 
Assigned Reading(s): CB p.527—46, 579—90
Cases: Elliott Associates, L.P. v. Avatex Corporation; Mary G. Dalton v. American Investment Company
Examples of Strong Language in the COI Regarding Accrued Dividends: “In the event of [a] liquidation, dissolution or winding up of the Corporation, holders of each series of Preferred Stock will be entitled to receive the amount fixed for such series plus… an amount equal to all dividends accumulated and unpaid thereon to the date of final distribution whether or not earned or declared before any distribution shall be paid, or set aside for payment, to holders of Common Stock.”
Preferred Stock Dividends Summary: the default rule for dividends is that 
· The Board has FULL discretion regarding whether or not to declare the dividend; 
· The standard of review to use when assessing the Board’s decision is the business judgment rule.
· UNLESS the charter explicitly and clearly makes the dividends mandatory.  
· Once declared, dividends become debt. 
Modifying the Preferred Stock Contract: to do this, look to the amendment provisions in the agreement. 
· DGCL § 242: for an amendment to pass that affects (1) the aggregate number of authorized shares of such class; (2) the par value of the shares of such class; OR (3) the rights of such class → the majority of the stockholders (of that class) have to vote to pass the amendment. 
· DGCL § 251: if there is a merger → there is NO voting by class provided by the statute—only voting as a whole (requires a majority of the outstanding stock).
These are the 2 ways to change shareholder rights (or for our sake, preferred shareholder rights). 
Cases: 
· Elliott Associates, L.P. v. Avatex Corporation: the language found in § 6(b) of the Certificate of Designation is strong enough to provide a class vote for the preferred stockholder class. 
· Avatex created Xetava as its wholly-owned subsidiary and announced its intention to merge with and into Xetava. 
· The proposed merger will cause a conversion of the preferred stock of Avatex into common stock of Xetava.
· The merger would eliminate the certificate of designations creating the Avatex preferred stock and setting forth its rights and preferences. 
· [T]he consent of at least two-thirds of the shares of the Preferred Stock outstanding shall be necessary to permit [t]he amendment, alteration or repeal, whether by merger, consolidation or  otherwise, of any of the provisions of the Certificate of Incorporation which would materially and adversely affect any right, preference, privilege or voting power of the Preferred.”
· When a certificate adds the terms “whether by merger, consolidation or otherwise” and a merger results in an amendment, alteration or repeal that causes an adverse effect on the preferred → there will/should be a class vote.
· The merger DOES cause the adverse effect because the merger is the corporate act that renders the Avatex certificate that protects the preferred stockholders a “legal nullity.” 
· That elimination certainly fits within the ambit of one or more of the three terms in the certificate: amendment or alteration or repeal. 
· Mary G. Dalton v. American Investment Company: Brockman did NOT breach his fiduciary duty to the preferred holders → Overall, Steinberg’s testimony indicates that L had its own economic justification for not cashing out the preferred shareholders, that L was advised by its attorneys that it was NOT legally necessary that the preferred shares be bought out, and that L reached its decision to offer to purchase the common shares only for its own reasons and not because of anything said by Brockmann or anyone else on behalf of AIC.
· Brockmann starts seeking buyers, using $13 as a talking/starting point for common shares. 
· The common shareholders of AIC were eliminated and cashed out at a price of $13 per share.
· The preferred shareholders of AIC were NOT cashed out, but were left as preferred shareholders of the corporation surviving the merger. 
· Plaintiffs are arguing that Brockmann sought to capture all benefits for common (and nothing for the preferred) by suggesting floor on bids for the common stock (and breached his fiduciary duties).
· Defendants are arguing that the Preferred holders had no contractual rights to be bought out as part of acquisition. 
______________________________________________________
Date: 4/12/2022
Class: 23
Topic: 
Assigned Reading(s): CB p.255—82, 621—29, 636—41
Cases: Stokes v. Continental Trust Co.
Voting Dilution: the more shares issued → less voting power existing shareholders have (assuming they aren’t the ones buying the new shares). 
Economic Dilution: Any time a company sells stock for less than its fair market value, the preexisting stockholders are effectively paying for a portion of the new stockholder’s investment, resulting in economic dilution to these earlier investors.
· If the issuance is at fair market value, there will be NO economic dilution. 
[Post-Money Valuation] / [Post-Money Outstanding Shares] = Value per Share
Total Economic Loss: [Value per Share] x [# of shares Shareholder has]
OR
[image: image1.png]



· L  = existing shareholders’ loss through dilution;
· m = market price of a share before issuance;
· a  = shh’s share ownership at time of new issue; 
· x  = shares outstanding before dilutive issuance;
· d  = number of shares issued in dilutive distribution;
· p = proceeds from sale of new shares.
Protecting Against Dilution: 
· Restrict the Board’s ability to offer new issuances in the Certificate;
· Require/Force an amendment to the Certificate in order to authorize more shares than the ones that will be issued. 
· Require shareholder approval for new issuances. 
·  Require the right to participate in future stock issuances. 
· Preemptive Rights: Rights that guarantee that if a company proposes to issue any new shares of common stock, it must first offer these shares to its pre-existing shareholders in proportion to their ownership percentages.
· Stockholders had a pro rata right to subscribe for newly issued shares.
· Corporations would hold its authorized but unissued shares in trust for its shareholders. 
· Subject to the existing shareholders paying for them.
· The shareholder could refuse OR sell the right. 
· Modern Approach: NO preemptive rights unless provided for in the articles OR contracted for. 
· Is there a “preemptive rights” provision either in the COI or a separate contract? 
· If in COI → ALL shareholders have this right. 
· If in a separate contract (“Investors Rights Agreements”) → certain investors may have this right, while others may not. 
Options
People use options to lever up and increase their rate of return. 
Call Option: the right (BUT NOT obligation) to buy an asset at a specified price on, or before, a specified date. 
· The writer of the option has the obligation to sell IF the holder of the option wants to exercise. 
Put Option: the right (BUT NOT obligation) to sell an asset at a specified price on, or before, a specified date. 
· The writer of the option has the obligation to buy IF the option holder wants to exercise. 
· Put Option Intrinsic Value = Exercise Price — Market Price of Stock
Exercise/Strike Price: the price at which the option holder can buy (call) or sell (put) the asset. 
Expiration Date: the last date for exercising the option.   
The higher the price of the stock at expiration (PAST the option price), the higher the payoff. 
Factors Affecting the Value of the Option: exercise price; the current price of the underlying asset (price of the stock); the time to the expiration date; the variance of the price of the underlying asset. 
· IF there is still time for the stock price to go up in the future (before the expiration date), the option still has some value. 
Different Types of Options:
· Leaving a project if NOT profitable;
· Redeemable/Callable Bonds or Preferred Stock;
· Convertible Debt or Preferred Stock.
Redeemable/Callable Bonds: bondholders have promised that they will sell back the bonds to the issuer at the agreed upon price. 
· The issuer is the option holder.    
Convertible Bonds: the indenture specifies the price that must be paid by the bondholder to convert their bonds to stock. Company has promised to allow this to happen if the bondholders decide to pursue this route (and follow through with the requisite obligations). 
· The bondholders are the option holder(s). 
· The issuer is the option writer.  
· Conversion Ratio: tells you how many shares of the underlying common stock you receive by trading in your security. 
· (ex) 100 shares of stock per ($1,000) bond,
· Conversion Price: what the bondholder pays per share if they convert.
· (ex) $1,000 / 100 = $10/share
· Conversion Value: the value of the shares of common stock you receive IF you converted your convertible security. 
· (ex) 100 shares x (Current Price of Stock)
Cases: 
· Stokes v. Continental Trust Co.: A stockholder has an inherent right to a proportionate share of new stock issued for money only and not to purchase property for the purposes of the corporation or to effect a consolidation, and while he can waive that right, he cannot be deprived of it without his consent except when the stock is issued at a fixed price not less than par and he is given the right to take at that price in proportion to his holding, or in some other equitable way that will enable him to protect his interest by acting on his own judgment and using his own resources.
· Case from 1906 (common law approach, NOT the modern approach). 
______________________________________________________
Date: 4/17/2022
Class: 24
Topic: Convertible Securities II
Assigned Reading(s): CB p.658—64, 670—95
Cases: Simons v. Cogan; HB Korenvaes Investments, L.P. v. Marriott Corporation
Protecting the Conversion Value
Fiduciary Duties: bondholders are NOT owed fiduciary duties or other duties beyond the contract obligations. 
· The indenture is a complete specification of the rights. 
· Exceptions: fraudulent inducement; breaches of an implied covenant of good faith; etc. 
Cases: 
· Simons v. Cogan: a conversion right into common stock does NOT entitle bondholders to an added layer of fiduciary duty protection. In order to receive this fiduciary duty protection, the bondholder has to convert and become a shareholder. 
· The bondholders’ option is destroyed after the merger (because Knoll International doesn’t exist anymore). 
· Indenture amended to substitute $12 rather than one share of common stock (what bonds convert into).
· This is an awful deal—it was convertible at a rate of $19.00 per share. 
· Plaintiffs argue that Knoll and its controlling shareholders breached a fiduciary duty by substituting the right to convert into stock for the right to convert into $12.
· The holder of a convertible bond is and only is a corporate creditor to whom contractual but NOT fiduciary duties are owed unless he acts to end his entitlement to the legal protections his contract affords him and to assume the risks of stockholder status through exercise of power of conversion. 
Anti-Dilution: as a preferred stockholder who has the option to convert, you don’t want the pool of assets to shrink because then your share also decreases. 
Distribution of Assets to Shareholders: a way a company can dilute/reduce the option value of convertibility. 
· Dividends from Earnings;
· Extraordinary Dividends: selling an asset and then distributing the proceeds as a dividend;
· Spin-Off a Subsidiary to Shareholders: the parent corporation distributes ALL the shares it owns in a subsidiary to its own (the parent’s) shareholders on a pro-rata basis.
· No money changes hands here. 
· Inevitably, spin-offs reduce the value of assets that remain for when preferred holders choose to convert. 
· See Marriott. 
Participating Dividends Provision: the option holder receives whatever they would have received IF they converted their shares.
· Example Provision: “If the Corporation declares or pays a dividend or distribution on the Common Stock, the Corporation shall simultaneously declare and pay a dividend on the Preferred Stock on a pro-rata basis with the Common Stock determined on an as-converted basis assuming ALL shares had been converted.”
Participating in Other Distributions: similar to “Participating Dividends Provision,” but tailored to apply to other assets. 
· For example, if the company distributes any securities issued by the corporation or in other property (excluding cash dividends). 
Convertible Preferred Stock Provision: the strategy here is lowering the conversion price—this leads to a bigger piece of the pie. 
· If the company attempts to declare a HUGE dividend that leaves the company with less than the initial value, the Court may step in and find an implied promise NOT to do so. 
· Here, the preferred option (convertible) holders would have gotten screwed without the Court’s intervention. 
Cases: 
· HB Korenvaes Investments, L.P. v. Marriott Corporation:
· Marriott participates in a spin-off. 
· Marriott gives ALL the common stock of International (new subsidiary that holds all the good assets) to the common holders of Host. 
· Conversely, the bondholders and preferred holders are stuck in their positions in Host. 
· Host’s cash flows are NOT enough to declare dividends. 
· International’s cash flows are high enough to declare dividends. 
· M settles with the bondholders and commits to NOT pay dividends—but this is really bad for the preferred holders. 
· They held convertible stock to common stock. 
· § 5(e)(iv) of Marriott’s Charter: conversion price will be multiplied by a fraction < 1 → similar to convertible preferred stock provision. 
· Whenever Marriott distributes assets to its common stockholders, there is a provision that protects the value of the preferred conversion right by reducing the conversion price. 
Adjustment Formula:
Conversion PriceNEW = Conversion PriceOLD x (Price of the Common Stock — FMV Distributed) / Price of the Common Stock
FMV Distributed = # of shares x Value 
· The value per share that was given to the common shareholders as part of this spin-off. 
· Here, Marriott used the intrinsic value of the assets given to International. 
· Found the intrinsic value that International represented of Marriott as a whole and multiplied that % to the current market price of the common stock. 
Face Value / Conversion PriceNEW = # of shares each preferred holder could convert into common stock
The idea is the greater % of assets you give away, the lower the conversion price becomes. 
______________________________________________________
Date: 4/19/2022
Class: 25
Topic: Convertible Securities III
Assigned Reading(s): CB p.690—98, 708—717
Cases: Wood v. Coastal States Gas Corporations
Diluting/Reducing the Option Value
Stock Split: the company declares that every share of the common stock will be split into two. 
· To prevent dilution in the event of a stock split, you have to decrease the conversion price. 
· Example Provision: “[T]he Conversion Price of the Preferred Stock shall be appropriately decreased so that the number of shares of Common Stock issuable on conversion of each share of such series shall be increased in proportion to such increase of the aggregate of shares of Common Stock outstanding.” 
Issuing New Shares of Common Stock: likely would lead to both voting and economic dilution. 
· To protect against economic and voting dilution that results when a company issues cheap stock, one solution may be to use a price-based anti dilution protection clause.
· Full Ratchet Anti Dilution Protection: the conversion price of the “protected” preferred stock is reduced to a price equal to the price of the new issuance. 
· Weighted Average Anti Dilution Protection: the conversion price of the “protected” preferred stock is reduced to a price that is somewhere between the old conversion price and the price of the new issuance. 
· Formula: Conversion PriceOLD x ([Common Stock Outstanding + NSOP] / [Common Stock Outstanding + NIS]) 
NSOP: # of newly issued shares HAD they been sold at the Old Conversion Price
· (New Amount Raised) / (Old Conversion Price)
NIS: actual # of newly issued shares
______________________________________________________
Date: 4/24/2022
Class: 26
Topic: Convertible Securities IV
Assigned Reading(s): CB p.690—98, 708—717
Cases: Wood v. Coastal States Gas Corporations
Protecting the Deal: Anti-Destruction
Anti-Destruction: as part of a merger, a preferred shareholder may end up losing the option of converting to common stock altogether. 
· After the merger is consummated, because of the anti-destruction language, the preferred holders’ option to convert is still alive. 
· (ex) Common Stock of Company A receives cash because of the merger (and no longer exists) → The Preferred Stock would be convertible into that amount. 
· In some instances, a preferred holder may reserve an option to turn their shares into common stock of the new company. 
· (ex) The idea is that a preferred holder should be able to retain their conversion value (preserving the convertibility of a leaving security). 
Cases: 
· Wood v. Coastal States Gas Corporations: the Court reads Coastal’s Certificate very narrowly → the standard anti-destruction provision was NOT triggered because it was intended only to be triggered when the underlying common stock disappears. 
· Here, the common stock did NOT disappear. Rather, Coastal’s common shareholders received a dividend in the form of shares of Valery (subsidiary). 
· Coastal common stock would have to be gone. 
· “A distribution of the Valery stock to the holders of coastal common is permissible under Section (c)(7) and may be made without adjustment to the conversion ratio; such distribution is NOT a recapitalization under § (c)(5).”
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