CORPORATE FINANCE OUTLINE
FINANCIAL STATEMENTS
How does a firm decide which projects/assets to purchase/acquire?
I. BALANCE SHEETS

a. List summary information about the assets owned by the firm and the liabilities and claims it has incurred in acquiring these assets
b. Assets on the left side, liabilities and equity on the right side—both columns must add up to the same number (claims cannot be higher than value of assets)
c. Fundamental accounting equation: Assets = Liabilities + Equity
d. Accounting Principles

i. Historic Cost Principle: Assets are recorded at their original cost (Book Value), with no adjustments made for future changes in Market Value (Market Value of an equity is usually greater than its Book Value)
1. Exception: Inventory should be recorded at the lower of cost or market
2. REMEMBER: When inventory is sold, subtract the original cost of the inventory from “Inventory” section
ii. Matching Principle (see “Income Statements”)
iii. Assets: Probable future economic benefit controlled by a firm 
1. Current Assets: Cash and other assets that can be turned into cash within a year (ex. accounts receivable: payment obligations of buyers for products that the company has already sold)
2. Long Term/Capital Assets: Assets that cannot be turned into cash within a year (ex. land, buildings, machinery, office equipment) 
a. Line below: “Less accumulated depreciation”
3. Intangible Assets: Patents, copyrights, goodwill, etc. 
iv. Liabilities: Obligations to provide economic benefits to a 3rd party in the future
1. Current Liability: Need to be paid within a year
2. Long Term Liability: Need not be paid with a year
3. Contingent Liability: May or may not occur in the future (ex. pending lawsuit)
v. Owner’s Equity: Capital investments of shareholders
1. Stated Capital: Aggregate par value of all shares that have been issued by the company (# of shares of CS x Par Value) [“Common Stock” on balance sheet]
2. Capital Surplus/Additional Paid-in Capital: Amount company received from initial investors that is in excess of Stated Capital
3. Retained Earnings: the amount of profit a company has left over after paying all its direct costs, indirect costs, income taxes and its dividends to shareholders (can be used to invest in R&D, marketing, etc.) 
a. If corporation incurs a “net loss,” the amount of the loss is subtracted from the retained earnings account
4. Par Value: Lowest price at which a share of Common Stock can be issued by the company—listed in articles of incorporation
vi. Working Capital: How much cash the company has on hand to finance short-term operations
1. Formula: Net Working Capital = Current Assets – Current Liabilities
II. INCOME STATEMENTS
a. Show three important figures:
i. How much revenue a company earned over a relevant time period
ii. The costs and expenses associated with earning that revenue
iii. The firm’s net earnings or losses (“bottom line”) 
b. Accrual Accounting: Revenue is recorded on the income statement when the activities associated with earning the revenue have been performed (such as delivery of goods or services), even if the payment has not been received or made
c. Matching Principle: Requires businesses to record expenses alongside revenues earned (must match revenues and costs) at the time of transaction
d. Income Statement Flow:

i. Total Revenues
ii. Cost of Goods Sold: Cost of purchasing/producing inventory sold (raw materials, wages, transportation, etc.) 
iii. Gross Margin = Total Revenues – Cost of Goods Sold
iv. Operating Expenses: Costs incurred in a year that cannot be attributed to cost of goods sold (should be relatively fixed year to year)
1. Selling, General, and Administrative (SG&A): Overhead expenses that advertising, marketing, sales agent salaries, general officer salaries)
2. Research and Development (R&D)
3. Depreciation and Amortization: Spread over sp an of long-term asset’s useful life instead of accounting for the entire purchase price the year acquired
a. Straightline Depreciation Method: Divide price paid by number of years used, every year the depreciation charge will be the same
b. Sum of the Digits Method Depreciation: Frontloads depreciation charges
i. We tend to use up more of the value of an asset in the early years
ii. Depreciation charges reduce your taxable income, some people would rather pay less taxes right away
v. Operating Income = Gross Margin – Operating Expenses
vi. Other Income: Income generated that is not from operations (usually interest received by the company) 
vii. EBIT (see below) 
viii. Interest Expenses
ix. Pretax Income

x. Taxes (on pre-tax income) 
xi. Extraordinary Items: Once-in-a-lifetime events (ex. earthquake that resulted in a loss of income)
xii. Finally: NET INCOME/PROFITS/EARNINGS

xiii. Earnings per Share (EPS) = Net Income / Total # of Shares
1. Basic: # of Shares Outstanding
2. Diluted: # of Shares that would be Outstanding if everyone who can convert instruments they own shares into Common Stock (ex. Preferred Stockholders) decided to convert
e. Measuring Performance

i. Net Income: Not always a good way of comparing Company A with Company B because
1. Taxes and interest depend on capital structure (how much debt vs. how much equity)
2. Affected by depreciation, inventory accounting 
3. Ex. Because interest is tax deductible, it does not show up in a company’s taxable income, so a company that pays interest on a bond will pay lower taxes than an identical company that did not have an interest expense, and the two companies will have different net incomes, even if everything else is the same
ii. Earnings Before Interest and Taxes (EBIT)

1. Good for comparing two companies in the same business
2. Independent of financial factors like interest expense and taxes, which will vary from firm to firm, even among firms making virtually identical products
3. Nets out effects of capital structure 
4. EBIT = Net Income + Interest + Taxes
iii. Earnings Before Interest, Taxes, Depreciation and Amortization (EBITDA)

1. Rough approximation of the amount of cash flow generated by the company’s operations 
2. EBITDA = Net Income + Interest + Taxes + Depreciation + Amortization
f. Accounting Options (can affect Net Income)
i. Depreciation Accounting
ii. Inventory Accounting

1. Cost of Goods Sold is first line on balance sheet—this cost will often differ depending on when the company purchases the goods 
2. Units sold will appear in COGS, units not sold will stay on Inventory line on Balance Sheet
3. Two Methods of Accounting for changing COGS:
a. First In, First Out (FIFO) Accounting: First unit purchased is the first unit recorded as sold in COGS—last unit purchased but unsold stays on balance sheet
b. Last In, First Out (LIFO) Accounting: Opposite of above 
III. CASH FLOW STATEMENTS
a. Cash Flow = Cash This Year – Cash Last Year
b. Purpose
i. Reconciles differences between profits made by company during the year and the amount by which cash increased that year 
ii. Designed to show how much more or less cash a business has at the end of the year than it had at the beginning
iii. Focuses on firm’s ability to generate cash 
c. Divided into three sections
i. Cash Flows from Operating Activities 
1. Starts with Net Income from Income Statement
2. Adds back any non-cash expenses (ex. Depreciation and Amortization)
3. Also adjusts for changes in current assets that either increase or decrease cash (ex. decreases in Accounts Receivable = more receivables have been converted into cash)
ii. Cash Flows from Investing Activities (ex. company may invest in long-term assets, but depreciation would not all show up at once)
iii. Cash Flows from Financing Activities (ex. company takes a bank loan, pays dividends—don’t show up on Income Statement)
IV. STATEMENTS OF SHAREHOLDER EQUITY 
a. Show changes in the interest of company’s shareholders over time and explains why increase in book value of shareholder equity does not always track the profits of the firm
b. Formula
i. Net Income for the year
ii. Less dividends paid
iii. Plus funds raised by new share sales
iv. Less funds expended on stock repurchases
V. ANALYSIS OF FINANCIAL STATEMENTS
a. How can we use numbers from the Balance Sheet and the Income Statement to evaluate companies and compare the same company across different years or two companies in the same year? 
b. Financial Ratios (forecasts of financial performance in the FUTURE) 
i. Profitability Ratios: Analyze (scale) returns against various measures (ex. sales, assets, or equity) (expressed as a PERCENTAGE)
1. Profit Margin: Measures how much of each sales dollar winds up as net income (how operationally efficient is the company?)
a. Profit Margin = Net Income / Net Revenue
2. Return on Assets (ROA): Takes net income and scales by the size of the operation (how good is the company at squeezing profit out of assets?)
a. ROA = Net Income / Average Total Assets
i. Avg. Total Assets = Average of the beginning and ending asset accounts for accounting period
3. Return on Equity (ROE): Measures how many dollars of profit are generated for each dollar of shareholder’s equity (how well does the company utilize the money provided by the shareholders to generate profits?) 
a. ROE = Net Income / Average Shareholders’ Equity
ii. Financial Leverage Ratios: Measure ability to pay debts in a timely and certain fashion
1. Focus on capital structure of the firm
2. Little to do with operational performance—more about how levered is this company? How much debt does it have? 
3. Measures which company has more financial risk 
4. Debt to Assets Ratio = Total Liabilities / Total Assets
a. What percentage of all the assets are claimed by debt creditors
b. Want this to be less than 1
c. Higher number = more debt a company has relative to assets, more risk associated with investing in it
5. Debt to Equity Ratio = Total Liabilities / Total Stockholders’ Equity
iii. Liquidity Ratios: Measure short-term ability to pay debts 
1. Current Ratio = Current Assets / Current Liabilities 
a. Measures whether company’s current assets are enough to pay its current liabilities within a year
b. Flaw: Assumes all current assets are cash equivalents or can be turned into cash on a one-to-one basis—but not all assets can be sold at book value/acquisition cost
2. Quick (“Acid-Test”) Ratio = (Cash + Short-Term Securities + Receivables) / Current Liabilities 
a. Flaw: Receivables are not cash equivalents, and are uncertain
3. Cash Ratio = (Cash + Short Term Securities) / Current Liabilities
a. Excludes Inventory and Accounts Receivables, which are not liquid

b. Short Terms Securities = Liquid, less than a year

c. Flaw: Only considers cash and other fully liquid assets of the company that could be used to pay someone tomorrow

4. Interest Cover Ratio = EBIT / (Yearly) Interest
a. Focuses on how much the company makes relative to the fixed debt it must serve 
b. If less than 1, company cannot cover (pay back) debt
c. Numbers come from Income Statement
iv. Market Value Ratios: Depend on the market price of the company (useful for equity investors)
1.  Price Earnings Ratio = Market Price / EPS
a. How much does the market value each dollar of earning of the company today? 
2. Dividend Yield = Dividend Per Share (Dividend / # of Shares) / Stock Price 
a. How much income is an investor going to receive in dividends?
VALUATION

VI. INTEREST BASICS
a. Future Value: What is the future value of a fixed sum today at a specific time in the future? 
i. How much will a $1 investment today be worth in a year?
b. Simple Interest = P (1 + rT)
i. P: Principal/Initial Investment
ii. r: Interest Rate
iii. T: Time period/Maturity
c. Compound Interest 

i. Reinvesting/redepositing money every year at the same interest rate (Principal grows over time)
ii. Future Value After T Periods = P (1 + r)t
iii. FOR EXAM: Use Table 3.2 to find “r”
d. The Rule of 72: How long will it take you to double your money at a given interest rate?
i. Double Time (in years) = 72 / Interest Rate

VII. CALCULATING PRESENT VALUE

a. Present Discounted Value: The amount you should be willing to pay in the present for a stream of expected future payments (money depreciates in value bc of inflation)
i. How much is a promise to pay $1 tomorrow worth today?
ii. How much does an investor have to pay today to receive $1 tomorrow?
iii. Turning a future payoff into a number that is comparable to today’s dollars
iv. Since $1 tomorrow is less than $1 today, we “discount” each dollar by dividing it by a number greater than 1
v. Present (Discounted) Value = FV / (1 + r)t
1. FV = PV x (1 + r)t
2. FV: Future Value of the $
3. r: Discount Rate (return demanded in order to believe in the person offering future payoff)
4. FOR EXAM: Use Table 3.4 to find 1 / (1 + r)t and multiply it by the FV 
5. The higher the PDC, the better the investment 
vi. THREE STEP PROCESS:

1. Determine the future payoffs
a. Could be interest, fixed sums (bonds)
b. Could be dividends (stocks)
c. Could be “free cash flows” (enterprise)
2. Determine appropriate discount rate (r)
3. Plug these figures into the PV formula
a. Calculate PV for each cash flow using: (Each Future Payment) / (1 + r)n
b. Add the PVs together
b. Valuing Bonds and Annuities

i. Annuities: A (fixed) stream of payments you expect to get for a set number of years in the future 
1. To value an annuity: 

a. Calculate PV of each periodic payment
b. Add together the PVs
c. Ex. PV = C1/(1 + r)1 + C2/(1 + r)2 ...
d. FOR EXAM: 
i. Use Table 3.4 to find 1 / (1 + r)t  for each year and multiply it by the payment for that year, OR
ii. Use Table 3.5 to find the annuity factor and multiply it by the annual payment 
ii. Bonds

1. Basic Characteristics 

a. Nominal/Principal/Face Amount: Amount on which issuer pays interest, must be repaid at the end
b. Coupon Rate: Interest rate paid to bond holders
i. Depends on...
1. Current market interest rates (reflect inflation)
2. Maturity of the bond 
3. Creditworthiness of the issuer 
ii. Coupon rate is fixed, but these factors are likely to change over time, so market price of a bond will vary after it is issued
c. Maturity Date: Date when principal must be repaid
d. Issue Price: How much investor pays when issued (usually about the same as nominal amount)
2. To value bonds: Same as valuing annuities but remember to calculate the PV of the Principal at the end and add it to the rest
a. Ex. PV = C1/(1 + r)1 + C2/(1 + r)2 ... + C5/(1+r)5 + P/(1+r)5
b. FOR EXAM: Use Table 3.4, add up the PVs (remember to add the PV for the Principal as well)  
3. When the discount rate is the same as the coupon rate, the PDV will be the same as the face value (bond trades at par)
c. Perpetuities: Instrument that promises you a fixed payment every year (like an annuity) FOREVER (unlike an annuity)
i. PDV of Perpetuities = C / r
1. C = Periodic payment
2. r = Discount rate 

3. Helpful for valuing Preferred Stock, which has a fixed dividend (periodic payment)
ii. PDV of Growing Perpetuity = Initial Payment / r – g 

1. g = Constant Growth Rate 
2. Helpful for valuing Common Stock, which has a growing dividend as the company grows 
d. Projects
i. To value: Calculate the PDV for every year and add those values up
ii. To decide whether to take on a project: Look at Net Present Value
1. NPV = PV of Funds to be Received – PV of Funds Invested
2. Invest in all positive NPV projects, pass on all negative NPV projects
VIII. DISCOUNT RATES


a. In efficient markets, discount rates compensate investors for...
i. The amount of worry (Risk Premium) associated with an investment
1. Investor risks not getting paid
2. Or missing out on a better opportunity while waiting
ii. And the wait (Term Premium) associated with an investment
1. Investor risks rising inflation or interest rates 
b. Discount Rate of Debt

i. Rate of return demanded by debtholders
ii. Cost of debt for the firm (how much does the firm have to pay to raise capital using debt?)
iii. Pricing Bonds (Initially): When the company is issuing bonds to investors, the interest rate that it must pay to those investors is determined by taking into account...
1. Current market interest rates for maturity (ex. rate paid by US government for similar maturity)
2. Creditworthiness of the issuer (bigger premium for lower credit rating)
3. Coupon Rate = Discount Rate
iv. Pricing Bonds (After Issuance)

1. Coupon Rate stays the same, but Discount Rate may change
2. If Discount Rate changes, bond prices will fluctuate (and trade above or below par value)
c. Discount Rate of Equity

i. Rate of return demanded by equity holders
ii. Cost of equity for the firm
iii. Two dimensions of assessing equity interests
1. Return: Average expected profit from investment
a. Rate of Return = Capital Gain + Dividend / Price Paid
2. Risk: Possible deviations from expected average
a. Risk aversion creates incentives to diversify investments
b. Types of risk associated with owning a stock:
i. Unique (Diversifiable) Risk: Arises because of peculiar perils specific to a company (that can be eliminated by diversification)
ii. Market (Systemic) Risk: Stems from macroeconomic factors that affect most firms’ earnings and stock prices
1. Cannot be avoided by diversifying
2. This is the risk investors are entitled to be compensated for when pricing equity
3. Beta: We measure sensitivity of a stock’s returns relative to changes in overall market returns (the higher the beta, the higher the return investors will demand to hold shares in a company) 
c. Investors will pay less for riskier ventures 
iv. Expected return = Difference between expected payoff and what investor is willing to pay
1. Discount = Expected Return / Amount willing to pay 
v. Capital Asset Pricing Model (CAPM): Uses beta to come up with discount rate of equity 
1. RE = RF + beta (RM – RF) 
a. RE: Discount Rate of Firm (Expected Return) 
b. RF: Risk-Free Rate in the Economy (same for everyone)
c. RM: Market Return
d. RM - RF: Equity Risk Premium (additional compensation investor requires to forego the opportunity to earn a risk-free return and bear the market risk)
e. Beta: Sensitivity of firm’s stock return to overall changes in market
i. If Beta = 1, the stock return is correlated one for one with the market return
ii. Higher Beta = Higher sensitivity, investor in the stock must be compensated more than the rate of market return
vi. Expected Average Payoff: Multiply each possible outcome by the possibility of that outcome occurring, then add them up
vii. Variance and Standard Deviation: Way to measure the risk of a future payoff
1. Go through each possible outcome and look at the difference between that outcome and the expected outcome
2. Variance = [the Sum of each] (Outcome – Average)2 x Probability of the Outcome
d. Discount Rate for the Firm

i. Firm’s costs of renting/raising capital
ii. Weighted Average Cost of Capital (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 capital given the firm’s capital structure)
iii. Calculating WACC
1. Determine the rates of return demanded by the holders of each class of security
a. Return demanded by equity investors? Use CAPM
b. Return demanded by debt investors? Calculate yield
2. Weight them to calculate an average by assigning weights proportional to market value (based on how much debt and how much equity the company has)
3. WACC = [(D/V) x Cd(1-T)] + [(P/V) x Cp) + (E/V x Ce)
a. V = Firm Value (total debt, preferred and common stock)
b. D = Value of Debt
c. P = Value of Preferred Stock
d. E = Value of Common Stock (market cap)
e. Cd = Cost of Debt (must be adjusted for tax shield)
f. Cp = Cost of Preferred Stock
g. Ce = Cost of Equity (as calculated by CAPM)
IX. TYPES OF VALUATION, GENERALLY 

a. Liquidation Value: Valuing a broken-up company
i. Assumes assets will be sold off piece by piece—how much would the company get if it sold off all its assets? 
ii. Starting point: balance sheet (market vs. book value of each asset)
iii. Flaws:
1. Value of assets in balance sheet may not be accurate (recorded at acquisition cost)—so must use adjusted asset value (get appraisal)
2. Affected by dividend policy
3. Value of company does not come from what it owns, but from what it can do with what it owns moving forward (valuation may be too low, can be used as a floor) 
4. In some cases, may be too high if no liquid market for assets 
b. Going Concern Value: Valuing business as a going concern
i. Assumes company is being sold as an entity and will continue to operate in the future
ii. Value of business > Value of assets
iii. Valuation Methods
1. Multiples using Comparables (based on market value of similar companies)
a. Find a set of publicly traded companies that are similar to the private company being values
b. See how the market values these companies based on an accounting measure by calculating ratios/multiples based on historical results
c. Apply those ratios/multiples to the private company’s financials to estimate implied value
d. Commonly Used Multiples/Ratios:
i. Valuing Equity:
1. Price to Earnings (P/E)
2. Price to Book (P/B)
ii. Valuing Enterprise:
1. Enterprise Value to EBITDA (EV/EBITDA)
2. Enterprise Value to EBIT (EV/EBIT)
3. Enterprise Value to Sales (EV/S)
2. Discounted Analysis (based on company’s future income, cash flows)
a. Discounted Cashflow Valuation (DCF): Estimate of the amount of cash that the company generates after paying its operational expenses and after taking into account the investments the company needs to make to keep going as a business
i. What’s left is the cash available for investors (can take away and the company would still be OK) 
ii. Free Cash Flow (FCF): Cash the company could pay out to investors while still operating its business and growing
1. FCF = EBIT x (1 – Corporate Tax Rate) + Depreciation – (Capital Expenditures + Increases in Net Working Capital)

iii. PV = Free Cash Flows (FCF)1 / Discount Rate (rwacc) – Growth Rate (g)
iv. More sophisticated estimate of FCF
1. Split into “Growth Period” of X years (more aggressive growth at first, then growth tends to level off) 
a. Use PV formula for each year, then add together 
2. And “Stable Terminal Period,” assuming that things stay the same forever after the Growth Period
a. Treat as a perpetuity (what you expect to get divided by the discount rate) 
v. PVT = FCFT x (1 + g) / (r – g)
iv. Minority & Marketability Discounts

1. Minority Discounts: Discount appraised price of closely held or thinly traded corporate stock to reflect lack of liquidity
2. Marketability Discounts: Discount appraised price to reflect the fact that minority shares would not receive a control premium in market transactions (disfavored in appraisals)
v. SUMMARY: Valuing Closely Held Companies
1. Look at recent sales of similar private companies
2. Look at book value of company’s assets, adjusting for current market value of assets (this is the floor)
3. Look for “small” public companies in the same line of business as a reference
a. Analyze how the market values these on a DCF basis, and on other multiples, such as sales, net income, and book value
b. Use a higher discount rate than public companies
4. Lack of marketability discount 
vi. Judicial Valuation in M&As: Cede v. Technicolor
1. DE courts use DCF method of valuing companies for appraisals 
CAPITAL STRUCTURE

Once the firm decides on its projects/assets, how does the firm finance the project or acquisition?
X. INTRODUCTION

a. Debt Securities

i. Fixed claim on firm’s assets/cash flows: Right to receive interest payments over a period and/or return of the principal at maturity
ii. Senior to equity (i.e., first in liquidation)
iii. Among debt holders, seniority depends on...
1. “Secured” or “unsecured”
2. Senior or subordinated (contractual arrangements)
iv. Corporate law says little: No default right to vote, elect directors (but contract may give these rights)
v. Types of debt instruments:
1. Bank debt
2. Public debt (Debentures/Bonds)
3. Commercial Paper
b. Equity Securities (Stock)

i. Common Stock
1. Cash flow rights: Dividends which must be declared by the board and come out of earnings (after fixed claimants are paid)
2. Liquidation rights: Last in line
3. Voting rights governed by COI and corporate law
ii. Preferred Stock
1. Sits between debt and equity
2. Cash flow rights: Entitled to receive dividends, but NOT at discretion of the board—set forth in contract
3. Liquidation rights: Rights to corporation’s assets upon liquidation
4. Different rights depending on the contract (flexible security)
5. May be convertible into common stock
6. May be subject to Redemption Rights
c. Can Capital Structure Affect Value of the Firm?
i. Choosing which asset to invest in (operating decisions) may create or destroy value—do financial decisions have the same affect?
ii. Modigliani and Miller (“M&M”) Proposition: A firm is only worth the discounted present value of its future cash flows from operations—regardless of capital structure
1. In perfect markets, the value of a firm is unaffected by changes to its capital structure (can slice up pizza more, but cannot increase size of pizza)
2. Expected return on equity of levered firm increases in proportion to the debt-equity ratio: 
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3. Then why do companies in certain industries leverage themselves more than others?

a. Assumptions:
i. No taxes
1. But interest payments are taken into account before taxable income is calculated, so companies with more debt may pay lower taxes than those with no debt
2. Debt creates a “tax shield” (subtract debt interest from pre-tax income results in lower taxes, then add debt interest to equity interest)
3. Firm values increase with debt
a. Does this mean all companies should have close to 100% debt?
b. NO: Only companies with high taxable income (because their income just sits around and cannot be reinvested) should use debt 
ii. No agency problem (when agents not incentivized to work hard because no skin in the game)
1. Debt as disciplining mechanism to control agency problems
a. Firms with a ton of free cashflows, but no good growth or investment opportunities will have tons of debt to take earnings out of firm 
b. Free cashflows should go to equity investors in the form of dividends (but dividends are subject to discretion of the board)
c. But managers want growth, so they are incentivized to invest the company’s excess cash in projects and growth opportunities
d. Debt is a way to get money out of company that have no use for the funds (and might be invested in projects that go nowhere)—because debt is NOT discretionary 
iii. No costs of financial distress or bankruptcy
1. Costs of bankruptcy and financial distress
a. Direct cost of bankruptcy (legal and administrative costs)
b. Indirect costs of bankruptcy
i. Managers ability to conduct business is impaired (distracts management that should be focused on running the business)
ii. Shareholder-Bondholder conflict (incentive to take large, stupid risks; liquidating dividends/ underinvestment)
b. CONCLUSION: There is an optimal amount of debt for a company to take on, which varies industry by industry
XI. SOLUTIONS TO SHAREHOLDER-CREDITOR CONFLICT
a. Unif. Fraudulent Transfer Act/Bankruptcy Code
i. Restricts transfers made with the “actual intention to hinder, delay to defraud” (shareholders trying to get money out of the company)
ii. Transfers without receiving reasonably equivalent value, during or resulting in insolvency
iii. Trustee in bankruptcy can void these transfers and decide where the money should go instead
b. Corporate Law
i. Piercing the Veil
ii. Fiduciary duties 
1. Zone of insolvency: NO (company only owes shareholders fiduciary duties)
2. Insolvency: YES (company owes everyone fiduciary duties)
c. Restrictions on distributions of assets to shareholders

i. Decision to declare dividends protected by BJR
ii. Once declared, board MUST pay, and dividend becomes “debt”
1. Shareholders legally entitled to receive dividend
2. Mechanics and timeline: 
a. To receive dividend on payment date, must be shareholder on record date (cannot sell shares between declaration date and record date)
b. Balance Sheet
i. Dividends deducted from “retained earnings” and moved to “liabilities,” where it becomes its own line called “dividends payable”
ii. On day of payment, “cash” goes down by amount of dividend, and “dividends payable” is removed from liabilities 
iii. Capital Impairment (Surplus) Test
1. Allows distributions out of “surplus”
a. “Surplus” = Net assets – (stated) capital
b. Two types of surpluses
i. Capital Surplus: Amount paid by investors for all issued shares in excess of their par value (aka, “additional paid in capital”)
ii. Earned Surplus: Accumulated retained net earnings (minus losses) not paid to shareholders (aka, “retained earnings”)
2. If distribution exceeds surplus, transaction is deemed to impair firm’s capital and is restricted
3. Applies to dividends and repurchases
4. Board has discretion to measure surplus and court will defer to that discretion unless P can show that directors failed to fulfill their duty to evaluate the assets on the basis of acceptable data and by standards which are entitled to believe reasonable reflect present values
5. If no surplus: Can pay dividend out of company’s net profits for the fiscal year in which the dividend is declared and/or the preceding fiscal year (“nimble dividend”)
iv. Repurchases

1. Another way in which a company may distribute assets to investors
2. Impairment Test: Company can repurchase shares provided it has a surplus and the purchase would not cause any impairment of the capital of the corporation
3. Why repurchase?
a. Support stock price: Sends signal of good prospects, gets rid of free cash flow, fudge EPS
b. Need shares for convertible securities
c. Preferential tax treatment for investors (shareholders must take distributions and pay taxes on them, but they need not participate in repurchases)
v. Liability for Illegal Distributions
1. Creditors can bring cause of action against directors
2. Directors jointly and severally liable for “illegal” portion of distribution
3. Can be derivate or direct suits by creditors if company becomes insolvent
DEBT CONTRACTING

XII. CONTRACTUAL PROVISIONS (COVENANTS) FOR CREDITORS
a. Types of Protective Covenants

i. Negative: Thou shall not...
1. Pay dividends beyond specified amount
2. Sell more senior debt
3. Issue new debt that is more than $X
4. Buy another company
ii. Positive: Thou shall...
1. Use proceeds from sale of assets to pay down debt
2. Pay off debt in the event of a merger or spinoff
3. Maintain good condition of assets
4. Provide audited financial information
b. Bondholder Risks

i. Interest rate fluctuations (term premium)
ii. Default/Nonpayment (risk premium)
iii. Selfish actions by shareholders
1. Choosing risky projects (“Asset Substitution”)
2. Incurring more debt (“Claim Dilution”)
3. Withdrawal of capital (“Dividend Payment”)
4. Not maintaining assets (“Underinvestment”)
c. Bond Indenture

i. A contract in which issuer agrees (among other things) not to engage in specified conduct that would increase the bondholder’s risk
ii. Indentures generally very permissive to companies: They want to give company flexibility to take actions (like acquisitions) that increase the value of the company
iii. Key players:
1. Issuer
2. Lead underwriter/placement agent
3. Indenture trustee
4. Credit rating agency
iv. Key provisions:
1. (Event of) Default Provisions: If a “default” occurs, the bondholders are entitled to accelerate the maturity of the bonds—debt becomes immediately due and payable
2. Redemption and Call Provisions: Give issuer option of redeeming bond prior to maturity (typically when interest rates go down) 
a. Redemption/Call Price: Price at which bond may be redeemed by issuer prior to maturity
b. Call Premium: Additional amount above face value that issuer must pay to redeem a bond prior to its maturity date (premium declines as bond approaches maturity)
v. Liquidation Clause: In the event of a liquidation of issuer, debt must be paid off at face value (plus a premium)
vi. Successor Obligor Clause: If merger or sale of “all or substantially of the assets” occurs, surviving/acquiring corporation must “assume” debt
vii. Amendments
1. Supplemental indenture
2. May or may not require bondholder approval
d. Sharon Steel v. Chase Manhattan Bank
i. Company decides to liquidate, selling all its divisions for cash and distributing everything out to shareholders
ii. Sharon Steel buys a division from company and agrees to assume all its liabilities (including its debt)
1. Company asks all its trustees/bondholders to sign their debt over to Sharon Steel
2. Bondholders object because they do not know about Sharon Steel: might be less creditworthy, business may be less diversified
iii. Contract between company and bondholders contained both successor obligor clause and liquidation clause
1. Bondholders want liquidation clause to govern—allows them to get all their money now, so they can reinvest it at a higher interest rate
2. Company wants successor obligor clause to govern—wants low interest bonds to stay in place
iv. Court says successor obligor clause governs—Sharon Steel bought “substantially all of the assets” of the company  
v. How to Interpret a Contractual Clause:
1. Step 1: Interpretation of a successor obligor clause is a question of LAW
a. We do not trust juries to make these decisions
b. Many of these provisions are “boilerplate,” and are not negotiated between the parties
c. When clauses are boilerplate, they must be interpreted consistently and uniformly
d. Consistency important to keep transaction costs low and keep market efficient and liquid so that bonds are easier to value (no need to interpret language, just look at interest rate and value of company) 
2. Step 2: When interpreting the clause itself, court rejects “literalist” approach (that Sharon Steel bought substantially all the assets the company had AT THAT TIME) 
a. Court evaluates purpose of successor obligor clause
i. Benefits debtors: Allows them to merge or sell substantial assets
ii. Benefits bondholders: Assures some continuity of assets behind obligation
b. Court offers an interpretation believed to be most consistent with those purposes
3. Court holds that 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 the assets of the company AT THE TIME THE PLAN OF LIQUIDATION IS DETERMINED UPON are transferred to a single purchaser 
e. Restricting Future Debt (two ways)

i. Restrict debt of higher priority/new liens
1. Secured or senior debt: Has priority because, as to an asset, it has first dibs (can satisfy its debts entirely to an asset)
ii. Restrict new (senior) debt (pari passu)
1. Dollar limitations on the amount of new debt
2. Prescribed incurrence ratios:
a. Assets to debt
b. Income to interest payments 
f. Limitations on liens
g. Maintenance Covenants

i. One concern of a bondholder is that the company will underperform
ii. When this happens, it becomes clear the company may not make it to maturity date
iii. These covenants say that as soon as a company is unable to meet a certain ratio, the bondholder gets paid in full
h. Met Life v. RJR Nabisco
i. RJR is acquired by KKR in an LBO, which forces RJR to take on a ton of new debt (assets of RJR are backing the debt incurred by KKR) 
ii. Previous bondholders of RJR upset because when the company takes on new debt, it becomes more risky, and their bonds lose $160 in market value and the company’s credit rating drops
iii. Indenture between creditors and RJR contains a restriction of indebtedness covenant

1. Court says the covenant in indenture does NOT prohibit mergers
2. Successor Obligor clause also does nothing to protect creditors
3. RJR board did NOT violate an implied covenant of good faith and fair dealing by taking action that reduced RJR’s preferred credit rating
a. NO implied covenants: Bondholders must negotiate for express restrictions, or they are not protected (bondholders are sophisticated, should have known to include covenants)
b. Courts will find an implied covenant of good faith only to protect “fruits” of the bargain 
c. Want to foster predictability
iv. Possible Ex Ante Solutions for Bondholders

1. Restrictions on new debt
2. Inclusion of maintenance ratios
3. Restrictions on mergers
4. Change of control put provisions: If change of control of company, bondholders have right to exchange their bonds for face value
i. Restrictions on Payments

i. Distribution restrictions usually define pool of funds available for distributions/dividends that grows if the company makes money and contracts if the company loses money 
ii. Pool is an adjustable figure, in which one...
1. Adds new earnings
2. Adds the proceeds of new stock sales
3. Subtracts new dividends
4. Subtracts new stock purchases
iii. May not include ALL net income, because want to keep some money in the company to reinvest
j. Protection against Underinvestment: 
i. Maintenance of Properties Clause

ii. Insurance Requirement

k. Convertibility: Allows bondholders to convert bonds into common stock of issuer 
l. Parent-Subsidiary Lending
i. Upstream Guarantee: Bondholder agrees to lend to Parent only if Subsidiary guarantees the loan (Subsidiary is the one with operating assets)
ii. Downstream Guarantee: Bondholders requires Parent guarantee to issue debt to Subsidiary 
iii. Cross-stream Guarantee: Subsidiary guarantees loan for another subsidiary
iv. Restricted Subsidiaries: 
1. Subject to the covenants of the indenture (“credit bubble”)
2. Transactions among issuer and restricted subsidiaries not subject to indenture covenants 
3. Contribute to income, assets for purposes of tests
4. There should be no restriction on money flowing from restricted subsidiaries to the issuer 
Getting rid of a covenant
· Redeem the bonds (expensive and prohibitive)

· Obtain a waiver (bondholders give company pass just once)

· Amend the indenture (change wording of indenture)

XIII. VOLUNTARY PREPAYMENT OF DEBT BY ISSUER

a. Risk of (Voluntary) Prepayment: Why would a borrower repay before maturity?
i. Avoid burdensome covenant restrictions
ii. Reduce debt in capital structure (de-lever)
iii. Excess cash on hand (if price of bonds has decreased)
iv. More attractive long-term financial options (better alternatives to exploit)
b. Repayment affects bondholders...
i. If company partially repays, less debt at date of maturity, more likely company will pay that debt (good for bondholders)
ii. If company pays off debt because there are cheaper options available, any new bonds will have a lower interest rate (bad for bondholders)
c. Two types of clauses that govern repayments:
i. Limitation on Restricted Payments: Restricts the company’s ability to prepare junior/subordinated debt
ii. Call Provisions: 
1. Most debentures have “call provisions” that allow voluntary redemption by the company 
2. Typically, there is a period when no redemption is permitted (quiet period after issuance)
3. Then: Debentures are redeemable at a premium (prepayment penalty) that gradually declines—the closer to issuance, the more the company must pay as a penalty (provision contains menu of prices)
4. Will restrict how the company funds the repayment of bonds (i.e., cannot be funded by debt that carries a lower interest rate) 
5. Make-Whole Call Provisions: Payment is derived from a formula based on the net present value of previously scheduled coupon payments and the principal that the investor would have received (if coupon rate and discount rate are the same, face value = PDV, add them together)
d. Morgan Stanley v. ADM
i. Zeroes = Zero coupon bonds (no interest payments, just get principal at end)
ii. ADM pays off debenture with Morgan Stanley early (interest rates have gone down)
1. Morgan Stanley say they cannot because financing it with debt (prohibited by indenture)
2. ADM claims financing comes from proceeds of equity offers—they have sources other than cheap debt with which to redeem bond
iii. MS sued ADM to enjoin them from redeeming bonds 
iv. Court: Indenture does not bar redemption whenever debtor has lower cost debt outstanding
1. Redemption barred only when there is no other possible source for redemption

2. If ADM can show a non-debt source of funds, new borrowings are not direct or indirect source

3. Company’s interpretation is easier to enforce in future: Company must only show a non-debt source of funds to show new borrowings are not direct or indirect source 
XIV. INDENTURE AMENDMENTS & WAIVERS

a. How to amend?

i. Trustee may approve minor technical changes
ii. Approval of major changes requires a majority or super-majority vote of the debtholders on a one-vote per bond basis
b. Indentures also provide mechanism for waiver of past or future non-compliance by issuer
c. Trust Indenture Act of 1939: Sets floors (defaults) for how many votes are needed to approve a waiver or amendment—but indentures can change the defaults
i. Approval of changes or waivers of past defaults: Majority
ii. Approval of deferral of interest payments: 75%
iii. Approval to impair obligations to pay interest or principal: Unanimous
d. Katz v. Oak Industries
i. Business doing poorly, price of common has fallen, debt trading at substantial discounts; company selling assets, discontinuing some divisions, enter into deal with Allied Signal
ii. Oak makes exchange offer for “Cash Payment Certificates” in exchange for bondholders’ bonds (forces bondholders to agree to certain amendments to indenture, will affect all bondholders, all bondholders who do not agree lose their rights if the majority approves)
iii. P claims exchange offer is “coercive” because bondholders do not have a real choice: Either agree to tender or stay behind with bonds that are less liquid and do not have protections
iv. No fiduciary issue here—bondholders must find support for claim in indenture
v. Court: Not all coercion is “wrongful”

1. “Wrongful” coercion = violates a duty (fiduciary or contractual)
2. OK for Company to buy votes (but not for the Company to buy bonds then vote them itself) 
3. Bribing bondholders to vote a certain way is OK

a. Bondholders still getting paid
b. Coercion can be good solution for “hold outs”
XV. BONDHOLDER TRUSTEES

a. Monitoring Compliance & Enforcement of Covenants

i. Lenders protect themselves from debtor’s opportunistic behavior through covenants
ii. Throughout the life of the bonds, lenders will want to monitor issuer’s compliance with covenants
iii. Indentures facilitate monitoring by mandating issuer to provide information
iv. Trustee alleviates collective action problem among bondholders in monitoring issuer and enforcing indenture covenants
1. Company sends quarterly financial information to the bondholders through trustee
2. Company must send yearly report certifying that no covenant has been broken
b. BUT: Can we trust the trustee?
i. Trustee is “agent” of bondholder (safeguards their interests)
1. BUT is selected and compensated by the issuer
2. Usually has pre-existing relationship with issuer
3. May have its own interest at stake (e.g., may be a creditor to the issuer)
ii. How do we make sure they remain loyal to bondholders?
1. Reputation/Market Incentives: People will be less likely to invest in bonds where the trustee is known to be corrupt
2. Trustee Indenture Act: Imposes (mostly post-default) duties on trustee
3. Contractual duties 
c. Elliot Associates v. Henry Schroder Bank & Trust
i. Debenture holders received interest payments from company semi-annually if they are bond holders of record on record date 
ii. Debentures can be redeemed at any time with 50-day notice to trustee unless waived by trustee
iii. Trustee waives notice and bondholders lose out on 6 months of interest payments
iv. Court: Trustees do not have a duty to maximize the amount of money the bondholders receive 
1. Not subject to ordinary trustee’s duty of undivided loyalty
2. Before default, duties of trustee are restricted to what is specified in the indenture (mostly ministerial)
3. AFTER default: Trustee becomes more than just administrator, must avoid certain conflicts of interest (held to standard of prudent person dealing with his own money)
PREFERRED STOCK

Overview

· Once you leave the realm of common stock you are in contract land; corporate law takes a back seat
· Drafting is critical to protecting investors’ benefit of the bargain against selfish actions by common shareholders
· Finance theory helps us understand how the value of an instrument can be affected post-issuance
· Accounting terms are helpful in structuring contract provisions to protect against bad behavior by issuer
XVI. INTRODUCTION

a. Hybrid Security: Has characteristics of both debt and equity (but treated as equity when calculating leverage)
i. No maturity or final repayment date (stock)
ii. Fixed “dividend” (debt—but no risk of default if dividends are passed)
iii. Paid after bondholders but before common stockholders
b. Basic Characteristics (rights will be spelled out in COI)
i. Has a Face Value (usually purchase price)
ii. Had Dividend Preferences (often expressed as a % of face value)
1. Priority over common
2. Cumulative
3. If a few missed, may result in more voting rights
iii. Has Liquidation Preferences
iv. MAY also have:
1. Redemption Rights
2. Conversion Rights
3. Voting Rights
4. Other contractual rights
c. Most preferred stock terms will not be set out in the COI—instead, the COI will have a blank check provision, allowing the board to figure out the terms with preferred stockholders later 
XVII. PREFERRED DIVIDENDS

a. Board has full discretion whether to declare dividends 
b. Company obligated to pay preferred stated dividend before common dividend
c. If common stock paid dividend, company obligated to also pay preferred dividend (if common not paid, no obligation to pay preferred dividend)
d. Arizona Western (3rd Cir.): Preferred stockholders can contract to make dividends mandatory

i. Contract can say: “The company shall be bound to pay thereon...”   
ii. Whatever discretion the board must declare dividends has been bargained away—board has agreed to be bound by contract
e. BUT: R.P. Holding Group (NJ): 
i. Language in the contract is not enough to override the default rule from corporation code that board has discretion to declare dividends 
ii. Taking away board discretion requires very explicit language in COI
f. Types of Preferred Dividend (need language in the contract to specify which)
i. Straight: State periodic dividend rate, and provide that no dividends can be paid on common until annual preferred dividend is paid (no rights to dividends for years in which no dividend is declared)
ii. Cumulative: No dividend can be paid on common until arrearages on preferred have first been paid 
1. Dividend accumulates with each passed dividend 
2. Even if no profits (depends on language in contract)
iii. Participating: Receive preferred dividend plus a share of common’s dividend if any
g. Guttman v. Illinois Central
i. Company did not pay dividends for over a decade (even though it was doing well) then wanted to pay dividends to common stockholders
ii. Court: Unless preferred stock agreement explicitly states that dividends are cumulative, preferred stockholders are not entitled to cumulative dividends
1. Preferred stockholders could have bargained for cumulative and/or mandatory dividends, but did not
2. Dividend rights are entirely contractual, court will not rewrite contract

3. BUT: Minority Approach

a. “Non-cumulative” only means that if there are no earnings in a year, the opportunity for a preferred dividend for that year is lost
b. When directors fail to declare a dividend in a year in which there are profits, shareholders have an “inchoate right” to a dividend from those profits, before dividends are declared on common
c. If contract not clear enough that preferred has no cumulative, then equitable factors considered in construing it 
d. Default is that preferred shareholders entitled to dividends

h. Unpaid Dividends & Liquidation: Hay v. Hay
i. Company amends articles to add preferred stock, never declares dividends, eventually liquidates
ii. Conflict between article in COI and liquidation provision
1. COI: Dividends are cumulative, but only payable when, if, and as declared by the board (only if surplus profit)
2. Liquidation Provision: Preferred stockholders entitled to be paid in full the par value of their investment plus all accrued and unpaid dividends thereon
iii. Court: Normal dividend rules do not apply during liquidation—preferred stockholders are entitled to missed dividends, regardless of why they were missed (when company is liquidating, liquidation provision governs) 
i. Wouk v. Merrin: Preferred stockholders not entitled to arrearages where the board had not declared a dividend (but if dividend is declared, it is debt) 
XVIII. MODIFYING THE PREFERRED STOCK CONTRACT

a. To amend COI, need

i. A majority of stockholders
ii. And, if the amendment affects one class of stock, a majority of that class of stockholders
iii. OR: Can merge with another company and change the rights of preferred shareholders—do not get a class vote 
b. Elliot Associates v. Avatex
i. Companies merge, preferred stockholders of one company loses their preference, become common stockholders of new company
ii. Preferred stockholder agreement said that they got class vote “whether by merger, consolidation, or otherwise”
iii. Court: Preferred stockholders get class vote, but ONLY because they contracted around the default rule—must create class vote by contract

c. Schreiber v. Carney
i. Company merges, majority shareholder holds up merger (COI gives him class vote in merger, effectively gives him veto power over mergers)
ii. Court: Vote buying is not inherently wrong

1. Look at it on a case-by-case basis: Depends on what company is trying to achieve 
2. Here: Vote buying was OK because the transaction was desired by other stockholders, vote buying was for their benefit 
3. When there is a vote-buying transaction, check for fairness: Was process clean? Was independent committee of board set up? Did majority of independent shareholders approve?
XIX. PREFERRED STOCK: FIDUCIARY DUTIES

a. Dalton v. American Investment Co.—Board Controlled by Common
i. CEO of company negotiates acquisition of the company, gets a good deal for common stockholders but bad deal for preferred stockholders
ii. Preferred did not negotiate for class vote 
iii. Court: Board of a company owes fiduciary duties ONLY to common stockholders; preferred stockholders must bargain for rights in contract

1. Had CEO gone for a better deal for preferred, would have been at the expense of common—that would be a breach of duty
2. Would have been bad faith
b. Baron v. Allied Artists—Board Control by Preferred (bc of missed payments)

i. Preferred stockholders bargained for cumulative, non-mandatory dividend rights, and right to elect majority of board as a class if dividends were missed
ii. Dividends stop, preferred takes over the board, rights the ship, continues to elect same board as before 
iii. Common stockholders complain that preferred are intentionally not declaring a dividend so they can stay in control of board
iv. Court: Board did not have an obligation to pay preferred stockholder dividend simply because surplus was legally available

1. Dividends were non-mandatory
2. Board had discretion to declare dividends provided it was acting in good faith

3. Discretion subject to fiduciary duty to see that preferred dividends are brought up to date ASAP in keeping with prudent management 
v. To protect themselves from this in future, common stockholders can ask for provisions in COI:
1. Mandatory dividend if positive net earnings during year or if surplus
2. Limit preferred voting rights when surplus is available
c. Orban v. Field—Board Control by Preferred Since Inception

i. Board can use its corporate power against its own stockholders in some instances if doing so is for the greater good, provided it is acting in good faith and reasonably
ii. Once a company is in debt, the board’s duty shifts from protecting common stockholders to maximizing the total value of the company (“Community of interests”)
d. In re Trados: Given conflict between preferred and common, apply Entire Fairness Test (fair deal and fair price) in determining whether directors breached fiduciary duties to the common
XX. PREFERRED STOCK: PROTECTION AGAINST DILUTION

a. Types of dilution:
i. Voting dilution: More shares issued = less voting power for existing shareholders (assuming they are not the ones buying the new shares) 
ii. Economic dilution: Any time company sells stock for less than FMV, existing shareholders are effectively paying for a portion of the new shareholders’ investment, resulting in economic dilution 
b. Ways to protection against dilution:
i. Restrict board ability in COI:
1. Refuse to authorize more shares than the ones to be issued (board will be forced to amend certificate pursuant to a shareholder vote to increase authorized shares)
2. Require shareholder approval for new issuances
ii. Participation Right: Right to participate in future stock issuances (to maintain percentage ownership of the company) 
1. Preemptive Rights (old default approach): Right of first refusal to participate in future stock offerings (Stokes v. Continental)
a. All newly authorized shares belong to existing stockholders, company holding them in trust for them
b. Stockholder has pro rata right to subscribe for newly issued shares
2. Modern Approach: No preemptive rights unless provided in COI (applies to all shareholders) or contracted for (applies to a specific group of shareholders)
3. Can also include preemptive rights in separate Investor Rights Agreement
iii. Equitable Right (Katzowitz v. Sidler): Court will not defer to board decisions when directors have conflict of interest 
c. Encouraging investors to participate in new stock issuances
i. By contract
ii. Penalty Dilution
OPTIONS & CONVERTIBLE SECURITIES

XXI. OPTIONS 
a. Call Option: Right (but not the obligation) to buy an asset at a (contractually) specified price on, or before, a specified date (writer of option has obligation to sell if holder wants to exercise)
i. Option Buyer pays a premium (but ONLY the premium up front, not the premium + the exercise price) in exchange for a promise from Option Writer/Seller to sell a share at exercise price on or before expiration date of option 
ii. Only exercise the option if the Market Price is less than the Option Price 
iii. Value of call option at expiration depends on the price of the underlying asset (derivative security)
iv. Factors Affecting Value of Call Option

1. Exercise price (lower the exercise price, the higher the price of the option will be)
2. Time to the expiration date (longer until expiration, higher value of option)
3. Current price of the underlying asset (e.g., the price of the stock)
4. Variance of the price of the underlying asset
b. Put Option: Right (but not the obligation) to sell an asset at a (contractually) specified price on, or before, a specified date (writer of option has obligation to buy if holder wants to exercise)
i. Way to protect yourself from the price of a stock going down
ii. More valuable when price of underlying asset goes down 
c. Exercise or Strike Price: Price at which option holder can buy (call) or sell (put) asset
d. Expiration Date: Last date for exercising option
e. Short Selling: Borrowing a share of stock from someone else, selling it at a high price, buying a share later once the price has gone down, selling it back to the person
f. Writing a Call: Selling call options knowing the price of the stock will go down, so nobody exercises their option and you get the premiums 
g. Types of Options

i. Redeemable/Callable Bond: Provision in indenture that gives company right to buy back a bond at a fixed redemption price (contract option)
ii. Convertible Bonds: Option to convert bonds into common stock 
1. 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)
2. Conversion Price: What the bondholder will pay per share if he converts (ex. $1,000 / 100 = 10 shares)
3. Conversion Value: Value of the shares of common stock you receive if you convert your convertible security (ex. 100 shares x Current Price of Stock) 
XXII. PROTECTING CONVERSION VALUE (see p. 61 of other outline for formulas)
a. Fiduciary Duties: Simons v. Cogan
i. Bondholders not owed fiduciary duties or other duties beyond contract obligations
1. Indenture is a complete specification of rights
2. Exceptions: Fraudulent inducement, breaches of implied covenant of good faith
ii. Convertible bonds do not entitle the person to heightened duties until they convert it into common stock
iii. Bondholder interests need not factor into board decisions
b. Dilution: Company may attempt to reduce option value of convertible security by diluting it by...

i.  Issuing distributions to shareholders: Results in decreased value of company, makes value of convertible shares less, because shares can be converted to common stock of a company that owns fewer assets
1. Dividends (from earnings)
2. Extraordinary Dividends
3. Spin off a subsidiary to shareholders (parent company distributes shares it owns in subsidiary to its own shareholders on a pro rata basis
4. HB Korenvaes v. Marriott
a. Company engineers transaction that benefits common stockholders and destroys value of preferred stockholders
b. All preferred stockholders convert to common 
c. Ps had weird investment strategy that did not pay off when the company became unable to pay dividends 
d. Court: Conversion formula designed to protect the preferred shareholders’ conversion rights from destruction of their value
i. Company cannot pay a dividend so large that at the end of the day, there would be fewer assets in the company relative to the pre-distribution conversion value of the preferred stock
ii. Issuing new shares
1. Dilutes voting rights
2. Might also dilute economic rights depending on issuance price relative to FMV 
iii. Stock Splits: Company declares that every share of common stock will be split in two
1. Increasing the number of shares decreases the price per share
2. To prevent dilution in the event of a stock split, you must decrease the conversion price 
c. Anti-Dilution Measures

i. Participation Rights: Preferred gets a dividend separate from common stockholders PLUS the right to participate in common stock dividends (based on how many shares of common the preferred stockholder would get if he converted)
ii. Adjusting Conversion Price in Convertible Preferred Stock Provision (increasing the number of shares of common a preferred stockholder is entitled to convert their shares into) 
1. NOT useful if company makes distribution to common stockholders that reduces value of company to less than what the preferred shareholders can convert into
iii. Two provisions that protect against economic/voting dilution that results when a company issues “cheap” stock”
1. “Full Ratchet” Provision: Conversion price of the “protected” preferred stock is reduced to a price equal to the price of the new issuance 
2. Weighted Average: 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 
d. Anti-Destruction Measures
i. Keeps preferred shareholders option to convert alive after a merger is consummated 
ii. Fiduciary Duties
iii. Appraisal Proceedings 
iv. Wood v. Coastal: Anti-destruction language only for situations when common stock is not going to disappear (i.e., in a merger)
Recorded at acquisition cost or production cost, not adjusted for FMV





FIXED


Add together to get total shareholder equity





Pre-Tax Income





Measure long-term financial health of the company





Based on Balance Sheet





RM > RM


If an investor chooses to invest in the market portfolio and forego the opportunity to invest in a risk-free rate, he must be compensated additionally for bearing the market risk





Greater Risk = Greater Beta


Greater Beta = Greater Discount Rate


Greater Discount Rate = Lower Equity Value


Lower Equity Value = More the investor’s dollar can purchase equity ownership of the firm, and thus earn an increased rate of return





Market Cap: The value of equity


Price/Share x # of Shares Sold


P = Market Cap





Enterprise Value: Sum of the value of equity and the value of debt





Helping creditors when things get bad makes them more likely to lend in the future and more likely to lend at reasonable interest rates





But most creditor protections are contractual





Allows bondholders to get paid back before/at same time as the guarantor’s other creditors





Call provision language in indenture went from general to specific:


General language allows redemption


Followed by specific provisions that are to be read restrictively / narrowly (only refers to redemption “from the proceeds” of lower cost debt





Illustrates importance of language in COI (“when, as and if declared”)—Preferred rights come from contract, not corporate law, so language must be clear and unequivocal 





“Whether or not earned or declared”





Value per Share = Post-Money Valuation / Post-Money Outstanding Shares





Total Economic Loss = Value per Share x # of shares Shareholder has (or see P 56 of other outline)





Value of call option is “in the money” ONLY when asset price > strike price
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