Chapter 1: Introduction to the Firm

Meinhard v. Salmon:
· Facts:
· April 10, 1902, Louisa Gerry leased to the Defendant Walter Salmon the Hotel Bristol in New York City.
· The lease was for a term of 20 years
· Commencing on May 1, 1902 and ending on April 30, 1922.
· The lessee undertook renovations to the hotel at $200,000.
· He got these funds from Meinhard who then became a joint venturer as a result of the written Agreement between the two. The terms of the Agreement were:
· Meinhard was going to pay Salmon half of the money to reconstruct, alter, manage, and operate the property. 
· In exchange, Salmon was going to pay Meinhard 40% of the net profits for the first five years of the lease and 50% for the years following.
· If there were losses, the two would equally take the loss.
· Salmon has sole power to manage, lease, underlet, and operate the building.
· Salmon and Meinhard were coadventurers, subject to fiduciary duties.
· Salmon had the heavy burden since he was a coadventurer and the acting manager.
· During the early years of the business, the business operated at a loss. Then the business came into a large profit and each greatly benefitted. Either way, as joint venturers the two equally shared everything.
· The lease was near its end resulting in Gerry becoming the owner of the reversion.  While the lease with Salmon was still in effect, he approached Salmon about a deal for after the lease was terminated.
· This resulted in a new lease made out to the Midpoint Realty Company, which was owned and controlled by Salmon. Terms of the new Lease:
· The term of years for this lease was 20 years, but successive covenants for renewal will extend to a maximum of 80 years at the will of either party.
· A new building would be placed on the land for $3 million.
· Rental of the building under the Bristol lease was to be $350,000 to $475,000 for all of the rental properties combined.
· Salmon personally guaranteed the performance by the lessee of the covenants of the new lease until such time as the new building was completed and paid for.
· This lease was signed on January 25, 1922.
· Salmon did not tell Meinhard about the new lease. Meinhard was not notified about anything.  He found out about the new lease in February and then demanded that the lease be held in trust as an asset of the venture, making offer upon the trial to share the personal obligations incidental to the guaranty.
· Salmon refused and suit was filed, ultimately ending up on Appeal.
· Issue:
· Did the 20-year venture create a fiduciary duty (fiduciary obligations) on Salmon to inform Meinhart of the new business venture Salmon was entering into without him as a result of their current partnership?
· Reasoning:
· Joint adventurers, like copartners, owe to one another, while the enterprise is still in effect, the duty of the finest loyalty.
· Salmon did not own the original lease as the owner in his own rights, for himself and no one else.
· Instead, he held the lease as a fiduciary, for himself and another; making them sharers in a common venture.
· He excluded his coadventurer from any chance to compete, from any chance to enjoy the opportunity for the benefit that had come. He was under a duty to concede this chance to Meinhard, but did not.

[bookmark: _GoBack]Risk Allocation in the Firm
· Nature of Risk:
· There are two types of risk:
· Controllable risks; and
· These are risks that the parties in a business firm CAN control.
· Non-controllable risks.
· These are risks that the parties in a business firm CANNOT control.
· Risk Tolerance:
· The way people experience and view risk:
· Risk averse:
· They do not take risks. They would especially not take a risk to lose money. To persuade a risk averse person to invest, you would have to offer sizeable potential returns or federally-insured deposit insurance.
· Risk Neutral:
· This person calculates the probabilities and returns, and then makes a decision based solely on the expected return.  They are happy taking a risk whenever a benefit is expected.
· Risk seekers:
· These are the people who enjoy taking risks and go to look for them.  They love to bet on investments even when safer returns are available.
· Methods to Manage Risks:
· There are various ways for a successful business to manage risk:
· Insurance:
· A person or business pays a fee upfront called an insurance premium, in exchange for the right to payment if a specified event occurs.
· Insurance companies have different types of insurance available for private parties to pool their risks.
· By using insurance to pool risks, each member of the pool bears a pro rata share of the pool’s total loss, which is easier to predict than the loss to any particular member.
· Diversification:
· A person or business can diversify by participating in numerous ventures, each of which involves different risks.
· Diversification will not completely eliminate the risk of loss in any given stock, but it will reduce the total risk because the performance of the entire portfolio is more likely to be balanced between gains and losses.
· Internal risk allocation:
· Parties in a business firm might allocate risks to the person who is most willing or best able to bear them, perhaps because that person is in a better position to insure or diversify.
· Risk externalization:
· This is when you move the risk to other people outside of the firm. 
· Business Firm as Risk Allocation:
· There are two distinct roles that parties might play:
· Principal; and 
· The role of investor/owner
· Agent.
· The role of manager/employee.
· Incentive of principal and agent:
· When a principal and agent joint in a for-profit business venture, the tensions between them are inevitable.
· Since they have different interests, the principal will want to monitor the agent to ensure he does what the principal expects. If he does not do as expected, the principal will want to discipline the agent by imposing sanctions.
· Matters addressed by business organization:
· The principal cannot know whether the agent will be honest, hard working, and obedient. Just like the agent cannot know whether the principal will be steady and wise. Therefore, their Agreement must include and address:
· The term of their relationship;
· The sharing of financial rights and obligations, including profits and losses;
· The discretion and responsibilities of the agent;
· The supervisory powers of the principal, including access to information;
· The ability of either participant to terminate their relationship; and
· The means by which they can change their relationship.
· Contract or law:
· There are two sources of rules for parties to use in structuring their business relationship:
· Contract; and
· Allocating risks by contract, the parties are forced in their private agreement to address the allocation of non-controllable and controllable risks.
· Law.
· Choosing a particular legal regime, the parties accept the “off the shelf” allocation of the regime they choose.
· The difficulty in allocating risk among the parties is that the party who bears the consequences of the risk will have a greater incentive to control the risk, but the other party will not.
· Shirking:
· The danger that a person who does not bear a risk will not take steps to control that risk. Also referred to as moral hazard.
· A moral hazard more commonly refers to an increase in risk when some activity is insured.
· The person who is in the best position to control risks, might not be the best person to bear them.

Fiduciary duties:
· Theory of Fiduciary Duties:
· Fiduciary duties seek to protect those who delegate authority against the laziness, disloyalty, or worse of those who exercise this authority. 
· The parties can negotiate the fiduciary duties.
· The law has rules that state broadly that the fiduciary must exercise care, diligence, honesty, and loyalty with respect to the firm and its participants, even when the parties have not specified any duties or selflessness.

Chapter 2:  Corporate Basics

Corporation as Private Constitution (with fundamental rights):
· Corporation as a private constitution:
· Corporations can be viewed as a private constitution.
· Like a public constitution, the governing documents for corporations (the articles of incorporations and the bylaws) allocate rights and responsibilities among the various citizens and officials who participate in the corporation.
· The corporate constitution attempts to allocate the respective roles of shareholders and directors. 
· Shareholders act as principals and appoint directors to act as agents on their behalf.
· Directors then manage the business and affairs of the corporation and further delegate responsibilities to the corporation’s officers and employees.
· Fundamental shareholder rights:
· Corporate law limits the role of shareholders to a handful of fundamental rights, which are labeled as the rights to:
· Vote;
· Sue; and
· Sell.
· What can shareholders do if they don’t like how the managers are running the business?
· They can sell their shares.
· By selling your shares, the shareholders exit the corporation, effectively severing the connection to the corporation.
· This is also the cheaper option.
· They can also speak out to try and influence directors and officers by sponsoring shareholder proposals to change their approach, attending the annual shareholders meeting, or even mounting a voting contest to replace the directors.
· And they can sue in a derivative suit.

Basic Corporate Vocabulary:
· The Corporation:
· A corporation is a legal entity that can enter into contracts, commit torts, sue, and be sued.
· Corporate categories:
· There are numerous categories of corporations:
· For Profit Corporation:
· This corporation is established primarily to generate financial wealth.
· Non-Profit Corporation:
· This corporation type can be established for many reasons, but generally they are not primarily set up to generate financial wealth.
· Public Corporations:
· Corporations whose shares are publicly traded on stock exchanges.
· These shares are freely traded.
· Shareholders of public corporations typically sell their shares easily on stock markets, and people without any relationship to the corporation can become shareholders simply by purchasing shares in the market.
· Directors and officers can own shares of their corporation, however their ownership percentage typically is much smaller than the ownership interests of officers and directors of the close corporations.
· Close Corporations:
· Corporations whose shares are not traded publicly, but are instead privately owned stock.
· Corporate characteristics:
· Separate entity:
· Every corporation is a legal entity separate from the investors who provide it with money and the people who manage its business.
· Perpetual existence:
· Corporations generally have an unlimited life. This means that the corporate can live on forever unless the corporation itself is dissolved.
· Limited liability:
· This is when a corporation’s investors cannot lose more money than they originally invested in the corporation.
· A shareholder’s liability is limited to the amount of money she paid for her shares.
· Centralized management:
· Shareholders elect a corporation’s directors, who have the power to manage and oversee the corporation’s business.
· Shareholders play only a limited governance role because the directors have fiduciary duties to act in the best interests of the corporation.
· The directors delegate responsibilities to corporate officers.
· Transferability of ownership interests:
· Shareholders can transfer their ownership interests in a corporation to others.
· Articles of Incorporation and Bylaws:
· Anyone can create a corporation by filing the “articles of incorporation” with the relevant state officials and paying the required fees.
· The articles of incorporation are the constitution of the corporation.
· They establish the new corporation and contain basic provisions required by the state, such as the precise name of the corporation, its agent and address for service of process, and the number of authorized shares.
· Bylaws:
· The bylaws are not filed with the state, but they do set forth the governing details of the corporation.
· They include items such as the powers of directors and officers, procedures for electing directors and filing director vacancies, required notice periods and details for calling and holding meetings of shareholders and directors, and internal governance issues.
· Corporate Actors:
· There are three categories of actors within a corporation:
· Shareholders;
· Directors; and 
· Officers.
· Shareholders:
· Shareholders are the owners of the corporation. 
· They contribute capital in exchange for common shares.
· These common shares represent a dividend ownership stake in the corporation.
· They elect directors and must approve certain fundamental transactions, such as amendments to the articles or a merger with another corporation.
· Shareholders can also amend the bylaws.
· Directors:
· Directors are individuals who are elected by the shareholders to be responsible for managing or supervising the corporation’s business.
· They only act collectively as a BOARD OF DIRECTORS.
· Directors are not employees of the corporation, but corporate employees can serve on the board of directors.
· An outside director:
· This is a person who generally does not have any affiliation with the corporation other than his or her role as director.
· An inside director:
· This is a person who is both a director and a corporate employee.
· Disinterested director:
· Someone who is not financially interested in a particular corporate decision.
· Independent director:
· Someone not beholden to an interested party.
· Officers:
· Officers are corporate employees.
· The board of directors is tasked with choosing the most senior and important officer, the CEO, to hire and to fire.
· Stakeholders:
· Stakeholders are other corporate actors of the corporation. 
· These are the creditors, employees, customers, and the community, people and institutions who are involved and depend on the corporation.
· Creditors:
· People and entities who lend money to a corporation in exchange for the corporation’s promise to make periodic interest payments and to return the principal of the loan after a specified time or maturity. 
· Employees:
· Employees’ interests are protected by their employment contracts, common law, and regulatory statutes.
· Corporate securities:
· Corporations raise money by issuing shares or other securities to their investors.
· There are three basic categories of securities:
· Debt;
· Preferred shares; and
· Common shares.
· Debt Securities; and
· This is the least risky security and has the lowest expected return.
· A holder of debt expects to receive only fixed payments of interest over time.
· Equity Securities.
· Preferred shares; and
· Preferred shares have a right to dividends that are superior to the rights of common shares, but the dividends are not guaranteed. If the corporation becomes insolvent, they also have a right to payment prior to common shares being paid.
· They have less risk than common share, but more risk than debt.
· They also have a lower expected return than common stock, but a higher expected return than debt.
· Common shares.
· Common shares take on greater risk and have a greater expected return.
· They have a claim to the residual financial rights to the corporation’s income and assets.
· Once the corporation pays everyone it owes, the common shares are entitled to whatever is left.
· They receive payments through dividends:
· Cash payments the corporation can make upon approval from the board.
· If the corporation becomes insolvent and cannot pay its debts, common shares as the residual remainders are paid LAST.
· Because common shares are paid last, they are typically entitled to a vote in the corporation and have more say than any of the corporations other securities holders.
· Authorized, issued, and outstanding shares:
· There are three stages that shares of stock can occupy:
· Authorized;
· The articles of incorporation specify how many shares of common and preferred stock the corporation is authorized to issue.
· Issued; and
· Of the authorized shares that the corporation is allowed to issue, they might issue all of them or just a portion of them to its shareholders.
· Corporations will frequently not issue all of its authorized shares.
· This is because the board of directors is free to sell authorized, but unissued shares on whatever terms it decides are reasonable WITHOUT the shareholders approval.
· If the board wants to raise capital by issuing more shares than the number of authorized shares, the corporation will need to amend its articles of incorporation, which REQUIRES shareholder approval.
· Outstanding.
· This is the portion of authorized stock that has been sold and remains in the hands of the stockholders.
· Basically it is the number of issued shares minus the number of treasury shares.
· The corporation can repurchase issued shares of stock, so some of the issued shares might not be outstanding.
· Treasury shares:
· When the corporation repurchases issued shares of stock this stock is then held by the corporation and known as treasury shares.
· Corporate Fiduciary Duties:
· Duty of loyalty and duty of care:
· Duty of care:
· The duty of care requires managers to be attentive and prudent in making decisions.
· Duty of loyalty:
· The duty of loyalty requires managers to put the corporation’s interests ahead of their own.
· Business judgment rule:
· Courts defer to corporate managers, who have significant discretion in making corporate decisions, even when their well-meaning decisions result in failure.
· Under this rule, the courts will defer to the judgment of the board of directors absent highly unusual circumstances, such as a conflict of interest, bad faith, or gross inattention.
· Under the BJR, course presume that the directors decisions:
· Are informed;
· Serve a rational business purpose;
· Are disinterested; and
· Are made independently.
· In a case in which the plaintiff wants to shift the burden of proof to the directors (which means the directors needs to establish that their decision was a fair one to the corporation), the plaintiff must first show that the decisions was:
· Grossly uninformed;
· Did not have a rational business purpose;
· Was made by directors with a personal, financial interests in the decision; or
· Was made by directors who were not independent.
· The BJR creates a presumption that, absent evidence of self dealing, illegality or the directors not being reasonably informed, all board decisions are intended to advance the interests of the corporation and its shareholders.
· Liability to corporation and shareholders:
· Corporate managers who breach their fiduciary duties can be held liable for any losses they cause the corporation.
· The derivative suit was developed to solve problems arising when a manager has breached their fiduciary duties.
· The derivate suit:
· This is an action brought against the corporation for failure to bring an action in law against the careless or unfaithful manager.
· The corporation is a nominal defendant, and the plaintiff-shareholder controls prosecution of the suit,
· Any recoveries from the suit belong to the corporation for whose benefit the suit was brought.
· Duties of shareholders:
· Generally, shareholders do now owe any fiduciary duties.  However, if a shareholder exercises control through their share ownership, courts often will hold that such controlling shareholders owe fiduciary duties to other shareholders.

Basic Corporate Law Question: Changing the annual meeting
· Under what circumstances may the board change the timing or location of the annual shareholder’s meeting?
· The annual shareholder’s meeting is important because it is the opportunity for the shareholders to exercise one of their basic rights; the right to vote for election of directors.
· DGCL § 211: Meetings of stockholders
· (a)(1) Meetings of stockholders may be held at such place, either within or without this State as may be designated by or in the manner provided in the certificate of incorporation or bylaws, or it not so designated, as determined by the board of directors.
· (b) Unless directors are elected by written consent in lieu of an annual meeting as permitted by this subsection, an annual meeting of stockholders shall be held for the election of directors on a date and at a time designated by or in the manner provided in the bylaws.
· (c)  . . . If there be a failure to hold the annual meeting . . . for a period of 13 months after [the corporation’s] last annual meeting . . ., the Court of Chancery may summarily order a meeting to be held upon the application of any stockholder or director.
· DGCL § 222: Notice of Meetings and Adjourned Meetings
· (a) Whenever stockholders are required or permitted to take any action at a meeting, a written notice of the meeting shall be given which shall state the place, if any, date and hour of the meeting.
· (b) unless otherwise provided in this chapter, the written notice of any meeting shall be given not less than 10 nor more than 60 days before the date of the meeting to each stockholder entitled to vote at such meeting.
· Schnell v. Chris-Craft industries, Inc. (1971)
· Facts:
· A group of Chris-Craft shareholders were dissatisfied with the company’s economic performance.   They looked to seek control by electing a new board of directors at the next annual shareholders’ meeting.
· On October 16, 1971, they filed documents announcing their intentions with the Securities and Exchange Commission as required by law.
· On October 18, the board met and amended the corporation’s bylaws, which had previously fixed January 11, as the annual shareholder meeting date. They changed it to say:
· Annual meeting: The annual meeting of stockholders shall be held for the election of the directors in the two month period commencing on December 1 and ending on January 31 and at such time as shall be designated by the Board.
· They then fixed the new date and time for the annual meeting as December 8 at 9:30 AM at the Holiday Inn at Cortland, NY.
· The board mailed out notice information to shareholders on November 8, 1971, which was more than 60 days before January 11.
· The Trial court found:
· That the defendant-board’s action, including the change in the date of the annual meeting, were designed to obstruct the plaintiff-shareholders’ efforts to gain control.
· They wouldn’t reschedule the date of the meeting to its original date though, holding that the plaintiff’s had delayed too long in seeking judicial relief.
· THE TRIAL COURTS DECISION WAS OVERTURNED AND REVERSED ON APPEAL.
· Appeals court held that the conclusions of fact amount to a finding that management has attempted to utilize the corporate machinery and the Delaware law for the purpose of perpetuating itself in office; and
· For the purpose of obstructing the legitimate efforts of dissident stockholders in the exercise of their rights to undertake proxy contest against management.
· Stahld v. Apple Bancorp, Inc. (1990)
· Facts:
· On March 28, 1990, Stanley Stahl was the holder of 30% of the outstanding common share of Apple. He announced a public tender offer for all the remaining shares of Apple Stock. 
· He had previously informed the board of directors of an intention to construct a proxy contest for the election of directors to the company’s board.
· He wanted to have 21 directors instead of 12. He proposed 13 new directors, including himself.
· On April 10, Apple’s Board decided to defer the company’s annual meeting, which was going to be called in mid-May and they announced that it would explore the advisability of pursuing an extraordinary transaction, including the possible sale of the company.
· Stahl then filed this Action seeking an order requiring the directors of Apple to convene the annual meeting of the stockholders on or before June 16.
· Schnell test:
· It is well established that where corporate directors exercise their legal powers for an inequitable purpose their action may be rescinded or nullified by a court at the instance of an aggrieved shareholder.
· In this case, the court looked at whether the board took action for the purpose of impairing or impeding the effective exercise of the corporate franchise and, if they have, whether the special circumstances are present warranting such an unusual step.
· Courts Decision:
· Deferring a company’s annual meeting where no meeting date has yet been set and no proxies even solicited does not impair or impede the effective exercise of the franchise to any extent.

Chapter 6: Tax Consequences:
· Corporation v. Partnership
· A corporation 
· Is treated as a taxpaying entity separate from its shareholders. It pays taxes on business income, not the shareholders.
· Shareholders only pay taxes on business income if the shareholder is paid through a dividend.
· Corporations are subject to business-level tax under IRC subchapter C, which makes them known as “C Corporations.”
· There is an exception for corporations that elected to be taxed on a flow-through basis under IRC subchapter S, which makes these corporations known as S Corporations.
· Since corporations are known as C Corporations, they are subject to double taxation. 
· This is when the corporation is taxed and then it provides a dividend to its shareholders. The shareholders are then taxed on their dividend, with no deduction or other allowance for the tax the corporation has paid.
· A partnership:
· Is treated as an aggregate of individuals rather than a separate entity.
· The partnership itself is not a separate entity, but they must file an information return so the partners know how much business income or loss to include on the partners’ personal income tax returns.
· Every unincorporated entity is taxes as a partnership regardless of whether it has corporate attributes such as centralized management, limited liability, free transferability of shares, and perpetual life.
· The owners of unincorporated entities can elect to be taxes as a corporation by “checking the box” on an IRS form.
· Avoiding Corporate Double Tax:
· Subchapter S:
· The IRC Subchapter S permits a corporation to elect flow-through tax treatment that is similar to that of a partnership.
· To qualify as an S Corporation, the corporation must be a domestic corporation or LLC with no more than 100 Shareholders. 
· These shareholders must be individuals, estates or qualified trusts, or tax-exempt entities. NO SHAREHOLDER can be a nonresident alien.
· One the shareholders have decided to become an S Corporation the corporate income, losses, and credit are attributed to shareholders according to the number of shares they hold.
· They can only write off losses up to the amount of capital they originally invested. Any additional losses above capital investment are carried forward and recognized in future years.
· Zeroing Out Income:
· Another way to flow business income to corporate shareholders and avoid corporate tax is to “Zero out” corporate income by having the corporation pay shareholders deductible salaries, bonuses, rental payments, or interests.
· By deducting these items from income at the corporate level and reducing the corporation’s taxable income to zero, the effect is to have taxes paid only at the shareholders’ level.

Chapter 3:  Corporate Federalism

A corporation can be incorporated in any state, even if it does not do business in that state.
· A corporation can also reincorporate in a new state if the corporate law of the other state better serves the corporations needs.

A Brief History of US Corporate Law:
· The first case to address corporate personhood was:
· Trustees of Dartmouth College v. Woodward (1819):
· Facts:
· The British Crown granted articles of incorporation to the trustees of Dartmouth College.
· After the American Revolution, New Hampshire, as successors to the crown, enacted laws amending Dartmouth’s charter to give state officials a major role in the governance of the college.
· Dartmouth sued to invalidate the amendments claiming they were unconstitutional.
· Holding:
· The court invalidated New Hampshire’s actions on the grounds that the charter between the state and the college was a contract and it was within the letter of the constitution. Therefore, the state could not unilaterally amend the provisions of the state-granted charter.
· States could avoid this problem in the future by issuing future charters subject to a reserved right to amend or repeal them.
· The Modern Corporation
· Property or institution:
· Some think of the corporation as private property.
· This is owned by and operated exclusively for the benefit of its shareholders.
· Some think of the corporation as a creation of the state.
· An institution formed to advance the broader interests of the public, whose interests include both increasing the shareholders’ wealth and taking into account others affected by corporate activities.
· Corporate takeovers:
· When individuals or other corporations borrowed huge amounts of money to make uninvited bids for shares of public corporations, ultimately to take over the corporation.
· Shareholder Activism:
· Activist investors known as “hedge funds” began pressuring managers to generate greater returns for shareholders, and they threated some of the same takeover tactics that were popular in the 1980’s.

Horizontal Federalism: State View of Corporate Law
· Corporate federalism, the relationship between federal and state law on corporations, operates on two planes.
· The first plane is the horizontal competition amount the states to obtain incorporations by offering an attractive set of corporate law rules and procedures.
· Internal affairs doctrine:
· The internal affairs doctrine provides that the law of the state of incorporation should govern any disputes regarding that corporation’s internal affairs.
· What is an internal affair?
· Internal affairs are the matters peculiar to the relationships among the corporation and its officers, directors, and shareholders.
· External affairs:
· Are governed by the law where the activities occur and by federal and state regulatory statutes not by the state of incorporation.
· McDermott Inc. v. Lewis (1987):
· Issue:
· Whether a Delaware subsidiary of a Panamanian corporation may vote the shares it holds in its parent company under circumstances which are prohibited by Delaware law, but not the Panama law?
· Facts:
· Plaintiff’s sued in the Court of Chancery to enjoin the 1982 Reorganization under which McDermott Incorporated, a Delaware corporation, became a 92%-owned subsidiary of McDermott International, Inc. a Panamanian Corporation. 
· Plaintiffs are stockholders of McDermott Delaware, which emerged from the Reorganization owning approximately 10% of International’s common stock.
· Trial Court:
· Granted partial summary judgment in favor of the plaintiffs, holding that McDermott Delaware could not vote its stock in international.
· Appeals Court:
· The trial court erred in refusing to apply the law of Panama to the internal affairs of Intentional. 
· Panama law permits a subsidiary to vote the shares of its parent.  Therefore, McDermott Delaware could vote the shares it held in International. 

Market in State Charters:
· Production of Corporate law:
· State corporate law is a combination of statutory law and judge made law.
· The statutes establish the basic rules on corporate formation, financial rights and duties, governance structure, procedures for structural changes, transfer of corporate interests, and access to judicial protection.
· Delaware’s Corporate statute:
· In Delaware, all cases involving corporate law issues go to the Delaware Court of Chancery, whose five judges are appointed on the basis of their corporate law expertise.
· They sit in equity without a jury.
· They ascertain the facts and decide how the law applies to them making for speedy trials.


Chapter 4:  Corporate Social Responsibility

For whose benefit should the corporation be run?
· Shareholder primacy; or
· Should the corporation be run for the primary benefit of its shareholders?
· Corporate Social Responsibility (CSR).
· Should the corporation be run with the primary goal of benefitting society overall?

Who does the corporation serve?
· Corporation as Private Property
· The only social responsibility of a corporation is to maximize profits for its shareholders within the confines of the law.
· There is only one social responsibility of a business and that is to use its resources and engage in activities designed to increase its profits so long as it stays within the rules of the game, which is to engage in open and free competition, without deception or fraud.
· This concept is the idea that a corporation is privately held property.
· Corporation as a Social Institution:
· This is the idea that the corporation should be properly viewed as an economic institution, which has a social service as well as a profit making function.
· This is the idea where the corporation is run to benefit the stakeholders of the corporation, such as the officers, the employees, the community, etc.
· Implications of Board Decisions:
· The board of directors supervises and manages the business and affairs of the corporation.
· The board has the discretion in some states (NOT Delaware) to decide for whom the corporate is going to serve and if they should use the private property model or CSR model for the corp.
· The board also has the discretion to make charitable contributions on behalf of the corporation.

CSR in Context:
· The Classic Case:
· Dodge v. Ford Motor Co. (1919):
· Facts:
· Action was brought by the Dodge brothers who were two minority shareholders, against the Ford Motor Company, Henry Ford, and the board of directors to:
· Compel the payment of a special dividend; and
· To enjoin Ford’s plan to purchase iron ore mines in the Northern Peninsula of Michigan, transport the ore to smelters to be erected in the company’s River Rouge property, and construct steel manufacturing plants to produce steal to be used in the manufacture of cars in the company’s factories.
· In 1916, Ford declared that it was corporation policy not to use any future special dividends, but instead they would put the extra money back into the company for the future of all the earning of the company. They would still issue the regular dividend. 
· Trial Court:
· Granted all relief requested by Plaintiffs.
· Ford had to pay a special dividend of $19 million, enjoin it from building the smelter and steel furnaces at the River Rouge facilities and restraining it from increasing of the fixed capital assets or holding of liquid assets in excess of such as may be reasonably required in the proper conduct and carrying on the business and operations of the corporation. 
· Issue:
· Whether the board was acting for the best interest of the corporation?
· Appellate Review:
· It is not within the lawful power of a board of directors to shape and conduct the affairs of a corporation for the merely incidental benefit of shareholders and for the primary purpose of benefiting others.
· They upheld the amount of money in special dividends that should be paid out to the stockholders, but they reversed all other aspects relating to the business of the company.
· Corporate Charitable Giving:
· Ultra Vires:
· Beyond the powers granted by the articles of incorporation with respect to the operation of the corporation’s business.
· Ultra Vires (“Beyond the power”):
· Under this, a corporation could not engage in activities outside the scope of its defined purpose.
· Is a common law doctrine, which pretty much doesn’t exist anymore because corporations expand into outside business purposes all the time.
· The Ultra Vires theory was replaced with modern statutes that provide:
· Every corporation incorporated under this Act has the purpose of engaging in any lawful business unless a more limited purpose is set forth in the articles of incorporation.
· Theodora Holding Corp. v. Henderson (1969):
· Facts:
· Girard Henderson had a controlling interest in Alexander Dawson, Inc. for many years.  In 1955, he transferred 11,000 shares of common stock to his wife Theodora Henderson as part of a separation agreement.
· She had already owned 37,000 shares of preferred stock.
· Theodora formed Theodora Holding Corp. in 1967 and transferred her 11,000 shares of common stock to the corporation.
· The Alexander Dawson Foundation is recognized as a charitable trust by the Department of Internal Revenue.
· Theodora then filed suit against Girard Henderson and some of the other holders challenging the gift of stock.
· Title 8 Del. C. § 122 provides:
· Every corporation created under this chapter shall have power to:
· (9) Make donations for the public welfare or for charitable, scientific or educational purposes, and in time of war or other national emergency in aid thereof.
· Holding:
· That the foundation was considered a charitable foundation under the law and the gift of stock was legal and justified.
· Rule/test Adopted:
· To test the validity of a gift, the court looks at whether or not the gift was reasonable under the circumstances.

Chapter 5:  Corporation as Political Actor

A corporation is a “person” for many purposes. 
· It can own property, enter into contracts, sue and be sued, and have a social conscience.
· It is entitled to Equal Protection and Due Process under the law.  It can also seek fair compensation when the government takes its property and it has free speech rights.

Citizens United v. Federal Election Commission:
· This court found it unconstitutional to have a bad on corporate spending in federal elections.

The World Before Citizens United:
· Tillman Act of 1907:
· Prohibited corporations from spending treasury funds (general corporate assets on campaign contributions or independent expenditures advocating the election or defeat of a clearly identified candidate.
· The Federal Elections Campaign Act (FECA) (1971):
· Allowed corporations and unions to establish separate segregated funds popularly called political action committees (PAC’s).
· PAC’s received voluntary contributions from people with ties to the corporation, not from the corporation’s treasury funds.
· This money comes from shareholders, executives, and employees with their consent, instead of coming from the corporation’s general funds as determined by the managers who control the corporation.
· Corporations can ALSO PAY for communications to their employees and shareholders that expressly support or oppose candidates and pay for issue ads (so long as the ads do not expressly support or oppose a candidate).
· Corporations can ALSO DONATE to charitable and educational organizations, including think tanks that advocate political views (so long as the think tank doesn’t expressly support or oppose a candidate).
· Corporation’s can ALSO LOBBY.
· Corporate lobbyists must register and disclose any payments they receive if they engage in “direct communications with members of Congress on pending or proposed federal legislation.”

· Pre-Citizens United Case Law:
· First National Bank of Boston v. Bellotti (1978):
· Facts:
· The case involved a Massachusetts law that banned corporations from placing political ads for or against pending referenda.
· A bank that sought to oppose a referendum introducing an individual graduated income tax in the state claimed the legislative ban violated its rights under the First Amendment.
· Court Held:
·  The court agreed and concluded that the state had no compelling jurisdiction for targeting the corporate speech at issue in the case.
· The court pointed out that if the concern was the use of corporate resources in the political process, the state should also have banned lobbying by corporations.
· They also said that if the concern was management speaking for shareholders, the availability of intracorporate remedies provided shareholder sufficient protection.
· Federal Election Comm’n v. Massachusetts Citizens for Life, Inc. (MCFL) (1986):
· Facts:
· A membership nonprofit corporation that opposed abortion right sent out a newsletter urging voters to support certain pro-life candidates in Massachusetts.
· The nonprofit used its own funds, not those of a corporate PAC, to finance this advocacy.
· Court Held:
· The court held that the federal ban against independent expenditures by an advocacy nonprofit was unconstitutional given that such nonprofits are formed for the express purpose of promoting political ideas and supported entirely by individuals.
· The court here made it clear that not all corporations are the same and held that states court not ban political advocacy by non-profit corporations.
· Austin v. Michigan Chamber of Commerce (1990):
· Facts:
· The case involved a Michigan law that banned for-profit corporations from making campaign contributions or expenditures in support or opposition of state candidates.
· The Michigan Chamber of Commerce, funded in part by for-profit corporations, sought to make expenditures supporting certain candidates in state elections.
· Court Held:
· That the state law was constitutional.
· It pointed out that corporations are creatures of state law and, given their unique legal and economic characteristics, regulation was needed to avoid the corrosive and distorting effect of immense aggregations of wealth accumulated through the corporate form.
· It also pointed out that the corporate expenditures might not reflect the views of the corporations’ shareholders and customers.

Court’s Decision in Citizens United:
· Courts ultimate conclusion:
· That the federal statute banning corporate election spending could not be read narrowly to avoid constitutional infirmity and held that the AUSTIN case was to be overruled.
· How did the justices view the corporation? As a:
· Creatures of state law:
· The corporation is an artificial entity created by the state, which can regulate its creations when there are “compelling justifications” or simply “reasonable” concerns about corporate participation in political speech.
· Corporate person:
· The corporation has personhood and the state must provide “compelling reasons” to silence its speech.  The corporate person has autonomy and appropriately speaks through management subject to oversight by shareholders who can replace misguided managers.
· Private Voluntary Association:
· The corporation is a voluntary association in which participants understand that management will speak and act on behalf of their collective interests.  Shareholders who don’t like this can invest elsewhere or use their corporate governance tools to change corporate decision-making.
· Citizens United v. Federal Election Commission (FEC) (2010):
· Facts:
· § 441b makes it a felony for all corporations either to expressly advocate the election or defeat of candidates.
· Federal law prohibited corporations and unions from using general treasury funds to make independent expenditures for speech expressly advocating the election or defeat of a candidate.
· Federal law prohibited corporations and unions from using general treasury funds to make DIRECT CONTRIBUTIONS to candidates or independent expenditures that expressly advocate the election or defeat of a candidate, through any form of media, in connection with certain qualified federal elections.
· Under the Bipartisan Campaign Reform Act of 2002 § 311, televised electioneering communications funded by anyone other than a candidate must include a disclaimer that “ ______ is responsible for the content of this advertising.”
· Under the Bipartisan Campaign Reform Act of 2002 § 201, any person who spends more than $10,000 on electioneering communications within a calendar year must file a disclosure statement with the FEC.
· This statement must identify the person making the expenditure, the amount of the expenditure, the election to which the communication was directed, and the names of certain contributors.
· SJC Court Held:
· That the government may regulate corporate political speech through disclaimer and disclosure requirements, but it may not suppress the speech altogether.
· Therefore, § 441b were considered unconstitutional, but BCRA’s disclaimer and disclosure requirements are constitutional.
· What did Citizens United teach us?:
· The court decided that:
· The government may not, under the first amendment, suppress political speech on the basis of the speaker’s corporate identity, overruling the AUSTIN case.
· The disclaimer and disclosure provisions of the Bipartisan Campaign Reform Act of 2002 did not violate the first amendment, as applied to a nonprofit corporation’s documentary and advertisements for the documentary.

Chapter 7:  Forming the Corporation

Process of Incorporation:
· Formal Requirements:
· Incorporation is formally accomplished by an “incorporator.
· Once the incorporator has filed for incorporation and the corporation becomes organized, they have no further significance in the corporation.
· The incorporator files and signs the articles of incorporation with the Secretary of State or another designated official. One this is filed, the corporation begins to exist.
· Incorporator (MBCA § 2.01):
· One or more persons may act as the incorporator or incorporators of a corporation by delivering articles of incorporation to the Secretary of State for filing.
· Articles of Incorporation MUST include:
· The name of the corporation;
· The number of shares it is authorized to issue;
· The name and address of each incorporator; and
· The name and address of the corporation’s registered office and registered agent.
· Articles of Incorporation CAN ALSO INCLUDE:
· Provisions that insulate directors from liability or exculpate them.
· An exculpation clause:
· Can limit the personal liability of directors to the corporation or its shareholders, subject to some limits.
· Indemnification Provisions that obligate the corporation to reimburse directors for any personal liability to third parties connected with their board service, again subject to exceptions.
· After the corporation comes into legal existence, an organizational meeting must be held. This is held by either the incorporator or by the initial board of directors, if they are named in the articles. At the first meeting the following needs to happen:
· The election of directors (or additional ones);
· The adoption of bylaws;
· The appointment of officers; 
· The designation of a bank as depository for corporate funds; and
· Approval of the sale of stock to the initial shareholders.
· Choosing the state of incorporation:
· There is a rule of thumb for choosing a state to incorporate in:
· Firms that expect to operate locally incorporate locally; and
· Businesses that expect to have national operations or sell stock to public investors incorporate in Delaware.
· Representing multiple parties in a business formation:
· Attorney-client relationship:
· A lawyer must PROMPTLY inform his client of any situation requiring the client’s informed consent.
· The lawyer must consult with the client about his objectives and how they will be accomplished.
· The lawyers must keep the client reasonably informed and promptly comply with the client’s information requests.
· The lawyers cannot disclose information about a client without the client’s informed consent.
· The lawyer must obtain informed consent before representing one or more clients who may have a conflict of interest, or must decline the representation altogether.
· The attorney-client relationship is created by:
· Agreement; or
· By the client requesting and the attorney performing legal services for the client.
· Entity v. Aggregate:
· Entity theory:
· Under this theory the lawyers do not represent the individuals who constitute the business, but only the corporation.
· Therefore, there is no disabling conflict if a lawyer’s law firm later sues a couple of the constituent individuals on an unrelated matter, even though the law firm had obtained personal information from the individuals in connection with the business formation.
· Aggregate theory:
· This theory assumes that the lawyer represents both participants and the corporation. 
· This theory is more likely to apply when the business involves only a few participants, particularly when the participants believed that the lawyer was representing them in their individual capacity.
· Reasonable Expectations:
· The question of who the lawyer represents boils down to what the participants had been led to expect.
· A corporate lawyer should explain to the participants from the start who he is representing, which communications between them will be privileged and which not, and what action the lawyer may take if conflicts arise between the participants.
· A lawyer who plans to only represent the entity should make that clear that the lawyer DOES NOT represent the participants collectively.
· If an engagement letter or oral representation by the lawyer suggests that he is representing the participants as an aggregate, the lawyer assumes ethical obligations to each participant.
· Such representation is proper if the lawyer explains to each client that the lawyer MAY HAVE TO withdraw from representing each client if a conflict arises among them.

THE CORPORATION COMES INTO EXISTENCE WHEN THE ARTICLES OF INCORPORATION ARE FILED.

· MBCA § 2.03: Incorporation
· (a) Unless a delayed effective date is specified, the corporate existence begins when the articles of incorporation are filed.
· (b) The secretary of state’s filing of the articles of incorporation is conclusive proof that the incorporators satisfied all conditions precedent to incorporation except in a proceeding by the state to cancel or revoke the incorporation or involuntarily dissolve the corporation. 

What happens if a corporation enters into a business transaction prior to becoming incorporated (whether it be that it just hasn’t been approved yet or they thought it already was, but it wasn’t)?
· Third parties wanted to know if they could sue personally those purporting to act for the corporation. This brings up two ideas to look at:
· Whether both parties knew the corporation had not yet been formed, we look at whether the promoter was liable.
· When one or both of the parties was unaware that there was a defect in incorporation, we look at whether the court should infer limited liability or equity grounds.

· Both Parties knew there is no corporation:
· If both parties entered into a contract knowing the corporation has not been incorporated yet, the following general rule applies:
· When a promoter contracts for the benefit of a corporation that is contemplated but not yet organized, he is personally liable on the contract in the absence of an agreement otherwise.
· The promoter is not discharged from liability simply because the corporation is later organized and receives the benefits of the contract, even where the corporation adopts the contract.
· The parties can agree to discharge the promoter’s liability, but to do so they must agree there will be a novation once the corporation is formed and formally accepts the contract.
· Unless otherwise agreed upon, a person who in dealing with another, purports to act as agent for a principal whom both know to be non-existent or wholly incompetent, becomes a party to such contract.

· Both Parties mistakenly believe the corporation exists:
· When parties mistakenly deal with each other on the assumption a corporation exists, courts have developed equitable doctrines that supply limited liability to the party purporting to act fro the (nonexistent) corporation.
· Judicial doctrines:
· Doctrine of De Facto Corporation:
· Courts infer limited liability if:
· The promoters in the would-be corporation had made a good faith effort to incorporate; 
· The promoters were unaware that the incorporation had not happened; and
· The promoters used the corporate form in a transaction with a third party.
· Doctrine of Corporation by Estoppel:
· Here, courts prevent the third party from asserting the promoters’ personal liability when the third party had dealt with the business on the assumption that the only recourse would be against the business assets.
· Statutory Approach:
· MBCA § 2.04: Liability for Preincorporation Transactions
· All persons purporting to act as or on behalf of a corporation, knowing there was no incorporation under this Act, are jointly and severally liable for all liabilities created while so acting.
· Reinstatement after Administrative Dissolution:
· Contracting with a non-existent corporation can also happen when a corporation, through properly formed, has been dissolved by administrative order for failure to pay franchise taxes, to report a change in registered agent, or to file annual reports.
· Corporations can remedy this by paying what they owe in back taxes or fixing whatever it was that got them dissolved in the first place.


Chapter 8: Actions Binding the Corporation

MCBA § 8.01 Requirements for and Functions of Board of Directors
· (b) All corporate powers shall be exercised by or under authority of the board of directors of the corporation, and the business and affairs of the corporation shall be managed by or under the direction, and subject to the oversight, of its board of directors.

In the standard governance model, the Board of Directors has the central role in acting for the corporation.
· The board doesn’t need to manage the corporation’s day-to-day business, but it may delegate those responsibilities to the corporation’s officers and employees.
· Thus, when an officer or employee enters into a transaction in the corporate name, the corporate official is doing so under delegated authority.

Shareholders DO NOT act for the corporation.
· Even though they are basically the owners of the corporation, they CANNOT bind the corporation into any agreements.
· Instead, they exercise their governance rights by electing the board and approving fundamental transactions.

Board Delegation of Authority to Corporate Executives:
· Basic Agency Concepts:
· Corporations can ONLY ACT through the agency of human beings.
· Agency:
· This is the consensual relationship between two parties, the principal and the agent.
· The Principal selects the agent who then must act on the principal’s behalf
· The principal has the power to terminate the agency relationship unilaterally and can dictate to the agent how the agent will perform his duties.
· The Agent is a fiduciary of the principal, which means the agent owes to the principal duties of care, loyalty, and obedience.
· The agent must always put the interests of the principal above his own interests.
· The agent also has a duty to obey all reasonable directions of the principal given within the scope of the agent’s service.
· An agent has the legal authority to bind the principal in legal relationships with third parties. There are different forms of authority:
· Actual authority:
· The principal grants this type of authority to the agent directly.  This is when the principal manifests consent to the agent to bind the principal. 
· There are two types of actual authority:
· Express; or
· Growing out of explicit words or conduct granting the agent power to bind the principal.
· Implied.
· This authority comes from words or conduct taken in context of the relations between the principal and the agent.
· In either case, the principal causes the agent to reasonably believe that the principal desires him to act on the principal’s behalf.
· FOCUSES ON PRINCIPAL-AGENT RELATIONSHIP
· Apparent authority:
· This is created through written or spoken words or any other conduct that, reasonably interpreted, causes a THIRD PERSON to believe that the principal has consented to the agent acting for her.
· Here, the principal must do or say something that induces the third party to believe that the principal has given authority to the agent.
· FOCUSES ON PRINCIAPL-THIRD PARTY COMMUNICATIONS,
· Inherent Agency Powers:
· This arises from the agency relationship to protect third parties, despite the absence of actual or apparent authority.
· A general agent can bind a disclosed principal if the agent is generally authorized to conduct transactions, the third party reasonably believes the agent has authority, and the third party has no notice otherwise.
· Ratification:
· A principal can become obligated to a third party by ratifying the act of another who, at the time of the act, lacked the power to bind the principal.
· When someone ratifies an unauthorized act done by another in her name, it is said that the ratification relates back so it is as though the principal had conferred the authority before the act.
· RATIFICATION CREATES AN AGENCY RELATNIOSHIP REGARDLESS OF WHETHER THE RELATIONSHIP ORIGIANLLY EXISTED.
· Authority of Corporate Officers:
· The authority that is given to specific corporate officers is typically expressed in the bylaws of the corporation. Absent that, it is up to the court to decide what kind of authority the officer had at the time they entered into an agreement with the third party.
· The CEO of the corporation is known to have the authority to bind the corporation in transactions entered into in the ordinary course of business.  
· He wouldn’t have authority to enter into contracts of extraordinary care though.
· Menard Inc. v. Dage-MTI Inc.:
· Facts:
· Menard, Inc. offered to purchase 30 acres of land from Dage-MTI, Inc. for $1,450,000.
· Arthur Sterling, Dage’s president, accepted the offer in a written agreement in which he represented that he had the requisite authority to bind Dage to the sale.
· The Dage board of directors did not approve this agreement and refused to complete the transaction.
· Court’s Analysis:
· Menard did not negotiate and ultimately contract with a lower-tiered employee or a prototypical general or special agent, with respect to whom actual or apparent authority might be at issue.
· Instead, he dealt with the president of the corporation whom the law recognizes as one of the officers through whom the corporation is authorized to normally act, which constitutes analyzing the case through an inherent agency concept.
· Restatement of Agency § 161 provides that:
· An agent’s inherent authority subjects his principal to liability for acts done on his account which:
· Usually accompany or are incidental to transactions which the agent is authorized to conduct if, although they are forbidden by the principal;
· The other party reasonably believes that the agent is authorized to do them; and
· Has no notice that he is not so authorized.
· Holding:
· The president possessed inherent authority to bind Dage under the circumstances based on his past conduct surrounding prior agreements for the corporation where he did not need board approval on certain things and the fact that he was in a position for the third party to reasonably believe his word that he was able to contract and make the deal with them.
· Ascertaining Corporate Authority:
· Counsel representing a party involved in a major transaction with a corporation usually will insist on receiving evidence that the individuals who purport to act for the corporation have authority. The evidence can some from:
· A provision of statutory law;
· The articles of incorporation;
· A by-law of the company;
· A resolution of the board of directors; or
· Evidence that the corporation had allowed the office to act in similar matters and has recognized, approved or ratified those actions.
· How can someone be sure that the meeting minutes and resolution are genuine?
· Customary practice is to have the secretary of the corporation, or some other office charged with maintaining the records and books, certify the minutes and resolution.
· This is because the secretary is held to have apparent authority to certify such documents, so that the corporation is bound by the secretary’s certification.
· This also means that a third party seeking to confirm an officer’s authority can proceed with confidence one the secretary has certified the minutes and resolution, and need not ask the directors to personally swear that the board voted to authorized the officer to act.

Formalities of Board Action:
· Board Action at a Meeting:
· The board of directors acts as a body and takes forma action by voting at a board meeting.
· Each director has one vote and MAY NOT vote by proxy.
· Shareholders can vote by proxy after giving written authorization, but not directors.
· Unless the articles or bylaws state otherwise, the vote of a majority of the directors present at the board meeting at which there is a quorum is necessary to pass a resolution.
· Informal board action, particularly in close corporations, is common though. There are common law ways courts can protect third parties on agreements never approved at formal board meetings:
· Unanimous director approval:
· When all the directors separately approve a transaction, a meeting will usually not serve any purpose. 
· In this case, even if a meeting had been held, the directors would probably not have discussed the matter or come to a different result, but would simply approve the action.
· Emergency:
· Situations arise where the board must make very quick decisions to prevent great harm or to take advantage of great opportunity. 
· In this situation, it may be impossible to assemble the board at a meeting.
· Therefore, the corporation must proceed on the opinions of those directors who can be contacted in whatever manner contact may be made.
· Unanimous Shareholder Approval:
· If all of the shareholders meet, the conclusion they reach will likely bind the corporation.
· The meeting rule, which is meant to protect shareholders from unconsidered board action, would work a hardship against third parties when shareholders approve the transaction. 
· Majority shareholder-director approval:
· If the directors who participate in the informal action constitute a majority of the board and own a majority of the corporation’s issued and outstanding shares, the corporation is bound.
· There are also statutory ways:
· MBCA § 8.21:
· Which allows board action to be taken without a meeting on the unanimous written consent of the directors.
· By signing a unanimous written consent, the directors can ratify a previous action where there is concern the action was not properly authorized, such as when the original authorization came at a meeting that did not meet the formal meeting requirements.
·  MBCA § 8.20:
· Permits the board to conduct a meeting by any means of communication by which all directors participating may simultaneously hear each other during the meeting.
· Notice and Quorum:
· Notice:
· Notice facilitates personal attendance by directors.
· For regular meetings, MBCA § 8.22 (a) requires:
· No notice because directors are assumed to know the schedule.
· For special meetings, MBCA § 8.22(b) requires:
· That two days’ notice be given of the date, time, and place of the special meeting, unless the articles of incorporation or bylaws impose different requirements.
· ANY ACTION TAKEN WITHOUT PROPER REQUIRED NOTICE IS CONSIDERED INVALID.
· MBCA § 8.23 (a) Any director who does not receive proper notice may waive notice by signing a waiver before or after the meeting or
· MBCA § 8.23 (b) by attending or participating in the meeting and protesting the absence of notice.
· MBCA § 8.23 (b) A director who attends a meeting solely to protest the manner in which it was convened is NOT deemed to have waived notice.
· Quorum:
· The quorum requirement precludes an action by a minority of the directors.
· MBCA § 8.24:
· The statutory norm for a quorum is a majority of the total number of directors, although the articles of incorporation or bylaws may increase the quorum requirement or reduce it to no less than one-third of the board.
· ANY ACTION TAKEN IN THE ABSENCE OF A QUORUM IS DEEMED INVALID.
· Committees of the Board:
· Sometimes boards can be too large to effectively make decisions, especially in publicly held corporations. Therefore, statutes provide that boards can delegated duties and decisions to appointed committees:
· Executive committee:
· This committee has the full authority of the board in all but a few essential transactions.  The executive committee is the vehicle through which the board acts between meetings on less important matters of corporate housekeeping, which require board approval.
· Audit Committee:
· This committee functions include selection of the company’s auditor’s, specification of the scope of the audit, review of audit results, and oversight of internal accounting procedures.
· Some other committees include:
· Financial committee;
· Nomination committee; and
· Compensation committee.
· A board committee can be permanent or temporary.
· The committee can be active and make decisions on behalf of the board or passive, which includes doing research and presenting information to the board so they can make an informed decision.

Legal Opinions:
· A legal opinion in regards to transactions means:
· A lawyer’s conclusion as to how the relevant law applies to a given state of facts.
· Legal opinions serve as a hedge against business risks.
· If the transaction fails, the disappointed party can look to the lawyers on whose assurances the party relied.
· A lawyer it not liable simply because the opinion was mistaken. 
· The grieving part must show that the opinion was negligently rendered and that any losses were prominently caused by the lawyer’s failure to meet the relevant professional standards.

Chapter 9:  Numeracy for Corporate Lawyers

Financial Accounting for Lawyers:
· Purposes for accounting:
· State law requires that corporations furnish their shareholders with annual balance sheets and income statements, but allows corporations to decide what accounting principles to use when preparing those statements.
· A firm is required to apply the same accounting concepts, standards, and procedures from one period to the next.
· Firms are also supposed to disclose material information and follow a conservatism principle that profits not be anticipated and that probable losses be recognized as soon as possible.
· Accounting as subjective:
· Although financial statements appear to be precise, those numbers are usually highly subjective judgments.
· Generally Accepted Accounting Principles (GAAP):
· The choices people make regarding the GAAP might be entirely legitimate without being manipulative.
· Simply put, there are different ways to account for different items.
· The two fundamental aspects of accounting are:
· The lack of objective truth; and 
· The incentives for people to present favorable information. 
· Stages of Accounting:
· Financial statements are produced through a three-stage process
· The recording and controls stage:
· A company records in its books information concerning every transaction in which it is involved. 
· Audit stage:
· Sometimes with the assistance of independent accountants, verifies the accuracy of the information is has recorded.
· Accounting stage:
· In which the company classifies and analyzes the audited information and presents it in a set of financial statements.
· PUBLIC COMPANIES go through the above three stages, PRIVATE COMPANIES usually DO NOT.

The Fundamental Equation:
· The fundamental equation is:
· ASSETS = LIABILITIES + EQUITY
· Asset: refers to the property, both tangible and intangible, owned by the firm.
· Liabilities: refers to the amount that the firm owes to others, whether pursuant to written evidence of indebtedness or otherwise.
· Equity: represents the accounting value of the interest of the firm’s owners.
· It includes the value of the property (including money) the owners contribute when they organize the firm.

Balance Sheet:
· Balance Sheet Assets:
· Assets are listed in the balance sheet in the order of their liquidity, beginning with cash, followed by assets that the firm expects to convert to cash in the reasonably near future, and continuing to other assets that the firm uses in its business over the long term.
· Current Assets:
· Current assets include:
· Cash; and
· Accounts receivable 
· These are amounts not yet collected from customers to whom goods have been shipped or services delivered.
· Accounts receivable can increase for two reasons.
· The corporation’s sales increased; or
· The corporation’s sales might not have increased, but receivables increased because customers were paying more slowly, or not at all.
· Inventory;
· This represents goods held for use in production or for sale to customers. 
· There are three methods that firms can opt to use to value their closing inventory:
· Average cost;
· Ex. Inventory is sold at random from a bin.
· First in, first out; and
· Ex. Inventory is pushed thorough a pipeline.
· Last in, first out. 
· Ex. Inventory is added and sold from the top of a stack.
· Prepaid expenses; and
· These are payment that the corporation has made in advance for services it will receive in the coming year.
· Prepaid expenses are an example of a “deferred charge,” which is an asset that reflects payments made in the current period for goods or services that will generate income in subsequent periods.
· Fixed assets.
· Fixed assets are longer-term assets, which, unlike current assets, are not expected to be converted into cash within a year.
· There are two main categories of fixed assets:
· Property, Plant, and Equipment (PP&E):
· Most fixed assets are grouped under this category.
· It represents firm assets that are used to conduct its operations, as opposed to assets it holds for sale.
· Intangible Assets:
· They have no physical existence, but often have substantial value.
· Balance Sheet Liabilities:
· Liabilities are divided into two categories:
· Current liabilities; and
· These are debts a firm owes that must be paid within one year of the balance sheet date.
· Long-term liabilities.
· These are debts due more than one year from the balance sheet date.
· Corporations have also started dealing with off balance sheet liabilities:
· These are transactions that involve long-term financial obligations, but which, because of their form, are not recorded as liabilities on the balance sheet.
· Balance Sheet Equity:
· Equity represents the owners interest in a firm (it is also referred to as “net worth”):
· The amount of equity an owner has in the firm is equal to the difference between the boo values of the firm’s assets and liabilities.
· ASSETS = LIABILITIES + EQUITY
· A corporations equity has two components:
· Paid-in capital:
· Which reflects the total amount the corporation has received from those who have purchased its stock.
· Retained earnings or Earned Surplus:
· Which reflects the cumulative results of the corporation’s operations over the period since it was formed.
· Balance Sheet Analysis:
· The balance sheet reflects the ability of the company to meet its obligations.
· One commonly used indicator of a firm’s liquidity is its current ratio, which is computed by dividing current assets by current liabilities. 
· CURRENT RATIO = CURRENT ASSETS / CURRENT LIABILITIIES 
· An increase in a firm’s current ratio is a sign of financial strength.
· TOO LARGE a current ratio might show that the firm is NOT managing current assets efficiently.
· Indications that a firm WILL NOT be able to pay it’s debts back can be found by computing a firm’s:
· Debt-Equity Ratio:
· Dividing a firm’s long-term debt by the book value of its equity.
· DEBT-EQUITY RATIO = LONG-TERM DEBT / BOOK VALUE OF EQUITY
· A ration of more than 1:1 may indicate the firm is relying principally on borrowed capital, meaning that the corporation is likely to fail and the creditors will not get their money back.
· Interest Coverage Ratio:
· Dividing the firm’s annual earnings by the annual interest payments due on its long-term debt.
· INTERST COVERAGE RATIO = FIRM’S ANNUAL EARNINGS / ANNUAL INTERST PAYMENTS DUE ON LONG-TERM DEBTS.

Income Statement:
· The income statement provides a view of how the firm has performed during a period of time.
· Accrual accounting:
· Focuses not on the movement of cash, but on the performance of services and on matching income to expenses more accurately.
· The GAAP requirement that most firms use accrual accounting to prepare their financial statement involves the following:
· Realization principle:
· This is when a firm must recognize revenue in the period that services are rendered or goods are shopped even if payment is not received in that period.
· Matching principle:
· This is when a firm must allocate the expenses it incurred to generate certain revenues to the period in which those revenues are recognized.
· Income Statement Items:
· Net sales (sometimes listed as revenue or top line revenue):
· This number represents the total value of revenue during the relevant year.
· Operating Expenses:
· Once we know the total revenues we deduct the total expenses.
· We start with Cost of goods sold (COGS):
· Which represents the cost of items sold from inventoy.
· Then we deduct the depreciation.
· Depreciation is a non-cash expenses that represents the decline in the value of fixed assets that we match with each particular year.
· DEPRECIATION IS A TAX DEDUCTIBLE EXPENSE.
· EBITDA:
· An Acronym that stands for a firm’s EARNINGS BEFORE INTEREST, TAXES, DEPRECIATION, and AMORTIZAITON.
· It represents net sales minus all operating expenses except depreciation and then you add depreciation to the resulting number.
· EBITDA = (NET SALES – OPERATING EXPENSES) + DEPRECIATION
· Interest Expense and Taxes:
· Interest expenses:
· Represents the amount of interest the firm paid on its debt during the year.
· Income before taxes (taxable income):
· Is obtained by subtracting interest expense from operating income.
· Net income (referred to as the bottom line):
· This is income minus goods sold, taxes, and expenses for that year.

Statement of Cash Flows:
· The statement of cash flows:
· The statement of cash flows reports on the number of cash into and out of a firm.
· It reflects all transactions that involve the receipt or disbursement of cash, whether they relate to operations or involve only balance sheet accounts.
· The statement of cash flow is split into three parts based on whether the cash flow is from:
· Operating activities;
· This is the best indicator of how much cash the firm is generating from its core operations.
· Investing activities; or
· Reflects how much cash the firm invested. 
· Financing activities.
· Reflects how much cash the firm borrowed.

Chapter 10: Capital Structure

· Capital structure:
· How the corporation has raised funds using corporate securities.
· The structure on the right-hand side of the balance sheet.
· Questions to ask of the capital structure:
· How did the corporation raise its capital?
· Did it simply issue shares of stock?
· Or did it also borrow money?
· Did the corporation raise money by issuing more complex financial instruments?
· Did it grant stock options to employees?
· The value of the corporation should depend on the return of the assets represented by the left-hand side of the balance sheet.

Slicing up the corporation: Some Details on Capital Structure
· Corporations can raise money by issuing securities to investors.
· Investors are willing to give money to the corporation, in exchange for securities, because they expect to earn a return on their investment.
· Corporations can use securities to allocate control, profit, and risk to various investors.
· Corporate securities can be divided into two categories:
· Equity; and
· Equity securities represent permanent commitments of capital to a corporation, while debt securities represents capital invested for a limited period of time.
· Returns on equity securities depend on the corporation’s earnings and profits.
· The rights of equity securities are subordinate to the claims of creditors, including those who hold the corporation’s debt securities.
· Investors who hold equity securities often help pick the board of directors for the corporation and therefore have more control over the conduct of the corporations business and the risk it incurs.
· Debt.
· Debt securities represent temporary contributions of capital.
· They are more likely to have priority in terms of payment if the firm becomes insolvent or liquidates voluntarily.
· Because they are less risky, they are entitled only to a fixed return.
· Debt holders play no role in the management of the corporation.
· The Drama of Widget Inc.
· Facts:
· Justin, Kathy, and Lorenzo read through Widget Inc.’s financial statement and decided that the corporation was work $2 million. 
· They formed JKL Corporation and agreed to pay $2 million for Widget Inc.’s assets, tangible and intangible, and to assume all liabilities listed on Widgets balance sheet. 
· They also want to provide JKL Corporation with an additional $150,000 to finance an expansion of the business. They need to raise a total of $2,150,000.
· Investors:
· Justin and Kathy each commit $200,000. Justin, however, can only provide $100,000 in case at the time and will sign a note obligating him to pay the additional $100,000.  They are each expected to receive 40% of JKL’s common shares.
· Lorenzo is going to invest $600,000 in cash.
· $100,000 of his investment will get him 20% of JKL’s common shares.
· $500,000 he will use to either purchase preferred shares or to make a long-term loan to JKL.
· Whatever he does with the $500,000, Lorenzo wants to make sure he will receive at least $50,0000 in income every year because any payments (other than salary) are made to Justin and Kathy.
· Additionally, if thy dissolve, he gets his $500,000 back.
· Borrowers:
· They borrowed $500,000 from the First National Bank and agreed to pay the principal amount in five annual installments of $100,000 each and to pay 10% per annum on the unpaid principal.
· The bank has no rights to participate in the management of JKL or any right to payments other than repayment of the loan and interest. (Debt securities)
· The Widget Brothers have agreed to offer “seller financing” for the remaining $750,000 JKL would owe them.
· This means they would take a note for the $750,000 and it will require JKL to make annual payments of $75,0000 and to repay the principal to the Widget Brothers within 10 years. If they fail to make interest payments, then the principal becomes due immediately.
· The Widget Brothers have no right to participate in management of the corporation or any other payments other than the repayment and interest. (Debt securities)
· Justin will own 40% of the common shares, Kathy will own 40% of the common shares and Lorenzo will own 20% of the common shares, his preferred shares or a debt security.
· Equity Securities:
· There are two basic kinds of Equity Securities:
· Common shares; and
· Preferred shares.
· Corporate statutes require that at least one class of equity shares must have voting rights and the right to receive the new assets of the corporation in the event the corporation is dissolved or liquidated.
· This right is usually assigned to common shares.
· Basic terms of equity securities:
· Corporation statutes DO NOT dictate how many or what kind of shares are authorized; the articles of incorporation don’t even need to include the number of shares that a corporation is authorized to issue and/or describe the characteristics of those shares.
· If it wants to use more shares than authorized in its articles of incorporation, however, it needs to amend to authorize additional shares.
· The board of directors has to recommend the amendment, which must be approved by the holders of at least a majority of its outstanding voting shares.
· If a corporation has not issued all the shares authorized it is articles of incorporation, then its board of directors can decide on what terms to issue authorized but unissued shares.
· The number of shares that a shareholder owns in a corporation at a particular time determines her position relative to other shareholders.
· The percentage of the corporation’s outstanding stock owned by the shareholder and not the number of shares owned, is what’s important.
· Once again, Equity breaks up into two basic types:
· Common shares; and
· Common shares are the most basic of all corporate securities.
· Holders of common shares usually have the exclusive power to elect a corporation’s board of directors, although in some corporations’ one or more classes of common share is non-voting and in many corporations preferred shares have limited voting rights.
· Common shares represent a residual claim on both income and assets of the corporation.
· All income that remains after a corporation has satisfied the claims of creditors and holders of its more senior securities belongs to holders of common shares.
· If no income remains, shareholders receive nothing.
· If some income remains, the board of directors can issue the remainder to shareholders in the form of a dividend or they can reinvest it in the business.
· The board should only reinvest income if it believes that the future returns from that investment will be greater than those that shareholders could generate by reinvesting that income on their own (This would be known as fiduciary duty).
· Common shareholders are entitled to fiduciary protections.
· Preferred shares.
· Preferred shares have economic rights senior to those customarily assigned to common shares.
· Preferred shares vary widely, depending on the attributes assigned to them in the articles of incorporation.
· If no attribute is assigned to a class of shares with respect to its voting rights, right to dividends, or rights to redemption or in liquidation, courts generally will presume that stock is stock meaning that they have the same rights as common shares.
· Preferred shares almost always have dividend rights senior to those of common shares.
· The seniority of preferred shares arises out of provisions limiting the payment of dividends on common shares until dividends due on preferred shares have been paid.
· Dividends on preferred shares are fixed amounts that are paid annually or quarterly.
· Preferred shares also have a preference on liquidation.
· They have a right to receive a specified amount before any amounts are distributed with respect to common shares.
· When a corporation does not have assets sufficient to pay its debt, the preferred shareholders receive nothing in the event of liquidation.
· Preferred shares sometimes represent a permanent commitment of capital to a corporation and sometimes do not.
· When preferred shares do not represent a permanent commitment of capital to a corporation the shares will be redeemable for some specified amount.
· The right to require redemption may be held by the shareholder, by the corporation, or by both.
· The amount for which shares are to be redeemed generally is equal to the preference to which they are entitled in the event of liquidation, although it is not unusual to provide that, when shares can be redeemed by the corporation, some premium above that amount must be paid.
· Preferred shares have voting rights equal to those of the common shares, unless the articles of incorporation express otherwise.
· These voting rights are limited to specified issues and circumstances. 
· Preferred shares have a statutory right to vote on changes in the corporate structure that affect adversely their rights and their preferences.
· They are given the right to elect some or all of the corporation’s directors if dividends due on preferred shares are not paid for some designated period.
· Preferred shareholders are not entitled to fiduciary protections.
· Debt Securities:
· Debt securities represent a corporation’s liabilities.
· They are part of a company’s long-term capital structure, and reflect long-term interests in a corporation’s financial fortunes.
· The terms of a bond are fixed by a complex contract known as an indenture.
· Indenture:
· Specifies the rights and obligations of the bondholders and the corporation.
· The indenture can require that the corporation repay the entire principal amount all at once at maturity, or it can specify that the corporation make periodic principal payments, so that the principal amount is “amortized” over time.
· It can require them to make payments into a “sinking fund” that will be used to repay part of the principal prior to the bond’s maturity date.
· Even if an indenture is not used, certain fundamental terms are set forth in every debt contract.
· Interest must be paid at periodic intervals, whether the interest is a floating rate that varies over time or is fixed throughout the term of the contract. 
· This does not depend on if the corporation earns a profit. If the corporation fails to pay interest on a bond, then the corporation will be deemed in default.
· If the corporation defaults, this will cause the entire principal amount of the bond to become due immediately and the bondholders can pursue all legal remedies for which they have bargained including the right to initiate bankruptcy proceedings.
· If a bond is secured, the debt contract also must specify the terms of the security arrangement.
· It must include provisions known as covenants or negative covenants, requiring the borrower to refrain from taking certain actions that might jeopardize the position of the bondholders.
· Debt securities can be issued WITHOUT shareholder approval.
· The board of directors decides whether the corporation should incur new debt, in what amount, and on what terms and conditions.
· The Board must include shareholders only if it decides to issue a bond that will be convertible into shares and the corporation does not have enough authorized shares to satisfy the bonds’ conversion rights.
· Shareholder approval must be sought for an amendment to the articles of incorporation increasing the number of authorized shares.
· Shareholder approval DOES NOT need to be sought for the issuance of the convertible debt securities.
· Options:
· Companies often also issue options.
· Options:
· These are the right to buy securities, typically common shares, at a specified time and price.
· Options are also known as contingent claims because they are assets whose value and future payoff depend on the outcomes of some uncertain contingent event.
· A party who owns an option has a contractual right (to buy or sell), but NOT any contractual obligations.
· The most familiar type of option is a stock option.
· These are frequently granted to employees as compensation.
· They have the right to buy shares of the company, but not the obligation to buy shares of the company.
· Option terminology:
· Call Option: the right to buy shares.
· Corporations typically only issue these.
· Stock options awarded to managers with a ten0year maturity date and an exercise price equal to the market price when the option is awarded.
· Put Option: the right to sell shares.
· The stroke price or exercise price: the price specified in an option contract.
· The maturity date or expiration date: The date specified in an option contract.
· Warrants: Stock options issued to the public.

Capital Structure in the Real World: Taxes, Bankruptcy, and Conflicts
· Developing your corporation’s organizational form in regards to the capital structure can be influenced by several variables (Taxes, Bankruptcy and Leverage, and Conflicts):
· Taxes:
· The IRC gives corporations an incentive to favor debt in their capital structure instead of equity.
· It allows corporations to deduct form their taxable income all interest paid on bonds they issue.
· Repayment of a bond is also treated as a tax-free return of capital.
· The code does not allow corporations to deduct dividends paid on preferred or common shares.
· Bankruptcy and Leverage:
· Bankruptcy is a disincentive for corporations to issue debt.
· Financing a corporation with debt has advantages.
· It will find it profitable to finance its business activities with borrowed money whenever it can earn more income from those activities that it will pay in interest on the borrowed money.
· This is known as leverage.
· Whatever the corporation earns in excess of its interest costs will increase the corporation’s income and benefit its shareholders. 
· Leverage can ALSO increase shareholders’ risk.
· If a corporation earns less from the activities being financed than the interest on the borrowed money, the corporation’s income will decline because the corporation must pay interest on the borrowed funds whether or not the investment financed proves to be profitable.
· Tension in the Capital Structure:
· Equity-Linked Investors, LP v. Adams:
· Issue:
· Involves a conflict between the financial interests of the holders of a convertible preferred stock with a liquidation preference, and the interests of the common stock.
· There is a battle between the interests of the preferred stock and the economic interests of the common stock.
· Facts:
· Genta Incorporated is about to become insolvent and is in the process of liquidated.
· It would be worth less than $30 million liquidated preference of the preferred stock.
· This company has never made a profit.
· The company wanted to continue to make its technology despite their losses, but their preferred stock holders wanted to liquidate their assets and distribute their assets to the preferred stock holders.
· They didn’t have the power to cause them to liquidate though.
· A third party came in and provided capital for Genta to continue.
· The preferred stock holders sued the company challenging the transaction in which Genta borrowed on a secured basis $300,000 from Paramount Capital Asset Management Inc. in exchange for a note, warrants exercisable into half of Genta’s outstanding stock, and other consideration.
· Held:
· The directors of Genta were independent with respect to the transaction, acted in good faith in arranging and committing the company to that transaction, and were well informed of the available alternatives to try and bring about the long-term business plan of the company.
· They breached no duty owed to the company or any of the holders of its equity securities.
· Didn’t violate the business judgment rule.

Capital Structure Law and Policy
· There are three legal and policy issues related to the capital Structure:
· The notion of “legal capital;”
· State corporation law purported to protect debt holders by regulating “legal capital.”
· Basically the corporation is not allowed to touch this money to pay its shareholders in order to ensure that the debtor can be paid back if something were to happen to the corporation.
· Legal Capital is the product of the number of shares outstanding and the “par value” of those shares.
· Legal capital = outstanding shares x par value
· Number of outstanding shares is the number of issued shares held by the corporation’s various shareholders.
· Number of outstanding shares = issued shares minus the number of treasury shares.
· Par Value is a number set by the corporation in their articles of incorporation.
· The MBCA doesn’t require that you have a par value, but the state of Delaware and Delaware law do.
· The payment of distributions to shareholders;
· States prohibit companies from making distributions to shareholders that would ultimately make them unable to pay back the companies debt.
· If the company violates these distribution rules the directors who authorized the distribution can be held liable for not being able to pay back their debt.
· Klang v. Smith’s Food & Drug Centers, Inc.
· Facts:
· Delaware Corporation that owns and operates a chain of supermarkets in the Southwestern United States.
· They entered into an agreement with Yucaipa, a California supermarket company for the following:
· One of Yucaipa’s market chains was going to merge with a subsidiary of SFC in exchange for 3 million newly-issued shares of SFD common stock; and
· SFD was to assume a sizeable amount of new debt, retire old debt, and offer to repurchase up to 50% of its outstanding shares for $36 per share.
· Under Delaware law, a corporation may not repurchase its shares if, in doing so, it would cause an impairment of capital.
· A repurchase impairs capital if the funds used in the repurchase exceed the amount of the corporation’s surplus; meaning the excess of net assets over the par value of the corporation’s issued stock.
· Held:
· That the board made a good faith determination.
· In the absence of bad faith or fraud on the part of the board, courts will not substitute our concepts of wisdom for that of the directors.
· Therefore, they deferred to the board’s determination of surplus and held that the SFD’s self-tender offer did not violate Delaware law.
· The legal and policy implications of one common type of distribution – dividends.
· In a close corporation, shareholders are advised to enter into an agreement requiring that the corporation pay dividends under appropriately defined circumstances.
· A shareholder in a close corporation cannot easily sell her stock; if she is not employed by the company and receives no dividends, she receives no meaningful economic return from her investments.
· Litle v. Waters:
· Facts:
· Plaintiff instituted this action against defendants alleging they had committed, and continue to commit, various breaches of fiduciary duties.
· The two agreed that Waters would provide capital for their ventures and Litle would be the manager of the two entities they created.
· They agreed that the corporation would be treated as an S corporation, but never formally agreed that the corporations would actually pay dividends.
· Waters then fired Litle as CEP and president of both companies.
· He then merged both companies into DMGT corp.
· Waters became the CEO and board chair of the new corporation and used the combined profits to repay debts that the previous corporation owed him.
· Allegations:
· Basically the plaintiff alleged that the Directors breached their fiduciary duties to the stockholders in that the course of action was designed to and did favor only one group of stockholders to the detriment of another.
· Issue:
· What is the standard form of judicial review of the board of director’s actions?
· Holding:
· Here, the court applied the entire fairness standard because the defendant did not adequately rebut it by showing that the directors were independent, disinterested directors.
· The burden shifts to the defendant’s to demonstrate that the decision to not declare dividends and to repay the company’s debt was intrinsically fair.
· They did not show this.
· Thus, the court granted relief to the plaintiff.
· Kamin v. American Express Co.
· Facts:
· After looking at the complaint, the court determined that there was no claim or fraud or self-dealing, and no contention that there was bad faith or oppressive conduct.
· Court Holding/Analysis:
· This court also determined that the question of whether or not a dividend is to be declared or a distribution of some kind should be made is exclusively a matter falling under the business judgment rule for the board of directors.
· Courts will not interfere with such discretion unless if first appear that the directors have acted or are about to act in bad faith and for a dishonest purpose.
· The evidence showed that the exhibits presented to the board and objections raised by the plaintiffs to proposed dividend action was carefully considered and unanimously rejected by the Board at a special meeting called precisely for that purpose at the Plaintiff’s request.

Chapter 11: Piercing the Corporate Veil

Corporate externalities:
· The shifting of costs created by the corporation to persons outside the corporation. 

Limited Liability:
· A shareholder’s liability is limited to the amount he or she invests in the business. After that money is gone, creditors bear any additional losses.

Piercing the corporate veil:
· When courts disregard the corporate entity and allow creditors to recover directly from shareholders.
· This arises when the corporation lacks sufficient assets to satisfy a plaintiff’s claim, and the plaintiff seeks to hold insiders with deeper pockets responsible for their losses.
· This doctrine is ALL ABOUT FAIRNESS.

Piercing Scorecard:
· Piercing the corporate veil is an equitable doctrine created by the courts to prevent fraud and achieve justice.
· There’s no rule in PCV cases; the courts mainly focus on did the defendants abuse the “gift” of corporate limited liability?
· Courts are more likely to pierce the corporate veil in the following situations:
· Closely held corporations:
· Nearly all-piercing cases involve closely-held corporations.
· Close corporation shareholder-managers have more to gain personally by taking risks that shift losses to creditors than do the managers of public companies.
· Insiders deceived creditors:
· Deception is important in PCV cases because Courts perceive inequities in protection individuals who engage in deceptive conduct from personal liability; and because deception prevents injured parties from protecting themselves in advance.
· Insider fraud to observe corporate formalities:
· Judges perceive a sense of injustice in permitting someone who has not respected the corporate form to seek insulation through the corporate form.
· The lack of corporate formalities also may indicate that the insiders were indifferent about the corporation’s obligations to outsiders.
· Insiders commingled business and personal assets:
·  Commingling is a sign that insiders did not respect the corporate form and that creditors might have been confused.
· Insiders did not adequately capitalize the business:
· Courts are reluctant to permit insiders to externalize the risks of the business and place them on outsiders.
· Courts will look to whether the business was adequately capitalized when formed and whether it then continued to maintain adequate capital or carried insurance to cover the risk of its activities.
· The defendant actively participated in the business:
· Courts are more likely to disregard limited liability when a shareholder actively participates in the business.
· This is because passive shareholders are less likely to have acted to disadvantage creditors.
· The above is broken into THREE FACTORS that mark piercing cases:
· The uncontrollable:
· Corporations organization closely-held companies that;
· The shareholder participates in the corporation.
· The controllable bases for a PCV attack:
· Failure to observe the formalities; and
· This is because people don’t pay attention and they are lazy.
· Failure to capitalize adequately.
· This is because people just don’t have the money to capitalize.
· The immoral of unethical:
· These cases seem to involve deceiving creditors.
· Don’t be a crook and don’t represent crooks.

Piercing Policy:
· Rationales for Limited Liability:
· Limited liability was meant to encourage capital formation from many smaller investors.
· Limited liability also promotes the organization of large, publicly held corporations by reducing costs that shareholders might otherwise feel obligated to bear.
· Alternative Exceptions to Limited Liability:
· There are alternative exceptions to limited liability outside of piercing the corporate veil:
· Uniform Doctrine of Fraudulent conveyance (UFCA); and 
· Protected creditors from two types of transfers:
· Transfers with the intent to defraud creditors; and
· Showing intent to defraud requires the court find actual intent by the debtor to hinder, delay or defraud.
· Transfers that constructively defraud creditors.
· Constructive fraud can be shown if the debtor makes a transfer while insolvent or near insolvent – if the transfer lacks fair consideration.
· The UFCA is used instead of piercing the veil to set aside transfers by the corporation to its shareholders when the transfer undermines creditor claims.
· Courts set aside the transfer and apply it against the corporation’s debts to its creditors.
· The UFCA has limitations unlike piercing the corporate veil:
· It requires a specific finding of a fraudulent transaction, which may be difficult to establish, particularly when there is a lack of corporate formalities.
· Unlike piercing the veil, which imposes unlimited liability on shareholders, the UFCA only allows a court to set aside specific fraudulent conveyances, which may not satisfy a creditor’s entire claim.
· Doctrine of Equitable subordination.
· It subordinates of pushes to the back of the line some creditors claims to reach an equitable result.
· Subordination thus allows outside creditors to receive payment before insiders.
· Before courts invoke the equitable subordination doctrine there must be a showing of fraudulent conduct, mismanagement, or inadequate capitalization.
· Courts generally look to whether a claimant engaged in some form of inequitable conduct and whether the misconduct results in injury to the debtor’s creditor or conferred an unfair advantage on the claimant.
· Equitable subordination has limitations:
· It does not increase the overall size of the pie available to creditors.
· It does not hold shareholders personally liable for corporate obligations.
· It alters the normal priority of insider claims against the available corporate resources.


LIPSHAW’S PIERCING MATRIX
· The two majors theories of piercing the corporate veil are on one side of the matrix:
· Inadequate capitalization:
· A participating shareholder of a corporation vested with a public interest organize with capital insufficient to meet liabilities that are certain to arise in the ordinary course of business may be personally responsible for such liabilities.
· If the capitalize adequately and then things happen and later on the company suffers and caused it to be under capitalized, then maybe the shareholders wont be liable.
· Problems with the form:
· When a corporation is so controlled as to be the alter ego or mere instrumentality of its stockholder the corporate form may be disregarded in the interest of justice. It splits into two categories:
· One in which we ignore the existence of the corporation entirely and go straight to the shareholder liability; and
· The other is enterprise liability where we ignore the enterprise shields constructed between various corporations. 
· The other side of the matrix is Tort v. Contracts:
· Piercing in the context of tort cases; and
· Piercing in the context of contract cases.


Piercing the Veil in Tort Cases:
· Tort creditors are involuntary.
· They have limited opportunity to protect themselves from a corporation that causes them a loss.
· Walkovszky v. Carlton:
· Facts:
· The law permits the incorporation of a business for the very purpose of enabling its proprietors to escape personal liability, but Courts will disregard the corporate form or pierce the corporate veil whenever necessary to prevent fraud or to achieve equity.
· The individual defendant here is charged with having organized, managed, dominated, and controlled a fragmented corporate entity, but there are no allegations that he was conducting business in his individual capacity.
· The theory was that the multiple corporate structures were incorporated to protect the individual shareholder by operating as a fraudulent front and the plaintiff was trying to bypass the individual corporations and sue the individual shareholder. 
· Issue:
· Can you use the corporate form so that part of the cost of doing business is made into an externality?
· Holding:
· The plaintiff has failed to adequately state a cause of action against the defendant in his INDIVIDUAL capacity. 
· Default Rules that could have been applied:
· Enterprise liability:
· Yes, there aught to be enterprise liability in this case and the reason is because all 10 corporations should be treated as a single entity.
· Alter ego theory:
· We’ve said that Walkowszy can get to all 10 corporations; can he get to Carlton personally?
· Piercing the corporate veil:
· Courts will disregard the corporate form when there is fraud or to achieve equity.

Piercing in Contract Cases
· Contract creditors, unlike tort creditors, are voluntary. They entered into the contract with the corporation voluntarily knowing that they were entering into this agreement.
· You can negotiate that by entering into this contract then the corporation and the shareholder would be liable. 
· This is called a shareholder guarantee.
· They know or can ascertain that they are dealing with a no-recourse corporation and have the opportunity to bargain for a risk premium, shareholder guarantees, or restrictions on distributions.
· Courts will pierce the corporate veil in contract cases when it appears that there has been some form of misrepresentation that undermines the expectation of a non-recourse relationship.
· Freeman v. Complex Computing Co.
· Glazier was the controlling shareholder of the corporation.
· Issue:
· Should Glazier as the controlling shareholder and not C3 the corporation have the liability?
· Presumably even if he is the sole owner of the shares, he is entitled to the control rule of limited liability.
· Piercing has the following elements according to New York:
·  The owner has to exercise such control that the corporation has become such an instrumentality of the owner;
· Such control has been used to commit a fraud or some other wrong; and
· The fraud or wrong results in an unjust injury to the plaintiff.
· The court didn’t think numbers 2 and 3 were satisfied to find him labile. 
· On remand it was determined that Glazier’s actions constituted fraudulent or other wrongful behavior because they left Freeman as a general creditor with virtually no assets.
· Therberge v. Barbro, Inc.
· Facts:
· Horton Street went bankrupt.
· It was presumed that they were an alter ego of the defendants in this case.
· The theories in this case:
· These people used Horton street associates; 
· The defendants did not observe the corporate formalities; 
· When there was an emergency at Horton street, they took control; and 
· There were promises made by the defendants that the plaintiff would get paid.
· Holding:
· Trial court held they did not act fraudulently, there was no guarantee, the plaintiff’s new there was no guarantee, but the defendant did not observe the corporate formalities and when a crises occurred at Horton, they simply assumed control.
· They did not pierce the corporate veil here.

Burden of proof in contract case is harder because the plaintiff voluntarily enters into a contract with the corporation knowing that the corporate entity had limited liability.

Piercing in Corporate Groups
· The division of a business enterprise into multiple corporations is done for the convenience and profit maximization of the owners.
· This relationship can be seen as a parent and subsidiary:
· Where one corporation owns the stock of another.
· Where the parent owns the stock of several corporations, all of which are subsidiaries of the parent and affiliate with each other.
· Gardemal v. Westin Hotel Co.
· Plaintiff is asserting damages caused by a corporate subsidiary and is seeking to reach the assets of the parent to satisfy judgment.
· The subsidiary needs to have adequate capitalization to cover any injuries that occur. Here, the subsidiary did so the parent cannot be held liable.
· OTR Associates v. IBC Services, Inc.
· The plaintiff will attempt to recover from the affiliates if neither the corporation that caused the injury nor the parent corporation has sufficient assets.
· If a party dealing with a corporation does not act for a shareholder guarantee before the deal or during the deal, why should the court impose one after the fact as a matter of justice?
· If you have conducted your business so I cant tell who I am dealing with, you or the parent, then maybe I should have a claim after the fact that says your nonobservance of the corporate formalities is sufficient to allow PCV.

Chapter 14: Shareholder Voting Rights

Voting is one of the central issues in corporate governance, and is first in the rights of shareholders:
· Vote
· Sue
· Sell

Shareholders are often called the “owners” of the corporation; their governance role is limited.
· The board of directors, not the body of shareholders, has the authority to manage and direct the business and affairs of the corporation.
· Shareholder’s express this limited corporate governance role by voting.
· They annually elect the corporation’s directors. They can remove and replace directors in some circumstances.
· Shareholders vote on whether to approve certain fundamental transactions – such as mergers, sale of the corporation’s significant business assets, voluntary dissolution of the corporation, and amendments to the articles of incorporation.
· Shareholders can also make recommendations to the board concerning matters within the board’s sphere of responsibility and they have some power to amend the bylaws.

A Basic of Shareholder Voting
· Shareholder Meetings
· Shareholders act at regularly scheduled annual meetings and at special meetings covering for particular purposes.
· At the annual meeting, it is only required that the shareholders elect directors.
· Under Delaware law, if an annual meeting has not been held in the previous 13 months (15 months outside of Delaware) any holder of voting stock can require the corporation to convene an annual meeting, at which new directors are elected. 
· Special meetings may be called by the board or by a person authorized in the articles or bylaws, or under some statutes by any 10% shareholder (but not in Delaware).
· Shareholders can act by means of written consent instead of a meeting.
· Shareholder Voting Procedures
· Shareholders entitled to vote must receive written notice of the shareholder meeting.
· This notice must be sent at least 10 days, but no more than 60, before the meeting; describing the time and location of the meeting. 
· The notice for a special meeting must also describe the purpose of the meeting on top of all other descriptions.
· The shares entitled to vote at the meeting are fixed on the “record date.”
· The record date is a date set by the board of directors before notice is sent to shareholders.
· Only the individuals whose ownership is reflected on the corporation’s books as of the record date are entitled to notice and to vote.
· Therefore, a shareholder who sells his share between the record date and the meeting date is entitled to vote, BUT a shareholder who buys a share between the record date and meeting date are not entitled to vote.
· Statutes require that shareholders meetings have a quorum equal to a majority of shares entitled to vote.
· Shareholders can vote in person at a meeting.
· Shareholders can also choose not to attend a meeting and instead vote by proxy.
· Proxy: 
· The signed appointment in writing of an agent to appear and vote on behalf of the shareholder.
· Unless made irrevocable, the proxy can be revoked by the shareholder at any time by submitting a notice of revocation, signing a later-dated proxy, or appearing in person at the meeting.
· Shareholder Voting Rights
· The general corporate law is one share = one vote, unless the articles specifically state otherwise.
· Supermajority voting or voting caps on any shareholder who owns more than a specified percentage of shares are permissible, but mostly used in closely-held corporations.
· Non-voting shares are also permissible, as are classes of shares that have greater or lesser votes.
· Shareholders must approve certain fundamental transactions by majority vote.
· Some statutes specify a simple majority for shareholder approval of fundamental transactions: “that the votes cast favoring the action exceed the votes case opposing the action.”
· Others, like Delaware law, state an absolute majority: “a majority of the outstanding stock of the corporation entitled to vote thereon.”
· All directors are up for election at the annual meeting, unless the articles of incorporation provide for staggered terms, in which event shareholders elect directors for terms of two or three years.
· Normally directors are elected by plurality voting, which means that the top vote-getters for any open directorship are elected.
·  Many public corporations not provide for majority voting in director elections.
· That means to be seated; the nominee must receive a majority of votes cast. If you don’t receive a majority then the person must resign and his seat will be filled by the board of at another election.
· Shareholders can generally remove directors with or without cause, unless the articles provide that the directors can be removed only for cause.
· This power to remove directors for cause is MANDATORY and cannot be restricted.

Shareholder Power to Initiate Action
· Shareholder rights to veto fundamental transactions are passive.
· The board initiates the decision to merge.
· Then Shareholders react to that decision.
· There are three ACTIVE shareholder powers:
· To make recommendations;
· To remove and/or replace directors; and
· To amend by-laws.

· Shareholder Recommendations and Removal/Replacement of Directors
· SEC’s shareholder proposal rule:
· Allow shareholders in public corporations to propose resolutions for the adoption by fellow shareholders through the corporate-financed proxy mechanism, as long as the proposal is proper under state law.
· In order to remove a corporate director, there are numerous obstacles under corporate law:
· A meeting must be called;
· Notices must be sent; and
· Proxies must be solicited.
· When shareholders seek to remove a director FOR CAUSE, sufficient charges must be proffered and a defense allowed.
· Campbell v. Loew’s, Inc.
· This case basically shows us what the court considered as cause for director removal.  Merely disagreeing with management or seeking to take control is not cause for removal of a director, however, a planned scheme of harassment is.
· This case led to the creation of DGCL § 141: Board of Directors, which addressees the removal and replacement of the directors.
· (k) Any director or the entire board of directors may be removed, with or without cause, by the holders of a majority of the shares then entitled to vote at an election of directors, except as follows:
· (1) Unless the certificate of incorporation otherwise provides, in the case of a corporation whose board is classified., shareholders may effect such removal only for cause; or
· (2) In the case of a corporation having cumulative voting, if less than the entire board is to be removed, no director may be removed without cause if the votes cast against such director’s removal would be sufficient to elect such director if then cumulatively voted at an election of the entire board of directors, or, if there be classes of directors, at an election of the class of directors of which such director is part.
· Bylaw Amendments
· A proper bylaw amendment, unlike a shareholder resolution, is binding on the board of directors.
· In most corporations, the power to amend the bylaws is SHARED by the board of the shareholders.
· CA, Inc. v. AFSCME Employees Pension Plan:
· Two questions were posed to the court:
· Is the AFSCME Proposal a proper subject for action by shareholders as a matter of Delaware law?
· Would the AFSCME Proposal, if adopted, cause CA to violate any Delaware law to which it is subject?
· Courts Holding:
· Yes to both questions.
· This was because (1) shareholders have a right to amend, alter, or repeal the bylaws of the corporation, however, (2) the board of directors are the ones who have the power to manage the affairs and the business of the corporation and should be free to do so without shareholder interference.

Board Responses to Shareholder Initiatives
· What happens when the board interferes with the rights of shareholders to initiate Action?
· Board Interference with Shareholder Voting
· Blasius Industries, Inc. v. Atlas Corp.:
· Here, the court held that the action take was taken in good faith, however, it also constituted an unintended violation of the duty of loyalty that the board owed it’s shareholders.
· Preserving the Power of the Board
· Another way that incumbent directors have sought to preserve their prerogatives is to diminish the power of subsequent boards.
· This would mean that shareholder-voting rights are unaffected, but their ability to seat a completely empowered board is diminished.

Chapter 16: Public Shareholder Activism

Institutional Shareholders
· The calculus for public shareholders contemplating voting activism changes when the shareholder has a large holding.

Shareholder Proposal Rule
· Shareholders can propose and adopt resolutions at shareholder meetings.
· Shareholders in PUBLIC corporations without access to the proxy machinery cannot do that; this power is basically illusory.
· SEC Shareholder Proposal Rule, Rule 14a-8, solves the problem by stating:
· That any shareholder who meets the ownership requirements of the rule and submits a proposal in a timely fashion and in proper form can have the proposal included in the company’s proxy materials for a vote at the shareholder’s annual meeting.
· Operation of Rule 14a-8:
· Rule 14a-8, amended in 1988, sets forth procedural and substantive requirements that shareholder proponents must meet to have their proposals included in the company’s proxy statement.
· Eligibility and Procedural Hoops:
· To be eligible, the proponent must have continuously held at least 1% or $2,000 with of the company voting shares for at least one year. The proponent must then continue to hold the shares and present the proposal at the meeting. 
· A proponent may submit no more than one proposal per company for a particular shareholder’s meeting.
· The proposal cannot exceed 500 words; and
· Must be submitted to the company no less than 120 calendar days before the date of the company’s last-year proxy statement.
· If the company includes the proposal in its proxy materials, it may recommend the shareholders vote against the proposal and give reasons for its opposition.
· SEC No-action Review
· If the company omits the proposal from its proxy materials, it must notify the SEC by filing the proposal and the company’s reasons for exclusion.
· The SEC staff then advises the company whether or not it will recommend that the Commission take any enforcement action if the company omits the proposal.
· If the answer is no, the staff response is known as a “No-action letter.”
· The no action process does as follows:
· The shareholder sends the proposal to the company, sometimes with a supporting legal opinion.
· The company then decides whether to include it in the proxy materials or exclude it.
· If included, the SEC is not involved.
· If excluded, the company must explain itself to the SEC, sometimes with an opinion of counsel that identifies the grounds for exclusion and analyzes past staff no-action letters (like a litigation brief).
· Proponent can reply.
· The shareholders have an implied right of action to seek injunctive relief against the company’s omission of a proposal.
· Shareholders rarely undertake the expense to sue.
· The SEC can seek an injunction to compel inclusion of a proper proposal.
· Companies uniformly acquiesce in the SEC Staff’s views.
· The 14a-8 no action process constitutes an alternative dispute mechanism in which the SEC staff decides the proper role of public shareholders in corporate governance.
· No-action letters according to the SEC are not agency rulings or decisions on the merits. Therefore, Courts have held that the no-action letters do not constitute a final order under the Administrative Procedure Act.
· A shareholder disappointed by an SEC no action letter cannot sue the SEC.
· Proper Proposals
· Analytical Framework
· What shareholder proposals are proper?
· Proper subject is one that a shareholder may properly bring to a vote under the law of the corporation’s state of incorporation.
· Grounds for Exclusion
· The thirteen substantive grounds for the exclusion of shareholder proposals are the heart of the shareholder proposal rule.
· Improper under state law:  If the proposal is not a proper subject for action by shareholders under the laws of the jurisdiction of the company’s organization.
· Violation of law: If the proposal would, if implemented, cause the company to violate any state, federal, or foreign law to which it is subject.
· Violation of proxy rules: If the proposal or supporting statement is contrary to any of the Commission’s proxy rules, including Rule 14a-9, which prohibits materially false or misleading statements in proxy soliciting materials.
· Personal grievance; special interest: If the proposal relates to the redress of a personal claim or grievance against the company or any other person, or if it is designed to result in a benefit to you, or to further a personal interest, which is not shared by the other shareholders at large.
· Relevance: if the proposal relates to operations which account for less than 5 percent of the company’s total assets at the end of its most recent fiscal year, and for less than 5 percent of its net earnings and gross sales for its most recent fiscal year, and is not otherwise significantly related to the company’s business.
· Absence of power/authority: If the company would lack the power or authority to implement the proposal.
· Management functions: If the proposal deals with a matter relating to the company’s ordinary business operations.
· Director elections: If the proposal: (i) would disqualify a nominee who is standing for election; (ii) would remove a director from office before his or her term expired; (iii) questions the competence, business judgment, or character of one or more nominees or directors; (iv) seeks to include a specific individual in the company’s proxy materials for election to the board of directors; or (v) otherwise could affect the outcome of the upcoming election of directors.
· Conflicts with company’s proposal: If the proposal directly conflicts with one of the company’s own proposals to be submitted to shareholders at the same meeting.
· Substantially implemented: If the company has already substantially implemented the proposal.
· Duplication: if the proposal substantially duplicates another proposal previously submitted to the company by another proponent that will be included in the company’s proxy materials for the same meeting.
· Resubmissions: If the proposal deals with substantially the same subject matter as another proposal or proposals that has or have been previously included in the company’s proxy materials within the preceding 5 year calendar years, a company may exclude it from its proxy materials for any meeting held within 3 calendar years of the last time it was included if the proposal received.
· Specific amount of dividends: If the proposal relates to specific amounts of cash or stock dividends.

Ordinary Business vs. Public Policy
· When does corporate action go beyond ordinary business and becomes a matter of public policy instead? The two cases make it clear when:
· The Medical Committee (Napalm) Case:
· The overriding purpose of Section 14(a) is to assure to corporate shareholders the ability to exercise their right – some would say their duty – to control the important decisions, which affect them as owners of the corporation.
· SEC Interpretive Release (1976):
· In 1976, the SEC attempted to draw the line in an interpretive release that continues to influence both the SEC and the courts.
· The term ordinary business operations have been deemed on occasion to include certain matters, which have significant policy, economic or other implications inherent in them.

Case Study: Shareholder Access to Nomination of Directors
· Under corporate law, management controls the nomination process for board candidates in public corporations.
· Unless a shareholder insurgent proposes its own directors through a proxy contest at its own expense, the only candidates are those nominated by the incumbent board.
· Corporate governance has moved to open the board nomination process in public corporations so that shareholder nominees could be placed in the company’s proxy materials at company expenses so called proxy access.
· SEC Proposes Rule 14a-11:
· This proposed new rule gave shareholders greater access to the director nomination process.
· This proposed rule would have a two-stage process that would permit large shareholders to submit their nominees for inclusion in the company’s proxy materials once a significant number of shareholders had shown their dissatisfaction with the incumbent board.
· Under the proposal, any shareholder or group holding 5% of a company’s stock for more than two years could nominate 1-3 directors to the board if at the previous year’s annual meeting either:
· More than 35% of the votes had been withheld from a management nominee;
· 50% of the votes had been cast for a direct access resolution; or
· The company had failed to implement a majority-approved shareholder proposal.

Chapter 18: Board Decision Making
· The Board of Directors has fiduciary duties to the shareholders of the company.  Fiduciary duties can be split up into two categories:
· A duty of care; and
· A duty to act honestly, in good faith, and in an informed manner.
· Directors, who behave unreasonably, or in a grossly negligent manner, violate the duty of care.
· The duty of loyalty.
· A duty to avoid self-dealing.
· The duty of loyalty is applied when a director was in a situation in which they had a personal stake in a corporate decisions or a conflict of interest.
· The Business Judgment Rule (BJR) is the rebuttable presumption insulating directors’ decisions from judicial scrutiny if the directors acted in an honest, well meaning, informed, and rational manner.
· The BJR presumes that directors don’t breach their fiduciary duties.

Business Judgment Rule Revisited
· BJR protects directors from liability for business decisions, even those that result in losses to the corporation. 
· It shielded directors from liability and their decisions from review. 
· If this rule applies, courts do not interfere with or second-guess directors’ decisions.
· If the rule does not apply, courts may scrutinize the decision as to its fairness to the corporation and its shareholders.
· The BJR is:
· Procedural; and
· It creates a rebuttable presumption that the directors exercised reasonable diligence and acted in good faith.
· Substantive.
· It reflects the view that directors are better than courts at making business judgments.
· Courts have determined that unless it is clear the court is in a better position to protect corporate interests, it should not second-guess the directors.
· Shlenky v. Wrigley:
· Facts:
· The Plaintiff sought damages and an order that defendants cause the installation of lights in Wrigley and the scheduling of night baseball games.
· Plaintiff is a minority stockholder of the Defendant Corporation.
· The Defendant did not want to install lights at Wrigley field so they were incurring losses, which the plaintiff did not like.
· Points:
· The statutory standard of judicial review for director conduct deeply rooted in case law, presumes that, absent self-dealing or other breach of the duty of loyalty, directors’ decision-making satisfies the applicable legal requirements.

Smith v. Van Gorkom
· Issue:
· Whether the business judgment by the board to approve the merger was an informed decision?
· Holding:
· The decision in this case and the business judgment were considered to be gross negligent, which is the standard for determining whether the judgment was informed or not.
· The board has a duty to give an informed decision on an important decision such as a merger and cannot escape the responsibility by claiming that the shareholders also approved the merger.
· The directors would be protected if they relied in good faith on reports submitted by officers, but there were no reports that qualify here.
· Therefore, the board breached their fiduciary duty to the shareholders by not making an informed decision. 

Avoiding Director Liability
· There are three ways in which directors can avoid liability (Exculpation, Indemnification, and Insurance):
· Exculpation;
· Section 102(b)(7) permits Delaware corporations to adopt charter provisions limiting directors’ personal liability for certain breaches of duty.
· The corporation’s board of directors must adopt any exculpatory provision in the articles of incorporation.
· Section 102(b)(7) does not permit corporations to limit directors’ personal liability for all breaches of duty.
· Instead, there are four exceptions.
· For any breach of the director’s duty of loyalty to the corporation or its stockholders;
· For acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law;
· Under section 174 of this title; or 
· For any transaction from which the director derived an improper personal benefit.
· Indemnification; and
· Corporations can directly pay for, or reimburse the damages and costs of directors and officers. There’s are the three categories of indemnification issues:
· Permissive;
· Payments corporations may indemnify.
· Mandatory; and
· Payments corporations must indemnify.
· Prohibited.
· Payments corporations must not indemnify.
· D & O Insurance.
· Corporations are permitted to purchase insurance policies that cover their directors and officers.
· There are two separate, but integral parts of insurance policies:
· First, reimburses the corporation for its lawful expenses in connection with indemnifying its directors and officers, thus encouraging indemnification by the corporation.
· Second, covers claims against individual directors or officers acting in their corporate capacity, thus reducing their exposure when the corporation is unable or unwilling to indemnify.
· Amounts paid for judgments or settlements in a derivative suit can be recovered under the insurance policy.
· Insurance may cover conduct that does not satisfy the statutory standard for indemnification.
· Insurance is available even if the corporation becomes insolvent or refuses to pay indemnification, assuming the policy requirements are satisfied.
· The D&O insurance exclusion of dishonest, fraudulent, or criminal conduct has potentially important ramifications for executions in corporations that have experienced accounting irregularities and have had to restate their financial statements.

Chapter 19: Board Oversight

Directors also oversee the corporation’s affairs.
· Business Judgment Rule (BJR) remains a counterweight in this respect too. Courts generally presume that the director has acted in the best interests of the corporation in exercising their oversight function.

Oversight by the Modern Corporation
· Graham v. Allis-Chalmers: Respond to Red Flags
· Facts:
· Derivative action against the directors of Allis-Chalmers brought after the company and four non-director employees were indicted for price-fixing violations of the federal antitrust laws.
· The Action alleged that the director defendants had either ACTUAL KNOWLEDGE of the illegal price-fixing or knowledge of facts that should have put them on notice.
· It then shifted to the theory of claiming the directors were liable for failing to institute a monitoring system that would have allowed directors to learn of and prevent the antitrust violations.
· Held:
· That the board of directors could rely on the corporations employees and did not need to set up a corporate system of espionage, so called.
· This case imposes a duty of inquiry only when there were obvious signs of employee wrongdoing.
· Caremark: Institute Monitoring Systems
· In re Caremark International, Inc. Derivative Litigation:
· This is a derivative action on behalf of Caremark International, Inc. involving claims that the members of Caremark’s board of directors breached their fiduciary duty of care to Caremark in connection with alleged violations by Caremark employees of federal and state laws and regulations applicable to health care providers.
· The board of directors did not violate anything.
· Directors need to be aware of the company’s major plans and objectives, evaluate the performance of managers, implement senior executive succession plans, adopt corporate governance policies, review financial and operating information, and ensure that a system of periodic and timely reporting of important matters to the board is in place.
· This case required some sort of monitoring system even absent a red flag.

Oversight and Good Faith
· Even if a company adopts an exculpatory clause for the directors to not make them personally liable if something happened; the courts will look at whether or not they acted in good faith.  If the director did not act in good faith they can still be liable. 
· Stone v. Ritter:
· Appeal from a final judgment of the Court of Chancery dismissing a derivative complaint against fifteen present and former directors of AmSouth Bancorproation.
· The Court of Chancery recognized that generally where a claim of directional liability for corporate loss is predicated upon ignorance of liability creating activities within the corporation, only a sustained or systematic failure of the board to exercise oversight such as an utter failure to attempt to assure a reasonable information and reporting system exists, will establish the lack of good faith that is a necessary condition to liability.
· Held:
· In the absence of red flags, good faith in the context of oversight must be measured by the directors’ actions, to assure reasonable information and reporting system exists and not by second-guessing after the occurrence of employee conduct that results in an unintended adverse outcome.

Oversight of Risk Management
· Early Financial Risk Cases:
· Brane v. Roth:
· Facts:
· The directors of a rural grain elevator cooperative authorized the co-op’s manager to engage in hedging transactions for the co-op to protect against losses from changes in grain prices.
· The manager did not hedge sufficiently and the co-op suffered substantial losses.
· There was a derivative suit by the stockholders against the directors.
· The trial court found that the directors breached their duties by retaining a manager inexperienced in hedging; failing to maintain reasonable supervision over him; and failing to attain knowledge of the basic fundamentals of hedging to be able to direct the hedging activities and supervise the manager properly.
· Appeals court affirmed this.
· Citigroup: Oversight of Subprime Risk:
· In re Citigroup, Inc. Shareholder Derivative Litigation:
· Claimed that the officers breached their fiduciary duty by failing to properly monitor and manage the risks the company faced from problems in the subprime lending market and for failing to properly disclose Citigroup’s exposure to subprime assets.
· Oversight duties are not designed to subject directors, even expert directors, to personal liability for failure to predict the future and to properly evaluate business risk.	

Chapter 21: Executive Compensation

Executive compensation:
· The payment of directors and officers.

Executive compensation is ultimately determined by the board of directors.

Chapter 22: Duties Within Corporate Groups

Fiduciary Duties in Corporate Groups:
· Intra-group transactions: 
· These are dealings between a parent and a subsidiary or dealings between a subsidiary and other corporations controlled by the parent.
· Cashing Out of Minority Shareholders:
· This is accomplished through a merger in which the parent acquires the subsidiary and the minority shareholders receive cash for their shares.
· Alternatives to Cash-Out Mergers

Transactions within corporate groups:
· Parent-subsidiary transactions occur regularly and rarely give rise to litigation.
· Sinclair Oil Corp v. Levien:
· Appeal by the Defendant (Sinclair) from an order of the Chancery Court, in a derivative action requiring the Defendant to account for damages sustained by its subsidiary, Sinven, as a result of dividends paid to Sinven, the denial to Sinven of industrial development, and a breach of contract between Sinclair’s wholly-owned subsidiary, Sinclair International.
· Facts:
· Sinclair nominates all members of Sinven’s board of directors.  
· The Chancellor found that the directors were not independent of Sinclair.
· They were officers, directors, or employees of corporations in the Sinclair complex.
· As a result, Sinclair owed Sinven a fiduciary duty.
· Because Sinclair owed them a fiduciary duty, its relationship with Sinven must meet the test of intrinsic fairness.
· Intrinsic fairness involves a high degree of fairness and a shift in the burden of proof.
· Therefore, the burden is on Sinclair to prove, subject to careful judicial scrutiny, that its transactions with Sinven were objectively fair.
· The test of intrinsic fairness and the shifting burden are applied when the parent controls the transactions and fixes the terms of a subsidiary.
· Simple example would be a parent receiving a benefit to the exclusion and at the expense of the subsidiary.
· A parent owes a fiduciary duty to its subsidiary when there are parent-subsidiary dealings.
· Only when the fiduciary duty is accompanied by self-dealing does the intrinsic fairness standard applies.
· The situation when a parent is on both sides of a transaction with its subsidiary.
· Self-dealing occurs when the parent, by virtue of its domination of the subsidiary, causes the subsidiary to act in such a way that the parent receives something from the subsidiary to the exclusion of, and detriment to, the minority stockholders of the subsidiary.
· Holding:
· The Business Judgment Rule should have applied here. The Chancellor errored in determining that the intrinsic fairness standard applied as to the dividend payouts.
· The dividend payouts complied with the business judgment rule.
· The intrinsic fairness standard applies to the contractual count and Sinclair did in fact breach their contract with Sinven.
Cash-out Mergers:
· In a corporation, “majority rule” allows controlling shareholders to structure transactions that force minority shareholders to accept cash for their shares. This can be done in several ways:
· Cash-out mergers (most common technique):
· The parent corporation uses its control of the subsidiary’s board and its voting majority to arrange a merger between the partially owned subsidiary and a wholly owned corporation of the parent (or the parent itself).  
· In this process, the minority shareholders receive cash in the merger or, if they are dissatisfied with the merger terms, in a judicial appraisal.
· Tender offer followed by short-form merger:
· A bidder corporation makes a tender offer conditioned on acquiring at least 90% of a corporation’s stock.  If this is successful, the bidder then merges with the corporation under a streamlined procedure that requires only approval of the parent corporation’s board of directors.
· Sale to Outside Buyer:
· The parent corporation, rather than acquiring 100% ownership of the subsidiary, arranges for the subsidiary to be merged with an outside buyer.  In the merger, the parent corporation and minority shareholders receive consideration as specified in the merger plan.

· Mechanics of a cash-out merger:
· Steps of a cash-out:
· The parent corporation organizes a new shell corporation to which it transfers all its stock in the partially owned subsidiary.  
· Parent has the boards of subsidiary and shell-corporation enter into a merger agreement providing that, upon the merger of the two, all the shareholders of subsidiary will receive cash for the subsidiary stock.
· Parent then votes all the stock of shell in favor of the merger.
· Parent also votes its subsidiary stock for the merger and, if necessary, uses its control over the subsidiary proxy machinery to obtain the support of any additional shares needed to approve the merger.
· Under most corporate statutes, Subsidiary shareholders who are dissatisfied with the merger terms can dissent and seek a judicial appraisal of the fair value of their stock, payable in cash.
· Weinberger v. UOP:
· Fairness has two basic aspects:
· Fair dealing; and
· This looks at when the transaction was timed, how it wa initiated, structured, negotiated, disclosed to the directors, and how the approvals of the directors and the stockholders were obtained.
· Fair Price.
· This looks at the aspects of economic and financial considerations of the proposed merger, including all relevant factors:
· Assets, market value, earnings, future prospects, and any other elements that affect the intrinsic or inherent value of a company’s stock.

Alternatives to Cash-out Mergers:
· What happens when a parent corporation cashes out minority shareholders in a partially-owned subsidiary:
· Under the expedited procedures (short form merger) permitted when the parent owns 90% or more of the subsidiary’s voting shares; 
· By engaging first in a tender offer to reach the 90% threshold and then engaging in a short-form merger; and
· Selling the subsidiary in a cash-out merger to a third party.
· Short form merger:
· DGCL Section 253 authorizes a short form merger between a parent corporation and its subsidiary, if the parent owns at least 90% of the subsidiary’s stock.
· To effectuate the merger the parent simply files a certificate setting forth its stock ownership and the terms of the merger, as set by the parent corporation’s board of directors.  No action is required of either the board or shareholders of the subsidiary. The parent corporation, however, must inform the subsidiary’s minority shareholders of the terms of the merger and advise them of their appraisal rights if they are dissatisfied with the consideration offered by the parent. 
· Absent fraud or illegality, appraisal is the exclusive remedy available to a minority stockholder who objects to a short-form merger.
· Tender Offer Followed by Short-form Merger:
· A controlling shareholder with less than 90% ownership can take advantage of the short-form merger technique by first making a tender offer directly to minority shareholders to reach 90% ownership, followed by a short-form merger.
· Totally voluntary tender offers do not impose any right of the shareholders to receive a particular price for their shares.
· Here, judges focus on the structure of the tender offer and the disclosure to shareholders, but not on the offer’s entire fairness.
· In a tender offer, a non-tendering shareholder individually faces an uncertain fate if they choose not to accept the offer. They may not receive any money or could receive substantially less.
· The effect of Independent Approval and a Minority Vote:
· Delaware courts approved two protections in the context of a controlling shareholder “going private” merger:
· Approval by an independent special committee; and
· A vote by a majority of the shareholders unaffiliated with the controlling shareholder.
· Using one of more of the above protections would shift the burden of proof under the entire fairness standard from the defendant to the plaintiff.

Chapter 30: Oppression in the Close Corporation

Dissension in the Close Corporation
· Dissension in close corporations takes two recurring forms:
· Cases in which the majority cuts off minority shareholders from any financial return, thus leaving them holding illiquid stock that generates no current income.
· Cases in which the majority exercises control to frustrate the preferences of the minority.

Judicial Protection of Minority Owners
· Fiduciary Duties: Rights to Equal Treatment
· Minority shareholders are owed treatment equal to that of majority shareholders. 

Chapter 27: Antitakeover Devices
· Potential purchasers can seek to acquire control of a corporation in a hostile manner.
· They are called hostile because they typically are not supported by the target corporation’s directors and officers.

Some Leading Defenses:
· Potential acquirers can use two basic mechanisms in their quests for control of a targeted corporation.
· They can make a tender offer; or
· In a tender offer, the bidder offers to buy shares directly from the target’s shareholders at a substantial premium.
· They can seek control through a proxy contest.
· In a proxy contest, the potential acquirer presents a competing slate of directors, and tries to persuade shareholders to oust the target’s incumbent board in favor of the proposed replacement directors.
· Classified Boards:
· If shareholders have the right to elect every director annually, the corporation is subject to the risk that an insurgent could replace every director in a single election, and thereby takeover the company.
· One way to prevent this from occurring is to “Classify” or “Stagger” the terms of the directors so that only a portion is elected each year.
· Poison Pills:
· A corporate poison pill is intended to dilute the interests of an acquirer, to make the takeover less attractive by making the acquisition prohibitively expensive.
· It is also more commonly known as a shareholder rights plan:
· The corporation issues additional rights that attach to its outstanding shares. These new rights cannot be traded separately and initially have terms that make them have little value.
· Basically the shareholder rights plan boils down to:
· First stating some triggering event, usually when the potential acquirer buys a specified percentage of the corporation’s shares.
· Next, the rights plan provides that the terms of the rights change when a triggering event occurs.
· After the triggering event, the rights give the holder the option to buy additional shares at a lower price.
· It also specifies that the acquirer who triggered the change in the terms is not entitled to this right.
· Share Repurchases:
· Another way for the board to defend against a takeover is by purchasing the corporation’s own shares.
· Directors can authorize the repurchasing of shares, either by the corporation directly or through an employee stock ownership plan or pension plan.
· Lockups:
· Boards can make the corporation a less attractive target by agreeing to transactions with third parties that “lock up” some or all of the value sought by a bidder.
· Lockups reduce or eliminate the financial incentives of a bidder to buy the corporation.
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