SUMMARY OF 01/27/04
1.
Hierarchy of Corporate Laws

· Many different things can be said to impact the relationship between the internal players in a corporation.  It may then prove useful to have a hierarchy of laws to consider. 

· Federal law

· State Law (mandatory terms)

· State Law (default terms un-modified by charter, by-laws or agreement).

· Charter (typical matters discussed here include board size, election times, election terms, etc…).

· By-Laws (typical matters here are more operational in their nature).
· Fiduciary Duties.
· Shareholder agreements (e.g., voting trusts).

· Note charter terms usually dominate by-laws and so forth.

2.
Corporate Features in Detail – Creating a Legal Entity

· What are some of the advantages of creating a separate legal entity.  Although there may be many, a critical one is that it permits for asset partitioning thereby allowing creditors to know which assets stand behind the corporation’s obligations.  This reduces the costs of contracting and monitoring and hence makes the corporate form of business organization more attractive relative to other forms of organization.

3.
Corporate Features in Detail – Limited Liability

· One of the primary advantages of limited liability is that it makes it easier for shareholders to evaluate an equity investment.  If unlimited liability were the rule then shareholders would have to be aware of every shareholder’s wealth and monitor it before making an investment (as this would matter to one’s own wealth).  This would make large agglomerations of wealth difficult.  Limited liability removes this problem and apparently permits the basis for free transferability and a stock market (as well as other things – like a market for corporate control).

· Easterbrook and Fischel discuss many of the advantages of limited liability.

· Limited Liability (LL) makes it easier to diversify and hence be a passive investor (thus permitting large-scale separation of ownership and control).

· LL makes free transferability a possibility.  This helps to aid in reducing the illiquidity of investments and improves the ability to use the takeover as a means to monitor management (if management is lazy, etc… then share price should drop making it easier/cheaper for someone to amass enough shares to remove management – this threat may tend to make management behave “better”.  This threat needs the ability to sell shares to the new acquirer which is aided by LL).

· Other advantages are also present.  Query whether these advantages are present to the same extent when dealing with tort/involuntary creditors?  What other considerations might merit examination in that context?
4.
Corporate Features in Detail - Transferability

· As suggested earlier, transferability aids in capital formation and in containing agency costs (through the takeover threat).  Even with this, we see often that restrictions are placed on transferability in corporate charters.  Query why this might be so – doesn’t this reduce the value of the shares to the shareholders?  It might be that sometimes the restrictions are necessary to induce people to invest.  Why might this be?  One reason might be that if control of the organization is extremely important then people may be willing to trade off some liquidity for maintaining a check on who controls the corporation.

5.
Corporate Features in Detail – Centralized Management

· Corporations have centralized management.  This is clearly important if we want to amass capital from many passive investors.  They do not, by hypothesis, wish to be made aware of lots of details of running the business (they would then not be passive).  Thus, having joint management with many investors who are not informed might be quite unwise.  Thus, management powers are centralized to those who have (one hopes) sufficient information and skill to make these decisions appropriately.  This raises all sorts of problems (e.g., agency costs, assure management act competently, maximize shareholder interests) which we will discuss as we progress.  It is nonetheless important to understand why management must be centralized in most large corporations.

· Consider the ASC case -  Why might shareholders here impose limits on themselves? 

· One argument is that shareholders might believe directors have greater information/expertise about certain decisions than shareholders.  Is this believable given how boards are often constructed (see point 3 below) and given that shareholders could be informed by the board of their expert opinions?

· Another concern is that minority shareholders might be concerned about majority shareholder and prospects for abuse and the board might be one kind of protection against it.

· Concern with other kinds of abuse of voting system and collective action.

6.
How do players within Corporation get their positions?

· Board is elected by shareholders (usually annually) and the Board appoints the officers and managers.  Managers really run the show as the board only meets a dozen or so times a year at most.  Board’s role is more of one of oversight.  In modern times the Board has begun to exercise greater control and oversight than in the past where many Boards were insider dominated or boards were largely insider “selected” (outside directors suggested by management) given collective action problems in large widely held corporations.

· There are then a series of questions about who can initiate what kinds of decisions and activities and who needs to approve what.  We can see this as a means of dividing power between the board and shareholders given that shareholders are often not going to get informed about everything and that the board may sometimes have its own interests separate from the shareholders/corporation.

· Consider specific issues about staggered boards (long term decisions making versus entrenchment fears) and formality req’ts (why have these – trying to stop certain kinds of manipulation perhaps).  What alternatives to these terms might be considered?

· Why do we provide both shareholders and the board with the power to approve “fundamental changes” – are the interests of the parties more divergent in these kinds of cases relative to other kinds of business decisions?

· Boards can be critiqued along many lines – some include: boards not provide “real” oversight, boards act collectively and not terribly independent given how elected and selected.

7.
Corporate Officer Authority

· Jennings – here we have issue of whether a management official can bind the corporation for “extraordinary” transactions (sale and lease-back of most/all assets).  Court decides that corporation liable in ordinary transactions cases (i.e., corporation not liable for such “extraordinary transactions” unless actual authority or corporation tells third parties that agent has such power).  Again one can analyze this along lines of cheapest cost monitor – in ordinary cases the corporation is cheapest monitor and in extraordinary cases the third party might be.

· Menard – when Corporate President is involved then inherent power may work to hold corporation liable.  The facts here are somewhat unusual given the degree of control that the President basically had during much of the life of the corporation.  Even though board gave President clear instructions that corporation could not be bound (and Menard was made aware of this), the corporation is bound here.  Formally look to see if the power is one that usually accompanies the President’s position, third parties reasonably believe President has authority to complete transaction, and the third party had no notice that President had no authority.

