
 

xi 

 

TABLE OF CONTENTS 

PREFACE TO THE FOURTH EDITION ..................................................................... V 

EDITORIAL NOTE AND ACKNOWLEDGMENTS .................................................... VII 

TABLE OF CASES .............................................................................................. XIX 

Chapter 1. Introduction ................................................................................ 1 
1. The Business System ................................................................................. 2 
2. The Path Forward ...................................................................................... 3 

Chapter 2. Financial Accounting: Measuring Firm Performance ..... 7 
1. Introduction ................................................................................................ 7 
2. The Key Financial Statements ................................................................ 10 

A. The Balance Sheet............................................................................ 11 
i. Assets ........................................................................................ 12 
ii. Liabilities .................................................................................. 15 
iii. Stockholders’ Equity ................................................................ 16 
iv. Recording Transactions on the Balance Sheet ....................... 18 

Albert D. Bolt v. Merrimack Pharmaceuticals, Inc. ............... 23 
B. The Income Statement ..................................................................... 28 

i. Sales (Revenue) ........................................................................ 29 
ii. Expenses: Cost of Goods Sold and Gross Margin ................... 30 
iii. Expenses: SG&A, R&D, and Operating Income ..................... 32 
iv. EBIT and Net Income .............................................................. 33 
v. Recording Transactions on the Balance Sheet and Income 

Statement ................................................................................. 35 
Alaiyan v. Insightful Corporation ........................................... 42 
In re IMAX Securities Litigation ............................................. 46 

C. The Statement of Cash Flows ......................................................... 52 
D. The Statement of Changes in Stockholders’ Equity ...................... 56 

3. Analysis of Financial Statements ........................................................... 58 
A. Common-Size Comparative Analysis .............................................. 58 
B. Return on Investment ...................................................................... 61 
C. Protection for Creditors ................................................................... 63 
D. GAAP vs. Non-GAAP Financial Measures ..................................... 65 

4. Regulation and Oversight of Accounting and Auditing ......................... 67 

Chapter 3. Valuing Firm Output .............................................................. 71 
1. Introduction .............................................................................................. 71 
2. Calculating Future Cash Flows and Present Value .............................. 72 

A. The Intuition Behind Valuation ...................................................... 72 
B. Compounding and Rates of Return ................................................. 74 
C. Present Values ................................................................................. 83 

i. The Basic Framework .............................................................. 83 
ii. Application: Valuing Bonds and Annuities ............................ 87 
iii. Application: Valuing Perpetuities and Stocks ........................ 92 
iv. Application: Capital Budgeting ............................................... 95 

3. Determining Discount Rates ................................................................... 99 
A. Some First Principles About Discount Rates ................................. 99 



xii TABLE OF CONTENTS  

 

  

i. In Efficient Markets, Discount Rates Compensate 

Investors for the Amount of Worry and Wait Associated 

with an Investment .................................................................. 99 
ii. Investors Demand a Time Premium Even in Risk-Free 

Investments ............................................................................ 101 
iii. With Risky Debt Investments, Investors Will Demand a 

Default Premium to Account for Default Risk ..................... 103 
iv. Risk Aversion Creates Incentives to Diversify 

Investments ............................................................................ 105 
v. Risk Aversion Causes Discount Rates to Include 

Compensation for Non-Diversifiable Risk ............................ 109 
B. Methods for Estimating Discount Rates ....................................... 111 

i. The Capital Asset Pricing Model (CAPM) ............................ 111 
a. Overview ......................................................................... 111 
b. Limitations of CAPM ..................................................... 118 

ii. Alternatives to CAPM: Factor Models .................................. 123 
a. Overview ......................................................................... 123 
b. Limitations of Factor Models ......................................... 128 

iii. Alternatives to CAPM and Factor Models: Industry 

Models ..................................................................................... 132 
In Re Appraisal of the Orchard Enterprises, Inc. ................ 134 

iv. Estimating the Cost of Debt .................................................. 144 
v. Weighted Average Cost of Capital ........................................ 146 

4. Valuing Entire Firms ............................................................................ 155 
A. Comparables ................................................................................... 155 
B. Discounted Cash Flow Analysis .................................................... 158 
C. Market Prices ................................................................................. 163 

i. Overview of ECMH ................................................................ 163 
ii. Do Capital Markets Adhere to the ECMH? .......................... 165 

The Warren Buffett Phenomenon (or Anomaly) .................. 169 
5. Valuation and the Courts ...................................................................... 172 

Dell, Inc. v. Magnetar Global Event Driven Master Fund Ltd. .......... 175 

Chapter 4. Capital Structure ................................................................... 193 
1. Introduction ............................................................................................ 193 
2. The Range of Financial Choices ............................................................ 194 

A. Equity-Related Financing ............................................................. 196 
B. Debt-Related Financing ................................................................. 199 

3. Modigliani and Miller’s Irrelevance Hypothesis .................................. 204 
4. The Real World ...................................................................................... 213 

A. Debt and Taxes ............................................................................... 214 
B. The Cost of Financial Distress ...................................................... 218 
C. A Pecking Order Theory ................................................................ 220 
D. Capital Structure and Agency Costs ............................................. 221 

Theory of the Firm: Managerial Behavior, Agency Costs and 

Ownership Structure ............................................................. 222 
Quadrant Structured Products Company, Inc. v. Vertin ............ 225 

5. Adjusting Capital Structure .................................................................. 228 
A. Recapitalizations ............................................................................ 229 



 TABLE OF CONTENTS xiii 

 

  

i. Issuing Debt to Buy Back Stock ............................................ 229 
Revlon, Inc. v. McAndrews & Forbes Holdings Inc. ............. 231 

ii. Issuing Debt to Pay Large Dividends ................................... 232 
iii. Issuing Equity to Buy Back Debt .......................................... 235 

S. Muoio & Co. LLC. v. Hallmark Entertainment 

Investments .................................................................... 235 
B. Leveraged Buyouts (LBOs) ............................................................ 242 

Leveraged Buyouts and Bankruptcy, Hearings before the 

Subcommittee on Economic and Commercial Law .............. 245 
Taking Finance Seriously: How Debt Financing Distorts 

Bidding Outcomes in Corporate Takeovers .......................... 248 
In re Tribune Media Co. ................................................................ 252 

Chapter 5. Common Stock ........................................................................ 255 
1. The Basics of Stock ................................................................................ 255 
2. Pricing a Common Stock Financing ...................................................... 259 
3. The Problem of Dilution ........................................................................ 261 

A. Voting Dilution vs. Economic Dilution ......................................... 261 
B. Addressing the Risk of Dilution .................................................... 265 

i. Preemptive Rights .................................................................. 265 
Stokes v. Continental Trust Company .................................. 266 

ii. Anti-Dilution Protection ........................................................ 277 
iii. Fiduciary Duties ..................................................................... 282 

Katzowitz v. Sidler et al. ........................................................ 283 
C. Dilution by Design ......................................................................... 288 
D. Dilution as a Takeover Defense—the Poison Pill ........................ 290 

The Illusory Protections of the Poison Pill ................................... 290 
Moran v. Household International, Inc. ....................................... 297 

4. Shareholder Agreements ....................................................................... 308 
A. Distributions ................................................................................... 309 
B. Risky Investment Choices ............................................................. 310 
C. Liquidity: Exit ................................................................................ 311 
D. Transfer Restrictions and Tag-Along, Drag-Along Rights .......... 311 

5. Creditor Protection: Legal Capital ........................................................ 313 
6. Public Securities Markets and Regulation ........................................... 318 

A. The Federal Securities Laws in a Nutshell .................................. 318 
B. The New Issues Market ................................................................. 323 

Chapter 6. Corporate Debt ....................................................................... 329 
1. Introduction ............................................................................................ 329 
2. Contract Interpretation ......................................................................... 333 

Bank of New York Mellon Trust Company v. Liberty Media 

Corporation ..................................................................................... 334 
3. Contract Terms ...................................................................................... 347 

A. Introduction and Summary ........................................................... 347 
B. A Description and Analysis of Bond Covenants ........................... 350 

i. Avoiding Claim Dilution: Restricting New Debt .................. 350 



xiv TABLE OF CONTENTS  

 

  

a. Sample Covenants .......................................................... 351 
Metropolitan Life Insurance Company v. RJR 

Nabisco, Inc. ............................................................ 354 
ii. Risky Investments .................................................................. 374 
iii. Distributions ........................................................................... 378 
iv. Underinvestment—Asset Maintenance ................................ 381 

C. Substitutes for Covenants ............................................................. 383 
D. Call Protection ................................................................................ 384 

Morgan Stanley & Co., Inc. v. Archer Daniels Midland 

Company ................................................................................. 386 
E. Monitoring Compliance ................................................................. 394 
F. Breach, Amendments, and Exchange Offers ................................ 395 

Katz v. Oak Industries, Inc. .......................................................... 397 
G. Enforcement of Covenant Breaches .............................................. 406 

Hedge Fund Activism in the Enforcement of Bondholder 

Rights ...................................................................................... 406 
4. The Indenture Trustee and the Trust Indenture Act .......................... 409 

A. The Nature of the Trustee and Its Duties .................................... 409 
Elliott Associates v. J. Henry Schroder Bank & Trust Co. ......... 412 

B. The Trustee’s Duties in Default .................................................... 418 
Gresser v. Wells Fargo Bank, N.A. ............................................... 421 

5. Creditor Fiduciary Duty Claims ........................................................... 426 
North American Catholic Educational Programming Foundation, 

Inc. v. Rob Gheewalla, Gerry Cardinale and Jack Daly .............. 427 
6. Other Legal Pitfalls for Lenders and Affiliates ................................... 437 

A. Creditor Liability ........................................................................... 437 
Krivo Industrial Supply Company v. National Distillers and 

Chemical Corporation ............................................................ 437 
B. Liability of Affiliated Parties Under the “Deepening 

Insolvency” Doctrine ...................................................................... 448 
Official Committee of Unsecured Creditors v. R. F. Lafferty & 

Co. ............................................................................................ 448 
Trenwick America Litigation Trust v. Ernst & Young, L.L.P. .... 454 

7. Alternative Structures for the Lending Relationship ......................... 458 
A. Capital Leasing .............................................................................. 459 
B. Asset Backed Financing ................................................................ 461 

Appendix 6-A. Rating Classifications ........................................... 466 
Appendix 6-B. Revised Model Simplified Indenture .................... 470 

Chapter 7. Preferred Stock ...................................................................... 475 
1. Introduction ............................................................................................ 475 

A. Creating and Issuing Preferred Stock .......................................... 475 
B. An Overview of Representative Terms ......................................... 477 

i. Economic Preferences ............................................................ 478 
a. Dividends ........................................................................ 478 
b. Liquidation Preference ................................................... 479 
c. Redemption Rights ......................................................... 482 
d. Conversion Rights .......................................................... 483 



 TABLE OF CONTENTS xv 

 

  

ii. Control Preferences ................................................................ 483 
a. Basic Voting Rights ........................................................ 483 
b. Preferential Voting Rights ............................................. 483 

C. The Uses of Preferred Stock .......................................................... 484 
i. Regulatory Capital ................................................................. 485 
ii. Balance Sheet Management .................................................. 485 
iii. Venture Capital and Private Equity ..................................... 486 

D. The Legal Treatment of the Preferred Stock Bargain ................. 487 
2. The Board’s Discretion to Pay (or Not Pay) Dividends ........................ 488 

Arizona Western Insurance Company v. L. L. Constantin & Co. ....... 488 
L. L. Constantin & Co. v. R. P. Holding Corp. ..................................... 490 
Guttmann v. Illinois Central R. Co. ...................................................... 495 

3. Legal Restrictions on Preferred Stock Distributions ........................... 501 
Hay v. Hay .............................................................................................. 502 
Smith v. Nu-West Industries, Inc. ........................................................ 512 
SV Investment Partners v. Thoughtworks, Inc. .................................. 518 

4. Altering the Preferred Stock Contract ................................................. 527 
A. General Voting Rules and Voting Rights ..................................... 527 
B. Managing Class and Series Veto Rights ....................................... 531 

i. Mergers ................................................................................... 532 
Elliott Associates, L.P. v. Avatex Corporation ..................... 535 
Benchmark Capital Partners IV, L.P., v. Vague .................. 546 

ii. Vote Buying ............................................................................ 557 
Schreiber v. Carney ................................................................ 557 
Corre Opportunities Fund, LP v. Emmis Communications 

Corporation ..................................................................... 567 
5. Fiduciary Duties and the Preferred Stock Contract ............................ 579 

A. Board Duties to Preferred Shareholders ...................................... 580 
Mary G. Dalton v. American Investment Company .................... 580 

B. Duties of a Preferred-Controlled Board ........................................ 590 
Orban v. Field ................................................................................. 590 
In re Trados Incorporated Shareholder Litigation ...................... 598 

Chapter 8. Options and Convertible Securities .................................. 621 
1. Introduction ............................................................................................ 621 
2. Identifying Options and Implementing the Unilateral Right to 

Exercise................................................................................................... 624 
A. Overview ......................................................................................... 624 
B. Warrants and Listed Options ........................................................ 629 
C. Real Options ................................................................................... 634 

3. Option Valuation .................................................................................... 636 
A. Understanding Option Cash Flows ............................................... 636 

i. Long and Short Positions in Call Options ............................ 636 
ii. Long and Short Positions in Put Options ............................. 639 

B. Combining Options, Stocks and Bonds; Put-Call Parity ............. 641 
C. The Black-Scholes Model ............................................................... 646 

4. Convertible Securities and Deal Protection ......................................... 657 
A. Destruction of the Option .............................................................. 658 

Simons v. Cogan ............................................................................. 658 



xvi TABLE OF CONTENTS  

 

  

Andaloro v. PFPC Worldwide, Inc. ............................................... 668 
B. Dilution of Option Rights .............................................................. 670 

i. Stock Splits and Dividends .................................................... 671 
HB Korenvaes Investments, L.P. v. Marriott 

Corporation ..................................................................... 676 
ii. “Cheap” Stock Issuances ........................................................ 690 

C. Convertible Securities and the Incomplete Contracting 

Problem ........................................................................................... 698 
Stephenson v. Plastics Corporation of America, Inc. ................... 699 
Wood v. Coastal States Gas Corporation ...................................... 708 
Coffman v. Acton Corporation ....................................................... 718 
CL Investments, L.P. v. Advanced Radio Telecom Corp. ............ 723 
Appendix. Forward and Futures Contracts ................................. 733 

Chapter 9. Dividends and Distributions .............................................. 735 
1. Introduction ............................................................................................ 735 
2. Dividend Policy: Theory and Practice ................................................... 736 

A. Why Increasing Dividends Might Increase Value (the 

Historical Perspective) ................................................................... 736 
B. Why Dividends Might Not Matter ................................................ 738 
C. Why Dividends Might Decrease Firm Value ................................ 741 

i. Shareholder Preferences and Clientele Effects .................... 742 
ii. Transaction Costs of Selling or Buying Shares .................... 743 
iii. Taxes ....................................................................................... 743 

D. Why Dividends Might Increase Firm Value (Revisited) .............. 745 
i. Imperfect Capital Markets and the Signaling Value of 

Dividends ................................................................................ 745 
ii. Agency Cost Explanations of Dividends ............................... 746 

E. What Do Firms Actually Do? ......................................................... 747 
3. Board Discretion and Duties in Declaring Dividends ......................... 750 

Caleb & Co. v. E. I. Dupont de Nemours & Company ......................... 750 
Berwald v. Mission Development Company ......................................... 754 

4. Legal Restrictions on Dividends and Other Distributions to 

Shareholders .......................................................................................... 761 
A. Legal Capital Requirements .......................................................... 761 

Klang v. Smith’s Food & Drug Centers, Inc. ................................ 765 
B. Fraudulent Transfers .................................................................... 772 

United States of America v. Tabor Court Realty Corp. ............... 776 
Matter of Munford, Inc., d.b.a. Majik Market, Debtor ................ 785 

5. Stock Repurchases ................................................................................. 790 
A. The Economics of Stock Repurchases ........................................... 790 
B. Regulation of Share Repurchases ................................................. 793 

i. Legal Authority for Share Repurchases ............................... 793 
ii. Market Repurchases .............................................................. 793 

Securities and Exchange Commission v. Georgia-Pacific 

Corporation ..................................................................... 794 
iii. Going Private Transactions ................................................... 796 

Howing Co. v. Nationwide Corporation ................................ 798 



 TABLE OF CONTENTS xvii 

 

  

iv. Repurchases During Hostile Tender Offers.......................... 806 
AC Acquisitions Corp. v. Anderson, Clayton & Co. ............. 807 

v. Targeted Repurchases ............................................................ 813 
Grobow v. Perot ...................................................................... 814 

6. Other Types of Distributions ................................................................. 820 
A. Stock Dividends and Stock Splits ................................................. 820 
B. Reverse Stock Splits ....................................................................... 827 

Applebaum v. Avaya ...................................................................... 828 
C. Spin-Offs and Split-Offs ................................................................. 839 
D. Tracking Stocks .............................................................................. 840 

Appendix. Amended and Restated Certificate of Incorporation 

of Lyft, Inc. ........................................................................................... 843 

INDEX .............................................................................................................. 871 

 




