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would contribute not cash but stock to a qualified plan, and receive
a cash deduction. The advantage to the employer is that you would
not be paying out any cash in exchange for the deduction but merely
stock. The disadvantage is that your question was primarily designed
to obtain an opinion as to how to reward key employees, not how
to spread ownership among the key employees and the manufacturing
employees. I don't believe that in this particular case at your particular stage that you should spend too much time considering qualified
pension or profit-sharing plans.
PEDANTICUS:
In other words, you think I ought to come back
to Mr. Walsh's carrot as the best way to do it?
SHANLEY:
Yes, I think you should consider the statutory and
nonstatutory stock options in order to entice your friend from where
he's currently employed.
Now, let us just briefly mention why I do not believe the incentive stock option is available to you or one that you would want to
pursue. There are a number of requirements to an incentive stock
option, 43 but one is particularly difficult to meet at this stage of your
43. In order to obtain tax-favored status of an incentive (statutory) stock option,
the following requirements must be met:
(1) The option must be granted in connection with employment, I.R..
§ 422A(b) (Supp. 1984);
(2) The option must be granted pursuant to a plan, approved by shareholders
and specifying the aggregate number of shares to be issued and the employees cligiblc
to receive the options, id. § 422A(b)(1);
(3) The option purchase price must not be less than the fair market value
of the stock at the time the option is granted, id. § 422A(b)(4);
(4) The option by its terms may not be transferable by the employee other
than at death and must be exercisable only by the employee during his lifetime, id.
§ 422A(b)(5);
(5) The employee, at the time the option is granted, may not own stock
possessing more than 10% of the total combined voting power of all classes of stock,
id. § 422A(b)(6);
(6) The option may not be exercisable after the expiration of 10 years from
its grant, id. § 422A(b)(3);
(7) Ordinarily, an employee may not be given in any calendar year an
incentive stock option for more than $100,000 in value, id. § 422A(b)(8); and
(8) Stock purchased pursuant to an incentive stock option must be held for
a period equal to the longer of two years from the date of the grant or one year
from the date of the transfer of stock to him, id. § 422A(a)(1).
There are many advantages to the incentive stock option, not the least of which
is the ability to discriminate among key employees. The client must recognize thc
necessity for a plan even if the grant of the option is to one employee. The option
itself is probably not sufficient to constitute a plan under Code § 422A(b)(1). The
client should consider the concept of the "stock appreciation right" (SAR) to see
if this concept can be used to compensate one or more of his key employees. An
SAR is a right granted to an employee entitling him to receive the excess of the
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program. In order to have one you have to base the option price on
fair market value; but, in a closely held business you do not have
fair market value. When you go to the income tax regulations, they
require, to demonstrate fair market value, opinions of completely
independent and well qualified experts. The problem with this is that
the only individual who really can issue an opinion at a reasonable
price is not independent; he'll be your accountant. And if you have
to go out and hire an independent appraiser, it will be very expensive
and you just cannot afford at this stage of your business to spend capital
on appraisals to establish stock prices.
PEDANTICUS:
How right your are.
SHANLEY:
So I would suggest . . .

PEDANTICUS: What does that leave me with?
SHANLEY: It leaves you with the nonqualified stock option. And
essentially the nonqualified stock option is the grant of an option to

a key employee to acquire stock at a predetermined price. 45 The disadfair market value of the employer's stock at an exercise date over a preestablished
"option" price. The employee receives this excess either in cash, stock, or a combination of the two. An SAR is advantageous to the employee because he need not
pay or borrow the money needed to exercise an option. In fact, a cash SAR can
be used to pay for the stock purchased pursuant to the incentive stock option plan.
Both the SAR program and the incentive stock option program can be incorporated
into one plan. Id. § 422A(c)(5)(B).
An employee who is granted a qualified incentive stock option realizes no income
upon receiving the option or upon exercising it. Id. S 421(a)(1). If the employee also
receives an SAR, the distribution will be taxed under Code § 83 as ordinary income.
The employer is not entitled to a deduction when the option is granted or when shares
are issued pursuant thereto. Id. § 421(a)(2). Assuming that the employee sells his
stock after the requisite holding period, the gain will equal the difference between
his sale proceeds and the price he paid for the shares. If the employee sells his stock
before the expiration of the holding period, he will realize ordinary income equal
to the difference between the option price and the fair market value of the stock when
the option was exercised. Increases in such fair market value when realized will be
taxed at capital gain.Treas. Reg. § 1.421-6(d)(1) (1981).
44. Code § 422A(c)(1) (1982) applies a good faith standard and provides that
the option price will be deemed to equal the fair market value of the stock so long
as there was a good faith effort to meet the fair market value test. Regulations under
Code 5 422 (qualified stock options) provide some guidance as to what w-ill constitute
a good faith effort to set the option price, but the client will still face a difficult task
because the company's stock will not be publicly traded.
45. The nonstatutory stock option is a method to award key employees in the
small closely-held corporation with a benefit which initially is nontaxable. It is unlikely
that the client will offer this benefit to his employees during the initial stages of the
business. However, if he would like the option of presenting this program to his
employees at a later date, he should consider the mechanics of this arrangement at
the time he establishes the company's capital structure and his relationship with his
investors. Specifically, the client must consider the following:
(1) Form of the nonstatutory stock option. Generally there are two types
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vantage to the employee is that when he acquires stock he will have
ordinary income to the extent that there's a difference between the
price and the fair market value of the stock. 46 I would recommend
that you consider this approach and discuss this with your venture
of options: (a) straight stock option where the employee can purchase stock at a
predetermined price and (b) stock appreciation right where the employee is compensated based upon increase in value of shares owned by client. The former approach
is traditionally used to share ownership with key employees where public offering
of stock is possible. Stock appreciation rights are usually drafted to provide for deferred compensation at termination of employment based upon the increase in value
between the date of the grant of the right and the date of its exercise.
(2) Establishment of a market for the stock. See supra note 13.
(3) Relationship with the investor-stockholders. See supra note 12.
(4) Effect of the stock option program on the client's control. See supra
note 14.
(5) Taxation. See supra note 11. The client must realize that the key
employee's favorable perception of any stock option program is indirectly proportional to the amount of money the employee must pay either to the employer or
the taxing authorities to enjoy the benefits of the program. Therefore, both incentive
and nonqualified stock option plans sometimes include the use of stock appreciation
rights to produce cash to the employee at the time he must pay for the stock and/or
pay income taxes on the taxable benefits he received. Another method of such stock
option programs is the adoption of a formal financing arrangement for the key employee
where he would make a down payment for the shares and deliver to the corporation
his promissory note for the balance of the purchase price. This note would be secured
by the stock in question. This financing arrangement could provide that if the key
employee terminates employment (for reasons other than disability or retirement) the
unpaid principal balance would be immediately due and payable.
46. Treas. Reg. § 1.83-7 (1978) provides that the grant of a nonqualified stock
option is a taxable event only if the option has "a readily ascertainable fair market
value." Treas. Reg. 5 1.83-7(b)(1) provides that an option ordinarily will not have
a readily ascertainable value unless it is actively traded on an established market.
In our case, the granting of the option to the key employees should not result in
taxation at the time of the grant.
If the option is exercised by the key employee and there are no restrictions
on the disposition of the stock acquired under the option, the difference between the
option price and the fair market value of the stock at the time it is acquired is ordinary income at the time the option is exercised. Id. § 1.83-1(b). However, both
for control purposes and to postpone the key employee's tax liability, the client will
place substantial restrictions on the transferability of the stock acquired under the
nonqualified stock option plan. In such a case, Code § 83 provides that taxation will
occur when the stock either becomes transferable or is no longer subject to a substantial risk of forfeiture when it is sold. The amount taxable as compensation is the
excess of the fair market value of the stock over the amount the employee paid, if
anything. The company, without giving up any cash, will have a deduction equal
to the amount that is taxed at ordinary income tax rates to the recipient. I.R.C.
§ 83(a)(1), (2) (1984).
Code § 83(b) contains a special provision under which a taxpayer may elect
to treat property as taxable at the time the key employee exercises this option and
acquires the stock. If the employee makes this election, he must include in his gross
income any amount by which the fair market value of the stock exceeds the purchase
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capitalist. 47 You can design this program on an employee-by-employee

basis. You can vary it among employees, and this program will give
you the most flexibility.
One thing that you're going to have to consider is how you are
going to provide a market for this stock. The key employee is only
going to be interested in the stock if he or she can sell it at a later
date. 48 To some extent the key employee and the venture capitalist
now are asking the same questions: how are they going to receive a
return on their investment? The venture capitalist's investment is cash.
The employee's investment is services. One thing you can consider
is providing a market for the stock: say to the key employee, "In
two years, five years, whatever, I will buy back the stock at a certain
price, and that price would in effect be higher than the purchase price
if the company prospers." 49 Here you have the carrot that Mr. Walsh
price. However, any subsequent appreciation in the value of the property is not taxable as compensation to the employee but is taxable as capital gain when realized.

I.R.C. § 83(b)(1), (2) (1984).

With respect to the award of a stock appreciation right, see supra note 8, the
employee is not taxed when he receives the right. Rev. Rul. 80-300, 1980-2 C.B.
165. When the right results in cash, stock, or other property, the employee realizes
current compensation. Id. The employer receives a deduction in an amount equal
to the amount realized by the employee. I.R.O. § 83(h) (1984).
47. While it is possible for the client to control the cash compensation of the
key employees without direct input from his passive investors, it would be inadvisable
to attempt to formulate a nonstatutory stock option plan without discussing it with
the other investors. These investors may not want to broaden the stockholder base
by including key employees and they may not appreciate the need to do so to attract
key employees from other industries. Also, investors may demand a "put" for their
stock if one is given to key employees and this could be a disaster to the company's
cash flow position and its ability to obtain bank financing. A compromise may be
possible by using stock appreciation rights where the key employee receives compensation (not stock) at a future date based on an increase in the fair market value of
the investors' common stock.
48. From the key employee's perspective, it is crucial that the stock have value
to him since he will be a minority shareholder. If stock appreciation rights are used,
there must be a method to measure the value of the right. Since there is no public
price, documentation must provide that value will be determined by formula. The
key employee must also be able to realize the value of his stock or appreciation right
by being in a position to turn them into cash or other property with a readily attainable
market. The client can provide that the employee can "put" his stock or appreciation right to the company to provide him with this market. The client must consider
the effect of this "put" on the company's cash flow and also make sure he is not financing his competition. Stock value and marketability may be tied into noncompetition
provisions in the employee contract. Breach of the latter results in forefeiture of the
former.
49. This client is so well represented that he has hired a lawyer to advise him
on mechanisms to control other shareholders. Nevertheless, control of the redemption of the key employee stockholder shares is essential because of the possibility that
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mentioned, but not necessarily tied into a public offering. You're
actually providing a market price, but you have to be careful that
the venture capitalist doesn't decide that it also would like to participate in that type of arrangement. Although, it's more likely the
venture capitalist would be working with you in this regard to make
sure that you're not creating a market that will adversely affect the
cash flow of the company and its ability to go public in five years.
By the way, you have all been prospectively countPEDANTICUS:
ing on my control, telling me how rapacious the venture capitalists
will be, but can this kind of plan be done with nonvoting stock?
I would suggest that you don't give the employees
SHANLEY:
a vote. They aren't going to be interested in a vote because they're
not going to have any control. They're much more interested in the
market price.
PEDANTICUS:
That is encouraging. Thank you, sir. Mr. Walsh,
what else do you think we should say?
WALSH: Just a question on that, Peter, for an ISO. Can it be
a nonvoting stock?
SHANLEY:
Yes, I believe it can be nonvoting stock, but we'd
have to check that.
WALSH: Doctor, let me summarize where we are and then we're
going to take a short break and I'm going to bring some other partners in who can talk to you about other areas that we want to pursue,
particularly the venture capitalists and the debt financing. We've

decided upon a conventional corporation. We've decided upon structuring the capital so that debt instruments or preferred stock as well
as conventional common stock can be issued to the venture capitalists.
But we are going to try to maintain your bare majority control. I
see no difficulty in doing that. We initially will adopt some type of
employee incentive plan along the lines of stock. Whether it's an ISO
or nonstatutory stock option arrangement remains to be seen. But I
think we have to reserve, until we talk to the venture capitalists, more

the client could be financing his competition if a key employee terminates his employment and "puts" his stock or his appreciation rights to the company. Suggest to the
client that the company cash employee out at a price which is dependent on employee's
length of service and noncompetition. For example, if the employee acquires stock
during his fourth year of employment when the stock has a value of $100 per share
and the purchase price is $50 per share and the employee leaves at the end of his
sixth year when the stock has a value of $200, the price may be reduced to $75 per
share because full value was dependent on the employee continuing to work for ten
more years. The client is discounting stock on the basis of the number of years the
employee did not work.

1984]

SEMINAR ON NEw VENTURES

definition in that area. At this time, I'd like to take a short break
and we'll come back with more questions.
JACOBS: I'd like to thank all of the panelists who have participated
in part one of this program. All of them are extremely busy people,
and I think they've done a very fine job.
JACOBS: In this segment of the program, senior partner Walsh,

drawing on a variety of legal talents, has brought in several more of
his partners who are experts in the next wave of problems that Dr.
Pedanticus must confront in making Ortho-Lit a going concern.
WALSH:

Doctor, let me ask you a question bluntly. In the event

of your death, who would succeed you in this business?
PEDANTicUS: I have no plans for dying.
WALSH: Be that as it may, we're talking about dollars here,
Doctor, and possibly a substantial enterprise. I gather your wife is
not interested, or would not find it convenient to assume the role of
chief executive officer?
PEDANTICUS: The delicacy of your expression does not conceal

the point you are making. I am sure Gladys would be much happier
in the cellar designing software.
WALSH:
How about your son? I believe his temperament is more

artistic than commercial is it not?
PEDANTICUS:
Mr. Walsh, I congratulate you on yet another
triumph of euphemism.
WALSH: Then I suspect he would not be happy running

Ortho-Lit?
PEDANTICUS:
I neither know nor care. The crux of the matter
is Ortho-Lit would not be happy being run by him.

C.

Control Dispute Arrangements

WALSH:
Be that as it may, I think we do want to discuss the
possibility of your untimely death, and I do think we want to discuss
generally the aspects of control while you are alive and in the event
of your death. And I think we want to address some questions as to
how we resolve control disputes. And I've brought into this session
at this time my partner, Mr. Goldman, who will address those issues,
if you would care to expose him to some questions Doctor.
While I live, yes, there is still a problem there and
I suppose his presence is well taken. For example, if I get into a fight
PEDANTICUS:

with my partners, or those who are involved in this enterprise with
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me, how can I protect myself against the possibility of some animosity
among us?
MICHAEL D. GOLDMAN: IIIT
It all depends. First of all let's
suppose that you have a deadlock on the board of directors.
PEDANTICUS:
GOLDMAN:

Sir, I have trouble hearing you.
Suppose you have a deadlock, can you hear me

Doctor?
PEDANTICUS:

Fairly well, but it might help to turn your

microphone on.
GOLDMAN:
You get all the good lines. Doctor P., suppose you
have a deadlock on your board of directors. Then, under the Delaware
Corporation Law section 226, you can go to the court of chancery
and the court of chancery will break that deadlock, 50 but only if your
corporation is failing and is in danger of irreparable harm. If you
merely have a personality clash with the other directors, the court is
not going to give you relief. 5

PEDANTIcUS:

I beg your pardon.

GOLDMAN:
You have to have a suffering business in order to
get relief under this doctrine, that's what I'm saying.
PEDANTICUS:
What is a suffering business?
GOLDMAN:
A suffering business is one that is failing financially,

TTTt B.A., 1964, Penn State University; J.D., 1967, Villanova University. Mr.
Goldman is a partner in the firm of Potter Anderson & Corroon, specializing in corporate litigation. He has written and spoken on corporate legal issues in Delaware,
including articles for the DelawareJournalof CorporateLaw, Business Lawyer, Washington
and Lee Law Review, McGraw Hill, speaking engagements before the Delaware Symposiums on Corporate Law, Tenth Annual Institute of Securities Regulation of the
Practicing Law Institute and various conferences scheduled by the National Association of Corporate Directors. He is a member of the Board of Bar Examiners of the
State of Delaware and a member of the Delaware Bar Association Corporation Law
Committee and has served as Chairman of the Subcommittee on Tender Offers.
50. Standing: Any stockholder (not a director) may apply to the court for
appointment of one or more custodians (solvent corporation) or receivers (insolvent
corporation). DEL. CODE ANN. tit. 8, § 226(a) (1983).
51. Director Deadlock:
(1) Applies only when deadlock causes the business of the corporation to
suffer or when the business is threatened with irreparable injury. Courts will not
grant relief on this ground absent a real threat of irreparable and immediate harm.
See Barry v. Full Mode Process, Inc., No. 4740 (Del. Ch. June 16, 1975), reprinted
in 1 DEL. J. CORP. L. 202 (1976).
(2) Division in the board of directors must be such that the required vote
for board action cannot be obtained.
(3) Shareholders must be unable to break the deadlock. "The fact that the
stockholders must try to break the deadlock, ordinarily at the next election or conceivably by removal or filling vacancies, insures against too hasty recourse to the
courts." E. FOLK, THE DELAWARE GENERAL CORPORATION LAW § 226, at 272 (1972)
[hereinafter cited as FOLK].
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not one that's merely having personal disputes among the directors.
In fact, if you want to go on to break this deadlock, you're going
to have to prove to the court that the stockholders in a successive election or two cannot break the deadlock by electing different directors.
So that's the sort of problem that you would face in that situation.
PEDANTICUS:

So it is conceivable that a court could help a suc-

cessful business in a situation like this?
In a successful situation it would depend. For
GOLDMAN:
example, if you had a deadlock at the stockholder level, as opposed
to the director level, then the court would step in even though you're
not talking about irreparable injury. However, in such a situation what
the court does is not to appoint a receiver but to appoint a custodian.
And a custodian will merely break the votes and run the business for
a while. The custodian will not dissolve the company, split up the
52
assets or give the assets to the various stockholders.
Which a receiver might do?
PEDANTICUS:
A receiver might do that.
GOLDMAN:
That's the distinction?
PEDANTICUS:
GOLDmAN: That's the distinction. In fact, if your corporation
were insolvent, then you could have a receiver appointed under the
Delaware Corporation Law and the receiver would distribute the assets
to the stockholders and wind up the business. And I should point out
to you that the provisions for appointing the custodian or receiver are
a summary proceeding under the Delaware Corporation Law which
means that you can get your whole case decided within a month.
53
So you can go from start from finish within a month.

52. Shareholder Deadlock:
(1) Applies when shareholders are so divided at a meeting to elect directors
that they cannot elect directors. DEL. CODE ANN. tit. 8, § 226(a)(1) (1983).

(2) Unlike a director deadlock, no showing of irreparable injury is required
in order for the appointment of a custodian to break a shareholder deadlock. Giuricich
v. Emtrol Corp., 449 A.2d 232, 238 (Del. 1982). Sre a/o DEL. CODE ANN. tit. 8,
S 226(a)(2) (1983).

(3) Important change from prior law: no longer requires deadlocks at two
consecutive meetings.
(4) "[I]t is more likely than unlikely that a Court will end up appointing

a receiver to liquidate a corporation where there are but two stockholders, both of
whom own 50% of the corporations' shares, when they are unable to agree on
anything." Brown v. Rosenberg, No. 833 (Del. Ch. Dec. 17, 1931), repdnted in 7
DEL. J_ CORP. L. 470, 477 (1982).
53. Powers of Custodians and Receivers:
(1) A custodian will be appointed under § 226(b) to continue the business
of the corporation. The custodian will not take steps to dissolve, liquidate, or distribute
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PEDANTICUS: Do I understand that, therefore, I would incur less
legal expense?
GOLDMAN:
Not really.
PEDANTICUS:
That is true. I am dealing with you.
GOLDMAN:
What happens is that since it's an accelerated proceeding, we work nights and we work weekends and we charge accelerated rates.
PEDANrICus:
You sound the very model of diligent nobility.
GOLDMAN:
I can also tell you that occasionally you can have
a receiver appointed for a solvent corporation if in fact you can show
irreparable harm, or fraud. In that case you could have a receiver
for a solvent corporation.
And we have another kind of animal here. It's called dissolution
of a joint venture corporation. This is a very peculiar section of the
Delaware Corporation Law. If you have a fifty-fifty company, that
is two stockholders each owning fifty percent, and one of the
stockholders wants to dissolve, he can go into court under section 273,
file a petition, and file. a plan and say to the court, I want the company dissolved in this manner. And then the other side has three
months, a very unusual situation, to respond. And he can respond
with his plan. And after that point in time, the court tries to work
out a plan. But the proceeding is limited to that situation and that
54
alone.
the assets of the corporation unless the corporation has abandoned its business and
has not taken the above steps in a timely fashion, DEL. CODE ANN. tit. 8, § 226(a)(3)
(1983), or unless the court so orders. See Giuricich, 449 A.2d at 240, for an illustration of the court's limitations on the role of a custodian.
(2) A receiver will be appointed for an insolvent corporation to break any
deadlocks and to exercise all the powers granted under § 291 (including taking charge
of assets, business and affairs, collecting outstanding debts, claims and property, and
appointing agents to serve under them for the corporation). DEL. CODE ANN. tit.

8, § 291 (1983).
(3) A receiver can be appointed for a solvent corporation as well, although
there is no language in the statute that authorizes such an appointment. Courts are
most hesitant to appoint a receiver for a solvent corporation, and will do so only
upon a showing of "fraud, gross mismanagement or extreme circumstances causing
imminent danger of great loss which cannot be otherwise prevented." Voege v. Anderson, No. 5639 (Del. Ch. July 18, 1978); Vale v. Atlantic Coast & Inland Corp.,
99 A.2d 396 (Del. Ch. 1953).
54. Dissolution of Joint Venture Corporation:
(1) Applies to corporations with two 50% shareholders.
(2) Either shareholder may petition the court stating its desire to discontinue the joint venture, proposing a plan for the disposition of corporate assets. If
the parties do not file either: (a) a certificate that they agree with the plan (within
three months); or (b) a certificate that the plan's distribution scheme has been completed (within one year), the court may dissolve the corporation and appoint a trustee
or receiver to administer and wind up its affairs. DEL CODE ANN. tit. 8, § 273 (1983).
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WALSH:
Pardon me Mike, I've always been puzzled by that section, and it's not clear to me whether every fifty-fifty shareholder corporation has access to that section or whether it is a fifty-fifty shareholder
corporation which in some fashion is denominated as a joint venture.
That's not dear. There are no decisions on point.
GOLDMAN:
However, the statute does say, a joint venture company. As I understand a joint venture company, it's a company which is formed by
stockholders for a specific purpose, one purpose only. So you might
get into a dispute as to whether or not the statute is applicable if it's
a general corporation which is formed for many purposes.
Now another way to do this is to form a corporation under the
close corporation law; however, I'm going to recommend against that
a little later. Under the statute which allows you to form a corporation if you have thirty or fewer shareholders, you could split the company if the business is so divided that the company is threatened by
irreparable injury. Moreover, if the certificate of incorporation .... 55
More suffering, as it were, Mr. Goldman?
PEDANTICUS:
That's correct, more suffering.
GOLDMAN:
PEDANTiCUS:

There is so much suffering in the world.

That's right.
Caused by the Delaware corporation.
PEDANTICUS:
And sometimes the clients. Now, if the certificate
GOLDMAN:
of incorporation provides that a petitioning shareholder has a right
to dissolve the company, then under the close corporation law he can
dissolve the company. But otherwise he's limited to the suffering doctrine. And the reason that we have this doctrine is that the courts
are loathe, so they say, to interfere with the business of a Delaware
corporation. Basically, they'll only get involved if the company is failing.
You talk rather confidently of a fifty-fifty situaPEDANTICUS:
tion giving rise to these interesting remedies you've described. Can't
GOLDMAN:

55. Close Corporation Provisions:

(1) In addition to the provisions of § 226, a custodian or receiver will be

appointed for a close corporation if. (a) the Stockholdm are so divided in managing
the business that the business is suffering or the threat of irreparable injury exists;
or (b) the certificate of incorporation provides the petitioning shareholder with the

right to dissolution of the corporation.
(2) Under DEI.. CODE ANN. tit. 8, § 353, instead of appointing a custodian,
the court may appoint a provisional director to break management deadlocks. An
application for such relief must be filed by at least one half of the directors, the holders
of at least one third of the stock entitled to vote for directors, or if more than one
voting class exists, by the holders of at least two thirds of the stock in any one class.
The court will appoint a provisional director when such action would be "in the
best interest of the corporation." DEL. CODE ANN. tit. 8, § 352(b) (1983).
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we set this up so that we do not have to face the prospect of the
deadlocks you contemplate?
GOLDMAN:

Yes, we can if you have the financing available or

what have you. You could have a majority of the shares of the company and split it up sixty percent for yourself, forty percent for the
others, or fifty-one percent for yourself, and so on. That might be
the best solution.
PEDANTICUS:

I don't have a lot of money, and it's becoming

apparent after our earlier session with some of your other partners
that I may have to pay dearly to make my invention fly. Isn't there
any way that I could give away stock and retain something less than
a controlled position but still have actual control.
GOLDMAN:
All right. Let's say you keep only forty percent, thirty
percent, or whatever. You can use one of several control devices, such
as the voting trust, the voting agreement, or the irrevocable proxy.
Now, I want to talk a little bit about each one.
PEDANTICUS:
I wish you would, they're all Greek to me.
Yes. The voting trust is a situation where you have
GOLDMAN:
a separation of the voting power and beneficial ownership. And actually

the voting trustee himself is given the voting power of the stock even
though he does not beneficially own the stock. The principal purpose
of this is to gain control of the company. The problem with a voting
trust under section 218 of the statute is that, there are many technical
requirements that you have to comply with in order to take advantage
of the voting trust statute. And there have been numerous cases in
this area. And if you fail on any one of the requirements of the statute,
then the voting trust fails. So people don't like to use this cumber56
some procedure because of the owner-trustee situation.
WALSH:
Pardon me, Mike, is one of those conditions the filing
of the voting trust document with the corporation?

56. Voting Trust:
(1) Definition: A written agreement in which shareholders agree to transfer
their shares to a trustee, who then votes the shares according to the terms of the
agreement. The key characteristics of a voting trust are: (a) the separation of stock
voting rights from other ownership attributes; (b) irrevocable transfer of voting rights
for a fixed time; and (c) a principal purpose of gaining control of the corporation.
Lehrman v. Cohen, 222 A.2d 800, 805 (Del. 1966). See DEL. CODE ANN. tit. 8, §

218 (1983).
(2) Statutory Requirements:

a. Duration limited to ten years, which may be extended within two

years of expiration. DEL. CODE ANN. tit. 8, S 218(a), (b) (1983).
b. Agreement must be filed in registered office of corporation, and
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That would be one.
And is that a fatal flaw if you don't do that?
GOLDMAN:
That I don't know. I believe it is, but I suspect that
it wouldn't, it would depend upon whether the party complaining had
knowledge of it, even absent the filing with the corporation. I guess
the court would look at it as a practical matter. But that's the problem
with voting trusts, so you have to use a trustee.
Now practically speaking, I would only use a voting trust in two
situations. The first situation is you have a dispute among the
stockholders and they just can't get along. And neither one wants the
other one to manage. In that case, you can bring somebody else in,
give him the stock, and he can take over the company. And you put
a period of time. Let's say three to five years.
Another situation is a case in which even though you don't have
a dispute, you want to bring in a professional manager to your company to run the company. And he says to you, well, that's not enough
comfort for me, I don't like the idea that either one of you can fire
me. I want to make it absolute that you can't get rid of me. Now
in such a situation you could give such a person a voting trust and
give him the stock and give him the power even though he had absolutely no ownership in the company.
Now a second way of doing this would be the voting agreement
which is also governed by section 218 and is limited to ten years duration. This is simply an agreement among two or more stockholders
in which they decide in the agreement how they're going to vote the
7
stock.
GOLDMiAN:

WALSH:

be open to inspection by stockholders and beneficiaries of the trust. Id. at § 218(a).
Note: Beneficiaries of the trust are limited to shareholders who created the trust and
transferred their shares to the trustee. New York University v. Foye, 269 A.2d 63
(Del. 1970).
c. Stock certificates transferred to the trustee are cancelled; new certificates are issued to trustee as record holder. DE.L. CODE ANN. tit. 8, 5 218(a) (1983).
d. Unless stated in agreement, majority of trustees shall determine
how shares will be voted. If the trustees are equally divided, the shares will be voted
in like proportions. Note: The statute does not require a trust to accept the shares of
any stockholder. See DE.L. CODE ANN. tit. 8, § 218 (1983).
57. Voting Agreement:
(1) Definition: A written agreement between two or more stockholdcrs which

may provide that "in exercising any voting rights, the shares held by them shall
be voted as provided by the agreement, or as the parties may agree, or as determined
in accordance with a procedure agreed upon by them." DEL. CODE ANN. tit. 8, 5
218(c) (1983).
(2) Statutory requirements:
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The third possibility would be the irrevocable proxy. Now normally when you give a proxy, that's the right of somebody else to
cast your vote. It only lasts for three years, and no more. But if it's
irrevocable, it lasts for whatever period of time you provide for in
the agreement. Now in order to make it irrevocable, it has to be coupled

with an interest which would be one which has economic reality. The
early cases really dwelled upon this point and talked about the economic
realties of a transaction. For example, there was one case in which
certain individuals paid ten cents for an option, and the option
was they could buy stock for twenty dollars a share and the stock was
only worth a dollar a share at the time. The court ruled that this was
a sham, and would not support an irrevocable proxy and would be
vote buying and threw it aside. Now more recent decisions, it's submitted, would allow this type of an agreement. Of course, the courts
have concluded that people can get together and agree to whatever
they want to so long as this is not a specific fraud situation.5 8
a. Duration limited to ten years, which may be extended within two
years of expiration of agreement. Id. at § 218(c), (d).
b. Voting agreements will be valid, notwithstanding the fact that their
terms may not comply with the more precise requirements for voting trusts under
subsection (a). Id. at § 218(e) (1983).
58. Irrevocable Proxy:
(1) Definition: An irrevocable proxy is one which is "coupled with an interest
sufficient in law to support an irrevocable power. A proxy may be made irrevocable
regardless of whether the interest with which it is coupled is an interest in the stock
itself or an interest in the corporation generally." DEL. CODE ANN. tit. 8, § 212(e)

(1983).

(2) Statutory Requirements:
a. No upper limit on duration so long as stated in proxy. Otherwise,
there is a three year limit. However, if irrevocable proxy "is part and parcel of a
voting agreement," it is likely that the ten year limit that applies to voting agreement
would apply to the irrevocable proxy, as well. FOLK, supra note 51, § 218, at 242.
b. The proxy must state specifically that is irrevocable. DEL. CODE
ANN. tit. 8, § 212(c) (1983).
c. Key issue is whether a proxy is "coupled with an interest." As
stated by Professor Folk, the statute recognizes an interest in the corporation generally (e.g., a creditor's interest), overruling the decision in In re Chilson, 168 A. 82 (Del.
Ch. 1933). However, it is not entirely clear as to what other "interests" would be
sufficient. FOLK, supra note 51, at 241.
d. Early cases determined that where a transaction had no economic
reality, it would be considered vote buying and illegal as against public policy. Chew
v. Inverness Management Corp., 352 A.2d 426 (Del. Ch. 1976); Hall v. John S.
Isaacs & Sons Farms, Inc., 146 A.2d 602 (Del. Ch. 1958); Macht v. Merchant's
Mortgage & Credit Co., 194 A.2d 19 (Del. Ch. 1937). However, recent decisions
have indicated that the aforesaid are outmoded and that a charge of vote buying
will not be sustained absent a clear showing of a fraudulent purpose and an intent
to disenfranchise other stockholders. Wincorp Realty Investments v. Goodtab, Inc.,
No. 7314 (Del. Ch. 1983), reprintedin 8 DEL. J. CORP. L. 636 (1983); Schreiber v.
Carney, 447 A.2d 17 (Del. Ch. 1982).
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PEDANTicus: Satisfy my curiousity on one point. How have our
courts become suddenly so solicitous of vote buying?
GOLDMAN:
I wouldn't put it that way, although some commentators have recently. But it seems to me what they are trying to do
is to say, and I think this is sort of a modern view of corporation
law in general, that two people can get together and agree to almost
anything so long as they don't hurt somebody else. And the court's
going to enforce that type of an agreement. If you hurt somebody
else deliberately, the court is going to step in and set it aside.
WALSH:
Pardon me, Mike. I would assume that an employment relationship would be the kind of interest that would support
that proxy.
GOLDMAN:
No, I don't know that that's so. I don't know of
any such cases.
WALSH: How about the example you gave where . . .
GOLDMAN: That's a voting trust.
WALSH: But suppose instead of a voting trust two disputing
shareholders bring in the third guy and say look, you run it, you're
an expert, you're a professional. And the guy says yeah, but I want
protection, give me a proxy. Is that coupled with an interest?
GOLDMAN: I think that that would be coupled with an interest
but if I were the individual involved who was going to be the professional manager I'd want the voting trust as opposed to the proxy.
There's been too much litigation on proxies and as you can see, in
the short period of ten year's time the court's gone from one type
of doctrine to another type of doctrine and I think it's just too volatile.
And I wouldn't want it. On the other hand, if I were the people giving it, I'd rather give them a proxy. I should mention this one point
about the voting agreements. It's believed now that they will be
specifically enforced but there was a time when they were not. And
that's exemplified by the famous Ringling Brothers, Barnum and Bailey
case.

59

PEDANTicus:
GOLDMAN:

Ah, the circus.

That's right and the situation did evolve into a cir-

cus itself because this is what happened. They had an agreement,
two stockholders, that if they couldn't agree on how to vote their stock
for directors, an abritrator would decide. Well, they couldn't agree.
The arbitrator made his decision, and then one of the two said I'm
not going to go along with it. Now, when they went to court, the

chancellor held that the agreement was valid but what he did was he
59. Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling, 53 A.2d
441 (Del. 1947).
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threw out the votes of the stockholder who wouldn't go along with
the agreement and thereby giving the other side control of the com-

pany. Instead of specifically enforcing the agreement, he merely threw
out the votes. Which in effect gave the defendant victory. So you have

60
to be careful of that type of an agreement as well.
PEDANTICUS:
Incidentally, in the case of a voting trust, if we
were to set one up, or a voting agreement, is it possible to modify
it, to bring other people into this? We've had some expansion of
investment. We might want to keep them under control too. Can you
enlarge such an arrangement?
GOLDMAN:
You can, if it so provides in the agreement itself.
PEDANTICUS:
What happens in the death of those who have an
interest in a voting trust or are parties to a voting agreement?
GOLDMAN:
Is your question more general as to what would
happen in the case of the death of yourself in this corporation?
PEDANTICUS:
I do not contemplate my own death in the
immediate future. Nonetheless, I think I should be enlightened about
that.
GOLDMAN:
This is perhaps the most important point that we
can cover with you. I think this shoulU be covered either by restrictions on the stock or a buy-sell agreement. Restrictions on stock are
permitted by section 202 of the Delaware General Corporation Law
and they tell you in that section what types of restrictions are permitted.
You could have first refusals and options. You could have mandatory
buy-sell agreements. Or you could have any other provision which
the court deems reasonable. Correspondingly, the cases have held that
if a provision is manifestly unreasonable, it will not be upheld. And
what you have to do here is your attorneys have to look on a case-bycase basis and see whether what you want will come within those cases
or close to it. Another way to do it is to have this buy-sell agreement.
This is really the basic way that you can protect yourself and that's
the one I'd recommend. You can have buy-sell agreements which are
cross-purchase agreements which means that the stockholders purchase
stock from one another. 61

60. Ringling v. Ringling Bros., 49 A.2d 603 (Del. Ch. 1946).
61. (1). Governed by DEL. CODE ANN. tit. 8, 5 202. That section "is broadly
applicable to both large and small corporations, although its provisions will likely

be used most frequently by closely held enterprises seeking to keep their shares in
friendly hands." FoLn, supra note 51, § 202, at 197.
a. Section 202(a) requires a "written restriction," "noted conspicuously" on the stock certificate. Without such notation, the restriction will be
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Or in a situation in which the stock is redeemed by the corporation itself, or perhaps the most common would be the hybrid. And
the hybrid works like this. Say you want to sell your stock, then you
announce this to the other stockholders. They have the right, pro rata,
within a certain period of time, say thirty or forty days, to decide
if they want to take up your stock pro rata. If they do, fine. If they
don't, then for the next thirty days the corporation has the right to
take up your stock pursuant to a formula. Now if the corporation decides
not to then that right goes to the shareholders, and they can buy in
any way in which they choose among themselves. You can have variations. Some of the most important issues are: what will the price be?
Should it be mandatory or optional? How should you make the payment? And how will the payment be funded? Now this is the place
where most attorneys have problems when we're talking about the
purchase price. The available methods are using the book value of
the company, the market price, or the highest price from a bona fide
purchaser, to have an actual appraisal of the company, or the combination of two or more of the above. But regardless of which method
you use to price your company, it's very important to keep it updated.
valid only against those with actual knowledge of its existence. DUs.. CODE ANN. tit.
8, § 202(a) (1983).
b. Restrictions may be imposed by the certificate of incorporation,
the bylaws, or by agreement among any number of stockholders, or by an agreement
among such stockholders and the corporation. Restrictions will not apply to shares
issued before adoption of the restriction unless the holders of those shares consent
thereto. Id. 9 202(b).
(2) Types of restrictions allowed under § 202:
a. First refusals and options.
b. Mandatory buy-sell agreements.
c. Restrictions which require the corporation or designated
stockholders to consent to a transfer of securities or approve the proposed transferee.
Grynberg v. Burke, 378 A.2d 139, 147 (Del. Oh. 1977). Consent restrictions under
§ 202(c)(3) will be valid if they bear some reasonably necessary relation to the best
interests of the corporation. Id. at 139. "If anything, it may be that § 202(c) places
the burden of demonstrating the unreasonableness of such enumerated restrictions
on the party attacking them." Id. at 147. &ealso Din.. CODE ANN. tit. 8, § 202(c) (1983).
d. Transfer prohibitions (to designated persons or classes) will be
allowed, if designation is not "manifestly unreasonable." A bar against sales to persons representing competitive interests, and probably a bar to nonfamily members
or those outside a defined business group, could be sustained. FoLx, supra note 51,
§ 202, at 199.
e. Restrictions to maintain a favorable tax status (conclusively
presumed to be for a reasonable purpose).
f. Any other lawful restriction. Presumably, the Gronberg test would
apply. GOynberg, 378 A.2d at 139.
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There was a case in Delaware, for example, where the agreement
was to update the value of the company every six months, and that
this value would be used in the buy-sell situation. Now what happened
was they didn't revalue the company for thirteen years, and then one
of the partners died, and his stock was suppose to be purchased by
the other one, and the court said, well, it's just too bad. We're going
to use the value which was fixed thirteen years ago, which, of course,
was a very small fraction of what the company was worth. So this
is the type of thing you have to be wary of.6 2 The second . . .
62. Issues in drafting buy-sell agreements: (1) how should the purchase price
or method to calculate that price be determined; (2) should the purchase be mandatory or optional; (3) on what terms will the payment be made; (4) how will the
payment be funded; (5) what events will trigger the terms of the agreement. See generall
J. RABKIN & M. JOHNSON, CURRENT LEGAL FORMS WITH TAX ANALYSIS, FORMS 15-1501

(1984).

(I) Determination of purchase price or method of calculation is possibly
the most important issue, however, it is often given less attention than it deserves.
This is unfortunate, because an agreement including a price which later seems too
low or too high (depending on the side of the transaction) will be enforced. See Shields
Dev. Co. v. Shields, No. 5530 (Del. Ch. 1981), reprinted in 7 DEL. J. CORP. L. 354
(1982); Mitchell Assocs., Inc. v. Mitchell, No. 6064 (Del. Oh. 1980).
(a) Available methods: (1) book value at time of purchase or as
reviewed at specific times during the life of the agreement; (2) capitalization of earnings; (3) market price or highest price from a prospective bona fide purchaser; (4)
appraisal; (5) mutual agreement; or (6) combination of two or more of the above.
C. ROHRLICH, ORGANIZING CORPORATE AND OTHER BUSINESS ENTERPRISES § 2.27 (5th
ed. 1983).
(b) Regardless of the method chosen, the price should be reviewed
periodically. An example of the consequences of failing to review periodically can
be found in Mitchell Assocs., Inc. v. Mitchell, No. 6064 (Del. Oh. 1980), in which
the agreement stated that the shares would be valued twice annually by the board
of directors. The agreement also stated that the purchase price would be set at the
value "set at the last preceding directors meeting at which value was agreed upon."
Unfortunately for the seller, the last meeting at which value was agreed upon occurred more than 13 years before the stock (which had appreciated) was sold. Id.
(2) Mandatory or Optional Purchase Requirement. Resolving this issue
will involve the weighing of factors such as the desire to perpetuate ownership of
the shares within a predetermined group, the desire for flexibility (or lack thereol)
of ownership percentages and the desire for flexibility in purchase obligations (because
of financial considerations).
(3) Terms of payment should be clear so that all parties to the agreement
will be able to meet their obligations as they arise.
(4) Funding of Payment. This issue should be resolved when the agreement is entered into, to avoid unforeseen problems in the future. For example, if
there is a mandatory redemption provision, steps must be taken so that the corporation's capital will not be impaired by purchasing the shares. See DEL. CODE ANN.
tit. 8, §§ 160, 243 (1983). In the event that the transfer provisions are triggered on
the death of the shareholder, one method through which both other shareholders and
the corporation can protect itself is by taking out life insurance policies on all the
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Pardon me, Mike, if I may interrupt. Although in the
context that we are talking about, Doctor, I don't think that a buysell agreement is nearly as critical as it is in many, many start-up
cases, particularly those start-up cases where there is more than one
principal. And our observation is that in those situations, one of the
biggest mistakes that can be made is to not have a very specific and
thought out buy-sell agreement. The second biggest mistake is not
to review that periodically, because there is some very interesting case
law, one of which Mike just pointed out, which suggests disastrous
results through the failure to periodically review buy-sell agreements,
particularly as it relates to the determination of price.
GOLDMAN:
That's right, and the next thing you have to look
to is the liquidity. For example, how is the corporation going to pay
for this stock if, for example, its assets are tied up in real estate or
what have you. Also the corporation's capital cannot be impaired. That
is to say you can't put the corporation in insolvency just to buy in
your partner's stock. So what is suggested by us many times is that
you purchase an insurance policy in order to cover the purchase price
of the stocks. So that if one of the stockholder's dies, the insurance
policy kicks in and pays his estate to buy him out.
PEDANTICUS:
This would apply both to minority as well as
majority, that is me, stockholders?
GOLDMAN:
That's right. That's right.
WALSH:
Indeed, the buy-sell agreement is the critical protective feature for a minority. In the absence of that, the minority shares
are worth what the majority says they are, so it's very important.
GOLDMAN: The alternative to the buy-sell is to use a close corporation statute. What you can do there is you can put the terms
of the buy-sell in your certificate of incorporation or you can put your
stock restrictions in your certificate of incorporation which means that
WALSH:

other shareholders. The proceeds from those policies could then be used to purchase
the shares. Id.
(5) Events Triggering Agreement. Drafters should clearly state the events
that would cause a buy-sell agreement to operate. Depending on its purpose, the
agreement could be triggered by, inter alia, death of a shareholder, disability (preventing a continuing active role in the business), bankruptcy, relocation from the
city in which the stockholder works for the corporation, acquisition of an interest
in a competing business, or a deadlock among shareholders of a dose corporation.
In the latter case, the agreement would allow an unwanted or disgruntled party to
be bought out of the business. Because of the potential unfriendliness in such a situation, drafters should be particularly careful to delineate the method for determining
the value of shares. See F. O'NEAL, CLOSE CORPORATzONS, § 9.05 (1971).
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you have to have them on file in Dover and you have to file them
in the Recorder of Deeds' Office so that everybody can see what the
setup of your corporation is. And I wouldn't advise it for that reason.

Furthermore, . . .
If you did advise it, I would not accept your advice.
Furthermore, every time you wanted to amend these
things you'd have to file amendments and pay the Secretary of State's
Office, and you'd have to pay the Recorder of Deeds. So you're saving
an expense by doing away with the close corporation situation and
merely using the buy-sell.
PEDANTICUS:
GOLDMAN:

FINANCING ARRANGEMENTS
WALSH:

We've talked a lot this morning in rather general terms

about financing and Doctor, I've brought Mr. Hamilton, our partner

who is expert in effecting financing arrangements. I'm hopeful that
he can respond to some of the issues that we raised this morning.
I hasten to point out, Doctor, that we are loath to recommend
clients to invest in another client's business. Generally we will look
to the client to go face to face with his banker or his investment advisor
or the venture capitalist in identifying equity investors. But in any
event, we will guide you through that negotiation process and we will
guide you through the debt financing process. I'd like you to address
your attention to that and if you have any specific questions address
them to Mr. Hamilton.
PEDANTICUS:
As I understand it, you are not interested in any
of your clients becoming my investors, and I accept that. But in view
of my naivete is there anyone you could suggest to me who would
find people interested in investing-brokers, and the like? I suppose
I could talk to my bank.
DAVID L. HAMILTON:I
I think the local bank is certainly a place
to start.
PEDANTICUS:
Leave that to me then. But go ahead. Excuse me.
HAMILTON:
Before anyone can really focus on how you're going
to get there, I think we need to focus on what it is you need to finance,
what property you need to handle with financing. As I understand
it from Mr. Walsh, your present plans are to lease space in an industrial
I B.A., 1970, Haverford College; J.D., 1975, Emory University. Memaber
of the law firm of Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware, where
he presently devotes the major part of his practice to the structuring and closing of
financing transactions, representing both lenders and borrowers.
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park. So you're not going to be financing at this point a building
or a real estate acquisition. But that your principal needs are several
million dollars of equipment which you need to get this business going.
Perhaps three-quarters of a million, $750,000 for a marketing effort,
and some $500,000 in addition for working capital.
I understand you've mentioned to Mr. Walsh an interest in doing
a public offering as sort of a quick way to get some free money. I
think the first thing I want to do is to discourage you from that course
and suggest to you that it may be more productive some years from
now when your business is a greater success. And the reason for that
is a traditional public offering is going to be extremely expensive and
time consuming for you. It's not free money at all.63
PEDANTICUS: Could you give me some idea of what those costs
would be?
HAMILTON: To start with you've got to find somebody to underwrite the offer. And I think you can look at numbers in the range
of six to ten percent right skimmed off the top to an underwriter.
You've got other fees which could easily, quickly get into six figures
and probably not stop until you're close to $400,000. Those fees would
be for the lawyers, accountants, printing costs, Securities and Exchange
Commission filing fees, 64 state securities law filing fees, and transfer
agents. There's just a plethora of people that are going to be there
with their hand out if you do a public offering.
PEDANTICUS: $400,000 to raise how much money in toto?
HAMILTON: Well, that's really the problem. Those costs tend
to be somewhat fixed except for the underwriter's spread and whether
you raise $2 million or $20 million, a lot of those costs are going to
be the same. As a rule of thumb, if you look through the financial
journals that do equity offerings, I think we'll find a sort of bottom
65
at around $30 million.
63. Not infrequently a client has heard or read stores about the case of raising
capital from a securities offering. It is important that a person contemplating such
activity realize that there are two significant costs in the form of dilution and loss
of corporate control which are fundamental. As to dilution, the issuer is selling a
piece of the future of the business. Any investor of course will share in expansion
and any increase in value of the business. As to control, selling equity often will
have an impact upon control of the business entity depending upon the form and
amount of equity sold. In addition, the presence of stockholders with specific rights
under the corporate law may not be the best thing for the new and emerging business
where management must make difficult decisions and take business risks.
64. Full federal registration under Securities Act of 1933 requirements is
expensive and time consuming.
65. As a rule of thumb, average initial public offerings are $30-50 million.
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In other words, the less I raise, the more it costs me.
As a percentage, that's exactly right. The other big

HAMILTON:
cost is after the fact: reporting requirements, the requirements of becoming public.
PEDANTICUS:
HAMILTON:

Reporting to whom?

Basically four areas I think. You've got periodic
reporting with the Securities and Exchange Commission. You've got
problems whenever you solicit stockholder votes under the proxy rules,
in terms of information reporting. You have to report insider trading

transactions of principles and the company. And you also have some
accounting requirements under something called the Foreign Corrupt
Practices Act. The particular things that Act is dealing with that I'm

talking about are not related to foreign activities or corrupt practices.
But within that Act there are accounting procedures required of public
companies.
PEDANTICUS:
What a misleading name for a piece of legislation.
WALSH:
If I may, I think that the cost and the followup reporting aspects suggest that this is something we do not want to consider
at this time. 66 This is not in the cards, Doctor, and I think that we
will be looking perhaps five, ten years down the road to a public offering if everything is successful. But at this point I think we should dismiss
that subject.
PEDANTICUS:
By this process of elimination, where are we left?
Can we borrow without getting into the horrors that your partner has
described?
HAMILTON: Just one last comment. You should keep in the back
of your mind the possibility of a nonpublic offering6 7 as an interim step.
PEDANTICUS:
What is the distinction between a public and a
nonpublic?
HAMILTON:
The distinction is that the requirements under the
66. There is also a problem with resistance in the marketplace. Without any
track record a new company may find it difficult to sell equity securities in the public
market.
67. 1933 Act § 4(2). Under Rule 506, offers meeting the conditions of Rules
501 through 503 in which the issuer reasonably believes that there are no more than
35 purchasers (not counting accredited investors), each of which is either an accredited

investor or has such knowledge and experience of financial and business matters that
he is capable of evaluating the merits and risks of the prospective investment, are
specifically exempt within the meaning of § 4(2) of the 1933 Act. Nonetheless, Regulation D is expressly nonexclusive, and an issuer's failure to comply with Rule 406
does not raise a presumption that the exemption provided by § 4(2) is not available.
It continues to provide a basis for exemption in case of private placement of certain
debt securities with institutional lenders.
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securities acts are quite different and if you can qualify as a nonpublic
offering, a lot of those horrors that I outlined for you don't apply,
and there's some specific rules on that in particular, something called
Regulation D. 68 But to summarize, I think even that, less the amounts
you're talking about, is not going to be productive course. I think
what we really ought to steer towards is some more conventional debt
financing arrangement.
PEDANTICUS:
Could you be a little more specific?
HAmIILTON:
You mentioned your local bank before when you
asked us about where you would go to find financing. I'm curious
whether you have any bank relationship now because oftentimes the
best financing is right in your back yard, and the bankers and quick
talkers that have all these wonderful deals for you won't be at your
own bank.
PEDANTICUS:
Mr. Hamilton, I am not a major depositor at my
bank.
HAMILTON:
I assume not a major creditor either, or debtor.
PEDANTICUS: Neither.
HAMILTON: One of the problems that I think we're going to
find in financing this package for you is that with computer equipment, which I think generally has a short useful life and with a lot
of money for working capital and promotion activities, any lender is
going to be concerned about the evaporation of its collateral. And I
think you're going to find that you have to put up a large amount
of your own money in order to get financing going for this equipment. I suspect from what you've said that that may be something
of a problem. One of the alternatives we ought to look at, as to the
68. 17 C.F.R. § M 230.501-.506 (1983). Rule 504 provides an exemption for
sales of securities not exceeding $500,000. Although Rule 504 does not mandate specific
disclosure requirements, the issuer is subject to antifraud and civil liability provisions
of the Federal Securities Law.
If securities are sold under Rule 505 or 506 to any person who is not an accredited
investor, the issuer must deliver specified information to every underlying purchaser.
The exact information required will depend on whether the issuer is a reporting company under the Exchange Act and, if it is not a reporting company, the size of the
offering.
One cannot use general solicitation or general advertising in connection with
Regulation D offerings except in certain offerings under Rule 504. Further, there
are limitations on resale: reasonable care to assure that purchasers of securities are
not underwriters, including reasonable inquiry to determine the purchaser's investment purpose, written disclosure of the resale limitations, and placement of a legend

on the certificate. Rule 504. Rule 503 requires issuer to file notice on Form D with
the SEC at specified times during and upon completion of the offer. S&c also Donahue,
Regulation D. A Primerfor the Practitioner, 8 DEL. J. CoRP. L. 495 (1983).
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equipment any way, is the possibility of a leasing transaction. It does
carry with it the advantage of little or no initial downpayment if you
can get it properly structured. And it is also possible that the overall

cost of the financing transactions to you will be reduced because the
tax advantages of ownership of the property can be transferred to

69
someone else who can make better use of them than you can.
Now let me see. This way by leasing I'm really
PEDANTICUS:

borrowing. We're calling it leasing, is that it?
In a short hand that's right. Now it's going to be
HAMILTON:
important that if we do a transaction of that kind, though, that proper

steps are taken to assure that for tax purposes it is truly a lease; because
if it's treated as a borrowing, then the tax people are going to look
through it and disallow the advantage that I spoke of-the advantages
of ownership for tax purposes in another party. There are some other
advantages to leasing which probably wouldn't have a great effect on

a new business such as yours, but there are some beneficial accounting treatments in terms of keeping assets off of your balance sheet
and keeping what would otherwise be debt off of your balance sheet
70
and improving some of your balance sheet ratios.
WALSH:
If I may, Doctor, we talked previously about equity
funding which would provide a sufficient equity or buffer so that we
could then do some debt financing. There has been an awful lot of
government sponsored, that is local, state and federal government sponsored debt financing, referred to as IDBs or Industrial Development
Bonds or Industrial Revenue Bonds. It seems to me that given your
program of renting a facility of three- to four-thousand square feet in
some industrial park in the local area, that there ought to be some
type of government sponsored financing available to buy the equip69. There is the possibility of reduced overall cost of the financing reflecting
the lessor's greater utilization of tax advantages. The fundamental objective will usually
be to invest the lessor with ownership of the leased property for tax purposes and
to insure to the lessor the most advantageous tax incidents of such ownership. Lease
terms: In order for lessor to be treated as such for tax purposes, the relationship
between lessor and lessee must be that of a "true lease." See also I.R.C. § 48(d) (1984).

The lessee can effectively defer income tax liability if lease rentals are higher
than allowable depreciation and interest would be with respect to the property involved.
Lease rentals are paid out of pretax income while principal amortization portions
of purchase money indebtedness are paid out of after-tax income.
70. From an accounting point of view, the lessee's obligation to pay future
rents generally is not reported as a liability on its balance sheet and the leased property

is not shown as an asset. See Statement of Financial Accounting Standards No. 13,
Accounting for Leases (Financial Accounting Standards Board, No. 1976). The cosmetic
advantage of this treatment is that it improves balance sheet ratios used by credit
analysts in determining a business's financial strength.
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ment, and to make up the difference between the equity hinds and
the approximately $3-3.5 million that you're looking for.
Is that expensive?
PEDANTICUS:
I don't know, and I'd like to explore that. David, can
WALSH:
you do that?
Why don't we do that. By way of coverage, as other
HAMILTON:
people are going to mention it to you, and I don't want you to feel
that we've been remiss, there are some local programs handled by
the Small Business Administration 71 and various economic development corporations locally here. 72 I think that you'll find that most
of them unfortunately are too small to meet your needs. I think what
we should look at seriously is the possibility of using a so-called
Industrial Development Bond financing for you. The principal
advantage of such a financing is that you pay a lower interest rate.
How is that?
PEDANTICUS:
It's because the person that really is standing in the
HAMILTON:
shoes of a lender, although he wears the title of being a bond purchaser, a bond holder, is receiving the interest on the loan, and he's
not having to pay taxes on it. So he's willing to give you a better
rate as a result of that. Currently, if you do find lenders locally, lending at eight percent and sometimes lower than eighty percent ...
PEDAINICUS:

Eighty percent of what?

Of the prime rate, which yesterday, anyway, was
So you're talking about an interest rate of ten at
/2
percent.
at about 12
eighty and better than that if you can negotiate someone lower. The disadHAMILTON:

71. The Small Business Administration (SBA) has available direct loans or participation with banks or other private lending institutions. These must be no more
than $150,000 for a direct loan and no more than $500,000 guaranteed SBA will
provide no more than 90% participation.
72. Section 503 local development company programs (15 U.S.C. § 6360)(10),
637(a) (1982)); Delaware Development Corporation, Wilmington Economic Development Corporation, New Castle County Economic Development Corporation. Under
this program, the SBA takes a secondary position in the long-term financing of a
new business. A local bank takes the first 50% of the financing and SBA provides
the next 40% up to $500,000.
The U.S. Department of Housing and Urban Development Action Grant
(UDAG) program encourages communities to leverage the use of private funds. These
grants are used to help finance projects which are successful in attracting private investment for commercial, residential and industrial development. Specific projects
which stress public-private partnerships are encouraged, and eligible areas of activities
include neighborhood revitalization, rehabilitation and job creation through the construction of commercial and industrial structures. Interest rates and terms of private
loan arrangements are negotiable. There are no statutory limitations on maximum
project costs. See 24 C.F.R. part 570 for Regulations on Urban Development Action
Grants.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 9

vantages to the tax-exempt Industrial Development Bond financing
is that you do have to jump through some hoops in order to finally
get at that end spot of having the tax-exempt rate. We'll have to consider both questions of local law, finding an appropriate governmental authority that under its enabling statutes can finance the property
we're talking about. We'll have to deal heavily in the federal tax law,
because we have to meet a variety of stringent requirements to assure
that this interest is tax exempt. And we'll always find that there are
some specific requirements of whoever the lender or bond purchaser
is. You're going to generally treat it like any financing, but they're
also going to want a lot of extra protections basically to cover them
in the event that it turns out that this interest is in fact not tax exempt,
the good intentions of everyone notwithstanding.
PEDANTICUS:

All things considered, for the basic place of assembly

I have in mind in the industrial park, is my understanding correct?
Do you think this is the route to go, the best and the most practical?
HAMILTON:
I guess that all depends on what kind of a deal you
can negotiate on the space in the industrial park, but I think it's
appropriate not to tie up a lot of capital or debt in building at this
early point in your corporate life, in your business life. Use that money
for other things which you need, and I think you're better off paying
rent on a building at this point.
PEDANTICUS:
It seems to me then we ought to at least take a
long hard look at what you've described, the IDB, is that your term?
HAMILTON:
That's the term. It stands for Industrial Development Bond, and we would hope that we'd have a tax-exempt one.
We do have one problem in your set up and that is that under the
statute, in order to be tax exempt, we would have to rely on a so-called
small issue exemption for issues up to $10 million. 73 Under that pro73. In determining the face amount of an issue for purposes of the $19 million
limitation on small issues exemption, one must take into account the aggregate amount
of capital expenditures paid or incurred during the six year period beginning three
years before the date of the issue and ending three years after such date with respect
to any facility located in the same incorporated municipality or in the same county
the principal user of which is or will be the same person. The IRS position is that
a lessor together with lessees who rent more than 10% by value of the facility are
principal users. Further, Reg. § 1.103-10(b)(2)(iv) excludes from capital expenditures
expenditures made by a person other than the user, a related person, or a state or

local governmental unit, with respect to personal property leased to the user of the
facility financed by the $10,000 exempt small issue or a related person. The lessor
must be the manufacturer of or be in the business of leasing the same or similar
property and the property must be a type which under normal business practices
is ordinarily the subject of a lease. Finally, a substantial user of the facility during
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vision of the Internal Revenue Code, substantially all proceeds of the
financing must be used to finance either real estate or depreciable
property. And "substantially all" has been defined by the Internal
Revenue Service as meaning ninety percent. Only ten percent of the
proceeds from this financing can be used to finance such things as

working capital, or your promotional costs. So we're going to have
to somehow change what you want to finance out of this IDB because
your present mix is far too heavy. You've got over fifty percent in
what I call soft costs, and that's going to be way over the ten percent
limit. So we're going to either finance some of those soft costs
somewhere else or finance more equipment if we're going to do a deal
on making it tax exempt.
PEDANTICUS:
Then perhaps we come right back to your investor
stock, your venture capital type. Do we use their money for soft, and
government money for hard?
HAmILTON:
I think that's a question of what can be negotiated
with the venture capitalists. I think anybody that's putting up money
prefers to put it up for hard stuff, and it's probably going to take

a sales job to get someone to put up a lot of capital to pay for advertising. I think that's something we'll have to work out with them.
WALSH:
I assume that there would be no prohibition in the IDB
to seeking conventional bank financing in addition to the IDB.
HAMILTON:
No, there wouldn't be. That would be all right.
There's no restriction on other financing in connection with it.
PEDANTICUS:
What would the IDB folks want back by way of
security, like a mortgage or something?
HAMILTON:
I think you have to look at it, it's really just like
any other financing. And the person putting up the money is going
to want it collateralized. It won't be a real property mortgage, but
they're going to certainly want a security interest, a lien interest in
your personal property of the business, and they may also want, in
the five-year period preceding the date of the bond issue (or related person thereto)
cannot receive directly or indirectly 5% or more of the face amount of the issue in
payment for his interest in the facility.
Generally speaking, regulations require that a bond resolution or some other
similar official action towards issuance of the bond must be taken by the issuer of
the bond prior to the date the facility is first placed in service. The effect of this
requirement is to prevent retroactive financing and is the reason why parties contracting to acquire a facility are generally advised to include taking action with respect
to the bond issue as a condition of the contract.
There is a further limitation. The general rule is that average maturity of the
bond issue cannot exceed the average economic life of the facility financed by more
than 120%. I.R.C. § 103(b)(14) (1984).
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fact I would expect them to want, personal guarantees, and any type
of credit enhancement device that will improve the picture for them.
They're looking at a new business which exists really only on paper.
And they're going to view that as a significant risk.
PEDANTICUS:
Inasmuch as my guarantee is worthless, I shall be
delighted to give it.
HAMILTON:
Let's not tell them that.
PEDANTICUS:

I will leave the deception to you sir.
ATTORNEYS'

FEES

WALSH:
Doctor, if I may, we are going to approach lunch time
soon. I assume you'll join us at the club, and I am assuming that

they'll let you in. But before we do that, it occurs to me that we have
overlooked what is probably a very critical issue and that is fee. And
I would really like to address that, certainly before lunch, which may
make lunch a moot issue. It's readily apparent, Doctor, that this is
a major venture. There are all kinds of documents that need to be
prepared, a buy-sell agreement, a lease agreement, and the IDB financing paperwork is beyond all belief. There's the continuing advice that
we're going to have to give, and I honestly anticipate that the fees
will be substantial. You have repeatedly told us that you have limited

means, and I would therefore like to explore the possibility of this
firm taking an equity position in your venture.
PEDANTICUS:
Splendid.
WALSH: Now, I would like to suggest that we would like some
arrangement whereby when your company becomes profitable, we will
be paid part cash, but we will discount that bill to you based upon,
at this time, taking some equity interest. And I have asked my partner, David Ripsom, to join us to discuss this because the matter of
a law firm taking an equity interest in a client venture is subject to
some dispute and disagreement. I'd like to review that subject with you.
DAVID B. RIPSOM:1t
Doctor, Peter touched on a few things that
have been on this question but maybe before approaching the

mechanics, the details of the arrangement that Peter alluded to, let
me give you a little more detail on exactly what you're getting for

11 B.A., 1971, Lafayette College; J.D., 1974, University of Virginia. Member
of the law firm of Prickett, Jones, Elliott, Kristol & Schnee. Member of the Delaware
Bar and. its General Corporation Law Section and Commercial Law Committee;
American Bar Association Committees on Banking and Consumer Finance. His practice
is predominantly in the corporate, securities and banking area.
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payment of services and that gives you an idea of fairness of any
arrangement that we agree upon.
PEDANTICUS:
Yes, I want to know what the fair fees would be
if I were paying you cash. That's going to influence my attitude toward
what I give you out of myself.
RiPsoM: That's a fair question. And, of course, Doctor, you
always have the option of paying us in cash. We never turn down
cash. In fact, this firm has never accepted much other than cash. From
the very beginning I think you heard about some of the complexities
in forming a corporation. A corporation can be a relatively easy thing
to do, or it can be relatively complicated in terms of the kind of stock
and the terms thereof which are involved. You've also heard employment agreements, both for you and for your key employees. But unfortunately because of the likely financial condition of your company
for a short period of time, the compensation that you indicated you
could pay will not alone be sufficient, so we're talking about employee
benefit plans. We're also talking about a patent license transfer. We're
talking about further research and development of which you are obviously a critical person. An agreement will be needed for that. You've
heard Mr. Hamilton just recently talk about the IDB and bank loan
financing arrangements, all of which are in their own right quite complicated, and in a normal situation are substantial transactions
themselves. And we have spoken briefly this morning about the issuance of stock to equity investors, most likely a venture capital firm.
That would involve a private placement memorandum, in all probability, securities filings in one or more jurisdictions, a very detailed stock
purchase agreement, and a whole host of other documents. In addition, all of those things are quite complicated in terms of legal complexity and the negotiations which are required. You take this from
one end of the extreme of tax advice to perhaps even estate planning,
where, what happens to your interest in the company upon your unfortunate demise becomes a concern.
To put it in your perspective Doctor, when we're done with this
transaction, or what in fact is a series of transactions, depending upon
your choice of literary comparison, you will have a set of documents
or a shelf of documents that would compare either to a set of
Shakespeare plays or Zane Gray novels. If we put that into cash terms,
not including costs and disbursements which we would look to get
paid for on a cash basis, or not including that, it would probably be
$100,000 or more.
PEDATIccus: I assume those disbursements include the cost of
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the luncheon from which I may be excluded? Now let's get serious,
$100,000. I do not have that kind of money and you know it. I'm
going to need every bit of cash I can scrape together to get this thing
off the ground. I am going to have to pay you in stock.
RipsoM: Peter indicated that we'd be willing to explore that,
in fact suggested some thoughts about that. As it happened when Peter
mentioned that to me this morning, I had an old Wall Street Journal
on my desk, dealing with another client, and noted an article next
to that. Let me just read it to you because I think it's of interest.
It bears on this topic. The headline is "Energy Exchange Stake is
held by Davis Polk." And the article goes on to say as follows: "Davis
Polk and Wardwell said it holds as an investment 6.59 percent of Energy
Exchange Corp.'s class A common stock that is outstanding. In a filing
with the Securities and Exchange Commission, the New York based
law firm said it received 3,400,000 shares of Energy Exchange's class
A common in exchange for an Energy Exchange note it held." It also
indicated that Davis Polk received a note for payment of legal fees,
and that Davis Polk generously donated 800,000 shares on behalf of
various partners, and 200,000 shares to various charities, and 200,000
shares were given to children of various partners. So apparently this
thing can be done, even though our firm has not gotten involved in
it. And now that you mention it, there is a story floating around town
of the founders of one of our well known law firms, Spider, Sanderson,
and Spoon having quite some time ago perhaps in the 1930's been
awarded an interest in a company which has proven quite lucrative
for some of its founders. I think that company might have been
Pepsi-Co or something along those lines. So perhaps this is something
which we ought to talk about in more detail.
I think some of the considerations that our partners would look
at would be some of the hard ones, just as you're looking at them
from your standpoint. You're concerned about your cash flow and
your need for funds. Our law firm has overhead and we have some
partners who are very, very keenly interested in cash flow, in fact
in distributions. I would ask you to look around this plush new conference room, you know we've only been here six months in these
new quarters, and the lease, monthly lease payments are not inexpensive. And unfortunately, as far as I can tell, our landlord is not ready
to accept stock for our staying here. So I think our partnership would
have to take a hard look at our actual cash flow needs, because that's
just a realistic consideration. At the same time, another realistic consideration is the fact that to the extent that we receive this stock for
rendering services to you or to the partnership, or to the corporation,
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excuse me, the I.R.S. very likely is going to say that's receipt of taxable consideration for services, and therefore we would accrue tax liability as income on that stock. That is something that we would have
to look at again as a very practical consideration tying into cash flow.
I can however, just by way of background point to a faint ray of hope
on that horizon because there are two recent decisions discussing that
topic. One just for your information is United States v. Stafford,74 March
1984 decision out of the Eleventh Circuit, and a decision out of the
Central District Court in Illinois, November of 1983 called S. John
v. United States. 75 Both of those give some hope that in some instances
consideration, stock consideration or equity consideration, in a particular kind of transaction as paid to attorneys would not be taxable
at that juncture. That is the kind of thing that we would have to look at.
WALSH:
David, if I may interrupt. I'm wondering if we haven't
discussed this subject at length, or somewhat at length already, and
not addressed what I considered the critical issue. That is, the ethics
of a law firm accepting this type of fee. Is there any, is this issue
addressed in the Canons of Ethics?
RipsoM: The Canons of Ethics, as you know, are in a state
of flux right now. We right now have present Canons which have
been adopted by our Supreme Court, but the ABA has put in place
a new model set of rules which I think our Supreme Court is looking
at at this very moment. Unfortunately, neither of those sets of rules
deal specifically with the topic of whether a lawyer can receive stock
in a corporation in consideration of services done. It's clear in certain
instances that that is not acceptable. For example, it is not acceptable
in payment for litigation services, but there is some suggestion that
the new model rules do recognize that possibility. Maybe it would
be helpful to read that, because, Doctor, I think this would put into
perspective the way we ought to approach this topic. It says: "A fee
paid in property [and this is a comment to one of the rules] instead
of money may be subject to special scrutiny because it involves questions concerning both the value of the services and the lawyer's special
knowledge of the value of the property." I think what Peter is alluding
to is the fact that, and what these rules refer to, is the fact that tradi-

74. 727 F.2d 1043 (11th Cir. 1984).
75. 53 A.F.T.R.2d 84-718 (C.D. III. 1983), holding that a subordinated 157
partnership interest received by an individual in exchange for services was merely
a profit-loss interest, rather than a capital interest because he would receive nothing
upon liquidation until the other partners first received their individual cash contributions. Id.
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tionally lawyers have provided legal advice and that's been the linchpin
of the practice in the profession. It's what our Code of Ethics are built
around, both in the past and in the future. Once a lawyer invests
in a client's company, he no longer is strictly in the position of acting
as a lawyer, he in fact becomes a stake holder in part and faces some
of the conflicting questions of, how would I want to act if I were an
investor in this company as opposed to rendering the legal advice that
may be called for in a given instance. 76 That, I think, is one of the
considerations, perhaps the principal consideration, which had led firms
historically not to accept stock. On the other hand, there are indications across the country, particularly in California where there are
a great number of new ventures in the high technology area, that companies are encouraging their attorneys to accept stock. So, I think
there is a practical answer to this, that both lawyer and client must
be aware of that sensitivity of relationship and the lawyer, in particular, has a paramount obligation to his client to make sure that
the client receives the proper advice not tempered by the lawyer's
business interest. At a point in time where those become in conflict,
the lawyer and/or the client may be faced with a very hard decision.77
WALSH:
Let me ask you this, talking about conflict. Assuming
we take a stock interest, should we attempt as any significant investor
would to protect our interest by trying to obtain a seat on the board?
76. There are two primary and often conflicting considerations: a need to
preserve the effectiveness, integrity, and independence of the profession and desire
that all society be given reasonable access to the legal system. The first requires that
the lawyer be adequately compensated; the second requires that fees be reasonable
under all circumstances.
(1) Adequate compensation is necessary to serve client effectively. MODEL
CODE OF PROFESSIONAL RESPONSIBILITY EC2-17 (1979).
(2) Can services rendered for inadequate compensation be rendered in a
"slip-shod" manner? ABA COMMITTEE ON PROFESSIONAL ETHICS AND GRIEVANCES,
Formal Op. 307 (1982).
77. In the context of equity participation, other considerations arise: Conflicts
of interest and necessity of maintaining independent professional judgment as well
as difficulties in valuation (especially with respect to start-up companies) which make
it substantially more difficult to determine "reasonability." Also the rule against taking property interest in subject matter of the litigation absolutely prohibits stock
payments in a litigation context.
(1) "Corporation organized by attorney for the purpose of filing with and
prosecuting before the FCC an application for a radio broadcasting license cannot
contract with attorney to accept stock in payment for fee or to purchase stock. Held
that even though before an administrative agency was akin to litigation." ABA Forman Op. 279. Note: the court stated, "[I]n holding that Canon would be violated we
limit our ruling to the facts presented and do not say that under no circumstances
is it proper for a lawyer to accept as an attorney's fee a stock interest in a corporate
client." Id.
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Peter, I think it's fairly well known that many cor-

RipsoM:

porations, even publicly held corporations, have law firms with partners of that law firm on the board of directors and the fact that that
relationship is fairly common and exists is an indication that the kind
of additional facet we're adding, about stock ownership is not a great
deal different. Because the obligations of a director, whether that director
owns stock in the company or whether he does not, you and I know
are both the same. And I think that assurance is one that Doctor P.
can count on.

78

78. Ethics Rules: Neither the Code (adopted in Delaware) nor the new ABA
Model Rules ("M. Rules") deals specifically with the subject of stock payment for fees.
(1) "A lawyer shall not enter into an agreement for, charge, or collect an
DR
illegal or dearly excessive fee." MODEL CODE OF PROFESSIONAL REsPoNswlrMU

2-106(A) (1979).

(2) "A fee is dearly excessive when after a review of the facts, a lawyer
of ordinary prudence would be left with a definite and firm conviction that the fee
is in excess of a reasonable fee." Factors:
(a) Time and labor required.
(b) Novelty and difficulty of questions.
(c) Likelihood that other employment precluded.
(d) Customary fee in location.
(e) Time limitations.

(f) Skill.
(g) Whether fixed or contingent.
(h) Nature and length of relationship.
Id. at DR 2-106(B) (1979).
(3) May consider financial position of client in determining what is
reasonable. Id. at EC 2-17.
(4) Usually beneficial to reduce to writing especially when contingent. Id.
at EC 2-19.
(5) No taking interest in subject matter of litigation.
(6) The M. Rule has the same criteria to determine reasonability of a fee.
It further provides that when lawyer has not regularly represented the client, the
basis or rate of the fee must be communicated, preferably in writing, before or within
a reasonable time after commencing the representation. MODEL Rui.s OF PaoFESSIONAL CONDUcr, Rule 1.6(b) (Discussion Draft 1980).
(7) A lawyer may accept property in payment for services, such as an
ownership interest in an enterprise, providing this does not involve acquisition of
a proprietary interest in the cause of action or subject matter of the litigation contrary
to Rule 1.80). "However, a fee paid in property instead of money may be subject
to special scrutiny because it involves questions concerning both the value of the services and the lawyer's special knowledge of the value of the property." Id. at Rule
1.6 comment.
(8) Contingent fees are acceptable as long as not in a domestic or criminal
case and must be in writing, stating the method by which the fee is to be determined,
including the percent or percentages that shall accrue to the lawyer in the event of
settlement, trial, appeal, or litigation and other expenses to be deducted from recovery,
and whether such expenses are to be deducted before or after the contingent fee is
calculated. Id. at Rule 1.6(d).
(9) Agreement may not be made where terms might induce lawyer
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Pardon me just a moment Mike, it occurs to me that

being on the board may expose the law firm to different conflicts of
interest than being a shareholder. For example, a partner of the law
firm which is the sole outside counsel to the corporation in the course
of his duties as a director concludes that the legal advice given by
his law firm was bad. What does he do?
RIPsoM:
Let me just turn to Mike for a second because I think
Mike wanted to interject perhaps a different view, as there are different views on the conflict of directors.
GOLDMAN:
I was just going to add that I don't think it's a good
idea for a lawyer or a law firm to take a seat on the board of a client
except in exceptional circumstances because I think you do have a
conflict in many situations as is pointed out. And also you're putting
yourself in a liability situation as a director. One director in a corporation is not going to have that much say, but you're going to have
just as much liability as all the other directors. If something goes wrong
in that company, you're going to be sued just like the other directors.
So I don't really see what the great advantage to it is and I think
there are many disadvantages for being on the board.
RIPsoM: I think you've seen the other side of the coin, and there
truly is a very clear ...
PEDANTICUS:

Are you really that interested in having board

representation? The board's going to be small; you're going to be working for me regularly; you'll know what's going on.
RIPsoM: Doctor, that may be true for Peter or Mike or Dave
or me because we'll be involved in your company on an ongoing basis
and obviously just in the short time we've spent with you we've become
quite comfortable with you and your approach with me. But on the
other hand, we haven't spoken at all about who's going to own this
stock. Do you propose, or we've spoken about the idea of your paying
this law firm for services rendered in the form of stock. And that may
be something which is agreeable, but we haven't spoken about who
owns that stock.
PEDANTICUS:

I should suppose the law firm would own it, the

law firm and everyone in it is serving.
RIPsoM: That's precisely the point I was speaking to, because
there may be, or will be partners in the law firm who don't know

improperly to curtail services or perform them in a way contrary to the client's interest or may leave client bargaining for further assistance in midst of a proceeding
or transaction. Id. at Rule 1.5 comment.
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you, and who may be very conservative in their investment approach.
And may in fact feel it's essential that this law firm have a representative on the board of directors. It's one thing if you're just dealing
with Peter or me as an investor; it's another thing if you're dealing
with our law firm as an entity. 79
PEDANTICUS: And there may be members of your firm whom
I don't know that I might want not holding my stock.
R PsoM: Why don't you poll your fellows and see whether we
are confronting an imaginary difficulty?
WALSH: Doctor, I think that may not be necessary. I'm going
to exercise my rights as the senior partner and tell you that we are
not going to have a representative on the board, but we will take a
stockholder interest. But we will not . . .
As a firm? A stockholder interest as a firm?
PEDANTIcus:
WALSH: We will take it as a firm, yes.
PEDATICUS:

You spoke, Mr. Walsh, about fairness to me in

this and your own embarrassment at being less than fair. How do
I disembarrass you by seeing that I am fair to myself? Do I have
to be advised by somebody else?
R PsoM: I think, Doctor, it's one thing for a lawyer and his
client to talk about the payment for services received in the coin of
the realm which we all can fairly understand. But when we're talking
about something which is at this point quite undefined and in fact
the definition of that consideration is going to be in part within control of your lawyers who will also be receiving that, that highlights
again the conflict that has been mentioned before. And what I think
79. Particular problems which should be considered before deciding to accept
stock as part of fee:
(1) A general feeling that lawyers are in the business of lawyering, not

investing.

(2) Concern about loss of independent professional judgment when per-

sonal, financial interests are at stake.
(3) Hallmark of legal profession is loyalty to client and preserving confidence in legal system. Future developments may make value in terms of time spent
seem unreasonable and strain the attorney-client relationship.
(4) Insider trading rules apply if publicly held corporation. Also, participation in derivative suit and/or role as director may present additional conflicts questions. See Ill. Bar Op. 681, ABA/BNA Ethics Rptr. 801:3003.
(5) Interest as a shareholder may, in the future, conflict with that of the
corporation or board of directors and allegiances are torn.
(6) Special caution required when advising other clients to invest in same
enterprise.

a. Ethical problems.

b. Bad for business if investment goes sour.
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we would encourage is a way to give you the comfort of fairness and
in all candor, Doctor, to make sure that we have the protection of
your full understanding so that you know what you're doing. We would
ask that prior to the consummation of this transaction that you seek

some independent advice, that in fact structuring of this arrangement
with us is fair under the circumstances.
PEDANTICUS:
I shall consult with my next door neighbor.
RIPSOM:

In that . . .

Is that the lawyer for the county?
PEDANTICUS:
Yes, I'm sure he will give me a disinterested and
impartial view of what you propose.
WALSH:
Even though he may be ignorant on the subject?
RIPsOM: Just don't pay him stock, Doctor.
PEDANTICUS:
I intend to pay him as very little as possible because
I know I shall have to pay you all a great deal eventually.
RipsOM: I will, of course, defer to my senior partner on exactly
how much you'll be paying us because I think you can see already,
he retains a tight control on this operation.
WALSH:
I've given some thought to . . .
PEDANTICUS:
Do you see a way out of this morass?
WALSH:
Yes, I want to make a suggestion to you, Doctor, and
follow the advice of David and get a second opinion. We spoke
previously about the need for you to maintain control, sixty percent,
and the venture capitalist getting forty percent of the equity. I think
it would give you some comfort if we keep you in control, but perhaps
we take nine percentage points of your sixty so that you would maintain fifty-one percent. Our firm would have a nine percent interest
which places us in the distinct minority, not only as to you but as
to the venture capitalist.
PEDANTICUS:
So far so good.
WALSH:
In addition, I would like to bill you on a contingent
basis, discount it by a factor of fifty percent so that when your venture turns profitable and we'll have to define what we mean by that,
then the bills will be paid. I think that's important for a number of
reasons, not the least of which is the tax issue, but because I would
propose that whereas we will bill you for legal services, real dollar
bills, the stock to be issued to us will, like the stock issued to you,
will be for a nominal cash consideration par value, ten cents whatever
it is. So that's our proposal, and I'd like you to give some thought
to that.
PEDANTICUS:
I would say in principal it sounds entirely fair.
I would like to move forward rapidly, and if we can get this jockeying
WALSH:
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back and forth about fairness to each other out of the way, perhaps
we could begin to build a company.
JACOBS:
Peter, if I might just add two other thoughts briefly.
One is that my understanding is that those finms that do this a great
deal particularly in California have the purpose to look at this kind
of structure, not with the thought of direct payment of stock for services rendered and billing submitted, but rather that there may be
undertakings by the firm of a certain stock but at the same time gaining cash proceeds received and increased so that the additional amount
of funds can be available to pay the lawyers in cash. Frankly, I find
that a little bit superfluous myself. I'm not sure of the significance
of it but would suggest that we explore and I take it, Doctor, that that
causes no trouble to you.
PEDANTICUS: By all means explore.
JACOBS:
And the last thing that I would leave you with is while
it appears to be a real prospect for our law firm, it's my understanding that this kind of arrangement is not one which is permitted for
the accounting profession. So as you go about retaining the accountants
that you need for this kind of venture, and you surely will need some
very good ones, you'll probably have to talk about other means of
compensation than stock.
WALsH: I think that would only apply if you intend to get certified statements. I think we've reached an appropriate hour to try
to get you into the club. But before doing so, I'd like to go off the
record. We do have a couple of minutes, if there are any questions
from the audience we'd be glad to entertain them and hopefully we
could answer them. There will be a question-and-answer session of
some length, I think fifteen minutes, at the end of the day. So we
would encourage you to develop questions for that period also.
JACOBS:
There being no questions now, I would like to thank
all of our panelists for an excellent presentation, and I think they all
deserve a round of applause.

