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III. The Relationship Between Shareholders and the Board 

A. Actual Relationships 

I now proceed, at the risk of stating the obvious, to examine the legal relationship between 

the shareholders and the board. It is worth noting that there are a variety of actual 

relationships the shareholders and the board may have. In small corporations, for example, 

the shareholders and the directors may be the same people. The relationship among those 

people will vary widely and may have no structure other than that required by law. In very 

large corporations, there may be no actual relationship at all between any of the shareholders 

and the board, except to the extent the board members themselves own shares and to the 

extent the occasional shareholder shows up at the annual meeting. The company will have an 

"investor relations" page on its website, but it may take a shareholder a while to even find the 

information. The shareholders have invested in the hope that the company will make money, 

but they do not care how the company accomplishes that goal. As many others have pointed 

out, they are passive not only by choice, but because they lack the time, expertise, and 

incentive to participate in management. This will especially be true if their holdings are 

highly diversified. They rely on the board to make business decisions based on the board's 

judgment and expertise, not based on some idea of what the shareholders might want (other 

than profitability). In this respect, one might say that the large publicly traded corporation 

functions as a republic rather than a democracy.  

Even in large companies with dispersed shareholders, there are some matters that are of 

interest to the shareholders if only because the shareholders are required to vote on them: the 

election of directors, the amendment of the certificate of incorporation, and fundamental 

changes such as mergers and the sale of all or substantially all the assets. The procedures 

applicable to such matters, such as voting structures and antitakeover devices, are also 

relevant to the shareholders. In addition, any matter that reduces or enhances the likelihood 

that the board and management will in fact seek to maximize the profitability of the 

enterprise (rather than their own wealth) will be important to a shareholder who is paying 

attention. Institutions, such as pension and mutual funds, are often shareholders who "pay 

attention" for a variety of reasons, and their "activism" has therefore attracted considerable 



scholarly attention. Even institutional shareholders will nevertheless be largely passive with 

respect to day-to-day, or even relatively major, management decisions.  

Other smaller corporations may operate on a true democracy or oligarchic model. Most 

shareholders will have representation on the board, but the degree to which they have 

influence will vary widely. In businesses owned by entrepreneurs and venture capital 

investors, for example, the relationship between the shareholders will be highly structured by 

contract, and the venture capitalists may expect to have direct input on business matters in 

some circumstances. In family businesses, on the other hand, the patriarch or matriarch may 

completely dominate decision-making with the expectation that the other owners (who may 

be second or third generation family members) will tag along as best they can.  

B. Legal Relationship: Principal and Agent? 

The actual relationship between shareholders and boards can be and has been carefully 

examined from economic, behaviorist, financial, and other perspectives. The legal 

relationship between shareholders and boards must, however, be examined from a legal 

perspective. That legal relationship is superimposed on the actual relationship (if any) 

between the board and the shareholders. As noted above, the shareholders elect the directors 

and vote on fundamental matters. Other than that, the shareholders have no legal role in the 

corporation and no further legal relations with the directors. They can bring a derivative suit 

and thereby attract the attention of the board, but there is no requirement that the board make 

itself available for shareholder input. In short, the shareholders have no legal position vis-a-

vis the corporation other than the contractual one established by the articles of incorporation.  

On the other hand, the directors have a legal relationship to the corporation: they are 

fiduciaries of the corporation because they have legal power over the corporation (or, if you 

prefer, the assets and legal rights and obligations that comprise the corporation). To whom 

are the directors' fiduciary duties owed? The law clearly describes those duties as owed to the 

corporation and all of the corporation's shareholders. Most of the time this proposition is not 

particularly troublesome as a practical matter. The shareholders are the ultimate, residual 

beneficiaries of the corporate enterprise. If the corporation is profitable, the shareholders' 

investment will increase in value and everyone will be happy even if that profit is achieved 

by considering interests other than the shareholders' interests. Unfortunately, this fact has 

gotten caught up in a policy debate between those who believe that corporate boards can or 

should consider, or in some cases prefer, other interests (such as those of employees, 

customers, and all future life on the planet) to those of the shareholders. Reacting to this 

position, others have argued for a "shareholder primacy norm" that requires that boards 

consider shareholders, and only shareholders, in pursuing corporate policy.  

Of course, if shareholders' interests are primary, then the primary problem of corporate 

governance is the "agency problem" of boards and management preferring their own interests 

to those of the shareholders. Thus, the shareholder primacy norm has led by extension to the 

idea that shareholders should have the power to control the board in order to minimize these 

agency costs. This use of the word "agency" has even led some people to refer to the 

shareholders as "principals" and boards as "agents" of the shareholders. Principals have the 

right to control their agents, and agents owe fiduciary duties to their principals. Thus, the use 

of agency law terminology supports the proposition that shareholders should have more 

control over boards than shareholders have now, and that boards should seek to advance only 



the interests of the shareholders. However, this "principal/agent" analysis is simply and 

unequivocally wrong as a legal matter. 

As is often the case, the two sides of the so-called shareholder/stakeholder debate have taken 

their arguments to untenable extremes. No sane business person would suggest that a board 

should ignore the interests of the corporation's employees and customers in order to enhance 

shareholder value. The idea is oxymoronic. Similarly, no sane person should expect the board 

of a for-profit corporation intentionally to reduce long-term shareholder value in order to 

improve the lot of workers or whales. In many instances, a concern for the interests of 

employees, customers, and even the general public will improve the profitability of the 

business and therefore enhance shareholder value. It is only in rare (but often high-profile) 

instances, such as hostile takeovers, that a board's seeking to protect the long-term interests of 

the "business" and its non-shareholder constituents might adversely affect the shareholders' 

ability to realize value on their investments.  

Identifying the interests that the board should consider in carrying out its fiduciary 

responsibilities is not the same, however, as identifying the beneficiary of that fiduciary duty. 

A trustee, for example, is supposed to seek to effectuate the settlor's intent. The settlor is not, 

however, the beneficiary of the trust. Similarly, the trustee owes a fiduciary duty to the trust 

beneficiaries, but those beneficiaries do not ordinarily have any right to control the acts of the 

trustee. Thus, the shareholder/stakeholder debate does not necessarily have anything to do 

with the board's fiduciary duties, and the merits of the shareholder/stakeholder debate are not 

relevant here. The point is to identify the legal relationship between the board and the 

shareholders without allowing the extra-legal rhetoric and economic jargon to mislead us. 

Is the board the agent of the shareholders? An agent is a person who has agreed to act on 

behalf of another person (the principal) and is subject to that person's control. The principal 

has a complete right of control over the agent, which serves to offset the fact that the 

principal is vicariously liable for all the acts of the agent. The agent owes fiduciary duties to 

the principal, including the duty to turn over to the principal all profits or other benefits 

arising from the relationship. The relationship between shareholders and directors has none of 

these features, and it should therefore be apparent that a board is not an agent of the 

shareholders.  

Unfortunately, the idea that shareholders are the board's principal has acquired some 

authority. A few courts have used the language of principal and agent when discussing the 

relationship between the shareholders and the board. The most important of these cases is 

Blasius Industries v. Atlas Corp., in which Chancellor Allen held that a board needed a 

compelling justification to interfere with a shareholder vote for directors. In addition to 

noting the importance of the shareholder franchise to the "legitimacy of directorial power," 

the Chancellor stated that "a decision by the board to act for the primary purpose of 

preventing the effectiveness of a shareholder vote inevitably involves the question who, as 

between the principal and the agent, has authority with respect to a matter of internal 

corporate governance." Moreover, that "will be true in every instance in which an incumbent 

board seeks to thwart a shareholder majority." Judicial review of a board's interference with a 

shareholder vote "involves a determination of the legal and equitable obligations of an agent 

towards his principal. This is not … a question that a court may leave to the agent finally to 

decide … ." Although the Delaware Supreme Court has approved the "basic tenets" of 

Blasius, it has generally done so with reference to the legitimating power of the shareholder 

franchise, not with reference to the Chancellor's use of agency law. The exception to this 



appears in MM Companies, Inc. v. Liquid Audio, Inc., in which the Supreme Court quoted, 

without comment, a long passage from Blasius that includes the language quoted above 

describing the shareholders as the board's principal.  

If the shareholders were the board's principal, then the board would be obligated to obey the 

shareholders' wishes without considering other interests and without exercising independent 

judgment. This is a result that many people  [313]  would prefer, but it is clearly not the law. 

In Unisuper Ltd. v. News Corp., Chancellor Chandler argued that the contract in question, 

which bound the board not to renew a poison pill without shareholder approval, was valid 

despite the fact that it sterilized the board's discretion, a feature that ordinarily invalidates a 

contract. The court reasoned, among other things, that the contract essentially permitted the 

shareholders, as principals, to make their wishes known to their agents, the board. A month 

later, in further proceedings in the same case, the Chancellor described the earlier discussion 

as an "analogy" to agency law principles, noting that shareholders "rarely speak with one 

voice," and observing that there may be times when a director's duty to the corporation 

requires her to act against the shareholders' immediate wishes. The board is obligated to 

exercise its own judgment and cannot abdicate its responsibilities by tossing decision-making 

into the shareholders' collective lap.  

Legally speaking, the principal of the board, and of anyone else exercising corporate powers, 

is the corporation. While the idea of the corporation as a separate legal person is now often 

ridiculed as an outmoded over-simplification at best, it is a handy shorthand term for the 

multitudinous interests involved in the profit-making enterprise. Even leaving other 

"stakeholders" out of the picture, the shareholders still do not represent the sole corporate 

interest. Unless there is only one shareholder, the shareholders do not have a single unitary 

interest and cannot be treated as a corporate "principal" with the board as its agent. Even if 

the shareholders did have a single interest, any subset of the shareholders (i.e., a majority) 

would still be at best an agent of the whole group, and not a principal. Moreover, the board's 

authority extends to the assets legally owned by the corporation, not by the shareholders. The 

shareholders have no power over  [314]  the corporate property and therefore could not 

delegate that power to the board or anyone else. The shareholders also have no liability for 

the board's actions, unlike a principal. In sum, the relationship between shareholders and the 

board bears none of the indicators of a principal/agent relationship.  

C. The Corporate Contract: Corporate Primacy v. Duties to Shareholders 

Although the board and shareholders are not in a principal/agent relationship, they are clearly 

in a contractual relationship, a fact which has been recognized at least since Trustees of 

Dartmouth College v. Woodward. The certificate of incorporation is a contract that binds the 

shareholders and the board, subject to the requirements of the incorporation statute of the 

state of incorporation. Identifying the relationship between the board and the shareholders as 

contractual does not tell us much, of course - agency is often created by a contractual 

relationship as well. It is probably possible to create a corporation that includes an agency 

relationship between the board and the shareholders, but most corporate charters do not 

create any identifiable relationship between the parties other than shareholder/director. 

Pursuant to the corporate contract, the shareholders commit capital to the operation of a 

business, and the statute provides that the business will be managed by a board of directors. 

They are, as Professor Bainbridge has described it, joined in the corporate nexus. The 

shareholders have the right by statute to select and remove the board. This provides at least 

some protection for their investment. They also have the right to approve fundamental 



changes, which are in effect amendments of the basic contract. These are important rights 

that courts will protect strenuously. However, they are rights created by the statute and 

charter and are therefore part of the corporate contract. Unless a contract expressly provides 

otherwise, it does not give one party the right to control what the other party does. Contracts 

also do not, in themselves, give rise to fiduciary duties. Thus, identifying the relationship as a 

contractual one also tells us nothing about the amount of control the shareholders have over 

the board. Only the terms of the contract can tell us that, and most of the relevant "terms" of 

the contract among the shareholders, the board, and the corporation are set by law.  

The primary legal determinant of the relationship between the shareholders and the board is 

embodied in provisions such as Section 141(a) of the Delaware General Corporation Code, 

which provides that "the business and affairs of every corporation … shall be managed by or 

under the direction of a board of directors." Because the board's duties are owed to the 

"corporation" or the shareholders as a group, the board should seek to enhance the 

profitability of the corporation. Because the shareholders are the residual claimants on the 

corporate assets, they comprise "the corporation" when everyone else is gone. The method 

used to enhance profitability, and the appropriate time horizon, are matters for the board's 

discretion. Not only do the shareholders not have the power to interfere in the board's 

management, but the shareholders' power to hold the board to account for its actions is also 

limited by the business judgment rule, among other things. What should a board do when the 

interests of the corporation - that is, profit maximization - conflict with those of a shareholder 

or group of shareholders? This situation arises in a number of ways. 

There are the occasional well-known cases involving socially responsible shareholders who 

seek to have the corporation cease some profitable but socially injurious line of business, in 

which the courts usually rule that such decisions are within the purview of the board. There 

are also the takeover cases, which state that a board may take action against a shareholder 

who poses a threat to "corporate policy and effectiveness" if the board's response is 

proportionate to the threat and not intended to protect the incumbent directors' positions. 

Other cases have stated, at least in dicta, that a board can thwart the will of a majority of the 

shareholders, or even of a sole majority shareholder, if it has a sufficiently compelling reason 

for doing so. This rule would be absurd if the board's duties were owed directly to the 

shareholders. 

The rule requiring a director to act in the best interests of the corporation even if doing so is 

contrary to the wishes of a subset of shareholders is consistent with the rule that a contract is 

invalid if it sterilizes the board's discretion to act consistently with its fiduciary duties, unless 

all the shareholders agree and the corporation's creditors are protected. To prefer the interests 

of some shareholders to the interests of the corporation as a whole (which embodies the 

common wealth-maximizing interests of all the shareholders, even if it does not embody the 

peculiar interests of particular shareholders), would be to act against the interests of the 

remaining shareholders. Similarly, the law is clear that a board must protect the interests of a 

minority shareholder from injury caused by a majority shareholder. Even a director who was 

named to the board by a specific shareholder is obligated to act in the interests of all the 

shareholders or the corporation as a whole, and can, unless the charter specifies otherwise, be 

removed for cause by the other shareholders. In other words, she is a fiduciary of the 

corporation, not the shareholder who appointed her. 

There are, however, a few cases that seem to contradict the corporate-primacy principle. In 

VGS, Inc. v. Castiel, the board of the company (an LLC) consisted of three directors: the 



majority shareholder (Castiel), his designee, and the minority shareholder. The minority 

shareholder convinced the Castiel designee that Castiel's control was bad for the company, 

and they cooked up a scheme to eliminate his control. The court stated that "many LLC 

employees, and even some of Castiel's lieutenants, testified that they believed it to be in the 

LLC's best interest to take control from Castiel." Nevertheless, the court held that the two 

members of the board had "failed to discharge their duty of loyalty to [Castiel] in good faith." 

The relevant fact in VGS, however, was that the board acted without notice to Castiel, 

another director, because if it had provided notice he would have instantly exercised his right 

to remove his designee from the board and appoint someone more loyal to him. In doing this, 

he would have been acting as a shareholder and he would not have been bound by fiduciary 

duties. In other words, the secret board action had the primary motive of depriving a 

shareholder of his right to vote for directors, which, under Blasius, constitutes a breach of the 

directors' duty in the absence of a compelling justification.  

In other cases where individual shareholders or groups of shareholders had the right, by 

contract or pursuant to the certificate of incorporation, to appoint one or more directors, 

courts have recognized that those directors are intended to serve a specific function benefiting 

the individual shareholder and not necessarily the corporation as a whole. Courts have held 

that director-designees have the right to share information obtained  [319]  from their board 

positions with the shareholders who appointed them, and that it was reasonable for a board to 

consult a forty percent shareholder before acting. These are cases where the usual 

shareholder-director relationship was altered by contract. In such cases, the courts, at least in 

Delaware, seem to take a pragmatic approach, protecting the bargained-for rights of 

individual shareholders vis-a-vis the corporation, but protecting the corporation and other 

shareholders when those individual rights create conflicts that were not specifically foreseen 

or foreseeable at the time the special rights were established. In sum, the fiduciary duties of 

the directors are owed to the corporation, not to any single shareholder or even to the 

shareholders as a group, unless the corporate contract provides otherwise. 

___________________________________________________________________________ 

 

Reading Two  

This reading summarizes the relationship between majority and minority shareholders.   
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III. Why Do Minority Shareholders Participate in Capital Markets despite Poor Protection? 



Part II analyzes, from the standpoint of a controlling shareholder, why he has incentives to 

"voluntarily" accept the minimum level of minority protection and attract more minority 

shareholders to invest in his controlled corporation even though the cost of equity is high to a 

controller. Transactions in a capital market are not made in a single direction by only a 

seller's decision. Now it is fair to ask from the standpoint of minority shareholders, why they 

"voluntarily" participate as equity buyers in a capital market where they are expected to be 

expropriated by a controlling shareholder. 

A. Minority Shareholders under a Stationary Controller 

As mentioned previously, there are at least two types of controlling shareholders in bad-law 

jurisdictions: roving controllers and stationary controllers. Faced with a rational stationary 

controller's benevolent extraction in the long run, minority shareholders are willing to invest 

in a corporation run by a stationary controller as long as the return on the stock after 

expropriation is comparable to the return on investments in other opportunities. However, an 

important problem is that prospective investors do not know whether the controlling 

shareholder that they are dealing with is stationary or roving. Under this asymmetric 

information, prospective investors would hesitate to participate in a capital market even when 

a truly stationary controller issues new equities due to the fear of dealing with a roving 

bandit. Knowing this, even a sincere stationary controller might be discouraged from issuing 

new equities and having public minorities.  

In this context, a controlling "family" shareholder has a comparative advantage. Since a 

controlling family shareholder is a repeat-player, prospective investors would understand that 

the current controlling shareholder is unlikely to kill the "proverbial golden goose" due to the 

hope that it will continue to lay eggs for him and his children eternally. To be sure, it is 

impossible for investors to know the intent of a controlling shareholder whether he wishes to 

be roving or stationary. However, investors can discover whether a given corporation is a 

family business by reviewing the corporate governance structure (e.g., how shares are spread 

among family members, whether children of a founder are managers or directors of a 

corporation). Once investors recognize the presence of a controlling family shareholder, they 

are likely to deem the controller to be stationary. Subsequently, investors would participate in 

the equity market to gain returns under a more generous stationary controller. As a result, the 

flipside of Gilson's riddle (why minority shareholders participate in a seemingly unfair capital 

market where they are not protected) is solved to some degree. In sum, the game is likely to 

be beneficial to both minority shareholders and a family controller.  

B. Imperfect Alternative Investments 

Perhaps, if controlling shareholders extract investors, then prospective investors may avoid 

investing in the stock market, and may seek investment opportunities from alternative asset 

classes, such as bank deposits, debt securities, and real estate. Theoretically, this phenomenon 

would be more apparent when investors' risk-adjusted return of equity is lower than that of 

alternative investments. Nonetheless, there are several perceivable reasons why prospective 

minority shareholders are unable to totally shun investing in the stock market. 

While bank deposits are a very safe investment, they generate low returns. Although the risk-

adjusted return of bank deposits is higher than that of equity investment in some cases, 

investing solely in bank deposits is not a workable option for investors who need to meet a 

certain amount of "absolute" return. As a result, at least some investors reallocate their wealth 



from bank deposits to stocks, which generate higher absolute returns. Investment in debt 

securities, such as government and corporate bonds, has similar problems. Therefore, there 

are many minority shareholders in developing countries despite controllers' tunneling in 

corporations. 

In addition, in a bad-law country, if equity investment is impaired due to controllers' 

extraction, it is likely that investment in other assets is scathed as well. For example, when 

laws do not protect minority shareholders (i.e., public investors in a stock market), creditors 

of corporations (e.g., public investors in a bond market) are likely to be subject to a similar 

risk. In that case, an alternative investment in a bond market would not generate higher risk-

adjusted return than stocks, let alone higher absolute return. 

Investors often see real estate as an attractive alternative to a stock market as well. However, 

the problem is that since the value of specific real estate generally accounts for a huge portion 

of an individual's wealth, many investors are exposed to huge idiosyncratic risk. Even worse, 

real estate is a very illiquid asset. Thus, investors take the risk of selling real estate at a deep 

discount in an emergency. For these reasons, investing in real estate is not fit for many 

ordinary investors, who are not sufficiently wealthy to deal with these risks. In developed 

economies, these problems may be well solved by the liquid and thick mortgage markets and 

indirect real estate investment tools such as Real Estate Investment Trusts (REITs). However, 

this has not been the case for many bad-law economies until the recent past. 

In sum, equity is not the only imperfect asset in a country with insufficient investor 

protection, and investing in assets other than stocks is not always feasible. Therefore, 

investors should choose optimal combinations among imperfect assets including stocks, even 

if returns from investment in stocks are impaired by controllers' expropriation. Since an 

overarching principle of finance is diversification between classes of assets in order to 

eliminate unsystematic risks, putting equities in an investment pool is beneficial to investors 

even when alternative investments are sound and feasible. 

… 

C. Behavioral Finance Problems That Public Investors Are Subject to 

Modern standard finance theories are built on core assumptions such as rational investors and 

perfect information. However, the real-world experiences and psychological research of 

human behavior have shown that these assumptions often do not hold. Realizing the 

limitations of modern standard finance, Daniel Kahneman and Amos Tversky pose a new 

theory of behavioral finance. They argue that individuals are inclined to misjudge an asset's 

value due to cognitive biases and heuristics. Based on behavioral finance issues, public 

investors in bad-law countries are likely to invest in domestic equity markets as non-

controlling shareholders even if extraction by the controller renders the shares unworthy of 

investment. 

Most individuals have a tendency to be overconfident - they believe that they are more 

competent, knowledgeable and proficient than they actually are. Likewise, investors in a bad-

law country would like to purchase stocks since they are confident in their forecasting 

capability, even if those stocks are volatile and subject to serious tunneling risk. In addition, 

names of large conglomerates appear in the national media every day, and the advertisements 

of those conglomerates repeatedly influence people in domestic markets. Then, familiarity 



bias holds, and investors invest their wealth in shares of such conglomerates despite 

controlling shareholders' exploitation. Home bias, explained above, is another reason that 

prospective investors in bad-law countries invest in the domestic capital market. Once 

investors purchase shares, it is likely that they are also subject to status quo bias even if the 

shares' performance is disappointing due to corporate governance problems incurred by 

controllers. 

Moreover, minority shareholders often play the role of noise traders. Based on fads and 

sentiments, investors might invest in shares issued by large family conglomerates even if 

rational information indicates that domestic corporations are subject to a high risk of 

expropriation. When some noise traders earn high returns, many investors might follow those 

noise traders' trading patterns, ignoring the fact that those successful traders took excessive 

risk and were just lucky. Buying shares of a family-controlled corporation in a bad-law 

country is often analogous to gambling. Whereas almost all gamblers know that they will lose 

on the average, most potential minority shareholders in a stock market believe that their 

expected return is positive even if controllers manipulate the game and the risk-adjusted 

return is lower than it should be. In this way, more prospective investors gamble in the stock 

market casino as non-controlling shareholders. 

D. Minority Shareholders Are Looted, But They Buy Shares at Discount 

In Subpart A through C, I explained reasons why minority shareholders participate in a stock 

market even if they are subject to serious expropriation risk by a controller. In this Subpart, 

however, I explore the possibility that minority shareholders in bad-law jurisdictions actually 

might not be damaged financially. Professor Coffee puts forward a counterintuitive but 

creative account: the public shareholders buy their shares at a "bargain" price, which already 

reflects the likelihood that the controlling shareholder will expropriate wealth in the future; 

thus, "the public shareholders would receive an undeserved "windfall' if legal rules were 

revised to entitle them to a proportionate share of corporate assets and distributions." In other 

words, even if the price of minority shares is lower than their fundamental value due to 

controllers' extraction, minority shareholders would not suffer since they purchase those 

shares at a depressed price for that same reason. Therefore, as Professor Coffee explains, 

"from an efficiency perspective, it may be clear that the economy will do better if the 

minority is protected, but from a normative perspective, the respective entitlements of the 

majority and the minority can be debated endlessly."  

… 

F. Minority Shareholders May Free-Ride When a Controlling Shareholder Expropriates Other 

Stakeholders 

In regard to dispersed shareholder regimes, the academic interest in corporate governance 

focuses on the relationship between managers and shareholders - the former exploits the 

latter. On the other hand, when it comes to controlling shareholder regimes, the lopsided 

relationship between controlling shareholders and minority shareholders has been 

emphasized. Again, the former loots the latter. Combining these two views, conventional 

corporate governance scholarship, by and large, limits its analytical frameworks to what I call 

the "triumvirate model" (i.e., the corporate governance model based on managers, controlling 

shareholders, and minority shareholders). Under this tradition, minority shareholders are 

(almost) always seen as the weakest in the "food chain," extracted either by managers or 



controlling shareholders. Accordingly, other stakeholders - employees, creditors, trading 

partners, consumers, and taxpayers - are not treated in this model. Perhaps, in the United 

States, the triumvirate framework is working relatively well. Fiduciary duty is almost 

exclusively for shareholders since other stakeholders are seen as protected by contracts. 

In contrast, the traditional triumvirate framework is not necessarily suitable for a bad-law 

country where economic interest of other stakeholders (let alone that of minority 

shareholders) is damaged by corporate insiders. Although controlling shareholders' tunneling 

scathes a capital market, the capital market is not the only market that is imperfect. … 

In addition, in a country where minority shareholders are not protected well, it is likely that 

creditors are not protected by contracts either. As a borrower, a corporation is able to take 

advantage of creditors by various means. For example, it is widely known that a corporation 

may take on a highly risky project for shareholders at the lender's risk. If a project is 

successful, shareholders get the upside benefits as residual claimants; if it turns out dismal, 

the lender should bear the downside cost. In that way, shareholders including minority 

shareholders can transfer welfare from creditors to themselves. In a bank-finance economy, 

the magnitude of the wealth transfer might be huge if creditors are not properly protected. 

Furthermore, a large corporation in a bad-law country is usually able to wield gigantic 

monopoly power in each market where it plays. It is highly likely that the competition law 

system is inefficient, when the quality of corporate law is low. Therefore, a great deal of 

trading partners' and consumers' welfare would be transferred to a large corporation where 

minority shareholders participate as its partial owners. Besides, the government in a 

developing country sometimes greatly subsidizes large corporations. Accordingly, taxpayers' 

money is transferred to all shareholders, including minorities. 

In sum, my point is straightforward. True, in a country with poor shareholder protection, 

minority shareholders are generally "victims" in relation to the controlling shareholder who is 

usually suspected of being the "wrongdoer." The problem may arise when a controlling 

shareholder loots other stakeholders in a corporation. In this case, minority shareholders may 

free-ride on a controller as "shareholders" and may benefit to the detriment of other 

stakeholders. In this sense, minority shareholders have incentives to participate in stock 

markets where they are not properly protected vis-a-vis controlling shareholders. Simply put, 

minority shareholders in bad-law countries, in fact, are not situated at the bottom of the "food 

chain." Indeed, it is not conclusive whether the minority shareholders' benefit from this free-

riding exceeds their cost of expropriation by a controller. It depends on jurisdictions and on a 

case-by-case analysis. Rather, what is emphasized here is that minority shareholders in a bad-

law country are not "unilateral victims" that is depicted by the conventional triumvirate 

model. 

_________________________________________________________________________________________ 

 

Reading Three  

This reading summarizes the competition and cooperation among shareholders in general, 

including in public companies.   
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III. COOPERATION AMONG SHAREHOLDERS 

At any one point, a shareholder has three options: (1) enter the capital market, either to buy 

more shares or to sell her shares, i.e., to “exit” the corporation; (2) do nothing, that is, take a 

free ride on the actions of other shareholders; or (3) exercise her “voice” option. A 

shareholder can also choose to act individually or together with others. Using the exit option 

is one way for a shareholder to act on her own. If, however, she chooses to stay in the 

corporation and attempts to bring about change, she can be said to be exercising her voice 

option. If this voice is to be effective, it generally requires that shareholders act in concert. 

This section looks at shareholder cooperation by examining the nature of shareholder voice. 

It focuses on the issue of shareholder voting and direct bargaining by shareholders with 

managers, and then analyzes the collective action problem in shareholder voice and examines 

the ways of getting around it. 

A. Shareholder Voice 

A shareholder exercises her voice option when she becomes involved in the corporate 

governance process. She incurs certain costs, hoping to receive a benefit that exceeds them. 

The goal of exercising the voice option is to maximize the return that the shareholder receives 

from her ownership of stock. In many circumstances, exercising the voice option will not 

produce as high a return to an individual shareholder as one of the other two options. 

However, if shareholders can form a coalition to share the costs of exercising the voice 

option, then each member of the coalition, as well as other shareholders who choose to take a 

free ride, will be better off. For this reason, this Article focuses on the feasibility of 

shareholder coalition formation. 

Whether it makes sense for a shareholder to exercise her voice option will depend on the cost. 

This, in turn, depends on the type of actions that the shareholder takes to exercise her voice 

option. The proxy process is only one way for shareholders to exercise their voice-they may 

also seek to bargain directly with the board of directors or management. While these 

alternatives are somewhat interrelated, they are different in many ways and are, therefore, 

analyzed separately. 

… 

B. Collective Action: The Shareholder as Potential Cooperator 

1. Collective Action: The Problem 

The problem of collective action boils down to a conflict between individual and group 

interests. In many cases, individuals will be better off by cooperating in order to achieve 

common goals that would be impossible to achieve individually. A collective action problem 

arises when the benefits produced by the organization are a collective good, one in which 



each member of the organization can partake, and from which no member can be denied 

enjoyment. Because the collective good will be shared by all, it will be in the interest of each 

not to incur any costs in providing the good, but instead to sit back and take a free ride on the 

organizational inputs of others. As a result, a collective good may go unrealized because no 

individual in the group is willing to provide the required input. 

Collective action problems arise quite frequently in market economies. They can be analyzed 

as a form of market failure; nevertheless, many organizations function quite well despite the 

potential for problems. This is because there are various ways of solving the collective action 

problem. Mancur Olson's The Logic of Collective Action is the classic treatment. 

Olson divided groups into “privileged” and “latent.” In a privileged group, at least one 

member has the incentive to contribute to the production of the collective good, even if she 

has to bear the full burden of providing it.74 An individual would have such an incentive if 

the benefit from producing the good outweighed the cost of providing it. In a latent group, no 

single individual has an incentive to provide the collective good by herself. 

Olson identified a third type of group, which he classified as “intermediate.” In this group, no 

single member has an incentive to provide the collective good by herself; however, the group 

is small enough to allow for a coalition to arise to provide the good. Intermediate groups can 

really be seen as a type of latent group, in that no single individual in the group has an 

incentive to provide the collective good. Because of this characteristic, this Article refers to 

intermediate groups as latent. 

Latent groups can in turn be subdivided into those that are more likely and those that are less 

likely to overcome collective action problems. A latent group that is small, or one which, 

although large, has a small subgroup of members that have an incentive to provide the 

collective good, will find it easier to overcome collective action problems. As seen in the next 

section, it is the latter form of potentially successful latent group that is of interest in the 

shareholder voting context. 

There are various ways for latent groups to overcome the collective action problem. First, 

they might provide members with selective incentive -private benefits provided only to those 

who contribute to the group. Thus, while it may be difficult for groups to come into existence 

or stay together when their only incentive is a collective good, they may be able to do so if 

selective incentives are also available as private goods. 

A second way in which a latent group can overcome the collective action problem is through 

cooperation among members. This requires that members negotiate among themselves and 

reach an agreement on sharing the cost of providing a collective good. The smaller the group 

or subgroup, the easier it will be for cooperation to occur; with smaller groups, information, 

monitoring, and enforcement costs will be lower.82 This will be explored further when the 

issue of potential coalitions among institutional investors is examined.83 

2. Collective Action and Shareholder Voting 

Shareholders are a group with a common interest: increasing the value of the corporation in 

which they hold shares. One way they can do this is by monitoring and disciplining 

management in order to reduce the agency costs associated with the separation of ownership 

and control. Any increase in the value of the firm resulting from one shareholder's monitoring 



and disciplining actions is a collective good to be distributed among the other shareholders 

proportionally according to the amount of their holdings. Because every shareholder partakes 

in this increase in value, and no shareholder can be prevented from benefitting, a collective 

action problem arises. 

This collective action problem may be overcome, however. When the portion of the 

collective good received by a shareholder is greater than the cost to her of undertaking 

monitoring and disciplining actions, the shareholder will act. In such a case, the shareholders 

of that corporation are deemed a privileged group. In most cases, however, the cost to any 

individual shareholder will exceed her collective good benefit. When this is the case, the 

shareholders are considered a latent group. A latent group, as we have seen, can overcome 

the collective action problem under certain circumstances. One way to do this is through 

providing selective incentives. In this context, the selective incentives would be private 

benefits that a shareholder can derive from participating in monitoring and disciplining. Thus, 

the conclusion can be recast by saying that the collective action problem will be resolved 

whenever the sum of the collective good benefit and the private benefits exceeds the cost to 

any one shareholder of monitoring and disciplining management. In most instances, however, 

these aggregate benefits will not be enough to overcome the cost of involvement. 

A second way to overcome the collective action problem discussed in the prior section is by 

having a group of shareholders organize themselves as a subgroup, or coalition, to provide 

the collective good. The formation of this coalition will make it more likely that the 

collective good will be provided where the aggregate benefit to the members of this coalition 

would exceed the cost of providing the good. The same collective action problem applies to 

the members of this subgroup coalition, but because the coalition is smaller than the entire 

group, its members will be better able to cooperate in sharing costs to overcome the problem. 

Increases in institutional investor shareholdings have made it easier to overcome the 

collective action problem in shareholder voting87 because an institutional shareholder will, by 

virtue of its relatively large proportion of corporate holdings, receive a relatively large 

proportion of any collective good benefit produced. Nevertheless, it is very unlikely that a 

single institutional investor will have enough shares to make it worthwhile to undertake 

monitoring and disciplining management by itself. As a result, the collective action problem 

will more likely be overcome if a group of institutional shareholders can form a coalition to 

provide the collective good. 

… 

A second key factor in whether the collective action problem can be overcome, even after 

one has factored in the competitive relations of shareholders, will be the role played by the 

market for information. This market has an important impact both on the capital market and 

on shareholder voice. The next section explores the role of coalitions in shareholder voting 

and the role of information in the shareholder voting context. 

IV. COMPETITION AMONG SHAREHOLDERS 

…[I]n order to monitor and discipline managers, shareholders must cooperate with each 

other, sharing information and allocating expenses. Their effort to cooperate in this way is 

frustrated by the fact that they are also in competition with one another in the capital markets. 

In that area, each investor's success is affected by her access to information and her ability to 



trade on it without divulging it to others. Thus, shareholders' role in the capital markets 

context is antithetical to their need, in the management discipline context, to share 

information and engage in other cooperative endeavors. 

A. Shareholder Competition 

… 

It is up to the shareholders' agents, the board of directors and management, to make decisions 

about corporate operations, such as which projects to undertake. If managers choose projects 

with positive net present values, shareholders will be better off. Because managerial action is 

not easily observable, and because management controls access to information about 

corporate performance, shareholders have imperfect information regarding future income 

streams. This does not mean that shareholders have no access to information. Federal 

securities laws require the disclosure of certain information by public companies and, in 

addition, a number of market constraints lead managers to disclose information. What it does 

mean, however, is that a shareholder or potential investor with access to information not 

available to another party in an exchange transaction will be better off, as better informed 

parties can take advantage of the informational asymmetry to value the shares more 

accurately. A well-informed investor will not sell unless she receives at least fair market 

value for her shares. 

Finance theory tells us that buyers and sellers of shares will rarely be able to take advantage 

of asymmetric information because the markets for selling shares of a large public 

corporation, which generally take place through organized stock exchanges, are considered to 

be efficient. If the capital markets were perfectly efficient, investors would have no incentive 

to acquire information for use in trading to their advantage; thus, there would be little 

competition among shareholders for the acquisition of information. 

As will be seen in the next section, however, there is in fact competition among shareholders 

to acquire and use information to their advantage because the market is not perfectly 

efficient. In addition, the efficiency of the capital markets will be seen to depend on the 

competition among investors in acquiring information about the corporations in which they 

trade. 

B. The Incentive to Acquire Information 

The question that needs to be addressed is whether it ever makes sense for a market 

participant to acquire information about the corporations in which she is buying or selling 

shares. If information were free, all market participants would have the same information, 

which would be exactly that information required to make an investment decision. We would 

expect to find a Pareto optimal allocation of shares. Information, however, is costly. As a 

result, market participants must purchase information regarding the relevant corporations. If 

we assume that a market participant wants to maximize her wealth, she will only acquire 

information to the point that the benefit derived from that information is greater than the cost 

of acquiring it. 

The potential benefit of acquiring information is that it allows a market participant to identify 

corporations with shares that are over- or undervalued. The participant will then have an 

advantage when trading with others who are not privy to this information. However, as noted 



above, finance theorists have traditionally argued that the capital markets in the United States 

are efficient, and that all public information is reflected immediately in stock prices. As a 

result, no market participant could use the available information to identify over- or 

undervalued shares. By the time a trader acquired such information, the market would already 

have processed it, and the price of those shares would already have taken it into account. 

Thus, in an efficient market, shares would not be undervalued or overvalued for any 

significantly long period of time. 

… 

Not all market participants will have the same incentives to purchase information, however. 

Large investors, such as institutional investors, will be more likely to purchase information 

because, on a portfolio dollar basis, they bear lower costs in purchasing this information. In 

addition, for certain types of information there may be large threshold amounts that must be 

purchased to make the information useful. 

The above discussion yields several conclusions. First, even if capital markets are efficient, 

there will be a large number of market participants competing with each other to acquire and 

use information to make arbitrage profits. Second, while some of these market participants 

will be engaged in the acquisition of information because the benefits of doing so exceed the 

costs, others will do so out of the misguided belief that they can still beat the market, i.e. , 

that the market is inefficient. Both types of market participants will compete actively in the 

market for information, and thus they will be less willing to share information to overcome 

the collective action problem in shareholder voting. Finally, as finance theorists have recently 

begun to acknowledge, we cannot assume that all shareholders will have homogeneous 

interests. 

… 

___________________________________________________________________________ 

More to the Story, page 450: Participating and Convertible Preferred  

The material at the following link nicely addresses the subject of when to convert preferred to 

common stock.  http://www.investopedia.com/articles/stocks/05/052705.asp  

___________________________________________________________________________ 

More to the Story, page 452: Par Value and Legal Considerations  

[By the Editors] 

Par Value  

As far as common stock is concerned, par value simply is the dollar value assigned as 

such in the articles of incorporation. In the forepart of the twentieth century, shares could not 

be sold at less than par and generally were sold at that price. Over time, shares frequently 

came to be sold for more than par and, at the time of the adoption of .the 1984 version of the 

MBCA, the legal significance of the concept was abandoned. Nonetheless, in the case of 

http://www.investopedia.com/articles/stocks/05/052705.asp


preferred stock, the concept continues to be used and generally signifies the price at which 

the share is sold as well as its liquidation or redemption value  

Legal Consideration  

Although concern with legal consideration generally is a thing of the past, there are 

still a few states with limits on the type of consideration that will support the valid issuance 

of shares. The most usual limits are with respect to promissory notes and promises of future 

services. In states with such limits, sale of shares for invalid consideration results in an 

obligation of the purported holder to pay valid consideration or risk cancellation of the shares 

at the behest of the corporation or its creditors. 

___________________________________________________________________________ 

JD/MBA, page 451: Dividend v. Distribution  

 [By the Editors]  

[Note that this material also appears in Chapter 19.]  

A loooong time ago, people respected God and par value. The incorporators of a 

company picked a price – the only price – at which shares would be sold by the corporation.  

This was called “par value” and it was regarded as a way of assuring shareholders that everyone 

would be paying the same amount. If the incorporators had a goal of raising $1,000, they might 

set par value at $1.00 and sell 1,000 shares or might set par value at $10.00 and sell 100 shares. 

 Obviously, if shares were sold at less than par, it diluted or “watered down” the 

investments of those who paid par. Assume that two shares are sold, one to A for its par value 

of $10.00 and one to B for only $5.00. Suddenly, A’s share would be worth only $7.50 (one-

half of something worth $15.00). It therefore was made illegal to sell shares for less than par, 

and buying shares for less than par gave rise to “watered stock liability” – the obligation to pay 

par value or have one’s stock cancelled. (“Watered stock” is a generic term for stock issued for 

less than par value. It also is used to specifically refer to stock issued for property worth less 

than par, as opposed to “bonus stock” (stock issued for nothing) and “discount stock” (stock 

issued for cash less than par).) Essentially the same problem was feared if stock was sold for 

certain types of consideration considered suspect or subject to manipulation, so issuing stock 

for “ineligible consideration” such as promissory notes and future services also was prohibited.  

 Added to the traditional prohibitions of no sales at less than par and no sales for 

ineligible consideration was a rule prohibiting distributions to shareholders unless a 

corporation had earnings (known as “earned surplus”).  Distributions known as “dividends” 

were permitted to the extent of earned surplus, but there were to be no distributions out of 

“stated capital” (the number of shares outstanding multiplied times their par value). This was 

regarded as a way of assuring creditors that the shareholders would not withdraw the amounts 

they had contributed – although the rule could not prevent a corporation from losing 

shareholder contributions by reason of bad business decisions. Another rule designed for 

creditor protection was that no distribution could be made to shareholders unless the 



corporation still would be able to pay its debts as they came due. This latter test is known as 

the “equity insolvency test.” It actually has nothing to do with the equity portion of the 

corporate balance sheet and instead takes its name from the courts, sitting in equity, that 

developed it. Among other things, it prevented a company with earned surplus and upcoming 

debt obligations from distributing all of its liquid assets to shareholders. 

Something of a paradigm shift occurred when someone realized that even though 

statutes provided that corporations could not sell shares for less than par, it was perfectly legal 

to sell them for more than par. This meant that if the value of the corporation fluctuated over 

time, it could charge different prices for its shares. In addition, since franchise taxes generally 

were calculated based on a company’s stated capital (shares outstanding times par value), 

setting par low and selling at a higher price was a practical advantage. 

Selling shares for more than par also meant that corporations could have three types of 

equity instead of the traditional two (stated capital and earned surplus). The new type was 

known as “capital surplus” (now also known as “additional paid-in capital”). Statutes came to 

permit distributions to shareholders out of capital surplus if the equity insolvency test was 

satisfied and the articles of incorporation permitted such distributions or the shareholders voted 

to authorize them. These distributions were non-taxable (since they simply were a matter of 

returning a shareholder’s investment) and were not properly referred to as “dividends.” 

It quickly was recognized that par value retained little meaning, since it could be set at 

a fraction of a cent while sales price was much higher, and statutes came to permit the 

straightforward use of “no par” shares. They continued, however, to maintain the rule that 

distributions could be made (subject to the equity insolvency test) only out of “surplus” (either 

earned surplus or capital surplus) – which meant that if par value was used, stated capital could 

not be impaired by distributions. Some important commercial states, including New York and 

Delaware, continue to observe this functionally meaningless limitation. The limitation has 

become even less meaningful for two reasons. One is that the states that observe it usually have 

one or more arcane methods for transferring amounts out of stated capital and into capital 

surplus. They also may, as in the case of Delaware, permit distributions out of “reevaluation 

surplus” created by recognizing for this purpose appreciation in the value of assets (fairly 

revalued across the board). 

Some sense of the complexity of these schemes can be gathered by examining the 

following provisions of the Delaware Corporate Code: 

8 Del.C. § 170 

(a) The directors of every corporation, subject to any restrictions contained in its certificate of 

incorporation, may declare and pay dividends upon the shares of its capital stock either: 

(1) Out of its surplus, as defined in and computed in accordance with §§ 154 and 244 

of this title; or 



(2) In case there shall be no such surplus, out of its net profits for the fiscal year in 

which the dividend is declared and/or the preceding fiscal year. 

If the capital of the corporation, computed in accordance with §§ 154 and 244 of this title, shall 

have been diminished by depreciation in the value of its property, or by losses, or otherwise, to 

an amount less than the aggregate amount of the capital represented by the issued and 

outstanding stock of all classes having a preference upon the distribution of assets, the directors 

of such corporation shall not declare and pay out of such net profits any dividends upon any 

shares of any classes of its capital stock until the deficiency in the amount of capital represented 

by the issued and outstanding stock of all classes having a preference upon the distribution of 

assets shall have been repaired. Nothing in this subsection shall invalidate or otherwise affect 

a note, debenture or other obligation of the corporation paid by it as a dividend on shares of its 

stock, or any payment made thereon, if at the time such note, debenture or obligation was 

delivered by the corporation, the corporation had either surplus or net profits as provided in 

(a)(1) or (2) of this section from which the dividend could lawfully have been paid. 

(b) Subject to any restrictions contained in its certificate of incorporation, the directors of any 

corporation engaged in the exploitation of wasting assets (including but not limited to a 

corporation engaged in the exploitation of natural resources or other wasting assets, including 

patents, or engaged primarily in the liquidation of specific assets) may determine the net profits 

derived from the exploitation of such wasting assets or the net proceeds derived from such 

liquidation without taking into consideration the depletion of such assets resulting from lapse 

of time, consumption, liquidation or exploitation of such assets. 

8 Del.C § 173 

No corporation shall pay dividends except in accordance with this chapter. Dividends may be 

paid in cash, in property, or in shares of the corporation's capital stock. If the dividend is to be 

paid in shares of the corporation's theretofore unissued capital stock the board of directors shall, 

by resolution, direct that there be designated as capital in respect of such shares an amount 

which is not less than the aggregate par value of par value shares being declared as a dividend 

and, in the case of shares without par value being declared as a dividend, such amount as shall 

be determined by the board of directors. No such designation as capital shall be necessary if 

shares are being distributed by a corporation pursuant to a split-up or division of its stock rather 

than as payment of a dividend declared payable in stock of the corporation. 

8 Del.C § 154 

Any corporation may, by resolution of its board of directors, determine that only a part of the 

consideration which shall be received by the corporation for any of the shares of its capital 

stock which it shall issue from time to time shall be capital; but, in case any of the shares issued 

shall be shares having a par value, the amount of the part of such consideration so determined 

to be capital shall be in excess of the aggregate par value of the shares issued for such 

consideration having a par value, unless all the shares issued shall be shares having a par value, 

in which case the amount of the part of such consideration so determined to be capital need be 

only equal to the aggregate par value of such shares. In each such case the board of directors 

shall specify in dollars the part of such consideration which shall be capital. If the board of 

directors shall not have determined (1) at the time of issue of any shares of the capital stock of 



the corporation issued for cash or (2) within 60 days after the issue of any shares of the capital 

stock of the corporation issued for consideration other than cash what part of the consideration 

for such shares shall be capital, the capital of the corporation in respect of such shares shall be 

an amount equal to the aggregate par value of such shares having a par value, plus the amount 

of the consideration for such shares without par value. The amount of the consideration so 

determined to be capital in respect of any shares without par value shall be the stated capital of 

such shares. The capital of the corporation may be increased from time to time by resolution of 

the board of directors directing that a portion of the net assets of the corporation in excess of 

the amount so determined to be capital be transferred to the capital account. The board of 

directors may direct that the portion of such net assets so transferred shall be treated as capital 

in respect of any shares of the corporation of any designated class or classes. The excess, if any, 

at any given time, of the net assets of the corporation over the amount so determined to be 

capital shall be surplus. Net assets means the amount by which total assets exceed total 

liabilities. Capital and surplus are not liabilities for this purpose. Notwithstanding anything in 

this section to the contrary, for purposes of this section and §§ 160 and 170 of this title, the 

capital of any nonstock corporation shall be deemed to be zero. 

8 Del.C. § 244 

(a) A corporation, by resolution of its board of directors, may reduce its capital in any of the 

following ways: 

(1) By reducing or eliminating the capital represented by shares of capital stock which 

have been retired; 

(2) By applying to an otherwise authorized purchase or redemption of outstanding 

shares of its capital stock some or all of the capital represented by the shares being purchased 

or redeemed, or any capital that has not been allocated to any particular class of its capital stock; 

(3) By applying to an otherwise authorized conversion or exchange of outstanding 

shares of its capital stock some or all of the capital represented by the shares being converted 

or exchanged, or some or all of any capital that has not been allocated to any particular class of 

its capital stock, or both, to the extent that such capital in the aggregate exceeds the total 

aggregate par value or the stated capital of any previously unissued shares issuable upon such 

conversion or exchange; or 

(4) By transferring to surplus (i) some or all of the capital not represented by any 

particular class of its capital stock; (ii) some or all of the capital represented by issued shares 

of its par value capital stock, which capital is in excess of the aggregate par value of such shares; 

or (iii) some of the capital represented by issued shares of its capital stock without par value. 

(b) Notwithstanding the other provisions of this section, no reduction of capital shall be made 

or effected unless the assets of the corporation remaining after such reduction shall be sufficient 

to pay any debts of the corporation for which payment has not been otherwise provided. No 

reduction of capital shall release any liability of any stockholder whose shares have not been 

fully paid. 

(c) Repealed. 



_____ 

Eventually, the drafters of the Model Business Corporations Act ceased to attach any 

legal meaning to par value. It is, however, something that incorporators can choose to 

designate. See MBCA §2.02(b)(2)(iv).  If they do, it has accounting significance, insofar as it 

is still conventional to record capital that is paid for shares as either stated capital (sometimes 

called “capital stock”) or additional paid-in capital. The existence of par value and stated capital 

has absolutely no effect on the corporation’s ability to make distributions to shareholders. 

Instead, the traditional equity insolvency test is supplemented by the “balance sheet test.” The 

balance sheet test requires that, after any distribution to shareholders, the company’s assets at 

least equal its liabilities. See MBCA § 6.40. The value of assets, however, is not limited to 

historic cost. 

It is worth noting here, as it is in the text, that distributions to shareholders must be 

declared by the directors, and it is up to the directors to determine that the relevant tests are 

satisfied. The directors are personally liable for the amount of distributions that exceed legal 

limits. See MBCA § 8.33. Although corporations generally can adopt provisions in their articles 

of incorporation exculpating directors from certain types of liability, such exculpation cannot 

extend to liability for illegal dividends. 

It also is worth noting that, although “watered stock liability” is said to no longer exist, 

shareholders do still have the obligation to pay the agreed upon consideration for shares. See 

MBCA § 6.22. If they do not, they can, in a suit brought by the corporation or its creditors be 

forced to do so or, in appropriate circumstances, have their shares cancelled. 

Set out below is MBCA § 6.40, which contains the limits on the permissible amount of 

distributions. 

MBCA § 6.40 DISTRIBUTIONS TO SHAREHOLDERS 

 (a) A board of directors may authorize and the corporation may make distributions to 

its shareholders subject to restriction by the articles of incorporation and the limitation 

in subsection (c). 

(b) If the board of directors does not fix the record date for determining shareholders 

entitled to a distribution (other than one involving a purchase, redemption, or other 

acquisition of the corporation's shares), it is the date the board of directors authorizes 

the distribution. 

(c) No distribution may be made if, after giving it effect: 

(1) the corporation would not be able to pay its debts as they become due in the usual 

course of business; or 

(2) the corporation's total assets would be less than the sum of its total liabilities plus 

(unless the articles of incorporation permit otherwise) the amount that would be needed, 

if the corporation were to be dissolved at the time of the distribution, to satisfy the 



preferential rights upon dissolution of shareholders whose preferential rights are 

superior to those receiving the distribution. 

(d) The board of directors may base a determination that a distribution is not prohibited 

under subsection (c) either on financial statements prepared on the basis of accounting 

practices and principles that are reasonable in the circumstances or on a fair valuation 

or other method that is reasonable in the circumstances. 

(e) Except as provided in subsection (g), the effect of a distribution under subsection 

(c) is measured: 

(1) in the case of distribution by purchase, redemption, or other acquisition of the 

corporation's shares, as of the earlier of (i) the date money or other property is 

transferred or debt incurred by the corporation or (ii) the date the shareholder ceases to 

be a shareholder with respect to the acquired shares; 

(2) in the case of any other distribution of indebtedness, as of the date the indebtedness 

is distributed; and 

(3) in all other cases, as of (i) the date the distribution is authorized if the payment 

occurs within 120 days after the date of authorization or (ii) the date the payment is 

made if it occurs more than 120 days after the date of authorization. 

(f) A corporation's indebtedness to a shareholder incurred by reason of a distribution 

made in accordance with this section is at parity with the corporation's indebtedness to 

its general, unsecured creditors except to the extent subordinated by agreement. 

(g) Indebtedness of a corporation, including indebtedness issued as a distribution, is not 

considered a liability for purposes of determination under subsection (c) if its terms 

provide that payment of principal and interest are made only if and to the extent that 

payment of a distribution to shareholders could then be made under this section. If the 

indebtedness is issued as a distribution, each payment of principal or interest is treated 

as a distribution, the effect of which is measured on the date the payment is actually 

made. 

(h) This section shall not apply to distributions in liquidation under chapter 14. 

 

___________________________________________________________________________ 

Doing the Numbers, page 454: Par Value and Stated Capital  

[By the Editors] 

Although par value is not required by any modern statutory regime, it still has implications 

for the balance sheet if the incorporators choose to use it.  Stated capital equals par value 

times the number of outstanding shares, and capital surplus (also commonly known as 



“additional paid-in capital”) equals the number of outstanding shares times the difference 

between what shareholders paid for the shares and par value.  Together, stated capital and 

capital surplus constitute paid-in capital.   

___________________________________________________________________________ 

Dear Prof., page 454: “Capital” and “Capitalization”  

[By the Editors] 

A corporation’s total capital generally includes capital from shareholders (paid-in capital), 

capital from earnings (earned surplus) and money it does not have to give back for an 

extended period of time (long-term debt).  However, not all these amounts are readily 

available for daily business operations.  “Working capital” measures the amount that is 

available to support day-to-day business operations.  This usually is calculated by subtracting 

current liabilities (those due in less than twelve months) from current assets (assets that are 

readily convertible into cash or a cash equivalent). Different industries have different ranges 

for acceptable working capital.  In general, businesses with fast inventory turnover and low-

cost items require less working capital (10-15% of total capital) but businesses with slow 

inventory turnover and high-cost items requires more (25-35%).  In addition, it is always 

useful to compare a corporation to other similar ones in the same industry and to consult 

other indices to decide whether it has sufficient resources to support its daily operations.   

___________________________________________________________________________ 

Doing the Numbers, page 456: Par Value and the Balance Sheet 

[By the Editors] 

Please see Doing the Numbers, page 439.  

___________________________________________________________________________ 

JD/MBA, page 468:  Tax Consequences  

IRS Notice 94-47, 1994-1 C.B. 357  

In a number of recent transactions, instruments have been issued that are designed to be 

treated as debt for federal income tax purposes but as equity for regulatory, rating agency, or 

financial accounting purposes. These instruments typically contain a combination of debt and 

equity characteristics. 

Upon examination, the Service will scrutinize instruments of this type to determine if their 

purported status as debt for federal income tax purposes is appropriate. Of particular interest 

to the Service are instruments that contain a variety of equity features, including an 

unreasonably long maturity or an ability to repay the instrument's principal with the issuer's 

stock. Analysis of these instruments must take into account the cumulative effect of these 

features and other equity features. 

General Debt/Equity Analysis 



The characterization of an instrument for federal income tax purposes depends on the terms 

of the instrument and all surrounding facts and circumstances. Among the factors that may be 

considered in making this determination are: (a) whether there is an unconditional promise on 

the part of the issuer to pay a sum certain on demand or at a fixed maturity date that is in the 

reasonably foreseeable future; (b) whether holders of the instruments possess the right to 

enforce the payment of principal and interest; (c) whether the rights of the holders of the 

instruments are subordinate to rights of general creditors; (d) whether the instruments give 

the holders the right to participate in the management of the issuer; (e) whether the issuer is 

thinly capitalized; (f) whether there is identity between holders of the instruments and 

stockholders of the issuer; (g) the label placed upon the instruments by the parties; and (h) 

whether the instruments are intended to be treated as debt or equity for non-tax purposes, 

including regulatory, rating agency, or financial accounting purposes. No particular factor is 

conclusive in making the determination of whether an instrument constitutes debt or equity. 

The weight given to any factor depends upon all the facts and circumstances and the overall 

effect of an instrument's debt and equity features must be taken into account. 

Payable in Stock 

The Service is aware of recent offerings in which taxpayers may be relying on Rev. Rul. 85-

119, 1985-2 C.B. 60. In that ruling, a bank holding company issued instruments (the Notes) 

that permitted the principal amount to be repaid with the company's stock at maturity. The 

Service held that the Notes constituted debt based on all the facts and circumstances, 

including the fact that, in substance, a holder of the Notes had the right to obtain repayment 

either in cash or in stock. 

The holding in Rev. Rul. 85-119 is limited to the facts of that ruling. Instruments that are 

similar to the Notes but that, on balance, are more equity-like are unlikely to qualify as debt 

for federal income tax purposes. For example, an instrument does not qualify as debt if it has 

terms substantially identical to the Notes except for a provision that requires the holder to 

accept payment of principal solely in stock of the issuer (or, in certain circumstances, a 

related party). Similarly, an instrument does not qualify as debt if it has terms substantially 

identical to the Notes except that (a) the right to elect cash is structured to ensure that the 

holder would choose the stock, or (b) the, instrument is nominally payable in cash but does 

not, in substance, give the holder the right to receive cash because, for example, the 

instrument is secured by the stock and is nonrecourse to the issuer. 

Unreasonably Long Maturities 

The Service also is aware of recent offerings of instruments that combine long maturities 

with substantial equity characteristics. Some taxpayers are treating these instruments as debt 

for federal income tax purposes, apparently based on authorities such as Monon Railroad v. 

Commissioner, 55 T.C. 345 (1970), acq.,1973-2 C.B. 3, which involved an instrument with a 

50-year term. 

The Service cautions taxpayers that, even in the case of an instrument having a term of less 

than 50 years, Monon Railroad generally does not provide support for treating an instrument 

as debt for federal income tax purposes if the instrument contains significant equity 

characteristics not present in that case. The reasonableness of an instrument's term (including 

that of any relending obligation or similar arrangement) is determined based on all the facts 

and circumstances, including the issuer's ability to satisfy the instrument. A maturity that is 



reasonable in one set of circumstances may be unreasonable in another if sufficient equity 

characteristics are present. 

Case law  

Factors established through case law includes:  

“(1) the names given to the certificates evidencing the indebtedness;  

(2) the presence or absence of a fixed maturity date;  

(3) the source of payments;  

(4) the right to enforce payment of principal and interest;  

(5) participation in management flowing as a result;  

(6) the status of the contribution in relation to regular corporate creditors;  

(7) the intent of the parties;  

(8) "thin" or adequate capitalization;  

(9) identity of interest between creditor and stockholder;  

(10) source of interest payments;  

(11) the ability of the corporation to obtain loans from outside lending 

institutions;  

(12) the extent to which the advance was used to acquire capital assets; and  

(13) the failure of the debtor to repay on the due date or to seek a 

postponement.” 

 

Estate of Mixon v. United States, 464 F.2d 394, 402 (5th Cir. 1972); see also, Roth Steel 

Tube Co. v. Comm’r, 800 F.2d 625, 630-32 (6th Cir. 1986). 

 

 

 


