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The Corporate Form

tH— ZECUHIER

[Reference)

The corporation is the standard form of almost all large U. S. firms. Why? The
traditional answer is that corporation dominates the partnership as a vehicle for rai-
sing capital for large businesses. A general partnership involves personal liability, in-
stability, illiquidity, and diffuse management. By contrast, the chief attributes of the
corporate form are generally listed as:

1) limited liability for investors;

2) free transferability of investors interests;

3) legal personality (entity-attributable powers, indefinite life span, and pur-
pose) ;

4) centralized management.

Which investment contract would you prefer as a small equity participant in a
large enterprise?

From a doctrinal perspective, the key attributes of the corporate form all de-
pend, directly or indirectly, on the legal identity of corporations as distinct “persons”
apart from their shareholders and directors. State corporation statutes establish this i-
dentity and provide the basic rules governing relationships among corporate share-
holders, directors, and managers.

In addition to the common features of the corporations, however, there are also
cross-cutting differences among corporations that are at least as important as the dis-
tinction between corporations and partnerships. Small or “ closely-held” corporations
(so named because their shares are seldom traded) that incorporate for tax or liability
purposes often attempt to avoid other standard features of corporate law that seem in-

appropriate to their status as “incorporated partnerships” . By contrast, corporate



2 |sErmx

law is generally better suited to large—or at least largish—firms with numerous
shareholders ( “public” or “publicly-traded” firms). But even here, the fit may not be
perfect. You might ask yourself as you read: What would a firm look like that
seemed perfectly suited to the implicit factual assumptions behind corporation codes?
The materials in this Part are organized around the basic features of the corpo-
rate form. After introducing the basic concepts of corporate law, we will discuss the
valuation of corporate securities. Since the corporate form is designed to raise funds
on capital markets, it is only fitting that we pause to ask what it means for an invest-
ment to have value, and why one form of investment—corporate stock—might seem
unusually attractive to investors. After this detour, we turn to the limited liability of
corporate shareholders, and the rights of corporate creditors. In Part[[ , we will ex-
amine the characteristic structure of centralized authority established by state corpo-
ration statutes and the duties that arise from this centralized management structure.
The Incorporation Process: Forming a corporation is simple. In Delaware, it in-
volves filing a certificate of incorporation with the Secretary of State and paying a

fee. It can be done by anyone and for any lawful purpose.
[Summary)

EELEHANSWEUA TR, FERSNNA T EERERE
VS KGBE. R AK SN WA ATRESHE. 2LRRE. KM
P, MEROTE, ATAALUTFRS. (D) BREOERRE; Q) BEHT
LA EEEACR] (3) sk AT (ATEARFRAES, TRYSEHR,
URSEAND; (O BRNEE, AT -SRLMAAEARE, BHUIAFR
FEFIRERETUE, ERRMER AWMLY, EREFENRENATNY
MoK, HH, SEEAEHE, REEMEARRDRL TR RTER, H
MERRMERABATRE, HF. ZRORAILS. |

INEATRHAAT (AFARERBTEATFES) WIERIREEMAT R
S BT A TR . T — MR & R R AL T 924 R A SR B R B R £
ARATI EHARS, AFAEN—HSEASTRBRHR, SitAZEmL
EHBYE N, 2 FAREEY —FEEF RN TIRRTI AT RIVUHETH
R S5 A B R R R FTAE AR

B ATREE TR, URESREMN D, EMAET % H BT
Bl SR A A AL IR, R — MR ARLEA. RERE (A7)
%2 £, REFHAFACEARREATNRMERAF. 83 £M0E. AF
Bdgk A, AT R A, EAEAM R, 4RI A F
SRBFAE, ARILA T MRS P R A TRERIE: BOH
R R BBR LU A B B AT A AR AL, IFREEAARAEANR,
feasmy RERIFE, TiAARKNKEAREE, MRFATRTHE, K
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[ Question]

Andrea B EM AFHT —HKETZREK B, & BRI URELERKF, AA
Andrea fet: KB T —FhFT BIBORBEAS 66 7™ i AR R IR R B9 3/4. {HR, Andrea
FETRE 20 TRITHFEERIIHAXTHAR, BE Andrea EEHC BAFTANE S
LT,

BA: Andrea EA T UBRHFL T XA RER20FXTLHK LT HLEER T2
RUHALERREAXRBEFELHRHELM? BHFAEAAT Andrea £ £ FTHA
BB WKEKE?

Topic I The Sources of Corporate Law
TR EZEARZEHE®T

[Reference]

The primary emphasis of corporate law is on the relationship between the corpo-
ration, its shareholders, and its directors. There are several sources that define these
relationships. Some of these sources are laws; others are regulations promulgated by
federal agencies; others are contractual.

However, it is important, to briefly discuss the basic allocation of power laid
down by the corporate statutes. Basically, there are three classes of people that share
power; stockholders, directors and officers.

Shareholders; The main sources of power for shareholders are that they elect di-
rectors. Generally, all directors are elected every year at the annual meeting of share-
holders. If shareholders are dissatisfied with the directors, they can

( i) elect different directors at the next annual meeting; or

(ii ) in some circumstances remove directors either at a special meeting or by
written consent.

Directors: Directors have the legal power to manage the corporation. This means

that directors decide how to run the business operation, how much salary they re-
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ceive, and how much is distributed to shareholders in dividends. In managing the busi-
ness, directors are generally not bound by directions given to them by the shareholde-
rs. All directors together form the board of directors or, in short, the board.

Officers: Officers help the directors to manage day-to-day business opera-
tions. Officers have fancy titles (such as President and Chief-Executive Officers). De-
spite these fancy titles, they are, as a legal matter, bound by directions given to them
by the board of directors.

Directors that are also offices of the company are commonly referred to as inside
directors. Directors that are not otherwise affiliated with the company are outside di-
rectors. Outside directors generally do not spend much of their time in managing the
small amount of compensation. Directors and officers are sometimes also referred to as
management. Even though, as a matter of law, all directors have equal power, the re-
al power is often exercised by the CEOQ.

Shareholder management powers. Though directors have the general power to
manage the corporation, certain extraordinary decisions require as well the approval
of shareholders. These decisions include:

( i) the dissolution of the corporation;

(i ) a sale by the corporation of all of its assets;

(i ) a merger of the corporation with another corporation;

(iv) an amendment to the certificate of incorporation.
1. State Corporation Law

A, Corporation Statutes

The most important laws on corporations are the state corporation statutes. Each
corporation is governed by the state corporation statutes of the state in which the cor-
poration is incorporated. Though these corporation statutes differ from state to state,
a century of borrowing and reform efforts by the corporate bar have contributed to a
general uniformity of structure. The task of analyzing state law is made even simpler
by the fact that one state, Delaware, has emerged as the state of incorporation of
choice for the majority of large U. S corporations. In light of the special position of
Delaware, we will focus chiefly on the Delaware General Corporation Law,
( “DGCL”) which is contained in the Statutes, Rules and Forms booklet that you
should have purchased.

Consider why it may be that Delaware, one of the smallest states, has become
the domicile of choice for public corporations. That companies can essentially incorpo-
rate in any state they want is a necessary condition for the prominence of Delaware,
but does not explain why so many companies chose Delaware.

To get a sense of what a state corporation statute contains, you should leaf
through the table of contents of the DGCL. The first three subchapters relate to the
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formation of a corporation. Subchapter I ( § § 101—110) deals with the formation
process, the certificate of incorporation and the by-laws. Subchapter I ( § § 121—
127) deals with corporate powers and Subchapter T ( § § 131—136) with certain
procedural requirements.

The next four subchapters relate to the ordinary aspects of the corporate exist-
ence. Subchapter IV ( § § 141—145) contains the provisions on directors and officers;
Subchapter V ( § § 151—174) on stocks and dividends. Subchapter VI ( § § 201—203),
while short, is quite important. It contains the section on stock transfer restrictions and the’
Delaware anti-takeover provision. Subchapter V[ ( § § 211-—230) deals with stockholder

voting.
| The next five subchapters relate to extraordinary events; Subchapter
VI (§ §241—246) deals with changes in the certificate of incorporation or in the eq-
uity structure; Subchapter [{ ( § §251—263 ) with mergers; Subchapter
X (8§ §271—285) with major asset and dissolutions; Subchapter X[ ( § §291—
303) with certain aspects of insolvency; and Subchapter{[ (§ § 311—314) with the
raising of the dead.

Subchapter XIT ( § §321—330) discusses procedures of suing corpora-
tions. Subchapterll ( § § 341—356) contains special provisions for corporations that
are elected to be “close” corporations that want to do business in or become domesti-
cated in Delaware.

B. State Case Law

Case law (and not statutory law) defines the two important duties owed by di-
rectors and officers to the corporation and its shareholders: the duty of care (i. e. the
duty not to be negligent in managing the corporation) and the duty of loyalty (i. e. the
duty to manage the company for the benefit of the shareholders, and not for their
own personal benefit).

In Delaware corporate cases are heard by a specialized trial court; the court of
chancery. The Chancery Court has five judges and has jurisdiction over all disputes
arising under Delaware corporate law (and some others). There are no juries in the
Chancery Court. All decisions are thus rendered by judges that have a fair degree of
subject-matter expertise. Appeals from the Chancery Court are heard by the Delaware

Supreme Court, which has five members and normally sits in panels of three judges.

2. Federal Law and Regulations

The main source of the federal law of corporations is the Securities Exchange Act
of 1934. The Exchange Act forms the core of a complex regulatory scheme. As part of
that scheme, Congress established the Securities Exchange Commission (SEC) and
empowered it to enforce the provision of the Exchange Act and to promulgate detailed

rules and regulations in a number of areas. For our purposes, the most important of
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these regulations are those on voting, acquisitions of corporations, and insider trading.
3. Corporate Contracts

Apart from legal rules, the relationship between shareholders, directors, of-
ficers, and the corporation is governed by two documents which are similar to con-
tracts; the certificate of incorporation and the by-laws.

A. The Certificate of Incorporation

Every corporation must have a charter. Indeed, a corporation is formed by filing
the charter with the Secretary of State. A charter contains two kinds of provisions:
mandatory and optional ones. The provisions that must be contained in it are listed in
DGCL § 102 (a). The provisions may be contained in it are listed in DGCL § 102 (b)

B. The By-laws

Almost all corporations also have by-laws. DGCL § 109 specifies how by-laws are
adopted or changed and what provisions may be contained in them. Many by-laws pro-
visions are technical and boring.

While some governance provisions must be contained in the charter (see, e.
g. DGCL § 141 (k) (i )), others can be either in the charter or by-laws (see, e.
g. DGCL § 216) or ( § 141 (d)). If one has the choice, why would a company chose
to put provisions into its by-laws rather than into its charter, and vice versa?

The various sources of rights discussed above form a hierarchy. On top of the hi-
erarchy are federal laws and regulations. If state law is inconsistent with federal law,
federal law governs. Next are the state corporation statutes and (below) state case
law. Then comes the charter. Charter provisions are only valid if they are not inconsis-
tent with federal or state laws. Finally, there are by-laws. By-law provisions are

trumped both by federal and state laws and by the charter.
[ Summary])

BENFAEHMEEIES: () H2EARRRXESEFZRASELH (AF
®) () MXEE: ) BHFEEIAXBIIMNITEEN: (1) BEEARKRNF
B (5 BAHEM; (6) ARERE,

XEAFAEHWEEZESR . BISEEES. Mk, Afk, AFER.

S5REAFERMNL, RENARKIER RS, ERELERTTLUEHEERAR
B, XRSREERAPIEEEMEN K, AMERXEEEE AN HAE,
FRAMMEENEEAN LSRR, 1oh, 52 E MR AR & #BUS LR ER
AT LURYE B C LR H e R4 WM A Rl L, a1ttt B8 HRE,
ALY, ERXMERGE. BEROVNERMNEARZT T REARENESRS
Rik., HRENBIBAESARERBUSSCGEAE KLY, EWCERHELMEH
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AHET, RMEMHEEELEEEE] MKRESM,
[ Questions}

| RER R EA TR E A FEE AWK, BEFRHARNRRMNR
X 4 F B R 7 e TR 7
2. EEXHA DR NEMHRET SHEEMEEZ L A, HiRHEH,

Topic [l Certificate of Incorporation of XYZ
EE= 2ARER

[Reference]

FIRST: The name of the Corporation is XYZ Inc.

SECOND: The address of the registered of the Corporation in Delaware is 229
South State Street, City of Dover, County of Kent, and the name of the registered
agent of the Corporation at such an address is the United States Corporation Company.

THIRD. The purpose of the Corporation is to engage in any lawful act or activi-
ty for which corporations may be organized under the General Corporation Law of
Delaware.

FOURTH: The total number of shares of all classes of stock which the Corpo-

ration shall have authority to issue is eleven million (11,000,000) shares, consisting

Of:

(a) ten million (10,000,000) shares of Common Stock, par value one cent per
share and :

(b) one million (1,000,000) shares of Preferred Stock , par value one cent per
share...

FIFTH. A. The business and affairs of the Corporation shall be managed by the
Board of Directors, and the directors need not be elected by ballot unless required by
the by-laws of the Corporation.

B. The Board of Directors is expressly authorized to adopt, amend or repeal the
By-Laws of the Corporation.

C. The number of directors of the Corporation shall not be less than three nor
more than fifteen, shall be initially fixed at four and may thereafter be changed from
time to time by action of not less than a majority of the members of the Board then in
office.

D. The Board of Directors shall be divided with respect to the time for which they



