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13.2: Explain the Process of Securing Equity Financing through the Issuance of
Stock

A corporation is a legal business structure involving one or more individuals (owners) who are legally distinct (separate) from the
business that is created under state laws. The owners of a corporation are called stockholders (or shareholders) and may or may not
be employees of the corporation. Most corporations rely on a combination of debt (liabilities) and equity (stock) to raise capital.
Both debt and equity financing have the goal of obtaining funding, often referred to as capital, to be used to acquire other assets
needed for operations or expansion. Capital consists of the total cash and other assets owned by a company found on the left side
of the accounting equation. The method of financing these assets is evidenced by looking at the right side of the accounting
equation, either recorded as liabilities or shareholders’ equity.

The Organization of a Corporation

Incorporation is the process of forming a company into a corporate legal entity. The advantages of incorporating are available to a
corporation regardless of size, from a corporation with one shareholder to those with hundreds of thousands of shareholders. To
issue stock, an entity must first be incorporated in a state.

The process of incorporating requires filing the appropriate paperwork and receiving approval from a governmental entity to
operate as a corporation. Each state has separate requirements for creating a corporation, but ultimately, each state grants a
corporation the right to conduct business in the respective state in which the corporation is formed. The steps to incorporate are
similar in most states:

1. The founders (incorporators) choose an available business name that complies with the state’s corporation rules. A state will not
allow a corporation to choose a name that is already in use or that has been in use in recent years. Also, similar names might be
disallowed.

2. The founders of a corporation prepare articles of incorporation called a “charter,” which defines the basic structure and
purpose of the corporation and the amount of capital stock that can be issued or sold.

3. The founders file the articles of incorporation with the Department of State of the state in which the incorporation is desired.
Once the articles are filed and any required fees are paid, the government approves the incorporation.

4. The incorporators hold an organizational meeting to elect the board of directors. Board meetings must be documented with
formal board minutes (a written record of the items discussed, decisions made, and action plans resulting from the meeting).
The board of directors generally meets at least annually. Microsoft, for example, has 14 directors on its board." Boards may
have more or fewer directors than this, but most boards have a minimum of at least three directors.

5. The board of directors prepares and adopts corporate bylaws. These bylaws lay out the operating rules for the corporation.
Templates for drawing up corporate bylaws are usually available from the state to ensure that they conform with that state’s
requirements.

6. The board of directors agrees upon a par value price for the stock. Par value is a legal concept discussed later in this section.
The price that the company receives (the initial market value) will be determined by what the purchasing public is willing to
pay. For example, the company might set the par value at $1 per share, while the investing public on the day of issuance might
be willing to pay $30 per share for the stock.

CONCEPTS IN PRACTICE

Deciding Where to Incorporate

With 50 states to choose from, how do corporations decide where to incorporate? Many corporations are formed in either Delaware
or Nevada for several reasons. Delaware is especially advantageous for large corporations because it has some of the most flexible
business laws in the nation and its court system has a division specifically for handling business cases that operates without juries.
Additionally, companies formed in Delaware that do not transact business in the state do not need to pay state corporate income
tax. Delaware imposes no personal tax for non-residents, and shareholders can be non-residents. In addition, stock shares owned by
non-Delaware residents are not subject to Delaware state taxation.

Because of these advantages, Delaware dominated the share of business incorporation for several decades. In recent years, though,
other states are seeking to compete for these businesses by offering similarly attractive benefits of incorporation. Nevada in
particular has made headway. It has no state corporate income tax and does not impose any fees on shares or shareholders. After the
initial set up fees, Nevada has no personal or franchise tax for corporations or their shareholders. Nevada, like Delaware, does not
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require shareholders to be state residents. If a corporation chooses to incorporate in Delaware, Nevada, or any state that is not its
home state, it will need to register to do business in its home state. Corporations that transact in states other than their state of
incorporation are considered foreign and may be subject to fees, local taxes, and annual reporting requirements that can be time
consuming and expensive.

Advantages of the Corporate Form

Compared to other forms of organization for businesses, corporations have several advantages. A corporation is a separate legal
entity, it provides limited liability for its owner or owners, ownership is transferable, it has a continuing existence, and capital is
generally easy to raise.

Separate Legal Entity

A sole proprietorship, a partnership, and a corporation are different types of business entities. However, only a corporation is a
legal entity. As a separate legal entity, a corporation can obtain funds by selling shares of stock, it can incur debt, it can become a
party to a contract, it can sue other parties, and it can be sued. The owners are separate from the corporation. This separate legal
status complies with one of the basic accounting concepts—the accounting entity concept, which indicates that the economic
activity of an entity (the corporation) must be kept separate from the personal financial affairs of the owners.

Limited Liability

Many individuals seek to incorporate a business because they want the protection of limited liability. A corporation usually limits
the liability of an investor to the amount of his or her investment in the corporation. For example, if a corporation enters into a loan
agreement to borrow a sum of money and is unable to repay the loan, the lender cannot recover the amount owed from the
shareholders (owners) unless the owners signed a personal guarantee. This is the opposite of partnerships and sole proprietorships.
In partnerships and sole proprietorships, the owners can be held responsible for any unpaid financial obligations of the business and
can be sued to pay obligations.

Transferable Ownership

Shareholders in a corporation can transfer shares to other parties without affecting the corporation’s operations. In effect, the
transfer takes place between the parties outside of the corporation. In most corporations, the company generally does not have to
give permission for shares to be transferred to another party. No journal entry is recorded in the corporation’s accounting records
when a shareholder sells his or her stock to another shareholder. However, a memo entry must be made in the corporate stock
ownership records so any dividends can be issued to the correct shareholder.

Continuing Existence

From a legal perspective, a corporation is granted existence forever with no termination date. This legal aspect falls in line with the
basic accounting concept of the going concern assumption, which states that absent any evidence to the contrary, a business will
continue to operate in the indefinite future. Because ownership of shares in a corporation is transferrable, re-incorporation is not
necessary when ownership changes hands. This differs from a partnership, which ends when a partner dies, or from a sole
proprietorship, which ends when the owner terminates the business.

Ease of Raising Capital

Because shares of stock can be easily transferred, corporations have a sizeable market of investors from whom to obtain capital.
More than 65 million American households? hold investments in the securities markets. Compared to sole proprietorships (whose
owners must obtain loans or invest their own funds) or to partnerships (which must typically obtain funds from the existing
partners or seek other partners to join; although some partnerships are able borrow from outside parties), a corporation will find
that capital is relatively easy to raise.

Disadvantages of the Corporate Form

As compared to other organizations for businesses, there are also disadvantages to operating as a corporation. They include the
costs of organization, regulation, and taxation.

Costs of Organization

Corporations incur costs associated with organizing the corporate entity, which include attorney fees, promotion costs, and filing
fees paid to the state. These costs are debited to an account called organization cests. Assume that on January 1, Rayco
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Corporation made a payment for $750 to its attorney to prepare the incorporation documents and paid $450 to the state for filing
fees. Rayco also incurred and paid $1,200 to advertise and promote the stock offering. The total organization costs are $2,400
($750 + $450 + $1,200). The journal entry recorded by Rayco is a $2,400 debit to Organization Costs and a $2,400 credit to Cash.

O R A

Date | Account Debit Credit
Jan.1 | Organization Costs Expense 2,400
Cash 2,400
To record organization costs

Organization costs are reported as part of the operating expenses on the corporation’s income statement.

Regulation

Compared to partnerships and sole proprietorships, corporations are subject to considerably more regulation both by the states in
which they are incorporated and the states in which they operate. Each state provides limits to the powers that a corporation may
exercise and specifies the rights and liabilities of shareholders. The Securities and Exchange Commission (SEC) is a federal
agency that regulates corporations whose shares are listed and traded on security exchanges such as the New York Stock Exchange
(NYSE), the National Association of Securities Dealers Automated Quotations Exchange (NASDAQ), and others; it accomplishes
this through required periodic filings and other regulations. States also require the filing of periodic reports and payment of annual
fees.

Taxation

As legal entities, typical corporations (C corporations, named after the specific subchapter of the Internal Revenue Service code
under which they are taxed), are subject to federal and state income taxes (in those states with corporate taxes) based on the income
they earn. Stockholders are also subject to income taxes, both on the dividends they receive from corporations and any gains they
realize when they dispose of their stock. The income taxation of both the corporate entity’s income and the stockholder’s dividend
is referred to as double taxation because the income is taxed to the corporation that earned the income and then taxed again to
stockholders when they receive a distribution of the corporation’s income.

Corporations that are closely held (with fewer than 100 stockholders) can be classified as S corporations, so named because they
have elected to be taxed under subchapter S of the Internal Revenue Service code. For the most part, S corporations pay no income
taxes because the income of the corporation is divided among and passed through to each of the stockholders, each of whom pays
income taxes on his or her share. Both Subchapter S (Sub S) and similar Limited Liability Companies (LLCs) are not taxed at the
business entity but instead pass their taxable income to their owners.

Financing Options: Debt versus Equity

Before exploring the process for securing corporate financing through equity, it is important to review the advantages and
disadvantages of acquiring capital through debt. When deciding whether to raise capital by issuing debt or equity, a corporation
needs to consider dilution of ownership, repayment of debt, cash obligations, budgeting impacts, administrative costs, and credit
risks.

Dilution of Ownership

The most significant consideration of whether a company should seek funding using debt or equity financing is the effect on the
company’s financial position. Issuance of debt does not dilute the company’s ownership as no additional ownership shares are
issued. Issuing debt, or borrowing, creates an increase in cash, an asset, and an increase in a liability, such as notes payable or
bonds payable. Because borrowing is independent of an owner’s ownership interest in the business, it has no effect on
stockholders’ equity, and ownership of the corporation remains the same as illustrated in the accounting equation in Figure 14.2,

Assets = Liabilities +  Stockholders’ Equity

T T No effect

Figure 14.2 Debt Financing. Debt financing increases assets and liabilities but has no effect on stockholders’ equity. (attribution:
Copyright Rice University, OpenStax, under CC BY-NC-SA 4.0 license)
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On the other hand, when a corporation issues stock, it is financing with equity. The same increase in cash occurs, but financing
causes an increase in a capital stock account in stockholders’ equity as illustrated in the accounting equation in Figure 14.3.

Assets Liabilities +  Stockholders’ Equity

T No effect T

Figure 14.3 Equity Financing. Equity financing increases assets and stockholders’ equity but has no effect on liabilities.
(attribution: Copyright Rice University, OpenStax, under CC BY-NC-SA 4.0 license)

This increase in stockholders’ equity implies that more shareholders will be allowed to vote and will participate in the distribution
of profits and assets upon liquidation.

Repayment of Debt

A second concern when choosing between debt and equity financing relates to the repayment to the lender. A lender is a debt
holder entitled to repayment of the original principal amount of the loan plus interest. Once the debt is paid, the corporation has no
additional obligation to the lender. This allows owners of a corporation to claim a larger portion of the future earnings than would
be possible if more stock were sold to investors. In addition, the interest component of the debt is an expense, which reduces the
amount of income on which a company’s income tax liability is calculated, thereby lowering the corporation’s tax liability and the
actual cost of the loan to the company.

Cash Obligations

The most obvious difference between debt and equity financing is that with debt, the principal and interest must be repaid, whereas
with equity, there is no repayment requirement. The decision to declare dividends is solely up to the board of directors, so if a
company has limitations on cash, it can skip or defer the declaration of dividends. When a company obtains capital through debt, it
must have sufficient cash available to cover the repayment. This can put pressure on the company to meet debt obligations when
cash is needed for other uses.

Budgeting

Except in the case of variable interest loans, loan and interest payments are easy to estimate for the purpose of budgeting cash
payments. Loan payments do not tend to be flexible; instead the principal payment is required month after month. Moreover,
interest costs incurred with debt are an additional fixed cost to the company, which raises the company’s break-even point (total
revenue equals total costs) as well as its cash flow demands.

Cost Differences

Issuing debt rather than equity may reduce additional administration costs associated with having additional shareholders. These
costs may include the costs for informational mailings, processing and direct-depositing dividend payments, and holding
shareholder meetings. Issuing debt also saves the time associated with shareholder controversies, which can often defer certain
management actions until a shareholder vote can be conducted.

Risk Assessment by Creditors

Borrowing commits the borrower to comply with debt covenants that can restrict both the financing options and the opportunities
that extend beyond the main business function. This can limit a company’s vision or opportunities for change. For example, many
debt covenants restrict a corporation’s debt-to-equity ratio, which measures the portion of debt used by a company relative to the
amount of stockholders’ equity, calculated by dividing total debt by total equity.

Total Debt
Total Equity

Debt-to-Equity Ratio =

When a company borrows additional funds, its total debt (the numerator) rises. Because there is no change in total equity, the
denominator remains the same, causing the debt-to-equity ratio to increase. Because an increase in this ratio usually means that the
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company will have more difficulty in repaying the debt, lenders and investors consider this an added risk. Accordingly, a business
is limited in the amount of debt it can carry. A debt agreement may also restrict the company from borrowing additional funds.

To increase the likelihood of debt repayment, a debt agreement often requires that a company’s assets serve as collateral, or for the
company’s owners to guarantee repayment. Increased risks to the company from high-interest debt and high amounts of debt,
particularly when the economy is unstable, include obstacles to growth and the potential for insolvency resulting from the costs of
holding debt. These important considerations should be assessed prior to determining whether a company should choose debt or
equity financing.

THINK IT THROUGH

Financing a Business Expansion

You are the CFO of a small corporation. The president, who is one of five shareholders, has created an innovative new product that
is testing well with substantial demand. To begin manufacturing, $400,000 is needed to acquire the equipment. The corporation’s
balance sheet shows total assets of $2,400,000 and total liabilities of $600,000. Most of the liabilities relate to debt that carries a
covenant requiring that the company maintain a debt-to-equity ratio not exceeding 0.50 times. Determine the effect that each of the
two options of obtaining additional capital will have on the debt covenant. Prepare a brief memo outlining the advantages of
issuing shares of common stock.

How Stocks Work

The Securities and Exchange Commission (SEC) (www.sec.gov) is a government agency that regulates large and small public
corporations. Its mission is “to protect investors, maintain fair, orderly, and efficient markets, and facilitate capital formation.” The
SEC identifies these as its five primary responsibilities:

o Inform and protect investors

o Facilitate capital information
o Enforce federal securities laws
¢ Regulate securities markets

e Provide data

Under the Securities Act of 1933, all corporations that make their shares available for sale publicly in the United States are
expected to register with the SEC. The SEC’s registration requirement covers all securities—not simply shares of stock—including
most tradable financial instruments. The Securities Act of 1933, also known as the “truth in securities law,” aims to provide
investors with the financial data they need to make informed decisions. While some companies are exempt from filing documents
with the SEC, those that offer securities for sale in the U.S. and that are not exempt must file a number of forms along with
financial statements audited by certified public accountants.

Private versus Public Corporations

Both private and public corporations become incorporated in the same manner through the state governmental agencies that
handles incorporation. The journal entries and financial reporting are the same whether a company is a public or a private
corporation. A private corporation is usually owned by a relatively small number of investors. Its shares are not publicly traded,
and the ownership of the stock is restricted to only those allowed by the board of directors.

The SEC defines a publicly traded company as a company that “discloses certain business and financial information regularly to
the public” and whose “securities trade on public markets.”> A company can initially operate as private and later decide to “go
public,” while other companies go public at the point of incorporation. The process of going public refers to a company
undertaking an initial public offering (IPO) by issuing shares of its stock to the public for the first time. After its IPO, the
corporation becomes subject to public reporting requirements and its shares are frequently listed on a stock exchange.”

CONCEPTS IN PRACTICE
Spreading the Risk

The East India Company became the world’s first publicly traded company as the result of a single factor—risk. During the
1600s, single companies felt it was too risky to sail from the European mainland to the East Indies. These islands held vast
resources and trade opportunities, enticing explorers to cross the Atlantic Ocean in search of fortunes. In 1600, several shipping
companies joined forces and formed “Governor and Company of Merchants of London trading with the East Indies,” which was
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referred to as the East India Company. This arrangement allowed the shipping companies—the investors—to purchase shares in
multiple companies rather than investing in a single voyage. If a single ship out of a fleet was lost at sea, investors could still
generate a profit from ships that successfully completely their voyages.”

The Secondary Market

A corporation’s shares continue to be bought and sold by the public after the initial public offering. Investors interested in
purchasing shares of a corporation’s stock have several options. One option is to buy stock on the secondary market, an organized
market where previously issued stocks and bonds can be traded after they are issued. Many investors purchase through stock
exchanges like the New York Stock Exchange or NASDAQ using a brokerage firm. A full-service brokerage firm provides
investment advice as well as a variety of financial planning services, whereas a discount brokerage offers a reduced commission
and often does not provide investment advice. Most of the stock trading—buying and selling of shares by investors—takes place
through brokers, registered members of the stock exchange who buy and sell stock on behalf of others. Online access to trading
has broadened the secondary market significantly over the past few decades. Alternatively, stocks can be purchased from
investment bankers, who provide advice to companies wishing to issue new stock, purchase the stock from the company issuing
the stock, and then resell the securities to the public.”

Marketing a Company’s Stock

Once a corporation has completed the incorporation process, it can issue stock. Each share of stock sold entitles the shareholder
(the investor) to a percentage of ownership in the company. Private corporations are usually owned by a small number of investors
and are not traded on a public exchange. Regardless of whether the corporation is public or private, the steps to finding investors
are similar:

1. Have a trusted and reliable management team. These should be experienced professionals who can guide the corporation.

2. Have a financial reporting system in place. Accurate financial reporting is key to providing potential investors with reliable
information.

3. Choose an investment banker to provide advice and to assist in raising capital. Investment bankers are individuals who work in
a financial institution that is primarily in the business of raising capital for corporations.

4. Write the company’s story. This adds personality to the corporation. What is the mission, why it will be successful, and what
sets the corporation apart?

5. Approach potential investors. Selecting the right investment bankers will be extremely helpful with this step.

Capital Stock

A company’s corporate charter specifies the classes of shares and the number of shares of each class that a company can issue.
There are two classes of capital stock—common stock and preferred stock. The two classes of stock enable a company to attract
capital from investors with different risk preferences. Both classes of stock can be sold by either public or non-public companies;
however, if a company issues only one class, it must be common stock. Companies report both common and preferred stock in the
stockholders’ equity section of the balance sheet.

Common Stock

A company’s primary class of stock issued is common stock, and each share represents a partial claim to ownership or a share of
the company’s business. For many companies, this is the only class of stock they have authorized. Common stockholders have four
basic rights.

1. Common stockholders have the right to vote on corporate matters, including the selection of corporate directors and other issues
requiring the approval of owners. Each share of stock owned by an investor generally grants the investor one vote.

2. Common stockholders have the right to share in corporate net income proportionally through dividends.

3. If the corporation should have to liquidate, common stockholders have the right to share in any distribution of assets after all
creditors and any preferred stockholders have been paid.

4. In some jurisdictions, common shareholders have a preemptive right, which allows shareholders the option to maintain their
ownership percentage when new shares of stock are issued by the company. For example, suppose a company has 1,000 shares
of stock issued and plans to issue 200 more shares. A shareholder who currently owns 50 shares will be given the right to buy a
percentage of the new issue equal to his current percentage of ownership. His current percentage of ownership is 5%:

Original ownership percentage=501,000=5%0Original ownership percentage=501,000=5%
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This shareholder will be given the right to buy 5% of the new issue, or 10 new shares.
Number of new shares to be purchases=5%x200shares=10sharesNumber of new shares to be purchases=5%x200shares=10shares

Should the shareholder choose not to buy the shares, the company can offer the shares to other investors. The purpose of the
preemptive right is to prevent new issuances of stock from reducing the ownership percentage of the current shareholders. If the
shareholder in our example is not offered the opportunity to buy 5% of the additional shares (his current ownership percentage) and
the new shares are sold to other investors, the shareholder’s ownership percentage will drop because the total shares issued will
increase.

Total number of issues shares after the new issue=1,000+200=1,200sharesTotal number of issues shares after the new
issue=1,000+200=1,200shares

New ownership percentage=501,200=4.17%New ownership percentage=501,200=4.17%

The shareholder would now own only 4.17% of the corporation, compared to the previous 5%.

Preferred Stock

A company’s charter may authorize more than one class of stock. Preferred stock has unique rights that are “preferred,” or more
advantageous, to shareholders than common stock. The classification of preferred stock is often a controversial area in accounting
as some researchers believe preferred stock has characteristics closer to that of a stock/bond hybrid security, with characteristics of
debt rather than a true equity item. For example, unlike common stockholders, preferred shareholders typically do not have voting
rights; in this way, they are similar to bondholders. In addition, preferred shares do not share in the common stock dividend
distributions. Instead, the “preferred” classification entitles shareholders to a dividend that is fixed (assuming sufficient dividends
are declared), similar to the fixed interest rate associated with bonds and other debt items. Preferred stock also mimics debt in that
preferred shareholders have a priority of dividend payments over common stockholders. While there may be characteristics of both
debt and equity, preferred stock is still reported as part of stockholders’ equity on the balance sheet.

Not every corporation authorizes and issues preferred stock, and there are some important characteristics that corporations should
consider when deciding to issue preferred stock. The price of preferred stock typically has less volatility in the stock market. This
makes it easier for companies to more reliably budget the amount of the expected capital contribution since the share price is not
expected to fluctuate as freely as for common stock. For the investor, this means there is less chance of large gains or losses on the
sale of preferred stock.

The Status of Shares of Stock

The corporate charter specifies the number of authorized shares, which is the maximum number of shares that a corporation can
issue to its investors as approved by the state in which the company is incorporated. Once shares are sold to investors, they are
considered issued shares. Shares that are issued and are currently held by investors are called outstanding shares because they are
“out” in the hands of investors. Occasionally, a company repurchases shares from investors. While these shares are still issued, they
are no longer considered to be outstanding. These repurchased shares are called treasury stock.

Assume that Waystar Corporation has 2,000 shares of capital stock authorized in its corporate charter. During May, Waystar issues
1,500 of these shares to investors. These investors are now called stockholders because they “hold” shares of stock. Because the
other 500 authorized shares have not been issued they are considered unissued shares. Now assume that Waystar buys back 100
shares of stock from the investors who own the 1,500 shares. Only 1,400 of the issued shares are considered outstanding, because
100 shares are now held by the company as treasury shares.
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Authorized Shares

2,000
Issued Shares Unissued Shares
1,500 500
Outstanding Treasury
Shares Shares
1,400 100

Stock Values

Two of the most important values associated with stock are market value and par value. The market value of stock is the price at
which the stock of a public company trades on the stock market. This amount does not appear in the corporation’s accounting
records, nor in the company’s financial statements.

Most corporate charters specify the par value assigned to each share of stock. This value is printed on the stock certificates and is
often referred to as a face value because it is printed on the “face” of the certificate. Incorporators typically set the par value at a
very small arbitrary amount because it is used internally for accounting purposes and has no economic significance. Because par
value often has some legal significance, it is considered to be legal capital. In some states, par value is the minimum price at which
the stock can be sold. If for some reason a share of stock with a par value of one dollar was issued for less than its par value of one
dollar known as issuing at a stock discount, the shareholder could be held liable for the difference between the issue price and the
par value if liquidation occurs and any creditors remain unpaid.

Under some state laws, corporations are sometimes allowed to issue no-par stock—a stock with no par value assigned. When this
occurs, the company’s board of directors typically assigns a stated value to each share of stock, which serves as the company’s
legal capital. Companies generally account for stated value in the accounting records in the same manner as par value. If the
company’s board fails to assign a stated value to no-par stock, the entire proceeds of the stock sale are treated as legal capital. A
portion of the stockholders’ equity section of Frontier Communications Corporation’s balance sheet as of December 31, 2017
displays the reported preferred and common stock. The par value of the preferred stock is $0.01 per share and $0.25 per share for
common stock. The legal capital of the preferred stock is $192.50, while the legal capital of the common stock is $19,883.”

FRONTIER COMMUNICATIONS CORPORATION

Preferred Stock, $0.01 par value (50,000 authorized shares,

11.125%, Series A, 19,250 shares issued and outstanding) $ 192.50
Common Stock, $0.25 par value (175,000 authorized shares,

79,532 issued, and 78,441 and 78,170 outstanding,

at December 31, 2017 and 2016, respectively) 19,883.00
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ETHICAL CONSIDERATIONS

Shareholders, Stakeholders, and the Business Judgment Rule

Shareholders are the owners of a corporation, whereas stakeholders have an interest in the outcome of decisions of the corporation.
Courts have ruled that, “A business corporation is organized and carried on primarily for the profit of the stockholders™ as initially
ruled in the early case Dodge v. Ford Motor Co., 204 Mich. 459, 170 N.W. 668 (Mich. 1919). This early case outlined the “business
judgment rule.” It allows for a corporation to use its judgment in how to run the company in the best interests of the shareholders,
but also allows the corporation the ability to make decisions for the benefit of the company’s stakeholders. The term known as the
“business judgment rule” has been expanded in numerous cases to include making decisions directly for the benefit of stakeholders,
thereby allowing management to run a company in a prudent fashion. The stakeholder theories started in the Dodge case have been
expended to allow corporations to make decisions for the corporation’s benefit, including decisions that support stakeholder rights.

Prudent management of a corporation includes making decisions that support stakeholders and shareholders. A shareholder is also a
stakeholder in any decision. A stakeholder is anyone with an interest in the outcome in the corporation’s decision, even if the
person owns no financial interest in the corporation. Corporations need to take a proactive step in managing stakeholder concerns
and issues. Strategies on how to manage stakeholder needs have been developed from both a moral perspective and a risk
management perspective. Both approaches allow management to understand the issues related to their stakeholders and to make
decisions in the best interest of the corporation and its owners. Proper stakeholder management should allow corporations to
develop profitable long-term plans that lead to greater viability of the corporation.
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