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supreme court's decision was significant because, while it broadened
inspection rights, it still emphasized that these rights were limited.9
II. BACKGROUND

A. Delaware Law
Two notable issues arising under section 220 must be emphasized
in order to understand Compaq'simplications. The most important issue
The second
is the "proper purpose" requirement of section 220(b))
relevant issue involves the burden of proof regarding proper purpose in
inspection cases." To set the stage properly, it is first necessary to
the procedural requirements for
explain the statute's mechanics, including
2
a shareholder to obtain inspection.'
1. Procedure and Persons Who Can Inspect
Section 220(a) and (b) present the procedure for gaining inspection
rights. 3 Delaware law allows any stockholder of record to demand
inspection of the stockholder list or corporate books.' 4 The requesting

"Compaq, 631 A.2d at 4.
"0DEL. CODE ANN. tit. 8, § 220(b) (1991).
"Id. § 220(c).
"See Goldman, supra note 5, at 680 (describing the procedure a stockholder must
follow to gain inspection).
13Id

supra note 2, at 182. As a threshold matter, there is sometimes litigation
regarding the required status of the shareholder. See ERNEST L. FOLK, III Er AL.., 2 FoLK O,
THE DELAWARE GENERAL CORPORATION LAW §§ 220.3,220.5 (3d ed. Supp. 1994) (discussing
the requirement that one be a stockholder of record and that one obtain record status properly).
In deciding whether to allow inspection, the courts sometimes consider whether the
shareholder's "record status" was defective. Id. The court "has the power to 'go beyond record
title in a § 220 case."' Id (quoting Kerkorian v. Western Air Lines, Inc., 253 A.2d 221,224
(Del. Ch.), aff'd, 254 A.2d 240 (Del. 1969)).
Other jurisdictions have minimum share requirements for inspections. See 4 MODEL
BusiNEss CORP. AcT ANN. § 16.02, at 16-22 (1994). Twenty-two jurisdictions guarantee a
right of inspection by a record shareholder of at least five percent of the corporation's
outstanding shares. Id For example, New York requires that a shareholder requesting
inspection either be a record holder for six months or hold a minimum of five percent of the
shares in any class. Brown, supra note 2, at 183; Richard C. Tufaro, Recent Developments
in Takeover andProxy Litigation, in SECURrEs LMGATION 1990, at 261,281-82 (PLI Litig.
and Admin. Practice Course Handbook Series No. 400, 1990).
The Model Business Corporations Act's (MBCA) relevant provisions differ
significantly from those of Delaware. See 4MODELBUsINEss CORP.AcTAhN. § 16.02(1994);
14Brown,
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stockholder must take several steps.' 5 First, to justify the requested
inspection, the stockholder must make a demand in writing and under

oath, 6 stating his or her purpose for demanding the inspection.' 7
Additionally, the stockholder must make the demand personally or
through an agent.'" Finally, "[t]he demand under oath shall be directed
to the corporation at its registered office in this State or at its principal
place of business."' 9 After the stockholder makes a successful demand,
he or she may inspect the items "during the usual hours for business" of
the corporation.20
2. Proper Purpose
Delaware Code section 220(b) requires a stockholder demanding
inspection to have a proper purpose for seeking the information. 2' This
see also DEL. CODE ANN. tit. 8, § 220 (1991). Section 16.02(a) of the MBCA guarantees every
shareholder the absolute right to inspect certain corporate records described in § 16.01(e).
4 MODEL BUSINESS CORP. AcT ANN. § 16.02(a). These records include bylaws, shareholder
meeting minutes, and the articles of incorporation. Id. § 16.01(e), at 16-2. Section 16.02(b)
governs the shareholders right to inspect the stock list and other corporate records. Id,
§ 16.02(b) cmt., at 16-13 to -14. Section 16.02(c) requires a showing of good faith, a
description of the purpose with "reasonable particularity," and proof that the records are
"directly connected with" the shareholders purpose. Id. § 16.02(c), at 16-12. Additionally,
although the MBCA does not expressly allocate the burden ofproof, the good faith requirement
of § 16.02(c)(1) is often interpreted as allocating the burden to the stockholder in all situations.
James L. Young, Texas Law on Stockholders'InspectionRights: How Does it Stack ipAgainst
Delaware Law and the Model Business CorporationAct?, 40 Sw. L.J. 845, 861 (1986). On
its face, the MBCA seems to have a more difficult burden for the shareholders to meet than
Delaware's section 220. Compare 4 MODEL BUSINESS CORP. ACT ANN. § 16.02 (1994)
(indicating that the MBCA always places the burden on the stockholders to show proper
purpose) with DEL. CODE ANN. tit. 8, § 220 (1991) (shifting the burden based on what type of
inspection is requested).
"Goldman, supra note 5, at 680.
' 6DEL. CODE ANN. tit. 8, § 220(b) (1991); Goldman, supra note 5, at 680.
17DEL. CODE ANN. tit. 8, § 220(b) (1991); Goldman, supra note 5, at 681. Also, as
elaborated upon below, the purpose must be proper. DEL. CODE ANN. tit. 8, § 220(b) (1991).
"'DEL. CODE ANN. tit. 8, § 220(b) (1991); Goldman, supra note 5, at 680.
"DEL. CODE ANN. tit. 8, § 220(b) (1991); see Goldman, supra note 5, at 681.
20
DEL. CODEANN. tit. 8, § 220(b) (1991). Note that a summary proceeding is available
through the chancery court to enforce the shareholders' right when appropriate. Brown, supra
note 2, at 187-88. The chancery court, as a court of equity, has the power to formulate a wide
variety of remedies for the benefit of the stockholder. Id. at 188.
"Subsection (b) states:
Any stockholder, in person or by attorney or other agent, shall, upon written
demand under oath stating the purpose thereof, have the right... to inspect
for any proper purpose the corporation's stock ledger, a list of its
stockholders, and its other books and records .... A proper purpose shall
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statutory standard is partially derived from common law?2 A "proper
purpose" is defined as a "purpose reasonably related to [the] person's
interest as a stockholder."' The propriety of a stockholder's purpose is

a crucial factor in the determination of whether or not to grant

inspection.24
In CM & M Group, Inc. v. Carroll,25the Delaware Supreme Court
summarized the law in this area. The court referred to the proper

purpose requirement as "[tihe paramount factor in determining whether
a stockholder is entitled to inspection of corporate books and records."'
Additionally, the court noted that the chancery court should determine

mean a purpose reasonably related to such person's interest as a stockholder.
...The demand under oath shall be directed to the corporation at its
registered office in this State or at its principal place of business.
DEL. CODE ANN. tit. 8, § 220(b) (1991).
2See HARRY G. HENN &JOHN R. ALExANDER, LAWS OF CORPORATIONS § 199, at 537,
539-40 (3d ed. 1983) (discussing the qualification of inspection rights, including a proper
purpose requirement). See generally"ProperPurpose,"supranote 1, at 393-96(1970) (stating
that a shareholder's inspection right at common law was contingent upon the existence of
proper purpose and proper time and place). Despite the partial common law derivation, many
state statutes give greater rights than the common law. 5A WILIam M. FLETCHER,
FLETCHER'S CYCLOPEDIA OF THE LAW OF PRIVATE CORPORATIONS § 2215.1 (perm. ed. rev.
vol. 1987) [hereinafter FLETCHEa'S CYC.CORP.]. These statutes also remove many of the
common law restrictions. Ido
23DEL.CODEANN. tit. 8, § 220(b) (1991). Mostjurisdictions similarly apply the proper
purpose test. See MODEL BusiNms CORP. AcF ANN. § 16.02, at 16-23. For instance, Texas,
Delaware, and the MBCA all have the proper purpose requirements differing only "in terms
of degree and relative sophistication." Young, supranote 14, at 856. Also, despite not having
express statutory requirements for a proper purpose, some states, such as New York, "judicially
read into the statute" a proper purpose requirement based on common law. Brown, supra note
2, at 183.
2
"ProperPurpose,"supra note 1, at 397.
'453 A.2d 788 (Del. 1982). Examining the facts in CM & M is helpful in
understanding inspection rights. CM & M Group, Inc. (CM & M) was a holding company
formed as a closely held corporation. Id7 at 790. Carroll, the plaintift was a one-third
shareholder of the corporation who wished to sell his stock Id at 790-91., The corporation
denied his request to inspect several of CM & M's books and records. Id at 791. Carroll
contended that his purpose for seeking the records was to assess the value of his stock. Id. at
792. The corporation, while not disputing the propriety of that purpose, countered by arguing
that Carroll's real purpose was to offer the information to a potential third-party buyer. Id.
The court noted that seeking to value one's shares is unquestionably a proper purpose. Id.
Even if Carroll had a secondary purpose that would be improper when viewed alone, such as
turning the information over to a third-party buyer, the chancery court had no role in reviewing
the secondary purpose. Id Any purpose alleged after a proper primary purpose is
demonstrated will not be examined by the trial court. FOLK, supra note 14, § 220.7.3, at
220:20.
-CM & M, 453 A.2d at 792.
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propriety on the facts of each case.27 Once a proper purpose is found,
ulterior purposes become inconsequential."
Therefore, even if a
stockholder has an ulterior purpose, which viewed alone would be

improper, this purpose does not negate an otherwise valid inspection

right.2 9
The courts have found a number of proper purposes.3 The courts
have found a proper purpose where the stockholder sought to (1)

investigate alleged management misconduct,3 ' (2) ensure the correctness

of financial statements,3 2 (3) determine the value of the shareholder's
shares,33 (4) solicit other shareholders to join derivative litigation against
3
the corporation,3 4 (5) encourage other shareholders to seek appraisals, 5
and (6) acquire names before a planned proxy solicitation. 6

A corporation resisting inspection of the stock list or stock ledger
can assert an affirmative defense by claiming that the stockholder seeking
inspection has an improper purpose.37 A difficult question still remains--

what, if anything, constitutes an improper purpose?3 Impropriety is not

often evident in the purported purpose but rather turns on the facts of the
specific case. 39 Additionally, the purpose must not be contrary to the
27

1d.
FOLK, supra note 14, § 220.7.3, at 220:20. This treatise cites, among others, Western
Air Lines, Inc. v. Kerkorian, 253 A.2d 221 (Del. 1969), to show that courts refuse to examine
a secondary purpose. In that case, Kerkorian, who was a stockholder in Western, sought a
stockholder list to solicit proxies for Western's annual meeting of stockholders. Western Air
Lines, 254 A.2d at 241. Western agreed that this was a proper purpose, but claimed that the
overall purpose was improper because of the danger of potentially forcing Western to violate
the Federal Aviation Act. Id. The court held that the evidence of a possible violation of the
Act was irrelevant, because the corporation had already conceded Kerkorian's primary purpose
was proper. Id. at 241-42.
"FOLK, supra note 14, § 220.7.3, at 220:18-:20.
301d
2

"1d.§ 220.72, at 220:18 (citing Nodana Petroleum Corp. v. State, 123 A.2d 243, 246
(Del. 1956)).
"2Id. § 220.73, at 220:18-:19 (citing Loft, 156 A. at 175).
"FOLK, supra note 14, § 220.73, at 220:19 (citing CM & M, 453 A.2d at 792).
"4 Id. (citing State ex rel. Foster v. Standard Oil Co. of Kan., 18 A.2d 235, 237-38 (Del.
Super. Ct. 1941)).
"Id. (citing Weiss v. Anderson, Clayton & Co., No. 8488, 1986 WL 5970, at *2 (Del.
Ch. May 22, 1986), reprintedin 12 DEL. J. CORP. L. 423, 427 (1987)).
Id (citing General Time Corp., 240 A.2d at 756).
"7Brown, supra note 2, at 186. This article notes that "[g]iven the broad range of
accepted proper purposes, this would not likely be successful unless the purpose for the demand
is unduly vague," or meets one of the limited reasons established by case law. Id.
"Goldman, supra note 5, at 682.
"9FLETCHER'S CYC. CORP., supra note 22, § 2226, at 382. Examples of purposes that

1995]

RECENT DEVELOPMENTS

"best interests of the corporation."4 The barrier faced by corporations
that resist inspection may be summarized as follows:
The right of a stockholder of a Delaware corporation under
the statute is absolute unless the corporation is able to show

that the purpose of examination is to gratify idle curiosity,
or is for an improper or unlawful purpose, or for a purpose
purely individual and in no way germane to the relationship
of the stockholder to the corporation."
The burden of proof in showing proper purpose is crucial because
it affects the shareholder's ability to acquire information about the
corporation.42 Section 220(c) allocates the burden of proof in this
matter.43 The Delaware statute addresses two different, but related,
inspections: (1) the inspection of the stockholder list or stock ledger, and
(2) the inspection of "the corporation's books and records, other than its
stock ledger or list of stockholders.""

The statute places the burden of proof regarding proper purpose on
different parties depending on which type of inspection the shareholder
seeks.4 5 If the shareholder seeks to inspect the stock ledger or a list of

have been held improper include harassing the corporation and forcing the corporation to
purchase the shareholder's stock. Goldman, supra note 5, at 682 (footnotes omitted).
4
'Skouras v. Admiralty Enters., Inc., 386 A.2d 674, 678 (Del. 1978) (citing Skoglund
v. Ormand Indus., Inc., 372 A.2d 204 (Del. Ch. 1976)).
41
Standard Oil, 18 A.2d at 237-38.
4'Young, supranote 14, at 856.
43
Subsection 220(c) states in pertinent part:
Ifthe corporation... refuses to permit an inspection sought by a stockholder
... pursuant to subsection (b) of this section or does not reply to the demand
within 5 business days ,]... the stockholder may apply to the Court of
Chancery for an order to compel such inspection .... Where the stockholder
seeks to inspect the corporation's books and records, other than its stock
ledger or list of stockholders, he shall first establish (1) that he has complied
with this section respecting the form and manner of making demand for
inspection of such documents; and (2) that the inspection he seeks is for a
proper purpose. Where the stockholder seeks to inspect the corporation's
stock ledger or list of stockholders and he has complied with this section
respecting the form and manner of making demand for inspection of such
documents, the burden of proof shall be upon the corporation to establish that
the inspection he seeks is for an improper purpose.
DEL. CODa ANN. tit. 8, § 220(c) (1991).
"1a Note that at common law, the burden of proof was always on the stockholder.
Brown, supranote 2, at 185.
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shareholders, the burden is on the corporation to show an improper
purpose. 6 However, for inspection of other corporate books and records,
the burden is on the shareholder to show that its purpose is indeed
proper. 7

III. ANALYSIS
In Compaq, the Delaware Supreme Court examined a stockholder's
demand to inspect Compaq Computer Corporation's (Compaq) stock
ledger and related materials.4" The court reaffirmed prior case law by
articulating the standards for finding proper purposes in section 220(b). 9

4
6DEL. CODE ANN.

tit. 8, § 220(c) (1991). This type of inspection is the primary focus
of this article.
47
1d. Two cases provide good illustrations of burden placement in both of the above
situations. First, Loew's Theatres, Inc. v. Commercial Credit Co., 243 A.2d 78 (Del. Ch.
1968), involved a plaintiff's demand to inspect the corporate stock ledger and stock holder list.
Loew's Theatres, Inc. sought a court order to compel a Delaware corporation to allow
inspection of these items. Id. at 79. Without discussing the plaintiff's purpose, the chancery
court held that the defendant-corporation had not met its burden of showing that the purpose
of the plaintiff's request was improper. Id.at 81. The court stated that "[u]nder the statute
the burden of proof is upon [the corporation] to establish that the inspection sought by
[plaintiff] is for an improper purpose." Id. Here, the defendant did not meet the stiff burden.
Id.
The mechanics of placing the burden of proof in the second type of inspection are
illustrated by BBC Acquisition v. Durr-Fillauer Medical, 623 A.2d 85 (Del. Ch. 1992). BBC
bought 100 shares of Durr-Fillauer Medical, Inc. (Durr) stock as a first move toward acquiring
Durr. Id. at 87. During its takeover efforts, BBC sought documents revealing intimate details
of Durr's negotiations with a friendly bidder. Id. The court noted that the "pivotal question"
was whether BBC had met its burden of showing a proper purpose. Id.at 90.
Although the court noted that BBC claimed that it wanted the records for valid
purposes, the chancery court found that BBC's primary purpose was to gain inside information
to help its takeover bid. Id. As a matter of law, the court held that such a purpose is not
proper. Id. at 91. Specifically, the court noted that "valuing a stockholder's interest in the
corporation is a proper purpose. Valuing the corporation for the sole purpose of acquiring it,
unrelated and without regard to the acquiror's particular and pre-existing investment in the
corporation, is not." Id. Therefore,.BBC did not meet its burden. Id. at 91-92.
BBC's unsuccessful attempt to inspect the records illustrates the importance of burden
placement. See Young, supra note 14, at 858 (discussing how § 220(c) allocates the burden
of proof by taking into consideration the type of inspection sought). When BBC, as a
stockholder seeking to inspect corporate documents, had the responsibility of demonstrating a
proper purpose, it was unable to gain inspection. BBC, 623 A.2d at 88. On the other hand,
when a stockholder seeks inspection of the stock list and stock ledger(which leaves the burden
on the corporation), the stockholder has a much better chance for success. See Young, supra
note 14, at 858.
4
Compaq, 631 A.2d at 2.
49
at 3.
See id.
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Also, the court slightly broadened the definition of proper purpose.
Specifically, the Compaq court found a proper purpose when a
stockholder sought a stockholder list in order to solicit other stockholders'
participation in a previously initiated, non-derivative lawsuit against the
corporation and its directors."
A. Facts
The plaintiff, Charles Horton, requested to inspect Compaq's stock
ledger and related materials.5
Horton and seventy-eight other
shareholders sued Compaq and key individuals alleging (1) violations of
the Texas Securities Act 52 (2) violations of the Texas Deceptive Trade
Practices - Consumer Protection Act 53 and (3) fraud.'
Horton
complied with all statutory requirements in making the demand. 55 His
stated purpose was "to enable [himself] to communicate with other
Compaq shareholders to inform them of the pending shareholders' suit [in
Texas]... and to ascertain whether any of them would desire to become
56
associated with that suit.
Compaq refused to provide the documents and claimed the request
was for an improper purpose under section 220(b).57 In response, Horton
filed suit in chancery court, where the court ruled that Horton had stated
a proper purpose.58 Specifically, the court stated that the Texas litigation
concerned "alleged corporate wrongdoing that affected the value of
Horton's Compaq stock."59 Consequently, the purpose was "reasonably
related" to Horton's interest as a shareholder.'

$"Id. at 2-3, 5.
'Iid at 2.
5'
Tax.
53

REv. Civ. STAT. ANN . arts. 581-1 to -39 (West 1964).
TEx. Bus. & COM. CODE ANN. §§ 17.41-.63 (West 1987).

'Compaq, 631 A.2d at 2. The court noted that the claims derived from the allegation
that "Compaq misled the public as to the true value of its stock at a time when members of
management were selling their own shares." Jd.
SSId. at3.
-Id at 2-3.
-Id at 3.
58
Compaq, 631 A.2d at 3.
60

M-
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B. The DelawareSupreme Court'sDecision
The supreme court affirmed the chancery court's holding by
finding that Horton's purpose in seeking the materials was proper."
First, the court emphasized that Compaq bore the burden of proving that
Horton's purpose was improper. 2 Additionally, the court stressed the bias
in favor of stockholders in this area by noting that when in doubt, the
issue must be found in favor of the stockholder. 3
Horton contended that it was in the Compaq stockholders' best
interest for him to inform them of alleged mismanagement and fraud."
He argued that garnering fellow stockholders to join litigation to right
these alleged wrongs was proper and had been approved in Standard
Oil.5 The court referred to treatises which interpreted the holding in
StandardOil to allow stockholders to inspect stockholder lists in order to
solicit other shareholders to join pending lawsuits. 6 However, the court
noted that the case law cited by these treatises primarily involved
derivative litigation.67 To date, the court had not ruled on the propriety
of solicitation regarding non-derivative litigation.6" Here, the court found
the distinction between derivative and non-derivative actions "to be a
distinction without a difference."6 9 Because the court was careful to note
70
that previous cases were distinguishable due to their derivative nature,
the court added another purpose to Delaware's list of proper purposes.

6

'Id. at 2, 5.
Compaq, 631 A.2d at 3.

62
63

1d.

64Id. at 4.
65
1d. at 3 (citing StandardOil, 18 A.2d at 239).
"Id. In StandardOil, a stockholder sought to inspect a stock ledger under a statutory
predecessor to section 220(b). StandardOil, 18 A.2d at 237. The stockholder's stated purpose
was to "communicate with other stockholders... to ascertain whether any of [them] desired
to become associated... in the conduct of the litigation" to protect certain derivative rights.
Id. The plaintiff sued derivatively based on wrongful acts of management. Id. Such a purpose
was proper because it was for the good of the corporation and its shareholders. Id. at 238.
In Fletcher'sCyclopedia,the author cited StandardOil as supporting the principle that
stockholders demanding records to commence suit to correct abuses by the corporation or
management are furthering aproper purpose. FLETCHER'S CYc. CoRP., supranote 22, § 2225,
at 379-80 nn.2 & 4. The treatise did not, however, refer to a derivative, non-derivative
distinction. Id.
67
Compaq, 631 A.2d at 3.
68
See id.
69Id.
70

Id"
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As a check on an absolute right of inspection, the court emphasized
that the right in these cases is not unlimited. " ' Even a purpose reasonably
related to a person's interest as a shareholder, "cannot be adverse to the
interests of the corporation."' Moreover, the supreme court described the
shareholder's right as a "qualified right depending on the facts
presented."'73
Further, the court noted that the corporation does not always face
an impossible burden in these cases. 74 The supreme court gave examples
of improper purposes including bringing "annoying or harassing
litigation," seeking materials to affect a third corporation's actions, and
selling the names of the stockholders.75 The court articulated a
comprehensive standard for improper purpose: "[o]n the whole, a fair
reading of these cases leads to the conclusion that where the person
making [the] demand is acting in bad faith or for reasons wholly
unrelated to his or her role as a stockholder, access to the ledger will be
76
denied.
Compaq argued that because of the substantial litigation expenses
incurred in defending lawsuits, a shareholder's purpose of soliciting
others to join such a lawsuit should be "per se improper as adverse to the
interests of the corporation."' The supreme court, however, did not find
Horton's purpose to be adverse to the corporation. 7 The court noted that
Horton, as a shareholder, would have nothing to gain by harming the
corporation. 9 Even the potential of a larger award of damages resulting
from additional plaintiffs entering the litigation did not warrant finding
an adverse purpose."0 The court also added that the corporation could

7'Compaq,631 A.2d at 4 (stating that in certain circumstances "it becomes clear that
a stockholder's right to inspect and copy a stockholder list is not absolute").
Id (citations omitted).
Id (citing Loft, 156 A. at 172). In Loft, the court stated:
Where the motive or purpose of the examination is mere curiosity, or where
it is sought to be made for [some] indefinite, doubtful, uncertain, or mere
vexatious purpose, or where it has no relation to the [plaintiff's] interest, as
a stockholder, in the corporation, it would not be a proper purpose within this
rule.
Loft, 156 A. at 172.
'Compaq, 631 A.2d at 5.
"'Id.(citations omitted).
76Id

Id at 4.
7"Compaq, 631 A.2d at 4.
"Idi The court further added, "Moreover... the prospect of the Texas litigation poses
no legitimate threat to Compaq's interests." Id.
l The court noted that Horton's motive of seeking "topreventfurther acts offraud
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seek indemnification from management and thus diminish any potential
damages."
In its conclusion, the court stated precisely why Compaq did not
meet its burden of showing Horton's purpose to be improper.8 2 Horton's
demand was reasonably related to his status as a stockholder because he
sought to prevent harm to the corporation which would decrease the value
Horton also had a right to investigate past acts of
of his stock."
mismanagement.8 4 Furthermore, the power to inspect, not only a list of
present stockholders but also the stock ledger, is expressly granted by

section 220(b). 5 Lastly, any harm that the corporation might have

suffered after allowing the inspection was found to be "too remote and
uncertain to warrant denial [of Horton's right]."86

or mismanagement from disrupting the fair market value of Compaq's stock" could not be
interpreted as being improper. Id. at 5.
The court discussed two analogous cases where the courts had held that the
stockholder's purpose was proper. Id. First, the court found Weiss v. Anderson, Clayton &
Co., analogous because it involved a plaintiff seeking the participation of other shareholders
in actions that were to be brought against the corporation to protect the value of the stock. Id.
See Weiss, No. 8488, 1986 WL 5970, at *2 (Del. Ch. May 22, 1986), reprintedin 12 DEL. J.
CORP. L. 423, 426 (1987). Additionally, Weiss dealt with a request for inspection of
shareholder lists leaving the corporation with the burden of proving an improper purpose. Id
at * 1, reprinted in 12 DEL. J. CORP. L. at 426. Trying to meet its burden, the corporation
claimed that the plaintiff's alleged purpose of soliciting others to join her appraisal action was
improper. Id. at *2, reprintedin 12 DEL. J. CORP. L. at 427. The court found the purpose to
be proper because such an appraisal would act as an impetus for the goals of the stockholders.
Id. at *2, reprintedin 12 DEL. J. CORP. L. at 427-28. Furthermore, the fact that the defendantcorporation had no purpose in encouraging appraisal actions was not relevant, i., because the
appraisal was not adverse to the corporation.
The second case discussed by the supreme court in Compaq was Nodana Petroleum
Corp. v. State ex rel. Brennan, 123 A.2d 243 (Del. 1956). Compaq, 631 A.2d at 5. The court
found Nodana similar to Compaq because the plaintiff in Nodana also sought "to curb
managerial fraud and mismanagement." Id. (citing Nodana, 123 A.2d at 246). Investigating
such transactions and mismanagement was a proper purpose. Id. (citing Nodana, 123 A.2d at
246).
8
Compaq, 631 A.2d at 4.
2
1 ld. at 5-6.
3
See id. at 5.
4

Id.

85Compaq, 631 A.2d at 5.

'6Id. at 6.
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C. Impact
The courts, more often than not, have permitted shareholder

inspections of stockholder lists and ledgers for many years."
Accordingly, the Delaware Supreme Court's finding that a shareholder's
purpose was proper when the shareholder was soliciting others to join a
non-derivative action is not surprising.8 8 However, it does represent
another step toward Delaware law favoring shareholders over corporations
in this area. 9
Although the court approved the shareholders' right to inspection,

it emphasized the qualified nature of this right.9" The court's statement

that the purpose "cannot be adverse to the interests of the corporation,"

and its emphasis on other limitations of the right,9 will encourage
corporations to continue to litigate when resisting shareholder inspection

is in their best interest. 92 As the supreme court stated, Compaq's holding
87See Goldman, supra note 5, at 681.
7See Compaq, 631 A.2d at 5-6.
"See id at 3. Compaq represents the farthest step the court has taken toward
guaranteeing shareholders' rights to inspection for litigation purposes. See FLErCHER'S CYC.
CORP., supra note 22, § 2225, at 57 n.4 (perm. ed. rev. vol. 1987 & Supp. 1994). Trans World
Airlines, Inc. v. State, 183 A.2d 174 (Del. 1962), represented the limit of the court's position
regarding this issue. In that case, rather than soliciting stockholder support for an instituted
action, the plaintiff sought a stock ledger to solicit support to halt litigation. Id. at 175.
TVA sued Hughes Tool Company and Howard Hughes for tort damages. Id Hughes
and another stockholder sought the stock ledger of TWA to obtain shareholder support to halt
TWA's action against Hughes Tool Company. Id The court permitted the inspection and held
that the lawsuit was a matter "of corporate concern, and any stockholder is entitled to take
whichever side he prefers and to seek support from fellow stockholders." Id. at 176. One
"cannot be denied inspection because the management insists he is on the wrong side." Id.
Therefore, in TWA, the court guaranteed the right to obtain stockholder information for the
solicitation of other shareholders to affect litigation in which the corporation is currently
involved. See id Compaq slightly expanded this right by allowing such solicitation by a
shareholder for any litigation not adverse to the corporation's interests. See Compaq,631 A.2d
at 4.
Fletcher's Cyclopedia cites TWA for the universal premise that "stockholders may
inspect stockholders' lists for the purpose of informing fellow stockholders concerning suits
which they have brought to ascertain whether any of them desire to join such action."
FLETCHER's Cyc. CORP., supra note 22, § 2225, at 379-80 n.4. This is one of the treatise
references referred to in Compaq which stated the general proposition that soliciting support
for litigation against the corporation was a proper purpose. Compaq, 631 A.2d at 3.
"See Compaq, 631 A.2d at4 (stating that "(w]e recognize that even though a purpose
may be reasonably related to one's interest as a stockholder, it cannot be adverse to the
interests of the corporation").
"'See Goldman, supra note 5, at 681 (stating that the "main issue in the case law has
been proper purpose").
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"does not suggest that [the corporation's] burden of showing an improper
purpose is impossible to bear."93
IV. CONCLUSION

Compaq v. Horton clarified the standard in Delaware for stock
ledger and stockholder list inspections pursuant to section 220 of the
Delaware Code. In Compaq, the court gave shareholders wide latitude
to inspect these items, while maintaining that some limitations do
remain.94 As a result, the door remains open for future litigation
regarding what constitutes a "proper purpose."
Jeffrey J. Clark

93

Compaq, 631 A.2d at 5.
1d. at 4.
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NONPROFIT CORPORATIONS:
CONVERSION TO FOR-PROFIT CORPORATE STATUS
AND NONPROFIT CORPORATION MEMBERS' RIGHTS
FARALHOUR v. DCX, lNC.
I. INTRODUCTION
"Delaware is the corporate home of a disproportionate number of
nonstock, nonprofit corporations ... ."' Despite the large number of
nonprofit corporations that choose to incorporate in the state, some
commentators believe that Delaware provides a poor climate for nonprofit
incorporation. 2 One factor contributing to this view is Delaware's
reliance on a for-profit business statutory scheme to govern nonprofit
corporate activity.3 Delaware has not independently codify its nonprofit
corporation law, but includes it as part of the state's "well-known
permissive business corporation law."4 Another factor supporting the
view that Delaware is less than ideal for nonprofit incorporation is the
lack of case law focusing on the unique problems faced by nonprofit
corporations. 5 Because Delaware courts have infrequently addressed the
problems associated with nonprofit corporations, cases often involve
issues of first impression.6 The lack of a separate, nonprofit statutory
framework, combined with limited case authority, provides little guidance
to counsel when faced with questions involving nonprofit corporations
under Delaware law.7
In Farahpourv. DCX,Inc.,8 the Delaware Supreme Court provided
insight into nonprofit corporation members' rights and the process of
converting from a nonprofit corporate status to a for-profit corporate
status. Part II of this comment provides background information

'Mary M.Johnston, Nonstock, Nonprofit Corporations:A Dearth ofDirection,8 DEL.
LAW. 12, 12 (1990).
2
See, e.g., Harry G. Henn & Jeffery H. Boyd, Statutory Trends in the Law OfNonprofit
Organizations: California,Here We Comet, 66 CoRNELLL. REv. 1103, 1114 (1981).
31d, at 1113.
4

HOWARD L. OLECK, NONPROFIT CORPORATIONS, ORGANIZATIONS AND AssociATioNs

56 (4th ed. 1980); 3 ERNEST L. FOLK, III ET AL., FOLK ON "WE DELAvARtE GEaMRAL
CORPORATION LAW at lix (3d ed. 1994). The policy behind Delaware corporation law "is to
maximize the flexibility of management in its control of corporations, with minimal
interference from or regulation by the state." Id.
'Johnston, supra note 1, at 12.
7

1d.

'635 A.2d 894 (Del. 1994).
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regarding nonprofit organizations by focusing on mutual benefit
corporations. The comment next discusses the treatment of nonprofit
corporations under Delaware's statutory and common law. Finally, part
III analyzes the Farahpourdecision and discusses how Delaware courts
may tend to view nonprofit corporation members' rights as well as the
conversion process.
II. BACKGROUND
A. The Nonprofit Organization
Nonprofit organizations play an enormous role in the economy of
this country and in the lives of many Americans.9 Most Americans work
with, belong to, or financially contribute to numerous nonprofit
organizations throughout their lives.' This "third sector of American
life"" contributes greatly to the nation's economy, generating over $750
billion in annual revenue. 2 In 1987, for example, 1.3 million nonprofit
organizations existed, 3 and the power and economic impact of these
groups continue to grow at an astounding rate. 4 The nonprofit sector is
extremely diverse and includes a myriad of organizations including
charities, religious groups, and business corporations. 5

9

See Developments in the Law - Nonprofit Corporations,105 HARV. L. REv. 1578,
1581 (1992) (outlining the diverse organizations that exist as nonprofit corporations).
' 0 OLECK, supra note 4, at 6.
"Thomas H. Boyd, Note, A Call to Reform the Duties of Directors Under State Notfor-Profit CorporationStatutes, 72 IOWA L. REv. 725, 725 (1987) (noting that for-profit
businesses and the government are considered the first and second sectors of American life,
respectively).
"James Cook, Businessmen with Halos, FORBES, Nov. 26, 1990, at 100.
13Id.

"In 1929, the nonprofit sector accounted for 1.2% of the national income. Henry B.
Hansmann, The Role ofNonprofit Enterprise,89 YALE L.J. 835, 835 n.1 (1980). By 1974, this
figure had doubled to 2.8%. Id. In 1987, nonprofit organizations accounted for approximately
15% of the gross national product. Cook, supra note 12, at 100.
"Groups contributing to the nonprofit economy include public benefit groups and
conventional charities such as the American Red Cross and the U.S. Olympic Committee;
science, culture, and information groups such as the Smithsonian Institute and the Public
Broadcasting Service; research and testing groups such as Howard Hughes Medical Institute;
private educational institutions such as Harvard and Notre Dame; health care systems including
hospitals, health maintenance organizations, medical schools, and nursing schools; membership
organizations that are organized to advance the interests of members such as the National Rifle
Association; laborunions; tax-exempt funds including union plans, corporate plans, and pension
funds; health and welfare insurance groups; credit unions; electric cooperatives; agricultural
cooperatives; funding/administrative agencies; and religious groups and churches. See Cook,
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The nonprofit organization simply is a form of business

enterprise.16 The nonprofit corporate form is chosen from a variety of
business forms including associations, partnerships, joint ventures, sole
proprietorships, cooperatives, for-profit corporations, and mutual
corporations." The distinguishing feature of the nonprofit corporation is

the nondistribution constraint.'" The nondistribution constraint prevents
the corporation from distributing funds to members, officers, directors, or

others who may be in control of the organization. 9 The nonprofit
corporation is not barred from earning a profit, but any net earnings must
be retained by the corporation and devoted to the organization's ultimate

nonprofit purpose.20 The purpose of the nonprofit corporation may be

V 2 ' or its purpose may be more narrowly
broadly defined,
tailored,

depending on the type of the corporation and the state of incorporation.'

supranote 12, at 105-13 (setting forth the Forbes Nonprofit 500).
6
See Theodore C. Falk, ConvertingFrom a Nonprofit to a Business Corporation,23
U.S.F. L. REv. 443, 445 (1989).
"Developments, supra note 9, at 1584.
"See Hausmann, supra note 14, at 838. See also OLECK, supra note 4, at 17
(explaining that many states have defined a nonprofit organization by statute as one in which
"'no part of the income or profit of [it] is distributed to its members, directors or officers'")
(citations omitted). Other states have defined a nonprofit organization as "'being one
exclusively for a purpose or purposes, not for pecuniary profit or financial gain, and no part
of the assets, income, or profits of which is distributable to, or ensures to the benefit of its
members, directors, or officers, except to the extent permitted under this statute."' Id. (quoting
from the 1970 New York and 1976 Pennsylvania Codes). See also Legislation-Nonprofit
Corporations-Definition,17 VAND. L. REV. 336, 336 (1963) (explaining that several states,
including Delaware, have no statutory definition ofnonprofit corporations so that courts are left
with the task ofdetermining whether a particular corporation meets the common law standards).
"9Hansmann, supra note 14, at 838. See Developments, supra note 9, at 1582 n.l I
(stating that "anonprofit [organization] cannot directly distribute dividends, nor can it indirectly
do so by overpaying employees, suppliers, creditors, or directors"). "Thus a nonprofit
corporation is distinguished from a for-profit... corporation primarily by the absence ofstock
or other indicia of ownership that give their owners a simultaneous share in both profits and
control." Hansmann, supra note 14, at 838.
2"OLECK, supranote 4, at 21.
"See, e.g., DEL. CODEANN. tit. 8, § 101(b) (1991) (stating that a corporation may be
formed "to conduct or promote any lawful business or purposes").
"See, e.g., ABA-ALI REViSED MODELNONPROFIT CORPORATION ACT § 3.01, official
cmt. 1 (1987) (dividing nonprofit groups into three groups: religious corporations, public
benefit corporations, and mutual benefit corporations). See also Henn & Boyd, supra note 2,
at 1133 (noting that California divides "nonprofit corporations by organizational purpose
public benefit, mutual benefit, and religious").
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B. The Public Benefit and Mutual Benefit Corporations

The public benefit corporation and the mutual benefit corporation
compose the two predominant subcategories of nonprofit corporations.2 3
Public benefit corporations are formed to benefit a general sector of the
public24 and receive most or all of their income in the form of
donations.25 Conversely, mutual benefit corporations are "formed
26 and receive "their income from prices
primarily to serve their members"
27
charged for their services."
Mutual benefit corporations have many features that resemble forprofit corporations.28 For instance, members of a mutual benefit
corporation contribute revenue to the enterprise and receive direct benefits

from it.29 Additionally, the corporation's articles of incorporation may
provide voting rights to the members, thus giving the members ultimate
control over the board. Accordingly, courts have frequently analogized
the members' rights in a nonprofit corporation to shareholders' rights in
a for-profit corporation.3"

"Boyd,
supra note 11, at 726.
' 41d. at 726 n. 10.
2

'See Hansmann, supra note 14, at 840. An example of a public benefit corporation

would be the American Red Cross. Id.
6
Boyd, supra note I1,at 730.
2'See Hansmann, supra note 14, at 840-41. Hansmann further divides nonprofit groups
into four categories based on funding and control. See id. at 842 (discussing the four
categories). Members contribute funding through fees or membership dues. Boyd, supra note
11, at 730. An example of a mutual benefit corporation would be a country club. See id. at
730-3 1.
"'Falk, supra note 16, at 452. See also Developments, supra note 9, at 1591 n.6
("Although mutual benefit corporations may closely resemble typical for-profit corporations in
structure, they are limited by the nondistribution requirement for nonprofits.").
29
Boyd, supra note 11, at 730.
"See, e.g., Oberly v. Kirby, 592 A.2d 445, 458-59 (Del. 1991) (noting that, in the
case before the court, "the members' power was intended to resemble that of stockholders").
See also Developments, supra note 9, at 1605 (noting that courts have permitted members of
a nonprofit corporation "to bring derivative actions in the interest of the mutual benefit
corporation"); Boyd, supra note 11, at 731-32 (stating that courts have granted members the
right to sue for breaches of the duty of care and the duty of loyalty, although the right to sue
is limited to the "members' material interests in the corporation").
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C. The Treatment of Nonprofit CorporationsUnder Delmare Lm
1. Nonprofit Corporations Under
the Delaware General Corporation Law
While some commentators have proposed that trust law principles
should apply to nonprofit organizations,"' Delaware courts have
consistently held that corporate law standards apply to nonprofit
corporations.32 Most states have enacted nonprofit corporation statutes
independent of their for-profit corporation statutes." Delaware, however,

has a unitary corporation statute that applies to nonprofit and business
corporations.

4

The Delaware General Corporation Law (DGCL) applies

to any corporation formed "to conduct or promote any lawful business or
purposes. 3 5 Despite obvious differences between for-profit and nonprofit
corporations, the provisions of the DGCL generally apply to nonprofit

and for-profit corporations without distinction. 6

In a few instances, the DGCL does contain provisions that apply
specifically to nonprofit organizations.3 7 For example, the certificate of
incorporation may contain language that controls members' powers."8
Voting members or directors have the power to adopt, repeal, or amend
bylaws.3 9 The DGCL provides for'voting rights of members including
action by consent," proxies, quorum requirements, and election of the

"See OLECr, supra note 4, at 1206 (proposing that directors of nonprofit organizations
"have the status of trustees except as that status is limited by law, the charter, or bylaws").
"Wier v. Howard Hughes Medical Inst., 407 A.2d 1051, 1056 (Del. Ch. 1979)
(refusing to apply the principles of trust law to grant standing to a charitable non-stock
corporation); Denckla v. Independence Found., 181 A.2d 78, 83 (Del. Ch. 1962), aff'd, 193
A.2d 538 (Del. 1963) (holding that the legality of action taken by a governing board of a
charitable corporation is to be determined by corporate law rather than the principles of trust
law).
"See Boyd, supranote 11, at 735 (noting that "[v]irtually all states have not-for-profit
corporation statutes"); see also OLECK, supranote 4, §§ 12-26 (providing a brief analysis of
several nonprofit corporation statutes).
34See DEL. CODE ANN. tit. 8, §§ 101-398 (1991 & Supp. 1994).
3"DEL. CODE ANN. tit. 8, § 101(b) (1991).
3Plechner v. Widener College, Inc., 418 F. Supp. 1282, 1299 (E.D. Pa. 1976), aft'd,
569 F.2d 1250 (3d Cir. 1977).
37See Henn & Boyd, supranote 2, at 1112 (referring to §§ 125 and 127 which govern
private foundations and grant academic or honorary degrees).
3DEL. CODE ANN. tiL 8, § 102(b)(1) (1991).

a"Id. § 109(a).
40
d § 228(b).
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governing body." In the event of a merger or consolidation, the DGCL
entitles members to appraisal rights of their membership interest. 2
Delaware also sets forth a specific procedure for dissolution of a nonstock
corporation.
The DGCL lists the requirements for renewal of the
certificates of incorporation of religious, charitable, educational, and other
nonprofit corporations." Contrary to most states,4" Delaware law allows
for the conversion, merger, and consolidation of for-profit and nonprofit
46
corporations.
Because Delaware overwhelmingly relies on for-profit statutory
provisions to govern nonprofit corporations, the DGCL frequently fails
to address the peculiar concerns of nonprofit corporations.47 In these
situations, "common law and equitable principles" may need to be
employed by the courts to resolve nonprofit corporation issues.48
2. Treatment of Nonprofit Corporations by the Delaware Courts
Because there is little case precedent dealing exclusively with
nonprofit corporations, 49 courts regularly apply common law and
principles of equity, developed to address the problems of for-profit
corporations.5 0 The differences between a nonprofit and a for-profit
corporation, however, may weaken for-profit precedent when applied to
nonprofit corporations." In Delaware, there have been fewer than ten
cases specifically focusing on the problems that arise with nonprofit
corporations.5 2 Some general principles of nonprofit corporation law have
41ld. § 215.

42DEL. CODE ANN. tit. 8, § 262 (1991 & Supp. 1994).
4 DEL. CODE ANN. tit. 8, § 276 (1991).

4Id. § 313.
"See Falk, supra note 16, at 460-61. Delaware is one of only six states that allows
business and nonprofit corporations to merge. Id. at 462 n.72.
46DEL. CODE ANN. tit. 8, §§ 254-258 (1991 & Supp. 1994).
47Henn & Boyd, supra note 2, at 1113.
"SId. at 1113-14. According to the authors, the Delaware for-profit statutory scheme
fails to provide guidance for nonprofit corporations in the areas of: (1) standards of care for
directors and officers, (2) standing to bring derivative actions against the nonprofit organization,
and (3) mechanisms for, ontinuous supervision of nonprofit corporations. Id.
"Johnston, supra note 1, at 12. One reason that a lack of case law exists is that
because there are no shareholders in nonprofit corporations, no shareholders' rights are invoked.
Additionally, in the case of public benefit nonprofit corporations, the individuals involved have
"no direct financial interest" in the organization. Id.
"Henn & Boyd, supra note 2, at 1106.
"Plechner, 569 F.2d at 1258.
2
Johnston, supra note 1, at 12. Since Oberly v. Kirby, 592 A.2d 445 (Del. 1991),
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emerged from these cases. Three major areas that have been addressed
involve the powers of the governing body, the fiduciary duties of the
directors that compose the governing body, and the scope of the nonprofit
membership interest.
In addressing the scope of powers accorded to the governing body
of a nonprofit corporation, Delaware courts have noted that the governing
body, like the board of directors in a stock company, manages the affairs
of the corporation in accordance with the articles of incorporation.5 3
Nevertheless, even where directors are given the power to amend the

certificate of incorporation or the bylaws, they may not unreasonably
exercise such power.5 4 Moreover, where the corporate form is used, the

governing body of a nonstock corporation "may not delegate to others
those duties which lay at the heart of the management of the
corporation."55
When examining the propriety of a governing body's actions,
Delaware has opted to apply principles of corporate law, rather than trust

law.56 According to principles of Delaware corporation law, directors of

there has not been a case that has addressed nonprofit corporations with any profundity until
Farahpour v. DCX, Inc., 635 A.2d 894 (Del. 1994).
"See, e.g., Denckla v. Independence Found., 181 A.2d 78, 85 (Del. Ch. 1962), aftPd,
193 A.2d 538 (Del. 1963) (upholding a grant of assets from one charitable corporation to
another without member approval because the members only retained the power to elect
directors).
'E.g., In re Osteopathic Hosp. Ass'n of Del., 195 A.2d 759,765 (Del. 1963) (finding
the acts of the board of trustees of a medical membership association "patently unreasonable
as a matter of law" because the acts "effectively deprive[d] the members thereof from
exercising some dominion over a Board of Trustees which for the most part (was] composed
of laymen").
"SChapin v. Benwood Found., Inc., 402 A.2d 1205, 1210 (Del. Ch. 1979), aff'd sub
nom. Harrison v. Chapin, 415 A.2d 1068 (Del. 1980).
'Oberly, 592 A.2d at 466. Such a distinction becomes critical in the context of an
interested transaction.
Under trust law, self-dealing ... is virtually prohibited. An interested
transaction is not void but is voidable, and a court will uphold such a
transaction against a beneficiary challenge only ifthe trustee can show that the
transaction was fair and that the beneficiariesconsented to the transaction
after receivingfull disclosure of its terms.
d. (emphasis added) (citations omitted). Under corporate law, however, the restrictions on
interested transactions are not as severe. Id The directors of a for-profit corporation may
approve a transaction in which they are interested if they use a committee of disinterested
directors. Id. Alternatively, the directors may seek shareholder ratification of the transaction.
Id. In either scenario, "the directors carry the burden of 'establishing ... [the transaction's]
entire fairness, sufficient to pass the test of careful scrutiny by the courts.'" Id. (quoting
Weinberger v. UOP, Inc., 457 A.2d 701, 710 (Del. 1983)).

DELAWARE JOURNAL OF CORPORATE LAW

(Vol. 20

for-profit corporations must satisfy at least two fiduciary duties." First,
the duty of care requires directors to have "informed themselves 'prior to
making a business decision, of all material information reasonably
available to them."' 58 The duty of loyalty requires directors to exercise
"an undivided and unselfish loyalty to the corporation [and] demands that
there shall be no conflict between duty and self-interest."59
In Oberly v. Kirby,60 the Delaware Supreme Court addressed the
issue of fiduciary duties of directors and members of nonstock, charitable
corporations. The court found that the directors and a surviving member
of a charitable foundation have the responsibility "to act with fairness and
loyalty, devoid of considerations of self-interest."'"
The court
acknowledged that decisions made by the fiduciaries of a nonstock
corporation deserved deference similar to the business judgment of
directors of a for-profit corporation.62 Therefore, the well-established
business judgment rule applied to directors of a nonprofit corporation. 63
Simultaneously, the court recognized that nonprofit corporations may
have a limited purpose, rather than a generalized purpose as is frequently
found in for-profit corporations." In such a situation, the fiduciary
standard is determined according to the nonprofit corporation's goals and
purposes.6 5 The Oberly decision, therefore, indicates that principles of
corporate law will govern the activities of the governing body, but the
fiduciaries have "a special duty" to advance the goals and purposes of the
nonprofit corporation.66
Delaware courts have recognized that the membership interest of
a nonprofit corporation is different than the stock interest in a for-profit
corporation.67 For example, a member of a nonstock corporation has no
' 7Developments, supra note 9, at 1592.
5

Smith v. Van Gorkom, 488 A.2d 858, 872 (Del. 1985) (quoting Aronson v. Lewis,
473 A.2d 805, 812 (Del. 1984)).
"Guth v. Loft, Inc., 5 A.2d 503, 510 (Del. 1939).
60592 A.2d 445 (Del. 1991).
6
'Id. at 462 (reasoning that if the member's status is comparable to a controlling
shareholder, a fiduciary duty is then owed to other members). Unlike shareholders, members
have no economic expectation from the nonprofit corporation. Id. Accordingly, any breach
of a fiduciary duty is reviewed by the court solely to determine financial harm to the
corporation itself and its beneficiaries and any personal benefit to the breaching director or
member. Id.
62
1d.
63

1d

60berly, 592 A.2d at 462.
S1d.
6

6Id. at 472-73.
67Chapin, 402 A.2d at 1210.
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vested interest in remaining a member.68 "[U]nlike stock held in a [forprofit corporation], membership in a non-stock corporation may not be
transferred or inherited unless the corporate charter or bylaws ... so
provide."69 If authorized by the certificate of incorporation or the bylaws
of the nonprofit corporation, the governing body may exercise
considerable control over the organization's membership.7 Membership
interest in a nonprofit corporation, therefore, is quite different than a
stock interest. It is hard to imagine that a for-profit corporate director
of their shares without
would ever have the power to divest stockholders
7
compensation of their property interest. '
3. Conversions Under Delaware Law
Most states do "not expressly authorize nonprofit-to-business
conversions."' A few states, however, including Delaware, allow such
conversions.'
Recently, the Delaware Supreme Court concluded that,
under Delaware law, a nonstock, nonprofit corporation can be converted
into a stock corporation by amending the certificate of incorporation to
allow for the issuance of stock.74
III. ANALYSIS
In Farahpourv. DCX, Inc.,"5 the District of Columbia Court of
Appeals certified two questions to the Delaware Supreme Court
concerning a Delaware corporation's ability to make fundamental changes
to its structure and purposes. 76 The first was
[w]hether, under Delaware law, a corporation, incorporated
in the State of Delaware, may make fundamental changes in
its structure and purposes, through amendment of its articles

68E.g., Wier, 407 A.2d at 1054-55.
7

3Kirby v. Kirby, No. 8604, 1987 WL 14862, at *5 (Del. Ch. July 29, 1987). The
directors may have the power to adopt bylaws that govern "admission to membership, duties
and obligations of members, classification of members and the expulsion from membership."

Id

supra note 1, at 12.
'Falk, supra note 16, at 460.
' 31d at 460-61.
'4 Farahpour,635 A.2d at 898-99.
635 A.2d 894 (Del. 1994).
76Id at 895.
7"Johnston,
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of incorporation, pursuant to resolutions passed by the
corporation's board of directors with the result that:

(a)

a for-profit, stock corporation is converted into

a nonprofit, nonstock, mutual benefit corporation;

(b)

the nonprofit,

nonstock,

mutual

benefit

corporation is subsequently re-converted into a forprofit, stock corporation;
(c)
the newly-authorized stock of the re-converted
corporation is distributed to the voting members of
the corporation only; and

(d)

two classes of nonvoting

members are

eliminated, along with their rights to receive a
distribution of the corporation's assets in the event of
a dissolution of the corporation?"
The second question was
[w]hether the changes in (a)-(d) above may be accomplished

without notification to the corporation's nonvoting members,
without a dissolution of the nonprofit corporation, without
a merger or consolidation, and without the corporation
providing anything of value to the members whose rights
have been extinguished?"
The court accepted the two certified questions for determination."

77d. at 895-96.
7SId. at 896.
79
Farahpour,635 A.2d at 895. The court accepted the certification pursuant to the
Delaware Constitution which states:
The Supreme Court shall have jurisdiction as follows:
(9) To hear and determine questions of law certified to it by other Delaware
courts, the Supreme Court of the United States, a Court of Appeals of the
United States, a United States District Court, or the highest appellate court of
any other state, where it appears to the Supreme Court that there are important
and urgent reasons for an immediate determination of such questions by it.
The Supreme Court may, by rules, define generally the conditions under
which questions may be certified to it and prescribe methods of certification.
DEL. CONST. art. IV, § 11(9) (1897). The court concluded the definition of "State" in the
Delaware Code included the District of Columbia, therefore, Article IV, § 11(9) was applicable
to this certification. Jarahpour,635 A,2d at 895 n. I.
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A. The Facts
Farahpourinvolved a dispute between a corporation and one of its
members while the corporation was operating under nonprofit status. 80
DCX, Inc. (DCX) was a Delaware corporation that operated taxicabs in
the District of Columbia.8 ' Farahpour was a cab driver who was
associated with DCX as a non-voting member periodically from 1972 to
1989.82
DCX was originally incorporated in 1926 as a for-profit, stock
corporation.83
In 1928, the corporation amended its articles of
incorporation to become a nonprofit, nonstock corporation operating for
the mutual benefit of its members. 4 This amendment, approved by a
majority of the stockholders,85 provided that the members of the nonprofit
corporation were to be the members of the corporation in good standing
and other taxicab owners and operators that met the requirements of the
86
bylaws.
Between 1987 and 1990, the board of directors amended the
articles of incorporation three times by resolution.87 The first amendment
created three classes of membership,88 provided voting rights to full
members, and provided all membership classes with rights to share in the
assets of the corporation upon dissolution.8 9 The second amendment
resulted in three changes.90 The first change affected the corporation's
name.91
The second change deleted language in the articles of
incorporation defining the corporation as a mutual benefit corporation
and, thus, became the root of the controversy in Farahpozr.' This
resulted in the loss of the members' rights including their voting and

'"See Farahpour,635 A.2d at 896.
B"Id
'Farahpour, 635 A.2d at 896.
5Id. at 898.
Id at 896.
8Id.

"These classes were full, limited, and associate. Farahpour,635 A.2d at 896. Their
respective initiation fees were $2,500, $100, and $4. Id.
"Id at 896-97.
90Id at 897.
9'1d The amendment changed the corporation's name to Diamond Cab of D.C., Inc.
Id.
9"Farahpour,635 A.2d at 897.

DELAWARE JOURNAL OF CORPORATE LAW[

[Vol. 20

distributive rights.93 The third change in the second amendment allowed
the board of directors to issue stock.94 The third amendment changed the
corporation's name to DCX, Inc.9" The court noted the existence of
"factual assertions" by the parties which were in "sharp dispute."96 The
certification process, however, required that material facts "not be in
dispute" and, therefore, the court gave no weight to additional factual
assertions that varied from the court's factual recitation.97
B. The Delaware Supreme CourtDecision
The Supreme Court of Delaware concluded that the DGCL
authorized the amendments made to the articles of incorporation by the
board of directors.9 8 The court began its analysis by reviewing basic
tenets of Delaware corporation law. 99
Writing for the court, Justice Walsh noted that section 102(a)' 0
requires a corporation to state its purposes and capital structure in the
certificate of incorporation.'
Once the certificate is adopted and
properly filed, section 242(a)" 2 allows unlimited amendments as long as
the provision "'would be lawful and proper to insert in an original
certificate filed at the time of the filing of the amendment."" 0'3 With
these general principles in mind, the supreme court addressed each
amendment that was made to the articles of incorporation.
The first amendment converted the for-profit stock corporation into
a nonprofit, nonstock corporation. 0 4 The court acknowledged that section

93
Id. at 896.
' 4 Id.

95d.
9Farahpour,635 A.2d at 897.
97Id.
8

9 1d. at 896.
99d. at 897.
tit. 8, § 102(a) (1991).
'10 Farahpour,635 A.2d at 897.
2
10 DEL. CODE ANN. tit. 8, § 242(a) (1991). Section 241(a) of the DGCL states:
Before a corporation has received any payment for any of its stock, it may
amend its certificate of incorporation at any time or times, in any and as many
respects as may be desired, so long as its certificate of incorporation as
amended would contain only such provisions as it would be lawful and proper
to inseit in an original certificate of incorporation filed at the time of filing the
amendment.
Id. § 241(a).
' 3Farahpour,635 A.2d at 897 (citing DEL. CODE ANN. tit. 8 § 242(a) (1991)).
100DEL. CODE ANN.

'"Id. at 896.
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242 grants limited power to the board of directors to implement such a
change unilaterally.' 5 Generally, in-a stock corporation, stockholders that
are entitled to vote must approve the amendment by a majority.' 5 One
exception to this rule arises when the corporation has yet to receive
payment for its capital stock.' This exception did not apply because the
court found that the amendment was approved by a majority shareholder
vote, and thus "there was full compliance with Delaware corporate law
in the conversion ... from a for-profit corporation to a nonprofit,
nonstock corporation."'
The supreme court next concluded that the conversion from a

nonprofit, nonstock corporation back into a for-profit, stock corporation
was also in compliance with Delaware corporate law."" The DGCL
allows such a conversion, and there is no "requirement that the members
of the nonstock corporation approve a conversion amendment unless the
certificate of incorporation requires such a vote.""' Under the DGCL, a
'..d. at 897. Section 242(a)(2) allows the corporation to alter its purpose and amend

its certificate of incorporation, from time to time, "[t]o
change, substitute, enlarge or diminish
the nature of its business or its corporate powers and purposes." DEL CODE ANN. tit. 8,
§ 242(a)(2) (1991). Section 242(a)(3) allows the reclassification of authorized stock and
permits a corporation to amend its certificate of incorporation so as:
[to increase or decrease its authorized capital stock or to reclassify the same,
by changing the number, par value, designations, preferences, or relative,
participating, optional, or other special rights of the shares, or the
qualifications, limitations or restrictions of such rights, or by changing shares
with par value into shares without par value, or shares without par value into
shares with par value either with or without increasing or decreasing the
number of shares.
Ik-§ 242(a)(3). Section 242(a)(5) allows the corporation "[t]o create new classes of stock
having rights and preferences either prior and superior or subordinate and inferior to the stock
of any class then authorized, whether issued or unissued." Id. § 242(a)(5).
InFarahpour,635 A.2d at 898. Section 242(b)(1) states:
If the corporation has capital stock, its board of directors shall adopt a
resolution setting forth the amendment proposed ... [and] a vote of the
stockholders entitled to vote thereon shall be taken for and against the
proposed amendment. If a majority of the outstanding stock entitled to vote
thereon, and a majority of the outstanding stock of each class entitled to vote
thereon as a class has been voted in favor of the amendment, a certificate
setting forth the amendment and certifying that such amendment has been duly
adopted in accordance with this section shall be executed ....
DEL. CODE ANN. tit. 8, § 242(b)(1) (1991).
t'0 Farabpour v. DCX, Inc., 635 A.2d 894 (1994). Section 241(a) provides for the
amendment of the certificate of incorporation before receipt of payment for the stock. See
supra note 102 for the text of § 241(a).
'"Farahpour,635 A.2d at 898.
"id.
at 898-99.
"Id at 898. Section 242(b)(3) controls amendments made to the articles of
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"conversion from a nonprofit to a for-profit entity through a merger [is
permissible] as long as the nonprofit organization is not charitable in
nature.""' Because DCX was not a charitable organization, nothing in
the DGCL prevented the conversion of the nonprofit, nonstock
corporation into a for-profit, stock corporation." 2 The Delaware Supreme
Court also noted a decision by the Third Circuit Court of Appeals which
held that, under Delaware corporate law, a nonprofit corporation "may

incorporation for nonprofit corporations and provides:
If the corporation has no capital stock, then the governing body thereof shall
adopt a resolution setting forth the amendment proposed and declaring its
advisability. If at a subsequent meeting, held, on notice stating the purpose
thereof, not earlier than 15 days and not later than 60 days from the meeting
at which such resolution has been passed, a majority ofall the members ofthe
governing body shall vote in favor of such amendment, a certificate thereof
shall be executed, acknowledged, filed, recorded, and shall become effective
in accordance with § 103 of this title. The certificate of incorporation of any
such corporation without capital stock may contain a provision requiring any
amendment thereto to be approved by a specified number or percentage of the
members or of any specified class of members of such corporation in which
event only I meeting of the governing body thereof shall be necessary, and
such proposed amendment shall be submitted to the members or to any
specified class of members of such corporation without capital stock in the
same manner, so far as applicable, as is provided in this section for an
amendment to the certificate of incorporation of a stock corporation; and in
the event of the adoption thereof, a certificate evidencing such amendment
shall be executed, filed, acknowledged, recorded and shall become effective
in accordance with § 103 of this title.
DEL. CODE ANN. tit. 8, § 242(b)(3) (1991).

"Ild. (citing DEL. CODE ANN. tit. 8, § 257(a) (1991)). Section 257(a) of the DGCL
provides:
(a)
Any 1 or more nonstock corporations of this State, whether or not
organized for profit, may merge or consolidate with 1 or more stock
corporations of this State, whether or not organized for profit. The constituent
corporations may merge into a single corporation, which may be any I of the
constituent corporations, or they may consolidate into a new corporation
formed by the consolidation, pursuant to an agreement of merger or
consolidation, as the case may be, complying and approved in accordance with
this section. The surviving constituent corporation or the new corporation
may be organized for profit or not organized for profit and may be a stock
corporation or a nonstock corporation.
DEL. CODE ANN. tit. 8, § 257(a) (1991). Section 257(e) states:
Nothing in this section shall be deemed to authorize the merger of a charitable
nonstock corporation into a stock corporation, if the charitable status of such
nonstock corporation would thereby be lost or impaired; but a stock
corporation may be merged into a charitable nonstock corporation which shall
continue as the surviving corporation.
Id. § 257(e).
"2Farahpour,635 A.2d at 898.
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amend its certificate to authorize the issuance of stock."" 3 The court
concluded that "Delaware law authorizes change from a nonprofit,
nonstock, mutual benefit corporation4 into a for-profit, stock corporation
without the vote of its members.""1
The Delaware Supreme Court next analyzed whether the board of
directors of the newly authorized for-profit corporation had the authority
to issue stock only to voting members of the previous nonprofit
organization." 5 Under sections 151 through 153 of the DGCL, the board
of directors may issue stock at its discretion, to whomever it pleases, as
long as the stock is ' authorized
and "constitutionally required
6
consideration is received.""
The court differentiated among three possible corporate structures
and discussed whether, depending on such structure, the board could
amend the articles of incorporation by resolution in order to issue
stock." 7 If the corporation is for-profit, the certificate of incorporation
can be amended by board resolution only if the corporation has not
received payment for any of its stock."' If, however, the corporation is
a nonprofit, nonstock corporation, the governing body may make
amendments to the certificate of incorporation at any time by a
resolution." 9
When the corporation converted to for-profit status, two classes of
nonvoting members were eliminated along with their right to receive a
distribution of assets in the event of dissolution.1'2 The court concluded
that the DGCL permitted this result.' 2 ' For purposes of its discussion, the

"'ad at 898-99 (citing Plechner v. Widener College, Inc., 569 F.2d 1250 (3d Cir.
1977)).

"4 ld at 899.
115ld
" 6Farahpour,635 A.2d at 899. See DEL. CODEANN. tiL 8, §§ 151-153 (1991 & Supp.

1994).
'"Farahpour,635 A.2d at 899.
"'Id Section241(a) permits amendments to a corporation's certificate ofincorporation
before a corporation has received payment for its stock. DEL. CODE ANN. tit. 8, § 241(a)
(1991); see supra note 102 for the text of § 241(a). Section 242(a) provides that, once
payment has been received for any of the corporation's capital stock, amendments to the
certificate of incorporation must be approved by a majority stockholder vote. DEL CODEANN.
tit. 8, § 242(a)-(b) (1991).
"'Farahpour,635 A.2d at 899. Section 242(b)(3) provides that the governing board
of a nonprofit corporation can make a resolution and vote on that resolution without
consultation or approval from the corporation's members. See supranote 110 for the text of
§ 242(b)(3).
"'Farahpour,
635 A.2d at 897.
..a at 900.
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court assumed that the
resolution eliminated "classes" of members, not
22

individual members.
The DGCL requires that nonstock corporations set forth the
conditions of membership in the certificate of incorporation or the
organization's bylaws."
The court explained that if "there are no
certificate provisions otherwise providing, [s]ection 242(b)(3) permits
amendments to the certificate [of a nonstock corporation], including
conditions of membership, without the approval of a class of members,
even where such amendments are contrary to the interests of the affected
class."' 2 Conversely, the DGCL "provides that a class of stockholders
is entitled to a class vote on a proposed amendment 'whether or not [the
class is] entitled to vote thereon by the certificate of incorporation' if the
amendment adversely affects the rights of the class."' 25 The court
justified the difference in membership rights between nonstock and stock
corporations by noting that
[t]he contrasting provisions reflect a legislative intent to
provide fewer voting rights, of pure statutory origin, to
members of nonstock corporations in the adoption of
amendments to the certificate of incorporation. In sum, such
members have neither a right to vote on an. amendment
generally nor a right to vote on an amendment as a class
member unless the certificate of incorporation provides
otherwise. 26
Farahpour also questioned whether the elimination of his
membership rights entitled him to receive value for the loss of his right
to receive a distribution of the assets in the event of dissolution. 27 The
Delaware Supreme Court explained that a nonvoting member enjoys "no
vested right to share in the assets of a corporation prior to dissolution or

2

Id. at 899.

2

' 1DEL. CODE ANN. tit. 8, § 102(a)(4) (1991). Section 102(a)(4) states in pertinent part

that "[t]he conditions of membership of [nonstock] corporations shall . . be stated in the
certificate of incorporation or the certificate may provide that the conditions of membership be
stated in the bylaws." Id.
'24Farahpour,635 A.2d at 899.
1251d. at 900 (emphasis added).
1261d
"71d.
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the declaration of a nonstock dividend."'2

In fact, the loss of these rights

is a natural and logical result of the loss of membership."'
The supreme court's final analysis addressed equitable aspects of
the transaction.'3 The court stated that, under the DGCL, a nonprofit
corporation could be converted to a stock corporation "without
dissolution, ... merger, consolidation, or compensation to affected
to
In addition, nonvoting members were not entitled
members."'
32
notification of the amendments to the certificate of incorporation.
The supreme court pointed out that its answers were a narrow
Accordingly, the court added a
response to the questions certified.'

caveat to its answers. Where a minority class questions the exercise of
corporate power, equitable factors may determine the disposition of the
case. 3

If the board of directors violated its fiduciary duties, their

otherwise strict adherence to the provisions of the DGCL would not
shield their actions from judicial scrutiny.'35
IV.

CONCLUSION

In Farahpour,the Delaware Supreme Court illuminated certain,
unique aspects of nonprofit corporations in Delaware. The DGCL and
common law principles will be applied to nonprofit corporate governance.
Additionally, as in the case of a for-profit corporation, courts will look
"Farahpour,635 A.2d at 900.
29

1 _/d

'30d
1
M. Because the amendments were expressly permitted under section 242 of the
DGCL, the court refused to test whether the actions complied with other sections of the
Delaware code. Ia This is referred to as the doctrine of independent legal significance. Id.
The doctrine states:
[Tihe general theory of Delaware Corporation Law is that action taken under
one section of that law is legally independent, and its validity is not dependent
upon, nor to be tested by the requirements of other unrelated sections under
which the same final result might be attained by different means.
Orzeck v. Englehart, 195 A.2d 375, 378 (Del. 1963).
13Farahpour,635 A.2d at 900. Because the DGCL contains no provision pertaining
to member notification of meetings, the supreme court analogized § 222 which applies to a
stockholder's right to notification. Id Section 222(b) states: "Unless otherwise provided in
this chapter, the written notice of any meeting shall be given not less than 10 nor more than
60 days before the date of the meeting to each stockholder entitled to vote at such meeting."
DEL. CODEANN. tit. 8, § 222(b) (1991). Because nonvoting members are not entitled to vote,
no statutory provision requires that notice be given. Farahpour,635 A.2d at 900.
"'Farahpour,635 A.2d at 900.
'I34 at 900-01.
13,d at 901.
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to the nonprofit corporation's certificate of incorporation to define the
parties' powers, rights, and duties.
The governing body of a nonstock corporation wields significantly
more power than the board of directors of a for-profit corporation.
Absent a provision in the certificate of incorporation, the governing body
can make amendments to the certificate, without member approval, even
where the amendment may adversely affect the members. Therefore,
under Delaware law, a nonprofit corporation can be converted to a forprofit corporation without member approval. Nevertheless, if there are
allegations of fiduciary violations, courts will hold the nonprofit
corporation's fiduciaries to the standards developed under for-profit
corporate jurisprudence.
Mary A. Jacobson

