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JANUARY 2012 BUSINESS COUNSELOR UPDATE
TOOLS YOU CAN USE

New tools mentioned in this issue of the Business Counselor Update that you can put to use immediately include the following:

· Modification of contract (§47:119)
· Notice of termination of contract (§47:120)
· Revocation agreement—General form (§47:121)
· Supplementary contract—General form (§47:122)
· Third party's agreement to be bound by existing contract (§47:123)
· Shareholder control agreement (§5:92.10)
· Agreement between a new corporation and “sweat equity” founder offering shares upon completion of private offering of securities (§5:93.10)
MODIFICATIONS AND OTHER CHANGES RELATING TO 

EXISTING CONTRACTS
While parties to a contract generally assume that the contract will extend for the entire term originally contemplated with no need for modifications, the reality is that change is commonplace and it is often necessary to prepare one or more additional documents that memorialize the evolution of the relationship described in the original contract.  For example, a modification agreement may be needed when the parties decide to modify the terms of a contract after it has been executed.  See Specialty Form at § 47:119.  If the parties wish to supplement the terms of the original contract they should draft and execute a supplementation agreement that preserves the original terms and incorporates new provisions and information that the parties believe to be useful in further defining their obligations and rights under the contract.  See Specialty Form at § 47:122.  On the other hand, if the parties decide that it does not make sense to perform under a contract after is has been signed a revocation or rescission agreement is an appropriate solution. See Specialty Form at § 47:121.  Performance on a contract may also be suspended if one of the parties notifies that other of an election to terminate the contract, perhaps because the notifying party believes that the other party has breached the contract.  See Specialty Form at § 47:120.  Finally, a separate document should be used to document the willingness of a third party to become jointly liable for the obligations of one of the parties under the contract.  See Specialty Form at § 47:123.  For a full discussion of contract formation and management, see Contract Formation and Management (§47.1 et seq.).

CALIFORNIA RECOGNIZES TWO NEW SPECIAL PURPOSE CORPORATIONS

The corporation is the most widely used form of business organization in the United States. Several different types of corporations are recognized in most jurisdictions: general business or profit corporations; statutory close corporations, which offer the opportunity for shareholders of a small closely held enterprise to combine the flexibility of the partnership form with the advantages of the corporate form; non-profit corporations; cooperative corporations; and professional corporations. Also, many jurisdictions provide for the creation of special purpose corporations.  California is an example of the level of creativity in this area.  For many years that state has recognized consumer cooperative corporations, small business corporations and business and industrial corporations.   Recently, however, the choices have been expanded to include two additional corporate entities: flexible purpose corporations and benefit corporations.  The formation and operations of California flexible purpose corporations is governed by the California Corporate Flexibility Act of 2011 (“CFA”) [Ca. Corp. Code §§ 2500 et seq.], which provides that a flexible purpose corporation may be formed for special purposes, in addition to any other lawful purpose, including, but are not limited to, charitable and public purpose activities that could be carried out by a nonprofit public benefit corporation. [Ca. Corp. Code § 2602(b)(2)]  The CFA requires management and directors to specify objectives for measuring the impact of the flexible purpose corporation's efforts relating to its special purpose, and to include an analysis of those efforts in annual reports, together with specified financial statements, to shareholders and requires that specified information be made publicly available. [Corp. Code §§ 3500]  California benefit corporations are governed by Ca. Corp. Code §§ 14600 et seq. and may be formed for the purpose of creating general public benefit, defined as a material positive impact on society and the environment, taken as a whole, as assessed against a third-party standard that satisfies certain requirements. [Ca. Corp. Code § 14601(c)]  A benefit corporation may also identify one or more specific public benefits as an additional purpose of the corporation including, without limitation, providing low-income or underserved individuals or communities with beneficial products or services, promoting economic opportunity for individuals or communities beyond the creation of jobs in the ordinary course of business, preserving the environment and improving human health. [Ca. Corp. Code § 14601(e)(1)-(7)] Directors of benefit corporations are required to consider the impacts of any action or proposed action upon specified considerations including, among others, the shareholders and employees of the corporation, customers of the corporation who are beneficiaries of the general or specific public benefit purposes and the environment. [Ca. Corp. Code § 14620(b)(1)-(7)]  In addition, directors of benefit corporations are allowed to consider the impacts of those actions on, among other things, the resources, intent, and conduct of any person seeking to acquire control of the benefit corporation. [Ca. Corp. Code § 14620(c)]  Benefit corporations must prepare an annual benefit report which includes, among other things, a statement indicating whether, in the board's opinion, the benefit corporation failed to pursue its general public benefit and any specific public benefit, a description of the ways in which the benefit corporation pursued those benefits, the extent to which those benefits were created and the process and rationale for selecting the third-party standard used to prepare the benefit reports. [Ca. Corp. Code § 14630]  A handful of other states have adopted similar legislation covering benefit corporations, sometimes referred to as “B corporations”, and there viability will depend in large part on the development of case law regarding the permissible purposes of such corporations and the flexibility afforded to directors in discharging their fiduciary duties.

A PRIMER ON PREPARING PREINCORPORATION AGREEMENTS

An agreement to incorporate may be used by the parties to establish the general terms and conditions associated with the formation and initial organization of a new corporation. See Master Form at § 5:24. The content of a preincorporation agreement will vary depending upon the circumstances. Among the matters which are commonly included in such an agreement are the following:

1. Names and addresses of the parties;

2. The proposed name of the corporation and a description of the procedures that will be followed to check the availability of the name and reserve it for future use on behalf of the corporation;

3. A description of the proposed purpose and activities of the corporation;

4. A summary of the place or places where it is anticipated that the corporation will conduct its business, including a statement of the procedures that will be followed in order to qualify the corporation as a foreign corporation;

5. A description of the proposed capitalization of the corporation, including subscriptions by the parties;

6. A list of the incorporators, initial directors and officers of the corporation;

7. A description of the terms of engagement of any persons required to assist in the incorporation process, such as lawyer, accountants or appraisers.

Other matters which might be covered in a preincorporation agreement include the following:

1. A description of the terms of any proposed employment relationship between the new corporation and any of its organizers and/or promoters;

2. The general terms of any buy-sell arrangements among the corporation and its future shareholders;

3. If the principals wish to have the corporation treated as a Subchapter S corporation for tax purposes, the agreement may contain various covenants regarding the steps that will be taken to perfect and maintain Subchapter S status;

4. A description of any proposed purchase of assets by the new corporation, which will be relevant whenever the new corporation is going to take over the operations of a going concern;

5. When subscriptions will be sought from persons not otherwise affiliated with the founding group, a description of the procedures that will be followed in making the offering, including the preparation of an offering document, engagement of investment bankers and payment of the fees and expenses associated with complying with any securities law requirements;

6. If an existing business will be incorporated, a description of the assets that will be transferred to the new corporation, the shares that will be issued in exchange for each proprietor's interest and a summary of the tax elections that will be made in connection with the incorporation.

Preincorporation agreements can be particularly useful in situations where the principals intend to form a statutory close corporation (§ § 16:1 et seq.). See Specialty Form at § 5:89. In that case, the agreement should specify:

• The name of the corporation;

• The state of incorporation;

• The corporate purpose;

• The capitalization of the corporation;

• The contributions to be made by each of the proposed shareholders; and

• Details regarding governance of the corporation (e.g., Directors and officers).

Similarly, a preincorporation agreement is often used when the principals intend to take advantage of certain tax planning strategies such as forming a Subchapter S corporation that will also be issuing shares intended to qualify for special tax treatment under I.R.C. § 1244. See Specialty Form at § 5:90.10.

Share transfer restrictions and buy-sell provisions will also be included in many cases. See Specialty Form at § 5:88.  In addition, the new corporation may enter into an agreement with each of the founders that describes the terms upon which the founders will provide consulting services to the corporation until it obtains outside funding and also describes the terms of employment for the founder by the corporation once the funding has been completed. See Specialty Form at § 5:93.10.

Preincorporation agreements which include parties other than the principals may be useful in certain cases. For example, some form of preincorporation agreement is usually appropriate when a bank or other institutional lender is willing to take stock in a new corporation in satisfaction of preexisting claims and agree to make additional advances in the form of loans to finance the new corporation. See Specialty Form at § 5:91. A preincorporation agreement may also include detailed provisions regarding the terms of securities to be issued to outside investors, such as preferred stock and/or convertible subordinated notes. See Specialty Form at § 5:90.

An interesting variation is an agreement entered into prior to formation of a new corporation that sets out the terms upon which one of the parties to the agreement may become a shareholder of the corporation at some point in the future after certain conditions have been satisfied and/or the party has performed activities detailed in the agreement. One example would be an agreement between a construction company and a real estate management company that provides for the construction company to form a new corporation to acquire property and construct a new building on that property and calls for the management company to assume responsibility for managing the building once it is constructed in exchange for shares of the corporation to be issued in the future. See Specialty Form at § 5:90.20. A related form of agreement would be one between a builder and a rental agent that calls for the builder to erect a new building and the rental agent to find tenants for the building with the equity ownership of the rental agent in the corporation being tied to the agent’s success in locating acceptable tenants. See Specialty Form at § 5:90.30. A unique feature of each of these types of agreement is that they will not only address issuance of shares and governance of the corporation, but will also detail other aspects of the entire project including the duties and responsibilities of each of the parties with respect to construction, leasing and management of the building that will be owned by the corporation.

Preincorporation agreements may take different forms. For example, the promoter may prepare a proposal for formation of corporation that can be presented to prospective investors and other business partners. The proposal would combine many of the elements of a preincorporation agreement with a description of the proposed business strategy for the corporation. See Specialty Form at § 5:87.  For more detailed discussion, see Preincorporation Agreements (§ 5:1 et seq.) Additional examples of preincorporation agreements are provided in Shareholders' Agreements (§ 11:3).

VALUABLE NEW PRACTICE TOOL PROVIDES ACCESS TO COMPREHENSIVE LIBRARY OF CORPORATE CONDUCT CODES

Disclosure controls and procedures (§§ 91:29 et seq.) are essential elements of any corporate governance strategy.  In order for such controls and procedures to be effective, issuers must establish and maintain the appropriate “control environment.” The term refers to the mindset and philosophy that drives decisions and attitudes throughout the organization. The environment must be established at the top of the organization, beginning with the board of directors, the audit committee thereof, and senior management. Then it needs to be reinforced throughout the company by employee training and the values that are rewarded with respect to the behavior and performance of employees. For further discussion of corporate governance and the importance of the control environment, see Corporate Governance Compliance Programs (§§ 91:1 et seq.) and Compliance Programs (§§ 92:1 et seq.).

One of the first steps in establishing the appropriate control environment is the adoption and dissemination of appropriate corporate codes and policy statements relating to disclosure activities and ethical conduct of directors and officers. Reporting companies are required to adopt and disclose a code of ethics for senior financial officers (§ 91:92), covering ethical conduct, conflicts of interest, full and timely disclosures, and compliance with governmental rules. See specialty form at § 91:222.

While the Sarbanes-Oxley Act limited application of the code to senior executive and financial officers, exchange rules expand the scope for listed companies to include all directors, officers and employees. Many companies have also adopted an extensive code of business conduct that addresses many aspects of the day-to-day activities of the company and each of its employees. For further discussion, see Compliance Programs (§§ 92:1 et seq.).

Not surprisingly, there is an extensive library of examples of codes of conduct that companies and their counsel can and should review when drafting and/or revising their own codes.  One impressive effort at compiling illustrations in one place and in a form that is easily accessible is the Ethisphere Institute’s Code of Conduct Dataset that can be accessed at http://ethisphere.com/code-dataset/ [accessed December 6, 2011].  It is recommended that companies review their codes of conduct no less frequently than annually and carefully monitor specific concerns of those regulatory agencies that have jurisdiction over their operational activities.

The code of business conduct will often be supplemented by specific corporate policies relating to compliance areas. Companies should also be mindful of the public relations value associated with the publication of the code for viewing by business partners and the investment community.

Each of the codes and policy statements should be drafted by in-house and outside counsel, reviewed by the audit committee, and ultimately approved by formal action of the entire board of directors. Each code or policy statement should be distributed to employees, perhaps by posting on the company's Intranet, and it is essential that the procedures be regularly reviewed at the company's employee training sessions. For further discussion, see Compliance Programs (§§ 92:1 et seq.).

In addition, many companies are now adopting corporate governance guidelines, which are required for NYSE-listed companies (§ 91:108). See master form at § 91:151. Among other things, the principles should cover:

• Director responsibilities and qualifications;

• Access of directors to management and outside auditors;

• Director compensation and related-party transactions;

• Orientation and continuing education of directors;

• Management succession; and

• Procedures for annual review and assessment of directors, committees and senior managers.
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