CHAPTER 2

Basic Corporate Documents

ORGANIZATION AND GOOD STANDING

The question of organization and good standing is frequently the first
inquiry on the legal aspects of acquisition review and is of primary
importance. Counsel will review basic corporate documents such as the
Certificate or Articles of Incorporation, Bylaws, and the corporate minute
book of the target corporation (Company). The phrases "duly organized,"
"validly existing," "duly incorporated,"” and "good standing" are routinely
used in corporate transactions, whether in the representations and
warranties made in the stock purchase agreement or in legal opinions
rendered in connection with the transaction. There is, however, significant
disagreement in the legal community concerning what such phrases mean and
what investigations are necessary to make such representations or render
such opinions.1l The following sections outline the basic procedure for
examining a corporation's organization and good standing and highlight some
of the interpretive issues that arise in the course of such an
investigation. Although this inquiry is not generally prone to the semantic
difficulties of opinion writing, the literature on opinion writing is
helpful in analyzing many of these issues in the context of a due diligence
investigation.

The following sections also address the circumstances under which counsel
should conduct the same investigation with respect to subsidiaries,
predecessors, and affiliates.

A. Documents Customarily Reviewed
To conduct the acquisition review, obtain and review the documents listed
below.

_ 1. Certified copies of the Company's Certificate or Articles of
Incorporation and all amendments thereto to date, as well as any proposed
amendments.

2. Certified copies of the Company's Bylaws, as amended to date.

——_ 3. Minute books of the Company, including minutes of the meetings of
the board of directors, any committees (whether of the board or otherwise),
and shareholders, for the last five years to date.

__ 4. List of dall jurisdictions in which the Company is currently
quallfled to do business as a foreign corporation.

___ 5. List of locations of all plants, offices, or other facilities of the
Company.

___ 6. Certificates of Authority or Qualification issued by each
jurisdiction in which the Company is authorized to do business as a foreign
corporation.

___ 7. Certificates of Existence (where available) or Good Standing (long
form) or Tax Certificates issued by the appropriate governmental authority
in the state of the Company's incorporation and in each state in which the



Company is qualified to transact business as a foreign corporation.

___ 8. All documents with respect to any partnership or joint venture
affiliations of the Company, including partnership or joint venture
agreements and all other documents necessary and appropriate under
applicable state law to determine the due organization, qualification, or
good standing of each such partnership or joint venture with which the
Company is affiliated.

B. Procedures to Be Followed

The following checklist outlines the basic inquiries to be addressed,
issues to be resolved, and procedures to be followed in an acquisition
review of the Company's organization and good standing.

1. Due Incorporation and Due Organization

___ a. Confirm that the Certificate or Articles of Incorporation and all
amendments thereto were properly executed and filed by examining these
documents in conjunction with applicable state law.

___ b. Review minute books to confirm that:

——— (1) the initial election of directors was procedurally correct under
applicable law.

___ (2) the board of directors held an organizational meeting in a timely
manner after incorporation documents were filed.

(3) bylaws of the Company were properly adopted.

(4) necessary officers were elected.

(5) stock was properly authorized and issued.

___ (6) the minimum consideration for starting business, pursuant to state
law, was received.

___ c. Compare the review of minute books with the review of provisions of
the Certificate or Articles of Incorporation and Bylaws (e.g., as to the
number of directors authorized to be elected) to confirm that all
organizational actions taken by the Company were taken in accordance with
these documents, as well as with applicable law.

2. Valid Existence and Good Standing

—__ a. Confirm that the Company has not ceased to exist as a corporation
through merger, forfeiture of its charter, nonpayment of taxes, etc., by
examining the minute books, all filings made with state agencies, and Good
Standing or Tax Certificates issued by appropriate state authorities.

3. Bylaws

Review the Bylaws with particular attention to the following items:

___ a. The quorum, notice, and other procedural requirements for meetings
of both shareholders and directors.

___ b. The number and qualification of directors, provisions regarding
removal of directors, and filling vacancies on the board.

c. Any classification or staggering with respect to the election of



directors.

d. Officers required to be elected.

e. Provisions concerning the indemnification of directors and officers.
f. Provisions addressing how to amend the Bylaws.

g. Provisions requiring the signature of certain officers on stock
certificates and other corporate documents.

___ h. Special voting provisions, including provisions permitting director
or shareholder action without a meeting, including telephone meetings.

4. Minutes

Review the minutes of the meetings of the Company's directors, any
committee, whether created by the board of directors or otherwise, and
shareholders, with particular attention to the following items:

___ a. All material contracts and transactions were identified, including
employment contracts, pension plans, leases, loans, acquisitions, and other
transactions, and any pending or threatened litigation.

___ b. Shareholders' and directors' meetings have been held at least
annually.

___ C. At each meeting of directors or shareholders at which any corporate
action was taken, a quorum of either group was present as provided in the
Bylaws.

___ d. Directors who voted with respect to corporate action were, at every
such meeting, properly elected by the shareholders.

___ e. Directors properly authorized all issuances of shares of the Company
and valued any noncash consideration paid for issued shares.

___ f. Any director or shareholder vote taken in connection with material
corporate transactions, including mergers, consolidations, etc., of the
Company, was duly recorded.

5. Qualification as a Foreign Corporation

___ a. Determine all jurisdictions in which the Company is currently
qualified to do business as a foreign corporation, and obtain Certificates
of Authority or Certificates of Good Standing (e.g., relating to payment of
taxes) for each of these jurisdictions.

___ b. Inquire about the location of all offices, plants, or other
facilities of the Company, as well as all jurisdictions in which the
Company has significant contacts in any connection.

c. Determine necessity for qualification in other jurisdictions.

___ d. If the Company may be changing its name in connection with the
transaction, confirm that the new name can be used in all relevant states
of incorporation or qualification by conducting a name search with the
appropriate state governmental authority.

6. Company's Subsidiaries, Predecessors, and Affiliates
___ a. With respect to subsidiaries and affiliates of the Company, perform
all routine organizational and good standing inquiries as outlined above.



The scope of such an investigation in the context of predecessor entities
will depend on how long ago the acquisition occurred and the importance of
the predecessor to the Company's current holdings.

—__ b. Confirm that, except as disclosed in the Company's books and
acquisition documents, no outstanding shares of any subsidiary of the
Company are held by any individual or entity other than the Company.

___ C. Determine whether any subsidiary or affiliate has voted the
Company's shares, particularly if such action is prohibited by law.

___ d. Review the organizational documents of any entities previously
acquired by the Company, and determine whether they were properly acquired
(e.g., the previously acquired entity's stock was valid and properly
authorized at the time of acquisition).

___ e. Review predecessor entities with respect to material contracts and
other obligations or liabilities the Company may have assumed.

___ f. Determine whether the Company or any of its subsidiaries have or
operate under any partnership or joint venture agreements and, if so,
obtain and review such agreements to ensure that such entities are properly
and currently organized. Further investigation of any affiliates concerning
material contracts, for example, will depend on counsel's assessment of the
importance of such affiliates to the Company.

C. Comment

The starting point for any acquisition review should be the Company's
Certificate or Articles of Incorporation, since it is the instrument that
defines the basic aspects of the corporate existence and nature.2 A copy of
the Certificate or Articles should be obtained from the Secretary of State
of the state of incorporation, along with all amendments to date.
Initially, counsel should review the major components of the Certificate or
Articles. This review will reveal any stated duration for corporate
existence; the number and class of authorized capital stock of the Company,
if there is more than one class of stock; the rights, powers, and
privileges of each such class; provisions concerning preemptive rights and
cumulative voting; provisions concerning indemnification of officers and
directors or the scope of director liability; and, in many states, the
identity of the initial directors. A general examination of these and other
provisions in the Certificate or Articles may lead to further inquiry into
matters beyond the scope of due organization and good standing.

1. Due Incorporation and Due Organization

It is common to require the Company and its shareholders to represent that
the Company has been "duly incorporated" or "duly organized." Often, these
terms are used interchangeably, but they have different meanings. In its
most narrow usage, "due incorporation"” relates only to whether the
Certificate or Articles of Incorporation were properly filed in accordance
with applicable state law and allowed the creation of a corporate entity.
"Due organization" relates to those additional procedural actions beyond



the mere filing of the Certificate or Articles of Incorporation that are
required by statute to organize the corporation properly. Many
commentators, however, believe that "due incorporation" has a much broader
meaning and that a corporation may not be duly incorporated unless its
Certificate or Articles of Incorporation were properly filed and it was
also "duly organized." Whatever terminology counsel ultimately settles on
for making representations and warranties in the stock purchase agreement,
or for rendering legal opinions, the acquisition review, to the extent
practicable, should include procedures to cover the broadest possible
meaning.

The Certificate or Articles should be checked against the law of the state
of incorporation that was in effect at the time the Company was
incorporated, and at the time each subsequent amendment occurred, to
determine whether each document contained all of the information and
provisions that were statutorily required at each relevant time, and
whether each document was properly adopted, executed, and filed. Several
commentators have noted the difficulty of reconstructing historical
corporation statutes to determine what the law was on the date of
incorporation or amendment.3 Certificates of Incorporation are routinely
issued by the secretary of state or other appropriate regulatory authority
at the time of filing. The business corporation acts of several states
recognize such Certificates as prima facie evidence of due incorporation.4
While many commentators believe that it may not be sufficient to rely on
such a Certificate for purposes of rendering an opinion on the question of
"due incorporation,"” in the context of performing an acquisition review,
reliance on such a Certificate may be the only practical alternative. This,
of course, depends on pertinent facts such as the duration of the Company's
existence, the number of amendments to its Articles, and other similar
considerations. It is important to verify that the entity is "duly
incorporated" and not simply a "corporation." To conclude only that the
Company is a "corporation" permits the possibility that the Company is a de
facto corporation.5 This is, of course, a possibility that counsel will
wish to rule out.6

The relevant considerations of "due organization" are compliance with the
procedures following filing of the Certificate or Articles of Incorporation
with respect to (1) election of initial directors, (2) organizational
meeting of the board of directors, (3) adoption of Bylaws, (4) election of
required officers, (5) initial authorization and issuance of stock, (6)
initial receipt of statutorily required consideration for issued stock, and
(7) any other matter statutorily required for doing business as a corporate
entity.7 Examination of the Company's Certificate or Articles of
Incorporation, minute books, and stock record books, as well as applicable
law, should confirm that the necessary action has been taken.

The failure to file Articles or a Certificate of Incorporation, or filing
them defectively, may prevent corporate existence ab initio and thereby
result in the loss of protection afforded by the business corporation laws.



Alternatively, a de facto corporate existence could be created, a situation
to be avoided.8 Failure to complete the due organization of a corporation
can preclude any valid corporate action, result in the personal liability
of purported officers and directors,9 or render the "corporation" a joint
venture.10

2. Valid Existence and Good Standing

Counsel should be satisfied that the Company has not ceased to exist, "for
example, through merger, liquidation, dissolution, the forfeiture or
suspension of its charter or the expiration of its stated term of
existence."1ll This type of investigation is usually associated with the
terms "valid existence" or "good standing." Although both terms refer to
the status of the Company as it exists subsequent to its initial
organization and through the present, each term may have a different
meaning in the context of a particular state's business corporation laws.
The term "validly existing" generally refers to the absence of a legal
cessation of existence by reason of a merger, dissolution, liquidation, or
the expiration of the duration of the corporate existence as it is provided
in the Certificate or Articles of Incorporation. The phrase "good standing"
1s generally understood to indicate that a corporation has paid its
franchise taxes and taken all other actions necessary to preclude an
involuntary cessation of existence. The two terms are often confused or
used interchangeably because some states issue certificates providing that
a corporation is "in good standing." Depending on the applicable state law,
this certificate may indicate that the corporation has paid any necessary
franchise taxes and that the corporation is "validly existing" with respect
to its Certificate or Articles of Incorporation or other documents filed
under law.

Despite the difference in meaning of the phrases "validly existing" and
"good standing," confirmation that no problems have arisen with respect to
either phrase may be obtained by examining the Certificate or Articles of
Incorporation, a "long-form Good Standing Certificate listing all documents
filed with the applicable state agency affecting the Certificate or
Articles of Incorporation, a franchise tax certificate (whatever it may be
called) stating that the corporation is current on its franchise tax
obligations, and the minute books of the Company.

3. Bylaws

Counsel should initially review the Bylaws to become familiar with the
Company's internal procedural rules and regulations. Items to look for in
the Bylaws include (1) quorum, notice, and other procedural requirements
for meetings of directors and shareholders; (2) the number, qualification,
and removal provisions relating to directors; (3) classifications or
staggering of the board; (4) officers required to be elected; (5)
indemnification of directors and officers; (6) how the Bylaws may be
amended; (7) provisions requiring signatures of certain officers on stock



certificates and other corporate documents; and (8) special voting
provisions, including provisions permitting director or shareholder action
without a meeting, including telephone meetings. Familiarity with these and
other provisions of the Bylaws will facilitate other aspects of the
acquisition review, such as verifying the valid issuance of shares,
examining the validity of a variety of corporate transactions, and
confirming corporate authority for the instant transaction.12

4. Minutes

Examination of the Company's minute books should be conducted early in the
process, because such an examination may well serve as a road map to
various areas of inquiry. Review of the minutes discloses a myriad of
information concerning prior corporate actions including references to
material contracts and transactions, employment contracts, pension plans,
leases, loans, acquisitions, or other transactions, and any pending or
threatened litigation. The due authorization and valid issuance of shares
i1s confirmed through a review of the minutes.13 In reviewing the minutes,
counsel should initially confirm that (1) directors' and shareholders'
meetings have occurred at least annually; (2) quorums were present for all
votes of directors or shareholders; and (3) officers and directors have
been duly elected and qualified.14 Defects or irregularities in any of
these matters may adversely affect the validity of certain corporate
transactions, thereby requiring corrective action where possible.

5. Qualification as a Foreign Corporation

The acquisition review must address the issue of the Company's
qualification to do business in foreign jurisdictions in which the
character or location of the properties owned or leased by the Company, or
the nature of the business conducted by the Company, makes such
qualification necessary or prudent. The consequences of failing to qualify
where such qualification is required may be significant. For example,
virtually all states have statutes that deny foreign corporations
transacting business in their jurisdictions the right to enforce contracts
executed within that state.1l5 In at least four states, subsequent remedial
qualification may not permit enforcement of prequalification contracts
entered into within such states.16 Even if subsequent qualification is
permitted, it could require the payment of substantial taxes and/or
penalties. The denial of access to the courts of a state sometimes applies
to the successors-in-interest of an unqualified corporation.l1l7 In the
context of acquisitions, such a successor-in-interest may turn out to be
the purchaser. Finally, the failure to qualify in a state may also result
in monetary penalties against the Company and against persons acting on
behalf of the Company.18

Counsel should determine each jurisdiction in which the Company 1is
qualified or believes that it is qualified to transact business as a
foreign corporation. The Company's qualification, valid existence, and good



standing should be confirmed in each such jurisdiction by ordering
applicable Certificates of Authority or Qualification and Good Standing
from appropriate governmental authorities.

Counsel should independently determine, through review of the Company's
minutes, contracts, and other corporate documents, as well as interviews
with appropriate representatives of the Company, each location at which the
Company maintains an office, plant, or other facility, and identify each
jurisdiction in which the Company has significant contacts or engages in
frequent activities. The relevant facts must then be analyzed in light of
each relevant jurisdiction's corporation laws to determine whether the
character or location of the properties or the nature of the business
requires qualification in jurisdictions other than those in which the
Company is currently qualified.

This analysis will likely require examining the corporation laws of a state
in which counsel is not licensed. In those circumstances, counsel may be
well advised to retain local counsel, especially because state
qualification requirements vary substantially, and corporate activity that
might require qualification in one state may not in another.19

6. Company's Subsidiaries, Predecessors, and Affiliates

a. Subsidiaries

Acquisition reviews generally extend to the Company's significant
subsidiaries. All organization and good standing matters should be
investigated as a matter of course. Counsel will need to confirm that,
except as disclosed in the acquisition documents, there are no outstanding
shares of the subsidiary issued to persons or entities other than the
Company. Further investigation, such as review of material contracts and
examination of licenses, will depend on the significance of the
subsidiary's activities or holdings on a consolidated basis. It is also
important to recognize that some state corporation laws prohibit the voting
of any shares of the parent held by a subsidiary on any matter.20
Therefore, the corporate minutes of the parent may need to be reviewed to
ensure that no shareholder vote was invalidated as a result of
noncompliance with such a rule.

b. Predecessors

Entities previously acquired by the Company through statutory merger should
be identified by reviewing counsel and, depending on the predecessor's
importance to the Company's consolidated holdings, reviewed to ascertain
any problems arising from defects in the acquired entity's organization and
good standing, the validity of its securities, or material contracts or
other obligations or liabilities that may have been assumed in connection
with the acquisition.21 Entities acquired more than five years in the past
may require little or no examination in the discretion of counsel. If the
Company has acquired assets of another company in exchange for stock,



access to the other company's books and records may not be available. In
those cases, the review may be limited to examining the validity of the
corporate authorization for the sale of assets to the Company. When access
to information concerning the acquired entity is, for any reason, limited
or unavailable, counsel may rely on opinions of the predecessor's counsel
rendered at the time of acquisition in which counsel reasonably believes
such opinions were competent.

c. Affiliates

Any partnership or joint venture affiliations of the Company or any of its
subsidiaries should be reviewed in a fashion similar to the examination of
subsidiaries. Specifically, all partnership or joint venture agreements
should be obtained and examined to determine the type and scope of the
Company's affiliation with such an entity. This examination includes
inquiry into the proper organization of the entity; whether any state
filings were made with respect to such an entity; whether the entity
operates under an assumed name and, if so, whether it has made proper
filings in that regard; whether the entity is properly qualified or
registered in foreign jurisdictions or whether such qualification should be
sought; whether the entity has obtained all necessary governmental permits
or regulatory authorizations to conduct its business; and what the
partnership or joint venture agreement may require in terms of consents to
the proposed transaction. Further investigation, such as the review of
material contracts, and examination of permits, licenses, or the like, will
depend on the significance of the affiliate's activities or holdings on a
consolidated basis.

CAPITALIZATION AND SHAREHOLDERS

In this phase of the due diligence investigation, counsel must identify the
selling shareholders; examine the authority of each to execute, deliver,
and perform his or her obligations under the stock purchase agreement; deal
with any special issues presented by minor, incompetent, or deceased
shareholders, shares held in trust or subject to voting trusts, or other
special voting agreements or arrangements; and determine that the shares
the purchasers intend to acquire are duly authorized, validly issued, fully
paid, and nonassessable. Certain issues raised in the following outline and
discussion concerning the validity of shares of the Target Company may be
rendered moot by the acquisition of all Company stock; and therefore such
issues, although appropriate for consideration, are not likely to present
an impediment to the stock acquisition. Issues concerning the validity of
shares of a selling corporation in an asset sale may have more serious
implications.

A. Documents Customarily Reviewed
___ 1. Certified copies of the Company's Certificate or Articles of
Incorporation and all amendments thereto to date, as well as any proposed



amendments.

___ 2. Certified copies of the Company's Bylaws, as amended to date.

_—_ 3. Minute books of the Company, including minutes of the meetings of
the board of directors, any committee (whether of the board or otherwise),
and shareholders for the last five years to date.

___ 4. The Company's stock transfer or stock ledger books.

_—— 5. Audited consolidated financial statements of the Company and all
subsidiaries for the last three to five years.

___ 6. The form(s) of the Company's stock certificates and the language of
all legends or specific terms appearing thereon.

___ 7. A1l stock option, bonus, incentive, or pension plans, and any other
agreements to issue shares of the Company or any of its subsidiaries in the
future.

___ 8. All agreements relating to the beneficial ownership, voting rights,
or pledge of the Company's common or preferred stock.

——— 9. ALl agreements under which registration or preemptive rights are
granted to shareholders of the Company.

___ 10. All agreements, offering circulars, letters of intent, written
proposals, or memoranda of any oral proposals for the disposition,
acquisition, or distribution of any of the assets or shares of the Company.
___ 11. List of all shareholders of the Company, cross-checked against the
stock books and disclosing the status of ownership of each (e.g., joint, in
trust, minor).

___ 12. All reports to shareholders and proxy statements prepared by or on
behalf of the Company or any of its subsidiaries for any of the past three
years.

___ 13, An opinion from auditors regarding the fully paid and nonassessable
character of the Company's shares.

___ 14, All shareholder correspondence with the Company for the last year.
___ 15. All filings made by the Company or any of its subsidiaries with the
Securities and Exchange Commission or any similar federal or state
regulatory agency for the past five years.

B. Procedures to Be Followed

The following checklist outlines the basic inquiries to be addressed,
issues to be resolved, and procedures to be followed in a review of the
Company's capitalization and shareholders.

1. Identity and Authority of Shareholders

___ a. Confirm that the 1ist of shareholders has been cross-checked with
the stock transfer books and is correct.

___ b. Establish the number and type of shares held by each shareholder of
record. All agreements restricting the voting or transfer of shares,
including voting trusts or agreements and shareholders' agreements, should
be identified and reviewed in connection with the shareholders' power to
perform the proposed transaction.



___ c. Identify all shares held by minors, incompetents, trustees,
shareholders of record now deceased, etc., and the procedures for effecting
the transfer, conversion, etc., of such shares.

___ d. Identify shareholders who are officers and directors of the Company,
and all agreements or laws restricting their transfer of shares, if any.
___ e. Review shareholder correspondence to confirm that it does not
disclose any potential barriers to the contemplated transaction.

2. Status of Shares to Be Acquired
a. Due Authorization
___ (1) Determine the type and number of duly authorized, issued, and
outstanding shares of the Company by examining the Company's Certificate or
Articles of Incorporation and all amendments thereto to date, the stock
transfer books, and the minutes of all directors' meetings.
___ (2) Review dall legends appearing on issued shares, as well as the
specific terms of preferred shares, to identify any restrictions on
transfer and any rights accruing upon transfer or merger (e.g., the right
to convert or redeem).
_—_ (3) Establish that the Company had authority to issue the type of
shares examined under its Certificate or Articles, Bylaws, and applicable
state law.
i. Par value
ii. Class
iii. Rights and preferences, if any
___ 1iv. Limitations or restrictions, if any

__ (4 Confirm that the issuance of all of the Company's shares was
properly authorized by the Company's board of directors.
___ 1. Notice was properly given for all relevant directors' or
shareholders' meetings.
___ 1ii. A quorum of directors or shareholders was present at all relevant
meetings, and the number of votes required to approve the issuance was
received.
___ (5) Identify all shares reserved for issuance pursuant to any stock
option, stock bonus, employee plans, etc.
___ (6) Confirm that an overissue of shares beyond the number authorized in
the Certificate or Articles of Incorporation has not occurred, and is not
likely to occur, as a result of shares reserved for issuance in other
agreements by reviewing any such agreements in connection with the
Certificate or Articles and minutes.
b. Valid Issuance
(1) Elements of due authorization have been reviewed and are present.
___ (2) Confirm that the type of consideration permitted by applicable law
was paid and actually received by the Company for the shares issued.
1. Review applicable state law.
ii. Review minute and stock ledger books.
(3) Confirm that stock certificates for issued shares were properly



executed by authorized officers of the Company as provided by applicable
law or the Bylaws, and that such certificates were delivered.

___ (4) Confirm that no agreements limited or otherwise prohibited the
prior issuance of shares by the Company.

___ (5) Confirm that no shareholders have absolute redemption rights by
examining the Certificate or Articles, minute books, and the certificates
themselves, if possible.

___ () Confirm that shares were not issued in violation of preemptive
rights or the express terms of the Company's preferred stock, if any.

c. Fully Paid and Nonassessable

——_ (1) Determine whether the Company received the minimum consideration
for issued shares required by its Certificate or Articles and applicable
state law existing on the date of each such issuance.

___ (2) Determine whether the consideration paid for issued shares was of a
permissible type under state law.

_—_ (3) Determine whether any noncash consideration paid for stock was
properly valued by the board of directors pursuant to applicable law.

___ (4) Determine whether the consideration recited in the minutes or stock
books was actually received by the Company.

—__ (5 Confirm that shares issued in connection with mergers,
consolidations, reorganizations, etc., if any, are "fully paid" as a matter
of law.

d. Preemptive Rights and Other Agreements

___ (1) Determine whether shareholders of the Company have any preemptive
rights by examining the Certificate or Articles of Incorporation in
conjunction with applicable state law, as well as any agreements purporting
to grant preemptive rights to shareholders.

_—_ (2) Determine whether any waivers of preemptive rights have been or
should be obtained.

___ (3) Review the terms of any preferred stock of the Company to determine
whether any issuance of shares by the Company was in violation of such
terms.

___ (4) Review any shareholder agreements to determine whether the prior
issuance of any of the Company's shares was in violation of such
agreements.

C. Comment

1. Identity and Authority of Shareholders

The purpose of the following checks is to determine the identity of the
selling shareholders and their authority to sell their stock and otherwise
perform their obligations under the transaction documents. Counsel must
determine whether the voting power of shares is subject to any formal or
informal voting trust or agreement,22 who has power of attorney, whether
any shares are held by minors or shareholders of record now deceased, or
whether any other agreement exists that places the authority to vote or
transfer shares in the hands of someone other than the shareholder of



record.23 For this purpose, an acquisition review of shareholder status
should do several things: (1) establish the names and addresses of each
shareholder of record, cross-checked against the stock transfer books; (2)
identify the number and type of shares held by each shareholder, as well as
how the shares are held (e.g., solely, in trust, jointly)24; (3) identify
shareholders who are also officers or directors of the Company and check
for stock holdback or other agreements, as well as any state or federal
laws, that prevent or limit the transfer of shares by such individuals; (4)
identify whether any shares are held by minors; (5) identify shareholders
of record who are deceased25; and (6) conduct a review of all shareholder
correspondence within the past year. Examination of shareholder
correspondence may disclose written objections to a proposed major
corporate action.

After the individual shareholders have been identified, as well as how the
shares are held with respect to each, appropriate action must be taken as
the circumstances require to ensure the authority of each shareholder to
execute and deliver the documents and perform the obligations thereunder.
For example, when shares are owned by a minor, the consent of guardians
should be obtained for any proposed sale. Likewise, if a shareholder of
record is now deceased, counsel should contact the executor or
administrator of the estate to establish his or her authority to sell the
shares and willingness to do so.

2. Status of Shares to Be Acquired

a. Due Authorization

As a preliminary matter, in a review of a corporation's capitalization and
shareholders, inquiry must be made by counsel as to the current status and
number of the authorized and issued capital stock. Counsel must first
establish that the basic corporate documents permitted all prior issuances
of shares, that director and shareholder approvals of such issuances were
valid, and that the current numbers of actually issued shares comport with
the corporate authorizations and stock ledger or transfer books. The number
of authorized shares may be discovered by examining the Company's
Certificate or Articles of Incorporation and all amendments thereto to
date. The number of issued and outstanding shares generally may be
discovered in one of two ways: (1) by examining audited financial
statements or (2) by reviewing the stock transfer books of the Company. It
is important to note that shares may be "issued" but not "outstanding." For
example, when issued shares have been reacquired by the Company, unless
cancelled or otherwise retired (i.e., treasury shares), such shares are
issued but not outstanding. It is also important to verify that there has
been no "overissue" of stock beyond the number of shares authorized in the
Certificate or Articles of Incorporation. "Overissue" concerns also arise
with respect to rights granted pursuant to stock options, warrants,
employee plans, or other agreements pursuant to which shares may be issued



in the future or securities or rights convertible into shares have been
issued. A sufficient number of authorized but unissued shares should be
reserved to cover the issuance of the maximum number of shares that may be
issued under any such options, plans, or agreements. If previously issued
shares have been cancelled, counsel must determine whether such
cancellation reduced the number of authorized shares pursuant to the
Company's Certificate or Articles of Incorporation or state law.

The term "duly authorized," as applied to stock, generally means that the
Company had the power under applicable law to issue the shares in question,
its Certificate or Articles of Incorporation, and Bylaws at the time of
issuance, and that all corporate action necessary to authorize or ratify
the issuance was taken.26 After the possibility of overissue has been
eliminated, counsel should examine the authority of the Company to issue
the type of share in question. Counsel must confirm that the Company had
the power to issue "shares of the par value, class, and having the rights,
preferences, limitations, and other attributes” of the shares actually
issued.27 This confirmation requires review of the applicable state law and
the Company's Certificate or Articles of Incorporation.

Several common corporate record defects encountered in "due authorization"
type investigations include the following: (1) the failure to give notice
to directors or shareholders concerning a meeting in which the number of
authorized shares was increased or decreased, (2) circumstances in which
the Company has created a new class of stock without authority to do so in
its Certificate or Articles of Incorporation and where applicable law
prevents such action,28 (3) lack of a quorum at a directors' or
shareholders' meeting in which action was taken to authorize or cancel
shares, (4) "overissue" of shares beyond the number authorized in the
Certificate or Articles of Incorporation,29 (5) the failure to permit
voting as a class, and (6) the issuance of shares on the basis of
Certificates or Articles of Incorporation specifying and authorizing dollar
amounts of shares to be issued, but not specifying the number of shares
authorized.30 Counsel must examine the possibility that shares issued
without meeting due authorization criteria may be void or voidable by the
purchaser of the shares.31 However, neither situation is desirable, because
"void" shares must be canceled and "voidable" shares are cancelable at the
option of the purchaser.

b. Valid Issuance

The term "validly issued" generally means that the issuance of stock was
"duly authorized," the purchaser gave proper consideration for the stock,
and certificates representing the shares issued were properly executed and
delivered.32 This term may also encompass determinations that no agreement
limited or prohibited the Company from issuing the shares, that present or
prior shareholders do not have the right to present their shares to the
Company and be cashed out, and that the shares were not issued in violation
of shareholders' preemptive rights. The question of adequate consideration



is relevant to the determination of valid issuance primarily because many
state corporation laws provide that stock may not issue until the full
amount of the consideration therefor has been paid.33 Thus, if issued
shares are not "fully paid," they generally cannot be "validly issued."
Proper execution and delivery of certificates for issued shares may be
investigated by examining and comparing the stock described in the minute
books with the stock ledger and by confirming that the issuance of stock
was properly recorded in the stock ledger. An examination of applicable
state law and the Bylaws of the Company will disclose which officers may
properly execute issued certificates. There is, however, no way to check
proper execution other than obtaining a certificate of a witness to the
signing, or by examining a photocopy of the issued share certificate.
Finally, although a right of rescission or other equitable remedy may be
available, violation of federal or state securities laws does not affect
the valid issuance of securities.34 The purchase transaction is merely
voidable at the option of the purchaser.

c. Fully Paid and Nonassessable

The term "fully paid" is generally understood to mean that (1) the Company
received at least the amount of consideration required by its Certificate
or Articles of Incorporation and state law on the date of issuance (this
usudlly means the par value for par stock); (2) the consideration given was
of a type permitted under the applicable state law at the time of issuance
(usually cash, property, or past services); (3) the directors valued the
consideration if it was not cash; and (4) the recited consideration was
actually received by the Company. When these factors are present, stock may
generally be characterized as "fully paid and nonassessable" under
applicable state law.35

Every state corporation law addresses what types of consideration are
acceptable as payment for shares.36 Permissible consideration normally
consists of cash, labor already performed, personal property, or real
property. Mere promises to pay or to perform services in the future do not
normally constitute proper consideration, although state corporation laws
do occasionally permit shares to be issued that are only partly paid.37
When property or services rendered constitute the sole consideration given
for shares, counsel must examine the valuation of such consideration, as
determined by the board of directors, in the context of the requirements of
receiving a minimum consideration as prescribed by applicable law for
shares, and the actual receipt of such consideration.38 Most state
corporation laws provide that the valuation made by the board of directors
is conclusive as to value in the absence of fraud.39 With respect to actual
receipt of the consideration, counsel may generally rely "on a certificate
of a responsible officer of the Company or an independent accountant to the
effect that, after due examination including inspection of the books and
records of the Company, it was determined that the consideration recited in
the minutes was, in fact, received by the Company."4@ Shares issued in



connection with mergers, consolidations, reorganizations, conversions, or
the 1like, become "fully paid" as a matter of law, which obviously requires
the examination of the applicable state law.

The term "nonassessable,” which almost always appears in connection with
the term "fully paid," generally means that stock in the hands of a
shareholder is not subject to call or any future monetary assessment by the
Company or its creditors except in the case of partly paid shares. Counsel
may determine whether this element is present by comparing applicable state
law with the Company's stock and minute books. This designation, however,
has been construed to apply only to assessments relating to the purchase
price of shares, and not other types of shareholder assessments that could
be exercised under the authority of the Company's Certificate or Articles
of Incorporation.4l It should be noted that applicable law is usually
different with respect to the capital stock of banks or insurance
companies.42 In these circumstances, the ability to assess against
shareholders is a technical and specialized concern.

d. Preemptive Rights and Other Agreements

Preemptive rights represent the right of a shareholder to maintain a
proportionate share of ownership in a corporation by purchasing a
proportionate share of any new stock issues.43 The first step in this
connection is to ascertain whether preemptive rights exist. Most state
corporation statutes provide either that such rights must be set out in the
Certificate or Articles of Incorporation or they are waived,44 or that if
such rights are not specifically denied in the Certificate or Articles of
Incorporation they are available.45 Therefore, an examination of the
Articles or Charter and applicable state law will usually disclose the
presence or absence of preemptive rights. If it is discovered that
preemptive rights exist, counsel should first confer with the purchaser
about the potential reasons for preserving or abolishing such rights in the
post-acquisition context.

There is little case law dealing with securities issued in derogation of
preemptive rights; however, at least one court has held that shares so
issued were not thereby voided. Instead, the purchaser of the shares might
be required to sell back to the Company sufficient shares to permit holders
of the right to be satisfied, should they choose to execute their
preemptive option.46 Conversely, shares issued in violation of preemptive
rights could result in cancellation of the shares.47 Counsel must consider
the existence of preemptive rights in concluding that previous issuances of
shares were validly issued or not in the context of applicable state law
and court decisions.

If it is discovered that present shareholders are entitled to preemptive
rights, and further, that shares previously issued were in violation of
such rights, the question is whether some portion of this previously issued
stock is voidable or subject to rescission. Counsel may wish to amend the
Company's Certificate or Articles to eliminate preemptive rights before



they can be exercised.48 Alternatively, counsel may obtain a signed waiver
of preemptive rights from such shareholders. Obtaining such a waiver,
however, may prove to be impracticable if there are numerous shareholders
or if the Company has had a long prior existence. Preemptive rights may
also be limited by the time allowed for exercise by the provisions in the
Certificate or Articles of the Company. In such cases, the right may have
lapsed by its own terms.

Counsel must also examine the terms of any preferred shares of the Company,
as well as any shareholder agreements, that purport to limit the rights of
the Company to issue shares. In this connection, counsel should review the
minutes of all directors' meetings and the Certificate or Articles of
Incorporation for references to either preferred shares or shareholder
agreements. Occasionally, the latter will not be filed with the Company,
but only referenced in the minutes.49 To the extent that most state
corporation laws permit an almost unlimited range of preferred share terms
or shareholder agreements, this examination should proceed on a facts-and-
circumstances basis at the discretion of counsel.
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