VARIATIONS ON THE
CORPORATE FORM

The corporate model described in the previous chapter is typical of most
American business corporations. Some important variations on the typi-
cal corporate model are used to raise capital (asin public corporations),
to ensure control for the shareholders (as in close corporations), and to
practice professional services (as in professional corporations). These
various corporate forms require the lawyer and paralegal to be familiar
with significant additional statutory and practical rules, legal techniques,
and documentation.

PUBLIC CORPORATIONS

A corporation that has sold its shares to investors through public stock mar-
ketsisreferred to as a public corpor ation. Although thousands of corpora-
tions are formed annually throughout the United States, only a few of these
corporations will ever sell shares to the public and become public corpora-
tions. Nevertheless, public corporations are the most prominent and well-
known corporations in the world. The activities of these corporations are
reviewed regularly by the press, and governmental regulations require com-
plete disclosure of al their business activities and financial information.
The public corporation is the epitome of capitalism. Promoters develop
an idea for a new business venture and form a corporation to develop the
business opportunity. After the necessary initia capital is invested by the
founders, also called the first inside shareholders, the corporation begins
the research and development of the business or product and attracts the in-
terest of business analysts and investment bankers who recognize the op-
portunity to attract abroad base of investorsfor abusiness of thistype. When
the corporation’s stock is offered though public markets, any person can buy
that stock for the public offering price of afew dollars per share. Small and
large investors who purchase shares of a public corporation wisely can buy
the stock at alow price and sell the stock at a higher price to make a profit.
The corporation hasthe benefit of a substantial amount of capital through the
public investment in its stock, and the investor has an opportunity to make a
profit without having to invest large sums of capital and wait long periods of
time for the business to develop, become profitable, and distribute eventu-
ally the fruits of its business. The purchase and sale of public corporation
shares can make and break fortunes. Most private individuals own shares of
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publicly traded corporations, and the economic impact of publicly traded corporations on the
U.S. economy is significant.

It should be noted that the sale of securities to the public does not only apply to stock in
corporations, athough the corporate form is the most adaptable business organization to
widespread ownership of securities. Limited partnerships with public investors are used fre-
guently in the telecommunications business to devel op television and communication equip-
ment, and publicly held real estate investment trusts are prolific during economic cycles in
which real estate investments are profitable. Other entities, such as a limited liability com-
pany, are best used for privately owned businesses that can use the flexibility of this business
form to the best advantage.

Any corporation can become a public corporation if its directors and shareholders decide
to issue shares to the public through a publicly traded market and if the company businessis
sufficiently unique or innovative to attract investors. Corporations that issue their securities
to the public are subject to substantial federal and state governmental regulation concerning
the registration of the offering and sale of securities and public disclosure that must be made
to the investors who are willing to risk their money by investing in the stocks or bonds of the
corporation.

Aswe will seein Chapter 9, the securities of a corporation include shares of stock (eg-
uity securities) and loans to the corporation (debt securities or bonds)." If these securitiesare
offered, sold, or delivered to interstate commerce, such as publicly traded markets, mail,
telephone calls, the Internet or other multistate communications, these investment transac-
tions are a public offering that is regulated under the Securities Act of 19332 and the regu-
lations interpreting the statute adopted by the Securities and Exchange Commission (SEC).
In addition, publicly traded securities are regulated by state securities commissioners under
state securities laws and regulations. If the sale of securities is offered only to residents
within aparticular state, without using interstate commerce, only the regulationsin the state
in which such an offering is made would apply to an intrastate offering. The time and ef-
fort of management, lawyers, and accountants required to comply with the governmental
regulations associated with a public offering of securities are enormous, and the costs are
substantial. These efforts and costs are justified by the economic advantages of being a pub-
lic corporation. The advantages of going public include access to a much broader base of
available capital, since the sale of shares to the public injects substantial amounts of money
into the business and, if the corporation becomes popular among investorsin public markets,
the value of the securities will increase through market forces, rather than simply the accu-
mulation of corporate assets. Particularly in times of successful market trading, investorsare
anxiousto invest in companies with unique and promising products and services, and the in-
vestment markets provide substantial liquidity for investors who can buy and sell their
shareson adaily basis. These securities are almost like currency; they can be purchased and
sold through brokerage houses and can be used as valuable collateral for loans. In smaller,
nonpublic corporations, the shareholdersrarely have amarket for their shares until the com-
pany itself is sold. Another advantage of a publicly held corporation is the ability to attract
highly qualified management personnel, who tend to apply their talentsin public companies
because compensation packages involving public stock are offered to them. For example,
executive incentive compensation in a public corporation usually includes options to pur-
chase the corporation’s public shares at a price that is lower than the market value of the
stock at the time the option is exercised.

On the other hand, the decision to go public may have a significant impact on existing
shareholders. The shareholders who were involved in the organization of the corporation will
usually lose voting control when corporation shares are sold to the public. The registration
process required to sell the sharesin a public market itself is very costly. In addition, the dis-
closure and communication obligations for the corporation as required under federal and state
law to keep public shareholders fully informed about the activities of the corporation are ex-
tensive and expensive. Finally, since the value of the corporation’s shareswill depend upon the
price investors are willing to pay for them through the markets, the value of the shares does
not necessarily represent the true value of the company. The market may control the success
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or failure of the investment (and thereby the success or failure of the company) regardless of
how effectively management operated the business. While the value of a share of stock de-
pends upon the profitability or future prospects of the corporation, its market price depends
upon how much other people are willing to pay for it based upon their evaluation of these
prospects.®

The Process of Becoming a Public Corporation

All public corporations are formed as corporations under state statutes like any other corpora-
tion. If the directors and principal shareholders of the corporation, through the advice of their
professional advisors, determine that additional capital is available and desired through pub-
lic markets, the corporation will begin to negotiate with investment bankers concerning the
market potential and terms and conditions of aninitial public offering, commonly referred to
asan“IPO.”

Corporations in earlier days sold securities to agents who sold them to investors on a
commission basis. These agents eventually matured into an industry of investment banker
businesses and brokerage houses that offer various services to corporations to reach the
public capital markets, including development of a plan and method to be pursued to raise
the money, the assumption by the investment bankers of some of the risks of the offering,
and the distribution of the securities to the shareholders. These investment bankers are
known as underwriters. They enter into underwriting agreements with the corporation to
provide for various services of the underwriter and terms that will apply to the public of-
fering. Underwriters often form an underwriting group that is sometimes called a pool or
syndicate to share the underwriting risk and to more widely distribute the shares to the in-
vesting public. Usually one investment banking firm is the manager who will be responsi-
ble for the supervision of compliance with the registration requirements and will primarily
distribute the securities to investors. The other firms are called selected dealers and they
are responsible for selling the securities to their customers to broaden the distribution and
ownership of the securities.

The terms of the underwriting relationship are defined by an underwriting agreement that
may take many forms. Usually, underwriterswill offer securities to the public on either afirm
commitment or a best-efforts basis. The firm commitment transaction involves the purchase
by the managing underwriter of all shares to be sold to the public by the corporation. The un-
derwriter will then resell these securities to the investors. Thisis actually a purchase and sale
arrangement by which the underwriter assumesthe entirerisk for placement of the stock. Since
the underwriter has purchased the securities, the underwriter must be able to sell the securities
toinvestorsfor at least as much asthe underwriter has paid. In addition to other negotiated fees
and expenses, the underwriter can make a profit on the difference between the amount the un-
derwriter paysthe corporation for the securities and the amount the underwriter receives when
the securities are resold to an investor. The best-efforts transaction involves the underwriter’s
agreement to useitsbest effortsto sell the securities asan agent for the corporation. If investors
purchase the securities, the corporation will receive the funds; if investors are not interested in
the shares, the offering is terminated. In a best-efforts transaction, the corporation assumes the
risk that the offering will not be successful.

The managing underwriter, in turn, enters into selected dealer or selling agreements with
other investment bankers and brokerage companies who will either buy the securities from the
corporation or the managing underwriter on a firm commitment basis or use their best efforts
to market the securities to their customers.

Trading of Securities

The securities of public corporations are “traded” through purchases and sales from one
investor to another in a market for the securities. The facilities through which securities
are traded are called a stock exchange, or the “market.” An exchange is defined by law
to be “an organization, association or group of persons. . . which constitutes, maintains
or provides a market place or facilities for bringing together purchasers and sellers of
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securities . . . and includes the market place and the market facilities maintained by such
exchange.” The largest securities market in the United States is trading in bonds (or debt
securities) issued by federal and state governments and large corporations. The bond mar-
kets primarily attract institutional investors such as banks and insurance companies. The
most well-known securities markets are markets for common stocks. The New York Stock
Exchange and the American Stock Exchange are well-known trading facilities for the pur-
chase and sale of public shares. These businesses operate physical facilitiesin which al or-
ders for purchase and sale of the securities offered by the exchange are directed and
accomplished. These exchanges adopt their own rulesto impose qualification requirements
for companies to be listed on the exchange so that their securities can be traded there. In
addition, strict rules are enforced to ensure standardization of stock certificates, amounts
of commissions to be charged in purchase and sale transactions, and other requirements
that ensure the rapid and consistent flow of securities as they are purchased and sold
through the exchange. Securities that are traded on an exchange can only be traded by per-
sons who are admitted as members of the exchange, and a particular public corporation’s
securities are sold by a specialist who acts as a dealer for that particular security. Any per-
son wishing to buy the securities must purchase them through the specialist.

The over-the-counter market is much less structured and involves the trading of secu-
rities through computer communications among brokers buying and selling stock. Any
number of investment bankers may act as“dealers” or “market makers’ in aparticular stock
and may deal directly with the investors. If the underwriting firm has been involved as a
manager or selected dealer in the offering of the securitiesto the public, it usually also acts
asadealer or market maker from whom those securities are available to other investorswho
want to purchase them after the initial public offering is sold. If an investor places an order
through a broker who is not a dealer in the stock, the broker will find another broker who
is and will purchase the shares for the investor from that dealer/broker. The National As-
sociation of Securities Dealers Automatic Quotation system (NASDAQ) reports the market
prices of many securities traded over-the-counter, and brokers use other quotation systems,
such as the Internet Trading System, the National Securities Trading System, and reports
that are referred to as pink sheets by the brokerage industry to track the most current pur-
chase (or “bid”) and sale (or “ask”) price of the securities. The access to public stock mar-
kets provided through the Internet has substantially increased the volume of trading and the
number of investors. The “day-trader,” an investor who buys his or her own stocks in the
morning and sells them in the afternoon, has emerged during the past decade as aforce in
the public markets. Even after-hours market purchases and sales are available with Internet
access and the appropriate accounts, and overnight quotations can be as meaningful as the
regular market movement during the day. In summary, the investors who are participating
in the markets in publicly traded stocks have increased substantially over the years, and
have had a significant impact on the values of corporations that have their stocks available
in such markets.

Regulation of Securities

The purchase and sale of securities among public investors are regulated by both federal
and state laws that were enacted primarily as a response to the tragic decline in public se-
curities values created by the Great Depression. The Securities Act of 1933 and the Secu-
rities and Exchange Act of 1934, both administered by the Securities and Exchange
Commission (SEC) that was established in 1934, are the principal federal statutes that gov-
ern these transactions.

The Securities Act of 1933 (the 1933 Act) deals mostly with the registration, sale, and ini-
tial distribution of securities by a corporation selling sharesto the public. Under the 1933 Act,
no security may be offered or sold through interstate commerce without compliance with the
registration and disclosure requirements contained in the statute unless the security or the
transaction in which the security issold is exempt. Generally, the sale of apublic corporation’s
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securities to investors through an exchange will require the registration and disclosure speci-
fied in the 1933 Act.

The 1933 Act does exempt a number of types of securities from its registration require-
ments® and there are several exemptions for certain types of transactions in securities.® If
neither the security nor the transaction is exempt, in order to sell its securities to the public,
a corporation must register the shares under Section 5 of the 1933 Act. Section 5 requires
thefiling of aregistration statement with the SEC before the securities may be sold to pub-
lic investors.”

A registration statement is a disclosure describing al the information that might be neces-
sary or desirable for apublic investor to make an informed investment decision about the cor-
poration. The registration statement has two parts: the prospectus and additional information.
The prospectus must be furnished to every purchaser of the securities, and the additional in-
formation will be on filewith the SEC for public inspection by anyone who caresto review the
information. Usually the additional information will include all of the important corporate
documents, such as the articles of incorporation, bylaws, and other important agreements
among the corporation, its management, shareholders, underwriters, and persons and entities
with which it does business.

The registration statement may be filed on one of many forms prescribed by the SEC. The
basic form for registration isForm S-1, whichisused in al public offerings for which no other
specialized form is prescribed. (See Exhibit 7-1, Form S-1 Registration Statement under the
SecuritiesAct of 1933). Other registration forms are avail able for companiesthat have already
registered with the SEC or companies undertaking specialized offerings, such as Form SB2,
which can be used to publicly market shares of a*“small business issuer which is defined as a
company with annual revenues of less than $25,000,000."8

The registration statement is filed with the SEC with an appropriate fee, and the SEC
staff beginsto review the registration statement soon after it isfiled. Prior to filing the reg-
istration statement, the corporation will have undertaken preliminary negotiations to enter
into the underwriting agreement with the managing underwriter concerning the terms of the
offering and to define the selected dealer selling group. Following the filing of the regis-
tration statement and before the SEC has completed its review of the information (called
the waiting period) the corporation or the underwriters can make oral offersto sell the se-
curities but cannot make any written confirmations of sales. During the waiting period,
copies of apreliminary prospectus can be distributed. This preliminary prospectusis called
ared herring because of the red ink marginal notation on its cover that indicatesit is only
preliminary, has not yet been approved by the SEC, and does not yet contain the price of
the securities. (See Exhibit 7—2, Preliminary Prospectus.) Also during the waiting period,
tombstone ads describing the number of shares, the company offering the securities, the
price and the selling group can be printed to publicize the forthcoming sale of the public
securities. (See Exhibit 7-3, Tombstone Ad.)

According to the 1933 Act, the registration statement automatically becomes effective 20
days after the complete registration statement is filed with the SEC.° When the registration
statement becomes effective, the company is then authorized to sell its registered securities
to public investors. The SEC can delay or suspend the effective date if it does not feel that
the prospectus adequately discloses all the material information necessary about the com-
pany. In practice, lawyers and paralegals working on a registration statement file aregistra-
tion with the SEC anticipating that the SEC staff will comment on the adequacy of the
disclosure in the statement. The SEC does not approve or disapprove of the securities or
whether they will be agood or bad investment, but it does determine whether the proposed
prospectus discloses adequate material information necessary for a public investor to make
an informed decision about whether to invest. The letters of comment from the SEC staff
will recommend additional matters to be disclosed or expanded upon, and only after the ad-
ditional disclosure has been added and approved will the SEC permit the registration state-
ment to become effective and the sale of the securities to commence. In practice, lawyers
and paralegals working on the registration statement normally wait until the last comments
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Exhibit 7-1.

Form S-1 Registration
Statement under the
Securities Act of 1933

OMBAPPROVAL
UNITEDSTATES OMB Number: 3235-0065
SECURITIESANDEXCHANGECOMMISSION Expires:  February 28, 2006
Washington, D.C. 20549 Estimated average burden
' hours per response . .. 432.00

FORM S-1
REGISTRATION STATEMENT UNDER THE SECURITIESACT OF 1933

(Exact name of registrant as specified in its charter)

(State or other jurisdiction of incorporation or organization)

(Primary Standard Industrial Classification Code Number)

(I.R.S. Employer Identification Number)

(Address, including zip code, and telephone number,
including area code, of registrantis principal executive offices)

(Name, address, including zip code, and telephone number,
including area code, of agent for service)

(Approximate date of commencement of proposed sale to the public)

If any of the securities being registered on this Form are to be of fered on adelayed or continuous basis pursuant to Rule 415 under
the Securities Act of 1933 check the following box: [ ]

If this Form isfiled to register additional securitiesfor an offering pursuant to Rule 462(b) under the Securities Act, pleas e check
the following box and list the Securities Act registration statement number of the earlier effective registration statement for the
same offering. [ |

If this Form isa post-effective amendment filed pursuant to Rule 462(c) under the Securities Act, check the following box and list
the Securities Act registration statement number of the earlier effective registration statement for the same offering. [ ]

If this Form is a post-effective amendment filed pursuant to Rule 462(d) under the Securities Act, check the following box and list
the Securities Act registration statement number of the earlier effective registration statement for the same offering. [ ]

Persons who are to respond to the collection of information
contained in this form are not required to respond unless the
form displays a currently valid OMB control number.

SEC 870 (10-03)

from the SEC staff have been received and responded to and, in consultation with manage-
ment of the corporation and the managing underwriter, make a final “price amendment” to
the registration statement. The price amendment states the actual price of the securities to
be offered to the public; it isthe last piece of information required by the registration state-
ment. Twenty days after filing that amendment (or earlier if the SEC staff will permit) the
registration can become effective. The final prospectus thus contains all of the information
the SEC required to be disclosed about the company and the price of its securities to be of -
fered to the public.

When the registration statement becomes effective, underwriters and dealers may sell
these securities to any investor willing to purchase them. The final prospectus must be de-
livered contemporaneously with the investor’s purchase of securities. Of course, any ma-
terial changesin the status of the corporation during the period that the securities are being
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sold to the public must be disclosed. A prospectus may be updated to reflect current in-
formation by filing a sticker amendment to the registration statement with the SEC. The
sticker is attached to each final prospectus asit is delivered to an investor purchasing the
securities.

After the initial public offering has been fully sold to the investors, further public disclo-
sure is accomplished through compliance with the Securities and Exchange Act of 1934.1°

Liability for Failure to Comply with Securities Act

In the registration process, personswho sign or contribute information for the registration
statement have a duty to provide complete and accurate information or they will be liable
under Section 11 of the 1933 Act for any damages resulting from a purchaser being

Exhibit 7-2.

Preliminary Prospectus
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Exhibit 7-3.

Tombstone Ad
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Bank Repubiic Michaels Underwriters Unique, Inc.
Hambone a2 Whist Clararaesst Ionc, Hover Albert Scoct & Co.

Raymond Johas 8t Associates, Inc, The Johnson-Johmson Cormpany

misled by an inadequate or incorrect registration statement.'* Liability under Section 11
extends to

 any person who signed the registration statement;

e any personwho isadirector (or apersoninasimilar capacity) of the corporation at thetime
of filing the registration statement;

e any person who is named in the registration statement as a person about to become a di-
rector or a person performing similar functions;

e any professional person (accountant, engineer, appraiser, etc.) who has been named in the
registration statement as having prepared or certified a portion of it; and

 any underwriter involved in the sale of the security.

Thisliability can be avoided by persons who can show that they have, after reasonable in-
vestigation, had reasonable grounds to believe and did believe the information in the registra-
tion statement to be true and accurate. In practice, lawyers, paralegals, and other professionals
who are involved in the preparation of a registration statement review all records and infor-
mation applicable to the corporation that are described or mentioned in the registration state-
ment so as to be able to show that they had a reasonable basis to believe that the information
contained in the registration statement was accurate. This very time-consuming and expensive
process of reviewing all company records and information is known as adue diligence inves-
tigation; it is one of the reasons why the public offering of securitiesis so costly. The devotion
of time and effort to review al of thisinformation by persons billing their time at high hourly
rates is extensive.
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Any other fraudulent conduct in connection with securities transactions may result in lia-
bility under Section 17 of the 1933 Act.*? This section prohibits any fraudulent conduct in con-
nection with the sale or an offer to sell securities and broadly covers any activity that may
congtitute fraud or failure to adequately disclose information other than or in addition to prob-
lems with the registration statement.

Regulation After a Public Offering

After a corporation has registered a public offering and sold its shares to the public, the sec-
ondary distribution of securities (where buyers and sellers purchase and sell the corporation’s
shares in the markets) is regulated by the Securities Exchange Act of 1934 (the 1934 Act).*®
This statute governs, among other things, the filing by registered companies of annual and pe-
riodic reports with the SEC and with any stock exchange where the stock is being traded, reg-
ulation of proxy solicitations for shareholder voting of registered securities, limitations on
insider trading of securities of public corporations, and prohibition of fraud and manipulation
in connection with the purchase and sale of registered securities. Generally, the 1934 Act pro-
tects investors from fraud and other abuses that might affect the market value of their securi-
ties. The 1934 Act also regulates the securities markets and brokers and dealers who trade
sharesin them.

Registration Requirements

Any company that has a class of securities traded on a national securities exchange must reg-
ister with the SEC under Section 12 of the 1934 Act.* This is a different type of registration
from the registration of an offering of securities by filing a registration statement under the
1933 Act. The latter is for the purpose of determining the adequacy of disclosure in connec-
tion with the information distributed to potential investorswho are being offered securitiesthat
are about to be publicly traded; the former is designed for periodic reporting of information
concerning acorporation that has completed a public offering and its securities are being pub-
licly traded. A corporation that is registered with the SEC under the 1934 Act would still need
to file aregistration statement with the SEC under the 1933 Act for a new public offering of
its securities.

Each company that has registered with the SEC under Section 12 of the 1934 Act must file
periodic and other reports with the SEC.*® Such companies must also follow the rules for so-
licitation of proxiesfrom their shareholdersfor shareholder meetings.® The 1934 Act also pro-
hibitsinsider trading by officers, directors, and shareholders owning more than ten percent of
the shares of a corporation. These persons must report any purchase and sale of the shares of
the company to the SEC and will be required to turn over to the corporation any profit earned
by them from purchases and sales of the corporation’s securities in a six-month period.*’

Periodic Disclosure Requirements

The 1934 Act is designed to ensure that the investors who have purchased publicly traded se-
curities have adequate disclosure of financial information and other material facts about a pub-
lic corporation to make an informed investment decision of whether to buy, retain, or sell the
securities. A corporation initially files a detailed registration statement when it first registers
under the 1934 Act, and thereafter the corporation must file annual, quarterly, and current re-
ports as the law and SEC regulations may require. These reports are an annual report on Form
10-K, a quarterly report on Form 10-Q, and current reports on Form 8-K for any month in
which a significant material event may occur within the public corporation.

Annual Report (Form 10-K) Theannual report of apublic corporationiscalled aForm 10-K.
(See Exhibit 74, Form 10-K.) Thisform must befiled with the SEC within 90 days after the end
of the corporation’sfiscal year. Most of the information required to be described in Form 10-K is
the same as the information required in the original registration statement filed for the public of-
fering under the 1933 Act. Form 10-K is expected to update and disclose the same type of infor-
mation on a current basis. Much of the information in Form 10-K may be incorporated by
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Exhibit 7-4.

Form 10-K
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CMB APPROVAL
UNITED STATES OME Number: 32350063
SECURITIES AND EXCHANGE COMMISSION st"rﬁ'id \’“’g 3;- 2006
- Sumal average durgen
Washington, D.C. 20549 hours perrespanse . . 2,1960,00
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siaternents incorporated by reference in Pan 11 of this Form H-K. or apy amendiment to this Form 10K

Persons who respond fo the colfection of information contained
in this form are ael required to respond unless the form displays
SEC 1673 (8-03) a currently valid OMB control number,

reference to the corporation’s annual report to its shareholders. Public corporations engage public
relations and marketing personnel to present favorably the company’simage to its shareholdersin
the annual report. Of course, the financia and other factual information contained in the annual
report is also designed to advise shareholders about the current status of the company. To the ex-
tent that the annua report includestheinformation required to be presented in Form 10-K, the cor-
poration can simply reference the material in the annual report in its report to the SEC.

Form 10-K requires areport of any significant changes that may have occurred in the com-
pany during the previous fiscal year and a summary of the operations of the company for the
previous five years (or since the company was formed if less than five years). The report also
identifiesthe principal shareholders of the corporation and transactionsinvolving the purchase
or sale of significant percentages of the corporation’s securities.
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Many corporations use their own internal personnel who are familiar with the financial and
business aspects of the businessto prepare Form 10-K. The corporation’s lawyers, paralegals,
and accountants conduct a final review of the form to ensure compliance with the disclosure
requirements of the statute. The form must be signed by an authorized person on behalf of the
corporation, by its principal executive, by financial and accounting officers, and by amajority
of the board of directors. The corporation and its personnel will be subject to civil and crimi-
nal sanctions if the information reported is inaccurate or otherwise misleading.’®

Quarterly Report (Form 10-Q) The quarterly report of a public corporation is called Form
10-Q. Thisreport contains primarily financia information regarding the corporation, including
its shareholder equity positions and whether the corporation has sold any other securities during
the reporting period. To the extent that the information required in a Form 10-Q is contained in
acompany-produced quarterly report to its sharehol ders, the quarterly report can beincorporated
by reference. At the end of the corporation’s fiscal year, the fourth quarter report isincluded in

Exhibit 7-5.

Form 10-Q
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Exhibit 7-6.

Form 8-K
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Form 10-K. In the three prior quarters during the year, Form 10-Q must be filed with the SEC
within 45 days of the close of the corporation’sfiscal quarter. (See Exhibit 7-5, Form 10-Q.)

Current Reports (Form 8-K) If any material or significant event occurs within the busi-
ness or operations of a public corporation, then the corporation must file Form 8-K with the
SEC within ten days after the close of the month in which such a significant event occurred.
Thetypes of eventsthat must be reported on thisform include changesin control of the com-
pany, purchases or sales of a substantial percentage of the company’s assets outside of the or-
dinary course of business, significant legal proceedings, changes in any of the rights of the
security holders, a material default under any promissory notes or senior equity securities
(such as not paying dividends on a preferred stock), increases and decreases in outstanding
shares, and the issuance or grant of a substantial number of options to purchase the corpora-
tion’ssecurities. Thisreport isdesigned to a ert public shareholders quickly if there are events
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occurring within the company that may have an effect on the value of their securities. (See
Exhibit 7-6, Form 8-K.)

Proxy Regulation

Public corporations that are registered under the 1934 Act are prohibited from soliciting prox-
ies from their shareholders for shareholder meetings unless they comply with the statute and
regulations concerning proxy disclosure.’® The SEC enforces detailed regul ations that describe
the form of the proxy and the information that must be delivered to the shareholders prior to
the meeting. Before every meeting of the shareholders, the corporation must furnish a proxy
statement containing the information specified in Schedule 14(A) of the 1934 Act regul ations,
together with the form of the proxy upon which the security holder can state hisor her approval
or disapproval of each proposal to be presented at a meeting.

Publicly traded securities are often held by a shareholder in his or her account with a broker-
age company or abank. In such cases, the brokerage company is actualy the registered owner of
the securities so the brokerage company can freely buy and sell the shares upon instructions from
its various customers. The shareholder/customer owns the right to the value of his or her propor-
tion of the total shares registered in the name of the brokerage company through the specific ac-
count maintained by the broker. Thisis caled holding shares in street name. The securities are
registered in the broker’s name but the shareholder is the beneficial owner. The corporation has
the obligation to ensure that the proxy statement reaches its shareholders. Thus, the corporation
must distribute enough copies of the proxy statement to the brokerage companies and banks so
that the proxy statement can be further distributed to the beneficial owners, the public investors.

If the mattersto be considered at the meeting for which the proxy is being solicited simply
involve typical annual shareholder meeting issues, such as the election of directors and ap-
proval of accountants, the proxy statement and the form of proxy must be filed with the SEC
at thetime they arefirst mailed to the security holders. These are routine matters and the SEC
isnot likely to find any fault with the factual disclosures relating to these issues. If any other
matters are to be considered at the meeting, such as an amendment to the articles of incorpo-
ration, approval of executive compensation plans, or a material change in the corporation’s
business direction, the proxy statement and form of proxy must be filed with the SEC 10 days
before being mailed to security holders, permitting the review of the proxy statement by the
SEC staff to determine the adequacy of the disclosures about theseissues. Again, the SEC staff
does not judge the merit of the issues the security holders will be voting upon but determines
whether the disclosure concerning those issues will alow the shareholders to make an in-
formed decision about how to vote on them.

If the proxies are being solicited for an annual meeting for the election of directors, the
proxy statement must include comparative financial statements of the corporation. This way
the shareholders can assess whether the directors they are electing are managing the company
properly and profitably.

The form of proxy must indicate in bold face type whether the proxy is being solicited on
behalf of management or on behalf of other persons who want the shareholders to vote a par-
ticular issue at a meeting. The form must also indicate clearly whether a particular matter has
been proposed by management or proposed by the shareholders. The form hasaplace for adate
and must provide aplace for the shareholder to approve or disapprove the action. When aboard
of directorsisbeing elected at the meeting, the proxy states the names of the nominees and pro-
vides for the shareholder to vote or withhold a vote for each nominee. The proxy usualy aso
providesdiscretionary authority for any other mattersthat may be considered at the meeting and
states that a corporate officer, such as the corporate secretary, is authorized to cast the share-
holder’s vote for those matters in the officer’s discretion. (See Exhibit 7—7, Proxy Form.)

Shareholders are allowed to proposeissuesto be considered and voted upon at a sharehol der
meeting, and if a shareholder gives timely notice to corporate management of an intention to
present aproposal at ameeting, the management must include the proposal with the shareholder’s
short statement (not more than 500 words) concerning the proposal in the proxy statement. Share-
holders often propose changesto apublic corporation’s policies concerning the environment, civil
rights, and, in such industries asthe tobacco and drug industries, judgmental resol utionsthat may
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directly affect the company’s business. The rules concerning the shareholder’s proposals have
caused significant controversy since management generally prefersnot to be bothered with such
proposals.

Distribution of amisleading proxy statement may cause several liability or criminal penal-
ties to be invoked under the 1934 Act.?*

Insider Trading Provisions

Each officer and director of a public corporation and each owner of more than ten percent of
any class of stock of a public corporation are subject to the rules against insider trading of the
corporation’s securities in Section 16 of the 1934 Act.?

Such officers, directors, and shareholders must file an initial report with the SEC show-
ing their security holdingsin the public corporation. They must also then fileareport in each
month in which they buy or sell any securities in their public corporation. Any profits real-
ized by such a person in connection with the purchase and sale or sale and purchase of the
corporation’s securities within a six-month period may be recovered by the corporation.
Profits made by these persons during the six month period are commonly called short-swing




Variations on the Corporate Form

profits. Thisrigid rule discourages corporate insiders from taking advantage of their access
to inside information about the activities of the corporation to make a profit by buying and
selling the corporation’s securities. For example, if an officer of apublic corporation hasjust
received a report that the corporation’s oil exploration activities have discovered a signifi-
cant oil deposit that the corporation will be ableto exploit profitably, it isnot fair to the pub-
lic shareholders who do not have that information if the officer purchases the corporation’s
stock before the information is released to the public. Similarly, an officer who learns that
the corporation is about to suffer substantial liability for some transgression that has not yet
been made public should not be able to sell his or her shares of the corporation’s stock be-
fore the stock price plummets.

Since a public corporation’s securities are traded on an exchange, the insider who takes ad-
vantage of inside information can buy or sell the securities through a broker transaction. In
these cases, it is not possible to determine who bought the securities sold by theinsider or who
sold the securities purchased by the insider. Thus, it is not possible to provide for a direct re-
covery by theinvestor injured when an insider takes advantage of inside information in a pub-
lic corporation. Similarly, it is very difficult to prove that an insider actually was acting upon
inside information in making an investment decision. Members of corporate management
should be encouraged to buy shares of their corporation’s stock, and significant shareholders
are expected to trade the shares as a matter of their own investment objectives. The 1934 Act
approaches the potentially abusive insider transaction simply by assuming that an insider who
makes a profit on the corporation’s securities in a six-month period must have been acting on
some information that gave the insider an advantage. It does not matter whether the insider ac-
tually acted upon material information that would make a difference to the market; theruleis
simply applied to take away the insider’s profits if the profit is made during a six-month pe-
riod. Thelaw simply destroystheincentive for insidersto manipulate their holdings of the cor-
poration’s securities with inside information.

It should also be noted that Section 16 of the 1934 Act is designed to prevent the unfair use
of inside information, but it does not reach all potential abuses. It only allows recovery of spe-
cific amounts from a specific combination of transactions by specified individuals during the
specified six-month period. The SEC requires that insiders file reports disclosing their trans-
actions, but it isup to the corporation to recover the profitsfromits officers, directors, or share-
holders.

Other Antifraud Provisions

As one would imagine, whenever investor funds are available to capitalize a corporation, un-
scrupulous people have devised al types of schemes to encourage investors to part with their
money. The federal and state statutory and regulatory framework deals with this problem by
placing civil and criminal penaltiesin the way of people who mislead the public about invest-
ments. The most important and far-reaching antifraud rule is contained in the 1934 Act. Thou-
sands of pages of cases and text have been written concerning SEC Rule 10(b)5, promulgated
under the authority of Section 10(b) of the 1934 Act. This rule makes unlawful any deceptive
or manipulative device or contrivance, including fraud or deceit in connection with the pur-
chase or sale of any security whether or not listed on an exchange, in interstate commerce,
through the mails, or through a national securities exchange facility.

Most 10(b)5 violationsinvolve an untrue statement of material fact or an omission to state
amaterial fact necessary to make the statements made, in the light of the circumstances un-
der which they were made, not misleading in connection with the purchase and sale of any
security.? The broad application of the rule reaches all types of frauds. If a promoter liesto
an investor about the prospects of an investment in a company, the rule would be violated.
Similarly, telling an investor that the company has a new product with great promise of prof-
itability, but omitting to disclose that the product has been patented by another company,
which has not granted a license for its use, would be prohibited by the rule. The rule also
would cover transactions by persons who are aware of material information about a com-
pany that might enhance or diminish the value of its securities and who fail to disclose such
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information when buying or selling its securities. It could also be aviolation of Rule 10(b)5
to misstate information in a registration statement filed under the 1933 Act or in a proxy
statement filed under the 1934 Act.

Rule 10(b)5 and similar antifraud provisions in state securities laws are the regulatory
guardians of truthful and complete disclosure to investorswho invest in acompany’s securities.

Regulation of Professional Advisors to Public Companies

In recent years, public companies have become ever more obsessed with reporting successful
operations and earnings in order to satisfy the investors who demand high returns on their in-
vestments. Public pressure for high profits and expansion caused directors and officers to
search for waysto improve their company’s currency in the markets, even if it meant using ac-
counting and other financial tricks to impress brokers and their investors. Enron Corporation
used limited partnerships to handle some of its more risky or less profitable operations, in or-
der to keep those results off of its publicly filed financial statements. Other large companies
have been accused of recording transactions that did not occur and hiding liabilities and ex-
penses in subsidiary entities so they would not depress the market price of the stock. In are-
action to these market abuses, the federal government adopted the Sarbanes-Oxley Act of 2002
to regulate the directors and officers of these corporations who have actively caused afraud on
the markets, but more importantly, the law a so extends to the accountants and lawyers advis-
ing the public corporations who are guilty of such activities.?* Generally, the statute requires
that professional advisorswho sensethat their clientsare pursuing such illegal or improper ac-
tivities will have aduty to disclose this information to the Securities and Exchange Commis-
sion, aswell asto the supervisorsto whom the allegedly guilty management personsreport. In
summary, the statute creates a mandatory “whistle-blowing” disclosure whenever a profes-
sional advisor, including alawyer or paralegal, isinvolved in asituation that could potentially
violate the securities laws.

State Securities Regulation

While the federal securities regulation of public corporations is most widely used to register
and sell securities to the public and regulate transactions in securities, its application results
from the fact that most such transactions occur in interstate commerce. Each state also has
statutory and regulatory authority over securities transactions that occur within its borders. In
the case of an intrastate offering, in which securities are purchased and sold only within the
boundaries of a particular state, the state regulations alone may govern the offering of the se-
curities, since the transaction is exempt under federal law.

States have been regulating securities transactions long before the 1933 Act and 1934 Act
were ever adopted. The state statutes and rules are commonly referred to asblue-sky laws. The
origin of the phrase “blue sky” has been variously attributed. In folklore, the phrase originated
on thefloor of the Kansas |legislature when a state legislator was proposing an antifraud law to
“keep intruders from coming to Kansasto sell our citizens a piece of the blue sky.” A Supreme
Court case also used the term in ruling against “ speculative schemes which have no more ba-
sis than so many feet of blue sky.”?

The state regulatory scheme for public corporation securitiesis compatible with the federal
regulations. The state laws require registration of securities before they may be sold to public
investors within the state, but in most cases, registration with the SEC satisfies the state re-
quirements for registration. When a public offering is registered with the SEC, the offering
may be simultaneously registered with applicable states in which the securities will be offered
and sold. Depending upon the operating history of the corporation offering the securities, the
registration may occur at the state level through registration by filing (for corporations that
have been operating in the United States for at |east three years, are registered under the 1934
Act with the SEC, and have minimum net worth and trading volume requirements) or regis-
tration by coordination (for other companies that are registering with the SEC but have not
registered under the 1934 Act and may not meet the net worth and trading requirements). In
each case, the corporation offering its securities files the statements required by the state laws
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and regul ations with the applicable state securities commission, and thefiling includes the reg-
istration material s filed with the SEC as the necessary disclosure to satisfy state laws. If a cor-
poration were undertaking a purely intrastate offering within the boundaries of a particular
state, its securities would be registered at the state level using registration by qualification,
aprocedure substantially similar to registration under the 1933 Act, but the filing and the dis-
closure evaluation occurs only at the state level.

State statutes also have antifraud provisions to prevent securities fraud. State statutes will
be applicable to any securities transactions within astate. Thus, the sale of securities of aNew
York company to aresident of Georgia will be subject to Georgia securities laws. Similarly,
the New York lawswill apply since the company selling the securitiesislocated there. And, of
course, since the transaction between New York and Georgia will occur in interstate com-
merce, the 1933 Act, the 1934 Act, and federal regulations will apply as well.

CLOSE CORPORATIONS

Corporations whose shares are not traded on an exchange and are owned by a small group of
shareholdersare called close cor por ations. The shareholders of a close corporation frequently
arerelated closely by blood or at least by friendship. In most jurisdictions, these corporations
are distinguishable from other business corporations only in that their share ownership isre-
stricted to a select few persons who are intimately involved with the business and who oper-
ate the corporation with substantial shareholder participation. A significant characteristic of
the close corporation is that the shareholders actively participate in the management of the
business. Thus, unlike alarge, publicly held corporation, the close corporation has a mixture
of management and ownership, and this unique relationship among the shareholders usually
results in a guarded interest in maintaining ownership control through internal shareholder
agreements and restrictions on the transfer of equity securities. These corporate objectives ac-
curately suggest that the operation of a close corporation resembles the operation of a part-
nership or a member-managed limited liability company. An examination of any close
corporation should reveal aperson or group of personswho might aswell have been asole pro-
prietor or partners in a partnership, but instead selected the corporate form for its limited lia-
bility and tax advantages. The volume of business or the number of employees has nothing to
do with whether a corporation might be a close corporation. It is simply a matter of whether
the shareholders desire to retain control of the corporation and participate in the management
of its business. Some prominent corporations, such as Ford Motor Company and Hallmark
Corporation, were once successfully operated as close corporations.

The attorney’s greatest challenge in the formation and operation of a close corporation is
the drafting of the various agreements among shareholders that are designed to perpetuate
management and ownership control through voting power and share transfer restrictions.
These intricate agreements are considered in detail in alater chapter.?® For now, the primary
concern is the manner in which the structure and operation of close corporations differ from
those of other corporations.

Many jurisdictions have no separate close corporation statute and require that close cor-
porations be formed and operated under the normal corporation code. In these states, any de-
sired informality and owner management must be achieved by procedures or agreements that
comply with the normal statutory requirements. The modern trend toward permissivenessin
corporate statutes, however, has provided the close corporation with statutory authority for
the desired flexibility and informality. For example, formal shareholder meetings may be
avoided under section 7.04 of the Model Business Corporation Act. Instead, action by share-
holders may be taken without ameeting if all shareholders entitled to vote at the meeting sign
awritten consent to the action. To enable the shareholders of a close corporation to maintain
tight personal control over corporate activities, section 7.25 of the act permits greater-than-
normal voting requirements for shareholder action to be drafted into the articles of incorpo-
ration. If the statute normally permitted shareholder action by the vote of the majority, the
articles could specify a two-thirds, three-fourths, or even unanimous voting requirement to
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increase individual control. The act further authorizes an important adjustment in manage-
ment functions for the close corporation by providing that a corporation with fifty or fewer
shareholders may providein itsarticles of incorporation the persons who will perform the du-
tiesof aboard of directors, and may thereby limit the authority of aboard of directorsor even
dispense with the board of directors completely.?” Sharehol der management authority, there-
fore, may be specified in the articles of incorporation to the extent desired by corporate per-
sonnel. Some states, notably New York and North Carolina, allow shareholder agreementsto
impinge on management functions that are usually reserved to the board of directors. Thus,
persons seeking the control desired in a close corporation and use of close corporation pro-
cedures may be accommodated under several modern corporate statutes that permit flexibil-
ity in operation and control of corporations.

A few jurisdictions have adopted more sophisticated statutory authority for close corpora-
tions by adding in the regular corporation statute separate sections specifically directed to the
unigue operations of close corporations.?® Separate forms for formation of the close corpora-
tion are occasionally provided. (See Exhibit 7-8, Article of Incorporation for a Close Corpo-
ration.) The Model Business Corporation Act has adopted a close corporation supplement to
provide for flexible rules for the operation of a close corporation. The purpose of these statu-
tory provisionsis to avoid the expense of drafting an elaborate set of specially tailored close
corporation documents. The statutory provisions would be particularly useful for asmall busi-
nessthat islikely to remain a closely held business, all or most of whose shareholders are ac-
tivein the business; acorporation of professional practitioners, such aslawyers or accountants,
whose sharehol ders wish to be taxed as a corporation but would prefer to operate internally as
a partnership; or awholly owned subsidiary corporation, which may be created and operated
with avery simple corporate structure.

Definition
A statutory close corporation is a corporation whose articles of incorporation contain a statement
that the corporation isintended to be a“ statutory close corporation.” A corporation having fifty or
fewer shareholders may become a statutory close corporation by amending its articles to say that
it is a statutory close corporation.? Some states define close corporations as those whose shares
are not “publicly traded.” This provision is concerned with a public offering, which requires reg-
istration under state and federal securities laws. Any corporation whose shares are not publicly
traded is usually permitted to elect close corporation status under these statutes.*

Usually, awarning that the corporation is a close corporation must be placed on each share
certificate. For example, the Model Business Corporation Act requires alegend on the stock
certificate stating the following:

The rights of shareholders in a statutory close corporation may differ materialy from the rights of
shareholders in other corporations. Copies of the articles of incorporation and bylaws, shareholder
agreements, and other documents, any of which may restrict transfers and affect voting and other
rights, may be obtained by a shareholder on written request to the corporation.®

Provisions Relating to Shares

Onetraditional feature of aclose corporation isthat the stock issued to shareholdersis subject
to certain restrictions on transfer. Restrictions can be established by a shareholder agreement
(under the regular corporation law), or they may be automatic (asin a statutory close corpora-
tion). The Model Business Corporation Act provides that shareholders of a close corporation
may transfer their sharesto other shareholders, members of their immediate families, and per-
sons who have been approved in writing by all the holders of the corporation’s shares having
genera voting rights. In addition, transfers are permitted to executors and administrators when
a shareholder dies, to trustees (as in the case of bankruptcy of a shareholder), in mergers or
other business combinations where shares are normally exchanged, or as collateral for aloan.®
Otherwise, any person who wishes to transfer shares in a close corporation must offer them
first to the corporation. The corporation then has an opportunity to purchase the shares if the
sharehol ders authorize the purchase. If the corporation purchases the shares, it may allocate
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ied by appropri

some or al of the shares to the other shareholders. If the corporation and the selling share-
holder cannot agree upon the price or terms of purchase, the shareholder is free to sell the
shares to an outsider.* The outsider must be eligible to become a shareholder without affect-
ing the corporation’s tax status.® If a shareholder attempts to transfer shares in violation of
these restrictions, the transfer isineffective.®

If the articles of incorporation of a close corporation so provide, the corporation is required
to purchase shares of a deceased shareholder.®® The procedure in case of death is similar to the
procedure for voluntary transfer. After receiving notice of the shareholder’s death and a request
that the corporation purchase the shares, the corporation, if authorized to do so by its share-
holders, makes a purchase offer for the shares, accompanied by recent financial statements. The
price and other terms may be fixed in advance by provisionsin the articles of incorporation, by-
laws, or awritten agreement. If the corporation failsto make an offer for acompulsory purchase,
acourt may order the corporation to purchase the shares at afair value.*’

Exhibit 7-8.

Articles of Incorporation
for a Close Corporation
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Shareholder Management

Recall that the owner-manager characteristics of a business are usually found in partnerships
and limited liability companies. In aclose corporation, it is possible to adopt shareholder man-
agement provisions that effectively structure the operation of the business to be like that of a
partnership or alimited liability company. Under the Model Business Corporation Act, in any
corporation with fifty or fewer shareholders, provisions may be adopted that dispense with or
limit the authority of a board of directors and permit shareholders to perform those duties.®
All shareholders may agree in writing concerning the management of the affairs of the corpo-
ration, and the agreement can eliminate a board of directors, restrict the power of the board of
directors, cause the corporation to be treated as a partnership, and permit partner-type rela-
tionships among shareholders.* For example, a shareholder agreement can state when distri-
butions are to be made from the corporation and who the corporate officers will be. An
agreement also can provide that the corporation will be dissolved whenever a shareholder dies
or is bankrupt. These are typical partnership characteristics, but shareholders of a close cor-
poration may have |egitimate reasons for using such rules to operate their business.

If the corporation has a board of directors, it would be unfair to permit a shareholder agree-
ment to reserve management power to the shareholders and still expose the board of directors
to liability for shareholders’ decisions. Consequently, any agreement that restricts the discre-
tion of the board of directors also relieves the directors from liability for such matters, and
places the liability on the people who are making the decisions.”’ It is possible to completely
eliminate the board of directorsif the articles of incorporation so states.** When this happens,
the powers of the corporation are exercised by the shareholders, and the rulesthat normally ap-
ply to the directors apply to the shareholders. If an official demands evidence of director ac-
tion, the shareholders of a close corporation without directors may appoint a shareholder (or
several shareholders) to sign documents as a* designated director.”* As with a designated hit-
ter in baseball, this person ought to be someone who is particularly talented at fulfilling this
privileged capacity.

Anticipating that the shareholders of a close corporation will address management issues
in their agreement, certain formalities are relaxed in the statute. For example, it is not neces-
sary to have bylaws (if the normal provisions are contained in the articles or a shareholder
agreement),*® and an annual meeting need not be held unless a shareholder demandsit.*

Fundamental Changes

Statutory close corporations may participate in mergers and share exchanges, and may trans-
fer al of their assets of the corporation with shareholder approval, just asregular corporations
do. However, these transactions must be approved by at least a two-thirds vote of the shares,
based upon the policy that shareholders will more actively participate in such decisionsin a
close corporation.® Another major departure from typical corporate law is the authority for
any shareholder to dissolve the corporation at will or upon the occurrence of a specified event
or contingency.*® This provision, which acknowledges the integral position played by each
shareholder in a close corporation is similar to the right of a partner to terminate the partner-
ship enterprise at will, aright that is particularly important in a close corporation, where a
deadlock may occur easily if the shareholders cannot agree on the operation of the business.

Judicial Supervision

A corporation with an independent elected board of directorsis usually managed by sophisti-
cated, intelligent, and judiciousindividuals. Thesedirectors usually seek legal adviceto be cer-
tain they are exercising their judgment and management duties correctly, and they are willing
to compromise and make reasonable business judgments in order to make the business suc-
cessful. In aclose corporation, where the owners-sharehol ders are entitled to manage the busi-
ness, petty disputes and selfish decisions are more likely to occur. Consequently, a close
corporation may be subject to extensive judicial review if the shareholders begin to squabble
among themselves.
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Any shareholder may ask for judicial relief if the personsin control of the corporation are
acting in an illegal, oppressive, fraudulent, or unfairly prejudicial manner toward the share-
holder. Similarly, a court may be asked to break a deadlock that injures the business affairs of
the corporation.*” Upon finding that such allegations arejustified, acourt may order practically
anything to remedy the situation, including changing the action adopted by management, can-
celing articles or bylaws, removing officers or directors, or appointing a custodian to manage
the business. The court also has broad power in a situation in which it finds that a shareholder
has asked for court help to harass the other members of the corporation. The court may award
all attorneys fees and expenses against the shareholder if it finds the action has been brought
arbitrarily, vexatiously, or not in good faith.*® If the court believes the situation cannot be rec-
onciled, it may order the corporation to dissolve or to purchase the shares of the complaining
shareholder at fair value.*

Protection from Piercing the Corporate Veil

Remember that a classic remedy of creditors who are unable to satisfy their claims against the
corporation is the right to pierce the corporate veil when corporate formalities have not been
properly observed.®® A close corporation may be operated without much formality at all, and
thus would seem alwaysto be vulnerable to aclaim that the corporation was merely operating
as the alter ego of the shareholders without observing normal statutory formalities. To avoid
that result, the Model Business Corporation Act provides that the failure of the close corpora
tion to observe the usual corporate formalities will not be a basis for imposing personal liabil-
ity on the shareholders for liabilities of the corporation.>

Alternatives to Close Corporations

With the increasing popularity of limited liability companies and the amendments to the Uni-
form Partnership Act, it will be increasingly difficult to distinguish the desirability of aclose
corporation from that of alternative business formsin selecting an appropriate structure of or-
ganization for a client. The close corporation was developed at atime when the choices were
more obvious. Partnership law historically was based upon an antiquated statute, and the rela-
tionships among partners had to be developed from scratch through elaborate agreements.
Now the Revised Uniform Partnership Act and the Uniform Limited Partnership Act of 2001
provide more definition and clarity to the management and operation of partnerships, and the
statutory framework for both general and limited partnerships provides substantially greater
certainty for the resolution of issues among partners. Persons desiring active participation in
management may more safely consider the partnership form today and do not have to resort to
arenovated corporate model like the close corporation to achieve their preferred management
structure.

Similarly, it was not previously possible to ensure limited liability for al persons who de-
sired to be active participants at al levels of abusiness (as owners, managers, employees, and
agents) without using a close corporation form. Today, the limited liability company is a nat-
ural alternative, since its structure makes it possible to protect against individual liability and
provides partner-type management and ownership features that permit active participation in
all business relationships.> However, many states still impose certain limitations on limited li-
ability companiesregarding longevity of the businessform and transferability of ownershipin-
terests that may be onerous and unwel come.> On the other hand, the limited liability company
permits pass-through taxation of income to the owners without their observation of the strict
restrictions imposed upon corporations using Subchapter S tax status,> and the internal rela-
tionships among the members-managers of a limited liability company can be created in any
manner desired without compliance with the rules regarding distinctions among directors, of-
ficers, and shareholders that still pervade the operations of a close corporation. For example,
the sharehol ders of aclose corporation cannot shareincome, losses, tax credits, tax deductions,
and cash distributions disproportionately without using elaborate agreements, and in some
cases, without forcing relationships among the sharehol ders (such as having a sharehol der pur-
chase the corporate building and act as a landlord to receive rental income and to deduct the
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depreciation on the building). Each shareholder of a close corporation is supposed to receive
his or her share of these items based exclusively upon his or her proportionate ownership of
shares, while in alimited liability company or a partnership, disproportionate allocations are
common and are limited only by the drafter’s imagination and some basis in economic real-
ity.>®

Nevertheless, the continued utility of close corporationsis not likely to be threatened by the
partnership statutory revisions and the new interest in limited liability companies. In fact,
lenders and sophisticated business people are often wary of the flexibility of new partnerships
with limited liability and the variations permitted in the structures of limited liability compa-
nies, and complex business or financing transactions are often complicated by the need to ex-
plain (and in some cases, to agree to waive the advantages of) these entities in order to
accomplish the business objectives of the company. There always will be clients who prefer
the certainty of the corporate form based on the statutes and case interpretations, and who have
management and operational objectives that are best served by a close corporation.

PROFESSIONAL CORPORATIONS

The “learned” professions, such as law, medicine, and accounting, traditionally were prohib-
ited from operating as corporations. State law defines these professions, usually in statutes or
rulesthat require licensesto practice them, and the same statutes or rules al so address whether
the practice of the profession is permitted in a corporate entity. The policy reasons behind this
interdiction were never clearly defined but probably grew out of desireto limit the association
of persons engaged in such professions to duly licensed practitioners and out of concern that
professional persons should not be allowed to shield themselves from liability through the use
of the corporate form. The obvious disadvantage to professionals who were required to prac-
tice as sole proprietors or partnerswas that they could not use favorable corporate tax rates and
fringe benefit plans unique to corporations. Some states recognized this disadvantage and en-
acted professional corporation statutesin 1961, but it was not until 1969 that the Internal Rev-
enue Service conceded that a professional organization should be treated like any other
corporation for income tax purposes. In 1979, the Model Business Corporation Act finally
adopted the Model Professional Corporation Supplement,> referred to in thistext asthe Model
Professional Corporation Act.

Some states now permit professionals to form professional associations, which are really
partnerships with a number of corporate characteristics such as continuity of life, centralized
management, and transferability of ownership interests that allow them to be taxed like cor-
porations.>” Other states permit the formation of either an association or a corporation for pro-
fessionals.>® This section is concerned primarily with the professional corporation.>

The statutory authority for professional corporations varies widely from state to state. Sev-
eral statesinclude the authority to incorporate with other statutes regulating the particular pro-
fession (such as licensing and qualification statutes), and these states have no single
professional corporation law. The Model Professional Corporation Act has not been adopted
initsentirety in any state. In afew jurisdictions, the authority for professional legal corpora-
tions for attorneys is contained in a Supreme Court rule rather than in a statute.®® In states
where the professional corporation has been added as an adjunct to the business corporation
statutes, the business corporation statutes control except for the specific provisions of the pro-
fessional corporation section. Occasionally, separate forms are provided for the formation of
aprofessional corporation. (See Exhibit 7-9, Guide for Articles of Incorporation for a Profes-
sional Corporation.)

All states now allow the creation of professional corporations, including those composed
of attorneys, doctors, and dentists. Accountants, veterinarians, psychologists, engineers, and
architectsusually areincluded, and afew states permit corporate practice by registered nurses,
physical therapists, pharmacists, and marriage counselors.

The structural variations of the professional corporation from the business corporation are
treated differently in the individual state statutes, but most states have adopted certain general
modifications that are the same as the provisions of the Model Professional Corporation Act.




Variations on the Corporate Form 215

BCCHA4 COMMONWEALTH OF VIRGINIA
{05102} STATE CORPORATION COMMISSION

ARTICLES OF INCORPORATION
PROFESSIONAL CORPORATION

The undersigned, pursuant to Chapters 7 and @ or 10 of Title 13.1 of the Code of Virginia, state{s) as follows:

1. The name of the professional corporation is:

2. The professional corporation is organized for the sole and specific purpose of rendering the professional

services of

3. The number {and classes, if any} of shares the professional corporation is authorized 10 issue is {are}

Numkber of shares authorized Clasa{es)

4. A. The name of the professional corporation’s iniial registered agent is

. The inifial registered agent is {mark appropriate box):
{1y an mdividual who is a resident of Virginia and
1 an initial director of the professional corporation.
I 1 amember of the Virginia Siate Bar.
OR
{2y { 1 adomestic or foreign stock or nonstock corporation, limited Yability company, of registered
limited Hability partnership authonized to transact business in Virginia.

5. A The professional corporation's initial registered office address, which is the business office of the
initial registered agent, is:

, VA
{rarmbar/strest} {ciby or town} fxip codel

8. The registered office is physically located inthe | Joily or{ Jcounty of

6. The first board of directors shall have g meris).

7. The initil direstors are:
NAME(S) ADBRESS(ES)

8. the undersigned INCORPORATOR(s) is (are) duly licensed gr legally authorized to render the listed
professionat services, and at least one incorporator is so licensed or legally authorized in Virginia.

SHGNATURE(S) PRINTED NAME(S}

See instructions on the reverse.

Scope

Under the Model Professional Corporation Act, organizations in professions in which a ser-
vice is rendered lawfully only by persons licensed under provisions of a state licensing law
may become “professional corporations.” Some state statutes under which professional per-
sons are permitted to incorporate cover all licensed services and are not restricted to persons
who are otherwise prohibited from incorporating under the business corporation law. Other
state statutes limit those who may incorporate to members of specific professions described in

Guide for Articles of
Incorporation for a
Professional Corporation
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asingle statute or in a series of similar statutes each applicable to one profession. The defini-
tion inthe Model Professional Corporation Act restricts the use of the act to the practice of the
professions; however, rather than listing designated professions, the act follows the precedent
set by many state statutes of defining professional services as licensed services that may not
be rendered by a corporation organized under the business corporation law.®*

Purposes, Powers, and Prohibited Activities

Most state statutes have limited the purposes of a professional corporation to the practice of a
single profession because of the ethical proscriptions placed upon joint practice of various pro-
fessions. The Model Professional Corporation Act permitsthe practice of various professional
services and ancillary services within a single profession, but also permits ajoint practice of
various professions if this combination of professional purposesis permitted by the licensing
laws of the local state.®? For example, doctors and nurses could practice together in aclinic un-
der a professional corporation structure so long as the licensing law for both professions al-
lowed a professional practice under the corporate form. In most states, lawyers and paralegals
are alowed to practice law in the same professional corporation.

A professional corporation formed under the Model Professional Corporation Act would be
permitted all the powers enumerated in the Model Business Corporation Act, except that the
professional corporation may not be a promoter, general partner, or entity associated with a
partnership, joint venture, trust, or other enterprise unlessit is engaged only in rendering pro-
fessional services or carrying on abusiness permitted by the corporation’s articles of incorpo-
ration. Similarly, the professional corporation can engage only in the professions and
businesses permitted by its articles of incorporation. The professional corporation act, how-
ever, permits the investment of fundsin real estate, mortgages, stock, bonds, and any other
types of investments made as part of the activities of a professional corporation.®®

Name

State statutes vary in the terms required to be included in the corporate name as designations
for a professional corporation. The Model Professional Corporation Act permits the designa
tions professional corporation, professional association, or service corporation, or the abbre-
viations P.C., PA., or SC.% As with other corporate statutes, the name of a professional
corporation should not be the same as or deceptively similar to the name of any other corpo-
ration; however, the act makes an exception if similarity results from the use in the corporate
name of personal names of shareholders who are or were associated with the organization or
if written consent of the other corporation using a similar name is filed with the secretary of
state.®® These special provisions are intended to make allowance for the similarity of personal
names used by professional practitionersintheir practicesand are based on the assumption that
the public is not likely to be confused significantly if professional corporations have similar
names that are personal to those who practice as members of the corporation.

Share Ownership

Sharesin professional corporations may be owned only by persons who are authorized to ren-
der the professional services permitted by the articles of incorporation. The Model Professional
Corporation Act and afew states permit shares to be owned by partnerships and other profes-
sional corporationsthat are authorized to render the professional services permitted by the arti-
cles of incorporation and by persons licensed outside of the state of incorporation.®®

No shares of aprofessional corporation can be transferred or otherwise disposed of except to
persons who are qualified to hold shares issued by the professiona corporation. The intent of
these provisions is to require that the shares of a professional corporation be held only by per-
sons who are licensed to practice the particular profession, so that any transfer of the sharesto
persons who are not so licensed will be void, against public policy, and in violation of the
statute.®” To accomplish this objective, each certificate representing shares of a professional cor-
poration should state conspicuously on its face that the shares are subject to restrictions upon
transfer imposed by the statute and by the licensing authority that supervises the profession.
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If a shareholder dies or becomes disqualified (for example, by losing his or her license to
practice the profession), the shares should be transferred to a qualified shareholder or pur-
chased by the corporation within a specified period of time following the shareholder’s death
or disqualification. The Model Professional Corporation Act requires payment of fair valuefor
such sharesif the corporation does not establish an alternative method, and the procedure for
determining fair value is analogous to the procedure of the Model Business Corporation Act
with respect to the determination of rights of dissenting shareholders.®® If shares of adeceased
or disqualified shareholder have not been transferred or purchased within ten months after the
death or five months after disqualification, the shares are canceled and the shareholder’s in-
terest becomes a creditor’s claim against the corporation.®

Liability for Professional Activities

The principal excuse for refusing corporate status to professional service organizations was
that each practitioner should be individually responsible for al professional acts, and that no
professional person should be able to hide behind the corporate shield of limited liability
when professional services are improperly rendered. However laudatory that policy may be,
thereisachilling corollary: in an unincorporated practice, such as ageneral partnership, the
other partners are personally liable for those professional mistakes as well, even though they
were not involved in the event causing damage to a patient or a client. The imposition of lia-
bility on all other ownersisan example of “vicarious liability,” in which aperson or entity is
liable for the act of another. All state statutes concerning professional corporations include
some provision about professional liability or professional responsibility. Most enabling
statutes specifically provide that the professional person shall be personally liable for im-
proper acts performed by that person or under that person’s supervision. In some cases, lim-
ited liability is allowed when the corporation maintains a minimum amount of liability
insurance. Most states are silent about the vicarious liability of shareholders of aprofessional
corporation, although some statutes clearly provide that shareholder liability is limited as it
would bein abusiness corporation. In other words, if adoctor commits malpracticein a pro-
fessional corporation, that doctor may be personally liablefor hisor her own malpractice, but
fellow shareholders of the professional corporation will not be liable individually for their
colleague’'s malpractice. A few other states expressly state that the shareholders are jointly
and severally liable for obligations of the corporation. Most states simply provide that the
statute does not modify any law applicable to the relationship between a person furnishing
professional services and a person receiving such services, including liability arising out of
professional services.

The Model Professional Corporation Act affirmatively states rules for liability of the pro-
fessional corporation, its employees, and its shareholders resulting from negligencein the per-
formance of professional services. A professional employee is responsible only for hisor her
personal negligence, and the corporation may be liable for the conduct of professional em-
ployees within the scope of their employment or within their apparent authority.”® The Model
Professional Corporation Act proposes three alternative provisionsin regard to the liability of
shareholders of professional corporations:

1. limited liability asin abusiness corporation;

2. vicarious personal liability asin a partnership; and

3. personal liability limited in amount and conditioned on financial responsibility intheform
of malpractice or negligence insurance or a surety bond.”

Most state statutes and the Model Professional Corporation Act specifically provide that
any relationship of confidence that exists between aprofessional person and aclient or patient
ispreserved notwithstanding the use of the corporate form. For example, any confidential com-
munications between a client and a lawyer are protected by an attorney-client privilege—
meaning the lawyer must keep the communication confidential and may not discloseit without
the client’s consent. In fact, any privilege applicable to communications with a professional
person extends to the professional corporation.’
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Directors and Officers

Most states express a preference that all directors and officers be licensed to practice the par-
ticular profession involved. Where lay directors are permitted, they usually are not alowed to
exercise any authority over professional matters. The Model Professional Corporation Act re-
quiresthat not less than one-half the directors of a professional corporation and all the officers
other than the secretary and the treasurer should be qualified persons (licensed to practice the
particular profession) with respect to the corporation.”

Fundamental Changes

Professional corporationsare capable of normal fundamental corporate acts, such asamendment
of the articles of incorporation, merger, consolidation, share exhange, and dissolution. Most
state statutes and the Model Professional Corporation Act provide enabling legislation to permit
such activitiesby professional corporations, provided the professional statusand purposes of the
corporation and the qualifications of shareholders are always observed. For example, section 40
of the Model Professional Corporation Act permits mergers and consolidations among profes-
sional corporations and business corporations as long as every shareholder of each corporation
isqualified to be a shareholder of the surviving or new corporation.

If aprofessional corporation ceases to render professional services, the Model Professional
Corporation Act permits the corporation to amend its articles to del ete the rendering of profes-
sional services from its purposes and to conform to the requirements of the Model Business
Corporation Act regarding its corporate name. The corporation may then continue in existence
as a corporation under the Model Business Corporation Act.” This section would avoid the
forced dissolution of a professional corporation whose shareholders have died or become dis-
qualified. The corporation could continue in business, under the Model Business Corporation
Act, to invest its funds or conduct any other business lawfully permitted under the local law.

Foreign Professional Corporation

Many professiona practicesare conducted in morethan one state by individual slicensed to prac-
tice in more than one state or by partnerships whose members are licensed to practice in various
states. Few state statutes contain any provisions concerning foreign professional cor porations,
but the Model Professional Corporation Act has specifically provided for the admission, qualifi-
cation, and authority of professional corporationsto do business among states.

The professional corporation that seeks to practice the profession in anew state is not entitled
to avoid the professional corporation laws of the state in which it carries onits practice by incor-
porating in astate with more lenient professional corporation requirements. Foreign corporations
must comply with the domestic state law requirements concerning corporate purposes and the
qualifications of shareholders, directors, and officers.” A foreign corporation may render profes-
sional services only through persons permitted to render such servicesin the state.”® Responsibil-
ity for professional services and security for professional responsibility is made applicable to
foreign corporations aswell as domestic corporations, and foreign corporations also are subject to
regulation by the local licensing authority to the same extent as are domestic corporations.”

A professional corporation must obtain a certificate of authority if the corporation main-
tainsan officein astate.” The application for acertificate of authority of aforeign professional
corporation would include information required for normal business corporations, and a state-
ment that all the shareholders, not less than one-half the directors, and al the officers other
than the secretary and treasurer are licensed to render a professional service described in the
statement of purposes of the corporation.”

Under the state statutes that permit a professional corporation and under the Model Profes-
sional Corporation Act, professional persons are entitled to the advantages of the corporate
business form. Although one important advantage of corporateness—Ilimited liability—is lost
to the professions, and athough the statutory requirements for shareholder-director-officer
qualification and operation are strict and must be rigidly observed, the tax advantages and op-
erating flexibility of the corporate organization make the professional corporation an attractive
business form.
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public corporation
inside shareholders
public offering

stock exchange
over the counter
registration statement

street name

beneficial owner

short-swing profits

blue-sky laws

registration by filing
registration by coordination
registration by qualification
close corporation

foreign professional corporation
certificate of authority

intrastate offering prospectus
initial public offering waiting period
underwriter red herring

pool or syndicate tombstone ad
manager sticker

selected dedlers due diligence
firm commitment proxy statement
best efforts

WEB RESOURCES

Information concerning public companies and the reg-
ulations that applies to them, including forms for reg-
istration of shares with the Securities and Exchange
Commission and the other public reports and forms for
registration and maintenance of a public corporation,
can be located on the Securities and Exchange Com-
mission Web site:

<http://www.sec.gov>

Access to the filings with the Securities and Exchange
Commission on lineisavailable through the EDGAR sys-
tem on the following sites:

<http://www.freeedgar.com>
<http://www.edgar-online.com>
<http://www.pwcglobal.com>

Thetext of the federal and state securities laws may be
reviewed at the following sites:

<http://www.seclaw.com>
<http://www.law.cor nell.edu>

I nformation about the operation of stock exchangesfor
apublic corporation’s shares can be accessed through the
exchange Web sites:

<http://www.nyse.com>
<http://www.amex.com>
<http://www.nasdag.com>

Formsfor professional corporations are often available
from the Secretary of State (or Department of Commerce)
where formation documents arefiled. The National Asso-
ciation of Secretaries of State maintains links directly to
the offices of the Secretaries of State in al states. These
can be accessed through

<http://www.nass.or g>

Access to state corporate lavs may be obtained
through the Legal Information Institute maintained at the
Cornell Law School:

<http://www.law.cor nell.edu>

Resources for sample forms and information about the
formation and operation of professional and close corpo-
rations include the following:

<http://www.toolkit.cch.com>
<http://www.findlaw.com>
<http://www.lectlaw.com>
<http://www.ilrg.com>


http://www.sec.gov
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http://www.law.cornell.edu
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http://www.amex.com
http://www.nasdaq.com
http://www.nass.org
http://www.law.cornell.edu
http://www.toolkit.cch.com
http://www.findlaw.com
http://www.lectlaw.com
http://www.ilrg.com
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CASES

AKERMAN v. ORYX COMMUNICATIONS, INC.
810 F.2d 336 (7th Cir. 1987)
MEsKILL, CIRCUIT JUDGE

* * %

This case arises out of a June 30, 1981, initial public offer-
ing of securitiesby ORY X, acompany planning to enter the
business of manufacturing and marketing abroad video cas-
settes and video discs of feature films for home entertain-
ment. ORYX filed a registration statement and an
accompanying prospectus dated June 30, 1981, with the Se-
curities and Exchange Commission (SEC) for afirm com-
mitment offering of 700,000 units. Each unit sold for $4.75
and consisted of one share of common stock and one war-
rant to purchase an additional share of stock for $5.75 at a
later date.

The prospectus contained an erroneous pro forma
unaudited financial statement relating to the eight month
period ending March 31, 1981. It reported net sales of
$931,301, net income of $211,815, and earnings of seven
cents per share. ORY X, however, had incorrectly posted a
substantial transaction by its subsidiary to March instead
of April when ORY X actually received the subject sale’'s
revenues. The prospectus, therefore, overstated earnings
for the eight month period. Net sales in that period actu-
ally totaled $766,301, net income $94,529, and earnings
per share three cents. ORY X’ S price had declined to four
dollars per unit by October 12, 1981, the day before
ORY X revealed the prospectus misstatement to the SEC.
The unit price had further declined to $3.25 by November
9, 1981, the day before ORY X disclosed the misstatement
to the public. After public disclosure, the price of ORY X
rose and reached $3.50 by November 25, 1981, the day
this suit commenced.

Plaintiffs allege that the prospectus error rendered
ORY X liablefor the stock price decline pursuant to sec-
tions 11 and 12(2) of the Securities Act of 1933. In July
1982, ORYX moved for summary judgment on the
grounds, inter alia, that the misstatement was not mate-
rial for purposes of establishing liability under section
11 and that the misstatement had not actually caused the
price decline for purposes of damages under section 11.
ORY X also moved for summary judgment on the sec-
tion 12(2) claims, again arguing that the error was im-
material and also that plaintiffs lacked “privity,” as
required under section 12(2), to maintain a suit against
ORY X as an issuer because the offering was made pur-

suant to a “firm commitment underwriting.” In Decem-
ber 1982, plaintiffs brought the underwriters into the
suit. The underwriters subsequently moved for sum-
mary judgment, making substantially the same argu-
ments as had ORY X.

* k% %

Section 11(a) of the 1933 Act imposes civil liability on
the signatories of aregistration statement if the registration
statement contains a material untruth or omission of which
a “person acquiring [the registered] security” had no
knowledge at the time of the purchase! . . . Plaintiffsin the
Akermans situation, if successful, would be entitled to re-
cover the difference between the original purchase price
and value of the stock at the time of suit. . . . A defendant
may, under section 11(e), reduce his liability by proving
that the depreciation in value resulted from factors other
than the material misstatement in the registration state-
ment. . . . A defendant’s burden in attempting to reduce his
liahility has been characterized as the burden of “negative
causation.”. . .

The district court determined that plaintiffs established
a prima facie case under section 11(a) by demonstrating
that the prospectus error was material “as atheoretical mat-
ter”. .. The court, however, granted defendants motion for
summary judgment on damages under section 11(e), stat-
ing: “[Defendants] have carried their heavy burden of prov-
ing that the [ORY X stock price] decline was caused by
factors other than the matters misstated in the registration
statement.”. . . The precise issue on appeal, therefore, is
whether defendants carried their burden of negative causa-
tion under section 11(e).

1. Section 11(a) providesin pertinent part:

In case any part of the registration statement, when
such part became effective, contained an untrue state-
ment of a material fact or omitted to state a material fact
required to be stated therein or necessary to make the
statements therein not misleading, any person acquiring
such security (unlessit is proved that at the time of such
acquisition he knew of such untruth or omission) may, ei-
ther at law or in equity, in any court of competent juris-
diction, sue—

(2) every person who signed the registration statement:

5) é\./ér'y underwriter with respect to such security. 15
U.SC.s77k(a).

Defendants' heavy burden reflects Congress' desire to
allocate the risk of uncertainty to the defendants in these
cases. . . . Defendants’ burden, however, is not insurmount-
able; section 11(e) expressly creates an affirmative defense
of disproving causation. . . . The Akermans’ section 11(a)
claim survived an initial summary judgment attack when
the court concluded that the prospectus misstatement was
material. . . . We note, however, that the district court held
that the misstatement was material only “as a theoretical
matter.”. . . As described below, this conclusion weighs
heavily in our judgment that the district court correctly de-



cided that the defendants had carried their burden of show-
ing that the misstatement did not cause the stock price to
decline.

The misstatement resulted from an innocent bookkeep-
ing error whereby ORY X misposted asale by its subsidiary
to March instead of April. ORY X received the sale€'s pro-
ceeds less than one month after the reported date. The
prospectus, moreover, expressly stated that ORY X “ex-
pect[ed] that [the subsidiary’s] sales will decline”. . . In-
deed, Morris Akerman conceded that he understood this
disclaimer to warn that ORY X expected the subsidiary’s
business to decline. . . . Thus, although the misstatement
may have been “theoretically material,” when it is consid-
ered in the context of the prospectus’ pessimistic forecast of
the performance of ORY X’s subsidiary, the misstatement
was not likely to cause astock pricedecline. . . . Indeed, the
public not only did not react adversely to disclosure of the
misstatement, ORY X’s price actually rose somewhat after
public disclosure of the error.

The applicable section 11(e) formula for calculating
damagesis “the difference between the amount paid for the
security (not exceeding the price at which the security was
offered tothepublic) and. . . the value thereof asof thetime

such suit was brought.”. . . The relevant events and stock

prices are:
ORYX

Date Sock Event Price

June 30, 1981 Initial public $4.75
offering

October 15, 1981 Disclosure of $4.00
error to SEC

November 10, 1981 Disclosure of $3.25
error to public

November 25, 1981 Date of suit $3.50

The price decline before disclosure may not be charged
to defendants. . . . At first blush, damages would appear to
be zero because there was no depreciation in ORY X’svalue
between the time of public disclosure and the time of suit.
The Akermans contended at trial, however, that the relevant
disclosure date was the date of disclosure to the SEC and
not to the public. Under plaintiffs theory, damages would
equal the price decline subsequent to October 15, 1981,
which amounted to fifty cents per share. Plaintiffs at-
tempted to support this theory by alleging that insiders
privy to the SEC disclosure—ORY X's officers, attorneys
and accountants, and underwriters and SEC officials—sold
ORY X shares and thereby deflated its price before public
disclosure. . . . The district court attributed “at least possi-
ble theoretical validity” to this argument. . . . After exten-
sive discovery, however, plaintiffs produced absolutely no
evidence of insider trading. . . . Plaintiffs’ submissions and
oral argument before us do not press this theory.
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The Akermans first attempted to explain the public’s
failure to react adversely to disclosure by opining that de-
fendant-underwriter Moore & Schley used its position as
market maker to prop up the market price. This theory ap-
parently complemented the Akermans' other theory that in-
siders acted on knowledge of the disclosure to the SEC to
deflate the price before public disclosure. The Akermans
failed after extensive discovery to produce any evidence of
insider trading and have not pressed the theory on appeal .

The district court invited statistical studies from both
sides to clarify the causation issue. Defendants produced a
statistical analysis of the stocks of the one hundred compa-
nies that went public contemporaneously with ORY X. The
study tracked the stocks' performances for the period be-
tween June 30, 1981 (initial public offering date) and No-
vember 25, 1981 (date of suit). The study indicated that
ORY X performed at the exact statistical median of these
stocks and that several issues suffered equal or greater
losses than did ORY X during this period. . . . Defendants
produced an additional study which indicated that ORY X
stock “behaved over the entire period . . . consistent[ly]
with its own inherent variation.”. . .

Paintiffs offered the following rebuttal evidence. During
the period between SEC disclosure and public disclosure,
ORY X stock decreased nineteen percent while the over-the-
counter (OTC) composite index rose five percent (the first
study). During this period, therefore, the OTC compositein-
dex outperformed ORY X by twenty-four percentage points.
Paintiffs also produced a study indicating that for the time
period between SEC disclosure and one week after public
disclosure, eighty-two of the one hundred new issues ana
lyzed in the defendants’ study outperformed ORY X’s stock.
Paintiffs’ first study compared ORY X’s performanceto the
performance of the OTC index in order to rebut a compari-
son offered by defendants to prove that ORY X's price de-
cline resulted not from the misstatement but rather from an
overall market decline. . . . The parties’ conflicting compar-
isons, however, lack credibility because they fail to reflect
any of the countless variables that might affect the stock
price performance of asingle company. . . . The studiescom-
paring ORY X’s performance to the other one hundred com-
panies that went public in May and June of 1981 are
similarly flawed. The studies do not evaluate the perform-
ance of ORY X stock in relation to the stock of companies
possessing any characteristic in common with ORY X, e.g.,
product, technology, profitability, assets or countless other
variables which influence stock prices, except the contem-
poraneousinitial offering dates.

* * *

Granting the Akermans every reasonable, favorable in-
ference, the battle of the studies is at best equivocal; the
studies do not meaningfully point in one direction or the
other. . . . Defendants met their burden, as set forth in sec-
tion 11(e), by establishing that the misstatement was barely
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material and that the public failed to react adversely to its
disclosure. With the case in this posture, the plaintiffs had
to come forward with “ specific facts showing that thereisa
genuine issue for trial.”. . . Despite extensive discovery,
plaintiffs completely failed to produce any evidence, other
than unreliable and sometimes inconsistent statistical stud-
ies and theories, suggesting that ORY X’s price decline ac-
tually resulted from the misstatement. . . . Summary
judgment was properly granted.

SECTION 12(2) CLAIMS AGAINST ORYX

The Akermans also appeal the district court’s holding
that they lack privity to maintain a suit against ORY X un-
der section 12(2) of the Securities Act of 1933. Section
12(2) imposes liability on persons who offer or sell securi-
ties and only grants standing to “the person purchasing
such security” fromthem. . .. Thisprovisionisabroad anti-
fraud measure and imposes liability whether or not the pur-
chaser actually relied on the misstatement.

The offering here was made pursuant to a “firm com-
mitment underwriting,” asthe prospectusindicated. Titleto
the securities passed from ORY X to the underwriters and
then from the underwriters to the purchaser-plaintiffs.
ORY X, therefore, was not in privity with the Akermans for
section 12(2) purposes. . . .

The Akermans nonetheless contend that ORY X may
be held liable under section 12(2) as a participant in the
offering. It is true that a person who makes a misrepre-
sentation may be held liable as a “participant” even
though he is not the immediate and direct seller of the se-
curities. Thisistrue, however, only if thereis proof of sci-
enter. . . . The Akermans completely failed to make a
showing that ORY X possessed scienter. Therefore, sum-
mary judgment was proper.

We affirm the judgment on the plaintiffs' section 11 and
section 12(2) claimsand . . . remand to the district court for
further proceedings.

BIREN, v. EQUALITY EMERGENCY
MEDICAL GROUP, INC.
102 Cal.App.4th 125, 125 Cal.Rptr.2d 325

In 1988, emergency room physicians Biren, Kenneth Corre,
Emanuel K. Gordon, David Kalmanson, and Michael Vit-
ullo formed Equality Emergency Group, Inc. to provide
emergency room services to hospitals under contract. Each
physician owned 20 percent of the corporation’s shares,
wasamember of the board of directors, and served asacor-
porate officer. In 1991, Biren became the chief financial of-
ficer and later assumed responsibility for oversight of
patient billing. In 1995, the physicians formed E.E.M.G.-
SIMI, Inc. to segregate accounting and billing for Simi Val-
ley Hospital from other hospitals that Equality serviced.
The shareholder physicians treated the two corporations as
one business.

On November 14, 1990, the five physicians entered into
awritten Agreement detailing their relationship and govern-
ing management of Equality. Paragraph 3.06 of the Agree-
ment provided: “The following corporate actions shall
require the prior written consent of Shareholders holding a
majority of Shares entitled to vote on matters affecting the
Corporation: . . . (ii) Entry into contractsfor the provision of
the following services to the Corporation: . . . B. Billing.”

Shortly thereafter, the shareholders amended Paragraph
3.06 to delete the formality of a writing. The amendment
conformed to the shareholders’ practice of voting orally on
important matters, including engaging a billing company.
Although Paragraph 5.11 of the Agreement required
amendments to be in writing, the shareholders did not exe-
cute awritten amendment.

In 1994, Equality transferred its patient and insurance
billing to Gottlieb Financial Services (Gottlieb) in Florida.

Timely and accurate billing of Equality’s physician serv-
ices was vital to the cash flow and profitability of the busi-
ness, which employed other physicians and office
personnel. At trial, expert witness Daryl Favale testified
that “huge [and] not insignificant differences’ exist among
billing companies and that performances “can be off 30
percent, 40 percent.”

Inearly 1997, Biren learned that Gottlieb had fallen sig-
nificantly behind in billing for Equality. Biren’s and Equal-
ity’s office manager, Liz Lopez, met with Gottlieb’'s
vice-president, Randy Wilson, to discuss the problem. Wil-
son assured them that Gottlieb was “going to turn [the
backlog] around” by adding employees to service the
Equality account and by opening an office on the west
coast.

* % %

On August 14, 1997, Biren terminated Gottlieb and
orally authorized PHSS to process Equality’s billing. She
stated to Lopez that “it was an emergency crisis situation
and ...asCFO. .. it was her fiduciary responsibility to
maintain the financial stability of the [business] and make
aquick and emergency decision.” Biren did not obtain prior
shareholder approval for terminating Gottlieb and contract-
ing with PHSS; she stated that she acted al one because the
other directors were either on vacation or otherwise un-
available.

* k% %

On November 20, 1998, amagjority of Equality directors
and shareholders voted to remove Biren as an officer and
director and to redeem her shares for contracting with
PHSS without prior shareholder approval, among other
things. The directors relied upon Paragraph 3.06 of the



Agreement regarding the necessity for shareholder consent
to billing contracts and Paragraph 2.09 regarding a share-
holder’'s material breach of the Agreement.

* * %

Biren's Breach of the Agreement
and the Business Judgment Rule

Equality contendsthetrial court’sfindings establish that
Biren breached the Agreement and her fiduciary dutiesasa
director and officer of Equality. It argues that she violated
her fiduciary duties by (1) unilaterally dismissing Gottlieb
and contracting with PHSS, and (2) not notifying the
Equality shareholders and directors of the PHSS contracts
and Gottlieb’s performance.

The court’sfinding that Biren “reasonably relied” onin-
formation she believed to be correct was tantamount to a
finding she acted in good faith. Biren learned that Gottlieb
had stopped billing, which in turn affected Equality’s cash
flow and payroll. Lopez told Biren that she learned of a
“mass exodus’ of Gottlieb employees and that Gottlieb
would not commit to “catch up” on months of delayed
billings. She learned from Weitz that his office was experi-
encing similar billing problemswith Gottlieb. From thisev-
idence, the court could find that Biren reasonably believed
Gottlieb could not service the accounts. Moreover, because
Weitz advised her that Sing had strong references the court
could find that Biren reasonably believed that PHSS could
service them.

“ ‘[A] director is not liable for a mistake in business
judgment which ismadein good faith and in what he or she
believes to be the best interests of the corporation. . . . ”
(Barnes v. Sate Farm Mut. Automobile Ins. Co. (1993) 16
Cal.App.4th 365, 378, 20 Cal.Rptr.2d 87). “The business
judgment rule sets up a presumption that directors deci-
sionsaremadein goodfaith. . ..” (Leev. Interinsurance Ex-
change (1996) 50 Cal.App.4th 694, 715, 57 Cal.Rptr.2d
798, italics omitted.)

Equality argues that assuming Biren's good faith, the
business judgment rule does not protect her because shedid
not obtain board approval prior to engaging PHSS. “But the
[business judgment] rule . . . protect [s] well-meaning di-
rectors who are misinformed, misguided, and honestly mis-
taken.” (F.D.1.C. v. Castetter (9th Cir. 1999) 184 F.3d 1040,
1046). Her breach of the Agreement resulted from her mis-
taken belief that as a director and officer she had the au-
thority to act on behalf of Equality. She stated to office
assistant Lopez that “it was an emergency crisis situation
and . ..asCFO... it was her fiduciary responsibility to
maintain the financial stability of the [business] and make
a quick and emergency decision.” That Biren violated the
Agreement by not obtaining prior board approval for the
billing contract did not by itself make the business judg-
ment rule inapplicable. (Cf. ED.I.C. v. Benson (S.D.
Tex.1994) 867 F.Supp. 512, 522 [F.D.I.C. aleged that di-
rectors allowed officers to make improper loans without
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obtaining the required board approval. But directors were
protected by the business judgment rule unless they knew
their acts were illegal or they “knowingly committed acts
outside the scope of their authority”]; 3A Fletcher, Cyc.
Corp. (Perm. ed.2001 supp.) § 1128 at pp. 55-56.)

Larger corporations often have formal board committees
to recommend the approval of a variety of contracts. But
small corporations like Equality conduct much of their of-
ficial business informally. (See Friedman, Cal. Practice
Guide: Corporations 2 (The Rutter Group 2002) 1 6:174-
6:181, pp. 6-32—6-34; Corp.Code, § 300, subd. (e).) “[I]tis
well known that corporations which include only a few
shareholders do not often act with as much formality as
larger companies. Thisis especially so where the members
of the board personally conduct the business of the corpo-
ration.” (2 Fletcher, Cyc. Corp. (Perm. ed.1998) § 394.10,
pp. 246-247, fn. omitted.) The practice of allowing officers
to approve contracts is so prevalent in some close corpora-
tions, for example, that they bind the entity even though the
officer should have obtained board approval. (2 Fletcher,
Cyc. Corp., supra, 8§ 444, pp. 368-369.)

Equality was a small corporation run informally by
physicians who themselves worked 12-hour shiftsin hospi-
tal emergency rooms. The Agreement states Equality wasa
close corporation, although it did not comply with the re-
quirements to establish a close corporation. It delegated
most of the billing responsibility to Biren, who relied upon
Equality office personnel. Unlike larger corporations, there
were no distinct lines between management levels. Biren
was given alarge responsibility and Equality did not prove
sheintentionally usurped her authority. (F.D.I.C. v. Benson,
supra, 867 F.Supp. a p. 522.) The court could reasonably
infer that Biren remained within the protection of the busi-
ness judgment rule because Equality did not prove her ac-
tions were anything more than an honest mistake. (Lee v.
Interinsurance Exchange, supra, 50 Cal.App.4th at p. 715,
57 Cal.Rptr.2d 798).

Biren's Breach of the Agreement

Biren contendsthetrial court erroneously found that she
materially breached the Agreement. She points out that in
practice, the shareholders never consented in writing to a
billing company contract and their Agreement did not pro-
vide for oral consent. Biren contends that the oral amend-
ment of Paragraph 3.06, deleting the requirement of written
approval for billing contracts, was invalid because the
Agreement requires amendments thereto to be written. She
also relies upon the trial judge's remarks that she had “a
good argument that she didn’t have to follow” the Agree-
ment regarding written consent.

The court found Biren materially breached the Agree-
ment by, among other things, not obtaining prior approval
for dismissing Gottlieb and engaging PHSS. Although
Paragraph 3.06 requires prior written shareholder approval
for billing contracts, the shareholders orally amended the
provision to allow oral approval.
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Biren’s argument rests upon assumptions that are not
correct. She assumes the shareholders could not orally
amend the Agreement because amendments require awrit-
ing according to Paragraph 5.11. But “the parties may, by
their conduct, waive such a provision” where evidence
showsthat wastheir intent. (Frank T. Hickey, Inc. v. Los An-
geles Jewish Community Council (1954) 128 Cal.App.2d
676, 682-683, 276 P2d 52.) The court found that in the
past, the shareholders took oral votes on billing company
contacts. The court reasonably could infer that amendment
of the written approval requirement showed the sharehold-
ers’ intent to conform to practice. Biren's acts al'so show an
intent to treat the written approval provision asif it never

existed. Because she “behaved in a manner antithetical” to
it, she may not now rely on it. (\Wagner v. Glendale Adven-
tist Medical Center (1989) 216 Cal.App.3d 1379, 1388,
265 Cal.Rptr. 412.)

Moreover, the trial court found, with sufficient eviden-
tiary support, that Biren’sbreach was material. It stated that
Biren did not give other shareholders an opportunity to dis-
cuss or evaluate PHSS. It found that had she let the board
decide “it is more likely than not that Equality would not
have terminated Gottlieb. . .

* * %

SELECTIVE INSURANCE COMPANY OF
AMERICA V. MEDICAL ALLIANCES, LLC
362 N.J. Super.392, 827 A. 2d 1188 (2003)

Selective aleges that the practice structure of Medical Al-
liances, LLC, Prema, LLC, and Neurological Testing Ser-
vices, LLCiscontrary to longstanding jurisprudencein this
state, and elsewhere, holding that professional services
such as law and medicine may not be practiced in a corpo-
rate format, except pursuant to specific, legislative or regu-
latory exceptions.™?

FN1. The Legidature has carved several statutory excep-
tions from this common law ban against the corporate prac-
tice of professional services to permit hospitals, nursing
homes and certain other “ambulatory care” facilities to op-
erate as general business corporations. See N.J.SA. 26:2H-
2a; see generally, A. Wilcox, Hospitals and the Corporate
Practice of Medicine, 45 Cornell L.O. 432, at 466-85. The
rationalefor thisexception isthat the adverseinfluencesand
countervailing interests peculiar to a business corporation
are minimized and overshadowed by their public necessity,
by apublic need to assureinstitutional continuity, and by the
fact that such entities are regulated and inspected by the
State Department of Health and Senior Services, see, e.g.
N.JA.C. 843G-1.1 (licensing standards for hospitals),
N.JA.C. 843A-1.1 (standards licensing “ambulatory care
facilities”), N.J.A.C. 8:43C-1.1 (regulations governing pub-
lic health centers, health maintenance organizations, ambu-
latory care facilities and rehabilitation faculties), thus
providing similar protections otherwise provided by thereg-
ulations of the State Board of Medical Examiners, N.J.A.C.
13:35-6.16(f)(4), which limit the ability of itslicenseesto be
shareholders or employees of a general business corpora-
tion to five settings.

In 1968, New Jersey adopted the New Jersey Business
Corporation Act, N.J.SA. 14A:1-1t0-9. Under thisact, “[a]
corporation may be organized . . . for any lawful business
purpose or purposes except to do in this State any businessfor
which organizationis permitted under any other statute of this
State unless such statute permits organization under this act.”
N.J.SA. 14A:2-1. Theforegoing statute makesisclear that in
order to lawfully incorporate as a genera business corpora

tion, the entity must not be permitted to incorporate under an
alternative statute unlessthe dternative statute permitstheen-
tity to also incorporate as a general business corporation.

In 1969, New Jersey adopted The Professional Service
Corporation Act, N.J.SA. 14A:17-1 to 18 (the “Act”),
which states that “[i]t is the legidlative intent to provide for
theincorporation of anindividual or group of individualsto
render the same professional serviceto the public for which
suchindividualsarerequired by law to be licensed or to ob-
tain other legal authorization.” N.J.SA. 14A:17-1. TheLeg-
islature defined the term “[p]rofessional service” to mean
“any type of personal service to the public, which requires
asacondition precedent to the rendering of such servicethe
obtaining of a license or other lega authorization. . . ”
N.J.SA. The Legidature identified chiropractors as indi-
viduals rendering a service coming within the definition of
“[p]rofessional service,” as defined by the statute. Ibid. Im-
portantly, the L egislature specifically noted that chiroprac-
tors could not lawfully render services in the corporate
form prior to the passage of The Professional Service Cor-
poration Act. The Legislature stated that “prior to the pas-
sage of this act and by reason of law [chiropractic] could
not be performed by a corporation.” Ibid.

The Professional Service Corporation Act states, in
essence, that a group of individuals who must be licensed
to perform their service must be incorporated as a profes-
sional corporation, rather than incorporated as a general
business corporation, with certain exceptions. Thus, this
Act prohibits chiropractors from incorporating as a general
business corporation since they must be licensed by the
State to perform chiropractic treatment. See N.J.SA.
14A:17-3. The Act does not permit aternative incorpora-
tion, for example by way of ageneral business corporation.

Although the present action deals partly with limited lia-
bility companies (“LLCs"), rather than general business cor-
porations, the underlying issues are the same. Like a general
business corporation, the members of alimited liability com-
pany do not have to be licensed professionals nor do they
have to obtain and maintain mal practice insurance as physi-



cians do. N.J.SA. 45:9-19.17a. Members of a professional
corporation, on the other hand, al have to be licensed pro-
fessionals. Unlike a general corporation, or an LLC, alay
person cannot become a member of a professional corpora-
tion as The Professional Corporation Act provides that only
licensed professionals may hold a shareholder interest in a
professional service corporation. See N.J.SA. 14A:17-10.
Thus, unlike a general business corporation or an LLC, if a
managing member loses his license to perform chiropractic,
he would no longer be permitted by law to control or be a
member of the professional service corporation.

In fact, whenever a shareholder of a professional service
corporation shall ceaseto hold hisor her professional license,
the shareholder isthen required to sever al ties with the pro-
fessional service corporation and, if he doesnot do so, the cor-
poration is automatically “converted into . . . a [general]
businesscorporation. . . SeeN.J.SA. 14A:17-11 and -13(b).
Accordingly, since the Act does not permit aternative incor-
poration as, for example, agenera business corporation, chi-
ropractors are barred from forming a general business
corporation even if all memberswere licensed in New Jersey
and complied with variousregul ations adopted in New Jersey.

Although an exception has been created for attorneys by
the New Jersey Supreme Court with regard to LLCs, see R.
1:21-1B, [FNZ2] no such exception has been carved out by the
Legidature for chiropractors or physicians. The Board of
Medical Examiners and Board of Chiropractor Examiners
have never adopted arule permitting or prohibiting LLCs.

FN2. Notably, a limited liability company formed for the
practice of law must “obtain and maintain in good standing
one or more palicies of lawyers' professiona liability insur-
ancewhich shall insure the limited liability company against
ligbility imposed upon it by law for damages resulting from
any claim made against the limited liability company by its
clients arising out of the performance of professional serv-
ices by attorneys employed by the limited liability company
intheir capacities as attorneys.” R. 1:21-1B(a)(4).

Thereisnothing inthe LLC Act or its legislative history
to indicate that, when authorizing LLCs, the Legidature
meant to displace existing statutes governing board licenses.
In the event that the Legidlature were to specifically permit
licensed medical personnel or entitiesto form an LLC, they
certainly would prescribe many conditions, such as owner-
ship, as the Supreme Court did with lawyers in adopting R.

PrROBLEMS
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1:21-1B. Thus, the only legal way to form a corporation of
chiropractors is to form a professional service corporation,
as detailed in the statute or possibly an LLC with all mem-
bers being duly licensed. In addition, if an LLC were per-
mitted to be formed by chiropractors and/or physicians or
medical facilities and lay persons, then alay person could
have control over the actions of chiropractors, physicians
and medical facilities and reap the financial benefits.

* % %

These concerns are the basis for the general prohibition
of the practice of law by corporations. Although thereisno
reported decision of a New Jersey court extending the ra-
tionale of Unger or In re Co-operative Law Co. to the pro-
fessions of medicine and chiropractic, our courts have
recognized that a similarly confidential relationship exists
between aphysician and his or her patient. “[ T]he relation-
ship between a doctor and his patient isof . . . a confiden-
tial and vital nature. . . .” Lopez v. Sawyer, 115 N.J.Super.
237, 251, 279 A.2d 116 (App.Div.1971), aff’d, 62 N.J. 267,
300 A.2d 563 (1973). The New Jersey State Board of Chi-
ropractic Examiners (“Board”) has also recognized that a
similar relationship of trust and confidence exists between
achiropractor and his or her patient.

* % %

New Jersey’s health care statutes prescribe requirements
for obtaining a chiropractic license, which can only be ob-
tained by an individual, as opposed to a general business
corporation or an LLC. See N.J.SA. 45:9-41.1 to -11.
These statutes indicate that an applicant for a chiropractic
license must be an individual, not a corporate entity. This
distinction is significant in light of the fact that a general
business corporation or an LLC is an entity which is sepa-
rate and distinct from its shareholders. Lyon v. Barrett, 89
N.J. 294, 300, 445 A.2d 1153 (1982).

In adopting the statute permitting LLCs, the Legislature
never considered whether licensed professionals (or lay
persons) could form and practice in that capacity.

[The Court ruled that Selective would be entitled to ad-
ditional discovery to determine if the LLCs were truly
owned by medical doctors, chiropractors, corporations, or
lay persons and whether they were actually practicing in
New Jersey.]

1. Use <http://www.sec.gov> to locate the full text and
instructions of Form 8K and determine which of the
following events would require a filing of a Form 8-K
report for the company:

a. Theresignation of the Chief Executive Officer.
b. The hiring of new certified public accountants.

c. A bank makes aloan to a shareholder who acquires
fifteen percent of the company’s outstanding stock
with the money from the loan.

d. The sale of the company’s manufacturing plant in
Pittsburgh, which accounted for twenty-two percent
of the company’stotal sales.
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e. The resignation of a director, who delivers a letter
stating that she disagrees with the current manage-
ment policies and thinks the company is doomed.

f. The change in the fiscal year of the company from
January 1-December 31 to July 1-June 30.

Write a memorandum to the client indicating the im-
portant differences between abest-efforts underwriting
and a firm commitment underwriting. Include in the
memorandum the difference it would have madein the
Akerman case at the end of this chapter had the under-
writing been a best-efforts underwriting.

Describe the advantages and disadvantages of provid-
ing for supermajority voting (e.g., seventy-five percent,
ninety percent, or unanimous) for shareholders of a
close corporation.

Mark Foster is a corporate paralegal in the law firm of
Jones, Smith and Cohen, P.C. Mark acted as incorpo-
rator to form the professional corporation for the firm.
Review the Model Professional Corporation Supple-
ment in Appendix G and answer the following ques-

PRACTICE ASSIGNMENTS

tions concerning Mark:

a. What officer position(s) may he hold in the profes-
sional corporation?

. May he be adirector?

May he be a shareholder?

. Isheliablefor his own negligence?

Isheliablefor the negligence of the senior attorney

who supervises hiswork?

Is heliable for the lease of the office space that has

been entered into with the professional corporation?

maooo

—h

. Describe the advantages and disadvantages of using a

limited liability company instead of aclose corporation
as a business structure.

. If a doctor is licensed to practice medicine in Con-

necticut and forms a professional corporation for that
practice, can she qualify the corporation to do business
in New Hampshire and practi ce medicine there without
obtaining alicenseto practice medicinein New Hamp-
shire? Why or why not?

1

Join one or two classmates and develop alist of issues
that must be resolved in order to form aclose corporation
among you. Use the Model Statutory Close Corporation
Supplement in Appendix F as your guide. Determine
how you, as potential shareholders, want to structure
your relationship for the operation of the business.

Review your local statutesthat authorize the formation
of professional corporations or associations and deter-
mine the following:

a. Which professions are authorized to conduct busi-
ness as professional corporations?

b. Find at least three differencesin the statutory author-
ity to form and operate a professional corporation
among the professions so authorized and explain the
policy reasons behind the variations.

¢. What names are permitted in your state for profes-
sional corporations or associations? Do they differ
among professions, and if so, why?

d. Towhat extent doesthe existence or nonexistence of
insurance affect the individual liability of the share-
holders of aprofessional corporation or association?
Doesit differ among professions, and if so, why?

Review Exhibit 1-5 (concerning a close corporation)
and Exhibit -6 (concerning a professional corpora-
tion) in Appendix I. Which provisions of these docu-

ments would not be necessary to form aclose corpora
tion or aprofessional corporation under the model acts
in Appendixes G and H? Which additional clauses
would be required in these documentsin order to com-
ply with the model acts?

. Assumethat you are working for alaw firm that repre-

sents ORY X Communications, Inc. (the defendant in

the Akerman case at the end of this chapter). You have

been told about the problem with the earningsand sales
of the company before the final registration statement
and prospectus have been prepared.

a Write a paragraph of disclosure that you believe
would be necessary to disclose the problem fully to
the public investors.

b. Write a “Risk Factor” that can be included in the
prospectus to warn investors that such problems
may arisein the future as well.

¢. Using the http://www.sec.gov Web site, locate the
Attorney Conduct Rule adopted by the Securities
and Exchange Commission under the Sarbanes-
Oxley Act of 2002. With the information you have
been furnished about the problem with the earnings
and sales of the company, what obligations would
you (and your supervising attorney) have under the
Attorney Conduct Rule?


http://www.sec.gov
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1. See “Types of Corporate Securities’ in
Chapter 9.

2.15U.SCA. § 77(a) et. seq.

3. SeeD. L. Ratner, Securities Regulation in
a Nutshell, Sixth Edition (West 2002).

4. Securities Exchange Act of 1934,
§3(a)(1), 15U.S.C.A. § 78c(a)(1).

5. Generally, the types of securitiesthat are
exempt from the registration requirements of
the 1933 Act include:

a. securities of domestic governments and

banks,

b. commercia paper involving financing

for current transactions with a maturity

not longer than nine months;

. securities of charitable organizations;

d. securities of building and |oan associ-

ations and farmer’s cooperative

associations,

€. securities of transportation carriers

where the issuance is subject to the Inter-

state Commerce Commission,

f. certificates issued by receivers or

trustees in bankruptcy with court

approval;

g. insurance policies and annuity contracts

issued by corporations subject to the su-

pervision of a state regulatory agency;

h. an exchange of one security by the cor-

poration with its shareholders for another

security owned by them without any com-

mission or remuneration;

i. securitiesissued in areorganization of

a corporation with court or other govern-

mental approval; and

j- securities sold only to personsresiding

within asingle state (an intrastate offering).
SecuritiesAct of 1933 § 3(a), 15 U.S.C.A. §77c.

6. The important exemptions for transactions
in securitiesinclude:

a. transactions by any person other than

the selling corporation, an underwriter, or

desler;

b. transactions by the selling corporation

not involving a public offering;

¢. transactions among dealers not involv-

ing the sale to customers;

d. offerings of not more than $5,000,000

made solely to “accredited investors.”
SecuritiesAct of 1933 §4, 15U.S.C.A. § 77d.

7. Section 5 of the SecuritiesAct of 1933
provides:

a Unless aregistration statement isin ef-
fect asto a security, it shall be unlawful
for any person, directly or indirectly

(1) to make use of any meansor in-
struments of transportation or commu-
nication in interstate commerce or of
the mails to sell such security through
the use or medium of any prospectus or
otherwise; or

(2) tocarry or causeto be carried
through the mails or in interstate com-
merce, by any means or instruments of
transportation, any such security for the
purpose of sale or for delivery after sde.

SecuritiesAct of 1933 § 5, 15 U.S.C.A. § 77e.

8. Other commonly used registration forms
are Form S-2 for any company that has been
filing reports under the Securities and Ex-
change Act of 1934 for at least three years;
Form S-4 for mergers and acquisitions among
corporations; Form S-8 for employee stock
purchase plans; and Form S-11 for sale of se-
curities of real estate investment companies.

9. SecuritiesAct of 1933 § 8(a) 15 U.S.C. A.
§77e.

10. 15 U.S.C.A. 88 78a—78jj. See “Regulation
After aPublic Offering” in this chapter.

11. SecuritiesAct of 1933 § 11 (a), 15
U.SCA.8§77k.

12. SecuritiesAct of 19338 17; 15 U.S.C.A.
§77q.
13.15U.S.C.A. §§ 78a-78jj.

14. Securities ExchangeAct of 1934 § 12; 15
U.S.C.A. § 771. Registration is also required
for companies that have a certain amount of
total assets (over $1,000,000.00) and alarge
number of shareholders (500 or more). How-
ever, exemptions from registration exist for a
privately held company with total assets of
less than $10,000,000.00.

15. Securities Exchange Act of 1934 § 13; 15
U.S.C.A. §78m.

16. Securities Exchange Act of 1934 § 14; 15
U.S.CAA.878n.

17. Securities Exchange Act of 1934 § 16; 15
U.S.CA. §78p.

18. Both civil and criminal penalties are pro-
vided under the 1934 Act. See Securities and
Exchange Act of 1934 8§ 18, 20, 26, and 32;
15U.S.C.A. 88 78r,t, zand dd.

19. Securities Exchange Act of 1934 § 14; 15
U.S.C.A. 8§ 78n. See“ Shareholder Meetings’
in Chapter 10.

20. Rule 14(A)(8)(c) Securities Exchange Act
1934, permits management to exclude a pro-
posal if, among other things, it:

a isunder agoverning state law not a
proper subject for action by security holders;
b. would require the company to violate
any laws,
c. iscontrary to the SEC proxy rules,
d. relatesto redress of a personal claim or
grievance;
e. relates to operations which account for
less than 5% of the company’s business;
f. isbeyond the company’s power to ef-
fectuate;
g. dealswith the company’s ordinary busi-
ness operations,
h. relates to an election to office;
i. iscounter to amanagement proposal;
j. has been rendered moot;
k. isduplicative of another proposa in-
cluded in the proxy statement; or
|. issubstantially similar to a proposal
previously submitted during the past five
years which received affirmative votes less
than arequired percentage of the sharesto
approve the proposal.

21. Securities Exchange Act of 1934 § 18; 15

U.S.CAA.878r.

22. Securities and Exchange Act of 1934
§16; 15 U.S.C.A. § 78p.

23. Rule 10(b)5, Securities Exchange Act of
1934 § 10(b); 15 U.S.C.A. 8§ 78j(b).

24. The Sarbanes-Oxley Act of 2002 directed
the Securities and Exchange Commission to
adopt rules regulating conduct of corporate of -
ficers and directors of public companies and
professional advisors to public companies, in-
cluding accountants and lawyers. The stan-
dards for professional conduct for lawyers and
paralegalsis contained in 17 C.F.R. 205, and
provides for attorneys and paralegals to report
evidence of material violations of the securi-
ties laws to higher corporate officias and to
the SEC.

25. See Hall v. Geiger-Jones, 242 U.S. 539
(1917).

26. See Chapter 13. An agreement between
shareholders organizing a close corporation
appears as Exhibit 1-5 in Appendix I.

27. Model Business Corporation Act (here-
after M.B.C.A.) § 8.01(c).

28. E.g., Delaware, Del. Code Ann. tit. 8,
88 341-56.

29. Model Statutory Close Corporation Sup-
plement (heresfter M.S.C.C.S.) § 3. Thetext of
the M.S.C.C.S. isreproduced in Appendix G.

30. E.g., Delaware, Del. Code Ann. tit. 8,
88 342, 343.
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31. M.SC.C.S. § 10(a).
32.M.SC.CS §11.
33.M.SCCS.§12,

34. M.S.C.C.S. § 12(b). Remember that Sub-
chapter S has strict requirements relating to the
number of shareholders and their status as indi-
vidual citizens. A new shareholder must meet
the qualifications to avoid disturbing the cor-
poration’s tax status. See “ Taxation of Corpo-
rations—Subchapter S Election” in Chapter 6.

35. M.S.C.C.S. § 13. In states that have no
statutory provisions restricting the transfer of
sharesin close corporations, the same result
can be reached through an agreement among
shareholders. See “ Share Transfer Restrictions
and Buyout Agreements’ in Chapter 13.

36.M.SC.CS.§14.
37.M.SC.C.S. §§ 15-17.
38.M.B.C.A. § 8.01(c).
39.M.S.C.C.S. § 20(b).
40. M.S.C.C.S. § 20(c).
41.M.S.C.C.S. §21(a).
.M.S.C.C.S. §21(c) (5).
. M.SC.CS §22.
.M.SC.CS §23.
.M.S.C.C.S. §30.
46.M.S.C.C.S. §33.
47.M.S.C.C.S. § 40.

&R &D

48.M.SC.C.S.§41.
49. M.S.C.C.S. §8 43, 44.

50. See “Limited Liability” in Chapter 6.
51. M.S.C.C.S. § 25.

52. See “Ownership and Management of a
Limited Liability Company” in Chapter 5.

53. See “Continuity and Transferability of In-
terests’ in Chapter 5.

54. Compare “ Taxation of a Limited Liability
Company” in Chapter 5 with “ Taxation of a
Corporation—Subchapter S Election” in
Chapter 6.

55. See “Taxation of a Partnership” in Chap-
ter 3 and “Taxation of a Limited Liability
Company” in Chapter 5.

56. The text of the Model Professional Corpo-
ration Supplement (1984) to the Model Busi-
ness Corporation Act isreproduced in
Appendix H.

57. E.g., Pennsylvania, 15 Pa. Stat. Ann.

88 12601—19. Forms for the formation of a
professional association may be found in
West's Modern Legal Forms 88 6461—66.

58. E.g., Texas, Tex. Rev. Civ. Stat. Ann. arts.
1528(e), 1528(f) (West).

59. Articles of incorporation of aprofessional
medical corporation and its application for reg-
istration appear as Exhibits1-6 and I-7 in Ap-
pendix I.

60. E.g., Colorado, 7A Colo. Rev. Stat. ch.

22, rule 265.

61. Model Professional Corporation Supple-
ment to the Model Business Corporation Act

(hereafter M.PC.A.) § 3(7).
62. M.PCA. § 11(b).

63. M.P.C.A. §§ 12(b), 14(b).

64.M.PC.A. § 15(a).
65. M.PCA. § 15(b).
66. M.PCA. § 20.
67.M.PCA.§22.

68. SeeM.P.C.A. § 23-26; M.B.C.A.

§813.01-28.

69.
70.
71.
72.
73.
74.
75.
76.
77.
78.
79.

M.PCA.
M.PCA.
M.PCA.
M.RCA.
M.PCA.
M.PCA.
M.PCA.
M.PCA.
M.PCA.
M.RCA.
M.PCA.

§27.

§ 34(a), (b).
8§ 34(c).
§33.

§ 30.

§41.
§50(b) (2).
§50(b) (3).
§64.

§ 50(a).
§5L.



