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1. Are shareholders’ agreements frequent in California?

Shareholders’ agreements are very common for privately held California companies. In particular they are nearly always a feature of the documentation for venture capital financings.

2. What formalities must shareholders’ agreements comply with in California?

A shareholders’ agreement is simply a variant of a contract. There are no particular formalities that are applicable to such an agreement by virtue of it being a shareholders’ agreement. However, as mentioned in the discussion under several of the questions below, the existence of certain types of provisions that might be found in a shareholders’ agreement should be noted in a legend on the certificates for shares subject to the agreement (or otherwise notified to the holders in the case of uncertificated shares). In order to protect against spousal property rights potentially interfering with realization of the intended benefits of a shareholders’ agreement, a consent or joinder to the agreement from the spouse of a shareholder party to the agreement is often sought.
3. Can shareholders’ agreements be brought to bear against third parties such as purchasers of shares or successors?
As is true generally of contracts in California, shareholders’ agreements generally are binding by force of contract law only on the parties to the agreements. A shareholders’ agreement will typically provide that it is binding on transferees of the shareholders who are signatories to the agreement. It may also contain a provision purporting to bind holders of new shares from time to time issued by the corporation. To bolster the enforceability and practical realization of these provisions, they will often be accompanied by provisions binding the corporation to require, as a condition to any issuance of new shares or registration in the corporation’s share records of a transfer of shares, that the new shareholder or transferee execute a joinder to the shareholders’ agreement, as well as a provision requiring that any certificate evidencing shares contain a legend advising of the existence of the shareholders’ agreement and of its binding effect on transferees.
Shareholders’ agreements can contain a variety of provisions (among them a number of the provisions discussed under Question 13 below) that have the practical effect of constraining or otherwise affecting the latitude that third parties have in dealings with the corporation or its shareholders. For example, the provisions commonly found in shareholders’ agreements imposing share transfer restrictions (or rights of first offer or first refusal or co-sale rights) will have the practical effect of limiting a potential transferee from having unfettered freedom to negotiate the desired terms and process of his or her acquisition of shares subject to such a restriction. Similarly, a covenant in a shareholders’ agreement restraining the corporation’s ability to incur indebtedness will have the practical effect of inducing a would-be lender to the corporation to take care that the loan is made only if the corporation has obtained whatever consents are required by the covenant and has otherwise complied with the covenant. As a final example, shareholders’ agreement registration rights provisions, giving shareholders the right to have their shares registered for sale as part of a registered public offering by the corporation, will have the practical effect of complicating the process through which the corporation and underwriters determine how many and whose shares will be offered in a public offering of the corporation’s shares. 
4. Can a shareholders’ agreement regulate non-company contents?

As a matter of customary practice, the subject matter of a shareholders’ agreement in California will typically be limited to matters relating to the governance and management of the corporation and to governance of the rights and obligations of shareholders vis-à-vis the corporation and other shareholders.

5. Are there limits on the term of shareholders’ agreements under the law of California?

There is no statutory limit on the permissible term of a shareholders’ agreement under California law. In practice a shareholders’ agreement will often provide for termination upon a public offering by the corporation and upon a sale, merger or liquidation of the corporation.
6. Are shareholders’ agreements related to actions by directors valid in California?

The statute that governs corporations in California, the General Corporation Law, vests the power and responsibility for conducting a corporation’s affairs in the corporation’s board of directors, except in the case of a statutory “close corporation”
. Directors also have fiduciary duties, including the duties of care and loyalty that they must observe in managing the corporation.
It is possible for shareholders to have the benefit of restrictions on the otherwise broad latitude of the board of directors to manage a corporation. Some of these are afforded by the General Corporation Law itself, which provides that certain corporate actions require shareholder approval. Other restrictions on board latitude beyond those provided for by statute may take the form of consent provisions requiring that the shareholders generally, or particular constituencies of shareholders, grant consent before various actions that the board might otherwise approve can be taken by the corporation. Some common examples include incurrence of debt above a specified threshold, entry into contracts involving consideration above a specified threshold, sale of significant corporation assets and increase in the number of the corporation’s shares that may be reserved for issuance to management and other participants in the corporation’s option or other equity incentive plan.
Non-statutory provisions constraining board latitude such as those described above may be found either the corporation’s Articles of Incorporation (the nature of which is discussed under Question 9 below) or in a shareholders’ agreement. Particularly where individual classes of shareholders have the benefit of such provisions, they are often found in the Articles, as a component of the rights and privileges incident to those classes specified in the Articles as contemplated by the General Corporation Law. Practitioners also sometimes advocate putting provisions constraining board action in the Articles rather than in a shareholders’ agreement so that a breach of such a constraint would be ultra vires, that is, beyond the power of the corporation as a matter of law rather than merely giving rise to a breach of contract claim. On the other hand, because the Articles are publicly filed and may be subject to a more cumbersome process for amendment than a shareholders’ agreement corporations and their shareholder constituencies often prefer to specify board constraint provisions in a shareholders’ agreement.
It is not possible to relieve a director from his or her fiduciary duties through a shareholders’ agreement provision. As a practical matter, however, a director can probably expect that the likelihood of incurring a claim as a result of a board action approved by him or her will be lower where the object of the action was one that also required and received shareholder approval. Thus it may be beneficial to board members for certain categories of significant corporate actions to be subject to shareholder consent requirements in either the corporation’s Articles or in a shareholders’ agreement.

7. Does the law of California permit restrictions on transfer of shares?

California law favors free alienability and transfer of property generally, including shares of corporate stock. Restrictions on transfer of shares are permitted but they must be reasonable and they are enforceable only against persons who have knowledge of them. Features of transfer restrictions aimed at satisfying these requirements are described in the discussion under Questions 8 and 13 below.
8. What mechanisms does the law of California permit for regulating share transfers?

Regulations on transfer of a corporation’s shares may be contained in the corporation’s Articles of Incorporation or bylaws (the natures of which are discussed under Question 9 below) or in a shareholders’ agreement. As noted in the discussion under Question 10 below, shareholders’ agreement provisions afford greater flexibility, as to content and likely as to the process for amending them, than provisions in Articles or bylaws. Thus a shareholders’ agreement is often preferred as the forum for transfer regulations.

Transfer regulations are not enforceable against persons who do not have knowledge of them. Section 418 of the General Corporation Law requires that transfer regulations be conspicuously noted on the certificates evidencing shares subject to them, or in transaction statements relating to such shares if they are not certificated, in order to provide notice of the regulations. Section 8204 of the Uniform Commercial Code as in effect in California also requires that notice of share transfer regulations be noted on certificates for shares subject to such restrictions or otherwise notified to the holders of the shares in the case of shares that are not certificated.

Given these requirements that a person must have knowledge of transfer regulations in order to be bound by them, it is good practice to provide that the existence of transfer regulations in a shareholders’ agreement be noted in a legend on share certificates for shares subject to the agreement or otherwise notified to the holders of uncertificated shares that are subject to the agreement and in transaction documents relating to such uncertificated shares.
Shareholders’ agreement regulation of share transfers most commonly take the form of restrictions on transfer that are aimed at one of two purposes as described below. These types of restrictions, framed as described below and in the discussion under Question 13, are generally regarded to be consistent with the reasonableness requirement for enforceability of restrictions on share transfers.
The first purpose of share transfer restrictions is protection of the corporation against violation of applicable securities laws. In any issuance of shares by a privately held corporation, the corporation will want to assure that acquirors of those shares do not dispose of them in a way that might give rise to what would constitute a public offering requiring registration under the US Securities Act and applicable state securities laws. Thus, either the subscription agreement for such an issuance or a shareholders’ agreement entered into in conjunction with such an issuance will typically contain an undertaking by the shareholders that they will not transfer the acquired shares other than in certain specified transfers and otherwise subject to procedural requirements aimed at assuring that transfers are exempt from the registration requirements of the applicable securities laws.
The second purpose typically served by shareholders’ agreements transfer restrictions is preservation of some degree of exclusivity over who may be brought into the club of those who own and control the corporation. This purpose is served by a series of provisions that both restrict and compel share transfers, some or all of which are typically found in shareholders’ agreements. These include right of first offer or first refusal provisions and co-sale provisions, as well as drag-along and tag-along provisions, which are described in more detail under Question 13 below. 

9. In California do bylaws tend to be tailor-drafted, or do they tend to use standard formats? 
Bylaws of California corporations tend to use standard formats. They regulate mainly procedural matters, including how shareholder and board of director meetings and actions are conducted and taken, what officers the corporation has and how share records of the corporation are maintained. Bylaws often also specify the number of directors that the corporation has, though this may instead be specified in the corporation’s Articles of Incorporation. The General Corporation Law also contains provisions addressing some of these matters. Bylaws elaborate on these statutory framework provisions, though they often do little more than mirror the statutory framework provisions.

The bylaws are one of two documents that are put into place to form a California corporation. The other formation document is the corporation’s Articles of Incorporation, which is the charter of the corporation. Unlike bylaws, the Articles are publicly filed (with the office of the California Secretary of State). Like bylaws, Articles also tend to follow standard formats, except for the provisions specifying the rights and preferences of the different classes of shares in the case of a corporation having more than one class of shares. Also like bylaws, Articles are based on the statutory framework of the General Corporation Law, which specifies the minimum contents required in Articles. The list of statutorily required contents in Articles is quite short. It covers the name and address of the corporation, the name and address of the corporation’s agent for service of process, the corporation’s corporate purpose (which most corporations specify as engaging in any lawful business), the classes of shares that the corporation has and the authorized number of shares of each class and the rights, preferences, privileges and restrictions applicable to the particular classes of shares, other than common stock, of the corporation. The General Corporation Law permits, but does not require, that Articles may contain a variety of other provisions. A corporation with only common stock will tend to have very short, standard-form Articles that contain only the provisions required by the General Corporation Law and a provision for exculpation of the corporation’s directors and indemnification of its agents. Where the corporation has more than one class of shares, its Articles will be longer and, depending on the number of classes of its shares and the particular rights and preferences of those classes, may contain quite extensive tailor-made provisions spelling out those rights and preferences. For a particular class of shares these might include, for example, provisions for a right to receive a preferential payment upon liquidation or merger or sale of the corporation, a right to convert the shares into another class of shares (usually common stock), a right to require the shares to be redeemed by the corporation and a variety of other possible rights and preferences. 
10.  What are the motives in California for executing shareholders’ agreements?

The General Corporation Law largely addresses procedural matters in the formation and governance of corporations. There is only a limited number of particular substantive corporate actions, for example merger, reorganization or liquidation of the corporation or sale of substantially all of its assets, that are addressed by the provisions of the General Corporation Law, and these provisions mainly go to the procedural and consent requirements that are required for such actions. Similarly, as noted in the discussion under Question 9 above, bylaws of California corporations tend to use standard formats and also address largely procedural matters. To bridge the gap between what is addressed by the statutory and bylaw provisions and the rules that shareholder constituencies otherwise desire be in place to affect the latitude of the board to manage a corporation’s affairs and to govern the rights and obligations that shareholders have vis-à-vis the corporation itself and vis-à-vis each other, the shareholders and corporation will typically make use of provisions in the corporation’s Articles of Incorporation and/or in a shareholders’ agreement. As noted above, Articles of Incorporation are publicly available documents. The process for amending them is also cumbersome, as can be the process for amending bylaws. Thus a shareholders’ agreement likely offers a more flexible (and confidential) forum than the Articles for bridging the gap between matters addressed by the General Corporation Law and bylaws and those rules that the shareholders and corporation otherwise desire be in place. Provisions to bridge this gap therefore are often contained in a shareholders’ agreement.
11.  What contents tend to be included in shareholders’ agreements in California?

Shareholders’ agreements in California tend to address mainly two broad topics. These are rules governing the relationship of shareholders to the corporation (and their voices in the governance and management of the corporation) and rules governing the relationship of the shareholders with each other.
12.  What determines the content included in shareholders’ agreements in California?

The content of shareholders’ agreements is determined through negotiations among the corporation and its respective shareholder constituencies. Such negotiations usually take place in the context of a share issuance transaction and some degree of market precedent for the type of such transaction. That market precedent will have some bearing on the product of those negotiations. Particularly in the case of a venture capital-financed corporation, there will likely be a new or amended shareholders’ agreement put into place each time the corporation has a new round of venture capital financing. The newcomer to the corporation’s capital structure in such a financing round tends to drive (or at least attempt to drive) the negotiation of the shareholders’ agreement to be put into place for that round. 
13.  What are the most common types of clauses in shareholders’ agreements in California?

The most common provisions in shareholders’ agreements in California address the following seven main topics:

1)
Registration rights – Particularly in a shareholders’ agreement for a venture capital-backed company, it is common for the corporation to agree under certain circumstances that it will cause a registration statement under the US Securities Act to be filed for the benefit of the shareholders or certain key constituencies of the shareholders, to permit public sale of the shares held by those shareholders. Such provisions are less frequently found in shareholders’ agreements for family-owned or employee-owned companies without significant outside investors. These rights may be in the form of “demand” registration rights or “piggy-back” registration rights. A demand registration right entitles the shareholders to require the corporation to file a registration statement for their benefit. Such a right can be quite burdensome for the corporation, because the registration process is quite time-consuming and expensive. A piggy-back registration right entitles the shareholders to participate in having sale of their shares be registered along with shares otherwise being offered by the corporation under a registration statement that the corporation has already decided for its own purposes to file. Piggy-back registration rights do not put the shareholders in a position to impose the burden of filing a registration statement on the corporation. Thus they are more commonly agreed to by corporations than demand registration rights. The registration rights section of a shareholders’ agreement typically contains a number of provisions that relate to the mechanics of the registration process, how the shares to be offered for sale under the registration statement will be allocated among the shareholders desiring to participate in the offering (including rules giving the underwriter in an underwritten offering some power to cut back on the number of shares of the shareholders that may be included in the offering) and indemnification against potential securities law liability under specified circumstances.
2)
Share transfer regulations and restrictions – There are five main types of these provisions, as follows:
a)
Shareholders typically undertake not to transfer their shares other than pursuant to a registration statement under the US and applicable state securities laws or in a transaction that is exempt from the requirement of registration. (Such undertakings may also be found in the subscription agreement under which the shareholders acquire their shares in lieu of being in a shareholders’ agreement.)
b)
“Buy-sell” provisions typically apply to shares held by management and employee shareholders. These provisions entitle the shareholders to require the corporation to repurchase their shares, or entitle the corporation to repurchase shares, under specified circumstances. These circumstances typically include the death or incapacity of the shareholder and often also include termination of the shareholder’s employment by the corporation.
c)
“Co-sale” and “tag-along” provisions entitle shareholders to sell their shares along with a sale of shares by other specified shareholder constituencies. Such constituencies typically include founders but may also include other types of shareholders.
d)
Under "drag-along” provisions the shareholders agree that if a specified shareholder constituency agrees to sell its shares the remaining shareholders will also sell their shares.
e)
Right of first offer (“ROFO”) and right of first refusal (“ROFR”) provisions prevent a shareholder from being able to sell his or her shares to a third party unless he or she has first solicited from the other shareholders offers to buy the selling shareholder’s shares (an ROFO provision) or he or she has presented to the other shareholders the terms of the proposed third-party sale and the other shareholders have declined to purchase the shares that the selling shareholder desires to sell on the same or better terms as the proposed third-party sale transaction (an ROFR provision).
3)
Voting; board composition – Section 706(a) of the General Corporation Law expressly allows agreements as to how shares will be voted, both in respect of election of board members and as to other matters. Section 418 of the General Corporation Law requires that the applicability of voting provisions be conspicuously noted on the certificates evidencing shares subject to them, or in transaction statements relating to such shares if they are not certificated. It is common for shareholders’ agreements to contain provisions in which the shareholders agree to a desired composition of the board (with key shareholder constituencies having the right to designate one or more members of the board) and agree that they will cast their votes in director elections so as to achieve the agreed board composition. In order to provide the notice required by Section 418 of the General Corporation Law, share certificate legends advising of the existence of a shareholders’ agreement typically specifically mention the existence of voting provisions in such agreement.
4)
Voting; merger of the corporation – Another variant of voting agreement commonly found in shareholders’ agreements is an agreement that if a specified shareholder constituency approves a merger of the corporation or sale of its assets, the remaining shareholders will vote in support of such merger or sale.
5)
Protective provisions – A variety of agreements on the part of California corporations commonly apply for the benefit of their shareholders. These are aimed at protecting particular constituencies, such as the holders of a particular class of shares, from dilution of their ownership interest in the corporation or from dilution of the benefits of their rights and preferences through the creation of other classes with superior rights and preferences. Such provisions also often give the shareholders approval rights over various types of actions that the corporation might otherwise take solely with board approval, such as the examples discussed under Question 6 above. As noted in the discussion under Question 6, these types of protective provisions may be found in a shareholder’s agreement or in the corporation’s Articles of Incorporation (if the parties desire the benefit of having action in violation of such provisions be ultra vires, or beyond the corporation’s legal power, and are willing to accommodate the decreased flexibility resulting from such provisions being contained in the Articles rather than in a shareholders’ agreement).
6)
Pre-emptive rights – Key shareholder constituencies often have a pre-emptive right to buy in to future issuances by the corporation of new securities, subject to certain exempted issuances to which the right does not apply. Pre-emptive rights provisions are also sometimes contained in the corporation’s Articles of Incorporation rather than in a shareholders’ agreement (if the parties desire the benefit of having an issuance in violation of such provisions be ultra vires and are willing to accommodate the decreased flexibility resulting from such provisions being contained in the Articles rather than in a shareholders’ agreement).
7)
Information rights – Key shareholder constituencies or all shareholders sometimes have the benefit of an undertaking by the corporation to deliver periodic financial statements and other specified information and of a right to inspect properties, books and records of the corporation and to access to the corporation's management.
14.  What mechanisms does the law of California permit to ensure participation of minorities on the board of directors and its control?
Two main mechanisms permit minority participation in a California corporation’s board of directors. The first of these is statutory. Section 708 of the General Corporation Law provides that, subject to compliance with some procedural requirements, shareholders may invoke cumulative voting for elections of directors. The cumulative voting process allows each shareholder to cast all of his or her votes in favor of a single candidate (or fewer candidates than the number of director slots up for election). By doing this, a minority constituency can sometimes succeed in having one or more desired candidates be elected where that constituency would not otherwise be able to do so if each shareholder could cast only the same number of votes for each open board seat.

A second mechanism affording minorities’ board participation is shareholders’ agreement voting provisions relating to board composition, as described under Question 13 above. 

15.  Is it possible in California to ensure minority shareholder control by means of a shareholders’ agreement?

It is possible in California to ensure minority shareholder control, either through voting provisions governing board composition or through protective provisions of the type described under Question 13 above. Whether this possibility can actually be realized by a particular shareholder minority will depend on the power of the minority in negotiating with the corporation and the other shareholder constituencies the terms of a shareholders’ agreement and/or of the corporation’s Articles of Incorporation.

16.  What are the usual valuation mechanisms in connection with rights of first refusal or share transfer regulations?

Shareholders’ agreements typically provide for valuation, for purposes of right of first refusal and share transfer regulations, by reference to the terms of the contemplated third-party transaction triggering the application of the regulation. In some cases a shareholders’ agreement may also provide for valuation to be made by the board of directors (or for the board to resolve uncertainty or disputes as to how to value the consideration offered in a contemplated third-party transaction). In the case of buy-sell provisions (entitling or requiring the corporation to buy back shares) valuation is sometimes set at the price that was paid for the shares that are subject to the buy-sell provision or at market value of the shares as of a specified time as determined by the board of directors. 

17.  Is it admissible for a shareholders’ agreement clause to refer dispute resolution to the courts other than those of California and/or under a law other than that of California?

A California court would give effect to a forum selection clause in a shareholders’ agreement that calls for a non-California court as the forum for resolving disputes among the parties to the agreement if the California court determined that the non-California court would accept its selection as such forum and the California court further determined that giving effect to the selection would not be unreasonable or unfair. More particularly, the California court may not give effect to the selection if it was not entered into freely and voluntarily by parties who have negotiated at arms' length or enforcement of the selection would contravene the public policy of the State of California or would be seriously inconvenient for the trial of the particular matter at issue. 
In determining whether to respect the choice of non-California law specified as the governing law in a shareholders’ agreement, a California court would evaluate whether the jurisdiction of the chosen law has a reasonable relationship to the transaction at issue before it and whether there are California public policy considerations that warrant overriding application of that non-California law in favor of application of California law. Applying these principles in a dispute involving a shareholders’ agreement pertaining to a California corporation, a California court would not necessarily enforce a choice of non-California law as the governing law specified in the agreement, particularly, for example, if the dispute involved a matter addressed by the California General Corporation Law in a manner different from the corporate law of the chosen jurisdiction.

The discussion in this California chapter of the Guide pertains to shareholders’ agreements relating to corporations that are incorporated in California. It is worth noting here, however, that is not uncommon for corporations doing business or based in California to be incorporated under the law of a jurisdiction other than California, particularly Delaware (which is the most popular state of incorporation for corporations in the US). In a dispute properly before it involving a shareholders’ agreement pertaining to a non-California corporation and specifying as the governing law the law of the jurisdiction of that corporation’s incorporation, or some other law, a California court would apply the same principles noted above in determining whether to respect that choice of governing law. If the non-California corporation and its shareholders had a substantial enough connection to California, the court might determine that California law rather than the law specified in the agreement should apply in resolving the dispute. If the matter in dispute involved a principle of California public policy, the court might also determine that California law should override the selected non-California governing law in favor of application of California law to resolve the matter. This may be more likely in particular where the non-California corporation has a substantial enough presence in California (in terms of the proportions of its properties, sales and employees in California and the proportion of its shareholders resident in California) to become subject to the California General Corporation Law’s “long-arm” provision. This provision makes applicable to a non-California corporation that is subject to it a number of the California General Corporation Law’s provisions relating to corporate governance, notwithstanding that the corporation is not incorporated under California law. A California court might determine that these California General Corporation Law provisions should apply in a dispute involving a matter addressed by them, notwithstanding that the shareholders’ agreement elects non-California law as the governing law.
If a party to a shareholders’ agreement obtained a judgment under the agreement from a court outside of California, that judgment could be enforced against a party in California if the judgment met the criteria under applicable statutory provisions for recognition and enforcement of sister-US state and foreign judgments.
18.  Is it admissible for a shareholders’ agreement to include an arbitration clause with seat outside California and/or under a law other than that of California?
The US is a party to the 1958 New York Convention on Recognition and Enforcement of Foreign Arbitral Awards, which would apply in the case of a shareholders’ agreement providing for arbitration to which there are non-US parties. The US Federal Arbitration Act would apply to a shareholders’ agreement providing for arbitration to which there are parties from more than one US state. These authorities provide that the courts in the US should enforce agreements to arbitrate and should recognize and enforce arbitral awards, unless certain specified factors are present. These authorities, subject to the possible impact of such factors if they are present, afford a means for a party to a shareholders’ agreement providing for arbitration proceedings by an arbitration tribunal outside of California and under non-California law to achieve recognition and enforcement in California of an award granted in such arbitration proceedings. 
� A statutory “close corporation” is a special form of corporation sanctioned by the General Corporation Law that cannot have more than 35 shareholders and is managed subject to various technical requirements by the shareholders rather than directors. The shareholders of a close corporation have director-like duties and potential liability for their management actions. Close corporations are not particularly common in the ranks of emerging growth and venture capital-backed companies. The discussion in this California chapter of the Guide pertains to corporations that are not statutory close corporations.
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