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L INTRODUCTION.

A "closely held corporation" is generally defined as a corporation with few

shareholders with stock that is not publicly traded. A closely held corporation is often
thought of as an incorporated enterprise whose shareholders consider themselves more
like partners. Shareholders routinely enter into agreements, which resolve many
problems associated with the closely held corporatioh and, in some respects, obtain
benefits similar to a partnership.

Ownership and management of the closely held corporation are frequently, but
not always, identical. Typically, the shareholders are few in number, know each other
well, consider themselves owners, and are active in the management of the corporation.
A closely held corporation is often a family business or a group of individuals who have
chosen to devote all of their time, money, and energy to the operation of the business.

As entrepreneurial enterprises have become more common and continue to be
encouraged by states seeking to enhance and grow their economies, closely held
corporations more frequently include non-management investors (i.e., equity or silent
partners). Oftentimes, these investors are close friends, business acquaintances, or
venture capital funds who are relying upon the business model and expertise of other
shareholders to manage the day-to-day business operations. These “silent investors” or
“equity partners” may utilize shareholder agreements to provide protections for their
interests in the closely held corporation.

. SHAREHOLDER AGREEMENTS.

A. Purpose.
Typically a shareholder agreement is entered into prior to incorporation to assure

that all salient aspects of the corporation are agreed upon before shareholders commit
themselves to an investment in the enterprise. However, shareholder agreements are
entered into frequently when additional equity investment is made into the business,
such as venture capital investment.

Shareholders in a closely held corporation have justifiable concerns that should
be considered early in the corporation's formation and are often considered in a

shareholders’ agreement. Some of these concerns are who the "partners" will be in the
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future, how and when the business will be dissolved, how managerial decisions will be
made, what each shareholder's role will be, what the circumstances of each
shareholder's employment will be, and how to resolve disputes among the
shareholders. Shareholders’ agreements may cover the broad concept of corporate
structure, while buy/sell agreements normally are limited to resolving how shareholders
ultimately turn their shares into value in the event of death, disability, or retirement of a
shareholder. Sometimes these solutions are incorporated into a shareholder's
agreement, but are more often included as attachments, or created as an independent

document.

B. Shareholder Agreements in General.

The shareholder agreement becomes a binding contract when each party
contributes consideration for the formation of the corporation. The agreement can be
used to protect the position of minority shareholders in all aspects of concern. Often, the
agreement promises to maintain each of the active shareholders on the board of
directors, even though they may have minority voting rights. The agreement may also
include provisions that prohibit the exclusion of one shareholder from participation as an
employee, officer, or director by the rest of the shareholders. In addition to voting
limitations and establishing officers and directors, these agreements frequently include

provisions regarding:

Counsel

Accountants

Casualty or Life Agent

Banking Relationship

Borrowing Authority

Limits on Corporate Activities

Capitalization Terms

Agreement on Time or Condition for Liquidation
Management

Employment Conditions
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Chapter "S" Considerations

Once the corporation is established, the agreed-upon aspects can only be
modified by agreement of all parties.

Historically, the law disfavored shareholder agreements, particularly when the
agreement restricted the powers traditionally left in the hands of the board of directors.
Through the years, the courts and the legislature have become more aware of the
special needs of a closely held corporation. Effective January 1, 2003, the lowa
Legislature enacted amendments to the lowa Business Corporation Act (the “lowa Act”),
some of which were directed specifically to closely held corporations. Under current
§732 of the lowa Act, shareholders of a corporation may enter, one or more of the
following provisions into a shareholder agreement that is set forth either in the articles of

incorporation, bylaws or written agreements:

(1)  eliminates the board of directors or restricts the
discretion or powers of the board of directors;

(2)  governs the authorization or making of distributions
whether or not in proportion to ownership of shares, subject to
the limitations in §640 of the lowa Act;

(3)  establishes who shall be directors or officers of the
corporation, or their terms of office or manner of selection or
removal,

(4)  governs, in general or in regard to specific matters, the
exercise or division of voting power by or between the
shareholders and directors or by or among any of them, including
use of weighted voting rights or director proxies;

(5)  establishes the terms and conditions of any agreement
for the transfer or use of property or the provision of services
between the corporation and any shareholder, director, officer or

employee of the corporation or among any of them;
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(6) transfers to one or more shareholders or other persons
all or part of the authority to exercise the corporate powers or to
manage the business and affairs of the corporation, including the
resolution of any issue about which there exists a deadlock
among directors or shareholders;

(7)  requires dissolution of the corporation at the request of
one or more of the shareholders or upon the occurrence of a
specified event or contingency; or

(8) otherwise governs the exercise of the corporate
powers or the management of the business and affairs of the
corporation or the relationship among the shareholders, the
directors and the corporation, or among any of them, and is not
contrary to public policy.

This type of shareholder agreement must be approved or signed by all
shareholders at the time the agreement is accepted. If the shareholder agreement is a
separate written agreement signed by all shareholders, it must be made known to the
corporation. Unless the agreement states otherwise, shareholder agreements such as
this can be amended only by all shareholders at the time of the amendment and are
valid for ten years.

Stock certificates evidencing shares in the corporation must conspicuously note
the existence of the shareholder agreement on the front or back of the certificate. If
shares have not yet been issued, then the information statement for the shares must
conspicuously note the existence of the shareholder agreement. If the shareholder
agreement is entered into after shares are issued, the shares must be recalled and the
existence of the shareholder agreement must be noted on new shares issued in
substitution for the existing shares.

As long as the share certificates or information statement note the existence of
the shareholder agreement, purchasers of shares take subject to the agreement. On the
other hand, persons who purchase shares without knowledge that the shareholder
agreement exists have, as their sole remedy, a right to rescind the purchase transaction

if the share certificates or information statements fail to note the existence of the
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shareholder agreement. A person who purchases shares without examining the
information statement or the share certificate in which the existence of the shareholder
agreement is disclosed does not have a right of rescission or a right to damages. An
action to enforce the right of rescission must be commenced within 90 days after
discovery of the existence of the shareholder agreement or two years after the time the
shares are purchased.

Shareholder agreements dealing with the types of issues listed above
automatically cease to be effective if the shares of the corporation are listed on a
national securities exchange or become regularly traded in a market maintained by one
or more members of the national or affiliated securities associations.

Shareholder agreements that comply with §732 of the lowa Act are enforceable
regardless of whether or not they conflict with other provisions of the lowa Act, such as
the requirement in §801 of the lowa Act that the corporation must have a board of
directors. In fact, §801(2) specifically recognizes the validity of a shareholder agreement

authorized under §732.
[SAMPLE PROVISIONS ARE INCLUDED AT THE END]

C. Allocation of Control.

Under current law, a shareholder agreement may contain provisions allocating
control of the corporation in a manner consistent with the shareholders’ expectations
and desires. A shareholder agreement may allocate voting power on specific or general
issues among the shareholders in any manner the shareholders determine. For
example, a shareholder agreement may mandate that each party votes his or her
shares in a specified way for director positions, or the shareholder agreement may
dictate that each shareholder, or group of shareholders, is entitled to elect a specified
number of directors. Frequently, all shareholders agree to elect themselves as
directors, particularly when equality of control is desired.

Shareholders may also agree to allocate voting power disproportionately to the
proportion of shares owned. This type of agreement may give one key shareholder a

proxy or a veto power without disturbing the allocation of shares.
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Shareholders in a shareholder agreement may completely eliminate the board of
directors and govern the corporation themselves in lieu of a board of directors. The
shareholder agreement may otherwise restrict the discretion or the powers of the board
of directors. For example, a shareholder agreement may provide that the business and
affairs of the corporation shall be governed by the board of directors except that the
shareholders alone shall have the power to determine whether or not the corporation
will borrow money, grant liens on property or dispose of particular assets, whether in the
ordinary course of business or otherwise. Other examples of issues dealt with in
shareholder agreements include (a) provisions for breaking a deadlock in management,
such as appointing a particular shareholder to cast an additional vote or agreeing upon
an independent third party to break the deadlock, and (b) provisions appointing the
shareholders as officers of the corporation and specifying their compensation.

Any shareholder agreement that limits the discretion or the powers of the board
of directors relieves the directors of liability for acts or omissions imposed by law on
directors to the extent that such discretion or powers are limited. With this type of
shareholder agreement, liability is imposed upon the person or persons in whom the
discretion or powers are vested, e.g. the shareholders. If the shareholder agreement
provides that the shareholders, as a group, will exercise the powers and perform the
duties of directors under the lowa Act, it is not clear the extent to which shareholders
may be held liable for breaches of those duties. However, if the shareholder agreement
vests the directors’ powers and duties in one or more, but less than all of the
shareholders, then the shareholders who are not vested with such powers and duties,
as well as the corporation, may have the right to enforce claims for breaches of those
duties. Therefore, the existence of the directors’ liability shield provisions permitted by
§202(2)(d) of the lowa Act are important to the shareholders vested with directors’
powers and duties.

Shareholder agreements dealing with the subject matters described above do not
expand the personal liability of a shareholder to third parties for the acts or debts of the
corporation, even if the shareholder agreement or its performance treats the corporation

as if it were a partnership or results in failure to observe corporate formalities. In other
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words, the existence of a shareholder agreement of the type described above does not
create a basis upon which a third party may pierce the corporate veil.

Although shareholder agreements are enforceable among the shareholders and
with respect to the corporation to the extent the corporation is bound by it, the terms of a
shareholder agreement are not binding upon third parties, such as creditors, or
governmental agencies. For example, a shareholder agreement that reserved to the
shareholders the power to enter into contracts where the amount involved is in excess
of $10,000, would not, without more, preclude a third party from relying upon principles

of agency in entering into such a contract with the president of the corporation.

D. Limitation on Allocation of Control.

Shareholders may agree to combine their votes to implement a mutually desired
corporate policy. Again, such an agreement cannot seek to obtain an unfair advantage
for a shareholder contrary to the corporation's best interest or to the detriment of
another shareholder. Even in the absence of harm to other shareholders, a shareholder
cannot accept consideration for voting his stock a certain way. Section 193 of the
Restatement (Second) of Contracts states, "A promise by a fiduciary to violate his
fiduciary duty or a promise that tends to induce such a violation is unenforceable on
grounds of public policy." Comment (a) to Section 193 states, "The rule applies by
analogy to shareholders with reference to their voting powers, although it does not
preclude agreements where the only advantage bargained for is one that will accrue to
all shareholders through the ownership of shares."

Section 732 of the lowa Act also provides a public policy exception to
shareholder agreements. Section 732(1)(h) specifically states that the shareholder
agreement provision cannot be contrary to public policy. For example, a shareholder
agreement that exculpates directors’ liability beyond the liability shield provisions of
§202(2)(d) of the lowa Act would likely not be validated under §732 because of public
policy reasons.

The eight items listed in §732(1) are not exclusive. In addition, the catch-all
provision in §732(1)(h) is designed to permit the court to define the outer limits of

permissible shareholder agreements. The court is expected to apply the principle of
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gjusdem generis so that if a shareholder provision does not fall within the specifically
enumerated categories in §732(1) the court is expected to consider whether or not such

provision is similar to the general concepts of those categories.

E. Allocation of Distributions.

Section 732(1)(b) of the lowa Act permits shareholders to authorize non-pro rata
distribution on its shares. For example, shares may be owned equally by three
shareholders, but shareholder A has invested $100,000 of personal funds in developing
the corporation’s business plan and business concept for which shareholders B and C
agree shareholder A should be compensated. The shareholder agreement could
provide additional distributions to shareholder A from profits of the corporation in order
to compensate shareholder A for the $100,000 contribution.

If the corporation is a regular corporation (i.e., a “C" corporation), non-pro rata

distributions would most likely be viewed as multiple classes of stock by the Internal
Revenue Service and would not give rise to any particular issues. However, it should be
noted that Subchapter S Corporations are limited to a single class of stock. If the
Internal Revenue Service views non-pro rata distributions as multiple classes of stock,

the corporation would no longer qualify for Subchapter S election.

F. lrrevocable Proxy.

An alternative to an agreement for shareholders to vote as a unit is an
irrevocable proxy. An irrevocable proxy arrangement transfers the power to vote
shares. The transferee may be one of the shareholders or a trusted third party. An
argument can be made that an irrevocable proxy is invalid since the right to vote one's
shares is a fundamental right of stock ownership. Likewise, one may argue that a proxy
is an agency, and under principles of agency, it is inherently revocable. Regardless, an
irrevocable proxy arrangement entered into by or among the shareholders for
consideration is a common enforceable method used to allocate the control of the

closely held corporation among the shareholders in accordance with their needs.
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