ISSUANCE OF SECURITIES TO ENTREPRENEURS FOUNDATION

SUMMARY OF LEGAL AND ACCOUNTING ISSUES

The following discussion is intended to be a brief summary of some of the legal and accounting issues that should be considered by companies, their legal counsel and their accountants before issuing securities to the Entrepreneurs Foundation (the “Foundation”).  It is necessarily incomplete and does not constitute legal or accounting advice to any particular company.  Companies are advised to consult with their own legal counsel and accountants.

If a potential participating company decides to issue common stock or options to purchase common stock to the Foundation, there are a number of legal and accounting issues that should be considered, including those discussed below.  As a preliminary matter, it should be noted that the nature of the Foundation’s relationship with a participating company has aspects of both a donee-donor relationship and a consulting relationship.  While the Foundation is a 501(c)(3) organization and is clearly soliciting donations of securities to allow it to carry on its charitable activities, the Foundation also undertakes to serve as a management consultant to the company, assisting the company in getting its employees involved in organized community service projects.  This dual relationship affects the legal analysis [and may affect the accounting consequences].

Corporate Law 

A potential participating company should seek the approval of its Board of Directors to issue securities to the Foundation.  The resolutions of the Board of Directors should recite the corporate business reasons for retaining the Foundation as a consultant and for issuing securities to the Foundation, as well as the anticipated benefits to the company and its shareholders associated with such actions, such as enhancing the company’s reputation with potential customers.  They also should specify the exact number of shares to be issued in the case of an outright stock issuance and the exact terms of the option in the case of a stock option grant, including the number of shares subject to the option, the exercise price per share and the expiration date.  A sample form of option is attached as Exhibit A to this document.  The Foundation requests that options be fully exercisable upon grant and that they include “net exercise” provisions in order to permit the Foundation to exercise the options without paying cash and to make it easier to comply with any securities law holding period requirements.

Issuance of Stock

Corporations generally may make charitable contributions in the form of common stock.  However, with respect to Delaware and California corporations, some portion of the stock must be paid for using allowable consideration.  For a Delaware corporation, the par or stated value of the stock must paid be in cash or other consideration permitted by Delaware law.
  For a California corporation, the required consideration, as determined by the Board, must be paid in cash or other consideration permitted by California law.
  The laws of other states vary.

Due to the dual position of the Foundation as both charitable donee and management consultant, many companies have chosen to issue stock or options to the Foundation in its capacity as a consultant.  This often has the advantage of permitting the company to issue the securities under an existing stock plan that provides for stock and option awards to employees and consultants.  It also obviates the concern expressed in the prior paragraph with respect to receiving consideration for the par value of the stock, as the engagement of the Foundation as a consultant should be deemed to have sufficient value to the company to cover the par value.

Grant of Options

Corporations may also make charitable contributions in the form of options to purchase common stock.  For California and Delaware corporations, the grant of a stock option should be supported by the receipt of some consideration, but this consideration generally does not need to be the same form of consideration as that received for direct contributions of common stock.  The goodwill associated with making a charitable contribution may be sufficient to support the charitable grant of the option. The law of other states may vary. 

Another way of viewing the grant of an option to the Foundation is as a grant to a consultant.  As noted above, this may open up the opportunity of granting the option under the company’s plan for employees and consultants.  It is well settled under corporate law principles that the engagement of a consultant is sufficient consideration to support the grant of an option.

Corporate Waste Issues

From time to time, commentators have discussed whether charitable donations constitute “corporate waste.”  In Delaware, this is generally not an issue because a Delaware statute expressly authorizes corporations to:

make donations for the public welfare or for charitable, scientific or educational purposes...

Note, however, that although there is no specific limit on corporate donations, Delaware courts have imposed a reasonableness standard and will look at a variety of factors in evaluating the reasonableness of a donation if the donation is ever challenged.  California courts generally have allowed California corporations to make charitable donations for similar purposes. The laws of other jurisdictions may vary. 

The fact that the Foundation is also a consultant to the Company makes it highly unlikely that a claim of corporate waste would be sustained by a court.

SECURITIES LAW

For purposes of federal securities laws, the company should be able to rely on the private placement exemption contained in Section 4(2) of the Securities Act of 1933 to issue the common stock or option.  The Foundation may seek a no-action or interpretive letter from the Securities and Exchange Commission that would permit it to treat the donated securities as freely tradable and to resell them without the necessity of meeting any holding period requirements.  Until such time as a favorable letter is obtained, all securities issued to the Foundation by participating companies should be treated as restricted securities and bear the appropriate restrictive legend.  

After a company has gone public, the Foundation may request that companies voluntarily file a resale registration statement on Form S-3 to cover the public resale of donated securities by the Foundation if it has a need to resell the securities within one year of donation.  There would be no obligation on the part of the company to do so;  it would merely be a request made to facilitate the optimal use of the company’s donation.

It should be noted that, although the Foundation is a consultant, it is not a natural person, so Rule 701 is not available as an exemption from registration under the federal securities laws for the issuance by a private company of stock or options to the Foundation.  In addition, after the company goes public, it will not be able to register shares subject to outstanding options held by the Foundation on simplified Form S‑8 for the same reason.  Rule 701 and Form S-8 may only be used for employees and consultants who are natural persons.

RESTRICTIONS IN CONTRACTS OR CHARTER DOCUMENTS

A potential participating company will need to make sure that the issuance of stock or options to the Foundation is not prohibited by any contracts to which the company is a party, such as a bank loan agreement.  If such a prohibition exists, the company should seek a waiver from the other party to the agreement to permit the issuance of securities.  In addition, if the company has outstanding preferred stock or debt securities, the terms of such securities should be examined carefully to determine whether the issuance of securities as a charitable donation or to a consultant for less than fair market value triggers any adverse consequences, such as an anti-dilution provision.  Fortunately, many private companies’ articles or certificate of incorporation containing price-based antidilution provisions for Preferred Stock have exceptions for stock or options issued to consultants, which should cover securities issued to the Foundation.

TAX CONSEQUENCES

Issuance of Stock

With respect to donations of stock, the donor corporation should be entitled to a charitable deduction for federal tax purposes at the time of the donation in the amount of the fair market value of the stock that is donated, less the value of any goods or services provided by the donee;  the deduction cannot, however, exceed 10% of the corporation’s taxable income for the year in which the deduction is taken.  Donations in excess of such 10% may be available as a deduction in future years.  If the securities are restricted securities, as discussed above, a discount should apply in determining fair market value to take into account a lack of liquidity associated with the stock, with a corresponding reduction in the amount of the deduction.

Grant of Options

With respect to donations of options, donor companies are entitled to a charitable deduction at the time of exercise of the option by the Foundation, in an amount equal to the excess of the fair market value of the shares at the time of exercise over their exercise price;  again, such deduction cannot exceed 10% of the corporation’s taxable income in the applicable period.  The Foundation has obtained a Private Letter Rating from the Internal Revenue Service conforming the described tax treatment of options.

Companies are advised to seek advice from their tax counsel as to the applicable tax consequences of their issuance of securities to the Foundation.

ACCOUNTING CONSEQUENCES

Issuance of Stock

Donations in the form of fully vested common stock require the donor corporation to take a one-time accounting charge to its income statement during the same period in which the stock was issued.  The amount of the charge is based upon the fair market value of the shares at the time of issuance.  [The same accounting treatment applies to the issuance of stock to a consultant.]

Grant of Options

Donations in the form of options to purchase common stock or the grant of options to a consultant also generally require the corporation to take a one-time accounting charge to its income statement during the same period in which the option was issued.  In the case of options, however, the amount of the charge is based upon the fair value of the options at the time of issuance using a Black-Scholes option pricing model.  

Companies are advised to seek advice from their outside auditors as to the applicable accounting consequences of their issuance of securities to the Foundation.

� See, e.g., Sections 152-53 of the Delaware General Corporation Law.


� See, e.g., Section 409 of the California General Corporation Law.


� Section 122(a) of the Delaware General Corporation Law.
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