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March 30, 2011.
As Modified on Denial of Rehearing April 27, 2011.
Review Denied June 15, 2011.

Background: Shareholders brought direct and de-
rivative action against corporation for preliminary
injunction against proposed investment transaction,
or to unwind the transaction. The Superior Court,
Santa Barbara County, No. 1340306, Denise de
Bellefeuille, J., denied injunction. Shareholders ap-
pealed.

Holdings: The Court of Appeal, Gilbert, P.J., held
that:

(1) granting option rights for more shares than corpo-
ration was currently authorized to issue was not im-
proper;

(2) any required shareholder approval could be given
by investor after the transaction; and

(3) board of directors was not required to include
“fiduciary out” provision allowing corporation to
back out of deal.

Affirmed.
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Under statute requiring amendment of articles of
incorporation when option or conversion rights are
granted covering more shares than the corporation is
authorized to issue, the articles need not be amended
at the time of the granting of the option or conversion
rights. West's Ann.Cal.Corp.Code § 405(a).
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Corporation did not violate the statute requiring
amendment of articles of incorporation when option
or conversion rights are granted covering more shares
than the corporation is authorized to issue, in entering
into an investment agreement that gave an investor a
majority share of the common stock as well as pre-
ferred stock that would convert to additional shares
of common stock exceeding the number of shares the
articles of incorporation authorized the corporation to
issue, where investor used the majority share of
common stock to amend the articles of incorporation
to authorize the issuance of the additional shares of
common stock. West's Ann.Cal.Corp.Code § 405(a).
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Assuming an investment agreement that would
result in a transfer of between 80 and 91 percent of
corporation's stock to investor was a “sale or transfer
of substantially all of a corporation's assets” requiring
shareholder approval, the investor could by itself
approve the transfer after the sale. West's
Ann.Cal.Corp.Code § 1001(a).

See Cal. Jur. 3d, Corporations, 88 176, 179; Cal.
Civil Practice (Thomson Reuters 2010) Business
Litigation, § 11:2; 9 Witkin, Summary of Cal. Law
(10th ed. 2005) Corporations, § 119.
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Corporation's board of directors did not breach
its fiduciary duty in failing to include a “fiduciary
out” provision allowing corporation to back out of
the deal if a better offer was made, in an investment
agreement that would result in a transfer of between
80 and 91 percent of corporation's stock to investor.
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*1369 Corporate shareholders approve an
amendment to a corporation's articles to increase the
number of authorized shares. Thereafter the corpora-
tion enters into an investment agreement that gives an
investor**643 shares of common and preferred stock.
The agreement provides that the preferred stock
would convert to many more additional shares of
common stock. Issuance of these additional shares
would require an amendment to the articles.

May the investor use its majority shares after the
agreement is signed to amend the articles to allow it
to issue to itself these additional shares? We conclude
that it may.

Two shareholders in a failing bank sought a pre-
liminary injunction to prevent an investment agree-
ment from closing. The agreement would add $500
million to the bank's capital. The trial court denied
the preliminary injunction. While the matter was on
appeal, the transaction closed, rendering the petition
for injunction moot. Nevertheless, the shareholders
claim the questions raised are still at issue between
the parties. We examine the issues raised by the
shareholders and conclude they have no merit. We
affirm.

FACTS

Pacific Capital Bancorp is the parent company of
Pacific Capital Bank, a regional bank headquartered
in Santa Barbara. George S. Leis is a member of
*1370 the bank's board of directors. (Pacific Capital
Bancorp and its directors are collectively “PCB”
herein except where the context indicates otherwise.)
Marianne Monty and James Clem (collectively
“Monty”) are shareholders of PCB. PCB shares are
traded on the NASDAQ exchange.

PCB suffered losses in the real estate loan mar-
ket that resulted in a write-down of the value of its
assets and lowered earnings. The Office of the Comp-
troller of the Currency (OCC) and the Federal Re-
serve Bank (FRB) imposed a number of conditions
on PCB. One condition was that PCB must signifi-
cantly improve its capital position no later than Sep-
tember 8, 2010. Failure to meet the condition would
place PCB at risk of being seized by federal regula-
tors and liquidated.

In August 2009, PCB issued a proxy statement
for a proposal to amend its articles of incorporation.

The proposal was to increase its authorized common
stock from 100 million to 500 million shares. The
shareholders approved the share increase in Septem-
ber 2009.

On April 29, 2010, PCB entered into an invest-
ment agreement with Ford Financial Fund, LP
(“Ford™). The agreement required Ford to provide
$500 million in new capital to PCB. Upon closing the
transaction, Ford would receive 225 million shares of
common stock and 455,000 shares of convertible
preferred stock. The issuance of both the common
and preferred stock were well within the 500 million
shares of common and the one million shares of pre-
ferred authorized by PCB's articles at the time the
investment agreement was made. Thus issuance of
the stock would not require an amendment of PCB's
articles.

PCB's articles authorize “blank check” preferred
stock. This authorizes the board to subject the stock
to any rights and conditions the board may deem
proper. Pursuant to the investment agreement, the
455,000 shares of preferred stock issued to Ford
would convert to 2.275 billion shares of common
stock. Ford would own between 80 and 91 percent of
PCB's stock, depending on how many existing share-
holders exercised the right to purchase common
stock. The issuance of 2.275 billion shares of com-
mon stock would require an amendment of the arti-
cles of incorporation.

A condition of the investment agreement was
that PCB reach an agreement with the United States
Department of the Treasury which held shares of
PCB preferred **644 stock. The agreement was not
reached until July 26, 2010.

Because PCB was facing a September 8, 2010
deadline, it decided to proceed without a vote of the
then-current shareholders. Ordinarily NASDAQ rules
would require a vote for such a transaction. PCB ob-
tained an exemption *1371 from NASDAQ on the
ground that the potential delay in obtaining share-
holder approval would threaten the financial viability
of the company.

PCB's plan was to issue the 225 million shares of
common stock to Ford on the closing date. Those
shares had been previously authorized by the share-
holders. The 225 million shares would give Ford a
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majority of PCB's stock. Only a simple majority is
necessary to amend the articles. After obtaining the
225 million shares, Ford alone would vote immedi-
ately to amend the articles to authorize the issuance
of 2.275 billion shares of common stock required by
the investment agreement. Thus the transaction could
be completed without the vote of any shareholders
other than Ford.

Before the transaction closed, Monty brought the
instant action against PCB and its board of directors.
The complaint alleged both direct and derivative
causes of action. On June 10, 2010, Monty filed a
motion for a preliminary injunction seeking to enjoin
the proposed investment transaction or to unwind the
transaction if it closes.

Monty made the motion on the ground that the
proposed transaction violates Corporations Code sec-
tion 405, subdivision (a). Specifically, Monty
claimed that the investment agreement requires more
shares than are authorized by the articles, and that the
defect cannot be cured by Ford's vote alone.

After a hearing, the trial court denied the petition
for the preliminary injunction without prejudice. The
court found that Monty had failed to show that the
balance of harms favored plaintiffs or that plaintiffs
were likely to succeed on the merits.

DISCUSSION
I
[1] PCB contends the appeal is moot because the
investment transaction closed on August 31, 2010.F%

EN1. PCB's requests for judicial notice
dated August 27 and October 20, 2010, are
granted.

Monty does not deny the transaction has closed.
Instead she argues the appeal is not moot because
enjoining the transaction was not the only relief she
sought. Her petition also requested that the trial court
order the transaction rescinded if it has closed.

But where a merger or acquisition takes place af-
ter the trial court has refused to issue a preliminary
injunction, courts have refused to set aside the *1372
transaction. (See Bank of New York Co., Inc. v.
Northeast Bancorp, Inc. (2d Cir.1993) 9 F.3d 1065,

1066-1067; F.T.C. v. Exxon Corp. (D.C.Cir.1980)
636 F.2d 1336, 1342-1343.) As the court in F.T.C.
stated: “Mergers and acquisitions are often followed
by a commingling of assets and other substantial
changes in the structures of the enterprises involved.
Once those changes occur, it is often impaossible ... to
compel a return to the status quo, and the legality of
the challenged merger or acquisition may become
essentially a moot question.” (F.T.C., at p. 1342.)

Monty cites no case in which the court has set
aside a completed merger or acquisition.

Here setting aside the transaction would require
at a minimum the return to Ford of $500 million plus
interest. There is no **645 reasonable likelihood that
can be done. Moreover, the loss of so much capital
would undoubtedly cause federal regulators to seize
the bank and liquidate its assets. The result would be
the loss of any value the shareholders have left. There
is no reasonable probability that any court would
order the transaction set aside.

Monty urges that we consider the matter never-
theless, because the questions presented here remain
at issue between the parties. She points out that the
issues are fully briefed, and that it makes no sense to
return the matter to the trial court only to have the
issues raised on appeal again. We will discuss the
issues in the interest of judicial economy.

I
Monty contends the investment agreement vio-
lates Corporations Code section 405, subdivision
(2).™2 She claims the investment agreement requires
PCB to issue more shares than are authorized by its
articles.

EN2. All statutory references are to the Cor-
porations Code.

Section 405, subdivision (a) states: “If at the
time of granting option or conversion rights or at any
later time the corporation is not authorized by its arti-
cles to issue all the shares required for the satisfaction
of the rights, if and when exercised, the additional
number of shares required to be issued upon the exer-
cise of such option or conversion rights shall be au-
thorized by an amendment to the articles.”
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[2] Monty's argument is that section 405, subdi-
vision (a) requires the shareholders to vote to amend
the articles at the time the investment agreement is
made. But that is not what the subdivision says. The
subdivision recognizes that there may be a lapse of
time between the granting of the option or *1373
conversion rights and the exercise of the rights. It
clearly does not require that the articles be amended
at the time of the granting of the option or conversion
rights. It states, “If at the time of granting option or
conversion rights or at any later time....” (Ibid., ital-
ics added.) Nothing in section 405, subdivision (a)
requires an amendment of the articles at the time the
option or conversion rights are granted.

Monty argues the phrase “or at any later time”
contemplates a situation where a corporation has suf-
ficient shares at the time the option or conversion
rights are granted, but subsequently fails to have
enough authorized shares to satisfy the option or
conversion rights. Certainly that is one situation
where the phrase “or at any later time” applies. But
nothing in section 405 limits its application to that
situation.

[3] Section 405, subdivision (a) says nothing
more than that if at any time the authorized shares are
not sufficient to satisfy option or conversion rights,
the shares required to be issued on exercise of the
rights shall be authorized by amendment to the arti-
cles. That is what happened here. Upon closing of the
investment agreement, the authorized shares were
insufficient to satisfy Ford's conversion rights. Ford
as majority shareholder amended the articles to au-
thorize sufficient shares to satisfy its rights.

The crucial event here was not Ford's vote to in-
crease the number of authorized shares. Instead, the
crucial event occurred in September 2009 when the
shareholders approved an amendment to the articles
increasing the number of authorized shares from 100
million to 500 million. That ensured an investor
could obtain a majority of the shares. Once Ford ob-
tained**646 a majority of the shares, it could amend
the articles to authorize as many shares as required
under the agreement.

"
Monty contends the investment agreement vio-
lates section 1001.

Section 1001, subdivision (a) requires a vote of
the outstanding shares of the sale or transfer of sub-
stantially all of a corporation’'s assets. Monty argues
the sale of 91 percent of the bank's stock comes
within its provisions. The only authority Monty cites
in support of her argument is Solorza v. Park Water
Co. (1948) 86 Cal.App.2d 653, 195 P.2d 523. But
Solorza involved the sale of tangible assets, not
stock. Monty cites no authority that the sale of stock
is governed by section 1001.

[4] In any event, section 1001, subdivision (a) al-
lows approval by the shareholders “either before or
after approval by the board and before or after the
transaction.” Thus even if section 1001 applies, Ford
can by itself approve the transfer after the sale.

*1374 IV
Finally, Monty contends the investment agree-
ment contains an improper defensive mechanism.

[5] Monty argues that PCB's board breached its
fiduciary duty by failing to include a provision allow-
ing PCB to back out of the deal if a better offer is
made. She cites Delaware Supreme Court case
Omnicare, Inc. v. NCS Healthcare, Inc.
(Del.Supr.2003) 818 A.2d 914, for the proposition
that an investment agreement must contain such a
way out.

But Omnicare has been criticized even by Dela-
ware courts. (See In re Toys “R” Us, Inc., Share-
holder Litigation (Del.Ch.2005) 877 A.2d 975, 1016,
fn. 68 [ Omnicare “represents ... an aberrational de-
parture from [the] long accepted principle” that what
matters is whether the board acted reasonably in light
of all the circumstances].)

We decline to follow Omnicare. The better au-
thority is Jewel Companies, Inc. v. Pay Less Drug
Stores Northwest, Inc. (9th Cir.1984) 741 F.2d 1555,
a case decided under California law. In Jewel, the
court held that a board of directors may lawfully bind
itself in a merger agreement to forbear from negotiat-

ing or accepting competing offers. (Id. at p. 1564.)
The court reasoned:

“An exclusive board-negotiated merger agree-
ment may confer considerable benefits upon the
shareholders of a firm. A potential merger partner
may be reluctant to agree to a merger unless it is con-
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fident that its offer will not be used by the board sim-
ply to trigger an auction for the firm's assets. There-
fore, an exclusive merger agreement may be neces-
sary to secure the best offer for the shareholders of a
firm.... []] It is true that in certain situations the
shareholders may suffer a lost opportunity as a result
of the board's entering into an exclusive merger
agreement. As the district court took great pains to
point out, subsequent to a contractual commitment
unanticipated business opportunities and exigencies
of the marketplace may render a proposed merger
less desirable than when originally bargained for. But
all contracts are formed at a single point in time and
are based on the information available at that mo-
ment. The pursuit of competitive advantage has never
been recognized at law as a sufficient reason to ren-
der void, or voidable, an otherwise valid contract, and
in our view, it was not the intention of the drafters of
California's Corporate Code to make this any less
true of negotiated merger agreements.” **647(Jewel
Companies, Inc. v. Pay Less Drug Stores Northwest,
Inc., supra, 741 F.2d at pp. 1563-1564.)

The same reasoning applies to the investment
agreement. The board had no duty to include a “fidu-
ciary out” in the agreement.

*1375 The judgment is affirmed. Costs on appeal
are awarded to respondents.

We concur: COFFEE and PERREN, JJ.

Cal.App. 2 Dist.,2011.
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