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CHAPTER g

PROBLEMS OF CONTROL

because they are the complete owners of the corporation, cannot be
invoked here.” That was because all the stockholderS.were not parties to
where the public was not affected,

the agreement there in question. So, ! iy
by their original agreement of

“the parties in interest, might, .
nd powers,” even where there

incorporation, limit their respective right_s 2 .
was a conflicting statutory standard. Ripin v. United States Woven Label

Co., 205 N.Y. 442, 448, 98 N.E. 855, 857 - -

Except for the broad dicta in the McQuade opinion, we think there
nt here in question was legal and that

can be no doubt that the agreeme th
the complaint states a cause of action. There was no attempt to sterilize
the board of directors, as in the Manson and McQuade Cases. The only
restrictions on Dodge were (a) that as a stockholder he shoul.d vote for
Clark as a director—a perfectly legal contract; (b) that as dlrectfor he
should continue Clark as general manager, sO long as he proved faithful,

ent which could harm nobody; (c)

efficient, and competent—an agreem h
lary or dividends one-fourth of the

that Clark should always receive as sa or d1vi -
“net income.” For the purposes of this motion, it is only just to construe

that phrase as meaning whatever was left for distribution after the
directors had in good faith set aside whatever they deemed wise; (d) that
no salaries to other officers should be paid, unreasonable in amount or
incommensurate with services rendered—a beneficial and not a harmful

agreement.

If there was any invasion of the powers of the directorate under that
agreement, it is so slight as to be negligible; and certainly there is no
damage suffered by or threatened to anybody. The broad statements in
the McQuade opinion, applicable to the facts there, should be confined to

those facts.

ANALYSIS AND PLANNING

1. In McQuade v. Stoneham, the court says that it is a matter of
“public policy” that “stockholders may not, by agreement among
themselves, control the directors in the exercise of the judgment vested
in them by virtue of their office to elect officers and fix salaries.” What, if
any, are the goals or criteria of good government that underlie that public
policy?

o2 Was McQuade assured of representation on the board of
directors? What legal devices are available to provide assurance of a seat
on the board?

P ?;: If McQu_ade had been assured of representation on the board of

1rectors, how might he have been assured of continuation in his role as

treasurer of the corporation?

. 4. Subsequept to the decisions in these cases, the New York
usiness Corporation Law was changed. It now provides, in § 620:

) -(a) An agreement between two or more shareholders, if in
writing and signed by the parties thereto, may provide that in
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exercising any voting rights, the shares held by them shall be
voted as th_erem provided, or as they may agree, or as
determined in accordance with a procedure agreed 1:1p0n by
them.

(b). A provision in the certificate of incorporation otherwise
prohibited by law because it improperly restricts the board in
its management of the business of the corporation, or
improperly transfers to one or more shareholders or to 01;e of
more persons or corporations to be selected by him or them, all
or any part of such management otherwise within the authority
of the board under this chapter, shall nevertheless be valid: (1)
If all the incorporators or holders of record of all outstanding
shares, wh.efjher or not having voting power, have authorized
such provision in the certificate of incorporation or an
amendment- thereof; and (2) If, subsequent to the adoption of
such provision, shares are transferred or issued only to persons
who had knowledge or notice thereof or consented in writing to
such provision.
Under this provision, how might you have protected McQuade’s
interests?
5 Section 141(a) of the Delaware General Corporation Law

provides:

(a) The business and affairs of every corporation organized
under this chapter shall be managed by or under the direction
of a board of directors, except as may be otherwise provided in
this chapter or in its certificate of incorporation. If any such
provision is made in the certificate of incorporation, the powers
and duties conferred or imposed upon the board of directors by
this chapter shall be exercised or performed to such extent and
by such person or persons as shall be provided in the certificate

of incorporation.

Section 142(b) provides, in part:
() Officers shall be chosen in such manner and shall hold
their offices for such terms as are prescribed by the by-laws or
determined by the board of directors or other governing body.

With these provisions to rely upon, how might you have protected

McQuade’s interests?*
6. In Clark v. Dodge the court in

performance of the agreement. Do you agree tha
remedy?

effect granted specific
t this is the appropriate

C § 715(b) (“The certificate of
CMPIIS (O, P i officers shall be elected by the

shareholders instead of by the board.”); California Corporations Code, § 312(b) (“Except as
Otherwise provided by the articles or bylaws, officers shall be chosen by the board and serve at

the pleasure of the board, . ..").
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d. according to the court, that Clark
o ral manager so long as he
” What do you think aboyt

7. Dodge and Clark agreed ’
“should continue as [the corporation s]tegsil?
should be ‘faithful, efficient E}Ild compeie - -
the wisdom and efficacy of this agreement:

RACT
CORPORATE PLANNING BY USE OF EMPLOYMENT CONT S

i de v. Stoneham, or Clark, in

ive McQuade, in McQua .
Cl 1({)281;:,?137 et (’Wg}:l:;(t3 he s(gemed to have wanted might l.rlaltlve;1 been Hto haYe
thzrcoriaorat;gc)xi enter into an employment contract :vg: 5 LIII; 10ex:;l, 11{1:
outline form, is a list of some issues that are presented by employmen

contracts.
I. Duration
A. Number of years. Then what?
B. Termination for cause
1. By whom?
2. What is “cause”?
C. Effect of illness, incapacity, etc.
II. Compensation
Salary
Adjustments (e.g., for inflation)
Bonuses, stock options, etc.
Benefits
Travel and other expenses
Perquisites
III. Duties and status

SEY oW R

A.  Job description

B. Other duties
C.

Amount of time; vacation
D.

Outside activities
Competition and Trade Secretg
Consequences of termination
A, Liquidateq damageg

B. Duty to mitigate
VI. Parties

A Mergers, ete.

Iv.
v

B. j
Guarantee by majority shareholder

\
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Assume‘that you represent McQuade, except that the time is now
and that he 18 about to invest a substantia] amount of money in a majO;
Jeague basebal} team ané! become itg treasurer and chief financial officer
He wants to sit down with you and have yoy explain to him what the
;ssues are and what he might reasonably seek in an employment contract

and In any related agreements that you think important. What would
you be prepared to ask him and tell him?

What if it were Clark, rather than McQuade, whom you were about
to advise?

Do you think that the interests of the parties in the two cases would
have been better served by the use of employment contracts than by the

use of voting agreements? What other legal device should have been
recommended?

NOTE ON SHAREHOLDER AGREEMENTS, VOTING TRUSTS,
STATUTORY CLOSE CORPORATIONS, AND INVOLUNTARY
DISSOLUTION

Shareholder agreements (sometimes called “pooling” agreements),
designed to achieve objectives such as those reflected in McQuade v.
Stoneham and in Clark v. Dodge, have often been used. Agreements by
which the shareholders simply commit to electing themselves, or their
representatives, as directors, are generally considered unobjectionable,
and are now expressly validated in many jurisdictions (see, e.g., New
i York Bus. Corp. Law, § 620(a), validating shareholder voting agreements

with other objectives as well). They do not interfere with the obligations
of the directors to exercise their sound judgment in managing the affairs
of the corporation.

The courts have had more difficulty with shareholder agreements
requiring the appointment of particular individuals as officers or
employees of the corporation, since such agreements do deprive the
directors of one of their most important functions. The modern view,
reflected in the next case (Galler v. Galler) and in the Note following it
(summarizing Zion v. Kurtz), is that such agreements are enforceable, at
least for closely held corporations, as long as they are signed by all
shareholders (and, perhaps, in situations in which any nonsigning
minority shareholders cannot or do not object).

Another device that can be used for control is the voting trust, a
device specifically authorized by the corporation laws of most states.
With a voting trust, shareholders who wish to act in concert turn their
shares over to a trustee. The trustee then votes all the shares, in
accordance with instructions in the document establishing the trust.
Voting trusts are often used to maintain control of a corporation by a
family or group, when there is a fear that some members of the family or
group might form a coalition with minority shareht?lders to shift control.

or example, suppose that five members of a family own 60 percent of
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the voting shares of the corporation. They can create a voting trust apq
all the shares for directors, and on other

instruct the trustee to vote ; 3 y
matters submitted to shareholder vote, 1n accordance with decisiong

reached by the five members by majority vote. Voting trusts generally
must be made public. See Del.Gen.Corp. Law § 218.

Many states now have special statutory provisions for closely helq
corporations. These provisions vary wide?y from state to state. Generally
they allow certain corporations to elect (it’s ‘voluntary) close corporation
status (whereupon the corporation is said to be a statutory close
corporation). For example, under the Delaware Gener.al Corporatlon Law
close corporation status may be elected by corporations with not more
than 30 shareholders. §342(1). Under §351, “The certificate of
incorporation of a close corporation may pr ovide that the business of the
corporation shall be managed by the stockholders of the corporation
rather than by a board of directors.” Thus, one advantage of close
corporation status is avoidance of any need to provide for certain
corporate formalities (where otherwise the failure to do so might give rise
to personal liability of shareholders for corporate debts). In many
situations, however, electing close corporation status may be more
trouble than it is worth. Most of what investors should have to protect
their interests and ensure the effective control of their venture can be
accomplished by adaptations of the articles of incorporation and bylaws,
together - with ancillary agreements such as .voting agreements,
employment agreements, and buy-sell agreements.

Of more current relevance is the recent innovation in small-business
organization, the Limited Liability Company (LLC). With an LLC, issues
of control are left largely to individual choice, reflected in a document,
drafted by (or for) the investors (the “members”) and called “regulations”
or “operating agreement” or something of the sort. Broadly speaking, an
LLC may be “member managed” (like a partnership) or “manager
managed” (like a corporation), with virtually infinite variety available.
Additional flexibility in organization and control is provided by the
availability in most states of a Limited Liability Partnership (LLP) or
Limited Liability Limited Partnership (LLLP).

A final aspect of corporate law affecting closely held corporations is
the development of provisions in corporations codes allowing for
involuntary dissolution by court order. These provisions can operate, in
certain circumstances, as a bail-out remedy for shareholders who have
failed to enter into effective control or buy-sell agreements. These
agreements are examined in Section 5 of this Chapter.

Galler v. Galler
32 T11.2d 16, 203 N.E.2d 677 (1964).

There is no substantial dispute as to the facts in this case. From 19%9
to 1924, Benjamin and Isadore Galler, brothers, were equal partners 1
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business was Incorporateq
5 each owning one half of th
: contracted to sell 6 shy
E' $10,500 for each block | f

3 Rosenberg was not involved ; is Titig Y able within 1
witness, and in July of 194 1,
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minority shareholder interests.

In March, 1954, Benjamin ang

, Isadore, on the advice of their
accountant, decided

: €r, equal control of the corporation. In June,
1 1954, while tl}e agree i of preparation by an
' attorney-associate of the accountant, Benjamin suffered g heart attack.
Although he resumed his business duties some

: : months later, he was
again stricken in February, 1955, and thereafter was unable to return to

work. During his brother’s illness, Isadore asked the accountant to have
the shareholders’ agreement put in final form in order to protect
E Benjamin’s wife, and this was done by another attorney employed in the

accountant’s office. On g Saturday night in July, 1955, the accountant
brought the agreement to Benjamin’s home, and 6 copies of it were
executed there by the two brothers and their wives. . .. Between the
! execution of the agreement in July, 1955, and Benjamin’s death in
: December, 1957, the agreement was not modified. Benjamin suffered a
stroke late in July, 1955. . .. Because of the state of Benjamin’s health,
nothing further was said to him by any of the parties concerning the
agreement. It appears from the evidence that some months after the
agreement was signed, the defendants Isadore and Rose Galler and their
Son, the defendant, Aaron Galler sought to have the agreements
destroyed. The evidence is undisputed that defendants had decided prior
to Benjamin’s death they would not honor the agreement, but never
disclosed their intention to plaintiff [Emma] or her husband [Benjamin].

On July 21, 1956, Benjamin executed an instrument creating a trust
Naming his wife as trustee. The trust covered, among other things, the
B 104 shores o f Galler Drug Company stock and the stock certificates wer(ei:
endorsed by Benjamin and delivered to E_mma. When Emma presente
€ certificates to defendants for transfer into her name as tru-stee, they
- Sought to have Emma abandon the 1955 agreement or enter into some
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rice for the transfer of the
kind of a nonin?eréere;cl:relbzfiggg?;f?:r aErI:mla haEd refused to abandop
shares. Fmailéy, in egement, she did agree to permit defendant Aaron to
the sharehol ;rs;}i one year and agreed that she would not Interfere
become presiden during that year. The stock was then reissued in her
with the bua?eSSDuring the year 1957 while Benjamin was stﬂl_ahve,
réamrgaa: r’iczgs r::ﬁy times to arrange a meeting with Isadore to discygg
b:;iness matters but he refused to see her.

Shortly after Benjamin’s death, Emma weni:, to theI ofgice and
demanded the terms of the 1955 agreement l?e carried out. Isadore tolq
her that anything she had to say could be said to Aaron, who then to]q
her that his father would not abide by the agreement. He O.ffereq a
modification of the agreement by proposing the salary continuation
payment but without her becoming a director. When Emma refused to

modify the agreement and sought enforcement of its terms, defendantg
refused and this suit followed.

During the last few years of Be
annual salary of $42,000. Aar
of the warehouse prior to Sept
agreed to his acting as presi
1957, 1958, and 1959 5 $40,

received her proportionate share of the dividend.

The July, 1955,
Benjamin, Emma, Isad
each own 47%% of the ;

njamin’s life both brothers drew an
on, whose salary was $15,000 as manager
ember, 1956, has since the time that Emmg

a dividend
i net py up to 5Q¢
Minimum $50,{|00 profits are b 0%

less than g5
-, ,0
$500,000 surplug iSi-ll'lnu‘al dividengq shall 00, nevertheless the

clared, providing the
arned surplyg is defined. (9) The
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certificates evidencing the saig
Galler shall bear a legend shares of B S ni
agreement. (10) A salary C;:Itl;tltl};i.shar 11n Galler and Isadore
the corporation which shall authm:-on a
Benjamin Galler or Isadore Galler ize t
the salary of such officer, payable , or
sum shall be paid to the widow durifrlllo
to such widow’s children if the Widg

period. s

he Appell
undlrlI"EB o f;?oritesgai‘;? %111111-;)% St;le 1%55 aﬁreement void because “the
. 4 and substantial disregard
pr.ovl::lz;ﬁ i?cf‘rt;i'q(l))l"{)‘orgtmn Act outweigh any consideragZZns O\t;rhilﬁ
mig or divisibility and held that “the public policy of this stat
demands voiding this entire agreement.” — 5 S

: Whl%)t; th}f: gon.duct of defer}dants towards plaintiff was clearly
1n_equ1.ta le, the basically conjcrolhng factor is the absence of an objecting
minority interest, together with the absence of public detriment. . . .

At this juncture 1t should be emphasized that we deal here with a so-
(.:alled. close COTPOT_HUOII- e For our purposes, a close corporation is one
in which the stock is held in a few hands, or in a few families, and wherein
it is not at all, or only rarely, dealt in by buying or selling. . . . Moreover,
it should be recognized that shareholder agreements similar to that in
question here are often, as a practical consideration, quite necessary for
the protection of those financially interested in the close corporation.
While the shareholder of a public-issue corporation may readily sell his
shares on the open market should management fail to use, in his opinion,
sound business judgment, his counterpart of the close corporation often

has a large total of his entire capital invested in the business and has no
ready market for his shares should he desire to sell. He fee_ls,
e is more than a mere investor and that his voice

understandably, that h e 1 :
should be heard concerning all corporate activity. Without a share}l;older

ifi the courts, insuring nhim a
agreement, spec1flca11y enforceable by S, ;
modicum of control, a large minority shareholder might find himself at
the mercy of an oppressive or unknowledgeable majority. Moreove1l~, as }11
the case at bar, the shareholders of a close corporatlon are qften' atso t te
directors and officers thereof. With substant}al sharehol.dmgf in eregt:
abiding 1 h member of the poard of directors, it is often qui
B 0 fenc ublic-issue corpora

tion
' : i large P b
impossible to secure in the R erlii
independent board judgment free from personal motivations concernivg

too voluminous to
orporate policy. For these and : ection is afforded by
enumerate here, often the on

the rights and
a lengthy, detailed shareholder agreement ng g
obligations of all concerned.

As the preceding revie :
. g
points out, there has bee & dEﬁtI}lll;eCIOS
eventual judicial treatment 0

nl;?lfih, to pay a sum equal to twice
y over a five-year period. Said
her widowhood, but should be paid
OW remarries within the five-year

1 isi f this court
a licable decisions 0
i pﬁ)eit inarticulate, trend towax"d

e corporation as sui generis.
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greements that have technically “violat, -
tion Act have nevertheless been uphelg
tical circumstances, i:e., NO apparey,
omplaining minority interest, ang iy
r, we have thus far not attempteg
ly to close corporations and hay,
derations regarding judiciy)

Several shareholder-director a
the letter of the Business Corpora
in the light of the existing prac
public injury, the absence of ac
apparent prejudice to creditors. Howeve
to limit these decisions as applicable only
seemingly implied that general consl

supervision of all corporate behavior apply. - - - |
__“New needs compel fresh formulation of corporate ‘norms.’ Theye

is no reason why mature men should not be able to adapt the statutory
form to the structure they want, so long as they do not endanger other
stockholders, creditors, or the public, or violate a clearly maI_ldatory
provision of the corporation Jaws. In a typical close corporation the
stockholders’ agreement is usually the resplt' of careful d(.ehberation
among all initial investors. In the large public-issue corporation, on the
other hand, the ‘agreement’ represented by the corporate cha;ter is not
consciously agreed to by the investors; they have no voice In its
formulation, and very few ever read the certificate of incorporation.
Preservation of the corporate norms may there be necessary for the
protection of the public investors.” Hornstein, Stockholders’ Agreements
in the Closely Held Corporation, 59 Yale L. Journal, 1040, 1056.

This court has recognized, albeit sub silentio, the significant
conceptual differences between the close corporation and its public-issue
counterpart in, among other cases, Kantzler v. Benzinger, 214 Ill. 589,
where an agreement quite similar to the one under attack here was
upheld. Where, as in Kantzler and here, no complaining minority interest
appears, no fraud or apparent injury to the public or creditors is present,
and no clearly prohibitory statutory language is violated, we can see no
valid reason for precluding the parties from reaching any arrangements
concerning the management of the corporation which are agreeable to

alliy s
We now, in the light of the foregoing, turn to specific provisions of
the 1955 agreement.

The Appellate Court correctly found many of the contractual
provisions free from serious objection, and we need not prolong this
opinion with a discussion of them here. That court did, however, find
dlffiCL_llties in the stated purpose of the agreement as it relates to its
duration, the election of certain persons to specific offices for a number of
years, the requirement for the mandatory declaration of stated dividends
(which the Appellate Court held invalid), and the salary continuation
agreement.

Since the question as to the duration of the agreement is a pl’inCipaI
S I of controversy, we shall consider it first. The parties provided 1o
specific termination date, and while the agreement concludes with a
paragraph that its terms “shall be binding upon and shall inure to the
benefits of” the legal representatives, heirs and assigns of the parties;

el
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this clause 15, we believe, intended to be operative only as long as one of
the parties 1 living. It further provides that it shall be so construed as to
carry out its purposes, and we believe these must be determined from a
considera-tlon- of thfe agreement as a whole. Thus viewed, a fair
construction 18 that its purposes were accomplished at the death of the
survivor of the parties. While these life spans are not precisely
ascertainable, and the Appellate Court noted Emma Galler’s life
expectancy at her husbgnd’s death was 26.9 years, we are aware of no
gtatutory Or public policy provision against stockholder’s agreements
which would invalidate this agreement on that ground. . . .

The clause that provides for the election of certain persons to
speciﬁed offices for a period of years likewise does not require
:nvalidation. In Kantzler v. Benzinger, 214 Ill. 589, this court upheld an
agreement entered into by all the stockholders providing that certain
parties would be elected to the offices of the corporation for a fixed period.
In Faulds v. Yates, 57 Ill. 416, we upheld a similar agreement among the
majority stockholders of a corporation, notwithstanding the existence of
a minority which was not before the court complaining thereof. See also
Hornstein, “Judicial Tolerance of the Incorporated Partnership,” 18 Law
and Contemporary Problems 435 at page 444.

We turn next to a consideration of the effect of the stated purpose of
the agreement upon its validity. The pertinent provision is: “The said
Benjamin A. Galler and Isadore A. Galler desire to provide income for the
support and maintenance of their immediate families.” Obviously, there
is no evil inherent in a contract entered into for the reason that the
persons originating the terms desired to so arrange their property as to
provide post-death support for those dependent upon them. Nor does the
fact that the subject property is corporate stock alter the situation so long
as there exists no detriment to minority stock interests, creditors or other
public injury. It is, however, contended by defendants that the methods
provided by the agreement for implementation of the stated purpose are,
as a whole, violative of the Business Corporation Act. . .tosuch an extent

as to render it void in fofo.

The terms of the dividend agreement require a minimum annual
dividend of $50,000, but this duty 1s limited by the subsequent provision
that it shall be operative only so long as an earned surplus of $500,000 is
maintained, It may be noted that in 1958, the year prior to
commencement of this litigation, the corporation’s net earnings after
taxes amounted to $202,759 while its earned surplus was $1,543,270, and
this was increased in 1958 to $1,680,079 while earnings were $172,964.
The minimum earned surplus requirement is designed for the protection
of the corporation and its creditors, and we take no exception to the
Contractual dividend requirements as thus restricted. . . .

The salary continuation agreement is a common feature, in one form
Or another, of corporate executive employment. It requires that the
widow should receive a total benefit, payable monthly over a five-year
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i d husband in
1 i i ount paid her decease ‘ -
period, aggregating twice the Ell?ewise Jimited for the protection of the

. This requirement was rotec
zs: I‘oration bg being contingent upon the payfnelilts being m(i?-m}? b
de({)uctible by the corporation. The charge made in those cases which have

considered the validity of payments to th;f":id(;w_to’f an Officerband
' ] is that a of its property by g

d a corporation 18 t. _ _
Shariho}.ie;]; I(:orporation is in violation of the rights of its shareholderg
nolg‘3 ?tlrlaauires Since there are no shareholders }_1ere other .than the
anrtizs to the co-ntract, this objection is not here .appl%cable, and its .effept,
2: limited, upon the corporation is not so prejudicial as to require its

invalidation. . . .

We hold defend -
from the corporation since Septemb
theretofore authorized.

ants must account for all monies received by them
er 25, 1956, in excess of that

ANALYSIS

1. In Galler v. Galler, as in Clark v. Dodge, the court .in effect
ordered specific performance. Is there a better remedy? If you think there
is, what does that suggest about whether there was a better form of
agreement available to the parties at the outset?

2. Under the court’s order, what is the likelihood of a change in the
salaries paid to Isadore and to Aaron as long as Emma lives?

3. Was there anything in the agreement about which Rosenberg
might reasonably have complained? If he had complained, and had sided
with the defendants in the litigation that resulted in the decision of the
Illinois Supreme Court, what would the outcome have been?

4. The court in Galler v. Galler says, “Without a shareholder
agreement, specifically enforceable by the courts, insuring him a
modicum of control, a large minority shareholder might find himself at
the mercy of an oppressive or unknowledgeable majority.” Later the court
says, “often the only sound basis for protection is afforded by a lengthy,
detailed shareholder agreement securing the rights and obligations of all
concerned.” Does it follow that a lawyer who is asked to form a
corporation for people about to embark on a business venture and who

fails to urge the adopti . . _ :
ption of various protect of
malpractice? protective agreements is guilty

5. At the time this case arose the use of the corporate form could

E;;%‘Zeﬂfs;giaffdzral Income tax advantages. Under the current tax
aoFporaH advantages have largely disappeared. Most closely held

] ' e to be treated for tax purposes as so-called S
gf;spe?;al?gl?isi)‘gs},liﬁgsare taxed much the same as partnerships. Moreover,
as Limited Liabilit %es can achieve desired tax outcomes by organizing
AT e E _ O_Itnpam‘es, Limited Liability Partnerships, Limited
S ; imited LlE.lblllty Limited Partnerships. Thus, tax

0 not play an important role in crafting the substantive
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V—
ts of a business organization. Do you think that in the Gallers’
family busmesi the partnership form would have been better than the
corporate _form. In answering this question think of the basic rules of

artnel‘Shlp and corporate law relating to control, duration and
terminatiOI}s and share of profit and loss, and about how those rules need
to be modified.

clemen

Ramos v. Estrada
8 Cnl.App.4th 1070 10 Cal.Rptr.2d 833 (1992).

[Two groups of people separately sought from the Federal
Communications Commission a permit to form a Spanish language
television station in Ventura County. One group was called the Broadcast
Group and included Leopoldo Ramos and his wife and Tila Estrada and
her husband. The Ramoses owned 50 percent of the Broadcast Group and
the Estradas and four other couples each owned 10 percent. The other
group seeking the permit was called Ventura 41. Ultimately the two
groups combined in a corporation called Television, Inc. and at some time
in 1986 the shares of this corporation were issued to the individual
members of each group. Initially, 5,000 shares of Television, Inc. were
issued to the members of the Broadcast Group and 5,000 to the members
of Ventura 41. The board of directors was to have eight members, four
from each group. After the station was operated at full power for six
months, however, two additional shares were to go to the Broadcast
Group and the membership of the board of directors was to be increased
to nine, of whom five would be elected by the Broadcast Group.

In June 1987, the members of Broadcast Group entered into an
agreement to vote all their shares of Television, Inc. in a manner
determined by a majority of them. The agreement also restricted transfer
of the shares and provided that if any member of the group failed to abide
by the voting provision, that member’s shares would be sold to the other

members at cost plus 8 percent per year.

The initial eight-member board of Television, Inc. elected Leopoldo
Ramos as president. Tila Estrada was a member of the board. Thereafter,
however, Estrada defected from the Broadcast Group, as described by the

court below.]

At a special directors’ meeting held on October 8, 1988, Tila Estrada
voted with the Ventura 41 group block to remove Ramos as president and
to replace him with Walter Ulloa, a member of Ventura 41. She also
Joined Ventura 41 in voting to remove Romualdo Ochoa, a Broadcast
Group member, as secretary and to replace him with herself.

Under the June Broadcast Agreement and the Merger Agreement,
e&10_}1 of the groups were required to vote for the directors upon whom a
majority of each respective group had agreed. The terms of that
agreement expressly state that failure to adhere to the agreement
Constitutes an election by the shareholder to sell his or her shares

639
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pursuant to buy/sell provisions of the agreement. _The agreement alg,
calls for specific enforcement of such buy/sell provisions.

On October 15, 1988, the Broadcast Group noticed another Mmeeting
to decide how its members would vote their shares for directors at the
annual meeting. All members attended except the Estradas. The group
agreed to nominate another slate of directors which did not include eithe,
of the Estradas. The Estradas were notified of the results of this meeting,

The Estradas unilaterally declared the June Broadcast Agreement
null and void as of October 15, 1988, in a letter dictated for them by Pay)
Zevnik, the attorney for Ventura 41. Tila Estrada refused to recognize
the October 15 vote of the majority of the Broadcast Group to replace her
as a director of Television Inc. Ramos et al. sued the Estradas for breach
of the June Broadcast Agreement, among other things.

The court ruled that the Estradas materially breached the validq
June Broadcast Agreement, and it ordered their shares sold in
accordance with the specific enforcement provisions of the June
Broadcast Agreement. The court restrained the Estradas from voting
their shares other than as provided in the June Broadcast Agreement.

Discussion

The Estradas contend that the June Broadcast Agreement is void
because it constitutes an expired proxy which the Estradas validly

revoked. . ..

Corporations Code [California] section 178 defines a proxy to be “a
written authorization signed ... by a shareholder ... giving another
person or persons power to vote with respect to the shares of such
shareholder.”

Section 7.1 of the June Broadcast Agreement details the voting
arrangement among the shareholders. It states, in pertinent part: “The
Stockholders agree that they shall consult with each other prior to voting
their shares in the Company. They shall attempt in good faith to reach a
consensus as to the outcome of any such vote. In the case of a vote for
directors, they agree that no director shall be selected who is not
acceptable to at least one member (i.e., spousal unit) of each of Group A
and Group B. (See P 1.2(b)(1) above [which states that ‘The Stockholders
shall be divided into two groups, Group “A” being composed of Leopoldo
Ramos and Cecilia Morris, and Group “B” being composed of all the other
Stockholders’].) In the case of all votes of Stockholders they agree that,
following consultation and compliance with the other provisions of this
paragraph, they will all vote their stock in the manner voted by a majority
of the Stockholders.” (Second emphasis in original.)

No p%‘oxies are created by this agreement. The agreement has the
characteristics of a shareholders’ voting agreement expressly authorized
by section 706, subdivision (a) for close corporations. . . . Although the
articles of incorporation do not contain the talismanic statement that
“This corporation is a close corporation,” the arrangements of this
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pporation, and in particular thig

corp . VOting a o
. -ilar to ones authorized by th greement, are strikingl
gim Y the Code for close corporations, &Y

_I_(Il?rl;e’ E:}lllaetn;ﬁlenb;iﬁf this corporation executed a written agreement
providing y shall try to reach a consensus on all votes and that
they shall consult with one another and vote their own 2::1001( ?n
accordanc:? I;Wlth the lllnaJSl’lty of the stockholders. They entered into this
agreemen : because they “mutually desired” to limit the transferability of
their stock to ensure the_ Company does not pass into the control of
persons whose interests might be incompatible with the interests of the
Col}lpa.rly ar‘1d of the Stockholders, establishing their mutual rights and
obligations in the event of death, and establishing a mechanism for
determining how the Stockholders’ voting rights in the Company shall be
exercised. . ..”

Even though this corporation does not qualify as a close corporation,
this agreement is valid and binding on the Estradas. Section 708,
subdivision (d) states: “This section shall not invalidate any voting or
other agreement among shareholders ... which agreement ... is not
otherwise illegal.”

The Legislative Committee comment regarding section 706,
subdivision (d) states that “this subdivision is intended to preserve any
agreements which would be upheld under court decisions even though
they do not comply with one or more of the requirements of this section,
including voting agreements of corporations other than close
corporations.” (West’s Ann. Corp. Code, § 706 (1990) p. 330, emphasis
added.)

The California Practice Guide indicates that such “pooling”
agreements are valid not only for close corporations, but also “among any
number of shareholders of other corporations as well.” (Friedman, Cal.
Practice Guide Corporations (1992) § 3:159.2, p. 3-31.)

The instant agreement is valid, enforceable and supported by
consideration. It states, in pertinent part, that the stockholdex.*s' entered
into the agreement for the purposes of “limiting the transferablhiiy of ...
stock in the Company, ensuring that the Company does not pass into the

control of persons whose interests might be incornpatib!e ?vith th:e
interests of the Company and of the Stockholders, establishing their

mutual rights and obligations in the event of death, ffmd t?stablishing a
mechanism for determining how the Stockholders’ voting rights . . . shall

be exercised. . . .”
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Section 7.2 of the agreement states that “the Stockhold_ers
understand and acknowledge that the purpose of the fox:egomg
rrangement is to preserve their relative voting power in the
E(liom iny Accordingly, in the event that a St_ockholder fails to abide
by thI;s ar;'a.lr.l.gement for whatever reason, that fallurelzls};lgll C(Ensl’?t}ltetﬁn
ic] 1 i holder to sell his stock in the
irrevocable election by the Stock : : i
[é(l)ﬂlpany triggering the same rights of purchase provided in Article Ty
above.”

The agreement calls for enforcement by specific perforn;-ance é)f its
terms because the stock is not readily ma_rketable. [Corpoi‘a }Ilonsh (fde]
Section 709, subdivision (c) expressly permits ?nforcement of share t_o der
voting agreements by such equitable remedies. Ii:, states, 1}r11 pefx:flnent
part: “The court may determine the person entitled to the office of
director or may order a new election to bt? held or appomtment_to be
made, may determine the validity, effectiveness and constructlop of
voting agreements ... and the right of persons to vote and may direct
such other relief as may be just and proper.

The Estradas contend that the forced sale pro_vision 1s
unconscionable and oppressive. They portray themselves as naive, small-
town business people who were forced to sign an adhesion agreement
without reviewing its contents.

Substantial evidence supports the findings that Tila Estrada has
been a licensed real estate broker. She is an astute businesswoman
experienced with contracts concerning real property. The consent and
signatures of the Estradas to the agreement were not procured by fraud,
duress or other wrongful conduct of Ramos. The Estradas read and
discussed with other members of Broadcast Group, and with their own
counsel, the voting, buy/sell and other provisions of the agreement and
the January Broadcast Agreement, as well as various drafts of these
documents, and they freely signed these agreements.

On direct examination, under Evidence Code section 776, Tila
Estrada admitted she owns and operates a real estate brokerage
business; she regularly reviews a broad variety of real estate documents;
she and her husband own and manage investment property; and she has
considered herself “to be an astute business woman” since 1985. Tila

Ms. Estrada stated she got cop
Shareholders Agreements.” She disc
members of Broadcast Group and wi

The June Broadcast Agreemen
brovisions, was unanimously execut

les “of all the drafts and all the
ussed these agreements with other
th its counsel, Mr. Howard Weiss.

t, including its voting and buy/sell
ed ‘after the Estradas had a full and

: : entirety. As the trial court found, the
buy-out provisions at 1ssue here 1
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The Estradas breached the a i i
o T e et ks
ghares in accordance with the terms of the buy/sell lrr i the
ﬂgreement- This electlor} does not constitute a forfeitugei‘lj:ons 'lri thg
the agreement voluntarily, aware of the consequences of th i
they are provided full compensation, per their agreemeli.)t kit

The judgment is affirmed. Costs to Ramos

ANALYSIS

1. If you had been consulted by Ti .
y Tila Estrada before sh d th
June Broadcast Agreement, what advice would you have gin: 1}?:1?? '

9. If Tila Estrada had consulted you after she formed the intent to
defect fropx the Broadcast Group and vote with the Ventura 41 Group,
what alece would you have given her (assuming you did not have the
decision 1n the case as an authority on which to rely)?

NOTE ON THE LAW IN OTHER STATES

In Zion v. Kurtz, 50 N.Y.2d 92, 428 N.Y.S.2d 199, 405 N.E.2d 681
(1980), the Court of Appeals of New York, applying a basic choice-of-law
rule, decided a shareholder-agreement case under Delaware law, but
stated that the result would be the same under New York law. The facts
in the case were complex and unusual. There were essentially two
shareholders, with Kurtz holding the majority interest and Zion the
minority. An agreement between them narrowly defined the intended
activities of the corporation and provided that no other activities could
be engaged in without the minority shareholder’s consent.” In supporting
its view that the agreement did not violate the public policy of Delaware,
the court cited the Delaware provisions relating to statutory close
corporations, although the corporation involved in the case was not a
statutory close corporation and the restriction in the agreement was not
made part of the articles of incorporation, as might be required in the
case of a statutory close corporation (under Del.Gen.Corp.Law § 351). See
also N.Y.Bus.Corp.Law § 620(b), set forth following Clark v. Dodge.

N . i f a narrow
Note that the shareholders’ objective could have been af’hle."'Ed Ly use 0
statement of purposes in the articles of incorporation. Such a 111;111:&2121)0 1;) Héltg}? & pot havs Rf %n
enfore : : ., Del.Gen.Corp.Law , but the same wou.d be
eable as against a third party (see, €. itation in the articles might have

true of the limitation in the contract in Zion v. Kurtz. A lim1 ] 1
created problems in selling shares to others, but again the problem also seems to arise with the

use of a contract. Some shares were in fact sold to others, but subject to th;z t%rmsdof }::he
agreement of the two original shareholders. Presumablﬁfi the tch:l Cgﬁﬁeﬁvifatﬁs :?teiclés e(i)rf
agreement without the consent of the new shareholders. . e 4

Incorporation requires a vote of the shareholders, which might or might not have been a

Problem,
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PROBLEM

Curlie, Moe, and Larry incorporate a restaurant. They each receiye
one-third of the stock.

1. If they agree to exercise their best efforts to ensure that each ig
clected to the board of directors, is the agreement enforceable? If they
agree that they will, as directors, elect each other officers of the
corporation, is the agreement enforceable?

2. Suppose Curlie and Moe (but not Larry) agree to exercise thejy,
best efforts to ensure that each is elected to the board an.d agree that they
will, as directors, elect each other as officers. Is either agreement
enforceable? Does the result change if they agree to elect each other ag
officers, “so long as each shall remain faithful, efficient and competent tq

manage and control the restaurant”?

NOTE AND QUESTIONS ON LIMITED LIABILITY COMPANIES
Under the Delaware Limited Liability Company Act, § 18-704(a),
An assignee of a limited liability company interest may

become a member:
(1) As provided in the limited liability company

agreement;

(2) Unless otherwise provided in the limited liability
company agreement, upon the vote or consent of all of the
members of the limited liability company; . . .

Notwithstanding the permissive language of (a)(1), do you think that
most LLCs would be well advised to provide in their organizational
documents for freely transferrable membership interests? What are the

sensible alternatives?

4, ABUSE OF CONTROL

Wilkes v. Springside Nursing Home, Inc.
370 Mass. 842, 353 N.E.2d 657 (1976).

In 1951 Wilkes acquired an option to purchase a building and lot
located on the corner of Springside Avenue and North Street in Pittsfield,
Massachusetts, the building having previously housed the Hillcrest
Hospital. Though Wilkes was principally engaged in the roofing an
siding business, he had gained a reputation locally for profitable deali}lgs
in real estate. Riche, an acquaintance of Wilkes, learned of the opt101%
and interested Quinn (who was known to Wilkes through membership 07
the draft board in Pittsfield) and Pipkin (an acquaintance of both Wilkes
and Riche) in joining Wilkes in his investment. The four men met a1
decided to participate jointly in the purchase of the building and lot as 2

C
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eal estate investment which, the

¥ believed, ha
esale OT rental. /
r el

d good profit potential on

operated by them as a nursing
who advised him that if the four
d nursing home as planned, they
ble for any debts incurred by the
he attorney’s suggestion, and after
ership of the property was vested in
under Massachusetts law.

Each of the four men invested $1,000 and subscribed to ten shares
of $100 par value stock in Springside. At the time of incorporation it was
understood by all of the parties that each would be a director of
Springside ar.ld e::lch would participate actively in the management and
decision making involved in operating the corporation.” It was, further,
the understanc_lin.g and intention of all the parties that, corporate
resources permitting, each would receive money from the corporation in
equal amounts as long as each assumed an active and ongoing

responsibility for carrying a portion of the burdens necessary to operate
the business.

jome. Wilkes consulted his attorney,
men were t0 operate the contemplate
would be partners and would be lig

artnership and by each other. On t
consultation among themselves, own
gpringside, a corporation organized

The work involved in establishing and operating a nursing home was
roughly apportioned, and each of the four men undertook his respective
tasks.® Initially, Riche was elected president of Springside, Wilkes was
elected treasurer, and Quinn was elected clerk.? Each of the four was
listed in the articles of organization as a director of the corporation.

At some time in 1952, it became apparent that the operational
income and cash flow from the business were sufficient to permit the four
stockholders to draw money from the corporation on a regular basis. Each
of the four original parties initially received $35 a week from the
corporation. As time went on the weekly return to each was increased
until, in 1955, it totalled $100.

In 1959, after a long illness, Pipkin sold his shares in the corporation
to Connor, who was known to Wilkes, Riche and Quinn through past

" Wilkes testified before the master that, when the corporate officers were elected, all

four men “were . , . guaranteed directorships.” Riche’s understanding of the parties’ intentions
Vas that they all wanted to play a part in the management of the corporation and wanted to
Jave some “say” in the risks involved; that, to this end, they all would be directors; and that

unless you [were] a director and officer you could not participate in the decisions of [the]
€nterprige.”

®  Wilkes took charge of the repair, upkeep and maintenance of the physical plant and

frounds; Riche assumed supervision over the kitchen facilities and dietary and food aspects of
¢ home; Pipkin was to make himself available if and when medical problems arose; and Quinn
ealt with the personnel and administrative aspects of the nursing home, serving informally as
4 managing director. Quinn further coordinated the activities of the other partu’asland served as
& Communication link among them when matters had to be discussed and decisions had to be

Made without g formal meeting. . _
*  Riche held the office of president from 1951 to 1963; Quinn served as president from

}g§3 on, as clerk from 1951 to 1967, and as treasurer from 1967 on; Wilkes was treasurer from
o1 to 1967. ’
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transactions with Springside in his capacity as president of tht? First
Agricultural National Bank of Berkshire County. Con-noz ]f,ec%‘fed 4
weekly stipend from the corporation equal to that recew: g : Ulkes,
Riche and Quinn. He was elected a director of t'he corpora% ion bu %(?\Ter
held any other office. He was assigned no spE:ClﬁC S tre.spol? oLy
in the operation of the nursing home but did partlcépa C.f d'l ;1 lllsllness
discussions and decisions as a director and served additionally gg

financial adviser to the corporation.

In 1965 the stockholders decided to sell a portion of .thg corporate
property to Quinn who, in addition to being a stqckhgldfer ?:lnt pringside,
possessed an interest in another corporation Whlch_ esire _? operate g
rest home on the property. Wilkes was successful in prevailing on the
other stockholders of Springside to procure a hlg_her sale price for the
property than Quinn apparently anticipate.d paying or desn‘ed_to pay.
After the sale was consummated, the relationship between Quinn and
Wilkes began to deteriorate.

The bad blood between Quinn and Wilkes affected the a.ttitudes of
both Riche and Connor. As a consequence of the strained J{elatlops among
the parties, Wilkes, in January of 1967, gave notice of his 1nt¢?nt10n to sell
his shares for an amount based on an appraisal of their value. In
February of 1967 a directors’ meeting was held and the board exercised
its right to establish the salaries of its officers and employees.10 A
schedule of payments was established whereby Quinn was to receive a
substantial weekly increase and Riche and Connor were to continue
receiving $100 a week. Wilkes, however, was left off the list of those to

whom a salary was to be paid. The directors also set the annual meeting
of the stockholders for March, 1967.

At the annual meeting in March, Wilkes was not reelected as a
director, nor was he reelected as an officer of the corporation. He was

further informed that neither his services nor his presence at the nursing
home was wanted by his associates.

The meetings of the directors and stockholders in early 1967, the
mast.;e_r found, were used as a vehicle to force Wilkes out of active
participation in the management and operation of the corporation and to
cut off all corporate payments to him. Though the board of directors had
the power to dismiss any officers or employees for misconduct or neglect
of duties, there was no indication in the minutes of the board of directors’

> on either.' ground. The severance of Wilkes from the
payroll resulted not from misconduct or neglect of duties, but because of

the personal desire of Quinn, Riche and Connor to prevent him from

10 The by-laws of th i rovi i

it sbock b s 3, € corporation plowded’ that the directors, subject to the alp_pl‘OV31 of
however,_up until February, 1967
four participants in the

en exercised formally: all payments made to the
the parties concerned. .

from the informal but unanimous approval of all
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corporations. This is so because, as all
s at all times relevant to this action, a
ecently defined such an entity in Donahue
: ew England, Inc., 367 Mass. 578, 585-586

the parties agree, Springside wa
close corporation as we have r

In Donahue, we held that “stockholders in the close corporation owe

one another substantially the same fiduciary duty in the operation of the
enterprise that partners owe to one another.” Id. at 593 (footnotes
omitted), 328 N.E.2d at 515. As determined in previous decisions of this
court, the standard of duty owed by partners to one another is one of

“utmost good faith and loyalty.” Cardullo v. Landau, 329 Mass. 5, 8, 105
N.E.2d 843 (1952), and cases cited. . . .

Thus, we concluded in Donahue, with regard to “their actions
relative to the operations of the enterprise and the effects of that
operation on the rights and investments of other stockholders,”
“[sltockholders in close corporations must discharge their management
and stockholder responsibilities in conformity with this strict good faith
standard. They may not act out of avarice, expediency or self-interest in

derogation of their duty of loyalty to the other stockholders and to the
corporation.” 367 Mass. at 593, n. 18.

In the Donahue case we recognized that one peculiar aspect of close
Corporations was the opportunity afforded to majority stockholders to
oppress, disadvantage or “freeze out” minority stockholders. In Donahue
itself, for example, the majority refused the minority an equal
Opportunity to sell a ratable number of shares to the corporation at the
Same price available to the majority. The net result of this refusal, we
said, was that the minority could be forced to “sell out at less than fair
value,” 367 Mass. at 593, since there is by definition no ready market for
Minority stock in a close corporation.

“Freeze outs,” however, may be accomplished by the use of other

evices. One such device which has proved to be particularly effective in
Accomplishing the purpose of the majority is to deprive minority
stockholders of corporate offices and of employment with the

_ “Orporation. . . , This “freeze-out” technique has been successful because
g courts fairly consistently have been disinclined to interfere in those facets

|

L
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of internal corporate operations, such as the sel}?f:t}llon and 'reten.tion or
dismissal of officers, directors and employees, which essentially involy,
management decisions subject to thi principle of majority contro]. 5 ol
one authoritative source has said, “[M]any courts aﬁparent.]y feel the,
there is a legitimate sphere in Whlch the coptr}(; Ing [d}rectors or
shareholders can act in their own interest even if t }tle minority syffey, »
F.H. O'Neal, [“Squeeze-Outs” of Minority Shareholders 59 (1975)]

(footnote omitted). . . . :
The denial of employment to.the minquty at the hands of the
majority is especially perniciogs in some instances. A guarality of
employment with the corporation may have been one pf the “bagje
reason[s] why a minority owner has invested capital in the firm »
Symposium—The Close Corporation, 52 Nw.U.L.Rev. 345, 392 (1957),

The minority stockholder typically depends on hi§ salary as the
principal return on his investment, . since tlr.Le “earpmgs of a cloge
corporation ... are distributed in major part in salr—zlrles, bonuses ang
retirement benefits.” 1 F.H. O’Neal, Close Corporations § 1.07 (1971).
Other noneconomic interests of the minority stockholder are likewige
injuriously affected by barring him from corporate office. . . . Such actjop
severely restricts his participation in the management of the enterprise,
and he is relegated to enjoying those benefits incident to his status as 5
stockholder. ... In sum, by terminating a minority stockholder’s
employment or by severing him from a position as an officer or director,
the majority effectively frustrate the minority stockholder’s purposes in
entering on the corporate venture and also deny him an equal return on
his investment.

The Donahue decision acknowledged, as a “natural outgrowth” of the
case law of this Commonwealth, a strict obligation on the part of majority
stockholders in a close corporation to deal with the minority with the
utmost good faith and loyalty. On its face, this strict standard is
applicable in the instant case. The distinction between the majority
action in Donahue and the majority action in this case is more one of form
than of substance. Nevertheless, we are concerned that untempered
application of the strict good faith standard enunciated in Donahue to
cases guch as the one before us will result in the imposition of limitations
on legitimate action by the controlling group in a close corporation which
will unduly hamper its effectiveness in managing the corporation in the
b.est interests of all concerned. The majority, concededly, have certain
rights to what has been termed “selfish ownership” in the corporation

which should be balanced against the concept of their fiduciary obligation
to the minority. . . .

. The.refore, when minority stockholders in a close corporation bring
sulf against the majority alleging a breach of the strict good faith duty
owed to them by the maj ority, we must carefully analyze the action taken
by the controlling stockholders in the individual case. It must be asked
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whether the controlling gy
qurpose for its action, . |

er

-l 't(ZI ,Merge or consolidate,
S, d1smissing directors with

€ Corporate employees

ostablishing the salaries of Corporate
or without cause, and hiring and fi;,

interest. . . . If called on to settle 5 dispute, our courts must weigh th
’ e

Jegitimate business purpose, if any. aga; S mus
harmful alternative. ¥, against the practicability of a less

- pf.pplymg this apprqach to 'the Instant case it is apparent that the
majority stockholders In Springside have not shown a legitimate
business purpose for severing Wilkes from the payroll of the corporation
or for refusing to reelect him as a salaried officer and director. The
master’s subsidiary findings relating to the purpose of the meetings of
the directors and stockholders in February and March, 1967, are
supported by the evidence. There was no showing of misconduct on
Wilkes’s part as a director, officer or employee of the corporation which
would lead us to approve the majority action as a legitimate response to
the disruptive nature of an undesirable individual bent on injuring or
destroying the corporation. On the contrary, it appears that Wilkes had
always accomplished his assigned share of the duties competently, and

that he had never indicated an unwillingness to continue to do so.

It is an inescapable conclusion from all the evidence that the acti_on
was a designed “freeze out” for which

of the majority stockholders here
no legitimate business purpose has been suggested. Furthermore, we
may infer that a design to pressure Wilkes into selling his shares to the
corporation at a price below their value well may have been at the heart
of the majority’s plan.14 i

In the context of this case, several fagtors bear d1rect1¥ otn thi d(l)l(i:g
owed to Wilkes by his agsociates. At a minimun, t'he duty'?iel; 11:1}112?: tieir
faith and loyalty would demand that-the m?l]omghcogtsolckholders that
action was in disregard of a long-standlng pOhCE(’i Othate employment with
each would be a director of the corporation an nership; that Wilkes

the corporation would go hand in hand with S.tOd}ilg:;vle venture; and that
Was one of the four originators of the nursing

: i ime for more than
Wilkes, like the others, had invested his capital and time 1ot

inue to participate
fifteen years with the expectation that he would contl p
alf of the three controlling

. h
acting on be dmittedly would not have

ice Connor &

or,
i " This inference arises from the fﬁ’Ct %lateg%:fa pr
ockholders, offered to purchase Wilkess 8 ar

Accepted for his own shares.
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off of Wilkess €8 7370 tOjssured that Wilkes urp
vidend . - -

declared a divl

all from the corporation- ges at the hands of the

: 's dama . aj()rit
9. The question of Wﬂlkiig on the record before us. Wilkeg .. 7
' ly explo

y 1N hls
has not been t]ihprfusgoll‘lght b mages in the amount of the $100 a weel
original complaint,

: i termi
time his salary was nateq ,,
‘1ed to from the th
believed hPf g e‘ntltcl;i(?i01r1 was Commenced- HOV‘;eve;’ Oﬁ I‘tei(lzorc-l Shows
until the time this 2 T ved from the corporate payroll, the schegy,
that, after Wilkes wasts made to the other stockholders varied from timg
S

of salaries and paymerllle Tuties assu med by the other stockholders aftep

te earnings appear to
.« share of the corporat : : ave
fhis sh 15 Any resolution of this question myg
oration was dissolved during t},

to time. In addition, t
Wilkes was depriged 0t el
need in significant r -
zgl?e ginto acc%ﬁnt whether the corp
is litigation.
pendency of this litigat1 | e S5 of the judgment N
Therefore our order 1s as IOLOWS. s At :
dismisses Wilkes's complaint and awards costs to the deien ants-ls
reversed. The case is remanded to the Probate Cpurt for Berkshire
County for further proceedings concerning the 1SBlC of d_amages_
Thereafter a judgment shall be entered declaring thai:, Qu.lnn, Riche and
Connor breached their fiduciary duty to Wilkes as a minority stockholder
in Springside, and awarding money damages therefor. Wilkes shall be
allowed to recover from Riche, the estate of T. Edward Quinn and the
estate of Lawrence R. Connor, ratably, according to the inequitable
enrichment of each, the salary he would have received had he remained
an officer and director of Springside. In considering the issue of damages
the judge on remand shall take into account the extent to which any
remaining corporate funds of Springside may be diverted to satisfy
Wilkes’s claim.

So ordered.

ANALYSIS

1. A i
board of ccording to normal, fundamental rules of corporate law, the

Irectors appoints officers and set

deviations from the cop
’ porate n ;
directors. In the present o oagsment e b

case, t . . )
agreement, attempt to « he parties did not, by written shareholder

sterilize” the hoard. Why is it, then, that the

plaintiff in this cage Wilk '
4 es, was n ' 1 "
terms of abuse of discretion by the b:));rrcf'?qulred R

18 In fairness to Wilk
es, wh
work for thp corporation, it shm?l,dasbthe i
represe’ntatwes may be heard tg
Wilkes's damages should, for that

S,S 5 at
Teason, be diminisglel:ll_es were performed by them and th
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9. Suppose that the S
. Pringsi .
dQec'lare(iv iathdlrﬂlfcl)dg_nc_ldof $1,000 gside Nursing }Iliome board in 1967 had
uinn, W 1vidend pa i ach of Conn i
legal entitlement to object? Hiﬁle to Wilkes or, Riche, and

o wo
Jine of inquiry suggest another uld you frame the objection? Does this

3. Suppose there had be appr(;ach to the actual case?
en evidence in th
%gl?(i:nggze;fzrsion to perform the duties thatifs:: bt:iit the board had
W}lkes,and hired t}? wer salary, and, after due deliberaé perfl(;rmed by
: e other person. Would Wilkes stil have prevatlod?.
evailed?

4. If the venture had b

. d been operated as a partnershi i

thzi:)iz;lch;:}ae?) eoé.n??hg Uniform Partnership Act, what Wolil;e%?fegg

f:fused e hin-l aoulld the other partners have fired him? If they
salar i :

e : y, could they continue to pay themselves

5. .The court refers to a right of “selfish ownership” in a close
COI‘POYatl_Un- Suppose that Connor, Quinn, and Riche had decided on a
subsFantlal expefnsion of the nursing home; that this expansion would
require suspension of the payment of salaries or dividends and would
require considerable borrowing; and that there would, as a result, be a
substantial risk of failure and loss of the entire investment. Suppose that
Connor, Quinn, and Riche were all wealthy and could afford the loss, but
that Wilkes was a man of modest means and could not afford the loss.
Would Wilkes have been legally entitled to block the action of the
majority? Should he have been? Would your answer be different if the

tored to buy out Wilkes’s interest at a price about 40

majority had of
percent below 1its existing market value? How would your answers to

these questions change, if at all, if the venture had been organized as a

partnership?
6. What is the appropriate remedy in this case? If Wilkes is

entitled to damages, what about the duty to mitigate? Assuming_that the
corporation is to continue in existence, and that Connor,_Qulnn, and
Riche are willing to forgo salary payments, must they pay dividends?

7.  What planning techniques were available to the investors that

would have allowed them to avoid litigation? If the lawyer who assisted

in the formation of the corporation failed to discuss those pl.a!.nnil’.lg
1ty of malpractice? How does the decision 1

techniques, is she or he gul G e e e 8
this case affect the obligations of lawyers 11 similar situations 11 the
future? lvi
8. Could the outcome€ in this caseé have been re?clh . bfy Egﬁcﬁgg
o i rinciples ©
ordinary principles of contract, rather than P 9 If you had been

obligation? If so, would that have been @ better appl;za%};Sized‘?
Wilkes’s lawyer, which approach would you have emp ?
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PROBLEMS OF CONTROL
amore Motor Sales, Inc.

Ingle v. Gl
771, 535 N.E.2d 1311 (1989).

73 N.Y.2d 183, 538 N.Y.S.2d

a BELLACOSA, JUDGE.

I 1964, plaintiff-appellant Ingle sought to purchase an equity
:nterest in responden Motor Sales, Inc. from its then sole
James Glamore. Ingle was not sold an interest

shareholder, respondent
d as sales manager. There wag

in the corporation initially, but he was hire . ana
no express agreement between the parties establishing either the

duration or conditions of employment.
In 1966, Glamore and Ingle entered into a written shareholderg’
agreement which provided that Ingle would purchase 22 of Glamore’s 100
gle would have a five-year option to

shares in the corporation, that In
se an additional 18 shares, and that Glamore would nominate and
or and secretary of the corporation. The agreement

t to repurchase all of Ingle’s stock if “Ingle
loyee of the Corporation for any reason’
hased the 18 additional shares and the
parties executed a new shareholders’ agreement, which updated some
facets and eliminated outdated ones. The repurchase provision of the
1973 agreement tracked identically the 1966 version.

On January 1, 1982, the corporation issued 60 additional shares of
stock. Glamore purchased 22 shares of the new issue and his two sons
(respondents William and Robert Glamore) each purchased 19 shares
Th.e three Glamores and Ingle, the only four shareholders, entered into ei
thqu ggreeme:nt reflecting the corporate relationship. The repurchase
provision pertinent to this litigation is: “(b) Termination of employment
Ié:) :he e;z_ent that any Stockholder shall cease to be an employee of tht;
- Sgogzytsor;fj;(;; c;ﬁzhric;igz,n Stli;lox%e sha%l have the option, for a period
shares of stock then owned b h0 ook Oymel’}t, . purc_hase all_ e

y such Stockholder” (emphasis supplied).

Ingl f;:ssfo‘ﬁgl H;eeffllln'g of the board of directors held on May 9, 1983,

as operating magu of his corporate posts and fired from his employment

31, 1983. On Junzgf rgﬁ e buSHle'SiS- The termination was effective May

repurchase-upon-t i SAARITOTE notified Ingle that he was exercising the

paid Ingle $96,0 ermm-atlon'c’f‘employment option and in due course
;000 for his 40 shares in the corporation.

Plaintiff ,

corporation, eariglllf Seghaff as a minority shareholder of a closely held
durational employgm tW1thOUt .the benefit of a contract containing 2
employer’s right to diszh protection and without any limitation on the
minority shareholder : rge, he is nevertheless entitled by reason of his
being fired. Hig theOrS atus to a fiduciary-rooted protection against
governed by the em 1y is that his employment status should not be

ployment at-will doctrine but, rather, that as a

purcha
vote Ingle as a direct
also gave Glamore the righ
shall cease to be an emp
(emphasis added). Ingle later purc
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. ivalent to a part
Ownel, eQUIva p ner" Wh ment ]
speciﬂl d11t3; of loga%fty and good faith. He nefct urger;gg}lf;tﬂalwigo? 'Eill
covenant of good faith and fair dealing under the sharehollzielzi;’

with his employment. Ingle starte

damages via seven causes of action alleging breach of fiduciary duty and
of contract. Eventually all causes of action were dismissed—we believe
correctly.

A minority shareholder in a close corporation, by that status alone
who contractua.lly agrees to the repurchase of his shares upori
termination of his .employment for any reason, acquires no right from the
corporation or n}aJOI'itY shareholders against at-will discharge. There is
nothing in law, in the agreement, or in the relationship of the parties to
warrant such a contradictory and judicial alteration of the employment
relationship or the express agreement. It is necessary in this case to
appreciate and keep distinct the duty a corporation owes to a minority
shareholder as a shareholder from any duty it might owe him as an
employee.

Both lower courts agree, as do we, that Ingle did not sufficiently
present facts raising a triable issue regarding the existence of either an
oral or written employment contract fixing employment of a definite
duration. . . . Under the established common-law rule—and without any
reference to the shareholders’ agreement—the corporation had the right
to discharge plaintiff at will. . . .

The twist in this fact pattern is an asserted liability based on
allegations that the corporate officers breached fiduciary duties of good
faith and fair dealing arising from the shareholders’ agreement and on
tortious interference with Ingle’s employment. The twist does not support
a deviation from the governing principle in this case.

In Murphy v. American Home Prods. Corp., 58 N.Y.2d 293, 4_61
N.Y.S.2d 232, 448 N.E.2d 86, we concluded that there is no implied
obligation of good faith and fair dealing in an employment .at wi}l, as that
would be incongruous to the legally recognized jural relationship in that
kind of employment relationship. . . .

Plaintiff confuses and tries to avoid the sequential relationship of his
employment status to his shareholders’ agreement by extracting an
obligation from the agreement to manufacture a legally unrecognized
employment security. Divestiture of his status as a shareholder, by
Operation of the repurchase provision, is a coqtractually agre.ed to
consequence flowing directly from the firing, not vice versa. ’The dissent
Similarly confuses and inverts the Appellate Division’s and our
hOIding. 39 5
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As noted, Ingle argued that the f:OI'POI‘r'JltiOn dl}SlChar}%}%d him becaygg
James Glamore would then have a right to l‘eplé{c 1é:se 1s shares ungg,
the terms of the shareholders’ agreement. Notably, tOWGYeI‘, Ingle nevye,
asserted that the $2,400 per share paid to _hlm upon termination was gt

ity interest 1In the corporation. He doeg i

i . ive of his equl :
fairly representative Jued his shares, and he accepteg

i derva
contend that the corporation un :
payment from Glamore without reservation. Indeed, that, too, was fixeq

by the parties’ buy-out agreement. . . . ”
. d the dissent’s reliance on Fender v. Prescott, 101 A D 2q
s ly affirmed on grounds other than the

418, 422, 476 N.Y.S.2d 128, express
corporate relationship discussion, 64 N.Y.2d '1077, 1078-1079, 489
N.Y.S.2d 880, 479 N.E.2d 225, for an exception based on the cloge

corporate form in which this employer and en.lployec_a find themselves ig
unavailing. No duty of loyalty and good faith akin to that between

partners, precluding termination except for cause, arises among those
operating a business in the corporate form who “have only the rights,

duties and obligations of stockholders” and not those of partners. . . .

Finally, the dissent essentially invokes an equity appeal. While we
have no quarrel whatsoever with that magnificent juridical jewel applied
in its proper setting, this lawsuit does not qualify. Here, fair principles of
well-settled law, affecting employment and contractual relationships
between private parties, govern and are entitled to respect and efficacy
from this court. We cannot merely substitute our preferred notions for

those of the parties themselves in such matters.

If there was no protection against discharge of an at-will employee
in Murphy (supra) . . ., where there was no contractual arrangement at
all, there surely can be none here where the related contract expressly
confirms the unavailability of that protection. Moreover, to hold
otherwise on the facts and pleadings of this case would confuse our recent
holdings in an area of the law where certainty, predictability and
reliability are highly prized common-law goals.

Accordingly, the order of the Appellate Division, 140 A.D.2d 493, 528
N.Y.5.2d 602, should be affirmed, with costs.

m HANCOCK, JUDGE (dissenting).

This appeal presents a clear-cut legal question: whether plaintiff’s
Statl.ls. as an officer, director, substantial part owner and active
plartlclpant iq the gffairs and management of Glamore Motor Sales, a
guosisf I;poa? on, gives him equitable rights and remedies which are I}O’E
anSiNers g‘n , ordmary legal rules of master and servant? The majority
Vork’s om 10 and writes off the case as a routine application of New
egregi 1p Qyrnent ab-will.x ul,& Because this produces a result which 18

greglously unfair and one which, I am convinced, is not warranted under
existing case law, I respectfully dissent. ’
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By treating the essence of plaintifi

s complaints a '
. .‘ S
of a hiring contract by the employer rather than an unf;;rclalmed breach
nority shareholder in a close cop squeeze-out of

a mi s poration by -
<mply concludes that plaintiff has no rights at le e meoeity the eouet

Tbe majorlty.’s decision summarily rejects, without discussion
plaintlff’ s underlying theory which is rooted in hié equitable rights as a;
minority shareholder and principal in a close corporation gand the
fiduciary duty f:)f fair .dealing owed him by the majority shareholders—
rights and dutlf_as Whmh have been widely recognized in statutory and
decisional law in this and other jurisdictions (see, e.g Wilkes v
Springside Nursing Home, 370 Mass. 842, 353 N .E.éd 657 .[15-976], 11 .

What is remarkable about the majority opinion is that it appears to
treat the employment at-will rule as a sort of categorical imperative
which necessarily dictates the result in this case. There can be no
question about the harshness of the outcome—assuming plaintiff’s
allegations to be true: the controlling shareholders are permitted to have
the corporation fire plaintiff arbitrarily and in bad faith solely for the
purpose of getting rid of him as a 25% stock owner.!. ..

The Appellate Division, in dismissing plaintiff’s complaints, and the
majority of the court, in its affirmance, have adopted defendants’ literal
interpretation of the phrase in paragraph 7(b) of the stockholders’
agreement—“cease to be an employee of the Corporation for any
reason”—as giving defendants the unfettered right to repurchase
plaintiffs shares by firing him, even if arbitrarily or in bad faith.

The plain wording of the buy-back provision and its sense, when read
in the context of the entire agreement and the circumstances
surrounding its execution, by no means unequivocally support this

interpretation. Plaintiff states that the purpose .'?111(‘,:1 intent of paragraph
7(b) was to protect James Glamore in case plaintiff chose to leave the

ewed as less onerous because he is
are cash-out price misses the point of .the l.aws‘uit. Plaintiff
wants to keep his stock—not to sell it. The injury to plaintiff is that he is being _1nyoluntar1ly
cashed out as a stockholder through the buy-back qgreemgnt and forced out of his investment
and participation in Glamore Motor Sales, Inc. Obviously, if tl}e.buy-back agreement is hd% to
be enforceable against plaintiff, he is precluded from complaining about the amount. He has

agreed to it. - .
; i i gested that plaintiff should be pleased with being
| 75,000 cash outlay made 17 to 15 years earlier,

repaid a total of $96,000 in 1983 for his $ ; ity
i o y : : d in guaranteeing the corporation’s loans up to
Particularly in light of the high risk he assumec il g s pports his contention that he

31, : - figure, of course, tior
D00 Thisuhijsereet o B buytssggd lt% protect Glamore’s control over plaintiff's stock

thought the buy-back ement was in | over pl _
by giving Gla;yox}-)s (I::h: %fght to repurchase the stock in the event that plaintiff died, wlls'hci;?ﬁEO
sell or transfer his shares, or voluntarily decided to quit; and that 1t w;s;}sl ne:erll.tl?hgtaﬁn waz
tontemplation that the clause was to apply as the price for his shares 1n the eve e
lnv(’]“ntﬁfﬂy S s H. Glamore, were elected vice-
Nilliam Glamore and Kobers G i the'reafter upon exercise of the
hiident and secretary-treasiier reBpREtYEL; aqd {FF v ell:ed to deliver his shares
Purchase option in the shareholders’ agreement, plaintiff Wag'co?;tg
for the sum of $2.400 per share. About these facts there 1s no dispute.

I The notion that plaintiff's loss must somehow be vi

not contesting the $2,400 per sh

lamore, Sons of Jame
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business, not to give Glamore the right—at any 1_:ime, for any req
for no reason—to deprive plaintiff of all expectancies as coprincipa)
agency. He points to the other two contir}ggncies givin_g Glamore the right
to repurchase his shares: plaintiff's decision to sell his stock (parg. 7[a))
and plaintiff's death (para. 7[c]); he argues that the purpose of paragyqy
7(b) like that of the other provisions was solely to protect Glamoye by
giving him the right to repurchase upon the happenlng_ of a contingency
beyond Glamore’s control—i.e., In paragraph 7(b), plaintiff’s voluntayy,
decision to leave. The very choice of the wording to describe the
contingency of plaintiff’s leaving—i.e., “ceases to be an employee” rathey
than “is terminated”—tends to support plaintiffs argument. The word
“ceases” suggests that it was action by plaintiff not by. the employer iy,
ending the relationship which was contemplated. Thus, in my opinion the
repurchase option of 7(b) is not free from ambiguity. . . .

N the

There is no employment agreement between plaintiff and the
corporation. Nothing in the original stockholders’ agreement between
plaintiff and James Glamore or in the subsequent agreement between
plaintiff and the additional members of the Glamore family ag
stockholders purports to set the terms of plaintiff's relationship with the
corporation or to state when or under what circumstances it may be
terminated. . . . Upholding the corporation’s right to discharge plaintiff
here, therefore, must rest squarely on the application of the employment
at-will doctrine, “that where an employment is for an indefinite term it
is presumed to be a hiring at will which may be freely terminated by
either party at any time for any reason or even for no reason” (Murphy v.
American Home Prods. Corp., 58 N.Y.2d [293,] 300, 461 N.Y.S.2d 232,
448 N.E.2d 86). Whether this rule may be properly and fairly applied in
this case is the central issue on which we disagree.

II

New York, like many other States, unquestionably recognizes that

the status of a minority shareholder in a close corporation requires
special protection from the courts. . . .

Thus, for purposes of asserting rights as a minority shareholder
under Business Corporation Law § 1104—a, we have held that a
shareholder “who reasonably expected that ownership in the corporation
would entitle him or her to a job, a share of corporate earnings, a place
in corporate management, or some other form of security, would be
oppressed in a very real sense when others in the corporation seek to
defeat those expectations and there exists no effective means of salvaging
the investment” (Matter of Kemp & Beatley [Gardstein], 64 N.Y.2 g
supra, at 72-73, 484 N.Y.S.24 799, 473 N.E.2d 11783).

A person who, like plaintiff, buys
corporation does so not only in the hope
of his stake in the business but for the
business in a managerial position. . . .

a minority interest in a close
of enjoying an increase in valﬁe
in the

assurance of employment in t
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1ANALYSIS

A 1. ? Is it possible to reconcile the result in Ingle with the result in
Wilkess

9. thi: Sl;(c)lu(l}d Ingle have done to protect the rights he claimed he
had? What should Glamore have done to make clear that Ingle had no
guch rights?

3. On what basis did the dissent conclude that the result was

unfalir1 tg Ingle? What do you imagine is the story behind the termination
of Ingle!

4. _ If Ingle had convinced the court of the correctness of his claim
of unfair treatment, what would the appropriate remedy have been?

Would Ingle have a job for life? What if the Glamores wanted to sell their
interest in the corporation?

Brodie v. Jordan
447 Mass. 866, 857 N.E.2d 1076 (2006).

1. Background. Malden is a Massachusetts corporation that
operates a small machine shop and produces metal objects such as ball
bearings. The plaintiffs now deceased husband, Walter S. Brodie
(Walter), was one of the founding members of the company and served as
its president from 1979 to 1992. Barbuto has been a shareholder, a
director, and the treasurer of the company since its formation. Jordan
has been an employee of the company since 1975 and a shareholder,
director, and officer since 1984; he 1s the one responsible for the day-to-
day operation of the business. Beginning in 1984, Walter, Barbuto, and
Jordan each held one-third of the shares of the corporation and all thre.ee
served as directors. By 1988, however, Walter was no lgnger involved in
the company’s day-to-day operation and only met with Barbuto and
Jordan two to three times each year. After Walter and the defendants
began to disagree over various management 1ssues, Walter made a
number of requests that the company purchase his shares, but those
requests were rejected. Neither the articles of organization nor any
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corporate bylaw obligated Malden or the defendants to purchase ty,
stock of a shareholder.

The corporation has not paid any dividends to shareholders sincq
1989. As an employee, Jordan receives a salary at a rat‘e set by the boayq
of directors (Barbuto and himself). Jordan participates in a profit-sharing
plan made available by the corporation and has the use of a Company
vehicle. Barbuto received director’s fees from the corporation until 1998
He owns the building that houses Malden’s corporate offices and receiveg
rent from the corporation. Barbuto also owns a separate corporation,
Barco Engineering, Inc., which is a customer of Malc'len and for which
Malden regularly performs services on an open credit account. Waltey
received compensation from the company prior to 1992, and was paid 3
consultant’s fee in 1994 and 1995. However, neither Walter nor the
plaintiff [Mary Brodie, Walter’s wife] appears to 'have received any
compensation or other money from the corporation since 1995.

In 1992, Walter was voted out as president and director of Malden,
and Jordan was elected president. Walter died in 1997. The plaintiff was
appointed Walter's executrix and inherited his one-third interest in
Malden. She attended a Malden shareholders’ meeting in July, 1997, at
which she nominated herself, through counsel, as a director, but Barbuto
and Jordan voted against her election. At this same meeting, the plaintiff
asked Jordan and Barbuto to perform a valuation of the company so that
she could ascertain the value of her shares, but such a valuation was

never performed.

In 1998, the plaintiff filed the instant suit. Prior to and since that
time, the defendants failed to provide her with various financial and
operational company information that she requested. At the time of trial,
the defendants had failed to hold an annual shareholder’s meeting for the
previous five years, and the plaintiff had not participated in any company
decision-making.

2. Discussion. The parties do not dispute that Malden is a close
corporation . .. “[S]tockholders in [a] close corporation owe one another
substantially the same fiduciary duty in the operation of the enterprise
that partners owe to one another” (footnotes omitted), [Donahue v. Rodd
Electrotype Co. of New England, Inc., 328 N.E.2d 505 (1975)] . . ., that s,
a duty of “utmost good faith and loyalty,” id., quoting Cardullo v. Landau,
329 Mass. b, 8, 105 N.E.2d 843 (1952).

Mayjority shareholders in a close corporation violate this duty when
they act to “freeze out” the minority. We have defined freeze-outs by way
of example:

The squeezers [those who employ the freeze-out techniques]
may refuse to declare dividends; they may drain off the
corporation’s earnings in the form of exorbitant salaries and
bonuses to the majority shareholder-officers and perhaps to
their relatives, or in the form of high rent by the corporation for
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property leased from mg

, jorit
deprive minority Shareholder); S()};aléiholders :

shareholders. . . .

ponahue v. Rodd Electrotype Co. of Ne
589, 328 N.E.2d 505, quoting F.H. ¢y

Oppression O_f Business Associates 49 (

W England, Inc, supra at 588—
Neal & J. Derwin, Expulsion or
1‘96.1). What these examples have
ajority frustrates the minority’s
. m their ownership of shares.

We have prevml_lsly analyzed freeze-outs In terms of shareholders’
g easo-nal_)le .ex.pectatl'ons” both explicitly and implicitly A number sf
other Jurlsdlc,:f:‘lons, either by judicial decision or by sta.t-u-tt.a also look to
shareholders r(?asonable expectations” in determining Whe;:her to grant
relief to an aggrieved minority shareholder in a close corporation.

In the present case, the Superior Court judge properly analyzed the
defendants 11?1b111ty In terms of the plaintiff's reasonable expectations of
benefit. The judge found that the defendants had interfered with the
plaintiff's reasonable expectations by excluding her from corporate
decision-making, denying her access to company information, and
hindering her ability to sell her shares in the open market. In addition,
the judge’s findings reflect a state of affairs in which the defendants were
the only ones receiving any financial benefit from the corporation. The
Appeals Court determined that the findings were warranted, and the
defendants have not sought further appellate review with respect to
liability. Thus, the only question before us is whether, on this record, the
plaintiff was entitled to the remedy of a forced buyout of her shares by
the majority. We conclude that she was not so entitled.

a. Remedies for freeze-out of minority shareholder. The proper
remedy for a freeze-out is “to restore [the minority shareholder] as nearly
as possible to the position [s]he would have been in had there been no
wrongdoing.” Zimmerman v. Bogoff, 402 Mass. 650, 661, 524 N.E.2d 849
(1988). Because the wrongdoing in a freeze-out i1s the denia}l by the
majority of the minority’s reasonable expectations of benefit, it t?o]]oyvs
that the remedy should, to the extent possible, restore to the minority
shareholder those benefits which she reasonably expected, but has not
received because of the fiduciary breach.

If, for example, a minority shareholder had a r.easonable expectation
of employment by the corporation and was terminated wrongfgg{y, the
remedy may be reinstatement, back pay, or both. Sefa _\;&h : es.fv.
Springside Nursing Home, Inc., ... 353 N.E.2.d 657. .. .'_Smgn arly, if a
minority shareholder has a reasonable expectation of sharing in co'nfpgliy
profits and has been denied this opportunity, she may be er111t1: fh 0
participate in the favorable results of operations to th_e e.xte,x’lt (ij; a i osve
results have been wrongly appropriated by the majority.” Crowley v.



660

PROBLEMS OF CONTROL
ass. App. Ct. 751, 768, 573 N.E.og

Communications for Hosps., In¢- 30 M

996 (1991). o . ’
erior Court judgesre

b. TheSup y
i medies for breaches O .
i Y oice of a partlcular remedy is revieweg -

. I Ch
C%I;Fs(;ra;fl Orrzlli,s.c;'c;t?;;i. .ﬂtu.mHere, the Superior Court J'udge, ordered thg
zefendants to buy out the plaintiff at the price ?\f/‘l an eerrt s estimate of
her share of the corporation, a remedy that no Massac usetts appellate
uthorized. The problem with this remedy is that i
position than she would haye

court has previously & :
intiff in a signlﬁcantly better
i o d well exceeded her reasonable

enjoyed absent the wrongdoing, an

expectations of benefit from her shares.
.. In this case, it is undisputed that neither the articles of

organization nor any corporate bylaw obligates Maldep or the defendantg
to purchase the plaintiff’s shares. Thus, th(?re is nothing in the
background law, the governing rules of this particular close corporation
or any other circumstance that could have given the plaintiff a reasonabl é

expectation of having her shares bought out.

In ordering the defendants to purchase the plaintiff’s stock at the
share of the company, the judge created an artificial market
for the plaintiff's minority share of a close corporation-an asset that, by
definition, has little or no market value. . .. Thus, the remedy had the
of placing the plaintiff in a position superior to that which

ongdoing. . . .

medy. Courts have broad equit
f fiduciary duty in a C?Eig

price of her

perverse effect
she would have enjoyed had there been no wr

c. Considerations on remand. As we have indicated, the remedy for
the defendants’ breach of fiduciary duty is one that protects the plaintiff’s
reasonable expectations of benefit from the corporation and that
compensates her for their denial in the past. An evidentiary hearing is
appropriate to determine her reasonable expectations of ownersﬁi :
whfether sv,.lch.expectations have been frustrated; and, if so, the means lf,
1h§ch‘to v1nd1c.:ate. the pla}intiff’s interests. For breacI;.es vi,sited upon th}é
‘;:d ?;n;:gff tr};a:ultmg in Flepnvations that can be quantified, money damages
e teiio appropriate remedy. Prospective injunctive relief may be

ensure that the plaintiff is allowed to participate i
governance, and to enjoy financial E feor thedhy Cf)mpany
- epemre | ancial or other benefits from the business, to

er ownership interest justifies.

In devisin
expectations of%)eieﬁn}edy that grants the plaintiff her reasonable
consider the fact th tl - -StO_Ck ownership in Malden, the judge may
i - :fe;}clle plaintiff has received no economic benefit from
investment while “dy E-lnt,s have denied the plaintiff any return on her
fhiemslves. Domi: allzn [ing] off the corporation’s earnings’ for
328 N.E.2d 505, the jzag; tilrcll EIECtrqtype Co. of New England, Inc., - -
propriety, of compelling the d:giaiﬁ?clnie;} csllil;l:iodr(leig e Bt s .
S.

So ordered,
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L Vilf\l/}aténigdht t}fl'e defen

to deprive ViS. brodie of basig fo,. a SUit g oa: ning around 199

. e a ’

pathiout SR, Up much of Sllbstance‘>gIaxin§tlfhem

minimum “fiduciary obligation” of the defengs :r words, what wag the
2. On remand, whose "

‘ _ “I‘easonabl e
determmed? What evidence might each o Fthexpectgtmns
expectations? € parties o

3. Does the Brodie re

appear to be?

4. Who won, Ms. Brodie oy the d

b efendants? i :
of the decision on settlement negotiationg? oA [ eclorEfah

Smith v. Atlantic Properties, Inc.
12 Mass.App.Ct. 201, 422 N.E.2d 798 (1981).

In December, 1951, Dr. Louis E. Wolfson agreed to purchase land in
Norwood for $350,000, with an initial cash payment of $50,000 and a
mortgage note of $300,000 payable in thirty-three months. Dr. Wolfson
offered a quarter interest each in the land to Mr. Paul T. Smith, Mr.
Abraham Zimble, and William H. Burke. Each paid to Dr. Wolfson
$12,500, one quarter of the initial payment. Mr. Smith, an attorney,
organized the defendant corporation (Atlantic) in 1951 to operate the real
estate. Each of the four subscribers received twenty-five shares of stock.
Mr. Smith included, both in the corporation’s articles of organization and
in its by-laws, a provision reading, “No election, appointment. or
resolution by the Stockholders and no election, appointment, resolution,
purchase, sale, lease, contract, contribution, compeqsatlon, proceedn.lg or
act by the Board of Directors or by any officer or officers shall be valid or
binding upon the corporation until effected, passed, approved or r§t1ﬁec;
by an affirmative vote of eighty (80%) per cent of the capital stock zlssue
outstanding and entitled to vote.” This provision qlereafter refe;*r}? ;Otﬁz
the 80% provision) was included at Dr. Wo}fson s reqﬁelsc-t1 an g \?eto e
effect of giving to any one of the four original shareholders

Corporate decisions.

Atlantic purchased the Norwood land: Some Ofdt};le 1351%6?;1& (;1(;31;22
assets were sold for about $220,000. Atlantic retained twenty

' ' tures
I k or wood mill-type struc !
i e o Otlz(in}:i;cnt repairs. After the first year,

ior to 1969
d a profit every year prior :
fi%vgg to rfhigh of $44,358 in 1954. The

i i -term debt
tic has incurred no long
— id by 1958 and Atlan : nolpugEE s
thez’egaaffgrwf;l:liiiles gf about $25,000 were Palg (ﬁgelgaid = e
Dividends in the total amount of $10,000 eac

Which required expensive and
Atlantic became profitable and s
ranging from a low of $7,683 1n
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61, Atlantic had abo

1970. By 19

than half in cash. e e
. ns, whnicC

For various reaso Y arose b

di eements and ill will so '
hfr?g,r and the other stockholders aS agr

ed not be stated in detaj)
otween Dr. Wolfson, on the one
oup.3 Dr. Wolfson wished to ggq
bt ings devoted rs and .p(.JSSibly B0 ety
{th_a A e.arn;) g'l(:lirlgs and adjacent facilities. The other stockholders
in 1ts eX]szlg lmation of dividends. Dr. Wolfson fairly st'eadlly refuseq
desired 19 e?difidends. Although it was pointed out to mtiatailig
to vote for aéljy 'dlends might result in the imposition by the Interng]
N declarg "He of a penalty under the Internal Revenue Code, LR.C,
Revenue Servic i o unreasonable accumulation of corporate
§ 531 et sed. (relating ted in his refusal to declare

r the years to making at

. Wolfson persis
earnings and profits), D .
s hareholders did agree ove -
dividends. The other s lantic’s buildings, but did not agree to
make all repairs and improvements which were recommended in a 1962
ineering firm retaine -
report by an engine 8 ts which might be beneficial.
The fears of an Internal Revenue Service assessment of a penalty
Penalty assess .
and 1964. These were s fson for $11,767.71 in taxes and
interest. Despite this settlement, Dr. Wolfson continued his opposition to
record does not in
specific and definitive schedule or plan for a series of necessary or
desirable repairs and improvements to Atlantic’s properties. At least
satisfying the Internal Revenue Service that expenditures for such
repairs and improvements constituted “reasonable needs of the
business,” LR.C. § 534(c), a term which in
reasonably anticipated needs of the business.” Predictably, despite
hareholder colleagues, the Internal
Revenue Service assessed further penalty taxes for the year
1967, and 1968. These taxes were upheld by the United States Tax Court
(1974), and on appeal in 519 F.2d 1233 (1st Cir.1975). . . .
An examination of these decisions makes it apparent that Atlantic
of Dr. Wolfson’s refusal to vote for the declaration of sufficient dividends
' pon
appeal) ,attrlbuted in some measure to a tax avoidance purpose on
Wolfson’s part.
Sash X : r. WolfSOIls
initiated this proceeding in the Superior Court, later supplemente
fusal of the other

least the most urgent repairs to At
d by Atlantic to make a complete
estimate of all repairs and improvemen
tax were soon realized. ments were made in 1962, 1963,
ettled by Dr. Wol
declaring dividends. The dicate that he developed any
none was proposed which would have had a reasonable chance of
cludes (see LR.C. § 537) “the
further warnings by Dr. Wolfson’s s
s 1965, 1966,
in Atlantic Properties, Inc. v. Commissioner of Int. Rev., 62 T.C. 644
has incurred substantial penalty taxes and legal expense largely because
d
to avoid the penalty, a refusal which was (in the Tax Court and u
Dr.
On January 30, 1967, the sharcholders, other than D 3
to
Wolfson

5 .
sharehoﬁ;}:?t one cause of ill will on Dr. Wolfson’s part may have been there
S o consent to his transferring his shares in Atlantic to the Louis

oundation, a charitable foundation created by Dr. Wolfson
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facts outlined above and concly

0 vote in favor of ... dividends Was ... caused more by his dis]
y his dislike for

other stockholders and his desire to avoiq aqgst:
by any genuine desire to undertak ‘onal tax payments than

[Atlantic] property.” She also determine

Atlantic for taxes and interest amount;
: in tO 1] .
from the commencement of this action, plug $35 gié,zg ;111115 ?ri;l:rtlen:?freSt
) . St Irom

August 11, 1975,” the date of the T RAD; 41 .
second penalty tax assessment. The EE:&EE%E&??EEE afﬁrxgng the
fee of 9:37,500 in the“Federal tax cases. She also ordered ti: I:i'a otrney’sf
Atlantic to declare “a reasonable dividend at the earliest pragii(;flt‘isag

and. 1-easonab1.e dividends annually thereafter consistent with ooz
business practlce.’l’ In addition, the trial judge directed that jurisdiftion
of the case be retained in the Superior Court “for a period of five years to
[e];lsure compliance.” Judgment was entered pursuant to the trial judge’s
order. . . .

After the entry of judgment, Dr. Wolfson and Atlantic filed a motion
for a new trial and to amend the judge’s findings. This motion, after
hearing, was denied, and Dr. Wolfson and Atlantic claimed an appeal
from the judgment and the former from the denial of the motion. The
plaintiffs ... requested payment of their attorneys’ fees in this
proceeding and filed supporting affidavits. The motion was denied, and

the plaintiffs appealed.

1. The trial judge, in deciding that Dr. Wolfson had committed a
breach of his fiduciary duty to other stockholders, relied greatly on broad
language in Donahue v. Rodd Electrotype Co., 367 Mass. 578, 5&?6-5_97
(1975), in which the Supreme Judicial Court afforded to a minority
stockholder in a close corporation equality of treatment (with menflbers
of a controlling group of shareholders) in the matter of the redemption of
shares. The court (at 592—593) relied on the resemblancc? ofha ciose
corporation to a partnership and held that “stockh.olde.rs in the ¢ o}sle
corporation owe one another substantially the same fiduciary duty in the

omitted). That standard of duty, the cou !
' t such stockholders “may
faith and loyalty.” The eous® went on to 52y tHEC S 1 derogation of their

i . self-interest i
g ' ediency Or gelf-interes tion of th
et Bee QXI; stockholders and to the corporation. Similar

duty of loyalty to the othe  and : e 570
prin(?iplesy weie stated in Wilkes V. Sprmgs1de Nug?flilgitgzzle, .nof e
Mass. 842, 848-852 (1976), but with some moc .

sweeping language of the Donahue case- - - -
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In the Donahue case, 367 Mass..at 593 n. 17, the I(‘:ogrt recogpiz.e a
that cases may arise in which, 1n a Flos?t COE‘SCC]'( }51103{311, rélalol‘lty
stockholders may ask protection from a mmorl“?r lsfson ho Er, uch 5
instance arises in the present case because Dr. Wo S been able ¢,

' p jon on dividends by the gno
exercise a veto concerning corporate actl y 800,

provision (in Atlantic’s articles or orgamzat.lol? iﬁd ?’-liw;) ah”ea}dy
quoted. The 80% provision may have substant}a y the (131 echo1 ;‘eversmg
the usual roles of the majority and the minority s alrl? olders, T,
minority, under that provision, becomes an ad hoc controlling interegt 6

... In the present case, Dr. Wolfson testified that he requested th,
inclusion of the 80% provision “in case the people [th‘i other Sha?ehf)l_ders]
whom I knew, but not very well, ganged up on me.” The possibilities of
shareholder disagreement on policy made the provision seem a sensible
precaution.? A question is presented, however, concerning the extent to
which such a veto power possessed by a mmquty.stockholde“r may be
exercised as its holder may wish, without a violation of the “fiduciary
duty” referred to in the Donahue case, 367 Mass. at 593, 328 N.E.2d 505,
as modified in the Wilkes case. . ..

2. With respect to the past damage to Atlantic c:flused by Dr,
Wolfson’s refusal to vote in favor of any dividends, the trial judge was
justified in finding that his conduct went beyond what was reasonable.
The other stockholders shared to some extent responsibility for what
occurred by failing to accept Dr. Wolfson’s proposals with much
sympathy, but the inaction on dividends seems the principal cause of the
tax penalties. Dr. Wolfson had been warned of the dangers of an
assessment under the Internal Revenue Code, I.R.C. § 531 et seq. He had
refused to vote dividends in any amount adequate to minimize that
danger and had failed to bring forward, within the relevant taxable
years, a convincing, definitive program of appropriate improvements
which could withstand scrutiny by the Internal Revenue Service.
Whatever may have been the reason for Dr. Wolfson’s refusal to declare
dividends (and even if in any particular year he may have gained slight,
if any, tax advantage from withholding dividends) we think that he
recklessly ran serious and unjustified risks of precisely the penalty taxes
eventually assessed, risks which were inconsistent with any reasonable
interpretation of a duty of “utmost good faith and loyalty.” The trial judge

6  The majqrity shareholders, in the event of a deadlock, at least may seek dissolutipn of
the corporation if forty percent of the voting power can be mustered, whereas a single

stockholder with only twenty-five percent of the stock may not do so. See G.L. c. 156B, § 99(b),
as amended by St.1969, c, 392, § 23.

® ... It was reasonably foreseeable that there might be differences of opinion between
Dr. Wolfson, a man with substantial income likely to be in a high income tax bracket, and less
gfﬂuent shqreho]ders on such matters of policy as dividend declarations, salaries, and
Investment in improvements in the property. The other shareholders, two of whom were
attorneys, sh_ould have known that it was as open to Dr. Wolfson reasonably to exercise the veto
PFO\’lde@ to hln} by the 80% provision in favor of a policy of reinvestment of earnings in Atlantic’s
properties, which would probably avoid taxes and increase the value of the corporate assets, 85

1t was for them (_pc?ssessed of the same veto) to uge reasonably their voting power in favor of a
more generous dividend and salary policy.
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1o the fact that the other shareh
(desP? . reholders helped t .
deadlock and despite the novelty of the situgtion;) er‘;gt;f;; geoé;u}g
m

: . Wolfson wi
ging Dr with the out-of-pocket expenditure incurred by

chars®,
tic for the penalty taxes and related counsel fees of the tax cases.10

Atlan

ANALYSIS

1. What is the logic of the case? Why i
: vy 1s th ;
fault? e problem Wolfson'’s
2. If yﬁg l}ag be:en Wolfson’s lawyer and he had told you he was
adamant 1nd 1s 1(:111 ;ntlon to use earnings for rehabilitation, what would
gou have advised fium to do? What does your answer tell you about the

Jegal (.loctrine of the def:ision and about the effect of that doctrine on
pehavior and on economic entitlements?

PLANNING

How could the problemg encountered by the investors in this case
have b?en avoided by adoption of appropriate provisions at the time of
formation of the enterprise?

NOTE AND QUESTIONS

In Nixon v. Blackwell, 626 A.2d 1366, 1379-81 (Del.1993) (en banc),
the Delaware Supreme Court offered the following comments (which
were not necessary to analysis of the legal issues raised by the case):

The case at bar points up the basic dilemma of minority
stockholders in receiving fair value for their stock as to which
there is no market and no market valuation. It is not difficult to
be sympathetic, in the abstract, to a stockholder who finds
himself or herself in that position. A stockholder who bargains
for stock in a closely held corporation .. . can make a business
judgment whether to buy into such a minority position, and if so
on what terms. One could bargain for definitive provisions of
self-ordering permitted to a Delaware corporation through the
certificate of incorporation or by-laws by reason of the provisions
in 8 Del.C. §§ 102, 109, and 141(a). Moreover, in addition to such
mechanisms, a stockholder intending to buy into a minority
position in a Delaware corporation may enter into definitive
stockholder agreements, and such agreements may provide for
elaborate earnings tests, buy-out provisions, voting trusts, or
other voting agreements. . . .

The tools of good corporate practice a
purchasing minority stockholder the oppor

re designed to give a
tunity to bargain for

e standard of “,tmost good faith and loyalty” may reqqire
ority ad hoc controlling interest, g:reated by some Flev15:e,
d in part to protect the selfish interests of a minority
t area of the law best developed on a case by case basis.

1 1 We do not now suggest that th
Ome relaxation when applied to a min
Silmllar to the 80% provision, designe
shareholder. This seems to us a difficul
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normal cOTP hich would result in a court'lmDOSed

oc ruling i the parties
out for which hag hot

prote

be inappropriate judicial ;egisllation fgr thig
[ special judicially created rule for Minoyj
Court to fashion athere are no negotiated special Provisjop, o
iiveszc;iig?aetz' .o.f incorporation, by-laws, or stockhg) der
e

It would . -

agreements;uld Wilkes have been decided under Delawaye lawo
W ; .
) ‘}JIV;W h approach do you pr efer—Delaware’s (you made yo
2. 1C

’ Uy b
Massachusetts’s (the Golden Rule)? Why? th;(i

ie in it) or
and you must lie1n1 ) = of each approach?

are the likely consequenc

Jordan v. Duff and Phelps, Inc.
815 F.2d 429 (7th Cir.1987), cert. dismissed, 485 U.S. 901 (1988).

» BEFORE CUDAHY, POSNER, and EASTERBROOK, CIRCUIT JUDGES,
m EASTERBROOK, CIRCUIT JUDGE.

I

The case is here following a grant of summary judgment for the
defendants [in an action founded on § 10(b) and Rule 10b—5, commop law
fraud, and breach of fiduciary duty].

Duff and Phelps, Inc., evaluates the risk and worth of firms and their
securities. It sells credit ratings, investment research, and financial
consulting services to both the firms under scrutiny and potential
investors in them. Jordan started work at Duff & Phelps in May 1977
and was viewed as a successful securities analyst. In 1981 the firm
offered Jordan the opportunity to buy some stock. By November 1983
Jord_an had purchased 188 of the 20,100 shares outstanding. He was
making installment payments on another 62 shares. Forty people other
than Jordan held stock in Duff & Phelps.

Jordan purchased his st

ock at its “b » ting net
worth of Duff & Phelps, divi s ook value” (the accounting

Before sellj : ded by the number of shares outstanding)-
Sy s}g ing h‘Im any stock, Duff & Phelps required Jordan to sign a

¢k hestriction and Purchage Agreement” (the Agreement). This
provided in part; gr
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individual or his estat 3 :
by guch 1n state. The price to be paid f h
ghares shall be equal to the adjusted book value (aps hergi];laSlflt(;r
defined) of the Shares on the December 31 which coincides with

or immediately precedes, the date of termination of such
; ndividual’s employment.

puff & Phelps enforced this restriction with but a single exception.
puring 1983 the board of directors of Duff & Phelps adopted a
re5011,113101.’1ﬂ—0f which JO}‘dan did not learn until 1984—allowing
omployees fired by the firm to keep their stock for five years. The
pesolution followed' the d1§charge of Carol Franchik, with whom Claire
Hansen, the (marrled) chairman of the board, had been having an affair.
when Franchik threatened suit, the board allowed her to keep her stock.

While Jordan was accumulating stock, Hansen, the chairman of the
poard, was exploring the possibility of selling the firm. Between May and
August 1983 Hansen and Francis Jeffries, another officer of Duff &
Phelps, negotiated with Security Pacific Corp., a bank holding company.
The negotiators reached agreement on a merger, in which Duff & Phelps
would be valued at $50 million, but a higher official within Security

Pacific vetoed the deal on August 11, 1983. As of that date, Duff & Phelps
had no irons in the fire.

Jordan, however, was conducting a search of his own—for a new job.
Jordan’s family lived near Chicago, the headquarters of Duff & Phelps,
and Jordan’s wife did not get along with Jordan’s mother. The strain
between the two occasionally left his wife in tears. He asked Duff &
Phelps about the possibility of a transfer to the firm’s only branch office,
in Cleveland, but the firm did not need Jordan’s services there.
Concluding that it was time to choose between his job and his wife,
Jordan chose his wife and started looking for employment far away from
Chicago. His search took him to Houston, where Underwood Neuhaus &
Co., a broker-dealer in securities, offered him a job at a salary ($110,000
per year) substantially greater than his compensation ($67,000) at Duff
& Phelps. Jordan took the offer on the spot during an interview in
Houston, but Underwood would have allowed Jordan to withdraw this
oral acceptance.

On November 16, 1983, Jordan told Hansen that he was going to
resign and accept employment with Underwood. Jordan did not ask
Hansen about potential mergers; Hansen did not volunteer anything.
Jordan delivered a letter of resignation, which Duff & Phelps accepted
the same day. By mutual agreement, Jordan worked the rest of the year
for Duff & Phelps even though his loyalties had shifted. He did this so
that he could receive the book value of the stock as of December 31,
1983—for under the Agreement a departure in November would have
meant valuation as of December 31, 1982. Jordan delivered his
certificates on December 30, 1983, and the firm mailed him a check for
$23,225, the book value (at $123.54 per share) of the 188 shares of stock.
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Jordan surrendered, as worthless under the circumstances, the right
to

buy the remaining 62 shares.

Before Jordan cashed the check, however, he was startleq 1,
announcement on January 10, 1984, of a merger between Duff & pi tlhe
and a subsidiary of Security Pacific. Under the terms of the mergey B Ds
& Phelps would be valued at $50 million. If Jordan had been an emplope.
on January 10, had quickly paid for the other 62 shares, and the merYee
had closed that day, he would have received $452,000 in cash ang tg}?r
opportunity to obtain as much as $194,000 more in “earn oup (e
percentage of Duff & Phelps’s profits to be paid to the former inves:.tol-s:_1
an arrangement that keeps the employees’ interest in the firm keen and
reduces the buyer’s risk if profits fall short). Jordan refused to cash thg
check and demanded his stock back; Duff & Phelps told him to get 1ot
He filed this suit in March 1984, asking for damages measured by the
value his stock would have had under the terms of the acquisition.

The public announcement on January 10 explained that the boargg
of the two firms had reached an agreement in principle on J anuary 6,
The definitive agreement was signed on March 23. Because Security
Pacific is a bank holding company, the acquisition required the approval
of the Board of Governors of the Federal Reserve. The Fed granted
approval, but with a condition so onerous that the firms abandoned the
transaction. The Fed objected to Security Pacific’s acquisition of Duff &
Phelps’s credit rating business. 71 Fed. Res. Bull. 118 (1985). The
agreement was formally cancelled on January 9, 1985. Duff & Phelps
quickly asked the district court to dismiss Jordan’s suit, on the ground
that he could not establish damages. Jordan responded by amending his
complaint, with Judge Hart’s permission, to ask for rescission rather

than damages.

Throughout 1985 Duff & Phelps continued looking for a partner;
finding none, it decided to dance with itself. The firm’s management
formed an “Employee Stock Ownership Trust”, which was able to borrow
$40 million against the security of the firm’s assets and business. The
Trust acquired Duff & Phelps through a new firm, Duff Research, Inc.
This transaction occurred in December 1985. The employees at the time,
together with Carol Franchik, received cash, notes, and beneficial
interests in the Trust. Jordan asserts that the package was worth almost
$2000 per share, or $497,000 if he had held 250 shares in December 1985.

II

Michaels [v. Michaels, 767 F.2d 1185, 1194-97 (7th Cir.1985)] holds
that close corporations that purchase their own stock must disclose to tl}e
sellers all information that meets the standard of “materiality” set out 1

TSC Industries, Inc. v. Northway, Inc., 426 U.S. 438, 449, 48 L.Ed. 2d
nder Michaels to

757, 96 S.Ct. 2126 (1976). ... A jury would be free u
conclude that the board’s decision of November 14 to seek a buyer for




[T]his supposes that Duff & Phelps had a duty to disclose anything
to Jordan. MOS’E people are free to buy and sell stock on the basis of
valuable private kl_lowledge without informing their trading partners.
Strangers transa“ct n m.arkets all the time using private information that
might be call('ed material” and, unless one has a duty to disclose, both
may keep their counsel. Dirks v. SEC, 463 U S. 646, 653—-64, 77 L.Ed. 2d
911, 103 S.Ct. 3255 (1983); Chiarella v. United States, 445 U.S. 222, 227—
35,63 L.Ed. 2d 84.8, 100 S.Ct. 1108 (1980).. . . . The ability to make profits
from the possession of information is the principal spur to create the
information, which the parties and the market as a whole may find
valuable. The absence of a duty to disclose may not justify a lie about a
material fact, but Duff & Phelps did not lie to Jordan. It simply remained

silent when Jordan quit and tendered the stock, and it offered the
payment required by the Agreement.

This argument is unavailing on the facts as we know them. The
“duty” in question is the fiduciary duty of corporate law. Close
corporations buying their own stock, like knowledgeable insiders of
closely held firms buying from outsiders, have a fiduciary duty to disclose
material facts.... The “special facts” doctrine developed by several
courts at the turn of the century is based on the principle that insiders in
closely held firms may not buy stock from outsiders in person-to-person
transactions without informing them of new events that substantially
affect the value of the stock. . . .

Because the fiduciary duty is a standby or off-the-rack guess about
what parties would agree to if they dickered about the subject explicitly,
parties may contract with greater specificity for other arrangferx}ents. It
is a violation of duty to steal from the corporate treasury; it 1s not a
violation to write oneself a check that the board has approved as a
bonus. . . . The obligation to break silence is itself based on state law, . . .
and so may be redefined to the extent state law permits. . = But we need
not decide how far contracts can redefine obligations to disclose. Jordan

Was an employee at will; he signed no contract.

The stock was designed to bind Duff & Phelps’s employees loyally to
the firm. The buy-sell agreement tied ownershlp to_ erpployrnent.
U_nderstandably Duff & Phelps did not want a VIper in its nest, a

Sgruntled employee remaining only in the hope of appreciation of his

669
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reason to divorce the employment
stor:‘k_. So therﬁ (:OIﬂi3 ?faffe :f:cl;:. II;B.::}?aps it would have been ration.al
e e Vt? agree with Duff & Phelps to look to sala.ry alone in
for each csempl(;i,reet Ostg; A contractual agreement that th‘e.ﬁrm had ng
i }vhet - 3ld ha.ve uncoupled the investment decision from the
dugl;;rﬁle?’ioggc‘ii?on leaving whoever was in the firm on the day of 4
em .

receive a surprise appreciation. . . . - !
merg;f:tt‘;n explicit agreement to make all employment t(illec%s'.l::)ns in
ignorance of the value of the stock might not have been in he 1TllereSts
%the firm or its employees. Duff & Phelps was trying to p]f_'II'C ase loyalty
1(:)>y offering stock to its principal employees. Fl‘h.e pacfk&lge c;ogimlg):f}f:mo_l;
contained salary and the prospect of appreciation o gc sC .be ; ps E
paid a lower salary than, say, Underwood Neuhags ; 0., (é use i g
package contained a higher component of gain from an lﬁllii):ate
appreciation in the stock. It is therefore unwarranted lri:ol say }’lc aldthe
implicit understanding between Jordan and Duff & P elps shou b.e
treated as if it had such a no-duty clause; we are not confident that this
1s the clause firms and their employees regularly would prefer. . . .

The course of dealing between Jordan and Duff & Phelps suggests
that the firm did not demand that employees decide Whether to stay or
go without regard to the value of the stock. It apparently informed Jordan
what the book value was expected to be on December 31, 1983, so that
Jordan could decide whether to leave in November (receiving the value
as of December 31, 1982) or stay for another six weeks. The firm did not
demand that Jordan depart as soon as it learned he had switched
loyalties; it allowed employees to time their departures to obtain the
maximum advantage from their stock. The Agreement did not ensure
that employees disregard the value of the stock when deciding what to
do, and neither did the usual practice at Duff & Phelps. So the possibility
that a firm could negotiate around the fiduciary duty does not assist Duff
& Phelps; it did not obtain such an agreement, express or implied.

ﬁxgd the price to be paid those who quit, it did not establish the terms on

588 F.2d 202, 206 (6th Cir.1978)] and St. Louis Unjon Trust Co. v. Merrill
Lyl?ch, Pierce, Fenner & Smith, Inc., 562 F.24 1040 (8th Cir.1977), do not

date was the death of the em

court of appea!s held that there Was no need to pay the employee’s estate
a different price, Just because g f,

bli ) ) ew weeks later Merrill Lynch went
public at a higher price. The employee presumably did not take the
possibility of a merger into g

. = ccount in deciding whether to die, and the
formula price made disclosure” irrelevant. Toledo Trust, too, discussed

a buy back triggered by death. . . . Jordan, though, exercised choice about
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1-emained at DUff. & P helps; hig de _ll_ld be Hggered.
ife's distress, hl.S salary, hig w
50 eived from_ the ]pb, and the vg)]
e mploye'?' 1S an 1nv_estment de
decision. It is not fanciful o supp
o mother 1n law a whole lot

o fhis stock. The dep
oszl?;ﬁ as much as it ig gy, employment
at Mrs. Jordan would have found

More tolerable if she had k
worth 20 times book valuz. o that

arture of such

fired at any time, even t}}e day before the merger, for any reason—
including the desire to deprive Jordan of a share of the profits. The ability
to fire Jordan enabled the firm to “call” his shares, at book value, on
whim. On this view, it is foolish to say that Duff & Phelps had a duty to
disclose, because disclosure would have been no use to Jordan. (Perhaps
this is really an argument about “causation” rather than “duty,” but the
terminology 1s unimportant.) But Duff & Phelps itself does not press this
argument, and in civil litigation an appellate court ought not put words
in a party’s mouth and use them as the grour}ds on whmh.to decide. . . .
Perhaps Duff & Phelps does not want to estabh'sh a repu.tatmn for shodfly
dealing; as our dissenting brother observes, a f1rpr1’s desire to preserve its
reputation is a powerful inducement to treat its coptraqtual partners
well. To attribute to a litigant an argument tha.t it will jcal?e every
possible advantage is to assume that the party wishes to dissipate its

reputation, and the assumption 1s unwarranted.

More than that, a person’s status as an eplcyiest Al éﬁﬁi&?
imply that the employer may discharge i fgr ) {f}?zs&)iz.charge o%
where Jordan was employed, has placed some limits 0,?.11 . ‘contigehmal
at-will employees. ... But employment 'at ‘fﬂl 1?,]1’?) 1is implied in the
relation, one in which a particular duration ( a;c ivr; Lisliad, in. Bvasy
absence of a contrary expresslon.... One veery written one, is that
unwritten contract and therefore, we S.’ul?poile, entage of the other. “[T]he
neither party will try to take opportunistic 51 Viognized o anacls it Tomst
fundamental function of contract Jaw (and re

i ortunistically
. " le from behaving opp :
since Hobbes’s day) is to deter peop eorder to encourage the optimal

. . ing parties, 1n _protective measures
Lmetnl TR coqtraczliviypand to make costly eelt 'pr?)f Law 81 (3d ed.
timing of econ%n_llﬁ acd AP onomic Analysis

Unnecessary.” Richard A.

1986). . . .

osner, Ec
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s occasions for opportunism.. ... The difficultieg
stic conduct from honest differences of opinion
about an employee’s performance on the job macylr' 1eaf51 firms and theiy
employees to transact on terms that keep such dispu esdou’fb of court—
which employment at will usually‘does. But no onet. . { Oul fls that ap
avowedly opportunistic discharge is a breach of contract, although the

employment is at-will. . . . _ .

___We do not suppose for a second that if Jordan had not resigned
on November 16, the firm could have fired h1rp on January 9 1fmth a little
note saying: “Dear Mr. Jordan: There will be a lucrative mergey
tomorrow. You have been a wonderful employee,.but in order to k_eep the
proceeds of the merger for ourselves, we are letting you go, effective this
instant. Here is the $23,000 for your shares.” Had thfa firm fired Jordan
for this stated reason, it would have broken an implied pledge to avoid

opportunistic conduct. . . .

The timing of the sale and the materiality of the information Duff &
Phelps withheld on November 16 are for the jury to determine. Qur
dissenting colleague stresses that businesses would be shocked to learn
that they must disclose valuable corporate information to fickle
employees. If disclosure is unthinkable, however, Jordan may have
trouble establishing that Duff & Phelps acted with intent to defraud, a
necessary element of a case under Rule 10b-5. . . .

I1I

... dJordan is entitled only to damages, as his initial complaint
requested. . . . But what might the damages be? Judge Leinenweber held
that there are none, as a matter of law, because the merger with Security
Pacific fell through. Doubtless the news of the deal with Security Pacific
was the reason Jordan filed this suit. Yet the rationale of finding a
securities violation—if there was one, a qualification we will not repeat—
1s that Jordan sold his stock in ignorance of facts that would have
establighed a higher value. The relevance of the fact does not depend on
how things turn out. Just as a lie that overstates a firm’s prospects is a
v1?lat10n even if, against all odds, every fantasy comes true, ... so a
fal.lure to disclose an important beneficent event is a violation even if
gélélgs .la_ter 8o sour. The news, here that some firm was willing to pay
inveslfclc:i'lsl?gg for Duff & Phelps in an armg’ length transaction, allows
Hirotish anoiisjsi]thegvorth (?f the stoc}i. :‘[f one deal for $50 million falls
hold th;a i 3(31’6 Izaposmble at a similar price. Investors will either
information. The conc] ol sl reﬂ.ects the mie of B
T tc usion that because the first deal collapsed there
-k theng ” r‘;lus reflect a belief that if the firm was not worth $50

implau’sible Secur?: V‘];Ort_h_ only $2.5 million (its book value). That is
concluded, Duff & Phelps g~ L7 0 pay §50 million because, i
to Securit;;f Pacific, it vf;swxjsr?lsli‘:ﬁl f:hat oot Kty worth AN
may be produced by interactions D SDIIGOTE Slee. Somervaily

unique to Security Pacific, but there 18

Employment create
of separating opportuni
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téls second-highest bidder will pay:
1t believed that someone else would

: . Phelps w -
aming strategy); otherwise Security Paciﬁzuvtr(il}lﬁigsz ?)i;) 16::: Ofl‘?mnSkg
s. Theen

of Security Pacific’s bid—for reasons unre]

ated t
val_ug of Digd% Phelps_therefore does not Sohiéeféiﬁ‘;iss(]r;l:él g
unm]ured- ess than a year later Duff & Phelps sold the ﬁi‘ll?l ::zaz

qrust (which is to say, to the syndicate of
the trust) for about $40 million. of banks that loaned the money to

. Tr}::i S{:;c]l;:l}; tpircl)l);e}rln 1s not Whether.Jordan can show some damages
in princip ther he can establish causat B
Agreement, employment and ownerehi of ation. ... Because of the
could sell his stock in two ways: ber? i the shares were tl?d: orea
o holdine the st ys: by leaving the firm and receiving book
value, or by holding the stock until a merger or LBO [that s, leveraged
buyout, W}_lmh is the type Of'transaction that was ultimately concluded]
and receiving the offered price. Even if the stock was worth more than
book value, Jordan could not receive that price without holding on. So it
seems that to recover, Jordan must establish that on learning of the
negotiations with Security Pacific he would have dropped plans to go to
Houston, and that even after the disappointment of the Fed’s action that
scuttled the deal with Security Pacific Jordan would have stuck around
until the end of 1985, finally receiving the payment from the LBO. Judge
Hart denied defendants’ motion for summary judgment, holding that
estion for the jury. We think that right. Because a
onclude that the withdrawal of one bid
implies that there will be no others—and because Jordan would have
known of the board’s decision to sell the firm—a jury would be entitled to
conclude that Jordan would have stuck around. Difficulties with a
mother-in-law are a strain, but families bear strains greater than that

for the prospect of financial gain.

go if Security Pacific bid $50 million
-y that much 00 (or that Duff & Ph,

causation 1s a qu
reasonable investor would not ¢

REVERSED AND REMANDED
[The short concurring opinion of J

m POSNER, CIRCUIT JUDGE, dissenting.
owning shares that he had agreed to sell bac:
value. The agreement was explicit that his
conferred no job rights on him. Nevertheless

corporation had, as a matter of law, a duty, en
under Rule 10b—5 of the Qecurities Exchange Act, to volunteer to the

employee information about the corpo‘ra.tion’s prospi:ts thiteilgl};t ::\;et
led him to change his mind about quitting; althoug't I?St }?S holgl)i ny et
will he had no right to change his mind. I disagree W1 1 g.

f
terms of the stockholder agreement chow that there was no duty o

udge Cudahy is omitted.]

A corporate employee at will quit,
k to the corporation at book
status as a shareholder
the court holds that the

forceable by proceedings
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disclosure, and since there was no duty there was no violation of Rule
10b-5.

We should ask why liability for failing to disclose, as distinct from
liability for outright misrepresentation, depends on proof of duty. Tp,
reason is that information is a valuable cpmmodlty, and its production jg
discouraged if the producer must share it with the whole world. Heneg
an investor is not required to blurt out his secrets, and a s.kll.led Investoy
is not required to disclose the results of his research and insights befgye
he is able to profit from them. . . . But one who makes a contraqt, eXpresg
or implied, to disclose information to another acts wrongfully if he thep
withholds the information. The question is whether Duf_f and Phelps
made an undertaking, and therefore assumed a dl'lty, to dlsFlose to any
stockholding employee who announced his resignation informatjon
regarding the prospects for a profitable sale of the company.

My brethren find such a duty implicit in the fiduciary relationship
between a closely held corporation and its shareholders. By this
approach, what should be the beginning of analysis becomes its end. . .
[T]he mere existence of a fiduciary relationship between a corporation
and its shareholders does not require disclosure of material information
to the shareholders. A further inquiry is necessary, and here must focug
on the particulars of Jordan’s relationship with Duff and Phelps.

.. . The contingent nature of Jordan’s status as a shareholder [that
is, he could remain a shareholder only if he also remained an employee]
has a twofold significance. First, it raises a question about the
applicability of the majority’s rule requiring disclosure “in the course of
negotiating to purchase stock.” One may doubt whether there was any
real negotiation in this case, for once Jordan resigned he was
contractually obligated to sell back his stock at a predetermined price.
Second, and more important, the contingent nature of Jordan’s status as
a shareholder negates the existence of a right to be informed and hence
a duty to disclose. This point is central to my dissent and has now to be
explained.

Jordan’s deal with Duff and Phelps required him to surrender his
stock at book value if he left the company. It didn’t matter whether he
quit or was fired, retired or died; the agreement is explicit on these
matters. My brethren hypothesize “implicit parts of the relations
between Duff & Phelps and its employees.” But those relations are totally
defined by (1) the absence of an employment contract, which made
Jordan an employee at will; (2) the shareholder agreement, which has no
“implicit parts” that bear on Duff and Phelps’ duty to Jordan, and
explicitly ties his rights as a shareholder to his status as an employee at
will; (3) a provision in the stock purchase agreement between Jordan and
Duff and Phelps (signed at the same time as the shareholder agreement)
that “nothing herein contained shall confer on the Employee any right to
be continued in the employment of the Corporation.” There is no occasion
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5 Speculate about “the_ implicit understanding” between Jordan and Duff
ond Phelps. The parties left nothing to the judicial imagination. The
offect of the shareholder and stock purchase agreements (which for
simplicity I shall treat as a sm-gle “stockholder agreement”), against a
backgl‘ound of .ernploy ment at will, was to strip Jordan of any contractual
protection against what happened to him, and indeed against worse that
might have happened to him. Duff and Phelps points out that it would
not have had to let J Qrdan withdraw his resignation had he gotten wind
of the negotiations with Security Pacific and wanted to withdraw it. On
November 14 Hsjmsen could have said to Jordan, “I accept your
resignation effective today; we hope to sell Duff and Phelps for $50
million but have no desire to see you participate in the resulting bonanza.
You will receive the paltry book value of your shares as of December 31,
1982.” The “nothing herein contained” provision in the stockholder
agreement shows that this tactic is permitted. Equally, on November 14,
at the board meeting before Hansen knew that Jordan wanted to quit,
the board could have decided to fire Jordan in order to increase the value
of the deal with Security Pacific to the remaining shareholders.

My brethren correctly observe that, “Because the fiduciary duty is a
standby or off-the-rack guess about what parties would agree to if they
dickered about the subject explicitly, parties may contract with greater
specificity for other arrangements.” But, they add, “we need not decide
how far contracts can redefine obligations to disclose. Jordan was an
employee at will; he signed no contract.” It is true that he signed no
contract of employment, but he signed a stockholder agreement that
defined his rights as a shareholder “with greater specificity.” The
agreement entitled Duff and Phelps to terminate Jordan as shareholder,
subject only to a duty to buy back his shares at book value. The
arrangement that resulted (call it “shareholder at will”) is incompatible
with an inference that Duff and Phelps undertook to keep him abreast of
developments affecting the value of the firm.

Since receipt of the information would have conferred no right on
Jordan to benefit from the information, how can the parties be thought
to have intended Duff and Phelps to have an enforceable duty to disclose
the information to him? There is no duty to give shareholders information
that they have no right to benefit from. . .. By signing the stockholder
agreement Jordan gave Duff and Phelps in effect an option ... to buy
back his stock at any time at a fixed price. The grant of the option denied
Jordan the right to profit from any information that the company might
have about its prospects but prefer not to give him. If Hansen had known
of the rule of law that my brethren adopt today, he could have avoided
liability simply by telling Jordan that, come what may, December 30
would be Jordan’s last day working for Duff and Phelps. Failure to
disclose would be immaterial because Jordan could not act on the
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i dan’s resi ;
disclosure. Only because Hansen failed to make Jor gnation

: have given Hange
S ; s gesture, which we ] n
effective 1mmi;11ate}11); E:a:) Eﬁ;”iﬁz dgone without violating any contractyg)
et), as

cause to regr lated a duty of disclosure.

obligation, is he held to have vio

iy e a shareholder of Duff and Phelps

by Jorian atgoczalot?shta:fnze;znll believe he agreed to? (If so, thay
i o fgr doubting whether those were the real terms.) He
might be aFreaSEEsiness executives in this cougtry have‘ C?ntractual
Was"tln()t- nt:vt‘:fo earnings, bonuses, or even retention of' their ]ob§. They
:vrtl)ilden;:ther take their chances on their employer s gooddwﬂi and
interest in reputation, and on thei.r own bargamn;.lgf%?ovxiirair; ;atllle io
the firm, than pay for contract rights 'that are lh 1cuh ek stly 10
enforce. . . . If Jordan had had greater rights as a shareholder f Wou-d
have had a lower salary; when he went to WOI"k for a new employer in
Houston and received no stock rights he got a higher salary.

I go further: Jordan was protected by Duff and Phelps’ own self.
interest from being exploited. The prinmpallasset of a service company
such as Duff and Phelps is good will. It is a pI‘Odl}Ct largely of its
employees’ efforts and skills. If Jordan were a p_artlculaﬂy valuable
employee, so that the firm would be worth less w1th0}1t hlm., Hansen,
desiring as he did to sell the firm for the highest possible price, would
have told him about the prospects for selling the company. If Jordan was
not a particularly valuable employee—if his departure would not reduce
the value of the firm—there was no reason why he should participate in
the profits from the sale of the firm, unless perhaps he had once been a
particularly valuable employee but had ceased to be so. That possibility
might, but did not, lead him to negotiate for an employment contract, or
for stock rights that would outlast hig employment. By the type of
agreement that he made with Duff and Phelps, Jordan gambled that he
was and would continue to be such g good employee that he would be

h to profit from the firm’s growth. The
created aligned their respective self-
rotections that the court devises today.

are that Duff and Phelps faced market
its employee shareholders, but seem to
the company algo assumed contractual
I men, however, are less enthusiastic about contractual
duties than lawyers are, ... so it is incorrect to infer from the existence
of market constraints againgt exploitation that the parties also imposed
A contractual duty against exploitation. Contractual obligation is a
source of uncertainty and cost, and is therefore an expensive way of
backstopplng market forceg, That is why employment at will is such a
common form of employment relationship, It ig strange to infer that firms
Invariably assume a lega] obligation not to dg what is not in their self-
Interest to do, ang stranger to suppoge—ip the face of an explicit

My brethren are wel] aw
constraints against exploiting
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disclaimel‘——that by allowing employees to time their departures to

tain the maximum advantage f : 3
glljligated itself to allow them togdo ti(;? their stock,” Duff and Phelps

HaXII_lg earlier in itg opinion tyieq to get mileage out of the fact that
Jordan Slgn?d np [employrnent] contract,” the majority later tries to get
addjtmnal mlleagfe frgm t.he.observation that employment at will is a
ucontractual relation.” This ig the kind of legal half-truth that should
make us thankful that our opiniong are not subject to Rule 10b-5.
Employment at will is a voluntary relationship, and thus contractual in

the Bense in”\NhiCh the word contract 1s used i s “
of contract.” And the relationgh rvie Expressivn Hiedomy

contracting: if Duff and Phelps haqg not
after he had earned it, he could have
contract. But the only element of empl
this case is that employment at wil] i
the employer can fire the employee

ganctions apd Hkowise the. employee can quit without worrying about
them. Freedom of contract includes freedom not to contract.

sued the company for breach of
Oyment at will that is relevant to
terminable at will, meaning that

without worrying about legal

The 1nr9ads th&}t the majority opinion makes on freedom of contract
are not justified by its quotation from my academic writings concerning
the purpose of contract law (which presupposes an agreement that the
parties regard as legally enforceable) or by the possibility that
corporations will exploit their junior executives, which may well be the
least urgent problem facing our nation. The majority’s statement that
“one term implied in every written contract and therefore, we suppose,
every unwritten one, is that neither party will try to take opportunistic
advantage of the other” confuses the underlying rationale of contract law
with the actual requirements of that law, and is anyway irrelevant since
the parties decided not to subject the relevant parts of their relationship
to the law of contracts and not to give Jordan any contractual protections
against being fired. There was no “implied pledge to avoid opportunistic
conduct” any more than there were “implicit parts of the relations” giving

rise to contractual obligations. . . .

ANALYSIS

1. What relationship should be the focus of attention in this case:
employer and employee, corporation and shareholder, or majority
shareholder and minority shareholder? In other w_ords, 159 %113 an
émployee-compensation case or a sharehol.der—oppressmn case’ 11 1ts 111:
st an old-fashioned contract case, with the terms incompletely

Specified?

2. What is the relevance, if any, of
How do these questions bear on the ques

fraud or fiduciary obligation?
tion whether the plaintiff is

677
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entitled to relief under § 10(b) and Rule 10b-5? Is”lt pgsmble Fo ignore g,
the linguistic frameworks, the legal “cubbyholes,” and examine the cagg
ndamental way? One possibility is to describe the
facts as objectively as possible al}d t}len to examm: var;ous POssible
outcomes in light of the goals or criteria of a good sys .er;a of rules of 5y,
for such situations. What are those goals o;* criteria? What are
implicit criteria applied by Judge Easterbrook? By Judge Posner?

3. Judge Easterbrook asserts, .“Duff. & Phelps was t,fying o
purchase loyalty by offering stock to its principal employees.” Ig that

statement accurate? Helpful?

4. Suppose Jordan’s contract with Duff & Phelps m.ade cle-ar t}.lat
his employment could be terminated at any time, even {f terminatiop
meant that he would lose out on an expected gppx:ematmn in the Yalue of
his shares, and that Duff & Phelps had no obligation to provide him wit}
any information regarding the value of his shares. Or suppose that the
contract had provided clearly that all that Jordan coul.d ever expect wag
the book value of his shares; that he would never be entitled to the benefit
of a sale of the entire corporation. Would Jordan have been foolish to
accept employment on those terms? Would enforcement of such a term in
the contract be “opportunistic”? A violation of Rule 10b—5?

5. How would Jordan have fared (without benefit of litigation) if

his contract with Duff & Phelps had provided for a buyout at “fair market
value” rather than book value? Why did the parties use book value?

in some other, more fu

5. CONTROL, DURATION, AND STATUTORY DISSOLUTION

In this section, as in the preceding section, we examine situations in
which minority shareholders of closely held corporations claim that they
have been treated unfairly by the majority. In the cases in this section,
however, the minority shareholders have invoked special statutory
provisions allowing the courts to order dissolution in certain
circumstances and the general equitable powers of the courts. We will
now focus our attention on those statutory provisions and equitable
powers, on the remedies available under them, and on the strategies both
majority and minority shareholders should consider.

Alaska Plastics, Inc. v. Coppock
621 P.2d 270 (Alaska 1980).

The issue in this case involves the rights of a minority shareholder
in a close corporation who allegedly has been deprived of benefits
accorded other shareholders. The trial judge concluded that the
corporation was obligated to buy the minority shareholder’s stock at its
fair value. We have concluded that this remedy is not available on the
present record as a matter of law. Accordingly, we remand to the superior
court to determine whether, based upon adequate findings of fact and
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Pedro v. Pedro
489 N.W.2d 798 (Minn.App.1992).

After a request for dissolution of The Pedro Companies
llants, Carl and Eugene Pedro and The

respondent, Alfred Pedro, appe _
Pedro Companies, moved that the action proceed as a buyout pursuant

to Minn. Stat. § 302A.751 (1990).*
After a jury awarded damages, this court determined the jurys
y and remanded the case to the trial court t,

verdict was merely advisor A
make findings. Pedro v. Pedro, 463 N.W.2d 285 (an.App.lQQQ) (Pedro
1), pet. for rev. denied (Minn. Jan. 24, 1991). On remand, the trial court

f fiduciary duty and for wrongfy]

awarded damages for breach © - ;
termination of lifetime employment. In _add1t1on, to cher 1ssues,
appellants challenge the propriety of the trial court’s rulings on these

matters.
Facts

Alfred, Carl, and Eugene Pedro are brothers who each owned a one-
third interest in The Pedro Companies (“TPC”), a closely held Minnesota

corporation, which manufactures and sells luggage and leather products.
All three brothers worked in the business for all or most of their adult
lives. TPC has annual sales of approximately $6 million. Carl has worked
for TPC since 1940 and he 1s currently employed by the company. Eugene
has worked for TPC since 1939 and is also currently employed by the
company. Alfred worked for TPC for 45 years and was fired in 1987 at
the age of 62. Each brother, as an equal shareholder, received the same
benefit and compensation as the others. Each shareholder had an equal
vote in the management of the company.

In 1968, all of the company’s shareholders (the three brothers and
their father) entered into a stock retirement agreement (“SRA”) which
was designed to facilitate the purchase of the shareholder’s stock upon
death, or when a living shareholder wished to sell his stock. In 1975, the
father died and the company purchased his stock from his estate,

pursuant to the terms of the SRA.

*  [Eds.—This section of the Minnesota Business Corporations law provides for judicial
dissolution at the request of a shareholder on a finding of deadlock among directors or
shareholders, or waste of assets, or if “those in control have acted fraudulently, illegally, or ina
manner unfairly prejudicial toward one or more shareholders,” etc. As a remedy, in the case Qf
a “closely held corporation,” the court may order a buy-out of the shares of either party, at “fair
value,” with the purchase price payable in installments, but with the purchaser required to post
a bond for the purchase price. A “closely held corporation” is one with not more than 35
shareholders. Minn. Stat. § 302A.011, subd. 6a.

In its earlier opinion in this case, the court described this provision as follows:

[I]t provides the courts with equitable authority to protect the rights and reasonable
expectations (_)f minority shareholders. ... [Tlhe primary expectations of minority
shareholders include an active voice in management of the corporation and input as at
employee.

463 N.W.2d at 289 (emphasis supplied.)]
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In 1979, the remaining sharel
and re-executed the SRA, reducin olders
flgreement provided in part:

Until and unless changed the
pe as follows: 75% of net book ‘\rrite of each share of stock shall

i pur(i;lhe thrge brothers) modified
Chase price of the shares. The

gtockholder’s interest as herein
will.

The relationship between
. res

shareholders deteriorated through %%réc'l?en;ndanggsthe other two

discovered an apparent discrepancy of almost $330 08, after Alfred

interna.l accounting records and the TPC c};eglgi between the

Approximately $40,000 was discovered in an emergenc et

yet about $270,000 of the discrepancy remained uneiplai);;gVGStlgatlon,

Alfred was very concerned and insi .
accountant be retained to locate the SOJ:CS;S(EF ihgh(;{;cf; a;ncdeplilng/? o
1987, Carl and Eugene agreed to retain an accountant to ilzflves)t:igate tl?ej
cash shortage. After a month with no results, TPC dismissed the
accountant. Ali‘“red testified that soon afterwards, the corporate
accountant admitted in a meeting with all three brothers that there was
a $140,000 to $147,000 discrepancy which was unexplainable.

Alfred testified that during this time, Eugene would interfere with
his area of responsibility in the TPC plant and undermine his
management authority. Alfred testified that he was told to cooperate,
resign or be fired. He was told if he did not forget about the apparent
discrepancy, his brothers would fire him. Alfred again repeated his
demand that the corporation hire an independent accountant to

investigate the situation.

In October 1987, a second indepe
investigate the shortage. After concluding his investigation, the
accountant issued a report identifying a $140,000 discrepancy which

d that throughout his investigation, he

could not be reconciled. He testifie
was refused access to numerous documents. He als_o stat'ed t.here were
over 20 leads never followed up before he ended his investigation.
Alfred was placed on a mandatory leave of absence from r;‘PC on
October 27, 1987. In December 1987, Alfred recei\{ed a written notice that
he was fired and all of his pay and benefits were discontinued. Employees
were informed that Alfred had a nervous breakdown.
Alfred commenced this gction in February 1988. Upon remand from

thi i the trial court made the following
S tourt g, the, S e appee of law. The court awarded Alfred

findings of fact and conclusions ur _
$766,582.33 as damages for his one-third ownership 11 TPC which was

determined does include good

ndent accountant was hired to



698

CHAPTER 6

PrOBLEMS OF CONTROL

determined by the terms of the SRA.* Alfred was awarded $58,260.69 fo,

j inter this award.
prejudgment interest on e |
The trial court also awarded Alfred $563,417.67 based on its ﬁndlng

: he trial court and t

) '« stock as determined by the | s

vaiﬁz Olflﬁ‘l,?di{ P;;irf; }fes gRA. In addition, the trial court awardeq
va "

$68,690.05 for prejudgment interest on this award. =
The trial court further found that Alfred had a contrac_t Of_hfetlme
employment with TPC. The court fqund wrongful termllanatlon and
awarded him $256,740 as compensation for lost wages. Because the
contract was for lifetime employment, the award rgpresented lost wages
until he reached the age of 72. The court reduced this award by payments
made to Alfred since December 1989. Moreover, .the court awarded
prejudgment interest in the sum of $31,750.37 on this award.

The trial court also awarded Alfred $200,000 for attornejfr fees and
expenses incurred by him. This award was based on the tl:‘lal (.:ourt’s
finding that appellants had acted in a manner which was “arbitrary,
vexatious and otherwise not in good faith ... prior to and during this
action.” The court awarded Alfred an additional $6,063 for attorney fees
for having to respond to appellants’ motion to recuse the trial judge and
for the preparation of Findings of Fact, Conclusions of Law and Order for
Judgment.

Issues

1. Was the evidence sufficient to support the trial court’s finding
of breach of fiduciary duty?

2. Did the trial court properly determine Alfred Pedro had a
reasonable expectation of lifetime employment, thereby awarding him
damages for lost wages following the buyout until he reached age 72?

3. Did the trial court make proper determinations regarding joint

and several liability, prejudgment interest, recusal of the trial judge, and
attorney fees?

Analysis
L.

1The relationship among shareholders in closely held corporations is
analogous to that of partners, ... Shareholders in closely held
corporations owe one another a fiduciary duty. . . . Owing a fiduciary duty

includes dealing “openly, honest] i i ’
; : y and fairly with other shareholders.
Evans [v. Blesi, 345 N.W.24 775, 779 (Minn.App.1984)]

' [Eds.—In its earlier (1990

appellants’ breaches of f; ducirs 4 l)ltﬂplnlon in the case, the court had held, “Inasmuch as

: y forced the by out, th i
treatment of their fellow shareholder and must disgor)ée any sﬁ:ﬁagg?ﬁﬁ’lt)l%%eg?\?{}.g?a‘:;%%%
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The court’s findings of et contain
man

: t act openly, ho .
dl'd foourt fgung thaIEeSﬂy’ al?d fairl here appellants
trial ¢ ] at no time since th ) Alfred Pedro. The
appellants ever implement pPayme € action was commenced. did

e g B : nts admj
appellants interfered with vegpongan, rlr:;ggs i%?l(ii‘t‘und_er the SRA
les 1n TPC and

pired a private investigator to follow him

_ahy exampleg w
Y with respondent,

Moreover, an employee testified
terminated, employees were informeq tha
Also, respondent testified he wag told
discrepancies in the financial records

Finally, appellants admitted in thejp '
‘ - motion requesting a buyout, that
they were acting “in a manner unfairly prejudicial” tov%ard rzspoiadeit

pursuant to.Minn. Stat. § 302A.751, subd. 1 : P
supports a finding of breach of fiduciary du tgf)(Z) (1990). This admission

Appellant_:s (?lain.l no breach of fiduciary duty can exist because there
has been no diminution in the value of the corporation or the stock value
of respondent’s shares. In support of this assertion, appellants cite
several cases where actions by an officer or director did reduce the value
of the corporation, constituting a breach of fiduciary duty. . . .

that after respondent was
't he had a nervous breakdown.
if he did not forget about the
his brothers would fire him.

However, an action depleting a corporation’s value is not the
exclusive method of breaching one’s fiduciary duties. See Evans, 345
N.W.2d at 779-80 (majority shareholders breached fiduciary duty to
minority shareholder by forcing his resignation). Moreover, loss in value
of a shareholder’s stock is not the only measure of damages. See Pavlidis
v. New England Patriots Football Club, Inc., 675 F.Supp. 701, 703
(D.Mass.1987) (damages for corporate director’s breach of fiduciary duty
was either profits made by director or value of property at time of breach

plus interest).
Moreover, the measure of damages for the buyout was proper. .In
Pedro 1 [Pedro v. Pedro, 463 N.W.2d 285 (Minn.App.1990) (an earlier

decision in this case)], this court stated:
If the fair value of the shares is greater than t}}e purchase
price for the buyout as calculated from the formula in the SRA,
the difference is the measure of respondent’s damage resulting

from having been forced to sell his shares in the company.
i ] . he
there was evidence 1n the record that t
Pedro, 463 N.W.2d at 288. Here ther e it

fair market value of respondent’s share :
subtracting the undisputed purchase price set fgrth uréget}o :h};arsaRcﬁ gtt:
$766,582.33, the trial court properly awarded damag

fiduciary duty of $563,417.67.
IL.

ce was Ins
nt. They also assert

: : fficient for the court to find a
Appellants claim the eviden u G ages for lost

contract for lifetime employme
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es following the buyout were improper. Again, we are Unab]g
wag

to Se
t
g they are clearly erroneous. . . Bagegg b
i dings of fact unless i ; ; By
?}?eledtfnf;gue fgcts in this case, we affirm the trial court’s awarq of damageg

ages. _ o
g l(')I?:iz cgourts have broad equitable pOWF:«‘lES o faShl?lmg relief f,, the
buyout of shareholders in a closely held corporation, Minp_ Stat
§ 302A.751, subd. 3a provides: . e |
In determining whether to ord.er equlta.ble re%le ’ (lflllssolutlon,. or
a buy-out, the court shall take into con51d(f3rat1on the duty whig},
all shareholders in a closely held corporation owe one anotl}er to
act in an honest, fair and reasonable manner in thG_ Operation of
the corporation and the reasqnable- expectations of »Fhe
shareholders as they exist at the 1ncept1pn apd develop durlng
the course of the shareholders’ relationship with the corporation
and with each other.

This section allows courts to look to re.spondent’s reasonable
expectations when awarding damages. In addition to an ownership
interest,

the reasonable expectations of such a shareholder are a job,
salary, a significant place in management, and economijc
security for his family.

Joseph E. Olson, A Statutory Elixir for the Oppression Malady, 36
Mercer L. Rev. 627, 629 (1985) (footnote omitted).

In Pine River State Bank v. Mettille, 333 N.W.24 622 (Minn.1983),
the supreme court explained that the court must ascertain the intent of
the parties to the employment contract, Iq. at 62

the intent, trial courts must consider the written and ora] negotiations of

Aluminum Co., 351 N.W.24 371, 376

(Minn.App.1984), pet. for rev.
denied (Minn. Nov. 1, 1984).
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e\r]'d?nce.zlt,w?s trle;asonable for the trial court to determine that the
parties did in tact have a contract that was not terminable at will

Appellants claim a grant of damages for both lost wages and breach
of fiduciary duty under § 302A.751, subd. 3a allows respondent a double
recovery- - - Even appellants concede respondent has two separate
interests‘, as owner and employee. Thus, allowing recovery for each
interest 18 appropriate and will not be considered a double recovery.

Finally, a}ppellants dispute the trial court’s award of damages for lost
wages fO_ﬂowmg the buyout. They claim once respondent’s ownership
interest 18 sevel:ed, he has no right to damages for lost wages. We believe
the trial cm.n't s award of future damages for lost wages is wholly
consistent w1Fh the court’s broad equitable powers found in § 302A.751,
subd. 3a and s warranted based upon its finding of a contract for lifetime

employment.
I1I.

[Alppellants challenge the trial court’s award of attorney fees. Under
section 302A.751, subd. 4, if the court finds a party to a proceeding
prought under this section has acted arbitrarily, vexatiously or otherwise
not in good faith, it may, in its discretion, award reasonable expenses,
including attorneys fees and disbursements to any of the other parties.
Here, the trial court made specific findings that appellants both breached
fiduciary duties and acted arbitrarily, vexatiously or otherwise not in
good faith. Once this has been done, the trial court has discretion to

award attorney fees. . . .
Decision

cts of this case support the trial court’s findings that

The fa
y duties to respondent and wrongfully

appellants breached their fiduciar
terminated his contract for lifetime employment.

Affirmed.

ANALYSIS

1. How would you have drafted the SRA?
2. Could the parties have avoided the court’s result by drafting the
have wanted to do so? Does the court

contract differently? Would they

interpret the SRA or does it impose mandatory contractual terms?
3. Does the Minnesota statute, with its interpretation in szdro,

reduce the need for buy/sell agreements in closely held corporatlo.ns?

Eliminate them? Suppose you are about to invest in such a corporation.

If you tell the other investors that you do not like the state’s “default”
rule and want to hammer out a control agreement, employment

agreements, and a buy/sell agreement, what adverse message might you

be conveying?
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PLANNING ISSUE
How do the rules encountered in this section affect your judgmen;
about the need for a buy-sell agreement 1n closely held corporationg?

Stuparich v. Harbor Furniture Mfg., Inc.
83 Cal.App.4th 1268, 100 Cal.Rptr.2d 313 (2000).

This is a dispute concerning a t_:losely held famlly corporatioy,
Plaintiffs and appellants, Ann Stuparich and Candi Tuttleton., appeal
from judgment entered in favor of the corporation af:ter the trial coypt
granted summary judgment against them. The §01e issue on appeal i
whether plaintiffs raised a triable issue of material fact regal_*dmg theiy
claim that dissolution was appropriate ur_lder Corporqtlons Code
§ 1800(b)(5). . . . That statute provides for the 1nv01.untar.y dissolution of
a corporation where “In the case of any corporation with 35 or fewer
shareholders . . . liquidation is reasonably necessary for the protection of
the rights or interests of the complaining shareholder or shareholders”

We conclude that plaintiffs did not raise a triable issue of materia]
fact that dissolution of the corporation was regsonably necessary to
protect their rights, and interests, and affirm the judgment.

FACTUAL AND PROCEDURAL SUMMARY

Plaintiffs are sisters. Harbor Furniture was founded by their
grandfather in 1929 as a furniture manufacturing business. A short time
later, ownership of the company was divided between the grandfather
and his wife (50 percent) and their son, Malcolm Tuttleton, Sr. and his
wife, Ilo Tuttleton (50 percent). In 1946, Harbor Furniture purchased
land in Los Angeles County as an investment. Harbor Furniture was
incorporated in 1957. In 1965, the Los Angeles County land was
developed into a mobile home park named “The Californian,” which
continues to be owned and operated by Harbor Furniture. The
corporation also continues to manufacture furniture.

It is undisputed that Malcolm, Jr. worked with his father, Malcolm,
Sr., in the day-to-day operation of Harbor Furniture beginning in 1961.
Malcolm, Jr. is the plaintiffs’ brother. In 1982, Malcolm, Sr. turned over
the position of Chief Executive Officer to Malcolm, Jr. Malcolm, Jr.
received an annual salary of $153,000 plus bonuses. His wife, Jocelle, is
employed by Harbor Furniture as an office manager and she also
oversees production. Her annual salary is $49,000. Malcolm, Jr.’s son,
Brent, is employed by Harbor Furniture as a salesman. He receives a
guaranteed annual salary of $27,000 plus commissions. Other than by
attendance at board meetings, neither plaintiff has been involved in the
operation of the company.

‘ Blaintiffs obtained shares in Harbor Furniture through gifts and
inheritance. When they filed the dissolution proceeding on December 17,
1996, they each held 19.05 percent of voting shares and 33.33 percent of
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‘ Poration, .
Malcolm, Sr., sold his voting stoc) toI nhMarch 1996, their father,

jransaction gave Malcolm, Jr, 51 54 percenlts Oi‘oilﬁeMaiFOIm’ Jr. This
93,33 p(—;l-cent (3‘f the non-voting shareg. (Plaintiffnghlng sha_res an'd
(ransaction as clandestine” hat they fiu tarlactenze thl‘S
through discovery condugted In this action.) The remainilsl 1%a§ned of it
of shares are held by unidentifieq others. It is undisput § th' e
pumber of shareholders is less than 35, RIS etotl

Plaintifffs became dis_sgtisfied with the failure of the company to
observe various formghtles. At Ann Stuparich’s insistence, the
Corporatlonff}fgﬁn }:iol}hél_g annual meetings in 1990. She served as
chairman of the board of directors between 1990 and 19 inti
were on the board of directors -E ol Rty

for that period. T
board included Malcolm Jy., p he other members of the

Malcolm Sr., and his wife, Ilo. Candi
Tuttleton became secretary of the board of directors in 1993. Malcolm,

Sr. was president and Malcolm, Jr. was vice-president.

(j,onfusml.l and a dispute arose in late 1995 when the company’s
certified public accountant, John Rohm, circulated a proposal regarding
disposition of Ilo Tuttleton’s stock following her death. Plaintiffs believed
that they had acquired a controlling share of the stock in the corporation.
They proposed formally separating the mobile home park operation from
the furniture manufacturing operation by creating separate divisions.
This was because the furniture business was incurring financial losses
each year while the mobile home park was very profitable. Ann Stuparich
intended to insulate the profits of the mobile home park from the

furniture losses through this reorganization. Candi Tuttleton concurred
in her sister’s proposal.

According to Ann Stuparich’s declaration, “Shortly thereafter, I was
notified by John Rohm that his initial communication had been in error.
The stock [distribution] had not given voting control to my sister and I.
At approximately the same time I was notified by my brother [Malcolm,
Jr.] that my meeting notice was defective and that no meeting would pe
held to discuss my restructuring proposal. When I was unable tf’ obtain
a satisfactory explanation as to how the votmg/_non;votmg
discrepancy had arisen, I threw up my hands in frustration.’

Plaintiffs’ separate statement of disputed facts, yvhich is supporj:ed
by their declarations, states: “Although given titles pf auth_orl.ty,
Plaintiffs never had any real power or role in the corporation. Plaintiffs
in 1996 realized that their efforts were futile, and that there never would

€ meaningful discussion of subjects of concern to them. Rather than
continue efforts in frustration and futility, Plaintiffs stopped attending

annual meetings.” Malcolm, Jr. refused plaintiffs’ request to buy out their
shares,

' : inti i thly dividends from
It is undisputed that plaintiffs received mon ‘
Corporate proﬁii from 1984 to 1996. The dividend paymentihtr%gl.ii
during this period from $1,000 per month to $3,000 per month. Wi



704

PROBLEMS OF CONTROL Chaprg, ;

4 h plaintiff has received moye ¢
1 quarterly payments, eac X > More th,
ggg(l)tl(%lg inqdividends since 1984. Harbor Furruture. has dlStrlbuted iE
exces’s of $2,700,000 in dividends to its shareholders since 1984, although
the furnitur,'e portion of the business suffered losses of $2,577 689 in th

fiscal years from 1990 through 1998. .
Plaintiffs filed a verified complaint against Harbor Fu,rniture
Manufacturing, Inc., Malcolm, dJr., Mal.colm, S Ma.lcolm,_Jr.s Wiy
Jocelle and son, Brent. They sought involuntary dl.SSf)Iutlon of the
corporation under § 1800(b)(4) and (5); delealja’{;ory relief; and damages
for fraud, conspiracy and negligence. The .1nd1V1c'1uaI defendants anq all
causes of action other than that for dl.SSOh,lthI'l undeF §1800(b)(5)
subsequently were dismissed by stipulation of the partles.. After the
action was filed, there was a serious argument be_tween Candi Tuttleton
and Malcolm, Jr. which resulted in physical injuries to Ms. Tuttleton,

Harbor Manufacturing moved for summary judgment. . . . The trial
court granted the motion for summary judgment} In itg minute order, the
court found, “Plaintiff [sic] seek involuntary dissolution on the groung
that the animosity between them and their brother makes it impossible
to participate in corporate activities. However, as the moving papers
indicate, plaintiffs could pursue a representative on the board of directors
to represent their interests in the corporation. Further, plaintiffs [sic]
rights are not in need of protection as they have consistently received the
dividends owed them as shareholders.”

DISCUSSION

The sole issue in this appeal is whether plaintiffs raised a triable
issue of material fact as to their right to involuntary dissolution of the
corporation under § 1800(b)(5) which applies where “liquidation is
reasonably necessary for the protection of the rights or interests of the
complaining shareholder or shareholders.” The Legislative Committee
Comment to § 1800 notes that the enacting legislation was intended to
expand the authority to initiate an involuntary dissolution in specified
situations. (Assem. Legis. Com. com., reprinted at 23E West’s Ann.
Corp.Code (1990 ed.) foll. § 1800, p. 481 (Legislative Committee
comment)). The Legislative Committee comment specifically addresses
involuntary dissolution in a close corporation. “The new law specifically
authorizes the formation of ‘close corporations’ and the agreements
necessary to ‘close’ the corporation. To provide close corporation
shareholders with a remedy, this section permits any shareholder of a
close corporation to initiate involuntary dissolution. . . . Since this section
permits a going concern to be involuntarily terminated, the application
of such a drastic remedy should be appropriately limited. Subdivision
(1?)(5) Of this section states a relatively broad ground for involuntary
dissolution broceedings and, in light of the expansion of authority to

bring such an action, this provision is limited to corporations with 3 0
fewer shareholders.”
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There are two cases addressing the ri .
force disso}uilml (c)lf ;hc?poration ‘Decaugs}(;t E}f;er:i];niftlgess}’zg rzlrllzldr?rshio
gannot D P 120 ¢ ixst, Stumpf v. C.E, Stumpt & Sons, Inc. (1975)
47 Cal.ApD-3 , 120 Cal.Rptr. 671, was decided under for’mn?.§(4651)

" p1*gdecessor to § 1800. Former §4651(f) allowed in\erlolu tary
disSOlutlon where_ The hq_uldation is reasonably necessary f . ?Iliy
rotection of the rights or interests of any substantial numge Orf the
<pareholders, 0¥ of the complaining shareholders. (Id. at p. 233 fr]; % 128
Cal RpUL 671.) The corporation in Stumpf was Wh(;lly oownet’i iri e’ ual
ghares by C.G. Stumpf, Sr. and his two sons. One of the sons, Dogald

gtumpf, 1eft employment with the corporation after a managerial

dispute- He was removed as an officer of the corporation. He did not seek -

t0 participate in the family business after that, and was not asked to do
s0. The t.rlal court granted his request for involuntary dissolution of the
corporation. On appeal, the corporation argued that dissolution was
inappropriate absent some finding of deadlock, mismanagement, or
unfairness tow.ard Donald. Deadlock and mismanagement were ot;her
grounds for dissolution set out in former §4651. The trial court
specifically found there had been no mismanagement or unfairness and
there was no evidence of a corporate deadlock.

The Stumpf court affirmed the order of dissolution. It concluded that
subdivision (f) of section 4651 was not limited to situations of the kind
specified in the other subdivisions of the section. ... It read former
§ 4658, which allowed a majority to preserve the corporation by buying
out the minority, with former § 4651, as demonstrating a legislative
intent “to empower the courts to order dissolution when required to
assure fairness to minority shareholders and at the same time to lessen

the danger of minority abuse.”. ..

Based on evidence of the extreme hostility between the two
brothers—which had forced Donald Stumpf to sever contact with the
family and had shown that Donald had no say in the operation of the
business and that he received no salary, dividends, or other revenue from
his investment in the corporation after he withdrew from the business—
the court concluded that the trial court’s judgment granting dissolution
was supported by substantial evidence. It found no abuse of discretion.

The second case is Bauer v. Bauer, [1996] 46 Cal.App.4th 1106, 54
CalRptr.2d 377. In that case, minority shareholders of West Coast, a
closely held corporation, sought involuntary dissolution. The minority
shareholders went into business in direct competition with West Coast

and had been ousted as employees of West Coast. Following trial, the
], the minority shareholders

court refused to grant dissolution. On appea

argued that dissolution was appropriate both un‘der §1800_(b)(4)

(persistent fraud, mismanagement, abuse of authority or persistent

Unfairness t 1 shareholders) and (®)() (dissolution necessary to
A shareholders). The Court of

Protect rights or interests of complaining
Appeal held that in enacting subdivisions (b)(4) and (b)E) of § 1800, “the
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Legislature clearly distinguished between a cause of action for
involuntary dissolution based on the controlling shareholdey
misconduct, and one based specifically on protection of the righg
interests and expectations of complaining minority shareholders. . . The
Bauer court concluded that the grounds for dissolu-tu.)n- under subdivisjgy,
(b)(5) are considerably broader than those in subdivision (b)(4). . . .

The Bauer court applied an abuse of discretion standard. .., y
concluded that in light of the bad faith conduct of the minority
shareholders in setting up a competing business and soliciting Wegt
Coast’s customers, the trial court did not abuse its discretion ip
concluding that the “drastic relief of involuntary liquidation” was nt

" “eagonably necessary’ ” to protect the minority shareholders’ interestg
The appellate court also found that nonpayment of corporate dividends
was not a basis for granting dissolution because of evidence that there
were no profits from which dividends could be paid. Finally, it found that
under the circumstances, the minority shareholders did not have g
reasonable expectation of receiving either dividends or salaries from
West Coast. It affirmed the trial court’s judgment denying involuntary
dissolution because involuntary dissolution was not “‘reasonably
necessary’ ” to protect the minority shareholders’ rights and interests. . , .
With these decisions in mind, we turn to plaintiffs’ arguments on appeal.

The issue is whether plaintiffs raised a triable issue of material fact
as to whether dissolution is “reasonably necessary” to protect their rights
or interests. Plaintiffs point to the following evidence, presented in
opposition to the motion for summary judgment: (1) their brother,
Malcolm, Jr., has voting control of the corporation; (2) plaintiffs are not
allowed meaningful participation in the corporation; (3) the dispute with
their brother gave rise to a violent confrontation between Malcolm, Jr.
and Candi Tuttleton; and (4) plaintiffs have an economic interest in
reducing or ending the significant losses the furniture manufacturing
business has suffered over the last 10 years, but Malcolm, Jr. and his
family draw benefits from the furniture operation in the form of salaries

and bonuses.

First, it is undisputed that Malcolm, Jr., with 51.56 percent of the
voting shares, can outvote plaintiffs on any issue. California law allows
corporations to issue both voting and nonvoting stock. (§ 400, subd. (a).)

It is also undisputed that Malcolm, Sr. turned over the operation of
Harbor Furniture to Malcolm, Jr. and that plaintiffs have played no part
in the daily operation of either the furniture manufacturing or mobile
home park operations of the corporation. In addition, while
characterizing Malcolm, Sr.’s sale of his voting stock to his son as
“clandestine,” plaintiffs do not dispute his right to make the sale.

Thus, the distribution of voting shares in the corporation s
consistent with California law, and does not, in itself, present &
“reasonable” necessity for dissolution. The other issues briefed by

|
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A~

aintiffs are related. They cite their inapi;

1111 the opqrati.on of the corporat}il;lll: I&ibli;g t? flay a meaningful role
relationship with thel?f brother, and the contin £ rf fi breakdown of their
qurniture manufacturing operation, which reduceg ossfgs incurred by the
on their declarations, in which they describe the; prf(g = e |
h corporate operatl‘t‘)ns or policy as frustrating anl(l;i ?ut‘ﬁ";s 1:0 pa_]glmpate
their treatment as sgcond class” shareholders p]aintiffé c'steVIt/I eflc? N
Jr.’s concealm_ent of his acquisition of a controlli,ng share of 17 et' , f;O IE’
As we have dlscusseq, plaintiffs do not challenge Malcolm S(; ang Sh(;ct ;
sell these. shares to his son. Plaintiffs contend that the salé wa.ssxfllagde a(;
steeply discounted values, arguing “the entire secretive transaction is
merely one more example of actions that disadvantage and disregard the
gisters, \_?VhO after all do in fact own the majority of all shareg in the
corporation. Bl}t Malcolm, Sr. was privileged to sell his shares to his son
at whatever price he chose.

. II} es,sence, ‘the Corpflration argues that as minority shareholders,
plaintiffs’ only _1‘1ght and interest is in continuing to receive dividends. It
points to undisputed evidence that plaintiffs, as well as the other
shareholders, were p.aid significant dividends in the period preceding the
filing of the dissolution action. It invokes the business judgment rule of
deference to corporate directors in making decisions regarding the
operation of the company,. . .. In response to plaintiffs’ argument that
the corporation would make more money if the furniture manufacturing
operation were eliminated, Harbor Furniture argues that this does not
raise a triable issue of material fact because it can always be argued that
more profits could be made. It contends that courts should not be involved
“n the tweaking of corporate performance. Such is the reason for the
‘business judgment’ rule.” The corporation also suggests that plaintiffs
elect someone other than themselves to represent their interests on the
board of directors. It argues “An opportunity to participate and speak is
all a minority shareholder is entitled to and may expect.” . ..

On this undisputed record, we cannot say that the trial court erred
in finding as a matter of law that the drastic remedy of liguidation 1s not

reasonably necessary for the protection of the rights or interests of the
lders. . . . As holders of a minority of

complaining shareholder or shareholder . : i
the voting shares, plaintiffs are not entitled to s‘ubgt_ltute their business
judgment for their brother’s with respect to viability of the furniture

operations. . . .
The judgment is affirmed.

ANALYSIS

1. What is the relevance
Tuttleton and Malcolm Tuttleton, Jr.,
Candi?

of the altercation between .Candi
that led to “physical injuries” to
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What is the relevance of the fact that Malcolm, Jr., and his Wife

2. ‘
and son received salaries and the sisters did not?

3. How can the outcome in this case be reconciled with t},

outcomes in Alaska Plastics and Pedro v. Pedro?
4. What happens next? The dueling family factions seem to b

stuck with one another. Suppose Malcolm, Jr. asks fo? your advice. He
duce dividends, using the money ¢,

suggests that he might want to re _
% and that he might offer to buy out hig

modernize the furniture factory, ! :
sisters if they are willing to sell at a low enough price. What advice g

you offer?

6. TRANSFER OF CONTROL

Frandsen v. Jensen-Sundquist Agency, Inc.
802 F.2d 941 (7th Cir.1986).

m POSNER, CIRCUIT JUDGE.
The appeals in this diversity suit require us to consider issues of
Wisconsin contract and tort law in the settling of a dispute over the rights
of a minority shareholder in a closely held corporation. The facts are as
follows. In 1975 Walter Jensen owned all the stock of Jensen-Sundquist
Agency, Inc., a holding company whose principal asset was a majority of
the stock of the First Bank of Grantsburg; Jensen-Sundquist also owned
a small insurance company. That year Jensen sold 52 percent of his stock
in the holding company to members of his family—the “majority bloc,” as
we shall call them and the interest they acquired; 8 percent to Dennis
Frandsen, a substantial businessman who was not a member of Jensen’s
family and who paid Jensen $97,000 for the stock; and the rest, in smaller
chunks, to other non-family members. By a stockholder agreement
drafted by Jensen and a lawyer representing the bank and J ensen’s
family, the majority bloc agreed “that should they at any time offer to sell
their stock in Jensen-Sundquist, Inc., . . . they will first offer their stock
to [Frandsen and six other minority shareholders who had negotiated for
this provision] at the same price as may be offered to [the majority bloc]
. and ... they will not sell their stock to any other person, firm, or
organization without first offering said stock” to these minority
shareholders “at the same price and upon the same terms.” The majority
bloc also agreed not to “sell any of their shares to anyone without at the
same time offering to purchase all the shares of” these minority
shareholders “at the same price.” Thus if the majority bloc offered to sell
its shares it had to give Frandsen a right to buy the shares at the offer
price. If Frandsen declined, the second protective provision came into
play: the majority bloc had to offer to buy his shares at the same price at
which it sold its own shares.

: In _1984 the president of Jensen-Sundquist began discussions with
First Wisconsin Corporation, Wisconsin’s largest bank holding company

e
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7.38 per share. It .
on market for $ p €. It is undisputeq A
8 g Flintkote represented effective contro] 01; GZblEehat e

Recognizing that those who invest the capital necessary to acquire a
dominant position 1n the. ownership of a corporation have the r?ght of
COnm-a:)lling that corporation, it has long been settled law that, absent
Jooting of corporate assets, conversion of a corporate opportunit,y fraud
or other ac.ts of bad faith, a controlling stockholder is free to sell,’ and a
purchaser 18 free to buy, that controlling interest at g premium price. . . .

Certainly, minority shareholders are entitled to protection against
such abuse by co.n"crollmg shareholders. They are not entitled, however,
to inhibit the legitimate interests of the other stockholders. It is for this
reason thrflt control shares usually command a premium price. The
premium 1S jche adfied amount an investor is willing to pay for the
privilege of directly influencing the corporation’s affairs.

In this action plaintiff Zetlin contends that minority stockholders are
entitled to an opportunity to share equally in any premium paid for a
controlling interest in the corporation. This rule would profoundly affect
the manner in which controlling stock interests are now transferred. It
would require, essentially, that a controlling interest be transferred only
by means of an offer to all stockholders, i.e., a tender offer. This would be
contrary to existing law and if so radical a change is to be effected it
would best be done by the Legislature.

Order affirmed.

NOTE AND QUESTIONS ON CONTROL PREMIUMS

The underlying issue in sale-of-control cases can be reflected by two
paradigms. For the first paradigm, suppose there is a business firm that
produces earnings of $200,000 per year before any payment of salary to
its manager and suppose that a reasonable salary for the manager is
$50,000 per year, so the net earnings are $150,000 per year. Suppose
further that the market value of the firm is a multiple of five times the
net earnings, or $750,000; that the firm is incorporated, with 1,500
common shares outstanding; that 1,000 (or 2/3) of these shares are owned
by C (the controlling shareholder) and 500 by M (the minority
shareholder); and that C has been acting as manager and taking a salary
of $50,000 per year. Thus, the financial picture looks like this:

Gross earnings $200,000
Reasonable salary $ 50,000
$150,000

Net earnings

Market value of firm (5 times
net earnings)

$750,000

(C’s shares 1,000
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M’s shares 500
Earnings allocable to C $100,000
Earnings allocable to M $ 50,000
Market value of C’s shares $500,000
Market value of M’s shares $250,000

; are bought by B, who electq
Now S_llppiiethg IS) Ot,ﬁaag?sdirectors, and that the boarq instaljg Bg
rep resentathG; er; that S, as a manager, is competent but hag SPecia]
5015, 8 r}r:a;l gd siliie o ithe business; that the bogrd.sgts S’s salary g4
qualligggt E; aear' and that, given the traditiona}l Judicial deferenc to
giclig,ions (I))febojf:trds’ of directors, there is no rea?istlc pTIOSPeCt that g lega
attack on this salary would be successful. The financia picture now looks

like this:

Gross earnings $200,000
S’s salary $110,000
Net earnings $ 90,000
B’s shares 1,000
M’s shares 500
Earnings allocable to B $ 60,000

Additional value to B from Ss ¢ 60,000
excess salary (yearly)

Total annual return to B $120,000
Market value of B’s shares $600,000
Earningg allocable to M $ 30,000
Market value of M’s shareg : $150,000

On these assumed facts, which are extreme but may fairly depict reality
"1 Some situations, B hag been able to shift $100,000 of the value of the
firm from M to hipgelg» Thus, B might have been willing to pay C a
Prémium (that is, oy, amount in excess of (g allocable share of the total

1s shares. If, for example, B had paid

= e
reholder oy hjg son, why would M’s shares lmtlaliyt}}ie
would ext t least some discount to reflect the prospeC}?dﬂ;% The
e i.s et " ex ractfbeneﬁts ngt shared with the minority shareholder:
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st wonder why (returning to our hypo

self a salary of only $50,000. If C haq 1,
- ('s shares would ha_ve }E)een worth m
those shares to B, at a price in excesg of t
ot have harmed M. rI_‘he question left by
e legal rulf% or device, provide that q b
, pay & premium for a controlling numbe

Eroﬂl all shareholders?

For the second }?aradtgm, assume that we begin with the same facts
55 in the first paradigm, with the firm earning net revenues of $150,000
(after the $50,000 sal.ary to C), and with C owning 1,000 shares worth
$500,000 and M owning 500 shares worth $250,000. Along comes E, a
successful entrepreneur, who examines the firm’s methods of Operatio,ns
and concludes that by making some changes and by replacing C, as
manager, with her own person (who will be willing to accept the same
$50,000 salary), she can increase the net earnings to $200,000.* If E 1s
right, she can increase the value of the firm from $750,000 to $1,000,000.
Suppose E buys C’s shares for $600,000. Everyone has an increase in
wealth. C has sold shares worth $500,000 for $600,000, for a gain of
$100,000. E has paid $600,000 for shares that should now be worth
$666,667 (2/3 of the $1,000,000 total value). And M’s shares should
increase in value from $250,000 to $333,333 (1/3 of $1,000,000), a gain of
$83,333. The total gain is $250,000, which, of course, is the total increase
in the value of the firm. It is difficult to see any basis for objection to the
sale from C to E. But is this a realistic paradigm? In challenging the
realism, a person might ask why, since E expected to make a profit from
the purchase of C’s shares at a 20 percent premium,”™ was she not also
willing to offer the same premium for M’s shares? Does the failure to do
s0 necessarily establish that E does not genuinely expect to increase the
firm’s earnings, but rather intends to exploit the firm for her own
personal advantage, as in the first paradigm?

pim een paying himself $110,000,
ore than M’s, but the sale of
he_ value of M’s shares, would
this paradigm is, why not, by
uyer such as B, who is willing
r of shares, must buy pro rata

t wonder why the initial value of the shares was not

at least gl to reflect the prospect that the earnings might be
i e e S t; of to reflect the probability that C was

Mereased through better strategies and managemen : ; :

gaining intangi%]e benetits fmill managing the firm in his own relatively inefficient way.
“hanging the facts to reflect this possibility would add complexity without altering the
mportant implications.

A It was assumed that C’s shares were initially worth
!eludes a premium of $100,000 over the initial worth. $100,0

Again the thoughtful reader migh

$500,000. E paid $600,000, which
00 is 20 percent of $500,000.
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PLANNING PROBLEM -y
Recall that in the Frandsen case, a minority shareholder bargained

for a “take-me-along” or “equal-opportunity” provision. It was described

by the court as follows: . ‘
jori to sell its shares it had to gjye

the majority bloc offered .
Fqlind:en aJright to buy the shares at 13h'e offer price. If Frandsen
declined. the second protective provision came into plax: the
majority’bloc had to offer to buy his shares at the same price gt

which it sold its own shares.

Suppose that you are practicing la.wv and thr?tt three-people come tq
you and ask you to advise and assist them in forming a businegg
organization to manufacture and sel.l computer components. The three
individuals are Ida, Sally, and Maria. Ida has the product 1c"!eas and
technical competence and will supervise production. Sally will be iy
charge of sales and promotion. Maria will supp'ly the money for thg start.
up phase; she will play no active role in the busmess: The three Prlncip als
tell you that if all goes well they expect to become rich frgm this venture
(or, in Maria’s case, richer). What advice would you give them about
adopting an equal-opportunity provision? Would your advice change if
you knew that Ida and Sally were sisters and always acted together, ag
if they were one person? (By the way, do you have a problem with

advising all three?)

Perlman v. Feldmann
219 F.2d 173 (2d Cir.), cert. denied, 349 U.S. 952 (1955).

m CLARK, CHIEF JUDGE.

This is a derivative action brought by minority stockholders of
Newport Steel Corporation to compel accounting for, and restitution of,
allegedly illegal gains which accrued to defendants as a result of the sale
in August, 1950, of their controlling interest in the corporation. The
principal defendant, C. Russell Feldmann, who represented and acted for
the .others, members of his family,! was at that time not only the
domman? stockholder, but also the chairman of the board of directors and
the president of the corporation. Newport, an Indiana corporation,
operated mills for the production of steel sheets for sale to manufacturers
of steel. products, first at Newport, Kentucky, and later also at other
plgces In Kentucky and Ohio. The buyers, a syndicate organized as
Wﬁlport Company, a Delaware corporation, consisted of end-users of steel
;eg geﬁ;l}‘fersﬁted In securing a source of supply in a market l.)ecom%ng

g In the Korean War. Plaintiffs contend that the consideration

! The stock was not
members of his family and b
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i)nid for the zt(-)thmCIUded COmpensatiop f;

a power he‘l WI;S E;lst fg? t he cor Poration by Felq

This power . e fa ility to contye] the all mann as its fiduciary.

product '111 ad ljrglewo short Supply, through (Z:Cat;()n of the corporate
rectors; an as effectively trangferpeq control of the board of

Feldmann procure the resignation of T I this sale by having

: WE) ] 1 : S Own .
W1lp01t s nominees 1mmediately upon CﬂnSumn}i:\Zl;i i?ihthe tlelectmn of
e sale.

a corporate asset,

Newport was a relative newcom

- dominantly old installations whj :

P mente b5 Fiare m(?dern faciiict}ile ;}fre]gi C;r;ttlilrlle tprocess of being
shortage Newport was not in a position tg compete f"l mﬁs Of_eXtTeme
e mills fc{r customers not in its immediate geo Pr}(l)_ 1t211 ly Wlth-other
ihe purchasing S}_rndlcate, consisted of geographigsaaﬁ) 15: alt*ea. Vgﬂport’
of steel who were interested in buying more steel fromyNe\:vn y ft (’EE -u:};%rs
nad been able to obtain during recent periods of tight su p(l) Than e
of $20 per share was found by Judge Hincks to be a fair oﬁg %:;r a Solrjl?ci
plock of stock, although the over-the-counter market price had rC‘t
exceeded $12 and the book value per share was $17.03 price pAE 0

Both as di.recto? and as dominant stockholder, Feldmann stood in a
fiduciary X elgtlonshlp to the corporation and to the minority stockholders
as beneficiaries thereof. . . .

er in the steel industry with

It is true, as defendants have been at pains to point out, that this is
not the ordinary case of breach of fiduciary duty. We have here no fraud,
no misuse of confidential information, no outright looting of a helpless
corporation. But on the other hand, we do not find compliance with that
high standard which we have just stated and which we and other courts
have come to expect and demand of corporate fiduciaries. . . . The actions
of defendants in siphoning off for personal gain corporate advantages to
be derived from a favorable market situation do not betoken the
necessary undivided loyalty owed by the fiduciary to his principal.

The corporate opportunities of whose misappropriation the minority
stockholders complain need not have been an absolute certainty in order
to support this action against Feldmann. ... [[]n Irving Trust Co. v.
Deutsch, 2 Cir., 73 F.2d 121, 124, an accounting was required of corporate
directors who bought stock for themselves for corporate use, even though
there was an affirmative showing that the corporation _did not have the
finances itself to acquire the stock. Judge Swan speaking for thg court
pointed out that “The defendants’ argument, contrary to W1¥1g V.
Dillingham [5 Cir., 239 F. 54], that the equit‘fible 1‘}.116 that f."ldu_m.ames
should not be permitted to assume 2 position 11 which ther 1n<illlv1dual
interests might be in conflict with those of the corporation can tav‘e no
application where the corporation is unable to u.ndertglfe ‘ch?1 ve:cno Elsed cl}‘sl
not convincing. If directors are permitted t0 justify t?en Coiellgin e
a theory, there will be a temptation to refrain from € g
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e if it does not
f the corporation since, -
o }1):1}111?111{; of profit will be open to them personanl]y_»
por

equally appropriate to a consideration of the

s derived from the steel shopt,
Sy -port might have ; ge. In
benoﬁt:: “S:::}plii“]};ad used and profited by 111135; ht“}%i:ig leVerage by
e P;‘l‘(*)tn lof what the industry had come to ca mann P, %
opera

: . s fro .
: eted of securing interest-free advance M Prospectiy,
This consiste i;l return for firm commitments to them from futyy,

ds thus acquired were used to finance jmpmvgmems
d to acquire new instal]f;ltlons. .II.l .the summer of g5,
Newport had been negotiating fqr cold-rolling fac1];]‘i1§tsa§,1};mh 1; needeg
;'or a more fully integrated operation and a more ﬁiward thisro duC e
Feldmann plan funds might well have been use end.

Further, as plaintiffs alternati-vely suggest, Ne:wp}o;rt might h-ave
used the period of short supply to build up patra::»nag?1 1n the gleographlcal
area in which it could compete pr.oﬁtably even when steel wasg more
abundant. Either of these opportunities was Newport’s, to be used to jtg
advantage only. Only if defendants had been able to negate completely
any possibility of gain by Newport could they have prevailed. . . .

Defendants seek to categorize the corporzllte opportunities which
might have accrued to Newport as too unethical to warrant further
conZideration. It is true that reputable steel producers were not
participating in the gray market brought about by the Korean War ang
were refraining from advancing their prices, although to do so would not
have been illegal. But Feldmann plan transactions were not considered
within this self-imposed interdiction; the trial court found that around
the time of the Feldmann sale Jones & Laughlin Steel Corporation,
Republic Steel Company, and Pittsburgh Steel Corporation were all
participating in such arrangements. In any event, 1t ill becomes the
defendants to disparage as unethical the market advantages from which
they themselves reaped rich benefits,

strongest e
obligations, an op

This rationale 18

purchasers of steel
production. The fun
in existing plants an

We do not mean to suggest that a majority stockholder cannot
dispose of his controlling block of stock to outsiders without having to
account to his corporation for profits or even never do this with impunity
when the buyer is an interested customer, actual or potential, for the
corporation’s product. But when the sale necessarily results in a sacrifice
of this element of corporate good will and consequent unusual profit to
the fiduciary who has caused the sacrifice, he should account for his
gains. So in a time of market shortage, where a call on a corporation’s
p‘rodu.ct commands an unusually large premium, in one form or another,
o tiflzoplﬁiﬁ?nthat @ fiduciary may not appropriate to himself the

Hence to the extent that t
defendants included such a
stockholders who gye here.

he price received by Feldmann and his co-
bonus, he is accountable to the minority
(C€.... And plaintiffs, as they contend, are
recovery in their own right, instead of in right of the
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» orporation (as in the usual derivative actions)
{heir successors 1 interest should share in an
rendel'e U

5 SWAN, CIRCUIT JUDGE (dissenting).

s.ince neither Wilport nor
y Judgment which may be

With the general principles e i : e o

the duties of fiduciaries I arlrjl, of cii?:;aﬁidtﬁlofge ?aJorlt{ioplmon g
Justice Frankfurter stated in Securities andugExiic;orfgé B(lllg}r?rfl M\];
Chenery COl‘p_-, 3.18 US 80, 85, “to say that a man is a fiduciary (')nh;
pegins analysis; 1t gives direction to further inquiry. To whom is he a
fiduciary? What obligations does he owe as a fiduciary? In what respect
has he failed to discharge these obligations?” My brothers’ opinion does
not specify precisely what fiduciary duty Feldmann is held to have
violated or whether it was a duty imposed upon him as the dominant
stockholder or as a director of Newport. . . .

The power to control the management of a corporation, that is, to
elect directors to manage its affairs, is an inseparable incident to the
ownership of a majority of its stock, or sometimes, as in the present
instance, to the ownership of enough shares, less than a majority, to
control an election. Concededly a majority or dominant shareholder is
ordinarily privileged to sell his stock at the best price obtainable from the
purchaser. In so doing he acts on his own behalf, not as an agent of the
corporation. If he knows or has reason to believe that the purchaser
intends to exercise to the detriment of the corporation the power of
management acquired by the purchase, such knowledge or reasonable
suspicion will terminate the dominant shareholder’s privilege to sell and
will create a duty not to transfer the power of management to such

purchaser. The duty seems to me to resemble the obligation which
ist another to commit a tort rather than the

everyone is under not to assl ek b
obligation of a fiduciary. But whatever the nature of the duty, a violation

of it will subject the violator to liability for damages sustained by thie
corporation. Judge Hincks found that Feldmann had no reason to think
that Wilport would use the power of management it would acquire by the
purchase to injure Newport, and that there was 1o proof that it ever was
so used. Feldmann did know, it is true, that the reason Wilport wanted
the stock was to put in a board of directors who v\:ould be likely to permit
Wilport'’s members to purchase more of Newport S-Steel than Facy I-mght
otherwise be able to get. But there is nothing illegal in & dominars
shareholder purchasing from his own corporation at the same prices it
offers to other customers. That i what the mem.b ers of Wilport did, and
there is no proof that Newport suffered any detriment therefrom.

My brothers say that “the consideration p‘%,id fo.r ;:lhehstO((:ik 1nc-11[1)1ded
compensation for the sale of corporate asset,” Whic (ti[ ei. eSC:.l © ai.
“the ability to control the allocation of the corpo;age_ pz‘zoi‘f ;1;13 ,{Cme 0
short supply, through control of the boarc.i 0 A llfiemann’ roculre "1‘:’}5112
effectively transferred in this sale by having (}Wﬂ Ort}; e —
resignation of his own board and the election © P
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. . : » The implications of th;
tely upon consummation of the sale. b 8
immediately up hat when market conditions are such gg

are not clear to me. If it means t ' .
to induce users of a corporation’s product to wish to buy a controlling

block of stock in order to be able to purchase part of the corporation’g
output at the same mill list prices as are offered to other CUStQmers, the
dominant stockholder is under a fiduciary duty not to sell his stock, |
cannot agree. For reasons already stated, in my opinion Feldmann wag
not proved to be under any fiduciary duty as a stockholder not to sell the
stock he controlled.

Feldmann was also a director of Newport. Perhaps the quoteq
statement means that as a director he violated his- fiduciary duty in
voting to elect Wilport’s nominees to fill the vacancies created by the
resignations of the former directors of Newport. As a dlr.ector _Feldmann
was under a fiduciary duty to use an honest judgment in acting on the
corporation’s behalf. A director is privileged to resign, but so long as he
remains a director he must be faithful to his fiduciary duties and must
not make a personal gain from performing them. Consequently, if the
price paid for Feldmann’s stock included a payment for voting to elect the
new directors, he must account to the corporation for such payment, even
though he honestly believed that the men he voted to elect were well

qualified to serve as directors. He can not take pay for performing his
fiduciary duty. . . .

The final conclusion of my brothers is that the plaintiffs are entitled
to recover in their own right instead of in the right of the corporation.
This appears to be completely inconsistent with the theory advanced at
the outset of the opinion, namely, that the price of the stock “included
compensation for the sale of a corporate asset.” If a corporate asset was

tsold, surely the corporation should recover the compensation received for
it by the defendants. . . .

ANALYSIS

1. What did Feldmann do wrong? In what capacity?

2. H G
shares? ow were plaintiffs harmed by the defendants’ sale of their

3.  Why is this a derivative action?
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Essex Universal Corporation v. Yate
305 F.2d 572 (2d Cir.1969), -
| BEFORE LUMBARD, CHIEF JUDGE, and CLARK and

JUDGES.
o LUMBARD, CHIEF JUDGE.

FRIENDLY, CIRCUIT

e defendant Herb -

esg;nt s, :fri;hg .bYates, a resident of Califc?rnia, was
pr . oard of directors of Republic Pictures
Corporation, a New York corporation which at the time relevant to thi
suit had 2,004,190 shares of common stock outstanding. Republic’s st lli
was listed. and traded on the New York Stock Exchange- In B&u st 1905c7
Essex Un'lvers.a.l Corporation, a Delaware corporation.owningustock in
yarious leBI‘Sl'flE!d bus@nesses, learned of the possibility of purchasing
from Yates an interest in Republic. Negotiations proceeded rapidly, and
on Augugt 28 ‘?ates and Joseph Harris, the president of Essex sigx,led a
contract in which Essex agreed to buy, and Yates agreed “to sel’l or cause
to be sold” at 1feast 500,000 and not more than 600,000 shares of Republic
stock. The price was set at eight dollars a share, roughly two dollars
above the then market price on the Exchange. ... In addition to other
provisions not relevant to the present motion, the contract contained the
following paragraph:

“6. Resignations.

Upon and as a condition to the closing of this transaction if
requested by Buyer at least ten (10) days prior to the date of the
closing:

(a) Seller will deliver to Buyer the resignations of the
majority of the directors of Republic.

(b) Seller will cause a special meeting of the board of
directors of Republic to be held, legally convened pursuant to
law and the by-laws of Republic, and simultaneously with the
acceptance of the directors’ resignations set forth in paragraph
6(a) immediately preceding will cause nominees of Buyer to be
elected directors of Republic in place of the resigned directors.”

Before the date of the closing, as provided in the contract, Yates
notified Essex that he would deliver 566,223 shares, or 28.3 per cent of
the Republic stock then outstanding, and Essex formally requested Yates
to arrange for the replacement of a majority of Republic’s directors with
Essex nominees pursuant to paragraph 6 of the contract. This was to be
accomplished by having eight of the fourteen directors resign seriatim,
each in turn being replaced by an Essex nominee elected by the others;
such a procedure was in form permissible under the charter and by-laws
of Republic, which empowered the board to choose the successor of any of

its members who might resign.
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i t as arranged for the clogjy

tember 18, the parties me g at

Re u(;}.))lllic’sse};fﬁce in New York City. Essex tendered ‘?ank drafts ang
Ii'l. 's checks totalling $1,698,690, which was the 37 per cent of the
cashier this time. The drafts and checks Were

. 4 due at i
total price of $4,5629,78 Cohen, who was Essex’ banker anq haq

Benjamin C.
payable to one ben f the necessary funds. Although Cohen 4

arranged for the borrowing o : (
prepafed to endorse these to Yates, Yates upon .adv:tce of .hls lawyey
rejected the tender as “unsatisfactory” and said, according to pjg

deposition testimony, “Well, there can be no deal. We can’t close it.”

Essex began this action in the New Yorl_c Supreme (:lc')urt, and it wag
removed to the district court on account of diversity of citizenship. Essex
seeks damages of $2,700,000, claiming that at the time of the aborteq
closing the stock was in actuality worth more than $12:75 a share. Yateg’
answer raised a number of defenses, but the motion for summary
judgment now before us was made and decided only on the theory that
the provision in the contract for immediate transfer qf control of the
board of directors was illegal per se and tainted the entire contract. We
have no doubt, and the parties agree, that New York law governs. . . .

Up to this point my brethren and I are in agreement. The following
analysis is my own, except insofar as the separate opinions of Judges
Clark and Friendly may indicate agreement.

It is established beyond question under New York law that it is
illegal to sell corporate office or management control by itself (that is,
accompanied by no stock or insufficient stock to carry voting control). . . .
The same rule apparently applies in all jurisdictions where the question
has arisen. . . . The rationale of the rule is undisputable: persons enjoying
management control hold it on behalf of the corporation’s stockholders,
and therefore may not regard it as their own personal property to dispose
of as they wish. . . .

Essex was, however, contracting with Yates for the purchase of a
very substantial percentage of Republic stock. If, by virtue of the voting
power carried by this stock, it could have elected a majority of the board
of directors, then the contract was not a simple agreement for the sale of
ofﬁce.to one having no ownership interest in the corporation, and the
question of its legality would require further analysis. Such stock voting
control would incontestably belong to the owner of a majority of the
voting stock, and it is commonly known that equivalent power usually
accrues to the owner of 28.3% of the stock. For the purpose of this
analysis, I shall assume that Essex was contracting to acquire a majority
of the Republic stock, deferring consideration of the situation where, as
here, only 28.3% is to be acquired.

Republic’s board of directors at the time of the aborted closing had
fourteen members divided into three classes, each class being “as nearly
as may be” of the same size. Directors were elected for terms of three
years, one class being elected at each annual shareholder meeting on the
first Tuesday in April. Thus, absent the immediate replacement of
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he stock -+~

There 1S DO quesltlmn of t}}e right of a controlling shareholder under
New York lal\:f 11101‘1111? ?fto derive a premium from the sale of a controlling
| 7ock of sfock mrother words, there was no impropriety per se in the fact

hat Yates was to receive more per share than the generally prevailing

market price for Republic stock . . . |

The next ql}estlon is whether it is legal to give and receive payment
for the immfedlnate transfer of management control to one who has
achieved majority share control but would not otherwise be able to
convert that share control into operating control for some time. I think

The easy and immediate transfer of corporate control to new
interests is ordinarily beneficial to the economy and it seems inevitable
that such transactions would be discouraged if the purchaser of a
majority stock interest were required to wait some period before his
purchase of control could become effective. Conversely it would greatly
hamper the efforts of any existing majority group to dispose of its interest
ifit could not assure the purchaser of immediate control over corporation
operations. I can see no reason why a purchaser of majority control
should not ordinarily be permitted to make his control effective from the
moment of the transfer of stock.

Thus if Essex had been contracting to purchase a majority of the
stock of Republic, it would have been entirely proper for the contract to
contain the provision for immediate replacement of directors. Although
in the case at bar only 28.3 per cent of the stock was involved, it is
commonly known that a person or group owning so large a percentage of
the voting stock of a corporation which, like Republic, has at least the
1,500 shareholders normally requisite to listing on the New York Stock
Exchange, is almost certain to have share control as a practical matter.
If Essex was contracting to acquire what in reality would be equivalent
to ownership of a majority of stock, i.e., if it would as a practical certainty
have been guaranteed of the stock voting power to choose a majority of
the directors of Republic in due course, there is no reason why the
contract should not similarly be legal. Whether Essex was thus to acquire
the equivalent of majority stock control would, if the issue is properly
raised by the defendants, be a factual issue to be determined by the

district court on remand.
Because 28.3 per cent of the voting stock of a publicly owned

Corporation is usually tantamount to majority control, I v:rou]d place t_he
burden of proof on this issue on Yates as the party attacking the legality
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of the transaction. Thus, unless on remanq Yates chooses to Taise ¢

question whether the block of stock in question carried the “QWvalent o
majority control, it is my view that.the trial courif should regarg the
contract as legal and proceed to consider 'the otl}er 1ssues raised by the
pleadings. If Yates chooses to raise the issue, it will, on my view, |,
necessary for him to prove the existence 9f E:lrcumstances Whlch woulq
have prevented Essex from electing a majority of the Republic hogyq of

directors in due course. . . .
m CLARK, CIRCUIT JUDGE (concurring in the result).

Since Barnes v. Brown, 80 N.Y. 527, teaches us that.not all contrag,
like the one before us are necessarily illegal, summary judgment seems
definitely improper and the action should be remanded for tria]. But
particularly in view of our lack of knowledge of corporate realitiog and
the current standards of business morality, I should prefer to avold tog
precise instructions to the district court in the hope that if the action
again comes before us the record will be generally more instructive gn
this important issue than it now is. . . .

m FRIENDLY, CIRCUIT JUDGE (concurring).

I have no doubt that many contracts, drawn by competent ang
responsible counsel, for the purchase of blocks of stock from Interests
thought to “control” a corporation although owning less than a majority,
have contained provisions like paragraph 6 of the contract sub Judice.
However, developments over the past decades seem to me to show that
such a clause violates basic principles of corporate democracy. To be sure,
stockholders who have allowed a set of directors to be placed in office,
whether by their vote or their failure to vote, must recognize that death,
Incapacity or other hazard may prevent a director from serving a full
term, and that they will have no voice as to his immediate successor. But
the stockholders are entitled to expect that, in that event, the remaining
directors will fill the vacancy in the exercise of their fiduciary
responsibility. A mass seriatim resignation directed by a selling
stockholder, and the filling of vacancies by his henchmen at the dictation
of a purchaser and without any consideration of the character of the
latter’s nominees, are beyond what the stockholders contemplated or
should have been expected to contemplate. . . .

Hence, I am inclined to think that if I were sitting on the New York
COUI:t of Appeals, I would hold g provision like paragraph 6 violative of
public policy save when it was entirely plain that a new election would
be a mere formality—i.e., when the seller owned more than 50% of the
stock. . .. Moreover, in view of the perhaps unexpected character of such
a holding, T doubt that | would give it retrospective effect.
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NoTE ON WHAT IS A CONTROL BLOCK OF SHARES

In Essex Universal Corporation v. :

e e b i i bt
directors and Of: the management of the corporation Controle a\?s I}.‘l .
Qmong other things, access to the corporation’s list (;f sharehoglders ;Sé,l
its funds (fo? waging a campaign to line up the votes of other
chareholders in a proxy fight), and the advantage of inertia. Since he
already held 28.3 perCenfl: of the voting shares, a challenger to Bis control
would have been required to buy shares from the holders of the
remaining 7_1-7 percent. The incumbent had a sufficiently large stake in
the corporation to have a strong incentive to resist challenge. Given the
Jikelihood of resistance, a battle for control might leave little gain for the
challenger, even if the challenger did gain control. In this setting, the
98.3 percent voting block provides effective control. ,

Where there is an incumbent management team and board of
directors that does not have a significant percentage of the voting shares,
an outsider who acquires a large, but less-than-majority block of voting
shares may well be unable to exert any control over the corporation.
Indeed, it is not uncommon that outsiders who acquire substantial
minority positions are denied any representation whatever on the board
of directors, even though the incumbent directors collectively own far

fewer shares than the outsider.

ANALYSIS

1. Suppose all the facts of
except that Mr. Yates held, and so
What would the result have been?

2. Suppose a shareholder other than Yates had objected to the
contract between Yates and Essex Universal Corporation. How might
such a shareholder have challenged the contract, or its consequences, and
what would have been the likelihood of success?

3. In Yates, the board was said to have been «“classified.” (Often the
word used to describe the type of board encountered in the case 1s
“staggered.” A “classified” board, by contrast, is one for which different
classes of stock elect different sets of directors.) How did the constitution
of the board affect the strategy for the sale of the controlling bl‘o.ck? How
would the strategy have changed :f the board had not been clasglﬁe@ (that
Is, staggered)? In answering t assume that the time 18 now
and that the applicable law is York. Here are the relevant

provisions:

the Yates case are as stated by the court
1d, only 3 percent of the voting shares.

his question,
that of New
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§ 602. Meetings of shareholders

(b) A meeting of shareholders shall be held annuall
election of directors and the transaction of other businegg
fixed by or under the by-laws.

Y for the
On a date

(c) Special meetings of the shareholders may be calleq by the
board and by such person or persons as may be so authorizeq by the
certificate of incorporation or the by-laws. . . .

§ 702. Number of directors

(b) The number of directors may be increased or decreaseq by
amendment of the by-laws, or by action of the shareholder

S or of the
board under specific provisions of a by-law adopted by the
shareholders. . . .

§ 703.  Election and term of directors

(2) At each annual meeting of shareholders, directors shall he
elected to hold office until the next annual meeting except aq
authorized by § 704 (classification of directors). The certificate of

incorporation may provide for the election of one or more directorg

by the holders of the shares of any class or series, ... voting ag g
class.

(b) Each director
term for which he is ele
and qualified.

shall hold office until the expiration of the
cted, and until his successor has been electeq

§ 704.  Classification of directors

(@) The certificate of incorporation or the specific provisions of
a by-law adopted by the shareholders may provide that the directors
be divided into two, three, or four classes. All classes shall be as

nearly equal in number as possible, and no clasg shall include less
than three directors. The terms of

office of the directors initially
classified shall be ag follows: that of the first class shall expire at the
next annual meeting of shareholders, the second class at the
succeeding annual meeting, the third class, if any, at the third
succeeding annual meeting, and the fourth class, if any, at the fourth
succeeding annual meeting,




Y i {;
szzt..'%,. 
(1) An TR
Y newly creg . ANSFER OF CONTROL, 797

directorships shaj) be so taed dlrectorshi

make all classeg m
as neay] ) on
@ Rt Y equa] astec g the cflasses as to

Numbey of g4
and any newly createq di irectors i Increased by the board
e boar

there shall be no ¢lgaq: i
a - Ps ar
the next annual mee:isxifgm 9 ﬁlled by the board,

by vote of the board. g
- . .Nothing in this paragraph shall affect -

provision of the certificate of :
: of
provides that such newly creat hcorporation or the by-laws which

filled by vote of the shareholders

Unless s _
provi(:i)ons of abyg};v ;31:;1;1;13’;3 E}fl’ uilcorporation or the specific
: . y the shareholders provid
BQalcdto:;ay't%H 1\:7 acancies occurring by reason ofptg\él rzsrxflgx?;lﬂ;ef
ire without cause, such vacancies may be filled only by vote of
the shareholders. y by vote o

§ 706. Removal of directors

(a) Any or all of the directors may be removed for cause by vote
of the shareholders. The certificate of incorporation or the specific
provisions of a by-law adopted by the shareholders may provide for
such removal by action of the board. . ..

(b) If the certificate of incorporation or the by-laws so provide,

any or all of the directors may be removed without cause by vote of

the shareholders.

(c) The removal
in paragraphs (a) and

of directors, with or without cause, as provided
(b) is subject to the following:

(1) In the case of a corporation having cumulative voting,
no director may be removed when the votes cast against his

removal would be gufficient to elect him. . . . .
(2) When by the provisions of the certificate of

incorporation the holders of the shares of any clasz or S;?:Zﬁs}
ting as a class, are entitled to elect one or MOXe irec e
g(') elzniir SO electé only by the applicable vote
irec

d guaybe ey voting as a class.
of the holders of tha :

t class or series, . - ) i

] nLaw,§141(k,prov1 es tha

4. The Delaware Gencia)ral gozg?iri'?;o 0, P
oar

“ - . tors may be '
any director or the entire e ajorit then entitled to
rsof a

" of the sharest :
without cause, by the holders 0! : ith exc}(;ptiODS protecting cumulative
vote at an election of directors:
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ith an exception that: “Unless the certificate
herwise provides, in the case of a corporation why of
as provided in subsection (d) of this Sectiose
ct such removal only for cause.” Subsection @ n,
ficate or the by-laws to provide that the board m; f
be “divided into one, two, Or three classes” to achieve staggered terms ang
for classification of shares for the purpose of electing directors. How, if 54
all, does the Delaware law differ from the New York law?

Amendment of the articles of incorporation of a cor:poratiOn requires
board of a resolution incorporating the’

first, the adoption by the
by a vote of the shareholders. Seq

amendment and, second, approval
Del.Gen.Corp.Law § 242(b); N.Y.Bus.Corp.Law § 803 (following the bagj,
two-step pattern but allowing certain minor amendments by action of the

board alone).

voting, and W
incorporation ot
board 1s classified

shareholders may effe
§ 141 permits the certi

PROBLEMS
1. Suppose Basic Press, Inc. has 100,000 shares outstanding, and

is publicly held. You own 30,000 shares. The shares trade at $5.00 per
share, but you have negotiated to sell your shares to the giant East
Publishing Co. at $8.00 per share. Is there any legal impediment to the

sale?
9. Suppose, instead, that Basic Press, Inc. has only four

shareholders. Three of the shareholders own 30,000 shares each, and the
fourth owns 1.0,000 shares. There is no market for the stock, and the
company has issued no dividends for ten years. Suppose that the three
major shareholders negotiate a sale of their stock to the East Publishing
Co. Is there any legal impediment to the sale? Any ethical impediment?
3. ggppose,h once again, that Basic Press is publicly held, and that
you own 30,000 shares. You have negotiated a sale of :
East Publishing Co. i e
.(a) As a condit.ion for closing the sale, East insists that
Basic first replace its directors with East nominees. Is the
agreement legally permissible?
'(b) As a condition for closing the sale, East insists that
Basic replace one of its directors with an East nominee. Is the
agreement legally permissible?
(¢) As a condition for closing the sale, East insists that the

glasié: é:lirectors :appoint Mr. Greensmith, the CEO of East, to be
e CEO of Basic. Is the agreement legally enforceable?

East(g) iup e t.h at Basic is a closely held corporation. Would
of Basjf:‘;Jl le to insist that Basic appoint Greensmith to be CEO



