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	5
	Alfred
	Usurping corp. opportunity in filing patent for Anti-Itch
	Discovery of Anti-Itch is in same line of bus. even though worked on vacation, Anti-Itch would likely belong to corp. That he informed Berry & assigned his rights corrects the problem; Berry ratified so no liability. Devote full-time.

	
	
	
	

	2
	
	Viol of non-compete clause;

10b5 Williams Act false reports re-merger
	Knowledge of discussions w/TT’s despite opposition had duty to correct rumors.  Duty to investigate & disclose liab. for fines?  Materiality is question able since it did not affect trading.

	
	
	
	

	
	
	SEA§ 1934 – File proxy proposal to fight t.o
	File intent to wage proxy fight.

	
	
	
	

	3
	
	Breach of duty of loyalty
	Reject Berry’s proposal re TT

	
	
	
	

	3
	
	Breach of duty of self-dealing
	Participates in meeting regarding proposal but does not vote – No liab.

	
	
	
	

	3
	Curt
	Filing Summary

IPO w/Sec.
	Presented to accredited investors & institutions so exempt from SEC filings.  May still be subject to state blue sky laws for misrepresentation – Not liable

	
	
	
	

	3
	
	SEC of 1933, false statements state laws
	Under estimation of problem is not material, nor is there intent to defraud, honest error & indep. facts indicating no reliance by investor – Not liable

	
	
	
	

	3
	
	SEC of 1933 false statements in IPO, 10b5
	Knew info. overstated, reliance based upon trading; subject to penalties and fines.  Actions from persons trading

	
	
	
	

	3
	
	Breach of fed duty of good faith, and overreaching by diverting corp. assets, self-dealing
	Altering books to account for $500K in corp. assets

	
	
	
	

	3
	W & W
	Malpractice & gross negligence
	Failure to verify info. regarding product performance.  It is Standard Practice which they failed to follow. Material so it is more than simple negligence.  Fed duty to investigate & incl. accurate info. in opinion letter

	
	
	
	

	3
	TK Bd.
	1 PO filings with false statement
	SEC can fine co. for info. question of reliance on W&W’s and Curt Fines imposed

	
	
	
	

	3
	
	Breach of duty of care, voting on 5% bonus
	Duty to investigate or audit books unreasonable reliance on Curt’s representation.  Make them interested in subsequent ratification.

	
	
	
	

	3
	
	Breach of duty fair dealing
	Ratif of Curt’s purchases and agreeing not to bring legal action based on absence of harm to creditors and adverse effect.  Protected by BJR  No liability likely

	
	
	
	

	3
	
	Breach of duty fair dealing, Motion to dismiss
	Full disclosure, disinterested

Vote- protected by BJR

	
	
	
	

	2
	
	Breach of duty of fair dealing
	Vote to consider tender offer, involves vote by interested persons.  Could be invalidated or ratified.

	
	
	
	

	3
	
	Breach of duty of fair dealing
	Failure to consider A’s proposal not required if ord. course except requires major expenditure that would likely be voted on by Board.

	
	
	
	

	2
	
	SEA 1934. Williams Act
	Failure to file notices agenda w/SEC prior to sending out notice

	
	
	
	

	2
	
	BJR
	Firing Curt Ok cause it was for cause

	
	
	
	

	3
	Derek
	10b5, SEA 1933 Act 
	Failure to purchase, no claim since did not act

	
	
	
	

	3
	
	10h5 – insider trading/tippee
	Aquired 1% int. based on inside info. Had a relationship w/Edgar & knew info. was confidential 

personal benefit

	
	
	
	

	3
	Derek
	10b-tippee
	Sold based on inside info – disgorge profits of $100K 

	
	
	
	

	3
	Edgar
	SEA 1933, 10b
	Direct action for trading on misleading info, entitled to $3/share in claim, reliance established

	
	
	
	

	2
	
	Suit vs. TK, Curt Breach of duty
	Dismissed per BJR by disinterested vote

	
	
	
	

	3
	
	10b5
	Trading on inside info. re possible merger must disgorge profits

	
	
	
	

	3
	
	16b-short swing
	Dir of TK, bought & sold interest to Harry within 6 months to Harry; disgorge 100K look

	
	
	
	

	2
	
	10b tipper
	Telling Derek re mereger

	
	
	
	

	3
	Berry
	Breach of Contract, fid duty
	Sale of option to Harry, required to offer to corp. 1st. Rescind sale, no offer to Bd. Usurping corp opp

	
	
	
	

	3
	
	Usurping Corp opp
	Hair grow within line of business Disclosure required to TK before he can go after it.  May construe Alfred’s lack of interest as a rejection.

	
	
	
	

	3
	
	Self-dealing
	Present proposal to Bd without disclosing deal

	
	
	
	

	3
	Harry
	SEA of 1934 Williams Act
	Failure to file intent once get to 5% int.

	
	
	
	

	2
	
	SEA of 1934 – Secretly buy 4%
	Threshold is 5% - no obligation to file until 5%

	
	
	
	

	3
	George
	Breach of duty
	Accept offer of Contract w/out disclosing to Bd

	
	
	
	

	3
	George Berry Edgar
	Self dealing
	Participate in meeting & vote without disclosing. Votes don’t count

	
	
	
	

	2
	Laura
	Breach of duty
	No breach, loyalty to father not result in liab. Unless not in best interest of corp.

	
	
	
	


FACT PATTERN-ANALYSIS

TK Pharmaceuticals (“TK”) is a privately held corporation owned by two chemists, Alfred and Berry, who each own 50 percent of the company. The company owns the rights to five patents for topical ointments based upon various bacterial agents.  Alfred and Berry devote their full-time to the business and have signed mutual noncompete clauses.  


While on vacation, Alfred discovers a new antibacterial ointment called “Anti-Itch” to relieve the symptoms of skin infections such as staff and toe nail fungus. Anti-Itch promises to be a major breakthrough for three reasons: 1) unlike existing products, it is a topical ointment rather than oral medication; 2) it provides relief in 1-2 weeks, rather than one year required for competing products, and 3) has few side effects.   Alfred files for a patent in his own name because TK lacks the money to pursue it, and then shares his discovery with Berry. 

ALFRED: USURPING CORPORATE OPPORTUNITY. WHILE DID ON OWN TIME DURING VACATION, IT IS IN THE LINE OF BUSINESS. CORRECTED BY ASSIGNING THE RIGHTS TO CO FOR AN INTEREST.  BERRY RATIFIES ACTION SO NO LIABILITY TO ALFRED.

 Convinced that Anti-Itch is a marketable product, Berry convinces Alfred that TK should launch a public offering to raise $6,000,000 in capital needed to conduct trials and to market the ointment commercially. Alfred assigns his rights to “Anti-Itch” in exchange for a 30 percent common interest in the publicly held company. FDA approval is not a prerequisite for representations made in solicitation materials for raising capital.


Curt is a lawyer turned investment banker who is approached by TK about overseeing preparation of the public offering documents. He will also run the company as CEO. Curt wants a salary and a 10 percent common voting interest in the company.  He also wants a bonus of an additional 5 percent preferred interest if he is successful in   raising at least $3,000,000 in equity capital (not debt) from any investors. If he is unsuccessful, he will still get a 10 percent interest in common stock, but will forfeit any rights to any preferred shares.  

Under the proposed offering, there will be three classes of stock: Class A Common Stock, Class B Preferred Stock, and Class C Convertible Preferred Stock.   The allocation of the interests is to be divided as follows: 

Class A Common Voting Stock: Alfred will have a controlling interest with 30 percent of the common stock; Berry will have a 20 percent interest; Curt will have a 10 percent interest; and Group A institutional investors will own and control 15 percent of the shares. (Group A investors are required to vote their shares in a block.) The remaining 25 percent interest will be offered publicly in the open market to raise $6,000,000.  


Class B Preferred Nonvoting Stock: Alfred will have 20 percent of the stock; Berry will have a 15 percent interest;  Curt will have a 5 percent interest, subject to the bonus contingency outlined above; and Group A  institutional investors will get a 15 percent interest. The remaining 45 percent of preferred shares will remain authorized but unissued.  Preferred shareholders shall have preferences in any distribution and liquidation, but no voting rights.


Class C Convertible Preferred Nonvoting Stock: This class shall be authorized but not issued and shall be nonvoting. This class of stock is available to shareholders who own 20 percent or more of Class A stock and entitles the holder to acquire certain rights outlined below once a tender offer is made. 


The shareholders have agreed to include in the Articles of Incorporation shark repellent provisions designed to discourage hostile takeovers and allow Alfred to retain control. The Bylaws require a majority vote of the Board to put items on the agenda, and a 2/3rds vote (or 67 percent) of Class A shareholders on fundamental matters.  Amendments to the Bylaws or Articles require approval of a majority of Class A shareholders and any affected class of shareholders.  Specifically, the Articles include a

1) 
CROWN JEWEL provision that allows the rights in the patent for Anti-Itch to revert to Alfred in exchange for 20 percent of his preferred interest, exercisable when an offer is made for 10 percent or more of the Class A shares; 


2) 
PORCUPINE provision that requires the board members to be discharged only for cause; 


3) 
RIGHT OF FIRST REFUSAL to TK, then to Alfred, and then to Berry to repurchase or redeem any options or shares of the corporation that are sold as a block of 5 percent or more; and 


4)
 POISON PILL that allows shareholders with 20 percent or more of Class A stock to convert their Class B nonvoting stock into Class C nonvoting stock that gives them a 2 for 1 preference in any distributions once a tender offer for 10 percent or more has been made. It also allows holders of these rights to buy shares of any offering corporation at 50 percent of their market value, within 20 days of the offer.     

DISREGARD, WE HAVE NOT DISCUSSED THIS. 


TK, Inc. will have a seven person board of directors that is comprised of four outside directors, two of which are to be selected by Alfred, one director to be selected by Berry, and one director selected by Group A institutional investors; and three inside directors, comprised of Alfred, Berry, and Curt. There is no provision for staggered terms for directors.  Alfred will be chairman of the board, and vice president of research and development. Berry will be a director, vice president of marketing, and secretary of the corporation.  Curt will be a director and president of the corporation. Curt will have check writing authority for any amount up to $50,000. Amounts over $50,000 will require board approval and the signature of the secretary. 

To test the market, Curt prepares a summary of the IPO proposal and does a “road show” for accredited investors prior to filing the final IPO with the SEC. 

CURT: NO VIOLATION OF SEA 1933 SINCE AI.  NEEDS TO FILE S1

During his tour, Curt makes representations that there is a $2 billion wholesale market for the product and that there are 11 million office visits to doctors for treatment of the kind of infections treated by Anti-Itch. This information is based upon early-published reports that are later found to underestimate the nature and scope of the problem. Curt is unaware that the information is outdated. 

FAILURE TO CHECK.  HONEST ERROR. NO LIABILITY. DUTY TO FILE A CORRECTED S1.  

Curt raises $1.5 million from 1 venture capital firm, and 3 accredited investors, who are impressed with the product and are independently aware of its market potential. 

NO LIABILITY FOR PRODUCT INFORMATION ‘CAUSE NOT MATERIAL. 

Upon his return, Curt   retains the law firm of Wallace & Wallace to complete the IPO for submission to the SEC. Curt is convinced that Anti-Itch will be a revolutionary breakthrough. In the IPO documents, Curt includes representations that the ointment can cure any fungal infection, although preliminary tests have been limited to common skin, staff and toenail infections. Curt knows the information is overstated but thinks it is necessary to raise the needed capital. In fact, tests conducted on the use of the product for other infections such as yeast infection for women, have proven inconclusive. Wallace & Wallace write an opinion letter that makes warranties and representations that the information contained in the offering documents is true and accurate to the best of their knowledge, unaware of the discrepancies and relying solely on Curt’s oral representations.  It is standard practice to get written verification of product studies to substantiate any claims regarding the product. 

CURT: OVERESTIMATION IS WILFUL, VIOLATION OF SEA 1933. 

WALLACE: MALPRACTICE FOR WARRANTIES. DUTY TO INVESTIGATE.  RELIANCE ON ORAL REPRESENTATIONS LIKELY UNREASONABLE. 


The public offering turns out to be a success, raising the full $6 million needed. Relying upon the offering documents, Edgar decides to purchase a one percent interest in TK at $7 per share.  Had the tests accurately stated the facts, the stock would have traded for only $4 per share. Edgar shares the information with his cousin Derek, with whom he regularly discusses stock tips.  Derek thinks the business is too risky and decides not to purchase any shares. 

EDGAR: 10B5 LIABILITY FOR PURCHASE OF 1% INTEREST.

DEREK: NO LIABILITY ‘CAUSE NOT PURCHASER OR SELLER. 


Even though the $6,000,000 in needed capital is raised, Curt has only been able to raise a total of  $2.5 million in equity, including the $1 million raised from accredited and institutional investors.  The rest of the money raised is debt. In an effort to ensure he receives his preferred interest, he alters the books to show  $500,000 of the debt as equity. 

CURT: BREACH OF DUTY OF GOOD FAITH.  EXCEEDS CHECKWRITING AUTHORITY.  BREACH OF DUTY FOR ALTERING THE BOOKS.

BOARD: BREACH OF DUTY FOR ALTERING THE BOOKS, NOT BEING FULLY INFORMED, RELYING UPON ORAL INFO ONLY. CAN RESCIND BONUS. 

To cover his actions, over a period of six months, Curt writes several checks in increments of $49,900 for alleged contract services and equipment, grossly inflating the costs to cover the $500,000 debt so that there is no default in repayment of any of the debt. The board approves the purchases, relying solely upon oral representations from Curt, without getting any supporting documentation.  

BOARD’S RELIANCE ON ORAL REPRESENTATION FROM CURT MAY BE UNREASONABLE, BREACH OF DUTY OF CARE. 

The board also votes to issue Curt a 5 percent bonus of preferred stock for successfully completing the IPO.

BONUS CAN BE RESCINDED FOR MISSTATEMENTS.  


During a routine audit, the equipment purchase discrepancies are discovered and Curt confesses to what he has done.  Over the objections of Edgar, who demands that legal action be taken against Curt, Alfred decides that since none of the creditors have been harmed and most of the money was used to repay TK debt, the publicity would hurt the commercial success of TK, causing the value of stock to drop. As a result, Alfred persuades the board to ratify Curt’s actions and votes to take no legal action against Curt. 

ALFRED: DECISION NOT TO SUE MAY BE PROTECTED BY BJR. REASONS SEEM REASONABLE.  REMOVAL OF CURT PROTECTED BY BJR.

 Curt is removed from the board, and fired as president, but is allowed to retain his 5 percent preferred interest and 10 percent common interest.

REASONABLE COMPROMISE, PROTECTED BY BJR


Edgar files a derivative action against the board and Curt anyway for fraud, wasting of corporate assets, and breach of fiduciary duty of good faith and loyalty.  TK board votes to file a motion to dismiss the action. 

EDGAR: REQUIRES WRITTEN DEMAND. DISMISSAL WILL BE PROTECTED BY BJR IF DISINTERESTED. 


Following the termination of Curt, Frank is hired as the new President.  Frank receives a 5 percent preferred interest in the corporation, a $125,000 salary with stock option bonuses, and takes Curt’s seat on the board. The options allow Frank to purchase up to a 1 percent interest of TK’s preferred shares at $5/share, exercisable within 18 months or by December 31 of 2003. To appease Edgar, Berry gives Edgar one of his seats on the board.  The board is now comprised of Alfred, Berry, Frank, Edgar, Group A’s director, Alfred’s nephew George, and Alfred’s daughter Laura.


Over the next year, the company enjoys substantial success, in large part due to  Curt’s management and marketing efforts.   Sales increase to more than  $20 million, the debt has been repaid and the company has $4 million in surplus cash. Sales for other TK products have been flat.  Anti-Itch has effectively increased the market share for the company, making the product the number one treatment for basic skin infections.


Thompson and Thompson (TT), a major competitor has seen its sales drop by 30 percent for antibacterial drugs, even though its other products continue to perform well.  Harry Thompson, the company’s majority shareholder and president, is eager to recapture the market and secretly buys 4 percent of TK’s common stock on the open market over a period of one year.  He went to college with Berry and has heard through the grapevine that Alfred and Berry are having internal disputes about the direction of the company.  Harry conspires to meet Berry and Edgar on the golf course. 

TT: NO DUTY TO REGISTER UNTIL GETS 5%


During the golf outing, Berry confirms the rumors that he has become bored and has been researching natural vitamins that will address hair loss.  Harry has just acquired 100 percent of a small company called “Hair Grow” that has received preliminary approval to market a product that uses natural vitamins to promote hair growth. Harry suggests the possibility of merging the two companies through a leveraged buy-out, and/or Harry is willing to swap 60 percent of his interest in Hair Grow for Berry’s 20 percent common interest and 15 percent preferred interest in TK.  

VIOLATION OF RIGHT OF FIRST REFUSAL.

 
In July of 2003, following the meeting, Edgar secretly buys an additional 2 percent interest in TK, bringing his total interest to 3 percent.  Edgar also calls Derek, who also buys a one percent interest in TK.  At the time, the stock is trading at $10 per share.   Three months later, Berry and Edgar discuss the idea of a merger in general terms with Alfred who categorically rejects the idea and makes it clear that he will not permit it. In early August, rumors of a possible merger between TT and TK begin to circulate and the stock jumps to $15 per share.  On August 20, Edgar sells 2 percent of his interest at $17 per share to Harry, realizing a profit of $200,000.  A week later, Edgar tells Derek of the merger plan, who sells all of his interest 1 percent interest to Harry at $17 per share, realizing a $100,000 profit.  Harry now owns 6 percent of TK’s stock. 


When a reporter asks Alfred about rumors that TK is considering a merger with one of its competitors, Alfred decries the rumors as false and indicates that “There are no such discussions and that the company is committed to Anti-Itch.  In fact, TK is exploring new applications for the ointment.”  Alfred had received reports from Frank that Harry and Berry were trying to cut a deal, but he did not know of any specifics.  Despite Alfred’s statements, trading on the stock continues.  

ALFRED: 10B5 DUTY TO CORRECT.  DUTY TO INVESTIGATE. VIOLATION OF DUTY FOR FAILING TO DO SO. 

Without discussing his plans further with Alfred, Berry negotiates an agreement to sell Harry’s options to acquire his 20 percent of his common interest and 15 percent preferred interest in TK in exchange for voting control in Hair Grow, which will be set up as a subsidiary of TT. 

VIOLATION OF RIGHT OF FIRST REFUSAL.

 The option contract gives Harry beneficial ownership, which includes the right to vote Berry’s proxies.  Harry has figured that if Berry can get proxies for Group A’s 15 percent and Curt’s 10 percent common interest, he will effectively take control of TK and can then manipulate the board.   Harry has inadvertently failed to take into account the shark repellent provisions in the Articles of Incorporation.

TEASER TO REMIND TO REVIEW ARTICLES


On September 1, 2003, the board sends out a notice of its annual meeting to be held on January 31, 2004. Over Alfred’s objections, Berry persuades the board to consider Harry’s proposal for a proposed two-tier leveraged buy-out for 100 percent of the shares at $18/share, with a cashout mop up of any remaining shares for $14/share.  Berry does not disclose to the board his deal with Harry.  On September 15, the board votes to place the tender offer and proxy solicitation on the agenda for the annual meeting. Group A, Berry, Edgar, and George vote to add the leveraged buy-out tender offer to the agenda.  Alfred gives the board notice of his intent to wage a proxy fight against the offer. No filings have been made with the SEC. 

BERRY: SELF DEALING, BREACH OF DUTY OF LOYALTY, CAN INVALIDATE OFFER

A week later, Alfred  seeks board approval to add to the agenda and to send out a proxy solicitation on an alternative proposal to use the $4,000,000 in surplus cash to begin trial tests on using Anti-Itch for yeast infections. Preliminary research has shown that the ointment can cure yeast infections, but not without undesirable side effects.  Additional testing will be required before Anti-Itch is marketable for those uses.  Normally, testing would be done as part of the ordinary business of TK, subject only to board approval for the expenditure of funds over $50,000. Edgar pledges his proxies for his remaining 2 percent interest to Harry.    

VIOLATION OF ARTICLES, OVER $50k SHAREHOLDERS GET THE RIGHT TO VOTE. BOARD APPROVAL REQUIRED. 

Berry, George and Edgar are directors who favor Harry’s proposal and are working to get shareholders’ proxies to vote for the merger. Harry has secretly met with George to offer him a lucrative contract and the ability to remain on the board if he gets Laura and Frank to reject Alfred’s proposal.

HARRY HAS TO DISCLOSE PARACHUTE, SELF-DEALING. 

 George accepts the offer without disclosing the offer to anyone.  The Board votes 4 to 2 to reject Alfred’s proposal.  Berry, George and Edgar participate in the meeting and vote to exclude Alfred’s proposal from the proxy solicitation. Frank and Laura reject George’s plea and vote to add the proposal.  Frank wants to take over the business when Alfred retires and Laura remains loyal to her father. The Group A institutional investors are predisposed to side with Alfred, but are interested in hearing what Harry has to say without being encumbered by an alternative proposal.   Group A vote to reject adding Alfred’s proposal with the promise to Alfred that they will vote against Harry’s offer at the meeting. Alfred participates in the discussion but refrains from voting. The Bylaws require a minimum of 20 days notice to hold a shareholder meeting.

LAURA- OK NO BREACH. 

QUESTION 1: Discuss the rights, duties, possible breaches, obligations, and remedies of all the parties, (Alfred, Berry, Curt, Derek, Edgar, Frank, George, Harry, Laura, Wallace & Wallace and the TK Board) including the likely outcome.  Address an issue even if your conclusion is that no liability will attach.  The focus is to provide a critical analysis of the issues in the fact pattern. (75 points)
Advice to Alfred

1. Rescind Berry’s options to Harry since there is a violation of Articles/Bylaws re right of first refusal.  Matter should be referred to Bd for action Board would have to approve redemption of shares afterward.

2. Crown Jewel provision to re-acquire Anti-itch eliminates the incentive for Horn to purchase.

3. Fire George, Berry & Edgar from board for cause for failing to disclose transaction with Harry. Self –dealing constitutes cause to discharge them.

4. Alfred exercise poison pill to convert Class B to Class C shares.  Get Group A to acquire Curt’s interest & convert shares.  Board could not unilaterally vote to eliminate provisions without shareholder approval.

5. Get irrevocable proxies from Group A.  So get premium if goes through or an option to have shares redeemed if Crown Jewell is exercised.
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