BUSINESS ORGANIZATIONS 

FINAL EXAM-2007

You will have three hours to answer two questions, worth 75 and 25 points respectively. Both questions will be based upon the same fact pattern.  It is strongly advisable that you spend at least 30 minutes reading and organizing your answer. You will have two bluebooks to answer both questions, writing ONLY on one side of the page. NO CREDIT WILL BE GIVEN FOR WRITING ON THE BACK OF PAGES. 

FACT PATTERN


HPC is a publicly traded corporation that sells electronics to retail customers, ranging from computers,  televisions,   stereo, and accessory components. HPC has  annual revenues of $30 million  and has recently sold off one of its divisions, and has $5,000,000 in earned surplus revenue.  The board has just passed a resolution to begin an acquisition campaign to  diversify or expand horizontally and buy up smaller companies and competitors.

HPC's  Bylaws and Articles of Incorporation  include the following provisions: 1) annual meetings require a minimum of 45 days notice unless the board elects to shorten the date, based upon exigent circumstances; 2) all employees are required to sign confidentiality agreements;  3) members of the board can only be removed  for cause prior to the expiration of their term, with “cause” including but not limited to breach of HPC’s confidentiality agreement, which precludes disclosure of  board deliberations or other confidential information; 4) executive compensation for officers must be approved by a majority of the board if the total package exceeds $500,000;  5)  interested transactions will be valid only if approved by an audit committee of at least three disinterested board members, or ratified by a majority of the shareholders; and 6) amendments to the Articles or Bylaws require a vote of two-thirds of the shareholders.   

Arthur is chairman of a seven-person board of directors and shareholder with 20 percent of Class A common voting shares.   The board is comprised of Arthur,  Bankers, Dwight and Frank, all of whom serve for one-year terms.    Bankers have three seats on the board and have in the past been influenced, but not controlled by Arthur.   Bankers is comprised of  HPC’s  investment bankers and underwriters,  who collectively own 40 percent of Class A stock interest in HPC. Bankers vote as a block pursuant to a pooling agreement.  Frank is general counsel  of HPC and owner of 10 percent of Class A stock. The balance of 30 percent  is held by the general public. There is one vacancy on the board, left open by the CEO who recently retired.  To comply with Sarbanes-Oxley, HPC created an audit committee comprised of  Frank,  one of the Bankers, and the new CEO.  

Arthur has had recent run-ins with Bankers on the board, who want to expand horizontally, staying in electronics and buying up smaller competitors.   Arthur would like to see the company diversify into the office market. There have been a series of leaks to the press from someone on the Board over the past six months that have resulted in delays in some acquisition deals.  Arthur has decided to bring in someone as CEO who will  help him  reestablish his control over the board and the direction of the company. Otherwise, he is reaching retirement age and is ready to cash out.   

Arthur hires Beatrice as CEO and vice-chair of the board.   Beatrice  has a reputation for being loyal, but  very tough. He persuades her to accept the job, after offering her a very lucrative employment contract that includes:  an annual salary of  $500,000 plus a guaranteed bonus of  $600,000 for the next three years if the acquisition plan is successfully completed.  In the event that she leaves HPC without cause, she will receive a $5 million severance package or a consulting contract for the next 20 years.  Beatrice accepts the offer and executes a contract with Arthur. Arthur advises the board members informally that he has hired Eva and the basics of her compensation plan without mentioning the severance package.  At the next meeting, a motion is made and carried without a formal presentation or further discussion to ratify Beatrice’s compensation package. 


In December, while representing the company at a conference, Beatrice hears about a small, office supply chain called KPAC  that has stores in states that complement HPC’s existing franchises.   KPAC just completed an initial public offering  (IPO) over the last  year to raise $6,000,000.  KPAC circulated an initial  IPO prospectus filed with the SEC,  omitting  the fact that its CFO had been indicted for embezzlement of corporate funds used to pay suppliers.  The company decided not to prosecute but pledged to make restitution to all creditors and liens placed on its inventory.   KPAC stated in its S1 form that its assets were unencumbered and owned free and clear.  Accredited investors who were aware of the charges, declined to invest.   The IPO was completed, but KPAC  only raised  $3,000,000: $2,000,000 from unsuspecting suppliers, and the balance from over 10,000 members of the general public. Beatrice is unaware of the omissions, but proposed to invest $2,000,000 in KPAC. 
In January, during lunch in the company cafeteria, Arthur agrees to support Beatrice in  acquiring  KPAC, but cautions her to keep the negotiations quiet because of possible leaks.   Dwight, Vice President of Marketing for HPC, overhears Beatrice talking to Arthur about KPAC.  Dwight secretly buys 200 shares in HPC for $50/share,  and buys 1,000 shares of KPAC at $25/share. Dwight tells Therapist, on the condition that he keeps it quiet, and give Dwight free consultations for six months.    Therapist  agrees, and goes out and buys  200 shares of HPC for $50/share. 

In February, rumors begin to circulate that HPC is considering a tender offer  with KPAC.  HPC’s  stock rises to $65/share.  The SEC halts trading and asks HPC about the rumors.  Arthur  issues  a press release that states,  "The corporation is considering a number of options, but has not finalized negotiations with anyone." After the announcement,   HPC’s stock drops to $63/share.  

Incensed that the information has leaked out, Beatrice  hires Investigator  to track down the source of the leaks on the board.  Initial investigation does not reveal anything.   While going  through Frank’s trash, however,  Investigator discovers that HPC is close to finalizing the deal with KPAC. Investigator goes out and buys 100 shares of HPC for $63/share.   A week later,   Beatrice meets with KPAC’s President and  negotiates an option agreement in her name, subject to  approval of HPC’s board,  to acquire 8 percent of KPAC’s stock options for $2,000,000.  
In April, rumors again circulate about a possible merger between HPC and  KPAC.   Arthur  reiterates his last comment and says there is nothing to add. HPC’s stock drops again to $60/share.  Dwight, who thought things would materialize, sells  his 200 shares in KPAC for a profit of $5,000.  Dwight also sells 100 shares in HPC for  $60/share. 

Investigator recommends extraordinary means, such as  pretexting, a tactic to disguise one’s identity to get access to email and phone records. Beatrice  requests advice from Frank on the legality of the tactics.  Frank advises that the law does not expressly prohibit pretexting,   but cautions that there may be some privacy and ethical issues about the practice.     Beatrice says, “I don’t care what you do, but it is critical that we find the source of the leaks. As long as it is legal, do it. Use your own judgment. I will not ask any questions, just get results.”   
 Investigator gets Dwight’s phone and email records and confirms that he is the source of the leak.  At the next board meeting,  Beatrice confronts Dwight, who admits to the leaks, but says he was doing it for the good of the company. During the meeting,  the board  finds out that  Beatrice has authorized surveillance of all board members.        
Arthur briefs the Audit Committee about everything that has occurred, including the purchase of stock options by Beatrice on behalf of HPC.  Bankers reveal to Arthur  a series of disparaging facts about KPAC, including the embezzlement of the CFO.   Concerns over possible mismanagement cause Frank to vote with Bankers  to reject  Beatrice’s proposal to approve the purchase of the stock options. Arthur does not think the facts are material based upon the corrective steps taken and vows to pursue the matter further. 
After the meeting, Bankers confront Arthur, demanding that Beatrice be fired.  Arthur agrees, only if Bankers withdraw their objection to the KPAC deal.       Concerned that there is pressure to fire her,  Beatrice submits her resignation, demanding her severance package. Arthur refuses. Instead, Arthur fires Beatrice. 
On  May 30, Arthur submits a shareholder  proposal for the upcoming shareholder meeting scheduled for August 30th to ratify Beatrice’s KPAC stock option purchase. Arthur indicates that he will launch a proxy fight at the shareholder meeting if the matter is not added.  Arthur includes in the proxy solicitation  filed with the SEC that the board has been briefed on the KPAC deal and that  all outstanding issues with KPAC have been resolved.  Bankers submit a shareholder proposal   to amend the Bylaws to prevent surveillance of board members.   The Board  is deadlocked on the agenda for the meeting. Beatrice does not vote and is not present.   

Bankers file a shareholder derivative action against Beatrice in state court claiming breach of fiduciary duty, and  file a direct action in federal court against  Arthur for proxy fraud,  seeking damages and  an injunction.     Beatrice  countersues HPC for breach of contract and to collect her severance package.   
QUESTION 1: Discuss the rights, duties, and remedies of  the following parties: HPC,  KPAC,  Arthur, Beatrice, Dwight,  Bankers, Investigator, Therapist, Audit Committee and Frank. Assume that  HPC’s board obligations are  attributable to Arthur.  Address an issue even if your conclusion is that no liability will attach. (75 points) 

QUESTION 2:  What advice would you give Bankers, Arthur and Beatrice to resolve their dispute without having to proceed forward with their lawsuits?    Be specific. (25 points)
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