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 TIPS ON TAKING THE EXAM
INSTRUCTIONS FOR THE EXAM: This will be a closed book, closed note exam  and cover the  material discussed in Part 2: Public Corporations . To the extent that many of the foundation principles covered in Part 1, e.g. fiduciary duty, dissolution, and sale of control also apply to public corporation, you should have a basic understanding of these principles.   

1) Rely upon the class materials, the practice problems after each section, and class notes to prepare for the exam. Do not ignore the Wall Street Journal articles and handouts  on corporate responsibility. 

2) Consider the parts of the outline in a time line, where some transactions impose time requirements or have preconditions to taking the next step. 

3) Take 30-45 minutes reading the question and organizing your answer. First, read through the question, highlighting the issues, if any, from each paragraph in the margins as you go along.   Second, reread the question, this time using scratch paper to organize the  issues according to the parties. 

4)  Use subheadings to organize your answer, discussing  the rights, duties, and liabilities and damages of all persons. Organize your answer based upon the parties, not transactions or events. Use buzz words to discuss the doctrine and legal principles.

5) The professor is evaluating your answer based upon a demonstrated ability to identify issues in a complex fact pattern, discuss the  duties involved, the causes of action and applicable rules, likely outcome and remedies.   

6) Discuss an issue, even if your conclusion is that there is no liability.

7) There are a maximum number of points for each issue. You will do better to say something about as many issues as possible, than discuss one issue exhaustively. 

8) Be prepared, relaxed, and confident.  Good Luck.

 INSTRUCTIONS

This is a closed book, closed note exam based upon the material discussed in class after the midterm.  You will have three hours to answer two questions, worth 75 and 25 points respectively.  (NOTE: Focus on the first question for the practice discussion.)   The first question will be based upon a single fact pattern and will cover the material covered in Part 2 of the course. The second question will be based upon the Part 3 relating to takeovers and fundamental changes.    You are strongly advised  to  spend at least 45 minutes reading through the fact pattern, highlighting the issues in each paragraph.   When you answer, organize the  issues according to the parties, and under each party discuss each  issue or  transaction. 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. 

NOTE: We will discuss the answer on the last day of class. You will also receive an answer chart as well as more detailed instructions about the final) 

FACT PATTERN


Recording Experts, Inc. (REI) is a privately-held corporation engaged in the business of manufacturing and distributing CDs and cassettes. The company has done very well in recent years and is considering going public after successful development and testing of four  products that it believes will expand its  position in the recording devices market.


 The board is currently comprised of five directors. There are three inside directors (who are also shareholders): Chairman, who owns 49% of the outstanding Class A stock; President, who owns 30% of the outstanding Class A stock; and Secretary, who owns 21% of the outstanding Class A stock. There are also two outside directors: Attorney and Accountant, neither of whom is a  shareholder. Each has been retained to perform selected services for the company.  


 The board unanimously  votes to raise $8,000,000 in venture and investment capital to manufacture, market and distribute the company’s four new  products.  The board  decides that the best strategy is to proceed in two steps. Step one requires the corporation to raise up to $3,000,000   from institutional investors. Step two is to  raise the rest by making an initial public offering open to the  general public. There will be  two new classes of stock issued: a  Class B preferred, nonvoting stock which pays a 2-1 dividend preference; and a Class C preferred, voting stock which pays a dividend plus allows voting on fundamental issues, such as whether to pursue a merger. Two additional persons will be added to the board, representing Class A voting shares. This will result in a 7-person board and three classes of shares in the public corporation.

The Articles of Incorporation and/or Bylaws of the public corporation provide that 1)  all  interested transactions are invalid unless the interested party notifies and get approval from  a disinterested board;  and/or from shareholders who ratify the transaction by at least a majority of the outstanding shares present at the meeting; and 2) new ventures will be selected  by a Committee comprised of the Chairman,  President, Attorney, and the two Class C board members. 

 The board hires Attorney to prepare one set of documents for both solicitations, and to ensure that all SEC requirements are satisfied. If Attorney is successful in raising at least  $5,000,000, Attorney will receive a 1% bonus of  Class C stock. While Attorney participated in the discussions regarding retaining his services by answering any questions raised about the IPO process and the company’s expectations, he was not present, nor did he vote on retaining his services.  


In the offering documents, which were never filed with the SEC, the Attorney accurately states  the  results of preliminary tests on each of the four products.   However, in the cover letter accompanying  the offering documents and in oral presentations, Attorney erroneously suggests that final testing has been completed on the four products, and that there are several other  products in development.  Attorney relied upon representations made by Chief  Scientist, who is interested in pursuing other projects that he has developed.  While Attorney  suspects that the information received from Chief Scientist is exaggerated, he included the statements  because he was concerned that he would be unable to convince investors of the likely success of the products unless the tests were complete. If he was unsuccessful, he would not get his bonus. 


In fact, there has  only been one new  project, (not several);   and  final testing has yet to be completed on the four products.  Following a “road show”,  Attorney receives  firm commitments from institutional investors for $2,750,000 in Class B and C stock. The IPO raises $5,250,000 in Class B and C  stock. If  Attorney had accurately stated the status of the products,  he would have raised only $2,000,000 from institutional investors and $4,000,000 from other investors.    It was clear that all of the  investors would have invested even if there were no other projects.  As it is, the IPO is successful, and the company eventually completes the final tests and the products are well received in the market.

Meanwhile, Chief   Scientist  has been working since January of 1999 on developing a new writable CD  that allows a person to selectively rewrite over sections of a CD, in  much  the same way as one can tape over  recorded data on a cassette.   This is the brain child of Chief  Scientist. Although the President has been skeptical of its success and marketability and voted against the project, the Committee voted to permit Chief Scientist to work on the new CD using company facilities and personnel for one year, on the condition that if it is not perfected by June 15, 2000, he would  abandon the project and no longer use company resources. 


By June 1, 2000 Chief  Scientist has perfected the technology, but there is still a problem of the disc erasing random bits of information after continued usage. Chief Scientist informs the President of the problem two weeks before the June 15 deadline and is told by President to stop working on the project during office hours, and reassign the staff to other projects. President wants to use the financial and staff resources to work on one of his pet projects that will enhance his reputation in the industry.  The President fails to mention  to the other Committee members that he has so instructed Chief Scientist.    Frustrated, Chief Scientist decides to continue working on the project after hours, but continues to use company facilities and three of his 15 person staff. 


On June 4th, Chief Scientist contacts  a  colleague, Able, who is  working on similar  research, to discuss the problems with the disc. To protect REI, Chief  Scientist pays Able as a consultant and requires him to sign a confidentiality agreement and agreement not to compete.  Together, they figure out  the steps necessary to fix the problem. Able feels optimistic that Chief  Scientist will be able to perfect the new CD and that the effect will substantially enhance the value of the stock. Able goes out and purchases 100 shares of stock in REI at $10.00/ share. 


Chief Scientist spends the next week working almost exclusively working on the steps discussed with Able. On June 13th, Chief Scientist perfects the CD. Overjoyed by his success, he goes to tell President of the breakthrough. He stops in the Men’s Restroom, runs into Attorney,  and tells him of the breakthrough.  Messenger, not an employee of the company, but using the restroom after delivering a package,  overhears the discussion between Chief Scientist and Attorney. Messenger leaves the building and goes out and buys $200 shares of REI. 

When Chief Scientist gets to President’s office, President is not in; so Chief Scientist  leaves a note with President’s confidential  secretary, Mary.  Mary leaves the note on his desk, goes to a pay phone and calls her broker to buy 50 shares of REI at $15.00/ share. 

  Mary then tells her sister, Thelma,  about what she discovered and, when questioned about the propriety of trading, tells her sister to buy the stock through an intermediary.   Thelma  buys  50 shares of REI at $16.00/share.


Rumors begin to spread about a  breakthrough in developing a rewritable CD. The stock rises to $20/share.  Without knowledge of the note or what Chief Scientist has found, President issues a press release while away from the office  that there is no breakthrough in a select  rewritable CD, stating that the project was abandoned due to problems.  Based upon the information, the stock drops to $18.00/share. Thelma and Mary sell all of their stock.    


When President gets the note, he is furious that Chief Scientist explicitly disobeyed his orders to abandon the project. When Chief Scientist meets with President on June 15th, he is summarily fired for insubordination before he can explain his findings in depth.  Chief Scientist cleans out his office and immediately files a patent on the new product in his name alone. 

 At REI’s Committee meeting, President recounts that the project has been abandoned and that Chief Scientist was fired for insubordination. President asks for ratification of his actions in rejecting further work on the product and for firing Chief Scientist.  Attorney, who is listening, says nothing and votes in favor of ratification of the action.  The motion passes.


 Attorney later pressures Chief Scientist into telling the Committee the truth about the product. Secretary wants to bring a derivative action against  President for his actions. Chairman decides that a derivative action  would open the corporation to extensive liability to the SEC and to private investors.  He convinces the rest of the board to vote against any such action. Secretary files a derivative action anyway, challenging the board’s action.

QUESTION 1: Discuss the rights, duties,  liabilities and remedies for  each of the parties.  (75 points) Remember to discuss an issue, even if it results in no liability.

QUESTION 2: Analyze and discuss the Viacom-QVC-Paramount takeover in terms of 1) the process and  why QVC’s bid had to be considered by the board, 2) the defensive strategies, and 3) why Viacom won. (25 points) (Note: this type of  question will vary depending upon what is covered in Part 3) 
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