Professor Johnson’s Business Organization

Practice Final Exam Answer Grid

	Points
	Party
	Cause of Action
	Events

	
	
	
	

	5
	REI/Board - 
	-Violation of 1933 Act –IPO Filings
	-Failure to register IPO, Exemptions do not apply because the amount raised exceeds $5M and transactions are part of an on-going plan.  Liable for 3 times profit.

	2
	
	-Violation of 1933 – 

10b5 Material Misrep., Fraud on the Market
	-Misrepresentation in the IPO about the status of the tests.  Investors relied upon (would have only  invested $2M vs. $4M.  Not an issue regarding new products cause no reliance.  Fines, restitution for any losses.

	2
	
	-10b5 Material Misrepresentation fraud on Market
	-Failing to correct misrepresentation about the breakthrough.  Duty to investigate.

	3
	Attorney
	-Self dealing 
	-Hiring to represent REI at IPO since he is a director.  Present to answer questions but did not vote-no liab.

	3
	
	-Breach of Fiduc. Duty of care

-Violation of 1933 Act

-Malpractice
	-Failure to file IPO for REI.  Fines, disbarment, removal from board.

	2
	
	-Misrepresentation in IPO
	-Statements in cover letter regarding the status of tests.

	6
	
	-10b5, Breach of Fid. Duty of care
	-Duty to investigate and reliance on Chief Scientist.  Had reason to question and a duty to correct.  Benefit in getting commission.  Reliance unreasonable – liable.  Turn over commission, removal, fines.

	3
	
	-Breach of Fid. Duty of good faith & fair dealing
	-Failure to inform the board of the situation with Chief Scientist.  Removal from board.

	2
	Chief Scientist
	-Breach of Fid. Duty of loyalty, Self-dealing
	-Statements re preliminary tests.  Personal benefit in working on other project.  Was in a top position, had the expertise and access to facts. 

	3
	Chief Scientist
	-Self-dealing; misappropriation of corporate assets

Fair dealing & loyalty
	-Continuing to work and use of REI resources despite stop work order.  Use of facilities and staff.  Defense is the initial authority by the board.  Doubtful president can take unilateral action, since out of personal motive.

	3
	
	-10b5, Tipper
	-Telling Able about the product.  Ok to hire as a consultant and confidentiality agreement to protect REI.  No personal benefit, no trade, so no liability.

	3
	
	-Usurping a corporate opportunity
	-Filing the patent in his name alone.  Use of corporate resources and as a part of duties of REI would give interest to REI.  Defense:  President’s action constitutes a rejection.  However, no board knowledge or approval.

	2
	
	-Breach of Fid. Duty of care
	-Disclosure of the success in the bathroom.  No liability cause it was on REI premises so reasonable expectation not a problem.  No benefit No liability.

	4
	Able
	-10b5, Tippee, Breach of contract
	-Trading on confidential information while working for REI.  No liability as a tippee since no derivative liability from CS.  Liable under misappropriation theory or breach of contract.  Disgorge profits.

	5
	Messenger
	-10b5, Misappropriation
	-Use of confidential information.  No duty to REI or contractual  information.  Public place would likely make messenger an eavesdropper.  In the absence of some duty, no liability.

	5
	Mary
	-10b5, Insider
	-Confidential position as president’s secretary.  Knew info was confidential and traded on info.  Disgorge profits.

	3
	Mary
	-10b5 action vs. REI
	-Relied on information re project to sell so would be entitled to damages, but for the fact that initially traded on insider information, so liable.  Not entitled to damages.

	5
	Thelma
	-10b5, Tippee
	-Accepting the tip, knowing Mary is in breach and information is confidential (since asked how to trade).  Disgorge profits.

	3
	
	-10b5 Action vs. REI
	- Relied on information re project to sell so would be entitled to damages, but for the fact that initially traded on insider information.  Not entitled to damages.

	3
	President
	-Breach of Fid. Duty of fair dealing & loyalty, Self dealing
	-Telling CS to stop working to focus on pet project.  OK so long as project is w/in REI’s line of business. No liability.  Maybe liable for failing to disclose to Bd.

	3
	
	-Breach of Fid. Duty of good faith
	-Misrepresentations re new product.  Initially may be excused since did not know, but duty to investigate.

	3
	
	-10b5
	-Duty to correct once the facts are revealed.

	3
	Secretary
	-Filing a Derivative Action vs. President
	-Request for a derivative action presumed since there was a vote.  Can challenge decision as disinterested but will lose since the only interested parties are Secretary and Attorney.  Can get disinterested vote.  Would not preclude REI from liability for misrepresentation.  Action likely dismissed per business judgment rule.

	3
	Chairman
	-Breach of Fid. Duty of loyalty & fair dealing, Overreaching
	-Influencing board no to pursue action vs. President.  No info. of self-interest, and if informed then protected by business judgment rule.

	79 Possible Points
	
	
	


(Scored out of 75 on the assumption students would identify different issues)

FACT PATTERN-ANALYSIS


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.

BOARD: PLAN SO THAT YOU AGGREGATE THE STEPS TO DETERMINE IF REGULATION D APPLIES. EXCEEDS THE LIMIT SO MUST FILE S1 STATEMENT.


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. 

FOCUS ON THIS SECTION BECAUSE IT WILL BE USED IN ANSWERING THE SECOND QUESTION. 


 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.  

ATTORNEY ANSWERED QUESTIONS BUT DID NOT VOTE NOR WAS HE PRESENT TO NO SELF-DEALING. DISINTERESTED VOTE.


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. 

BOARD: VIOLATION OF 1933 ACT FOR FAILING TO FILE S1. 

 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: QUESTION OF NEGLIGENCE AND POTENTIAL MALPRACTICE IN MAKING THE ERRONEOUS STATEMENTS. RELIANCE MAY HAVE BEEN REASONABLE BUT FOR FACT THAT SUSPECTS EXAGGERATION. SELF-DEALING IN TRYING TO PRESERVE BONUS.

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.  

BOARD: FACT THAT INVESTORS WOULD HAVE INVESTED ANYWAY SUGGEST THAT THE INFORMATION REGARDING THE NUMBER OF PROJECTS WAS NOT MATERIAL; HOWEVER, THE STATUS OF THE PRODUCTS WAS MATERIAL.  REQUIRE AMEND,  DEREGISTER, IMPOSE FINES. 
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:  WAS THE STOP WORK REASONABLE IN LIGHT OF  COMMITTEE APPROVAL TO GIVE HIM UNTIL 6-15 TO COMPLETE.  APPEARS INTEREST IS SELFISH, WHICH WOUL D GIVE RISE TO A BREACH.

 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.

PRESIDENT: SELF-DEALING IN WANTING TO USE THE CO RESOURCES FOR PET PROJECT. 

 The President fails to mention  to the other Committee members that he has so instructed Chief Scientist. 

PRESIDENT:  BREACH OF DUTY OF CARE AND GOOD FAITH IN FAILING TO MENTION WHAT HAPPENED. NOT FULLY INFORMED. EXPELLED OR FIRED. 
 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. 

CS: USURPING CORPORATE OPPORTUNITY, INSUBORDINATION FOR CONTINUING TO WORK ON THE PROJECT WITH COMPANY RESOURCES. QUESTION OF MISAPPROPRIATION OF COMPANY ASSETS, WASTE. NO LIABILITY SINCE COMMITTEE HAD APPROVED ACTION.

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. 

CS: POTENTIAL 10B5 ACTION FOR INSIDER TRADING IN TELLING ABLE, BUT NO PERSONAL BENEFIT. SEEKING HELP AND HAS HIM SIGN CONFIDENTIALITY AGREEMENT MAKES STEPS REASONABLE BUSINESS DECISION. 

ABLE-LIABLE UNDER MISAPPROPRIATION FOR BREACH OF DUTY TO SOURCE, NO INSIDER TRADING ‘CAUSE NO BENEFIT TO CS. BREACH OF CONTRACT. REQUIRED TO DISGORGE PROFITS.


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.  

CS: NO BREACH OF DUTY BY TELLING ATTORNEY, INSIDER. NOT EXPECT THAT ANYONE WOULD BE LISTENING.

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. 

MESSENGER:  10B5 LIABILITY UNDER MISAPPROPRIATION SINCE ON COMPANY GROUNDS , QUESTION WHETHER REASONABLE EXPECTATION OF CONFIDENTIALITY.  CAN GO EITHER WAY.   THERE MAY BE A DUTY BY VIRTUE OF EMPLOYMENT. IF NO DUTY TO THE COMPANY, NO LIABILITY. 


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 IS AN INSIDER SINCE WORKING FOR PRESIDENT.  SHE TELLS HER SISTER, LIABLE AS A TIPPEE. FACT THAT THERE IS DECEIT INVOLVED IMPUTES KNOWLEDGE OF CONFIDENTIAL. 

  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.

MARY AND THELMA: BOTH WOULD HAVE TO DISGORGE PROFITS.


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.    

PRESIDENT HAS A DUTY TO CORRECT.  DUTY TO INVESTIGATE. MAY BE HONEST ERROR BUT HAS TO CORRECT ONCE IS AWARE.

MARY AND THELMA WOULD HAVE A 10B5 ACTION AGAINST THE COMPANY, EXCEPT THAT THEY OBTAINED INFORMATION IMPROPERLY SO LIKELY GIVE UP AWARD.


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. 

PRESIDENT: FIRING MAY NOT BE PROPER SINCE COMMITTEE APPROVAL MAY BE SUFFICIENT AUTHORITY. PRESIDENT HAS A DUTY TO GET ALL OF THE INFORMATION. ENTITLED TO REINSTATEMENT AND/OR LOST WAGES.

Chief Scientist cleans out his office and immediately files a patent on the new product in his name alone. 

USURPING CORPORATE OPPORTUNITY BY FILING IN OWN NAME. ARGUABLY, PRESIDENT REJECTED IT BUT REJECTION MAY NOT BE PROPER.  COULD LIKELY GET CONSTRUCTIVE TRUST ON PATENT. 

 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.

PRESIDENT DOES NOT GIVE FULL DISCLOSURE, SO BREACH OF DUTY OF CARE AND FAIR DEALING. 

ATTORNEY SHOULD HAVE CORRECTED THE STATEMENT IF KNEW TRUE FACTS. COULD BE REMOVED FROM THE BOARD.  STICKY SITUATION.  CAN GO EITHER WAY. 


 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.

BOARD: QUESTION OF THE IMPARTIALITY OF THE BOARD AND WHETHER THEY WERE EXERCISING INDEPENDENT JUDGMENT. 

SECRETARY: REQUIRED TO MAKE A WRITTEN DEMAND.  AND HAS TO SHOW DECISION TO REJECT WAS INTERESTED, BECAUSE OF THE ABSENCE OF INDEPENDENT JUDGMENT.  DEMAND MAY BE EXCUSED IF SHOW NOT FULLY INFORMED OR DISINTERESTED. 

CHAIRMAN’S ACTIONS MAY BE REASONABLE IN WHY WANTED TO DISMISS ACTION. IF NO SELF INTEREST, THEN PROTECTED BY BJR. 

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.

