
COMMENT

The Strict Good Faith Standard-Fiduciary
Duties to Minority Shareholders in Close

Corporations

A close corporation has been defined as a corporation having a small
number of shareholders, substantial shareholder participation in the
management and operation of the corporation, and no ready market for
shares.' This special definition of close corporations is warranted because
of the differences between close corporations and public-issue corpora-
tions. The expectations of investors in a close corporation are different
from the expectations of investors in a public-issue corporation. Investors
in a public-issue corporation are seeking a return on their money and typ-
ically have only passive interest in the day-to-day operation of the busi-
ness. In contrast, investors in close corporations commonly take active
interest in the operation of the business and expect it to be a principal
source of their livelihood.2 Moreover, a significant difference in the posi-
tion of shareholders in close corporations and shareholders in public-issue
corporations concerns the marketability of stock. A dissatisfied minority
shareholder in a public-issue corporation can easily sell his stock. In a
close corporation, however, no ready market for minority shares exists,'
since close corporation stock is not normally traded on the open market.

The line between ownership and management in a close corporation is
practically indistinguishable." It is not uncommon for stockholders ac-
tively to participate in the daily management of the business. Frequently
in close corporations stockholders hold positions as officers, directors, and

1. Donahue v. Rodd Electrotype Co., 367 Mass. 578, -, 328 N.E.2d 505, 511 (1975).
2. See F. O'NEAL, OPPRESSION OF MINORITY SHAREHOLDERS § 3.06, at 78 (1975).
3. See F. O'NEL, supra note 2, § 3.06, at 78.
4. Melton, Close Corporations: Strict Good Faith Fiduciary Duty Applied to Control-

ling Stockholders, 38 LA. L. REV. 214, 215 (1977).

595



MERCER LAW REVIEW

employees of the corporation. By contrast, in public-issue corporations,
the board of directors as management sets the business policy of the cor-
poration and the stockholders as owners have the right to vote on funda-
mental corporate matters at shareholders' meetings. It is not contem-
plated that stockholders in public-issue corporations will exercise any
control over the day-to-day operation of the business, although they may
veto actions taken by the directors concerning fundamental corporatE
matters. Because the operation of a close corporation commonly involver
the daily interaction of the shareholders on a personal level, a harmoniou.
relationship is necessary if the business venture is to succeed.' Recogni-
tion of the more intimate relationship of shareholders in close corpora-
tions and acceptance of the close corporation as a legal entity apart front
public-issue corporations were important steps toward recognition that E
fiduciary duty is owed minority shareholders.

A minority shareholder's position in a close corporation is both uniqu
and dangerous. In no other form of business organization do the ownen
face the potential of complete loss of liquidity of their investment and a
indefinite exclusion from profit sharing.' The potential for majority abus
of the minority in a close corporation is great because of the minority',
weaker position. Thus, the temptation for the majority to indulge in
"squeeze-out" of the minority is immense. A "squeeze-out" has been de
fined as the controlling shareholders' use of their preeminent position ir
the business to drive out other less powerful participants in the business.'
The inability of a dissatisfied minority shareholder to extricate himsel
from the corporation encourages the majority to indulge in a "squeeze
out" attempt. For example, the dominant owners may achieve a "squeeze
out" by using inside information, powers of control, and available lega
devices. A partial "squeeze-out" does not entirely eliminate a shareholdei
from the corporation. It merely limits his participation in the enterprise
The result may be an isolation from corporate affairs and a loss of incoml
from the business, since typically, the dominant shareholders do not com
pensate the "squeezees" for the interests that they lose.8

In a "squeeze-out" situation, a cause of action based on the controllin
shareholders' breach of fiduciary duty will often provide a dissatisfied mi
nority shareholder the highest probability of relief.' A statutory appraisa
remedy is generally not triggered by actions typically taken by the major

5. Bradley, A Comparative Assessment of the California Close Corporation Provision
and a Proposal for Protecting Individual Participants, 9 Loy. L.A.L. REV. 865 (1976).

6. Hetherington & Dooley, Illiquidity and Exploitation: A Proposed Statutory Solutioi
to the Remaining Close Corporation Problem, 63 VA. L. REV. 1, 6 (1977).

7. O'N.AL, supra note 2, § 2.15, at 42.
8. Id. § 1.01, at 1.
9. See Note Freezing Out Minority Shareholders, 74 HARV. L. REV. 1630 (1961).

596 [Vol. 33



GOOD FAITH STANDARD

ity in a "squeeze-out" situation, nor is relief under most dissolution stat-
utes available unless the corporation is deadlocked. In some statutes, op-
pression is grounds for dissolution; however, "squeeze-out" attempts
commonly fall short of constituting oppression. This comment will ex-
plore the application of the strict good faith standard of fiduciary duty

-articulated in Donahue v. Rodd Electrotype Co.10 and in decisions follow-
ing Donahue. When a minority shareholder in a close corporation alleges
the majority has breached a fiduciary duty owed him, the courts must
essentially balance the competing interests of the majority against the in-
terests of the minority. This article will analyze the circumstances in
which the courts applying Donahue will give greater weight to the inter-
ests of the minority and also what type of relief will be afforded to a
"squeeze-out" victim. The standards of review articulated by the courts
are not in themselves important because they tend to be conclusory in
nature;" ' the crucial determination must be of when one party's interests
will outweigh the interests of the other.'2

I. HISTORICAL BACKGROUND

Historically, the relief afforded a minority shareholder on the basis of a
breach of fiduciary duty claim has been limited by the reluctance of the
courts to recognize that a fiduciary duty is owed by the majority to the
minority.' s It has long been the rule in corporate law that the directors
and officers of a corporation owe a fiduciary duty to the corporation. "

This idea grew from the concept of the corporation as a separate legal
entity apart from its shareholders." Technically, the assets of the busi-
ness are owned, not by the individual shareholders, but by the corpora-
tion, "'6 and the directors and officers have been described as agents and
trustees for the corporation. 7 Because the officers and directors wield
considerable influence over the assets of the corporation, they owe a
fiduciary duty to that corporation, which must rely on their good faith
and fair dealing."s

10. 367 Mass. 578, 328 N.E.2d 505 (1975).
11. See Singer v. Magnavox Co., 380 A.2d 969, 976 (Del. 1977).
12. Id. at 976.
13. See, e.g., O'NEAL, supra note 2, at § 7.13; Carpenter v. Danforth, 52 Barb. 581 (N.Y.

Sup. Ct. 1868).
14. W. FLETCHER, CYCLOPEDIA OF THE LAW OF PRIVATE CORPORATIONS § 838, at 183 (rev.

perm. ed. 1975).
15. Gillerman, The Corporate Fiduciary in Massachusetts, 65 MAss. L. REV. 113, 114

(1980).
16. Id. at 114.
17. See generally 3 FLETCHER, supra note 14, at § 838.
18. "A fiduciary relation arises in situations where one holds a position of superiority
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While it is accepted in all jurisdictions that directors and officers owe a
fiduciary duty to the corporation they serve,1s only recently have courts
begun to recognize that minority shareholders have needs quite different
from those of their counterparts in public-issue corporations."0 As previ-
ously noted, in past years courts have held that controlling shareholders
do not owe a fiduciary duty to the minority."1 This view gave way to the
determination that a majority stockholder did not have a fiduciary duty
to the minority until the majority stockholder stepped out of his role as a
stockholder and assumed the same functions as the directors in the man-
agement and conduct of the business.2 2 In Levy v. American Beverage
Corp.,2' plaintiff brought an action against former majority shareholders
for allegedly breaching a fiduciary duty to him, as a minority shareholder,
by selling their stock to a purchaser who subsequently mismanaged the
corporation. The court held that mere ownership of stock was not suffi-
cient, in and of itself, to make controlling shareholders fiduciaries for the
minority when the controlling shareholders had not assumed the func-
tions of directors, and the court therefore denied plaintiff relief.24

The view that controlling shareholders do not owe the minority a
fiduciary duty of good faith and fair dealing is however, now outmoded.2 1

In a leading Supreme Court case, Southern Pacific Co. v. Bogert 2 the
minority shareholders, plaintiffs, sought to have the controlling share-
holders declared trustees for the minority and have a corporate reorgani-
zation plan reviewed. The Supreme Court held that "[ilt is the fact of
control of the common property held and exercised, not the particular
means by which or manner in which control is exercised, that creates the
fiduciary obligation. '2

1

and influence over the interests of another such that the latter is forced to rely on the good
faith and fair dealing of the former." O'LECK, MODERN CORPORATION LAW § 1569, at 624
(1959).

19. See generally 3 FLETCHER, supra note 14, at § 838.
20. See Jones v. H.F. Ahmanson & Co., 1 Cal. 3d 93, 460 P.2d 464, 81 Cal. Rptr. 59

(1969); Donahue v. Rodd Electrotype Co., 367 Mass. 578, 328 N.E.2d 505 (1975).
21. See generally O'NEAL, supra note 2, at § 7.13.
22. See Robotham v. Prudential Ins. Co. of America, 64 N.J. Eq. 673, 53 A. 842 (1903)
23. 265 App. Div. 208, 38 N.Y.S.2d 517 (1942).
24. Id. at 525.
25. See, e.g., O'NAL, supra note 2, § 7.13; Northway v. TSC Indus., 512 F.2d 324 (7t0

Cir. 1975), rev'd, 426 U.S. 438 (1976); Jones v. H.F. Ahmanson & Co., 1 Cal. 3d 93, 460 P.2c
464, 81 Cal. Rptr. 592 (1969); Roland Int'l Corp. v. Najjar, 407 A.2d 1032 (Del. 1979); Singe]
v. Magnavox Co., 380 A.2d 969 (Del. 1977); Galler v. Galler, 32 Ill. 2d 16, 203 N.E.2d 57'
(1964).

26. 250 U.S. 483 (1919). In recent years, this quote from Bogert has come to represen
Supreme Court sanction for courts imposing a fiduciary duty upon controlling shareholders
Gillerman, supra note 14, at 123, 124.

27. 250 U.S. at 492..
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Although it is now accepted that the majority owes a fiduciary duty to
the minority, the courts have not been consistent in determining the ex-
tent of the duty. In Pepper v. Litton,"' the Supreme Court reaffirmed
Southern Pacific in holding that controlling shareholders must show that
their dealings with the corporation were in good faith and were inherently
fair toward the corporation and the shareholders.2 9 Other courts have not
granted relief unless the actions of the majority are shown to be fraudu-
lent,"0 in bad faith,31 or an abuse of discretion s. 3  The common factor,
however, seems to be that the actions of the dominating shareholders
must carry "the earmarks of an arm's length bargain '3

8 if the transaction
is to be upheld.

II. A NEW STANDARD-Donahue v. Rodd Electrotype Co.

The Massachusetts Supreme Court in Donahue articulated a new stan-
dard of fiduciary duty, the strict good faith standard. Plaintiff was a
minority shareholder in what the court defined as a close corporation. 3 '

She held fifty shares of stock while the remaining one hundred and
ninety-eight shares were held by the Rodd family. The controlling share-
holders agreed to purchase the forty-five shares of stock held by Harry
Rodd, the founder of the corporation, who wished to use the proceeds to
fund his retirement. Upon learning that the decision had been made by
the majority to purchase Harry Rodd's stock, plaintiff requested that the
corporation purchase her stock at a ratable price. The corporation refused
to do so. Plaintiff then brought an action alleging that the controlling
shareholders had breached a fiduciary duty to her as a minority share-
holder by causing the corporation to purchase majority stock while refus-
ing to offer her the same benefit. The court held that when controlling
shareholders use their positions to confer benefits upon themselves, they
must offer the same benefits to the minority.3 5 In this case, the failure to
confer equal benefits in proportion to the amount of stock held consti-
tuted a breach of fiduciary duty. The court then ordered defendants to

28. 308 U.S. 295 (1939).
29. Id. at 306.
30. See, e.g., Bellows v. Porter, 201 F.2d 429, 434 (8th Cir. 1953); Corbin v. Corbin, 429

F. Supp. 276, 280 (M.D. Ga. 1977).
31. See, e.g., Gottfried v. Gottfried, 197 Misc. 562, 73 N.Y.S.2d 692 (Sup. Ct. 1947); Al-

lied Chem. & Dye Corp. v. Steel & Tube Co. of America, 14 Del. 1, 120 A. 486 (Ch. 1923).
32. See, e.g., Burke v. Gulf, M. & 0. R.R., 324 F. Supp. 1125 (S.D. Ala. 1971).
33. 308 U.S. at 306, 307.
34. 367 Mass. at -, 328 N.E.2d at 511. (See text accompanying note 2 supra.) The com-

mon denominator in all definitions of close corporations seems to be no ready market for
shares.

35. Id. at -, 328 N.E.2d at 519.
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offer to purchase plaintiffs stock at a price per share equal to that given
to the majority shareholders.8 6

In Donahue, the court imposed a higher degree of fiduciary duty upon
controlling shareholders in a close corporation. It determined that imposi-
tion of a higher duty was warranted, given the special nature of close
corporations in comparison to public-issue corporations."7 The court
found that membership in a close corporation bears a remarkable resem-
blance to membership in a partnership. In both, the ownership of the
business is held in a few hands and limited to the original parties or their
transferees, and the remaining stockholders must agree to any transfer of
ownership. In addition, in both a partnership and a close corporation the
owners are dependent upon each other. If the business venture is to suc-
ceed, all of the participants must freely contribute their skill, experience,
labor, and capital. The relationship of the parties must be one of trust,
confidence, and loyalty to the business.38 If not, a stalemate may result
and ultimately a dissolution of the corporation might ensue. The court
concluded that the great resemblance between close corporations and
partnerships demanded a similar standard of fiduciary duty-majorit)
shareholders should be subject to the same strict good faith duty b)
which partners must abide.1

The court in Donahue further justified its imposition of a higher stan.
dard of fiduciary duty for close corporations because of the great vulnera.
bility of minority shareholders to abuse by the majority. The court notek
that the majority could "squeeze-out" the minority by refusing to declar
dividends, draining off corporate assets by paying outrageous salaries t(
majority shareholders, and by depriving minority shareholders of corpo.
rate offices and employment. Because the majority had this power, th
court concluded that they should be held to a higher duty than theii
counterparts in public-issue corporations. 0 Additionally, the court fount
that the imposition of a higher fiduciary duty upon majority shareholden
was justified because of the difficulty that oppressed minority sharehold
ers have had in obtaining relief under prevailing fiduciary standards. Thi
court stated that courts have hesitated to interfere with the judgment o
the controlling shareholders, and therefore they have offered little protec
tion to oppressed minority shareholders. 41

36. Id. at _, 328 N.E.2d at 521.
37. Id. at -, 328 N.E.2d at 515.
38. Id. at._, 328 N.E.2d at 512.
39. Id. at 328 N.E.2d at 515.
40. Id. at _, 328 N.E.2d at 517.
41. Id. at _, 328 N.E.2d at 518.

The courts prefer not to interfere. . . with the sound financial management of the
corporation by its directors, but declare as a general rule that the declaration of
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The decision in Donahue is significant for several reasons. First, the
court seemed to abandon consideration of the majority control and busi-
ness judgment rules.4 2 This position is articulated by the court in what
has been termed the " equal opportunity rule" of the Donahue decision. 48

If the majority confer any benefits upon themselves, they must confer the
same benefits upon the minority. The rule can be criticized for being so
broad that the controlling shareholders' capacity to conduct corporate af-
fairs could be inhibited.

The court's decision in Donahue is also significant because it recognizes
the differences between close corporations and public-issue corporations.
By recognizing this difference, the court has relieved what has been de-
scribed as an identity crisis suffered by minority shareholders in close
corporations. 4 4 Although close corporations function similarly to partner-
ships, courts did not recognize this similarity in their definition of close
corporations. By enunciating a coherent definition of close corporations
that described the roles of the shareholders in partnership terms, the
court in Donahue helped alleviate the identity crisis suffered by minority
shareholders and also defined the extent of their rights and duties.48

Disregarding the strict good faith label expounded by the court, the
result in Donahue is equitable if the competing interests of the parties
are examined. The court in Donahue noted that the majority had, in ef-
fect, transformed a previously illiquid investment, held by Harry Rodd,
into a liquid one by purchasing his shares." The result was access to cor-
porate assets. Plaintiff's interest in having such a market for her shares
was in no sense lesser than that of Harry Rodd.47 Unfortunately, the
court did not note whether the majority had articulated an interest in
having the corporation purchase Rodd's stock which would outweigh

dividends rests within the sound discretion of the directors, refusing to interfere
with their determination unless a plain abuse of discretion is made to appear.

Crocker v. Waltham Watch Co., 315 Mass. 397, _, 53 N.E.2d 230, 233 (1944).
42. Courts adopting the business judgment rule will not interfere with the internal man-

agement of the corporation and substitute their judgment for that of the directors and con-
trolling shareholders if they act intra vires. H. HENN, LAW OF CORPORATIONS § 242 (2d ed.
1970); see, e.g., Sinclair Oil Corp. v. Levien, 280 A.2d 717 (Del. 1971); Bartow Lumber Co. v.
Enwright, 131 Ga. 329, 62 S.E.2d 233 (1908). The "very foundation principle of a corpora-
tion is that the majority of its stockholders have a right to manage its affairs so long as they
keep within their chartered rights . . . and a Court of Equity will not interfere to prevent
unwise or improvident acts." Hand v. Dexter, 41 Ga. 454, 462, 464 (1871).

43. 367 Mass. at -, 328 N.E.2d at 518.
44. See 61 CORNELL L. REV. 986 (1976).
45. 328 N.E.2d at 512.
46. Id. at 518.
47. The fact that there is no ready market for minority stock in close corporations,

which often creates an illiquid investment, is frequently the source of exploitation of the
minority. See Heatherington & Dooley, supra note 6, at 6.
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plaintiff's interest in receiving similar benefits. The result in Donahu(
raised the question of how far courts would extend the higher fiduciar3
standard.4 8 Would the courts require every benefit received by the ma
jority, such as director's fees or employment by the corporation, to b4
extended to the minority? The question also remained whether the relie
afforded the dissatisfied minority shareholder in Donahue would be lim
ited to the facts of the case, or whether in every case the remedy fo:
breach of fiduciary duty would be a buyout of minority stock.

III. Donahue's PROGENY

Courts applying Donahue have followed its rationale relating to thi
need for greater protection of minority interests in close corporations
However, courts, balancing the competing interests of the majority an(
minority shareholders, have limited the strict fiduciary standard positioi
in Donahue to a large extent by narrowing the scope of the "equal oppor
tunity" aspect of that case. Indeed, in considering Donahue's progeny, i
is important to consider how the competing interests and expectations o
the parties have been balanced, and what relief the courts have granted il
various fact situations.

In Wilkes v. Springside Nursing Home, Inc.,49 the same Massachusett
court that decided Donahue retreated from a broad imposition of thi
strict fiduciary duty standard and perhaps initiated a general retreat fron
the broad rule of Donahue. The court in Wilkes limited Donahue b,
inquiring more deeply into the interests of the majority and by consider
ing whether a legitimate business purpose existed for the actions taken b
the majority which resulted in economic harm to the minority."0

In Wilkes, plaintiff was one of four original shareholders in a corpora
tion. Initially, Wilkes anticipated they would be partners. He agreed b
incorporate to escape general liability, with the expectation that the busi
ness would operate like a partnership. In the beginning, each of the share
holders possessed an equal degree of control over the corporation. All o
the shareholders were officers in the corporation and participated in th,
day-to-day operation of the business. Wilkes later had a falling out wit]
the other shareholders."' At a subsequent board meeting, salary increase
were approved for all of the shareholders except Wilkes. All of the share
holders, except Wilkes, were reelected to their respective corporate of

48. See 21 VILL. L. REv. 307 (1976).
49. 370 Mass. 842, 353 N.E.2d 657 (1976).
50. Id. at -, 353 N.E.2d at 663.
51. The relationship between the parties began to deteriorate when plaintiff persuaded

majority of the stockholders to ask a higher price for property that one of the stockholdel
wished to purchase from the corporation.
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fices. Plaintiff was further informed that his services as an employee of
the nursing home were no longer necessary, nor was his continued pres-
ence around the business desired. Wilkes brought an action alleging that
the controlling shareholders and the corporation had breached a fiduciary
duty owed him. 2

Wilkes, the apparent victim of a "squeeze-out" attempt, was an op-
pressed minority shareholder in the exact type of situation that had con-
fronted the court in Donahue. The majority shareholders in Wilkes were
using their position as controlling shareholders to deny to the minority
the benefits of corporate offices and employment they enjoyed. It is sig-
nificant that all of the expectations Wilkes held when he entered the bus-
iness venture were totally frustrated by the majority. The court noted
that it was common in close corporations for shareholders to be employed
by the corporation and to receive a salary in lieu of dividends.5 3 There-
fore, by terminating Wilkes' employment, the controlling shareholders
had rendered his investment illiquid." Plaintiff thus could not recoup
his investment by selling his stock because of the unavailability of a ready
market. The court noted that the majority, in such a "squeeze-out" at-
tempt, often would force the minority to sell their stock to the corpora-
tion or to the majority at an inadequate price.55

The court in Wilkes reaffirmed the distinctions made in Donahue be-
tween close and public-issue corporations and also reaffirmed the proposi-
tion that minority shareholders in a close corporation should receive more
protection than that afforded minority shareholders in public-issue corpo-
rations. The court further stated:

Nevertheless, we are concerned that untempered application of the strict
good faith standard enunciated in Donahue to such cases 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 .... The majority conced-
edly, 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."

Therefore, the court proceeded to examine the majority interests by in-
quiring into the business purpose of the actions taken by the majority.

52. Id. at -, 353 N.E.2d at 661.
53. A guarantee of employment might have been one of the specific reasons why the

minority shareholder initially invested in the corporation. 370 Mass. Id. at -, 353 N.E.2d at
662.

54. Id. at -, 353 N.E.2d at 663.
55. The court, in fact, inferred that the majority did intend to force Wilkes to sell out to

them at a low price. Id. at -, 353 N.E.2d at 664.
56. Id. at _, 353 N.E.2d at 663.
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The court placed a burden on the majority to establish a legitimate busi
ness purpose for their conduct. If a legitimate business purpose wa
shown, the burden would shift to the minority to show the court that ai
alternative course of conduct by the majority would have achieved thi
same result with less harm to minority interests.5 7 The court noted tha
the evidence did not disclose any misconduct on Wilkes' part as a direc
tor, officer, or employee of the corporation. 8 Therefore, the action takei
by the majority was unjustified because it had no legitimate business pur
pose. Conduct by the majority that was devoid of a legitimate busines
purpose and harmed minority interests consituted a "squeeze-out" at
tempt, and was a breach of fiduciary duty to Wilkes.59 However, the cour
perhaps over-extended itself in its attempt to evaluate the actions of th
controlling shareholders and a discharged employee-shareholder. What i
legitimate alternatives for accomplishing the same objective are presente
by both the minority and the majority? In the final analysis, a shifting a
burdens approach may not remove the basic task of balancing the respec
tive interests of the parties. The court ordered defendants to reimburs
Wilkes for the salary he would have received had the nursing home con
tinued to employ him. The relief available to Wilkes was limited by th
fact that the corporation was dissolved during the pendency of the litiga
tion. Therefore, the court could not order a buy-out of Wilkes' stock a
fair market value nor could it effectuate Wilkes' expectations by orderin:
him reinstated as an employee.

The decision rendered by the court in Wilkes is a substantial retrea
from the strict good faith standard it first enunciated in Donahue. Th
court limited application of the Donahue test by inquiring into the busi
ness purpose of the actions taken by the controlling shareholders. Th
court could have achieved the same result by a strict application of th
Donahue test. If the court had applied the "equal opportunity" aspect c
Donahue, the reasoning would have gone as follows: the majority enjoye
the benefits of corporate offices and employment; therefore, the sam
benefits should be bestowed upon the minority. As a result, Wilkes woul
have been reinstated as an employee. If the Donahue rationale were car
ried to its extreme, whether Wilkes was an incompetent employee pre
sumably would not even be a factor in the equation. The court chos
however, to balance the competing interests of the parties. In light of th
fact situation in Wilkes, the court's approach and result are laudable. I
Donahue had been broadly applied, the corporation might have bee]
forced to perpetuate the employment of an irresponsible employee. Th

57. Id. at _, 353 N.E.2d at 663; see Melton, supra note 5.
58. Id. at -, 353 N.E.2d at 664.
59. Id. at _, 353 N.E.2d at 664.
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court avoided setting such a precedent.
The decision in Wilkes also created a great degree of uncertainty. The

majority shareholders must demonstrate that they acted for a "legitimate
business purpose," but the meaning of the phrase is ambiguous. Since the
outcome of a case may turn upon the construction given by the court to
that phrase, understanding the meaning of "legitimate business purpose"
is essential. However, inquiry into the business purpose of the actions
taken by the controlling shareholders is basically conclusory in nature. 0

The initial approach must be to examine the competing claims of the ma-
jority and minority interests. Until the competing claims are analyzed, a
definition of legitimate business purpose is useless.

In another recent case, Hallahan v. Haltomr Corp.,"1 the fact situation
was similar to that in Wilkes. In Hallahan, plaintiffs, two brothers (Hal-
lahans), joined with defendants, also two brothers (Thompsons), and
formed a corporation. The corporate purpose was to operate a restaurant
and lounge. The parties originally contemplated that they would all exer-
cise equal control over the corporation. This intention failed when the
Thompsons persuaded the Hallahans to issue a small amount of stock to
a third Thompson brother as compensation for carpentry work done on
the business establishment. The issuance of stock to the third Thompson
was enough to disrupt the balance of power in the corporation, and
thereby made the Hallahans minority shareholders. The Thompson fam-
ily, then holding a controlling block of stock, held a director's meeting
and discharged the Hallahans, who had been employed by the corpora-
tion as bartenders. Plaintiffs then brought an action alleging breach of
fiduciary duty and seeking relief from a "squeeze-out."

The considerations in Hallahan were similar to those with which the
court in Wilkes dealt. The same competing interests had to be balanced.
The majority's right to control and to make business decisions had to be
weighed against the minority's interest in receiving more than a token
return on their investment. As in Wilkes, the court did not find any
evidence of misconduct on the part of the Hallahans which would justify
giving greater weight to the interests of the majority."

The significance of the court's decision in Hallahan is, however, the
relief given to the minority. The court did not order defendants to rein-
state the Hallahans and thus restore the liquidity of their investment.
The court ordered the corporation to repurchase the third Thompson's
stock to restore equality in the control of the business between the
Thompsons and the Hallahans. Unlike Donahue, in which the corpora-

60. See Singer v. Magnavox Co., 380 A.2d 969 (Del. 1977).
61. 7 Mass. App. 68, 385 N.E.2d 1033 (1979).
62. Id. at -, 385 N.E. 2d at 1034.
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tion was ordered to buy out the minority, in Hallahan the corporatio:
was ordered to purchase stock from the controlling group. Obviously, b
restoring equality, future abuse of the minority is forestalled.

There are, however, difficult aspects of the court's decision in Halla
han. The court stated that traditional powers of equity allowed it to rein
edy the wrong complained of.8 But there was nothing in the opinion t
indicate that the acquisition of stock by the third Thompson was im
proper. The court did not question whether the Thompsons had urge,
that their brother be paid in stock with the intention of taking control c
the corporation. In fact, the Hallahans must have approved of the metho
of payment even though it seemed apparent that the Thompsons urge
the issuance of stock to their brother with the intention of acquiring cor
trol of the corporation. Therefore, it seems an extreme remedy to hay
ordered the third Thompson to surrender his stock. Given that followin
the litigation great animosity will surely exist between the two faction!
with each possessing a fifty percent share of stock, the possibility for ft
ture dissension and deadlock is great. If the corporation does becom
deadlocked, dissolution may be the result." If the possibility of dissolt
tion through deadlock had existed, it would have been more efficient fc
the court to order a buy-out of the Hallahans, rather than the thir
Thompson, because in both a buy-out and a dissolution, the result woul
be a liquidation of the Hallahans' investment. By ordering a buy-out (
the Hallahans, the court perhaps could have dictated a price that woul
compensate them for their proprietary interests, whereas a forced dissok
tion might have failed to do so.

The courts seem reluctant to allow the minority's interests to outweig
those of the majority when the fact situation involves declaration of div
dends, or loss of corporate opportunity. In Zidell v. Zidell, Inc.,6" plair
tiff was a minority shareholder in a close corporation operated by hi
family. However, twenty-five percent of the stock was held by a nor
family member, Rosenfeld. Plaintiff and his brother, Emery, each owne
thirty-seven and one-half percent of the business. Emery acquired enoug
stock from Rosenfeld to become a majority shareholder and therefore a(
quire control of the business. Plaintiff, who was on the board of directoi
and employed by the corporation, subsequently resigned from both pos
tions when his brother and the board of directors refused to increase h
salary. Plaintiff responded by petitioning the directors for higher div

63. Id. The court noted that it was the plight of minority shareholders that they mu
own fifty percent of the stock to file a petition for dissolution under the state's corporatk
statute. Therefore, equitable relief was in order.

64. See generally Rider, Dissolution Under the California Corporation Code: A Remec
for Minority Shareholders, 22 U.C.L.A.L. REv. 595 (1975).

65. 277 Or. 413, -, 560 P.2d 1086, 1091 (1977).
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dend declarations, and the board refused this request also. Plaintiff sub-
sequently brought an action alleging that the salaries received by his rela-
tives were excessive and that the corporation could afford to make higher
dividend declarations. He also alleged that the controlling shareholders
breached a fiduciary duty to him by purchasing Rosenfeld's shares them-
selves, rather than reserving the opportunity for the corporation.

In regard to the allegation that dividend payments were being unrea-
sonably withheld, the court did not apply the strict good faith standard of
Donahue. The court reasoned that insofar as dividend policy is con-
cerned, the fiduciary duty of the majority towards the minority was satis-
fied as long as there was good faith and a legitimate business purpose for
the actions taken by the majority." The court agreed with plaintiff that
hostility between shareholders, non-declaration of dividends, and the fact
that some shareholders working for the corporation received more than
generous salaries are often factors in a "squeeze-out" of minority share-
holders. However, to show bad faith, hostility of the controlling share-
holders towards the minority must constitute the motivating cause of
their actions.6 7 The court concluded that plaintiff's evidence, which
showed that the corporation could easily have afforded to pay higher
dividends, was insufficient. The directors, because of their day-to-day in-
volvement in the business, were in a better position to know the present
and projected needs of the corporation."

Although the court in Zidell was hesitant to adopt the language of
Donahue, it did seem to balance the competing interests of the parties in
a fashion similar to Wilkes. The court reasoned that because the directors
and controlling shareholders were active in the business on a day-to-day
basis, it would defer to their decision of whether higher dividend pay-
ments were warranted. Because of the majority's superior capability to
determine the corporation's long-range financial needs, their interest in
being able freely to make business decisions regarding their substantial
investment in the corporation outweighed plaintiff's short-term interest
in receiving higher dividends. The minority shareholder would have ac-
quired too much power if he had been allowed to control declaration of
dividends. Arguably, by allowing a minority shareholder control over divi-
dend declarations, his perhaps selfish interests in receiving a quick return
on his investment would operate to the corporation's detriment.

In a procedurally separated companion case,6 ' plaintiff also alleged that

66. Id. at -, 560 P.2d at 1089.
67. Id.
68. The court seemed to ignore the fact that plaintiff had also been a director of the

corporation. This might have placed him in a position to judge the corporation's financial
needs.

69. 277 Or. 423, 560 P.2d 1091 (1977).
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defendants breached a fiduciary duty owed him by purchasing Rosen
feld's stock for themselves, rather than acting on the behalf of the corpo
ration. Plaintiff contended that the low price Rosenfeld took for his stocl
was a bargain that should have been taken advantage of by the corpora
tion. The court agreed that Rosenfeld's stock was purchased by the ma
jority at a very low price, but it did not find that the bargain necessarili
belonged to the corporation. The court reasoned that absent an estab
lished corporate policy of purchasing the stock of shareholders wh(
wished to leave the corporation, the corporation had no special interest ix
the opportunity to purchase Rosenfeld's stock.

Although the court in Zidell appreciated the court in Donahue's con
cern with providing greater protection for minority shareholders in clos,
corporations, it refused to extend the rule of Donahue to a fact situatioi
involving declaration of dividends and loss of corporate opportunity. It i:
significant to note that Zidell can be distinguished factually from Dona
hue. In Zidell, a shareholder, not the corporation, purchased the share
holder's stock. Therefore, no shareholder enjoyed benefits that were no
conferred equally upon minority shareholders, because corporate asset
were not used to buy the shares. The court stated: "We do not believe
however, the protective approach taken in that case [Donahue] would re
quire the corporation to tailor its policies to favor a minority shareholde:
at the expense of the majority. '70 The court reasoned that plaintiff wa
asking it to make the corporation restructure its policies concerning cor
porate purchase of a shareholder's stock to benefit plaintiff over the ma
jority. Concededly, the purchase of Rosenfeld's stock placed plaintiff at
disadvantage, for it allowed Emery Zidell to consolidate control. Thi
court reasoned, however, that plaintiff could have adequately protecte(
his interests by a special provision in the corporate articles or by-laws, o
in a shareholder's agreement 1 that limited transferability of stock an(
perhaps gave the corporation the first option to purchase.

All courts, however, have not chosen to limit application of the stric
good faith standard in Donahue. In a recent case, Alaska Plastics, Inc. V
Cappock,7 2 the equal opportunity aspect of Donahue was expanded b,
the court's determination that director's fees and salaries could constitut
constructive dividends, which, if enjoyed by the majority, were owed thl
minority as well.

In Alaska Plastics, plaintiff was a minority shareholder in a close cor
poration. The corporation was founded by three men, each originall,
holding a one-third interest in the business. Plaintiff became a share

70. Id. at -, 560 P.2d at 1094.
71. Id.
72. 621 P.2d 270 (Alaska 1980).
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holder when she received one-half of her husband's stock in a divorce
settlement. Plaintiff's presence in the corporation was not warmly re-
ceived. She was not invited to director's meetings, nor was she ever paid
dividends. During the period in which plaintiff was not paid dividends,
the majority shareholders received director's fees and salaries from the
corporation.7"

On several occasions the majority offered to have the corporation
purchase plaintiff's shares. Given plaintiff's relationship with the majority
and the means by which she became a shareholder, it is reasonable to
assume that she would have liked to extricate herself from the corpora-
tion. In fact, the majority shareholders offered to buy-out plaintiff on sev-
eral occasions but each time she refused to sell on the ground that the
price offered by the majority was too low.7 4 The trial court found for
plaintiff and concluded that because the majority's conduct was oppres-
sive, the corporation should be required to purchase plaintiff's stock at
fair market value.75 The Supreme Court of Alaska concluded as a matter
of law that the remedy provided by the trial court was excessive.7 ' The
court noted that from a dissatisfied shareholder's point of view, the most
desirable remedy is an order to the corporation to buy the minority share-
holder's interest at fair market value. The court found, however, that only
four situations existed in which a plaintiff might obtain such a remedy.

First, a provision in the articles of incorporation, by-laws, or share-
holder's agreement could require the purchase of plaintiff's stock at fair
market value. Plaintiff did not suggest such a provision existed, and the
court did not consider the issue.

Second, the court recognized that under Alaska statutes"7 a shareholder
may bring an action to liquidate the assets of the corporation if the con-
trolling shareholders have acted illegally, oppressively, or fraudulently.
The court noted that because forced dissolution allows minority share-
holders to exercise "retaliatory oppression against the majority, 7 8 liqui-
dation is an extreme remedy and will only be applied in compelling cir-
cumstances.79 As a result, absent compelling circumstances, a minority
shareholder must demonstrate at trial that the controlling shareholders

73. Id. at 272.
74. The majority shareholders offered plaintiff $15,000 for her stock the first time, and

$20,000.00 the second time. Plaintiff had her accountant inspect the books and records of
the business. He determined her stock was worth between $23,000.00 and $40,000.00. The
trial court valued plaintiff's stock at $32,000.00.

75. 621 P.2d at 273.
76. Id. at 270, 271.
77. ALASKA STAT. § 10.05.540(2) (1968).
78. 621 P.2d at 274.
79. The court did not define what circumstances would be compelling.

1982]



MERCER LAW REVIEW

acted "illegally, oppressively, or fraudulently"8 0 or show that the contrc
ling shareholders wasted corporate assets" before the court will order t1
corporation to purchase the plaintiff's stock at fair market value. TI
court remanded the case with the instructions that if, upon further fin
ings of fact, plaintiff could demonstrate the above elements, she would I
entitled to a buy-out by the corporation at a fair market price.

Third, the court noted that if the actions taken by the majority were
de facto merger, or constituted a fundamental corporate change, equit
ble relief in the form of an ordered buy-out of plaintiff's stock by tl
corporation was in order. Alaska Plastics did purchase another compan
However, the purchase did not amount to a de facto merger because ti
officers of Alaska Plastics remained the same, the purchased compax
conducted the same type of business as did Alaska Plastics, plaintiff
stock was not diluted by the acquisition, and plaintiff apparently a]
proved of the purchase. The result reached by the court was that the:
was no fundamental corporate change, and therefore no de facto merger.

The fourth possible remedy available to plaintiff was based upon Don,
hue. While noting that Donahue stated the applicable standard for ti
relationship between shareholders in close corporations, 8 the supren
court did not agree with the trial court that a breach of fiduciary du
justified ordering the corporation to purchase the dissatisfied minori
shareholder's stock. In this regard, the court in Alaska Plastics had
limited interpretation of Donahue. It seemed convinced that the fact pa
tern in Alaska Plastics simply did not justify the same type of reli
given upon the facts in Donahue. It was willing to order the corporati
to purchase the minority's stock only if the corporation had already pu
chased majority stock. The court, therefore, was adhering to the equ
opportunity aspect of Donahue, which provided that any special benel
the majority confers upon themselves by virtue of their controlling po,
tion must be equally conferred upon the minority. The controlling shar
holders in Alaska Plastics had not conferred benefits upon themselves 1
providing a market for their stock. Therefore, a similar benefit was n
owed the minority.

The court may have unwittingly left the door open for future expansi(
of Donahue. If the court limited the application of Donahue in one a
pect, it broadened it in another. The court in Alaska Plastics held that
director's fees, salaries, and other benefits" enjoyed by the majority wel

80. ALASKA STAT. § 10.05.540(2) (1968).
81. ALASKA STAT. § 10.05.540(4) (1968).
82. 621 P.2d at 275.
83. Id. at 276.
84. The majority apparently paid some of their wives' personal expenses from corpori

assets.
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in fact, constructive dividend payments not shared with the minority,
then the same benefits must be conferred upon the excluded shareholder.
The court reasoned that analysis of such transactions is similar to the
analysis used to determine corporate tax liability. Dividend payments are
not deductable by a corporation. Therefore, transactions are structured in
ways that will not resemble dividend payments and which will instead
produce a deduction. In such a situation, courts have not allowed the cor-
poration to escape tax liability when the transaction is essentially a distri-
bution of dividends. The court in Alaska Plaltics directed that actions
taken by the majority be examined on remand to determine if they were
constructive dividend payments made to the majority but not the minor-
ity.8" Conceivably, the court could find that almost any benefit enjoyed by
the majority which is incidential to operation of the business is a con-
structive dividend. Such a possibility creates the danger that the freedom
of the controlling shareholders would be unduly restrained. The majority
shareholder, having the responsibility of providing direction for the cor-
poration, would be in the position of having to account for every benefit
incidental to his responsibility and meticulously to provide those benefits
to every minority shareholder. Even if the controlling shareholders did
receive a benefit that the minority did not receive, it is important to ask
whether the majority earned the benefit by virtue of their efforts on be-
half of the corporation. Therefore, in a situation in which the corporation
has not declared dividends, benefits received by the majority should not
be construed as constructive dividend payments merely because money
would have been available for declaration of dividends if the benefits en-
joyed by the majority had not been received; whether the benefits were
earned by the majority should also be considered.

Therefore, Alaska Plastics is a case which stands for the proposition
that in a fact situation involving nondeclaration of dividends, benefits re-
ceived by the controlling shareholders may be constructive dividends and
thereby owed the minority as well. One problem with the decision
reached in Alaska Plastics is that the court did not fully consider the
consequences of forcing plaintiff to remain in the corporation. Plaintiff
had a legitimate interest in not being oppressed by the majority, and
given the relationship between the parties, an interest in being able to
liquify her investment and extricate herself from the corporation. The de-
cision also failed to consider the interests of the majority in being able to
make business decisions and run the corporation without undue interfer-
ences by the courts. Arguably, both parties would have been better off in
the long run had the court ordered the corporation to buy out plaintiff.
The majority interest in controlling the corporation would have been pre-

85. 621 P.2d at 277.
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served and plaintiff would have gotten what she desired-out of the cor
poration at a fair price. There was not a substantial difference betweei
the price offered by defendants to plaintiff for her stock and the stock'
fair market value. The result of the ordered buy-out would be that plain
tiff would be out of the corporation, and the majority could distributV
assets in any way they deemed proper without being bound to makei
similar distribution to minority shareholders.

Recently, the strict good faith standard of Donahue has been expande(
to encompass breach of' fiduciary duty by a minority shareholder. Ii
Smith v. Atlantic Properties, Inc.,86 four individuals formed a corpora
tion with the corporate purpose of investment in a tract of land. Eaci
shareholder possessed twenty-five percent of the stock. The corporation'
articles of organization and by-laws provided that an eighty percent af
firmative vote of corporate stock was necessary to initiate a new corporat,
decision. Effectively, each shareholder was given a veto over corporate af
fairs. As the years passed, the corporation showed quite a profit and ha(
no long-term liabilities. The corporation had a large sum of money, pri
marily cash, in retained earnings. Three of the shareholders repeatedl
urged dividend declarations out of the retained earnings. Defendant, how
ever, consistently vetoed declaration of dividends and insisted that thi
money should be devoted to repairs and improvements on the property
The trial court subsequently found that defendant's use of his veto powe
became unreasonable when he failed to respond to his fellow sharehold
ers' warnings that continued retention of such high earnings would resul
in corporate tax penalties for unreasonable accumulation of earnings. Thi
fears of plaintiffs became reality when, in three consecutive years, ta
penalties were assessed against, and paid by, the corporation. Plaintiff-
three shareholders, brought an action alleging that defendant had, unde
the precepts of Donahue, breached a fiduciary duty owed them by hi
unreasonable use of his veto power, and the majority sought to have divi
dends declared.

The trial court found that defendant, a minority shareholder, had in
deed breached a fiduciary duty to the majority. The Massachusetts Cour
of Appeals affirmed and ordered the corporation to submit a plan for div
idend declarations and capital improvements. The decision did not turn
upon the "equal-opportunity" aspect of Donahue; rather, it turned upoi
the strict good faith standard of duty articulated in that case. From thi
perspective, the decision in Smith does not broaden the scope of Dona
hue nor the protection afforded minority shareholders. What the decisioi
does do is to carry the philisophical underpinnings of Donahue to thei
logical conclusion.

86. 422 N.E.2d 798 (Mass. App. 1981).
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The foundation of the court's decision in Smith was acceptance of Don-
ahue's analogy between close corporations and partnerships and the de-
termination that the same standard of duty, "utmost good faith and loy-
alty," was applicable to shareholders in both. If this determination of the
court in Donahue is adopted, then the same effort and loyalty are re-
quired from all shareholders in a close corporation, and the distinction
between majority and minority shareholders is therefore unimportant.
The important consideration is that for the business venture to succeed,
the shareholders must not "act out of avarice, expediency or self-interest
in derogation of their duty of loyalty to the other stockholders and to the
corporation." 87 The court reasoned that defendant unreasonably used his
veto power to the detriment of the corporation and its shareholders and
that its use was unreasonable to the extent that it constituted a breach of
fiduciary duty.

The court in Smith did recognize that some limitation of Donahue was
necessary, for the question arises to what extent a minority shareholder
may use his veto without violating a fiduciary duty. The court found that
a "balancing of the business interests of the parties" approach, as used in
Wilkes, provided the best answer.8s Therefore, it seems that defendant
could have prevailed had he articulated a rational reason for refusing to
agree to a dividend declaration.

Of course, the argument can be made that such an extention of Dona-
hue in protection of majority shareholders was unjustified. It is true that
dissatisfied majority shareholders may seek a dissolution under corporate
statutes and extricate themselves from the corporation, whereas minority
shareholders usually would have great difficulty in mustering the needed
number of votes to achieve a dissolution. However, the recognition that
minority shareholders can oppress the majority is significant. As the
court in Smith noted, the veto power has the practical effect of reversing
the roles of the majority and minority shareholders. Perhaps the impor-
tant consideration under Donahue is not who are the majority sharehold-
ers, but rather who is the controlling group and is therefore required to
meet a high standard of fiduciary duty. The best conclusion that may be
drawn from Smith is that at any point when a shareholder or a group of
shareholders is in a position to oppress other shareholders and frustrate
their reasonable expectations, then it becomes the controlling group
whose actions the court in Donahue subjected to such rigid scrutiny.

87. Id. at 801.

88. Id..
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IV. CONCLUSION

The prevailing significance of Donahue will be its lasting contributic
to a better understanding of the distinct nature of close corporations an
the relationship of the shareholders. However, the trend seems to be I
limit the relief given in Donahue to parallel fact situations. From the pei
spective of balancing the competing interests of the parties, the resu
reached in Donahue is equitable. However, other fact situations, such
discharge from employment, nondeclaration of dividends, and loss of coi
porate opportunity, issues not considered in Donahue, must be evaluate
In these situations, the interests of the controlling shareholders must l
more deeply analyzed and the question of whether the majority acte
with a legitimate business purpose must be dealt with. In every instanci
the expectations of both parties must be considered.

Although it is generally the case in close corporations that the minoril
shareholders are extremely vulnerable to oppression at the hands of ti
majority,89 an important policy consideration is whether a broad applici
tion of the Donahue test, which minimizes the importance of majoril
interests, gives too much power to the minority. This permits eve
greater economic loss than that caused by "squeeze-outs" by tying dow
corporate resources on the basis of complaints by a few dissatisfied m
nority shareholders. 90 If the courts promulgate fiduciary standards tN
require controlling shareholders to be ever mindful of offending minorit
shareholders, the majority's ability to manage corporate affairs will be ex
dangered. In the final analysis, however, the rationale of Smith, imposiln
a fiduciary duty upon the minority, might provide the needed balance t
the strict good faith standard of Donahue and protect the majority fro,
minority shareholders emboldened by what they may think is a permih
sive judicial attitude.

DAVID A. KENDRIC

89. See O'NEAL, supra note 2, § 1.02.
90. See Heatherington, The Minority's Duty of Loyalty in Close Corporations, 191

DUKE L.J. 921.
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