
NOTES

Coleman v. Taub: Employment Contract May
Prohibit Freezeout Sanctions from Applying

to Closely Held Corporations

In a recent decision, Coleman v. Taub,' the Court of Appeals for the
Third Circuit' reversed the district court's granting of summary judg-
ment- and held that the majority shareholder in a two-man close corpora-
tion had not necessarily violated Delaware law by eliminating the minor-
ity shareholder, a former employee of the corporation, in a freezeout
merger when both parties had previously agreed, in the minority share-
holder's employment contract, that upon terminination of his employ-
ment for any reason whatsoever, the corporation would have the right to
purchase all of his stock." In answering the sole question of whether this
freezeout merger was impermissible under Delaware Law,5 the Third Cir-
cuit focused initially on the scope of the fiduciary duty owed by the ma-
jority shareholder to the minority shareholder in a freezeout merger. The
court then analyzed the effect that the special contractual relationship
between the two parties would have on that fiduciary duty.

Plaintiff, Leon Coleman, was an employee of defendant, Taub Builders,
Inc. (Old Taub). During his employment, Coleman acquired ten shares, or
one percent, of Old Taub. The balance of the stock, ninety-nine percent,
was owned by defendant, Aaron Taub, the president of Old Taub. Cole-
man's employment contract with Old Taub provided that should Cole-
man's employment be terminated for any reason whatsoever, Old Taub
would have the right to repurchase all of Coleman's stock at a price to be

1. 638 F.2d 628 (3d Cir. 1981).
2. Mr. Justice Rosenn delivered the opinion for the court.
3. Coleman v. Taub, 487 F. Supp. 118 (D. Del. 1980).
4. 638 F.2d at 629.
5. Id.
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agreed upon by the parties or, in the alternative, by three impartial ap
praisers.6 In 1978 Old Taub terminated Coleman's employment and gay
him ninety days notice of its intention to repurchase his ten shares c
stock. Coleman did not respond to the notice. Instead, he commenced a
action alleging wrongful termination of employment. In Count V of hi
complaint, Coleman brought a derivative action on behalf of Old Tau'
against the directors,' alleging that after his discharge, the director
wrongfully diminished the value of his shares by transferring Old Taub'
major asset to themselves for inadequate consideration.6

In 1979, while both parties were preparing for Coleman's lawsuit, Tau
without Coleman's knowledge, merged Old Taub into a corporation (Nei
Taub), wholly owned by Aaron Taub. New Taub was created solely as
merger vehicle and the merger was carried out in compliance with th
Delaware short-form merger statute.9 Coleman's shares in Old Taub wel
cancelled, and he was tendered $1000, the same price at which he ha
purchased the shares in 1974. When Coleman learned of the merger, b
supplemented his complaint and alleged in Count X that "[t]he merge
was not accomplished for a valid or corporate purpose. The sole purpoE
of the merger was to eliminate plaintiff as a shareholder of Old Taub, an
to terminate plaintiff's derivative claim against Aaron and Glori
Taub."10 Pursuant to this allegation, Coleman requested that any furth
steps in the merger be enjoined, and that the court order recission of ti
merger.1 1

When the case was brought for trial before the United States Distril
Court for the District of Delaware, both parties entered motions for sun
mary judgment."' The district court closely scrutinized the Taub merg4

6. Id.
7. The directors of Old Taub were Aaron Taub and Gloria, his wife, who served as Secr

tary of Old Taub. Id. at 630.
8. Id.
9. DEL. CODE ANN. tit. 8, § 253 (1974). This short-form merger statute permits t]

merger of a 90% owned subsidiary with the parent corporation by the mere unilaterial a
of the board of directors of the parent. In Delaware, if the percentage of ownership is n
sufficient to comply with the short-form merger statute, the merger must comply with t
long-form merger statute, which allows a merger only after a majority of the outstandi
stock of both the acquiring and the acquired corporations vote in favor of the merger. DI
CODE ANN. tit. 8, § 251(c) (1974). See Singer v. Magnavox, 380 A.2d 969, 973 (Del. 1977

10. 638 F.2d at 630.
11. Id.
12. Defendants entered a motion to dismiss. Since the court and the parties, howev

had looked to matters outside the pleadings, defendants' motion was treated as a motion I
summary judgment. 487 F. Supp. at 120. Defendants argued that Count X of plaintif
complaint failed to state a claim upon which relief could be granted. See text accompanyi
note 10 supra. Defendants contended also that Count V should be dismissed for mootn
since plaintiff was no longer a shareholder of Old Taub and, therefore, could not bring
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for compliance with the standards used to test the validity of a freezeout
merger in prior freezeout cases. After determining that defendants had
failed to satisfy the criteria required to justify the freezeout merger, the
court granted summary judgment to plaintiff.1 s In particular, the district
court held that the majority shareholder had failed to establish a bona
fide business purpose for the freezeout merger and, therefore, the court
concluded that the merger was employed for no reason other than to
eliminate the minority shareholder from the corporation." That finding
bound the court to rule that the majority shareholder had violated the
fiduciary duty owed to a minority shareholder under Delaware law.'

In close corporations, 16 such as Taub Builders, Inc., it is not uncommon
for majority shareholders to use the tremendous powers that they have
under the principle of majority rule to try to freezeout or eliminate some
or all of the minority shareholders. A freezeout, in this context, has
been described as "a manipulative use of corporate control or inside in-
formation to eliminate minority shareholders from the enterprise, or to
reduce to relative insignificance their voting power or claims on corporate
earnings and assets or otherwise to deprive them of corporate income or
advantages to which they are entitled."' 8 The freezeout occurs generally
when the owners (either individuals or a parent company) of a controlling
block of stock of a corporation approve a merger of that corporation into
its existing parent or into a shell corporation newly formed to effectuate
the merger. The majority shareholder in Taub employed this freezeout
technique to establish a new company in which the minority had no inter-
est. After the new corporation is created, the majority shareholders, who
then are the sole owners of the new corporation, transfer the old corpora-
tion's assets and business to it, and then, often dissolve the old corpora-
tion.19 The end result of the transaction is that the minority shareholders
are conveniently removed from the enterprise in return for cash or senior

derivative action suit on its behalf. See text accompanying note 7 supra.
13. 487 F. Supp. at 124.
14. Id. at 122.
15. Id. at 122-23. See Roland Int'l Corp. v. Najjar, 407 A.2d 1032, 1034 (Del. 1979);

Tanzer v. International Gen. Indus., Inc., 379 A.2d 1121, 1122 (Del. 1977); Singer v.
Magnavox Co., 380 A.2d 969, 978 (Del. 1977).

16. A close corporation is "one in which the stock is held in a few hands or in a few
families, and wherein it is not at all, or only rarely, dealt in by buying and selling." W.
KNEPPER, LIABITrrY OF CORPORATE OFFICERS AND DmEcTORs § 4:11, at 95 (3d ed. 1978)(quot-
ing Galler v. Galler, 32 Ill. 2d 16, 27, 203 N.E.2d 577, 583 (1964)).

17. F. O'NEAL & J. DERWIN, EXPULSION OR OPPRESSION OF BusiNEss ASSOCIATES § 1.02

(1961)[hereinafter cited as O'NEAL & DERWIN].
18. 2 F. O'NEAL, CLOSE CORPORATIONS § 8.07 (2d ed. 1971).
19. See O'NEAL & DERWIN, supra note 17, at § 3.02, for illustrations of various other

"freeze-out" techniques used by persons in control of a corporation to deprive minority
owners of their interest in the corporation.

19821 617



MERCER LAW REVIEW

securities. In effect, the minority shareholders are required to give ur
their equity interest in the corporation, while the controlling shareholder,
retain theirs. The coercive nature of the freezeout merger and the inher.
ent potential for unfairness that may result to the minority shareholder,
from these transactions have contributed to the development of a rapidl3
growing body of law concerning freezeouts.20

There has been considerable change in the treatment of mergers by th(
courts since the common-law rule was enforced to provide that th(
merger of one corporation into another could be prevented by the vote oi
a single shareholder of the acquired corporation. 1 The minority share
holders' power to protect their interest yielded over the years to the eco
nomic interests of the majority shareholders.2 The law concernin
freezeouts evolved to recognize the concepts of majority rule and to ac
cept the economic realities that a merger may be in the best interest o:
the corporation. This recognition became evident in most states througi
legislative enactment of long-form and short-form merger statutes,2 ever
in the face of opposition from minority shareholders. To protect the mi
nority stockholder's interest in corporations, most states enacted ap
praisal statutes, which granted the absolute right to a stockholder, wh(
objected to a merger or consolidation and complied with the terms of th,
statute, to receive payment for the value of his shares at a price deter
mined by an impartial appraiser appointed by the court.24 The statuor.
right of appraisal was given to the stockholder as compensation for hil
former right at common law to prevent a merger.2 5 The courts interprete(
these merger statutes literally to encourage and favor mergers20

20. See Brudney & Chirelstein, A Restatement of Corporate Freezeouts, 87 YALE L.J
1354, 1355-59 (1978)[hereinafter cited as Corporate Freezeouts]; Note, The Fiduciary Dut:
of Majority Shareholders in Freezeout Mergers: A Suggested Approach, 47 FORDHAM IL
REV. 223 (1978)[hereinafter cited as Freezeout Mergers].

21. See Reynolds Metals Co. v. Colonial Realty Corp., 41 Del. Ch. 183, 190 A.2d 752, 75;
(1963).

22. Freezeout Mergers, supra note 20, at 223.
23. See note 9 supra for a discussion of the long-form and short-form merger statute,
24. See DEL. CODE ANN. tit. 8, § 262 (1974).
25. See Heilbrunn v. Sun Chem. Corp., 38 Del. Ch. 321, 150 A.2d 755, 758 (1959); Kay

v. Pantone, Inc., 395 A.2d 369, 373 (Del. Ch. 1978); Francis I. duPont & Co. v. Universe
City Studios, Inc., 343 A.2d 629, 634 (Del. Ch. 1975).

26. The court's policy of favoring mergers was acknowledged directly in Federal Unitel
Corp. v. Havender, 11 A.2d 331 (Del. Ch. 1940). In Havender, the holders of common stoc'
sought to destroy the accrued cumulative dividend rights of the preferred stockholders b
merging the corporation with an inactive wholly-owned subsidiary in compliance with
long-form merger statute. The Delaware court reasoned that "(t]he state has an interest ii
the corporate structures erected under its authority. Having provided for the merger of cor
porations, they are not regarded with disfavor. On the contrary, mergers are encouraged t
the extent that they tend to conserve and promote corporate interests." Id. at 338. A]
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Although courts have favored mergers that comply with the relevant
merger statutes, they have recognized that freezeout mergers may be un-
fair and the appraisal remedy inadequate to the minority shareholders,
who are cashed out of the enterprise. Therefore, the need for judicial pro-
tection of minority interests developed. The need for minority share-
holder protection in interested mergers was recognized first in Sterling v.
Mayflower Hotel Corp. ,7 in which the court enunciated the "entire fair-
ness" standard to be applicable to all types of mergers. In Sterling, the
board of directors of both Hilton Hotel Corporation and Mayflower, a
subsidiary of Hilton, approved a share-for-share merger under which
Mayflower would be merged into Hilton. The minority shareholders of
Mayflower sought to enjoin the merger on grounds of unfairness.29 Al-
though the court did not enjoin the merger, it held that because the par-
ent company, Hilton, and its directors "stand on both sides of the trans-
action, they bear the burden of establishing [the merger's] entire fairness,
and it must pass the test of careful scrutiny by the courts. '"

though the court recognized the minority shareholders' right to dissent, it strictly construed
the merger statute and promoted the majority rule concept in stating that:

[T]he public policy of the State declared by the statute, somewhat analogous to
the right of eminent domain, does not permit a dissenting shareholder, as against
an affirmative vote of two-thirds, to veto a merger agreement if its terms are fair
and equitable in the circumstance of the case.

Id. at 338-39.
The most extreme position adopted by the Delaware Supreme Court in support of merg-

ers was expressed in Stauffer v. Standard Brands, Inc., 41 Del. Ch. 7, 187 A.2d 78 (1962), a
case involving a short-form merger, in which the minority shareholders of a subsidiary cor-
poration sought to set aside a merger with the parent corporation and charged that the cash
offered for the stock was so grossly inadequate that it constituted constructive fraud and
majority oppression. Id. at 80. The court dismissed the complaint and concluded:

[Ilt [would be] difficult to imagine a case under the short merger statute in which
there could be actual fraud as would entitle a minority to set aside the
merger. . . . [T]he very purpose of the statute is to provide the parent corpora-
tion with a means of eliminating the minority shareholder's interest in the
enterprise.

Id. at 80.
After the court's decision in Stauffer, the exclusive remedy remaining for the minoritry

was a statutory appraisal. (Although Stauffer was later overruled in part by Singer v.
Magnavox, Co., 380 A.2d 969, 978-79 (Del. 1977) and Roland Int'l Corp. v. Najjar, 407 A.2d
1032, 1036 (Del. 1979), it was included in this footnote to illustrate that the courts' attitudes
towards mergers and minority rights had almost changed completely since the common-law
rule prevailed.)

27. 93 A.2d 108 (Del. 1952).
28. Id. at 109. It should also be noted that prior to the merger, Hilton owned approxi-

mately 85% of the shares in Mayflower. Id. at 108.
29. 93 A.2d at 110. The fairness standard was reiterated by the court in David J. Green

& Co. v. Dunhill Int'l, Inc., 249 A.2d 427, 430 (Del. Ch. 1968), when it concluded that "fair-
ness is the established criterion for judgment" if the court is determining whether a merger
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In addition to the entire fairness standard, another Delaware case re
quired that a valid business purpose must be exhibited to justify forcing
minority shareholder out of the corporation. The business purpose re
quirement originated in Bennett v. Breuil Petroleum Corp. ° when a mi
nority shareholder alleged that the dominant shareholders deliberately is
sued new shares at an inadequate price to impair his interest and to forc
him out of the corporation upon the management's own terms.3 1 Thi
court responded "that action by majority shareholders having as its pri
mary purpose the 'freezing out' of a minority interest is actionable with
out regard to the fairness of the price." ' Together, the business purposl
requirement, instituted by the court in Bennett, and the entire fairnes
standard, established from the Sterling decision, have provided the foun
dation upon which the current law on corporate freezeouts has emerged

In recent years courts, having become more conscious of the inequitie
that result when a freezeout merger is instituted by the majority share
holders for the sole purpose of eliminating the minority shareholder,
have imposed stringent standards with which the majority must compl
to defend their actions. The first major decision in the Delware court,
effort to control corporate freezeouts was rendered in Singer v. Magnavo
Co.3s In that case, the parent corporation, T.M.C. Development Col
poration, had merged with its eighty-four-percent-owned subsidiar3
Magnavox Company, in compliance with the Delaware long-form merge
statute. Under the merger agreement, the minority shareholders of th
subsidiary were offered cash for their shares and they, in turn, would b
eliminated from corporate participation. The minority sought to nullif
the merger, alleging that the merger was fraudulent because it served n
business purpose other than the forced removal of the minority share
holders from an equity position in Magnovox at a grossly inadequat
price, which then enabled Magnovox's controlling shareholder to obtai
sole ownership of Magnovox. The lower court dismissed the action an
determined that plaintiff's sole remedy was to seek appraisal under Deli
ware's appraisal statute.8 The Supreme Court of Delaware reversed th

between a parent and its subsidiary should be enjoined. In adopting the rule advanced i
Sterling, the court stated that a party that "stands upon both sides of the proposed merg

(a) has the burden of proof, (b) to show that the transaction is fair, (c) after a caref
scrutiny by the court." 249 A.2d at 431.

30. 99 A.2d 236 (Del. Ch. 1953).
31. Id. at 239.
32. Id.
33. 380 A.2d 969 (Del. 1977).
34. Id. at 972.
35. Singer v. Magnavox Co., 367 A.2d 1349, 1362 (Del. Ch. 1976); DEL. CODE ANN. tit.

§262 (1974); see notes 24-25 supra and accompanying text for a discussion of the Delawa
appraisal statute.
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lower court and held that plaintiff had stated a cause of action against
the majority shareholders for violation of a fiduciary duty when he al-
leged that the long-form merger was made for the sole purpose of "freez-
ing-out" the minority for cash."'

The court's analysis began with recognizing that the law imposes a
fiduciary duty on the majority for the benefit of the minority sharehold-
ers. 7 The court established, further, that the majority shareholders will
clearly violate that fiduciary duty if they cause a merger to be made for
the sole purpose of cashing out the minority interests." The majority was
required by the court to prove that there was a purpose for the merger
other than simply to eliminate the minority.3 The court added that even
after the majority has offered proof of a proper purpose, "the [c]ourt will
scrutinize the circumstances for compliance with the Sterling rule of 'en-
tire fairness' and, if it finds a violation thereof, [it] will grant such relief
as equity may require."'40

In providing these guidelines, the court distinguished Stauffer v. Stan-
dard Brands, Inc.,"1 in which that court had stated that the very purpose
of the merger statute was to provide a means of eliminating the minority
shareholders. The court in Stauffer concluded that statutory appraisal
was the exclusive remedy for the minority.42 The court in Singer re-
sponded that the minority in Stauffer was not expelled in a straight
"cash-for-stock" conversion in which the only purpose of the merger was
to eliminate them." The court in Singer, therefore, did "not read the de-
cision [in Stauffer] as approving a merger accomplished solely to freeze-

36. 380 A.2d at 980.
37. Id. at 977.
38. Id. at 978. The Supreme Court of Delaware admitted that mergers were encouraged,

but it determined that the majority may not invoke the statutory power conferred by the
long-form merger statute, a power which had been described some years ago as "somewhat
analogous to the right of eminent domain" in Federal United Corp. v. Havender, 11 A.2d
331, 338 (Del. Ch. 1940), for the sole purpose of eliminating the minority.

39. 380 A.2d 978-80. The court relied on Bennett v. Breuil Petroleum Corp., 99 A.2d 236,
239 (Del. Ch: 1953), to establish the business purpose requirement. See notes 30-32 supra
and accompanying text.

40. 380 A.2d at 980. For the entire fairness test used in Sterling, See notes 27-28 supra
and accompanying text. Because Singer concerned only an appeal from the lower court's
order of dismissal for failure to state a claim upon which relief could be granted, the su-
preme court did not go so far as to say what would be a proper business purpose. The court
did, however, establish that complete compliance with the merger statute would not make
the merger valid, 380 A.2d at 195, and that stautory appraisal would not be the exclusive
remedy to the minority. Id. at 977.

41. 41 Del. Ch. 7, 187 A.2d 78 (1962); see note 26 supra for a discussion of Stauffer.
42. 187 A.2d at 80.
43. 380 A.2d at 978.
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out the minority without a valid business purpose."" The court con-
cluded its analysis of Stauffer, however, by holding that any statement in
Stauffer that was inconsistent with its opinion would be inapplicable to a
long-form merger.'" The Singer decision definitely indicated that the fu-
ture trend in the Delaware courts would be to provide greater protection
for the rights of minority stockholders.

Shortly after the Singer decision, the Delaware Supreme Court ex-
plored the ramifications of the business purpose requirement in Tanzer v.
International General Industries, Inc.46  The issue in Tanzer was
whether a freezeout merger made primarily to advance the business pur-
pose of the majority shareholder was a violation of a fiduciary duty owed
by the majority to the minority.47 The issue arose after the parent corpo-
ration formed a new corporation into which their eighty-one-percent-
owned subsidiary was merged pursuant to the Delaware long-form merger
statute.48 After approval of the merger by the boards of directors of the
three corporations, the minority shareholders of the subsidiary were of-
fered cash for their shares and were eliminated. The minority shareholder
sought to enjoin the merger because it was designed solely for the purpose
of benefiting the parent. 9 The court recognized that the majority share-
holders owed a fiduciary duty to the minority, but it also realized that
each majority shareholder had a protected right to vote his shares as a
stockholder in his own interest."0 The court in Tanzer changed the lan-
guage of the business purpose requirement in Singer to read that the ma-
jority shareholder must establish a "bona fide purpose" for the merger in
order to satisfy his fiduciary obligation. 1 The bona fide purpose, further-
more, must be a legitimate one and not one contrived simply to allow the
majority to get rid of the unwanted minority.52 Notwithstanding a bona
fide purpose for the merger, the court reaffirmed the Singer requirement
that the majority show additionally that it has met its duty of "entire
fairness" to the minority. 3 Employing these principles, the Supreme
Court of Delaware determined that the majority shareholders' desire to
facilitate long-term debt financing was a legitimate bona fide purpose for
the merger." The court's decision in Tanzer established, therefore, that

44. Id. at 978-79.
45. Id. at 980.
46. 379 A.2d 1121 (Del. 1977).
47. Id. at 1122-23.
48. Id. at 1122; see DEL. CODE ANN. tit. 8 § 251 (1974).
49. 379 A.2d at 1123.
50. Id.
51. Id. at 1124-25.
52. Id. at 1124.
53. Id.
54. Id. at 1124-25.
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the majority shareholders must satisfy the requirements of two tests if
they intend successfully to freezeout the minority in a merger: 1) they
must show a bona fide purpose for the merger, and 2) they must prove
that all aspects of the merger transaction are intrinsically fair.

In Roland International Corp. v. Najjar,5 the Supreme Court of Dela-
ware expanded the principles applied in both Singer and Tanzer to gov-
ern short-form mergers." In that case, the Hyatt Corporation and certain
defendants formed the Landro Corporation for the purpose of merging
with their more than ninety-seven-percent-owned subsidiary, Roland,
pursuant to Delaware's short-form merger statute.5 7 The majority share-
holders became directors of both Landro and Roland after they ex-
changed their Roland shares for shares of Landro. Thereafter, Landro
proposed a short-form merger between the two corporations with the in-
tention that the minority shareholders of Roland would be cashed out of
the enterprise. The court held that the fiduciary duty owed by the major-
ity to the minority remained the same in all mergers, even when the mi-
nority may own very little interest in the corporation." The supreme
court determined that "[tihe fiduciary duty is violated when those who
control a corporation's voting machinery use that power to 'cash out' mi-
nority shareholders, that is, to exclude them from continued participation
in the corporate life, for no reason other than to eliminate them." 8 The
court also overruled any inconsistent statements made previously in
Stauffer v. Standard Brands, Inc. 0 and applied the same reasoning to
Stauffer as Singer had done earlier."1 Since the principles of Singer and
Tanzer were incorporated by the court in Roland, the majority share-
holder in a short-form merger must comply, likewise, with the bona fide
purpose and entire fairness tests. 2

55. 407 A.2d 1032 (Del. 1979).
56. See DEL. CODE ANN. tit. 8, § 253 (1974).
57. Id; see note 9 supra.
58. 407 A.2d at 1036. The court stated that:

[t]he duty of the majority is not diluted as control is strengthened nor is the right
of the minority determined by how small it is. Thus the fiduciary obligation owed
in the context of a merger, be it long [form] or short [form], is singular, and falls
alike on those who control "at least 90% of the outstanding shares," § 253, and
those who control a majority but less than 90%, § 251.

Id.
59. Id. at 1034 (footnote omitted).
60. 187 A.2d 79 (Del. 1962). See note 26 supra for a discussion of Stauffer.
61. 407 A.2d at 1036. See notes 41-45 supra and accompanying text for the court's view-

point in Singer about the Stauffer decision.
62. After Roland, it would appear that there could be no exceptions to the rule that a

merger cannot be justified for the sole purpose of freezing out the minority shareholders.
The bona fide purpose test must be satisfied, regardless of whether a short-form merger or a
long-form merger is involved.

1982]
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The court in Roland concluded its analysis by making a distinction be-
tween the merger therein, and the mergers involved in Singer and
Tanzer. Unlike Singer, in which the merger followed a takeover by a pre-
viously unrelated corporation, and Tanzer, in which the merger con-
cerned two affiliated corporations, the merger in Roland presented a clas-
sic "going private" transaction." In a "going private" transaction, the
majority has complete control over the time at which the merger should
be commenced and, therefore, the majority could wait and go private
when the market is low. The minority, consequently, would be cashed out
for a lower cost to the majority." In Roland, the court recognized the
possibility of unfairness resulting from a going private transaction and
concluded that "this type of merger calls for the strictest observance of
the law of fiduciary duty."' 5

In Coleman v. Taub," the Third Circuit Court of Appeals was con-
fronted with an additional dimension to consider when examining a
freezeout merger: whether the scope of the fiduciary duty owed to a mi-
nority shareholder, who has been frozen out of the corporation by the
majority, is changed by an employment contract which authorizes the
majority to buy out the minority shareholder's interest upon termination
of his employment. In reversing the district court's grant of summary
judgment to plaintiff Coleman," the court of appeals approached the is-
sue by analyzing the fiduciary duty inherent in the merger, the contrac-
tual position of plaintiff,' the effect of the buy-back clause on the fidcuiary
duty, and the rights of the corporate majority.

In focusing on the fiduciary duty, the court stated "that in every
merger under Delaware law, whether it be long-form or short-form, the
essential consideration must be the fiduciary duty of fairness and good

63. 407 A.2d at 1037.
64. Id. The use of stock market fluctuations by the majority to eliminate the minorit3

shareholders at depressed prices results in obvious unfairness to the minority because the3
are forced to sell at a time unilaterally determined by the majority. The minority lose th
chance to wait for the most opportune moment to capitalize on their investment. The mi
nority may also suffer disadvantageous tax consequences as a result of selling at a timi
chosen by the majority. If the minority should incur a capital loss from the forced sale, the3
will have to realize the loss at that time, and not at a time that may be more beneficial t(
their own tax situations. Freezeout Mergers, supra note 20, at 228.

65. 407 A.2d at 1037. Professors Brudney and Chirelstein went even further than tho
court in Roland and advocated that "freeze-outs" in "going private" transactions cannot bi
justified by either the business purpose test or the fairness test. In reference to "going pri
vate" transactions, they stated that: "[g]iven the absence of social benefit, the strength o
fiduciary obligation, and the danger of unpoliceable abuse, the simplest and the best re
sponse the corporate law can make to going-private transactions is flat prohibition." Corpo
rate Freezeouts, supra note 20, at 1368-69.

66. 638 F.2d 628 (3d Cir. 1981).
67. See text accompanying notes 12-15 supra.
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faith owed by the majority to the minority stockholders."" After noting
that the fiduciary duty arose independent from the operation of the
merger statute, the court recognized "that a careful analysis of the equi-
ties of each specific case is required because 'no hard and fast rule can be
formulated.'"69

The court of appeals continued its examination by defining the bounds
and limits of the fiduciary duty. It was acknowledged that a freezeout
merger does not violate Delaware law if the merger "both complies with
the statutory procedures, and fails to breach a fiduciary duty.""' The
Third Circuit then introduced the "additional interest" concept, which
affects the rights of the minority shareholder in a merger and the fiduci-
ary duty owed by the majority:

We believe that a minority shareholder may bargain away the "addi-
tional interest" in corporate participation which might otherwise be the
basis for a fiduciary duty on the part of the majority. Once such bargain-
ing away is established, Delaware law has nothing to tell us regarding the
need for a valid business purpose in order to justify a merger, for it is
only the "additional interest" that calls for an inquiry into business pur-
pose. Moreover, "fiduciary duty" in this context is merely another label
for the right to an inquiry into the purpose of the merger. Thus, if such
an inquiry is inappropriate because the minority's "additional interest"
has been bargained away, the merger cannot, in itself, constitute a
breach of fiduciary duty."

From these statements, the court seemed to be implying that it would
uphold a freezeout merger if the merger complied only with the statutory
procedures, assuming that the minority shareholder had bargained away
his "additional interest" in corporate participation.

Next, the court directed its inquiry to the contractual position of plain-
tiff and determined that Delware law had not gone "so far as to say that
contractual language cannot insulate a freeze-out merger from attack.""
Emphasizing that this case concerned a close corporation owned by only
two shareholders, the court of appeals saw no reason why an appeal to
general fiduciary law should be used by either party as an excuse for
evading his contractual obligations."8 To support the proposition that the
contractual agreements between stockholders in close corporations should
be given effect, even when in conflict with a statutory standard, the court

68. 638 F.2d at 635-36.
69. Id. (quoting Singer v. Magnavox Co., 380 A.2d 969, 977 (Del. 1977)).
70. 638 F.2d at 635-36.
71. Id. at 636.
72. Id. (emphasis in original).
73. Id.

1982] 625



MERCER LAW REVIEW

cited the New York decision in Clark v. Dodge74 as authority. In Clark,
the two sole shareholders in a small business entered into a stockholders'
agreement that required the majority shareholder, who owned seventy-
five percent of the stock, to use stock control to continue the minority
shareholder as a director and general manager of the corporation. The
court in Clark upheld the validity of the shareholders' agreement even
though the requirements impinged on the statuory provision which stated
that "[tihe business of a corporation shall be managed by its board of
directors. '7'  Recognizing that the contract was between the only two
shareholders of a small corporation and that the outcome would not harm
the public, the New York court stated, "[als the parties to the action are
the complete owners of the corporation, there is no reason why the exer-
cise of the power and discretion of the directors cannot be controlled by
valid agreements between themselves, provided that the interest of credi-
tors are not affected. ' '7

' Although Clark did not concern a freezeout
merger, the Third Circuit Court of Appeals seemed to establish through
the Clark decision that when all the stockholders of a close corporation
sign a stockholders' agreement, or an employment contract like that in
Taub, the courts will enforce their agreement.7

In analyzing the contractual position of plaintiff in the freezeout
merger context, the Third Circuit quoted the views of Professors Brudney
and Chirelstein, expressed in a leading commentary on corporate
freezeouts, to support the conclusion that fiduciary law should not be

74. 269 N.Y. 410, 199 N.E. 641 (1936).
75. Id. at -, 199 N.E. at 642 (quoting N.Y. General Corporation Law, consol. ch. 28 § 27

(current version at N.Y. Bus. CoRP. LAW § 701 (McKinney Supp. 1980-81))).
76. 269 N.Y. at -, 199 N.E. at 643. See Siegel v. Riback, 43 Misc. 2d 7, -, 240 N.Y.S.2d

903, 908 (1964). In Siegel, the court directly relied on the decision in Clark to relegate
claims, brought in a derivative stockholders' action that involved a close corporation, tc
arbitration in accordance with an arbitration clause of the stockholder and voting trusi
agreements. The court interpreted the Clark decision to emphasize that stockholders in a
close corporation, by consent, may do what they choose with corporate matters and assets,
provided the interests of creditors are not affected, because they are the complete owners oi
the corporation.

77. This position is supported in Lane v. Abel-Bey, 70 A.D.2d 838, 418 N.Y.S.2d 2
(1979), aff'd, 50 N.Y.2d 864, 407 N.E.2d 1337, 430 N.Y.S.2d 41 (1980). In Lane, the threc
parties in the suit, who owned all the outstanding stock in the close corporation, executed E
shareholders agreement, which contained provisions providing arbitration of disputes. Th
agreement, however, was never executed by the corporation. When a suit was broughl
against the corporation by one of the parties to compel arbitration regarding an employmeni
contract, the corporation claimed it was not a party to the agreement to arbitrate. The courl
held that: "[w]here all the stockholders of a close corporation sign a stockholders' agree
ment, the courts will enforce their agreement. . . even where stockholders have executec
the agreement but the corporation has not." Id. at 839, 418 N.Y.S.2d at 27 (citation
omitted).
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used as a pretext for evading one's contractual obligations. 78 Professors
Brudney and Chirelstein recognized that shareholders involved in
freezeouts in closely held firms raise issues very different from those pub-
lic shareholders raise. Usually the public stockholder owns a very small
percentage interest in the company and plays no active role in manage-
ment.7 9 In close corporations, however, the stockholder is often a more
active participant in the affairs of the business"0 and, thus, the reasons for
a freezeout may be based on very personal considerations. 1 Since there is
virtually no market for securities belonging to shareholders in close cor-
porations, the professors advocated that the courts should promote poli-
cies that would "facilitate or encourage the departure of one group or the
other from the enterprise." '8 2 This view was considered to be in the best
interests of the parties involved and the corporation itself, because dis-
agreements concerning the business prosperity and the conduct of the
business tend to be the continuing kind, and not likely to be resolved
until the business terminates.8 3  Because conflicts within close corpora-
tions are usually different from those of large public corporations, Profes-
sors Brudney and Chirelstein concluded that "it is hard to see any role
for 'business purpose' as a doctrine in filtering permissible from imper-
missible freezeouts in close corporations. . . -84 Instead, they recom-
mended that the parties in a close corporation, unlike the public inves-
tors, can protect themselves by contracting in advance about their
arrangements.8 " Following adoption of the opinions stated by Professors
Brudney and Chirelstein, the Third Circuit concluded its analysis of the
contractual position of plaintiff by determining that a merger in such a
case does not relegate the minority only to a disfavored statutory ap-
praisal of his entire corporate interest, since the question of whether the
minority had bargained away its interest in corporate participation could
be tested in a contract action. 6

The third major aspect in the court of appeals' decision was determin-
ing how the scope of the fiduciary duty owed by the majority shareholder
to plaintiff would be affected by the buy-back clause in plaintiff's employ-
ment contract. The buy-back clause created an additional dimension that
was not present in any past freezeout case. The Third Circuit criticized

78. 638 F.2d at 636; see Corporate Freezeouts, supra note 20.
79. Corporate Freezeouts, supra note 21, at 1356.
80. 638 F.2d at 636 (citing Corporate Freezeouts, supra note 20, at 1356 n.9).
81. See Note, Fairness in Freezeout Transactions: Observations on Coping with Going

Private Problems, 69 Ky. L.J. 77, 82 (1980-81).
82. 638 F.2d at 636 (quoting Corporate Freezeouts, supra note 20, at 1356 n.9).
83. 638 F.2d at 636 (citing Corporate Freezeouts, supra note 20, at 1356 n.9).
84. 638 F.2d at 636 (quoting Corporate Freezeouts, supra note 20, at 1357 n.9).
85. 638 F.2d at 636 (citing Corporate Freezeouts, supra note 20, at 1357 n.9).
86. 638 F.2d at 636.
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the decision of the district court for disregarding the contractual commit
ment between the two parties and applying a per se rule that "a mergei
cannot be accomplished for the sole purpose of eliminating minorit3
stockholders." ' In directing attention to the contract itself, the court em
phasized that the parties had carefully agreed to the terms of the contrac
in the context of a close business relationship.88 Furthermore, the con
tract was not a standardized fine print document like those used in pub
licly traded corporations to govern the rights of passive public investors.8 '

In support of the validity of the buy-back clause, the Third Circui
looked to St. Louis Union Trust Co. v. Merrill Lynch, Pierce, Fenner A
Smith, Inc.,90 in which the Eighth Circuit had upheld the enforcement o
a repurchase option over allegations based on federal securities law an(
state law claims of breach of fiduciary duty. In reaching its decision, th
Eighth Circuit observed that repurchase options "have been recognized a
serving a number of legitimate business purposes including restrictivi
ownership of corporate stock, and have been generally upheld by th
courts." 1

Finally, the Third Circuit Court of Appeals demonstrated its strong de
sire to support the bargained-for rights of the corporate majority by ana
lyzing favorably for defendant Taub several issues raised concerning th

87. Id. at 637; 487 F. Supp. 118, 123 (D. Del. 1980). The district court "applied th
literal language of Roland and Singer without taking into account the impact of the partict
lar relationship between Coleman and Old Taub on the fiduciary duty owed by Taub t
Coleman." 638 F.2d at 637.

88. 638 F.2d at 637.
89. Id.
90. 562 F.2d 1040 (8th Cir. 1977), cert. denied, 435 U.S. 925 (1978).
91. Id. at 1046 n.9 (citations omitted). Under the terms of the certificate of incorporn

tion, Merrill Lynch was granted an option to repurchase the shareholder's stock upon tb
occurrence of several specified contingencies, including the death of the shareholder. Whe
the shareholder died, the court upheld the validity of the option, which granted Merri
Lynch the right to repurchase its own stock from the deceased shareholder's executors. It
at 1043. Cf. DeVries v. Westgren, 446 Pa. 205, 287 A.2d 437 (1971). In DeVries, the cotu
enforced a stock restriction that required a shareholder to offer all of his common stock I
his corporation when his' employment was either voluntarily or involuntarily terminate4
The shareholder refused to surrender his shares after his employment was involuntarily te:
minated. The corporation sued for specific performance and claimed that it was ready, wil
ing, and able to purchase the shareholder's stocks. Once the price was determined, howeve
the corporation changed its position and attempted to reject the offer because the price wi
set too high. The court held that "the requirement that [the shareholder] offer his share
whether or not he wished to retain them, lends a quality of irrevocability to the sto(
purchase agreement and justifies our treatment of this agreement as an option contract." I
at -, 287 A.2d at 438. The court, therefore, concluded that the corporation had accept
and exercised its option to purchase the shareholder's stock when it filed the bill for specif
performance. The court, therefore, directed the corporation to purchase the shareholder
stock.
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contract. Since the case before the court of appeals dealt only with the
appeal of a summary judgment awarded to Coleman, the Third Circuit, in
reversing the summary judgment, did not resolve the issues, but did pro-
vide guidelines to be followed when the case was to be heard by the dis-
trict court on remand. The Third Circuit looked at the purpose of the
restrictive clause that required Coleman to sell his stock back to Taub
unconditionally upon termination of employment "for any reason whatso-
ever" and determined that:

Old Taub intended to avoid under all circumstances the risk of disrup-
tion from a dissident, dissatisfied ex-employee. On the other hand, Cole-
man bargained for the right to be a shareholder only while he remained
an employee. He did not bargain for the privilege of being a dissident,
litigious, outside minority stockholder and the obvious purpose of the
buy-back clause was undoubtedly to avoid such a situation."9

The court said, furthermore, that the purpose of the restrictive clause was
"practical, not uncommon, and not improper."' 3

The court of appeals addressed the question of when the shareholder's
right of continued participation in the corporate enterprise terminated by
making a distinction between plaintiff Coleman and the typical minority
shareholder. The court reasoned that the typical minority shareholder's
"right of continued participation in the corporate enterprise extends until
he either sells his stock or is merged out for a valid business purpose.""
Coleman's rights were determined, however, by his contract with Old
Taub which prevented him from continuing to hold Old Taub shares be-
yond the time that a value was placed on those shares and the purchase
price was tendered.'3 The Third Circuit concluded, therefore, that Old
Taub's notice to Coleman of its intention to repurchase his shares at the
time his employment has been terminated arguably created a mutally
binding and enforceable bilateral contract for purchase and sale."

The Third Circuit also focused on the question of whether defendant
Old Taub had rescinded or waived its rights under the contract for failure
to tender performance of the valuation process. Beyond Old Taub's ini-
tial communication of its intention to repurchase his shares, Coleman
raised issues in the district court contending that Old Taub neither con-
tacted him again concerning the acquisition of his shares, nor offered him
a price for his shares." The Third Circuit acknowledged that there had

92. 238 F.2d at 637.
93. Id.
94. Id.
95. Id.
96. Id. at 638.
97. 487 F. Supp. at 125. Coleman's employment contract required Old Taub to give no-
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been a breakdown in the tendering of performance under the buy-back
provision, but determined that the purchase and sale obligations had not
been rescinded or released as a result of the failure to tender any required
performance. s The court responded that it was easily understandable
that the buy-back process had been delayed, especially since the process
would require cooperation between hostile parties.99 The court reasoned
further that to infer that the contract to purchase Coleman's shares was
rescinded "would be to infer an intent to lock in Coleman as a share-
holder at the same time he was being locked out as an employee."100 It
would be unlikely that the parties would desire to remain fellow share-
holders in a two-man closely held business after one party had termi-
nated the other party's employment with the business.

The Third Circuit Court of Appeals concluded its analysis by stating
that "the core message of Singer and Roland-that the minority cannot
be forced to defend its entire interest in corporate participation by a mere
appraisal of its stock's monetary value-may well be irrelevant to this
case." 0 The district court had held that Coleman could not have yielded
his right to object to a merger that breached the fiduciary obligations
owed to him, even though he had agreed to be cashed out in accordance
with the procedure outlined in the employment contract. 02 The Third
Circuit agreed also that relief should be granted to Coleman for any
breach of fiduciary duty, but added that for any breach to exist, it must
survive in light of Taub's expressed intention to buy out Coleman's
shares pursuant to their contract. 03 The court concluded, after having
considerd the scope of defendants' fiduciary duty, that the buy-back pro-
vision "altered the fiduciary duty in such a way that a freeze-out mergel
under the circumstances may not have been a breach of defendants'
duty."'0 The court of appeals said, furthermore, that "Coleman may not
have possessed the type of interest protected in Singer, and Coleman wa
not in danger of being relegated solely to the appraisal proceeding which,

tice of its intention to repurchase to Coleman within 90 days of termination of his employ.
ment. The price to be paid by Old Taub for the shares was to be agreed upon between Olc
Taub and Coleman, or between Old Taub and Coleman's personal representative. If n(
agreed price could be reached by the parties, the value of Coleman's stock would be deter
mined by three impartial appraisers. 638 F.2d at 629-30 n.11.

98. 638 F.2d at 638.
99. Id. The court concluded that premature termination of the parties business relation

ship would likely make them uncooperative and hostile. Id.
100. 638 F.2d at 638.
101. Id.
102. Id.; 487 F. Supp. at 121; see note 97 supra for a discussion outlining the buy-bacl

procedure in Coleman's employment contract.
103. 638 F.2d at 638.
104. Id.
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in Singer, would have constituted the sole alternative to a cause of action
for breach of fiduciary duty."' 05

In Coleman v. Taub, the special contractual relationship steered the
Third Circuit away from the general fiduciary law approach to freezeout
mergers. The court of appeals emphasized that the employment contract
added a new dimension to consider in its analysis of the merger. To illus-
trate the effect that the contract had on the fiduciary duty imposed on
the majority, the Third Circuit instituted its "additional interest" con-
cept.100 The court determined that the "additional interest" was the ba-
sis of the fiduciary duty that obligated the court to inquire into the pur-
pose of the merger.107 It was decided, furthermore, that the minority
shareholder had bargained away his "additional interest" by contracting
with Taub.'0 8 Once that "additional interest" had been bargained away,
the court was no longer bound to make an inquiry into the purpose of the
merger.'09 Using that analysis in Coleman would lead the court to con-
clude that the freezeout merger was not a breach of fiduciary duty even if
the sole purpose of the merger was to eliminate the minority.

The major weakness of the "additional interest" concept used by the
Third Circuit was that the court offered no authority to support its appli-
cation. The Delaware courts had not implemented the concept to define
the scope of the fiduciary duty owed by the majority shareholders in any
previous case. Had the "additional interest" concept not been instituted,
the Third Circuit would have been bound to analyze the case in accor-
dance with the general rule that the fiduciary duty is breached when a
freezeout merger is employed by the majority for the sole purpose of
eliminating the minority interests. If that rule were applied, the court
would have likely determined that Taub had breached the fiduciary duty
since it would have been difficult for him to satisfy the requirements im-
posed in the two-part test. The Third Circuit, however, avoided that issue
altogether by instituting the "additional interest" concept.

Even though the "additional interest" concept was unsupported by au-
thority, the Third Circuit's institution of that concept in Coleman v.
Taub is commendable. Unlike the situation inherent in most freezeout
mergers, Coleman concerned a small two-man closely held corporation,
which was very similar to an incorporated partnership. Since the
problems in close corporations usually arise from deadlocks that result
from the small number of shareholders all assuming active roles in the
policy and decision-making aspects of the management of the enter-

105. Id. at 638-39.
106. 638 F.2d at 636; see note 71 supra and accompanying text.
107. Id.
108. Id.
109. Id.
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prise," ° it is a more equitable approach for the court to place strong em-
phasis on the contracts upon which the corporation was established. The
contract could provide the best protection for both the shareholders and
the business. The shareholders, therefore, could protect themselves by
contract before getting involved in the closely held corporation. If the
terms of the contract were unsuitable, the potential shareholder could re-
frain from investing in the business. In Coleman, the minority share-
holder entered into a contract with undisputed full knowledge of its con-
sequences. The contract was created from arms-length bargaining
between the owner of a business, who wished to retain control over it, and
Coleman, who sought both employment and the right to buy into the bus-
iness. It was Coleman's prerogative to agree to an employment contract
that granted Taub the right to repurchase Coleman's stock should his
employment be terminated "for any reason whatsoever." A contractual
arrangement could serve also to benefit the closely held business, since
the procedures to resolve disputes between the parties, if they should
arise, could be predetermined by agreement. This arrangement would en-
able the small business to continue to operate smoothly, and probably
prosper, because internal disagreements such as deadlocks could be re-
solved quickly and efficiently with minimal damage resulting to the
enterprise.

The decision reached by the Third Circuit in Coleman leads to the con-
clusion that contractual arrangements may prohibit freezeout sanctions
from applying to closely held corporations. It appears that the "addi-
tional interest" concept will limit the scope of the fiduciary duty owed by
ihe majority shareholders such that the contractual arrangement will be-
come the determinative factor in the courts' analysis of freezeouts within
close corporations. This decision should entice shareholders in closely
held corporations to contract in advance of their business ventures. The
parties can, therefore, control their own destiny with the close corpora-
tion. In the end, the contract will provide predictable guidelines for the
shareholders in a close corporation to follow, unlike the uncertainty that
is generated when the court applies the tests imposed by freezeout
sanctions.

ERNEST C. TRAMMELIL

110. See notes 78-86 supra and accompanying text for the Third Circuit's reasoning con
cerning the position of a shareholder in a small closely held corporation.
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