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A. INTRODUCTION

In the book of Genesis, Cain provides a timeless response when he is asked about the
status of his brother, Abel: “Am I my brother’s keeper?” Cain’s question is not directly
answered, however, which has left biblical commentators to question the import of this passage
for more than 2,000 years. In the business context, courts in Texas and Delaware have faced a
similar question: do majority shareholders in private companies have a duty to protect the
company’s minority shareholders?

This article focuses on conflicts among minority and majority owners of privately-held
companies and the law that applies to those conflicts in Texas and Delaware. There is a growing
trend of cases and claims filed by minority owners in private companies, and this spate of claims
by minority owners has reached the appellate courts giving rise to a rapidly growing body of
decisions in this area. As courts in Texas and Delaware are grappling with claims by minority
owners, they are reexamining the rights and duties that majority owners of private companies
owe to their fellow, minority investors in the business.

Texas law offers some protection to private company minority shareholders who claim to
have been oppressed by the company’s majority owners, but only in limited circumstances and
the legal standards may be changing. The law is less favorable for minority shareholders in
Delaware, which does not have the same Texas statute providing for relief when majority owners
engage in oppressive conduct. See Section 11.404, of the Texas Business Organizations Code.
In both states, a investor who buys a minority ownership stake in a private company without an
exit strategy in place is likely to be “locked in” to (and unable to dispose of) this investment in
the business long after the investor desires to sell. Unless the minority investor obtains a
redemption agreement (or some other contractual right to exit the business) at the time he/she
purchases stock in the company, the minority shareholder lacks the right to choose the point at
which he/she can later “monetize” this investment. In most cases, there is no market for a
minority shareholder’s stock in a private company, and in the absence of a redemption agreement
with the company or with other shareholders, the company and the other shareholders have no
obligation to repurchase the minority shareholder’s stock for any price. This leaves the minority
shareholder with no option to dispose of his shares and hoping for a liquidity event such as a sale
of the business, a merger, or an Initial Public Offering (IPO).

Although this article does not include a statistical analysis of the perceived trend of
increasing cases filed by minority owners, the common sense explanation for this increase is that
a down economy eliminates, or sharply reduces, the prospect for minority owners in private
companies to cash out. As a result, many investors/owners in private businesses have become
frustrated by the structural and economic inability to monetize their investments. In the wake of
this frustration, and after concluding that their right have been violated by majority owners who
abused their control of the business to operate the company in a manner that is hostile to and
oppressive of the minority owners, these minority investors are turning to the courts.

This overview paints a grim picture for minority investors in private companies, but all
hope is not lost for minority investors in Texas who did not obtain a redemption agreement
before they invested. Under Section 11.404, of the Texas Business Organizations Code, Texas



courts are authorized to dissolve private companies or appoint receivers when majority owners —
“those in control” -- engage in oppressive conduct. Based on this statute, courts have provided
equitable remedies to minority shareholders, including forced buyouts of their stock if they can
establish that they were “oppressed” by the majority shareholder(s). In these limited
circumstances, Texas courts have recognized a cause of action for shareholder oppression, and
minority shareholders have secured court-ordered remedies that provide them with value for their
ownership interest in the company. The law in Delaware, however, is less favorable for minority
shareholders. No similar Delaware statute exists that supports the award of equitable remedies to
minority shareholders who have been oppressed by the company’s majority owners. As a result,
whether a claim for shareholder oppression exists under Delaware law is a matter of debate.

B. THE CLOSELY HELD (PRIVATE) CORPORATION

The “minority shareholder oppression” scenario arises uniquely in the context of the
private company, including the close corporation. An investor in a large, public corporation can
certainly feel oppressed, i.e., that his investment goals are being thwarted by the management’s
operation of the company or that management engaged in “bad acts.” The public company
investor has a ready exit available, however, because his shares may be readily sold in the open
market. As previously noted, a shareholder in a closely held company lacks this option, because
typically there is no market for the shares of a private company. Moreover, in many close
corporations, a shareholder’s agreement includes restrictions on the stock’s sale or transfer by the
minority shareholder. The non-marketable nature of an investment in a private company makes
it possible for controlling shareholders to “squeeze out” the minority shareholder from the
company’s management and daily operations, while also “freezing out” the minority owner’s
ability to cash out on or realize other monetary benefits from his or its investment.

By definition, a minority shareholder, minority member of an LLC and limited partner
lacks control over the business. In the corporate context, shareholders elect the board of
directors, which gives the majority shareholder the right through control of the board to, among
other things: (i) select the officers, (ii) set officer compensation, (iii) determine whether the
company will issue any dividends and, if so, (iv) how much of a dividend to issue to the minority
owners. In the LLC context, the majority members have the power to appoint the managers and
achieve the same results described above. The majority shareholder(s) or LLC member(s) can
deny the minority owner the right to participate in the management of the business, and the right
to share in the financial success of the business on a current basis (i.e., the denial of dividends).

In a limited partnership, the operational control belongs to the general partner, and the
limited partners are not generally active in the business, although the limited partnership act does
allow limited partners some leeway, including the ability to consult with (and advise) general
partners and to also call, attend and participate in meetings with both the limited and the general
partners. TEX. Bus. ORG. CODE § 153.103.

In most cases, the successful functioning of a closely held corporation, LLC or limited
partnership depends on the relationship of trust that exists among the owners of the business and
the way in which they run the company and share in its financial success. When the majority
owners abuse their power and control over the company, trust ends and problems follow.



C. REVIEW OF THE CLAIM FOR MINORITY SHAREHOLDER OPPRESSION
UNDER TEXAS STATUES AND CASE AUTHORITIES

Minority shareholders in a Texas private company may prevail on a claim for shareholder
oppression if they can establish that the controlling, majority shareholders exploited their power
to deny the minority owners the right to share in the company’s financial returns. The claim for
minority shareholder oppression and resulting equitable remedies was judicially recognized by
Texas courts more than 20 years ago (and also exists in other jurisdictions), but the contours of
the claim continue to develop in recent case law. The origins of the oppression claim (and
statute) date all the way back to the 1950’s, but the Texas Supreme Court recently granted
review in a shareholder oppression case where the trial court awarded a mandatory buyout of the
minority shareholder’s ownership interest. Ritchie v. Rupe, 339 S.W.3d 275 (Tex. App.—Dallas
2011, pet. granted).

1. The Oppression Statute and Equitable Remedies in Texas

The starting point for the assertion of an oppression claim is found in Texas statutes. The
Texas Legislature enacted several statutes in 1955 to address “illegal, oppressive, or fraudulent”
actions by controlling shareholders in closely-held corporations. The oppression statute is now
found in Section 11.404 of the Texas Business Organizations Code. Notably, Section 11.404
provides, in certain circumstances, that an oppressed minority shareholder has a statutory right to
obtain relief from the majority shareholder’s oppressive conduct. See TEX. BUS. ORG. CODE
§ 11.404. This statute also authorizes a Texas trial court to appoint a receiver, or to order that the
company be liquidated when there is a showing of “illegal, oppressive or fraudulent” conduct by
the “governing persons” of the business entity. Id. § 11.404(a)(1)(C).

These remedies of court-ordered receiverships and liquidation that are authorized by this
Texas statute, however, are often viewed as unduly harsh to the parties by trial judges, and as a
result, these draconian remedies are therefore largely disfavored and rarely applied. When a
private company is able to continue functioning — and particularly when the company is
profitable — it is rarely viewed as a business that is ripe for the appointment of a receiver, or
appropriate to be subject to a court-ordered liquidation that puts the company out of business.
Before appointing a reciever, the Texas statute requires a trial court to consider where “all other
available legal and equitable remedies . . . are inadequate.” Id. at § 11.404(b)(3). For that
reason, trial courts will often craft an “equitable” remedy that includes a mandatory dividend to
the minority shareholder or to issue a preliminary injunction that will preserve the status quo
(and the company’s existing management) until a trial can be held on the merits of the minority
shareholder’s claims.

2. Shareholder Oppression Defined by Texas Courts

Due to the limited relief available to oppressed minority shareholders in Texas statutes,
case law has developed in Texas to provide additional remedies to minority shareholders who
can prove that the majority shareholders have engaged in oppressive conduct. A claim for
oppression is based on tort, but there is no single set of definitive actions that constitute



oppression. A minority shareholder in Texas can file a lawsuit against the majority shareholders
alleging oppression when the minority owner can establish facts that meet one of the definitions
of oppression below:

(1) majority shareholder’s conduct that substantially defeats the minority’s
expectations that, objectively viewed, were both reasonable under the
circumstances and central to the minority shareholder’s decision to join the
venture; or

(2) burdensome, harsh and wrongful conduct; a lack of probity and fair dealing in the
company’s affairs to the prejudice of some members; or a visible departure from
the standards of fair dealing and a violation of fair play on which each shareholder
is entitled to rely.

This two-part test for oppression comes from a key Texas case, Davis v. Sheerin, which
relies on language from Articles 7.05 and 7.06 of the Texas Business Corporations Act (now
Section 11.404 of the Texas Business Organizations Code discussed above). Davis adopted the
doctrine of minority shareholder oppression and held that the statute authorizes court-ordered
equitable remedies. In Davis, the appellate court upheld a jury verdict of oppressive conduct,
based on: (i) findings of a conspiracy by the majority shareholders to deprive the plaintiff of his
ownership interest in the corporation, (ii) findings that the majority shareholders wasted
corporate funds and received dividends that were withheld from the plaintiff, and (ii1) undisputed
evidence that the plaintiff would be denied any future voice in the corporation’s management.

For more than two decades, Texas appellate courts have consistently looked to and
upheld the holding of Davis in defining shareholder oppression and considering the equitable
remedies that are available to the trial court under Section 11.404, of the Texas Business
Organizations Code. A review of Texas law since the opinion in Davis was issued reflects
that more than 25 reported decisions in 11 of the 14 Texas appellate districts that have
upheld minority shareholder oppression as a viable cause of action. Federal courts also
recognize this claim under Texas law.

3. The Origins of Oppression Claims in Texas

In developing the two-part test, the Davis court also cited to and relied on the Texas
Supreme Court’s holding in Patton v. Nicholas, which first examined the shareholder oppression
claim (and related statutes) in 1955. When the Texas Supreme Court issued Patfon, the Texas
Legislature was enacting Articles 7.05 and 7.06 of the Texas Business Corporations Act (now
Section 11.404 of the Texas Business Organizations Code) to address oppressive or fraudulent
actions by controlling shareholders in closely-held corporations.

The Patton case involved the Machinery Sales & Supply Company in Dallas. The
company’s owner hired two employees in 1940 and later gave them both a 20% ownership
interest. From 1940 to 1945, the company generated revenues of more than $1 million with
annual net profits of more than $100,000. The minority shareholders also received “relatively
frequent and substantial” dividends until disputes arose among the owners—and the two



minority shareholders left the company in December 1945. In the following five years (1946-
1950), the company generated similar revenues (more than $1 million), but after the minority
shareholders left the company the company’s books showed a sharp drop in profits and no
further dividends were paid to the minority owners.

The minority shareholders in Patton therefore brought suit for an accounting and
seeking liquidation of the company. At trial, multiple witnesses testified that the majority
shareholders had withhold dividends so the minority shareholders “don’t make a penny out of
this business.” The trial court ordered liquidation and the court of appeals agreed that the
company should be liquidated. The Patton Court viewed liquidation as an “extreme” remedy,
but concluded that the majority shareholder’s “malicious suppression of dividends is a wrong
akin to a breach of trust, for which the courts will afford a remedy.” Rather than liquidating a
profitable company, however, the Patton Court ordered the corporation (and its controlling
majority shareholder) to pay a reasonable dividend “at the earliest practicable date,” as well as in
future years.

4. Minority Shareholder Oppression Returns to the Texas Supreme Court—More
Than 55 Years Later

The Texas Supreme Court had not addressed the shareholder oppression claim (or statute)
since Patton in 1955, or more recently, since Davis v. Sheerin was decided in 1988. Almost six
decades after Patton, however, the Texas Supreme Court granted review of a shareholder
oppression case. In February 2013, the Texas Supreme Court heard oral argument in Ritchie v.
Rupe, 339 S.W.3d 275 (Tex. App.—Dallas 2011, pet. granted). In Ritchie, the minority
shareholder wanted to sell her shares to a third party, but the third party requested the
opportunity to meet with the majority owners of the business before purchasing her minority
interest, which is typical in a due diligence process. The majority shareholders refused to meet
with—or provide information to—the potential buyers of her stock. Left with no ability to sell
her shares to a third party, the minority shareholder filed suit claiming oppression.

The jury made findings supporting an oppression determination, and the trial court
ordered the majority owners to buy the minority shareholder's stock at a “fair value” of more
than $7 million. The Dallas Court of Appeals then determined that the majority shareholders’
conduct was oppressive under both tests set forth in Davis because: (1) the company’s policies
constructively prohibited the minority shareholder from selling her shares “would substantially
defeat the shareholder’s general reasonable expectation of being able to market her unrestricted
stock;” and (2) the majority shareholders (and directors) departed from the “standards of fair
dealing” by refusing to meet with prospective purchasers of the minority shareholder’s stock.

The Texas Supreme Court oral argument in Rupe was notably active as all Justices asked
pointed questions of counsel. The Court did not provide signs, that allow its holding to predicted
with confidence, but we do not expect the Court to reject the shareholder oppression doctrine. A
holding that overturns Davis v. Sheerin would also reject and upend more than 25 years of case
law that has consistently followed and adopted the Davis holding. To the extent that the Court
concludes, however, that the legal standards governing oppression are murky, the Court may
address and refine the standards that currently apply to oppression claims.



5. Other Recent Shareholder Oppression Cases in Texas Courts

The Rupe case is hardly an isolated instance as a number of Texas courts have issued
opinions relating to minority shareholder disputes. Two recent cases from the Dallas Court of
Appeals (reviewing trial court and jury findings); one case from the Houston Court of Appeals
(legal questions on summary judgment) are reviewed below.

a. Recent Cases from the Dallas Court of Appeals

In the last two years, two different panels from the Dallas Court of Appeals have issued
conflicting opinions regarding the standards that apply to shareholder oppression claims.

Cardiac Perfusion. In July 2012, the Dallas Court of Appeals affirmed the jury’s verdict
and concluded that the majority shareholder engaged in oppression. The Court upheld the
equitable remedy awarding a redemption of the minority’s shares at fair value (i.e. excluding
discounts for lack of control). See Cardiac Perfusion Servs., Inc. v. Hughes, 380 S.W.3d 198
(Tex. App.---Dallas 2012, pet. filed). The minority shareholder in Cardiac Perfusion owned
10% of the business (where he had worked for over 20 years) and was later fired by the majority
shareholder. Both the trial and appellate courts concluded that the majority shareholder engaged
in oppression in which he (1) “suppressed payment of profit distributions;” (2) “paid himself
excessive compensation;” (3) “improperly paid his family members;” (4) “used [corporate] funds
to pay personal expenses;” and (5) “refused to let [the minority] examine [the company’s] books
and records.” The court also used the “enterprise value” method to value the 10% interest (as
opposed to discounts under “fair value) because the minority shareholder had been “forced to
relinquish his ownership position by the oppressive conduct of the majority [shareholder].” In
February 2013, the majority shareholder filed a petition for review with the Texas Supreme
Court in Case No. 13-0014.

Argo Data. In late August 2012, the Dallas Court of Appeals reversed a trial court (and
extensive jury findings) supporting a one-time dividend award of $85 million from the
company’s large cash horde of retained earnings. The trial court had awarded the dividend to be
split between the majority owner (53%) and the minority owner (47%). See Argo Data Resource
Corp. v. Shagrithaya, 380 S.W.3d 249 (Tex. App.---Dallas 2012, pet. filed). In Argo Data, the
trial court’s judgment was based on the results of a six-week trial where the jury found the
majority shareholder (1) refused to pay dividends from a stockpile of $140 million of retained
earnings as part of a “freeze out” scheme; (2) committed fraud by giving false information to the
minority shareholder; and (3) unilaterally cut the salary of the minority shareholder by 70%
without board approval and in a year of record profits; (4) obstructed potential opportunities for
the minority shareholder to sell his shares to third parties; and (5) used corporate funds for
personal use (i.e., travel expenses; family expenses; condominium purchase). On appeal, the
Argo Data panel held despite the jury findings, there was no oppression because either: (1) there
was no harm to the minority shareholder because the company’s value increased during the
scheme; or (2) the majority shareholder remedied other oppressive acts “before trial.” In late
2012, the minority shareholder filed a petition for review with the Texas Supreme Court.



b. Recent Case from Houston Court of Appeals

Another significant minority owner case from the Houston Court of Appeals did not
involve a review of lengthy jury trials like in Cardiac Perfusion and Argo Data, but it presented
similar factual claims with slightly different legal issues.

Devon Energy. In March 2012, the Houston Court of Appeals recognized and imposed
a formal fiduciary duty on a sole majority member (and sole manager) of a closely-held oil and
gas company in the context of a redemption of shares owned by a minority member. See Allen v.
Devon Energy Holdings, LLC, 367 S.W.3d 355, (Tex. App.—Houston [1st Dist.] 2012, pet.
granted, judgm’t vacated w.r.m.). The decision in Devon Energy provides important guidance
for majority (or controlling) owners when providing information to minority members as part of
a “buyout” or purchase of their ownership interest. The crux of the Devon Energy case
concerned fiduciary duties in a Texas LLC, however, both the trial and appeals court dismissed
the oppression claim by noting: “[the] conduct alleged . . . is not the typical wrongdoing in
shareholder oppression cases: [the plaintiff] was not a terminated employee; [the minority
member| was not denied access to company books or records; and there was no allegation that
[the controlling member] wrongfully withheld dividends, wasted corporate funds, paid himself
excessive compensation, or locked [the minority member] out of the corporate offices.” Given
the absence of those facts (similar to Cardiac Perfusion and Argo Data above), the court in
Devon Energy focused on whether a majority member might owe fiduciary duties in the context
of a redemption or sale.

The dispute in Devon Energy arose when the majority member offered to purchase the
minority shareholders’ stock at $1.13 million per 1% ownership interest. This offer came in
November 2003 and the majority member provided a valuation and certain representations to the
minority members (i.e. future projects for the oil company would be “non-economic” and that he
would spend less time with the company). The deal did not close until eight months later in June
2004 where the minority member received $8 million for the entirety of his ownership interest.
But two years later, the company sold for over $1 billion dollars and the minority member’s
stock would have been worth $160 million.

The LLC’s minority member filed suit alleging, among other things, that representations
made in the November 2003 letter were fraudulent and that the majority had a fiduciary duty to
disclose material changes (i.e. significant technological advances and lease purchases) that
occurred in the eight months between the “offer” and the ultimate “redemption.” The Devon
Energy court addressed other issues, bt agreed with the minority member that the November
2003 representations could support a fraudulent inducement claim and that the majority
shareholder owed a specific fiduciary duty to the minority shareholder (in the context of the
redemption). In late 2012, with a petition for review pending in the Texas Supreme Court, the
parties settled the lawsuit and the Houston Court of Appeals’ opinion continues to provide
guidance on fiduciary duties in a closely-held company in Texas.



D. MINORITY SHAREHOLDER OPPRESSION CLAIMS
AGAINST MAJORITY SHAREHOLDERS UNDER DELAWARE LAW

1. Introduction

Delaware is often portrayed as a “safe haven” by defense counsel. Indeed, it is common
for Texas transactional attorneys to urge their majority shareholder clients to form private
companies in Delaware based on the view that, under Delaware law, the majority owners are
immune from oppression claims. This view is based on the fact that Delaware has not enacted a
“receivership” or “oppression” statute that addresses oppression (or remedies for such actions) in
a closely-held corporation.

It should be noted, however, that while the case law is not extensive, Delaware courts
have recognized a claim for shareholder oppression (starting in 1991), and no Delaware court has
overtly rejected oppression as a valid cause of action since that time. Nevertheless, it is more
common for Delaware courts to evaluate oppression claims under a standard similar to a “breach
of fiduciary duty” when the minority shareholder alleges oppressive conduct.

2. Fiduciary Duties of Majority Shareholders in Delaware

In Delaware, minority shareholders confront two issues in bringing claims against a
majority shareholder: (1) the Delaware courts’ resistance—under certain circumstances—to
accept the cause of action for shareholder oppression; and (2) differing standards of review (and
shifting burdens of proof) for a breach of fiduciary duty claim against the controlling
shareholder(s). Most minority shareholder plaintiffs bring claims for breach of fiduciary duties
in efforts to secure a review of their claims under the “entire fairness” doctrine which requires
the majority shareholders to demonstrate the fairness—in terms of price and dealing—of their
conduct rather than under the “business judgment rule” that gives the majority shareholders far
more latitude in their decision-making.

Under Delaware law, the business judgment rule is a “presumption that in making a
business decision the directors of a corporation acted on an informed basis, in good faith and in
the honest belief that the action was taken in the best interest of the company.” This standard is
intended to prevent trial courts from substituting their judicial assessment for the business
judgment of the majority shareholder (or the board of directors) as long as the challenged
decision can be “attributed to any rational business purpose.”

In turn, a minority shareholder plaintiff must “rebut” the business judgment presumption
by showing that the majority shareholder either: (i) had a personal interest in the subject matter
of the action; (i1) was not fully informed in approving the action; or (iii) did not act in good faith
in approving the action. If the minority shareholder can rebut the business judgment
presumption, then Delaware courts apply the “entire fairness” standard which places the burden
on the majority shareholders (defendants) to prove that the complained of actions or transaction
was entirely fair to the business as a whole. This standard is similar to the “entire fairness”
prong followed by Texas courts in evaluating shareholder oppression claim.



In Delaware, the majority shareholder defendant must prove two elements: (i) “fair
dealing” and (ii) “fair price” to defeat the plaintiff’s claim. With the first element of “fair
dealing,” Delaware courts consider when the transaction occurred; how it was structured and
negotiated; the nature of disclosures to other shareholders; and how the approvals of the directors
and stockholders was obtained. The second element of “fair price” considers the economic and
financial components of the transaction or decision including the market price; the company’s
assets; future prospects for the company; and other elements that might impact the value of the
shareholder’s stock. Both elements are considered together to determine the “entire fairness”
and these same rule apply to minority stockholders of closely-held corporations in Delaware

In late April 2013, a Delaware court explained again that it considers “[t]he protections
afforded to minority stockholders in closely-held corporations under Delaware common law are
no different than those in publicly-held corporations.” The Blaustein court continued that
although other jurisdictions have recognized special fiduciary duties among stockholders in
closely-held corporations, the Delaware courts have not adopted a similar approach. Instead,
utilizing general corporate law principles, Delaware courts have mostly relied on entire fairness
as a means of protecting minority stockholders. But a careful review of Delaware law reveals
that a claim for shareholder oppression might still exist—even if few Delaware courts have
squarely addressed the issue.

3. Delaware Courts Might Recognize a Shareholder Oppression Claim

While a fair reading of Delaware law indicates that courts in that state are less
receptive—compared to Texas courts—to minority shareholder oppression claims, the contention
by some defense counsel that minority shareholder oppression is not a valid claim under
Delaware law overstates the case. This argument by defense counsel relies on dicta from just
one Delaware case, Nixon v. Blackwell, that approved a “liquidity disparity” between controlling
and minority shareholders, but did not consider—nor expressly reject—the “reasonable
expectations” standard announced just one year earlier in Litle v. Waters. Indeed, since the
Nixon Court issued its decision in 1993, Delaware courts (and federal courts applying Delaware
law) have continued to recognize Litle as the defining legal standard when analyzing a minority
shareholder’s claim for oppressive conduct.

In light of Nixon and its progeny, however, minority shareholders who invest in Delaware
companies are well-advised to secure a shareholders agreement at the time of their investment.
A shareholders agreement will provide minority shareholders with, among other things, a critical
right of redemption for the fair (undiscounted) value of their stock in the event they experience
oppressive conduct by the majority shareholders.

4.  Fractured Foundation Of Minority Shareholder Claims in Delaware

Starting in the early 1990’s, Delaware courts adopted a varied stance toward the existence
of a cause of action for minority shareholder oppression. A 1992 decision held that this cause of
action existed; but a 1993 court hinted it might not, and the law has remained unsettled two
decades later. The three Delaware cases reviewed below demonstrate the split view that now



exists in Delaware regarding law applicable to claims by minority shareholders against the
controlling shareholders arising from oppressive conduct.

a. Litle v. Waters: Minority Shareholder Prevails On
Claims For Breach Of Fiduciary Duty and Shareholder
Oppression.

Initially, in Litle v. Waters, the Delaware Court of Chancery considered a minority
shareholder plaintiff’s two claims for breach of fiduciary duty and shareholder oppression, both
arising from the majority shareholders’ refusal to declare dividends despite the company’s
profitable status—which created a significant tax burden on the plaintiff. For the breach of
fiduciary duty claim, the Litle court noted “an important issue” was that both controlling
directors were “interested directors” which triggered a judicial review under the more stringent
“entire fairness” standard. Under this standard, “the burden shifts to the defendants to
demonstrate that the decision to not declare dividends and to repay the company’s debt to [a
majority shareholder] was intrinsically fair.” By contrast, the majority shareholders sought
review under the business judgment rule that defers to the business decisions of the controlling
shareholders. The Litle court refused to apply the deferential business judgment rule, and
declined to accept the defendants’ argument that the declaration of a dividend was solely within
the majority shareholders’ business discretion.

The second claim in Litle was for shareholder oppression where the plaintiff alleged that
the director defendants’ refusal to declare dividends (causing the minority shareholder to bear a
high tax burden) constituted “a gross and oppressive abuse of discretion.” The Litle court held
that the minority shareholder’s claim “includes allegations sufficient to state a claim for
oppression,” and also reasoned that the failure to pay dividends “can be especially devastating
[to the minority shareholder].” After noting that few Delaware cases had addressed oppressive
shareholder conduct, the Litle Court applied standards from a New York case defining
oppression as: (1) “a violation of the ‘reasonable expectations’ of the minority;” and (2)
“burdensome, harsh and wrongful conduct.” The Litle court then explained that neither
shareholder expected their stock to become “a liability” (caused by a tax burden when no
dividends were paid) and the plaintiff’s claims set forth “a classic squeeze out situation” that
constituted shareholder oppression.

b. Nixon v. Blackwell: Delaware Supreme Court’s Limited
Holding Related to Breach of Fiduciary Duty

Just 16 months after Litle, the Delaware Supreme Court pivoted toward a contract-
focused approach to the rights of minority shareholder in Nixon v. Blackwell. In Nixon, the
Supreme Court considered the narrow issue of a minority shareholder’s claim for breach of
fiduciary duty where, importantly, the plaintiff did not plead a separate claim for shareholder
oppression. The Delaware Supreme Court took a less protective stance toward the minority
shareholders in discussing the fiduciary duties of majority shareholders, and suggested that all
protections or rights of shareholders should be defined by contract, not through judicial
remedies.
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In Nixon, the minority shareholders alleged that the majority shareholder directors had
breached their fiduciary duties by creating a “liquidity disparity” in two different ways by:
(1) creating an Employee Stock Ownership Plan (“ESOP”) that allowed only certain employees
the ability liquidate their stock; and (2) funding a “Key Man” insurance plan in which proceeds
of the policy would be pay off corporate debts, but also trigger the purchase of a certain
percentage of stock from the deceased (and remaining controlling) stockholders. Simply put, the
controlling shareholders enabled employees (through retirement) and directors (through the
insurance policy) the ability to liquidate their shares, but did not provide minority shareholder
plaintiffs with a similar right.

One similarity to Litle was the initial determination—for purpose of fiduciary duty
analysis—that the majority shareholders in Nixon were “on both sides of the transaction” which
caused the burden to shift to the majority shareholder defendants to show the “entire fairness” of
the challenged transactions. While the entire fairness standard generally requires a two-pronged
inquiry into both the “fair price” and “fair dealing” of the challenged transaction, the Nixon
Court admitted that its analysis was limited “only [to] the issue of fair dealing.”

Initially, the Delaware trial court sided with the minority shareholders but, on appeal, the
Delaware Supreme Court framed the issue as whether the majority shareholders “breached their
fiduciary duties by failing to provide a parity of liquidity.” According to Nixon, under the entire
fairness standard, the minority shareholders did not have “a right to ‘liquidity’ equal to [the
majority shareholders],” and the Supreme Court said—in dicta—that it would not “fashion a
special judicially-created rule for minority investors” because minority shareholders should
negotiate for better rights:

The tools of good corporate governance are designed to give a
purchasing minority stockholder the opportunity to bargain for
protection before parting with consideration. 1t would do
violence to normal corporate practice . . . to fashion an ad hoc
ruling which would result in a court-imposed stockholder buy-out
for which the parties had not contracted.

The Nixon Court did recognize that minority shareholders often lack the ability to sell
their shares (without a market or market valuation), and are thus bound by the majority’s
consent. After approving of a series of actions that benefited the majority shareholders (and
disproportionately increased their ability to liquidate shares of stock), the Nixon Court explained
that the minority shareholders were “entitled to be treated fairly, but not necessarily to be treated
equally.” The solution, according to Nixon, for minority shareholders in Delaware is to “enter
into definitive stockholder agreements . . . [that] provide for elaborate earnings tests, buy-out
provisions, voting trusts, or other voting agreements.” For those reasons, the Nixon Court
dismissed the minority shareholder’s breach of fiduciary duty claims, but never explicitly
considered—and never rejected—any cause of action for shareholder oppression, which was not
plead as a cause of action in the plaintiff’s complaint.

While the “entire fairness” standard is more exacting than the deferential business
judgment rule, the court’s application of this higher standard does not necessarily assure victory
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for a minority shareholder plaintiff. In most instances, the plaintiff’s path to the entire fairness
standard involves either: (1) rebutting the “business judgment” rule; or (2) demonstrating that a
controlling shareholder is engaging in self-dealing or other acts of bad faith. Despite application
of the more stringent standard of review, however, the Nixon Court approved the benefit plans
adopted by the majority shareholders—relying exclusively on the “fair dealing” prong—even
though the controlling shareholders were positioned to benefit personally from the actions that
the minority shareholder claimed constituted a freeze out. In sum, the Nixon Court did not reject
a cause of action for shareholder oppression (which was never pled), but the Delaware Supreme
Court confirmed that majority shareholder defendants can meet their burden under the “entire
fairness” standard to defeat a claim for breach of fiduciary duty.

C. Riblet Products v. Nagy: Delaware Supreme Court
Narrowly Decides Certified Question from Seventh
Circuit

Three years later, in Riblet Products v. Nagy, the Delaware Supreme Court considered a
similar fiduciary duty issue in a case filed in federal court in Indiana (but governed by Delaware
law). On appeal, the Seventh Circuit certified a question to the Delaware Supreme Court asking
“whether corporate law requires controlling shareholders to act as fiduciaries toward minority
shareholder-employees.” The Seventh Circuit Court of Appeals confronted this issue of minority
shareholder rights, but did not rely on — or even reference — the Nixon decision, and instead cited
to another case, Ueltzhoffer v. Fox Fire Development Co., as the “closest approach” to the topic.

In answering the certified question in Riblet, the Delaware Supreme Court did not
confront the fiduciary duty issue, because the dispositive question turned on rights arising under
an employment contract. The Supreme Court therefore reformulated the certified question
(focusing on the contract issue, not fiduciary duties), and determined that the minority
shareholder’s “contractual rights are separate from his rights as a stockholder.” Still, the Riblet
Court leaned closer to the decision issued in Lit/e—rather than its own opinion in Nixon—when
it noted that “[t]o be sure,” the majority stockholders “may well owe fiduciary duties” to the
minority stockholder.

In closing, three Delaware decisions — Litle, Nixon, and Riblet — have caused a number
commentators to conclude that the existence of a cause of action for shareholder oppression
remains an unsettled question. But, Delaware courts have expressly noted that “under some
circumstances,” fiduciary duty law in Delaware recognizes a claim for oppression by minority
shareholders.

The Fifth Circuit also confirmed the uncertainty of Delaware law regarding minority
shareholder claims when it stated that: “the Delaware Supreme Court has yet to consider the
precise issue . . . whether a controlling shareholder is liable for actions taken with the purpose
and effect of freezing out another shareholder.” Moreover, a sizable number of courts have
explained that Delaware courts have not foreclosed a cause of action for all minority shareholder
claims, including a freeze out in close corporations.
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5. Litigation of Minority Shareholder Claims In Delaware

Three basic points flow from the limited number of Delaware cases regarding claims for
minority shareholder oppression: (1) minority shareholders should contract at the outset, if
possible, to have the right to redeem—or secure a buyout of—their interest when on reasonable
terms; (2) the standards for a shareholder oppression claim in Litle continue to be recognized by
both Delaware and federal courts (applying Delaware law) and the “very strong dicta” in Nixon
has not foreclosed the assertion of oppression claims; and (3) where a claim involves a breach of
fiduciary duty, a plaintiff’s allegation concerning the majority stockholder being “on both sides”
of a deal will warrant the application of the more subjective “entire fairness” standard which
requires courts to review and consider the majority shareholder’s “fair dealing” and whether a
“fair price” was offered.

Thus, while most minority shareholder plaintiffs in Delaware will opt to bring a claim for
breach of fiduciary duty, the potential for a separate cause of action for shareholder oppression
continues to be viable despite the sweeping dicta in Nixon.

E. EXAMPLES OF OPPRESSIVE CONDUCT

One classic example of an oppression claim by the majority shareholder is the “freeze-
out” or “squeeze out” scheme. A freeze out describes a pattern of behavior by the majority
shareholder that is characterized by terminating the minority shareholder’s employment without
cause, removing the minority shareholder from the board or from all aspects of management,
refusing to provide financial information to the minority, and refusing to declare dividends — all
of which culminates in an offer from the majority shareholder to buy out the minority
shareholder at an unfairly low price. Under this scheme, the majority shareholder freezes the
minority owner out of the business and leaves no tangible financial benefit for his/her ownership
interest.

To establish a claim for oppression, the minority shareholder typically will prove that the
majority shareholder engaged in actions of the types listed below, which is not an exhaustive list:

Terminating the minority shareholder’s employment without cause;

Removing the minority shareholder from the board of directors;

Removing the minority shareholder from management;

Refusing to declare dividends when the company is profitable;

Denying the minority shareholder access to information,

Siphoning off earnings to the majority shareholder through de facto dividends or excessive
compensation;

Entering into favorable contracts with affiliates of the majority shareholder;

Engaging in recapitalizations or mergers designed to dilute or eliminate the minority
shareholder’s interest;

Usurping corporate opportunities;

Using corporate assets for personal benefit; and/or

Making loans to family members.

VV VVVVVY

YV VYV
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Not every example of the conduct listed above rises to the level of minority shareholder
oppression. For example, terminating the employment of a minority shareholder who is also an
employee at-will does not automatically translate into a valid oppression claim. The threshold
question of whether minority shareholder oppression has taken place is generally decided by the
court after the jury determines that all or some of these acts, or related oppressive conduct, took
place. The Davis court held that “[a]lthough whether certain acts were performed is a question
of fact, the determination of whether these acts constitute oppressive conduct is usually a
question of law for the court.”

Similarly, the First District Court of Appeals in Houston — one decade after its decision in
Davis — placed limitations on shareholder oppression claims in Willis v. Bydalek. In Willis, the
corporation operated a nightclub that had never earned a profit. Even though the majority
shareholder removed the plaintiff from management, the court in Willis did not find that there
was sufficient evidence to support a finding of oppression—despite the jury’s finding of a
wrongful lock-out and that majority had not misused corporate funds. Further, the jury did not
find that the majority had suppressed dividends because the company was never profitable and
dividends were never distributed to any shareholders — either minority or majority.

The court declined to view these acts as oppressive, and determined that the firing of the
minority investor was not oppression, because he was an at-will employee without an
employment contract. The Willis decision set some boundaries on the shareholder oppression
claim recognized in Davis, and stressed that “[c]ourts must exercise caution in determining what
shows oppressive conduct.”

F. APPLICATION OF TEXAS BUSINESS ORGANIZATIONS CODE TO LIMITED
PARTNERSHIP AND LIMITED LIABILITY COMPANY OPPRESSION
CLAIMS

Before the effective date of the Texas Business Organizations Code, limited partners
facing oppression had to look to Section 8.02 of the Texas Revised Limited Partnership Act, and
LLC members in a similar situation had to look to Article 2.02 of the Texas Limited Liability
Act. Now both can look to the same statute — Section 11.314 of the Texas Business
Organizations Code.

Section 11.314 is titled “Involuntary Winding Up and Termination of Partnership or
Limited Liability Company” and provides a remedy similar to those in the former TBCA, upon
which Davis was, in part, based. Section 11.314 allows for the judicial winding up and
termination of a limited partnership upon application by a partner or member if the following
standards are met:

(1) a partner in the partnership if the court determines that: (A) the economic
purpose of the partnership is likely to be unreasonably frustrated or (B)
another partner has engaged in conduct relating to the partnership’s
business that makes it not reasonably practicable to carry on the business
in partnership with that partner; or
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(2) an owner of the partnership or limited liability company if the court
determines that it is not reasonably practicable to carry on the entity’s
business in conformity with its governing documents.

The theory behind the limited partnership portion of this provision — that a court can
dissolve a partnership when relations between the partners renders it impractical for the
partnership to conduct business — was applied by an Illinois Appellate Court to compel
dissolution of a partnership. In Susman v. Venture, the general partners had a dispute with
Susman, a limited partner, over the sale of the partnership assets. The general partners later
removed Susman’s name from the tax records and refused to provide him with any information.
These acts were considered sufficient to justify judicial dissolution as a remedy for the aggrieved
minority.

While the LLC portion of Section 11.314 has yet to be tested in Texas, it seems safe to
predict that, upon proof of sufficient, valid evidence, the court would order liquidation. The
members of an LLC, therefore, would likely be entitled to the same remedies as a minority
shareholder upon a showing that the majority, controlling members engaged in oppressive
conduct.

G. DEPARTURE FROM THE BUSINESS JUDGMENT RULE

In light of the vague, general nature of the Texas statutes that empower shareholders in
dire situations to dissolve private companies, it is not surprising that Texas courts have fashioned
remedies for minority shareholders contending they have been oppressed by the majority owners.
The “less harsh” non-dissolution remedies set forth in Davis are judicial in nature, and are not
prescribed by statute. Nevertheless, these remedies continue to provide relief to minority
shareholders who allege claims for minority shareholder oppression.

Before Davis, Texas courts had been reluctant to issue rulings that impacted the
relationships among shareholders or partners and the entities in which they had invested. Courts
would give great deference to company officers and directors under the “business judgment
rule.” The long-standing existence of the business judgment rule led courts to adopt a hands-off
approach to the business conduct of officers and directors under the common law rule that they
“shall not be held liable for an honest mistake of judgment if he [they] acted with due care, in
good faith, and in furtherance of a rational business purpose.”

While Davis did not seek to overturn the business judgment rule, the Texas minority
shareholder oppression doctrine contains elements that conflict with the rule to some extent. In
considering claims by minority shareholders alleging oppression, Texas courts have begun to
scrutinize with less deference the actions of majority owners to determine whether they engaged
in “burdensome, harsh, and wrongful conduct” and to assess whether the majority owners’
actions have thwarted the “reasonable expectations” of the minority shareholders. The Fifth
Circuit Court of Appeals, in Hollis v. Hill, closely examined the application of the business
judgment rule in a case where a controlling shareholder was clearly oppressing a frozen-out
minority. The court stated that:
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[i]n the context of a closely held corporation, many classic business judgment
decisions can also have a substantial and adverse affect on the ‘minority’s’
interest as shareholder. Close corporations present unique opportunities for
abuse because the expectations of shareholders in closely held corporations are
usually different from those of shareholders in public corporations.

The Hollis court affirmed the lower court’s decision that required a buy-out of the
minority’s shares, based upon a finding of breach of fiduciary duty and oppressive conduct by
the majority.

H. CLAIM FOR BREACH OF FIDUCIARY DUTIES

Minority investors in closely held companies have another avenue available to challenge
the actions of majority/controlling owners. To the extent the majority shareholder or the general
partner breaches his fiduciary duties, those acts give rise to a separate tort claim. At issue is
whether a claim for breach of fiduciary duty can be brought as a direct action by the minority
shareholder or limited partner, or whether this claim must be brought as a derivative action by
the investor on behalf of (and in the name of) the entity.

The longstanding general rule in Texas is that corporate officers and directors owe
fiduciary duties solely to the entity itself, not to its individual shareholders. Shareholders were
therefore without standing to enforce those duties, except through the vehicle of a derivative
lawsuit that was filed on behalf of the corporation.

Closely held companies present a different scenario, however, as borne out by cases that
focus on this corporate setting. Although the cases repeatedly affirm that a majority shareholder
does not owe a fiduciary duty to other shareholders as a matter of law, a number of Texas cases
have held that a fiduciary duty may arise in the closely held company context in which the
“shareholders operate more as partners than in strict compliance with the corporate form.” When
courts hold this duty runs directly from the majority shareholder to the minority shareholders,
they allow the breach of fiduciary duty claim to be asserted by the minority shareholder in a
direct action.

Private, closely held companies can constitute an exception to the foregoing general rule,
and when courts hold that majority owners owe fiduciary duties directly to the minority
shareholders, the breach of those duties give rise to a judicial finding of oppression. In Duncan
v. Lichtenberger, the Fort Worth Court of Appeals awarded damages to two minority
shareholders who had never received compensation as officers or dividends as shareholders. The
court noted that “[t]he breach of a fiduciary duty is the type of wrong for which the courts of this
State will afford a remedy.”

Dating back over 50 years, the Texas Supreme Court held that the failure of a majority
shareholder to declare dividends constituted fraud and an abuse of his controlling position. In
Patton v. Nicholas, the Court affirmed the jury’s verdict, observing that “the malicious
suppression of dividends is a wrong akin to a breach of trust, for which the courts will afford a
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remedy.” The Patton court issued an injunction requiring the corporation to pay a reasonable
dividend “at the earliest practical date,” as well as in future years.

In the partnership context, the Tyler Court of Appeals upheld a claim of oppression based
upon a breach of fiduciary duties, even though the plaintiff was not a partner (and therefore
lacked standing to assert a claim for breach of fiduciary duties). The Cleaver court noted,
however, that fiduciary duties would have to be weighed for a court to properly assess the policy
of the managing partner that was subject to challenge, i.e., retaining earnings rather than
declaring distributions.

I REVIEW OF SHAREHOLDER DERIVATIVE CLAIMS

In light of the frequent holdings by Texas cases that majority shareholders owe fiduciary
duties to the company rather than to other shareholders, claims for breach of fiduciary duty have
often been filed as derivative actions for the benefit of the company. Shareholder derivative
actions are governed by statute.

The problem for majority shareholders in pursuing derivative actions is that they may
require adherence to multiple procedural hurdles, including: (1) the shareholder must have had
an ownership interest in the company at the time of the alleged wrong and at the time the suit
was filed, (2) the shareholder must be able to show that he can fairly and adequately represent
the company in the derivative action, and (3) the shareholder must make a demand on the
company to take action on the claim and have the company refuse to do so before the
shareholder files a lawsuit. The shareholder’s failure to comply with these procedural hurdles
can result in a dismissal of the derivative lawsuit.

Importantly, under the Texas Business Organizations Code, the majority of the
procedural requirements that exist for shareholders in a derivative action are eliminated for a
closely held company. Further, the statute also provides that “[i]f justice requires . . . a
derivative proceeding brought by a shareholder of a closely held corporation may be treated by a
court as a direct action brought by the shareholder for his own benefit.”

Based on this statute, a minority shareholder in a closely held company can file the
lawsuit on his own behalf directly against the majority shareholder for breaches of fiduciary duty
without having to comply with the procedural requirements that accompany derivative actions.
In these derivative actions, however, the minority shareholder still needs to name the company as
a nominal defendant and the action must still proceed in the name of the company, but the court
has the authority to permit the recovery in the action to go directly to the minority shareholder.

Whether or not a limited partner in Texas has a direct action against the general partner
for breaches of fiduciary duties when the company has been harmed rather than the limited
partner directly remains an open question. Some states, such as Florida, apply a “separate and
distinct” injury test to corporations and partnerships. Under this test, to pursue a direct action,
the minority owner must establish that he suffered an injury separate and distinct from the other
owners. Limited partners are not directly injured when they are damaged only to the extent of
their proportionate interest in the partnership. Therefore, a limited partner faces a risk of
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dismissal in bringing a claim against the general partner for breach of fiduciary duties if the
injuries were sustained by the limited partnership itself rather than by the limited partner
individually.

One key advantage that does exist for a shareholder who files a derivative action under
Texas law is the plaintiff’s right under the statute to recover his legal fees and litigation costs “if
the court finds that the proceeding brought by the shareholder has resulted in a substantial benefit
to the domestic or foreign corporation.”

J. REMEDIES FOR MINORITY SHAREHOLDER OPPRESSION

The harshest remedy for shareholder oppression is liquidation of the corporation, which
is authorized by Texas statute. See TEX. BuSs. ORG. CODE § 11.404 (Vernon’s 2011). Texas
courts, however, have interpreted their equitable powers broadly to permit them to narrowly
tailor remedies for oppression. Specifically, courts have reasoned that if they are empowered to
dissolve the corporation—the harshest equitable remedy—then they are also empowered to
impose other equitable remedies that provide an outcome less drastic than dissolution. Using
their equitable powers, courts have discretion to tailor the remedy to the fit the specific factual
situation.

Given the harshness of the dissolution remedy and the reluctance of courts to apply it, a
more common remedy for shareholder oppression is a court-ordered buyout of the minority
shareholder’s interest by the majority shareholder(s). Texas courts order buyouts under their
general equitable powers as a remedy that is less harsh than dissolution, but courts also have the
power to impose equitable remedies that include reinstatement of the minority shareholder to the
board or require the mandatory issuance of dividends.

K. ISSUES REGARDING THE BUYOUT REMEDY

One of the most critical issues that arises in a case presenting a claim for minority
shareholder oppression is in which a court-ordered buyout is requested is the standard of value to
be applied to the minority ownership interest, i.e., should the shares be valued at “fair value” or
“fair market value.” The decision on valuation standards is ultimately one for the trial court,
because the issue of whether the majority shareholders actually oppressed the minority owner is
a question of law, which the trial court will decide based on factual disputes resolved by the jury.
Further, once the trial court concludes that the majority has engaged in oppressive conduct, the
trial court has considerable discretion to apply an appropriate equitable remedy. The equitable
relief the trial court decides to award to the minority shareholder may then be overturned on
appeal only for an abuse of discretion.

After oppression has been found, the valuation battle between the parties is the extent to
which the court will apply discounts to the valuation of the minority shareholder’s stock. These
discounts are based on the lack of marketability of the stock in a private company and that lack
of control that the minority is able to exert in the operations of the business. The fundamental
distinction is between “Fair Value” or “Enterprise Value” where no discounts apply to the
minority interest or “Fair Market Value” where these discounts apply in full force. The fair
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market value of the minority interest is “the price at which property would change hands
between a willing buyer and a willing seller when neither party is under an obligation to act.” A
fair market value will usually substantially discount the minority interest in a close corporation
for lack of marketability and lack of control.

Before the Dallas Court of Appeals’ Rupe opinion in March 2011, many courts declined
to include a lack of control discount in the context of a court-ordered buyout, because it would
“deprive minority shareholders of their proportionate interest in a going concern,” and would
undermine the remedial goal of protecting “minority shareholders from being forced to sell at
unfair values imposed by those dominating the corporation while allowing the majority to
proceed with its desired corporate action.” The lack of marketability discount, however, has
been viewed as more debatable and courts would consider adjusting the valuation to reflect the
fact that shares in a close corporation lack liquidity. Thus, majority shareholders will argue
strenuously to apply discounts and use the fair market value standard en arto determine the value
of the minority shareholder’s interest. By contrast, minority shareholders seek buyouts of their
interest at fair value, a valuation with no discounts in which the minority shareholder receives a
full share of the entire enterprise value based on the percentage of ownership.

The Rupe decision was the first reported Texas case to require fair market discounts to be
applied to the valuation of the minority shareholder’s stock interest. While Rupe upheld the trial
court’s finding that the minority shareholder had been oppressed by the majority shareholders,
the court overturned an award of more than $7 million — as determined by the jury — for the
minority shareholder’s stock interest. On remand, Rupe required the jury, on retrial, to apply
discounts for lack of control and lack of marketability in valuing the minority shareholder’s stock
interest in the company. As noted earlier, Rupe has now been argued to the Texas Supreme
Court with a decision expected later this year or in the first part of 2014.

In Rupe, the appellate court held that minority (or fair market value) discounts must be
applied by the jury when the minority stockholder complains that the majority shareholders
blocked the sales of the minority’s stock to a third party. The Rupe court held as follows:

We conclude that a buyout is an available remedy for shareholder oppression under
Texas law and that, under the circumstances, appellants’ conduct in refusing to
meet—or allow RIC management to meet—with prospective purchasers constituted
oppressive conduct as to Ann. We also conclude that the trial court did not abuse its
discretion in ordering appellants to cause RIC to buy the Stock as an equitable
remedy for this oppressive conduct. To this extent, we overrule appellants’ first
issue. As a result, we need not consider whether the trial court erred in concluding
that appellants’ other conduct—standing alone or in conjunction with their conduct
as a whole—was oppressive.

The appellate court in Rupe also favorably cited commentary by Professor Doug Moll,

who has written extensively regarding minority shareholder oppression claims. Prof. Moll, in
turn, has expressed the view that trial courts should adopt a flexible approach in construing
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minority shareholder oppression claims and fashioning remedies for oppressed minority
shareholders.

As an alternative to a court-imposed equitable buyout award, some states offer the
majority shareholder the option to buy the minority owner’s shares. For example, California
permits the corporation or the shareholder with more than 50% to avoid dissolution by buying
the dissenter’s stock for “fair value.” If the parties cannot agree on fair value, the court can order
evidence submitted to a panel of three disinterested appraisers selected by the Court. The Court
then enters a decree based on its review of and affirmation of the valuation of the appraisers.
The decree gives the corporation, or, if it declines, the majority shareholder, the right to avoid
dissolution by purchasing the minority’s shares for the price stated in the decree.

L. OTHER NON-BUYOUT REMEDIES THAT MAY BE AVAILABLE TO
MINORITY SHAREHOLDERS

There are many potential remedies other than dissolution and buyouts, although they are
the ones that are most commonly discussed. Some states seek to encourage creative judicial
resolution of shareholder oppression claims by codifying equitable options. For example, South
Carolina’s statute includes nine separate equitable options other than a buyout or dissolution.
Illinois’s statutes identify eleven alternatives. California simply instructs its courts to do equity.
In states lacking specific statutory authority, courts have nonetheless picked up the mantle of
equitable creativity in addressing shareholder oppression.

The list of potential other remedies for shareholder oppression include at least the
following:

Altering or setting aside an action of the corporation, its shareholders or directors;
Cancelling a provision in the articles of incorporation or by-laws;

Ordering payment of dividends;

Appointing a custodian to manage the business;

Appointing an individual to be an officer or director, or a provisional officer/director;
Removing a director or officer from office;

Ordering an accounting;

Awarding damages;

Reinstating the minority as an employee;

Requiring repayment of sums wrongly siphoned from the corporation;

Limiting the salary of the majority or defining certain amounts of compensation as a
constructive dividend;

Ordering issued stock to be cancelled or redeemed; and/or

Permitting the minority to purchase additional share.

VVVVVYVYYVYVYVYVYY
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M. A LOOK AT THE FUTURE: UNCHARTED WATERS
The ball is now in the Supreme Court’s hands with respect to the claim for minority

shareholder oppression. Lawyers, business owners and investors all await the Court’s decision
in the Rupe case, which is expected in late 2013 or in the first half of 2014. Defense counsel and
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majority owners may be hopeful that the Court will decide to invalidate the claim for shareholder
oppression or eliminate the buyout remedy, but this result seems unlikely. First, as discussed
previously, Section 11.404 of the Texas Business Organizations Code authorizes a Texas trial
court to appoint a receiver, or to order that the company be liquidated when there is a showing of
“illegal, oppressive or fraudulent” conduct by the “governing persons” of the business entity. /d.
§ 11.404(a)(1)(C).

Second, an additional reason to express caution about a decision by the Court that would
give complete free rein to majority owners is the strong public perception that corporate leaders
of public and private companies have run amok in recent years. This is particularly so in Texas
where claims regarding the Stanford Ponzi scheme continue to be litigated and the corruption of
Enron’s senior management has not been forgotten. The distress over misconduct by corporate
officers, and the devastating results caused to their companies and shareholders, led to the
passage of Sarbanes-Oxley (SOX) in 2003. SOX has been in place for most of this past decade,
but as the Stanford case shows, the corruption factor remains. The Texas Supreme Court may be
reluctant to abandon a claim that has served Texas reasonably well in the private company
context. Moreover, the oppression claim is based on a statute that has not been amended in 50
years and on fiduciary duties that reflect bedrock common law principles.

Third, and finally, a rejection of the oppression doctrine would jettison more than 25
years of case law consistently upholding the validity of the claim set forth in Davis v. Sheerin.
The Supreme Court may be unwilling to overturn (and abandon) the precedential value of this
extensive appellate case law. Many astute appellate judges have studied this claim and
concluded that shareholder oppression is a cause of action well-placed in Texas law. As a result,
if the Court concludes the oppression doctrine has become unwieldy in its present form, the
Court may devote its efforts to refining the standards that apply to govern the rights of minority
investors and the corresponding duties of majority owners.

Stated another way, majority owners of private Texas companies may not be burdened

with serving as their brother’s keeper, but unless things change at the Supreme Court, they
cannot oppress the minority owners in the business with impunity under Texas law.
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