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to a mandatory, preferential distribution of corporate assets to
the plaintiff. Such a result may be warranted when a sharehold-
er has directly suffered oppression,?®® but not where a share-
holder is merely riding piggyback on a harm to the corporation.

The position taken by the Minnesota Supreme Court in PJ
Acquisition thus makes good sense. Moreover, that position is
consistent with decisions interpreting statutes similar to Minneso-
ta Statutes section 302A.751. Although few cases have directly
addressed the issue, they all have expressly required a direct
injury.

In Sax v. World Wide Press, Inc.” for example, the Ninth
Circuit dismissed a direct action alleging corporate waste under
a statute similar to section 302A.751 because the complaining
shareholder had failed to establish a direct injury®® The
minority shareholder had sought liquidation of the corporation,
alleging that after he had stopped working for the corporation
the majority shareholders had “conspired to deplete [the
corporate] assets and depreciate the value of his stock . . . .”*®
The court concluded that, although the statute allowed a
shareholder to obtain liquidation through a direct action, “the
shareholder must first identify illegal, oppressive, or fraudulent
acts which have injured him personally.”®® “[Rlequiring a
shareholder to establish personal injury and not just corporate
injury in a direct shareholder action,” noted the Ninth Circuit,
“will . . . reduce the volume of litigation in Montana courts.”*'

Likewise, in River Management Corp. v. Lodge Properties,
Inc.,®® the Colorado Court of Appeals dismissed a minority
shareholder’s direct claims for waste and mismanagement under
a statute similar to section 302A.751, holding that such claims
alleged injury to the corporation and could only be raised in a

286. Sez supra notes 44-47 (discussing buy-outs as the primary remedy in freeze-out
cases).

287. 809 F.2d 610 (9th Cir. 1987).

288. Id. at 616 (applying MONT. CODE ANN. § 35-1-921 (repealed 1991) which
provided that a corporation can be liquidated by a shareholder when it is established
that the acts of the directors or those in control of the corporation are illegal,
oppressive or fraudulent).

289. Id. at 612.

290. Id. at 613-16 (citations omitted).

201, Id. The statute involved in Sax was repealed in 1991 and was replaced by
MONT. CODE ANN. § 35-1-938 (1995). The replacement is nearly identical, suggesting
that the Sax analysis still applies.

292, 829 P.2d 398 (Colo. Ct. App. 1991).
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derivative suit.”® Gimpel v. Bolstein®* supports the same view,
albeit with more oblique language. A minority shareholder
brought a direct suit seeking dissolution pursuant to a statute
similar to section 302A.751 and a derivative suit alleging waste of
corporate assets and oppression.”® The plaintiff argued that
dissolution was proper under a section of the statute allowing
relief “when the property or assets of the corporation are being
looted, wasted, or diverted for non-corporate purposes by its
directors, officers or those in control of the corporation.”?®
The court responded that plaintiff’s “allegations, even if true,
would not justify dissolution of the corporation. [The plaintiff’s]
derivative action, wherein these same allegations are made,
provides a sufficient remedy for any wrong that may have been
done by these acts.”®”’

293. Id. at 403-04. The court went on to find that the majority shareholder had
breached its fiduciary duties by committing acts of oppression against the minority
shareholder. Id. at 403.

294. 477 N.Y.S.2d 1014 (N.Y. Sup. Ct. 1984).

295. Id. at 1016.

296. Id. at 1021 (quoting N.Y. BUS. CORP. LAW § 1104-a(a)(2) (McKinney, 1986)).

297. Id. There are a few cases which, on casual reading, might appear to take a
contrary approach. However, none of these cases have actually ruled to the contrary,
and in fact each case involved some direct injury to the plaintiff. For example, in
Kalabogias v. Georgou, 627 N.E.2d 51 (Ill. App. Ct. 1993), cert. denied, 631 N.E.2d 709
(T11. 1994), the court applied a statute similar to section 302A.751 and stated:

The rationale underlying this remedy is to protect the interest of

minority shareholders against majority shareholders who “reap the

benefits of ownership through compensation and other withdrawals

not available to the minority.” Thus, direct actions for dissolution

enable minority shareholders to recover their investment from the

corporation when no other methods are available.
Id. at 57 (citations omitted). The court found that the minority shareholders had
established sufficient evidence of illegal and fraudulent conduct and held the majority
shareholders personally liable to the minority shareholders. Id. at 58. Some of the
evidence reflected corporate harm—e.g. testimony that one of the defendants was
“skimming . . . off the top of the [corporation’s] gross receipts.” Id. at 54. There were
also significant direct injuries, however. The majority shareholders fired one of the
minority shareholders, while the other left his position soon after the firing of the first.
Id. In such circumstances, there is nothing remarkable about recognizing a direct
claim. See infra part VLB. (explaining that, when genuine direct claims co-exist with
derivative claims, a shareholder has standing to assert the direct claims).

Schirmer v. Bear, 648 N.E.2d 1131 (Ill. App. Ct. 1995), appeal granted, 660 N.E.2d
1280 (Ill. 1995), is another Illinois case similar to Kalabogias. Pursuant to a statute
comparable to section 302A.751, a minority shareholder brought suit seeking dissolution
of the corporation, or in the alternative, an order directing the corporation to buy his
shares. Although the decision does not discuss the direct/derivative issue, the facts show
that the plaintiff suffered a direct injury. Jd. at 1131. The majority shareholder “acted
illegally in removing the plaindff from the board of directors.” Id. at 1134.
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In short, if there is a basis for setting aside the
direct/derivative distinction in some close corporation cases, that
basis lies elsewhere. It does not derive from an overexpansive
reading of section 302A.751.7%®

B. The Overlap between Direct and Derivative Claims

A corporation’s closely held nature can produce situations
in which both derivative and genuinely direct claims are
involved. Sometimes this overlap follows from the multifarious
nature of the alleged misconduct.?® Sometimes the overlap
occurs when those in control of the corporation retaliate against
a shareholder who has raised a corporate concern.*® In either
event, the result should be the same. The existence of derivative
claims should not preclude a shareholder from asserting a claim
that is genuinely personal and direct.

This is already the unstated rule in Minnesota, as evidenced
by a string of cases involving overlaps. Warthan v. Midwest
Consolidated Insurance Agencies,”® for example, involved misap-
propriation of corporate assets through a self-dealing transaction
which transferred substantially all of the corporation’s assets to
another corporation controlled by the first corporation’s
directors.®® This misconduct plainly raised a derivative claim,
but the defendants had also violated the minority shareholders’

A Michigan court ordered dissolution under a statute similar to § 302A.751, finding
that the majority shareholders had breached their fiduciary duties to the minority
shareholders by breaching the parties’ oral agreement and diverting corporate funds.
Salvadore v. Connor, 276 N.W.2d 458, 463-64 (Mich. Cr. App. 1978). Not only did the
breach of agreement cause direct injury, but the corporate waste claims had an unusual,
direct aspect. Id. The disbursements were made without the consent of the minority
shareholders, who were members of the board of directors. Id. at 463.

298. Even Justice Yetka's dissent obliquely acknowledged that the direct/derivative
distinction makes sense in some close corporation cases. PJ Acquisition Corp. v.
Skoglund, 453 N.-w.2d 1, 14 (Minn. 1990) (Yetka, J., dissenting) (stating that “Courts
and commentators have recognized that, in certain cases involving closely held corporations,
the reasons for distinguishing between derivative and direct actions do not exist . . . .”)
(emphasis added).

299. See, e.g., cases discussed infra at note 307.

300. This was the situation in Pedro v. Pedro, 489 N.W.2d 798 (Minn. Ct App.
1992), petition for review denied, (Minn. Oct. 20, 1992). The excluded shareholder’s
trouble began when he questioned an apparent discrepancy in the company’s books.
Id. at 800.

301. 450 N.-W.2d 145 (Minn. Ct. App. 1990).

302. Id. at 149.
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rights directly—no vote had been taken on the asset sale,®

and the minority shareholders had been denied access to
corporate books and records.** Without commenting on the
overlap or indeed on the direct/derivative issue, the court
allowed a direct suit.

Similar circumstances produced a similar result in Wheeler v.
McGee3® The suit involved both conversion of corporate assets
as well as an effective end to the plaintiff’s employment with the
corporation.®® The former claim should have been derivative,
while the latter was direct. Again without reference to the
direct/derivative issue, the court permitted a direct suit.*”

These cases were decided correctly. “The general princi-
ple . . . is that a direct action is not precluded simply because
the same facts could also give rise to a derivative action.”*®
That proposition does not, however, end the inquiry. There
remains the question of how to handle the derivative claims. At
least two possibilities exist: (i) keep the derivative claims separate
and determine whether the direct plaintiff can be a fair and

303. Id. The Warthan court cited Minnesota Statutes § 302A.661, subdivision 2,
which requires shareholder approval for the sale of “substantially all of [a corporation’s]
property and assets, including its goodwill, not in the usual and regular course of its
business .. ..” Id.

304. Id. Section 302A.461 entitles shareholders to have access to certain books and
records of the corporation. MINN. STAT. § 302A.461.

305. No. C5-92-680, 1992 WL 383460 (Minn. Ct. App. Dec. 29, 1992), petition for
review denied, (Minn. Feb. 12, 1993).

306. Id. at *1.

307. See also Chabot v. Industrial Relations Council, Inc., No. 8720942 (St. Louis
County Dist. Ct. Nov. 27, 1989) (involving conversion of corporate assets (derivative),
but also denial of access to corporate files and reduction of work hours and salary
(direct); allowing a direct suit), aff'd, No. C8-90-300, 1990 WL 119371 (Minn. Ct. App.
Aug. 21, 1990); Frenzel v. Logistics, Inc., No. 457733 (Ramsey County Dist. Ct. Oct. 31,
1985) (involving usurpation of corporate opportunities and self-dealing (derivative), but
also a denial of access to corporate books and records and elimination of cumulative
voting (direct); allowing a direct suit). Grogan v. Garner, 806 F.2d 829, 833-34 (8th Cir.
1986), reflects the same phenomenon, involving a misappropriation of corporate assets
and property (derivative), but also fraud and misrepresentation in inducing the plaintiff
shareholders to agree to the sale of the corporation (direct). While the case applies
Missouri law, it has been frequently cited by courts applying Minnesota law. See, e.g.,
Arent v. Distribution Sciences, Inc., 975 F.2d 1370, 1372 (8th Cir. 1992) (applying
Minnesota law); International Broadcasting Corp. v. Turner, 734 F. Supp. 383, 392 (D.
Minn. 1990) (applying Minnesota law); Northwest Racquet Swim & Health Clubs, Inc.
v. Deloitte & Touche, No. C3-94-301, 1994 WL 481345, at *3 (Minn. Ct. App. Sept. 6,
1994), rev’d, 535 N.W.2d 612 (Minn. 1995).

308. See CARY & EISENBERG, supra note 13, at 944; see also Moran Household Int’l, Inc.,
490 A.2d 1059, 1070 (Del. Ch.) aff'd, 500 A.2d 1346 (Del. 1985).
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adequate representative for those claims*® or (ii) fold the
derivative harms into the direct suit. Before evaluating these
possibilities, it is necessary to consider the third proposed
rationale for having a special rule for close corporations.

C. No Reason, No Rule: When the Distinction Makes No Difference

Several jurisdictions have allowed close corporation plaintiffs
to bring direct claims despite the traditional direct/derivative
distinction. For example, in Watson v. Button,”® the Ninth
Circuit allowed a claim alleging that a former manager of a
dissolved close corporation had misappropriated corporate assets
to proceed as a direct suit®' In Thomas v. Dickson* the
Georgia Supreme Court allowed a direct claim where the
plaintiff shareholder was the sole injured party.’'®

The rationale for these decisions was straightforward.
Certain circumstances justify the direct/derivative distinction in
ordinary corporations. In close corporations those circumstances
might not exist. If they do not, there is no reason to preserve
the distinction they justify.®'*

This rationale has been adopted by the American Law
Institute in its Principles of Corporate Governance: Analysis and
Recommendations. Section 7.01(d) states:

In the case of a closely held corporation, the court in its

discretion may treat an action raising derivative claims as a

309. See supranotes 123-25 and accompanying text (discussing the fair and adequate
representation requirement).

310. 235 F.2d 235 (9th Cir. 1956).

311. Id. at 236-37.

312. 301 S.E.2d 49 (Ga. 1983).

313. Id. at 51; see also Kirk v. First Nat'l Bank, 439 F. Supp. 1141, 114849 (M.D. Ga.
1977) (allowing former shareholders to bring direct action against former president
who allegedly caused diminution in value of their previously owned shares by
misappropriating corporate assets); Caswell v. Jordan, 362 S.E.2d 769, 773 (Ga. Ct. App.
1987) (permitting the minority shareholder to bring direct suit against corporation’s
president and president’s wife for plundering and looting corporate assets), cert. denied,
(Ga. Feb. 5, 1988).

314. Watson, 235 F.2d at 236-37; Kirk, 439 F. Supp. at 1149; Thomas, 301 S.E.2d at 51;
Caswell, 362 S.E.2d at 773. Both Thomas and Kirk cite the rationale provided in Watson.
The Watson court explained the general rule “that a stockholder of a corporation has
no personal right of action against directors or officers who have defrauded or
mismanaged it and thus affected the value of the stock.” Watson, 235 F.2d at 236-37.
However, the Watson court stated an exception to the general rule that permits a direct
action “where the rights of creditors are not prejudiced and there are no other
shareholders involved.” Id.
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direct action, exempt it from those restrictions and defenses

applicable only to derivative actions, and order an individual

recovery, if it finds that to do so will not (i) unfairly expose

the corporation or the defendants to a multiplicity of actions,

(ii) materially prejudice the interests of creditors of the

corporation, or (iii) interfere with a fair distribution of the

recovery among all interested persons.*’®

Several courts have followed the ALI approach, including W
& W Equipment Co. v. Mink*'® and Richards v. Bryan.®’ In the
former, a shareholder in a close corporation brought a direct
suit alleging that the directors had breached their fiduciary
duties by terminating plaintiff’s employment, failing to be honest
about the value of retiring shareholder’s stock, and threatening
to bleed the corporation of its assets should the plaintiff refuse
to pay the retiring shareholder’s requested price.*'® The court
rejected defendant’s claim that plaintiff’s suit had to be brought
derivatively, concluding that “the reasons for requiring a
derivative action are not present in this case.”® More specifi-
cally, the court noted that there were only two shareholders, the
plaintiff was the sole injured shareholder, and there was “thus no
potential for multiplicity of shareholder suits ....”* In
addition, “there {was] no evidence of any creditor in need of
protection,” nor was there “prejudice to other shareholders not
a party to the suit since [the plaintiff was] the only injured
shareholder . ... Moreover, the plaintiff “would not be
adequately compensated by a corporate recovery because [the
corporation was] a close corporation with no ready market for
the sale of [the plaintiff's] shares.”®”

In the latter case, Richards v. Bryan, a minority shareholder
in close corporation brought a direct suit against the majority
shareholders alleging that the defendants had effectively frozen
out the plaintiff, denied the plaintiff a reasonable return on

315. PRINCIPLES OF CORPORATE GOVERNANCE, supra note 212, § 7.01(d). The ALI
approach does not encompass all previous rationales. For example, Thomas addressed
not only the issues considered by the ALI but also whether a derivative suit would
suffice to adequately compensate the injured shareholder. Thomas, 301 S.E.2d at 51.

316. 568 N.E.2d 564, 571 (Ind. Ct. App. 1991).

317. 879 P.2d 638, 64748 (Kan. Ct. App. 1994).

318. W & W Equip. Co., 568 N.E.2d at 573.

319. Id. at571.

820. Id

321. I

822, Id
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investment, and fraudulently induced the plaintiff to enter a
formation agreement.®® The court permitted the plaintiff to
bring a direct suit for the derivative claims explaining that the
suit “will not expose [the corporation] to a multiplicity of actions
or interfere with a fair distribution of recovery because the
[plaintiff is] the only minority shareholder in the corpora-
tion.”®®* Furthermore, said the court, “there is no indication
that resolution of [plaintiff’s] claims will prejudice any creditors’
interests.”?

Such cases and reasoning are by no means universal.
Indeed, at present only a handful of decisions reflect the ALI
approach. For example, in Bagdon v. Bridgestone/Firestone,
Inc.,’ the Seventh Circuit examined Delaware’s view of the
matter.’?” The case involved a minority shareholder, owning
forty-nine percent of the corporate shares, who had brought a
direct suit against the majority shareholder, who owned fifty-one
percent of the corporate shares.®® The plaintiff claimed that
the majority shareholder had wrongfully competed against the
corporation,®® and the court rejected the direct suit.**® The
decision explains that, although Delaware recognizes an
exception to derivative actions when the shareholder suffers a
“special injury,” Delaware does not accept the ALI approach and
has no special rules for differentiating direct and derivative

323. Richards v. Bryan, 879 P.2d 638, 641 (Kan. Ct. App. 1994).

324. Id. at 648.

325. Id; see also P] Acquisition Corp. v. Skoglund, 453 N.-W.2d 1, 14 (Minn. 1990)
(Yetka, J., dissenting and invoking the ALI approach); Barth v. Barth, 659 N.E.2d 559,
559-60 (Ind. 1995) (invoking the ALI approach and permitting minority shareholder
to bring direct action alleging that majority shareholder had misused corporate assets
by paying himself excessive salaries, using corporate employees without compensating
the corporation, and appropriating corporate funds for personal investments);
‘Schumacher v. Schumacher, 469 N.W.2d 793, 797-99 (N.D. 1991) (invoking the ALI
approach and permitting minority shareholder to bring direct action on account of
excessive lease payments and management fees paid to the majority shareholders). The
ALI approach was probably unnecessary in both W & W Equip. and Richards. Each
plaintiff had suffered a direct injury: in W & W Equip., loss of employment, W & W
Equip. Co., 568 N.E.2d at 573; and in Richards, fraud, Richards, 879 P.2d at 646.

326. 916 F.2d 379 (7th Cir. 1990), cert. denied, 500 U.S. 952 (1991).

327. Id. at 383-84.

328. Id. at 380-81.

329. Id. at 381.

330. Id. at 384 (noting that the plaintiff alleged “direct injuries, which he was free
to litigate, but he could not recover on account of the store-corporation’s diminished
profits without making the corporation a party”).
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claims within a close corporation.®!

As to blurring of the direct/derivative line, the decision
states “[t]he premise of the [ALI] approach may be questioned.
Corporations are not partnerships . . . . Commercial rules should
be predictable; this objective is best served by treating corpora-
tions as what they are, allowing the investors and other partici-
pants to vary the rules by contract if they think deviations are
warranted.”*?

In any event, Minnesota would be unwise to adopt the ALI
approach in foto or to use it automatically. The ALI approach
can be easily overextended, because the ALI’s black letter
underemphasizes a key characteristic of the relevant cases. In
each case that foreshadowed or reflects the ALI approach, all of
the corporation’s shareholders were inextricably involved in the
dispute.®® They were either the alleged perpetrators or the

331. Id. at 383-84.

332, Id. at 384.

333. See Watson v. Button, 235 F.2d 235, 237 (9th Cir. 1956) (“[plaintiff] and
[defendant] were the only stockholders at the time of the misappropriation”); Thomas
v. Dickson, 301 S.E.2d 49, 50 (Ga. 1983) (plaintiff shareholder owned one-third of the
corporate stock while defendant majority shareholders owned the remaining two-thirds);
Caswell v. Jordan, 362 S.E.2d 769, 773 (Ga. Ct. App. 1967) (plaintiff “is the sole injured
shareholder, the only other shareholders being the {defendants]”), cert. denied, (Ga. Feb.
5, 1988); W & W Equip. Co., 568 N.E.2d 564, 568 (Ind. Ct. App. 1991) (50% owner of
close corporation brought suit against the other 50% owner); Richards v. Bryan, 879
P.2d 638, 642 (Kan. Ct. App. 1984) (plaintiff shareholder owned 49% of the corporate
stock while the defendant majority shareholders owned the remaining 51%). Neither
the Principles of Corporate Governance § 7.01 nor its Comments mention this fact.
The Comments, however, note that “[i]n general, when a direct action is brought on
behalf of the entire class of injured shareholders . . . there is less reason to insist that
the action be brought derivatively.” PRINCIPLES OF CORPORATE GOVERNANCE, supra note
212, § 7.01 cmt. e. Kirk v. First Nat’l Bank, 439 F. Supp. 1141 (M.D. Ga. 1977) is not
to the contrary. The case allowed a direct suit for claims relating to misappropriation
of corporate funds, even though some of the alleged victims were not parties. Id. at
1148-49. Indeed, the court specifically addressed that issue and discussed the possibility
of “joinder of similarly situated injured parties.” Id. at 1149. However, Kirk has no
need of an ALI-type rule, even though Kirk discusses Watson v. Button, one of the cases
that presaged the ALI approach. Id. at 1147-48. The plaintiffs in Kink had sold their
stock in the corporation and alleged that the sale price had been substantially reduced
by fraud. Id. at 1144. Thus, even under conventional doctrine plaintiffs asserted a
substantial claim of direct injury. As the court explained:

Plaintiffs allege ... that a substantial factor in determining the
selling price of their shares was book value of those shares; that the
book value figure actually used did not reflect sums owed [the
corporation by one of the defendants] because of misappropriation
of company assets; that the time of the sale [defendants] knew of the
improper valuation or of facts indicating the likelihood of improper
valuation; and that both [defendants], in either misinforming or
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alleged victims. A direct suit could not “unfairly expose the
corporation or the defendants to a multiplicity of actions”
because all of the participants were parties.?**

In some such situations, it does make sense to apply the
notion of an “incorporated partnership” into a new context and
to treat a close corporation as an aggregate of owners rather
than as a separate entity.?® From that perspective, breach of
loyalty claims, whatever their gravamen, appear direct rather
than derivative—just as in a general partnership.3®

It would be very unwise, however, to allow a direct claim just
because all participants are parties. As the ALI itself notes, the
direct/derivative distinction in part reflects a concern for
corporate creditors, and that concern argues against any casual
overriding of the distinction. The ALI approach is significant
only when the malefactors have injured a minority shareholder by
injuring the corporation. If the injury has been direct, convention-
al doctrine suffices to allow a direct suit.? Therefore, whenev-

failing to inform plaintiffs of this material information, are liable for

fraud . ...
Id. at 1144. Thus, Kirk is an overlap case. See supra part VI.B. Furthermore, the court
states an additional reason for permitting a direct suit: “all shares of [the corporation]
had changed hands” in the complained-of transaction, and no derivative suit was
possible. Kirk, 439 F. Supp. at 1149.

334. PRINCIPLES OF CORPORATE GOVERNANCE, supra note 212, § 7.01(d) (i).

335. As explained supranotes 28-29 and accompanying text, the term “incorporated
partmership” influenced courts as they developed the notion that shareholders in a close
corporation owe each other fiduciary duties. Here, as there, the notion of an aggregate
is used as a metaphor. The point is not to deny the legal existence of the entity but
rather to look through the entity to its owners. As a metaphor, the notion of an “incor-
porated partnership” continues to make sense, even though the Revised Uniform
Partnership Act (RUPA) deems a RUPA general partnership to be an entity. R U.P.A.
§ 201 (1994). The metaphor owes its power to the historical concept of a partnership
as an aggregate of owners.

336. See supra note 1 (discussing the partnership action for an accounting). Cf.
McLaughlin v. Wedum Found., Inc., No. C3-91-1784, 1992 WL 31359, at *2 (Minn. Ct.
App. Feb. 25, 1992) (holding that Minnesota law does not allow a general partner of
a general partnership to bring a derivative action on behalf of the parmership against
a third party).

337. Grogan v. Garner, 806 F.2d 829 (8th Cir. 1986) is instructive in this respect.
The case arose following the sale of a corporation and involved both misuse of
corporate assets and misrepresentations connected with shareholder approval of the
sale. Id. at 833-34. As to the direct/derivative issue the court stated:

Had the plaintiffs challenged only the propriety of the pre-closing
sale of STI-Kansas shares to certain employees of the corporation,
then possibly Dawson [a case requiring a derivative suit] would have
been controlling because the plaintiffs would be challenging the
sufficiency of consideration paid for STI-Kansas stock . . . . However,
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er the ALI approach is significant, there will likely be allegations
of self-dealing, usurpation of corporate opportunity or similar
tactics that have bled the corporation of its assets. It is precisely
this sort of situation in which a derivative suit, with its corporate
rather than individual recovery, is important for the protection
of creditors.

Moreover, allowing a direct suit for indirect injuries is only
appropriate when plaintiffs allege some sort of disloyalty or bad
faith and not for claims of mere mismanagement. Even in a
close corporation, corporate law entitles the majority shareholder
to manage the enterprise,*® and the law should not provide an
ersatz direct claim for every disagreement over business decisions
made by the majority shareholder in good faith.

If the mismanagement is egregious, the minority sharehold-
er can bring a derivative suit. The corporation will likely
respond with a special litigation committee, but that committee’s
determination will be a barrier to the plaintiff only if the
committee is independent and conducts its investigation in good
faith.?* If this is not good enough for the minority sharehold-
er—if the minority shareholder wishes some greater power to
second guess management decisions made in good faith—then
the minority shareholder should make those wishes known
before the fact and should obtain the majority shareholder’s
written agreement.*

the plaintiffs . . . are claiming that they were defrauded by [the
defendant’s] representation [relating to the sale of the corporation]

Id. at 835 n.7. The court, therefore, allowed a direct claim. /d. at 835. As mentioned
supra note 307, Grogan applies Missouri law but has been frequently cited by courts
applying Minnesota law.
338. As Wilkes v. Springside Nursing Home, Inc., explains:
[TIhe controlling group in a close corporation must have some room
to maneuver in establishing the business policy of the corporation.
It must have a large measure of discretion, for example, in declaring
or withholding dividends, deciding whether to merge or consolidate,
establishing salaries of corporate officers, dismissing directors with or
without cause, and hiring and firing corporate employees.
Wilkes v. Springside Nursing Home, Inc., 353 N.E.2d 657, 663 (Mass. 1976).
339. See supra part IILB.
340. See MINN. STAT. § 302A.457 (1994). The statute authorizes a written
shareholder control agreement
that relates to the control of or the liquidation and dissolution of the
corporation, the relations among them, or any phase of the business
and affairs of the corporation, including, without limitation, the man-
agement of its business, the declaration and payment of distributions,
the election of directors or officers, the employment of shareholders
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Even as to claims of disloyalty or bad faith, some further
guidelines are necessary. Not every claim of bad faith should
transmute a derivative claim into a direct one. That transmuta-
tion is appropriate only when the majority shareholder has used
a corporate harm to target the minority shareholder for
oppression.

With that targeting concept in mind, it might seem suffi-
cient to require the plaintiff to allege that the derivative-type
harms were “aimed at minority shareholder.” That standard,
however, is too subjective and would allow direct claims even
when the minority shareholder could not show any likelihood of
injury.®*

Switching to an “effect” rule—i.e., allowing the transmuta-
tion when misconduct “has the effect, albeit indirectly, of
specially injuring the minority shareholder”—would not solve the
problem. An effect rule would also sweep too broadly, allowing
a direct claim even when the majority is merely exercising “the
legitimate rights of selfish ownership.”*# Suppose, for exam-
ple, that the controlling shareholders wish the business to grow
and therefore reject a lucrative offer to buy a company asset.>*?
The minority shareholder wants a quick return and claims that,
given the conflict of goals, rejecting the offer caused a special
injury. Assuming the rejection was not part of an effort to
freeze-out the minority shareholder, a direct claim would be
completely inappropriate.®*

by the corporation, or the arbitration of disputes . . . .
Id. at subd. 2(a). Although the statute does not limit the times at which an agreement
may be made, ordinarily the minority shareholder’s bargaining power is greatest just
prior to becoming a shareholder.

341. Cf Spectrum Sports, Inc. v. McQuillan, 506 U.S. 447, 458-59 (1993) (criticizing
lower court decisions which had held, for the purposes of attempted monopolization
claims, that evidence of specific intent to monopolize suffices as evidence of a
dangerous probability of success), remanded sub nom. McQuillan v. Sorobothane, Inc.,
23 F.3d 1531 (9th Cir. 1994) (remanding with directions to dismiss). See HERBERT
HOVENKAMP, FEDERAL ANTITRUST POLICY - THE LAW OF COMPETITION AND ITS PRACTICE
§ 6.5(b), at 254 (1994).

342. Wilkes, 353 N.E.2d at 663.

343. This example assumes that the corporation is not “up for sale.” If the
corporation were up for sale, those in control would have a duty to try to maximize the
sale price. See supra note 266.

844. If the rejection of the offer were part of a pattern intended to expropriate the
minority shareholder’s value, the minority shareholder would have a direct claim under
traditional doctrine. Sez supra notes 26, 29 and accompanying text (describing “classic”
freeze-outs).
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The better rule is to allow transmutation only when the
derivative harm has occurred with the purpose and effect of causing
an injury targeted at the minority shareholder. The effect require-
ment precludes claims based on mere allegation of evil intent.
The purpose requirement precludes claims that reflect mere
differences in business judgment and is moreover consistent with
the “good faith” approach of Minnesota Statutes section
302A.751, subdivision 3a.3®

In sum, a shareholder in a close corporation should be
able to bring a direct claim under any of the following circum-
stances:

(1) when the shareholder has suffered a direct injury, rather
than a injury merely in consequence of an injury to the
corporation;**

(2) when the shareholder has suffered both direct and
indirect injuries, the direct injury is substantial rather
than de minimus and a single action can efficiently
remedy both injuries;**” and

(3) when the shareholder has suffered only indirect injury,
the shareholder can show that the misconduct had the
purpose and effect of causing an injury targeted at the
plaintiff, and all shareholders are involved in the suit
either as alleged victims or alleged perpetrators.

VII. THE PROCEDURAL WRAP-UP: PLEADING AND REMEDIES

The special rule just suggested leaves open two issues: (i)
what must the plaintiff allege or establish in order to proceed
with direct claims; and (ii) when a direct plaintiff makes use of
derivative harms, how do those harms factor into the direct
remedy.

A. Pleading Requirements

As explained in Part IV, it is essential that the
direct/derivative issue be decided as early as possible.>® It

345. That subdivision refers to “the duty which all shareholders in a closely held
corporation owe one another to act in an honest, fair, and reasonable manner.” MINN.
STAT. § 802A.751, subd. 3a.

346. See supra notes 269-70 (describing close corporation cases involving genuinely
direct injuries).

347. Sez supra part VLB. (describing overlap cases).

348. See supra part IV (explaining the importance of making an early threshold
determination).
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follows therefore that to proceed with a direct claim a plaintiff
should have to plead facts, which if true, would satisfy one of the
tests stated in Part V. Plaintiff should plead these facts with
particularity. In this context, the pleadings function not merely
to give the defendants general notice of the claims, but also to
allow the court to make a fundamentally important determina-
tion.**® The requirement of particularity is not onerous. If the
plaintiff has suffered a genuinely direct injury, the plaintiff has
the necessary facts at hand. If the plaintiff is seeking to trans-
mute a derivative claim, some information about corporate
operations will be necessary. However, given the intimate nature
of a close corporation, the plaintiff should have access to the
necessary information unless those in control of the corporation
are purposefully denying access. That denial would give the
plaintiff a direct cause of action in any event.®’

B. Factoring Derivative Harms into Direct Remedies

When a close corporation shareholder dispute goes into
litigation, a buy-out becomes the remedy of choice.® If the
business is successful, dissolution is not only draconian but often
economically wasteful.?®® At the same time, it makes little
sense to keep warring parties locked into co-ownership of a

349. Cf. MINN. R. Cv. P. 23.06 (requiring that “[t]he complaint [in a derivative
action] shall . . . allege with particularity the efforts, if any, made by the plaintiff to
obtain the desired action from the directors... and the reason for the plaintiff’s
failure to obtain the action or for not making the effort”); Grobow v. Perot, 539 A.2d
180, 186 (Del. 1988); Aronson v. Lewis, 473 A.2d 805, 808 (Del. 1984) (requiring that
derivative plaintiffs who assert demand futility to plead certain facts with particularity).

350. See Warthan v. Midwest Consol. Ins. Agencies, 450 N.W.2d 145 (Minn. Ct. App.
1990); Chabot v. Industrial Relations Council, Inc., No. 8720942 (St. Louis County Dist.
Ct. Nov. 27, 1989), aff'd, No. C890-300, 1990 WL 119371 (Minn. Ct. App. Aug. 21,
1990); Frenzel v. Logistics, Inc., No 457783 (Ramsey County Dist. Ct. Oct. 31, 1985)
(each holding that denying shareholders access to information engenders a direct
claim).

351. HarryJ. Haynsworth, The Effectiveness of Involuntary Dissolution Suits As A Remedy
Jfor Close Corporations Dissentions, CLEV. ST. L. REV. 25, 43 (1986-87).

352. Steven C. Bahls, Resolving Shareholder Dissension: Selection of the Appropriate
Equitable Remedy, 15 J. CORP. L. 285, 29697 (1989-90) (explaining that liquidating a
corporation does not yield the maximum value for the shareholders); BJUR & SOLHEIM,
supra note 44, § 8015, at 95 (explaining that courts view judicial dissolution as an
extreme remedy). See also MINN. STAT. § 302A.751, subd. 3b (instructing courts to
consider “lesser relief” in lieu of dissolution). But see id. at subd. 3 (instructing, inter
alia, that a corporation’s financial success is not a per se bar to dissolution).
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closely held business.**

In the context of a buy-out, it is a conceptually simple
matter to determine how to factor derivative harms into the
direct remedy.®® The buy-out price is based on the fair value
of the corporation,” and that fair value includes whatever
funds, property, or other assets have been diverted or depleted
from the corporation.

Although there is no reported Minnesota case precisely on
point, one unreported decision does illustrate this approach.
Henvricksen v. Big League Game Co. was a direct suit alleging that
the defendant shareholder had breached fiduciary duties by
improperly issuing stock and making unauthorized corporate
distributions.® In determining the value of the complaining
shareholder’s fifty percent interest, the court considered not only
the value of the corporate assets at the time of trial, but also the
value of the assets improperly withdrawn from the corpora-

tion.3”

353. Cf MINN. STAT. § 302A.751, subd. 1(b)(1) (permitting a court to dissolve a
corporation when “the directors or the persons having the authority otherwise vested
in the board are deadlocked in the management of the corporate affairs and the
shareholders are unable to break the deadlock”); MINN. STAT. § 323.31(4) (1994)
(permitting a court to dissolve a partmership when a partner “acts in matters relating
to the partnership business that it is not reasonably practicable to carry on the business
in partnership with that partner”); BJUR & SOLHEIM, supra note 44, § 8066, at 141
(explaining that inability to conduct business must be shown before courts will order
a dissolution).

354. The concept may be straightforward, but valuation disputes are anything but.
To the contrary, they are quite fact intensive, and typically involve a battle of experts.
See, e.g., Rapid-American Corp. v. Harris, 603 A.2d 796, 802 (Del. 1992) (“It is frequently
the case in appraisal proceedings that valuation disputes become a battle of experts.”);
Kahn v. Household Acquisition Corp., 591 A.2d 166, 175 (Del. 1991) (“As is often the
case in disputed appraisal proceedings, the dispute over the value of [corporation’s]
shares at the time of the merger became a battle of the experts . . . .”).

355. MINN. STAT. § 302A.751, subd. 2. This subdivision does give some role to the
price set in “the bylaws of the corporation, a shareholder control agreement, the terms
of the shares, or otherwise.” Id. However, if oppression has prompted the buy-out, the
court will disregard as “manifestly unreasonable” any agreed-upon price that is lower
than the actual fair value. Otherwise, the agreed-upon value will serve to effectuate the
oppression. Pedro v. Pedro, 489 N.W.2d 798, 802 (Minn. Ct. App. 1992), petition for
review denied, (Minn. Oct. 20, 1992).

356. Henricksen v. Big League Game Co., No. C0-95-388, 1995 WL 550935 (Minn.
Ct. App. Sept. 19, 1995).

357. Id. at *2. The decision states this point obliquely:

It appears from the record that the trial court attempted to compare
the corporate assets at the time that [the plaintiff] withdrew from
active participation in the company to those that remained at the
time of the trial. The court determined what assets had been sold or
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An Eighth Circuit case, Foy v. Klapmeier®® supports the
approach by analogy. In Foy a minority shareholder brought a
combined derivative/appraisal action, alleging usurpation of
corporate opportunity. The court took into consideration the
worth of the usurped opportunity in determining the value of
the minority shareholder’s five percent interest.*®

VIII. CONCLUSION

Understanding how to differentiate between direct and
derivative claims within a close corporation requires first
understanding the general rule for making that distinction.
Minnesota’s general rule requires correction; its reference to
“same character” of injury should be replaced by the concept of
direct injury. With that correction in place, Minnesota should
then adopt a special rule for close corporations, allowing direct
claims (i) when the plaintiff has suffered purely direct harm, (ii)
when the plaintiff has suffered both direct and indirect harm,
and (iii) when the parties to the dispute comprise all the

valued and deducted the distributions already paid to [the plaintiff].
The court then calculated the remaining amount due to him for his
50 percent share of the corporate ownership.

Id.

358. 992 F.2d 774 (8th Cir. 1993).

359. Id. at 779. See also Pooley v. Mankato Iron & Metal, Inc., 513 N.W.2d 834, 838
(Minn. Ct. App. 1994) (rejecting a minority discount in oppression-triggered buy-out),
petition for review denied, (Minn. May 17, 1994); MT Properties v. CMC Real Estate Corp.,
481 N.w.2d 383, 38687 (Minn. Ct. App. 1992) (rejecting a minority discount in
appraisal proceeding). A line of Delaware appraisal cases provides support as well.
These cases hold that the fair value of the corporation, as determined in the appraisal
proceedings, includes the value of derivative claims. See, e.g., Cavalier Oil Corp. v.
Harnett, 564 A.2d 1137, 114243 (Del. 1989) (holding that, in light of parties’
stipulation, the trial court did not err in considering minority shareholder’s loss of
corporate opportunity claim in an appraisal proceeding); Bomarko, Inc. v. International
Telecharge, Inc., No. C.A.13052, 1994 WL 198726, at *3 (Del. Ch. May 16, 1994)
(rejecting argument that derivative claims may only be asserted in an appraisal
proceeding under exceptional circumstances and holding that “breach of fiduciary duty
claims that do not arise from the merger are corporate assets that may be included in
the determination of fair value”); In re Radiology Associates, Inc., No. CIV.A.9001, 1990
WL 67839, at *13 (Del. Ch. May 16, 1990) (holding that derivative claims which are
precluded for lack of standing and do not relate to the validity of the merger may be
considered in an appraisal proceeding); Porter v. Texas Commerce Bancshares, Inc.,
No. CIV.A.9114, 1989 WL 120358, at *6 (Del. Ch. Oct. 12, 1989) (responding to
shareholders’ suit seeking rescission of a merger on the grounds that the directors had
breached fiduciary duties and holding that “[i)f there is any value to the corporation
of the claims of mismanagement alluded to . . . in the complaint, that value would be
reflected in an appraisal award”).
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corporation’s shareholders and those in control of the corpora-
tion have engineered corporate harms with the purpose and
effect of targeting the plaintiff.

When a plaintiff successfully adjudicates a direct claim, a
buy-out is typically the appropriate result. To the extent a direct
plaintiff has standing to invoke indirect harms, the buy-out price
should take into account the value of those harms.
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APPENDIX A

ANALYSIS AND RESTATEMENT OF MINNESOTA STATUTES SECTION

302A.751, SusbpvisioN 1(b)(2) anp (3).

FicUure 1. THE ELEMENTS

malefactors misconduct injured party injury status
subd. 1(b)(2) | directors/those fraudulent or (toward) share- | in their capacity
in control illegel action holders as...
subd. 1(b)(3) | directors/those in a manner (toward) share- | in their capacity
in control unfairly prejudicial holders as...

FIGURE 2. WHAT INJURIES ARE ACTIONABLE, ACCORDING TO
TyPE OF CORPORATION

type of corporation type of offense injury status giving rise to a claim

closely held fraudulent or illegal conduct injured qua shareholder®

injured qua director®

injured qua officer or employee*

unfairly prejudicial conduct injured qua shareholder?

injured qua director®

injured qua officer or employee’

a. MiInN. StaT. § 302A.751, subd. 1(b)(3) (referring to “shareholders [injured] in
their capacities as shareholders”).

b. Id. at subd. 1(b)(2) (referring to “shareholders [injured] in their capacities as
. .. directors”).

c. Id. (referring to “shareholders [injured] in their capacities . . . as officers or
employees of a closely held corporation”).

d. Id. at subd. 1(b) (8) (referring to “shareholders [injured] in their capacities as
shareholders . . . of a corporation that is not publicly held”).

e. Id. (referring to “shareholders [injured] in their capacities as . . . directors of a
corporation that is not publicly held”).
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type of corporation type of offense injury status giving rise to a claim
not public (but not | fraudulent or illegal conduct injured qua shareholder®
CHC)

injured qua director®

NOT qua officer or employee®

unfairly prejudicial conduct injured qua shareholder®

injured qua director®

NOT qua officer or employee*

publicly held? fraudulent or illegal conduct injured qua shareholder®

injured qua director®

NOT qua officer or employee®

unfairly prejudicial conduct | UNAVAILABLE, REGARDLESS
OF INJURY CAPACITY"

f. Id. (referring to “shareholders [injured] in their capacities . . . as officers or
employees of a closely held corporation”).

g. MinN. Stat. § 302A.011, subd. 40. Section 302A.011, subd. 40 defines a
publicly held corporation as “a corporation that has a class of equity securities
registered pursuant to section 12, or is subject to section 15(d), of the Securities
Exchange Act of 1934.” Id.

h. Section 302A.751, subd. 1(b)(8) omits any reference to shareholders of a
corporation that is publicly held. MinN. StaT. § 302A.751, subd. 1(b)(3). Indeed, the
clause specifically refers to corporations that are not publicly held. Id.
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Ficure 3. WHo CaN Bring CLAIMS, ACCORDING TO
TyPE OF MISCONDUCT

Type of Misconduct Shareholder Capacity/Corporation Type

fraudulent or illegal regardless of corporation type, qua shareholder or director

in a closely held corporation, also qua officer/employee

unfairly prejudicial in a publicly held corporation—no one

in a corporation not publicly held (but not close) qua
shareholder or director only

in a closely held corporation, in any of the four capacities, i.e.,
qua shareholder, director, officer or employee
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APPENDIX B. COMPARISON OF DIRECT AND DERIVATIVE CLAIMS

Direct Derivative
Plaintiff’s status shareholder shareholder
Claim asserted on behalf self corporation
of
nature of injury to direct indirect
shareholder

source of claims

common law and statutes;
as to statutes, primarily
302A.751

common law and statutes;
as to statutes, primarily
302A.251 and 302A.255

typical defendants

the corporation (as a real
party in interest) and
individual malefactors

the corporation (as a
nominal defendant) and
individual malefactors

indemnification for
individual defendants

contemporaneous probably’ yes
ownership requirement
“fair and adequate no yes
representative”
requirement
demand requirement no yes
role of special litigation none substantial; possibly
committee dispositive
applicability of business no; Wilkes standard instead® yes
judgment rule
availability of exculpatory arguably not® yes
provisions
availability of probably* yes

typical remedies

buy-out of complainant’s
interest

corporate recovery,
including damages,
disgorgement (constructive
trust) and rescission; direct
recovery to shareholders
only in extraordinary
circumstances

attorney’s fees for plaintiff

302A.751 requires finding
“that a party . . . has acted
arbitrarily, vexatiously, or
otherwise not in good
faith™

under “common fund”
theory, plaintiff’s attorney
is compensation from
whatever money is
recovered

! See supra note 121.

2 See supra text accompanying notes 176-78.
* See supra text accompanying notes 195-200.
4 See supra text accompanying notes 85-87.

® There is, however, some authority suggesting that § 302A.467 allows an award of attorney’s

fees without such a finding. See supra note 48.






