EXAM NO.
BUSINESS ASSOCIATIONS
Professor John Oreutt
Spring Scmester 2007
FINAL EXAMINATION — IN CLASS
INSTRUCTIONS:
1. This 15 a ¢closed-book examnination. You may not bring any malcnals 1o the examinalion
with the excepuion of ESL students who are allowed to hring and use a Home
Language/Enghsh dictionary.

2. This examination 18 worth 300 points (or 75% ol your final grade) and consists of 8 essay

"o Question 1 = 60 points | ® Question 5 = 40 poinls

TQilcstiun 2 = 40 points - ) ngqi_km_il 6 = 20 points S
® Queslion 3=40 points i ® Question 7 = 30 points
® Question 4 = 40 points | ® Question 8=30points

1 have writlen this exanination o & 2% hour (1530 minuie) examination. #f is your
responsibitity to apportion your time appropriately amongst the questions. 10 you basc
your time on the possible points per question, the tnme apportionment should be:

e Question 1 =30 minutes . & Question § = 20 ninutes
‘e Question 2 =20 minutes ® Question 6 = 10 minutes
& Question 3 =20 nunutes | ® Question 7= 15 minutes
e Question 4 = 20 minutes ¢ Question 8 = 15 minutes

To provide soine cushion in your laking of the exam, however, [ am giving you an extra
15 minutes, so you will in faet have 2 hours and 45 minutes (165 minules) (or the exam.

3. The grading of examinations s anonymous. S0, you musl Write your cxamination number
on the examination and your blue book. YOU MAY NOT WRITE YOUR NAME ON
ANYTINING  YOUMAY ONLY USLE YOUR EXAM NUMBER.

4, Please write your answers 1n a blue book. Remember to wrile your ¢xaminalion number
on your bluc book. The only answers that will be graded are the answers writlen into a
blue book. While you are fiee Lo use scralch paper, answers wrillen on seratch paper, or
anylhing ¢lse other than a blue book, will not be read and will not be counted lor any
credil. Please wnie only on the (toni side of the pages in the blue book, Please remember
that orgamiyation, persuasiveness, neatness and legibility all count in deternuning your
grade on the essay answers. To improve the organization ol an answer, you may wish (o
quickly outline the answer on a separale sheet of paper prior 1o woting your [ull answer
in the blue book.
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1 have ried my best (o write and proofread the exam so that there are no distracting typos
or other errors — but, | may not have been totally successful. [ you believe there is a (ypo
or other ¢rror that makes 1t diffieult to answer a particular question, please provide your
hest answer and explain any assumption you vsed to answer the question.

Good luck on the examination!

DO NOT TURN TO PAGE 2 UNTIL THE PROCTOR TELLS YOU TO BEGIN
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Question 1 {60 points possible — 30 minutes suggested):

During (his course, we read (wo of the leading Delaware cases regarding a corporate
director’s duty ol care: Smith v. Van Gorkoin and Brehm v. Eisner.

e Smilh v. Van Gorkom: The board of directors {rom Tran Union approved a
transaction (the sale of the company to Pritzker) thut resulted 1n the shareholders
receiving $55 per share (or stock thal had been trading al roughly $35 per share
prior Lo the deal’s announcement. Given that there were about 13.4 million Trans
Union sharcs outstanding, the Trans Union directors earned their sharcholders
over $200 million (an approximately 57% tncrease in value) by pursuing and
reccommending the deal with Pritzker.

e Brchm v. Eisner: The board of directors [or Disncy approved an “extraordinarily
lucrative” employment contract with Michael Ovitz to he President of Disncy.
Ovitz as President turncd out (0 be a disaster and Ovilz may have breached his
employment contract with Disney. Rather than pursue a breach ol contract claim
against Ovilz or lerminate Ovilz for “good cause”, the Disney board decided to
terminale Ovilz on a “non-lault” basis, which rcquired that Disncy pay Ovilz a
S140 million termination package. On its [ace, the Disney directors’ decisions
regarding Ovilz cost their sharcholders roughly $140 million.

The Trans Union directors were (ound 1o have breached their duly ol care while the
Disney directors were {found nol to have breached their duty ol care. I’lease analyze and
cxplain this disparily of oulcomes.

Questions 2 — 4 are based ou the following fact scenario:

¢ Question 2 = 40 points possible — 20 minutes suggested
e Question 3 =40 poiuts possible — 20 minutes suggested
e Question 4 = 40 poiuts pussible — 20 minutes suggesied

The Documentary Channcl, Inc., 4 Delaware corporation (“'T'DC™), 1s @ cable television
slation that offers programming related (o histonical events and people. TDC is always
looking for additional lelevision shows Lo air.

In 2006, TDC acquired the exclusive rights to broadcast a scries ol documentarics on the
history ol big wave sur(ing (lbe “Documentarics™) from Acme, Inc. (“Acme”). Acme is
100% owned by 5 TDC dircctors (the “Conllicled Directors™). The Confllicted Dircctors
formed Acmc to acquire Lhe righls to the Documentaries in 1990, long before any of the
Confhicled Directors were TDC directors (in fact TDC was not lormed as a corporation
until 2000). Acme paid $5,000,000 (or the rights to the Documentaries in 1990, and those
rights now have a fair market value of approximaltely 530,000,000 (vou can simply
agsumc this [act for purposcs of (his question}. Acme sold the rnghls (o the Documentarics
lo TDC for $27,000.000 (the “Transuction’™). At the ume of the Transaction, TDC’s board
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of dircctors consisted of 9 directors (including the Conflicted Dircctors). In approving the
Transaction, the 5 Conflicted Directors recused themselves [tom any discussions
regarding the Transuction und left the decision 1o the 4 non-conliicted directors (who
were (ully aware of the conflict). Afier thoroughly reviewing the (crms of the
Transaction, the 4 non-conflicted direclors unanimously approved it

In 2007, 4 TDC shareholder brought a derivative suit in Delaware against the board of
direciors of TDC alleging that they wasted TDC’s assets by acquiring the rights (o the
Documentaries for $27,000,000. The plaintiff-shareholder did nol make demand on
TD(C’s board prior 1o filing this lawsuil. At the tiine the derivative lawsuit was filed,
TDC s board ol dircctors still consisted of 9 directors, bul the composition of the board
had changed somcwhal.

T'DC Board Composition

2007 {at time of derivative suit B
2006 (at time of Transaction) o and still current)
Conflicled Directors Conllicted Dircctors
Amn Ann
Barhara Barbara
Carl ! Carl
Dawvid David
Edna LEdna
Non-Conflicled Directors Non-Conflicted Directlors
Frank Frank
Gina (3ina
Hannah John
ke Karen

TDC responded to the derivalive suit by eslablishing a special litigaton commitlee that
consists of TDC’s new directors, John and Karen, who were brought onto the beard afler
the Transaction was enlered into. Neither Johm nor Karen had anything to do with the
Transacuon. The special litigation coimmillee conducled a thorough investigation of the
Transuction and the derivative suit and concluded:

e Thc Transaction was fair to TDC at the tiine it was made (and was actually a
very [avorable deal to TDC); and

e The derivative suit should be immediately dismissed as continualion of the
swil was not in the best intcrests of TDC. Continuation of the suit would not
benefit TDC but instead would require TDC (o spend funds unnecccssarily on
litigation expenses and would be a distraction (o TDC s scnior inanagement,




2. Prior lo filing a derivative action, most states (including Delaware) require the
plainti[f-sharcholder to make a “demand™ on Lhe board of dircctors o take aclion
against the alleged wrongdoer. Plcase answer the following two questions:

(a) Plcase analyze whether the plaintiff-sharcholder was correct in assuming
that demand was cxcusced in this case.

(b) Plcase explain why the plaimiff-sharcholder likely wanted to avoid
making demand.

3. Under Delaware law, 1s TDC’s special liigation committee empowered Lo disimiss
the derivative suit? Plcasc explain the process for a special litigalion committec to
disoiss a derivative suit under Delaware law.

4, Why do you supposc that TDC’s Conflicted Directors recused themselves [rom
approving the Transaction? Whal was the significance of TDC’s non-conihicted
dircctors approving the Transaction?

Question 5 (40 points possible — 20 minutes suggested):

Acmc Inc. ("Acme”) 1s a publisher of children’s books. Recently, Corinne (the President
of Acme) told her secrclary CT to go to the neighboring library o pick up a book (hat
Corinne needed to examine — Corinne was concerned that a hook she was considering for
publication had plagiarized {rom this other book.

CT went Lo the library later that day 1o pick up the book, but the librarian told him (hat
the book had alrcady been checked out by someone elsc. CT cxplained to the librarian
that he had just called onc hour ago and was (old thal the book would be held unlil he got
(o the Iibrary. The librarian responded by telling CT, “*So sue me.”” CT was so mad thal he
climhed across the desk and slapped the libraran across the (ace.

The libranan is considering suing Acme. Please analyze Acme’s potential liality for
C17s acuon.

Question 6 (20 points possible — 10 minutes suggested):

Abe, Barry and Carla formed a partnershup (“ABC Parlners™) to rescarch and develop an
cxperimental herbal medication that has polential curative effects for a possible bird flu
pandemic. Abe contrihuted $700,000 and his business acumen. Barry contributed
$200.000 and s medical background. Carla contributed S100,000 and her invaluable
knowledge of herhal remedies and holistic healing. Trusting that their friendship and
mutual respeel for each other would see them through any and all matters, the three never
enicred into a formal partnership agreement, with one exception. They did agree (hal
profits would he divided as follows: 50% to Abe; 25% to Barry; and 25% (o Carla.
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ABC Partners’ work on devcloping a vaccine/cure [or the bird {lu went very poorly and
ABC Partners incurrcd approximately $1 milhion in losses. Abe, Barry and Carla never
agreed on how losses were 10 be allocated. Please explain the responsibilities ol Abe,
Barry and Carla lor tbe $1 million in losses.

Question 7 (30 points possible — 15 minutes suggested):

Tiger Corporation (“Tiger”) was party (o a supply contract with Zebra Corporation
{(**Zebra”). Zcbra has breached the contract and Tiger could polentially sue Zebru for
damages related to the breach. Tiger’s board of directors carcfully examined the 1ssuc and
decided not to take any aclion against Zebra.

Upon learning of the decision by Tiger’s directors, Tiger’s gencral counscl became very
concerned. Tiger’s general counsel explained that Tiger’s direclors will not be able to
henefit from the business judgment rule beecausc the business judgment rule only applies
when directors lake an action — and in this case they did not take any aclion.

Pleasc anatysc whether Tiger gencral counscl’s concern 1s justified.

Question 8 (30 points possible — 15 minutes suggested):

Generally speaking, a corporation must be solvent in order o pay a dividend, and still be
solvent alter the dividend has been paid. A dividend violating this rule will be deemed (o
be illegal. This is not an entirely accurate stunmary of the law — there are a few
approaches Lhat stales take Lo deal with this 1ssuc and a number of different tests lor
determimng whether a corporation is in a proper [inancial position for paying dividends.
It 1s, however, an accurale statcment of the basic conecpl: no dividends unless the
corporation 1s solvenlt.

What is the purpose for this rule that a corporation musl be solvent in order pay a
dividend (und still be solvent afier the dividend has been paid)?

END OF EXAM

FOR THE 3L.s AND GRADUATING GRADUATE STUDENTS: Enjoy
wonderful careers and please keep in touch.

FOR THE 2L.s AND RETURNING GRADUATE STUDENTS: 1 look
forward to secing you next vear.
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