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The (orporate Freese - Out

Obtaining control of your company

By Peter Greenbaum and Alyson M. Leane

puply stated, the majority rules. Under
“the New Jersey Business Corporation
Act, unless otherwise required by such
act, a corporation’s certificate of incor-
A poration, bylaws or shareholders’ agree-
ment, an action by the shareholders

is authorized by a majority of
the votes cast at a meeting.
N.J.S.A. 14A:1-1 et seq. The
same holds true for deci-
sions made by the board of
directors. However, the
majority is  not
given

unfettered control over the corporation. Minority
shareholders receive heightened protection under New
Jersey law.

The “oppressed shareholder statute” permits the
court to “appoint a custodian, appoint a provisional
director, order a sale of the corporation’s stock ... or
enter a judgment dissolving the corporation upon proof
that ... in the case of a corporation having 25 or less
shareholders, the directors or
those in control have acted
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fraudulently or illegally, misman-
aged the corporation, or abused
their authority as officers or direc-
tors or have acted oppressively or
unfairly toward one or more
minority shareholders in their
capacities as shareholders, direc-
tors, officers, or employees.” In
the case of a court-ordered sale of
the stock held by a shareholder,
the purchase price of the shares
must be the fair value. Further,
New Jersey law protects the
minority shareholder through “dis-
senters rights,” which permits a
shareholder to dissent from a vote
of the shareholders with respect to
certain proposed corporate acts
and “make written demand on the
corporation ... for the payment of
the fair value of his shares.”

Often, the majority owners of
a closely held corporation lose
control of their business to the
minority owners. The owners may
not see eye-to-eye on certain
strategic decisions of the business;
may possess differing opinions on
the long-term goals of the busi-
ness; or may just not agree on the
most fundamental issues relating
to the business. A prepared major-
ity owner will hopefully have
anticipated this issue and taken
steps to protect himself in
advance. An agreement amongst
the shareholders (or buy-sell
agreement) is the best way to doc-
ument and evidence the parties’
understanding and expectation to
avoid disagreement m the future.
For example, a pr
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prehensive shareholder agreement
or sophisticated majority owner
may not contemplate every possi-
ble event.

A majority owner in such a
position may elect to continue to
remain in such an undesirable
relationship or may fall back upon
certain statutory rights, which
have the effect of freezing-out the
minority owner. This article focus-
es on the steps to be taken by a
majority owner to effectuate a
freeze-out by means of a merger.

Corporate freeze-outs are
subject to judicial scrutiny,
as ultimately the end result
of the freeze-out is fo strip
the minority owner of his
ownership.

he freeze-out
process i jority owner
to obtain of the cor-
poration. The reason behind the
appraisal is two-fold. First, the
minority owner is permitted under
both the “oppressed shareholder
statute” and the “dissenters rights”
statute to demand the fairvalt
his shares. Thus, the
owner must calculate th

value to be paid out to the minori-
ty owner. Second, the majority
owner must confirm that the cor-
poration is financially able to
make such payment and, just as
important, financially able to
make such payment in cash when
a deal is reached or it is judicially
determined that same must be
paid.

Next, the majority owner must
determine whether he wants to
negotiate a (hopefully) amicable
buy-out by approaching the
minority owner (instead of pro-
ceeding directly to the freeze-out
process). By approaching the
minority owner prior to commenc-
ing the freeze-out, a potentially
contentious and costly process
may be avoided. Conversely, by
giving the minority owner insight
into his ultimate goal (that is, a
buy-out), the majority owner may
be tipping his hand regarding his
next step, thus giving the minority
owner time to prepare for the
freeze-out process.

If the majority owner decides
to proceed with the freeze-out
process, whether it is due to an
unsuccessful buy-out negotiation
with the minority owner or a deci-
sion to bypass such negotiation
process, careful structurlng of the
freeze-out -
Generally, :
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existing corpe
into Newco an
fair value to the minority
for his shares in Existingco in-lie
of a proportlonate number of
shares in Newco.

Prior to the merger, the major-
ity owner must conduct a due dili-
gence investigation of
Existingco’s operations and the
proposed restructure to confirm

that an unintended adverse conse-

nce will not occur as a result
e freeze-out. Numerous areas
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must be analyzed. For example
Existingco’s agreements must be
reviewed to determine whether a
merger will trigger a default or
require the consent of a third
party. It 1s not unusual for financ-
ing agreements, lease agreements,
and the like to contain provisions
in which a merger or change of
ownership triggers a default or
requires a third party’s consent.
Additionally, the transaction must
be analyzed from a tax perspective
to confirm an adverse tax conse-
guence will not occur due to the
consummation of the merger,
Newco must then prepare for
the merger. First, Newco must be
formed. Then the majority owner
must prepare a plan of merger. The
plan of merger must include,
among other things, the manner
and basis of converting the shares
of Existingco into shares of
Newco, in the case of the majority
owner, and into cash or property,
in the case of the minority owner.
Next, the board of directors of
Newco must approve the plan of
merger. The appraisal of the fair
value of Existingco (which should
have been obtained at the begin-
ning of the process, as discussed
above) should be read into the
minutes of the board meeting, as it
relates to the cash to be paid to the
minority owner. After the board of
Newco has approved the proposed
transaction, it must then be sub-
mitted to the shareholders of
Newco for approval by a majority
vote. Although the foregomz is a

i-ensues, Newco’s corporate
a on with respect to the merger
will be critically analyzed.

The same plan of merger and
board and shareholder approval
must be conducted in Existingco.
Thus, Existingco’s board must call
a meeting for the purpose of con-
sidering and voting on the pro-
posed merger. Just like with
Newco, it is important that the

meeting is duly called and the reg- -

uisite notice to directors is provid-
ed in accordance with Existingco’s
bylaws and the New Jersey
Business Corporation Act. In addi-
tion, the board of Existingco must
approve the terms and conditions
of the proposed merger, including
the manner and basis of converting
the outstanding shares of
Existingco into shares in Newco
for the majority owner and cash
for the minority owner. Again, the

Although the
freeze-out process is
simple to describe, as

with many other
corporate actions,
the ‘devil's in the
tetails.’

previously obtained valuation
should be read into the minutes as
a basis for converting the minority
owner’s shares into cash,

After being approved, the
board must submit the plan to a
vote at a meeting of the sharehold-
ers. Written notice to each share-
holder of Existi gco must be given

‘ummary
of the plan of m ger and include

addmcn the not must outline
briefly the p1ocedures with which
each shareholder must comply in
order to dissent to the merger, with
particular reference to the time
period within which such actions
must be taken. The proposed plan
of merger must be approved by a
majority of the votes of the out-
standing shares.

Once the board and sharehold-
ers of Existingco and Newco have
approved the proposed plan of
merger, all that is left is to con-
summate such merger. This is
accomplished pursuant to the cus-
tomary merger procedures, includ-
ing the preparation of a certificate
of merger which sets forth, among
other things, the name of the sur-
viving entity, the plan of merger,
the date upon which the share-
holders of each corporation
approved the merger, the number
of shares entitled to vote and the
number of shares voting for and
against the merger.

The certificate of merger must
then be filed in the office of the
New Jersey Department of
Treasury. The merger becomes
effective upon the date of filing or
at such later time as set forth in
the certificate, not to exceed 90
days after the date of filing.
Finally, the fair value of the shares
held by the minority owner must
be paid and the stock certificate
held by him must be retrieved and
cancelled.

It should be noted that, as
indicated in the notice to the
shareholders of Existingco, share-
holders are statutorily provided
dissenters rights, which means that
they possess the right to dissent
from the proposed merger transac-
tion and to be paid the fair value
for their shares. The specific pro-
cedures with which a shareholder
must comply to assert his dissent
and be paid the fair value for his
shares is beyond the scope of this
article. However, the end result
thereof is similar to the freeze-out,
which is to pay the minority owner
the fair value for his shares.

Although the freeze-out
process is simple to describe, as
with many other corporate actions,
the “devil’s in ythe details.” There

to proceed w1th
ultimately strip
r of his shares.
Thus, it is imperative that the
majority owner consult with legal
and accounung professionals
before going- forward with the
freeze-out. B S




