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SUPREME JUDICIAL COURT REVERSES CONTROVERSIAL BRODIE DECISION RE RIGHTS OF MINORITY STOCKHOLDERS OF MASSACHUSETTS CORPORATIONS
Executive Summary

In July, 2006 we published a Client Alert which focused on the controversial Massachusetts case of Brodie v. Jordan.  In that case, the trial court found that a minority stockholder of a Massachusetts corporation had been “frozen out” by majority stockholders, who had refused to give her certain information about the corporation, refused to elect her to the board of directors and had breached their fiduciary duty by not going through with an appraisal process designed to establish the value of her stock.  
On the facts presented, a finding that the minority stockholder had been frozen out by the majority stockholders was neither surprising nor controversial.  What was controversial was the court’s remedy.  Instead of awarding her money damages for the wrongdoing of the majority stockholders, the court ordered that the majority owners buy back the shares of the minority stockholder, even though there was no requirement to do so under the corporation’s charter documents or any contract among the stockholders.  In December, the Massachusetts Supreme Judicial Court, Massachusetts’ highest court (the “SJC”), overturned that decision and held that the decision of the lower court improperly placed the minority stockholder in a better position that she would have enjoyed but for the wrong doing of the majority owners of the corporation.
Factual Background

John Brodie was a one-third stockholder of a Massachusetts corporation formed in 1973.  In 1989 Brodie stopped being actively involved with the corporation.  He had a falling out with the other stockholders and, in 1992, the other stockholders voted to remove him from the board of directors.  Brodie repeatedly requested that the other stockholders buy him out.  There was no legal obligation on their part or on the part of the corporation to purchase Brodie’s stock, and they declined to do so.  After Mr. Brodie died in 1997, his wife succeeded to his stock of the corporation.  Mrs. Brodie then asked to join the board of directors.  Like her late husband, she had no contractual right to a board seat and the majority stockholders did not elect her to the board.  They claimed at trial that they did not vote for her because she lacked any relevant business experience.  However, that reason apparently was not documented in the minutes and there were other conflicting statements in depositions.  Mrs. Brodie also requested copies of corporate tax returns, an audit and a valuation of the stock held by Mr. Brodie’s estate.  Other than providing her with unaudited financial statements, which the company had historically prepared and circulated to all stockholders, Mrs. Brodie’s requests were denied.  Finally, Mrs. Brodie asked for an appraisal of her stock pursuant to a provision of the corporation’s charter documents.  The appraisal process was commenced, but was suspended after a mediation proceeding was commenced by Mrs. Brodie.  It is worth noting that the appraisal process simple established a value for the shares at which the corporation could purchase the stock, if it elected to do so.  Neither the corporation nor the other stockholders were under any obligation to purchase the stock after the appraisal had been completed.  
The SJC’s Analysis


Massachusetts courts have long held that stockholders of a closely held corporation owe each other a duty of the good faith and fair dealing (a so-called “fiduciary duty”) much like partners in a partnership.  The SJC upheld the finding of the lower courts that the majority owners had breached this fiduciary duty to Mrs. Brodie by (i) refusing to complete the valuation process and purchase her stock; (ii) refusing to give her audited financial statements and the other information she sought; and (iii) not making her a director of the corporation.  However, the SJC held that the lower court’s ruling that the majority owners must buy back the stock of the minority owner must be overturned.  The SJC found that the ruling of the lower court, “placed the plaintiff [the minority stockholder] in a significantly better position than she would have enjoyed absent the wrong doing, and well exceeded her reasonable expectations of benefit from her shares.
Practical Considerations


The SJC’s decision in the Brodie case should go a long way to relieving at least some of the concerns that business people and lawyers had about the continued wisdom of incorporating businesses under Massachusetts law, as opposed to the laws of Delaware or certain other states.  However, this decision alone is not likely to alleviate all of those concerns.

First, there is language in the lower courts’ decisions suggesting that a minority stockholder may have a right to be elected to the board simply because he or she holds a minority interest in the corporation and without regard to whether the person’s knowledge and experience otherwise make the minority stockholder a suitable candidate.  While that might not be a practical problem in a corporation with only two or three shareholders, query whether all of the minority stockholders in a private company with ten or twenty stockholders would have to be elected to the board.  As previously noted, this ambiguity, which was not resolved by the SJC decision, may make it advisable for Massachusetts corporations to include in their charter documents or bylaws language stating that election to the board of directors will be limited to persons with a reasonable level of relevant experience or expertise and that the mere ownership of stock does not qualify any stockholder for board membership.  This would be similar to language frequently found in the bylaws or stockholder agreements of closely held corporations, stating that a person is not entitled to employment simply because he or she is a stockholder of the corporation.

Also, as noted in our May Client Alert, the Massachusetts Business Corporations Act, which was adopted about two years ago, contains several unusual provisions which may create some practical problems and concerns for the management of Massachusetts corporations.  The SJC’s reversal of the Brodie decision does nothing to address these concerns.

It is probably fair to say that the SJC’s decision reversing the lower courts’ ruling in Brodie was a step in the right direction.  However, for the reasons noted above, we believe that many new Massachusetts businesses should still carefully consider the pros and cons of incorporating new corporations or reorganizing existing corporations in Delaware.
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