

M&A Outline - Fall 2008 (Professor Maynard)

Terms & Issues

· Bidder (B)

· Target (T)

· Wall Street M&A (e.g., Pfizer/Pharmacia deal)

· Main Street M&A (e.g., Nestle/Chef America deal)

· Constituents
· the parties to the M&A transaction [NOTE:  does not necessarily include all the signatories of a plan of merger]

· In most trxs, there will be a surviving and disappearing company

· Corporate Norms

· Board of directors owes fiduciary duties to corp AND SHs

· Board of B should get best value out of assets of T, otherwise SHs will be pissed

· Can the combined business integrate the new assets properly?

· The market (if company is publicly traded) will be a disciplining influence on management

· Stock trading price in relation to announced deal price

· Publicly traded vs. closely held companies

· NOTE:  an SEC reporting company has to file an annual report (10-K), quarterly reports (10-Q), and special reports for extraordinary events (8-K)

· NYSE rules

· Federal proxy rules

· Federal securities laws
· Negotiating exchange ratios in deals

· Concerns about control dilution
· Concerns about value dilution
· As acquiring company, SHs of such company are concerned about the number of shares they give to the T SHs b/c they don’t want their equity interest to be devalued

· T SHs want a premium over the trade price

· The trading price today reflects what a willing a buyer is willing to pay a willing seller for one share.

· The reason why B will issue shares at a premium to T is because T SHs are giving up future earning power--they will never have another chance to sell the business.
· NOTE:  the selling company (T) will always ask for a premium above the trading price

· Strategic buyer
· One who is pursuing smart assets, R&D, human capital, etc., possibly of a competitor, in order to gain from the synergistic effects after integration

· Sometimes it’s cheaper to grow by acquisition instead of growing organically

· Divestiture
· Get rid of certain assets before an M&A deal

· Example

· Monsanto in Pfizer/Pharmacia deal

· Pharmacia did not see Monsanto assets as critical to their business model going forward

· Antitrust issues
· If the deal is a cross-border trx, US regulators will still look at the deal

· But the bottom line is that regulators have to look at effects on market share as a result of the proposed transaction in order to prevent unfair competition and monopolies

· Regulatory bodies

· FTC

· Department of Justice

· Why?

· To protects the interests of the consumer b/c decrease in competition may result in higher prices and poorer quality products/selection

· Acquisition consideration
· Stock

· Stock for Stock Direct Merger (traditional statutory merger - DIAGRAM 1)

· Asset Acquisition for Stock (DIAGRAM 5)

· Stock Purchase for Stock (stock exchange offer - DIAGRAM 7)

· NOTE:  MBCA binding share exchange (only jdx)
· NOTE:  if not enough authorized shares for the deal, board will have to propose an amendment to certificate/articles to increase authorized shares and present to SHs for approval

· Cash

· No continuing equity interest

· Stock for Cash Merger (cash out merger - DIAGRAM 2)

· Short Form Merger (DIAGRAM 3)

· NOTE:  we only covered cash consideration for short form merger, but it is possible to issue other property, stock, etc

· Asset Acquisition for Cash (traditional - DIAGRAM 4)

· Stock Purchase for Cash (traditional - DIAGRAM 6)

· Cash tender offer:  asking SHs to tender their shares in exchange for cash

· Other securities

· Junk bonds (Unocal)
· Secured debt (Unocal)
· Knowledge/Awareness of deal (how will investors of B and T learn about the deal?)
· Press release
· 34 Act reports

· SEC rules would mandate full disclosure of material facts if U.S. reporting company

· 10-K (annual report)

· 10-Q (quarterly report)

· 8-K (special events)

· Proxy statement (if soliciting SH vote on a matter in a publicly traded company)
· Arms-length negotiation

· NOTE:  if the identity of ownership and control is the same, then Board and SHs will be the same and awareness is a given (e.g., the brothers in Chef America)

· Friendly deals vs. Hostile deals
· Friendly deal = board of T recommends proposed TO by B to its SHs

· Hostile deal = board of T does not recommend proposed TO by B to its SHs and will likely resort to defensive measures to preserve T company

· Delayed closing vs. Contemporaneous signing/closing
· Example

· Real estate sales + Escrow (delayed closing)

· Car sales K (contemporaneous)

· NOTE:  it is extremely rare to see contemporaneous closings in M&A transactions

· Three concerns for parties:
· (1) Price:  T wants to get the best price possible; B doesn’t want to pay too much

· (2) Certainty:  whether or not deal will close

· (3) Speed:  time between signing and closing

· Sources of delay = corporate formalities, regulatory approval, additional due diligence

· Continuing equity interest
· If the deal structure is such that old T SHs become part owners of the surviving company, then their equity interest is said to be pooled with that of existing SHs and if the integration is successful, then T SHs will share in upside potential
· Dilution
· Control dilution (voting)
· If you had 51 of 100 shares outstanding, you have 51% (or majority) control

· If 20 more shares are issued, you now have 51 of 120 shares outstanding - which means you lost that majority control

· Value dilution

· Value of shares decline as a result of inadequate valuation of thing being acquired

· Value dilution describes the reduction in the current price of a stock due to the increase in the number of stocks

· Desire for premiums
· The selling company always wants a premium over the trading price

· The trading price today reflects what a willing buyer is willing to pay a willing seller for one share

· INCENTIVE:  There will always be a premium because you are giving up future earning power; the seller wants a premium because they will never have another chance to sell the business. 
· NOTE:  you still need expertise both legally and financially (even if you know your company well) to get the best premium obtainable in a market that you might not understand very well (if you are Target)

· Risk arbitrageur
· A firm that specializes in buying shares of a company that is the T of a takeover
· Since the trading price of T Co shares is usually less than the share price being offered by the B, this creates a difference (i.e., a spread) b/w the trading and offering price which is largely a function of the market’s assessment of the probability of the B being able to complete the deal

· The firm makes a Vegas type bet that there will be a takeover of the T

· If the deal goes through, the firm cashes in on its bet

· If the deal fails, the firm loses the opportunity to cash in (i.e., tender) its shares to the B and receive the offering price

· BENEFIT:  the firms absorb most of the financial risk that is inherent in trading shares of companies engaged in takeover battles

Deal Structure

· Board Approval
· If state law provides so, board must initiate, negotiate and approve the deal 
· Shareholder Approval
· If state law or NYSE rules provide so, SHs must approve the trx

· [VOTING STANDARDS PER JDX]
· Is there a right to vote as a class?

· As a threshold matter, we must determine the shareholders’ rights by looking to both the provisions of the state’s corporation code and the corporation’s articles of incorporation

· In a class vote, each class of shares entitled to vote on such trx must approve it by the requisite majority

· Thus, SH approval votes are not tallied in the aggregate for all outstanding shares, but instead the requisite approval must be obtained separately within each distinct class

· KEY:  the right to vote as a class provides an additional layer of protection for each class of shares even if that class represents a minority interest within the corporation

· VantagePoint Venture Partners 1996 v. Examen, Inc.:  VantagePoint (VP) = VC firm; there was a DE action and a CA action; P was an Examen Series A Preferred SH who filed the DE action; P argued that pursuant to controlling DE law and under the corp’s certificate of designations, VP was not entitled to a class vote of the Series A Preferred shares as to the proposed merger b/w Examen and DE sub called Reed; VP filed action in CA seeking declaration from Examen that it was a quasi-CA corp pursuant to CA Corp Code 2115 and thus subject to section 1201(a) of the Code, and that, as a Series A Preferred SH, VP was entitled to a separate class vote as to the merger
· In CA, each class has to vote and an absolute majority as to each class is necessary to effectuate the merger approval
· VP owned enough shares to veto the deal

· In DE, all classes vote together (absolute majority of all must say YES)

· If DE law applied, then VP would no longer have veto power over the trx

· Thus, the voting standard is outcome determinative
· KEY:  the class vote issue is governed by the Internal Affairs Doctrine (IAD) b/c the voting issue implicated the relationship between the corporation and its SHs
· The IAD applies here because this issue does not implicate third parties

· Thus, the law of the state where the entity is incorporated applies
· COURT:  only one state should have the authority to regulate a corp’s internal affairs--the state of incorporation
· POLICY:  (1) prevent corps from being subjected to inconsistent legal standards AND (2) by providing certainty and predictability, the IAD protects the justified expectations of the parties with interests in the corporation

· CA 2115 provides no certainty b/c a corporation might be subject to CA 2115 one year but not the next as circumstances change (referring to the 50% test for classification as a quasi-CA 

· So long as each state regulates voting rights only in the corporations it has created, each corp will be subject to the law of only one state

· HOLD:  VP’s voting rights must be adjudicated exclusively in accordance with the law of its state of incorp--DE
· NYSE Rule 312 (voting requirement for publicly traded company that is issuing shares):
· SH APPROVAL IF prior to issuance of stock:

· (1) the common stock has, or will have upon issuance, voting power >= 20% of the voting power outstanding before the issuance of such stock; OR
· (2) the number of shares of common stock to be issued is, or will be upon issuance, => 20% of the number of shares of common stock before the issuance
· NO SH APPROVAL IF:

· Public offering for cash;

· Bona fide private financing, if involves:  common stock, for cash, at a price at least as great as each of the book and market value of the issuer’s common stock; or securities convertible into or exercisable for common stock, for cash, if the conversion or exercise price is at least as great as each of the book and market value of the issuer’s common stock…

· Voting standard:  (1) total vote cast represents over 50% in interest of all securities entitled to vote AND (2) approval = majority of votes cast
· To be listed, must meet listing standards, and when company is listed, it must comply with the rules in order to remain listed:  NYSE 312 grants to SHs of NYSE-listed companies voting rights that are more rigorous than those required by most state corporation statutes (fills in the gap also when SH doesn’t get to vote under state corporate law)

· Appraisal Remedy
· The law created the right for dissenters to demand cash from the company for the shares they would lose (the focus of an appraisal proceeding is to determine the fair value of the dissenters’ shares exclusive of any element of value arising from the accomplishment or expectation of the merger together with a fair rate of interest (DE 262(h))
· PURPOSES:  (1) serves a quid pro quo for the loss of SHs’ right to veto fundamental changes AND (2) a mechanism to counter the involuntary holding of an investment in an entity that is vastly different from the one originally contemplated

· The appraisal remedy serves a minority protection rationale more than anything today

· Generally, if a robust market for shares exists, market-out exceptions make appraisal rights unavailable

· EFFECT:  expensive and time consuming

· Issues
· 1 - Availability (when do you have the right)?
· Which transactions trigger the SH’s right to demand payment in cash for shares?

· What happens if the right of appraisal is not available?

· SHs can (1) sell their shares; (2) sue derivatively to enjoin the trx or claim damages based on various theories; or (3) vote out the board

· NOTE:  management usually tries to structure the trx to avoid appraisal rights altogether b/c it is expensive and time-consuming; alternatively, management may condition the company’s obligation to close on receiving no more than a de minimus number of demands, typically express as a percentage of the company’s outstanding shares (e.g., the company’s obligation to close is conditioned on no more than 3% of the company’s outstanding shares exercising the statutory right to an appraisal)
· LOOK at APPRAISAL RIGHTS under FORMALITIES
· 2 - Perfecting the Right to an Appraisal?
· The procedures to follow to obtain cash and how burdensome (transaction costs)

· Compliance with the specific requirements of local law is of vital importance as most courts construe appraisal statutes very strictly (can result in waiver if failure of procedure)

· Dissenting SHs generally have to timely satisfy the following (must be followed carefully):
· (1) filing before--the date of the SH vote on the trx--the SH’s notice of intent to dissent
· POLICY:  puts company on notice so that it can plan accordingly; if trx will not meet with overwhelming approval, board may want to renegotiate terms of the deal
· (2) filing of SHs written demand for payment--filed after the trx has received the requisite approval
· Ravenswood Winery, Inc. (proxy materials - publicly traded shares - CA):  all cash triangular merger between Constellation (B) and Ravenswood (T); no need for B SH vote because all cash deal; b/c Ravenswood is publicly-traded, the solicitation of SH vote requires a proxy statement in compliance w/ Reg 14A and Reg MA gets triggered requiring T to put in proxy statement:  (1) a description of appraisal rights AND (2) if appraisal rights are available, disclosure to SHs about the appraisal rights process
· Notice of Meeting

· Under CA law, Ravenswood’s SHs may demand dissenters’ rights in connection with the merger, but ONLY IF Ravenswood receives demands with respect to 5% or more of the shares of outstanding common stock

· MUST:
· (1) make written demand before special meeting;

· Name and address; number and class of shares which he/she demands that company purchase; statement of what he/she thinks is the FMV

· May not withdraw demand w/out consent of company

· (2) vote against the merger;

· NOTE:  must vote against if shares are publicly traded

· (3) submit shares for endorsement within 30 days of receiving notice of merger approval

· Ravenswood will mail to each SH who has made such a demand and voted against the merger a notice of approval of the merger together w/ statement of the price determined by Ravenswood to represent FMV (an offer)
· Special Factors - Dissenters’ Rights
· The FMV will be determined as of the day before the first announcement of the terms of the proposed merger, excluding any appreciation or depreciation in consequence of the proposed merger

· NOTE:  determining FMV will be the focus of an appraisal proceeding in the event that the dissenting SH and the company cannot reach agreement as to fair value

· Dissenting shares?  There can be litigation over whether the shares are “dissenting shares”; the proxy statement describes how to challenge this

· Fee shifting.  The costs of the action will be assessed or appropriated as the court considers equitable, but if the appraisal exceed the price offered to the SH, Ravenswood will be required to pay such costs (including, in the discretion of the court, attorneys’ fees, expert witnesses’ fees and interest if the value awarded by the court of the shares is more than 125% of the price offered by Ravenswood to the SH.  (CA 1305)
· Varies from state to state

· If you represent the dissenter, what are the competing interests that have to be balanced in designing the procedures for perfecting the statutorily mandated appraisal remedy?

· The investor and management + the company

· The investor thinks he/she got screwed and the company need to move on if all requisite votes were met, so the company (as an entity) does not want to be held hostage by dissenters

· As lawyer, look at default rule:  In CA, you have to file notices and written demands; the investor only gets money at the end of the proceeding; must convince court as to merits of getting more $; and must expend costs to litigate

· See MBCA Chapter 13, Subchapter B (discussing procedure for management to use to notify SHs about appraisal rights

· COMMENT:   §13.21 (a) requires that, where action is to be taken at shareholder's meeting, a shareholder must give notice of intent to demand payment before the vote on the corporate action is taken.  This notice enables the corporation to determine how much of a cash payment may be required.  It also serves to limit the number of persons to whom the corporation must give further notice during the remainder of the process.
· Also, MBCA mandates that undisputed $ be paid up front to the SH pending the appraisal proceeding (MBCA 13.24)

· 3 - Valuation Issues? (Determining Fair Value in an Appraisal Proceeding)
· Disagreement as to how the shares should be valued

· Dissenting SHs should be aware that the FMV of their shares could be more than, the same as, or less than the amount that would be paid to them pursuant to the terms of merger agreement
· Weinberger v. UOP, Inc.:  a two-step transaction where Signal (B) acquired 50.5% of UOP (T) shares in first a stock purchase directly from T (B wanted money to go directly to T so that there would be operating capital in T once T was fully acquired) and then a tender offer directly from UOP SHs; Signal kept some old board members of UOP b/c they wanted people familiar with UOP to stay on; Arledge & Chitiea had prepared a feasibility study based on information they acquired as directors of UOP; they disclosed this information to Signal but not UOP; Signal operated UOP for a few years, and then decided to do a long-form merger to squeeze out the 49.5% minority shares; the back end was structured as a reverse triangular merger for cash; the merger agreement provided that a majority of the 49.%5 minority must vote in favor of the trx; UOP minority shares felt they got screwed in terms of price, so they sued

· NOTE:  At the time of the triangular merger, Signal board owed fiduciary duties to Signal and its SHs

· Signal will do what is best for its own SHs which leaves minority SHs of UOP susceptible to being screwed any day (inherent fairness problem)

· This is a self-dealing transaction where Signal is getting the benefit of full control and a continuing equity interest in UOP whereas the minority UOP shares will not realize any benefit from the fruits of future UOP gains
· COURT:  Acquiring company (as the entity) owes a duty of entire fairness to the minority SHs of the T
· POLICY:  ct is willing to impose this duty on Signal b/c it is worried about Signal taking advantage of minority SHs of UOP

· NOTE:  the acquiring company does not have to give a good business reason as to why it is squeezing out the shareholders (“If I want to get rid of you, I will.”), but this is freedom and flexibility w/ a caveat:
· The minority interest has to be treated fairly

· RULE:  the concept of fairness has two basic aspects:  (1) fair dealing AND (2) fair price
· Fair dealing: Board should consider how the trx was (not exhaustive list):

· timed,
· initiated,

· structured,
· negotiated,

· and disclosed

· Fair Price
· “all relevant factors”:  Though DE 262(h) mandates that a court should consider “all relevant factors” in an appraisal proceeding, the DE court excludes consideration of pro forma data and projections of a speculative variety relating to the completion of a merger b/c the value of a dissenter’s shares should not be informed by value added or lost due to the merger (appraisal remedy should be based on the merger never having been announced)
· Fairness opinion:  at a minimum, should do an I-bank fairness opinion (not very informative or helpful alone)
· While Signal can do this, it must treat the minority interest fairly and fulfillment of this duty is going to be left to Signal’s board to decide on what the procedure is to squeeze out the minority shares

· Whether the company fulfills the duty it owes depends on the board acting properly because they are the ones who act on behalf of the company

· The test for fairness is not a bifurcated one as b/w fair dealing and price:  all aspects of the issue must be examined as a whole since the question is one of entire fairness; but, in a non-fraudulent transaction we recognize that price may be the preponderant consideration outweighing other features of the merger
· Since the feasibility study was prepared by two UOP directors, using UOP information for the exclusive benefit of Signal, and nothing whatever was done to disclose it to the outside UOP directors or the minority SHs, a question of breach of fiduciary duty arises b/c there were common Signal-UOP directors participating in the UOP board’s decision-making processes without full disclosure of the conflicts they faced
· FN7 (ways of assuring fair dealing):  Although perfection is not possible, or expected, the result here could have been entirely different if UOP had appointed an independent negotiating committee of its outside directors to deal with Signal at arm’s length; since fairness in this context can be equated to conduct by a theoretical, wholly independent, board of directors acting upon the matter before them, it is unfortunate that this course apparently was neither considered nor pursued; particularly, in a parent-sub context, a showing that the action taken was as though each of the contending parties had in fact exerted its bargaining power against the other at arm’s length is strong evidence that the trx meets the test of fairness
· The separate committee would be composed of independent directors (independent of B)
· These directors would bargain at arm’s length w/ B board to obtain best price for T SHs (custodians of T SHs)

· These directors would hire their own lawyers, investment bankers, and other experts
· By negotiating vigorously, the hope is that those independent directors could confidently say this is the best price obtainable

· KEY:  all of these actions are evidence of fair dealing

· Kahn (holding that “an approval of [an interested merger] trx by an independent committee of directors…shifts the burden of proof on the issue of fairness from the controlling or dominating SH to the challenging SH-P”; the function of a special committee in this setting is to negotiate the price and terms of an interested trx on behalf of the minority SHs; in order for the special committee to operate independently for burden shifting purposes, “[p]articular consideration must be given to evidence of whether the special committee was truly independent, fully informed, and had the freedom to negotiate arm’s length.”)
· cf Glassman (holding “absent fraud or illegality, appraisal is the exclusive remedy available to a minority SH who objects to a short form merger”)

· NOTE:  the majority of minority vote did not do enough to cleanse the self-dealing because the information on which the vote was based was not full and complete
· The problem was that the directors common to Signal and UOP did not disclose the report to the independent directors

· Only if there is adequate disclosure can a majority of minority vote in favor of the trx constitute fair dealing

· EFFECT
· (1) eliminates ability of SHs to challenge merger on ground that it was not undertaken for valid business purpose;

· (2) appraisal remedy should ordinarily be the exclusive remedy available to a SH objecting to a merger, but it may not be adequate in circumstances involving fraud, misrepresentation, self-dealing, deliberate waste of corporate assets, or gross and palpable overreaching;

· (3) abandoned the inflexible “DE block” method of valuation as the exclusive means of establishing fair value; instead courts must take more liberal approach that must include proof of value by any techniques or methods which are generally considered acceptable in the financial community and otherwise admissible in court

· ALSO:  it became increasingly common (after Weinberger) for boards to obtain fairness opinions from I-bankers and to rely on those opinions as one of the factors that the board took into account in reaching decision that price was fair (but can’t rely on this alone)

· Valuation Techniques and Fair Price
· Cavalier Oil Corp. v. Harnett:  Cavalier (B) owned by 2 SHs; together they owned over 90% of EPIC (T) while Harnett (H) held the rest of the shares; H was the only minority SH of T; B was siphoning off T business elsewhere; court below ruled that if this business had not been transferred elsewhere, T’s earnings would have increased; B acquired T in a short-form merger; this was an appraisal proceeding to determine fair value of 1250 shares of H’s stock; H rejected C’s offer of $93,950 for his shares; B applied a minority discount to H’s shares contending that H’s de minimus interest (1.5%) is one of the relevant factors which must be considered under the valuation standard; judgment in appraisal proceeding was $347,000; C appealed
· COURT:  the DE Supreme Court rejected the use of a minority discount, focusing instead on valuing the corporation itself and then awarding the dissenter his/her/its proportion of the corporation’s value as a going concern by dividing the value of the business by the number of outstanding shares (MAJORITY VIEW)

· Under DE law the sole remedy available to minority SHs in a cash-out merger, absent a challenge to the merger itself, is an appraisal under DE 262

· Can use all generally accepted techniques of valuation used in the financial community

· w/out regard to post-merger events or other possible biz combos

· All relevant factors are to be considered in determining fair value

· the purpose of the appraisal is to value the corporation itself, as distinguished from a specific fraction of its shares as they may exist in the hands of a particular SH
· applying a discount to the shares is contrary to the requirement that the company be viewed as a going concern
· The wrongdoing alleged by Harnett relates directly to the fair value of his stock, not to the validity of the merger itself

· Since the fairness of the merger process is not in dispute, the task of the Ct was to value what has been taken from the SH not to determine the entire fairness of the trx

· A few courts have applied a minority discount largely on the grounds that the purpose of an appraisal proceeding is to value the dissenters’ minority shares and not to award the dissenter a pro rata share of the value of the corporation as a whole
· POLICY:  the primary purpose of the appraisal remedy today is to protect minority SHs from wrongful conduct, and if this purpose is to be fulfilled, the dissenting SH must receive a pro rata share of the value of the corporation; imposing a minority discount in the appraisal process encourages controlling SHs to take advantage of minority SHs, and allows them to appropriate a portion of the value of the corporation from the minority SHs; discounting individual shareholdings injects into the appraisal process speculation on the various factors which may dictate the marketability of minority shares and imposes a penalty for lack of control and unfairly enriches the majority SHs who will get windfall
· EXCEPTION to normal function of appraisal proceeding:  this is not just a valuation it seems, but also a merits review since the ct also looked at the siphoning off of the T biz

· Proposition:  normally in an appraisal proceeding, you value the company as a going concern on the day of the merger and then see what the dissenter gets as a function of his % ownership (you value the business as a going concern) 

· Cede & Co. v. Technicolor, Inc.:  appeal from appraisal action; arises from cash-out merger of minority SHs of Technicolor (T); Perelman, MAF’s controlling SH decided T would be good candidate for acquisition by MAF; Perlman told T CEO Kamerman that he would pay $20/share; Kamerman announced that he would only take a figure of $25/share or more to his board; later on, Perlman agreed to $23/share; the deal was a two step trx:  (1) a tender offer by MAF at $23/share for all outstanding stock of T AND (2) a merger with remaining outstanding shares converted into $23/share where T would become a wholly owned sub of MAF; 10/29/82:  T board approved and recommended to SHs acceptance of the tender offer of $23/share and recommended repeal of supermajority provision in cert of incorp; T filed 14D-9 and 13D; by 12/03/82, MAF had acquired 82% of T shares; lower court found that upon getting control of T, Perelman began to dismember what he was as a bad business; 1/24/83:  MAF merged its wholly-owned sub Macanfor (sub) into T (a reverse triangular for cash); Ps are Cinerama, Inc., beneficial owner of 201,200 shares of T and Cede (record owner of those shares); the contention by Ps is that the lower court failed to include in the valuation calculus MAF’s new business plans and strategies for T, which the court found were not speculative but had been developed, adopted and implemented b/w the date of merger agreement and the date of merger
· The parties agree that the appraised value of T must be fixed as of the merger date (viz., 1/24/83)

· ISSUE: The dispute was concerned with the nature of the enterprise to be appraised

· P contends that T should have been valued as it existed on the date of the merger paying attention to the strategies that had been conceived and implemented following the merger agreement by MAF
· Perelman’s Technicolor (expected to generate $50 million in cash during 1983) vs. Kamerman’s Technicolor (focused on consumer-oriented business)

· The experts on both sides used DCF methodology:  each was operating under different factual assumptions

· COURT:  DE 262(h) provides that the ct shall appraise the shares, determining fair value exclusive of any element of value arising from the accomplishment or expectation of the merger or consolidation, together with a fair rate of interest, if any, to be paid upon the amount determined to be the fair value…the Court shall take into account all relevant factors
· Only the speculative elements of value that may arise from the accomplishment or expectation of the merger are excluded (narrow exception)...
· No use of pro forma data and projections

· Elements of future value, including the nature of the enterprise, which are known or susceptible to proof as of the date of the merger…may be considered

· The Ct of Chancery held that Cinerama was not entitled to an appraisal of T as it was actually functioning on the date of merger pursuant to Perelman Plan (as required)

· The Ct of Chancery excluded any value that was admittedly part of T as a going concern on the date of the merger, if that value was created by substituting new management or redeploying assets during the transient period b/w the first and second steps of this two-step merger
· KEY:  In a two-step merger, to the extent that value has been added following a change in majority control before cash-out, it is still value attributable to the going concern, i.e., the extant nature of the enterprise on date of merger
· POLICY:  once there is a change of control, the minority SHs are entitled to expect that the board will manage the business affairs to maximize the long term wealth of ALL SHs b/c the duty is owed to the entity
· POLICY ARGUMENT

· Perelman:  would-be bidders might be discouraged if they have to share in gains of all investigations, homework, planning, capital infusions done by others (free-rider problem)

· Counter:  do it as a single-step merger

· Perelman didn’t do signle-step here b/c of concern of bidding war (i.e., topping bids)

· The fact that Perelman didn’t do a single-step suggests he gave a low-ball offer on the front end

· The problem of “dueling experts”:  Cts are becoming increasingly frustrated (and overwhelmed) by the technical nature of the financial information introduced into evidence as part of the valuation decision to be made in the context of an appraisal proceeding

· Experts valuations are highly partisan and divergent
· Two ways of dealing with it:
· (1) Choose one party’s valuation:  after each party presents its case, the court should choose the more credible of the two and not attempt to craft a compromise valuation
· (2) Court-appointed neutral experts (comes with problems extra expense and excessive reliance on neutrals in an adversarial proceeding)
· Methods:  Since Weinberger, the DE Block Method is not the exclusive methodology employed anymore and the most dominant method for valuing T’s business is the discounted cash flow (DCF), though there are many other generally-accepted methodologies that can be employed
· 4 - Exclusivity?
· Is the appraisal remedy the only thing available to an unhappy shareholder?

· Weinberger recognizes that CL fiduciary duty obligations are a further line of protection for SHs of T to assure that they receive adequate consideration for their interests as part of the acquisition of their corporation:  Fiduciary duty claims by disgruntled SHs of corporations that are acquired in arm’s length acquisitions typically are evaluated under the BJR standard:
· (1) The BJR requires managers to perform their tasks, including facilitation of acquisitions, in good faith and without any significant conflict and reasonably to investigate the proposed action
· (2) If these criteria are met, the ultimate decision of an acquired corp’s managers to pursue a particular acquisition of their company under particular terms violates fiduciary duty only if that judgment is so bad as to amount to something similar to gross negligence
· If an acquisition is undertaken in a conflict of interest setting, such as a corporate parent’s acquisition through a statutory merger of a public minority’s interest in its subsidiary, the trx is evaluated under the entire fairness test (above)
· NOTE:  in all cases, whether there is conflict or not, managers’ conduct in acquisitions is measured against some fair price criterion
· If no conflict, if managers acquire at an unfair price, this will violate their fiduciary duty under the BJR

· If conflict, unless managers of the acquired corporation obtain a fair price for the stock of the acquired corporation, the managers risk a determination that the trx was not intrinsically fair

· POLICY:  the fair price requirement is based on managers’ broad obligation to maximize shareholder wealth; managers must always maximize SH wealth in order to meet the managers’ fiduciary obligation, and therefore, must always ensure fair price
· SHORT FORM MERGERS

· Glassman (holding “absent fraud or illegality, appraisal is the exclusive remedy available to a minority SH who objects to a short form merger”)

· Per Glassman, the fair dealing component of the entire fairness test enunciated in Weinberger, has no application in the short-form merger context (must rely on statutory appraisal process)

· POLICY:  the problem is that DE 253 (and other short form statutes) authorize a summary procedure that is inconsistent with any reasonable notion of fair dealing; if a corporate fiduciary follows the truncated process authorized by DE 253, it will not be able to establish the fair dealing prong of entire fairness; if, instead, the corporate fiduciary sets up negotiating committees, hires independent legal experts, etc., then it will have lost the very benefit provided by the statutes (i.e., simple, fast, cheap procedure); minority SH protection is provided by the application of all relevant factors in the appraisal proceeding to ensure fair value; however, this requires adequate disclosure so that minority SH are not lulled into inaction

· Rabkin v. Philip A. Hunt Chemical Corp.:  Olin, bidder, bought 64% of Hunt from controlling shareholder, Turner & Newhall; Olin paid $25/share; T&N insisted that the stock purchase agreement include a clause requiring Olin to pay $25/share to remaining minority shareholders if Olin purchased the rest of Hunt stock w/in 1yr; evidence Olin was waiting for the yr to pass to complete purchase of Hunt; after yr over, Olin cashed out the minority shareholders for $21/share (saving $4/share from k price) 

· Minority shareholders of Hunt had appraisal rights, but not seeking appraisal rights—this case is all about the exclusivity of the appraisal remedy (Ps didn’t think they be able to prove $21/share is not a fair price b/c Merrill Lynch quoted $19-25) 

· Minority shareholders brought breach of fiduciary duty claim; ct allows this as a valid cause of action; appraisal rights aren’t exclusive remedy for minority SHs
· For fiduciary duty claim, this transaction probably violates fair dealing prong b/c of the timing of cashing out the minority right after contract right expired 

· Olin had special cmte to handle this transaction; cmte had its own lawyer; still not enough; arguably the outside directors were not rigorous in discharging their duty to protect the minority b/c they didn’t get $25/share

· Olin cant just follow the steps of showing fair dealing (setting up special committee, etc.)—have to actually get info that supports that price/share; Special cmte didn't do much procedurally to find out if the price should be closer to $25

· Outside directors should obtain a fairness opinion, tell shareholders and create a record about what they did to determine the fair price
· COURT:  judgment for the Ps and appraisal is not the exclusive remedy
· Under Weinberger, appraisal “is not necessarily the stockholder’s sole remedy”
· Here, the plaintiffs “seek to enforce a contractual right to receive $25 per share”
· The Court of Chancery must “closely focus upon Weinberger’s mandate of entire fairness based on a careful analysis of both the fair price and fair dealing aspects of a transaction”
· Weinberger said that appraisal should be the ordinary remedy
· The language about fraud, self-dealing, etc... seems to have been intended as the exception that would prove the rule: a narrow class of cases in which plaintiff gets out of appraisal

· Rabkin seems to limit appraisal to cases in which plaintiff’s only complaint is that the price paid is unfairly low
· MERGERS
· Types of Structures
· Stock for Stock Direct Merger (traditional statutory merger - DIAGRAM 1)

· Stock for Cash Merger (cash out merger - DIAGRAM 2)

· Short Form Merger (DIAGRAM 3)

· Triangular Mergers (DIAGRAMS 8, 9, 10 & 11)
· Advantage:  sometimes you want to preserve the T; you don’t pool T’s assets/liabilities with that of B; T might have more value to the B if T remains in place rather than disappears; avoids some formalities (e.g., won’t need SH vote of both)
· NOTE:  in deciding how much cash or stock to put into acquisition sub, B’s board will be guided by what it thinks the T biz is worth; also, even though B is not a constituent to the merger, T company lawyers will want B to be a signatory to the merger agreement because B is providing the acquisition consideration

· Forward Triangular Merger (using stock as consideration - DIAGRAM 8)

· MECHANICS:  boards of both B and T negotiate the deal; NewCo and T are the constituents/parties to the merger; B incorporates NewCo (acquisition sub) and receives all of the stock of NewCo in exchange for merger consideration which consists of B stock (funding the acquisition sub); B stock is given to T Co SHs and T Co shares are cancelled; T assets and liabilities transferred to NewCo and T disappears by operation of law
· EFFECT:  B survives; T disappears by operation of law; NewCo survives; there will be continuing equity interest; two free-standing entities (B and NewCo)
· [FORWARD TRIANGULAR FOR CASH]

· Reverse Triangular Merger (using stock as consideration - DIAGRAM 9)

· MECHANICS:  boards of both B and T negotiate the deal; NewCo and T are the constituents/parties to the merger; B incorporates NewCo (acquisition sub) and receives all of the stock of NewCo in exchange for merger consideration which consists of B stock (funding the acquisition sub); B stock is given to T Co SHs and T Co shares are cancelled; NewCo stock is converted by operation of law to T Co shares

· EFFECT:  B survives; NewCo disappears; T survives by operation of law; there will be continuing equity interest; two free-standing entities (B Co thereby holds 100% of T Co stock)
· Reverse Triangular Merger (using cash as consideration - DIAGRAM 11)

· MECHANICS:  boards of both B and T negotiate the deal; NewCo and T are the constituents/parties to the merger; B incorporates NewCo (acquisition sub) and receives all of the stock of NewCo in exchange for merger consideration which consists of B cash (funding the acquisition sub); B cash is given to T Co SHs and T Co shares are cancelled; NewCo stock is converted by operation of law to T Co shares

· EFFECT:  B survives; NewCo disappears; T survives by operation of law; there will be NO continuing equity interest; two free-standing entities (B Co thereby holds 100% of T Co stock)

· [REVERSE TRIANGULAR FOR CASH]

· MECHANICS
· The deal is negotiated by the entities

· Stock or cash is given to T SHs

· T assets and liabilities are transferred to B entity (by operation of law)

· one surviving and one disappearing (by operation of law)

· one combined entity at the end (regular merger) or parent-sub relationship (if triangular)

· EFFECT
· Successor Liability
· B succeeds to all rights and liabilities of disappearing company, T (regular merger)
· If triangular merger, T (if reverse) or NewCo (if forward), will hold the assets/liabilities of the acquired corp, and therefore, B’s assets are shielded from creditors, unless the veil is pierced 
· Continuing Equity Interest?
· Old T SHs end up as SHs of combined entity (pooling) or old T SHs are cashed out (no pooling)
· FORMALITIES
· DE
· ENABLING PROVISION (DE 251(a))

· Any 1 of the constituent corps may merge or consolidate (enabling)

· Requires an agreement of merger
· NOTE:  you look at the agreement of merger to see who is surviving and who is disappearing

· SUBSTANCE OF AGREEMENT OF MERGER (DE 251(b))

· BOARD APPROVAL (DE 251(b)  + DE 141/152)

· board of each corporation that desires to merge shall adopt resolution approving agreement of merger and declaring advisability

· DE 141/152 will be invoked for a B that is not a constituent to a triangular merger in which the acquisition consideration is B’s stock

· SHAREHOLDER APPROVAL (DE 251(c) + DE 251(f))
· (c) Merger agreement shall be submitted to SHs of each constituent for vote at special/annual meeting for rejection or adoption

· EXCEPTION:  (f) EVEN IF vote required by (c), that vote shall be cancelled IF:
· (1) the corporation is surviving;

· (2) certificate is not amended;

· (3) the shares outstanding before merger remain identical after the merger (shares are not changed in nature); AND
· (4) either no shares of surviving are issued OR shares being issued in the deal do not exceed 20% of shares of the corporation outstanding before the deal
· NOTE:  must be greater than 20% to preserve the vote
· POLICY:  the 20% figure is an arbitrary number; as a matter of law, you have a mandatory right to vote above the 20% figure; if you want protection, you should bargain for it in your stock purchase agreement; the line is there to avoid value dilution; this addresses the concern that management may not value the shares properly
· AND EVEN IF vote is cancelled by (f), still need vote IF certificate of incorporation otherwise provides a vote

· Voting standard:  if a majority of the outstanding stock of the corporation entitled to vote thereon shall be voted for the adoption of the agreement… (absolute majority)
· EXAMPLE (100 shares outstanding)
· Need 51 yes votes

· POLICY:  SHs have to approve the matter at a “critical mass”; this puts greater pressure on the Board to make a more effective case to the SHs that the trx will be beneficial to the SHs (NOTE:  this is an exception to the general rule that DE is management-friendly)
· APPRAISAL (DE 262(a) + DE 262(b)(1)(i)-(ii) + DE 262(b)(1)(last clause) + DE 262(b)(2))
· (a) IF constituent to a merger OR certificate of incorporation provides, THEN DE Corp. shares get appraisal right
· Applies to both surviving and disappearing
· Also DE 262(c) allows for private ordering (i.e., to grant appraisal rights in situations where statute does not mandate right of appraisal)

· NOTE:  MBCA also requires right to vote under 11.04; DE just requires that you are a constituent merger

· EXCEPTIONS (eliminating the right):
· (b)(1)(i)-(ii) [market out] IF shares of those SHs voting on the merger are publicly traded, THEN appraisal right eliminated

· (b)(1)(last clause) [not fundamental change for B] IF vote of surviving corporation was eliminated under DE 251(f), THEN appraisal right eliminated

· COMPARE to MBCA:  DE is more protective of dissenting SHs because MBCA 13.02(a) requires appraisal right UNLESS SHs’ stock remains outstanding AFTER merger
· EXCEPTION TO EXCEPTION (restoring the right):
· (b)(2) EVEN IF publicly traded OR no appraisal under last clause of DE 262(b)(1), appraisal right restored UNLESS SHs accept the following types of consideration for their shares or end up holding:
· (a) shares of surviving corp.;
· (b) shares of stock in any other corporation that are publicly traded;
· (c) cash for fractional shares; OR
· (d) combination of above

· NOTE:  in the case of B (as constituent) shares, the SHs are not required to accept anything for their shares, and therefore, the restoration provision would not even apply to them

· POLICY:  restored if getting cash b/c SH’s last chance and DE distrusts the market as an adequate proxy for fair value
· COMPARE TO MBCA:  the market is an adequate outlet for getting rid of your shares; MBCA assumes that the market will react to the announcement of the deal; there is an upward pressure on the price of the shares; MBCA is willing to accept the trading price as an adequate proxy for fair value
· SHORT FORM MERGER (DE 253)
· Terminology

· Upstream = sub is sucked up into the parent (“the mothership”)

· Downstream = parent sucked into the sub

· Benefits
· In upstream, Parent avoids formalities (can reorganize biz overnight)

· Low transaction costs

· Move assets around

· Eliminate pesky minority

· BOARD/SH APPROVAL (DE 253(a) - just Board resolution)
· (a) Where at least 90% of outstanding shares (of each class of stock) is owned by another corporation and 1 of the corporations is a DE corp…the corp. having such stock ownership may either merge the other corporation into itself and assume all of its obligations, or merge itself into the other corporation by executing, acknowledging and filing…a certificate of such ownership and merger setting forth a copy of the resolution of its board of directors to so merge and the date of the adoption. [NOTE:  you can merge multiple corporations into a parent owning at least 90% of each; the language above is simplified]
· EXCEPTION (downstream merger):  If Parent disappearing and Sub surviving, board resolution shall include provision for pro rata issuance of stock of surviving to holders of stock of Parent and Parent stock is cancelled AND certificate of ownership and merger shall state the proposed merger has been approved by a majority of the outstanding stock of Parent entitled to vote
· Why?  - fundamental change for Parent

· APPRAISAL (DE 253(a) + DE 253(d))

· (a) If Parent does not own all stock of Sub, the resolution of the board of directors of the Parent shall state terms and conditions of the merger including any consideration paid by surviving to SHs of disappearing
· (d) The SHs of the Sub DE corporation shall have appraisal rights under DE 262(b)(3)
· NOTE:  Even if Sub in an upstream merger is publicly-traded, DE provides a layer of protection because it grants a mandatory right of challenge that cannot be eliminated
· WHEN EFFECTIVE (DE 251(c))

· The merger becomes effective when a certified agreement of merger or a certificate of merger is duly filed with the Secretary of State
· MBCA
· ENABLING PROVISION (MBCA 11.02 - COMMENT 1)
· Authorizes mergers between one or more domestic corporations, or between one or more domestic corporations and one or more foreign corporations or domestic or foreign entities

· Upon effective date, surviving becomes vested with all assets of corporations or entities that merge into the survivor and becomes subject to their liabilities (successor liability)

· SUBSTANCE OF PLAN OF MERGER (MBCA 11.02(c))

· BOARD APPROVAL (MBCA 11.04(a) + MBCA 8.01/6.21(c))
· IF party to merger or share exchange, THEN plan of merger or share exchange must be adopted by the board of directors

· NOTE:  the directors must make a recommendation to the SHs as to why the SHs should approve, and if there are conflicts of interest, directors don’t have to provide such recommendation, but must explain the basis for that determination (see MBCA 11.04(b))

· MBCA 8.01/6.21(c) will be invoked for a B that is not a constituent to a triangular merger in which the acquisition consideration is B’s stock

· SHAREHOLDER APPROVAL (MBCA 11.04(b) + MBCA 11.04(g) + MBCA 11.05 + MBCA 6.21 [if issuing shares] + NYSE 312)

· IF board adopts plan of merger or share exchange, THEN SHs must approve it
· EXCEPTION:  (g) EVEN IF vote required by (b), that vote shall be cancelled IF:

· (1) corporation survives or is acquiring corporation in share exchange;
· (2) articles of incorporation are not changed UNLESS permitted by MBCA 10.05;
· (3) shares outstanding before deal remain the same in terms of number, preferences, and rights; AND
· (4) the issuance of shares does not require vote under MBCA 6.21(f):

· MBCA 6.21(f):  An issuance of shares requires a vote IF:

· (1) the shares are issued for consideration other than cash or cash equivalents; AND
· (2) the voting power of the shares issued exceeds 20% of the voting power of the shares outstanding before the deal

· Voting standard:  need a quorum of at least a majority of votes entitled to be cast on the matter + MBCA 7.25(c) which says that yes votes must be more than no votes (for approval)
· POLICY:  value dilution concerns
· EXCEPTION:  see MBCA 11.05 for short form merger SH voting
· NOTE:  MBCA 6.21(f) will still apply to a B who is not a party to the merger but is issuing shares; MBCA 6.21 is not part of the merger statute
· APPRAISAL (MBCA 13.02(a) + MBCA 13.02(b))
· Rule of thumb:  appraisal right follows the right to vote
· (a)(1) get appraisal right IF party to a merger:

· (i) AND SH approval required under MBCA 11.04 
· EXCEPTION:  unless SH’s stock remains outstanding AFTER merger
· POLICY:  because their property is not being greatly affected
· COMPARE to DE:  DE is more protective of dissenting SHs because MBCA 13.02(a) requires appraisal right UNLESS SHs’ stock remains outstanding AFTER merger

· (ii) OR corporation is a subsidiary and trx is a short form merger under MBCA 11.05 (see below)
· (a)(5) private ordering pursuant to articles of incorporation
· EXCEPTIONS (eliminating the right):  EVEN IF SHs get right to vote on deal:
· (b)(1)(i) [market out] IF shares are publicly traded, THEN appraisal right eliminated; OR
· (b)(1)(ii) [liquidity test]
· (b)(2) [fixes date to determine liquidity of holder’s shares]
· EXCEPTIONS TO EXCEPTIONS (restoring the right):
· (b)(3) appraisal right restored IF holder is required to accept consideration other than cash OR publicly traded securities; OR
· COMPARE:  MBCA trusts the efficiency of the market more than DE does, whereas DE has a certain distrust of the market and also views such transactions as the last chance for SHs to gain from the business, and so, if they receive cash for their shares, DE wants to be sure that they are getting fair value even if they receive cash
· (b)(4) appraisal right restored IF interested party trx

· POLICY (COMMENT to MBCA 13.02 - fundamental change):  statutory appraisal is made available only for corporate actions that will result in a fundamental change in the shares to be affected by the action and then only when uncertainty concerning the fair value of the affected shares may cause reasonable differences about the fairness of the terms of the corporate action
· POLICY (COMMENT to MBCA 13.02 - efficient markets):  predicated on the theory that where an efficient market exists, the market price will be an adequate proxy for the fair value of the corporation’s shares, thus making appraisal unnecessary.  Furthermore, after the corporation announces an appraisal-triggering action, the market operates at maximum efficiency with respect to that corporation’s shares because interested parties and market professionals evaluate the offer and competing offers may be generated if the original offer is deemed inadequate.  Moreover, the market out reflects an evaluation that the uncertainty costs and time commitment involved in any appraisal proceeding are not warranted where shareholders can sell their shares in an efficient, fair and liquid market.
· SHORT FORM MERGER (MBCA 11.05)
· Terminology

· Upstream = sub is sucked up into the parent (“the mother ship”)

· Downstream = parent sucked into the sub

· BOARD/SH APPROVAL (MBCA 11.05(a) + MBCA 11.05(c) ( MBCA 11.04)
· (a) Where at least 90% of outstanding shares (of each class of stock entitled to vote) is owned by a domestic corp., it may merge the Sub into itself or into another such Sub, or merge itself into the Sub, without the approval of the board or SHs of the Sub…

· (c) states that except as provided by MBCA 11.05(a), the merger between Parent and Sub is governed by MBCA 11.04 (determines BOARD/SH APPROVAL as to Parent)
· If a parent is merged downstream into the sub, approval by the parent’s SHs would be required under MBCA 11.04
· NOTE:  Parent Board/SH Approval depends on whether upstream/downstream 

· NOTE:  when Parent owns 90% or more, the vote of Sub’s SHs is a foregone conclusion; board approval of Sub is also a foregone conclusion because board is probably selected by SHs of Parent

· NOTICE (MBCA 11.05(b))

· The board of Parent has to notify SHs of the Sub that the merger has become effective

· Why?

· Must disclose price

· Appraisal right notification

· If no federal proxy rules are triggered, but there is state-mandated disclosure obligation, then Parent board owes a duty of candor to the Sub SHs (the fact that Parent board selects Sub board creates this duty)

· APPRAISAL (MBCA 11.05(a) + MBCA 13.02(1)(ii))
· (a) If Parent does not own all stock of Sub, the resolution of the board of directors of the Parent shall state terms and conditions of the merger including any consideration paid by surviving to SHs of disappearing
· MBCA 13.02(1)(ii):  get right of appraisal if corporation is a subsidiary and trx is a short form merger under MBCA 11.05, even though NO SH vote is required
· POLICY:  prevents overreaching by the Parent because they could lowball and not give fair value to Sub SHs

· EXCEPTION (market-out):  see MBCA 13.02(b)(1), supra
· EXCEPTION TO EXCEPTION (consideration other than cash OR publicly traded securities):  see MBCA 13.02(b)(3), supra
· COMPARE TO DE:  DE more protective of minority interest in short form mergers; minority interest shares are not subject to a market-out exception; DE gives shareholders a mandatory right of appraisal
· WHEN EFFECTIVE (MBCA 11.06)

· The merger becomes effective when the articles of merger are duly filed with the Secretary of State
· DE FACTO MERGER DOCTRINE
· Generally
· These cases are known as de facto mergers and this doctrine rests on a principle of equivalency, which simply says that trxs that have the same substantive effect ought to be entitled to the same legal safeguards

· If you are a B SH in an asset acquisition deal, you might be deprived of certain protections that a merger statute would give you

· SHs will argue that a non-merger transaction is a de facto merger because, substantively, the effect of the trx is the same as a merger, calling for requisite formalities such as SH approval

· CA:  California has codified the de facto merger doctrine (more SH protective); the CA statute is predicated on basic premise that the legal safeguards granted by statute to SHs of a constituent corp in the context of a (direct) merger should be extended to any transaction that has the same effect as a merger
· Successor liability:  creditors will argue that a trx is a de facto merger because they would be able to collect from B as the successor in interest to T, invoking the rule of successor liability that is part of the law of mergers
· Inherent power to do the right thing:  the source of corporate power is statute (as drafted by the legislature) and corps can do whatever the statutes enable them to do; the courts have the inherent equitable power to do the right thing, but DE courts reject this power to do the right thing

· Professional responsibility:  the lawyers advising the parties as to the structure of the acquisition have a responsibility to tell their clients what the statutes enable them to do in terms of deal structure and whether or not there is a risk of having a de facto merger depending on the jdx

· Appelstein v. United Board & Carton Corporation (What is the de facto merger doctrine?):  exchange offer where United was presenting 160,000 of its shares to Epstein (sole SH of Interstate) for 100% of his shares in Interstate (1,250 shares); this way, Interstate would be a wholly-owned sub of United; the stock purchase agreement did not contemplate the continued existence of Interstate after the deal, all of Interstate’s assets/liabilities would be recorded under the books of United (pooling of the business), and that United would increase its number of directors from 7 to 11 (two of 7 resign); Epstein would be in effective control of United (40% of shares + plus friendly directors who were also SHs of United); United SHs still got the right to vote under the NYSE rules; SHs of United sued to challenge the trx as a de facto merger (would get voting and appraisal rights per NJ merger statute); the NJ merger statute called for a super-majority voting standard--a higher threshold which could have blocked the deal
· COURT:  exercising its equitable powers, the court looked through the form of the trx and concluded that, in substance, the trx constituted a merger because of the following facts:

· (1) xfer of all shares and all assets of Interstate to United;

· (2) assumption by United of Interstate’s liabilities;

· (3) pooling of interests of both corps;

· (4) absorption of Interstate by United and dissolution of Interstate;

· (5) joinder of officers/directors from both corps on enlarged BoD;

· (6) present executive/operating personnel retained in employ of United; and

· (7) SH of Interestate surrendered all his shares in Interstate for newly issued shares in United
· POLICY:  the reason for the statutory protection of the NJ merger statute is that SHs should not be forced against their will into something fundamentally different from that for which they bargained when they acquired their shares

· Hariton v. Arco Electronics, Inc. (De Facto Merger Doctrine under DE Law):  Arco sold all assets to Loral and Loral gave shares in exchange; Arco would be left with Loral shares and the shares would be distributed to the SHs of Arco; Arco agreed to distribute to its SHs all the Loral shares received by it as a part of the complete liquidation of Arco; this trx would have the same economic effect as a merger
· COURT:  the reorganization here accomplished through DE 271 and a mandatory plan of dissolution and distribution is legal because:

· The sale of assets statute and the merger state are independent of each other
· They are of equal dignity, and the framers of the reorganization plan may resort to either type of corporate mechanics to achieve the desired end

· Thus, action taken pursuant to the authority of the various sections of a law constitute acts of independent legal significance and their validity is not dependent on other sections of the law
· POLICY:  allows for creativity in structuring deals and greater predictability in knowing that you can plan your affairs and not be second-guess (this is the enormous value of the equal dignity rule)

· NOTE:  if this was an MBCA jdx, SHs of Arco would have appraisal rights under MBCA 13.02(a)(3), but since this was DE, there were no appraisal rights available b/c not a merger
· What kind of argument is the Arco SH left with?  That the BoD did not adequately value the consideration properly and it was a bad decision to ask for this # of shares instead of more (fiduciary duty argument)

· Rauch v. RCA Corp. (De Facto Merger Doctrine in Context of Modern Triangular Mergers):  reverse triangular merger where GE had a sub called Gesub which merged into RCA; consideration = cash; three classes of stock = (1) 3.50 cumulative preferred; (2) 3.65 cumulative preferred; and (3) 4.00 convertible preferred (redeemed out before trx occurred); GE funds Gesub with cash from GE to pay each common SH 66.50, each 3.65 preferred gets 42.50 and each 3.50 preferred gets $40/share; P is suing for damages and injunction b/c she thinks she should have gotten $100/share based on redemption provision in articles of incorporation; P is upset now because she is getting $40/share under the merger; however, the redemption right was exercisable at the option of the COMPANY, not the HOLDER; P argues that this is, in substance, a redemption and not a merger under DE law
· COURT:  invoking the equal dignity rule, the trx is a merger
· Various provisions of the DGCL are of equal dignity and a corp may resort to one section thereof without having to answer for the consequences that would have arisen from invocation of a different section
· It is clear that under the DGCL, a conversion of shares to cash that is carried out in order to accomplish a merger is legally distinct from a redemption of shares by a corp

· Where a merger of corps is permitted by law, a SH’s preferential rights are subject to defeasance; SHs are charged with knowledge of this possibility at the time they acquire their shares
· The corp was entitled to choose the most effective means to achieve the desired reorganization subject only to their duty to deal fairly with the minority interest
· NOTE:  in the certificate, redemption was exerciseable by RCA at its election; nothing said that the SHs could initiate a redemption; nothing indicated that a merger would trigger a redemption

· NOTE:  though right of appraisal was available to P under DE 262, she did not perfect it probably because she would have difficulty showing that $40/share was not fair and probably because the $100/share redemption payout was so much higher than fair value

· LESSON:  P’s lawyers should have contracted for a redemption right exercisable at the election of the holder

· KEY:  in DE, form matters, and as long as you follow all statutory requirements, you get the benefit of predictability and flexibility when planners are deciding how to structure the deal

· Equity Group Holdings v. DMG, Inc. (note case):  FL court refused to apply the de facto merger doctrine despite indicia of merger; holding that FL law does not define the dilution of voting rights through the issuance of authorized stock as a matter which requires a full SH vote and the FL legislature has specifically abolished preemptive rights
· EXCEPTION TO DELAWARE REJECTION OF DE FACTO MERGER DOCTRINE:  to protect creditors from being defrauded in cases of successor liability (see EXCEPTIONS to the default rule in asset acquisitions where liabilities do not pass to the B)

· Pasternak v. Glazer (The Modern Importance of Clear Default Rule):  forward triangular merger where Houlihan (H) would merge into Zsub, an acquisition sub incorporated by Zapata (Z); SH of Z sued to enjoin the proposed merger; though SHs of Z did not get vote under DE 251, vote was required under NYSE R. 312; while they got the vote, there was a dispute over the voting requirements; Z SHs had bargained for a supermajority vote (here, 80%) in the certificate of incorp so they could block trxs that they decided were unfavorable (protective of SHs); the SH vote was postponed pending the outcome of litigation
· COURT:  using basic K interpretation rules, the court determined that the SHs were entitled to the higher voting threshold
· Basic principle:  interpret the K to give effect to the parties’ intentions

· Because a certificate of incorp is a K b/w the company and its investors, it is interpreted per rules of K construction

· here, the certificate was the source of the P’s right to a higher vote than what was described in the proxy statement and the default rule

· PRACTICE POINTER:  when you draft a K, make sure there is no ambiguity by including the language of triangular mergers

· ASSET ACQUISITIONS
· Types of Structures
· Sale of Substantially All of Target Co Assets for Cash--Followed by Dissolution of Target Co (traditional asset purchase - DIAGRAM 4)

· Asset Acquisition for Stock--Followed by Dissolution of Target Co (DIAGRAM 5)

· MECHANICS
· The deal is negotiated by the entities

· Stock or cash is transferred to the T entity

· Selected assets and liabilities are transferred to B entity

· Both companies survive but T usually proceeds to make a distribution or dissolve (a fundamental change requiring SH vote) in a second transaction following the asset acquisition:
· Second Step

· (1) Gather all of the company’s assets
· (2) Convert the company’s assets to cash

· (3) Use the cash to pay off the company’s creditors (in their order of priority)

· (4) Distribute remained to co’s SHs (according to any preferences)

· (5) File articles of dissolution

· CAUTION:  directors and SHs must follow the proper state procedure for winding up/dissolution, otherwise may result in personal liability to co’s directors and/or SHs due to unauthorized return of capital (e.g., fraudulent transfer, avoidance, etc.)

· NOTE:  while this may look like a cash out merger, one big difference is that there are many transaction costs given the two step process; in a cash out merger, the assets and liabilities were transferred by operation of law; in an asset deal, the asset agreement has to identify the assets and documents needs to be drawn to effect the transfer of those assets

· If stock is the acquisition consideration, there has to be a distribution of the shares to SHs b/c the shares remain in the entity; as the B, you want to know that the shares are going to be distributed b/c you don’t want the T entity to be the shareholder of record for X% of your voting shares (collective action is easy); you want T Co to be contractually obligated to distribute the shares to the individuals

· EFFECT
· Successor Liability
· Since T Co remains intact following the sale of all/substantially all assets, the general rule is that T Co creditors should bring their claims to T, which will generally be paid out of the proceeds that T Co received from B Co on the sale of all/substantially all of its assets
· Generally, B Co has no direct liability to the creditors of T Co, unless the B (expressly or impliedly) assumed such an obligation as part of its agreement to purchase T’s assets OR veil is pierced
· Continuing Equity Interest?
· There is only a pooling of equity interests if T received stock and then distributed that stock to T Co SHs after T Co dissolves
· ADVANTAGE:  selectivity in choosing what assets/liabilities you acquire

· DISADVANTAGE:  increased transaction costs

· FORMALITIES
· Threshold Question:  Is this a disposition of all or substantially all assets?
· Easy case:  sale of all assets

· Hard case: sale of less than all assets (Q:  Does this = “substantially all”?)

· Gimbel v. The Signal Companies: P is SH in Parent Co. Burmah is trying to buy Sub of Parent. P wants prelim injunction to stop the sale. Sub was 41% of net worth; 15% of revenue; 26% of total assets. But hard to unscramble the eggs. If P loses on prelim injunction, then parties will sell sub, remedy would be rescission or damages. 
· P claims: SH vote REQUIRED b/c sale of substantially ALL the assets.
· RULE:  If the sale is of assets quantitatively vital to the operation of the corporation and is out of the ordinary and substantially affects the existence and purpose (qualitative) of the corporation, then it is beyond the power of the Board of Directors.
· Quantitative:

· (1) contribution by the assets to revenues
· (2) proportion of the assets to total assets
· (3) contribution by the assets to earnings
· COURT:  Signal Oil represents only about 26% of the total assets of Signal; while Signal Oil represents 41% of Signal’s total net worth, it produces only about 15% of Signal’s revenues and earnings; also low rate of return (quantitatively, not sale of “all or substantially all” assets)
· Qualitative:

· History of asset dispositions.  A number of substantial transactions had already taken place in disposing and acquiring assets of the company over the years; if SHs did not like this before, corporate democracy allows SHs to vote for new board
· Prior name change.  There was also a proposal (which was implemented) to change the name of the company which required an amendment to the articles; so SHs were on notice that the nature of the company was changing and that Signal was not just an oil and gas company anymore with oil and gas assets ceasing to be the core of the business
· COURT:  given the operations since 1952, such acquisitions and dispositions have become part of the ordinary course of business
· “[I]t is one thing for a corporation to evolve over a period of years into a multi-business corporation, the operations of which include the purchase and sale of whole businesses, and another for a single business corporation by a one transaction revolution to sell the entire means of operating its business in exchange for money or a separate business.”
· Why not just have a quantitative analysis only?

· b/c you could still sell all your assets and still have a qualitatively significant continuing business interest
· Katz v. Bregman:  P was the T (seller) - Plant Industries; V is the buyer; T was selling its Canadian sub
· COURT enjoined trx because SH vote was required under DE 271 b/c it was a sale of substantially all assets
· Quantitative:

· Plant’s Canadian operations represented 51% of Plant’s assets
· Represents 44.9% of Plant’s sales’ revenues
· Represents 52.4% of its pre-tax net operating income
· Qualitative:

· Historically, the principal business of the parent has not been to buy and sell industrial facilities but rather to manufacture steel drums …
· The proposal, after the sale of the Canadian assets, to embark on the manufacture of plastic drums represents a radical departure from Plant’s historically successful  line of business, namely steel drums
· Hollinger Inc. v. Hollinger Intern., Inc.:  Hollinger Inc (Inc) was controlling SH of Hollinger Int’l (Int’l) through 68% voting power; Int’l sought to find a buyer for Telegraph (sub of Int’l)
· Quantitative:
· b/c it retains other significant assets, the corporation will retain economic vitality even after the sale

· Telegraph = major quantitative part of Int’l’s economic value

· Telegraph = less than 50% of Int’l’s revenues during last 3 years

· In book value terms - neither Telegraph nor Chicago group approach 50% of Int’l’s asset value

· EBITDA - Chicago is “more quantitatively nutritious” to Int’l than Telegraph

· Qualitative:
· If the court merely believes that the economic assets being sold are aesthetically superior to those being retained, qualitative element is not satisfied

· KEY:  the qualitative element of Gimbel focuses on economic quality and, at most, on whether the transaction leaves the SHs with an investment that in economic terms is qualitatively different than the one that they now possess; it is an attempt to identify transactions that “strike at the heart of the corporate existence”
· FACTS:  during course of its existence, Int’l has frequently bought and sold a wide variety of publications; in CanWest sale (in the past), it disposed of a number of major newspapers in Canada--and diminished its assets by half--all without a SH vote; also performed an Australia and American downsizing in the past; it can be said that acquisitions and dispositions of independent branches of Int’l’s business have become part of the company’s ordinary course of business

· Reasonableness to investors.  “[I]t is not reasonable to assume that [investors] invested with the expectation that Int’l would retain Telegraph even if it could receive a price that was attractive in light of the projected future cash flow of Telegraph.”

· This prong addresses the rational economic expectations of reasonable investors…not the aberrational sentiments of the peculiar persons who invest money to help fulfill the social ambitions of inside managers and to thereby enjoy through ownership of common stock vicariously extraordinary lives themselves.
· DE
· ENABLING PROVISION (DE 271(a))

· Every corporation may at any meeting of its board…sell…all or substantially all of its property and assets…[for consideration]

· BOARD APPROVAL (DE 271(a) + DE 141 (for B) + DE 152)

· (a) If T desires to sell all or substantially all assets, T board must adopt a resolution for such sale
· NOTE:  nothing in DE 271 says anything about B Co board approval

· Refer to corporate norm that Board manages the affairs and business of the company (DE 141)
· If B is issuing stock, the board determines when and on what terms to issue the stock (DE 152)

· SHAREHOLDER APPROVAL (DE 271(a) + NYSE 312)

· (a) The board may sell all or substantially all of its assets…when and as authorized by a resolution adopted by the holders of a majority of the outstanding stock of the corporation entitled to vote
· NOTE:  this language only applies to T Co

· POLICY:  gives SHs a voice when there is a fundamental change

· For Bidder:  there is no SH vote under DE 271; there will only be a vote of the B’s shares if the company is publicly traded and a vote is required under NYSE 312

· NOTE:  if an all cash deal, the only constraint on B board is fiduciary duty of care

· APPRAISAL (DE 262(a))

· (a) IF constituent to a merger OR certificate of incorporation provides, THEN DE Corp. shares get appraisal right
· Applies to both surviving and disappearing
· Also DE 262(c) allows for private ordering (i.e., to grant appraisal rights in situations where statute does not mandate right of appraisal)

· NOTE:  MBCA also requires right to vote under 11.04; DE just requires that you are a constituent merger

· An asset purchase is not a merger - therefore, in DE, neither B nor T SHs will get a right of appraisal
· ADVANTAGE:  boards of the companies do not have to worry about appraisal rights

· MBCA
· Threshold question:  does MBCA 12.01 or MBCA 12.02 govern?

· MBCA 12.01 - disposition of assets not requiring SH vote

· If you sell any or all of the corporation’s assets in the usual and regular course of business, then SH vote not required

· MBCA 12.02 - SH vote required for certain dispositions (fundamental change)

· KEY:  IF no significant continuing business activity remain after deal, THEN not assets sold in the ordinary course of business

· BOARD APPROVAL (MBCA 12.02(b) + MBCA 8.01(b) + MBCA 6.21(c))
· (b) a disposition that requires approval of the SHs under subsection (a) shall be initiated by a resolution by the board authorizing the disposition
· SHORTHAND:  board must adopt a resolution for the sale of assets and must submit to SHs for a vote

· NOTE:  only applies to the board of T Co

· NOTE:  board shall transmit to SHs a recommendation that SHs approve the proposed disposition, unless there is s a conflict of interest and board explains this

· For Bidder:  all corporate powers shall be exercised by or under the authority of the board of the corporation, and the business and affairs of the corporation shall be managed by or under the direction…of its board (MBCA 8.01(b)); the board also determines when and on what terms to issue authorized shares (MBCA 6.21(c))
· SHAREHOLDER APPROVAL (MBCA 12.02(a) + MBCA 6.21(f) + NYSE 312)

· (a) IF the disposition would leave the corporation without a significant continuing business activity, THEN SH approval required
· POLICY:  gives SHs a voice when there is a fundamental change
· What is “a significant continuing business activity”? 
· Depends primarily on whether the corporation will have a remaining business activity that is significant when compared to the corporation’s business prior to the disposition
· SAFE HARBOR
· Corporation retains business activity representing at least 25% of total assets at end of most recently completed fiscal year
· Corporation retains business activity representing at least 25% of either income from continuing operations before taxes or revenues from continuing operations for that fiscal year
· NOTE:  the corporation and its subs are counted together; if these figures are satisfied, corp. is conclusively deemed to retain significant continuing business activity; the application of this bright line test should, in most cases, produce a reasonably clear result substantially in conformity with the approaches taken in the better case law developing the quantitative and qualitative analyses; the test is to be applied to assets, revenue, and income for the most recent fiscal year ended immediately before the decision to make the disposition in question
· POLICY:  greater measure of certainty than is provided by interpretations of current case law; more protective of management than SHs
· What if safe harbor doesn’t apply?  Case law?
· Yes.  The safe harbor is exactly that; a safe harbor.
· If you fall below the 25% mark, it may still be the case that a significant continuing business activity exists.

· Therefore, you either consult “substantially all” jurisprudence in the particular MBCA jdx, or turn to the DE case law as persuasive authority. 

· For Bidder:  no vote under MBCA 12.02(a) - must look to MBCA 6.21(f) if B is issuing shares and NYSE 312 if publicly traded on NYSE
· See MBCA 6.21(f) analysis above

· POLICY:  fear of value dilution; the risk is that B shares might be worth less if the consideration of assets is not adequate; the shares are being issued for assets and whatever liabilities assumed; SHs want to hold the board accountable for the adequacy of the consideration

· NOTE:  if an all cash deal, the only constraint on B board is fiduciary duty of care

· APPRAISAL (MBCA 13.02(a)(3))
· (a)(3) IF had right to vote under MBCA 12.02, THEN right of appraisal available
· For Bidder:  never gets an appraisal right for an asset acquisition

· POLICY:  B SHs are not giving up their property; MBCA gives them a voice due to value dilution issues, but their property remains in tact

· NOTE:  subject to market-out and restoration provisions above

· Why does MBCA extend right of appraisal beyond mergers?
· DE does not grant right of appraisal for asset acquisition deals

· In a stock for stock merger, there is a pooling of equity interests

· The MBCA extends the right of appraisal where you end up in the same economic place (i.e., if your interests are pooled just like in a stock for stock merger)

· So, while you end up in the same place economically (see Diagrams 1 and 5), there are numerous transactions costs in an asset deal

· STOCK PURCHASES
· Types of Structures
· Stock Purchase for Cash (traditional form - DIAGRAM 6)
· Stock Purchase for Stock (stock exchange offer - DIAGRAM 7)
· MECHANICS

· B board approaches T Co SHs directly
· Offers either cash or stock in exchange for shares of T Co
· It is possible (but not likely) that all (100%) of T Co stock is exchanged for cash or stock, unless it is a binding share exchange (in MBCA jdxs only) where T SHs transfer 100% of their stock upon affirmative vote
· After trx, B holds T Co as a subsidiary (either wholly- or partially-owned)
· EFFECT

· T Co remains in place
· If stock purchase for cash ( old T Co SHs are cashed out and there is no continuing equity interest
· If stock purchase for stock ( continuing equity interest (pooling of interest with B Co SHs)
· FORMALITIES

· DE
· BOARD APPROVAL (DE 141 + DE 152)
· For Target:  no board approval b/c approaching SHs directly; entity is not a party
· For Bidder:  board determines what amount of cash is to be exchanged (DE 141) or when and on what terms to issue authorized stock as acquisition consideration (DE 152)
· SHAREHOLDER APPROVAL (only NYSE voting, if applicable for B)
· For Target:  no statutory requirement, but in effect, the SHs vote when they decide to tender their shares
· For Bidder:  no statutory requirement (no vote under statute); if publicly traded, and issuing shares, then look at NYSE 312
· APPRAISAL (none)
· NOTE:  there is no right of appraisal available in the stock purchase context
· POLICY:  T Co SHs are not being deprived of their property; they have a choice; B Co
· MBCA
· BOARD APPROVAL (MBCA 8.01(b) + MBCA 6.21(c))
· For Target:  no board approval b/c approaching SHs directly; entity is not a party
· For Bidder:  board determines what amount of cash is to be exchanged (MBCA 8.01(b)) or when and on what terms to issue authorized stock as acquisition consideration (MBCA 6.21(c))
· SHAREHOLDER APPROVAL (only NYSE voting, if applicable for B)
· For Target:  no statutory requirement, but in effect, the SHs vote when they decide to tender their shares
· For Bidder:  no statutory requirement (no vote under merger statute); if publicly traded, and issuing shares, then look at NYSE 312
· The Binding Share Exchange (MBCA 11.03 - DIAGRAM 7)

· ENABLING:  MBCA 11.03(a)(1):  a domestic may acquire all shares of one or more classes or series of shares of another domestic/foreign corp in exchange for shares or other securities, interests, obligations, rights to acquires shares or other securities, cash, other property, or any combination of the foregoing, pursuant to a plan of share exchange; MBCA 11.03(a)(2):  all shares of one or more classes or series of shares of a domestic may be acquired by another domestic or foreign corporation in exchange for [same as above]
· NOTE:  a foreign corporation or eligible entity may be a party to a share exchange ONLY IF the share exchange is permitted by the organic law of the corporation or other entity (MBCA 11.03(b))

· OFFICIAL COMMENT:  (1) In the absence of the procedure authorized in MBCA 11.03, this kind of result often can be accomplished only by a triangular merger (MBCA 11.03 authorizes a more straightforward procedure to accomplish the same result); (2) after the plan of share is adopted and approved as required by MBCA 11.04, it is binding on all holders of the class or series to be acquired

· BOARD APPROVAL/SH APPROVAL (MBCA 11.04(a) + MBCA 11.04(b) + 11.04(g)) - see MBCA 11.04 in MERGERS section 
· Also see Federal Regulation of Stock Purchases (below)

· CALIFORNIA M&A LAW
· Reorganization: §181.  Reorganization means:
· (a) Merger Reorganization: A merger pursuant to Chapter 11 other than a Short-Form Merger. (Can use cash)

· (b) Exchange Reorganization: A Stock Purchase where the Bidder purchases a controlling amount of Target’s shares from Target’s shareholders by using its securities as consideration. (Can’t use cash as consideration)

· CA 160(b):  control means the ownership directly or indirectly of shares or equity securities possessing more than 50% of the voting power of the acquired
· (c) Sale of Assets Reorganization: A Sale of Assets where the Bidder purchases all or substantially all of the assets of the Target by using its stock or debt securities which are not adequately secured and have a maturity date in excess of 5 years after the consummation of the reorganization.  (Can’t use cash as consideration)

· MERGERS
· Merger reorganization under CA 181(a) [excludes short form mergers]
· ENABLING STATUTE (CA 1100)
· Any two or more corporations may be merged into one of those corporations…
· BOARD APPROVAL (CA 1101 (preamble) + CA 1200(a) and/or CA 1200(e))
· CA 1101 (preamble):  BoD of each corporation which desires to merge shall approve an agreement of merger
· NOTE:  constituent corporations shall be parties to the agreement and other persons, including a parent party (see CA 1200), may be parties
· CA 1200(a):  a reorganization shall be approved by BoD of each constitutent corporation in a merger reorganization AND
· CA 1200(e):  a reorganization shall be approved by BoD of the corporation in control of any constituent or acquiring domestic/foreign corporation or other business entity under merger reorganization AND whose equity securities are issued, transferred, or exchanged in the reorganization (a “parent company”)

· NOTE:  parent must be issuing shares and NOT cash
· SHAREHOLDER APPROVAL (CA 1201(a) + CA 1201(b) + 1201(c) + 1201(d))
· (a) IF BoD approval required under CA 1200 the terms of reorganization shall be approved by the outstanding shares (see CA 152) of each class of each corporation
· NOTE:  each class is entitled to a separate vote
· Voting standard (CA 152):  approved by the affirmative vote of a majority of the outstanding shares of each class or series entitled to vote

· EXCEPTIONS:

· (a) Unchanged preferred shares.  No approval of preferred shares of survivor/acquirer/parent party IF rights/preferences do not change UNLESS articles provide otherwise
· (b) 5/6th voting power.  No approval if corporation or its SHs before reorg (or both) shall own (immediately after reorg) equity securities of survivor/acquiror/parent possessing more than five-sixths of the voting power of the survivor/acquiror/parent
· EXCEPTION TO EXCEPTION

· (c) Amendment to articles.  SH vote of survivor still required in merger reorg if articles are amended (applies to votes excluded by (b))
· (d) Rights/preferences change.  SH vote still required of any class that is party to a merger IF receiving shares of survivor/acquiror/parent party having different rights, preferences, privileges or restrictions than those surrendered (applies to votes excluded by (b))
· APPRAISAL RIGHTS (CA 1300)
· CA 1300(a):  IF SH vote required under 1201(a), (b), (d) and (e) and IF shares are “dissenting shares,” THEN each SH entitled to vote on trx or each SH of sub in short form may demand cash for his shares from corp
· EXCEPTION (not “dissenting shares” - MARKET OUT):

· CA 1300(b)(1)(A) & (B):  publicly traded
· EXCEPTION TO EXCEPTION (restoration):

· CA 1300(b)(1):  restored IF demands for payment are filed with respect to 5% or more of the outstanding shares of that class

· POLICY:  legislature has determined that if dissent reaches 5%, then this is a large enough constituency of discontent which shows distrust of the market’s valuation of their shares and a lot of people dumping their stock can destabilize the pricing of the shares
· ASSET ACQUISITIONS
· Sale-of-assets reorganization under (CA 181(c))
· Acquisition of all or substantially all
· In exchange for equity securities or debt securities (see qualifier in CA 181(c))
· NOTE:  if cash consideration used or debt securities outside of CA 181(c) definition, then CHAPTER 10 governs; otherwise, CHAPTER 12/13 govern
· Sale-of-Assets Reorganization under CA 181(c) (CA CHAPTER 12/13)
· BOARD APPROVAL (CA 1200(c))
· Reorganization shall be approved by BoD of BOTH the acquiring and the corp whose property/assets are acquired

· SHAREHOLDER APPROVAL (CA 1201(a) + CA 1201(b) + CA 1201(c) + CA 1201(d))
· See CA Mergers section
· APPRAISAL RIGHTS (CA 1300(a) + CA 1300(b))
· See CA Mergers section
· Sale-of-Assets (NON-REORGANIZATION) (CA CHAPTER 10)
· ENABLING STATUTE (CA 1001(a))
· a corporation may sell, lease, convey, exchange, transfer, or otherwise dispose of all or substantially all of its assets…
· BOARD APPROVAL (CA 1001(a))
· …when the principal terms are approved by the board…

· SHAREHOLDER APPROVAL (CA 1001(a))
· …UNLESS the trx is in the usual/regular course of business, approved by the outstanding shares (see CA 152), either before or after board approval and before or after the trx
· APPRAISAL RIGHTS (NONE)
· NOTE:  if it’s not a fundamental change trx, then CA 1000 applies and not CA 1001
· CA 1000:  …mortgage, deed of trust, pledge or other hypothecation of all or any part of the corporation’s property…
· NOTE:  B board acts pursuant to corporate norm of managing affairs of the company and B SHs will be protected by B board’s fiduciary duties
· STOCK PURCHASES
· Exchange reorganization under CA 181(b)

· Acquisition of equity shares
· In exchange for equity shares
· BOARD APPROVAL (CA 1200(b))
· Reorganization shall be approved by BoD of acquiring corp in an exchange reorganization

· SHAREHOLDER APPROVAL (CA 1201(a) + CA 1201(b) + CA 1201(c) + CA 1201(d))
· See CA Mergers section
· APPRAISAL RIGHTS (CA 1300(a) + CA 1300(b))
· See CA Mergers section
Successor Liability in Merger Transactions and Stock Purchases

· Generally

· Another trx planning issue:  the focus of analysis shifts to the impact of a particular acquisition on the interests of the creditors of the company to be acquired
· Generally, B has the ability to get the benefits of the rights that T has under these agreements
· Thus, due diligence is important in that trx planners need to uncover, review, and evaluate all contracts to determine what rights will pass to B
· ASK:  are there any provisions that will prevent B from realizing a benefit that T had? (e.g., restrictions clauses)
· Knowing the default rules is important in two areas:  (1) negotiating the K at issue AND (2) when the acquisition is negotiated and effectuated
· MERGERS

· In most states, a merger takes effect once the articles of merger are accepted for filing by the secretary of state’s office
· The convenience of the merger procedure lies in the fact that this transfer of control over T’s business takes place by operation of law and without need for further action on the part of T or B 

· Rule of successor liability:  after merger takes effect, B succeeds--by operation of law--to all of the rights and all of the liabilities of T (all assets of surviving company are available to satisfy creditors of BOTH constituent corporations in a direct merger--regardless of whether the 3rd party’s claim arises under K or tort)
·  Mesa Partners v. Phillips Petroleum Co.:  hostile takeover case with K liability implications; Mesa offered to buy 51% of GAO (offer conditioned on obtaining that much); Mesa announced that it would squeeze out remaining minority but not how specifically; this led to a two-tier front-end-loaded bid; GAO did not want to fall into hands of Pickens’s Mesa; they found a “white knight” in Phillips, but Phillips mandated that Mesa has to back out; a Standstill Agreement was drawn up by GAO; Phillips and GAO counsel decided to take a “subtle” approach to secure Phillips’s inclusion in the K without specific use of its name; it was agreed to use language in the agreement, which by implication could be construed to apply to Phillips (done this way to avoid “raid” by Pickens); when GAO merged into Phillips by short-form merger, Mesa contended that on its face the Standstill Agreement applied only to GAO
· COURT:  the only benefit that GAO got was that Mesa wouldn’t acquire GAO, not both GAO and Phillips; at the conclusion of the Phillips-GAO merger, the purpose of the agreement was already fulfilled, and therefore, there was no benefit to inure to Phillips under the Standstill Agreement
· Viewing Phillips as a successor beneficiary of the Standstill Agreement does violence to the mutual intention of the parties
· The case turned on negotiation strategy in drafting the Standstill Agreement:  must state party intentions clearly in order to secure benefits (a business decision merges with a legal decision)

· STOCK PURCHASES

· Stock purchase leaves the T in place

· Rule of successor liability:  all T assets remain in place to satisfy the claims of T creditors, which also remain in place; B assets are insulated from liability on the claims of T creditors

· Corporate law principle:  the corporation is a separate legal entity that provides a shield of limited liability, protecting the company’s owners (the SHs) from any personal liability on the business debts by the corporation

· EXCEPTION:  unless the corporate veil is pierced

· NOTE:  in the case of publicly traded companies, the existence of the corporation as a separate legal entity that provides the shield of limited liability to its owners is of crucial importance

· Use of Change of Control Clauses [could be applicable to triangular mergers] 
· Branmar Theatre Co. v. Branmar, Inc.:  LL was a shopping center (Branmar, Inc.); LL wanted Branmar Theatre Inc. as a T b/c they had connections to theater industry and had expertise; LL was a stakeholder in the theater’s business b/c LL got a % of gross receipts; the T would be Branmar Theatre Inc., but owners were Rappaports (R) (but entity was the T); Schwartzes (S) want to buy the Rappaport business; LL refused assignment b/c LL did not approve of S’s expertise; S and Rappaport negotiate a stock purchase and S purchases all of T’s stock; T sued to enjoin termination of lease for violation of covenant restricting transfer w/o consent
· COURT:  there was no transfer because the stock purchase constituted a change of ownership
· In the absence of fraud, transfer of stock of a corporate lessee is ordinarily not a violation of a clause prohibiting assignment 

· When lease was executed, LL accepted the risk of a corp entity as T whose stock might foreseeable be transferred by the then SHs

· R incorporated to get benefit  of shield of limited liability
· The separateness of the entity will be respected unless circumstances justify otherwise

· This is what was bargained for and LL should have drafted protections in the case of a stock transfer

· KEY:  form matters and a stock purchase does not result in a transfer or assets such as a lease agreement (default rule); but the LL could have included a change of control provision that would mandate a termination of the lease if there was a change of control that resulted from various types of acquisitions
· PPG Industries, Inc. (change of control clause in cross-assigned patent license)

· ASSET ACQUISITIONS

· The asset purchase usually contemplates a two-step trx in order to distribute the acquisition consideration into the hands of T SHs
· T will dissolve following sale of all assets
· Satisfy claims of T creditors
· Distribute remainder to T SHs
· File articles of dissolution
· Liability for unlawful distribution:  if dissolving corporation (seller) distributes remaining cash/stock to SHs before satisfying creditor claims, creditor can sue SHs of seller to recover money up to the amount of that SH’s received distributions (or pro-rata share of the claim if less) (see DE 282(a))
· NOTE:  there is generally a 2 or 3 year SOL in order to protect the interests of SHs of dissolved company (giving them certainty as to when their distribution is not subject to any claims after dissolution)

· NOTE:  if directors make illegal distributions, their personal assets are susceptible to claims under theory of unlawful distribution (only if board was grossly negligent - subject to BJR - see fiduciary duties below)

· Delaware’s Innovative Procedures for Dissolution (safe harbor):  board of dissolving seller may make its best guess as to what the potential long tail claims are and what they might cost so that it can put $ (adequate security as determined by a court) in escrow to satisfy future long tail claims (DE 281(a) + DE 280(c)(3))
· POLICY:  managers and investors need certainty provided by limitations periods that cut off claims vs. compelling fairness concerns of injured consumers
· Rule of successor liability:  the B is not responsible for any liabilities of T UNLESS:

· (1) it expressly or impliedly assumes liabilities;

· (2) the asset transaction was effected for the purpose of defrauding creditors;

· (3) the trx constitutes a de facto merger (DE recognizes this exception); OR

· (4) the B who acquires the assets constitutes a mere continuation of the T business

· [products line exception - CA]

· Contract Creditors
· ISSUE:  contract creditors will submit a claim at the time of winding up/dissolution when they get notice from company that company is winding up and dissolving

· Bud Antle, Inc. v. Eastern Foods, Inc.:  B&B owed debt to its creditor Bud Antle (P); B&B fell on hard times and was strapped for cash; B&B negotiated an Option Agreement/Management Agreement w/ Eastern (D, and prospective buyer); B&B got $50K for giving D an option to purchase of the business of B&B; lawyer for D negotiated for protections such as segregated accounts, operation of B&B under a different name, etc. (good lawyering); P did not allow restructuring of B&B’s debt; there was no statutory merger of B&B and D; P sued D to recover debt owed by B&B from D

· COURT:  D was not responsible for liabilities of B&B b/c no assumption of liabilities, no de facto merger, no mere continuation, and no fraud
· The Ct assumed that the management agreement allowed D to retain some B&B assets and use them for its own operations, which would be a transfer of assets

· No factual basis for P to claim that it was deceived in any way by D

· If Ct would have agreed w/ D that this was a de facto merger, then it would have to rewrite the K between P and B&B 
·  Default rule:  a corporation that purchases or otherwise acquires the assets of a second corporation does not assume the debts of the second corporation UNLESS:
· (1) the buyer expressly or impliedly agreed to assume such debts; or

· (2) the transaction amounts to a de facto merger of the buyer and seller; or

· Continuation of enterprise of seller corporation, so that there is continuity of management, personnel, physical location, assets, and general operations

· Continuity of seller shareholders (continued equity interest)

· NOTE:  there must be some sort of continuation of the SH’s ownership interests

· Here the consideration was cash

· Seller corp ceases operations, liquidates, and dissolves (surviving/disappearing)

· Purchasing corp assumes those liabilities and obligations the seller ordinarily necessary for the uninterrupted continuation of normal business operations of the seller corp

· NOTE:  DE makes exception to its general rejection of the de facto merger doctrine in this context

· (3) the buying corporation is a “mere continuation” of the selling corporation; or

· Applies when purchasing corp is a mere continuation or reincarnation of selling corp

· TEST:  whether there is a continuation of the corporate entity of the seller--not whether there is a continuation of the seller’s business operation (i.e., common identity of officers, directors and SHs in the selling and purchasing corps)
· (4) the trx is entered into fraudulently in order to escape liability for such debts (i.e., fraudulent transfer of asset for less than FMV)
· Tort Creditors
· ISSUE:  while contract creditors are generally known at the time of dissolution b/c such creditors exist by way of negotiated K, tort creditors may not be known at the time of dissolution (b/c such creditors are not creditors by choice)

· During the course of its due diligence investigation of the T’s financial affairs and business operations, B will be able to identify the known, current claims pending against T Co

· The information that is discovered as to the number and dollar value of known claimants against T Co will affect B’s valuation of T’s business, and accordingly, B can ask for a purchase price adjustment
· However, there are also long tail claimants, those which may not arise until long after the deal is done 
· Two types of long tail claimants that are the most worrisome:  (1) products liability claimants AND (2) environmental damage claimants
· This externality--the opportunity to shift foreseeable risks of T’s operations to 3rd parties who are not represented in the process of negotiating B’s acquisition of T--is an inherent attribute of this method of acquisition

· Ruiz v. Blentech Corporation:  Custom sold equipment to Blentech (D), Ruiz’s (P’s) employer; P got hurt on the job while using equipment manufactured by Custom; both D and Custom were CA companies; Custom sold assets to D and then dissolved; P did not get hurt until 6 years after the sale of assets and dissolution of Custom; P had no insurance, so he sued D as successor to Custom’s assets for his injuries; D argued that while it purchased the assets, it did not assume all of Custom’s liabilities; D had assumed some product liability claims; while injury occurred in IL, the asset sale was governed by CA law; CA law provided an exception to asset sale successor liability that was not available in IL law; a dispute arose over whose tort law governed the case (an outcome determinative issue) 
· These kinds of long tail claims are an inherent externality of these kinds of trxs

· COURT:  Ruiz has no claim against D as acquiror of old Custom assets b/c there was no valid exception to rule of successor liability as to asset purchases
· IL had the traditional four exceptions available but CA had a fifth exception (the “products line” exception)

· Purchasing corp assumes seller’s liabilities when:

· (1) it expressly agrees to assume them;

· D disclaimed all liabilities arising after asset deal date

· (2) the asset sale amounts to a de facto merger;

· Custom sold assets to D for cash, not stock

· (3) the purchaser is a mere continuation of the seller; 

· No continuing equity interest or shared identify of management/ownership

· (4) the sale is for the fraudulent purpose of escaping liability for the seller’s obligations;
· No occasion for fraud here

· [(5) the purchaser continues to produce the seller’s line of products assumes SL in tort for defects in units of the same product line previously manufactured and distributed by the seller] - AVAILABLE WHEN:  (1) P lacks adequate remedy against seller/manufacturer; (2) purchaser knows about product risks associated with the line of products that it continues; and (3) seller transfers good will associated with the product line
· The difference b/w IL and CA rules was decisive b/c P’s case depended entirely upon whether the products line exception applied

· Whether CA exception applied depended on the purpose and nature of the products line exception

· The Ct concluded that it was promulgated as a part of CA tort law to impose liability on the purchaser of assets even though purchasers generally do not assume liabilities unless expressly done so (POLICY:  shifts burden of compensation for injury from the consumer to the manufacturer to encourage manufacture of safe products)

· Since the exception was grounded in CA tort law and IL tort law governed the tort at issue, the products line exception could not be employed

· Personal Guaranties
· Those that have agreed to personal guarantees in borrowing $ for the corp as SHs of the corp will have to renegotiate w/ creditors of T in order to release themselves from liability if T is being acquired by B

· Default rule:  personal guarantees remain even when SHs of an acquired are cashed out

· NOTE:  default rules are important in two contexts:  (1) when biz is negotiating a K with a 3rd party creditor AND (2) when negotiating an acquisition

· Commercial Leases
· GR for REAL PROPERTY:  interests in real property are freely transferrable (alienable), unless there is a reasonable restriction

· MAJORITY VIEW is that leases are freely assignable unless the lease expressly includes a clause prohibiting assignments (i.e., transfers)

· POLICY:  free alienability

· ASK:  whether the acquisition (merger, asset purchase, stock purchase) qualifies as a transfer that triggers the non-assignment clause contained in the T’s lease with LL

· So it is a two-step inquiry:

· (1) Is it a transfer? AND IF SO,

· (2) Is the transfer permitted?

· Branmar Theatre Co. (finding there was no assignment in violation of non-assignment clause b/c stock purchase did not constitute a transfer)
· Intellectual Property Licensing Agreements
· Whereas the transfer of rights under commercial leases is usually governed by state law, the analysis of the transfer of rights to IP is further complicated by federal law that protects certain IP rights, particularly patents and copyrights
· GR for PERSONAL PROPERTY:  interests in personal property are generally governed by UCC Article 9 (state law issue)
· NOTE:  if there are collective bargaining agreements, special rules apply and a labor lawyer will have to look at these
· B’s willingness to acquire T Co is often driven by the ability of T Co to transfer its rights under these licensing agreements

· PPG Industries, Inc. v. Guardian Industries Corporation:  PPG (P) and Permaglass (Perma) cross-assigned licenses to each other; Perma gave exclusive license to its patents to PPG; PPG granted non-transferrable licenses for Perma to use; 5 years later, Perma merged into Guardian (statutory direct merger); Guardian wanted the benefit of the bargain Perma made with PPG (the patent licenses); Guardian (D) used the patents and PPG sued for patent infringement; D defended by saying it was authorized use; P responded that the K had language stating that all rights were personal to Perma and non-transferrable without P’s consent
· Merger successor liability rule:  all assets and liabilities transfer by operation of law
· Default rule:  Federal Patent Law

· Agreements granting patent licenses are personal and not assignable unless expressly made so
· NOTE:  the law treats a license as if it contained restrictions in the absence of express provisions to the contrary
· POLICY:  we want these goods to be used to their max potential and make them personal to their owner

· COURT:  D cannot use the patents of PPG b/c there was a restriction on transfer and the merger constituted a transfer
· P contracted that Perma got a non-exclusive, non-transferrable, royalty-free, right and license that shall be personal to Perma and non-assignable EXCEPT with the consent of PPG first obtained in writing
· The language evinces an intent that only Perma can enjoy and use the patents

· A transfer is no less a transfer because it takes place by operation of law rather than by a particular act of the parties; the merger was effectuated by the parties and the transfer was a result of their act of merging

· Change of Control Provision
· The agreement provides for termination with respect to the two PPG patents in the event of an indirect takeover of Perma by a change in the ownership of a majority of its stock

· Form matters:  the default rules associated with the different methods for structuring an acquisition do influence the choice of structure to be used for a particular deal (here, merger = transfer)

· This case illustrates the manner in which the default rules serve to allocate the economic risks associated with completing a particular acquisition as well as allocating the costs associated with bargaining around the default rule in order to obtain a different economic result that is desired by the parties.

· Must use customary warranties and reps provisions in order to allocate business and financial risk b/w the parties to the agreement
Federal Securities Law Provisions that Apply to Negotiated Business Combinations

· SECURITIES ACT OF 1933 (THE 1933 ACT)
· Whenever B proposes to use its own stock (or other securities) as the acquisition consideration, B, as the issuer, must comply with the registration requirements of the 1933 Act, or find an exemption

· The 1933 Act doesn’t apply if the B offers all cash to acquire T

· POLICY:  protect the purchaser of securities by requiring the issuer to disclose all material facts regarding the proposed offering of its securities so the prospective investor (purchaser) can make an informed investment decision

· Registered Transactions
· The 1933 Act registers transactions not securities (each separate trx will require registration or exemption)

· If B (public or private) issues its stock as acquisition consideration, then must register or find exemption for distribution of its securities

· T Co SHs must have received the prospectus (a part of the registration statement) before SEC will declare the RS effective

· Includes info about the issuers, its business and financial affairs, and the proposed use of the proceeds received from the offer and sale of company’s stock

· EFFECT:  time-consuming and expensive process when B is using its stock as acquisition consideration (affects the timing of closing the trx due to delay in SEC’s review of submitted materials)

· NOTE:  the issuance of stock in exchange for valuable consideration such as the business of T is considered a distribution of securities triggering the 1933 Act

· Form of Registration Statement
· The form of registration statement most often used in an acquisition trx is the Form S-4, which is the form of RS used in biz combination trxs in which securities are being used as the acquisition consideration (contents governed by Regulation S-K)

· Exempt Transactions
· POLICY:  since the process of a preparing and filing a RS is time-consuming and expensive, sometimes this imposes greater costs than the public benefits to be gained from the issuer’s preparation of detailed disclosures

· § 4(1) workhorse exemption:  transactions not involving an issuer, underwriter or dealer are exempted from the registering requirements under the 33 Act

· § 4(2) private placement exemption:  issuer must show that the proposed transaction doesn’t involve a public offering of its securities (i.e., issuer must show it is a non-public offering)

· Non-public offering is defined as a transaction where the proposed offer and sale of the issuer’s securities was limited to those who could fend for themselves—the issuer must establish that all the offerees and purchasers had access to the kind of info which registration statement would disclose (Ralston Purina standard)

· The kind of information that the offerees would need is forward-looking information that would indicate what the future of the B’s stock is so that the offeree can assess what the stock’s potential is

· This kind of information will be disclosed through a private placement memorandum
· § 4(2) Safe Harbor Provision, Rule 506 of Reg D:  there is no dollar amt limit of the private offering exemption available under this rule, so long as the offering is made only to—

· Accredited purchasers (as a natural person, you have to be smart enough to make the decision so that you can determine the risks/merits of the investment opportunity OR you must be rich enough to be able to afford to lose your investment) AND

· There are no more than 35 non-accredited purchasers who must also satisfy a Reg D standard of financial sophistication 
· A single investor who fails to satisfy this standard will destroy the basis of the exemption as to the entire offering
· Limited Offering Exemptions, Rule 504 and Rule 505 of Reg D—SEC has authority to exempt offerings up to $5 million; these small offering exemptions are often used in the acquisition of small private companies, so if B proposes to issue more than $5 million of its securities to acquire T, these exemptions won’t be useful
· Reg D prohibition on use of general advertising or general solicitation
· Puts a damper on recruiting investors

· Restricted Securities and Rule 144:  shares that are issued by the B under any of the Reg D exemptions, as well as securities that are sold in reliance on § 4(2) exemption, are treated as restricted securities (significant restrictions on the resale of these shares)
· EFFECT:  receiving restricted stock poses an important economic risk on T SHs b/c they would be locked into an investment in B for a period of time before they can sell their shares

· NOTE:  liquidity problems as to public companies reduced by changes to Rule 144 (see EXCEPTION below)

· How can T SHs bargain around this problem?

· Ask for an illiquidity discount (compensate with more shares)

· Ask for resale registration rights where B would be required after closing to register the shares that are issued to T SHs

· RULE 144:  restricted stock could be resold by its ownerss only after purchaser satisfied a one-year holding period AND after satisfying holding period, owners are permitted to dispose of their shares subject to quantity limitation of Rule 144; after holding for two years, shares are freely tradable in open market

· EXCEPTION:  the holding period for public reporting companies is six months rather than one year (applies to non-affiliates - one who is not in control of the issuer of the securities), and after one year, the stock is freely alienable

· SECURITIES EXCHANGE ACT OF 1934 (THE 1934 ACT)
· Whenever the B or the T is publicly traded (an SEC reporting company) AND must obtain SH approval for a proposed trx, then the company must comply with the federal proxy rules (Section 14) in connection with its solicitation of SH votes to approve a proposed acquisition
· Reporting Companies fall into one of two categories—

· (1) Companies whose shares are listed for trading on a national exchange (NYSE, NASD, NASDAQ); OR

· (2) Companies that meet BOTH of the following criteria—

· (i) they have a class of shareholders numbering 500 or more; and

· (ii) they have assets totaling $10 million or more 

· Company must provide full and adequate disclosure of all material facts about the deal

· GOAL:  to provide SHs w/ info they need to make an informed decision

· Process and Forms (RE: federal proxy rules)
· Section 14(a) of the 1934 Act prohibits solicitation of proxies from SHs of reporting companies unless made in compliance with the federal proxy rules
· The process of soliciting proxies is governed by Regulation 14A (governs the timing and process of soliciting SH votes to approve an M&A trx)
· The required items of information that go in the proxy statement are governed by Schedule 14A

·  NOTE:  where B proposes to use its securities as the acquisition consideration and therefore must file a RS to satisfy the 1933 Act, then Form S-4 is to be used in lieu of Schedule 14A under the proxy rules
· T SHs will need to see forward-looking information that will tell them why the board thinks this is a good deal so that T SHs can decide whether or not the deal is better than running the business as an independent going concern
· B SHs will want to know from their board why the deal is good and why B SHs are better off by issuing a certain number of shares for a particular business (value dilution concerns)
· The Proxy Statement will usually consist of (see Page 11 of Chapter 4 supplement):
· (1) a cover page that usually takes the form of a short letter to T SHs that describes the proposed acquisition;
· (2) a formal notice of the meeting;
· Included to comply with state corporate code notice requirements for acquisitive trxs
· (3) a table of contents that lists the different items of disclosure contained in the proxy statement; AND
· (4) the proxy statement itself
· Liability:  Liability for false and/or misleading disclosures in the proxy statement is imposed by the terms of Rule 14a-9

· Schedule 14A establishes only a minimum level of required disclosure
· The standard to avoid liability for false and misleading proxy disclosures requires full and adequate disclosure of all material facts (see Basic below)
· See Regulation 14D and Schedule TO below (required disclosures for tender offers)
· Antifraud Provisions

· Both B and T must be mindful of the antifraud provisions of the securities laws in the context of any communication (oral or written) regarding a proposed trx
· Rule 10b-5 (misinformation as to material information) and Rule 14e-3 (Insider Trading in TO context)
· By itself, Rule 10b-5 does not impose a duty to disclose
· The most important source of a duty to disclose information for a publicly-traded company is the periodic reporting obligations imposed by the 1934 Act
· Form 10-K (annual)
· Form 10-Q (quarterly)
· Form 8-K (used for special events such as M&A)
· The SEC has moved to a “real-time disclosure” model
· RULE:  must file 8-K four days after the triggering event

· Even when there is no duty to disclose, once you speak--whether you are volunteering information in a periodic filing or by way of a press release announcing a trx or in response to an inquiry from a regulator--then Rule 10b-5 requires that you speak truthfully, providing full and adequate disclosure of all material facts

· Basic v. Levenson:  Basic put out three public statements denying the existence of merger negotiations; SHs who sold their shares after the first statement was issued sued in a class action for failure to disclose material information
· Standard of Materiality:  (1) an omitted fact [or stated but untrue fact] is material if there is a substantial likelihood that a reasonable SH would consider it important in deciding how to vote [or whether or not to invest] AND (2) there must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the total mix of information made available
· If the event is contingent or speculative in nature, in order to ascertain whether or not the reasonable investor would consider the information significant, a finding of materiality will depend on:

· (1) the indicated probability that the event will occur AND
· Look at indicia of interest in the trx at the highest corporate levels such as board resolutions, instructions to investment bankers, actual negotiations b/w principals and their intermediaries, etc.
· (2) the anticipated magnitude of the event
· Mergers are generally high magnitude events, especially for small corporations
· Consider:  size of the two entities and potential premiums that could be realized
· …in light of the totality of company activity
· United States v. O’Hagan:  OH was partner in a law firm; law firm represented GrandMet (GM) who was involved in a tender offer for Pillsbury shares; OH did not work on the trx but was aware of the trx; OH bought stock options (way out of the money) in Pillsbury; his proft from the options was $4.3 million; OH was indicted for violating 10b-5; 8th Cir. Reversed holding that 10b-5 criminal violation cannot be had under new misappropriation theory; also issues of fraudulent practices in the tender offer setting (the Rule 14e-3 issue)
· ISSUES:  (1) is a person who trades in securities for personal profit, using confidential information misappropriated in breach of a fiduciary duty to the source of the information, guilty of violating § 10(b) and Rule 10b-5? AND (2) Is Rule 14-e3 valid to proscribe trading on undisclosed information in the tender offer setting, even in the absence of a duty to disclose?
· COURT:  misappropriation is enough to satisfy the “deception” requirement of 10b-5 and Rule 14e-3 is valid even in the absence of a duty to disclose
· Misappropriation theory:  fraud is committed in connection w/ securities trx when one misappropriates confidential non-public information
· The disclosure obligation runs to the source of the information (not to all investors)--here, OH’s law firm and client GM
· Practical impact:  Rule 14e-3 prohibits insider trading surrounding TOs regulated by § 14 of the 1934 Act - by adopting Rule 14e-3, the SEC established a “disclose or abstain from trading” rule under the Williams Act
Federal Regulation of Stock Purchases
· Generally
· Stock purchases are mostly regulated by federal law and partly by state anti-takeover statutes

· POLICY:  no SH can be forced (coerced) into selling their shares by the will of the majority

· As a general matter, these SHs “vote on their feet” by deciding whether or not to tender their shares to the offeror

· The SHs can be expected to refuse to sell their shares, either because they think the terms are unfair, or they just don’t want to sell

· It is up to the individual SH to bargain for the best price possible, an exercise that depends heavily on the SH’s ability to access necessary info about T’s business and financial affairs in order to bargain effectively w/ B
· Agency Cost Problem

· The agency cost problem is inherent in the corporate form of business organization involving  the separation of ownership from control over the company’s business operations
· When the owners of a company delegate managerial authority over the company’s business affairs to agents (board and officers), the resulting separation of ownership and managerial control creates divergent incentives
· Assuming some separation of ownership and control, SHs will probably want some information from the board as to the value of the deal

· Thus, the distinction b/w privately held vs. publicly traded corps becomes important in analyzing the agency cost problem in acquisition context

· Closely held:  heightened ability to gather necessary information

· Publicly held:  serious difficulties in obtaining information from management b/c SHs are so diffuse, which creates an information gap
· Given the information gap problem, Congress decided to regulate cash tender offers by adopting the Williams Act, which added subsections (d) and (e) to section 13 and subsections (d) and (e) to section 14 of the 1934 Act
· PURPOSE OF THE WILLIAMS ACT:  to provide for full disclosure in connection with cash tender offers and other techniques for accumulating large blocks of equity securities of publicly held companies; designed for the benefit of investors and not to tip the balance of regulation either in favor of T management or in favor of the person seeking corporate control (equality principle)

· Section 13(d)
· Requires the filing of a disclosure document with the SEC, the issuer of the securities, and exchange where securities traded, whenever any person (or group of persons) acquires more than 5% of a class of equity security of a company that is registered under the 1934 Act (a reporting company)

· EFFECT:  regulates 3rd party open market purchases of T Co stock

· RULE (simple):  requires anyone who crosses the 5% threshold (anyone who is directly or indirectly the beneficial owner of that amount of that class) to file a Schedule 13D w/in ten days after acquiring the securities (Rule 13d-1)
· Required Disclosures (Schedule 13D) - The disclosures required by Schedule 13D include, inter alia:

· (1) the name(s) of the buyer(s);

· (2) the source of funds for the purchase(s) and the price(s) paid;

· (3) the number of shares owned;

· (4) the plans for the company if the buyer(s) intend to gain control of the company; and

· (5) information about any Ks entered into w/r/t the acquired securities

· The Filing Obligations under Section 13(d)
· GAF Corporation v. Milstein (case pre-dates SEC’s change of threshold from 10% to 5%):  Milsteins (D) owned 10.25% of GAF (P) preferred shares by virtue of owning company Ruberoid (R); R had merged into P which became a sub of R; P sued D alleging that Milsteins formed a conspiracy to act as a syndicate or group for the purpose of acquiring, holding, or disposing of GAF securities w/ ultimate goal to control GAF, which triggered 13(d) filing obligations; Milsteins had not filed a Schedule 13D as required by Rule 13d-1; Milsteins, though disclaiming legal obligation under 13(d), filed a 13D disclosing their preferred/common holding and stated that they at some future time might determine to attempt to acquire control of GAF; they also stated that they had no present intention as to whether or not any additional securities of GAF might be acquired in the future; after purchasing more shares later, they filed an amended 13D; they filed a third 13D to disclose intention of a proxy contest and D purchases 1.7% common stock
· ISSUE:  Did the Milstein syndicate constitute a group (see section 13(d)(3)) that qualified as a person for the purposes of section 13(d), and, did the D acquire stock that was exempt under section 13(d)(6)(B)?
· COURT:  the alleged conspiracy on the part of the Milsteins is one clearly covered by 13(d)
· Section 13(d)(1):  Any person who, after acquiring directly or indirectly the beneficial ownership of any equity security of a class which is registered pursuant to section 12 of this title…, is directly or indirectly the beneficial owner of [more than 5%] of such class shall, within 10 days after such acquisition, send to the issuer of the security at its principal executive office, …send to each exchange where the security is traded, and file with the SEC, a statement…

· “acquiring”:  to come into possession or control

· Beneficial ownership:  in the context of the Williams Act, where the principal concern is focused on the battle for corporate control, voting control of stock is the only relevant element of beneficial ownership

· Voting rights carry the potential of substantial influence or control
· What constitutes a group?
· Section 13(d)(3) would prevent a group of person who seek to pool their voting or other interests in the securities of any issuer from evading the provisions of the statute b/c no one individual owns more than 5% of the securities
· The group would be deemed to have become the beneficial owner, directly or indirectly, of more than 5% of a class of securities at the time they agreed to act in concert
· KEY:  conduct of getting together and pooling voting interests
· The 4 Milsteins constituted a “group” and thus, as a “person,” were subject to the provisions of section 13(d)
· They agreed after 7/29/68 (effective date of the Williams Act), to hold their GAF preferred shares for the common purpose of acquiring control of GAF

· The individuals collectively or as a group held more than 10% of the outstanding preferred shares--a registered class of securities

· As a matter of law, the Milstein group acquired the preferred shares owned by its members after 7/29/68, requiring the “person” to file a 13D if he acquired more than 2% of the class of stock in a 12-month period after 7/29/68
· POLICY:  require disclosure of information by persons who have acquired a substantial interest, or increased their interest in the equity securities of a company by a substantial amount, within a relatively short period of time (otherwise SHs cannot assess the potential for changes in corporate control and adequately evaluate the company’s worth)
· This is a material consideration for investors b/c they would want to know what could happen to the company and the stock they own
· Primarily concerned with disclosure of potential changes in control
· Disclosure of intention to acquire control (Section 13(d)(1)(C))
· If B has such intention, must disclose any plans for liquidating the issuer, selling its assets, merging it with another company or changing substantially its business/corporate structure
· Rule 13d-3 (codifies GAF, reflecting the court’s “group theory” of beneficial ownership such that will trigger the obligation to file a Schedule 13D)
· Schedule 13D vs. Schedule 13G

· SEC’s rules permit certain large SHs to file a more abbreviated form of disclosure on Schedule 13G

· Schedule 13G will be filed by passive SHs:
· (1) who do not seek control/influence of issuer AND 
· (2) who beneficially own less than 20% of the issuer’s shares
· Changed circumstances:  IF holder no longer holds shares for passive investment purpose or if holdings exceed 20%, THEN must file Schedule 13D w/in 10 days

· Annual filing:  passive SHs must make an annual Schedule 13G filing w/ SEC w/in 45 days after the end of each calendar year
· The Remedy for § 13(d) Violations

· Rondeau v. Mosinee Paper Corporation:  Rondeau (R) noticed that Mosinee (M) was trading below value; R bought stock in M amounting to more than 5%; thus, R was required to file a 13D w/ M and the SEC w/in 10 days; R did not file w/in 10 days of acquiring 5%+; after M management got on his case, R filed a late 13D describing, inter alia, the purpose of his acquisition (…in order to obtain effective control of the Issuer, but such investments as originally determined were and are not necessarily made with this objective in mind…consideration is being given to doing a public cash TO to the SHs of T); M sued R claiming that SHs sold shares w/out knowledge of possible TO and M was unable to communicate this in the interest of its SHs w/out 13D filing; M sought injunction prohibiting R from voting or pledging their stock and acquiring more shares and requiring them to divest shares already acquired
· Purpose of Williams Act:  insure that public SHs who are confronted by cash tender offer for their stock will not be required to respond w/out adequate information regarding the qualifications and intentions of the offeror
· Also gives incumbent management opportunity to explain its position
· NO INTENTION to provide a weapon for management to discourage or prevent a takeover
· COURT:  an injunction is not necessary to protect the interests of M’s SHs who either sold their stock to R at predisclosure prices or would not have invested had they known that a takeover bid was imminent
· none of the evil to which the Williams Act was directed has occurred by virtue of D’s late 13D filing
· R filed a proper Schedule 13D, though late
· There is no likelihood that the SHs will be disadvantaged should B make a tender offer, or that T management will be unable to adequately place its case before them should a contest for control develop
· There exists no cognizable danger of recurrent violation

· Adequate remedy at law:  the SHs who allegedly sold at an unfairly depressed price have an adequate remedy by way of action for damages; also other SHs have retained the benefits of their stock and lack of imminent contest for control make possibility for damages remote
· EFFECT:  a late filing does not warrant an injunction when investors do not tender their shares without adequate information about a B’s holdings and motives; the purpose of the Act is to put investors on notice of a particular investor’s investment and his purpose in making it; an injunction would exceed the purpose of investor protection envisioned by 13(d); thus, the sole remedy for a late filing, it seems, is a remedy to force disclosure
· Chromalloy American Corp. v. Sun Chemical Corp.:  Chromalloy (P) appealed the denial of injunctive relief which would compel Sun Chemical (D) to disclose its proposals for control of P, and which would halt the purchase of P stock by Sun for 90 days; when D acquired 5.2% of P shares, D filed its first Schedule 13D:  stated that (1) acquisitions were for investment; (2) that it had no present intention of seeking control; (3) that it presently intended to continue to increase its holdings; (4) that the amount of such increase had not been determined; (5) that D was discussing w/ directors/members of P management the possible increase in D’s holdings; and (6) that D might at any time determine to seek control of P; in subsequent 13D amended filings, D disclaimed any intent to control P (even though D had plans to purchase additional stock, had tried but failed to gain representation on P’s board, and was negotiating a standstill agreement whereby D would agree to limit additional stock purchases in exchange for board representation)
· ISSUE:  Does D have a disclosable purpose to acquire control?
· COURT:  D’s desire to influence substantially the policies, management and action of P amounts to a purpose to control P which must be disclosed in the 13D
· The record showed that D was trying to gain board representation and additional stock (including a finding that D had prepared an acquisition model w/ P as a target)
· Thus, the court concluded that the facts supported the finding that D proposed to control P through a combination of numbers and influence
· Control is defined to include the indirect power to cause the direction of policies

· Disclosure of a control purpose may be required where the securities purchaser has a perceptible desire to influence substantially the issuer’s operations

· Schedule 13D requires disclosure of a purpose to acquire control, even though this intention has not taken shape as a fixed plan (requires disclosure regardless of definiteness or even the existence of any plans to implement this purpose)
· COURT:  No injunctive relief (cooling off period)

· Relief beyond compliance w/ the reporting requirements is justified only if the petitioner can show irreparable harm in the absence of such relief
· Given D’s compliance with filing a 13D, there is no ongoing harm to P or its present SHs that would justify a cooling-off period or a mailing of a restated 13D
· POLICY:  the disclosure requirements are not intended to provide a weapon for current management to discourage takeover bids or prevent large accumulations of stock
· EFFECT:  this is another instance of the courts being unwilling to grant injunctive relief; again, disclosure violations are remedied by an order to force disclosure or SHs can seek damages for stock sold without knowledge of information that would be contained in a 13D filing 
· What is the scope of disclosure required by § 13(d)?
· The filer must state why it acquired a block of stock exceeding 5% of the issuer’s shares
· Most people who buy that amount of stock generally know their eventual purpose
· The acquiror’s intention as to how it intends to use the shares is the key disclosure
· As a public policy matter, is there a downside risk to imposing the disclosure obligations required under § 13(d)?
· Bidder:  disclosure would give notice to the investing public that the B has identified an undervalued company and would disclose how the B intends to turn the company around which would allow others to benefit from such information (free rider problem)
· Counter:  do a single step acquisition (but could bring other bidders into the fray)
· Is there an implied private right of action for § 13(d) violations?  If so, who has standing to sue?
· § 13(d) does not provide a private right of action on its face
· But court opinions have demonstrated that there is an implied right of action
· Cts confer standing on the management of issuer to bring an action in order to effectuate the objectives of 13(d), which is timely and adequate disclosure for the benefit of investors (standing to sue is not explicit)
· Amendments to Schedule 13D
· As to any person (or group) that files a Schedule 13D, Rule 13d-2 requires that any material change in the information disclosed in a Schedule 13D must be filed promptly
· What’s a material change?
· Decision to purchase additional shares of T
· Decision to merge with T Co
· Section 13(e)
· Requires the filing of disclosures with the SEC whenever an issuer that is registered under the 1934 Act (a reporting company) repurchases its own shares

· EFFECT:  regulates issuer’s repurchase of its own securities

· Section 13(e) is framed as an antifraud provision that delegates broad rulemaking authority to the SEC

· Rule 13e-1 (requires issuers that propose to engage in repurchases of their own shares during the course of a 3rd party’s tender offer to file a disclosure document with the SEC setting forth the amount of shares purchased, the purpose for which the purchase is made, and the source and amount of funds used in making the repurchase)

· Rule 13e-3 (requires issuer to file required disclosures in the case of a going-private trx; controlling SH must file a Schedule 13E-3 w/ the SEC setting forth certain information pertaining to the parties to the trx, the terms of the trx, the post-trx plans of the parties, the source of the funds for the trx, the purpose of the trx, and a fairly extensive description of the fairness of the trx)

· Going private trx:  a trx involving the squeeze out of minority SHs in which the controlling SH acquires all of the shares of T Co, a controlled sub, that the controlling SH (usually the parent) does not own (minority SHs are eliminated - cashed out)

· Subject to Weinberger entire fairness standard of review

· Deal Structure (DE)
· (1) long-form merger (subject to Weinberger)
· (2) Siliconix/Pure Resources trx

· A first step TO followed by a second step short-form merger

· The reason to structure the trx using this two-step approach is that the controlling SH can avoid review under the Weinberger standard if the trx is structured to satisfy the following conditions:  (1) front-end TO subject to a non-waiveable majority of the minority tender condition;

· (2) the controlling SH agrees to complete the bank-end, short-form mergers at the same price as soon as it obtains 90% of the shares;

· (3) the controlling SH does not make any retributive threats; and

· (4) the independent directors are given time to hire advisors, make recommendations to the minority, and disclose all necessary info so minority can make an informed judgment

· Rule 13e-4 (requires issuers who engage in self-tender offers to file disclosures on Schedule 13E-4 and to otherwise comply with rules that impose procedural safeguards that are very similar to the SEC rules that regulate 3rd party tender offers under section 14(d))

· Section 14(d)
· Requires disclosures in connection with a cash tender offer by a 3rd party, B Co, for shares of a publicly traded T Co

· POLICY:  reduce the pressure on T Co SHs to tender early and thereby afford T SHs the opportunity to make an informed decision as to the merit’s of B’s offer

· ADVANTAGES
· Speedy process:  b/c the minimum number of biz days that a TO must be kept open is only 20, the B can purchase a controlling stake in the T in a short period of time, reducing possibility of topping bids (COMPARE:  statutory merger usually takes 3 to 4 months to complete)

· Decreases competition and execution risks

· Allows B to integrate the T quickly

· Minimizes uncertainty and disruption for T and its constitutents

· Direct offer to SHs:  TOs do not require the support of the T’s management or its board; B approaches SHs directly

· Telescoping control:  a B can gain control w/out purchasing 100% of shares, allowing it to achieve its goals at a reduced cost

· Elimination of appraisal rights:  no statutory right of appraisal in cash tender offers

· SHs get acquisition consideration (i.e., cash) faster than in merger

· Lower risk of intervening events that may sour the deal

· Reduces time during which T operates under certain restrictions contracted for in acquisition agreements

· Amended best price rule:  allows for other arrangements such as compensation packages to SHs of T if they are not tied to the securities being tendered
· What is a “tender offer”?
· “Tender offer” is not defined by Congress; the legislature left it to the courts/regulators to define which trxs constitute a tender offer, but generally, a tender offer is a publicized bid to purchase shares of common stock--usually at a premium over the market price--made directly by a B to all of the T’s SHs
· SEC v. Carter Hawley Hale Stores, Inc.:  T = CHH; Limited = B; before B made its offer, CHH was trading at $23+/share; B proposed a two-tier bid offering $30/share; B disclosed that if it succeeded in getting 55%, it would exchange the remaining CHH shares for a fixed amount of B shares in a second step; T board opposed the TO as woefully inadequate; T announced a plan to repurchase up to 15 million of its own common stock for an amount not to exceed $500 million (w/ the help of a white knight); T announced that the actions taken were to defeat the attempt by B to gain voting control and to afford SHs who wished to sell their shares an opportunity to do so; T revealed these actions through its Schedule 14D-9 and Rule 13e-1 trx statement; T terminated its repurchase program after purchasing 17.5 million shares (over 50% of common stock); then, B revised its offer raising price to $35/share and eliminating the second step; when the market price reached $32/share, B withdrew its offer; SEC commenced action for injunctive relief to restrain T from repurchasing its own stock in an attempt to defeat B’s takeover attempt w/out complying w/ section 13(e) and Rule 13e-4, arguing that it constituted a tender offer; court affirms lower court’s decision that T’s repurchases were not a TO
· COURT:  T’s repurchase program did not constitute a tender offer according to the eight-factor Wellman test
· Purpose of Williams Act:  to ensure investors responding to tender offers received full and fair disclosure, analogous to that received in proxy contests

· § 14(d):  governs 3rd party TOs, and which prohibits a TO unless SHs are provided w/ certain procedural and substantive protections including:  full disclosure; time in which to make an investment decision; withdrawal rights; and pro rata purchase of shares accepted in the event the offer is oversubscribed (equality principle:  avoid favoring either management or takeover bidder)
· Issuer repurchases under section 13(e):  issuer repurchases and tender offers are governed in relevant part by section 13(e) and Rules 13e-1 (evidences a recognition that not all issuer repurchases during a 3rd party TO are tender offers) and 13e-4
· Since the Ct ultimately determines the repurchase did not constitute a TO, T was required to comply w/ Rule 13e-1 and not Rule 13e-4
· Congress neither explicitly banned nor authorized the practice of issuer repurchase programs that might be undertaken with the intent to preserve or strengthen control by counteracting a TO or other takeover attempts (a valid anti-takeover device)

· here, the stock dropped to pre-bid trading price when T’s defensive recapitalization was implemented, reflecting the market’s take on T’s strategy to leverage its balance sheets to finance the repurchase
· RULE:  Wellman Test (not all factors need be present to find a TO; these are traditional indicia of a TO)
· (1) active and widespread solicitation of public SHs for the shares of an issuer;
· Here, there was no active and widespread solicitation
· The only announcements were those mandated by the SEC and its rules
· (2) solicitation made for a substantial % of the issuer’s stock;
· Here, there was a large accumulation of stock, though no socliciation
· NOTE:  this factor is superfluous since factors (1) and (8) cover

· (3) offer to purchase made at a premium over the prevailing market price;
· Here, no premium since these were open market purchases at prevailing trading price
· NOTE:  a premium is determined not by reference to pre-tender offer price, but rather by reference to market price

· (4) terms of the offer are firm rather than negotiable; 

· Here, not firm b/c T engaged in a number of trxs/purchases at many different market prices
· (5) offer contingent on the tender of a fixed number of shares, often subject to a fixed maximum number to be purchased;
· Here, while T indicated that it would purchase up to 15 million shares, purchases were not contingent on the tender of a fixed minimum
· (6) offer open only for a limited period of time;
· T’s offer to repurchase was not open for only a limited period of time but rather was open during the pendency of the TO by B
· (7) offeree subjected to pressure to sell his stock;
· Here, T itself did not exert on SHs the kind of pressure the Williams Act proscribes (i.e., solicitation for shares at a premium, under fixed terms contingent upon a tender of minimum number of shares); any pressure here was attributable to market forces and not to T
· (8) public announcements of a purchasing program concerning the T Co precede or accompany rapid accumulation of a large amount of T Co’s securities
· Here, following a public announcement, T repurchased over 50% of the common stock in 7 days = large rapid accumulation of large amount of T’s stock
· Alternative S-G Securities Test (a more liberal test - not used here) which requires:

· (1) A publicly announced intention by the purchaser to acquire a block of the stock of the target company for purposes of acquiring control thereof, AND

· (2) a subsequent rapid acquisition by the purchaser of large blocks of stock through open market and privately negotiated purchases

· COURT:  rejected the S-G Securities Test b/c vague & difficult to apply, subjective and made in hindsight based on an ex post facto evaluation of the response in the marketplace to the repurchase program; also, Wellman Test does a better job of fulfilling Congressional concerns underlying the Williams Act (including due regard for the free and open market in securities)
· EFFECT:  not all open market activity is supposed to be regulated by the Williams Act; issuer repurchase programs are a valid defense mechanism, and courts are not inclinded to strike down every defensive act the board undertakes to counter takeover efforts (restraint on paternalism)

· Hanson Trust PLC v. SCM Corporation:  Hanson (B) announced an unsolicited bid for SCM (T) shares; B initiated a cash TO directed to SCM SHs for $60/share; B filed necessary disclosures pursuant to 14(d)(1)T filed a Schedule 14D-9 recommending rejection of the TO to its SHs; T found a white knight in financial buyer Merrill Lynch (WK); WK offers an LBO at $70/share; SHs start dumping their shares in the market but others hold on to their shares in anticipation of topping bids; B raises price to $72/share; WK countered w/ an LBO offer of $74/share (two step:  (1) acquisition of 82% of T’s stock AND (2) merger for debentures) w/ a crown jewel irrevocable lock-up option to WK designed to discourage B from seeking control by providing that if any other party (in this case B) should acquire more than 1/3rd of T’s outstanding shares (66-2/3% being needed under NY merger statute for approval), WK would have the right to buy T’s two most profitable businesses at bargain basement prices; B terminated its cash TO and then began to make private purchases amounting to 25% of T’s outstanding shares (open market and negotiated purchases); T sued for a preliminary injunction restraining B from acquiring any shares of T and from exercising voting rights w/r/t shares already acquired [B’s purchases amounting to 25% would give him a seat at the table to negotiate w/ T and WK - B’s acquisition will make the deal much less attractive to WK
· ISSUE:  (1) Are B’s cash purchases following the termination of its TO a de facto continuation of B’s TO designed to avoid section 14(d) obligations? OR (2) Are the cash purchases a new TO?
· COURT:  B’s post-TO cash purchases did not constitute a tender offer
· The typical TO consists of a general, publicized bid by an individual or group to buy shares of a publicly-owned company, the shares of which are traded on an exchange, at a price substantially above current market price
· Purpose of Williams Act:  protect SHs from an uninformed decision to tender his/her/its shares by ensuring that public SHs who are confronted by a cash tender offer for their stock will not be required to respond w/out adequate information

· The solicitee in the private trx is less likely to be pressured, confused, or ill-informed regarding the biz and decisions at stake than solicitees who are the subjects of a public tender offer (agency cost problem)

· STANDARD:  Viewing the trx in the light of the totality of circumstances, is there the appearance of a likelihood that unless the pre-acquisition filing strictures of section 14(d) are followed there will be a substantial risk that solicitees will lack information needed to make a carefully considered appraisal of the proposal put before them
· Here, there were only six SHs involved (not widespread/public)
· Here, at least 5 of 6 were highly sophisticated so that they could make a careful appraisal
· Here, the SHs were not pressured aside from market forces (no solicitation, highly negotiated, no fixed price, free to accept T-WK’s TO)
· Here, no active or widespread advance publicity (NOTE:  liability for solicitation may not be based upon mandatory SEC disclosures)

· Here, there was no significant premium over trading price
· Here, purchases were not contingent upon fixed minimum of shares
· Here, no general time limit w/in which B would make purchases of T stock
· TOTALITY OF CIRCUMSTANCES:  no TO requiring section 14(d)(1) pre-acquisition filings and procedures

· COURT:  and also not a de facto continuation of the terminated TO
· B’s termination notice as to the TO was clear, unequivocal and straightforward (final and definite)

· Directions were given (and followed) to return all of the tendered shares to the T SHs who tendered them

· B also filed a statement w/ the SEC pursuant to section 14(d)(1) terminating its TO

· B also had not contemplated private purchases before announcing his TO

· Nothing in the Williams Act or any SEC rule prohibits a former tender offeror from purchasing stock of a T through privately negotiated trxs immediately after terminating a TO (Ct was unwilling to usurp legislative/regulatory function by substituting its own judgment for Congress or SEC by crafting a rule against such authorized practices)

· EFFECT:  B’s post-TO purchases gave him a bargaining chip to induce T to buy his 25% share at a premium or lead to negoations b/w the parties designed to resolve their differences (a valid tactic)

· Scope of Disclosure Required under Regulation 14D and Schedule TO
· If an acquisition constitutes a tender offer, then the offeror must file and distribute the disclosure required by § 14(d)(1) of the 1934 Act

· Types of bids by B
· Any or all:  seeking any or all shares

· Partial tender offer:  seeking a specific number of shares

· Cash tender vs. stock exchange offer

· Under previous regulations, a B offering securities as consideration in an exchange offer could not commence the offer until the related Registration Statement was effective
· Cash tender offers, however, could commence as soon as a tender offer statement was filed and the required info was dissemination
· Now, SEC Rule 162 permits exchange offers to commence as early as when the related Registration Statement is filed; however, B may not close the trx and purchase the tendered securities until after the RS is declared effective 
· Required Disclosures (Regulation 14D, Regulation 14E, Rule 13e-4, Schedule TO) - B must provided detailed disclosures, inter alia, a description of:

· (1) the source of its funds to finance the cash purchase of T shares; AND

· (2) B’s plans for T Co in the event B gains control over T Co as a result of the tender offer

· NOTE:  The regulatory scheme combines prior schedules for tender offers into one schedule available for all tender offers (i.e., Schedule TO - provides specific items of disclosure to be included in the filings)

· Procedural Safeguards For Benefit of T SHs
· (1) a minimum period of time (now 20 business days) that the tender offer must remain open (the offering period) (Rule 14e-1);

· The offering period begins when the offer is first published or sent or given to security holders (the same day that the offeror files Schedule TO disclosures)

· If the offeror increases/decreases the % of the class of securities sought or the consideration offered in a TO, the tender must remain open for at least 10 business days from the date of such change
· NOTE:  most SHs wait until the very end of the period to tender their shares in anticipation of a topping bid

· (2) T SHs must be given the right to withdraw their shares at any point during the offering period (Rule 14d-7);

· (3) if the offer is oversubscribed at the end of the offering period, B must purchase the T shares pro rata from all the tendering SHs so that all tendering SHs have the opportunity to cash in their shares (Rule 14d-8); AND

· (4) if the B increases its TO price during the offer period, it must pay the increased amount to any SH who has previously tendered his/her/its shares into the bid (§ 14(d)(7) and Rule 14d-10(a)(1)) [THE BEST PRICE RULE]

· The rules requires that the consideration paid to any security holder for securities tendered in the TO be the highest consideration paid to any other security holder for securities tendered in the TO
· NOTE:  the rule applies only to the consideration paid for securities tendered, not for other arrangements that may be “integral” to the offer; the rule will not prohibit the negotiation, execution or amendment of an employment compensation, severance or other employee-benefit arrangement, provided the arrangement is compensation for past or future services or for refraining from performing future services and is not calculated based on the number of securities tendered or to be tendered
· Recommendation by T board:  Upon learning about the 3rd party TO, the Williams Act requires T management to respond to the takeover bid by way of a Schedule 14D-9 w/in 10 business days of the offer
· (1) recommendation to SHs that they tender if board has negotiated a friendly deal;

· (2) recommendation to SHs that they NOT tender if deal is hostile (e.g., board thinks the TO is a lowball); OR

· (3) state that management is not in the position to respond (e.g., there is a conflict of interest; SEC mandates that board explain the conflict)
· Tender Offer Conditions:  The Importance of Contract Law
· Gilbert v. El Paso Company:  B acquired small amount of shares in open market (2%); CEO of Burlington (B) calls CEO of El Paso (T) stating that he wants control now that he has a small toe hold; when T refuses, B makes a hostile TO in December with several contractual conditions (i.e., walkaway rights if any of the following conditions occur:  legal action, government action, material changes, payout of extraordinary dividend, amendment to articles, and/or definite agreement for business combo); at some point, all of these conditions occurred; NOTE:  B had no control over the occurrence of the conditions; in its Schedule 14D-9, T board recommended to SHs that they reject the deal; soon after, T implemented certain anti-takeover defenses (violating certain of the TO conditions) which resulted in a fully-negotiated deal; the TO was for 49% which when added to toe hold would result in 51% control for $600 million; the negotiated deal led to a two step acquisition (again for $600 million to protect B SHs from equity dilution)--(1) B would get shares issued from T for $100 million which would be used to increase the capitalization of T as a sub AND (2) B would terminate the December TO and sub it w/ a January TO for less shares than in December; T negotiated for protection on the backend such as retention of directors, majority approval of continuing directors and minority SHs; the proration pool of the first TO gets screwed b/c of the lower amount of shares in the January TO, which resulted in less of a payout than before; P SHs sued for various C/As but Ct focused on breach of implied good faith in K
· COURT:  B did not breach its implied covenant of good faith and fair dealing with the SHs b/c B conditioned termination of the TO upon the occurrence of a number of objective, factual events over which B exercised no discretion or control
· RULE:  (state K law) to breach implied covenant of good faith and fair dealing, B must deliberately cause the occurrence of a condition precedent
· KEY:  tender offers are contractual in nature; apart from federal regulations as to certain terms, the parties can contract for certain conditions
· Section 14(e)
· Prohibits material misstatements, omissions, and fraudulent practices in connection with tender offers regardless of whether the T Co is a 1934 Act reporting company (an antifraud provision)

· Held to apply to a bid for shares of a company that is not registered under the 1934 Act and therefore the 3rd party’s tender offer is not subject to the filing and disclosure requirements of § 14(d) and Regulation 14D promulgated thereunder

· Requirements
· Rule 14e-2 (requires T Co management to file a Schedule 14D-9 w/ the SEC w/in ten days after B commences TO; T Co management must send a statement to the SHs recommending either acceptance or rejection of the TO, or, alternatively, expressing no opinion toward the offer and the reasons for management’s inability to make a recommendation (e.g., conflict of interest)) 
· State Anti-Takeover Statutes:  State Regulation of Stock Purchases (vis-à-vis Federal Regulation)
· Generally
· Many states have adopted statutes regulating tender offers the terms of which are more stringent than those imposed by federal law

· ISSUE:  whether states could regulate the TO process in the face of federal legislation or whether the Williams Act had preempted the field (Supremacy Clause issue); whether these statutes were unconstitutional on commerce clause grounds (Commerce Clause issue)

· The First Generation--Disclosure and Fairness Statutes
· Edgar v. MITE Corp.:  state of IL had implemented a statute to govern disclosure and fairness in takeovers; IL was trying to protect domestic corporations and their SHs; B launched TO bid for IL company who had opted-in to the IL anti-takeover statute; B put in its bid that the TO would not close unless the statute was nullified; litigation ensued over the constitutionality of the statute

· (1) Supremacy Clause / Preemption (ASK:  express/implied preemption?)
· COURT:  (express preemption?) there is no express preemption b/c the 1934 Act has a savings clause which says that if an issue is not regulated by the SEC, the state can regulate the issue
· COURT:  (implied preemption? - there was no majority opinion in favor)
· RULE:  if the legislation substantially frustrates the purpose of the Williams Act, then the statute is unconstitutional

· JUSTIC WHITE:  (1) the pre-effective filing requirement imposed on the B launching the TO delays the ability of B to commence the offer giving T management an advantage by allowing them to prepare defenses; normally, the B files his Schedule TO on the day he commences the TO; (2) the fairness review by the secretary of state at the election of T management is cumbersome b/c there would be no defined period for which the hearing should take place which takes away the timing advantages of a TO for the B (violation of equality principle)

· NOTE:  implied preemption arguments are rarely effective 

· (2) Commerce Clause (ASK:  regulation imposes excessive burden on IC?)
· COURT:  the statute is unconstitutional b/c the statute imposes a burden on interstate commerce that is clearly excessive in relation to the benefits that are gained by domestic corps and SHs
· State interests:  protection of in-state corporations and SHs (preserving Internal Affairs Doctrine - a valid state interest)

· Burden:  excessive burden on out-of-state corporations who have substantial business in the state but who are not incorporated in-state
· The Second Generation--Control Share and Fair Price Statutes
· A control share statute limits the voting rights of shares held by a control person

· Generally, as a prospective B acquires shares of T Co, it may cross different ownership thresholds, the levels being set forth in the statute

· After crossing the threshold, the statutes provide that the acquiror cannot vote the shares acquired absent a favorable vote by a majority of the Co’s other SHs (i.e., a vote of a majority of the “disinterested shares” as defined in the statute)

· A fair price statute (or best price statute) provides that any B acquiring a “covered corporation” (i.e., a T Co covered by the statute) must pay to all SHs the best price paid to any T SH, subject to waiver by appropriate vote of T SHs or by company’s board

· CTS Corp. v. Dynamics Corp. of America:  IN law took voting power away from interested SH; while B can purchase shares, as the B crosses specified control thresholds, B can’t vote the shares unless T convenes a meeting of SHs and gets voting approval from disinterested SHs; T was subject to IN statute because statute applies only to issuing public companies that are incorporated in IN w/ a certain number of SHs and w/ substantial assets and presence in state; Dynamics (B) was a 9% SH that wanted to go up to 27% control; once they cross the threshold, their shares would be non-voting until their voting rights are restored; B tried to get an injunction for the loss of its voting right; suing both as B who is being discriminated by the statute, but also suing as a SH of the target

· (1) Supremacy Clause / Preemption (ASK:  express/implied preemption?)
· COURT:  no implied preemption where statute imposed a 50 day offering period--Williams Act’s purpose not substantially frustrated by the state law
· RULE:  if the legislation substantially frustrates the purpose of the Williams Act, then the statute is unconstitutional

· The Williams Act imposes a minimum offering period of 20 days (a floor)

· States are free to impose a longer offering period

· Also, 50 day offering period is appropriate b/c the maximum period that a SH may withdraw was 60 days
· (2) Commerce Clause (ASK:  regulation imposes excessive burden on IC?)
· COURT:  the statute is constitutional b/c the statute does not impose a burden on interstate commerce that is clearly excessive in relation to the benefits that are gained by domestic corps and SHs
· State interests:  preserve the state’s right to regulate the internal affairs of a domestic corp (here, voting rights of SHs)

· Burden:  impediment on takeovers by any prospective Bs or out-of-state SHs

· POLICY:  the Ct is worried about the danger of threatening the very fabric of state corporate law (governing mergers, board approval, SH approval, appraisal rights) if this anti-takeover statute was struck down
· Here, burden imposed on extraterritorial constituents is not so burdensome as to outweigh the asserted state interest
· The Third Generation--Business Combination Statutes
· DE 203 (terms prohibit a “business combination” w/ an “interested stockholder” [defined to be an owner of 15% or more of the shares of a company organized under DE law] for a period of 3 years unless either (i) the combination has been approved by the board that was in office prior to the interested SH’s acquisition of its 15% stake; (ii) the interested SH acquired at least 85% of the voting stock of the company (exclusive of shares held by officers or directors or certain types of employee stock plans) at the time it became an interested SH; or (iii) the trx is approved by the directors and by the holders of at least 2/3rd of the outstanding stock of the company not owned by the interested SH)

· Amanda Acquisition Corp. v. Universal Foods Corp.:  WI statute where if B acquires 10+% of shares, it must wait 3 years before being allowed to do the second step of a two-step acquisition unless it is a (friendly TO) where the board of T approves such a takeover bid prior to B acquiring 10+% shares (KEY:  this has the effect of forcing the would-be B to negotiate with T board)

· COURT:  the statute is constitutional even though there are detrimental effects on the market for corporate control
· Not good for T SHs b/c does not allow opportunity for T SHs to tender shares and capture a potentially sweet premium

· T board/management will not have the full force of market discipline as a disciplinary check

· Unsolicited offers should be encouraged so that board will manage the assets of the company at optimal levels

· EFFECT:  gives T management a seat at the table with a would-be B

· COMPARE to DE 203:  DE 203 is less draconian than the WI statute b/c the DE statute has three exceptions to the moratorium as opposed to one exception in the WI statute; therefore, DE 203 would be constitutional b/c it is clearly less burdensome than the WI statute (NOTE:  DE 203 is an opt-out provision that requires a corp to expressly elect in its certificate not to be governed by it)

· Opt-out vs. Opt-in
· If a statute is opt-in, the corp must expressly provide that it does want to be governed by it in its charter
· If a statute is opt-out, the corp must expressly provide that it does not want to be governed by it in its charter
Fiduciary Duty Law 
	Unocal Test
	Revlon Test

	The board’s FD requires them to do more than just what’s required from them under the Williams Act.  In essence, the courts have rejected the Passivity Theory (passivity theory is dead in Delaware to give the board a seat at the table and the public policy premise for giving board a seat where they are not a party to the transaction is that IT IS THE BOARD’S JOB TO PROTECT THE ENTERPRISE! The board is going to have a role to play when there is an unsolicited offer made to the company’s shareholders. But the court decides that it is going to use a special standard of review, the Intermediate Standard of Scrutiny. Why not the BJR or the Conflict of Interest Entire Fairness b/c there is some lurking suspicion that the board is also protecting their own jobs rather than just protecting the company.)

Courts will not use the Entire Fairness Test because there is no self-dealing here since the same party is not at both sides of the transaction.  In addition, the courts will not use the BJR because the court is concerned that the board may be acting in their best interest (i.e. to preserve their own power), rather than the best interest of the shareholders.  Instead, a form of intermediate scrutiny (Unocal Test) is used when the board implements defense mechanisms to a change in control.

Under the Unocal Test, the board has the burden of proving that:

1) The board had a reasonable basis (reasonable investigation) that there is a threat to the corporate enterprise (more than just shareholders); and
2) Actions taken (defensive strategies) were reasonably related (or proportionate) to that threat.  The proof of reasonableness is materially enhanced when the majority of the board favoring the proposal consists of independent outside directors.

If both of these prongs are met, then the board’s decision is judged under the BJR, where the court will not substitute its own judgment for that of the boards.

Possible Threats to the Corporate Entity:

   • Inherent coercive nature to 2-tier bids where the non-tendering shareholders may be funny-money in the back end.  (This, however, ignores the FD of the new board, and also appraisal rights of those shareholders.)

   • Inadequate price of the tender offer

   • Change in company policy or long term business plans

   • Reputation of the bidder for wanting greenmail 

   • No evidence of bad faith or Directors made decision for entrenchment purposes

Possible Reasonable Responses: 

   • Poison Pill: The board has statutory authority to issue rights pursuant to DGCL 

     §157, and the right to issue preferred shares under §151.  Pill is poisonous but 

     not fatal due to redemption rights.

1) Flip-in Feature is triggered when someone accumulates ownership of a certain percentage of the company’s stock and it gives shareholders (except for the one making the tender offer) the right to purchase shares of the company at below-market price, thereby diluting the triggering shareholder.

2) Flip-over Feature gives shareholder protection against squeeze out mergers by giving them the right to purchase shares of the acquiring company at a discount in the event of a freeze-out merger, thereby diluting the acquiring company.  Target shareholders retain this right due to the anti-destruction clause.

   • Golden Parachute

EXAM: Look for the board’s makeup of independent directors and those directors’ role in the decision making.  Criticism that such tactics allow the board to usurp shareholders’ powers.

EXAM: Need to separate the decision to implement the Pill and the decision to redeem or not.
	The Unocal Test is used in determining the breaches of FD in the board’s implementation of defensive mechanisms.  Once the sale of Target has become inevitable, however, a new test is used because at that point, the board’s FD is to maximize the price of the sale for the benefit of its shareholders because a fundamental change for Target is underway.  The board should not take into account of other corporate constituencies at this point, unless doing so would ultimately benefit the shareholders.

STEP 1: Has Target put itself up for sale?

Target puts itself up for sale when 1) it initiates an active bidding process, 2) when it initiates a break-off (sell-of) of the company’s divisions, or 3) when it initiates a transaction that results in a change in control.  A change in control does not occur, however, merely because the existing shareholders will become the minority in the surviving entity (Time).  Instead, there is a change of control when the majority of shares of the surviving corporation is under the control of a single individual (or group theory) (QVC).  

EXAM: Argue that the board is fighting for Target’s continued existence (thus, no break up or change in control to single individual: long term business planning or strategic alliance); therefore, it is just implementing defensive measures, so Unocal Test should be used.

EXAM: Argue that BJR should be used instead because Board would be in same position regardless of which Bidder buys them out or there is one Bidder.

STEP 2: Has the board fulfilled its duty to maximize shareholder return?

Once it is determined that Target has put itself up for sale, then Target has entered into the Revlon zone and its board must act reasonably in obtaining maximum returns for its shareholders.  The court will examine the reasons for the board picking one bidder over another and evaluate whether the board violated its FD in doing so.  (protecting interest of debt holders at the expense of shareholder not okay: Revlon, but reasonable belief that the financial ability of one bidder to pay for the Target is okay)

EXAM: Look for the board’s makeup of independent directors and those directors’ role in the decision making.  Outside independent directors are less skewed.

Possible Provisions  that May Limit Shareholder Return:

1) No Talk Clause: limitation on the target corporation providing confidential information to other potential purchaser

2) No Shop Clause: Limitation on the Target Corporation soliciting offers from other potential purchasers.

3) Termination Fee: makes Target less attractive to other bidders.

4) Lock-Up Options: commits Target to sell its valuable assets at below-market value.

These measures are not per se illegal because it can entice other bidders to enter the bidding, creating an auction that would maximize shareholder profit.  However, Lock-up Options cannot be used if it would end an active auction and foreclose further bidder, thereby limiting shareholder’s potential returns.

NOTE: Following the terms of an agreement is not a valid defense to breaches of FD.

	Business Judgment Rule (Duty of Care)
	Entire Fairness Test (Duty of Loyalty)

	The general rule for evaluating the liability of directors’ breach of FD is the BJR.  Under the BJR, Courts will defer to the judgment of the directors regarding business decisions except in incidences of fraud, illegality or conflicts of interest.  The BJR will also not apply if the board did not reasonably well-informed itself before making the decision (Smith) or if it failed to have a reasonably adequate system for reporting/monitoring (Caremark).  The burden is on the plaintiffs to prove the breach.  In essence, the board does not breach its duty of care unless it was grossly negligent in its decision making.

The focus on BJR is on informed decision-making (reasonable investigation) by truly independent directors, this is even more so in this current post-Enron era.

Fairness Opinion of lawyers or investment bankers may be obtained by the board to create a paper trail for the board’s decisions and bolster the board’s argument that they acted with due care. 

Statutory Limits on Damages for Breaches of FD:

DGCL §102(b)(7) puts a dent in the Trans Union decision by allowing Delaware corporations to include provisions in their certificates of incorporation limiting directors’ personal liability in money damages for conduct constituting a breach of duty of care.  This provision, however, does not extend to directors’ conduct involving breach of duty of loyalty, failure to act in good faith, intentional misconduct, knowing violations of the law, receipt of an improper personal benefit, or to directors’ decisions approving distributions that are illegal under §174 of the DGCL.
	In determining whether a self-dealing transaction was fair, the courts use the Entire Fairness Test (Weinberger), which requires both “fair dealing” and “fair price.”  The fair dealing prong deals with the process and focuses on: 1) disclosure about the transaction to the board, 2) composition of the board that approved the transaction, and 3) the role of the interested director in the transaction’s initiation, negotiation, and approval.  In essence, interested directors in a self-dealing transaction must totally abstain from the transaction or fully disclose.  The fair price prong focuses on the substance of the transaction, and recent courts have used the “discounted cash flow” method to determine the fairness of the price.

A self-dealing transaction can be sanitized in 3 ways: 

1) Approval by disinterested directors after full disclosure (independent 

     committee); 

2) Approval by disinterested shareholders after full disclosure; or 

3) By the board showing that the transaction was fair.  

Under DGCL §144, the methods of sanitization are the same as MCBA except there is a procedural pre-requisite of authorization by majority before the fairness prong can be invoked.  Further, under the §144, after the transaction is sanitized, the result is that the burden of proof shifts to P to prove that the transaction is unfair.
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