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I. Introduction 

A. Corporate law of M&A is governed by: 

· Duties of board, voting of shares, relevant federal disclosure req’ts, tender offer provisions, state common law of fid duty and disclosure

· Obligations of controlling shareholders in change of control tranxns

B. Historical and Theoretical Overview
· After the civil war, going into industrial revolution

· Corporations didn’t have private corporate laws, they were creatures of the state.  Each state legislature had to pass a bill fo reach particular corporation. 
· Big firms started to take over small firms – ending up with an oligopoly
· Beginning of hostile takeovers
· Ex: Vanderbilt takeover of Erie Railroad

· Ex: John Rockefeller – robber baron of petroleum industry

· First wave: 1885-1905

· Historic high until 1997-2006 for M&A

· Reaction to vast changes in transportation, communication, manufacturing, competition, and legal institutions that occurred during the 19th cent

· More consolidation of basic industries in order to raise huge amount of capital

· Ex: Andrew Carnegie creating US Steel

· Ex: General motors

· By late 1800s, became clear that there were some anti-competitive aspects of this

· Led to Sherman Antitrust Act, Northern Securities case
· Second wave: 1920s (1916-29)
· 12,000 separate firms disappeared between 1919-1930, bc were bought out

· Much of the activity occurred in electrical and gas utility sector

· Creation of gigantic utility holding companies (much was financed thru debt)

· More vertical integration and diversification mergers than before

· Vertical mergers: owning all the parts in a process

· Third wave: Post WWII – 1960s

· Antitrust regulation was strengthened – made it difficult for vertical/horizontal mergers in the same industry, so more companies acquired diversified assets

· Avoid monopoly of one industry

· Development of tender offer

· What was the main tool for hostile takeovers = proxy contests

· In every public co transaction, a proxy solicitation (shareholder vote) is req’d

· In unfriendly deals- tender offer, proxy contest or some combination

· Fourth wave: 1980s – most exciting time for M&A

· De-conglomeration- ended up falling apart, sold to various buyers

· Why? Bad management, too big

· Return to specialized companies – that were undervalued on stock market

· Opened up for bargain-seeking merger activity

· Strategic & financial buyers

· Strategic buyer = wants to acquire a company to operate

· Ex: Conrail (consolidation of Pennsylvania railroad)= up for sale and two other big companies were fighting over the acquisition

· Financial buyer = want to make profit immediately

· Buy the company and sell the pieces = “bust up takeovers”

· Financed through other forms: debentures, stock, junk bonds

· Many acquisitions were financed largely with borrowed funds: Leveraged Buyouts (LBO)

· LBO: high risk bonds, carried higher interest rates

· When market went south in late 80s/early 90s, could no longer support junk bond financing

· Development of new defensive measures, including poison pill

· Skadden & Wachtell dominated the M&A scene

· “Whiteshoe” firms didn’t want to take part in hostile takeovers

· 1990s

· As market started coming back- stock could be used (instead of just cash)

· 2000s

· Enron scandal – triggered legislative response (Sarbanes-Oxley)

· Major accounting firms went out of business 

· Large private equity deals (Ex: Chrysler was acquired for $70bill)

· Until 2008, very large M&A deals- $50b+ range

· Today: leading conglomerates

· Warren buffet- Berkshire Hathaway

· Usually keeps old management of firm

· Good at picking

· Buyout firms – Blackstone, KKR

· Buyouts of public companies and put their own ppl in charge, build up the company and sell it for a profit

C. Why do companies merge?
· Strategic rationales:

· I can do a better job

· Economies of scale

· Eliminate or reduce competition (may run into antitrust problems)

· Changes in technology or regulation

· Better access to supply, raw materials

· Improve salesforce

· Financial rationales

· To make a short term profit by busting up assets

· To strengthen balance sheet of acquiring company (target has high positive cash flow that will increase cash flow of entire merged company)

· To improve earnings per share

· Other rationales:

· Target company is doing fine, but gets an offer can’t refuse (ex: Wall Street Journal)

· Children of founder don’t want to run the business (Getty Oil)

D. Acquisition Techniques:

· Direct Purchase of Shares

· Buying up stocks

· Problems: very hard to get control this way

· Public companies usually have a huge number of scattered stockholders

· Asset acquisitions (DGCL §271)

· Corp A enters contract w/ Corp B to purchase all or some of B’s assets and some or none of B’s liabilities

· B still exists and held by same shareholders, has lots of cash

· B remains liable for any liabilities it had pre-existing the sale of assets

· Do not have to get consent of B’s shareholders if some and not all

· Cases in the textbook- efforts by judges to reduce the uncertainty here

· Advantage:

· Can pick and choose what gets sold

· Disadvantage:

· Usually taxable

· Tender offers

· Either friendly (made through the board to the SH) or hostile (directly to the SH)

· Consideration is paid directly to target co’s SH, not dealing with target’s directors

· Often followed by statutory merger

· Mergers, triangular mergers DGCL §251, §253

· 4 types of mergers

· 1) Consolidation

· A & B merge and form a third company C

· 2) Two party

· Assets & liabilities pass to acquiring corporation by law

· 3) Triangular

· A creates a new corporation “M sub” for the purpose of the merger

· B is merged into “M sub”

· Advantages

· Avoids a shareholder vote (avoids delays)

· As long as A is not issuing more than 20% of stock

· Before 1967- had to do this if you wanted to cash out Bs shareholders

· Business reason to isolate the liabilities of B from A

· 4) Reverse triangular

· “M sub” merges into B

· Shares that A owns in sub is converted to stock of B

· Advantages

· Keep the name of B, goodwill, licenses that may be lost

· These transactions can either take one or two steps:

· 1) Long form or short form if you are doing a merger (most are long)

· Statutes that cover long form mergers Section 251, 252

· Short form merger – Section 253

· Unilateral, non-negotiated transactions allowed by statute

· Remedy is an appraisal = the 9% that is forced out can file an action for a statutory appraisal, the court will award the fair value of the stock

· If you acquire 90% of shares, then just need board of directors’ approval- no shareholder vote req’d

· 2) Tender offer followed by a merger

II. Disclosure Obligations in M&A Deals

A. Disclosure obligations owed to the Shareholders: 

1) Proxy rules 

· In a proxy contest, acquiring company tries to get control of the board by nominating their own slate against management’s nominees

· Proxy access has always favored management’s nominees: can pay for proxy solicitations with corporate treasury

· Problem: SH are being asked for their proxy so someone else can vote their shares

· SH need to know: identity and background of solicitor, solicitor’s intentions, plans if solicitor wins, what background and experience does solicitor have to make them better qualified to maximize the return on my investment in company?

· Regulation began with 1933 and 1934 Acts
· §14A of the Exchange Act and SEC Proxy Rules

2) Fiduciary duty: Disclosure obligations under state law
· Much more limited – really dealing with anti-takeover defenses

· Fairness Test: Weinberger v. UOP, Inc. (Del. 1983)

· Facts: Signal elected 6/13 directors, replaced CEO with Signal employee. Wanted to acquire UOP at any price up to $24/share. Got a fairness opinion from investment bank that said shares were worth $21.  Board + Acquirer agreed on merger at $21/share. SH approved merger. Class action brought by minority SH challenging fairness of merger

· Court: in short-term freeze-out mergers, defendants must satisfy the Entire Fairness test: 1) fair price (terms of deal – all relevant factors must be considered) and 2) fair dealing (procedures of the deal, directors must have duty of loyalty, showing good faith and candor)

· Example of how a transaction that is federally regulated (two public co’s involved in proxy contest) is decided  on basis of state fiduciary law

B. Obligations to the market

Williams Act, §13(d) + Schedule 13(d)

· Prior to 1968, no regulation of tender offers – acquirers could put lots of pressure on shareholders, “Saturday night specials” and offer any price

· Williams Act amended 1934 Act by adding §13(d)-(e) & §14(d)-(e)-(f)
· §13(d) provides an early warning system: Any group/person that accumulated 10% (now 5%) of stock would have to file a form with the SEC (Form 13d)

· §13(e) : antifraud statute with respect to issuer repurchases of securities

· §14(d) governs tender offers 
· Imposes certain substantive req’ts on how a tender offer is conducted

· Ex: §14(d)(5) SH can withdraw their shares from the tender at any time while bid is open

· Ex: §14(d)(6): all shares that are tendered must be taken

· Ex: §14(d)(7): same price to everyone

· §14e: antifraud provision
· Can’t make any false, misleading statements in connection w/ tender offer

· Requires all bids to remain open at least 20 business days

· If you change your bid, have to keep open for another 10 days at least

· §14(f): disclosures about potential board members 

Basic Incorporated v. Levinson (SCOTUS 1988)

· Facts: Acquirer engaged in some discussions with Basic Inc.; President of Basic publicly denied any merger discussion; next day, board approved acquirer’s tender offer; SH sued for misleading statement based on §10(b)5 of 1934 Act
· QP: do merger negotiations become material only when agreement on price and structure is reached?
· SCOTUS: NO, merger negotiations can be material even before that point

· Rejected creating a rule based on a single event, holding instead that the materiality of merger discussions is always a function of the probability of the completion of the merger and the magnitude of the transaction
· This creates uncertainty bc not a bright-line rule: 

· Could affect stock prices, companies could be forced to reveal confidential info way before it is necessary

Piper v. Chris-Craft Industries, Inc. (SCOTUS 1977)

· Facts: Chris-Craft tried to take control of Piper via cash and exchange tender offers, but failed. Piper was taken over by Bangor Punta Corp, with the support of Piper family (30% SH in Piper).  Chris-Craft brought suit alleging that Bangor achieved control through violations of federal securities laws by Piper family, Bangor, and its underwriter
· QP: whether the antifraud provision of §14(b) was intended to create a private right of action for post-merger damages

· Court: NO- not for damages

· Could’ve worked for injunctive relief- disclosure can be corrected

· Private Right of Actions under the Williams Act (NOTE): no SCOTUS case has ever held that there is a PRA under §13(d)

Note on Remedies
· Disgorgement of profits by sellers: generally reserved for the SEC, to capture the unjust enrichment profits of a wrongdoer

· Amount to be disgorged is the amount of stock appreciation arising from the late and inaccurate Schedule 13D filing or difference in sale price (SEC v. Bilzerian 1993)

· Injunctions, divestiture and rescission offers

· Small number of cases require ( to divest their shares if violated §13d

· Many courts have been willing to grant preliminary relief, in form of temprorary restraining orders and preliminary injunctions, against further market purchases where target makes a showing of improper disclosures

· Injunctions against voting shares

· Permanent injunctions against voting shares already acquired are not likely to be granted
Schreiber v. Burlington Northern Inc. (SCOTUS 1985)
· Facts: BN made hostile tender offer for El Paso Gas; negotiated with board and withdrew the hostile bid to make a friendly bid for fewer shares. Plaintiff was target co SH, filed lawsuit for damages claiming this agreement was prohibited under §14(e) which prohibits deceptive or manipulative acts in connxn with any tender offer
· District Court dismissed the suit for failure to state a claim – the alleged manipulation didn’t involve any misrepresentation and did not violate §14(e)

· Court of Appeals and SCOTUS affirmed

III. Overview of Deal Mechanics

Players

· 1) Acquirer/Buyer
· CEO, board of directors

· 2) Target company

· CEO, board of directors: different levels of involvement depending on type of deal 

· 3) Lawyers/Financial advisors: both sides have teams of advisors
· Lawyers: draft documents, due diligence, negotiate

· Bankers/Financial: sometimes take charge of negotiations, due diligence

· Often write an opinion showing that deal price is fair to SH of target co

· 4) Government

· Often need regulatory approval (ex: antitrust, bank regulation)

· 5) Investor community: institutional investors (pension funds, mutual funds, etc); analysts, arbitrageurs (will gamble on whether the deal price is good enough)
· 6) Competitors

· May offer a higher price

· Bankers on both sides are very aware about who the competitors are

· Target co advisors have to decide whether to have an auction

Preliminary Agreements and Actions

First contact: early senior management convo to see if co is willing to talk to acquirer; negotiations continue and could lead to some early agreements 

· Confidentiality Agreement (enforceable)
· Mergers discussions involve lots of trade secrets, valuable proprietary info – target co doesn’t want to give this info, since it could be sent to competitors or public
· Universally insisted upon by target’s management and lawyers

· The acquirer will agree to hold confidential information received from target for the purpose & will return all confidential documents

· Only specific people allowed to see info

· Issues:

· Should public info or third party info be treated as confidential

· Fiduciary duty to target’s SH to make sure info is used fairly

· Standstill Agreement (enforceable): once the acquirer gets confidential info, can oust target management, so has to enter agreement that will not initiate hostile takeover for some period of time

· Issue: how long is a reasonable standstill period

· Enforceability of these agreements: Ivanhoe Partners v. Newmont Mining (Del.1987)

· Facts: Goldfields signed standstill agreement with Newmont – would not acquire over 33% unless a third party acquired 9.9%+; Ivanhoe acquires 9.95%, makes hostile bid, attempts to enter deal with Goldfields; Newmont board modifies standstill agreement so Goldfields can buy more stock (up to 49%) and board releases dividends to all SH
· Ivanhoe sued to undo this action, claiming breach of fiduciary duty

· Court: found no breach of duty, target board was entitled to enter into that kind of agreement, actions were reasonable given threats faced and entitled to BJR
· Letters of Intent: intermediate agreements that memorialize the terms of the deal as agreed to thus far, not binding unless there is a formal agreement
· Reasons to sign a LOI:

· Want to document process

· Can be shown to banks/financing sources for the acquirer

· May start regulatory process

· Can show dept of justice (antitrust clearing: Hart Scott Rodino Act – requires  DOJ to be notified under certain circumstances when there is a potential deal) 

· DOJ gets a period of time to investigate whether antitrust problem

· Not binding, not specifically enforceable, although enforceable obligation to negotiate in good faith 

· Although could be enforceable under one theory (California Mining p600??)

· Due diligence process

· Massive amounts of information available on public companies through the SEC

· Who conducts?: lawyers, experts in specialty areas, accountants, information technology, environmental experts, insurance

Agreement

· 1) Mechanics of the Deal

· §1.1 gives mechanism – triangular, etc

· §3.2 price – stock for stock, cash

· Contingencies, ex: lost certificates

· Best efforts clause

· Acquiring co shall make “best efforts” to do something (SH approval, gov’t approval)

· In order to define a performance by the party of a task whose outcome cannot be certain or controlled 

· Problem: What if one party doesn’t want to go through with the deal – makes half-hearted effort 

· Enforceability? 
· USAirways Group, Inc. v. British Airways PLC (SDNY 1987)

· Facts: USAir entered into investment agreement with BA, which required both parties to use “best efforts” to secure DoT approval of tranxn. USair sued BA alleging, did not use best efforts to get approval, even though had the opportunity

· Court: Doesn’t answer – says that must be tried by finder of fact
· Yes, can be enforced, but lawsuits are usually expensive and uncertain, must be able to show bad faith.

· 2) Reps & Warranties

· Representation: shift risk of due diligence to party that  make representation

· Party that receives rep can assume that statement is true w/o further investigation

· Warranty: contractual promise that creates a substantive right (to sue or some other relief), enforceable promise

· Will spell out the legal consequences of a false rep: such as right to walk away 

· Disclosure schedule, usually an attachment

· Ex: list of patents

· Materiality condition – what is material? What is not? Lots of negotiation of definition

· Knowledge conditions

· “to the best of my knowledge” = much more true

· Substantive reps

· Accounting financials

· According to GAAP, fairly represent all financials

· No material adverse change (MAC) to the financials

· Designed to be a catchall

· Reps regarding ownership of property

· What assets are you buying

· Patents, copyrights, IP, represent that it doesn’t infringe on other IP

· Environmental matters

· Labor conditions, collective bargaining, employee pension/benefits

· Parallel buyers + sellers reps when it’s a stock-for-stock deal

· 3) Covenants

· Gap between signing and closing: some deals have large gaps (gov’t approval, SH vote, etc)

· Covenants protect buyer and seller in the gap

· Key covenants:

· Seller promises to operate this business only in ordinary course 

· Seller promises not to take [material actions] without buyer’s consent

· Not to issue more shares, change capital structure, not to sell, not to dispose of material assets, etc

· Buyer will have access to company’s information

· Seller agrees to maintain confidentiality of its own info

· Seller must cooperate = no shop, except if fiduciary duty requires

· 4) Conditions of Closing

· Bring down condition: As a condition, all reps and warranties must be true and correct on date of agreement and on date of closing w/ same force and effect as if made on closing date

· 5) Termination rights: when can walk away

· Ex: if court enjoins the transactions, then either side can walk

· Ex: failure to get required gov’t approval

· 6) Indemnification

· Only in private company deals

· In public deals- too many SH to sue

· 7) General provisions common to all agreements – who will communicate, who gets notice, etc

IV. Negotiation & Managing Risk
Comparing Acquisitions of Public & Private Companies
	Issue
	Public Co
	Private Co

	Shareholders
	Thousands, change every minute
	Only a few

	Negotiations
	With the board/officers
	With owners (SH)

	Can sue for damages?
	No – too many SH, constantly changing
	Yes 

	Closing conditions
	If reps & warranties are not true to certain standards, then buyer doesn’t have to close
	Same; sometimes seller leaves money in escrow account for certain number of years in case buyer makes claim

	Timing/delays
	Need SH approval (can take months); also gov’t regulation (securities, antitrust, etc)
	Can go quicker, still may run into antitrust/gov’t regulation

	Importance of Reps & W
	Matters as closing condition – i.e. in order to close
	Matters to avoid post-closing remedies


· Seller’s interest: 

· Want three things: money, certainty of payment, closure (not to have to worry about company after closing)

· Materiality
· 3 categories of materiality issues 

· 1) those reps that must be absolutely correct

· 2) dollars that are readily ascertainable 

· 3) material adverse change: things that will become important only if MAC

· Exceptions to MAC:

· If MAC is caused by changes in general economic, political, financial condition

· If MAC is caused by war, terrorism, natural disasters

· Exception to the exception: disaster don’t count unless affect on you is disproportionate compared to your competitors

· “No shop” clause + termination fees

· Public companies often have no-shop clauses

· Target won’t solicit/encourage other buyers after deal is signed

· Exceptions: fiduciary duty

· Termination fee: “break-up fee” if agreement is broken
IBP, Inc. v. Tyson Foods, Inc. (Del Ch. 2001)

· Facts: IBP wanted to merge with Tyson- friendly deal, did not fully disclose financial problems. Tyson terminated agreement bc of breach of warranty that financial statements were true and evidence of MAC. IBP filed suit

· Court: Clear that Tyson agreed to bear risk of financial statements; MAC issue was closer: not meeting first quarter projections is not important for an acquirer looking at the long-term strategy. Within the predicted range.
Lewkow: Allocating Market Risk in Stock for Stock Acquistisions (DC 4)

Freund, Chap 7: reps and Warranties (DC 4)

V. Fiduciary Duties & Standards of Review

Spectrum of Judicial Intrusiveness:

Least Intrusive








Most Intrusive

< ---------------------------------------------------------------------------------------->

Business Judgment Rule






Entire Fairness Test



Unocal (1985)

Revlon (1985)

Blasius (1988)

Business Judgment Rule (Arms Length Mergers)
· The Court will defer to the judgment of the Board 
· If board acted in: 1) good faith, 2) informed manner, 3) disinterested 

· Unless the decision is shown to be irrational (not attributable to any business purpose) or there was a conflict of interest
· Motive to remain in office is one that pervades all directors’ decisions and is not by itself enough to prove conflict of interest (Johnson v. Trueblood)

· Traditional standard of review in arms-length merger

· Smith v. Van Gorkam (Del. 1985)
· Facts: TransUnion had unused net operating losses, CEO arranges to sell co to Pritzker, calls special meeting but doesn’t give agenda beforehand. Board approves merger after 2hrs, SH sues alleging breach of duty of care, the board/CEO didn’t act in informed manner 
· Court: Directors were “grossly negligent” and their decision to sign merger agreement was uninformed and breach of DOC – insufficient process to apply BJR
· Led to widespread target board’s use of fairness opinions by investment banks

Entire Fairness (Mergers with Conflicts of Interests)
· If there is a conflict of interest (parent-subsidy deal, etc), then the deal is presumed UNFAIR unless the directors and majority SH prove:

· 1) fair price

· 2) fair process

· Weinberger v. UOP (Del 1983) [paradigm for interested transactions]

· Facts: Signal elected 6/13 directors, replaced CEO with Signal employee. Wanted to acquire UOP at any price up to $24/share. Got a fairness opinion from investment bank that said shares were worth $21.  Board + Acquirer agreed on merger at $21/share. SH approved merger. Class action brought by minority SH challenging fairness of merger

· Court: in short-term freeze-out mergers, defendants must satisfy the Entire Fairness test: 1) fair price (terms of deal – all relevant factors must be considered) and 2) fair dealing (procedures of the deal, directors must have duty of loyalty, showing good faith and candor)

· How to structure these kinds of deals? Hire independent authorities, get fairness opinions, actions to prove fairness

· Rosenblatt v. Getty Oil Co., (Del 1985)

· Facts: Getty Oil owned 80% of Skelly Oil- minority SH asked for merger. In order to comply with DE Law, both sides negotiated vigorously and hired independent valuators.

· Court: distinguished this case from Weinberger and said there was enough showing of fairness (in price and process)

Effect of Independent negotiating committees

· Approval from an independent committee of directors can prove fairness.

· Entire fairness is still the standard of review in these cases – the burden of proof shifts from directors/majority SH to the plaintiff (Kahn v. Lynch)

· Approval is not always enough, requires two more factors: (Kahn v. Lynch)

· 1) majority SH must not dictate terms of the agreement

· 2) special committee must have real bargaining power to exercise on an arms-length basis
· Kahn v. Lynch Communications (Del 1994)
· Facts: Alcatel was majority SH in Lynch; offered to merge; Board set up independent committee but Alcatel still remained heavily influential. SH sues
· Court: When interested merger transaction receives informed approval of a majority of minority SH or an independent committee, the burden shifts to the plaintiff to prove the transaction was unfair.  However, at least two factors are required: majority SH must not have dictated the terms of the merger & special committee must have real bargaining power to exercise on an arms-length basis. This was not true here- burden is still on the Board/majority SH to prove fairness.
· Function over Form: Reassessment of Standards of Review (Allen, Jacobs 2001)

· Question: is there enough utility to justify continuing the stricter scrutiny of interested mergers that are approved by one or both “cleansing processes” (minority SH vote & independent committee approval)

· Del courts have been reluctant to give full credit to the “independent committee” approval as a method of fairness = the true independence of these directors is questionable
· Minority SH vote doesn’t always have this problem: by definition, are not conflicted

· Policy Rec: BJR to self-interested mergers that are approved by either an effective indepent director committee or by minority SH vote

· Note on Qualifications for Independence: Kahn v. Tremont Corp (Del. 1997)

· Independent means: “fully informed, active and appropriately simulated an arms length transactions”

· Must look at the facts and specifics of each director if independence is in question

VI. Review Standard in Tender Offers

Federal Obligations

· Regulation under federal law is governed by the Williams Act, 1934 Act §14d-1, SEC Rules 14d-1 to 14d-9
· Beginning a tender offer:

· File Tender Offer Statement on Schedule TO (14d-1?) (Similar to Sched 13D)

· Must file with the SEC, send to SH and to marketplace

· Rules don’t necessarily require Sched 14d-1 sent to SH but uniform practice

· Sched 14d-1: purpose is to give SH basic info about terms of offer, how/when to tender, info about bidders’ business plan if tender offer succeeds

· Substantive changes from Williams Act (1968)

· Offer has to be open for at least 20 days

· If offer oversubscribed, shares have to be acquired on a pro-rata basis

· Any offer to any SR has to be made to all SR’s of the class.  Cannot have selected tender offers.

· Best price rule

· Under what circumstances does a private acquisition of a large block constitute a tender offer under these federal regulatory requirements?
· “Tender Offer” not defined in 1934 Act – practical definition comes from student note (Developing Meaning of “Tender Offer”, Harv. L. Rev. 1973)

· Wellman v. Dickinson (SDNY 1979)
· Facts: Offer made after market closing. P’s allege illegal tender offer of 1/3 of shares- no compliance with disclosure or Williams Act req’s, asked for divestiture of shares

· Holding: Transaction was a statutory tender offer, a single, integrated project

· Reasoning: looked at legislative history, tender offer is a bid with a premium price and obligation to purchase all or specified portion if certain conditions met

· This was exactly the kind of transaction that congress wanted to prevent (secret tranxn with pressure on board, no widespread press)

· SEC’s 7 elements characteristic of tender offer: 

· 1) active, widespread solicitation of public SH for shares of an issuer

· 2) solicitation made for a substantial percentage of issuer’s stock

· 3) premium over market price

· 4) terms of offer are firm rather than negotiable

· 5) offer contingent on tender of a fixed number of shares, often w/ a max

· 6) offer open only limited period of time

· 7) offeree subjected to pressure to sell his stock

· Hanson Trust PLC v. SCM Corporation (2d Cir. 1985)

· Facts: made formal cash tender offer for target at $60/share, led to bidding war, prevailing party was able to get crown jewel lock-up option, Hanson wants to invalidate, terminates tender offer, makes private purchases + open market purchase up to 25%, Target wants Hanson to unwind bc illegal tender offer
· Court: not a tender offer, rejects Dickinson

· Reasoning: even if some factors are present, could not amount to tender offer unless it’s the kind of transaction Congress meant to regulate

· Look at purpose of Wililams Act: totality of circumstances

· This case was structurally different: sellers were all highly sophisticated professionals, weren’t pressured to sell shares, no widespread publicity, barely a premium offered, no time limit.

· Nothing prohibits a former tender offeror from purchasing stock of a  target through private transactions
· Rule 14d-10: Equal treatment rule. All holders get best price. 

· Issue: What if controlling SH have zero tax basis in their stock (i.e. company’s founders), they would have capital gain equal to 99-100% of purchase price, therefore can stop a deal. Is a tender offer in this context a violation of all holders and best price rule?

· Matsushita.  Claim that 2 large SH’s got a better deal than other SH.  

· 9th Cir: Side payments to CEO were integral to offer, t/f had to be made available to all SH’s.  

· SCOTUS: reversed and remanded to determine whether founders/CEO had received greater consideration than other SH’s.  Concern that any different consideration to low tax basis founders (which was necessary to get them to tender) would result in liability

· 14d-10 amended to allow for different treatment of SH who’s tendering would result in significant tax liability.  Additional payment not calculated based on number of shares being tendered.  Payments must be approved by compensation committee.  Must be treated as part of compensation arrangements rather than consideration for tender offer.

· SEC Rules 14d-9 and 14e-2; Schedule 14d-9

State obligations

· Disclosure rules must not conflict with Federal disclosure rules

· Regulated by state law through fiduciary duty

· Must look at circumstances to determine where the tender offeror is a fiduciary

· If TO is minority SH – not a fiduciary

· 1) If board causes company to tender for a class of its own shares, then directors and officers are fiduciaries

· Eisenberg v. Chicago-Milwaukee Corp. (Del. Ch. 1987)

· Facts: Directors wanted to get rid of preferred stock. Directors had personal as well as fiduciary conflict with holders of preferred stock

· Holding: D violated duty of disclosure and operated inequitably (coering SH to tender in manner opposite to economic interests)

· 2) Where tender offeror is parent company attempting to cash out minority stock of subsidiary

· Fiduciary: parent company and target company board

· Lynch v. Vickers Energy Corp. (Del 1978)

· Facts: Schedule 14d-1 had a flaw, failed to disclose material info relating to fairness of offering price

· Holding: fiduciaries had duty of candor, held liable for damages

· This case started entirely new jurisprudence under Del Law: fiduciary duty of disclosure (announced here in tender context, but later expanded to M&A)

VII. Two-Step Going Private Transactions

Standard is Entire Fairness except where effectively approved by indpt committee or minority SH vote (burden shifts)
Federal Disclosure Issues

Whether soft information (judgments, opinions, appraisals, projections, etc) must be disclosed
· Hard information: facts, history, etc

· Soft info: can be important to SH decision whether to accept going-private offer or bring suit

· Not immaterial, but whether material depends on case factors

· Flynn v. Bass Brothers Enter., Inc. (3rd Cir. 1984)

· Facts: makes tender offer for remaining shares at same price it bought them

· Claim: tender offer materials violated 10b and 14e bc did’t disclose per share valuations of target

· QP: must bidder disclose in its tender offer materials soft information?

· Court: No. Not under current disclosure standards

· Soft info is not immaterial as matter of law – materiality decided on case-by-case basis by weighing “potential aid to SH against potential harm”

· Multi-factor analysis: facts, purpose, relevance to decision, subjectivity/bias in preparation, uniqueness, availability of more reliable info

· P never established that these were prepared by experts or that numbers were reliable, also reports was pretty outdated by tender date

· Post-Flynn developments
· Common law: Bespeaks Caution Doctrine (SCOTUS) – cautionary language should be included with disclosure of soft information, will protect the disclosing party from liability. (Basic Inc. v. Levinson, 1988)
· Statutory: Securities Litigation Reform Act (PSLRA) created a statutory safe-harbor for forward-looking statements; In going-private txn, have to disclose a checklist of info; 2 prongs:

· 1) Rule 13e transaction: company repurchasing its own securities or tender co or proxy solicitation in connxn with merger, recapitalization or asset sale

· 2) Txn must have the effect of taking co’s shares out of market

· THEN: issuer must comply with disclosure reqs, filing schedule 13e3,  most impt items: full disclosure of purposes and effects of txns, reps as to the fairness, proof of fairness

· Problem with going private txns: company forcing SH to sell their shares whenever price drops low

· Now, controlling directors have to put their money on the line: this gives investors private right of action to sue in going-private txns and gives information basis on which to sue

· CSX Corp. v. Children’s Inv. Fund (SDNY 2008); and on appeal (2d Cir 2011)

· Facts: Hedge fund use of a derivative (total return of equity swaps). Had ability to trigger a proxy contest. Influenced target board to agree to an acquisition by somebody else, trying to create a credible threat without having to own stock or disclose, hedge fund effectively having economic ownership of 14%

· Key issue: what triggers disclosure under 13d in M&A is concept of beneficial ownership –whether investor has gained more than 5% ben ownership then must disclose

· SDNY (Judge Kaplan): hedge funds were beneficial owners required to file 13d, bc of Rule 13d-3b: any person who directly or indirectly with purpose of divesting or vesting ben ownership as part of a scheme to avoid disclosure = ben. owner

· On appeal (2nd Cir.): agree that 13d group was formed but didn’t establish whether group was formed for acquiring CSX shares outright, whether acquisition of shares exceeded 5% before filed disclosure, whether an injunction would be appropriate
· Beneficial ownership (SEC Exchange Act Rules 13d-1, d-3 to d-5)

· Rule 13d-3(a): beneficial owner includes any person who has or shares: (1) voting power; and/or (2) investment power (incl. power to dispose or direct disposition of shares)

SEC Rule 13e-3 and Schedule 13E

Recent State Law Doctrinal Issues
· Fundamental question: if you have two transactions alike in every economic and substantive way, should be governed by same standard of review?
· Before 2001, Del law had entire fairness standard of review for going-private transactions (for single step; for 2-step, result was the same)

· Then series of changes

· Glassman v. Unocal Exploration Corp. (Del 2001)

· Facts:

· Claim: parent company and directors of subsidies violated duty by approving short-form in economically unfair transactions

· Under §253, parent does not have the obligation to get the approval of subsidiary.  No requirement of SR vote.  Only requires a resolution of the board of the parent.

· Arg: entire fairness review doesn’t apply under short-form merger (statute inconsistent with notion of fair dealing i.e. statutory appraisal is exclusive remedy).  Would apply in long-form merger.

· Solomon v. Path A Communication (….)
· Tender offer case, challenge to fairness of TO price

· Tender offers, even part of going-private traxn, will only be reviewed for:
· 1) full disclosure: issues always arise from fact that parent has inside info on subsidiary

· 2) were any terms coercive

· Corporate lawyers put these two cases together to argue that there should be a fairness review of the first step

· Tender offers are only reviewed for disclosure not fairness

· No fairness review of short-form mergers

· Courts responses in few cases

· Siliconix

· Facts: Parent Co. owns 80%, makes tender offer for remaining 20% of minority and then announces a no-premium exchange (stock for stock), conditioned on majority of minority SH tendering, subsidiary board ddint take position

· Claim: minority SH file class action, doesn’t satisfy fairness and should enjoin

· Court: Unless there’s disclosure violation or coercion, no fairness review. Knows its creating a large exception and that inconsistent since a 1-step merger would have a fairness review. Declined to apply same standard of review. SH weren’t without protection – the deal required majority of minority SH to tender

· In re Pure Resources

· Facts: plaintiff argues that doesn’t make sense for identical txns to be treated differently

· Court: tender offer may be more inherently coercive than a long-form merger bc LFM can still receive consideration but those who don’t tender are subject to uncertain fate in 2nd step

· Court didn’t want to overturn precedent, but required some addt’l procedural protections:

· Must be subject to non-waivable majority of minority condition

· Independent directors must provide minority with recommendation as to advisability of offer and disclose enough info to allow for an adequate judgment

· In re CNX Gas Corp. SH litig. (Del. Ch. 2010)

· Treating both steps as a single tranxn based on BJR or EF standards depending on whether certain criteria were satisfied:
· 1) if freeze-out merger negotiated and approved by special committee of independent directors and conditioned on majority of minority vote (indicating arms-length) then BJR applies

· 2) something?
(Subrahamian’s guest lecture part 1)
· Post Siliconix Freeze-Outs

· After Siliconix: two diverging standards depending solely on form of transactions not just economic problems

· Does this make a difference? Does anything change in the outcome?

· Created roadmap of deals that are structured as mergers and TO

· About 1/3 have majority of minority vote condition (MOM); 2/3 don’t

· Post-SOX: freeze-outs skyrocket, due to cost of being a public company increasing

· Proposal for reform:

· Freeze-out doctrine should look for (1) special committee approval, (2) SH approval

· If both prongs are present: BJR

· If only one or neither: EF

VIII. Anti-takeover measures, board responses, and state standards of review
State takeover laws

· Williams Act was intended to level the playing field between SH and bidders, not to prevent takeovers; many states went beyond this – to put target co protections

· DGCL §203 is fairly moderate

· Bars business combinations for three years after acquirer passes 15% threshold unless:

· Target board approves before bid occurs; OR

· Acquirer gains more than 85% in single tender offer

· Question: Is §203 constitutional? 

· Heard by 3 courts in 1988

· District court says constitutional, survives commerce clause & supremacy clause arguments bc the statute gives “meaningful opportunity for success”

· Data says 50% of deals get more than 85% of shares

· 6 deals between 1988-2008 got more than 85% and all were in the late 1980s

· GS claims data is no longer valid

· What is the right percentage? Maybe 70-75%

· Ex. Indiana state law: CTS Corp. v. Dynamics Corp of America (SCOTUS 1987)

· Facts: Indiana wants to enact new statute that requires SH to pass resolution as to limit of voting power, i.e. if you acquire 20%, 33.3% or 50%, would not necessarily get that voting power, but instead some other number

· Claim: supremacy clause and commerce clause violations

· Court: doesn’t violate either clauses

Poison Pill Defense (Flip-in Poison Pill)
· Issued as a dividend (one right per share owned); no value until triggered; once “flips in”, each SH (except bidder) has right to purchase one unit of preferred or common at deeply discounted price; large increase in number of shares outstanding that the bidder would have to buy to acquire – massive dilution of bidder’s existing interest
· Goal: designed to cause massive economic injury to hostile acquirer if triggered so that bidder would have to work with the board.

· Threshold is normally about 15% of outstanding stock

· When first used by Wachtell – litigation to see if this was valid defense
· Three claims against pill:
· 1. The board lacked statutory authority to adopt the pill

· DE code §157 that authorizes issues of securities but only for purchase of raising capital (not defensive measure)

· 2. The board usurped the shareholders right to consider tender offers

· 3. This pill interfered with SH right to solicit proxy

· Led to a change in tactic: If board refused to redeem the pill, unlikely that a court would give you any relief. 

· Same time bidder would make a hostile tender offer, would also start a proxy contest to get control of the board

· Deadhand Poison Pill: Only original directors who put the pill into place could remove the pill – defeated the proxy contest strategy
· First used in Toll Brothers case, class action is filed 
· Statute made it clear that directors cant confer that kind of power on themselves without amending the charter- requires SH approval

· Court found it breached fiduciary duty, interfered with SH right to vote for directors, exceeded power of directors

· Slowhand pill – Can’t redeem the pill for 6 months after an election

· Adopted in Quickturn case- court declined to rule on legality of slowhand pill on basis of statute, wasn’t really clear whether the directors had this kind of power

· Caused basic economic problem for bidder: in 6months, financing could go away, business related risks

· Best defense: combination of pill and staggered board w/ 3 year terms

· Airproducts: last iteration of poison pill validation

Review Standard for Antitakeover Defense Measures

· In 1960s-80s, Entrenchment Test

· Courts looked for whether the sole or primary purpose of the board’s action was to entrench themselves 

· This test was hard to prove and didn’t work very well

· Unocal, 1985
· Board must satisfy two step test to get to BJR standard

· 1) Target board must show that it “reasonably perceived that the hostile tender offer constitutes a threat to corporate policy and effectiveness”

· How to show: board can show that it acted in good faith and made a reasonable investigation

· Examples of reasonable threat: price inadequacy, questions of illegality, nature and timing of offer, risk of anti-trust violations, etc

· 2) Proportionality: defensive measure must be reasonable given the threat shown. Board doesn’t have unbridled authority to use any means available

· Judged by what actions, not what board says

· Key to both prongs: reasonableness

· Not dependent on board’s motive

· Facts: Pickens buys 13% of Unocal, tender offer for 37%, aims to get 2-step merger if he gets 51%. Target board puts up defensive tender offer, triggered if Pickens gets 51%, will buy the rest of the outstanding stock for $72/share of sr debt. Pickens sues board for discriminating against one SH

· Court: has to find new standard of review, or say that discrimination is acceptable under Del. law

· 1. Target board has power to deal selectively with purchasing stocks as long as the board isn’t trying to entrench themselves in office

· 2. Board isn’t a passive instrumentality

· But there’s no statutory treatment of tender offers or saying that the board had to be involved in a tender offer = no authorization of action

· 3. Board has duty to determine if bidder’s hostile tender offer is in the best interest of the shareholders and the company

· NEW idea = saying that the board had fiduciary duty to be active

· Court coming to grips with reality – that the board has to be involved in it

· Courts should earn the right to be given BJR standards

· Unitrin

· Redefined proportionality step of Unocal

· If the measure is not draconian/harsh, then question is whether the defense falls into a “range of reasonableness”

· Facts: hostile tender offer for Unitrin, 30% premium over market value, target board approved poison pill and advised SH not to tender, board authorized repurchase of 10 million shares, bidder + group of SH-plaintiff filed class action to force target board to redeem the pill and enjoin repurchase

· Court of Chancery: found that the repurchase was not proportional to the threat

· Del. Supreme Court: reversed, court has to decide if defensive measures are draconian (coercive or preclusive), and if not, then as long as it is in the “range of reasonableness” it’s ok.

Review Standard Where Board Responds to Hostile Bid by Selling or Committing to Change of Control
· If the board plans to sell or change control, then there’s a different intermediate standard applied: Board is charged with getting the best price and maximizing SH value (Revlon)
· Board cannot consider other constituencies when company is for sale

· Board must act neutrally to get the highest price (
· When is Revlon triggered?

· Board has to put company up for sale or has to commit the company to some form of transaction where breakup or dissolution is inevitable (Paramount v. Time)
· Extended to apply when controlling interest is for sale (Paramount v. QVC)
· Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc. (Del. 1986)

· Facts: Pantry (hostile bidder) proposes friendly deal, Board rejects and adopts defenses (share repurchases, pill, etc.), Pantry raises bid, Board looks for white knight, who wants lock-up for two most productive businesses, Pantry wants injunction against lock-up
· Court: defenses in the beginning were appropriate – negotiating strategy; however, when change of control was going to happen, directors have to maximize SH value; here directors breached fundamental duty of care to SH
· Paramount Commc’n v. Time, Inc. (Del 1990)
· Facts: Time negotiated stock-for-stock merger with Warner. Paramount threw in higher bid. Time renegotiated deal with Warner for cash – no SH approval required.

· Court: Time didn’t put itself up for sale by negotiating the merger with Warner – didn’t constitute a change of control

· Revlon wasn’t triggered here: Unocal standard of review, court found no violation of that duty

· Paramount Commc’n v. QVC Network, Inc. (Del. 1994)
· Facts: Paramount wanted to merge with Viacom, Paramount SH would be minority in new merged entity. QVC made a bid. Paramount rejected for long-term strategy
· Court: Selling controlling stake triggers Revlon – had obligation to take the maximum advantage of the current opportunity to get best value for SH. Couldn’t disregard QVC offer based on arguments of long-term strategy. 

Lyondell Chem v. Ryan

Mills Acquistiion v. MacMillan

Go Shop provisions and In re Lear Corp SH litigation
Review Standard Where Board Response is to Interfere with or Impede the SH Right to Vote
· The board can only intentionally interfere with SH right to vote if it meets a “compelling justification” burden (Blasius)

· This rule applies even when: 

· Board control is not at stake (Liquid Audio)
· Board makes provisions that a change in control would destroy the company (Amylin Pharm)

· Making it more difficult for a hostile bidder to win a proxy doesn’t trigger  (Aquilla v. Quantas)
Blasius Indus., Inc. v. Atlas Corp (Del. Ch. 1988)

MMCos., Inc.?

Schnell v. Chris Craft Indus., Inc. (Del 1971)

San Antonio Fire & Police Pension Fund v. Amylin Pharm. Inc. (Del. Ch. 2009)

IX. Protecting the Friendly Deal

Brightline Rule:

· Unocal is the standard of review for deal protection measures even in friendly deals

· Interests:

· Acquirer wants to lock up the deal immediately and have as many deal protections as possible, but if too locked, can be attacked on basis that deal isn’t the highest price reasonably available

· Fear that entering deal will encourage other bids, bidders will try to oust board and/or offer higher price

Deal Protections:

· RULE: has to be reasonable

· Balance legitimate interests of buyers and sellers

· Break-up fees

· Cash payment if deal falls apart for whatever reason

· Average 2-3% of equity value of deal

· Rationale: 2nd bidder compensating 1st bidder for taking risks and costs 

· Makes it possible for 1st bidder to invest resources and make bid

· Size of fee: if too high, could be deterrent, courts scrutinize the amount

· Lock-up options

· Acquirer gets option to purchase x% of shares at certain price

· Financial impact is often similar to break-up fees
· Can be a deterrent – if locked up for at/under FMV

· Covenants in the contract that relate to completion of the deal
· Ex: require favorable board recommendation
· Ex: No-Shop provision: prohibits board from soliciting or encouraging third-party bids after signing an agreement with a prospective buyer
· No-talk provision: prohibit any discussions or negotiations between board and unsolicited bidders

· Must have a fiduciary out exception

X. Recent Developments in M&A
(Private equity)

XI. Litigating a Contested M&A Case

