Corporations II-1993 Prof Kahan
The Voting System
I.
Corporate Voting

A.
When Votes are Cast - SH do not typically vote on matters of 

ordinary business judgment.  Most statutes require votes to be 

taken on fundamnetal transactions (M&A, etc)  Usually taken at...



1.
Annual Meetings - Corporations are supposed to hold them by 


statute or by implication; can get a judicial order if need 


to; usually vote for directors but other business is OK even 


if not given notice; must have notice and quorum to bind. 

2.
Special Meetings - usually called by B of D or other by-laws 


authorized individuals; only business described in notice 


may be discussed; also have quorum and notice requirements; 


may be called by SH with written consent.


B.
Who Votes and How - Because the corp. structure is designed to 

have wide spread ownership and freely transferable ownership 

interests has led to the evolution of a number of voting 


practices...



1.
Record Dates - determines who is entitled to notice of a 


particular SH meeting and who may vote at it.



2.
Streetname ownership - b/c of widespread and constantly 


shifting of ownership.  A brokerage firm is the nominal 


registered owner of a number of shares.



3.
Proxy Voting - the voter grants authority ot someone else to 


cast his votes.  It is revocable by the grant of a new proxy 


to someone else.


C.
Shareholders’ Collective Action Problem - When many are 

entitled to vote, none of the voters expects his vote to decide 

the contest.  Consequently, none of the voters has the appropriate 

incentive at the margin to study the firm’s affairs and vote 

intelligently.

II.
Federal Regulations:  Proxy Rules - Few SH have the time or 
inclination to physically attend the Sh’s meeting and vote their share 
in person.  However, SH action can not take place without a quorum.  A 
proxy is a document where the SH appoints someone to cast his vote.


A.
The Proxy Rules Generally


1.
Federal Authority - The SEC’s authority to regulate the 


proxy process comes from §14(a) of the 1934 Act which makes 


it unlawful for “any person” to solicit “any proxy or 


consent or authorization” from holders of registered 



securities in violation of SEC rules.




a.
Regulation 14A implements §14(a) of the ‘34 Act.




b.
Rule 14a’s are the specific provisions of Reg. 14A.



2.
The General Rules



a.
14a-1 - Definitions... defines proxy as “every proxy, 



consent or authorization”; solicitation includes oral 



requests, advertisements; It represents the SEC’s 



intention that the term have the broadest meaning.




b.
14a-2 - provides that the other proxy rules will apply 



to all proxy solicitations with few exceptions...





1)
solicitation for security not under §12.





2)
a non-management solictation of 10 or fewer 




persons (if management or if non-mgmt and over 




10 then always have to comply).

Studebaker Corporation v. Gittlin (1966) Clark p.368
Case represents a mix of 14a-1 and 14a-2.  A SH hoped to achieve changes on the B of D and wanted to solicit proxies for the Annual Meeting.  He tried to get a SH list but state law stated that one could only get one if one owned more than 5% or owned the stock for more than 6 months.  He obtained authorization from 42 other SH to get the list.

Ct found his actions to fall within the Proxy rules and that D had violated filing requirements.  The court reasonaed that the solicitation of authorizations was part of a continuous plan intended to end in solicitation to prepare for the way to success.

Case seems harsh since D never got to the real soliciation.  Clark says not so.  He would have had to do these filing later anyway.  More importantly, the purpose of the rules are to ensure proper representation.  Gittlin presumably told other SH something when he obtained their authorizations and any misinformation spread at that time may have been hard to fix later.




c.
14a-3 requires that certain information be furnished 



to security holders in connection with proxy 




solicitations.





1)
must provide a proxy statement conforming to 




Schedule 14A - requires disclosure of conflicts 




of interest, mgmt renumeration, and details of 




major changes to be voted on.





2)
must provide an annual report.





3)
must provide an audited financial statement. 


d.
14a-4 lays out requirements to the content and form of 



the proxy documents.




e.
14a-5 deals with the presentation of information in 



the proxy statement.  (no small type, etc.).




f.
14a-6 specifies filing requirements.




g.
The Important Rules - 14a-7, 14a-8, and 14a-9 often 



apply to situations of conflict between mgmt and 



outsiders (see below).


B.
Rule 14a-7 & Rule 14a-8 - Communications by Shareholders


1.
14a-7 - “mail their stuff or give them a list rule.”  If SH 


is willing to bear the costs of printing and postage, the 


corp. must either mail the SH solicitation or give the SH a 


stockholder’s list so that SH can do it himself.




a.
proxy materials must relate to a meeting in which the 



corp will be making its own solicitation.




b.
SH must be entitled to vote on the matter.




c.
SH must defray the costs that the corp will incur in 



mailing the materials.




d.
“reasonable promptness” rule mandates that managment 



may not delay mailings.



2.
14a-8 - “shareholder proposal rule.”  No cost to the SH and 


thus used by poor people who seek to influence the 



corporation’s policies concerning matters of social or 


political interest.  (S.Africa, etc.)  Info is included in 


management’s proxy materials.




a.
SH must own 1% or $1K of securities.




b.
must have held shares for at least one year.




c.
may be irrelevant to mgmt’s plans at meeting.




d.
limited to one proposal of 500 words.




e.
limited by 13 exclusions (see 14a-8(c)).


C.
Rule 14a-9 - Anti-Fraud - outlaws false and misleading 


statmements or omissions in connection with proxy solicitations.  

It language is similar to Rule 10b-5.  



1.
Private Cause of Action - Borak recognized an implied 


right private right of action on behalf of SH for proxy 


violations.  SCt. found that Congress intended to prevent 


management or others from obtaining authorization for 


corporate action by means of deceptive or inadequate  


disclosure.  Private enforcement of proxy rules is a 



necessary deterrent.  



2.
Must be Material - Test is whether there is a 



substantial likelihood that a reasonable shareholder would 


consider it important in deciding how to vote.



3.
There must be causation - The standing issue is often 


the issue of whether a particular plaintiff was or could 


have been injured (through reliance or otherwise) by D’s 


alleged misconduct.  The Sct in Mills rejected the position 


that Ps had to prove actual reliance on the falsehoods or 


omissions in the proxy statements.  Instead, it allowed 


causation to be presumed from the materiality of the 



falsehood plus proof that the proxy solicitation was an 


“essential link to the accomplishment of the transaction.”

Virginia Banksares v. Sandberg   (SCT 1991) p.52

FABI owned 85% of Bank and wanted to get rid of the other SHs.  FABI and Bank thus entered into a merger agreement whereby Bank would be merged into a wholly owned subsidiary of FABI.  FABI called in investment bankers to give an appropriate price and they decided $42.  Bank’s board agreed to the $42. Bank’s minority SH were sent a proxy solicitation in which Bank’s Dirs. stated that they had approved the plan b/c it would give a high value and a fair price.  Most went for the deal; P did not.  P asserted that the shares were worth $60. 

The Qs before us are whether a statement couched in conclusory or qualitative terms purporting to explain director’s reasons for recommending certain corporate action can be “materially misleading” and whether causation of damages can be shown by a member of a class of minority SH whose votes are not required by law or bylaws to authorize the corporate action subject to the proxy solicitation.

Directors argue that a statementof the reasons why the board was recommending could never be a statement with respect to material facts.  Ct says no and that SH often rely on the board’s reasoning. 

A mere showing that the directors were not acting for the stated reason was not sufficient.  Liability can only be premised on a statement with respect to material facts.  “We hold disbelief or undisclosed motivation, standinng alone, insufficient to satisfy the element of fact that must be established under 14(a).  Instead, P must show proof by objective evidence that the statement also expressly or impliedly asserted something false or misleading about its subject matter.”

Here, P showed that the price was not high or fair.  However, P loses anyway b/c she was part of a group of minority SH whose consent was not needed.  Ct felt that to allow a group to recover for misstatements when their consent was irrelevant would give rise to speculative claims.  Ct adds though that loss of a state right is automatic causation.
III.
State Law Regulation of the Voting System

A.
Shareholder Information Rights
Sadler v. NCR Corp

B.
Reimbursement of Expenses

C.
Inequitable Conduct

Schnell v. Chris-Craft

D.
Circular Voting Structures
Speiser v. Baker

E.
Vote Buying
Schreiber v. Carney
IV.
Control Share Acquisition Statutes

The Acquisitions Market

I.  
Corporate Combinations - the basic end of corporate combos is to put 
the assets of 2 or more corps under the control of one management.  


A.
Statutory Mergers - one corporation merges into another with 

the former ceasing to exist as a separate legal entity  The 

surviving corporation continuing in existence.



1.
SH of the surviving corporation retain their shares and 


those of the disappearing corporation exchange theirs for 


new shares in the surviving corporation.



2.
No need to execute formal conveyances or assignments b/c 


assets are transferred and obligations are assumed by 


operation of law.



3.
Approval of the SH of both corps is usually required.  There 


are two exceptions...




a.
Short-form Merger - Under RMBCA §11.04, approval is 



not necessary when the parent holds at least 90% of 



the sub’s stock.  It is just a formality.  It is 



assumed that minority SH have enough protection under 



appraisal and dissent rights.  (Is that enough?).




b.
Disparate Size - Under RMBCA §11.03, if the # of 



outstanding shares of the larger corp will inc. by no 



more than 20% and there is no sig. change in its 



articles of incorp (what’s significant?) then approval 



is not necessary.  Less relevant b/c of Tri-Mergers


B.
Consolidation - both corporations cease to exist and a new 

legal entity is created. - also a statutory procedure.



1.
Both sets of SH must exchange their stock for shares in the 


new entity. 



2.
Nearly obsolete because it is usually advantageous for one 


of the parties to be the surviving corporation.


C.
Exchange of Stock for Assets - Acquir corp buys the assets of 

the Target corp. using its own stock.  Thus, A has obtained 

control over T’s assets.  T simply becomes a shell whose assets 

consist of A’s stock.  T then liquidates or dissolves and its 

assets (A’s stock) goes to T’s SHs.



1.
Assets of T must be transferred by deed or form of 



conveyance - lots of paperwork.



2.
A usually assumes T’s liabilities as well as the assets - 


but often A will leave enough assets in T to pay them off.



3.
Remember that most state statutes require SH approval of any 


substantial sale of corporate assets.


D.
Triangular Combinations - Parent (P) creates a subsidiary (S) 

and exchanges its stock for S’s.  The target (T) is then merged 

into S with T’s Shareholders receiving shares of P.  Subsidiary  

then becomes the owner of Target.



1.
Two restrictions when Acquiror’s SH’s must approve...




a.
if it issues more than 18.5% of a stock listed on the 



New York Stock Exchange.




b.
if there’s not enough stock to give to target and 



acquiror needs to issue more.



2.
Advantages of Triangular Mergers




a.
Avoid transaction costs - assets, etc. pass as an 



operation law - better than exchanges.




b.
Parent is sheltered from target’s liabilities.  Only 



the subsidiary may be reached.

II.
Appraisal Rights - typically given in connections with mergers, 
substantial exchanges of assets - the right is given to a SH who 
dissents from a corporate transaction to be bought out by the corp. at a 
value determined by the court.


A.
History - Old rule was that any transaction that resulted in an 

alteration of the rights or preferences of Common STock required 

unanimous consent of all Shareholders.  As corps grew bigger this 

rule ceased to make sense and a majority rule was adopted.  

Appraisal was developed to protect the minority against the maj.


B.
Justifications for Appraisal Rights


1.
Defeated Expectations - a person who buys into a corp with a 


certain identity should not be forced into becoming an 


investor in a different business.




a.
Objection to this theory is that today investors don’t 



care about the company and care only about the risks 



and expected returns.




b.
Also SH today do expect mergers and other major 



changes so why let them out?



2.
Unfairness - that SH are generally pushed around in these 


major transactions and appraisal affords a remedy against 


such abuse.




a.
This argument doesn’t quite fly b/c why couldn’t SH 



bring suit to enjoin the transaction if it’s unfair?




b.
On the other hand, lawsuits are costly and generally 



drastic measures that are not given.



3.
Locus Poenitentiae - appraisal rights are nonintrusive 


checks on management’s occasional bad judgments.  The more 


dissenters who demand to be bought out the more management 


will reconsider bad decisions.  Could go too far, no? 


(impede management’s ability to direct company).


C.
Costs and Bad things about Appraisal Remedy


1.
Cash Drain - Dissenters have right to demand withdrawal of 


cap. from the firm which may lead it to abandon a good plan.



2.
Societal Costs



a.
firms must devote time and money to hire lawyers, etc.




b.
dissenters may be overcompensated.




c.
judicial inefficiency.



3.
Consistency - other corporate changes besides mergers and 


major transactions can create risks of unfairness, defeat SH 


expectations, etc. but they do not give rise to appraisal 


rights.  (not too good an argument, chach).



4.
Stock Market Exception - that appraisal rights are 



unnecessary in most cases where the corporations’ shares are 


publicly traded...




a.
assumes the EMH is true! - Why indulge the hope or 



fantasy that a single judge will be able to get a 



better fix on the true value of the shares?  If you 



don’t like the deal sell on the open market.




b.
Many states (including Del) have accepted this 




argument against appraisal rights.  See DGCL§262(b).


D.
Valuation - Dissenter usually gets the “value immediately before 

the effectuation of the corporate action...excluding any 


appreciation or depreciation...unless such exclusion would be 

inequitable.”  MBCA 13.01 (DGCL does not have “unless” clause).  

1.
Traditional ways to value...




a.
Market Value - look at price before transaction... OK 



(see above) if stock is actively traded in an 




efficient market.




b.
Asset Value - sum of the separate market values of the 



corporation’s assets.  What could the company get if 



it were to sell all of its assets?  Often used when 



successor is likely to sell assets in the near future.




c.
Earnings Value - construction of the firm’s investment 



or earnings value.  Ct hears experts on both sides 



project the future earnings of the corporation... 



discounts (risk free) them to present value.



2.
Valuation is Prospective...




a.
Clark criticizes a the propensity of cts to compute 



investment value in formulaic terms.  It comes up with 



an “objective” number but it is far from accurate.




b.
Weinberger v. UOP tries to stop this trend by 




announcing that cts would henceforth take into account 



earning projections and looking beyond the numbers.  



(See also, Guest Column by Dorfman p.28).


E.
Exclusivity of the Appraisal Method - Should SH only get 

appraisal or should they be allowed other routes?



1.
Arguments pro and con...




a.
Non-exclusivity argument - It is an imperfect remedy 



that is costly; the law should allow individuals to 



try and protect the rights of SHs as a group if they 



feel transaction is unfair (its more efficient).




b.
Exclusivity argument - option of a suit to attack 



transactions only gives more ammunition and incentive 



for strike suits.



2.
Variations in the Law...




a.
MBCA§13.02(b) - pro-exclusive; It says that the SH 



entitled to dissenters rights may not challenge the 



corporate action creating the entitlement unless the 



action is “unlawful or fraudulent...” (fraudulent has 



been read very broadly).




b.
CalGCL§1312 - exclusive but if SH seeks to set aside 



puts the burden of proving fairness on corporation.


F.
DGCL§262
III.
Freezeout Transactions - are transactions in which those in control 
of a corp. use their control to force noncontrolling SHs to lose their 
statuts as SHs with any equity interest in the business operations of 
that corp.  Insiders force the noncontrolling SH to sell or divest.  
Treats Common SH as if they were something like a redeemable preferred 
SH without knowing it.  Cts are concerned about unfairness to SHs.


A.
Early Freezeout Techniques


1.
Dissolution - Controlling SH would cause the corp to adopt 


and carry out a plan of dissolution under which he would 


receive the productive assets of the company while remaining 


would receive cash or notes.  Cts don’t like this one.



2.
Sale of Assets - Cause corp to sell assets to a dummy corp 


for cash or notes.  Dissolve the corp after sale.???????



3.
Redeemable Prefered - Cause corp to Merge into a shell corp 


of which you are the only SH.  Have corps SH exchange their 


shares for short term debentures or redeemable preferred 


stock.  When the debentures are paid and stock redeemed, the 


minority SH will have been cashed out.


B.
Modern Freezeout Techniques


1.
Cash Merger - replaces the Redeemable Preferred Stock method 


b/c of changes in the law now allowing cash mergers.



2.
Short-form Merger - effectuate a parent/subsidiary merger in 


which the minority SH of the sub are paid off in cash.



3.
Reverse Stock Split - use the fractional shares proviso 


which allows cash in lieu of fractional shares.  Ex.  I own 


60% or 60 shares of XYZ.  I cause the corp to adopt an 


amendment where I reverse stock split at ratio of 60:1.  


Fractional shares are worth $1.  In the end, I have 1 share 


of XYZ worth everything and the other 40% is bought out @ $1 


a share.


C.
Legal Developments


1.
Sante Fe Industries (SCT. 1977) - Sante Fe used short form 


merger to cash out the minority SH of Kirby (a 95% sub).  


P’s rejected appraisal and sued in fed. ct. under 10b-5 to 


recover fair price (P say $772 instead of $150).  P’s said 


that a freezeout w/out corporate business purpose is 



fraudulent under 10b-5.  




a.
White, J. said NO - if the transaction was neither 



“deceptive” or “manipulative” then it did not violate 



10b-5. (When managers harm you secretly you have state 



and fed. remedies.  When they harm you in the open you 



only get state).




b.
Textually, 10b agrees with White.  Why did the P’s go 



to state in the first place?  Prob. thought Del. was 



pro management and would see appraisal as exclusive.



2.
Singer v. Magnovox (Del. 1977) - Delaware responds to the 


challenge.  TMC bought 84% of Magnovox through a new 



subsidiary at $9/sh.  P’s sued to nullify and receive 


compensatory damages.




a.
“A long form merger made for the sole purpose of 



freezing out minority SH is an abuse of the corporate 



process and is a breach of fiduciary duty.”





1)
must show a corporate business purpose





2)
in parent/sub must show “entire fairness.”





3)
appraisal remedy is NOT exclusive.




b.
Subsequent case law elaborated and affirmed until 



Weinberger v UOP.  Some states still follow Singer.

Weinberger v. UOP (Del. Sct. 1983) p. 37
Overhauled the Delaware law concerning freezeout mergers.  In 1974 Signal sold a subsidiary and had $420M in surplus and through friendly purchase bought up up 1.5M authorized but unissued shares of UOP at $21.  The purchase was made contingent upon a successful cash tender offer for 4.3M publicly held shares also at $21.  (UOP had been trading at $14).  At the end, Signal owned 50.5% of UOP.  UOP’s board consisted of 13 directors and Signal nominated six.  (5 were either directors or employees of Signal, the other a partner from Lazard Feres).  In 1975, CEO of UOP retired and Signal caused Crawford a senior VP and director of Signal to be put in place.

By the end of 1975, Signal had not found any other good investments so two Signal officers performed a feasibility study which found that it would be a good investment at any price up to $24.  Taking into consideration? of their fiduciary duties, the Signal Executive Committee decided to try and acquire remaining shares at $20 to $21 a share.  They talked to Crawford who said $21 would be a good price without suggesting any higher price.

On Feb28, Signal issued a press release stating was considering acquiring.  (trading at $14.50).  On Mar2, Signal issued press release that it was offereing $20 to $21.  From Feb 28 to Mar.6 (4 business days), Crawford retained his friend Glanville at Lehman Bros to render a fairness opinion as to the price offered.  Bargained with his friend to do opinion for $150,000.  On Mar6 Glanville filled in a hurried model fairness opinion stating that $21 was a good price.  UOP board aproved.  Then it was completed when nonSignal owned shares was approved by UOP SHs.

First, the court clarified the existence of a fiduciary duty and the location of burdens of production and proof.  It reaffirmed the position that in a merger between a partially owned subsidiary (UOP) and parent (Signal) the parent co. and directors of the parent and sub are fiduciaries with respect tot the minority SHs of the Sub.  That such mergers involve an inherent conflict of interest and that the buden of “entire fairness” lays with the fiduciaries.  However, a P must allege with specificity acts of fraud, misrepresentation or misconduct and must demonstrate some basis for invoking the fairness obligation.

Second, the court rejected business purpose test laid down in Singer (that even if fair price, insiders cannot transacdt with sole purpose to eliminate minority SHs).  Said it did lettle to help minority SHs.

Third, the court explicated the concept of fairness.  Enuncicated an “entire fairness” test which required both fair dealing and fair price.  court said that here, it was not even close.  The original feasibility test that gave $24 price was never disclosed (would have represented $17M extra).  there was no disclosure as to the hurried nature of the fairness opinion.  Finally, all the actions gave the public the misleading notion that real negotiations were going on when there was no such..  Price here is susupect.

Fourth, the court made appraisal a much more exclusive remedy.  Injunctions should be used very sparingly.  The court did not make absolute... maybe ok in cases of fraud, misrepresentation, or gross and palpable overreaching.  (See Rabkin- next case).  “While a P’s monetary remedy ordinarily should be confined to the more liberalized appraisal proceeding herein established, we do not intend any limitaino on the historic powers of the Chancellor to grant such other relief as the case may dicate.”

Fifth, the court also made appraisal a more adequate remedy by liberalizing the valuation methods.  Cts before had been using the Delaware Block or weighted average method, but now were empowered to use any techniques that are acceptible in the financial community.  (See above in Appraisal valuation methods)

Rabkin v. Phillip Hunt Chemical Corp. (Del. Sct. 1985) p. 50
Olin Corp first bought 63% of Hunt at $25.  It agreed that if it bought the remaining minority shares within the year, it would pay the minority SHs the same $25 price.  Exactly 3 wks after the one year, Olin proposed a cash out merger of the minority at $20.  P’s sued to injoin, and Olin said that under Weinberger appraisal was an exclusive remedy.

Ct:  “In our view, the holding in Weinberger is broader...”   As we read the complaints they assert a conscious intent by Olin to deprive the Hunt minoirty of the same bargain that Olin made with the former majority holder.  When the issue is just about fairness of price, appraisal is the only remedy, but when the issue is here we are looking at overreaching and fraud...

IV.
Sales of Control - issue about whether a SH who owns a controlling 
block of stock in a corporation may sell it at a price highter than that 
available to noncontrolling SHs who also wish to sell.  The general 
answer is YES, the controlling SH may obtain and keep premium.


A.
Control - means the power to use the assets of a corporation as 

the controlling person chooses.  The controlling SH has certian 

advantages over the others...



1.
Direct power over his investment and therefore less risk.



2.
Can impose his will on the corp. to make decisions he feels 


are best (not necessarily to everyone - power to self-deal)  


He has the “keys to the corporate treasury.”



3.
As a matter of public policy, we want to discourage 



impediments and costs to changes of control so that corps 


can relocate management into more efficient hands.


B.
Traditional defense of Control Premia - Outsiders may 

perceive that a corp is not operating 
efficiently and may wish 

to improve it.  If the controlling SH has over 50% of the stock 

the Outsiders must go thru him to gain control.  The incumbent 

will realize that if he sells the stock he loses the benefits SHs 

get BUT also those mentioned above.  He’s going to want to be 

compensated.  Courts have held that premia is not per se illegal.

Zetlin v. Hanson (NY 1979) p. 60
It has long been settled law that, absent looting of corporate assets, conversion of a corporate opportunity, fraud or other acts of bad faith, a controlling stockholder is free to sell, and a purchaser is free to buy that controlling interest at a premium price...

Minority SH are entitled to protection against such abuse by controlling SHs.  They are not entittled, however, to inhibit the legitimate interests of the other stockholders.  It is for this reason that control shares usually command a premium price.  The premium is the added amount an investor is willing to pay for the privilege of directly influencing the corporation’s affairs.


C.
Sale of Office - Different from sale of control... A corp. 

director or officer will often have actual if not formal power to 

influence his successor and corporate decisions.



1.
Essex v. Yates (2nd Cir 1962) - Ct agreed that a sale of 


over 50% of corp stock and formal or informal transfers of 


office did not violate public policy b/c the sale of office 


was combined with a sale of control.  The buyer will control 


the offices anyway.



2.
But the Essex judges differed on cases where less than 50%.  


See Brecher below...

Brecher v. Gregg (NY 1975) p. 61
Gregg the president of Lin Broadcasting sold his 4% stock interest to the Saturday Evening Post and promised to resign and cause the electino of the Post president and two others to the board, and the selectino of Post President to succeed him in office.  He was paid $1.26M above market value.  The Lin board terminated the new president’s tenure and the Post sued for a refund of the premium.  Ct dismissed on grounds that the payments were illegal.

This case a SH of Lin sued Gregg for the premium.  The court found that Gregg had to pay the premium back to the corporation on the grounds that it was contrary to public olicy and illegal.  In summary, an officer’s transfer of fewer than a majority of his corporation’s shares at a price in excess of market, accompanied by his promise to effect the transfer fo offices and control is a transaction which breaches the fiduciary duty.  The officer will forfeit that portion in which he was unjustly enriched.

D.
Sale to Looters - Case law appears to have established that a 

holder of controlling shares may not knowlingly, recklessly, or 

perhaps negligently sell his shares to one who intends to loot the 

corporation by unlawful activity.

Harris v. Carter (Del. Sct 1990) p. 63

Carter Group owned 52% of Atlas.  Mascolo wanted control.  P complains that Carter had reason to suspect the Mascolo group but failed to conduct even a cursory investigation into any of the several suspicious aspects of the transactdions: the unaudited financial statement, the mention of LICA as a subsidiary at one point in the negotiations but not at the other.  Such an investigation would how the structure of ISA (Mascolo) to be fragile, possessing minimum capitaliation, and lacking in productive assets- would’ve tipped off the looting that occured.

Majority view is that those who control may not be wholly oblivious to the interests of everyone,.. even in the act of parting with control.  If the circumstances put the seller on notice and if no adequate investigation is made and harm follows, then liability also follows.

Each person owes a duty to those who may foreseeably be harmed by her action to take such steps as a reasonably prudent person would take in similar circumstances to avoid such harm to others.  Makes an analogy to driving.  You can drive (and you can freely sell your stock) but when you drive you owe a duty of care to your pasengers (you have a duty to other SHs).  

A duty thus devolves upon the seller to make such inquiry as a reasonably prudent person would make, and generally to exercise care so that others who will be affected by his actions should not be injured by wrongful conduct.
V.
Tender Offers - is an offer of cash or securities to the SH of a 
public corporation in exchange for their shares at a premium over market 
price.  In the 1960’s tender offers were planned in secret and sprung 
onto SH who thus faced situations in which they were forced to make 
quick and ill informed decisions.  The Williams Act of 1967 changed all 
that by regulating giving SH time and information to make good decisions 
about whether to tender and to give the market an early warning of an 
impending offer.


A.
Rules of the Road - The act amended the ‘34 Act by adding 

§§13(d), 13(e), 14(d) and 14(e)...



1.
13(d) - requires any person who has directly or indirectly 


acquired the beneficial ownership of more than 5% of any 


equity security of a class to send within 10 days certain 


information to the issuer, exchanges, and to file the 


information with the SEC.




a.
Includes facts about the identity and background of 



the purchaser, the sources of the funds used in the 



acquisition, and # and % of shares held.




b.
If the purchaser intends to acquire control, the 



purchaser must divulge any “plans or proposals” (what 



are plans and proposals) which such person may have to 



liquidate such issuer, to sell its assets to or merge 



it with any other persons, or to make any other major 



changes in its business or corporate structure.




c.
Schedule 13D supplements by requiring additional info 



regarding future plans and intents to gain control.




d.
Exceptions - see 13(d)(6)...




e.
“Person”


2.
14(d) and Schedule 14D - require any tender offerer (who if 


the offer is successful would own >5% and covered by 13(d) 


to disclose all 13(d) information plus financial information 


to the SEC and the target.




a.
Most significantly, offerer must disclose purpose and 



any plans or proposals for the target.




b.
Exceptions - see 14(d)(8)...




c.
Other important sections...



3.
14(e) - contains a general anti-fraud provision similar to 


10b-5 that applies to all statements made and acts done in 


connection with tender offers.

VI.
The Takeover Debate
Brealey & Meyers, Principles of Corporate Finance (1988) p81
When you buy another company, you are making an investment and the basic principles of capital invetsment decisions apply.  You should go ahead with the purchase if it makes a net contribution to SH wealth.  The problem with mergers are that they are difficult to valuate....  First, you have to be careful to define benefits and costs properly; Second, buying a corp is more complicated than buying a new machine; Finally, you need a general understanding of why mergers occur and who typically gains or loses as a result of them.

Articles points out that there may or may not be overall benefits to mergers.  If there are, it is possible that the buyer gets some of those benefits, but it is clear that the seller comes out ahead.  

One must also take into account policy considerations - more is at stake than just the actors...  Many predators believe that the threat of takeover spurs greater productivity.  On the other hand, fighting takeovers is expensive.
Gilson, A Structural Approach to Corporations: the Case Against Defensive Tactics in Tender Offers (1981) p84

It is now commonly acknowledged that the market for corporate control is an important mechanism by which managemetn’s discretion to favor itself at the expense of the SH may be constrained.  

The theory of a corporate control market posits that a decrease in corporate profits whether b/c of inefficient management or b/c of efficient by self dealing mgmt causes the price of the corp’s stock to decline to a level consistent with the corp’s reduced profitability.  This valuation creates an entrepreneurial opportunity.  If mgmt is displaced by more efficient mgmt everybody wins.

Two important conditions are necessary for this happy occurrence: First, the market price of the corporation’s stock must accurately reflect the inefficiency of greed, Second, there must be mechanisms available for displacing mgmt.  Here, Gilson says there is little debate over the stock market condition (accepting the EMH), but major difficulties remain concerning the displacement mechanisms.

There are four mechanisms, the merger, a sale of assets, a proxy fight, and the tender offer.  Gilson says only the tender offer is good.  Says it assumes a crucial role in the corporate structure as it is the only mechanism which has the potential to effectuate true constraint.

There are defensive measures however.  Offer will only be made if (Perceived value after acquisition) > tender offer price + transaction costs).  If mgmt can increase the transaction costs associated with the tender offer, the incentive to make that offer is lessened.  Defensive tactics therefore circumvent the mechanism by which the corporate structure constrains managerial discretion and therefore are improper.
Lipton, Corporate Governance in the Age of Finance Corporatism (1987) p95
We have reached the age of finance corporatism which is dominated by the institutional investor and the professional investment manager.  The existence of large pools of capital managed to maximize short term performance has fueled a wave of highly leveraged takeovers that threatens the everyone and the economy.

The Effects of Abusive Takeovers:  First, these takeovers have increased the amount of debt in our economy to extraordinary proportions.  Raiders and defenders are both taking out tons of debt.  Much of this in the form of junk bonds.  This debt has a first claim on earnings and ti will absorb all earnings at some point; Second, there is a changed the focus of management from long range planning, R&D to short term profitablity.  Also, the fear of takeover have spured much nonproductive activity; Third, it has caused the flight of business operations upon which communities have come to rely; Fourth, SH may or may not be harmed, but bondholders and preferred SH definitely are b/c they become riskier and less valuable.

Easterbrook and Fischel, Aucdtions and Sunk Costs in Tender Offers (1982) p99

Bebchuk, The Case for Facilitating Competing Tender Offers (1982) p104

VII.
Defensive Tactics - there are two types of devices used by target 
companies to resist hostile tender offers: Shark repellants (pre-offer) 
and post-offer devices.


A.
Post-Offer Devices


1.
Propaganda - target managers using company funds issue press 


releases, buy ads to communicate to SH why they shouldn’t 


tender.  Easy to implement but not persuasive against a 


premium bid.



2.
Defensive Suits - managers can sue the offerer alleging 


various things like anti-trust.  Rarely successful but often 


buys some time to set up real defenses.



3
Defensive Mergers or Acquisitions - target can acquire other 


companies that create anti-trust problems for acquiror.  


Problem is that it often wastes corporate assets in the 


effort to save their jobs and control - opens managers to 


litigation.  



4.
Lockups - A target may find itself a white knight who the 


target thinks will be nicer.  To induce a 3d party to become 


a white knight the target will give him an option to buy the 


crown jewels for below market price.  This is a great 


advantage to the white knight b/c even if the hostile 


offerer wins the white knight can still take the crown 


jewels away and the offerer finds himself paying a lot of a 


shitty company.  What’s key here is that management can 


avoid having to get shareholder approval.



5.
Share Manipulations 




a.
Target might sell stock to friendly entities who won’t 



sell to the hostile bidder making it harder for the 



bidder to get control.




b.
Target might repurchase stock from other SHs.




c.
Greenmail - Target buys shares already acquired by the 



hostile bidder at a premium... usually with the 



understanding that the hostile bidder will go away.  



SH’s usually get angry b/c they thought they were 



going to get big premium now they are paying out $.  



SEC wants to outlaw.  Courts seem very tolerant and 



allow such decisions under BJR.



6.
Restructuring Defenses - usually work best when the bidder’s 


incentive is the price dispartiy between liquidation value 


and the lower stock price.




a.
LBO - forms a new corporation to make a rival tender 



offer or to propose a merger at a higher price than 



the bidder.  Financed by junk bonds which they plan to 



repay by selling assets of the target or by increasing 



leverage.  Some problems.. see Choper p.121




b.
Recapitalizations - the public SHs exchange most of 



their stock for a cash payment that exceeds the prior 



market price.  Somewhat better plan than the LBO.  



also has problems... see Choper p121 



7.
Pac-man Defense - target responds by making a tender offer 


for the offeror’s shares.  If target can get enough of a


cquirer can paralyze him.



7.
Poison Pills (discussed below)


B.
Shark Repellants (pre-offer devices)


1.
Supermajority Voting Rules - rewrite charter so that more 


than 50% required to effectuate mergers or sales of assets.



2.
Veto Stock - create a class of stock that has the power to 


veto a merger or other fundamental change and the stock 


could be placed with friendly folks.



3.
Staggered Board - Only a minority of the board will be up 


for election each year.  That way, even if the bidder gets 


majority of shares it will not gain control immediately.



4.
Accelerated Loans - make loans payable upon the even of a 


hostile takeover.  Acquirer gets lots of debt if successful.



5.
Poison Pills (discussed below)


C.
Development of Delaware Case Law - How is power allocated 

between managers and SH when a corp. becomes the subject of a 

hostile tender offer?



1.
Cheff v. Mathes (1964) - before the rise of modern takeover 


bids.  Directors gave greenmail to SH.  The court said that 


the directors faced a conflict of interest and had the 


burden of proving a legitimate corporate business purpose 


rather than a mere desire to retain control.  Ct found that 


Dir. had a legitimate purpose in preventing control from 


passing into the hands of someone who would change business 


policies and practices in a way that would damage the corp.



2.
Pogostin v. Rice (1984) - Del. decided that the business 


judgment rule is applicable in the context of a takeover.



3.
Unocal would synthesizxe these two cases despite the 



apparent tension.

Unocal Corp. v. Mesa Petroleum Co. (Sct. of Del, 1985) p. 108

Mesa owned 13% of Unocal and commenced a two-tier cash tender offer for an additional 37% at $54.  The back end would eliminate remaining SH by exchange of “junk bonds” arguably worth $54 (highly subordinated).  Unocal bd. met and declare the offer inadequte and commenced defensive measures.

They decided to do a self-tender and repurchase 49% of stock using debt securities having a value of $72 if Mesa acquired 64M shares (the Mesa Purchase Condition)  It was decided that Mesa would be excluded from the deal (The Mesa Exclusion).  Mesa sued over the Purchase Condition and the Exclusion.

The Mesa Purchase Condition was eventually waived b/c it created probs for SHs.  If too many held on to shares hoping that Mesa would acquire 64M so that they could get the $72 deal, Mesa’s offer would fail and no one would get the $72 deal.  The Exclusion was kept b/c to include Mesa would defeat the purpose of the exchange offer.  Unocal would be in essence financing Mesa’s own inadequte proposal.

Two major premises come from the caselaw.  (1) Directors may selectively deal with SH provided it is not done to entrench themselves. (2) The Bd’s power to act derives from its fundamental duty and obligation to protect the corporate enterprise from harm reasonably perceived...

In Pogostin we said the business rule applied. BUT, “because of the omnipresent spector that a board may be acting primarily in its own interests, rather than tose of the corp and its SH, there is an enhanced duty which calls for judicial examinatino at the trhreshold b4 BJR may be conferrred.

First, in light of this conflict, the directors must show that they had reasonable grounds for believing that a danger to corporate policy and effectiveness existed bc of another person’s stock ownership.  Cheff
Second, A corp. does not have unbridled discretion to defeat any perceived threat by any Draconian means available... If a defensive measure is to come within the ambit of the BJR, it must be reasonable in realation to the threat posed.  This entails an analysis by the directors of the nature of the takeover bid and its effects on the corporate enterprise.  Here, the front end and back ends were inadequate.  It looks lie a classic coercive measure to stampede SH into tendering at the first tier.

Unocal’s purpose was to defeat the inadequate front end and to give the back end SH’s a better deal ($72 of debt securities instead of $54 in junk bonds).  There is a valid business purpose.

Finally, b/c it is clear that there was reasonable grounds for believing, and that the selective stock repurchase plan is reasonable in relation to the threat posed that the board’s action is entitled to BJR.  The burden of proof shifts back to the Plaintiff to show by preponderence of evidence that the directors were trying to entrench themselves.
The Pressure to Tender, Bebchuk (1987)

Under current takeover rules, and in the absence of special charter provisions, the outcome of bids may be distorted.  This problem of distorted choice is rooted in the general presence of a gap between the bid price and the value that minority shares are expected to have in the event of a takeover.

The post take over value of minority shares is generally lower than the bid price. Takeovers Accompanied by an Immediate Takeout.  Under current law, the acquirer may pay less for minority shares than the bid price and are only constrained by appraisal (which don’t allow the value gained by the merger).  Takeovers Unaccompanied by an Immediate Takeout.  sometimes they hold onto the target for awhile.  The acquirer usually operates the target’s business so as to divert to itself part of the target’s profits. (self dealing or other opportunities); Also, the bidder may time the takeout so that it’s best for him’ or create situations to devalue the appraisal.  The point is that post takeover value of minority Shares is less.

The Distortion.  In deciding whether to tender, any given shareholder will realize that his decision is unlikely to determine the bid’s outcome.  Therefore, the SH will take into account the two possible outcomes of the bid -- the bidder’s gaining control and the bidder’s failure to do so - and he will examine for each of them whether he will be better off tendering or holding out.

The Remedy:


C.
Poison Pills - In Unocal, one of the defensive tactics was a 

self tender offer.  The SEC in Rule 13e-4 discourages 


discriminatory self tenders?  cCan work either pre or post 


offer....



1.
Flip Over - See Moran.  This was one of the first poison 


pills ever and was upheld by the court.  Gave a Right to 


purchase 1/100th share of preferred stock for $100 (or $10K 


for one share) upon the occurrence of one of two triggering 


events - the acquisition of 20% or a tender offer of 30%.  


This crazy amount is considered “out of the money.” menaing 


that no one would exercise them.  The Flip Over part 



occurred if Household was acquired (completely) the rights 


would flip over to enable their holders to purchase $200 


worth of the acquiror’s CS for $100 thereby inflicting a 


draconian economic dilution of the acquiror.




a.
not acquistion proof!  Crown Zellerbach poison pill 



failed b/c the acquiror wsa content with acquiring 



control of Crown’s bd with an ownership less than 100% 



and did not proceed with a back end merger.  Flip over 



never occurred.




b.
Moran’s poison pill bad in a way b/c it was not made 



redeemable.  Thus making the co. unmarketable to 



anyone else protecting rather than deterring the 



acquiror.



2.
Flip-in - See MacDonalds Agreement.  Developed as a result 


of the Crown Zellerbach case.  The key element is that the 


acquiror may not participate in the benefits of the flip in.  


Lawyers used Unocal as a basis which allowed exclusion of an 


acquiror.  Early flip in reflected the view that the 



discriminatory feature could be justified only if the 


acquiror engaged in self dealing with the target.  As time 


went on, the flip ins began to be automatically triggered.  


Del likes them.  Cts have also held that poison pills 


adopted in the absence of takeover attempts more 



appropriately receive BJR.  See Block and Hoff p.126 



(Reasons why Del likes them) and p. 127 (Current pills that 


have something to do with Del §203)



3.
Generally, the cts have blessed the adoption of these 


devices b/c it helps eliminate coercive takeover tactics.  


Block and Hoff say that Paramount v. Time shows how far cts 


want to give bds flexibility.  (no pill there but cts said 


could reject an all cash, fully financed adequate price 


offer).  Says that more aggressive pills to come.




a.
Cts may not like these newer ones.  Aggressive pills 



may induce stockholder disaffection




b.
SH may initiate proxy contests more often to make 



board redeem pills, elect board members or both.  



Higher costs.

Moran v. Household International (Sct. of Del, 1985) p. 124

Decided same year as Cheff.  Involved a poison pill rights plan a flip over poison pill.  The Ct allowd the pill.  The court first held that the bd’s adoption of the rights plan was within the scope of its authority.  It bolstered this conclusion by stating that the plan did not, at least in theory, usurp the SH’s right to receive tender offers.  The ct noted that would be offerers could avoid the poison by several methods such as making a conditional tender offer (that bd redeem the rights, etc.).  The court also reaffirmed the Unocal decision and the applicability of the BJR to takeover defenses.  However, Moran Refines the rule a bit also...

While we conclude for present purposes that the Household Dir are protected by the BJR that dos not end the matter.  The ultimate response to an actual takeover bid must be judged by the Directors’ actions at that time, and nothing we say here relieves them of their basic fundmanetal duties to the corporation and its SHs.  Their use of the plan will be evaluated when and if the issue arises.

First.  The target directors have the initial burden of showing a reasonable belief that the takeover would threaten corporate policy and welfare.  Cheff fear of changing business pracdtices is OK; fear of coercive takeover tactics (using two tier pricing; using junk bonds, etc.) are OK reasons.

Second.  The defenseive action taken by the board must be reasonable in relation to the threat posed to corporate welfare.  The court thought the reights plan in Household was not unreasonable b/c it did not absolutely preclude a takeover bid.

Third.  The presence and the informed activity of independent directors will help the board to meet the burden of making the the two initial showings.  Once these showings are made, the burden of proof shifts to the P’s and is difficult to meet.
McDonald’s Rights Agreement  (1988) p.130

Section 3.  Issue of Rights Certificates.

Distribution Date is the earlier of ten days after company or person of an intention to commence a tender or exchange offer for more than 20%.
Section 7:  Exercise of Rigths; Purchase Price; Expiration Date
May exercise the rights at any time after the Distribution date but before Expiration of the Rights (December 28, 1988).  The Purchase Price is 1/100 PS for $250 (or $25K for one share - out of the money).  The Purchase Price shall be subject to adjustment from time to time...

Section 11:  Adjustmnet of Purchase Price, Number of Shares or Number of Rights

Triggered if any Person shall become an Acquiring Person

For $250 you get $500 worth of stock.  (see formula on p142 which translates to $250 = $500/CurrentMarket Price)
Section 23:  Redemption

Bd of Dir at its option may redeem all Rights at a price of $.01.

If Board will not redeem poison pill then what can the raider do?

Use exception and tender for all shares.  SEe DGCL 203?

Proxy Contest

Sue the corp.

Use §23(c) can force the corp to call a shareholder meeting when it receives an offer.  However, Section 1 defines offer as a written proposal made by a person who owns 1% or less and which includes tons of other materials.  Annoying for the hostile bidder.

Revlon, Inc. v. MacAndres & Forbes, Inc.  (SCt. of Del, 1986) p.148
June 1985: Perelman of Pan Pride met with Bergerac of Rev to discuss a friendly acquisition at $40-$50.  Bergerac dismissed as too low.  Bergerac hated Perelman so negotiations stalled.  Aug 14, Pan board auth negotiatons at $42 or $43 or hostile tender offer at $45.  Bergerac again refused.  Aug. 19 Rev board convened and Lazrd Freres advised them that $45 was grossly inadequate and that Pan planned to acquire through junk bonds and would eventually break up Rev.  Lazrd said that if done right Pan could get a return of $60 to $70 a share.  Lipton recommended defense. (1) Rev would repurchase up to 5 Million of its shares; (2) that it adopt a Note Purchase Rights Plan.  The Poison Pill would give CS a Right in the form of a dividend entitling the holder to exchange one CS for a $65 Note at 12% interest payable in one year (Rights).  The right was effective as soon as anyone acquired beneficial ownership of 20%.  The rights would not be available to the acquiror and the Rev board could redeem rights at 10¢.  Both plans were accepted.  Aug. 23 Pan made tender offer at $47.50 for CS and $26.67 for PS conditioned on financing and the redemption of the Rights by the Board.  Aug. 26  Rev Bd met and advised SH to reject offer.  Aug. 29 Rev commenced its own offer for 10M shares exchanging each share for one Senior Subordinated Note (Notes) of $47.50 at 11.75% interest due in ten years PLUS 1/10 share of $9 Cumulative Convertible Exchangeable PS valued at $100 a share.  The Notes contained covenants restricting payments, etc. w/out independent bd approval.  Lazard felt the notes would trade at $100.  Rev SH tendered 33M and Rev accepted 10M on pro rata basis.  Defensive moves win!  Sept. 16 Pan announced new tender at $42 conditioned upon receiving at least 90%.  Pan said that they would buy less for more $ if Rev would redeem rights.  Sept. 24 Rev met and rejected and authorized neg’s with other parties.  Sept. 27 Pan raises to $50;  Oct. 1 to $53.  Oct. 3 Bd met to consider $53 and decided to allow a LBO by Forstmann (White knight).  SH would get $56 a share; mgmt would purchase stock in new corp through golden parachutes; Forstman would assume $475M debt from Notes, Rev would redeem the Rights and waive the Notes covenants.  To finance, Forst intended to sell some of Rev.  When the waiver of notes announced the mkt val of the Notes dropped.  Oct.7 Pan raised offer to $56.25 subject to nullification of the Rights, a waiver of the Notes covenants and the election of 3 Pan Dir to the Rev Bd.  Oct.9 Pan said it would top any bid by Forst.  At this pt. Forst knew more about Rev financial data and thus had an advantage.  Oct.11 Forst raised his bid to $56.25 on the condition (1)  that he get a lock up optio to purchase Rev division (crown jewels) at $100-175M below market if another bidder got 40%; (2) Rev required to accept a no-shop provision; (3) $25M cancellation fee if the deal didn’t go through; (4) no interference from Rev.  The Bd said OK b/c (1) higher price than Pan; (2) protected the noteholders; (3) Forst’s financing was firmly in place. Oct 14 Pan filed suit challenging the lock up, the cancellation fee, the exercise of the Rights and Notes.  Oct. 22 Pan raised bid to $58 conditioned on nullification of rights, covenant waiver, and injunction of the lock up.
Directors owe fiduciary duties of care and loyalty to corp and SH.  These apply in the context of bus. combos.  When a board implements anti takeover measures they are subject to Unocal.  They have the burden of proving that they had reasonable grounds for believing there was a danger to corporate policy and effectiveness and then the responsive action taken must be reasonable in relation to the threat posed.

Rights Plan: poison pill approved in the face of an impending hostile takevoer bid.  Ct says that Rev was Ok in prtoectin gthe SH from a hostile takeover which was inadequate in price and financed by junk.  at the time of its adoption the Rights Plan afforded a measure of protection consistent with the director’s fiduciary duty in facing a takevoer threat preceived as detrimental.

However, the Rights Plan’s usefulness was rendered moot by the director’s actions on Oct 3 and 12.  Said they would redeem for any cash offer over 57.25.  Since both exceeded, the rights were no longer any impediment and thereby mooting any question of their propriety under Moran or Unocal.

Self Tender:  Bd acted in good faith and on an informed basis with reasonable grounds to believe that there existed a harmful threat to the corporate enterprise.  However, when Pan increased its offer to $50 and then $53, it became apparent to all that the break up of the company was inevitable.  Rev’s authorization permitting discussion with others was a recognition that the company was for sale.  The duty of the board had thus changed from the preservation of Rev to the maximization of the company’s value at a sale for the SH’s benefit.  The director’s role changed from defenders of the corporate bastion to auctioneers.

Notes and the Lock Up:  Support of the Notes as an integral part of the Co’s dealing with Forst were inconsistent with the changed concept of the dir.’s responsibilities.  Their responsibility was to the equity owners.  Selective dealing when you’re an auctioneer is not proper.  Obtaining the highest price should have been the central theme.  The Dir. breached their primary duty of loyalty.  Also, The Lock up was not consistent with Unocal duties b/c there was no threat, the merger agreement was unreasonable in relation to the threat posed.  Indeed, the Lock up did not aid or foster bidding but destroyed it.

Forst’s $57.25 not much better than Pan’s $56.25 b/c of time value of money.  Only benefitwas that Rev board avoided personal liability to the Note holders.  Thus, when a board ends an intense bidding contest on an insubstantial basis and where a significant by product of that action is to protect dir. against threat of personal liability, the action cannot stand up to Unocal.

NoShop:  The no shop is no per se illegal but when Bd becomes an auctioneer it cannot agree to only negotiate with Forst.  It hurts the SHs.  Favoritism for a white knight to the total exclusion of a hostile bidder is Ok when the latter hurts SHs but when they make similar offers or when dissolution of the co becomes inevitable, the directors cannot fulfill their duties by playing favorites.  Market forces must be allowed to operate fully to get best price.


D.
State Anti-Takeover Statutes - most tilt the advantage 

towards the target corporation out of fear that an acquiring corp 

might close local plants, or order layoffs, steps that arguably 

increase efficiency for the corp but may hurt the local economy.  

The fact that local corps have a lot of clout may have helped push 

state statutes through.



1.
Clark - A typical state anti takeover statute creates 


barriers.  First it requires filing of disclosure documents 


well in advance of the making of a tender offer, plus notice 


to the target co’s management.  It usually requires more 


extensive disclosure than the Williams Act.  Sometimes it 


requires an administrative hearing to discuss fairness.



2.
Choper, “Overview of State Takeover Statutes



a.
Control Share Acquisition - (Ohio) requires a SH vote 



approving the acquisition of any one person.  




b.
Fair Price - (Maryland) Most popoular!  Imposes a 



supermajority voting req for mergers and similar bus. 



combos between the corp and an interested SH.  The 



supermajority vote req. is waived if the transaction 



meets statutory fair price standards.  (usually 



requires back end SH to get same amount as front end)




c.
Moratorium - (New York) prohibits business combos for 



a specified period after any SH acquires more than a 



specified ownership threshold of its voting stock 



unless the board of directors approves in adavance the 



acquisition in excess of that threshold.



3.
DGCL§203 - a moratorium type anti-takeover statute.




a.
prohibits business combos for 3 years after the day a 



person becomes an interested SH (when he gets 15%) 



unless...





1)
there was prior approval by the board; OR





2)
interested SH owned 85% of voting stock; OR





3)
on a subsequent date the combo is approved by 




the board and authorized at an annual or special 




meeting by 66 2/3%  of the disinterested SHs.




b.
§203 will not apply when...





1)
Charter says it doesn’t





2)
Amendment to bylaws made within 90 days of the 




enactment of §203 says it doesn’t





3)
Amendment to charter and bylaws says it doesn’t 




(needs majority of shares and amendment doesn’t 




go into effect for 12 months after the adoption)  




Can not be used retroactively.





4)
if not listed on a major stock exchange, etc.





5)
inadvertently becomes an interested SH.





6)


City Capital Associates v. Interco (Del. Chan. 1988) p.159
Interco has lots of nationally known subs which operate autonomously - very uncentralized and particulary vulnerable to bust up takeovers.  Thus, Interco adopted a flip in CS Rights plan.

The Rales Bros began to buy up stock.  Interco redeemed the old rights and issued new rights plan that had both flip in and flip over rights.  The Flip In provision stated that at 30%, rights will be exerciseable entitling each holder of a right to purchase from the Co that number of shares per right as at the triggering time have a market value of twice the exercise price of each right.  The Flip Over said that in the event of a merger or the acquisition of more than 50% of the co’s assets or earning power, the rights may be exercised to acquire CS of the acquiring co having a value of twice the exercise price of the right.  Redemption was 1¢ and exercise price was $160.

Interco said they intended to restructure.  Soon after, Rales files 13D saying they owned 8.7%.  Offered $64 per share in cash.  Later raised to $70.  Interco’s bankers said inadequate after careful analysis - provided a reference range of $68 to $80.  Decided to reject offer and lowered 30% on flip in to 15%.

On Aug.15 Rales announced public tender offer at $70. conditioned (1) financing; (2) tender of at least 75%; (3) redemption of rights plan; (4) determinatino that 203 did not apply.  Bankers had done more work and said inadquate and that range was $74 to $87.  Interco again refused and refused to disclose secret info that Rales wanted unless Rales would enter standstill.  Sept10 Rales raised to $72.  Sept19.  Bd refuses - says inadequate and decided to adopt a restructuring.

The restructuring would in the opinion of Bankers be worth at least $76 to SHs.  (Ct says that Bankers paid on contingency so had incentive to value high).  First step would be to sell Ethan Allen the Crown jewels.  Oct19 Rales in response raises to $74.  Again rejected b/c inadequate and restructure would yield $76.

P’s say that the Bd’s action wasn’t consistent with Unocal - that it was not reasonable in relation to any threat posed b/c their noncoercive cash offer ws not a threat.  Further, they say that the proposed recapitalization does not differ from a sale of the Co and that under Rev, the Bd had duty to obtain the highest price which P’s say they failed to get.

Unocal - Ct recognizes that if Unocal used w/out caution that it could hurt the BJR.  Says that threats to corporation may be either (1) Coercive (such as front/back end mergers) and (2) Inadequate Price offers.  Here, there is no coercion but the board has concluded in good faith that it is inadequate thus justifying leaving the poison pill for a period of time so that Bd may take other steps (seek alternatives, etc) they deem necessary to protect the SHs.  Once they have taken those steps the Pill is no longer necessary.  At that point the SHs must be allowed to decide for themselves.  (says there may be times when the threat is so great that pill may stay but not here where Interco’s deal and Rales deal not too diff.)  To acknowledge that dir. may employ poison pills to deprive Sh of the ability to choose to accept a noncoercive offer, after the bd has had the opportunities to explore or create opps sold be inconsistent with corporate governance.

Revlon - P’s argues that the restructuring which involves the sale of assets; massive borrowing; distribution to SHs of cash and debt; equal to about 85% of Interco’s stock in effect involves a breakup and sale of co.  Court says NO.  Does not think that Rev was meant to narrow the range of responses the Bd could make in defense.  Rev should not be interpreted as representing a sharp turn in the law.  It just requires that Bd act in an informed manner (Rev bd did not).  Here Interco did.

This decision comports with Gilson.  Says SH should have final say.
Paramount v. Time (Del Sup.Ct. 1989) p.167
Time wanted to enter the international market and felt it needed an entertainement company.  After long search found Warner (fit everything they wanted).  They were going to do a stock for stock merger but negs broke down after Time wanted control of surviving corp b/c wanted to preserve the ‘Time Culture’.  They finally agreed.  Time set up defensive tactics: automatic share exchange agreement with Warner; a no-shop provision.  Stockholder approval day was set for June 23.  (Time needed approval of SH under NYSE rules.  Under Del only need approval of majority of target b/c its a triangular merg)

Enter Paramount.  Announced offer of $175.  conditioned on (1) Time had to terminate agreement and to redeem poison pill; (2) Paramount had to obatin cable franchises in a fashion acceptable to Paramount; (3) offer depended upon the judicial determination that 203 was not applicable.  Eventually reaches $200.

Time board met and rejected as inadequate and held steady.  Sought permission from NYSE to avoid SH approval and was rejected.  Time Board felt that Paramount’s bid posed a threat to Time’s control of the “Time Culture” and felt Warner was much better.  Reject again.  Time also decided to restructure the deal with Warner. Was going to make an all cash offer at $70 for 51%.  Rest would be purchsed later.  Deal would require lots of debt thus eliminating one of the benefits of the merger. 

P’s say that Time Bd breached Unocal duties when responded to Paramount’s “fully negotiable (though conditional) all cash all shares tender offer.  P’s also claim that Time breached Revlon duties b/c the Time/Warner merger agreement resulted in a change of control which effectively put Time up for sale.  Says Bd did not try to maximize for the Shs.

Revlon:  Chancery ct said there was no change of control so no Revlon.  Sup Ct adds that We reject b/c of absence of eveidence to find that Time Bd in negotiating with Warner made the dissolution or breakup of the corporate entity inevitable as in Revlon.  Under Del. law there are two circumstances that result in Revlon duties...

(1)  is when a corp initiates an active bidding process seeking to sell itself or to effect a business reorganization involving a clear break up of the co.

(2)  when in response to a bidder’s offer, a target abandons its long term strategy and seeks an alternative transaction also involving the breakup of the company.

In Revlon, the board resonded to hostile offer by contemplating a bust up slae of assets in a leveraged acquisition so they had duties to maximize.  Here, the bd’s reaction to a hostile offer is found to be a defensive response and not an abandonment of its existence.  

Unocal:  Need Yes for both before BJR applies.

Was there a threat?  P argues Interco’s two types of threats: coercion and inadequate value.  We disapprove of such a narrow reading.  The usefulness of Unocal is its flexibility in the face of a variety of fact scenarios.  The open ended analysis is not intended to lead to a simple mathematical exericse.  To do so would kill the BJR by substituting the ct’s judgment for the bd’s.  Here, they wanted to protect their culture and legit. felt Paramount was a threat.  

Was the response reasonable?  This requires an evaluation of the importance of the corporate objective threatened; alternative methods of protecting the objective; impacts of the defensive action....  Dir. are not obligated to abandon a deliberately conceived plan for a short term SH profit.  The court will recognize that to manage a corporate enterprise requires selection of time frames for goals.  Here, Time had the goal of carrying forward a pre existing transaction, albeit in an altered form.  Response was appropriate.

E.
Other Sources of Scrutiny



1.
The Time decision shows the reluctance of cts to remove 


poison pills and thus has contributed to the reemergence of 


the proxy contest as a method of inducing control changes..  




a.
Proxy with Tender - have own rep elected tot he board 



to close out the tender.  (AT&T takeover of NCR; 



PSI/Ipalco)




b.
Proxy w/out Tender
Blasius Industries v. Atlas (DelChanCt. 1988) p.175

Blasius acquired stake to encourage a restructuring and maybe to take control.  Blasius started a soliciation to amend bylaws to expand size of the bd from 7 to 15 (the max) and electing 8 new people to the Bd.  In response, the bd created two new spots and to fill them b4 Blasius could do anything.  This precludes Blasius from getting majority even if he filled all the spots.  

Blas says conduct was to entrench themselves from a perceived threat to its control.  Said to violate principle in Schnell that dir. hold legal powers subject to fiduciary duties.  Ct says NO.  There was no bad faith.  They really believed that Blas’ plans were bad.

Look at Unocal and others where reasonable exercise of good faith and due care generally validates the exercise of legal authority even though it has entrenchment effect.  Does this apply when the action interferes with the SH’s vote?  Ct says NO can’t interfere w/ vote.

Though there are different opinions as to SH voting (that it is an unimportant formalism, that it is a check on the dir) it still has the critical to the theory that legitimates the exercise of power by some (the dir) over vast properties that they don’t own.
Schneider v. Lazard Freres (NY AD 1990) p.178
The sale of the control of a corp. is not corporate business of the type governed by traditional corporate law.  in this context, if something less than the highest possible price was obtained, the loss was sustained by the SH not the corporation.  Thus the relationship between the SH and the Special Committee was one of principal and agent upon which the principles of corporate law should not be superimposed.

Rule 10b-5 And Insider Trading
I.
Generally - Rule 10b-5 was promulgated by the SEC under §10(b) of the 
1934 Act.  It is known as the “catch-all” provision governing disclosure 
in all purchase and sales of securities from face-to-face transactdions 
in close corporations to open market purchases in public corporations.
II.
Rule 10b-5 and Securities Fraud
Basic v. Levinson

III.
Rule 10b-5 and Insider Trading

A.
Equal Access Theory

SEC v. Texas Gulf Sulphur (2d Cir. 1966) p.16

B.
Fiduciary Duty Theory

Chiarella v. US

Dirks v. SEC


C.
Misappropriation Theory

Carpenter v. US

US v. Chestman (2d Cir. 1991) p.65
