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Corporate Mergers and Acquisitions
Professor Bradford

December 10, 2009
8:30 a.m.

3 Hours and 25 Minutes

INSTRUCTIONS

General Instructions
	
	1.  This exam is partially open book.  You may use the books required for the course and any materials, including notes and outlines, prepared exclusively by you.  You may not use any other materials.  

	2.  You may not consult any other sources, and you may not consult with or communicate with any other person during the exam.  If you have any books, notes, briefcases, book bags, cell phones, PDAs, or other items, you must bring them to the front of the room now.  You may not take any of these items to another designated exam room.

	3.  This exam has nine (9) pages, including the instructions.  The page numbers appear on the top right-hand corner of each page.  Please check to be sure that this copy has all the pages. 

	4.  You have three hours and twenty-five minutes (3:25) to complete the exam.  You must turn in your answers in the designated room, even if you are taking the exam somewhere else.  If you finish more than five minutes early, you may turn in your answers in the Dean’s Office.

	5.  The exam consists of four (4) questions.  The recommended time for each question is as follows:

Question 1…..40 Minutes
Question 2…..60 Minutes
Question 3…..45 Minutes
Question 4…..60 Minutes

6.  Do not spend all of your time writing.  Think about the issues and organize your answers before writing.  Be concise.  Be organized.  Long, disorganized, rambling answers will be penalized.

	
	
	7.  If one of the statutes we have studied applies, cite the relevant sections and subsections and explain how those provisions apply to the facts of the problem.  An answer that doesn’t cite and analyze relevant statutes or regulations is incomplete and will not receive full credit.

	8.  If you believe additional facts are needed to answer a question, state exactly what those facts are and how they would affect your answer.  If you believe that a question is ambiguous or unclear, note the ambiguity or lack of clarity and indicate how it affects your answer. 

	9.  You may take the exam in this room, in another designated room, or in the computer lab if you are not using your own computer. 

	10. The Honor Code is in effect.

	11.  Good luck and have a pleasant holiday.


Instructions Concerning Taking the Exam on a Computer

	12.  You must take the exam on a computer that has the latest version of the Exam 4 software installed.  If you have not previously installed the Exam 4 software, please notify the exam administrator immediately.  You may take your exam in the OPEN MODE.

	13.  Be sure to enter your exam number in the Exam ID field.  (Do not use your NU Card ID number or your social security number.)  You will be required to enter your exam number twice.  Select the course name from the drop-down box.  Be sure you find the folder for this course, because that is where your exam will be stored.  Verify that the information is correct just before you select “Begin Exam.”

	14.  Do not worry about headers, footers, page numbers, or double spacing your exam; the software does all that for you when the exam is printed.

	15.  When you are finished, please submit your exam electronically.  A pop-up box will show the status of your exam.  It should show a black bar with 100% in it and a message that says, “Your file has been successfully stored.”  If you do not get this message, please see Vicki in the Registrar’s office immediately.

	16.  If you have any technical problems during the exam, please report them immediately to the Dean’s Office; we will assume you had no technical problems until when you reported them.  Be prepared to finish your exam by writing it.  (Regular notebook paper is O.K.)

Question One
(40 Minutes)


	Alpha Corporation is a Delaware corporation.  It has 105,000 shares of common stock outstanding, with a total market value of $5 million.  These shares are held by 2,500 record shareholders.  Alpha’s stock is not traded on a national securities exchange.

	Omega Corporation is incorporated in a state that has adopted the latest version of the Model Business Corporation Act.  It has 20,000 common shares outstanding, with a total market value of $1 million.  These shares are held by 50 record shareholders.  Omega’s stock is also not traded on a national securities exchange.

	The boards of directors of Alpha and Omega have approved a merger agreement.  Under the terms of the agreement, Alpha will be the surviving corporation and Alpha shareholders will continue to own their Alpha shares.  The Omega shareholders will receive one Alpha share plus $5 cash for each of their Omega shares.  Omega currently has cumulative voting; as part of the merger, Alpha’s certificate of incorporation will be changed to provide for cumulative voting for all Alpha shares.

	Neither Alpha nor Omega is an investment company and each has only one class of stock outstanding.

	Discuss whether the Alpha and Omega shareholders will have voting and/or appraisal rights.


Question Two
(60 Minutes)


	Assume that Pharmacia and Pfizer have signed the merger agreement that appears in Appendix B of the casebook, except assume that all dates in the agreement are seven years later than the dates that appear.  (If, for example, the agreement in the book says July 15, 2003, the actual date for purposes of this question is July 15, 2010).  The Pharmacia and Pfizer boards and shareholders have voted to approve the merger, but the closing has not yet occurred.

	At all times relevant to this question, a regulation called Regulation H, adopted by the federal Environmental Protection Agency (EPA), was in force.  Regulation H prohibits the discharge of “hazardous substances” by pharmaceutical manufacturers such as Pfizer and Pharmacia.  The regulation defines “hazardous substance” to include, in addition to many substances mentioned by name, any substance that has a statistically significant carcinogenic effect, whether or not that effect was known at the time of the discharge.  

	Regulation H is a strict liability provision; a company’s liability does not depend on whether the company was aware of the problem.  Any company violating Regulation H is subject to substantial fines and its manufacturing plant could be shut down, although the EPA has never taken such drastic action.  Regulation H violations have also been used as a basis for civil liability claims. 
 
	The pill manufacturing process used by Pfizer, Pharmacia, and some of the other drug companies produces a byproduct called Mallia.  Until recently, everyone assumed Mallia was completely harmless and most companies simply flushed it down the sewage system.  

	This month, after the merger agreement was signed, two scientific studies were announced finding that Mallia was a carcinogen.  Both studies, applauded in the scientific community for their thoroughness and methodology, found statistically significant carcinogenic effects associated with the consumption of minute quantities of Mallia.  After reviewing these studies, the EPA released a statement indicating that Mallia was a “hazardous substance” as defined in Regulation H and that it was considering “significant” fines against companies that had discharged Mallia.  The statement also ordered pharmaceutical companies to stop discharging Mallia immediately.


(Question continues on next page.)

	Discuss whether these facts result in a violation of Paragraph 3.1(o) of the merger agreement.

	If you don’t have sufficient facts, explain what you need to know and how it would affect your analysis.

HELPFUL HINTS:  

1. The first paragraph of the agreement says that “Parent” means Pfizer; “Merger Sub” means a wholly-owned subsidiary of Pfizer; and “Company” means Pharmacia.
2. Section 8.11 is the Definitions section of the merger agreement.
3. Just to reassure you, neither Regulation H nor Mallia exist.  They were created solely for this question.

Question Three
(45 Minutes)


	Makeco is a manufacturer of custom-designed machinery.  On September 1, 2008, Makeco entered into a contract to manufacture two machines that the buyer, Dangerous Toys, needed to produce plastic children’s toys.  The total purchase price for the two machines was $500,000.  The contract included an express warranty that the machines would perform their intended function in a safe manner.  The contract also included the following language:  “This contract is binding on the successors, transferees, and assigns of Makeco.”  Makeco delivered the two machines to Dangerous Toys on December 1, 2008.

	On April 1, 2009, Makeco sold all of its assets to Buyer, Inc.  Buyer paid Makeco $25 million cash plus Buyer common stock worth an additional $1 million.  (Assume that the price paid is the fair market value of Makeco’s assets.)  In the purchase agreement, Buyer agreed to assume the mortgage on Makeco’s manufacturing facility, to assume liability on all other outstanding bank loans to Makeco, and to assume all debts Makeco owed to its materials suppliers at the time of the transaction.  Buyer expressly disclaimed liability for all other “debts, obligations, and liabilities of Makeco, past, present, or future.”

	Immediately after the sale, Makeco distributed the cash and Buyer stock to its shareholders as an extraordinary dividend.  As a result of this distribution, the old Makeco shareholders now own three percent of Buyer’s outstanding common stock.  Makeco did not dissolve, and still exists as an empty corporate shell.  Buyer retained all of Makeco’s plant managers and employees, but none of Makeco’s directors and officers became directors or officers of Buyer.  Buyer continues to manufacture custom machinery at the manufacturing facility formerly owned by Makeco.

	On October 1, 2009, the two machines Makeco sold to Dangerous Toys exploded, destroying the machines and Dangerous Toys’ inventory, and injuring some of Dangerous Toys’ employees.  The explosion apparently resulted from a mistake Makeco made in designing the machines.  Until the explosion, no one at Makeco, Buyer, or Dangerous Toys was aware of the problem.

	Dangerous Toys has sued Buyer for the damage caused by the explosion.  Buyer has admitted that Makeco breached the contract and was negligent and that Dangerous Toys’ total damages are $12 million.  Discuss the potential liability of Buyer.


Question Four
(60 Minutes)


Target Corporation is a Delaware corporation.  It has two classes of stock, Class A and Class B.  The Class A stock is traded on the New York Stock Exchange.  Seven million Class A shares are outstanding; no single shareholder owns more than 1% of the Class A stock.  The Class B stock is not publicly traded.  All three million outstanding Class B shares are owned by Larry Legend and his immediate family.  Legend is the founder of the company and its current CEO.  

The Class A and Class B shares have identical voting and economic rights except for one feature: the Class A shareholders have the exclusive right to elect seven of Target’s ten directors and the Class B shareholders have the exclusive right to elect the other three directors.

Legend is one of the Class B directors; the other two Class B directors are members of his family.  The seven Class A directors are independent outsiders who have no other relationship with Target or Legend.

Greedy’s Initial Offer

On July 1, representatives of Greedy, Inc. contacted Legend and expressed interest in buying Target for a cash price of $40 to 42 a share, 5% above the market price at the time.  Greedy wanted to buy all of the Class A and Class B shares, but indicated that it would settle for only the Class A stock if Legend and his family didn’t want to sell.  Legend told the Greedy representatives that Target was not for sale, but he promised to convey the offer to the Target board of directors.

The July 10 Board Meeting

Legend scheduled a special board meeting for July 10.  He also contacted Valuation-R-Us (VRU), Target’s investment banker, and asked them to evaluate Greedy’s offer.

The Target board met on July 10.  Legend told the directors about Greedy’s offer and representatives of VRU presented a detailed report indicating that $40-42 was “substantially less” than the fair value of the company.  The VRU analysis concluded that Target’s breakup value was $50 to 55 a share and that the long-term value of Target as a going concern was $55 to $65 a share.

After considerable discussion of Greedy’s offer and the VRU report, the board voted 9-1 to reject the offer as inadequate.  The board directed Legend to tell Greedy that Target was not for sale.   

The Target directors were worried that the Target shareholders might not understand the long-term value of the company.  To protect against a possible hostile offer from Greedy, the board, by the same 9-1 vote, also approved a Shareholder Rights Plan.  

Under the Shareholder Rights Plan, upon the happening of one of two events, the Class A shareholders are to be issued one Right for each share they own.  These Rights are issued when: (1) a person or group acquires 15% or more of Target’s Class A stock; or (2) anyone publicly announces a tender offer for the Class A stock.  Until someone actually acquires 15% of the Class A stock, the Target board may redeem the Rights for 5 cents per Right, but only if the redemption is approved by 75% of Target’s directors.  Once someone acquires 15%, the Rights are non-redeemable.  If someone acquires more than 15% of the Class A stock and subsequently engages in a merger or other combination with Target, the holder of each Right is entitled to buy one share of the 15% shareholder’s stock for half-price.

Initial Discussions with Friendly Corporation

At the July 10 meeting, the board also authorized Legend to talk to Friendly Corporation, a privately-held company that had expressed interest in the past, about the possibility of a stock-for-stock merger.  The board authorized Legend to let Friendly examine Target’s books and records, but only if Friendly signed a confidentiality agreement.

When Legend approached Friendly, Friendly indicated that it was interested.  Friendly signed the confidentiality agreement on July 20 and began reviewing Target’s books and records.  At various times subsequent to July 20, Legend and other Target officers had discussions with Friendly about the possible terms of a merger.

Greedy’s Tender Offer

On July 25, Greedy announced a cash tender offer for all of Target’s Class A stock at a price of $55 a share.  The tender offer was conditioned on the Target board’s redemption of the Rights.  Greedy indicated that, if the offer was successful, it would cash out any non-tendering shareholders in a second-tier merger for the same price.  Greedy’s announcement also indicated a willingness to pay the same price to the Class B shareholders if they wanted to sell.

Shortly after announcing the tender offer, Greedy sent a letter to the Target board indicating that it might be willing to offer a higher price in a friendly deal, but only after reviewing Target’s books and records.  Greedy offered to sign a confidentiality agreement before reviewing the books and records.



The August 1 Board Meeting

The Target board met again on August 1.  With little discussion, the board voted 9-1 to recommend that Target’s shareholders reject Greedy’s offer because the offer was inadequate.  The board also refused to redeem the Rights and rejected Greedy’s request for access to Target’s books and records.  The board approved a letter to Greedy repeating that Target was “not for sale.”

The Friendly Merger Offer

On August 15, after considerable negotiation between Target and Friendly, Friendly made a formal offer to combine with Target in a stock-for-stock merger.  Friendly would be the surviving company and Target’s Class A and B shareholders would receive one Friendly share for each Target share they currently own.  After the merger, Target’s old shareholders would own 62% of Friendly’s stock and Friendly’s only two shareholders, Homer and Marge, would each own 19% of Friendly.

VRU reviewed the Friendly merger offer and valued it at $60 a share.  VRU concluded that the Friendly proposal was fair to Target’s shareholders.

The September 1 Board Meeting

The Target board met on September 1, 2009.  The board reviewed the terms of the proposed merger with its lawyers and discussed the fairness opinion with representatives of VRU.  It also grilled Legend about the negotiations; Legend indicated (truthfully) that he had negotiated strenuously with Friendly on the terms of the merger and that he didn’t think Friendly would offer a better deal.  After considerable discussion of the possibilities, the Target board voted 10-0 to accept the Friendly offer.

Discuss the possible liability of the Target board of directors.

