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Exam Answer Outline



The following answer outlines are not intended to be model answers, nor are they intended to include every issue students discussed.  They merely attempt to identify the major issues in each question and some of the problems or questions arising under each issue.  They should provide a pretty good idea of the kinds of things I was looking for.  If you have any questions about the exam or your performance on the exam, feel free to contact me to talk about it.

I graded each question separately.  Those grades appear on your printed exam.  To determine your overall average, each question was then weighted in accordance with the time allocated to that question.  The following distribution will give you some idea how you did in comparison to the rest of the class:

Question 1:  Range 6-9; Average = 7.45
Question 2:  Range 2-8; Average = 5.73
Question 3:  Range 4-8; Average = 6.45
Question 4:  Range 4-8; Average = 6.00


Total (of unadjusted exam scores, not final grades): Range 4.63-7.49; Average = 6.30



Question 1


Under the internal affairs rule, the voting and appraisal rights of the shareholders are determined by the law of the state of their respective corporation’s incorporation.  Thus, the rights of the Alpha shareholders will be determined by Delaware law and the rights of the Omega shareholders will be determined by the MBCA.

Voting Rights

Alpha

In general, a merger must be approved by the shareholders of Delaware corporations.  Del. § 251(c).  However, there are exceptions.  One exception, for the merger of a subsidiary with a parent that owns at least 90%k of its stock, Del. § 253, clearly doesn’t apply here.  

The other major exception, Del. § 251(f), could potentially apply; it eliminates the voting requirement for shareholders of the surviving corporation if certain conditions are met.  Alpha will be the surviving company.  Two of the required conditions are met.  First, each outstanding share before the merger will be an identical outstanding share after the merger.  Del. § 251(f)(2).  And the amount of stock issued by Alpha in the transaction will not exceed 20% of the amount outstanding immediately prior to the merger.  Del. § 251(f)(3).  Alpha currently has 105,000 outstanding shares and the 20,000 shares to be issued is less than 20% of that.  However, the third condition is not met.  Section 251(f)(1) requires that the merger agreement not amend “in any respect” the certificate of incorporation of the surviving corporation.  Here, Alpha’s certificate will be amended, to provide for cumulative voting.  Since, the § 251(f) exception does not apply, the general rule in § 251(c) governs, and Alpha’s shareholders have voting rights.

Omega

The general rule under the MBCA is also that shareholders have voting rights when their corporation is to merge.  MBCA § 11.04(b).  The MBCA also has exceptions to that general rule.  One exception, the short-form merger rule for mergers of parents and 90% subsidiaries, clearly does not apply here.  See MBCA § 11.05.  The other exception, MBCA § 11.04(g) also does not apply, as it applies only to the shareholders of the corporation that will survive the merger.  MBCA § 11.04(g)(1).  Thus, Omega’s shareholders have voting rights.



Appraisal Rights

Alpha

The general rule under Delaware law is that shareholders of corporations in mergers pursuant to section 251 are entitled to appraisal rights.  Del. § 262(b), opening clause.  However, this rule is subject to several exceptions.

The exception in § 262(b)(1)(i) does not apply.  Alpha’s stock is not traded on a national securities exchange.  However, the exception in § 262(b)(1)(ii) is applicable.  Alpha’s shares are held of record by more than 2,000 shareholders.  Therefore, § 262(b)(1)ii) denies the Alpha shareholders appraisal rights.

However, § 262(b)(2) is an exception to that exception.  It applies if the shareholders are required to accept for their stock anything other than the consideration listed in § 262(b)(2).  This exception does not apply here, because the Alpha shareholders are retaining their Alpha stock, and shares of the surviving corporation are clearly acceptable consideration.  Del. § 262(b)(2)(a). 

Since § 262(b)(1) takes away Alpha shareholders’ appraisal rights and § 262(b)(2) does not restore them, the Alpha shareholders do not have appraisal rights.

Omega

In general, shareholders of MBCA corporations that merge are entitled to appraisal rights if section 11.04 requires shareholder approval and they are entitled to vote on the merger.  MBCA § 13.02(a)(1).  As previously discussed, section 11.04 does require the vote of the Omega shareholders, so this general rule applies.  Section 13.02(a)(1) excepts shareholders whose shares will remain outstanding after consummation of the merger, but that doesn’t apply here.  Omega’s shares will be exchanged for Alpha shares and cash.

Additional exceptions appear in section 13.02(b)(1).  Subsection (b)(1)(i) does not apply.  Sections 18(b)(1)(A) and (B) of the Securities Act define covered securities to include only securities listed on certain stock exchanges, and Omega’s stock is not traded on a national securities exchange.  Subsection (b)(1)(ii) does not apply because Omega has neither 2,000 shareholders nor a market value of at least $1.5 million, and both are required.  And subsection (b)(1)(iii) does not apply because Omega is not an investment company.

Since none of the exceptions apply, the general rule governs and the Omega shareholders do have appraisal rights.


Question 2

1.  The General Warranty

In Paragraph 3.1(o) of the Agreement, Pfizer (Parent) warrants, subject to certain qualifications to be discussed later, that it, and its subsidiaries, are in compliance with all “Environmental Laws,” that there are no pending or threatened “Environmental Claims,” and that it has not incurred any “Environmental Liabilities.”  All of the terms in quotations are defined in 3.1(o)(ii).  “Environmental Law” clearly includes Regulation H, as it is a regulation promulgated by a government entity regulating the release of any hazardous substance.  “Environmental Claim” would include the action threatened by the EPA, as well an civil action that arises out of the discharge—such claims would arise out of the release of any hazardous materials.  And “Environmental Liabilities” would include “fines,” “damages,” and “sanctions” arising under any Environmental Law, in this case Regulation H.  Thus, this is clearly the type of claim that 3.1(o) covers.

Timing Issues

	A bring-down condition requires these warranties to be true and correct, not only as of the date of the contract, but also as of the closing date.  Paragraph 6.3(a).  Therefore, it is irrelevant that some of the facts creating liability did not occur until after the Agreement was signed or that, in the case of a warranty that requires knowledge, Pfizer only became aware of the facts after the Agreement was signed.  

Knowledge Issues

The warranty in 3.1(o)(i)(i) has no knowledge requirement.  Thus, Pfizer is liable for noncompliance with Environmental Laws, whether or not it’s aware of its noncompliance.  There, are however, knowledge requirements as to threatened Environmental Claims and Environmental Liabilities.  However, Pfizer clearly had knowledge as of the date of the bring-down condition, so this requirement should not allow it to avoid liability.  In any event, Pfizer would be liable under 3.1(o)(i)(i).

Exception for Disclosures in SEC Reports

There is an exception at the beginning of 3.1(o)(i) for matters “disclosed in the Parent SEC Reports filed prior to the date of this Agreement,” but that exception cannot apply since Pfizer was unaware of the problem until after the merger agreement was signed.  It could not possibly have disclosed it before that.

2.  Material Adverse Effect Exception

There is another important qualification at the beginning of 3.1(o)(i), however, that might apply here.  The warranty excepts from all of the warranties any matters that “in the aggregate, would not reasonably be expected to have a Material Adverse Effect” on Pfizer.  Thus, the question is whether, this potential liability, coupled with any other environmental matters that might fall within 3.1(o)(i), would reasonably be expected to have a Material Adverse Effect on Pfizer.

Definition of Materially Adverse Effect

The Term “Material Adverse Effect” is defined in Paragraph 8.11(g) of the Agreement.  To fit within this, the liability must be “reasonably likely to be materially adverse to (i) the business, financial condition or results of operations” of Pfizer and its subsidiaries, “taken as a whole.”  The agreement does not otherwise define “materially adverse,” but Delaware has read such clauses rather restrictively.  For something to be a MAE, it must be “consequential to the company’s earnings power over a commercially reasonable period, which one would think would be measured in years rather than months.”  In Re IBP Shareholders Litigation.  The event must “substantially threaten the overall earnings potential of the target in a durationally significant manner.”  Id.  

The fines would appear to be a one-time event, and thus, arguably wouldn’t fall within this.  The possibility of a shut-down could lead to a more long-term loss of earnings power, but the EPA has never actually done this and it’s unlikely it will shut down all the drug manufacturers.  If filtering the Mallia will significantly affect Pfizer’s earnings in the long-term, this could apply, but it’s unlikely.

Even if this could be materially adverse within this general definition, there are exceptions in Paragraph 8.11(g) itself which could apply.

The Industry-Wide Effect Exception

Paragraph 8.11(g) also excepts from the definition of MAE any event that relates to, among other things, “in general to the industries in which . . . Pfizer . . . operates” and not specifically relating to Pfizer or not having “a materially disproportionate effect (relative to most other industry participants).”  Some of the other pharmaceutical companies have been discharging Mallia and therefore will be subject to similar consequences.  However, it’s unclear how much of the industry will be affected by this problem or whether Pfizer will be uniquely affected.  If the use of Mallia was nearly industry-wide and there’s nothing unique about Pfizer’s use that will result in a disproportionate effect on Pfizer, this would seem to exclude the liability from being a MAE, and thus would prevent it from violating 3.1(o).

The Exception for Changes in Laws and Regulations

There’s also an exception for events or effects that relate to “changes in applicable law or regulations.”  One could argue that the retroactive classification of Mallia as a hazardous substance is a change in the applicable regulations, but that’s more doubtful.  Regulation H has remained the same; it’s just become clear that Mallia is within it.  It’s unclear that the retroactive discovery that an existing, unchanged regulation applies in an unexpected way is a change in the law, but it’s at least arguable.


Question 3


General Rule: No Liability

Ordinarily, a company that purchases the assets of another company is not liable for the other company’s liabilities.  Under this general rule, Buyer would not be liable to Dangerous Toys, either for breach of contract or for negligence.  However, there are exceptions to the general rule, where courts are willing to impose liability on the purchaser of substantially all the assets of another company.

One obvious exception is if the buyer of the company’s assets agrees to assume the seller’s liabilities. But, even in the absence of an express assumption, some courts are willing to hold the purchaser of substantially all of a company’s assets liable on several other theories.  These include: (1) if the transaction amounts to a de facto merger; (2) if the buyer is a mere continuation of the seller; (3) if the transaction is a fraudulent attempt to escape the seller’s liabilities; and (4) if the transaction falls within the California product line exception.

Exception if Buyer Agrees to Assume the Liabilities

The first, and most obvious, exception is if the buyer expressly agrees to assume the seller’s liabilities.  That does not appear to be the case here.  Buyer did agree to assume certain of Makeco’s liabilities—mortgage debt, bank loans, and obligations owed to materials suppliers—but Makeco’s liability to Dangerous Toys does not fall into any of those categories.  

The contract attempts to make Dangerous Toys’ liability binding on “successors, transferees, and assigns.”  If this applies, it would only cover liability for breach of warranty, not tort liability, because tort liability is not dependent on the contract.  However, it’s not clear that it applies.  Buyer was not a transferee or assign of the contract, nor is Buyer a successor of Buyer in the usual entity sense—Makeco continues to exist.  

If we read “transferees” broadly to include one who purchases Makeco’s assets, it’s still not clear that Dangerous Toys and Makeco have the power to bind a third party to their contract without the third party’s consent.  The only argument for that would be that Buyer implicitly consented to that liability by purchasing Makeco’s assets, an idea that has been used some in the merger context.  But it’s harder to apply that here, where the default rule is that Buyer does not succeed to all of Makeco’s obligation and where Buyer has expressly refused to assume such liabilities.  Therefore, Buyer is probably not liable on the basis of the clause in the Dangerous Toys contract.



Fraudulent Transaction

The fraudulent transaction exception clearly does not apply here.  Buyer paid fair market value for Makeco’s assets and, at the time of the purchase, no one was even aware of the potential liability to Dangerous Toys.

De Facto Merger Doctrine

The de facto merger doctrine could apply here, but only if the court is willing to take a fairly broad view of a couple of the requirements.  It’s worth noting that not all jurisdictions accept the de facto merger concept.  Four elements must be met for there to be a de facto merger.

First, there must be a continuity of the enterprise.  That appears to be partially met here.  Makeco’s directors and officers do not continue to manage the enterprise, but the other employees, physical location, assets, and general business operations continue.  

Second, there must be a continuity of shareholders.  This is also arguably met because Makeco’s shareholders continue as shareholders of Buyer.  However, most of the consideration going to the Makeco shareholders is in the form of cash, and their interest in Buyer is minor.  This transaction does not look like a typical, pure stock-for-stock merger

Third, the seller must discontinue its business operations and cease to exist.  Here, Makeco continues to exist, but only as a corporate shell, so that might not bar application of the doctrine.  

Finally, the purchaser must assume those liabilities and obligations of the seller necessary to continue business uninterrupted.  That appears to be the case here—Buyer agreed to assume the outstanding debts necessary to continue operations.

Mere Continuation Doctrine

The test under the mere continuation doctrine is whether the buyer is a mere continuation of the corporate entity of the seller.  The key is a common identity of officers, directors, and stockholders.  That doctrine does not appear to apply here.  The Makeco officers and directors do not become officers and directors of Buyer, and the old Makeco shareholders own only a small percentage of Buyer after the transaction.

California Product Line Exception

For the California product line exception to apply, the plaintiff must lack an adequate remedy against the seller.  That is the case, as Makeco is now a corporate shell with no assets.  Second, the purchaser must know of the product risks associated with the seller’s line of products.  That does not appear to be met here.  At the time of the purchase, no one was aware of the risk.  The final requirement, that the seller transfer goodwill as part of the purchase, appears to be met.  Although Buyer is apparently not using the Makeco name, Buyer is continuing to manufacture Makeco’s products and, presumably, selling to the same customers.  However, because the second element is not met, this doctrine would not apply.


Question 4


Under Delaware law, a corporation’s board of directors owes an enhanced duty of care when it is defending against or responding to a takeover.  Unocal duties applicable to defensive tactics apply here, and Revlon duties to get the best price for Target’s shareholders may apply as well.  There is no conflict of interest, so the duty of loyalty has not been violated.

Revlon duties

Revlon duties apply in several circumstances: (1) when the board initiates an active bidding process to sell or breakup the company; (2) when the board seeks an alternative transaction involving the breakup of the company; or (3) when the board seeks a transaction that would sell “control” of the company and the shareholders would not have another chance to obtain a control premium.  Time; QVC.  

Time makes it clear that negotiating a stock-for-stock merger does not, without more, trigger Revlon.  And the board has done nothing that would make the breakup of the company inevitable.  The issue is whether the transaction with Friendly would sell control of the company and end any opportunity for the Target shareholders to get a control premium.  

After the merger, two shareholders, Homer and Marge, will own a total of 38% of Target.  This is not the absolute control that the shareholder had after the transaction in QVC.  The remaining 62% of the shareholders could still tender in response to a subsequent offer and get a control premium.  Thus, under a literal reading of QVC, 
Revlon duties do not apply.  But, as a practical matter, this transaction may effectively deprive the public shareholders of the future right to receive a premium and thus would trigger the Revlon duties.  To succeed, an offeror would have to get a large percentage of the remaining 62% to get control, and given that some people are unlikely to tender no matter what, this could preclude a subsequent offer.  However, this assumes cooperation between Homer and Marge, so we really need to know about the relationship between the two.  The more likely they are to cooperate in responding to any subsequent offer, the more difficult it would be for the public shareholders to sell control for a premium.    

If Revlon is triggered, it was not triggered until the board decided to do the deal with Friendly, which presumably would be sometime between July 20, when Target first contacted Friendly, and September 1, when it approved the deal.  Revlon duties would not apply to the adoption of the poison pill on July 10 because the board at that time had not made a decision to sell.  However, they would apply to the board’s decision not to redeem the Rights for Greedy, not to provide Greedy with access to the books and records, and not to negotiate with Greedy.  All of these appear inconsistent with the board’s Revlon duty to get the best price for the shareholders.  Greedy’s offer might not currently be higher than Friendly’s, but Greedy has indicated a willingness to negotiate after access to the books and records.  The board is effectively choosing Friendly with very little exploration of the possibility of a higher price from someone else.  This would appear to violate Revlon, if Revlon applies.

Unocal

If Revlon duties do not apply, all of the board’s actions are subject to the Unocal duty.  Even if Revlon duties do apply, the Target board’s actions before those duties were triggered are subject to Unocal.  Under Unocal, the board must show a threat and that their response was proportional to that threat.  The board’s case is strengthened where, as here, a majority of the board consists of independent, outside directors.  Unocal.

Threat

The threat posed by the Greedy offer is an inadequate price, which the Delaware cases have established is a sufficient threat to justify defensive tactics.  Time.  Under Unocal, the board must show a reasonable investigation to establish that threat.  When Greedy made the $40-42/share offer, the board obtained a fairness opinion that indicated this was well below both the breakup value and the going concern value of the company.  The board fully discussed this report at its July 10 meeting and expressed their belief that the shareholders might not understand the long-term value of the company.  This is probably sufficient to show a threat under the Unocal standard.  

That same threat justifies the Target board’s response on August 1 to the Greedy $55 tender offer.  There wasn’t much discussion at that point, but they had already reviewed the VRU fairness report and it justified their position that $55 was less than the value of Target as a going concern.  No further discussion was necessary.

Proportionality

The proportionality part of Unocal has two parts.  First, a defensive tactic violates Unocal if it is coercive or preclusive.  Unitrin; Omnicare.  A tactic is coercive if it attempts to force shareholders to accept a management-sponsored alternative.  A tactic is preclusive if it deprives shareholders of the right to receive all tender offers and completely precludes bids; e.g., by restricting proxy contests.  Omnicare.

A poison pill that is redeemable is not by itself coercive or preclusive.  See, e.g., Moran.  However, this one is unique.  It requires a 75% vote for redemption, and the Class B shares (owned by Legend and his family) control three of the ten board slots.  Thus, it is impossible for the Class A shareholders to replace the board with sufficient directors willing to redeem the pill.  As a result, there is no practical way for a hostile bidder to make a successful tender offer; he can’t proceed with the tender offer because of the pill and he can’t conduct a proxy fight to redeem the pill, because even replacement of all the Class A directors won’t result in redemption.  This looks similar to the dead hand provision in Carmody, although not quite as strong.  Therefore, the board appears to have violated its Unocal duties.

If the defensive tactic is not preclusive, then it is acceptable as long as it falls within the range of reasonableness.  Other than the 75% requirement, this poison pill looks remarkably like pills approved in other cases, such as Moran.  Thus, it’s likely to be reasonable.  And the board’s decision to merge with Friendly instead of accepting the offer from Greedy, absent Revlon duties, is not problematic.  If the board action is neither preclusive nor coercive, and if Revlon does not apply, the board is under no duty to negotiate with Greedy or to treat Greedy on equal terms with Friendly.  See Time.

Duty of Loyalty

	When a director, officer, or controlling shareholder has a financial interest in a transaction with the corporation, other than an interest shared proportionally with all other shareholders, the board has the burden of proving entire fairness, including fair price and fair dealing.  Weinberger.   Duty of loyalty issues can arise in the takeover setting where a director has a disproportionate financial interest in another company’s bid.  See Macmillan.  However, none of the directors or shareholders are receiving any special benefit in the Friendly deal.  All of the Class A and Class B shareholders are treated exactly the same.  Therefore, there is no duty of loyalty issue.
