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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 that 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 the front cover of your blue books.  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 3-9; Average 5.73

Question 2:  Range 0-9; Average 6.45

Question 3:  Range 2-9; Average 6.23

Question 4:  Range 0-8; Average 6.50

Question 5:  Range 0-8; Average 5.09

Question 6:  Range 2-8; Average 5.23

Total (of exam, not final grades):  Range 2.38-8.15; Average 5.98

Question One


Del. § 262(h) provides that, in an appraisal action, the court shall determine the “fair value” of the petitioning shareholders’ shares, “exclusive of any element of value arising from the accomplishment or expectation of the merger.”  This would appear to exclude both of these items from consideration, since each appears to arise from the accomplishment of the merger.


The savings from the administrative consolidation clearly must be excluded.  The consolidation will not occur until after the merger and, indeed, could not occur until after the merger.  This is completely unlike Cede v. Technicolor, where the majority shareholder, upon acquiring control, began to change the company’s business plan prior to the cashout merger.


The second item—the savings resulting from the transfer of the contract to Omega’s facility—is more difficult, but also should be excluded from the appraisal valuation.  Alpha could have made this transfer prior to the cashout merger and it clearly had plans to do so before the merger.  Cede might apply even though, unlike Cede, Alpha had not yet begun the change at the time of the merger.  It is unclear from Cede whether the majority shareholder must actually begin implementation of the plan before the merger.  After all, Cede does allow the court to consider the full future value of the plan, not just the part of it that had already been implemented.


However, even if this is considered, it will not affect the valuation of the plaintiffs’ shares by the full amount of the savings.  If Alpha transferred the contract to Omega prior to the merger, Omega would have had to pay Alpha for the contract.  Otherwise, the transaction would have constituted waste from Alpha’s standpoint and a violation of Alpha’s duties to its own shareholders.  A fair consideration for that transfer would have been in the range between the value of the contract in Alpha’s hands and the (higher) value of the contract in Omega’s hands.  The gain to Omega is not necessarily the full savings from manufacturing the product at Omega’s facility.

Question Two


Sigma’s creditors might be able to hold Beta liable on a successor liability theory.  Whether that is possible depends on the particular successor liability theory the particular jurisdiction uses.


One possibility is the de facto merger doctrine, which says that an acquisition will be treated like a merger if its results resemble a merger, whatever the actual form of the transaction.  If Beta’s acquisition is treated as a merger, then Beta, the surviving company, will be liable for the obligations of the constituent companies.  See, e.g., RMBCA § 111.07(a)(4).  However, this transaction does not closely resemble a merger.  For one thing, Sigma still survives as an entity, although only as an insolvent shell.  Moreover, some of its shareholders did not receive Beta shares and become shareholders of Beta, as would occur in a stock-for-stock merger.  They did receive cash, as would occur in a cashout merger.  Moreover, Beta is operating the combined businesses of the two companies, using the Sigma trademark.  Therefore, even though Sigma survived, a court applying a more liberal version of the de facto merger doctrine might hold Beta liable.


A second possibility is the mere continuation doctrine discussed. in Ramirez.  Under that doctrine, Beta is liable for Sigma’s obligations if there is continuity in management, shareholders, personnel, physical location, assets, and general business operations between Sigma and Beta after the asset acquisition.  This theory is unlikely to succeed because Beta fired most of the old Sigma employees, presumably including the managers, and is now operating at a different physical location.  In addition, some of the old Sigma shareholders, including those controlling the old Sigma, did not continue as shareholders of Beta.


A final possible theory of successor liability is the product line doctrine adopted by Ramirez.  Under that theory, Beta can be liable for Sigma’s defective products because it continue to make the same Sigma products under the Sigma label—continuing the Sigma product line and taking advantage of Sigma’s goodwill.  This theory would clearly impose liability on Beta, but only as to the creditors injured by defective products, not as to trade creditors.


Another possible claim Sigma’s creditors might make runs against Sigma’s former directors and shareholders.  Section 6.40(c) of the RMBCA says that a corporation may not make a distribution if the corporation is rendered unable to pay its debts as they become due or if, after the distribution, its liabilities exceed its assets.  Both appear to have been the case here.  The term “distribution” includes both cash payments, such as those to the Class B shareholders, and distributions of other assets, such as the Beta shares distributed to the Class A shareholders.  RMBCA § 1.40(6).


The directors are liable for an unlawful distribution.  RMBCA § 8.33(a).  The Sigma shareholders may also be liable, but only if they knew the distribution violated § 6.40.  RMBCA § 8.33(b)(2).  That would be relatively easy to show as to at least some of the Class B shareholders, who were insiders, but perhaps not as easy as to the Class A public shareholders.  See Wieboldt Stores v. Schottenstein for a similar distinction.


Finally, all of the parties involved—the old Sigma shareholders and Beta—might be liable under state fraudulent conveyance law.  Sections 4 and 5 of the Uniform Fraudulent Transfer Act make transferees of corporate assets liable to the corporation’s creditors where the corporation did not receive a “reasonably equivalent” value for the transfer, and the corporation became insolvent as a result of the transfer.


The Class B shareholders clearly gave nothing for the cash transferred to them.  The Class A shareholders gave up Sigma stock to get the Beta stock from Sigma, but Sigma stock has no value in Sigma’s hands.  See Wieboldt.  Beta will argue that it did give value—the Beta stock and cash—in return for the assets Sigma sold it.  However, the agreement required that Sigma distribute the Beta stock and cash to its shareholders.  In a similar situation, Wieboldt held that the entire transaction must be considered as an integrated whole.  As a result of the entire transaction, Beta and the shareholders received all of Sigma’s assets and Sigma was left with nothing of value.  Thus, if the court is willing to integrate the transaction, Beta could be held liable.

Question Three

A.  If the directors have no personal interest in the Bidder offer, the Unocal “enhanced business judgment” rule would apply.  The Delaware Supreme Court indicated in Unocal that the directors’ proof “is materially enhanced . . . by the approval of a board comprised of a majority of outside independent directors,” as here.  Thus, this would strengthen the directors’ case.  If the directors are participating in the Bidder offer or this is for some other reason a self-dealing case, approval by these independent outside directors could cleanse the transaction of the conflict of interest and restore the transaction to business judgment review.  Del. Gen. Corp. L. § 144.  However, a higher standard of review might apply even in that case, because this is contingent on full disclosure, Del. Gen. Corp. L. § 144, and appropriate structuring of the negotiation process.  Mills Acquisition v. MacMillan.

B.  This undoubtedly triggers the board’s Revlon duty to get the greatest value possible for the shareholders.  Time says that the Revlon duty is triggered when, among other things, the corporation seeks an alternative transaction involving the breakup of the company.  Selling all the company’s assets obviously is within that.  Target cannot argue, as in Time, that it is merely carrying forward a preexisting transaction because Target did not begin negotiating with Acme until after the Bidder bid.  This, unlike the “preexisting” transaction in Time, is a response to Bidder’s bid, triggering Revlon.

C.  Unlike the prior transaction, this probably does not put Target into a Revlon auction situation.  Time indicates that a stock-for-stock merger ordinarily does not constitute a “sale” that would trigger Revlon.  Revlon would be triggered only if, as in QVC, Delta has a single shareholder or group of shareholders that would have control of the combined entity after the merger.  In that “sale of control” case, the Revlon auction duty would apply.  Otherwise, this seems almost exactly like Time.  The pre-bid search would satisfy the Target board’s Van Gorkom duties, Revlon would not apply, and steps to protect the preexisting Delta transaction would be proportionate under the Unocal test.  This is not, in the words of Time, an attempt to cram upon the Target shareholders an alternative transaction in response to the Bidder bid.

Question Four


The exact status of no-talk provisions under Delaware law is unclear, particularly when the company is not in a Revlon auction situation.


When a company has triggered the Revlon auction duty—by entering into a transaction that makes the breakup of the company inevitable, by initiating an auction to sell the company, or by selling control of the company to a single shareholder or group of shareholders (Time; QVC)—the directors may not favor one bidder over another, unless the shareholders somehow gain.  Thus, entering into a no-talk agreement with one bidder would fail the Revlon test, unless the board can show this was necessary to obtain the bid.  Revlon itself involved a no-shop provision.


Even where there is justification under Revlon for granting a no-talk provision or when the auction clearly appears to have ended, the courts seem to strike down such provisions whenever a higher bid emerges before shareholders approve the sale.


No-talk provisions are problematic even outside the Revlon setting.  Phelps Dodge appears to take the position that they are always invalid because they keep the directors from duly informing themselves when a later, higher bid is made, and that constitutes “willful blindness.”  However, as shown by In Re IXC Communications, no-talk provisions may be approved if the board engaged in a lengthy search, thus informing itself prior to entering into the agreement containing the no-talk clause.  However, even in that setting, no-talk provisions have been invalidated if they are coupled with other provisions, such as lock-up voting agreements, that make the original transaction inevitable even if a higher offer comes along.  Ace v. Capital Re.


At a minimum, some sort of “fiduciary out” is required that would allow the board to at least present the alternative bid to the shareholders, even if the board cannot negotiated with the subsequent bidder.  A board cannot cut off its fiduciary duties entirely using a no-talk or no-shop provision.

Question Five


Some type of earn-out provision is usually used in an acquisition agreement to deal with uncertainty about future earnings.  With an earn-out clause, at least some part of the future payment will depend on the future earnings or stock price of UNL.


In this case, the base compensation at the time of the merger could be Perlman’s proposed 2:3 exchange ratio.  UNL shareholders would receive 2 Perlman shares for every UNL share they currently own.  Both sides agree that UNL is worth at least this much.


The additional compensation (the earn-out feature) would depend on the performance of the former UNL over the next two or three years, since that is when Perlman believes the decline would occur.  If there is no decline, the old UNL shareholders would receive, as a stock dividend, Perlman shares representing the difference between the 2:3 and the 3:4 ratio.  If earnings decline as Perlman predicts, the old UNL shareholders would receive no additional shares.  If the earnings decline less than Perlman predicts, the UNL shareholders would receive some fractional amount of the difference between these two extremes.


This solution presents two potential problems, one easily solvable and one not.  The first problem is that Perlman is a public company and the shares will trade hands in that three-year period.  How are former UNL shareholders to be distinguished from former Perlman shareholders, to determine who gets the additional shares?  The answer to this problem would be to create a separate class of shares, identical in all respects to the existing Perlman shares except for their right to the special stock dividend.  Whoever holds these shares at the end of the period would get the additional stock.  After the earn-out period, the two classes would be indistinguishable.


The second problem, which arises in any earn-out, is more difficult.  After the merger, Perlman may have complete control of the old UNL, and therefore complete control over its earnings.  They could manipulate accounting measures to reduce UNL’s income in the early years so they don’t have to issue the additional stock.  There is no easy and complete solution to this problem, but their actions could be limited, and various accounting choices specified, in the merger agreement.  Perlman might also be subject to a clause requiring its best efforts to meet the earnings goal.  This is less of a problem if the old UNL managers, who presumably own UNL stock, are to remain in control of the old UNL assets.

Question Six

Avarice will want to verify several aspects of Electro’s contracts to sell computer systems: (1) that all of these contracts, and the associated sales revenue, really exist; (2) that the contracts are with bona fide, non-related parties; (3) whether customers have made timely payments as required by these contracts; (4) the extent of Electro’s continuing obligations under these contracts, whether it is an obligation to service the system or an obligation to repurchase the system; and (5) whether there is any outstanding litigation or possible litigation relating to these systems or Electro’s obligations under these contracts.  How much due diligence Avarice wants will, of course, depend on the magnitude of the deal and the relative magnitude of these contracts in relation to the acquisition.


Electro’s due diligence plan should probably include the following;

(1) Review copies of the contracts to be sure they exist, are binding, and to verify Electro’s obligations.  A dollar-amount cutoff might be used to limit the review to material contracts, perhaps with a selective review of smaller contract.

(2) Discuss these contracts with the appropriate Electro officers and employees, to determine if there are any problems.

(3) Review correspondence with these customers and other items in the files relating to these contracts.

(4) Discuss these contracts, and problems related to these contracts, with the customers, on at least a selective basis.

(5) Review the accounts receivable relating to these contracts, and discuss any overdue amounts with Electro’s collection employees.  Verify with the customers.

(6) Discuss any pending litigation with Electro’s corporate counsel and outside attorneys.

(7) Discuss customer complaints that might produce later litigation with the personnel in charge of servicing and collection on these contracts. 

