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FUNDAMENTAL
TRANSACTIONS: MERGERS
AND ACQUISITIONS

12.1 INTRODUCTION

Among the most important transactions in corporate law are those that pool
the assets of separate companies into eithera single entity or a dyad of a parent
company and a wholly owned subsidiary (which is practically the same thing,
only better). There are three legal forms for such transactions: the merger,
the purchase (or sale) of all assets, and — in RMBCA jurisdictions — the com-
pulsory share exchange. A merger is a legal event that unites two existing
corporations with a public filing of a certificate of merger, usually with share-
holder approval. In the classic form, the so-called statutory merger, one of the
two companies absorbs the other and is termed the “surviving corporation.™
This company subsequently owns all of the property and assumes all of the
obligations of both parties to the merger. An RMBCA share exchange, as we
describe below, closely resembles certain kinds of mergers in its legal effects.
Finally, “acquisitions” comprise a generic class of “non-merger” techniques for
combining companies under one management, which generally involve the
purchase of either the assets or the shares of one firm by another. Following
an acquisition, the acquiring corporation may or may not assume liability for
the obligations of the acquired corporation, as we discuss below.
Mergers and acquisitions by public companies (M&A transactions) are

among the most complex of business transactions. They implicate diverse
ly, profoundly alter the characteris-

legal questions® and, at least potential : .
tics of shareholder investments. In this Chapter, we first examine economic

motives for M&A transactions and then turfi to specific 'protections that the
law accords shareholders in these transactions. In particular, M&A t_ransac-
tions provide a useful platform for revisiting two fundamental questions of

1. A merger in which both parties disappear and are survived by a new third corporation

is technically called a consolidation. S¢¢, €.8.. DGCL §251(). _ , o
2. Even the simplest M&A transaction involving public companies F)tplcally raiscs issucs
of securitics law, tax law, compensation 1aw, and quite possibly Coﬂ;lpctmonAlaw. ’n?t.addlu()g
\ v i ack S. Levin, Me s, Acquisitions an
to corporate law, of course. See Martin D. ack S. Levin, Mergers, Acquist

Buyouts (2000).
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460 Chapter 12. Fundamental Transactions: Mergers and Acquisitions

policy in corporate law: the role of shareholders in checking the board’s dis
cretion and the role of fiduciary duty in checking the power of controlling
shareholders.

12.2 EconNoMic MOTIVES FOR MERGERS

Like other legal forms of enterprise, the corporate form partitions business
assets into discrete pools under the management of particular management
teams.* There is, however, no guarantee that the initial match among assets,
managers, and companies is the right one or that it continues to be the right
one in an economy subject to continuous change. The law of M&A transac-
tions provides (relatively) quick and inexpensive ways to reform the parti-
tioning and management of corporate assets. We begin by surveying motives,
value increasing or not, for combining corporate assets.

12.2.1 Integration as a Source of Value

Gains from integrating corporate assets arise from what economists term
economies of “scale,” “scope,” and “vertical integration.” Economies of scale
result when a fixed cost of production —such as the investment in a fac-
tory —is spread over a larger output, thereby reducing the average fixed cost
per unit of output. Consider two companies, each with a widget factory that
operates at half capacity. If the companies merge, the “surviving” company
might be able to close down one factory and meet the combined demand for
its products at a much lower cost. This source of efficiency often explains s0-
called horizontal mergers between firms in the same industry.

Economies of scope provide a similar source of efficiency gains. Here
mergers reduce costs not by increasing the scale of production but instead

by spreading costs across a broader range of related business activities. FOf

example, a business might merge with another company that manufactures
a product that can be efficient]

y marketed through the first company’s sales
force. In theory, at least, even the talents of a company's management team

could be a source of economies of scope if a merger could extend its talents
to a larger asset base.*

3. See our discussion of asset partitioning in Ch

4. Thus,a management team with superior “gen
wring added value from its skills by expanding the as
ment. Something like this idea was a popular ration:;
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Vertical integration, a special form of economies of scope, may some-
times arise by merging a company backward, toward its suppliers, or forward,
toward its customers. Buying a component on the market has advantages,
but so, too, does buying the factory that makes the component. Contracting
through the market can be expensive if the component is highly specialized.
Moreover, even if a supplier is found, it may begin to behave opportunistically
once it determines that its customer has no good substitutes and is therefore
dependent on it. Thus, if the component is very important, it may be cheaper
in the long term to acquire the supplier through a merger than it would be to
buy its product.’

12.2.2 Other Sources of Value in Acquisitions: Tax,
Agency Costs, and Diversification

Apart from integration gains, M&A transactions are often said to gener-
ate value for at least three other reasons, relating to tax, agency costs, and
diversification. Consider tax first. Corporations with tax losses (i.e., deduct-
ible expenses greater than income during the tax year) may set those losses
off against income in subsequent years for up to twenty years. This ability to
carry a net operating loss (NOL) forward is itself a valuable asset — but only
if its owner has sufficient taxable income to absorb it. Since an NOL cannot
be sold directly, a corporation that lacks sufficient income m.ight prcfc'r to
find a wealthy merger partner rather than waste its NOL. In this transaction,
the sharcholders of the NOL’s owner and its merger partner would implicitly
share the NOL'’s present value.® o

A very different economic motive for M&A transactions is the replace-
ment of an underperforming management tcam that hfis depressed the com-
pany’s stock price. As a company’s stock price d.eclmes be.causc the mar-
ket anticipates that its incumbent managers will mismanage 7 the future, it

5. See generally EM. Scherer & David Ross, Industrial Markct Str}l(:‘tur‘es fafnd Ecofn(l)lmic
Performance (3d ed. 1990). Professors Brealey and Myf:rs, the.hnanc‘e mavens, 0 zr the ‘o t(;]wt
ing illustration of how integration through ownership can 1qcreasedefﬁ01611c). UIt)p(_(i)ZC O:t
airlines rented their planes on short-term leases but.owned their bm‘n‘ names,‘operla' e ! 1pr t
gates, advertised, sold tickets, etc. The administrative cost of matfhmg't.helsvuppvy '01' rmt ;t
planes with the published schedule of flights wquld be enormous. InFug;v(e v:h?.;: i;uz é?;l : r:i -
switched to cither owning its own planes or leasing them for long p‘er@l.neS n mo\‘ cconoms
cally quite similar) could realize huge savings. Thus, we wo.uld eXfPCTt anrly o Aot
cal integration — either owning of Jeasing the vital aircraft input for otrlllg tpienxthC i;te e thé
a good thing can be overdone. Professors Brealey and Myer§ also no;‘e fal:ms helate 12 me;n e
Polish State Airline owned not only its OWD planes but also its OCW;/[ eorgS I::rindples (;))F Cyorporate
its customers and employees. Sec Richard A Brealey &'St‘ewﬁrt, , f}(l)r an airline to buy sausages
Finance (7th ed. 2003). Of course,our intuition is that it is cheaper: ran i dcwk)pea e
on the market than to make them itself.At lte;:st, ewbeeléﬁp; ut??rtl tﬂiﬁfu :tuPoland.
€conomy li even if it might not hav SUSEMLE AT, ,

().ySclz’e(‘:)iggl?gg ,& Levin, supra note 2,at ch. 12.Th§ Il;tcrn‘ler‘:rwinuZ :resr::)c]c“r:(zt 1;):1],‘]
bars the sale of NOLs but also disallows their dcductlo‘n'.lf ,t f) nr?faﬁv il‘lpapt:;x:drivclx mcnger
structured solely to capture their yalue. Thus, the surviving ¢ pany

e NOL's owner, at least for a
must generally continue to operate the assets acquired from the I
period.
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becomes more likely that an outside buyer can profit by purchasing a control-
ling block of stock and replacing the incumbent managers.” Of course, acquir-
ing a controlling block of stock, by means of a tender offer or otherwise, is
usually enough to displace the target company’s managers. The point is not
merely to depose bad managers, however, but also to realize the maximum
economic returns from doing so. Realizing maximum returns will generally
require that the target company merge with a subsidiary of the acquiring
company.

In the 1980s, most transactions to displace underperforming managers
appear to have been hostile. As we discuss in Chapter 13, an acquirer would
first bid for a controlling block of stock in a public tender offer and then,
when successful, would arrange for a merger to cash out minority sharehold-
ers. Once in control, the acquirer would be free to discipline or fire manage-
ment. Although hostile takeovers have been less common in recent years, the
desire to improve management may also motivate friendly acquisitions. Why
would poorly performing managers leave if they were not forced to do so?
The answer is money, of course. As a matter of fact, poor managers (or good
managers) can be bought off as part of the premium that a new investor must
pay to acquire the corporation’s assets. One device for sharing takeover pre-
mia with managers is the “golden parachute” contract, which provides senior
managers with a generous payment upon certain triggering events, typically
a change in the ownership of a controlling interest in the corporation or a
change in the membership of its board. A second compensation technique is
a stock option plan, which allows options that would otherwise vest over a
four- to six-year period to become immediately exercisable upon a change in
control.

Yetathird way in which M&A transactions are sometimes said to increase
corporate value is by diversifying a company’s business projects, thus smooth
ing corporate €arnings over the business cycle. For example, the managers of
an air conditioner company might wish to merge with a snow blower con
pany to ensure stable year-round earnings. Just why this sort of merger should
lcrz)cri)e(;)lrsftzh:aﬁliﬁz SOZ f(l)ex'i)SO{ate assets is unclgar, §in.cc investors can “smooth’

: $s cost merely by diversifying their own investment
portfolios. Ne’vertheless, such “smoothing” is frequently offered as a rationale
pany value for some ri:m‘)’n or ‘t)m‘l)’ be that they actually can increase €0

450n ds yet undiscovered by financial cconomists.

7. See Reinier Kraakman, Taking
Share Prices as an Acquisition Mot

8. SeeYakov Amihud & Baruch
Mergers, 12 Bell J. Econ. 605 (1981).

9. See Ronald J. Gilson & Bernard §

Discounts Seriousty: The hmplications of “Discott nted
e, 88 Colum. L. Rev. 891 (1981).
Lev, Risk Reduces Managerial Motit e for Cor rglomerdte

312357 (2d ed. 1995). Wholly apart from, L1 Law and Finance of Corporate Acquisitors

efficiency by combining compleme ?m Sm()mhmg earnings, product diversificaton C-an jon
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12.2.3 Suspect Motives for Mergers

The discussion thus far has emphasized positive or neutral motives for
mergers that increase the value of corporate assets without making anyone
else worse off (except the government in tax-driven deals). There are, how-
ever, also opportunistic motives to enter mergers that increase sharcholder
value or management compensation at the expense of another corporate con-
stituency. One example is a squeeze-out merger, in which a controlling share-
holder acquires all of a company’s assets at a low price, at the expense of
its minority shareholders. Another form of opportunistic merger is one that
creates market power in a particular product market, and thus allows the
post-merger entity to charge monopoly prices for its output. (Of course, the
government also attempts to block anticompetitive mergers under the elabo-
rate federal framework of antitrust statutes.')

In addition to opportunistic M&A transactions, there is a last class of
mergers that destroy value, perhaps even more so than opportunistic merg-
ers. These are “mistaken” mergers that occur because their planners misjudge
the difficulties of realizing merger economies. Common €1rors of judgment
include underestimating the costs of overcoming disparate firm cultures;
neglecting intangible costs, such as the labor difficulties that might follow
wholesale layoffs; and failing to anticipate the added coordination costs that
result merely from increasing the size of 2 business organization."' Fina.lly, we
note that some mergers are motivated not so much by a vision of m'tlkmg the
acquirer more efficient, but to prevent its competitor from achieymg some
competitive advantage. We see this, for example, in consolidati‘ng 1ndu§tr_1€s,
in which it seems important to each management team to achieve 511ft-1qcnt
size to be among the last firms standing. Whether such mergers are cfhcwm
or not in any particular case cannot be answered ca.tegorxcally, but it does
seem like a risky strategy from the investors’ perspective.

10. Phillip Areeda & Donald F. Turner, Antitr:ust ‘Law, 5 vols.‘l‘)?i lt‘)?;)()(lll:‘(’)tr(l;sA \Z(:
Brunner, Mergers in the New Antitrust Era (1985). The Sherman All‘tltt‘llst Act, the Clay ,
and the Federal Trade Commission Act arc the three most notable ?uch smtgtcs: ’ et

1L, While there are often advantages to d larger sculc,lthcr.e is 211:50 a b,ljﬁc)l‘{l 1?:][‘ Fg t[ut
large-scale organizations must bear. That burden is reﬂcqed in mmor pagttz;l é h :nué:-f se é)t ¢ zsei;
mining transfer prices within large firms and, in a mor¢ .mlportar.lt wa; d (;iSCi 1in£ g
these transter prices. Very large firms may lose markeF information a " hpr =2 mk S
internal costs that differ from true market prices. ThlS' problem [gseslx;r;edwo If :n actua[l) e
4 comparable market price, in which case iptemal pricing can e costs assigned [(;
But as the organization grows large and its inputs becore s.p.ec'l i for}nation about the rela-
them grow unreliable. As a result, the firm comes to lack (éiml-c,d (1)?1 o eTare
tive efficiency of different aspects Of its operations. Se¢ Lu ‘V(V’E:,‘V%d‘( iy mapT
Treatise on Economics (1949); and Socialism: An Eco.norr.nc f11t1c' )icauv ‘ C{; u‘i " naty s com
(. Kahane trans., 1951). In addition. 1argc—sczll€' organization 5?ty-lindivi(dml performance. Such
Plensation schemes to encourage tca;n uxn:;gng;nzra::zlT(t)ltll:/ls :alc e C(‘)mplexitv o
plans grow increasingly difficult to desigh ¢ ate as the $ n GUr ol
incrcatc(‘)‘(&;/(:;]lgztli:;:gl‘ysgii?lcr firms arc better able to monitor worker productivity and create

functional incentives.
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12.2.4 Do Mergers Create Value?

There is a vast empirical literature on the wealth effects of mergers.
While the magnitude of the result varies widely from study to study, the gen-
eral weight of the evidence indicates that, measured by immediate stock mar-
ket price reaction to the merger’s announcement, on average, mergers do
create value.'? In one frequently cited study, Professors Gregor Andrade, Mark
Mitchell, and Erik Stafford examine 3,688 deals over the period 1973-1998
and find an increase in combined (target and acquirer) wealth of 1.8 percent
in the window around the announcement of the deal.!* This value, however,
is not evenly distributed: Studies find that within the short window the stud-
ies use to measure gains, targets generally win, while acquirers break even
or lose on average. Andrade, Mitchell, and Stafford, for example, report that
targets in their sample experienced positive abnormal returns of 16 percent,
on average, while acquirers experienced negative abnormal returns of 0.7
percent.' (The combined effect is only modestly positive because acquirers
are generally much larger than targets.)

Using a more recent M&A sample and employing the same market price
methodology, Professors Sara Moecller, Frederick Schlingemann, and Rene Stulz
report an acceleration in acquirers’ losses from acquisition: Between 1998
and 2001, acquiring firm shareholders lost 12 cents at deal announcement for
every dollar spent, for a total loss of $240 billion during this period, compared
to a loss of just 1.6 cents per dollar spent, or a total loss of $7 billion, during
all of the 1980s." The authors note that their results for the 1998-2001 period
are driven by a small number of acquisition announcements with extremely
large losses. In addition, these and all other empirical studies of the ques
tion must be interpreted with caution because we do not have the counter-
factual — what would have happened to acquirers if they had not engaged
in acquisition activity? If acquisitions are effective in mitigating losses, then

we cannot conclude that acquisition activity, on average, destroys value for
acquirers.

12.3 THE EVOLUTION OF THE U.S. CORPORATE LAw
OF MERGERS

The history of U.S. merger law is onc of constantly loosening constraints,

dr}\;len by dynamic markets and technological change. It begins in a world
vsl/llt oliltlany mergers at all and ends in a world in which mergers can force
shareholders to divest all of their stock in a company. The fundamental move

12. Fora comprehensive surve
Mergers and Acquisitions 4749 (200

s pay th§ investors in the combined buyer and target firms”)-
Mark Mitchell & Erik Stafford, New' Evidence and Perspectives
03,110 (Table 3) (2001).

13. GregorAndmde,
Mergers, 15 J. Econ. Persp. 1

14. See id.

15.°§ i Schli
Massits s er:;l/f; I\L;I;;eclgr(,);f:den'd‘( P s§hlnngcmann & Rene M. Stulz, Wealth Destruction oné
5o cquiring-Firm Returns in the Recent Merger Wave, 60 J. Fin.
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in this evolution occurred when the law became willing to treat equity inves-
tors as a class of interests that could, except where fiduciaries duties were
triggered, be adequately protected by majority vote and a right to a statutory
appraisal of fair value. For convenience, we can divide the history of merger
law into two periods.

12.3.1 When Mergers Were Rare

The first period is the era when mergers were rare, which covers the
history of U.S. corporate law until roughly 1890. Until about 1840, corporate
charters were acts of the sovereign, in theory and in actuality. Legislatures
created business corporations by special acts of incorporation, often to facil-
itate projects with a public purpose: the construction of canals or railroads,
the creation of financial intermediaries (banks and insurance firms), or, more
rarely, the establishment of manufacturing enterprises. Shareholders natu-
rally lacked the power to amend these legislative charters, and thus, merg-
ers could not occur except by intervention of state legislatures. Beginning
around 1840, however, the enactment of general incorporation statutes per-
mitted shareholders to incorporate on their own initiative with a charter of
their own design. But until around 1890, state incorporation law uniformly
barred shareholders from amending their charters (which a merger would
require) without unanimous consent, in order to protect investors who had
contributed funds in reliance on the charter. Thus, in this respect, the mid-
nineteenth-century corporate form looked rather like the general partner-
ship form.

12.3.2 The Modern Era

Technological change in the last decades pf the nineteegth century
increased the efficiency scale of many industries. Nev§ﬂheles§, mergers
could not become an economical way to restructure businesses into larger
units as long as they required the unanimous consent of'shar.ehoiiierst,1 v;z(linzl
created crippling hold-up problems at the hands of mmopty shareholders.
Thus, toward the end of the nineteenth century, corporation §tatutes were
amended to permit mergers and charter amendments that received leiis glgn,
unanimous shareholder approval, providing that they were recofmm(;:rrlll Ca ! }S
hebourd and approvedbya oty G 7% SO o Rimess
shareholders. Class vote provisions Wer
to subgroups of shareholders. Today, Delaware and ma.ny.ott;?l; }?La(t;:lst :tl;iﬁ:z
mergers to proceed with the approval of qnly a bare ma)orgy e e
ing shares of each class of stock that is entitled to vote o1 t~ eﬁn. n additio n :
second innovation introduced more than 100 year§ ago was ér 2 Iisi 3 ; ri: ;ndean
of the shareholder’s right to dissent from a prggﬁbe | ngeor?her o an
“appraisal”— or judicial determination of thc cash va umer e
alternative to continuing as a shareholder in the n€w, g S€.
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Conditioning mergers on majority (originally supermajority) shareholder
approval rather than unanimous approval introduced the most important ele-
ment of modern merger laws at the turn of the twentieth century. A sec-
ond important element of merger law in the modern era followed some fifty
years later, when states greatly liberalized the permissible forms of merger
consideration. Originally, shareholders of a merging company could receive
only equity in the surviving company in exchange for their old shares. Under
the mid-century statutes, the range of possible forms of consideration moved
beyond securities in the surviving corporation to include all forms of prop-
erty — most notably cash. Thus, from at least mid-century onward, it has been
possible under state law to construct a “cash-out” merger, in which sharehold-
ers can be forced to exchange their shares for cash as long as the procedural
requirements for a valid merger are met.

12.4 THE ALLOCATION OF POWER IN FUNDAMENTAL
TRANSACTIONS

Today, the merger is the most prominent among a handful of corporate deci-
sions that require shareholder approval.'® Of course, those who formulate the
corporation’s original charter could shape additional shareholder voice in al
most any way thought useful. Charters could create shareholder veto power,
for example, in the sale of certain assets or in order to leave or enter certaif
lines of business. But as far as we are aware, no charters of public companies
contain such provisions. All rely strictly on the provisions of the statutes to
allocate power between the board and shareholders.

So, why does the law usually require shareholder consent for mergers
and certain other transactions? Or put differently, how should the law draw
the line between transactions that are completely delegated to the board and
those that also must be approved by shareholders?

To explore this question, consider first the universal requirement that
sharehqlders approve material amendments of the articles of incorporatiof,
the basic “charter” of the corporation. Investors buy shares subject to the
terms of the charter, and the board of directors exercises its management
powers subject to these same terms. Thus, if it is uscful for investors to be able
to rely on any constraint in the charter, then the law must preclude unilateral
amendrpcr}t of the charter by the board. In fact, the law in all jurisdictions
does thlS.]; Moreover, to protect investors' reasonable expectations, the law
must provide a shareholder veto over | transactions that might effectively
gmend the charter. Thus, shareholders must approve both corporate dissolw-
tion, which nullifies the corporate charter, and corporate mergers, in which
the surviving corporation’s charter may be amended. But the power to change

16. In most U S. jurisdictions,

! the other corporate decisions that require holder aP
proval include sales of substantial} porate decisions that redn shart

Some states and foreign jurisdicti Y all assets, charter amendments, and voluntary dissolution
tal deciSions rocin: 80 jurisdictions add other classes of decisions to the shortlist of fundamet
¢cisions requiring shareholder approval \

17. See,c.g. DGCL §242(b); RMBCA §§10.03, 10.04.
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the charter cannot be the only criterion for determining which transactions
require a shareholder vote. Other transactions that do not change the charter
also require shareholder approval. Specifically, a sale of substantially all of a
corporation’s assets may not occur unless it has been approved by a vote of
the company’s shareholders, even though no change in the company’s char-
ter occurs.'® In some non-U.S. jurisdictions, shareholders must approve other
transactions as well, such as large share issues and asset purchases.”” (While in
the United States these transactions do not require shareholder approval as a
matter of corporation law, the listing rules of the major securities exchanges
do require companies to obtain shareholder approval if they issue 20 percent
or more of their outstanding stock in a single transaction.*")

As a general matter, three major considerations ought to determine the
allocation of decision-making power within organizations: who has the best
information, who has the most knowledge or skill in regard to this matter, and
who has the best incentives. At least in large companies, the answers to these
questions are usually not the same. Managers will generally have much bet-
ter information regarding a company’s business and knowledge concerning
the specifics of its proposed transactions. But managers may have incentive
problems — the most obvious example is the decision to sell the company,
which may cost them their job. So the boundary case of complete managerial
authority does not seem socially optimal when corporate control transacti.ons
are involved. We suggest that, rationally, principals with strong incentives
to maximize value will reserve power to veto those matters that are most
economically significant and in which they have some capacity to excrci§c
informed judgment. In the corporat¢ context, these criteria suggest that dis-
persed shareholders will wish to decide at most only very large issues (those
that affect their entire investment) and will wish to decide only issues t.hat
they can be expected to decide with some competence (“investment-like”
decisions rather than “business” decisions). ' .

The general contours of corporate law follow th}s logic. Bet-the-com-
pany operational decisions (take, for example, Microsoft’s de/c1519n to dCVC'lop
Microsoft Windows; or Boeing’s decision to develop thf: '747 wide-body jet)
do not require a shareholder vote. Even though such dec151op§ are of supreme
economic importance, shareholders generally lﬂfilf the ability and informa-
tion to make them relative to the alternative decision mflker, the bo::rd and
top managers. Likewise, very small acquisitions (sometimes caile;l "wlhale-
minnow " acquisitions) do not require a shareholde.r vote by the whale ; share-
holders, because they would be rationally apathetiC about‘ evaluating t 1€ mer-
its of the transaction. Far better to leave both of these kinds of decisions to
the board. s

What about large-scale M&A? Depending on your mtumpg abt(l)lu: ?ilzf_z:
holder competence (or information) you might conjecturc either that 53

holders should vote on all large M&A transactions — includingr Eleerbgce;::h ltir%)ef
asset sales and purchases, and share exchanges— or nonc. :

Y o A (0 . ~ 12.02. X . .
12 "::li()g(();“[ﬁj;ls‘gzMg&? §Wymcersch, shareholder Voting Rights and Practices in
Europe :l.l]d the United States (1999)- T Co. Guide b
20. E.g., NYSE Listed Co. Rule 312.03(0); ASE Co. Guide §712(b).
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avoiding errors might be large for such transactions, and shareholders might
plausibly think they are likely to possess the expertise necessary to evaluate
them.

United States law, however, does not quite conform to this logic in
which shareholders would reserve the right to approve all or none of these
transactions. Mergers require a shareholder vote on the part of both the target
and the acquiring company, except the acquiring company’s shareholders do
not vote when the acquiring company is much larger than the target (DGCL
§251(b)). Sales of substantially all assets require a vote by the target’s share-
holders (DGCL §271), but purchases of assets do not require them to do so.
Thus, even if the seller of substantially all assets is much larger than the buyer,
the buyer’s shareholders lack any statutory right of approval. What accounts
for the different treatment of a very large purchase of assets that transforms
the business and a merger that has a similar effect? It cannot be the magnitude
of these transactions (and hence the size of potential management error), as
both transactions are equally large. Nor can it be the likely quality and cost
of shareholder decision making, since similar transactions can be structured
in either way. However, there is a third factor bearing on optimal delegation
that may have some role here: the potential severity of the agency problem
between the principal (top shareholders) and the agent (the board).

By and large, the M&A transactions that require shareholder approval
are those that change the board’s relationship to its shareholders most dra-
matically, reducing the ability of shareholders to displace their managers after
the transaction is completed. This is true, for example, of both corporations
in a stock-for-stock merger between equally sized corporations because the
shareholders of each constituent corporation will be substantially diluted by
the transaction. It is also true when the board proposes to sell substantially
all of the corporation’s assets because the company is likely to dissolve after
the deal, leaving management to 80 its own way (perhaps to the purchaser of
the assets) with no further ties to the target’s shareholders. By contrast, a pur-
chase of assets for cash does not alter the power of shareholders to displace
their managers.”! The purchase of assets for shares is another matter, and it is
puzzling why American corporate law does not generally require shareholder
Vqtes to authorize large-scale share issues. One (unsatisfying) explanation
might Pe that shareholders have already approved the corporate charter that
iuthornzes such is?‘sucs. But the major U.S. stock exchanges do require share-

()ldeFrZ rt(t)h ‘;letehr(gsz(c) r:zric:;calc‘ stoqf issues (20 percent or .m()rc). der
future Control over m::l;la CtrCmS [;():smblc th.:lt concerns relating to sharclTO e
the binding functional dgte rs, rat 1cr‘th;m size or sh:{rch()ldcf' compctcnce,l i
vote. But we can cacly s 1rlnlnants of yvh.cn‘ th.c law requires a shareho.der
T gl - coy ow other jurisdictions might delineate a Wi

rporate decisions that require shareholder apprOVal-

21. This point is develo ed in R 3 ! f
A ] . e b G lvm ce O
Corporate Acquisitions 714.723 ( 1995)(.)11‘11(1 H. Gilson & Bernard Black, The Law of Finan
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12.5 OVERVIEW OF TRANSACTIONAL FOrRM

How is the acquisition of a business to be structured? As we noted above,
there are three principal legal forms of acquisitions: (1) The acquirer can buy
the target company’s assets, (2) the acquirer can buy all of the target corpora-
tion’s stock, or (3) the acquirer can merge itself or a subsidiary corporation
with the target on terms that ensure its control of the surviving entity. In
each of these transactional forms, the acquirer can use cash, its own stock,
or any other agreed-upon form of consideration. Each form, moreover, has
particular implications for the acquisition’s transactions costs (including its
speed), potential liability costs, and tax consequences. Here we focus on the
transactions costs and liability implications of transactional forms. While tax-
es play an important part in choosing transaction form, we must leave that
large subject to other courses in the curriculum. For those who cannot wait,
however, we direct you to the great treatise by Professor Martin Ginsburg and
Jack Levin, Esq. cited in note 2, above.

12.5.1 Asset Acquisition

The acquisition of a business through the purchase of its assets has a
relatively high transaction cost (but a low liability cost). The purchase of
assets —any assets — presents a standard set of contracting prob}ems. One
must identify the assets to be acquired, conduct due diligence Wlth respect
to these assets (e.g., investigate quality of title and exi§tence of liens or ()icr
interests that may exist in the assets by others), establhlsh the representations
and warranties that both parties must make respecting the. assets or the.m-
selves, negotiate covenants to protect the assets prior to Clo§1ng, ﬁx the price
and terms of payment, and establish the conditions of closing. Titled a§sets,
such as land and automobiles, must be transferred formally through docu-
ments of title and, frequently, by filing with an appropriate st_ate office. Each
of these individual steps is costly, and in tlzw case of purchasing a large firm,
aggre isiti 1 be quite large.’ '

e Ii?ltfll;lfcq:ﬁxleozs;z just Ciliscussed, a sale of substa_ntially al} assets is
a fundamental transaction for the selling company, which requires sharej
holder approval under all US. corporate law statutes. See,'e.g., 13GCL §271;
RMBCA §12.02. But ncither the meaning of “all or substanqally all1 z;ssllcts nor
the policy intent behind these words is always clear. Consider the following

excerpt.

siness Law Section, Negotiated Acquisition

-an Bz sociation, Bu h
can Bar AssocCia ary (Dratt 1999).

22, See generally Ameri ‘
o : ase Agreement with Comment

Committee, Model Asset Purch
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KATZ v. BREGMAN
431 A.2d 1274 (Del. Ch. 1981)

MaRrvEL, C.:
... The complaint alleges that during the last six months of 1980, the
board of directors of Plant Industries, Inc., ...embarked on a course of action
which resulted in the disposal of several unprofitable subsidiaries of the cor-
porate defendant located in the United States, namely Louisiana Foliage, Inc.,
a horticultural business, Sunaid Food Products, Inc., a Florida packaging busi-
ness, and Plant Industries (Texas), Inc., a business concerned with the man-
ufacture of woven synthetic cloth. As a result of these sales Plant Industries,
Inc. by the end of 1980 had disposed of a significant part of its unprofitable
assets.

According to the complaint, [Plant CEO] Bregman thereupon proceeded
on a course of action designed to dispose of a subsidiary of the corporate
defendant knows as Plant National (Quebec) Ltd., a business which con-
stitutes Plant Industries, Inc.’s entire business operation in Canada and has
allegedly constituted Plant’s only income producing facility during the past
four years. The professed principal purpose of such proposed sale is to raise
needed cash and thus improve Plant’s balance sheets. And while interest in
purchasing the corporate defendant’s Canadian plant was thereafter evinced
not only by Vulcan Industrial Packaging, Ltd., but also by Universal Drum
Reconditioning Co., which latter corporation originally undertook to match
...and ... to top Vulcan’s bid, a formal contract was entered into between
Plant Industries, Inc. and Vulcan on April 2, 1981 for the purchase and sale of
Plant National (Quebec) despite the constantly increasing bids for the sam¢
property being made by Universal. One reason advanced by Plant’s manage:
ment for declining to negotiate with Universal is that, a firm undertaking hav-
ing been entered into with Vulcan, the board of directors of Plant may not
legally or ethically negotiate with Universal. .

. In secking injunctive relief, as prayed for, plaintiff relies on two prit-
ciples, one that found in 8 Del. C. §271 to the effect that a decision of a Del
LS corporation to sell “. .. all or substantially all of its property and assets
- fequires not only the approval of such corporation's board of directors
but also a rt:s:()luti()n adopted by a majority of the outstanding stockholders of
the corporation c.'ntitlcd to vote thereon at a meeting duly calied upon at least
twenty days’ notice. . ..

According to Plant’s 1980 10K form it
Plant’s Canadian operations rcprcscntc(i 5
Defendants also concede that Nation
nues and 52.4% of its pre

appears that at the end of 1980,
1% of Plant's remaining assets:
t al represents 44.9% of Plant’s sales’ I'CV‘;
i : -tax net operating income. Furthermore, such repo
gz gag(t)glggg)seg, In rough figures that while National made a profit in 1978
only ?$77 0 ()00’ tI elproht from‘ the United States businesses in that year Wfls
the loss f h i 979, the C‘“_ladlﬂrl business profit was $3,500,000 while
whilgstbhO Ct e.U-thd St_ates businesses was $344,000. Furthermore, in 1980,
United Sfatcin:v(zlllf 241) l‘Slf)mCSS profit was $5,300,000. the corporate loss in tl.le
torted b h\ N 0,000. And while these figures may be somewhat dis
y the allocation of overhead expenses and taxes, they are signiﬁcam.
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In any event, defendants concede that “. .. National accounted for 34.9% of
Plant’s pre-tax income in 1976, 36.9% in 1977, 42% in 1978, 51% in 1979 and
52.4% in 1980.7 ...

In the case at bar, T am first of all satisfied that historically the principal
business of Plant Industries, Inc. has not been to buy and sell industrial facili-
ties but rather to manufacture steel drums for use in bulk shipping as well as
for the storage of petroleum products, chemicals, food, paint, adhesives and
cleaning agents, a business which has been profitably performed by National
of Quebec. Furthermore, the proposal, after the sale of National, to embark on
the manufacture of plastic drums represents a radical departure from Plant’s
historically successful line of business, namely steel drums. I therefore con-
clude that the proposed sale of Plant’s Canadian operations, which constitute
over 51% of Plant’s total assets and in which are generated approximately 45%
of Plant’s 1980 net sales, would, if consummated, constitute a sale of substan-
tially all of Plant’s assets. By way of contrast, the proposed sale of Signal Oil
in Gimbel v. Signal Companies, Inc., . .. represented only about 26% of the
total assets of Signal Companies, Inc. And while Signal Oil represented 41% of
Signal Companies, Inc. total net worth, it generated only about 15% of Signal
Companies, Inc. revenue and earnings.

I conclude that because the proposed sale of Plant National (Quebec)
Ltd. would, if consummated, constitute a sale of substantially all of the assets
of Plant Industries, Inc., as presently constituted, ...an injunction should issue
preventing the consummation of such sale at least until it ha§ been appr(?vcd
by a majority of the outstanding stockholders of Plant Indusgu:s, Inc., entitled
to vote at 2 meeting duly called on at least twenty days’ notice. Comparc Rob-
inson v. Pittsburg Oil Refining Company, Del. Ch., 126 A. 4§ (1933).

In light of this conclusion it will be unnecessary to consider whctl.wr or
not the sale here under attack, as proposed to be made, is for such an inade-
quate consideration, viewed in light of the competing bid of Universal, as to
constitute a breach of trust on the part of the directors of Plant Industries,
Inc....

Being persuaded for the reasons stated that‘ plaintiff.has. dcm()flstfatéd
a reasonable probability of ultimate success on hpal hearing in th? ab?t;11ce
of stockholder approval of the proposed sale ot.the Corp‘orafc assets 1ercf
in issue to Vulcan, a preliminary injunction against thc u)ns'ummatu.)n 0
such transaction, at least until stockholder approval is obtained, will be

granted. . .

NOTE ON KATZ v. BREGMAN AND THE MEANING OF
“SUBSTANTIALLY ALL”

Students may wonder how 51 percent of the assets, pr?dlécglg 45 I:Srt;trlllt((r):
the income, can reasonably be called “substantially a}l 0 ; 'CldSb)el ¢ .fl'hcmi_
have wondered as well, and no later court has appf()agtlled Rt \:fs 551(\/[ (())dcll Bu; i-
ity in interpreting these words. Indeed, thc? drafters .ot dt ]Ct Ct]]f;t “gubs‘tqnti'll‘ly
fiess Corporation Act have gone out of thCl'l‘ way to in 1LC1A ¢ 12 ()é stantiz
all”is intended to have a literal interpretation. 5¢¢ RMBCA §12.02.
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The result in Katz v. Bregman can be explained, we think, as an early
precursor to the cases decided in 1985 that revolutionized mergers and acqui-
sition law. Specifically, in Katz the court is struggling to protect an active
bidding contest for control of Plant National (Quebec) Ltd. The same task
was more aggressively undertaken by the Delaware Supreme Court in its
famous Revlon case of 1985 (which we take up in Chapter 13). In Katz, the
court apparently thought either that management had agreed to sell too early
(before a higher bidder came along) or that there was something inherently
suspect about selecting a lower price over a higher one. Plaintiff’s claim was
that management was guilty of a “studied refusal to consider a potentially
higher bid for the assets in question.”*

Thus, for historians of corporation law (a small set for sure) and for stu-
dents seeking to uncover the true motivation of courts in reaching decisions
(a large set, we believe), Katz is an interesting case. We suggest that it rep-
resents a court taking up the tools at hand (§271) to reach a result that it
thought fairness to shareholders required. For the legal doctrinalist, this case
marks the outer boundary of the meaning of the statutes that mandate share-
holder votes on sales of assets.

Further guidance may be derived from the 1996 case Thorpe v. CERB-
CO.** CERBCO was a holding company with three subsidiaries, including
Insituform East, Inc. CERBCO’s stock in Insituform comprised 68 percent
of its assets and was CERBCO’s primary income-generating asset. CERBCO’S
public shareholders wanted CERBCO to sell Insituform. The controlling
shareholders of CERBCO, however, wanted to sell their controlling inter-
est in CERBCO instead. An issue was whether the controlling shareholders
(who were also directors and officers of CERBCO) had a right in their capac
ity as shareholders to veto any CERBCO sale of Insituform. Put differently,
would sale of CERBCO’s Insituform stock constitute a sale of “substantially
all of CERBCO’s assets,” thereby assuring CERBCO’s controlling shareholders
power to block such a sale?

The Delaware Supreme Court applied the following test: “[T]he need for
shareholder approval is to be measured not by the size of the sale alone, bt
also on the qualitative effect upon the corporation. Thus, it is relevant to ask
whcth‘er a transaction is out of the ordinary course and substantially affects
the existence and purpose of the corporation.” Thorpe v. CERBCO, 676 A.24
at 446. In this case, the court held, a sale of the Insituform shares, comprising

68 percent of CERBCO's assets, would have been subject to a shareholder
vote under DGCL §271.

Prelim?r?ér’l;’lliflifl(;llélt.tic)t: ;ﬁev:;lFC?]Tl?()mas 2. Kempner, which was an unreported 197-5'Caset'gg
against the clostng e 1cq Chancellor Marvel, the author of Katz, granted an injunct! -
contract signing but befo Ssefls‘il-e e Substantiauy all assets when a higher price eme.rged. ot
e AL l.‘Basore cl ()sxng.Whllc a contract entered on imperfect information is rler
B Sl n al ogc: if tbe carly contract represents an effort to favor oné b‘;:;,ﬂ.
i R reasons, it will constitute a breach of duty. The court also cit€s Ro
sourgn Oil Refining Company, 126 A. 46 (Del. 1924), an old case that stands for the

proposition that a ﬁducial y must s 9 88 lsll W ll‘-te I .
ial lff 1St SC" f()r m ¢ g P 3 Cas d i
) i . i ore r«lth(.r th(ln lt'\ S CAs !

24. 676 A.2d 444 (Del. 1996).
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A more recent interpretation of the “substantially all” test under DGCL
§271 arises in Hollinger, Inc. v. Hollinger Intl.*® The question presented in
that case was whether the sale of the Telegraph Group of newspapers (con-
sisting of various newspapers associated with the London-based Daily Tele-
graph) constituted “substantially all” of the assets of Hollinger International
(“International”), which in addition to the Telegraph Group also held the
Chicago Group of newspapers (consisting of more than 100 newspapers in
the Chicago area, including the Chicago Sun-Times). International’s control-
ling shareholder, Conrad Black, claimed that a shareholder vote was required
under the “substantially all” test, which would have allowed him to block the
sale.

Examining relative revenue contributions, profitability, and other finan-
cial measures, then-Vice Chancellor Leo Strine found that the Telegraph
Group accounted for 56 to 57 percent of International’s value, with the Chi-
cago Group accounting for the rest. In his characteristically direct (and often
entertaining) way, V.C. Strine held that the sale of the Telegraph Group did
not constitute “substantially all” of International’s assets:

Has the judiciary transmogrified the words “substantially all” in §271 of the
[DGCL] into the words “approximately half”? ...1 begin my articulation of the
applicable legal principles with the words of the statute itself. There are two
key words here: “substantially” and “ail.” Although neither word is particularly
difficult to understand, let’s start with the easier one. “All” means “all,” or if that
is not clear, all, when used before a plural noun such as “assets,” means “[t}he
entire or unabated amount or quantity of.” ... “Substantially” §onveys 'thc same
meaning as “considerably” and “essentially.”. .. A fair and succinct ‘CQUI“\;?ICHI to
the term “substantially all” would therefore be “essentially everything.”

By 2004, then, it would seem that the Delaware courts have moved quite
a bit back from Katz v. Bregman.

NOTE ON ASSET ACQUISITIONS AND POTENTIAL LIABILITY

As we noted above, the chief drawback of asset acquisitioq as a method of
acquiring a company is that it is costly and very tirr}e consuming to Lra.nsfe.r a;lll
of the individual assets of a large business. Offsetting this drawbac , it mig t
seem, is that an acquirer accedes only to the assets, and no; the‘halt)llme’s,
of the target. In theory, this is true SO long as an asset purc HSZ.IS a agrn. S
length and does not violate the Fraudulent Conveyances Act ( lscuscsleb in
Chapter 4). However, when the asscts at issue c.onstltute an mte:fgrate usi-
ness, courts have identified circumstances in yvhxch a purchasTe; obassc;(ts may
become responsible for liability associated Yvilth”t.hose assets. 1 e best- 1:;):;12
examples of this doctrine of successor liability 1nvol\;<:l t;))rt dc‘f?g?nztlsoaw esul
of defective products manufactured in plants now held by di ferent oWt thc.
They also tend to be cases in which the culpable previous S

25. 858 A.2d 342 (Del. Ch. 2004).
26. 858A.2d 342,377,
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assets — the plants that produced the injury producing products — have dis-
solved and paid out a liquidating distribution to their shareholders, leaving no
one else to sue but the asset’s new owners.”” Note, however, that courts are
less likely to invoke successor liability today than they were in the innovative
decades of the 1970s and 1980s.

A different legal risk that attends asset acquisition is liability for environ-
mental cleanup expenses that are imposed under various federal statutes on
“owners” or “operators” of acquired assets. Thus, the purchase of assets that
constitute hazardous environmental conditions may make the new owner
jointly liable for cleanup expenses. In response to the risk of successor lia-
bility and environmental liability, business planners find it prudent to make
acquisitions in the triangular form — that is, through separately incorporated
subsidiaries, even when they plan to purchase only the assets of a target firm.
When a liability later arises that the acquiring subsidiary cannot pay, courts
have not generally “pierced” the corporate existence of this separate legal
buyer itself, absent independent grounds to do so.?

12.5.2 Stock Acquisition

A second transactional form for acquiring an incorporated business is

through the purchase of all, or a majority of, the company’s stock. As we dis
cussed in Chapter 10, a company that acquires a controlling block of stock in
another has, in a practical sense, “acquired” the controlled firm. Thus, tender
offers for a controlling block of a company’s stock may be thought of as acqui
sition transactions. In a technical sense, however, the purchase of control by
an acquirer is merely a shareholder transaction that does not alter the legal
identity of the corporation. Something more is needed beyond the purchase
of control to result in a full-fledged acquisition.
) To acquire a corporation in the full sense of obtaining complete domin
10N OVer 1ts assets, an acquirer must purchase 100 percent of its target’s stock,
not merely a control block. As a practical matter, moreover, acquirers typi
cally do not want a small minority of public shares outstanding. There ar¢
SUSY being a public company, including the costs of complying with SEC
regulations and the implicit costs of assuring that all transfers among cof
tr()!lql entities are fair to the public minority. Corporate law recognizes the
legitimacy of the desire to climinate a small public minority by creating the
easy—to-excqﬁc short-form merger statutes, which allow a 90 percent share-
holder to simply cash out a minority unilaterally 2 Also, some states take the
additional step of offering acquirers and willing targct.; the statutory device
SEEEeiify ulsory “share exchange” transaction. This is, in effect, a tender offer
negotiated with the target board of directors that. after approvél by the requt
site majority of shareholders, becomes compulséry for all shareholders. The
Succesiz;' ;:cclbflz{:‘);I;gjé:;r/rlllzllldL(l({):{j ’1 3()((; ;)82(:]) 3 (Cal. 1977). See generaily Michael D. Green:

28. See United States 1, BestFoods, Inc., %24 U.S. 51 (1998) (refusal to pierce the corpo

rate veil to impose CERCLA liabili ; .
29. see,e.g.. DGCL §251;l?lllty on parent of wholly owned subsidiary).
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acquiring company’s stock (or other tender offer consideration) is then dis-
tributed to the target’s shareholders pro rata, while the acquirer becomes the
sole owner of all of the stock of the target. The result is a form of acquisition
that receives the tax treatment of a tender offer without the attendant holdup
problems of a true tender offer or the awkward residue of a minority of public
shareholders.* Thus, the compulsory share exchange is yet another example
of the malleability of share interests in modern corporate law.

Delaware has no compulsory share exchange statute. Nevertheless,
corporate lawyers have developed a perfectly serviceable hybrid acquisition
form under Delaware law that produces almost the same result as the com-
pulsory share exchange. This is the “two-step” merger, in which the boards of
the target and the acquirer negotiate two linked transactions in a single pack-
age. The first transaction is a tender offer for most or all of the target’s shares
at an agreed-upon price, which the target board promises to recommend to
its shareholders. The second transaction is a merger between the target and
a subsidiary of the acquirer, which is to follow the tender offer and remove
minority shareholders who failed to tender their shares (typically at the same
price as the tender offer). Sometimes the second-step consideration will be
cash, in which case this step is called a “cash-out” merger.

While Delaware has no share exchange statute, as such, a 2013 amend-
ment to the Delaware General Corporation Law makes possible a process that
is almost identical. New §251 (h), makes it possible, if the boards of directors
of the constituent corporations agree, for a successful first step tender to sub-
stitute for the shareholder vote on an agreed upon second step merger, SO that
the merger itself can occur almost immediately after the tender offer closc§.
See DGCL §251(h). There are a number of statutory conditions f()r use of this
streamlined process — the tender offer must be for all shares,‘ it must result
in the acquirer having sufficient shares at the close to authorize the merger
were a vote held, and the merger price must be the same as that ()ffe.r?d in
the tender offer. We note that two-step mergers, whether done Fhe traditional
way or under the expedited §251(h) process, ar¢ often accomp11§lled Flhrough
the triangular merger form described below. But before cxpl.o‘rmg tr‘mngular
mergers, we will discuss mergers more generally as an acquisition technique.

12.5.3 Mergers

ses one corporation into another; the corpora-
M ) L. ) . : Qi he
tion that survives with its legal identity intact is, not S'uti;pnts(l)nagclylltifézl;gtlzer
“surviving corporation.”*' A management team that wis - ?S‘t' tesqne ot
company in a merger typically researches the target anc it jates neg

A merger legally collap

30. See RMBCA §12.02. e s 4 ne

31. Aless comm?m transaction, a“consolidanon,‘ Cf)lldpsct' (t;:(:ti?lfgi?::(:?:ntlrt;( rl:];;(wj
legal entity, the “resulting corporation.”In most respects, corporation : <
Consolidations identically.

Note that civil law jurisdictions 8
Slatutory inverse, a statutory “separation” tra "
bilitics of o single large company arc assigned 10 a nEW

nerally have not only a merger transaction but also its
. nsaction, in which a portion of the assets and lia-
; corporate entity. In the United States,
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over the terms of a merger itself. A merger requires the approval of the board,
too, of course. But just when a CEO raises a proposed merger with the board
and bow involved the board will be are not dictated by law. Courts have,
however, plainly signaled over the recent past that they wish to see boards
involved early and deeply in the acquisition or sale process. Good practice
now dictates that outside directors especially should be involved intensively
when the merger transaction is significant relative to the assets of the cor-
poration. In all events, the management teams of the corporations, aided by
lawyers and often by investment bankers, prepare a merger agreement for
board approval. (We provide a simple, excerpted example below.) After the
board formally authorizes the execution of this agreement, the board will in
most instances call a shareholders’ meeting to obtain shareholder approval of
the merger.

In most states, a valid merger requires a majority vote by the outstanding
stock of each constituent corporation that is entitled to vote.*? The default
rule is that all classes of stock vote on a merger unless the certificate of incor-
poration expressly states otherwise.** Oddly, the Delaware merger statutc,
DGCL §251, does not also protect preferred stock with the right to a class
vote in most circumstances.** Of course, the Delaware statute does give class
voting rights to preferred stock if their rights are adversely affected by a char
ter amendment. See DGCL §242(b)(2). But this narrow right is triggered only
when a charter amendment alters the formal rights of the preferred stock,
not when it reduces the economic value of the stock.’> Thus, under Del#
ware law, the most important source of preferred stock’s voting rights either
on a merger or on an amendment of the charter is in the corporate chartet
itself.>* Competent corporate practitioners working with Delaware incorpo
rated firms do not rely upon statutory defaults but define the voting rights of
preferred stock in the document that creates that security, typically called 2
certificate of Preferences, Special Rights and Limitations.

§§pamtion is.gerllerd!ly accomplished by dropping a portion of a company’s assets into 4 >
sidiary and distributing the shares of this subsidiary to the original company’s shareholders.
32. See,e.g., DGCL §251(¢).
~ %zl E’Igh DG(,.I, §21.2(a). Generally, all common stock votes, although nonvoting common
is pfossl‘dcﬁ’ . ¢ voting rights of preferred stock are typically more limited. Most commoql%
pdre edrrhc ' bd:s n()‘ r1ght to vote at all except in stated circumstances (c.g..whena prcferred .le'
106:(»14:: V(;(:l §k1ppcd).fBut when preferred stock has a right to vote, it is generally the right
°, since preferred votes would otherwise inarily be swi : ¢ the votes O
common stock if they voted together., e ordinarily be swamped b
e 341 C(;)mparc RMBCA §§11.03, 11.04. Thus, under Del
re heavily dependent on the terms of their security for their protection and receive scant help

from Delaware corporate law. There js i erd
. - € is interesting hist e - specialist. See Fed
United Corp. v. Havender, 11 A.2d 331 (Del. 194()1();. SIS (o s et

35. Shanik v. White Sewi j o
e T ng Machine Corp., 19 A.2d 831 (Del. 1941). Compare RMB

aware law, preferred stockholder$

36. By contras :
i o y “ ntrast, the RMBCA creates parallel class-voting tests for charter amendmen®
gers. Under these provisions, any special efs

‘ . even
sto.ck that is made expressly nonvoting in the char fect on a class of security holderts1 éldch
a right to vote as a class, See RMBCA §§10.04. 11.0 e
and Connecticut codes, give nonvoting pre.fcr;'ed .sl -
merger does not affect the legal rights of the holci

ter) will give that class of security
4(). Other statutes, including the €
ock the right to vote on a merger even
ers.
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The voting common stock of the “target” or collapsed corporation always
have voting rights. The voting stock of the surviving corporation is generally
afforded statutory voting rights on a merger except when three conditions are
met: (1) The surviving corporation’s charter is not modified, (2) the security
held by the surviving corporation’s shareholders will not be exchanged or
modified, and (3) the surviving corporation’s outstanding common stock will
not be increased by more than 20 percent.”” The rationale for this exemption
from the usual requirement that shareholders of both companies approve a
merger is that mergers satisfying these conditions have too little impact on
the surviving corporation’s shareholders to justify the delay and the expense
of a shareholder vote.

Of course, higher or special voting requirements for mergers may be
established by the corporate charter or by state takeover statutes (e.g., DGCL
§203). Moreover, the stock exchanges require a listed corporation to hold
a shareholder vote on any transaction or series of related transactions that
result in the issuance of common stock (or convertible preferred stock) suffi-
cient to increase outstanding shares by 20 percent. Unlike corporate statutes,
the stock exchange rules require approval of 50 percent of shares voting on
the matter (a “simple majority”), as opposed to 50 percent of outstanding
shares (an “absolute majority”). Thus, if the acquisition contemplates the issu-
ance of more than 20 percent of the acquirer’s common stock, sharehol(.lers
of the acquirer, as well as those of the target, must approve the transaction,
regardless of how it is structured.”®

Following an affirmative shareholder vote, a merger is effectuated by fil-
ing a certificate of merger with the appropriate state office. Tl}e governance
structure of the surviving corporation may be restructured in the merger
through the adoption of an amended certificate of incorporation (or articles
of incorporation) and bylaws, which will have been approved by the share-
holders as part of the merger vote. Shareholders who disapprove of th'e terms
of the merger must dissent from it in order to seek, as an alternative, a ]pdxcml
appraisal of the fair value of their shares. (Generally, if the)f hgve no right to
vote on the merger, they will not have appraisal rights for similar reasons.)

12.5.4 Triangular Mergers

As we have noted, the surviving corporation i_n a merger assumes the
peration of law. But to expose

liabilities of both constituent corporations by 0 B
the acquirer's assets to the (imperfectly kngwn) liabilities ({f a ﬂetzeaf;wlrsel:
tion is inevitably a risky step. Thus the acquirer hz'ls a strong incen ive & ¥his
serve the liability shield that the target’s separate Incorpor ation conlers.

orp. Code §1201 ), (d).

. -Cal. G
37. See,e.g., DGCL §251(f); RMBCA §12.03;Ca | of the buyer-parent’s shareholders

38. 1t is possible, for example, that the approvd the NYSE rules even though no
May be required in a reverse triangular stock merger under S

5 : Listed Co. Manual
Vote of parent shareholders would be required ufndtera;l;;?sg; ;T:nI:Zc? Et(];lcslteadcc(l:l)is;ti?)r;u(‘:f
1B12.03(C), - This situation, in fact, S =
Wamer%((f(n)nrlrt]unwzvlvt:)yrff i)cy?’lr“?frfe Inc.in 1989.) See Paramount Commlug;mlt;gg;, Inc.v. Time,
Inc., 1989 W1, 70880, Fed. Sec. L Rep. 94,514, 15 Del.J. Corp- 1. 700 (Del. &1 F787-

A
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can easily be done by merging the target into a wholly owned subsidiary of
the acquirer (or reversing this by merging the subsidiary into the target). And
this is precisely what is done. Preserving the liability protection that separate
incorporation provides to the acquirer is almost always a highly desirable
business goal. Most mergers are accomplished in a way that permits two sep-
arate corporate entities to survive the merger.

This maintenance of the liability shield is the premise for the triangular
merger form. In this structure, the acquirer (A) forms a wholly owned sub-
sidiary (call it NewCo). Imagine that A transfers the merger consideration to
NewCo in exchange for all of NewCo’s stock. Then Target will merge into
NewCo (or NewCo will merge into Target). In either event, at the time of the
merger, the merger consideration will be distributed to Target shareholders,
and their Target stock will be canceled. The stock of A in Target, if it owned
any, will also be canceled. Thus, after the merger, A will own all of the out
standing stock of NewCo, which, in turn, will own all of Target’s assets and
liabilities. If NewCo is the surviving corporation, the merger is referred to
as a “forward triangular merger.” If Target is the surviving corporation (its
shareholders nevertheless having their shares converted into the merger cof-
sideration), the merger is said to be a “reverse triangular merger.” Of course,
if NewCo is the surviving company, it can immediately change its name to
Target, Inc., after the merger and thus preserve the value of Target’s brands
and goodwill. But no matter which company — NewCo or Target — is the sur-
vivor, its charter can be restated (and typically is restated) at the merger t0
include the governance terms and capital structure that A deems desirable.
The merger agreement will be entered into by all three parties —A, Target,
and NewCo. In practice, the merger consideration — cash or shares of A typ-
igally — will not be transferred first to NewCo, as in our example, but will be
distributed at Fhe closing of the transaction directly from A to the holders of
Target shares in consideration of the cancellation of those shares.

12.6 STRUCTURING THE M&A TRANSACTION

To choose the right structure for an M&A transaction, the lawyer, banker,
and .clicpt must consider the interaction of many vzlrizll;lcs. Costs, speed, lia-
bilities, information known and unknown, accounting treatment, regulatory
hl.ll'dlCS, anq threats from alternative acquirers are the more obvious consider
ations bearing on this choice. In this section, we brictly address a number ©
the concerns that are fa}ced by lawyers structuring and documenting an M
erlzlgzstclgroel.l. These topics are, in several instances, treated at greater lengt
. Sm;e merge‘r and other acquisition agreements are commercial COf“
arlif:sc’ﬁ Cey SR (LG customary provisions found in such contracts. As 10
ontracts, issues of timing, cost, and risk will affect the choice of the
deal str‘ucture.'Tl?ere will also be terms identifying the property subject to the
fr(l);:lntgzczscli) CCHng obligations, setting forth the nature and times of perfor
’ making whatever representations, warranties, and covenants the
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parties may require. In addition, however, merger agreements may contain
specialized provisions not found elsewhere. Two types of provisions arc¢ par-
ticularly important: (1) “lock-up” provisions, which are designed to provide
some protection to friendly deals from other potential buyers, and (2) “fidu-
ciary out” provisions, which are explained below. There may also be stand-
still agreements, which bar acquirers from acquiring any additional shares of
the target company other than in the merger, as well as confidentiality prouvi-
sions. We explore these provisions further in Chapter 13. In this section, wc
address a range of the concerns that will face a lawyer selecting a transaction
structure and drafting an appropriate contract for an M&A transaction.

12.6.1 Timing

Consider first timing. Speed is almost always desirable in acquisition
transactions. In dynamic markets, the conditions that make an agreement
advantageous may suddenly change. Since each side wants the deal to occur
on present information and since neither can predict future market move-
ments, it is rational, once a deal is reached, for business people to be impa-
tient to close it.

An all-cash, multistep acquisition is usually the fastest way to secure con-
trol over a target and assure its complete acquisition. An all-cash tender offer
may be consummated twenty business days after commencement under the
Williams Act, as discussed in Chapter 10. By contrast, a merger will ge.ncrally
require a shareholder vote of at least the target shareholders, which, in turn,
will involve several months for clearance of the proxy materials with the SEC
and solicitation of proxies under the proxy rules. . ‘

However, if stock constitutes any part of the deal consideration, the
two-step structure generally does not provide a sigqiﬁcant timing advantage
because — regardless of which transaction structure is used — the stock to be
issued generally must be registered with the SEC pursuant to Rule 1‘45 under
the Securities Act. This is a process that takes several months to complete
(the Securities Act and the SEC registration process arc beyond Fhe scope of
these materials). Thus, most deals using 100 percent_stoclf~ c0951der:11t1t)n are
Structured as one-step direct or triangular mergers. L}k@Wlse,(llt ler;é.;t hy regbu-
latory procedures must be completed before a h'rst-step tender o firhcan e
closed (as is the case in bank acquisitions), 4 multxstel? structure may 7 :ti)vetﬁ(é
timing advantage, even in an all-cash deal, and a one-step merger may be
best choice.

12.6.2 Regulatory Approvals, Consents, and Title

Transfers

mechanical aspects of a transac-
and title transfers. Title transfers
all assets owned by either

Timing considerations also turn on
tion, such as regulatory approvals, consents,"nCC
are not a matter of concern in a MErger, st
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corporation vest as a matter of law in the surviving corporation without fur-
ther action. In a sale of assets, however, title transfers may impose substantial
cost and delay. Thus, reverse triangular mergers are the cheapest and easi-
est methods of transfer because they leave both preexisting operating corpo-
rations intact. Stock purchases entail stock transfers and the corresponding
costs of documentation (stock certificates, stock powers), but they are never-
theless much simpler to conclude than asset purchases.

Governmental approval and third-party consents vary with the form of
transaction. Planners will attempt to choose a structure that minimizes the
cost of obtaining regulatory approvals or consents under contracts (€.g., real
estate leases, bank loans, service agreements) needed to close the transac-
tion. In addition, planners will wish to make the transfer of corporate assets
as cheap as possible.

12.6.3 Planning Around Voting and Appraisal Rights

From the planner’s perspective, shareholder votes and appraisal rights
are costly and potentially risky. Sometimes planners may voluntarily condi-
tion transactions on shareholder approval or provide appraisal rights, even
when this is not technically required. (Why might they do this?) But ordinar-
ily, they will choose a structure that avoids or minimizes such requirements.
Planners are particularly wary of structures that trigger class votes for hold-
ers of preferred (or nonvoting common) stock, since these votes may enable
the holders of such securities to extract a “holdup” payment in exchange for
allowing the deal to proceed.?

12.6.4 Due Diligence, Representations and Warranties,
Covenants, and Indemnification

In any deal, the buyer will wish to acquire reliable information about the
Farget. In many deals involving public companies, acquiring this information
is made much easier by public SEC filings and the availability of financial stat®
ISR audited by an independent public accountant. This is especially trué in
hlgmy regulated industries such as banking. “Hostile” transactions, of course
are incompatible with due diligence from the target itsclf. Even if and when
such deals turn “friendly,” hostile takeovers will rarely provide much opport™
nity for due d_lligence. Risk and uncertainty will accordingly be greater.

) In negotiated transactions, the representations and warranties COﬂtﬁlincd
n a merger agreement will facilitate the due diligence process by requirin8
the dxsclospre of accurate information respecting the financial statements O
the target, its assets and liabilities, and any other material information that the

39. See,e.g., Schreiber v. Carn
Inc.v. Chris Craft Industries, Inc,
the sole holder of a class of pre
created Time-Warner Corp.)

€y, 447A.2d 17 (Del. Ch. 1982); Warner Communica.ﬂo’f:;
,583 A.2d 962 (Del. Ch. 1989). (Chris Craft alleged that it Wat
ferred stock that had a right to a class vote in the merger ¢
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buyer requires.* They establish conditions necessary for closing the trans-
action as well as allocating between the parties the risks arising from the
property subject to the transaction. Target warranties and representations are
particularly useful when there is a solvent corporation or individual to stand
behind them. When the target is a public corporation, there are generally
fewer such provisions because information about these companies is already
relatively good, and more important, there is no easy way to enforce a breach
of warranty against the persons who will have the acquirer’'s money. It fol-
lows that warranties and representations have their greatest use in private
deals — that is, where control is acquired through any method from a single
entity or small group.*!

Covenants in merger agreements are another tool for controlling risk.
They are designed to offer assurance to the buyer that the company it con-
tracts to acquire should be in roughly the same condition at the time of clos-
ing of the transaction. A typical covenant offered by a target in a merger
agreement will provide that the business will be operated only in the normal
course from the date of the signing of the agreement to the closing and may,
for example, require the target to confer with the acquirer before undertak-
ing material transactions. Another typical covenant will require the target to
notify the buyer if it learns of any event or condition that constitutes a breach
of any representation or warranty. A third standard covenant is a pledge by
the target to use its best efforts to cause the merger agreement to close. This
often will include a covenant that the board will recommend approval of
the merger agreement by the corporation’s stockholders (subject usually to a
“fiduciary out,” discussed in Chapter 13).

Another fundamental aspect of the agreement will be a statement of the
conditions that need to exist before a party can be legally obligated to close
the deal. In general, these conditions will include such things as all represen-
tations and warranties remain true and correct (€xcept to the extent thaE :}ll
deviations taken together do not constitute a “material adve{'s'e change” in
the condition or business of the target), any financing condition has been
satisfied, and no injunction against closing has been issued. In adfh.tlon, the
parties will customarily indemnify each other for any damages grls1nllg fmlin
any misrepresentation or breach of warranty. This mdemmﬁcatlor%h as the
effect of making every representation a covenant to hold harmless. Thus, the

arranties and representations is to force the disclo-

; iabiliti t a target’'s busi-
sure of information respecting the target's property ’“‘“‘? 1ldblhtf;’;fr;ii:sacbs;lcermngg proper-
fess, an acquirer commonly asks for broad representations an i

S el AR ; ion is relevant to value.The acquirer
ties owned .tial liahilities or whatever other information 15 re .

, potential liabilities or A . impractical or what
then learns about the business by discussing why such warrafltlf?;]j «'gf vlvflfiﬁ i
aspect must be excepted from any such warranties..The proce§sl115 1511 acquirer will rely which.
The target must carefully shape each representation ofl which the acq ’

teaches the acquirer about the firm.
41. In this context, it is also customary for t

40. The most important function of w

he acquisition agreement to contain detailed

5 s Q - its @
fepresentations concerning the organization of the .sellt'?r/tal'g(‘?tf ltéiijrf)il;aaln Zﬂﬁiﬁ;{fﬂi&f‘ﬁ
Standing and the authority to enter into the transaction in queglor‘]{ts\titlc to intellectual prop.
tax Payments; its licenses, etc., necessary to condu'ct its busxr;e;sfjl,iti\e i i el
¢Ty and real property; and its insurance and cnvnronrpentz;1 llju 'er/z;ciquirer mav be asked to
will be giving most of the representations and warrantics, the sac)tion Y
Make representations that will go to its ability to close the trans ‘
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agreement will effectively allocate the burden of undiscovered noncompli-
ance to the party making the representation (ordinarily the seller). Of course,
this sort of protection is generally not feasible in a public company acquis
tion unless it can be negotiated from a large block holder.

12.6.5 Deal Protections and Termination Fees

The period beginning in 1985 witnessed a revolution in the corporate
law of mergers and acquisitions. That revolution was initiated by a quartet
of surprising Delaware Supreme Court opinions. Those opinions — Smith v.
Van Gorkom, Unocal, Revion, and Moran v. Housebold — and their progeny
are treated in Chapter 13, which deals with hostile changes in corporate cofr
trol. Today, in light of the changes that this revolution wrought, among the
most important terms of a friendly merger agreement are those terms that are
designed to assure a prospective buyer that its investment in negotiating in
good faith with a target will result in a closable transaction. Any discussion of
these “deal protection” terms requires an understanding of the doctrine that

emerged from the revolutionary cases, and therefore, we take up these provi
sions in the next chapter.

12.6.6 Accounting Treatment

Under current standards for the accounting for mergers, in a direct
merger the surviving corporation will typically record the assets acqllifed
at their fair market value. To the extent the merger consideration exceeds
the total of the fair market value of the assets (as it ordinarily will, since the
business organization and intangible assets of the target will contribute value
to it), the survivor will record this excess as an intangible asset, “goodWill-”
Undf:r current rules, the value of this goodwill need not be amortized against
earnings so long as it continues to represent this economic value. This asset
must, however, be periodically evaluated to ensure that the goodwill account
F()ntim}es to be a reasonable approximation of the intangible value embedde
in the hrm.' If it is not, then the goodwill account will be reduced by taking
charge against earnings (a noncash expense) in the amount of its impairment.

12.6.7 A Case Study: Excerpt from Timberjack Agreement
and Plan of Merger

st %GREEMENT AND PLAN OF MERGER (“Agreement™) dated as of }his
I3th day of April, 1989, by and among RAUMA-REPOLA OY (“Parent): ?
;oorggratlon organized under the laws of Finland: RAUMA ACQUISITION
-ORPORATION (“Purchaser”), a Delaware corporation and a direct, wholly

owned subsidiary of Parent; and TIM ) DRAT L
: B ; «Company
2 Delaware corporation, ERJACK CORPORATION (*Comp
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WITNESSETH

WIHEREAS, the respective Boards of Directors of Parent, Purchaser and
the Company have approved the acquisition of the Company by Purchaser
pursuant to the terms and subject to the conditions set forth in this Agree-
ment;

WHEREAS, as an integral part of such acquisition, Purchaser will make a
cash tender offer for all shares of the issued and outstanding common stock,
par value $0.01 per share, of the Company (the “Common Stock™), upon the
terms and subject to the conditions set forth in this Agreement;

WHEREAS, the Board of Directors of the Company has approved the
Offer and has recommended that the stockholders of the Company tender
their shares of Common Stock pursuant to the Offer;

WHEREAS, in order to induce Parent and Purchaser to enter into this
Agreement, the Company has entered into a Cancellation Fee Agreement
with Parent and Purchaser, dated as of an even date herewith (the “Fee Agree-
ment™);

NOW, THEREFORE, in consideration of the premises and the representa-
tions, warranties, covenants and agreements contained herein and in the Fee
Agreement, and intending to be legally bound hereby, Parent, Purchaser and
the Company hereby agree as follows:

ARTICLE 1
THE OFFER

1.01. The Offer. Provided this Agreement has not been t.erminat?d pur-
suant to Section 6.01 hereof, Purchaser shall, as soon as practicable after the
date hereof, and in any event within five (5) business days a‘fter the date on
which Purchaser’s intention to make the Offer is first publicly aqxwunced,
commence a tender offer to acquire any and all issued and outstanding shar?s
of the Common Stock, at a price of $25.00 per share net to the‘seller in
cash (the “Offer”). Subject to the conditions to the Offer set forth in Allney;
L hereto, including the condition that a minimum amount of at least 70% ol
the issued and outstanding shares of Common Stock be tendered and avzu(i
able for acquisition (the “Minimum Amount")_, Purchaser (2) sha}l xlllolt) ex'ten‘ !
the Offer beyond midnight, New York City ime, o1 the twentiet l?smebs%
day from the date of commencement of the Offer and (b) shall' cll)lurrc a;e 21
dccepting for payment, and shall pay for_, al.l Common Stf(;ck. val; Uz.dte? he;z d
and not withdrawn promptly after exp1rat10n‘ of'the O lclzr, g;f vide ;:XCCSS
€ver, that (i) if, as of the then-scheduled expiration of the 1'2 1’r n excess
of 50%, but less than 90% of the Common Stock l.lave been va ;1 }o end
and not withdrawn, Purchaser may, at its sole option, ?xfenq t ider te(f ((;rqi
Period not to extend beyond an additional ten busmt?ss d;;r;s, mf (t)he o é) a‘r :
ify for a “short-form merger” in accordance W1”th Sffctlon‘1 R omer peaware
General Corporation Law (the “Delaware Law™), (i) Purc nase r (ii‘ij o
Option, extend the Offer with the consent of the (,orglp‘mzl ,Somme )Cri(;ds
may, at its sole option, extend and re-extend the Offer for reasonable | s

A
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of time, not to exceed ten business days in any instance, in order to allow a
condition to the Offer specified in Annex I to be satisfied that is reasonably
likely to be satisfied within the period of such extension and (iv) Purchaser, at
its sole option, reserves the right to waive any condition to the Offer set out
in Annex I, to purchase fewer than the Minimum Amount and to increase the
price per share pursuant to the Offer.

ARTICLE II
THE MERGER

2.01 The Merger.

(2) Subject to the terms and conditions hereof, at the Effective Date
(as such term is defined in Section 2.01(b)), Purchaser will be merged
with and into the Company (the “Merger”) in accordance with Delaware
Law, the separate existence of Purchaser (except as may be continued
by operation of law) shall cease and the Company shall continue as the
surviving corporation in the Merger (“the Surviving Corporation”).

(b) As soon as practicable after satisfaction or waiver of the conditions
set forth in Article V, the parties hereto shall cause the Merger (0 be
consummated by filing with the Secretary of State of Delaware appropriate
articles of merger (the “Articles of Merger”) in such form as is required by,
and executed in accordance with, the relevant provisions of Delaware law,
and with this Agreement (the date and time of such filing being referred to
herein as the “Effective Date”). . ..

2.02 Conversion of Shares. Subject to the terms and conditions of this
Agreement, at the Effective Date, by virtue of the Merger and without any
action on the part of the Purchaser, the Company or the holder of any of the
following securities:

(2) Each share of Common Stock then issued and outstanding, othef
than (i) shares then held, directly or indirectly, by Parent, Purchaser
or any direct or indirect subsidiary of Parent, or (ii) shares held it the
Qompapy’s treasury, or (iii) Dissenting Shares (as such term is defined
in Section 2.03), shall be converted into and represent the right t0
receive (as provided in Section 2.04) $25.00 net in cash, without any
interest thereon (such amount of cash or such higher amount a$ shall
be pgld pursuant to the Offer, being referred to herein as the “Mergef
Conadcrapon”), subject only to reduction for any applicable federal
backup withholding or stock transfer taxes which shall be payable by the
holder of such Common Stock.

. () Each share of Common Stock then held, directly or indirectly’
CZanth;lrl:éngzﬁie(; Oft‘tllny direct or indirect subsidiary of Parent shal be

e o?(lj out payment of any consideration therefor. sl
be canceled and retired On'lrl?on stock held in the Company"s treasul‘)f’ f

(@ Bach issuod an:’lvxt out payment of any consideration therc (\)raiue
LD o i ‘ outstanding share of common stock, par ¢

p are, of Purchaser shall be converted into and become e
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validly issued, fully paid and nonassessable share of common stock of the
Surviving Corporation. . ..

2.07 Certificate of Incorporation. The Restated Articles of Incorporation
of the Company in effect immediately prior to the Effective Date (except as
such Restated Articles of Incorporation may be amended pursuant to the Arti-
cles of Merger) shall be the Articles of Incorporation of the Surviving Corpora-
tion until thereafter amended as provided therein and under Delaware Law.

2.08 By-laws. The By-laws of the Purchaser, as in effect immediately
prior to the Effective Date, shall be the By-laws of the Surviving Corporation
until thereafter amended as provided therein and under Delaware Law.

2.09 Directors. The directors of Purchaser immediately prior to the
Effective Date shall be the initial directors of the Surviving Corporation and
will hold office from the Effective Date until their successors are duly elected
or appointed and qualified in the manner provided in the Certificate of Incor-
poration and the By-laws of the Surviving Corporation, or as otherwise pro-
vided by law.

2.10 Officers. The officers of the Company immediately prior to the
Effective Date shall be the initial officers of the Surviving Corporation and will
hold office from the Effective Date until their successors are duly elected or
appointed and qualified in the manner provided in the Certiﬁcate. of Inco'rpo-
ration and the By-laws of the Surviving Corporation, or as otherwise provided
by law. . ..

ARTICLE III
REPRESENTATIONS AND WARRANTIES

3.02 Representations and Warranties of the Company. The Company
hereby represents and warrants to Parent and Purcha§er that:' o -
(a) Organization. The Company and each of its Sub51d1ages (as sgch
term is defined in Section 3.02(c)) is a corporation duly orgaplgeq, validly
existing and in good standing (or, with respect to any Sub51d1.ar1_es grga-
nized under the Laws of Canada, subsisting) under the laws of its Jumd.l <
tion of incorporation and has all requisite corporate power and apthorlty
to own, lease and operate its properties and to calrry on 1ts b}lsmess :1157
now being conducted. The Company and §ach of its ‘qusmlanes 1sd.u)
qualified as a foreign corporation to do business, and is 1(111 good s;:?e dlr;)g
in each jurisdiction in which the property Owr.led’ iease 0hr Opeliﬁ ti y
it or the nature of the business conducted by it m.akes suc ldqu::lt IS:VI(:)I;
necessary, except where the failure to be S0 quahfle.d ?vouTh ngom o
Material Adverse Effect on the Company and its Subsidiaries. The ) If)thy
has made available to Purchaser true, correct and complgt.e C;) pl;(s:isd(i)ariese
Articles of Incorporation and By-laws of the Gompany anc its 54 ’

and any amendments thereto....

(d) Authorization and Validity
all requisite corporate power and aut
and the Documents contemplated t0
without limitation, the Fee Agreement, and to

of Agreements. The Company has
hority to enter into this Agreement
be executed hereunder, including,
perform all of its obligations
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hereunder and under all documents contemplated to be executed hereun-
der (subject, in the case of performance of this Agreement, to obtaining the
necessary approval of its stockholders if required under Delaware Law).
The execution, delivery and performance by the Company of this Agree-
ment and the documents executed hereunder, including, without limita-
tion, the Fee Agreement, and the consummation by it of the transactions
contemplated hereby and under all documents executed hereunder, have
been duly authorized by the Board of Directors and no other corporate
action on the part of the Company is necessary to authorize the execution
and delivery by the Company of this Agreement. . ..

(f) Legal Proceedings. Except as set forth in the Company Comumis-
sion Filings (as such term is defined in Section 3.01(g)) or as previously
disclosed to Parent or Purchaser in writing, there is no claim, suit, action,
proceeding, grievance or investigation pending, or to the Company’s best
knowledge, threatened against or involving the Company or properties of
rights of the Company or its Subsidiaries which, if adversely determined,
would have, either individually or in the aggregate, a Material Adversc
Effect on the Company and its Subsidiaries. . . .

(h) Absence of Certain Changes or Events. Since December 31, 1988,
except as disclosed in writing to Parent or Purchaser or in the Company
Commission Filings, or as contemplated in this Agreement, the Company
and its Subsidiaries have conducted their business only in the ordinaty
course and in a manner consistent with past practice and have not made
any material change in the conduct of the business or operations of the
Company and its Subsidiaries taken as a whole, and there has not been
(a) any event resulting in any Material Adverse Effect with respect to the
Company and its Subsidiaries; (b) any strike, picketing, unfair labor prac-
tice, refusal to work, work slowdown or other labor disturbance involv
ing the Company or any of its Subsidiaries; (c) any damage, destructiont
or loss (whether or not covered by insurance) with respect to any of the
assets of the Company or any of its Subsidiaries resulting in any Material
A@verse Effect on the Company or any of its Subsidiaries; (d) any redemp-
t‘u)n or other acquisition of Common Stock by the Company or any of it$
bub.sidiz'lrics or any declaration or payment of any dividend or other distri-
bution in cash, stock or property with respect to Common Stock, other
than rf:gularly scheduled cash dividends: (e) any entry into any materi
commitment or transaction including, without limitation, any material bor
rowing or material capital expenditure) other than in the ordinary course
of business or as contemplated by this Agreement; (f) any transfer of, Of
any transfer of rights granted under, any material lcases, licenses, 38€¢
mentfs, patents, trademarks, trade names or copyrights, other than thos¢
;1::?115 g;gidp?;ctgirc?t(a; l;nthe ordinary course of business and COI}SIStzISIit’
tion of lien or Othc,r Ci Curr?bnfl(n:tgage’ pledge, security interest Or lmgfits
Subsidiaries that when vie riin'ce on any asset of t.he Company or any i
brances is material to the gNe lfl, the aggr.e gatc W.lt.h AhETEy Oth-er Cr(l)f t
e Subsidiar'ljbln'(kss’ financial condition or opcraqonil o Cer
dficate of Incorporatixon 01.1;5 tla enasa Wll()le; (h) any chaﬂge int ments
of the Company or any § ylaws or equivalent organizational docw i

y Subsidiary; or (i) any change by the Company
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accounting principles or methods except insofar as may have been required
by a change in generally accepted accounting principles. . . .
(i) Title to Property.

(a) The Company and its Subsidiaries have good and marketable
title, or valid leasehold rights in the case of leased property, to all real and
personal property purported to be owned or leased by them and material
to the business and operations of the Company and its Subsidiaries taken
as a whole, free and clear of all material liens, security interests, claims,
encumbrances and charges, excluding (i) liens securing any revolving
term loan with any bank; (ii) liens for fees, taxes, levies, imports, duties
or other governmental charges of any kind which are not yet delinquent
or are being contested in good faith by appropriate proceedings which
suspend the collection thereof; (iii) liens for mechanics, materialmen,
laborers, employees, suppliers or similar liens arising by operation of law
for sums which are not yet delinquent or are being contested in good faith
by appropriate proceedings; (iv) liens created in the ordinary course of
business in connection with the leasing or financing of operating assets,
including, without limitation, vehicles and office computer and related
equipment and supplies and (v) liens, encumbrances or defects in title
or leasehold rights that, in the aggregate, do not have a Material Adverse
Effect on the Company and its Subsidiarics.

(b) Consummation of the Offer and the Merger will not result in
any breach of or constitute a default (or an event which with notice or
lapse of time or both would constitute a default) under, or give to others
any rights of termination or cancellation of, or require the consent of
others under, any material lease under which the Company is a lessec,
except for such breaches or defaults which in the aggregate qulld not
have a Material Adverse Effect on the Company and its Subsidiaries. . . .

QUESTIONS ON TIMBERJACK MERGER AGREEMENT

1. What course of events is envisioned by the merger agreement?

2. What happens to the shares of T imber.jack upon the merger? Why arf:
all shares not treated in the same way? What will be the g‘haﬂer and the bylaws,
and who will be the officers and directors of the sul.'vivmg corporanorrll? i

3. What is the purpose of the provisions in Article ITI? In what other kin

g Ty A ?
of agreement would you find similar provisions?

12.7 Tug AppraisaL REMEDY

12.7.1 History and Theory

Modern corporation law has abandoned the ninetfeeﬁtl'wi?tzlsrt};f;ta

. S nves Cnt.

that shareholders possess “vested rights” in the ff)mi Ofo; aeL::horization of
he introduction of the shareholder non-unanimity rule




