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subsidiary Versata) deliberately triggered Selectica’s pill, and challenged its
validity in Delaware Chancery Court. In February 2010, the Delaware Chan-
cery Court upheld the pill, finding that there was a threat to the company (in
the form of potential loss of its net operating losses, or NOLSs), and that the
pill, despite a low 5 percent trigger threshold, was reasonable in response
to that threat and was not coercive or preclusive.?” On appeal, the Delaware
Supreme Court affirmed, but reiterated that “the adoption of a Rights Plan
is not absolute” (citing Moran). The Delaware Supreme Court also clarified
that the “preclusivity” test articulated in Unitrin requires an assessment of
whether a successful proxy contest is “realistically unattainable. ™

6. As we have said, pills have been unpopular with many institutional
investors. Precatory shareholder resolutions to redeem rights plans have for
many years been among the most common subjects of §14(a)(8) shareholder
proxy access proposals. As a gesture to investor interests, today many firms
have allowed their pills to expire. But they have done so knowing that they
can put a new pill in place in less than twenty-four hours and will do so upon
any serious evidence of a hostile acquirer’s approach. Thus the pill continues
to be an important factor in hostile takeovers, though it is very rarely a “show
stopper.” Very few, if any, firms have gone further to amend their charter to
preclude the ability to adopt a pill in the future. Indeed, it is unlikely that largc‘
institutional investors would want them to do so since pills, while capable of
abuse, can be very useful to both boards and shareholders in the event of a
hostile acquisition attempt.

13.4 CHoOSING A MERGER OR Buyour PARINER: REVLON, IT1s
SEQUELS, AND ITS PREQUELS

The board’s entrenchment interest can affect not only its takeover defenses
but also its choice of a merger or buyout partner. Managen?ent can ()\bttavm
a variety of benefits in “friendly” deals, ranging from 'sucth minor tlnpgs ‘as‘ ;
place on the surviving corporation’s board, to more agml\mant bewne.hts sulc
as consulting contracts, termination payments, and ot.h'er g()ﬂlpepgtum-re yat-
ed benefits. Traditionally, corporate law treated decisions to 1n1tia'tc: merger
Proposals as business judgments as long as management CHE\ AIOE | E3%S afc ;E::
flicting ownership interest. In its third revolutionary talfeover o}gm(); 0 Gl
1985-1986 scason, the Delaware Supreme Court addressed the Roalr.l ) Inu-
Ciary duty in arranging for the “sale”of a company. The case l;v:ils ; 9e§(()m,E Vef:l
V. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173-( . .d o .
before Revion, however, the Delaware Supl’eme.courtuslgl?a'lrecoﬁ (;(:Kftn:
about the possibility that incumbent managers might sge ‘;hel . g ()r}I;()m‘
low price to a favored bidder in the remarkablg case of . rfzz v.( ~Ieo’7 o )ini
488 A.2d 858 (Del. 1985). At the time it Was _1ssued, thcme(zj ’ <,me om c}utv
i0n was believed to be an aggressive articulation of the boards gener: J

Jnc... 2010 WL 703002 (Del. Ch. Feb. 26, 2010).

27. Selectica Inc. v.Versata Enterprises. A.3d 586 (Del. 2010).
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of care. (Accordingly, we noted the case in Chapter 7 above.) In hindsight,
however, Van Gorkom has come to seem much more like a precursor of the
great Delaware takeover cases of the mid-1980s, and especially of Revion. We
reproduce portions of this very lengthy opinion below.

SMITH v. VAN GORKOM
488 A.2d 858 (Del. 1985)

HoRrsEy, J.:

This appeal from the Court of Chancery involves a class action brought
by shareholders of the defendant Trans Union Corporation (“Trans Union” or
“the Company”), originally seeking rescission of a cash-out merger of Trans
Union into . .. a wholly-owned subsidiary of the defendant, Marmon Group,
Inc. (“Marmon”). Alternate relief in the form of damages is sought against the
defendant members of the Board of Directors of Trans Union. . ..

Speaking for the majority of the Court, we conclude that both rulings of
the Court of Chancery are clearly erroneous. Therefore, we reverse and direct
that judgment be entered in favor of the plaintiffs and against the defendant
directors for the fair value of the plaintiffs’ stockholdings in Trans Union....

Trans Union was a publicly-traded, diversified holding company, the
principal earnings of which were generated by its railcar leasing business.
During the period here involved, the Company had a cash flow of hundreds
of millions of dollars annually. However, the Company had difficulty in gef-
erating sufficient taxable income to offset increasingly large investment tax
credits (ITCs). Accelerated depreciation deductions had decreased available
taxable income against which to offset accumulating ITCs. ...

[At a senior management meeting on September 5, 1980, Trans Union's
CFO and COO discussed a leveraged buyout as a solution to the ITC prob-
lem.] ... They did not “come up” with a price for the Company. They merely
“ran the numbers” at $50 a share and at $60 a share with the “rough form”of
their cash figures at the time. Their “figures indicated that $50 would be very
easy to do but $60 would be very difficult to do under those figures.” This
work did not purport to establish a fair price for either the Company or 100%
of the stock. It was intended to determine the cash flow needed to service the
debt that would “probably” be incurred in a leveraged buy-out. . ...

+-. Van Gorkom [Trans Union’s CEO for more than seventeen yearS]
stated that he would be willing to take $55 per share for his own 75,000
shares. [Nevertheless, hle vetoed the suggestion of a leveraged buy-out bY
Management ...as involving a potential conflict of interest for Management..--
It is noteworthy in this connection that he was then approaching 65 years ¢
age and mandatory retirement.

For several days following the September 5 meeting, Van Gorkom por
dered the idea of a sale. He had participated in many acquisitions as a managef
and.('hrector of Trans Union and as a director of other companies. HE Ui
familiar With acquisition procedures, valuation methods, and negotiations;
and he privately considered the pros and cons of whether Trans Union sho
seck a privately or publicly-held purchaser.
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Van Gorkom decided to meet with Jay A. Pritzker, a2 well-known cor-
porate takeover specialist and a social acquaintance. However, rather than
approaching Pritzker simply to determine his interest in acquiring Trans
Union, Van Gorkom assembled a proposed per share price for sale of the
Company and a financing structure by which to accomplish the sale. Van
Gorkom did so without consulting either his Board or any members of Senior
Management except one: Carl Peterson, Trans Union’s Controller. Telling
Peterson that he wanted no other person on his staff to know what he was
doing, but without telling him why, Van Gorkom directed Peterson to calcu-
late the feasibility of a leveraged buy-out at an assumed price per share of $55.
Apart from the Company’s historic stock market price,” and Van Gorkom's
long association with Trans Union, the record is devoid of any competent evi-
dence that $55 represented the per share intrinsic value of the Company. ...

Van Gorkom arranged a meeting with Pritzker at the latter’s home on
Saturday, September 13, 1980. Van Gorkom prefaced his presentation by stat-
ing to Pritzker: “Now as far as you are concerned, I can, I think, show how
you can pay a substantial premium over the present stock price and pay off
most of the loan in the first five years. . .. If you could pay $55 for this Com-
pany, here is a way in which I think it can be financed.”...

[Pritzker subsequently made a cash offer for Trans Union at $§5/share.
The offer was to remain open for a period of ninety days, during wh}ch j‘rans
Union could accept a higher offer. But this “market test” was defective in the
court’s view.] ... . .

On Friday, September 19 [1980], Van Gorkom called a special meeting
of the Trans Union Board for noon the following day. ... ]

Ten directors served on the Trans Union Board, five inside . .. and fl‘VC
outside. . . . Of the outside directors, four were corporate chief execptnvc
officers and one was the former Dean of the University of Chicago Business
School. None was an investment banker or trained financial ana!yst. All mem-
bers of the Board were well informed about the Company anc} UE ORI
as a going concern. They were familiar with the currgnt ﬂnanmal concgt}()nlof
the Company, as well as operating and earnings projections reported in ; 1;
recent Five Year Forecast. The Board generally rec;lved regular and d;_tal Cd
reports and was kept abreast of the accumulated investment tax credit an
accelerated depreciation problem. ) i

Van G()rkt)m began tl;le special Meeting of the Board with sttzzlrl?dr:ﬁ?
ute oral presentation. Copies of the proposed Merger Agreexp:we d the Com-
ered too late for study before or during the meetng. He}:eveltofore made to
pany’s ITC and depreciation problems and the efforts t erd ofore made 10
solve them. He discussed his initial meeting with l?ntzker an he Board. how-
in arranging that meeting. Van Gorkom did not disclose to the :

¢ver, the methodology by which he alone l}ad grrived gt 'thnes tvsi?hﬁl%gtr;{ Corr
the fact that he first proposed the $55 price in his negotiatio :

s traded on the New York Stock Exchange. Over

- Tinion's stock had traded within a range of
the five veq 7 975 through 1979, Trans Union s § SRt Sl
a higheoz, ;l;;)l;)f rlll(x)((ll er?)n\:r :)§7$574‘,4s. Itf high and low range for 1980 through September 19 (

+ erver) was $381i-$29%2.
At trading day before announcement of the merger) was

5. The common stock of Trans Union w4
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Van Gorkom outlined the terms of the Pritzker offer as follows ... fora
period of 90 days, Trans Union could receive, but could not actively solicit,
competing offers; the offer had to be acted on by the next evening, Sunday,
September 21; Trans Union could only furnish to competing bidders pub-
lished information, and not proprietary information; the offer was subject to
Pritzker obtaining the necessary financing by October 10, 1980; if the financ-
ing contingency were met or waived by Pritzker, Trans Union was required
to sell to Pritzker one million newly-issued shares of Trans Union at $38 per
share.

Van Gorkom took the position that putting Trans Union “up for auction
through a 90-day market test would validate a decision by the Board that $55
was a fair price. He framed the decision before the Board not as whether $55
per share was the highest price that could be obtained, but as whether the
$55 price was a fair price that the stockholders should be given the opportu-
nity to accept or reject. . ..

On Monday, September 22, the Company issued a press release announc-
ing that Trans Union had entered into a “definitive” Merger Agreement with
an affiliate of the Marmon group, Inc., a Pritzker holding company. Within 10
days of the public announcement, dissent among Senior Management over
the merger had become widespread. Faced with threatened resignations of
key officers, Van Gorkom met with Pritzker who agreed to several modifi-
cations of the Agreement. Pritzker was willing to do so provided that Van
Gorkom could persuade the dissidents to remain on the Company payroll for
at least six months after consummation of the merger. . ..

The next day, October 9, Trans Union issued a press release announcing:
(1) that Pritzker had obtained “the financing commitments necessary to o
summate” the merger with Trans Union; (2) that Pritzker had acquired on¢
million shares of Trans Union common stock at $38 per share; (3) that Trans
Union was now permitted to actively seek other offers and had retained Salo-
mon Brothers for that purpose; and (4) that if a more favorable offer were not
received before February 1, 1981, Trans Union’s shareholders would thereaf
ter meet to vote on the Pritzker proposal.

It was not until the following day, October 10, that the actual amend-
ments to the Merger Agreement were prepared by Pritzker and delivered ©
Van Gorkom for execution. As will be seen, the amendments were consider
ably at variance with Van Gorkom's representations of the amendments to
the B()arq on October 8; and the amendments placed serious constraints on
Trans Union’s ability to negotiate a better deal and withdraw from the Pritzke!
agreement. Nevertheless, Van Gorkom proceeded to execute what bt?Cafne
gllft tgitx(w)vli)tehrt;lo 1:;mendments t(? the Merger Agreement without C()nfefﬂgi

- with the Board members and apparently without comprehendingt
actual implications of the amendments.
o0 Ja 331;;“31; 113)rr(())tdhu€£:de(ffolrts ()vef a threc-rponth period frorp OCt(é,berfefal
Electric Credit C()rporati())n y“o‘ne S Cm'n:s nitor t-or Trans Lniof 1eEleC'
tric Company. However (pE(C(’E '(lmdlt - a-Sl-leIdIary S i Trans
Untion untess Trane Uni(),n ;1 ‘,I'Cdlt. was L!nwdlmg to make an off‘cr for er
rst rescinded its Merger Agreement with Pritz
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When Pritzker refused, GE Credit terminated further discussions with ‘Trans
Union in early January. ...

On February 10, the stockholders of Trans Union approved the Pritzker
merger proposal. Of the outstanding shares 69.9% were voted in favor of the
merger; 7.25% were voted against the merger; and 22.85% were not voted. . ..

On [this] record ..., we must conclude that the Board of Dircctors did
not reach an informed business judgment on September 20. . . . [T}he Board
based its September 20 decision to approve the cash-out merger primarily on
Van Gorkom’s representations. None of the directors, other than Van Gorkom
and Chelberg, had any prior knowledge that the purpose of the meeting was
to propose a cash-out merger of Trans Union. No members of Senior Man-
agement were present, other than Chelberg, Romans and Peterson; and the
latter two had only learned of the proposed sale an hour earlier. Both general
counsel Moore and former general counsel Browder attended the meeting,
but were equally uninformed as to the purpose of the meeting and the docu-
ments to be acted upon.

Without any documents before them concerning the proposed trans-
action, the members of the Board were required to rely entirely upon Van
Gorkom’s 20-minute oral presentation of the proposal. No written summary
of the terms of the merger was presented; the directors were giveq no df)cu-
mentation to support the adequacy of $55 price per share for sale ‘or the Com-
pany; and the Board had before it nothing more than Van (xo‘rk()m s statement
of his understanding of the substance of an agreement which he admittedly
had never read, nor which any member of the Board had ever seen. . ..

A substantial premium may provide one reason to recommend a merger,
but in the absence of other sound valuation information, t.hc fact of a pre-
mium alone does not provide an adequate basis upon which to assess the
fairness of i rice. ... o

Thé) pir;t i(::f;:eéi)ni gt dispute that a publicly-traded stock price is sol‘c)ly a
measure of the value of a minority position and, thus, market price represents
only the value of a single share. Nevertheless, on SeptemberpZQ, ]t<he ii(())lz:id
assessed the adequacy of the premium over markeF,‘ off‘e‘red‘ by ‘km:icir » SOICTy
by comparing it with Trans Union’s current and historical Stoc fp auon o

Indeed, as of September 20, the Board had no othc‘r inf orn’1 n o
which to base a determination of the intrinsic value of Trans inon as a going

One - Q { made no evaluation of the Com-
concern. As of September 20, the Board hg( i s ) e s
pany designed to value the entire enterprise, nor l?d t ea o out merger
ously considered selling the Company or cons_en;n{fuﬁ)e - 35 e iﬁ
Thus, the adequacy of a premium is mdet?rml'r:flformation that reflects the
terms of other competent and sound valuation i

Value of the particular business. . ..
This brings us to the post-Septem
defendants ultimately rely to confirm th

20 decision to accept the Pritzker proposal. - he defendants’ argument.
Again, the facts of record do not support the

2 as effectively amended
here is no evidence: (a) that the Merger Agreement w‘ltb "T*{'f’:l: lUrl?(m up for
lon September 20] to give the Board freedom to put Trans U

ber 20 “market test” upon which the
e reasonableness of their September
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auction sale to the highest bidder; or (b) that a public auction was in fact per-
mitted to occur. . ..

We conclude that Trans Union’s Board was grossly negligent in that it
failed to act with informed reasonable deliberation in agreeing to the Pritzker
merger proposal on September 20.. ..

The October 10 amendments to the Merger Agreement did authorize
Trans Union to solicit competing offers, but the amendments had more far-
reaching effects. The most significant change was in the definition of the
third-party “offer” available to Trans Union as a possible basis for withdrawal
from its Merger Agreement with Pritzker. Under the October 10 amendments,
a better offer was no longer sufficient to permit Trans Union’s withdrawal.
Trans Union was now permitted to terminate the Pritzker Agreement and
abandon the merger only if, prior to February 10, 1981, Trans Union had
either consummated a merger (or sale of assets) with a third party or had
entered into a “definitive” merger agreement more favorable than Pritzker’s
and for a greater consideration — subject only to stockholder approval. Fur-
ther, the “extension” of the market test period to February 10, 1981 was
circumscribed by other amendments which required Trans Union to file its
preliminary proxy statement on the Pritzker merger proposal by December
5, 1980 and use its best efforts to mail the statement to its shareholders by
January 5, 1981. Thus, the market test period was effectively reduced, not
extended. ...

The October 9 press release, coupled with the October 10 amendments,
had the clear effect of locking Trans Union’s Board into the Pritzker Agree:
ment. ...

Finally, we turn to the Board’s meeting of January 26, 1981 ... [which]
was the first meeting following the filing of the plaintiffs’ suit in mid-Decenr
ber and the last meeting before the previously-noticed shareholder meeting
of February 10.. ..

The defendants characterize the Board’s Minutes of the January 26
meeting as a ‘review” of the “entire sequence of events” from Van Gorkom's
initiation of the negotiations on September 13 forward. The defendants . -
argue that whatever information the Board lacked to make a deliberate and
informed judgment on September 20, or on October 8, was fully divulged t©
the entire Board on January 26. Hence, the argument goes, the Board’s vote
on January 26 to again “approve” the Pritzker merger must be found to have
been an informed and deliberate judgement. . ..

We must conclude from the foregoing that the Board was mistaken 85 e
matter of law regarding its available courses of action on January 26, 1981
[Tlhe Board had but two options: (D to proceed with the merger and the
stoc!cho!der meeting, with the Board’s recommendation of approval; of @w
rescind its agreement with Pritzker, withdraw its approval of the merger, 4
notify its stockholders that the proposed shareholder meeting was canceled:

There is no evidence that the Board gave any consideration to these, its onlf
legally viable alternative courses of action.

- B]St thﬁ second course of action would have clearly involved 2 substalr
1al risk —that the Board would be faced with suit by Pritzker for breach 0

contract based on its September 20 agreement as amended October 10. A3
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previously noted, under the terms of the October 10 amendment, the Board’s
only ground for release from its agreement with Pritzker was its entry into
a more favorable definitive agreement to sell the Company to a third party.
Thus, in reality, the Board was not “free to turn down the Pritzker proposal”....
Clearly, the Board was not “free” to withdraw from its agreement with Pritz-
ker on January 26 by simply relying on its self-induced failure to have reached
an informed business judgment at the time of its original agreement. . . .

The defendants ultimately rely on the stockholder vote of February 10
for exoneration. The defendants contend that the stockholders’ “overwhelm-
ing” vote approving the Pritzker Merger Agreement had the legal effect of
curing any failure of the Board to reach an informed business judgment in its
approval of the merger. . ..

[W1e find that Trans Union’s stockholders were not fully informed of all
facts material to their vote on the Pritzker Merger and that the Trial Court’s
ruling to the contrary is clearly erroneous. . ..

JAY PRITZKER & JEROME VAN GORKOM

Jay Pritzker was born into a family already prominent in Cl}icagq’s business
circles. His father, an immigrant from the Ukraine, had arrived in Chxcago at the
turn of the century with little money and no knowledge of the English language.
In time, he went to law school and opened a law office. Gradually he began
investing in area businesses and found great success. o

At the precocious age of fourteen, his son, Jay, graduateq ffom high schoo{
and began his studies at Northwestern University. After qbtammg a law degree
from Northwestern and performing military service during World War II, he
returned home to join his father at Pritzker & Pritzker and helped manage the
family investments. He formed what would become The Marmpn Qroup in
1953 with his brother Robert in order to purchase undemedomnng mdu:smal
companies. Jay Pritzker was known for his ability to §W1ftly ezaluafs 31“13/6;151
deals and his preference for quick and simple tr'ansactlons. As he to e val
Street Journal, “We've bought a lot of things on justa handsh‘a’lzlge ora para:gr pt
or two. We re the least legal-minded people you'll ever meet. His investments
made him and his family billionaires.

. . i rome
While vacationing at a ski chalet in the Swiss Alps, Jay Pritzker met Je

Van Gorkom, CEO of Trans Union. Both men were acnw; o tt(l)lerecs?ilceatgl(l)ebg;;:
ness community and became friends whi<le Wo‘rkmﬁfflogﬁt';:rTheir relationship
cago public school system from scvere.hnancml d‘ cu ét(-) Byt
would Iead to a merger of their respective Ccompanies an

legal decision in Smith v. Van Gorkom.

. 1980).
29. Quoted in William Owen, Autopsy of a Merger (1980)
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We conclude that the Board acted in a grossly negligent manner on
October 8 [in addition to acting in a grossly negligent manner at the initial
meeting on September 20 — Eps.]; and that Van Gorkom’s representations on
which the Board based its actions do not constitute “reports” under §141(e)
on which the directors could reasonably have relied. . ..

NOTE ON SMITH v. VAN GORKOM

As noted above, Smith v. Van Gorkom is on its own terms a case about the
extent of the directors’ duty of care. Yet as argued in Chapter 6, courts gener-
ally refuse to examine the reasonableness of decisions made by disinterested
directors in the board’s regular decision-making process. (Recall the Kamin
case in particular.) Smith v. Van Gorkom was a jolting break with this tradi-
tion — so much so that we are persuaded it is something other than the simple
application of duty of care doctrine to special facts.* In particular, we reconr
mend the interpretation offered by Professors Jonathan Macey and Geoffrey
Miller that Van Gorkom should be understood not as a director negligence
case (although the court presented it this way) but rather as the first of several
important cases in which the court struggled to construct a new standard of
judicial review for “change in control” transactions such as mergers.*'

NOTE: INTRODUCING THE REVLON DECISION

The opinion that gave full cry to the courts’ desire to modify the business
judgment rule in the context of transactions that involved a change in con
trol was the Revlon decision, which was handed down the year after Van
Gorkom. The bidder in Revlon was Ronald O. Perelman, a well-known take-
over entrepreneur and the chairman of Pantry Pride, Inc. Revion’s manage
ment opposed the Perelman/Pantry Pride offer with two defensive tactics.
First, it adopted a form of flip-in rights plan as described above, and second, it
GClerhZIScd 20 percent of Revlon's stock with unsecured debt (the Notes) at
a premium price. This repurchase had two useful effects from the standpoint
of Revlon’s embattled management. First, these Notes clouded Revlon's bal
ance sheet and thus made it harder for Perelman to find financing to support
his buyout. Second, the Notes gave management a vehicle for inserting @ €0V
enant that barred Revlon from selling or encumbering its assets without the
approval of its independent directors. Again, such a covenant would make it

et S(i)r.lth ?lre’unawarc ,Of any pri()r' nonbanking case in which directors who have 1}0 cotr
g interests .‘md who attend meetings and deliberate before authorizing a transaction i
held pcrsopally liable for breach of a duty of care, let alone a case in which they are held liable
for apgl"]()v;(r:g’a;gflle of the comp:{ny at a 50 percent premium to market price. ‘ 7
138 ( 1988)\17](/: s‘tl:ml} bh:;l]“(}; x (’C()tfr,ey ,P~ Miller, Trans Union Reconsidered, 98 Yale LJ ltzi;
Chas oo, ¥ [i‘y ! ind our conviction by locating an excerpt from Van Gorkom nt
pter, rather than Chapter 6, although, of course, we do not object if some of our readers wis
to read Van Gorkom in conjunction with (Jhaptcr, 6 ] ‘




13.4 Choosing a Merger or Buyout Partner 555

more difficult for Perelman to borrow against Revlon’s assets and subsequent-
ly pay down his debt by selling assets in typical leveraged buyout fashion.*?

Perelman proved to be a formidable opponent, however. He countered
management’s moves by raising his bid price! Soon shareholder pressure on
Revlon’s board to act became overwhelming. At this point, Revlon's man-
agement attempted to reverse course by soliciting a competing bid from a
“white knight,” or friendly bidder, Forstmann Little & Co., a financial firm
in the leveraged buyout business. The board’s new strategy aimed at giving
shareholders the cash they were demanding by selling Revlon to a friendly
buyer (Forstmann and themselves) rather than to Perelman. But for the new
strategy to succeed, Revlon had to remove the restrictive covenant contained
in the Notes that it had exchanged with its shareholders, since this covenant
not only interfered with Perelman’s financing but also precluded Forstmann
from financing the new alternative transaction. Yet one thing leads to another.
Stripping the restrictive covenant from the Notes sharply lowered their value.
Within days, lawyers representing Revlon’s noteholders (who were erstwhile
shareholders) were threatening to sue the board for bad faith and breach of
duty.

Forstmann was persuaded to enter the fray and make a bid, but Perel-
man vowed to beat whatever price Forstmann would offer. Revlon thcg con-
cluded a final deal with Forstmann: Revlon would assure Forstmann’s victory
by giving it a “lock-up option” to purchase Revlon’s most Va!uablc assets at a
bargain price if another bidder G.e., Perelman) were to acqu'lrc more ‘than<4()
percent of Revion’s stock. In exchange, Forstmann would increase its offer
for Revlion’s stock (to $57.25) and support the price of Revlon’s Notes (thus
satisfying any claims of noteholders).

In response to the new Revlon-
its offer to $58/share conditional on t

invalid. It sought to enjoin Forstmann’s : ,
1ot to assist buyers other than Forstmann in the Delaware courts. The Dela-

ware Supreme Court (per Justice Moore) ﬁrmly' rejected what ;lt C?I;sld;:ifel(;
to be Revlon's attempt to “rig” the bidding, hol’dmg tt‘lat whf:lnf the s(z;;c(r)l he
company became “inevitable,” “[tlhe directors’ role char}gf,: hr(i)m defenders
of the corporate bastion to auctioneers cha”rged with getting the best p
the stockholders at a sale of the company. o

We pick up here with the Delaware Sup‘r‘e‘mhe Cou;':? gs;?lgreldatf(t)e; ;Ele-
court approved Revlon's original defensive tactics that we P J%lstice ) main:
tin its independence (the poison pill and the exchange oh 1 C JRiCe
NOw turns to Revion's decision to sell to Forstmann and the lo p op )

Forstmann deal, Pantry Pride increased
he lock-up being rescinded or declared
lock-up option as well as its agreement

a buyer borrows cash that will be used

saction in which B I e s
nq'dcn Repayment of the borrowing comes from sale of the
1t101.

the target’s assets.

32. A leveraged buyout is a tra
0 buy the equity of the target corpor
target’s assets (breakup) or is secured by
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REVLON, INC. v. MACANDREWS AND FORBES
HOLDINGS, INC.
506 A.2d 173 (Del. 1986)

MOORE, J.:

[The Revlon board’s focus on its agreement with Forstmann on] shoring
up the sagging market value of the Notes in the face of threatened litigation
... was inconsistent with . . . the directors’ responsibilities at this stage of the
developments. The impending waiver of the Notes covenants had caused the
value of the Notes to fall, and the board was aware of the noteholders’ ire as
well as their subsequent threats of suit. The directors thus made support of
the Notes an integral part of the company’s dealings with Forstmann, even
though their primary responsibility at this stage was to the equity owners.

The original threat posed by Pantry Pride — the break-up of the com-
pany — had become a reality which even the directors embraced. Selective
dealing to fend off a hostile but determined bidder was no longer a proper
objective. Instead, obtaining the highest price for the benefit of the stock-
holders should have been the central theme guiding director action. Thus,
the Revlon board could not make the requisite showing of good faith by pre-
ferring the noteholders and ignoring its duty of loyalty to the shareholders.
The rights of the former already were fixed by contract. . . . The noteholders
required no further protection, and when the Revlon board entered into an
auction-ending lock-up agreement with Forstmann on the basis of impermissi-
ble considerations at the expense of the shareholders, the directors breached
their primary duty of loyalty.

The Revlon board argued that it acted in good faith in protecting the
noteholders because Unocal permits consideration of other corporate constit
uencies. Although such considerations may be permissible, there are funda
mental limitations upon that prerogative. A board may have regard for various
constituencies in discharging its responsibilities, provided there are rationally
related benefits accruing to the stockholders. Unocal, 493 A.2d at 955. HOW-
ever, such concern for non-stockholder interests is inappropriate when an auc
tion among active bidders is in progress, and the object no longer is to protect
or maintain the corporate enterprise but to sell it to the highest bidder.

~ Revlon also contended that . . . it had contractual and good faith oblig#
tions to consider the noteholders. However, any such duties are limited t0
the principle that one may not interfere with contractual relationships bY
improper actions. Here, the rights of the notcholders were fixed by agree
ment, a.nd there is nothing of substance to suggest that any of those terms
were violated. The Notes covenants specifically contemplated a waiver ©
germlt sale of the company at a fair price. The Notes were accepted by Fhe
fr(;ﬁe;ié);;"tgratTl);lj;S, ri(r)ltcllll}ding thff risk of an adverse m:.lr.ket effect stemtmalgg
Bl : at Ing remained for Revlon to legitimately protect,

1 naly related benefit thereby accrued to the stockholders. Under SUC
circumstances we must conclude that the merger agreement with Forstman
was unreasonable in relation to the threat posed.
nomig Cl?)fll((hltlllz)r:: irrllotthle)e; se illegal under Delaware law. . . . CLlrfent,’ﬁiCk‘Z

akeover market are such that a “white knight
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Forstmann might only enter the bidding for the target company if it receives
some form of compensation to cover the risks and costs involved. . . . How-
ever, while those lock-ups which draw bidders into the battle benefit share-
holders, similar measures which end an active auction and foreclose further
bidding operate to the shareholders’ detriment. . ..

Recently, the United States Court of Appeals for the Second Circuit
invalidated a lock-up on fiduciary duty grounds similar to those here. Han-
son Trust PLC, et al. v. ML SCM Acquisition Inc., et al., 781 F.2d 264 (2d Cir.
1986).. ..

In Hanson Trust, the bidder, Hanson, sought control of SCM by a hos-
tile cash tender offer. SCM management joined with Merrill Lynch to propose
a leveraged buy-out of the company at a higher price, and Hanson in turn
increased its offer. Then, despite very little improvement in its subsequent
bid, the management group sought a lock-up option to purchase SCM’s two
main assets at a substantial discount. The SCM directors granted the lock-
up without adequate information as to the size of the discount or the effect
the transaction would have on the company. Their action effectively ended
a competitive bidding situation. The Hanson Court invalidated the lock-up
because the directors failed to fully inform themselves about the value of a
transaction in which management had a strong self-interest... .. .

The Forstmann option had a similar destructive effect on the auction
process. Forstmann had already been drawn into the contest on a preferred
basis, so the result of the lock-up was not to foster bidding, but to destroy
it. The board’s stated reasons for approving the transact'ion were: (1? better
financing, (2) noteholder protection, and (3) higher price. As the Court "f
Chancery found, and we agree, any distinctions between the nYal b1\ddcfxs
methods of financing the proposal were nominal at best, and sucp a u«ms;]d-
eration has little or no significance in a cash offer for any and all slﬁares.b The
principal object, contrary to the board’s duty of cax:e., appears to have been
protection of the noteholders over the shareholder§ 1nterc?sts.

While Forstmann's $57.25 offer was objectively higher than PanFry
Pride’s $56.25 bid, the margin of superiority is.less when the Forst(;nanél Ic)irtltcle
is adjusted for the time value of money. In reality, th§ Revlofx; b;);tl)r'd e’ll‘lh : . ri
auction in return for very little actual improvement in e n?l. ! “ clals) s of
cipal benefit went to the directors, who avoided personal liability to a ances
creditors to whom the board owed no further duty under t.he Cl;rfuril_z FS:;S-
Thus, when a board ends an intense bidding contest Otl(l) anr g::‘;t iha:(;irec tore
and where a significant by-product of i i'cnofr(l)rlsconé)equences stemming
against a perceived threat of personal liability he action cannot with:
from the adoption of previous defensive measures, f director conduct. See
stand the enhanced scrutiny which Unocal requires O

Unocal i 4-55. e
i adiion o the lockup option. 1< e
C
no-shop provision as part of the attempt 0 BHE R, T 501 A.2d at

j Inc. v
try Pride. ws & Forbes Holdings, ! ! 0 |
gsl.lTE eﬂi(c)tgﬁzg’" ;rovisiOIl» like the lock-up option, while not per se illegal,

- ard’s primary duty
i impermissible under the Unocal stan'dard§ wl?fflilina bt(t)lir(l ()nI])parlyr}tO tht}e
becomes that of an auctioneer responsible for SCUNg
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highest bidder. The agreement to negotiate only with Forstmann ended rather
than intensified the board’s involvement in the bidding contest.

It is ironic that the parties even considered a no-shop agreement when
Revlon had dealt preferentially, and almost exclusively, with Forstmann
throughout the contest. After the directors authorized management to negoti-
ate with other parties, Forstmann was given every negotiating advantage that
Pantry Pride had been denied: cooperation from management, access to finan-
cial data, and the exclusive opportunity to present merger proposals directly
to the board of directors. Favoritism for a white knight to the total exclusion
of a hostile bidder might be justifiable when the latter’s offer adversely affects
shareholder interests, but when bidders make relatively similar offers, or dis-
solution of the company becomes inevitable, the directors cannot fulfill their
enhanced Unocal duties by playing favorites with the contending factions.
Market forces must be allowed to operate freely to bring the target’s share-
holders the best price available for their equity. Thus, as the trial court ruled,
the shareholders’ interests necessitated that the board remain free to negoti-
ate in the fulfillment of that duty.

The court below similarly enjoined the payment of the cancellation fee,
pending a resolution of the merits, because the fee was part of the overall
plan to thwart Pantry Pride’s efforts. We find no abuse of discretion in that
ruling. ...

In conclusion, the Revlon board was confronted with a situation not
uncommon in the current wave of corporate takeovers. A hostile and deter-
mined bidder sought the company at a price the board was convinced was
inadequate. The initial defensive tactics worked to the benefit of the share-
holders, and thus the board was able to sustain its U/zocal burdens in justifying
those measures. However, in granting an asset option lock-up to Forstmani,
we must conclude that under all the circumstances the directors allowed
considerations other than the maximization of shareholder profit to affect
their judgment, and followed a course that ended the auction for Revion,
absent court intervention, to the ultimate detriment of its shareholders. NO
sgch def(,ensive measure can be sustained when it represents a breach of the
directors’ fundamental duty of care. See Smith v. Van Gorkom, Del. Supr-
488 A.2d 858, 874 (1985). In that context the board’s action is not entitled t0

the detcrcnge accorded it by the business judgment rule. The measures Were
properly enjoined. . . .

RONALD PERELMAN & TED FORSTMANN

Born intq a wealthy Philadelphia family, Ron Perelman sat in on his father’s
board meetings as a child and pored over financial statements in his teenagc
years. After graduating from the University of Pennsylvania’s Wharton School,
he learned the art of dealmaking while working for his father. In 1978, h¢
rl?’o\r/ie(lidto Manhattan with no job, but big ambitions. He started by acquiring
in‘;t 3;6 tjsezlcslfl:;s ar}d turning it. around by selling off many of its underperform
e SISt Ltk ’vestment holdmg company, MacAndrews & Forbes, proceeqe

quire SCEV.CI‘dl other companies, including Marvel Comics, First Nationwide
Bank, Panavision, and Technicolor. Early on he developed a‘rclationshil’ with
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“junk bond king” Michael Milken, who financed many of his acquisitions, includ-
ing Revlon. By installing new management, disposing of assets, and then selling
firms at a profit, he became a billionaire. On Wall Street, he was known for his
exceptionally aggressive style.

Ted Forstmann graduated from Yale and Columbia Law School, and eventual-
ly formed Forstmann Little in 1978. The firm, an innovator in leveraged buyouts,
became enormously profitable by buying and selling companies such as Dr.
Pepper Co. When junk bonds became popular, however, Forstmann increasing-
ly found himself losing out on deals because he could not raise as much money
as junk-bond financed competitors. Forstmann publicly extolled his “old-fash-
ioned” approach to business, which involved avoiding junk bond financing and
maintaining good relations with the management of acquired companies. In a
column for the Wall Street Journal in 1988, he attacked the junk bond industry.
writing that “today’s financial age has become a period of unbridled excess with
accepted risk soaring out of proportion to possible reward.”

QUESTIONS AND NOTES ON REVLON

1. What fiduciary duty did Revlon's board violate —a duty of care or a
duty of loyalty? o

2. According to the court in Revlon, what must a board do \yhcn it is
committed to enter an acquisition transaction with one of two suitors who
are locked in a competitive bidding contest? Does your answer imply th:l.(
Delaware law is ultimately committed to shareholder prxmacy in board d'cu-
sion making, notwithstanding the dicta in Unocal allowing b()ardf to consndc_r
nonshareholder interests in evaluating the threat posed by a h(:.s‘tnle takeover?

3. In the 1989 case Barkan v. Amsted Industrz‘es,'lnc.;‘ the Delaware
Supreme Court clarified the substantive requirements _1mp0s_ed by Revilon.
The court affirmed the lower court holding that there is no single template
required when selling a company. The classic Revlon case occurs Wh;n tr]v(V:;
bidders are engaged in a bidding contest for th? target. Here, 1: hm ! leczti(;n
itself, “the directors may not use defensive tactics that c_iestro; : ’( i:lm n
process. [Flairness forbids directors from using defeﬂnswe mc;]c @RI § 0
thwart an auction or to favor one bidder over another. '~ ljiuil:;/t :tllt] (13 ! :ferz Lxc
only a single bidder at the table? The Barkan court s;dte e auc};(m <
of the Revlon requirement is that board be .V‘VCH 1rrtl horll)Iil : 1.]()t e 0}
1 very good way to know what the company is :)VO d’mav S e A
the required way. Before becoming b()qnq, the. o:ir Y o
called market check to see if a higher bid is available, un

possess a body of reliable evidence with Whl'Ch to evfalﬁatzet;}e f(l)lyr?deeg(; ?rf;:
onsaction, " Such a check T4 Occur'pOSt-Slgnmﬁ ; In:r encr; of a higher
5 (e o G 19 €5 O impedlment_s - tn ?e: (disgcusscd below).
valuing buyer, such as an unreasonable terminatio $

33. 567 A.2d 1279 (Del. 1989).
34. Id.at 1286-1287.
35. Id.at 1287.
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4. “Revlon” questions haunted Delaware law for years: What are Revion
duties specifically, just what do they require and when are they triggered? It
took years of litigation for the confusion to gradually lift. It is now well estab-
lished that Revion created no new duties, but dealt with a modified standard
of judicial review of the duties of care and loyalty in a particular context.

5. The distinction between transactions in which the company is for
sale and those in which the board is merely defending against a hostile take-
over bid is not always clear. Consider, for example, a situation in which, in
response to a hostile LBO-type cash tender offer, management uses its con-
trol over company assets to initiate a very similar transaction by (1) selling a
large group of company assets, (2) borrowing extensively against the com-
pany’s remaining assets, and (3) using the proceeds to fund a premium-priced
self-tender for a large percentage of the company’s stock. After this transac-
tion, shareholders are left with cash and an equity interest in a smaller and
more highly leveraged business. Assume, in addition, that, as between the
two similar transactions — the hostile third-party offer and the corporate self-
tender —a reasonable investor might well prefer the raider’s all-cash offer. In
reviewing management’s preference for its own plan, should a court assume
that the target’s board has a Revion duty to get the highest current value for
the shareholders? Or does the court use the Unocal standard of “reasonable
in relation to a threat”? See AC Acquisitions Corp. v. Anderson Clayton & Co.,
519 A.2d 103 (Del. Ch. 1986). How much do you think it matters whether the
court asks whether such a transaction is reasonable in relation to a legitimate
corporate purpose (Unocal) or it asks whether it represents reasonable effort
to get highest available value for shareholders (Revlon)?

6.In the 2001 case I re Pennaco Energy, Inc.787 A.2d 691 (Del. Ch.2001),
the Board negotiated exclusively with Marathon Oil and reached an agreement
at $19 cash per share, with at 3 percent breakup fee and a right for Marathon
to match any higher offer that might emerge. Despite the absence of any pre
signing marketing of the company, the Court of Chancery found that the tar
get directors had met their Revion duties on the theory that the relatively mod-
est break fee and chance for others to come in were they interested in pay-
Ing more was one reasonable way to sell the business. Pennaco shows that
while Revion continues to be the brand name opinion, the spirit of Barkan v.
Amsted captures far better the approach to change of control duties that courts
tend to tflke. See below also for the latest word by the Delaware Supreme Court’s
2014 opinion in S&J Energy Services, Inc. v City of Miami Employees Union.

13.5 PuLLiNG TOGETHER Unocar aNp Revion

During this evolutionary period, whether a hostile takeover succeeded came
down to whether the incumbent board eventually gave in under shareholder
pressure or the Delaware courts ordered the company’s poison pill be &
deemed, which happened in the late 1980s, but very rarely. A much-discussed
Delawa@ Supreme Court decision of 1989, Paramount ‘C()mmunicﬂﬁo"s’
Inc. v. Time, Inc., addressed both the question of whether the board has
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Hideki Kanda of the University of Tokyo, to propose a governmental response
to the hostile takeovers that were beginning to appear on the Japanese corpo-
rate landscape. After extensive study and consultation with takeover experts
around the world, the Corporate Value Study Group published its report in
March 2005. Two months later, METI and the Japanese Ministry of Justice
jointly promulgated “guidelines” that adopted the general approach and many
of the specific recommendations from the report. On one hand, the Guide-
lines follow Delaware law by allowing Japanese boards to adopt poison pills
without a shareholder vote, and, more generally, requiring that defenses be
“necessary and reasonable in relation to the threat posed.” (Sound familiar?)
On the other hand, the Guidelines indicate that defenses can only be used to
maximize shareholder value, not to protect other constituencies as suggested
in Unocal. In addition, the Guidelines suggest a more stringent form of rea-
sonableness review than the Delaware courts have historically applied. For
example, in order to be reasonable, a board-adopted poison pill must provide
a mechanism for shareholders to eliminate it, such as through an annual elec-
tion of all the directors, or a sunset provision.

Taken as a whole, Japan seems to have adopted a middle-ground
approach somewhere between Delaware and the EU Takeover Directive.
Of course, the Guidelines only provide general principles, and it will take
years of judicial interpretation to see how they play out in practice. For an
insightful commentary on these developments, see Curtis J. Milhaupt, In the

Shadow of Delaware? The Rise of Hostile Takeovers in Japan, 105 Colum.
L. Rev. 2171 (2005).

13.7 BRINGING TAKEOVERS LAw DowN To DATE

Two recent opinions, one from 2009 and the other from 2015, by the Dela-
ware Supreme Court give a flavor for the current approach to judicial review
of a friendly change in control transaction. In this context, what does it means
for a target board to be under Revlon duties? How active can we expect
courts to be in evaluating the actions of disinterested boards?

LYONDELL CHEMICAL CO. v. RYAN
970 A.2d 235 (Del. 2009)

Before Steece, Chief Justice, Howia
constituting the Court en Banc.
BERGER, Justice:

. We acc§pted this interlocutory appeal to consider a claim that directors
failed to act in good faith in conducting the sale of their company. The o
?f Chanc.ery ['on defendants’ motion for summary judgment] decided that

unexplam(?d Inaction” permits a reasonable inference that the directors may
hav? consciously disregarded their fiduciary duties [thus requiring 4 trial 0
the issue]. The trial court €xpressed concern about the speed with which the

ND, BERGER, Jacons and RipGeLy, JustiCes
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transaction was consummated; the directors’ failure to negotiate better terms;
and their failure to seek potentially superior deals. But the record establishes
that the directors were disinterested and independent; that they were gener-
ally aware of the company’s value and its prospects; and that they considered
the offer, under the time constraints imposed by the buyer, with the assistance
of financial and legal advisors. At most, this record creates a triable issue of
fact on the question of whether the directors exercised due care. There is no
evidence, however, from which to infer that the directors knowingly ignored
their responsibilities, thereby breaching their duty of loyalty. Accordingly,
[since the company has a waiver provision of the kind authorized by §102(b)(7)
of the DGCL] the directors are entitled to the entry of summary judgment.

FACTUAL AND PROCEDURAL BACKGROUND

Before the merger at issue, Lyondell Chemical Company (“Lyondell™)
was the third largest independent, publicly traded chemical company in North
America. Dan Smith (“Smith”) was Lyondell's Chairman and CEO. Lyondell’s
other ten directors were independent and many were, or had been, CEOs of
other large, publicly traded companies. Basell AF (“Basell”) is .a Privatcly he[d
Luxembourg company owned by Leonard Blavatnik (“Blavatnik”) through his
ownership of Access Industries. Basell is in the business of polyolefin technol-
ogy, production and marketing. ' _ -

In April 2006, Blavatnik told Smith that Basell was 1ntcreste’d in acquiring
Lyondell. A few months later, Basell sent a letter to Lyondell's board.offer-
ing $26.50-$28.50 per share. Lyondell determineq that the price was mad)c-
quate and that it was not interested in selling. Dupng the _next year, Ly()ndclll
prospered and no potential acquirors expressed interest in the Com.p'an‘y. 3
May 2007, an Access affiliate filed a Schedule ISD with tl})e Secul:mfei an
Exchange Commission disclosing its right to acquire .an 8.3% blotf do1 }lf(;rll)
dell stock owned by Occidental Petroleum Corporation. Tpe Sc edu IT R
also disclosed Blavatnik’s interest in possible transactions W'lth Lyop el :

In response to the Schedule 13D, the ‘Lyondell board 1mqled1ft§ Zocfhne-
vened a special meeting. The poard recognized thz}t the 13(;) Silggg (:O o e
market that the company was “in play,” but the directors n(;CL b contacted
“wait and sec” approach. A few days later, Ap"uo.Man?geigfi that proposal. In
Smith to suggest a management-led LBO, but Smith rejec 4.6 billion mefger
late June 2007, Basell announced that it had entered into a D
agreement with Huntsman Corporation (“Huntsman ;,ﬁz; rSI;{ exio?l Sceialty
company. Basell apparently reconsidered, however,

Chemicals, Inc. made a topping bid for antsmag. (i:llggg with competition
for Huntsman, Blavatnik returned his attention to Lyo ' 1 all-cash deal at

On Jul é 2007, Blavatnik met with Smith to discuss 3 i e v
$40 per sha}ll'e.’Smith’ responded that $40 was too low, an )

. i i
his offer to $44-$45 per share. Smith told Blavatml:) ;l;gt £§ uvlvci)t;l:(’ie;;:el:erslglzle]
Proposal to the board, but that

he thought the b
advised Blavatnik to give Lyondell his b

on Sinc 1 I‘Cally as not
est OffCI', since Lyonde ‘W .
i i > Smith to
hC market. The meeting Cﬂd(‘}d at that pOlIl[, but Blavatmk asked
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call him later in the day. When Smith called, Blavatnik offered to pay $48 per
share. Under Blavatnik’s proposal, Basell would require no financing contin-
gency, but Lyondell would have to agree to a $400 million break-up fee and
sign a merger agreement by July 16, 2007.

Smith called a special meeting of the Lyondell board on July 10, 2007 to
review and consider Basell’s offer. The meeting lasted slightly less than one
hour, during which time the board reviewed valuation material that had been
prepared by Lyondell management for presentation at the regular board meet-
ing, which was scheduled for the following day. The board also discussed
the Basell offer, the status of the Huntsman merger, and the likelihood that
another party might be interested in Lyondell. The board instructed Smith to
obtain a written offer from Basell and more details about Basell’s financing.

Blavatnik agreed to the board’s request, but also made an additional
demand. Basell had until July 11 to make a higher bid for Huntsman, so Bla-
vatnik asked Smith to find out whether the Lyondell board would provide a
firm indication of interest in his proposal by the end of that day. The Lyondell
board met on July 11, again for less than one hour, to consider the Basell pro-
posal and how it compared to the benefits of remaining independent. The
board decided that it was interested, authorized the retention of Deutsche
Bank Securities, Inc. (“Deutsche Bank”) as its financial advisor, and instructed
Smith to negotiate with Blavatnik.

Basell then announced that it would not raise its offer for Huntsman,
and Huntsman terminated the Basell merger agreement. From July 12-July 15
the parties negotiated the terms of a Lyondell merger agreement; Basell con-
ducted due diligence; Deutsche Bank prepared a “fairness” opinion; and Lyon-
dell conducted its regularly scheduled board meeting. The Lyondell board
discussed the Basell proposal again on July 12, and later instructed Smith to
try to negotiate better terms. Specifically, the board wanted a higher price,
go-shop provision, and a reduced break-up fee. As the trial court noted, Bla-
vatnik was “incredulous.” He had offered his best price, which was a substan-
tial premium, and the deal had to be concluded on his schedule. As a sign of
good faith, however, Blavatnik agreed to reduce the break-up fee from $400
million to $385 million.

On July 16, 2007, the board met to consider the Basell merger agreement.
Lyondell’s management, as well as its financial and legal advisers, presented
reports analyzing the merits of the deal. The advisors explained that, notwith-
standing the no-shop provision in the merger agreement, Lyondell would be
able to consider any superior proposals that might be made because of the
“fiduciary out”provision. In addition, Deutsche Bank reviewed valuation mod-
els derived from “bullish” and more conservative financial projections. Several
of those valuations yielded a range that did not even reach $48 per share, and
Deutsche Bank opined that the proposed merger price was fair. . .. Deutsche
Bank also identified other possible acquirors and explained why it believed
no other entity would top Basell’s offer. After considering the presentations
the Lyondell board voted to approve the merger and recommend it to the
stockholders. At a special stockholders’ mecting held on November 20, 2007,
the merger was approved by more than 99% of the voted shares.

* % ok
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[Walter E. Ryan, Jr. filed suit in Delaware on August 20, 2007. The claims
he asserted are summarized by the court below. Defendants moved for sum-
mary judgment and on July 29, 2008, the Delaware Court of Chancery issucd
its opinion denying summary judgment as to the Revlon and deal protection
claims, holding that the facts as alleged allowed room for a possible finding at
trial that the Lyondell directors had violated their duty of loyalty by not act-
ing in “good faith.” The Delaware Supreme Court accepted an application for
interlocutory appeal on September 15, 2008.]

DISCUSSION

The class action complaint challenging this $13 billion cash merger
alleges that the Lyondell directors breached their “fiduciary duties of care,
loyalty and candor . ..and ... put their personal interests ahead of the inter-
ests of the Lyondell shareholders.” Specifically, the complaint alleges tl?at: D)
the merger price was grossly insufficient; 2) the directors were motlvach
to approve the merger for their own self-interest; 3) the process by which
the merger was negotiated was flawed; 4) the directors agreed to unreason-
able deal protection provisions; and 5) the preliminary proxy statement omit-
ted numerous material facts. The trial court rejected all claims except thosc
directed at the process by which the directors sold the company and the deal
protection provisions in the merger agreement. . .

The remaining claims are but two aspects of 2 single clalm, under R.elll(m
v. MacAndrews & Forbes Holdings, Inc., that the directors failed to obtain the
best available price in selling the company. As the t.rial court correctly “not,cd,
Revion did not create any new fiduciary duties. It simply p_dd th'at‘tl'lc . bo’arfl
must perform its fiduciary duties in the service: ofa specmF objective: n‘nuz;-
mizing the sale price of the enterprise.” Th§ trial _court revu;wcﬁ thehreior ,
and found that Ryan might be able to prevail at trial on fl claim t :_1t t1 ed yj(?l]-
dell directors breached their duty of care. But Lyondell’s chart‘f.r lnfhl; ((leisr :Ln
exculpatory provision, pursuant to 8 Del. C. §102(b)(7)f, protefr llflllis% he diree
tors from personal liability for breaches of ‘the duty t:) Czu;i.of thé Lvondéll
turns on whether any arguable short comings on fhe })a O el
directors also implicate their duty of loyalty, a breach o dw his mot e
pated. Because the trial court dctcrmine.d th'at the boar' Wa:s whel:her ont
and was not motivated by self-interest 0f ill will, the sole issu€ 1

. im that they breached
directors are entitled to summary judgment on the claim Y

5 . oo to act i d faith.
their duty of loyalty by failing to act in gO(zwo recent decisions. In In re Walt

This Court examined “good faith” in ioht
Disney Co. Deriv. Litig., the Court discussed the ran%efoft rcloenndclj)cr:1 ;f:;tg ;lllgmt
be characterized as bad faith, and concluded that bad ai T

. ; iction of duty:
only an intent to harm but also intentional dereliction

of fiduciary behavior are czmdidqtcs 'f()r the
involves so-called “subjective bad
an actual intent to do harm. . ..
1 bad faith. ...

[A]t least three different categorics O .
“bad faith” pejorative label. The first c.a,teg?rly)
faith,” that is, fiduciary conduct motl‘.hmi(mytia
[SJuch conduct constitutes classic, quintessen
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The second category of conduct, which is at the opposite end of the
spectrum, involves lack of due care — that is, fiduciary action taken solely by
reason of gross negligence and without any malevolent intent. . ..

[W]e address the issue of whether gross negligence (including failure to
inform one’s self of available material facts), without more, can also constitute
bad faith. The answer is clearly no.

* k%

That leaves the third category of fiduciary conduct, which falls in between
the first two categories. . . . This third category is what the Chancellor’s defi-
nition of bad faith — intentional dereliction of duty, a conscious disregard for
one’s responsibilities — is intended to capture. The question is whether such
misconduct is properly treated as a non-exculpable, nonindemnifiable viola-
tion of the fiduciary duty to act in good faith. In our view, it must be .. ..

The Court of Chancery recognized [the legal principles announced in
the Disney case and Stone v. Ritter] ..., but it denied summary judgment in
order to obtain a more complete record before deciding whether the direc-
tors had acted in bad faith. Under other circumstances, deferring a decision
to expand the record would be appropriate. Here, however, the trial court
reviewed the existing record under a mistaken view of the applicable law. ...

Summary judgment may be granted if there are no material issues of fact
in dispute and the moving party is entitled to judgment as a matter of law... ..
The Court of Chancery identified several undisputed facts that would support
the entry of judgment in favor of the Lyondell directors: the directors were
“active, sophisticated, and generally aware of the value of the Company and
the conditions of the markets in which the Company operated.” They had
reason to believe that no other bidders would emerge, given the price Basell
had offered and the limited universe of companies that might be interested in
acquiring Lyondell’s unique assets. Smith negotiated the price up from $40 to
$48 per share — a price that Deutsche Bank opined was fair. Finally, no other
acquiror expressed interest during the four months between the merger
announcement and the stockholder vote.

Other facts, however, led the trial court to “question the adequacy of the
Board’s knowledge and efforts. . . ” After the Schedule 13D was filed in May,
the directors apparently took no action to prepare for a possible acquisition
proposal. The merger was negotiated and finalized in less than one week, dur-
ing which time the directors met for a total of only seven hours to consider
the matter. The directors did not seriously press Blavatnik for a better price,
nor did they conduct even a limited market check. Moreover, although the
deal protections were not unusual or preclusive, the trial court was troubled
by “the Board’s decision to grant considerable protection to a deal that may
not have been adequately vetted under Revion.”

e the g e e drecors aure t act during he ewo o
faith. The court ponten, chedule 13D critical to its analysis of their goo0
y referred to the directors’ “two months of slothful

indifference despite knowing that the Company was in play,” and the fact that

they “languidly awaited overtures from potential suitors. . . ” In the end, the
trial court found that it was this

. “failing” that warranted denial of their motion
for summary judgment:
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[Tlhe Opinion clearly questions whether the Defendants “engaged”
[that is, were properly or adequately engaged — Eps.] in the sale process. . ..

This is where the 13D filing in May 2007 and the subsequent two months of (ap-
parent) Board inactivity become critical. . . . [T]he Directors made no apparent
effort to arm themselves with specific knowledge about the present value of the
Company in the May through July 2007 time period, despite admittedly know-
ing that the 13D filing . .. effectively put the Company “in play,”and, therefore,
presumably, also knowing that an offer for the sale of the Company could occur
at any time. It is these facts that raise the specter of “bad faith” in the present
summary judgment record. . ..

... Basell’s Schedule 13D did put the Lyondell directors, and the mar-
ket in general, on notice that Basell was interested in acquiring Lyondell.
The directors responded by promptly holding a special meeting to consider
whether Lyondell should take any action. The directors decided that they
would neither put the company up for sale nor institute defensive measures
to fend off a possible hostile offer. Instead, they decided to take a.“walt and
see” approach. That decision was an entirely appropriate exerase of tl?c
directors’ business judgment. The time for action under Revion did not begin
until July 10, 2007, when the directors began negotiating the sale of Lyon'dcll.

The Court of Chancery focused on the directors’ two mqnths of inac-
tion, when it should have focused on the one week during which thcy' con-
sidered Basell's offer. During that one week, the directors met scverfq times;
their CEO tried to negotiate better terms; they evaluated 'Lyondcll s valuc:
the price offered and the likelihood of obtaining a better price; and th)e(rll. t]}‘c
directors approved the merger. The trial court acknowledged that ht'h(r 1ru:
tors’ conduct during those seven days might not den_lonstrate anything m()rﬁ
than lack of due care. But the court remained skeptical abput the fhrectort
good faith. . . . That lingering concern was based on the trial court s'syntlhc;
sis of the Rewvlon line of cases, which led it to the erroncous Conclqsx(lzn flla
directors must follow one of several courses of action to satisfy their Revion

duties.
There is only one Revion duty .
holders at a sale of the company.” No court can

accomplish that goal, because thfay will be_ c{actlﬁgir ey
circumstances, many of which will be outside

Barkan v, Amsted Industries, Inc., “there is no single bluep r‘l’gtr;lh atri:;lc)i(;;zcsl
must follow to fulfill its duties.” . - _The trial .court. dr(lelw Sele rolc)ess iy
from those cases: directors must “€ngase actively In t-le bslae fice cither by
they must confirm that they have obtained (he betslt 21‘;aloar b}r%emonstrating
conducting an auction, by conducting a market Checs,

“an impeccable knowledge of 'the markit(.1 't an auction of 2 market check.
The Lyondell directors did not €O simpeccable” market

. ad the
and they did not satisfy the trial codurt ;gﬁet?:s};;lry o excuse their failure to
knowled 1t believed W

ge that the cou

5 - Court of Chancery was
bursue one of the first tWo alternatives. A4 reblﬂ:;iihbtufden under Revion. In
unable to conclude that the directors had met tCrl E D ed record, we
evaluating the totality of the circumstar;}cetS,v;?eV 0 ol ot question s el

i u
would be inclined to hold otherwisc.

—to “[get] the best price for the stock-
ell directors exactly how to
a unique combination of
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court’s decision to seek additional evidence if the issue were whether the
directors had exercised due care. Where, as here, the issue is whether the
directors failed to act in good faith, the analysis is very different, and the exist-
ing record mandates the entry of judgment in favor of the directors.

& Ok Xk

Directors’ decisions [when Revlon duties are triggered] must be reason-
able, not perfect. “In the transactional context, [an] extreme set of facts [is]
required to sustain a disloyalty claim premised on the notion that disinter-
ested directors were intentionally disregarding their duties.” The trial court
denied summary judgment because the Lyondell directors’ “un- explained
inaction” prevented the court from determining that they had acted in good
faith. But, if the directors failed to do all that they should have under the
circumstances, they breached their duty of care. Only if they knowingly and
completely failed to undertake their responsibilities would they breach their
duty of loyalty. The trial court approached the record from the wrong per-
spective. Instead of questioning whether disinterested, independent directors
did everything that they (arguably) should have done to obtain the best sale

price, the inquiry should have been whether those directors utterly failed to
attempt to obtain the best sale price.

* ok ok

... [TThis record clearly establishes that the Lyondell directors did not
breach their duty of loyalty by failing to act in good faith. In concluding oth-
erwise, the Court of Chancery reversibly erred.

Based on the foregoing, the decision of the Court of Chancery is reversed

and this matter is remanded for entry of judgment in favor of the Lyondell
directors. Jurisdiction is not retained

The most recent statement of the Delaware Supreme Court on the free-
dom of non-conflicted boards in selling the company to adopt whatever tactic
they deem appropriate in the good faith exercise of their business judgment
was contained in the en banc reversal of a preliminary injunction issued by
a vice chancellor enjoining a deal for thirty days and requiring the board to
shop the company more actively. The Vice Chancellor, of course, believed he
was fulfilling the mandate of the Revion case.

C&J ENERGY SERVICES, INC. v. CITY OF MIAMI
GENERAL EMPLOYEES AND SANITATION EMPLOYEES
RETIREMENT TRUST
107 A.3rd 1049 (Del. 2014)

StrINE, CJ., for the Court en banc:

* %k ok
The proposed transaction is itself unusu

' ' L al in that C&]J, a U.S. corporatiof,
will acquire a subsidiary of Nabors [Inc.], wh ! 3

ich is domiciled in Bermuda, but
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rights in arm’s length transactions matter to your answer (as it would to ours)?
Recall that under DGCL such a right can be specifically created in any corpo-
ration charter, but it rarely, if ever, is.

12.9 THe Dury oF LovyaLtry IN CONTROLLED MERGERS

As we discussed in Chapter 7, U.S. corporate law generally provides that con-
trolling shareholders owe to the corporation and its minority shareholders a
fiduciary duty of loyalty whenever they exercise any aspect of their control
over corporate actions and decisions.®' All shareholders, however, have the
right to vote their shares in their own best interests. Thus, there is some ten-
sion between a controlling shareholder’s exercise of voting rights, which can
arguably reflect her own “selfish” self-interest, and her exercise of “control”
over the corporation or its property, which cannot. What precisely is the ex-
ercise of control that gives rise to an obligation of fairness? It is best defined as
the de facto power to do what other shareholders cannot, such as the control-
ler’s power to access non-public corporate information or influence the board
to approve a transaction (e.g., a merger) with another company in which the
controller is financially interested.

Controlled mergers, including parent-subsidiary mergers, expose minor-
ity shareholders to an acute risk of exploitation. Today, we describe most of
these mergers as “cash-out,” “freeze-out,” or “going-private” mergers. But a
merger is not the only technique for accomplishing a cash-out or freeze-out.
Asset sales and reverse stock splits can also be freeze-out techniques. For
example, a controlling shareholder can cause the company to sell all of its
assets to his wholly-owned firm, in exchange for cash, which may then be
distributed to the company’s shareholders in liquidation. Alternatively, a con-
trolling shareholder can cause the company to radically decrease its number
of shares and pay off minority shareholders in cash for fractional shares. If the

reverse split is dramatic cnough, only one shareholder will be left after it is
completed.®

61. Weinberger v UOP Inc.. 457 A.2d 701 (DL 1983): Sinclair Oil Corp. v. Levien, 280
A2d 717.(Del. 1971) (Sinclair Ol is the source of a p;lrtic.ulxlr test for invoking the entire fait
ness burden: that the corporate transaction under scrutiny treats the controller differently than
thC'Other shareholders before the obligation to prove its fairness arises. Of course, this test i
typically met in freeze-out mergers). o B
62. Tanzer v. International Ge
63. To better understand areve
mal stock split, either the company p
shareholder receives more stock for

neral Industries, Inc., 379 A.2d 1221 (Del. 1977).
Tse stock split, first consider a normal stock split. In a 00
ays a stock dividend on its outstanding shares, so that each
cach share already held, or the company amends its charte
gﬁl:;;;ej:n;asal; (?(t)}‘;?o;:gd c:;]rmn‘gs are unaffected by simply changing the number of shﬂ.res
Ny pr()p()rti(;n or ma Ysgt er certfilq rc:sul_t of asplit is to reduce the company’s stock p r.lce
to decrease the per-shaicx ).to the’ ?‘plxt.Typlcal stock splits are 2-for-1 or 3-for-1 and are Us¢
reduce an invcstor's‘threslll)ri(cle' - ‘1' norma} "range ($10 to $200). Lower absolute stock p rlCC?
and purchases of i i “0 1:1 vestment; St‘fd‘ is generally traded in round lots of 100 Shzll'ffﬁj
smaller (“odd™ lots usually involve higher transaction costs. Well-timed splits

e
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12.9.1 Cash Mergers or Freeze-Outs

Nineteenth-century corporation lawyers would have been horrified
(or maybe delighted) by the cash-out merger. Even after the repudiation of
the unanimity rule allowed a qualified majority of shareholders to impose
a merger against the will of a disagreeing minority, all shareholders had the
right to continue as shareholders of the surviving entity. Indeed, this is still
the rule in most non-U.S. jurisdictions that recognize mergers.

Nevertheless, by the 1920s, the idea of cashing out minority sharehold-
ers through the merger device no longer shocked the consciences of U.S.
corporate lawyers. Florida led the way by amending its statute in 1925 to
permit cash consideration in a merger. Other states followed. Delaware was
customarily cautious; it did not authorize the use of cash in short-form merg-
ers until 1957 and not in long-form mergers until 1967. The MBCA followed
in 1968 and 1969, respectively.® Cash-out mergers (or freeze-outs) emerged
as a controversial topic during the 1960s and 1970s, when a period of low
stock market prices followed after a boom in public offerings of stock. The
low stock values allowed many controlling shareholders to cash out public
shareholders at prices substantially below the prices that these investors had
paid for the same shares a short time before. This raised complaints about
unfairness. Critics argued, among other things, that such transactions often
occurred when the pro rata asset value of these firms 'greatly exceeded tl?c
market price of their publicly traded shares. It was widely thought that, in
these circumstances, a “cash-out” even at a premium price allowed F()l]tr()l-
ling shareholders to capture a disproportionate share of the company's value.
For example, in a much-publicized speech given at the University of Notre
Dame in November 1974, SEC Commissioner A.A. Sommer said:

Daily we read of companies which are offering to buy out all, or sul.)stm?ltmlly
all, of their shareholders, thus enhancing the control of th-c contr(‘)l‘lmg ;nare-
holders and freeing the corporation of the “burd¢ns” of pemg publl(ly—hclf(;. Ig
other instances clever and indeed most imaginative devices are used to a ().r‘
the small shareholders little, if any, choice in the matter. Wh’at is l}ap_[.)enmfgt ll]s(
in my estimation, serious, unfair, and sometimes dlsgl"acefuli).ll Yp.cr\ (fir:,otr:) (r)n the
whole process of public financing, and a course that inevitably 15 g01ng g

- .
may thus have the real economic effect of mc;‘lcasnv
estly) increase the total value of outstanding shares. a r amends
Ina reverse stock split, the opposite effect is achicved A C(;ntrOUIHﬁlsbheifil; (:ll?:res into a
< $€ 8 & 5 cntd f some large nu & S d
the corporate ¢ 2 rovide for the combination 0. : -5 than 2
single Sﬁa)rrcu((e ;hai't;)frtfopl for-100, etc.). Cash is provided to shareholdersg h()llgép(gzllcgsrsts ’ll‘hc
8., 1-10r-10, 1-101~ ’ e : 3 st .NeC sCL .
single share (“fractional share”) after the reverse ;piﬂ‘Ell)l'r:llllii‘totl?t:)‘;ltil:: sharcholder ends up
) sure that o T :
Teverse split ratio is set large enough to ensure e o Aith fractional shares
Wit (mcpor m()lr(c lwhole sﬁ'lr es of stock; all other shareholders end up with
(and thus cash).
64. Sce generally Elliott J. Weiss, The
56 N.Y.U. L. Rev. 624, 632 (1981);Arthur M.
Tort? 49 N.Y.U. L. Rev. 987 (1974).

ng the liquidity of a stock and so may (mod-

Out Mergers: A Historical Perspective.

v of Take ¢ ¢
Laww of Private — Old Tort. New Tort or No
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the individual shareholder even more hostile to American corporate mores and
the securities markets than he already is.®®

At the federal level, the SEC adopted Rule 13e-3 under the Williams
Act, which requires a great deal of specified disclosure whenever a control-
ler secks to tender for the shares of its controlled company. See Statutory
Supplement. At the state level, courts in Delaware and elsewhere wrestled
with the task of protecting minority shareholders without banning freeze-outs
altogether. At first, in Singer v. Magnavox, 380 A.2d 969 (Del. 1977), the
Delaware courts announced a rule that such transactions would henceforth
constitute a breach of duty by the controller unless the controller and the
corporation could show a valid business purpose for the cash-out transaction.
This rule, however, proved unstable and by 1985, it was restated in the Del-
aware Supreme Court’s Weinberger opinion, which announced the demand-
ing approach to cash-out transactions that we discussed in Chapter 7.

Weinberger thus established the modern articulation of the rule govern-
ing controlling-shareholder related party transactions. Once a plaintiff alleges
and shows that a transaction was between the controller and the company,
the fiduciary will be deemed to have the burden to establish that the transac-
tion was fair in all respects to the corporation. That is, the process of the deal
and the terms of the deal are entirely fair to the corporation.

The Weinberger case left in its wake important undecided subsidiary
issues, in addition to the basic issue of how courts are to determine just what
constituted a fair price in a parent-subsidiary merger. The first of these issues:
What constitutes “control” that will trigger the deployment of the entire fair-
ness standard? Since the Weinberger court noted that use of a special nego-
tiating committee of the board composed only of independent outside direc-
tors might yield a different result than the imposition of the entire fairness
standard, the second issue was: Just what effect would the interposition of a
qualifying special negotiating committee be? Third: Would any such effect be
different if the agency interposed was not a committee of independent direc-
tors but was a vote of informed pubic shareholders voting alone (i.e., with-
out the vote of the controlling shareholder participating)? And in either casc,
what ct_laracteristics of such an intervening agency would allow a court t0
et d Its participation that effect? The last subsidiary issue was whether the
fentlre fairness standard would apply to a freeze-out transaction accomplished
In two steps. Or stated differently: Was a controller's tender offer required to
Pe ata fair price also? Thirty years down the meandering path carved out by
JuqlClal aythonty, we have some but not all the answers to these questions.
Lt ?Fe}f:(;?lgogfetsl:icogo;k&?lgs you up to date on these issues. _

inberger that it might be a good idea in freez¢

ogt transactions to empanel a committee of independent directors to deal
with the controller at arm’s length gave rise to

sub-freeze-out transactions to do just that. In
would appoint a committee of independent

i b S hO WOUlda
with the help of independent bankers and lawy. oard members W

er advisors, negotiate the deal,

65. AA. Sommer, Jr., Law

Advisory Council [ec , = 4
in [1974-1975 Transfer Binder] sory Council Lecture, Notre Dame Law School (Nov. 1974)

Fed. Sec. L. Rep. (CCH) 80,010, at 84,695 (Nov. 20, 1974).
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presumably saying no to any deal that did not offer both a fair price and
best price available from the controller. The hope of deal planners was that
when such a transactions were attacked in court as unfair to public share¢hold-
ers, the court would not feel required to determine the fairness of the price
agreed upon by the committee. That is, some version of business judgment
deference would be accorded to the judgment of the committee.

Early on (1988), the court of chancery indicated a willingness to review
freeze out mergers under the business judgment rule, if a board committee of
independent directors was comprised of truly independent directors and the
process otherwise had integrity. (See TWA Sharebolders Litigations (Del. Ch.
1988, 14 Del. J. Corp. L. 870)) but other Chancery opinions of the period held
otherwise. This split in authority was not resolved by the Delaware Supreme
Court until its 1994 opinion in Kabn v. Lynch Communication Systems, Inc,
038 A.2d 1110 (1994).

KAHN v. LYNCH COMMUNICATIONS SYSTEMS, INC.
638 A.2d 1110 (Del. 1994)

[Alcate]l U.S.A. Corporation (Alcatel), a holding company, is an indircct
subsidiary of Compagnie Generale d’Electricite (CGE), a French corporat‘mn.
In 1981, Alcatel acquired 30.6 percent of the common stock of Lynch Com-
munication Systems, Inc. (Lynch) pursuant to a stock purchase agreement. ]

Horianp, J.:

By the time of the merger whichi
43 3 percent of Lynch’s outstanding stock; designated five of the :
bers of Lynch’s board of directors; two of three members of the' executive
committee; and two of four members of the compeqsation commltteg. \

In the spring of 1986, Lynch determinefi that in orde.r to remain cc(l)m-
petitive in the rapidly changing telecommumca'txons .ﬁe'ld, lt‘WOlllldl need to
obtain fiber optics technology to complement its existing digital e Seffroan
Capabilities. Lynch’s management identified a target company, T ellcobly sttemrsl
Inc. (“Telco”), which possessed both fiber optics and other valuab ebC;
nological assets. The record reflects that Tel(':o 'expres'sed 1ntef?§t mwgcﬁ,
acquired by Lynch. Because of the supermajority voung Pf(zi‘éflt(;ﬂ, Do
Alcatel had negotiated when it first purchased its sl}ares, in or ‘ p v
with the Telco combination Lynch needed Alcatel’s corllls§nt. n(]);u;; board,
Ellsworth F. Dertinger (“Dertinger”), Lynch’s CEO aqd C alr?l;ln of ts board
of directors, contacted Pierre Suard (“Suard”), the chan‘manho Suacrzcli Zx };essed
company, CGE, regarding the acquisition of Telco by Lyncd ‘Alcatel prlz)posed
Alcatel’s opposition to Lynch’s acquisition of Telco. Irl“s&e:;“;ave”) e
a combination of Lynch and Celwave Systems, Inc. ( le : tele, e
subsidiary of CGE engaged in the manufacture and sale o p ,

Cable and other related products. - ‘
Alcatel’s proposedpcombination with Celwave ‘ivg; IX;;?JCS ::V (tlr];]
Lynch board at a regular meeting he}d' on August 1, 1980. gh
directors expressed interest in the origina .
Posed with Telco, the Alcatel representatives o L)

s contested in this action, Alcatel owned
eleven mem-

al combination which had been pro-
ch’'s board made it clear
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that such a combination would not be considered before a Lynch/Celwave
combination. According to the minutes of the August 1 meeting, Dertinger
expressed his opinion that Celwave would not be of interest to Lynch if Cel-
wave was not owned by Alcatel.

At the conclusion of the meeting, the Lynch board unanimously adopted
a resolution establishing an Independent Committee, consisting of Hubert
L. Kertz (“Kertz”), Paul B. Wineman (“Wineman”), and Stuart M. Beringer
(“Beringer”), to negotiate with Celwave and to make recommendations con-
cerning the appropriate terms and conditions of a combination with Celwave.
On October 24, 1986, Alcatel’s investment banking firm, Dillon, Read & Co.,
Inc. (“Dillon Read”) made a presentation to the Independent Committee. Dil-
lon Read expressed its views concerning the benefits of a Celwave/Lynch
combination and submitted a written proposal of an exchange ratio of 0.95
shares of Celwave per Lynch share in a stock-for-stock merger.

However, the Independent Committee’s investment advisors, Thomson
McKinnon Securities Inc. (*Thomson McKinnon”) and Kidder, Peabody &
Co. Inc. (“Kidder Peabody™), reviewed the Dillon Read proposal and con-
cluded that the 0.95 ratio was predicated on Dillon Read’s overvaluation of
Celwave. Based upon this advice, the Independent Committee determined
that the exchange ratio proposed by Dillon Read was unattractive to Lynch.
The Independent Committee expressed its unanimous opposition to the Cel
wave/Lynch merger on October 31, 1986.

Alcatel responded to the Independent Committee’s action on November
4, 1986, by withdrawing the Celwave proposal. Alcatel made a simultaneous
offer to acquire the entire equity interest in Lynch, constituting the approxi-
mately 57 percent of Lynch shares not owned by Alcatel. The offering price
was $14 cash per share.

On November 7, 1986, the Lynch board of directors revised the mandate
of the Independent Committee. [t authorized Kertz, Wineman, and Beringer
to negotiate the cash merger offer with Alcatel. At a meeting held that same
day, the Independent Committee determined that the $14 per share offer
was inadequate. The Independent’s Committee’s own legal counsel, Skadden,
Arps, Slate, Meagher & Flom (“Skadden Arps”), suggested that the Indepenr
dan Committee should review alternatives to a cash-out merger with Alca
tel, including a “white knight” third party acquirer, a repurchase of Alcatel’s
shares, or the adoption of a shareholder rights plan.

~ On November 12, 1986, Beringer, as chairman of the Independent Con
IS, contacted Michicl C. McCarty (*McCarty™) of Dillon Read, Alcatel’s
representative in the negotiations, with a counteroffer at a price of $17 per
share. MC@‘*“Y responded on behalf of Alcatel with an offer of $15 per share.
When Bermger 1nf0rmcd McCarty of the Independent Committee’s view that
$15 was also nsufficient, Alcatel raised its offer to $15.25 per share. The Inde

pendent Committee also rejected this offer, Alcatel then made its final offer
of $15.50 per share.

At the November 24, 1986

- . . meeting of the Independent Committee,
Beringer advised its other tWo me o :

. .. mbers that Alcatel was “ready to syroceed
with an unfriendly tender at 4 low e pr

¢r price”if the $15.50 per share price Was
n . . ‘
otrecommended by the Independent Committee and approved by the Lyn¢
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board of directors. Beringer also told the other members of the Independent
Committee that the alternatives to a cash-out merger had been investigated
but were impracticable. After meeting with its financial and legal advisors, the
Independent Committee voted unanimously to recommend that the Lynch
board of directors approve Alcatel’s $15.50 cash per share price for a merger
with Alcatel. The Lynch board met later that day. With Alcatel’s nominees
abstaining, it approved the merger. ...

Alcatel held a 43.3 percent minority share of stock in Lynch. Therefore,
the threshold question to be answered by the Court of Chancery was whether,
despite its minority ownership, Alcatel exercised control over Lynch’s busi-
ness affairs. Based upon the testimony and the minutes of the August 1, 1986
Lynch board meeting, the Court of Chancery concluded that Alcatel did exer-
cise control over Lynch’s business decisions.

At the August 1 meeting, Alcatel opposed the renewal of compensation
contracts for Lynch’s top five managers. According to Dertinger, Christian
Fayard (“Fayard”), an Alcatel director, told the board members, “you must lis-
ten to us. We are 43 percent owner. You have to do what we tell you.”

Although Beringer and Kertz, two of the independent directors, favored
renewal of the contracts, according to the minutes, the third independent
director, Wineman, admonished the board as follows:

Mr. Wineman pointed out that the vote on the contracts is a “waFershed vote”
and the motion, due to Alcatel’s “strong feelings,” might not carry if taken now.
Mr. Wineman clarified that “you [management] might win the pattlc zin.ul lose
the war.” With Alcatel’s opinion soO clear, Mr. Wineman qucsnonﬂcd if man-
agement wants the contracts renewed under these circumstances. Pc recom-
mended that management “think twice.” Mr. Wineman deglilred: I»v’vanf )uI)
keep the management. I can’t think of a better n'lanagemcnt. Mr. .Ifcrtz:igrc,u ,
again advising consideration of the «critical” period the company is entering,.

the management directors left the room after

Th i s reflect that
€ minutes re ot to renew the

this statement. The remaining board members then voted n

contracts. L
At the same meeting, Alcatel vetoed Lynch’s acquisition of the target

company, which, according to the minutes, Beringer copsnde;ed tlan 1tn£llrm€ct
diate fit” for Lynch. Dertinger agreed with Beringcr, stat‘n?glt a{ : wh o fdg
company is extremely important as they have the productsh t 1;;: ¥ 1:; h needs
now.” Nonctheless, Alcatel prcvailcd. The minutes reflect that Faya h e
the board: “Alcatel, with its 44% equity position, wquld not approlve thlli) b an
acquisition as it does not wish to be diluted fr(?m being thf main 2]1?(5@(1'

in Lynch.” From the foregoing evidence, the Vice Chancellor con :

at least with respect to the matters un-

000 cate i 3 L YnCh board’ i
Alcatel did control the Ly oard meeting. . ..

der consideration at its August 1, 1986 b
ncery's underlying factual finding
dent] directors deferred to Alcatel because of
Ider and not becausc they decided in the‘
ment that Alcatel’s position was correct.

The record supports the Court of Cha

that “the non-Alcatel [indepen
its position as a significant stockho
€xercise of their own business judg
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The record also supports the subsequent factual finding that, notwithstand-
ing its 43.3 percent minority shareholder interest, Alcatel did exercise actual
control over Lynch by dominating its corporate affairs. . . .

A controlling or dominating shareholder standing on both sides of a
transaction, as in a parent-subsidiary context, bears the burden of proving its
entire fairness. . ..

The logical question raised by this Court’s holding in Weinberger was
what type of evidence would be reliable to demonstrate entire fairness. That
question was not only anticipated but also initially addressed in the Wein-
berger opinion. Id. at 709-10 n.7. This Court suggested that the result “could
have been entirely different if UOP had appointed an independent negoti-
ating committee of its outside directors to deal with Signal at arm’s length,”
because “fairness in this context can be equated to conduct by a theoretical,
wholly independent, board of directors.” Id. Accordingly, this Court stated, “a
showing that the action taken was as though each of the contending parties
had in fact exerted its bargaining power against the other at arm’s length is
strong evidence that the transaction meets the test of fairness.” Id. (emphasis
added).

... In Weinberger, this Court recognized that it would be inconsistent
with its holding [to abolish the business purpose requirement] to apply the
business judgment rule in the context of an interested merger transaction
which, by its very nature, did not require a business purpose. Consequently,
[an informal vote by a majority of the minority shareholders merely shifts the
burden of proof as to proving unfairness. — Eps.] . ..

Even where no coercion is intended, [minority] shareholders voting on
a parent subsidiary merger might perceive that their disapproval could risk
retaliation of some kind by the controlling stockholder. For example, the con-
trolling stockholder might decide to stop dividend payments or to effect a
subsequent cash out merger at a less favorable price, for which the remedy
would be time consuming and costly litigation. At the very least, the potential
for that perception, and its possible impact upon a shareholder vote, could
never be fully eliminated. . . .

. On.ce again, this Court holds that the exclusive standard of judicial
feéview in examining the propriety of an interested cash-out merger transac-

tion by a controlling or dominating sharcholder is entire fairness. . . . The ini

tial buFden of establishing entire fairness rests upon the party who stands on
both sides of the transaction. .

| -- However, an approval of the transaction by
an independent committee of directors or an informed majority of minority
shar?holders shifts the burden of proof on the issuc of fairness from the conr
trolling or dominating shareholder to the challenging shareholder-plaintiff. . .-
[However, tlhe mere existence of an independent special committee
doc?s not itself shift the burden. At least two factors are required. First, the
majority shareholder must not dictate the terms of the merger. ... Second, the
spec1al.comm1ttee must have real bargaining power that it can exercise witl
the majority shareholder on an arm’s length basis
‘ [T]h§ performance of the Independent Committee merits careful judi-
‘c‘lal‘scrutmy to determine whether Alcatel's demonstrated pattern of domr
ination was effectively neutralized. . . . The fact that‘ th‘c same independent




12.9 The Duty of Loyalty in Controlled Mergers 509

directors had submitted to Alcatel’s demands on August 1, 1986 was part of
the basis for the Court of Chancery’s finding of Alcatel’s domination of Lynch.
Therefore, the Independent Committee’s ability to bargain at arm’s length
with Alcatel was suspect from the outset.

The Independent Committee’s second assignment was to consider Alca-
tel’s proposal to purchase Lynch. The Independent Committee proceeded
on that task with full knowledge of Alcatel’s demonstrated pattern of dom-
ination. The Independent Committee was also obviously aware of Alcatel’s
refusal to negotiate with it on the Celwave matter.

The Court of Chancery gave credence to the testimony of Kertz, one
of the members of the Independent Committee, to the effect that he did not
believe that $15.50 was a fair price but that he voted in favor of the merger
because he felt there was no alternative.

The Court of Chancery also found that Kertz understood Alcatel’s posi-
tion to be that it was ready to proceed with an unfriendly tender offer at a
lower price if Lynch did not accept the $15.50 offer, and that Kertz perceived
this to be a threat by Alcatel. ...

According to the Court of Chancery, the Independent Committee
rejected three lower offers for Lynch from Alcatel and then accepted the
$15.50 offer “after being advised that [it) was fair and after considering the
absence of alternatives.”. .. i

Nevertheless, based upon the record before it, the Court of Changery
found that the Independent Committee had “appropriately simulated a third-
party transaction, where negotiations are conducted at arm’s length and there
is no compulsion to reach an agreement.”. .. .

The Court of Chancery’s determination . . . iS not supp(?rted by thf
record. . . . [T]he ability of the Committee effectively to negotiate at ar‘rr'l S
length was compromised by Alcatel’s threats to proceed w1.th a hostile
tender offer if the $15.50 price was not approved by the Committec and the
Lynch board. The fact that the Independent Committee .re,ected three initial
offers, which were well below the Independent ComrplFteC’S estimated val-
uation for Lynch and were not combined with an explicit threat that. Alcz;:el
was “ready to proceed” with a hostile bid, cannot alter the conclusion (; a:
any semblance of arm’s length bargaining ended when 'the Indep?nﬁenl
Committee surrendered to the ultimatum that accompanied Alcatel’s fina
offer.

Accordingly, the judgment of th
matter is remanded for further procec
redetermination of the entire fairness of the cas
other Lynch minority shareholders with the burde
Alcatel, the dominant and interested shareholder.

e Court of Chancery is reversed. ‘This
dings consistent herewith, including a
h-out merger to Kahn and the
n of proof remaining on

QUESTIONS ON KAHN v. LYNCH COMMUNICATIONS SYSTEMS

: i i ith the
1. Do you think that Alcatel breached its duty of fair dealing wit
Corporation and its public shareh
dtender offer at the price it was 11

2 If Alcatel had simply extended
e 1d it have breached

terested in paying, wou
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its duty? If it had done so, what might the board have done? What error did
the independent directors make?

2. What factors should determine the legal effect of a well-functioning
committee of independent directors? Should it matter whether the merger
consideration is cash? What about stock? Should it matter whether the merger
is with a majority shareholder affiliate or with a controller who controls with
less than majority ownership? How does the effect that director committees
are accorded in parent-subsidiary or controlling-party mergers compare with
the effect given to the approval of independent directors of regular self-deal-
ing or recommendations to dismiss a derivative suit? If there is a difference,
what justifies it?

NOTE ON LIABILITY OF INDEPENDENT DIRECTORS IN CONTROLLER BUY-
OUT TRANSACTIONS

Weinberger reiterated that a controller owes a duty of entire fairness
to the public shareholders when it engineers a cash-out or freeze-out trans
action. It suggested in footnote 7 that the best way for a controller to effec-
tuate such a transaction was through the use of a negotiating committee of
independent directors. Neither of the two cash-out cases we have read o
far, Weinberger nor Kabn v. Lynch, addressed the question of what liability
rules or risks apply to those directors who serve on a committee charged with
negotiating with a controller.

Assume the facts of Kabn v. Lynch—the independent committee is put
in a tough spot. They approve the merger believing that otherwise the con-
troller will make a lower-priced tender offer and their advisors tell them that
most shareholders, with no good options, will accept the lower offer. In the
suit that follows, the controller is charged with breach of his duty of fairness
principally by paying a price that plaintiff's expert will (convincingly) say was
unfairly low. The directors are named as defendants, as they universally are,
on the vague allegation that they were dominated and approved a merger
price that was unfairly low. Assume that Lynch Communication has adopted
charter provision of the type authorized by DGCL §102(b)(7). Finally, assume¢
that there is no allegation of conflict or complicity other than having approved
the transaction for the reason mentioned,

It seems clear on these facts that controller will be unable to satisfy its
l).Llrdcn to show fairness of the transaction, but it is also true that unless plain-
tiff can show a breach of loyalty (financial conflict or corrupt motivation of
some sort) on the part of the outside dircctors, that they should have no lia-
bility. But can they get dismissed from the suit on motion?

The Delaware Supreme Court held in Malpiede v. Tounson* that when
a corporation has a §102(b)(7) provision in jts charter and the plaintiff files
;(11 ‘c‘omplamt that contains only a duty of care claim, the complaint should be
di?tl;’il(s)sfel((l)-y:‘lftl;lsi;]l:)r;((llg lt\il)aiplec}e, a complaint must allege a breach of tﬁe
has & § 103Dy I 'llI'YlYC‘ a motion to dismiss, when the company

provision in its charter. That should mean that unless the

66. Malpiede v, Townsend, 780A.2d 1075 (Del. 2001).
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plaintiffs can allege facts that show some corruption in their process, that
independent director defendants should be dismissed at an early stage if the
corporation has a §102(b)(7) waiver. But what counts as an allegation of dis-
loyalty? Challenges to freeze-out mergers have at their core a claim of viola-
tion of loyalty on the part of the controller. Usually there is not much said in
such complaints about the outside directors, unless there is specific reason to
believe the process was corrupt in some specific way — most often, there are
no specific allegations directed against them. The Delaware Supreme Court
dealt with such a case involving both claims of unfairness by a controller and
claims of negligence by outside directors in Emerald Partners v. Berlin, 787
A.2d 85 (Del. 2001). In reversing a grant of summary judgment of dismissal for
the outside directors, the Supreme Court held that where entire fairness is the
standard of judicial review, a charter waiver of damages could not be the basis
of a pretrial dismissal of outside directors.®” Only if in post-trial was it shown
that the sole basis for possible liability was a claim waived under 102(b)(7)
could the directors then be dismissed from the suit.

Since a vanishingly small number of attacks on cash-out transactions
actually go to trial, the practical effect of the Emerald Partners ruling was
to assure that D&O insurers for outside directors had to pay to settle these
cases no matter how pure the directors might have been or how perfe_ct t11§ir
process. Court of Chancery judges followed Emerald Partners on this point
rather reluctantly. Some judges did so forcefully,*® while others cmphasnzcd
the language in Kabn v. Lynch that in controller cash—gut transactions, tl?c
proponent of the transaction bears the burden to establish its fairness, so 1r3
order to survive a motion to dismiss, a plaintiff must allege a .“n(?(n-ex_culpate.d
breach of duty on the part of each director to be held to trial.”” This conflict
was resolved when the Supreme Court took an interlocutory gppeal frqm a
very reluctant denial of a motion to dismiss members (.)f'a SP“'?OI committee
in In re Cornerstone Therapeutics Inc Sharebolder Litigation. ® On appql,
the Supreme Court reversed and remanded, without expr?ssly (,)VlellllI.lg
Emerald Partners, the opinion consigned this element of its holc.h‘ng to , 15‘-
tory. The Court held that even though the Cornerst.one The:rapeutncs transac-
tion was one that would have to meet the entire fairness, since the C(.)mp.:‘m};
did have a §102(b)(7) waiver in its charter, in order to statef a notrlll-dtlsirfl'n;ii
<0 S(ETEG Bl (DR R A beSab\fh;;)c %ﬁ%ﬁalﬁlﬁ t;artj;ers was
would constitute a non-exculpated wrong. S0 Wil ‘ 4 ‘
not expressly reversed, a fair interpretation is that it ha§ })egﬂlﬁliltlttefiggztsgsﬁ
A way signaling that outside directors serving on special €

i ic f judicial review, a

67. The court stated “when entire fairness 15 the app;mable ;t?:dz:l'ﬂ ;)Ct; e e
determination that the director defendants are cxculpate(;i cri%?dp[a}; : r%al o éummary .
be made only after the basis for their liability has been d¢

ment]*, 787 A 2d at 94.
B AZdac O ses Inc. Sharebolder

68. .o [ Orchard Enterpris 'st‘tigati(m,SSA.ﬁrd1(1)cl(3h.2()14).
08. E.g. I re Orchard Enterpris

N -efused, 80 A.3rd

69. DiRienzo v Lichtienstein , 2013 WL 5503034 (Dcl. (lll ?({) }:;)3{)’/[)1:;,};1'4;7’1[%0 A5r:|

959 (Del. 2013): accord, In Re Southern Pertt C;’ﬁ’{";f)f‘.”'(‘?f‘%’fi'ff[ Following Emerald Part-

60 (Del. Chy. Revised and superseded 52 A.3rd 701 (Del.AA-£0° A eufficient

ne,i ]Ltlh(uh( );\f{(”b(d dsnd M:g::;gcst that maybe, for about seven to ten good and sufficien

S > Were cases ... 1o s ! :

feasons, that really couldn’t be the law.
70. WL 4118169 (Del. Ch. 201-D).
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out transactions need no longer be kept in litigation attacking its fairness,
unless specific claims of conflict or bad faith of some kind can be alleged.

KAHN v. M&F WORLDWIDE CORP. ET AL.
88 4.3d 635 (Del. 2014)

Horianp, J. for the Court en banc:

This is an appeal from a final judgment entered by the Court of Chancery
in a proceeding that arises from a 2011 acquisition by MacAndrews & Forbes
Holdings, Inc. (“M & F” or “MacAndrews & Forbes™) — a 43% stockholder in
M & F Worldwide Corp. (“MFW”) — of the remaining common stock of MFW
(the “Merger”) [at a price of $25 per share]. From the outset, M & F’s proposal
to take MFW private was made contingent upon two stockholder-protective
procedural conditions. First, M & F required the Merger to be negotiated
and approved by a special committee of independent MFW directors (the
“Special Committee”). Second, M & F required that the Merger be approved
by a majority of stockholders unaffiliated with M & F. The Merger closed in
December 2011, after it was approved by a vote of 65.4% of MFW’s minority
stockholders.

[After expedited discovery, shareholder plaintiffs’ withdrew a motion
for a preliminary injunction and after following further discovery, defendants
moved for summary judgment, which was granted.]

Court OF CHANCERY DECISION

The Court of Chancery found that the case presented a “novel question
of law”; specifically, “what standard of review should apply to a going privatc
merger conditioned upfront by the controlling stockholder on approval by
both a properly empowered, independent committee and an informed, unco-
erced majority-of-the-minority vote.” . . .

The Court of Chancery held that, rather than entire fairness, the business
judgment standard of review should apply “if, but only if: (i) the controllef
conditions the transaction on the approval of both a Special Committee anda
majority of the minority stockholders; (ii) the Special Commiittee is indepet-
dent; (iii) the Special Committee is empowered to freely select its own advi-
sors apd to say no definitively; (iv) the Special Committee acts with care; (V)
the minority vote is informed: and (vi) there is no cocrcion of the minority.”

(It] found that those prerequisites were satistied and that the Appellants
had failed to raise any genuine issue of material fact indicating the contrary-
The court then reviewed the Merger under the business judgment standard
and granted summary judgment for the Defendants,

APPELLANTS’ ARGUMENTS

tend "l;lhe I’lep pellants raise two main arguments on this appeal. First, they cor
end that the Court of Chancery erred in concluding that no material disputé
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facts existed regarding the conditions precedent to business judgment
review. The Appellants submit that the record contains evidence showing
that the Special Committee was not disinterested and independent, was not
fully empowered, and was not effective. [Notice that the Court of Chancery
did not include “effective” as a pre-requisite for application of BJR —Ens.] ...

Second, the Appellants submit that the Court of Chancery erred, as a
matter of law, in holding that the business judgment standard applies to con-
troller freeze-out mergers where the controller’s proposal is conditioned on
both Special Committee approval and a favorable majority-of-the-minority
vote. Even if both procedural protections are adopted, the Appellants argue,
entire fairness should be retained as the applicable standard of review.

* % ok

FACTS

MFW is a holding company incorporated in Delaware. Before the Merger
...MFW was 43.4% owned by MacAndrews & Forbes, which in turn is entirely
owned by Ronald O. Perelman. MFW had four business segments. Three were
owned through a holding company, Harland Clarke Holding Corporation
(“HCHC™). ...

The MFW board had thirteen members. They were: Ronald Perelman,
Barry Schwartz, William Bevins, Bruce Slovin, Charles Dawson, .Stephlcn Taub,
John Keane, Theo Folz, Philip Beekman, Martha Byorum, Viet Dinh, Paul
Meister, and Carl Webb. Perelman, Schwartz, and Bevins were officers of both
MFW and MacAndrews & Forbes. Perelman was the Chairman of MFW and
the Chairman and CEO of MacAndrews & Forbes; Schwartz was Fhe Prgmdem
and CEO of MFW and the Vice Chairman and Chief Administrative Officer of
MacAndrews & Forbes; and Bevins was a Vice President at MacAndrews &
Forbes.

Tre Taking MFW PRIVATE PROPOSAL

In May 2011, Perelman began to explore the pl(l)ss;l?ziz)itzrooé ztzkgé% IS\;III;\:Z
1 ’ ~ . S P y 1 the
private. At that time, MFW's stock price traded in : ‘
range. MacAndrews & Forbes engaged a bank, Moeils 8;1 Cc;)rl;lepe?}stlg}))l;;ggl:
it. After preparing valuations based on project'lons tlzt M??W BRI et
lenders by MFW in April and May 2011, Moelis value

and $32 a share.

$3121 Jll:rlllc:lrlt) 2011, MFW’s shares closed on the New York St(chllé)t(tcet;agrgoe_
at $16.96. The next business day, June 13, 2011, SCh“fa{'LZ S;E:W e o
posal (“Proposal”) to the MFW board to buy th? remaining
$24 in cash. The Proposal stated, in relevant part:

to the approval of the Board of
negotiation and exccqtion of mu-
n documents. It is our expectation that Fhe
ial committee of independent directors to

mmendation to the Board of Directors.

e subject

Th ’ i would b
€ proposed transaction ] and the

Directors of the Company [i.e., MEW
tually acceptable definitive transactio
Board of Directors will appoint a spec
consider our proposal and make a reco
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We will not move forward with the transaction unless it is approved by such a
special committee. In addition, the transaction will be subject to a non-waivable
condition requiring the approval of a majority of the shares of the Company not
owned by M & F or its affiliates. ... [Emphasis by Supreme Court.]

... In considering this proposal, you should know that in our capacity as
a stockholder of the Company we are interested only in acquiring the shares of
the Company not already owned by us and that in such capacity we have no
interest in selling any of the shares owned by us in the Company nor would we
expect, in our capacity as a stockholder, to vote in favor of any alternative sale,
merger or similar transaction involving the Company. If the special committee
does not recommend or the public stockholders of the Company do not ap-
prove the proposed transaction, such determination would not adversely affect
our future relationship with the Company and we would intend to remain as a
long-term stockholder. . ..

In connection with this proposal, we have engaged Moelis & Company as
our financial advisor and Skadden, Arps, Slate, Meagher & Flom LLP as our legal
advisor, and we encourage the special committee to retain its own legal and fi-
nancial advisors to assist it in its review.

MacAndrews & Forbes filed this letter with the U.S. Securities and Exchange

Commission (“SEC™) and issued a press release disclosing substantially the
same information.

THE Speciar. CommirTeE Is FORMED

The MFW board met the following day to consider the Proposal . ..
Schwartz presented the offer on behalf of MacAndrews & Forbes. Subse-
quently, Schwartz and Bevins recused themselves from the meeting, as did
Dawson, the CEO of HCHC, who had previously expressed support for the
proposed offer.

The independent directors then invited counsel from Willkie Farr &
Gallagher —a law firm that had recently represented a Special Committee
of MFW’s independent directors in a potential acquisition of a subsidiary of
Machndrews & Forbes —to join the meeting. The independent directors
decided to form the Special Committee, and resolved further that:

[TThe Special Committee is empowered to: (i) make such investigation of the
Proposal as the Special Committee deems appropriate; (i) evaluate the terms
f’f the Pr()posa.l; (iii) negotiate with Holdings [i.c., M;lc}\ndrcws & Forbes] and
s representatives any clement of the Proposal; (iv) negotiate the terms of any
dehmtnye agreement with respect to the Proposal (it being understood that the
execution Fhereof shall be subject to the approval of the Board); (v) report tO
Fhe Bo.ard its recommendations and conclusions with respect t()’thC Proposal,
mgludmg a determination and recommendation as to whether the Proposal i
fair and in thf'f best interests of the stockholders of the Company other than
Hgldlngs and its affiliates and should be approved by the I;():lrd' and (vi) deter
mine to elect not to pursue the Proposal. ... [Emphasis by C()llI:t.] [T]he Board

shall not approve the pr S i
‘ oposal without a prior f; able rec ation of
the Special Committee. . . P Hvorble recommend
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... [TThe Special Committee [is] empowered to retain and employ legal
counsel, a financial advisor, and such other agents as the Special Committee
shall deem necessary or desirable in connection with these matters. . . .

The Special Committee consisted of Byorum, Dinh, Meister (the chair),
Slovin, and Webb. The following day, Slovin recused himself because, although
the MFW board had determined that he qualified as an independent director
under the rules of the New York Stock Exchange, he had “some current rela-
tionships that could raise questions about his independence for purposes of
serving on the Special Committee.”

[The special committee retained independent bankers and lawyers to
advise it and negotiated a transaction with MacAndrews & Forbes. After trying
to get the $24 offer up to $30 and failing, the committee agreed to the $25
price. That deal was then presented to the public shareholders and approved.
The suit followed promptly.]

ANALYSIS
WhHat SHOULD BE THE REVIEW STANDARD?

Where a transaction involving self-dealing by a controlling stockholder
is challenged, . .. the defendants bear the ultimate burden of proving tl}at t!]c
transaction with the controlling stockholder was entirely fair to the mlll()l‘lt.y
stockholders. In Kahn v. Lynch Communication Systems, Inc. !1()chcr, this
Court held that in “entire fairness” cases, the defendants may shift the'burdcn
of persuasion to the plaintiff if either (1) they s:how that the t'ransact?f)n was
approved by a well-functioning committee of mdependent directors; or ‘(2)
they show that the transaction was approved by an informed vote of a major-

ity of the minority stockholders. ' )
This appeal presents a question of first impression: What should be the

standard of review for a merger between a contr(')l.ling stockholder and its
subsidiary, where the merger is conditioned ab initio upon Fhe a[;]prof\lfziii l(l)f
both an independent, adequately-empowered Special Comm'ltt’eefthat e
its duty of care, and the uncoerced, informed vote of a ma;ont}h‘o é Crltnlm)f
ity stockholders. The question has never beep put directly to t tls ll(')lll 5:t() ck-

...Lynch did not involve a merger conditioned by the cqn rolli %heless
holder on both procedural protections. The Appellants submit, I:jo?oesu est’
that statements in Lynch and its progeny could be‘ (andhwel;e) ge;d of re%f{i%ew
that even if both procedural protections were used, the hS anth Cases that
would remain entire fairness. However, in Lynch and t fh(é c((i)l;ltroller did
Appellants cited, Southern Peru and Kabn " Tremc;ﬁ,téble majority-of-the-
not give up its voting power by agrecing to 2 il those cases and this
minority condition. That is the vital distinction betw;:'end' 'tinCtiO;l ;hould -
one. The question is what the legal consequence of that dis A

in these circumstances. s
The Court of Chancery held that the comsequ?nLe Sg?til(rlngfggsf {wtllzg
business judgment standard of review will govern going privi s
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a controlling stockholder that are conditioned ab initio upon (1) the approval
of an independent and fully-empowered Special Committee that fulfills its
duty of care and (2) the uncoerced, informed vote of the majority of the

minority stockholders.
The Court of Chancery [stated]:

By giving controlling stockholders the opportunity to have a going private trans-
action reviewed under the business judgment rule, a strong incentive is created
to give minority stockholders much broader access to the transactional struc-
ture that is most likely to effectively protect their interests. . . . That structure,
it is important to note, is critically different than a structure that uses only one
of the procedural protections. The “or” structure does not replicate the protec-
tions of a third-party merger under the DGCL approval process, because it only
requires that one, and not both, of the statutory requirements of director and
stockholder approval be accomplished by impartial decision-makers. The
“both” structure, by contrast, replicates the arm's length merger steps of the
DGCL by “requir[ing] two independent approvals, which it is fair to say serve
independent integrity-enforcing functions.”

Before the Court of Chancery, the Appellants acknowledged that “this
transactional structure is the optimal one for minority shareholders.” Before
us, however, they argue that neither procedural protection is adequate to
protect minority stockholders, because “possible ineptitude and timidity of
directors” may undermine the special committee protection, and because
majority-of-the-minority votes may be unduly influenced by arbitrageurs that
have an institutional bias to approve virtually any transaction that offers 2
market premium, however insubstantial it may be. Therefore, the Appellants
claim, these protections, even when combined, are not sufficient to justify
“abandon[ing]” the entire fairness standard of review.

... [TThe Appellants’ assertions regarding the MFW directors’ inability
to discharge their duties are not supported either by the record or by welk
established principles of Delaware law. As the Court of Chancery correctly
observed:

Although it is possible that there are independent directors who have little re-
gard for their duties or for being perceived by their company's stockholders
Fand the larger network of institutional investors) as being effective at protect:
ing p}]blic stockholders, the court thinks they are likely to be exceptional, and
\C/ieer‘t;mly our Supreme Court’s jurisprudence docs not embrace such a skeptical

- Regarding the majority-of-the-minority vote procedural protection, 35
the Cm;(rlt1 of Chancery noted, “plaintiffs themselves do not argue that minot-
:)tzrrsttz% t(-)ldersI will \(flote against a going private transaction because of feaf
ctribution.” Instead, as the Court of Chan i llants’
) cery s he App¢€
argued as follows: I s € PP

}(l;l.aéfglffls] l1ust be.lieve that most investors like a premium and will tend to vot€
e C:ﬁ ;b?t.dehvers one and that many long-term investors will sell out when
Y ain most of the premium without waiting for the ultimate vote. But
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that argument is not one that suggests that the voting decision is not voluntary,
it is simply an editorial about the motives of investors and does not contradict
the premise that a majority-of-the-minority condition gives minority investors a
free and voluntary opportunity to decide what is fair for themselves.

BUSINESS JUDGMENT REVIEW STANDARD ADOPTED

We hold that business judgment is the standard of review that should
govern mergers between a controlling stockholder and its corporate subsid-
iary, where the merger is conditioned ab initio upon both the approval of an
independent, adequately-empowered Special Committee that fulfills its duty
of care; and the uncoerced, informed vote of a majority of the minority stock-
holders. We so conclude for several reasons.

First, entire fairness is the highest standard of review in corporate law.
It is applied in the controller merger context as a substitute for the dual stat-
utory protections of disinterested board and stockholder approval, because
both protections are potentially undermined by the influence of the control-
ler. However, as this case establishes, that undermining influence does not
exist in every controlled merger setting, regardless of the circumstances. The
simultaneous deployment of the procedural protections employed here create
a countervailing, offsetting influence of equal — if not greater — force. That is,
where the controller irrevocably and publicly disables itself from using its
control to dictate the outcome of the negotiations and the sharcholder vote,
the controlled merger then acquires the shareholder—protective charactcrnf-
tics of third-party, arm’s length mergers, which are reviewed under the busi-
ness judgment standard. )

Second, the dual procedural protection merger structure ()pt1ma;ly Efm-
tects the minority stockholders in controller buyouts. As the Court of Chan-

cery explained:
e established up-front, a potent tool to extract
blished. From inception, the controlling stock-

holder knows that it cannot bypass the §pec1al Log?mnitefl s ;::)l;ti)ty-tgf-:ﬁ)e -:,i-
And, the controlling stockholder knows it cannot dang eCCss ;15 A
nority vote before the special committee late in the process

rather than having to make a price move.

[Wlhen these two protections ar
good value for the minority is esta

Third, . . . applying the business qugment stand:irzi t((j)ittigi g?gel;;;):;;
tion merger structure: . . . is consistent with theicentra' lrda‘ iy
law, which defers to the informed decisions of 1mpart¥a. irec o ,StolzkhOld-
when those decisions have been approvg*d by the dlsu;ltetretshe | stockhold:
ers on full information and without coercion. Not only t zsle, the & pfovide f
this rule will be of benefit to minority stockholders becau

inority investors the
i i i holders to accord minority 1
R ey holars believe will provide them the

Lransactional structure that respecte(ti si O ors get the benefits of indepen-
est protection, a structure where stoc CrS 2 o Ol s o
dent, empowered negotiating agents to bargain for the best pri ¥
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if the agents believe the deal is not advisable for any proper reason, plus the
critical ability to determine for themselves whether to accept any deal that
their negotiating agents recommend to them. A transactional structure with
both these protections is fundamentally different from one with only one pro-
tection. [Emphasis by court.]

Fourth, the underlying purposes of the dual protection merger structure
utilized here and the entire fairness standard of review both converge and are
fulfilled at the same critical point: price. Following Weinberger v. UOP, Inc.,
this Court has consistently held that, although entire fairness review com-
prises the dual components of fair dealing and fair price, in a non-fraudulent
transaction “price may be the preponderant consideration outweighing other
features of the merger.” The dual protection merger structure requires two
price-related pretrial determinations: first, that a fair price was achieved by
an empowered, independent committee that acted with care;'* and, second,
that a fully-informed, uncoerced majority of the minority stockholders voted
in favor of the price that was recommended by the independent committee.

THE NEW STANDARD SUMMARIZED

To summarize our holding, in controller buyouts, the business judgment
standard of review will be applied if and only if: (i) the controller conditions
the procession of the transaction on the approval of both a Special Committee
and a majority of the minority stockholders; (ii) the Special Committee is inde-
pendent; (iii) the Special Committee is empowered to freely select its own
advisors and to say no definitively; (iv) the Special Committee meets its duty

of.care in negotiating a fair price; (v) the vote of the minority is informed; and
(vi) there is no coercion of the minority."

If a plaintiff that can plead a reasonably conceivable set of facts show-
ing that any or all of those enumerated conditions did not exist, that com-
plaint would state a claim for relief that would entitle the plaintiff to proceed
and conduct discovery. If, after discovery, triable issues of fact remain about

, 15: In Americas Mining, for example, it was not possible to make a pretrial determination
E‘mlrtthcf1(1}1dcpcndclmlcommlttce had negotiated a fair price. After an entire fairness trial, thz
<urtol Chancery held that the price was not fajr. § ini ; Theri 1A

' : i d@ir. See Ams. Mining Corp. v. Theriault, ST A
1213, 1241-44 (Del. 2012). ) l
die .<14.’[dh€ Vcrlhtd Consolidated Class Action Complaint would have survived a motion 0

1sm1%s ur} er Fhls new standard. First, the complaint alleged that Perelman’s offer *vatue|d] the
::l?;?{);ny‘AI’ 1L}st\ four tlumcs MFW’s profits per share and “five times 2010 pre-tax cash flow,"and
that l;snct I‘«:}IIOS (\;verc well below” those calculated for recent simifar transactions. Second, fhe
ricé)onl angC that the final Me.rgcr price was two dollars per share lower than the tfa(.im 8
p Y about two months earlier. Third, the complaint alleged particularized facts indicat

ing tha | i |
g that MFW’s share price was depressed at the times of Perelman'’s offer and the Merger 0
nouncement due to short-term factors such as

& Poor's downgrading of the U nited States’ cre
commcntqtors viewed both Perelman’s initial
Mcrgcr price as being surprisingly low. These
nto question the adequacy of the Special Co
covery on all of the new prerequisites to the

ditworthiness. Fourth, the complaint alleged that
$24 per share offer and the final $25 per sharc
allegations about the sufficiency of the price €2
mmittee’s negotiations, thereby necessitating di
application of the business judgment rule.
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whether either or both of the dual procedural protections were established,
or if established were effective, the case will proceed to a trial in which the
court will conduct an entire fairness review.

This approach is consistent with Weinberger, Lynch, and their progeny.
A controller that employs and/or establishes only one of these dual proce-
dural protections would continue to receive burden-shifting within the entire
fairness standard of review framework. Stated differently, unless both proce-
dural protections for the minority stockholders are established prior to trial,
the ultimate judicial scrutiny of controller buyouts will continue to be the
entire fairness standard of review.

Having articulated the circumstances that will enable a controlled
merger to be reviewed under the business judgment standard, we next
address whether those circumstances have been established as a matter of
undisputed fact and law in this case.

[The Court then affirms the Court of Chancery opinion that no issue
of material fact had been raised by the plaintiffs on the motion for summary
judgment respecting the independence and disinterestedness of the members
of the special committee, its due empowerment, or its due care in proceeding
to approve the merger. The Supreme Court then affirmed the Chancellor’s
determination that disclosure was full and fair and that the shareholders were

not coerced.

BoTH PROCEDURAL PROTECTIONS ESTABLISHED

ord, the Court of Chancery con-
pon which the Merger was condi-
wered Special Committee and
minority stockholders —had
1. We agree and conclude the
granted on all of

Based on a highly extensive rec
cluded that the procedural protections u
tioned — approval by an independent and empo
by an uncoerced, informed majority of MFW"S
both been undisputedly established prior to tria
Defendants’ motion for summary judgment was properly
those issues.

Busingss JUDGMENT REVIEW PROPERLY APPLIED

We have determined that the business judgment rule‘ starcllda(rldé)f rfl‘;;lii:
applies to this controlling stockholder buyout. Under that stan lar , (1);:; COUI&
against the Defendants must be dismissed unless Il’O rguoqa ptercskh()lders
have believed that the merger was favorable to MFW’s mxln(énzy st 1?at h ratio;
In this case, it cannot be credibly argued (let alone ’conc. ude ?Stocmmldm
nal person évould find the Merger favorable to MFW’s minority S

Conclusion

] : > C f Chancery is
For the above-stated reasons, the judgment of the Court 0 )

affirmed.
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QUESTIONS ON MFW

The Supreme Court here affirms the Chancellor’s decision that in a freeze out
merger by a controlling shareholder, if the pre-conditions it recites are met,
the court may apply the business judgment rule and defer to the judgment of
the special committee (and the shareholders) on the question whether the
price is appropriate; the court need not itself determine a “fair price.” But
there are some mysteries in the affirmance.

1. One curiosity of the opinion is its emphasis on “fair price.” This seems
odd in an opinion that approves a process that if properly followed can obvi-
ate the need for judicial review of price. More pointedly, the Court states:
“Fourth, the underlying purposes of the dual protection merger structure uti-
lized here and the entire fairness standard of review both converge and are
fulfilled at the same critical point: price. ... The dual protection merger struc-
ture requires two price-related pretrial determinations: first, that a fair price
was achieved by an empowered, independent committee that acted with care
..." Text at footnote 13.

But the Court of Chancery did not in this case determine that a “fair
price” was achieved but rather that each of the procedural predicates for
business judgment rule had been shown on summary judgment record. See
also footnote 14.

2. Another factor that may need to be addressed in the future is the
Court’s emphasis that if there is a triable issue respecting any of the pre-con-
ditions, the case must go to trial, and that in that event the entire fairness test
must then is to be the standard of review. But that begs the question: why?
Why should a “triable issue” alone reintroduce fair price as a trail issue; if at
trial defendants can introduce evidence that shows by a preponderance that
the “triable issue” must be determined in defendants’ favor, then would not
logic compel the application of business judgment rule to determine liability?
Or should the court nevertheless go ahead and try to determine the fairness
of the price under the entire fairness test?

3. Do you expect MFW to become the model for all parent sub freeze-
out mergers in the future? One factor weighing against that is the growth of

hedge funds that specialized in acquiring a substantial block of a firm once 2
buyout is announced. See §12.7.6 above.

12.9.2 Do Controlling Shareholders Have a Duty to Offer

Only a Fair Price on the First, Tender Offer Step of
a Two Step Freeze-Out?

A controlling shareholder who
tuates it through his control of the
price. But what if the controlling sh
the board through the actions of
the transaction to the board, whi
independent directors. Accordin
tems, Inc. — a merger transactio

sets the terms of a transaction and effec-
board has a duty of fairness to pay a faif
archolder does not ‘force’ a transaction oft
his board appointees but merely prOPOSFS
ch then acts to accept the offer through itS
8 10 Kabhn v. Iynch Communications Sy
n — the controlling shareholder must still paY




