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Delaware Improves Its Treatment of Freezeout Mergers: Weinberger v. UOP, Inc.' In
considering challenges to corporate takeover tactics, state courts have long had difficulty
striking a satisfactory balance among the competing interests of a target corporation’s
management, controlling stockholders and minority shareholders.? While Congress® and
many state governments’ have enacted takeover legislation, traditionally the state courts
have been left with the difficult wask of deciding issues of fiduciary duty and fairness in
challenges to carporate taikeovers.” State courts have had particular difficulty deciding
these issues in cases involving {reezeout mergers,® where the acquiring corporation is also
the majority sharcholder of the target company.” Because the laws of many states, such as
Delaware, allow mergers o be effected upon the affirmative vote of a majority of the
shareholders of the corporations involved,* freezeout mergers often occur as the second
step of a corporate takeover.? After purchasing a majority of the outstanding common

1 457 A.2d 701 (Del. 1983).

¢ See generally Weiss, The Law of Take Gut Mergers: A Historical Perspective, 56 N.Y.U.L. Rev. 624,
626-57 (1981). The particular takeover device bidders use often depends on how receplive the
target’s management is to an acquisition attempt. See Fischel, Efficient Capital Market Theory, the Market
for Corporate Control, and the Regulation of Cash Tender Offers, 57 Tex. L. Rev. 1, 5 (1978).

* 1n 1968, Congress passed the Williams Act. 15 U.S.C. §§ 78m(d)-(e), 78n(d)-(f) (1982}, The
Williams Act was designed 10 protect investors by requiring full and fair disclosure of the terms of a
iender offer. H.R. Rer. No. 1711, 90th Cong., 2d Sess. 3, reprinled in 1968 U.S. Copk Conca. & AD.
News 2811, 2813, S. Rep. 550, 90th Cong., Ist Sess. 3 (1967).

4 Most of the leading commercial states have enacted takeover legislation. See, e.g., DEL. CopE
ANN. U B, § 203 (1989): Mass. Gen. Laws Axx. ch, 110c, §§ 1-13 {West Supp. 1983-1984); Micni.
Comp. Laws Anx. §§ 451.901 to .917 (1983); N.J. Star. AnN. §8 49:5-1 10 :19 (West Supp.
1983-1984); N.Y. Bus. Corp, Law §§ 1600-1614 (McKinney Supp. 1983-1984); Pa. Cons. SraT. Ann.
tit. 710, §8 71-85 (Purdon Supp. 1983-1984). As a result of the Supreme Court’s decision in Edgar v.
MITE Corp., 457 U.5. 624 (1982), the fulure vitality of state takeover legislation is uncertain. In
MITE the Court invalidated the [llinois Act, because it found that the Illinois legislation constituted
an impermissible regulation of intersiate commerce. Id. at 646, Staie wakeover legislation also has
been attacked successiully on federal preemption grounds. See Great W. United Corp. v. Kidwell,
577 F.2d 1256, 1280-81 (5th Cir. 1978) (Idaho statute declared preempted by Williams Act and
invalid under commerce clause), rev’d on other grounds sub nom. Leroy v. Great W. United Corp., 443
U.S. 173, 187 (1979). For an analysis of the MITE decision see Note, The Unsung Death of Stale
Takeover Statutes: Edgar v. MITE Corp., 24 B.C.L. Rev. 1017 (1983).

5 See Folk, State Statutes: Their Role in Prescribing Norms of Responsible Management Conduct, 31 Bus.
Law. 1031, 1033-34 (1976).

® For a detailed accoum of the historical development of judicial treatment of freezeour
mergers, see Weiss, supra note 2, at 626-57.

T Greene, Carporate Freeze-out Mergers: A Proposed Analysis, 28 Stan. L. Rev. 487, 489 (1576).

¥ Delaware General Corporation Law contains two merger provisions. Section 251 is commenly
referred 1o as Delaware’s long-form merger statute. Der. Cone. AnK. tit. 8, § 251 (1983). Section 251
authorizes the consummation of a merger upon the atfirmative vote of a simple majority of the
shareholders of the acquiring and acquired corporations. Id. § 251(c). Delaware's shori-form merger
statute simplifies the merger process in situations where the acquiring corporation owns 90% or
more of the stock of the target company. See id. § 253. Section 253 allows a merger to be effected by
the passage of a resolution by the board of directors of the acquiring corporation. /4. § 253(a).
Section 253 vests the power lo consummate a short-form merger solely with the directors of the
acquiring corporation. See id. A merger effected pursuant to section 253 does not have to be approved
by a vote of the shareholders of the target company. In fact, when a parent company etfects a
short-form freezeout merger pursuant to section 253, the parent company is not required to notify
the subsidiary's minority shareholders prior to the consummation of the merger. See id.

® See Greene, supra note 7, at 491-94. Commentators have identified three types of freezeout
mergers: 1) two-step mergers 2) parent-subsidiary mergers and 3) going-private mergers. See Brud-



686 BOSTON COLLEGE LAW REVIEW [Vol. 25:685

stock of the 1arget corporation,'” the acquiring corporation can achieve svle ownership of
the target company by voting its majority interest in the targel company in favor of a
mierger with itself.!! As a result of this majority vote, the target corporation’s minority
shareholders are, in etfect, lorced o sell their shares 10 the acquiring corporation.'?
Freezeout mergers ditfer in several important respects from arm’s-length mergers
between unaffiliated corporations.'® Unlike negotiated mergers between unaffiliated
corporations, the target company’s shareholders are not treated equally.’ In a typical
arni’s-length merger acquisition, each shareholder of the target company exchanges his
stock for the same proportionate amount of cash or other securities.'s In a freezeout
merger, the majority shareholder continues its investment in the target company’s busi-
ness, while the minaority shareholders must etther accept the constderation oftfered by the
majority or challenge the adequacy of the merger price in litigation or in an appraisal
proceeding.'® In a freezeout merger, therelore, there is a significant danger that the

ney & Chirelsiein, A Restatement of Corporate Freezeouts, 87 Yare L.]. 1354, 1359-76 {1978); Greene,
supra note 7, at 491-96. In both two-step mergers and parent-subsidiary mergers, a freezeout merger
is part of a corporate wkeover. See Greene, supra note 7, at 491-94. A parent-subsidiary merger
dilfers from a two-siep merger, however, because in a parent-subsidiary merger the acquiring
company first operates the target company as a subsidiary betore eflecting a freezeout merger 10
achieve sole ownership of the turget. See id. a1 492-93. Going-privale mergers difter substantially
from 1wo-step mergers and parent-subsidiary mergers. In a going-private merger, a company’s
management, having determined that its shares are undervialued, seeks to eliminate 1the public
stockholders ol the company and return the firm 10 the status ol a closely held corporation. Brudney
& Chirelstein, sugra, at 1365. The insiders typically create a holding company to which they transfer
their controlling shares, and then propose a merger of the operating company into the holding
company. fd, As a result of the merger, the insiders gain sole ownership ot the corporation and the
public shareholders generally receive cash in exchange tor their shares. fd. Going-private mergers
involve problems of fairness that are quite different from the problems created by two-step mergers
and parent-subsidiary mergers. See id. a1 1365-70. See generally Borden, Going Private - Old Tort, New
Tort, or No Tort, 49 N.Y. UL Rev. 987 (1974): Note, Going Private, 84 Yavre L.J. 903 (1975).

' The acquiring company frequently acquires a controlling interest in a corporation through a
cash tender ofler. See Austin, Tender Offer Update: 1983, 18 MeraG. 8 Ac. 57, 57 (1983). Cash tender
offers composed 89% of the otal number of tender offers made in 1982, 14,

t' See Greene, suprn note 7, at 491, Generally, the acquiring corporation forms a wholly-owned
subsidiary and merges the target company into this newly created shell corporation. See Brudney &
Chirelstein, supra note 9, at 1357; Weiss, supra note 2 at 624,

'* See Brudney & Chirelstein, supra note 9, a1 1357,

'* Seeid. w 1357-59. Brudney & Chirelstein maintain that while majority rule is an appropriate
means of deciding whether an arm's-length merger should be allowed, majority rule in freezeout
mergers does nol merit the same deference. See id. at 1357-58. Arm's length mergers are considered
presumptively fair because it is thought thal the mujority vote of the shareholders of each corpora-
tion represents the best interests of all the shareholders involved in the transaction. See id. a1 1357,
Brudney & Chirelsiein argue that the majority vote of the shareholders of the targer company in an
arm's-length merger should be respected hecanse all the unger company's sharcholders share the
common goal of maximizing the returns of their stock and each sharcholder will be aftected
identically by the cutcome of the vote, See id. Brudney & Chirelstein argue that majority rule is not
the appropriate means ot deiermining whether a freezeout merger should be allowed. See id. at
1358-59. Beciuse » danger exists in freezeout mergers that 4 self-interested majority siock-holder
has ruled infairly, Brudney & Chirelstein conclude thar special sufeguards are necessary Lo ensure
thit the minority shareholders’ interests are protected. Id.

M See id. at 1357,

Y fd. at 1358,

¥ Greene, supra note 7, at 490. The dissenter’s appraisal remedy is entirely a statutory creation,
See, eqr, Del. CoDE ANN. dl. 8, § 262 (1983); N.Y. Bus. Corpr. Law § 6293 (McKinney Supp.
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target company’s minority shareholders will be treated unfairly, because the acquiring
company is acting in its own self-interest in effecting the merger in order to gain sole
ownership of the target corporation.’” Futhermore, the minority shareholders stand in an
inferior position in relation to the majority shareholder because the majority shareholder
controls the bargaining process, the flow of information and the valuation of the minori-
ty's stock.!™ The Delaware courts have had particular difficulty dectding issues of fairness
in freezeout merger challenges because the Delaware merger statutes technically allow the
consummation of freezeout mergers regardless of any unfairness or breach of iiduciary
duty by the majority shareholder." Weinberger v. UOP, Inc. is the Delaware Supreme
Court’s most recent attempt to establish an appropriate standard of review for {reezeout
merger challenges.”

In Weirberger, a former shareholder of the Universal Gil Products Company (“UOI™)
brought a class action suit in the Delaware Court of Chancery challenging the elimination
of UOP's minority shareholders through a freezeout merger with The Signal Companies,

1983-1984). Appraisal siatutes provide that under certain circumstances, a stockholder of a corpora-
tiont may force the corporation to pay cash for the “vilue” of his shares. See Manning, The Sharehold-
er's Appraisal Remedy: An Essay for Frank Coker, 72 YaLg L.J. 223, 226 (1962). Manning characterized
statutory appraisal remedies as “bail-out” provisions, Id. Although appraisal statutes vary in scope
and form, virtually all appraisal statutes include mergers as transactions that will trigger the remedy
for some or all shareholders. See, e.g., DEL. Cobpg ANN. tiL 8, 262(b) (1983); N.Y. Bus.. Corp. Law §
623(c) (McKinney Supp. 1983-1984). The Delaware statute provides in pertinent part:
Any stockholder of a corporation of this state who has complied with subsection (d) of
this section and his neither voted in favor of the merger or consolidation nor consented
thereto in writing pursuant 10 § 228 of this title shall be entitled 10 an appraisal by the
Court of Chancery of the tair value of his shares of siock under the circumsiances
describeel in subsections (b) and (c) of this section.
DeL. Conr AN, tin. 8, § 262(a) (1983). The right of appraisal is not necessarily absolute, however. For
instance, Delaware law provides that no appraisal rights shall be available:
for the shares ot any class or series of stock which, a1 the record date fixed to determine
the stockholders entitled to receive notice of and to vote at the meeting of stockholders
to act upon the agreement of merger or consolidation were either (i) listed on a national
securities exchange or (i) held of record by more than 2,000 stockholders; and further
provided that no appraisal rights shall be available for any shares of stock of the
constituent corporation surviving a merger if the merger did not require for its
approval the vote of the stockholders of 1he surviving corporaion as provided in
subsection (') of § 251 of this dile.
Id. § 262(b)X1).

7 See Brudney & Chirelstein, supra note 9, at 1358.

' See Brudney, Efficient Markets and Fair Values in Parent-Subsidiary Mergers, 4 . Core. L. 63, 71
(1978). Brudney states that once a parent company contemplates a merger with a substdiary, the
parent corporation is “not uniikely to” control both the use of accounting conventions and flow of
financial information so as to decrease the market price of the subsidiary’s stock below its intrinsic
value. Id. Brudney argues that for this reason the market price of the subsidiary’s stock should not be
an important factor in evaluating the fairness of a merger price. /d. at 64.

19 See, e.g., Weinberger v. UOP, Inc., 457 A.2d 701 (Del. 1983); Tanzer v. International General
Indus., Inc, 379 A.2d 1121 (Del. 1977); Singer v. Magnavox Co., 380 A.2d 969 (Del. 1977); Stautter
v. Standard Brands, Inc., 41 Del. Ch, 7, 187 A.2d 78 (Del. 1962); Coyne v. Park & Tilford Distiliers
Corp., 38 Del. Ch, 514, 154 A.2d 893 (Del. 1959); Sterling v. Mayflower Hotel Corp., 33 Del. Ch, 293,
93 A.2d 107 (Del. 1952); Federal United Corp. v. Havender, 24 Del. Ch. 318, 11 A,2d 331 Del. 1940,
Young v. Valhi, Inc., 382 A.2d 1372 (Del. Ch. 1981); David J. Greene & Co. v. Schenley Indus., Inc.,
281 A.2d 30 (Del. Ch. 1971); David J. Greene & Co. v. Dunhill Int'l, Inc., 249 A 2d 427 (Del. Ch.
1968); Bruce v. E.L. Bruce Co., 40 Del. Ch. 80, 174 A.2d 29 (Del. Ch. 1961).

20 457 A.2d 701 (Del. 1983).
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Inc. (“Signal”).?' The plaintiffs sought to set aside the merger on the grounds that Signal
had unfairly used its majority stock ownership position in UOP to freeze out the minority
shareholders at an inadequate price.?? Plainifls specifically alleged that Signal had ef-
fected the merger for the sole purpose of eliminating the minority shareholders from
UOP, that Signal and UOP had misrepresented material facts concerning the bargaining
process in the proxy material and certain press releases and that UOP's board of directors
had breached their fiductary duty by not attempting to negotiate a higher merger price
with Signal.?® Signal had acquired a 50.5% interest in UOP in 1975 through a cash tender
offer.?* In 1978, Signal decided to investigate the possibility of acquiring the remainder of
UOP's publicly held stock.?* As part of the investigation, two Signal directors, who were
also directars of UOP, prepared a feasibility study for Signal's board of directors.?® The
study concluded that it would be a good investment for Signal to acquire the remaining
49.5% of UOI”s shares at any price up to $24 per share.?”

At a meeting of Signal's executive committee, UOP's chief executive officer, James V.
Crawford, who was also a director of Signal, indicated that a Signal proposal 1o pay
$20-$21 per share for UOP's remaining publicly held stock was “generous” and should be
submitted to UOI"s minority shareholders for their consideration.?® At this meeting,
Signal's executive commiltee authorized its management to negoliate with UOP for the
cash acquisition of UOP’s minority shares.?” Signal’s executive committee requested that a
proposal be submitied to Signal’s board of directors in four business days.3* During those
four days, Crawlord spoke with UOP's outside directors by telephone.®! During that
period, Crawford also retained Lehman Brothers Kuhn Loeb, Inc, (“Lehman Brothers™),
an investment banking firm,?? to render a tairness opinion as Lo the price offered for the
minerity's stock 3 After a summary examination of UOP's relevant financial records
Lehman Brothers concluded that a price of $20-$21 per share “would be a fair price for
the remaining shares of UOP.”* The directors of both corporations appmved the merger

* Weinberger v. UOP, Inc., 426 A.2d 1333, 1334-35 (Del. Ch. 1981).

22 jd. ai 1341.

23 Id.

* 457 A.2d at 704. Signal purchased 1,500,000 of UOP's authorized but unissued common
stock at $21 per share. Jd. This negotiated purchase was contingent on a successful tender offer for
4,300,000 of UOF's puhlicly held shares, also at a price of $21 per share. Id. Immediately before the
anmouncement of the tender offer, UOP's common stock had been trading at a fraction under $14
per share. fd. The tender offer was greatly oversubscribed, but Signal limited its purchase to
4,300,000 shares, enough when coupled with its purchase of the unissued shares, 10 give it a 50.5%
ownership interest in UQP. 1d,

B Id. at 705,

R

B old

™ ld. Al this meeting, UOP's president did not try to negotiate a price higher than $21. Id.
Apparently, UOF's president was not informed about the results of Signal's feasibility study indicat-
ing that Signal was prepared 1o pay as much as $24 per share for UOPs siock, Id. at 705-06.

29 Id.

30 7d. w1 705-06,

31 Id. at 706.

3 Id. Lehman Brothers had previously performed services for UOP and was familiar with
UOP's business. fd.

33 1d.

# Lehman Brothers only spent three days preparing the fairness opinien for UOF due 10 the
time constraints imposed by Signal. Id. at 706-07,

3 Id. ar 707,
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proposal,* but conditioned the consummation of the acquisition on the approval of a
majority of UOP's minority shareholders.*” At UOP's next annnal meeting, a majority of
UOIs minority sharcholders approved the merger with Signal at the price of $21 per
share and the merger was subscquently consummated.® As a result of the merger, UOP
became the wholly-owned subsidiary of Signal ¥

Not all of UQP's minority shareholders were satisfied with the merger terms. how-
ever. On behalf of all of UOP's former shareliolders who had not exchanged their shares
for the merger price, William B. Weinberger instiuted a class action suit in the Delaware
Court of Chancery asking for an injunction rescinding the merger.'® In the event that the
court found an injunction 1o be inappropriate, the plaintifts requested the court to award
damages in an amount the economic equivalent of rescission.!! The plaintiffs charged
that Signal had etfected the mergey for an improper purpose, that both Signal and UOP
were g-uilly of misrepresentation and that UOP's directors had breached their fiduciary
duty by tailing to negotiate a higher merger price.** The plaintifts also maintained that
Signal had used its majority stock ownership position in UGP 1o eliminate the minority
shareholders at a grossly inadequate price.*?

Afier a wrial on the merits,** the Chancery Court found in tavor of the defendans,
holding that the merger terms were legally fair to the plaintiifs.*® In so holding, the court

M fd. I'he directors of both companies met simultaneously. /d. Signal’s men on UOP's hoard of
directors participated in various aspects of UOPs board meeting, although they abstained from
viing. fd. The minutes of the meeting, however, reveal that each of them stated that if they had
voted, they would have voted in favor of the proposed merger. fd,

3 {d. The merger proposal also required that the minority shares voling in favor of the
agreement, when coupled with Signal's 50.5% interest, comprise at least two-thirds of all UOP shares
outstanding. Id.

3 1d. at 708. As of the record daie of UOP's annual meeting there were 11,488,302 shares of
UOT common stock outstanding. /4. Signal owned 5,688,502 shares, /d. UOP's minority sharehold-
ets owned 5,688,302 shares. [d. At the meeting 3,208,652 (56%) of the minority shares voted. {d. Of
these 2,953,812 voted in favor of the merger and 254,840 voted aygainst it. fd.

3% Weinberger v.- UOP, Inc., 126 A.2d 1333, 1335 (Del. Ch, 1981). UOP was merged into Sigco
Incorporated, a shell corporation created by Signal for the purposes of the merger, Id.

0 Jd. The Chancery Court dismissed Weinberger's first complaint, ruling that Weinberger had
not alleged sufficient facts demonstrating the unfairness of the challenged merger. Weinberger v.
Uor, Inc., 409 A.2d 1262, 1266-6G8 {Del. Ch. 1979). According to the court, because UOP's minority
shareholders had approved the merger, Weinberger had 1o allege specific acts such as fraud or
misrepresenmation to state a cause of action for unfairness. /d. Weinberger subsequently filed an
amended complaint alleging specific acts of {raud, misrepresentation and misconduct. Weinberger v,
UOP. Inc., 426 A.2d 1333, 1340-41 (Del. Ch. 1981).

1 Weinberger v. UOP, Inc., 426 A.2d 1333, 1335 (Del. Ch. 1981). Weinberger argued that a
damage award could be in the form ol cash or an equivalent amount of Signal stock. /d.

"2 Id. at 1348-56.

8 fd. at 1356-62, The plainriffs also alleged that Lehman Brothers had conspired with Signal
and its controlled UOP hoard of directors to deceive UOP's minority shareholders into voting to
approve the merger terms. fd. at 1347, The plaintiffs contended 1that Lehman Brothers actually
worked in the interests of Signal rather than UOP's minority shareholders in rendering its fairness
opinion, Id. The Chancellor held that the plaintiffs had failed to establish such a conspiracy and
entered a judgment in favar of Lehman Brothers. Id. at 1348. The plaintiffs did not appeal this
aspect of the Chancellor’s decision. Weinberger v. UQP, Inc., 457 A.2d 701, 702 (Del. 1983).

1 Subsequent to the completion of the trial, Weinberger also filed 2 motion seeking 1o enlarge
the class to include all tormer shareholders of UOP at the time of the merger other than Signal.
Weinberger v. UOP, Inc., 426 A.2d 1333, 1335 (Del, Ch, 1981).

15 fd. at 1363. The court reasoned that this result made i1 unnecessary to consider plaintitf’s
motion 1o enlarge the class. Id.



690 BOSTON COLLEGE LAW REVIEW [Vol. 25:685

rejected the plaintitfs’ allegations of improper purpose, misrepresentation, breach of
fiduciary duty and unfair price.’® The plainutfs argued thar the merger should be
enjoined because Signal had eftecled the merger for the sole purpose of eliminating
UOP's minority shareholders in violation of the business purpose requirement established
in Singer v. Magnavox Co.*" In Singer, the Delaware Supreme Court held that the use of
corporate power by 2 majority shareholder “solely to eliminate the minority” is a violation
of us fiduciary duty.** The Chancellor ruled that Signal had not breached its duty in this
respect because its desire to make a favorable investment with its cash reserves constituted
a valid business purpose for effeciing the merger.*® The court rejecied plaintiffs’ allega-
tions of misrepresentation because it found that both Signal's press releases and UOP's
proxy materials were not misleading.® The court also found that UOP's board of
directors had not breached their fiduciary duty 1o the plaintifts because UOP's directors
were not required to negottate a higher merger price for UOP's stock it they believed
Signal's original ofter to be fair.®' Finaily the court examined the plaintiffs’ allegations
concerning the fairness of the merger price.®

The plaintitfs argued that notwithstanding the Chancellor's findings concerning
their claims of improper purpose, misrepresentation and breach of fiduciary duty, they
nonetheless were entitled to relief’ because the merger price of $21 per share was
“inadequate and indefensible™ on the facs.®® The plaimitfs offered the testimony of a
chartered invesiment analysi who stated that UOP's stock had a fair value of not less than
$26 per share when valued according to the discounted cash {low valuation method® and

Y fd. at 1348-62. The Chancellor stated at the beginning of his opinion that due to the
numerous contentions made by plaintiff, some matters urged by the plaintiff were not specilically
addressed in the opinion. /d. at 1335. Asto those contentions not addressed, however, the Chancetlor
stated that he nonetheless had considered them. Id.

7 fd, at 1341, Singer v. Magnavox Co., 380 A.2d 969 (Del. 1977).

" Singer v. Magnavox Co., 380 A.2d 969, 980 (Del. 1977).

¥ Weinberger v. UOP, Ine., 126 A.2d 1335, 1350 (Del. Ch. 1981).

Mot a 1352,

4 td. at 1354, 1356.

32 Id. ar 1356-62.

53 {d. at 1356.

34 1d. According o plainiffs’ expert, the discounted cash flow valuation method values a firm's
stock according to the cash generating capabilities of a company as a going concern. fd. The following
are plaintiffs’ expert's calculations for 1977:

Sources In Millions
Income before extraordinary
items $24.3
Depreciation - 15.4)
Deferred mncome taxes 2.3
Cash flow from operations 841.6 11.6
Uses
Additions for plant and
equipment 316.3
Long-term debt payment (net) 1.5
Cash requirements $20.8 (20.8)

Net free casli from operations $20.8
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under a comparative analysis of premiums paid in similar acquisitions.® Although the
Chancellor received the plaintifis’ evidence, he rejected it indicating that past Delaware
practice precluded the use of the discounted cash How valuation method 3 Instead, the
Chancellor accepted the evidence offered by the defendants who presented expert
testimony valuing UOP's shares under the “Delaware block™ approach, the valuation
approach traditionally approved by Delaware decisions dealing with appraisal proceed-
ings.*” Under the Delaware block approach, the value of a corporation's stock generally is
calculated as a weighted average of the corporation’s asset value, market price and
earnings per share.® The defendants’ expert's calculations considered UQP's market
value,® net asset value®™ and mvestment value,*! including UOP's dividend record.*?

7.5%* 8.5%
Present value of net free
cash $277.3 $244.6
Excess liquidiry 57.0 37.0
Extraordinary items 7.4) 7.0
Total discounted cash
flow $321.4 £288.6
Per share value £28.09 $25.91]

*  High side of discount range found in sample of 1977/1978 acquisitions.

** Average Moody's industrial bond yield average: February, 1973,

Id. at 1357-58. Non-cash expenses such as depreciation and deferred expenses are added back to
the income from operations figure in order o derive the cash Hlow generated from operations. /d. at
1857. Plaintiffs’ expert also made similar caleulations for 1978 and under UOP's five year business
plan for the vears 1978-1982, fd. at 1358, Under the 1978 analysis, he found the value of the
minority's shares to have been $27.16, fd. Under UOP's five year business plan, plaintiffs’ expert
testified that the value of UOP's minority interest was either $25.94 or §30.59 per share. Id.

55 Id. at 1358. Plainufls’ expert concluded as a result of his comparative analysis of premiums
paid in similar acquisitions that a reasonable premium for UOP's publicly held shares would have
been between 70 and 80 per cent. /d. at 1357. Applying this to UOP's high of 14% on February 28,
1978, the last irading day before the announcement of the merger negotiations, plaintiffs’ expert
concluded thit under this method of analysis, the fair value of GUOP's shares was between $25.65 and
$27.30 per share. /. The defendants’ expert testimony concerning acquisition premiums indicated
an average market premium of 48% and a median premium of 41% lor comparable transactions. fd.
at 1362.

58 }d. at 1359-60. The Chancellor also seemed concerned that the conclusions reached under the
discounted cash flow method were somewhat specutative because the valuation could be manipulated
by varying the discount rate or varying the estimates necessary to arrive at the net free cash figure
itself. See id. at 1359,

57 fd. at 1361. The Delaware block approach oviginated in the case of In re General Realty &
Utilities Corp., 29 Del. Ch. 480, 496, 500, 52 A.2d 6, 14-15 (Del. Ch. 1947).

3 See In re General Really & Utilities Corp,, 29 Del. Ch, 480, 496-500, 52 A.2d 6, 14-15 (Del. Ch,
1947,

38 The defendents’ expert testified that the average high-low market price for the five year
period immediately preceeding the merger was $13.87, Weinberger v, UOP, Inc., 426 A.2d 13353,
1362 (Del. Ch. 1981).

8 The defendants’ expert calculated the net asset value of UOP 1o be $20.69 as of the end of the
first quarter in 1978, but he argued that this ligure should be accorded litite weight because Signal
was acquiring UOP tor its ongoing business value, Id.

81 According to the defendants’ expert, the investment value of UQP broke down to be
approximately $14.31 per shure on a going concern basis and $16.39 per share on a book value basis.
fd.

4% fd. ar 1361.
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Based on the evidence presented by the defendants, the Chancellor found that there was
a reasonable basis for tinding the merger price of $21 per share to be a fair price to the
minority shareholders of UOP.® The Chancellor concluded that when viewed overall, the
terms of the merger were legally fair to the plaintiffs.5* Dissatisfied with the Chancellor's
findings, the plaintiffs sought review in the Delaware Supreme Court.

On appeal. the Delaware Supreme Court reversed the Chancellor's decision,® spe-
cifically eliminating the Singer business purpose requirement trom Delaware law %% The
court examined the Signal-UOP merger under the entire fairness test first articulated in
1952 in the case of Sterling v. Mayflower Hotel Corp.®" In Sterling, the Delaware Supreme
Court ruled that, because the parent company stood on both sides of the transaction, the
parent company had to establish the “entire fairness” of the merger terms to the sub-
sidiary’s minority shareholders.® In Weinberger, the court stated that the concept of entire
fairness is composed of two “basic aspects:” fair dealing and fair price.®® After a review of
the facts of the transaction, the court concluded that the Signal-UOP merger did not
satisty “any reasonable concept of fair dealing."™ Consequently, the court reversed the
Chancellor as 1o this aspect of his decision.™ For the purpose of determining fair price
under the entive fairness test, and for the purpose of determining fair value in future
appraisal proceedings, the Weinberger court ruled that Delaware courts are no longer
restricted to the exclusive use of the Delaware block, weighted average valuation
method.”* The court held that Delaware courts may now employ any mocern valuation
technique generally accepted by the financial community in determining the fair value of
a corporation’s stock.™ Although the court found that Stgnal had not established the
entire {airness of the merger terms, the court refused to set aside the merger, finding it
"too involved to undo.”™' The court remanded the case and instructed tle Chancellor 1o
decide what, i any, damages 10 award to the plaintiffs “based upon entire fairness
standards, i.e. fair dealing and fair price.™

The Weinberger decision represents a significant improvement in Delaware’s treat-
ment of freezeout merger challenges. First, the decision improves the treatment of
minority shareholders involved in freezeout mergers. Even though the Singer business
purpose requirement represented a possible ground for an injunction, the Weinberger
court’s elimination of the business purpose test actually improves judicial teatment of
minority shareholders involved in freezeout mergers, By directing the attention of the
Delaware courts o a review of the twin compontents of the entire fairness standard, fair
dealing and fair price. the Weinberger court has made certain that in tuture cases the

W 1d, at 1362
S dd ar 1363
% Weinberger v. UOP, Inc, 457 A.2d 701, 715 {Del, 1983,
S id. at 704, 715.
" td, ar T10-11 (ciiing Sterling v. MayHower Hotel Corp., 33 Del. Ch. 294, 93 A.2d 107 (Del.
1952)}.
™ Sterling v. Mayflower Hotel Corp.. 33 Del. Ch. 203, 298, 93 A.2d 107, 110 (Del. 1952).
o157 A2d w711
™rdoa 712,
.
fdoa 712-14.
Ll oar 713.
T fd. at 714,
o
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treatment of the minority shareholders will be the sole subject of judicial review. In
addition to focusing the Delaware courts’ scrutiny ol future freezecuts on the treatment
of minority shareholders, the Weinberger court also improved the appraisal remedy
available to minority sharcholders. Although apparently restricting the financial remedy
available to minority shareholders to appraisal,’® the Weinberger court improved the
effectiveness of the appraisal remedy by allowing the use of modern valuation techniques
in future appraisal proceedings.”” The use of such techniques in appraisal proceedings
will serve to guarantee that former shareholders receive fair value for the shares expro-
priated from them.

In addition to improving the treatment of minority shareholders, the Weinberger
decision also improves the state of Delaware merger law from management’s point of view
by eliminating the Singer business purpose requirement. No longer will management have
to face the uncertainty that a merger will be enjoined because a court found the purpose
lor the merger to be impermissible. The Weinberger court articulated clear guidelines and
procedures that will facilitate the structuring of parent-subsidiary freezeout mergers in
the future.™ By following the procedures suggested by the Weinberger court, managemeun
should be able to structure future merger transactions without fear of judicial attack from
dissatisfied minority shareholders. Weinberger, therefore, improves the quality of minority
shareholder treatment in Delaware and clarilies the expected role of management in
structuring parent-subsidiary mergers.

This casenote hegins with a discussion of the development ol Delaware case law
regarding {reezeout mergers in order to establish the context in which Weinberger was
decided.™ This historical discusston begins with a description of the important Delaware
decisions preceding Singer v. Magnavox Co.**
ot the United States Supreme Court’s decision in Sante Fe Industries, inc. v. Green, which

This discussion includes a brief discription

immediately preceded the Singer decision and may have influenced the Delaware Su-
preme Court’s decision in that case.*! This background section concludes with a discus-
ston of Singer and its companion case Tauzer v. International General Industries, Dne., the two
cases in which the Delaware Supreme Court announced the business purpose require-
ment for ireezeout mergers** After the background section, this casenote presents a
description of the Delaware Supreme Court’s opinion in Weinderger,** This casenote then
analyzes the reasoning and impact of the Weinherger court's decision.*

The Weinberger decision represents an improvement in Delaware’s treatment of
freezeout mergers for two reasons. First. Weinberger's adoption of the entire fairness test
as the sole standard of review affords minority shareholders more effective protection
against unfair ireatment by a majority shareholder than did the Siager business purpose
test. Rather than providing minoriy shareholders with effective protection, the Singer
business purpose requirement only served to create confusion among the Delaware courts
as to what constituted a valid business purpose for effecting a freezeout merger. Second,

" d at 715.

T ar 71213,

™ See id. at 709 n.7.

See infra notes B6-185 and accompanying 1ext.
" See infra notes 86-152 and accompanying text.
See infra notes 130-52 and accompanying text.
2 See infra notes 152-85 and accompanying text.
M See infra notes 1H5-239 and accompanying text,
See infra notes 240-371 and accompanving text.
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the Weinberger decision improves the law {rom management's point of view by providing
management with guidelines for structuring future {reezeouts. This casenote will analyze
the impact of future use of the procedural guidelines suggested by the Weinberger court.*®
While Weinberger improves the law of freezeout mergers in Delaware, the Delaware
Supreme Court should have gone further in prescribing management procedures. Be-
cause the Delaware Supreme Court indicated in Weinberger that in the future it would
defer to the form ol transactions complying with the procedural guidelines it suggested,
this casenote subimnits that the Weinberger court should have completely outlined the
structural framework these procedures should take by establishing specific negotiating
guidelines.

1. THE HisTory axp DEVELOIMMENT OF DELAWARE'S
TREATMENT OF FREEZEOUT MERGERS PRIOR TO Weinberger v. UOP, Inc.

Historically, minority shareholders have been largely unsuccessful in their attempis
to enjoin freezeout mergers entered into. under Delaware law %% By and large, the
Delaware courts have relegated dissavislied minority shareholders 10 an independent
valuation of their shares in an appraisal preceeding as provided for in Delaware’s corpora-
tion statutes.®” Delaware's apprasal statute provides that under certain circumstances, a
stockholder of a corporation involved in a merger can petition for an appraisal of the fair
value of his shaves.™ If the appraiser finds the fair value of the dissenting shareholder's
stock to be higher than the actual merger price, the appraiser will reguire the corporation
to pay cash for the fair value of the stock.®* Prior to Singer v. Magnavox Co., the Delaware
courts generally refused to enjoin freezeout mergers which complied with the technical
requirements of the Delaware merger statutes ** This policy of judicial laissez faire to-
wards mergers complying with the Delaware merger statutes began in 1940, in the case of
Federal United Corp. v. Havender.®!

Havender involved a shareholder challenge 1o the proposed stock for stock merger of
the Federai United Corporation (“Federal”) with the Bond and Share Company, Federal's
wholly-owned subsidiary.®* The proposed merger would have recapitalized Federal and
eliminated the accumulated dividends that had accrued on its preferred stock.®® Federal’s
preferred sharehoiders filed suit in the Court of Chancery seeking an injunction against
the payment of dividends on the newly issued stock until all the arrearages on the old
stock had been paid.** "The Chancery Court granted the injunction,®® finding that al-

"% See infra notes 372-91 and accompanying text.

*6 See, p.g., Tanver v, International General Indus., lnc., 379 A.2d 1§21 (Del. 1977%): Stauifer v.
Standard Brands, Inc., 41 Del. Ch. 7, 187 A.2d 78 (Del. 1962); Coyne v, Park & Tilford Distillers
Corp., 38 Del. Ch. 514, 154 A.2d 893 (Del. 1959); Federal United Corp. v. Havender, 24 Del. Ch.
18, 11 A.2d 331 (Del. 1940); David J. Greene & Co. v, Schenley Indus., Inc., 281 A.2d 30 (Del. Ch.
1971); Bruce v, E.L. Bruce Co., 40 Del. Chk. 80, 174 A.2d 29 (Del Ch, 1961},

*? See cases cited sufre note 86. For a detailed description of the historical development of the
law relevant to freezeout mergers prior to the Singer decision see Weiss, supra note 2, at 644-57.

88 See DeL. Cone AxN. tit. 8, § 262 (1983,

" Ser id.

* See Weiss, supra note 2, at 64457

“ 24 Del. Ch. 318, 334, 11 A.2d 331, 338-30 (Del. 1940).

T d At 322, 11 A2d at 333,

Lk .i'd

¥ Havender v, Federal United Corp., 23 Del. Ch. 104, 113, 2 A.2d 143, 147 (Del. Ch. 1938),

% Havender v. Federal United Corp., 24 Del. Ch. 96, 109, 6 A.2d 618, 624 (Del. Ch. 1939). The
case was beard twice in the Chancery Court. Se¢ Havender v. Federal United Corp., 24 Del. Ch. 96, 6

=
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though the transaction was structured as a merger, i substance the transaction was an
impermissible recapitalization.® On appeal, the Delaware Supreme Court reversed the
Chancery Court.¥” According to the Havender court, a single shareholder should not he
allowed 10 block a merger that had met Delaware’s statutory requirements, provided that
the merger terms were both fair and equitable.* The court stated that the power 10
merge was “plain, understandable and general,” and “not qualified by limitation or
exception.™¥ The court also expliined that under Delaware law, minority shareholders
take their stock with notice that the corporation in which they own stock may merge with
another corporation upon an athrmative vote of the requisite number of stockholders as
provided tor by Delaware's merger statutes. ! T'he court concluded that it a shareholder
is dissatislied with the terms of a merger, the stockholder should demand and receive the
fair value of his shares as provided for by Delaware's appraisal statute. '™

In 1952, in the case of Sterfing v. Mayflower Hotel Corp.,'"? the Delaware Supreme
Court for the first 1ime allowed minority shareholders 1o anack a merger on fairness
grounds cven though on its face, the merger complied with the relevant Delaware stat-

utes. 103

In Sterling, the minority shareholders ol the Mayflower Hotel Corporation
(“MayHower”) filed suit in the Chancery Court seeking a preliminary injunction 10
prevent the proposed stock for stock merger of MayHower and MayHower's parent
company, the Hillon Hotels Corporation (“Hillon™.'™ The plaintiffs alieged that the
terms of the merger were fraudulent and untair 1o Mayflower's minority shareholders.!"®
The Chancery Court found no evidence of fraud and concluded that the terms of the
merger were “legally fair” to MavHower's minonty sharcholders.'™ Accordingly, the
court refused to issue a preliminary injunction.'®” On appeal, the Delaware Supreme
Court affirmed the Chancery Court’s decision.’™ Unlike its previous decision in Havender,
however, the Sterling court did not relegate Maytlower’s minoruy shareholders exclusively

A.2d 618 (Del. Ch. 193%; Havender v. Federal Unnied Corp., 23 Del, Ch, 104, 2 A.2d 143 (Del, Ch,
1938). The first thne the case was heard, although the Chancellor found generally in favor of the
plaintifts, he stated that he wished to consider further the effects of issuing an injunction before
entering a final decree. Havender v. Federat United Corp., 23 Del. Ch. 104, TE3-144, 2 A.2d 143, 147
(Del. Ch. 193%8). The Chancellor died before he entered a final decree and the case was heard a
second time on a motion for reargument by the defendant. Havender v. Federal United Corp., 24
Del. Ch. 986, 949, 6 A.2d 618, 624 (Del. Ch. 1939).

" Havender v. Federal United Corp., 24 Del. Ch. 96, 104, 6 A.2d 618, 622 (Del, Ch, 1939). The
Delaware Supreme Court had previously held that accumulated dividends could not be extinguished
by amending the corporate charter. Keller v. Wilson & Co., 21 Del. Ch. 391, 412-13, 190 A.2d 115,
125 (Del. 1936).

Y7 Federal United Corp. v. Havender. 24 Del. Ch. 3138, 348, 11 A.2d 331, 344 (Del, 194).

9 fd. ar 334, 11 A.2d m 338-39.

¥ fd. ar 330-31, 11 A.2d at 337.

10 fd.at 353, 11 A.2d at 338

Efd ar 334-35, 11 A2d a1 339,

1234 Del. Ch. 293, 93 A.2d 107 (Del. 1952),

3o ar 207-98, 93 A.2d at 109-10.

W Sterling v. MayHower Hotel Corp., 33 Del. Ch, 20, 22-234, 89 A.2d 862, 864 (Del. ch. 1952).
The merger agreement provided that each share ol Mayllower stock would be converted into one
share of Hilton stack, 14, at 23, 89 A.2d @t 864. At the time of the proposed merger, Hilton owned
approximately five-sixths of Mayflower’s outstanding stock. /d.

% g4, ar 22, B9 A.2d ar 864.

16 jd. at 35, 89 A.2d at 871

mz l({

1% Sterling v, MayHower Hotel Corp., 33 Del. Ch. 293, 315, 93 A.2d 107, 119 (Del. 1952).
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to the statutory appraisal remedy.'"® Insiead, the Sterling court allowed the minority
sharchoiders 10 challenge the proposed merger, ruling the Hilton had the burden of
establishing the “entire fairness™ of the transaction because Hilton's directors siood on
hoth sides of the transaction.!’" The coutt reasoned that this was the appropriate alloca-
tion of the burden of proot because Hilton, as the majority shareholder of Mayflower,
stood in a fiduciary posttion in respect 1o its dealings with Mayflower's minority share-
holders."'" Although the Sterling court allowed the minority shareholders (o challenge the
merger, the court refused 10 enjoin the merger because it found that Hilton had estab-
lished that the terms of the merger were in fact fair 1o the minority shareholders.!'

Although the entire fairness requirement announced in Sterfing seemed to afiord
minority sharcholders with a means for seeking equitable relief in freezeout merger
challenges, subsequent decisions by the Ielaware courts did not utilize the Sterting stan-
dard as a basis for enjoining unlair mergers. For example, in Stauffer v. Standard Brands,
fnc.,''? the Delaware Supreme Court did not require the parent company to satisfy the
Sterfing entire fuirness requirement.'"™ The Stauffer case involved the merger of the
Planters Nut and Chocolate Company (“Planters™) and Standard Brands, Inc. (“Stan-
dard™).t*> Because Standard owned more than 80% of Planters’ outstanding stock,''
Standard’s board of directors effected the merger with Planters by adopting an appropri-
ate resolution, as provided lor by Delaware’s short-form merger statute.!''” ‘The minority
sharcholders of Planters brought a class action suit in the Court of Chancery'*® seeking 10
set aside the merger on the grounds that the merger price was so inadequate that it
constituted a constructive fraud on Planters’ minority shareholders.'*® The plaintffs also
alleged that Siandard, as the majority shareholder of Planters, breached its fiduciary
obligation 1o the minority by failing 1o offer a fair price for their shares.*® The Chancery
Court granted the defendants’ motion to dismiss, ruling that the plaintiffs’ “only remedy
lies in their right 1o an appraisal.”®!

On appeal, the Delaware Supreme Court affirmed the Chancery Court’s ruling.'??
Because the court found that the “very purpose of the statute [sectton 253] is to provide
the parent corporation with a means of eliminating the minority shareholder's interest in

108 See id. at 208, 93 A.2d at 110

110 Jd. The defendants apparenily conceded that the minority shareholders could attack the
merger and did nor argue that appraisal should be their exclusive remedy. Id.

MU A4 ar 298, 93 A2d at 109-110. In support ol this proposition, the court cited Keenan v.
Eshleman, 23 Del. Ch. 234, 2 A.2d 904 (Del. 1938) and Gottlieb v. Heyden Chem. Corp., 33 Del. Ch.
B2, 90 A2d 660 (Del. 1952). Sterling, 33 Del. Ch. at 298, 93 A.2d at 109-10. The Gottlich case
concerned self-dealing on the part of directors involved in a stock option plan. Gottlieb, 3 Del. Ch. at

83-84, 90 A.2d at 661. The Delaware Supreme Court stated that “the burden is upon the directors to
prove not only that the transaction was in gor)(l Faith, but also that its intrinsic fairness will \ulhst.md
the most scarching and objective analysis.” /d. at 88, 90 A.2d at 663.

Y2 Sterfing, 33 Del. Ch, at 311, 93 A.2d w 117,

14 41 Del. Ch. 7, 187 A.2d 78 (Del. 1962).

Ut See dd, at 11, 187 A.2d ar 80.

15 fdat 8, 187 A.2d at 79.

Y Td a9, 187 A.2d at 79,

N7 1doi 9-10, 187 A.2d at 79. See DeL. Cone ANN. tit. 8, § 253 (1983).

e Sautfer v. Standard Brands, Inc., 40 Del. Ch. 202, 203, 178 A.2d 311 (Del. Ch. 1962).

Y0 Jd w205, 178 A.2d a1 812. )

120 ‘ld.

fd a0 212, 178 A2d at 316.

122 Srauifer v. Standard Brands, Inc., 41 Del. Ch. 7, 11, 187 A.2d 78, 80 (Del. 1962).
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the enterprise,” the court held that equitable relief would not be appropriate in the
instant case.'?® In fact, the court stated that it would be “difficult to imagine a case
under the short merger statute in which there could be such actual fraud as would entitle
a minority to set aside the merger.”'*! The court found that the directors of Planters had
not breached any fiduciary obligations owed to the minority shareholders by not attempt-
ing to negotiate a higher merger price, because section 253 expli'citly authorized unilat-
eral action by Standard’s directors by virtue of its 90% ownership interest in Planters.'?*
The court concluded that because the instant case only involved a dispute over the value
of the plaintiffs’ stock in Planters, the minority shareholders’ only remedy was to seek
appraisal.’?® Because the Delaware courts had continually ruled that absent a showing of
actual fraud or gross overreaching equitable relief was inappropriate in freezeout merger
challenges,'?” disgruntled minority shareholders began to look to the federal courts tor
relief.’® Although plaintiffs initially met with some success under the federal securities
laws under Rule 10b-5,'%% the Supreme Court in Sante Fe Industries, Inc. v. Green' placed
severe restrictions on obtaining such relief in the future in federal court.!®!

The Sante Fe case involved the merger of the Kirby Lumber Corporation (“Kirby”)
and Sante Fe Industries (“Sante Fe™).'* Sante Fe owned more than 95% of Kirby's stock
at the time of the merger.'*® Pursuant 10 Delaware's shori-form merger statute, Sante Fe's
board of directors adopted a resolution approving the merger of the two companies and
the merger was subsequently consummated.'® Dissatisfied with the merger terms, the
former minority shareholders of Kirby brought a class action suit in federal district
court.'*® The plaintiffs alleged that the merger uself, its statutory means of consum-
mation and the merger price constituted a “device, scheme or artifice to defraud” in

22 fd ac 10-11, 187 A.2d at 80.

124 14 at 10, 187 A.2d at 80. The court ruled that because the minority shareholders’ only claim
involved the adequacy of the merger price, it was not necessary 10 hold that under no circumstances
could a minority shareholder obtain equitable relief for frand. /d. at 1}, 187 A.2d at 80.

125 fd. at 11, 187 A.2d 80.

126 pg

27 See, ¢.g., Coyne v. Park & Titford Distillers Corp., 38 Del. Ch. 514, 522, 154 A.2d 893, 898
{Del. 1959) (merger agreement providing for a cash payment to the minority shareholders was
authorized by section 253); D.md_] Greene & Co. v. Schenley Indus,, Inc., 281 A.2d 30, 36 (Del. Ch.
1971) {court of equity should'not impede the orderly consummation of a merger absent a showing of
fraud or overreaching); Bruce v. E.L. Bruce Ca., 40 Del. Ch. 80, 82, 174 A.2d 29, 30 (Del. Ch. 1961)
(absent fraud or a showing that the merger terms were so unlair as to shock the conscience of the
court minority shareholders would not be allowed to block the merger). In the case of David J.
Greene & Co. v. Dunhill Int’l, Inc., 249 A.2d 427, 436 (Del. ch. 1968), however, the Chancery Court
did issue a preliminary injunction restraining the consummation of a merger on the grounds that the
parent company could not adequately prove the entire [airness of the merger terms, /d.

128 See, e.g., Green v. Sante Fe Indus., Inc., 553 F.2d 1283 (2¢l Cir. 1976}, rev’d, 430 U.S. 462
(1977); Marshel v. AFW Fabric Corp., 553 F.2d 1277 (2d Cir. 1976), vacated, 429 U.S. 881 (1977).

128 Se id. Rule 10b-5 is found at 17 C.F.R. § 240.10b-5(c) (1983).

136 430 US. 462 (1977).

131 14, at 465.

132 ‘rd

133 Id
I1d. a1 465-66. Pursuant to the merger agreement, Kirby's minority shareholders were paid
$150 per share, $50 above the prevailing market price. /4. at 466. Kirby's assets, however, were
estimated to be worth more than $600 per share. Id.

135 Green v. Sante Fe Indus., Inc., 391 F. Supp. 849, 850-51 (S.D.N.Y. 1975), rev'd, 553 F.2d
1283 {2d Cir. 1976), rev'd, 430 U.5. 462 (1977).
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violation of Rule 10b-5.1%% Specifically, the plaintffs alleged that the means for effecting
the Sante Fe-Kirby merger operated as a fraud on Kirby's minority shareholders because
the merger was consummuated for the beneht of Sante Fe without any legitimate business
purpose except to elbminate Kirby's minority shareholders.'®™ The plaintiffs also alleged
that the low value placed on their shares by Sante Fe was in itself fraud actionable under
Rule 10b-51%* The district court granted the defendants’ motion to dismiss,3? stating that
the reach of Rule 10b-5 did not prevent Delaware from providing majority shareholders
with a means of eliminating a minority from the future affairs of a corporation.!** Absent
a showing of misrepresentation or lack of disclosure, the district court ruled that the
plaintiffs had failed 10 state a cause of action under Rule 10b-5."*! On appeal, the Second
Circuit Court of Appeals reversed the district court’s ruling.'*? The Circuit Court held
that the plaintifts had stated a cause of action under Rule 10b-5, because, according to the
court, Rule 10b-5 encompasses “breaches of fiduciary duty by a majority against minority
shareholders without any charge of misrepresentation or lack of disclosure.”'* On writ of
certiorari, the Supreme Court reversed the court of appeals.’

The Supreme Court held that a transaction had to mvolve some element of deception
or manipulation in order to constitute a violation of Rule 10b-5."** The Court found no
deception in the matter before it because Sante Fe had made disclosure 10 the minority
shareholders after the consummation of the merger as provided for in Delaware's short-
form merger statute.'* In addition, the Court tound that Sante Fe had not employed any
manipulative devices in effecting the merger.’*” The Court concluded, therefore, that
plaintffs’ only remedy was 10 pettion for an appraisal of their shares, as provided by
Delaware law.'** The Court reasoned that it would be inappropriate for the federal courts
1o interpret Rule 10b-5 as outlawing transactions that complied with stzte law and had
heen consummated without deception.’*® Significantly, however, the Court stated that,

138 fd, ar 852,

137 ld

I,

138 Id. a1 856.

MO0 rd. m 853,

1 Id. ar 854-55.

142 Green v. Sante Fe Indus., Inc, 533 F.2d 198%, 1287 (2d Gir. 1976). rev'd, 430 1.S. 462
(E977).

143 Id

1 Sante Fe Indus,, Inc, v, Green, 430 U.S. 462, 480 (1977).

W3 fd aL 473-74.

19 1d, a1 474 n.14. Section 262 provides in pertinent part:

If the merger or consolidation was approved pursuant 10 § 228 or § 253 [short-form
merger provision] of this title, the surviving or resulting corporation, either before the
etiective date of the merger or consolidation or within 10 days thereafier, shall notify
each of the stockholders entitled 1o appraisal rights of the effective date of the merger
or consolidation and that appraisal rights are available for any or all of the shares of the
constituent cotrporation, and shall include in such notice a copy of this section.

DeL. Cope AnN, it 8, § 262(d)(2) (1983).

M7 430 U.S. ar 476.

M Id al 474,

1* id. a 479 The Cour stated: “Absent a clear indication of congressional intent, we ire
reluctint to tederalize the substantial poriion of the law of corporations thar deals with transactions
in securities, particularly where established state policies of corporate regulation would be overrid-
den.” /d.
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although there may be a need tor federal fiduciary standards to govern mergers, “those
standards should not be supplied by judicial extension of section 10(b) and Rule 10b-5 to
‘cover the corporate universe.’ "1*" Consequently, while it did not approve of Detaware’s
treatment of freezeout mergers, the Court refused 10 allow the federal courts to deal with
the problems created by freezeout mergers under Rule 10b-5.'*! Sante Fe, therefore,
decisively threw the matter of freezeout mergers back 10 the states, setting the s1age for
the Delaware Supreme Courts landmark deciston in Singer v. Magnavox Co. "™

Singer involved a challenge to the cash merger of Magnavox Company (" Magnavox”)
and T.M.C. Development Corporation, a wholly-owned subsidiary of the North Amer-
ican Philips Corporation.'?® Philips had acquired 84% of Magnavox through a cash
tender offer.’®! Dissatisfied with the terms of the merger, the minority shareholders
broughua class action suit in the Delaware Court of Chancery alleging that the merger was
fraudulent because its only purpose was to eliminate the minority shareholders of Mag-
navox at a grossly madequate price.'* The Court of Chancery granted the defendants’
motion o dismiss, ruling that the merger was not fraudulent merely because it was
accomplished for the sole purpose of eliminating Magnavox’s minority shareholders.!s¢
The Chancery Cowrt stated that, in any event, the plaintiffs’ remedy was to seek an
appraisal of their shares if they were dissatistied with the merger price.'®” The plainuiffs
appealed this ruling to the state Supreme Court. '

The Delaware Supreme Court reversed.'*® The court began its opinion by articulat-
ing the obligations owed by a controlling shareholder in the context of a long-form
merger.'%" The court explained that the controlling shareholder in a freezeout merger
owes a high standard of fiduciary (airness to minority shareholders, which is not always
satishied by full compliance with the Delaware merger statutes.'! The court stated that
despite statutory authorization for the merger and the defendants’ compliance with the
statute's terms, the transaction was not insulated from review by a court of equity.'®®
According to the Singer court, Delaware courts would not be indifferent to mergers

150 fd. a1 479-80. In support of this statement, the Court cited FProfessor Cary's article attacking
Delaware’s corporate jurisprudence and urging the adoption of new laws incorporming federal
fiduciary standards, fd. a1 480 n.17 (citing Cary, Federalism and Corporate Low: Reflections Upon
Delaware, 83 YaLE L.J. 663, 700 (1974)),

8L See 430 ULS. wt 479-80.

32 380 A.2d 969 (Del. 1977).

153 fd. at 971

154 Id

1% 1dar 972,

% Singer v, Magnavox Co.,, 367 A.2d 1349, 1358 (Del. Ch. 1976).

8T Id, ar 1362.

13 Singer v. Magnavox Co., 380 A.2d 969 (Del. 1977).

3% fd. at 980. Singer was decided shortly atter the Supreme Court decided Santa Fe. Santa Fe's
suggestion of possible lederal corporate legislation, see supra note 149-50 and accompanying text,
may have influenced the Singer court's decision to establish a business purpose test for minority
shareholder protection. The Singer court stated: “Santa Fe is a current conlirmation by the Supreme
Counrt af the responsibility of a state to govern the internal affaics of corporate life,” 380 A.2d at 976
n.6.

V6V Id. at 972-73.

V5 fd. at 975,

152 fd. The court held that the merger was assailable because " ‘inequitable action does not
become permissible simply because it is Jegally possible,” " Id. (quoting Schnell v. Chris-Craft Indus-
tries, Inc., 285 A.2d 437, 439 (Del. 1971). ‘
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effected solely for the purpose of eliminating minority shareholders from further equity
participation in a corporation, despite earlier case law holding that minority shareholders
take their stock with constructive notice that Delaware’s merger statutes provide for
majority shareholder action in accomplishing mergers.!® The court then articulated a
two pronged test for determining the validity of freezeout mergers.'®* First, the court
held that in a parent-subsidiary merger, the majority shareholder must prove a valid
business purpose for effecting a merger in order to satisfy Delaware’s high fiduciary
standards.'®® Second, even if the defendants meet this burden, the court held that the
lower courts must also scrutinize all aspects of a merger for compliance with Sterling’s
mandate of entire fairness.!®%

While the business purpose test announced in Singer clearly marked a shift in
Delaware’s treatment of freezeout mergers, the court explicitly declined to specify whose
business purpose would be relevant in the examination of a merger challenge.'s” More
importantly, the court did not articulate any criteria for evaluating what constituted a
valid business purpose. The Singer court also failed to elaborate on the concept of entire
fairness which was oviginally developed in Sterling.'®® The Delaware Supreme Court's
decision in Tanzer v. International General Industries, Inc,'™ provided partial answers to
some of the issues left unresolved by Singer.'™

One month after the Singer decision was handed down, the Delaware Supreme Court
decided the Tanzer case. Tanzer involved a challenge 10 a proposed long-form merger of
the Kliklok Corporation (*Kliklok™) and International General Industries (“1GI7).17t At
the time of the propesed merger, 1GI owned 81% of Kliklok’s outstanding common
stock.’™ The Tanzers, owners of Kliklok stock, brought suit in the Court of Chancery.
seeking a preliminary injunction to prevent the merger on the ground that the sole
purpose of the merger was to serve the interests of the majority shareholder.'” The
Chancery Court granted the defendants’ motion for summary judgment and the plain-
tiffs appealed.'™

On appeal, the Delaware Supreme Court affirmed the Chancery Court’s decision,!?®
ruling that the Singer business purpose requirement could be satisfied when a merger was
effected solely to advance the business purposes of a parent company.!”® The court found

153 380 A.2d at 979. The Singer court distinguished Havender, Bruce, Stauffer and Schenley as
tactually ditferent from the instant case. /4. at 978-79. For a discussion of Havender and Stauffer see
supra notes 91-101 and 113-36 and accompanying text, The Singer court stated that none of these
cases involved straight “cash-for-stock” mergers in which the only purpose for the merger was the
elimination of the subsidiary’s minority shareholders. 380 A.2d at 987.

VY fd. ar 980.

165 Id.

166 ‘fd'

Y57 fd. nodl.

'% For a discussion of the Sterling test, see supra notes 102-12 and accompanying text.

169 379 A.2d 1121 (Del. 1977).

V0 fd ar 1124,

T fd. at 1122,

2 Ad,

"3 Tanzer v. International Gen. Indus,, lne., 402 A.2d 382, 384 (Del. Ch. 1979) (Chancery
Court on remand describing unreported procedural history of the case).

"M ofd. at 395.

" Tanzer v. lnternational Gen. Indus., Inc., 379 A.2d 1121, 1125 (Del. 1977).

178 td. a1 1124, The court reasoned that IGI, as a stockholder of Kiiklok, had a right to “look to
its OWn corporate concerns in determining how to conduct the latter’s affairs, including a decision to
cause it 1o merge.” /1d. The court cited the Ringling rule that a stockholder may vote in his own
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that 1GI had satisfied the Singer requirement by demonstrating that its merger with
Kliklok facilitated its own long-term debt financing.'77 As in Singer, the Tanzer court stated
that the establishment of a “bona fide” business purpose would not necessarity discharge
the parent company's fiduciary obligations.'™ Employing Singer’s two pronged test, the
Tanzer court held that even after proving a valid business purpose for effecting the
proposed merger, the parent company had to establish that the merger terms were
entirely fair to the subsidiary’s minority shareholders.!™ Alithough the Tanzer court
affirmed the Chancellor's ruling denying injunctive relief, the court remanded the case
because it found that the plaintiffs were still entided to a “fairness hearing under
Singer.”10

While Tanzer answered some of the questions left open by Singer, the decision
significantly weakened the potential minority shareholder protecuon offered by the
Singer business purpose test because it upheld a merger effected solely for the business
purposes of a parent corporation.®®' Additionally, the Tenzer decision, like Singer, failed
to provide the lower courts with any definite guidelines for determining what would
constitute a valid business purpose for eftecting freezeout mergers in the future.'®® The
lower courts were left to decide what constituted a valid business purpose on a case by case
basts, and presumably would allow corporations to justify {reezeout mergers by advancing
purposes no more compelling than the purpose approved in Tanzer. '™ Consequently,
because the lower courts were deciding merger challenges on a case by case base without
clear guidelines as to whart constituted a valid business purpose, the Chancery Court
decisions were often conflicting and somewhat arbitrary " The doctrinal confusion that
followed Singer and Tanzer culminated in Weinberger v. UOP, [nc. '%®

self-interest as supporting this conclusion. Id. (citing Ringling Bros. Barnum & Bailey Com. Shows, v,
Ringling, 29 Del. Ch. 610, 622, 53 A.2d 441, 447 (Del. 1947)).

177 379 A.2d at 1124, The Tanzer court emphasized that while a merger may be effected solely
for ithe business purposes ot the parent company, the purpose advanced by the parent company had
to be "bona fide™ and not a “subterfuge” created to eliminate the minority shareholders, /d,

17 4d, ac 1125,

179 !d.

1K !d

'Y See id. at 1124-25,

152 See id. at 1124,

" See Brudney & Chirelstein, supra note 9, at 1371. Brudney & Chirelstein believe that it would
be impossible 1o deny that a commercial goal was wholly lacking in any parent-subsidiary merger. /d.
The posstbility of economic gain for the parent company always exists because the combined overall
value of the enterprises may become greater than the value of the firras as separate entities, prior to
the merger. /d. Brudney & Chirelstein maintain that even if these “synergistic gains” are minimal,
management still would have other economic justifications for accomplishing a parent-subsidiary
merger. [d. A parent-subsidiary merger would reduce the difticulty of establishing fair intercompany
dealings in allocating overhead costs, tax benefits and growth opportunities. Id.

1 See Young v. Valhi, Inc, 382 A.2d 1572, 18748 (Del. Ch. 1978). The Chancery Court’s
decision in Young v. Valhi, Inc., demonstrates the difficulty the lower courts experienced in applying
the Singer business purpose test. fd. In Young, the Chancery Court enjoined a parent-subsidiary
merger because it found that the “basic purpose™ ol the merger was to eliminate the minority
shareholders of the subsidiary. /4. at 1378. The court rejected the parent company’s contentions that
the merger would iead to tax savings for the parent company and avoid possible conflicts of interest.
Id. at 1377. The court stated that the tax savings could be achieved by other means and that the
conflicts were “somewhat contrived.” /d. There is little doubt that the merger in Young advanced the
economic interests of the parent company and that a “basic purpose” of the parent company in
Tanzer was to eliminate the minority shareholders of the subsidiary. The distinctions between the
purposes of these two mergers appear to be largely metaphysical.

185 457 A.2d 701 (Del. 1983). '



702 BOSTON COLLEGE LAW REVIEW [Vol, &

(5
[

c

85

II. THE Weinberger DECISION

In a unaminous decision, the Delaware Supreme Court ruled that the business
AR E.1 1

purpose requirement announced in Singer was “no longer the law of Delaware, The
court ruled that the entire fairness prong of the Singer test was the only appropriate
standard of review for shareholder challenges 1o freezeount mergers.?* According to the
Weinberger court, the concept of entire {airness as first announced in the Sterling case, was
compl‘iser!. ol two “hasic aspects:” tair dealing and fair price.'** The Delaware Supreme
Court reversed the Chancellor's findings concerning the fair dealing aspects ol the case,
stating that the Signal-UOP merger did not satisty “any reasonable concept of fair
dealing.”'* The Weinberger court also held that the Delaware courts were no longer
restricted exclusively to the use of the Delaware block, wetghted average valuation
method in determining fair price.'®” The court ruled that the Delaware courts were free
to use modern stock valuation techniques for the purpose of determining fair price under
the entire fairness test and lor the purpose of determining fair value in an appraisal
proceeding.'*" Although the Weinberger court reversed the Chancery Court regarding its
findings of fair dealing and s strict application of the Delaware block valuation method,
the Delaware Supreme Court refused to set aside the “long completed transaction.”'**
Instead. the court remanded the case to the Chancery Counrt for a determination concern-
ing a possible damage award.'®

The Weinberger court began its review of the Signal-UOP merger by articulating the
appropriate allocation of the burden of proof.'™ According to the court, in order o
challenge a merger under the Sterling entire fairness standard, minority shareholders
must allege specific acts of “fraud, misrepresentation, or other items of misconduct.”1¥3
Once the plaintitt has invoked the Sterling entire fairness obligation, the court stated that
the parent company must prove, by a preponderance of the evidence, that the merger
terms were entirely Tair to the minority shareholders.'* The court stated, however, that
the parent company could shift the burden of prool” entirely back to the minority
shareholders il it could demonstrate that the terms of the merger were approved by an
informed vote of a majority of the minority sharcholders.’ In order to prove that the
minority shareholder vote was “informed,” the court stated that the parent company had
to demonstrate that it completely disclosed all the material facts relevant to the transaction
to the minority shareholders.?**

Tuf’ning 1o a consideration of the facts betore it, the Weinberger court found that the
vote of UOP's minority sharcholders approving the terims of the merger was ineffective,
because it was not informed."** The court based this {inding on the fact that the results of

W[ ar 704,
BT fd at 711,
1% 1.

0 g ar 712
190 g4

W ar 712135,
192 Id at 714,
103 4

194 fdat 703,
195 !d.

198 1.

197 !d

198 1d,

1% 1,
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the feasibility study prepared by two Signal executives who also served on UOP's board of
directors, were not disclosed to UOP's minority shareholders #"" This study indicated that
it would be to Signal's advantage to acquire the remamnder ot UOP's publicly held shares
at any price up 10 $24 per share ®*! Because of this inadequate disclosure, the eourt ruled
that the burden of proof remained Signal's and that in order to prevail, Signal had o
prove that the terms of the merger were entirely fair to UOPMs minority shareholders 2%
The court then moved to a discussion of whether the transaction in Weinberger was
“entirely fair’ under the standard developed in Sterling. 2

According to the Weinberger court, although the concept of entire fairness is com-
prisect of two basic components, fair dealing and fair price, these components should not
be considered in isolation in considering the validity of a corporate merger.** The court
explained that while proof of both {air dealing and fair price would be necessary 1o satisfy
the entire {airness standard, the concept of entire fairness required thata merger also be
reviewed in light ‘'of the total circumstances surrounding the transaction.*"® The court
then discussed the various aspects of a merger transaction that should be examined under
each component of the entire fairness standard.?*® The test for fair dealing, the court
stated, includes considerations ol “when the transaction was timed, how it was initiated,
structured, negotiated, disclosed to the directors, and how the approvals of the directors
and the stockholders were obtained.”**™ The court, also stated that fair dealing requires
“complete candor” in disclosing information to the shareholders and directors of the
subsidiary 2%

Applving this standard to the facts of Weinberger, the court stated that Signal's
directars sitting on UOP's board violated this duty of complete candor when they failed 1o
disclose the resulis of the feasibility study.2®® The Weinberger court found that Signal
breached its duty of fair dealing with UOP's minority shareholders in several other
instances as well.2'° ‘The court objected to the serious lime constraints Signal imposed on
UOPs management when the merger proposal was first presented.?’! In addidon, the
court found that the negotitions that preceded the merger {ell far short of the ideal for
arm’s-length bargaining*? The court observed that UOP's president’s only attempt at
negotiating a higher merger price was to convey to Signal the view of UOV's outside
directors that, as to the $20-$21 price range proposed by Signal, the merger price would

0 g at 709,

2 fd. ar 705, See supra notes 26-27 and accompanying text.

22457 A2d ar 704,

W3 fd, al 710

209 0, at 711,

205 I(L

308 !d.

M a 711,

*0% id. at 711. The court stated that the requirement of complete candor is another way of
articulating that Signal's directors serving on UOP's board owed UOP and its shareholders an
“uncompromising duty of loyalty.” Id. at 710.

28 Id. av 711-12, The court also found that the minority shareholders were not informed abour
the hurried method in which Lehman Brothers prepared the fairness opinion concerning the
merger price. fd. at 712,

0 Id, at 710-12.

21 Id. at 711, The court was careful to note, however, that the time constraints, standing alone,
wotld not necessarily be indicative of a lack of fairness by a majority stockholder. Id. See supra notes
30-31 and accompanying text,

1% 457 A.2d at 711,
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have to be $21 per share ®'* These negotiations were characterized by the court as being
"M The court also objected to the level of participation by the Signal
divectors sitting on UOP's board at the UOP board meeting concerning the merger

“modest at best.

proposal.?'® The court found that, although the Signal directors abstained from voting,
they actively participated in other aspects of the meeting 2'® Taking all of these factors
mto consideration, the court found that the circumstances surrounding the Signal-UOP
merger did not satisfy “any reasonable concept of fair dealing.”27

Significantly, the court articulated two methods by which Signal could have estab-
lished “strong evidence” of fairness in the instant case. First, the court stated that if Signal
had engaged in arm’'s-length negotiations with a committee comprised of UQP's outside
directors, the result of the case “could have heen entirely different.”*'® Second, the court
noted that Signal could have achieved the same result il Signal's directors serving on
UOP's board hud 1otally abstained from any participation in the transaction.?'® In the
absence of in independent negotiating structure or proof of the 1otal abstention of the
subsidiary’s interested directors in the matter, the court found that Signal was required to
prove that it had discharged its fiduciary duty “in light of what s best for both com-
panies.”#" The court concluded thar on the facs before it, Signal had not met this
obligation 22!

Turning to the price component of the entire fairness standard, the Weinberger court
began us analysis by articulating whac it meant by “fair price.”?*? The court explained that
fair price relates 10 the economic and financial considerations of the merger.??® In
determining whether a merger price is fair, according 1o the court, “assets, market value,
arnings, (uture prospecis, and any other elements that affect te intrinsic or inherent

value of a company’s stock™ must be considered.?* Moreover, the court held that in
determining the value of a corporation’s stock, the Delaware courts were no longer

restricted to the use of the “Delaware block™ weighted average valuation approeach, but

1% 1d, The eourt stated that UOP's president, James V. Crawlord, never really “talked price
with Signal.” Id.

#114d, The court noted that UOP had 10 alter the original dratt of the proxy statemens that was
to be sent to UOP's minority shareholders. /4. at 708, The proxy statement actually sent to UOP's
minority sharcholders stated that “the price was determined after discussions between James v.
Crawlord, a director of Signal and Chief Executive Ofticer of UOP, and officers of Signal which took
place during meetings of February 28, 1978 and in the course o several subsequent elephone
conversations.” fi. [n the original draft of the proxy statement the word “negotiations” had been
useel ruther than “discussions.” /d. When the Securities and Exchange Commission began investigac-
ing the details of 1hese “negotiations,” however, the term was deleted and 1he word “discussions” was
substiuted, 1d,

B b w710,

HE . 707.

HT . ar 712,

B L at 709 n.7.

B gd at T10-11.

4. The cowrt siated that Delaware case law had previously established the principle that
directors standing on both sides of a ransaction are required 10 demonstrate their utmost good faith
and the most scrupulous inherent taimness of the bargain. fd. at 710. See Warshaw v. Calhoun, 43 Del.
Ch, 148, 156, 221 A.2d 487, 492 (Deb. 1966). Gotilieb v. Heyden Chem, Corp., 33 Del. Ch, 177,
175879, 91 A.2d 57, 57-58 (Del. 1952).

457 Ald m 711,

222 ‘[d'

B3 fd ar T

gy
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instead could also take into account other generally accepted stock valuation tech-
niquc‘s.225 This decision, the court continued, was in keeping with the legislative intent
expressed in a then recent amendment to the Delaware corporation law, section 262(h),
which provided that “all relevant factors” should be taken into account in valiing the
shares of a dissenting shareholder.®*® The court did not examine the fairness of the
merger price under the new standards it had announced, deciding that the issue was to be
decided by the Chancellor on remand.*?

After determining that Signal had failed 10 prove the entire fairness ol the transac-
tion, the court turned to a discussion of the appropriate remedy to be applied in the
instant case. The court stated that in most instances the financial remedy available to
minority shareholders in [reezeout merger challenges would be appraisal *# In future
appraisal proceedings the court noted that minority shareholders would be able to recerve
the Fair value ol their stock as determined by modern valuation techniques.*** The court
recognized, however, that such a monetary remedy may not be adequate in certain cases
involving “fraud. misrepresentation, self-dealing, deliberate waste of corporate assets or
gross and palpable overveaching.”**" The court staed that in these circumstances, “the
Chancellor’s powers are complete to [ashion any form of equirable and monetary relief as
may be appropriate, including rescissory damages.”**! Considering the matter before i,

223 Jd. The court was careful not to adopt or suggest any particular valuation technique,
preferring to leave the selection of valuation techniques to the pariies involved in the dispute. id.

¥ 1d. at 71314, Section 262(h) states, in pertinent part:

After determining the stockholder entided to an appraisal, the Coust shall appraise the

shares, determining their fair value exclusive of any element of value arising from the

accomplishment or expectation of the merger or consolidation, together with a fair rate

of interest, it any, to be paid upon the amount determined to be the {air value. In

determining such fair value, the Court shall take into account all relevant factors. . ..

DL, Cone ANN. tit. 8, § 262(h) (1983). The court pointed out that the first references 1o “fair
value” appearcd in a 1976 amendment 10 section 262(t). 457 A.2d at 713-14, The couwrt also noted
that in that 1981 amendment 10 section 262 the notion of fair value was repeatedly emphasized and
the language instructing the courts to “1ake into account all relevant lactors™ appeared in section
262(h). fd. at 714,

127 457 AZd m 714

228 fa ar 714-15. The court stated “[t]hus we return (o the well established principles of Stauffer
v. Stendard Brands, . . . and David }. Greene & Co. v. Schenley Industries, fnc, . . ., mundating a
stockholder’s recourse to the basic remedy of an appraisal.” #d. a1 715 {citations omitted).

28 fd, at 712-713,

230 fd. ar 714.

231 Id. In Weinberger, the plaintiffs had not sought an appraisal under Section 262. Id. The
plaintiffs had instead sought rescissory damages of the type considered by the Delaware Supreme
Court in Lynch v. Vickers Energy Corp., 429 A.2d 497, 505-06 (Del. 1981). In Lynch, a parent
company had acquired the majority interest in a controlled subsidiary through a misleading tender
offer solicitation. /d. at 499. The price of oil, the principal asset of 1he subsidiary, rose rapidly during
the period in which fairness of the tender offer solicitation was being litigated. 1d. a1 501, The
Delaware Supreme Court awarded “rescissory damages,” which allowed the former minority share-
holders 10 reap the henefus of the increase in oil prices which occurred white the case was being
litigated. Id. This result was accomplished by valuing the plaintifts' stock a1 the date of the appeal
rather than at the date of the merger. Id.

The Weinberger court seemed 10 indicate that minority shareholders generally would not be
entitled 10 realize windlall profits merely because a majority sharcholder had breached some
fiduciary duty in connection with the merger. See 457 A.2d a1 714. The courtleft open the possibility
that rescissory damages could be awarded in the insiant case, however, if the Chancellor, on remand,
considered them susceptible of prool and a “remedy appropriate to all the issues of fairness before
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that even though Signal had not sausfied the entire fairness test, the merger should not be
set aside.*¥? The court stated that “this long completed transaction is too involved to
undo.”?¥ Remanding the case 10 the lower court, the court directed the Chancellor to
decide the amount of monetary damages to be awarded, if any, based upon entire fairness
standards of fair dealing and fair price.?®

Finally, the court addressed the Singer business purpose doctrine. The Weinberger
court concluded that the business purpose doctrine articulated in Singer should be
overruled. " The court explained that given the “expanded” appraisal remedy now
available to dissenting shareholders through the use of modern valuation techniques and
the braad powers of the Chancellor to fashion equitable relief appropriate to the particu-
far circumstances, no “additional meaningful protection” would be afforded to minority
sharcholders by the application of the Singer business purpose requirement.®® The
Weinberger court observed that in the proceedings below, the Chancellor had “clearly
circumscribed the thrust and effect of Singer” by ruling that Signal's desire to make an
investment of its cash reserves constituted a valid business purpose for effecting the
merger.*®* The Weinberger court admitted that the Chancellor’s decision demonstrated
that the business purpose doctrine could, in effect, be interpreied out of existence 23
Consequently, with littte else in the way of explanation, the Weinberger court eliminated
the Singer business purpose test from Delaware corporation law 2%

[H., THE RaTioNALE OF Weinberger v. UOP, Ine.

The Weinberger decision represents a signilicant improvement in Delaware’s treatiment ol
freczeout merger challenges. In Weinberger, the Delaware Supreme Court eliminated the
Singer business purpose test from Delaware Jaw*'® and established the Sterling entire
fairness test as the sole standard of review for freeczeout merger challenges.®! This
section of the casenote analyzes the different aspects of the Delaware Supreme Court’s
decision in Weinberger, beginning with an analysis of the Weinberger court’s elimination of
the Singer business purpose test.?2 Next, this section of the casenote examines the
Wenberger court's decision to establish the Sterling entire fairness test as the sole standard
of review for Ireezcout merger challenges.*® The two components of the concept of

him.” /d. Because the Signal-UOP merger was conditioned on appproval by a majority of the
minority sharcholders and approval may not have been secured if Signal had made full disclosure,
the Delaware Supreme Court lefi it to the trial court to decide, on remand, whether the minority
interest in UOP should be valued as of a construciive rescission date rather than the date of the
merger. fd

W AR7T A2d w 714,

231 ld'

24 ld'

35 1d. at 715.

236 ‘rd_

23T L.

¥ Id. (citing Weiss, The Law of The Qut Mergers: A Historical Perspective, 56 N.Y,U.L. Rev. 624,
671 n.300 (1981)).

Y457 A2d at 715,

24 1d. at 715,

B g, at 710-11.

B2 See infra notes 246-99 and accompanying text.

M3 See infra notes 300-50 and accompanying text.
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entire fairness, fair dealing®* and fair price,#* are examined separately in this section of
the analysis. This casenote submits that the Weinberger decision improves Delaware
merger law by enhancing the quality of minority shareholder protection and by eliminat-
ing the uncertainty ‘which surrounded the Singer business purpose test.

A. The Business Purpose Doctrine

The Weinberger court’s decision to overrule the business purpose requirement repre-
sents a significant improvement in the Delaware judiciary’s treatment of freezeout merger
challenges. The business purpose doctrine originated in 1977 in the case of Singer v.
Magnavox Co.** when the Delaware Supreme Court held that the minority shareholders
bringing the merger challenge had stated a cause of action by alleging that the majoraity
shareholder had breached its fiduciary duty by eflecting the merger lor the sole purpose
of eliminating the minority sharcholders from the corporation?!” By so holding, the
Singer court, in effect, required majority shareholders to demonstrate in future merger
challenges that the merger in question was effected for business reasons other than the
elimination of the minority shareholders from the entity 2** In the subsequent case of
Tanzer v. International General Industries, Ine.,*'* the Delaware Supreme Court limited the
scope of the business purpose requirement by holding that the business reasons of a
parent company satished the business purpose requirement announced in Singer.**"

1t is submitted that the business purpose requirement was an inappropriate stan-
dard of review for challenges to freezeout mergers. This section of the casenote first
examines the business purpose doctrine as developed by the Delaware Supreme Court in
Singer and Tanzer,®™' Next, this section ol the casenote analyzes the effectiveness of the
business purpose doctrine in achieving minority shareholder protection in light of the
court's holding in Tanzer.** Finally, this section of the casenote demonstrates that the
Weinberger court’s decision to eliminate the Singer business purpose requirement clarifies
Delaware merger law and improves the Delaware judiciary's treatment of minority share-
holder interests.

In Singer, the Delaware Supreme Court established a two pronged standard of review
comprised of a business purpose requirement and an entire fairness test.”®* The entire
fairness prong of this standard was first established in 1952 in the case of Sterling v.
Mayflower Hotel Corp..?3% Subsequent (o Sterling, however, the Delaware courts had not
consistently requived majority shareholders to establish the entire fairness of challenged
mergers.*5" The two pronged standard of review announced by the Singer court marked a

34 See infra notes 300-37 and accompanying text.

See infra notes 338-50 and accompanying text.

235 380 A.2d 969 (Del. 1977).

M7 fd. at 980.

8 See dd.

#9379 A.2d 1121 (Del. 1977).

80 Jd, at 1124,

231 See infra notes 254-83 and accompanying text. .
See infra notes 284-93 and accompanying text.

See infra notes 294-99 and accompanying text.

380 A.2d at 980. See supra notes 159-68 and accompanying text.

25 33 Del. Ch. 293, 298, 93 A.2d 107, 110 (Del. 1952}

56 Sep, e.g., Stauffer v. Standard Brands, Inc,, 41 Del. Ch. 7, 187 A.2d 78 (Del. 1962 Coyne v.
Park & Tilford distillers Corp., 38 Del. Ch. 514, 154 A.2d 893 (Del. 1959); Dav id J. Greene & Co. v.
Schenley Indus., inc., 281 A.2d 30(Del. Ch. 1971); Bruce v. E.L. Bruce Co., 40 Del. Ch. 80, 174 A.2d
29 (Del. Ch. 1961).

245

252
253

254
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shift. from Delaware's previous treatment of freczeout mergers. Prior to Singer, the
Delaware courts had relied almost exclusively on the starutory appraisal remedy for the
protection of minority sharelolder interests. 257 Before 1977, the I_Jelaw:lre courts had
been reluctant to enjoin mergers that complied with the relevant Delaware merger
statutes.®™ The Singer cowrt’s adaption ot u business purpose requirement and its revival
of the Sterling entire fairness test provided minority shareholders with the two possible
grounds on which 1o seek an injunction to set aside a freezeour merger 25 Previously,
Delaware courts had held that, absent o showing of fraud or gross overreaching, minority
shareholders would be restricted 1o the statutory appraisal remedy 2% While the entire
fairness prong of the Singer standard ol review had roots in prior Delaware law, the
business purpose requirement announced by the Singer court plainly seemed 10 he
inconsistent with carlicr Delaware merger decisions. Previous Delaware case law had not
inquired into the business purposes behind mergers that complied with Delaware’s
merger statutes.®®!

By establishing the business purpose requirement. the Singer court opened the door
to the possibility that equitable relief would be granted in cases where a parent company
could not advance suflicient business reasons 1o jusiity a decision to merge.®5? In support
ol its adoption of the business purpose requirement, the Singer court stated that an
investor has a legitimate interest in the form, as well as the value, of his investment 263
This statement appears to be inconsistent with the cowrt's earlier decisions in Federal
Uunited Corpi. v. Havender®™* and Stauffer v. Standard Brands, Inc.?*® in which the court found
that minority shareholders only had the right to receive the cash value ol their shares in
an appraisal proceeding if they were dissatistied with the merger terms 26

The Singer court applied a narrow reading to the holding in Havender, stating that
“Havender stands for the proposition that a2 merger must be ‘fair and equitable in the
circumstances of the case’ in order 10 withstand the veto ol a dissenting shareholder,"2%7
The Singer court's characterization of Havender ignored the overrall thrust of the opinton
which stressed the absence of limits on the majority shareholder's power to merge. 2™ The
Havender court did not suggest the possibility of equitable relief if a merger was not “fair
and equitable,” but instead spoke only of the statutory appraisal remedy 2% In Stauffer,
the Delaware Supreme Court ruled that absent a showing of fraud or overreaching,
equitable reliel would not be appropriate 2™ In its review of the short-form merger in

27 Ser cases cited supra note 266, See supra notes 92-126 and accompanying text.

See supra notes 922126 and accompanying text.
Y 380 A.2d at 980,
60 See supra note 256.
See supra notes 92-126 and accompanying text.

2380 A.2d at 980.

82 1d. ac 977-78.

26424 Del. Ch, 318, 11 A.2d 331 (Del. 1940).

2% 41 Del. Ch. 7, 187 A.2d 78 (Del. 1962).

288 See id. at 11, 187 A.2d at 80; Federal United Corp. v. Havender, 24 Del, Ch. at 384-35, 11
A.2d at 339,

7 380 A.2d at 979. The court also attempted to distinguish Havender on the ground that cash
mergers were not authorized when Havender was decided. /d.

8% See 24 Del. Ch. at 330-31, 11 A.2d at 337.

28 fd. at 334-35, 11 A.2d at 339.

% 41 Del. Ch. at 10, 187 A.2d at 80.

258

261
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question, the Stauffer court had stated that “the very purpose of the statute [section 253] is
1o provide the parent corporation with a means of eliminating the minority shareholder’s
interest in the enterprise.”*"' The Singer court stated that it did not read the Stauffer
decision as approving mergers eflected for the sole purpose of freezing out the minority
shareholders of a controlled subsidiary.?”* Despite the Singer court’s ettorts to reconcile
the business purpose requirement with prior case law, the court’s decision to allow
minority shareholders to challenge a merger on the ground of improper purpose was
imconsistent with previous Delaware case law which relegated minority shareholders
exclusively to the statutory appratsal remedy 272

In addition to the difhiculiies the court experienced explaining the inconsistencies
surrounding the business purpose requirement, the Singer court was also unable to
eslablish a clear conceptual foundation for the business purpose test. The Singer court
attempted to base the business purpose requirement on the fiduciary obligations previ-
ously imposed by Delaware courts on majority shareholders.2™® In support of its conclu-
sion that a “§ 251 merger, made for the sole purpose of freezing out minority sharehold-
ers, is an abuse of the corporate process, 2™ the Singer court cited a number of decisions
that invalidated actions taken by controlling shareholders or corporate officers designed
1o perpetuate themselves in office.?” The Court reasoned that if the use of corporate
power to perpetuate control violated the fiduciary duties owed by majority shareholders,
then “[bly analogy, if nota fortiori, use of corporate power solely to eliminate the minority
is a violation of that duty.”?”” In using this analogy, however, the Singer court failed to
take into account the significant factual distinctions between freezeout merger cases and
cases involving perpetuation of control by majority shareholders.?™®

The use of corporate power 1o perpetuate control is thought to be objectionable
because the forces of efficient market allocation of control are frustrated.*” One current
theory is that management should not be allowed to block a takeaver solely to retain
control, because in many instances, takeovers facilitate the replacement of inefhicient
management.?*® When management eliminates a minority interest in a subsidiary corpo-
ration in a {reezeout merger, however, this transaction has nothing to do with a manage-
ment tacuc to retain control. Indeed, the very fact that the majority shareholder is able o

Td an 10-11, 187 A.2d at 80,

272 380 A.2d at 978-79. The Singer court implicitly acknowledged the conflict between its
holding and the Stauffer deciston, stating “[a}ny statement in Staujfer inconsistent herewith is held
inapplicable to a § 251 merger.” /d. at 980.

273 Spe Stauffer v. Standard Brands, Inc., 41 Del. Ch. at 11, 187 A.2d at 80; Federal United
Corp. v. Havender, 24 Del. Ch. at 334-35, 11 A.2d at 339.

274 See 380 A.2d at 975-78.

278 [d. ar 980.

278 4. at 979 (citing Schnell v. Chris-Craft Indus,. Inc., 285 A.2d 437 (Del. 1971); Condec Corp.
v. Lunkenheimer Co., 43 Del. Ch. 353, 230 A.2d 769 (Del. Ch. 1967); Benneut v, Breuil Petroleum
Corp., 34 Del. Ch. 6, 99 A.2d 236 (Del. Ch. 1953)).

27T 380 A.2d at 980.

278 See id, at 979-80.

273 See Gilson, A Structural Approach to Corporations: The Case Against Defensive Tactics on Tender
Offers, 33 STan. L. Rev. 819, 841-42 (1981); Weiss, Disclosure and Corporate Accountability, 34 Bus. Law.
575, 576-78 (1979).

#e See Gilson, supra note 279, at 841-42, But see Lipton, Takeover Bids in The Target’s Boardroom,
35 Bus. Law. 101, 106-13 (1979).
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effectuate the merger demonstrates that the minority shareholders were not a threat (o
the majority’s control of the subsidiary. Because the analogy drawn by the Singer court was
not parallel,?? the conceptual basis of the business purpose requirement was suspect in
the context of {reezeout mergers. Despite the court’s etforts, therefore, the business
purpose requirement and the implicit minority shareholder veto power granted by its
ciaciment were inconsistent with prior Delaware merger law.2#2

In addition to the questionable basis of the business purpose requirement, the Singer
court did not fully explain what business reasons would satisty the requirement. Because
it was ruling on a motion to dismiss, the court only held that the plaintitts had stated a
cause of action by alleging that the parent company had etfected the merger for the sole
purpose of eliminating the subsidiary's minority shareholders.?s® The court's decision in
the subsequent case of Tanzer v. International General Industries, Ine. created substantial
uncertainty as to what circumstances would merit equitable relief under the business
purpose requirement. In Tanzer, the court allowed the business purpose of a parent
company to suffice as justification for accomplishing a merger.2# Specifically, the court
held that the parent company had satisfied the business purpose requirement by demon-
strating that the merger with its subsidiary facilivated its own long-term debt financing.#*
In so ruling, the court significantly decreased the probability that the Singer business
purpose test could be used successfully to enjoin freezeous mergers. Afier Tanzer, 1here-
tore, it seemed that a parent company would almost certainly be able 1o justity a merger
with u subsidiary by showing it received some financial benefit as a result of the transac-
tion.** For example, the business purpose approved in Tanzer, that the nmerger was
accomplished 10 tacilitate the parent company’s long-term debt financing, certainly
seented o be less than compelling.**7 Even though the Singer court apparently devised the
business purpose test in order 1o protect minority shareholder interests in the context of
freezeout mergers,**® the business purpose requirement, as weakened by the court's
holding in Tanzer, did not atford minority shareholders any real protection from unfair
treatment by majority shareholders. Although, in theory, the business purpose require-
ment represented a possible ground on which minority shareholders could win injunc-
tions, plaintitfs were largely unsuccesstul in enjoining mergers on improper purpose
grounds.s®

While the overrall effect of the Tanzer decision signilicantly decreased the probability
that the business purpose requirement wounld be used successtully as a grounds for
cquitable relief, parent compianies planning mergers with subsidiaries still had to be

EEU See supra notes 274-78 and accompanying 1ext,

Ser sufru notes 92-126 and accompanying text. In Weinberger, the Delaware Supreme Court
admitied that “[tlhe requirement of a business purpase is new o our law of mergers and was a
departure from prior case law.” 457 A.%d at 715.

™3 3H0 A2d at 980.

B4 Tanzer, 379 A.2d at 1124

5 1.

2% See Brudney & Chirelstein, supra note 9, at 1371, Brudney & Chirelstein maintain thar it
would be impossible to deny that 2 commercial goal was wholly lacking in any parent-subsidiary
merger. fd.

™O879 A2d w1124,

B See Weiss, supra note 2, at 657-58.

Y See, p.g., Tanzer, 379 A.2d 1121 (Del. 1977). Weinberger v. UOP, Inc., 426 A.2d 1333 (Del,
Ch. 1481}, The Chancery Court’s decision in Weinberger illustrates the ineffectiveness of the business
purpose requirement as a grounds for equitable velief. 426 A.2d 1333 (Del. Ch. 1981, The
Chancellor held that Signal's desire to muke a favorable cash invesiment was a proper purpose for
eftecting 1he Signal-UOP merger. /d, at 1350,

K2
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concerned that, in the event of a minority shareholder challenge, their purposes for
effecting the merger might be considered improper by a Delaware court. The Tanzer
court emphasized that while parent companies had a right to look to their own interests in
effecting mergers with subsidiaries, the purposes advanced by the parent company had to
be “bona fide” and not suspect as a “subterfuge, the real purpose of which is to rid itself of
unwanted minority shareholders in the subsidiary.”?*" In one subsequent merger chal-
lenge, the Chancery Court, in the case of Young v. Falhi, inc.,*®! enjoined a parent-
subsidiary merger because it found that the “basic purpose” of the merger was to
eliminate the subsidiary’s minority shareholders.?*? Because the lower courts were left to
decide what constituted a “bona fide” purpose for effecting 2 merger on a case by case
‘basis, a great deal of uncertainty surrounded the business purpose doctrine in the years
tollowing Singer and Tanzer.?®®

In addition to the doctrinal-confusion created by the Singer business purpose re-
quirement, many commentators criticized the business purpose requirement as being
unrelated to the goals of minority shareholder protection.?** The basis for this view was
that Delaware’s long-form merger statute technically allows {reezeout mergers, regardless
of the business reasons for the merger, through its majority vote provision.?® In Dela-
ware, therefore, absent a showing of fraud or other gross misconduct, It was not reason-
able to allow a minority shareholder to block a parent-subsidiary merger, even if the sole
purpose of the merger was to eliminate the minority shareholders trom further equity
patticipation in the company. Nevertheless, the minority shareholders do have a right to
expect fair treatment from the parent company. Minority shareholders have a right to
expect that their interests will be adequately represented in the merger negotiations and
that they will be paid a fair price for their forced departure from the enterprise.
Requiring a showing of a proper business purpose tor effecting a merger did nothing to
guarantee that minority shareholders who were frozen out of a corporation were treated
fairly by the majority shareholder.

The Weinberger court's abandonment of the Singer business purpose requirement rep-
resents an improvement in the law governing freezeout mergers in Delaware. The elimi-
nation of the business purpose doctrine clarifies Delaware merger law by eliminating the
doctrinal confusion created by the conflicting and seemingly arbitrary distinctions drawn
by the lower courts between valid and invalid business purposes.®™® Although the lower

290 379 A.2d at 1124,

241 3892 A 2d 1372 {Del. Ch. 1978).

292 g at 1378, For a discussion of ¥oung, see supra note 184

3 Gee Weiss, supra note 2, at 668-70.

299 Spe, e.g., Weiss, supra note 2, at 670-71; Brudney & Chirelstein, supra note 9, at 1356.
Brudney & Chirelstein's main criticism of the Singer business purpose test was that it failed to take
into account the different contexts in which freezeout mergers can arise. /d. Brudney & Chirelstein
divided freezeout mergers into three categories: 1) two-step mergers 2) mergers of long held
atfiliates and 3) pure going private transactions. Id. This division was based on sumilar analysis
undertaken by Greene. See Greene, supra note 7, at 491-96. Brudney & Chirelstein argue that
different fairness criteria are appropriate to each category. Brudney & Chirelstein, supra note 9, at
1356. They propose that because two-step mergers are essentially the same as arm’s-length acquisi-
tions by third parties they could be effectively overseen by impossing disclosure requirements on the
acquiring company. /d. at 1359. Brudney & Chirelstein argue that going private mergers do not
achieve economic gains and should be prohibited completely. Id. They believe parent-subsidiary
mergerts, however, do advance macro-economic efficienctes, and should be allowed, subject to review
for fairness of price to protect minority shareholders from mistreatment. /d.

295 See DEL. CODE ANN. tit. 8, § 251 (1983).

296 Sop Weiss, supra note 2, at 670.

@
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courts were mandated by the Tanzer decision to review the purposes offered by a parent
company in order to determine whether the purposes were “bona fide,"?%7 the lower
courts rarely tound a parent company’s reasons for effecting a merger to be improper.2##
The practical effect of the business purpose doctrine as applied to parent-subsidiary
freezeout mergers, therefore, was that it did not provide minority shareholders any
significant protection. Furthermore, when the Delaware courts were examining the busi-
ness purposes behind a challenged merger, their focus was not directed at the issue that
most concerns minority shareholders: the fairness of the merger price.**¢ Perhaps the
most important consequence of the Weinberger court’s decision to overrule the Singer
business purpose requirement is that the treatment received by minority shareholders is
now the sole subject of review in {reezeout merger challenges. The Weinberger court’s
decision to overrule the Singer business purpose test and to establish the Sterling entire
tairness standard as the sole standard of review for freezeout merger challenges better
guarantees that majority sharecholders will recieve fair treatment in the future.

B. Entire Fairness

The Delaware Supreme Court in Weinherger reaffirmed the entire fairness prong of
the two pronged standard of review announced in Singer.®" The concept of entire
tairness originated in Sterling v. Mayflower Hotel Corp. when the Delaware Supreme Court
determined that the parent company, because it stood on both sides of the transaction,
had to establish the entire fairness of the merger terms to the subsidiary’s minority
shareholders.®"' In Singer, the court held that even if a parent company was successful in
establishing that the merger had been effected for a proper purpose, the parent company
still had to prove the entire fairness of the transaction.?® The Singer court, however, did
not explain what the concept of entire fairness required, nor did it explain under what
circumstances it would be invoked.?"?

The Weinberger court improved the Sterling entire fairness standard by explaining
when it would be invoked and how it could be satisfied. The Weinberger court explained
that every law suit challenging the fairness of a freezeout merger would not be reviewed
under the entire fairness test.*™ According to the court, minority shareholders challeng-
ing a merger would have to allege “specific acts of fraud, misrepresentavion, or other
items of misconduct” in order to challenge a merger under the entire fairness stan-
dard.?*® The Weinberger court further improved the entire fairness test by articulating
some specific guidelines regarding what would be necessary in order for a freezeout
merger to be considered “entirely fair.”3"¢

27 See 379 A.2d at 1124,

% See, e.g., Weinberger v. UOP, Inc., 426 A.2d 1333 (Del. Ch. 1981). The Chancery Court's
decision in Weinberger is an excellent example of the court’s reluctance to enjoin a merger on
improper purpose grounds, ]

2% See Weinberger, 457 A.2d at 711. The Weinberger court noted that in a non-fraudulent
transaction, price is often the “preponderant consideration.” Id.

30 457 A.2d at 710-11,

301 33 Del. Ch. at 298, 93 A.2d at 110,

302 380 A.2d at 980. )

303 See supra notes 167-68 and accompanying text.

0+ See 457 A.2d at 703.

J05 ‘rd.

8 Jdar 709 n. 7.
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1. Fair Dealing

The Weinberger court stated that the concept of entire fairness was comprised of two
“basic aspects,” fair dealing and fair price.**” The court stressed, however, that the
concept of entire fairness required that all the elements of a transaction be considered as a
whole in delermining whether a parent company had sustained its burden of proot "
Under the first aspect, the Weinberger court clearly articulated the factors necessary to
demonstrate fair dealing in a parent-subsidiary merger.*"® The court stated that once the
entire fairness standard had been invoked by a subsidiary’s minority shareholders, the
parent company had to establish that the manner in which the transaction was timed,
mitiated, structured, negotiated and disclosed was “entirely fair” to the substdiary’s
minority shareholders.31¢

The Weinberger court drew upon the laws of directors’ fiduciary obligations as the
conceptual foundation for the fair dealing component of the entire fairness test.3"" Citing
prior Delaware case law, the court reaffirmed the general duties and obligations of
corporate officers acting in dual capacities as directors of two corporations.3'? Prior
Delaware case law had clearly established the requirement thar when directors of a
Delaware corporation stand on both sides of a transaction, they owe the same duty of
good management to both corporations.®'® In order to discharge this duty in the context
of a parent-subsidiary merger, the Weinberger court announced that duat directors would
have to prove that all the elements of the transaction, when considered as a whole, were
structured in the best interests ol both companies.® !’

The appropriate discharge of this duty of good management in the context of a
parent-subsidiary merger would be difficult 10 achieve in practice given the inherent
conflicts of interest that face dual directors. In addition to the difficulties involved in
discharging the duty of good management in practice, it would be even more difficult for
dual directors 1o establish that this duty has been discharged in court. The entire fairness
standard necessarily requires that courts apply subjective judgment to the facts of a
particular case. Because different courts sometimes reach different conclusions based on
the same facts®'® and because the duty of good management in parent-susidiary dealings

307 fdar 711,

Bl 1(1

a8 See id.,

. a1u ](!.

310 Id. at 710-11. The court cited Warshaw v. Calhoun, 43 Del. Ch. 148, 156, 221 A.2d 487, 492
(Del. 1939) (individuals acting in a dual capacity owe the same duty of good management to both
corporations); Gottlieb v. Heyden Chemical Corp., 33 Del. Ch. 82, 31 A.2d 57, 57-58 (Del. 1952)
(directors standing on boti sides of a transaction are required o demonstrate their utmost good faith
and the most scrupulous inherent fairness of the bargain}; Guth v. Loft, Inc., 23 Del. Ch. 255, 270, 5
A.2d 503, 510 (Del. 1939) (*The rule that requires an undivided and unselfish loyalty to the
corporation demands that there shall be no conflict between duty and self-interest.”).

N2 See Weinberger, 457 A.2d at 710-11. See supra note 3t1.

913 See Warshaw v. Calhoun, 43 Del. Ch. 148, 156, 221 A.2d 487, 492 (Del, 1966),

314 Ser 457 A2d at T10-11.

413 The proceedings in Weinberger are illustrative of this fact. For example, the Chancellor did
not object to the fact that UOP's directors had not pressed Signul for a higher merger price.
Weinberger v. UOP, Inc., 426 A.2d 1333, 1353-54 (Del. Ch. 1881). The Chancellor concluded that
UQP's directors could properly accept Signal's original proposal if they considered the offer 1o be
fair.Id. at 1354. The Delaware Supreme Court felt quite differently about UOP's failure to negotiate
on behalf of the minority shareholders. The court stated that these negotiations were “modest at
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is a particularly ditficult one 10 discharge, the Weinberger court sought to provide man-
agement with an objective mechanism tor establishing the tairness of a parent-subsidiary
merger.

The Weinberger court went beyond recapitulating the laws of fiduciary duty by
suggesting specific procedures for the discharge of the liduciary obligations owed by dual
directors in the context of a parent-subsidiary merger.®'% The court strongly urged that,
in the future, independent negotiating committess composed of subsidiaries’ ouside
directors be appointed to deal wili parent companies at ann’s-lengih 37 The Weinberger
court stated that “in 4 parent-subsicdiary context, a showing that the action taken was as
though each of the contending parties had in fact exerted its bargaiming power against the
other at arm’s-length is strong evidence that the transaction meeis the test of fairness.™ "
In addition, court stated that a bargaining arrangement involving the total abstention of
the interested directors of the subsidiary would achieve the same result.?" According to
the court, absent these suggested bargaining structures, dual directors would be teft to
discharge their fiduciary dutes “in light of what is best for both corporations.™?* A
failure to follow the court’s suggested guidelines would leave parent companies with the
ditficult task of proving 1o the satisfaction of a court that the elements of the transaction
were structured tn the best interests of both companies.

By advocating an arm’s-length bargaining structure, the Weinberger court entrusted
much ol the responsibility for suriking a fair deal with the subsidiary's independent
directors **! While the Weinberger court stated that it would treat such a bargaining
structure as strong evidence of fairness 3% the opportunity nonetheless exists for substan-
tial abuse of this process.32* Past experience has demonstrated that independent divectors
have not always vigorously pursued the interests of minority shareholders in negotiations
with a parent company.*** Directors of controlled subsidiaries often are prone to viewing
themselves as serving at the pleasure ol the parent company.®#® The actions of UOP's
independent directors in the Signal-UOP negotiations evidence this proposition. UOP's
independent directors apparently made no effort 1o press Signal {or a price higher than
$21 per share " The UOP directors merely acquiesced o the original price range of

best” and “hardly arm’s length hegotiations.” Weinberger, 457 A.2d aL 711. While the Chancellor
concluded that the terms of the Signal- UOP merger weee legally fuir, the Delaware Supreme Court
reversed, stating that the transaciton did not “satisly any reasonable concept of fair dealing.” /d. a1
712.

818 See 457 A.2d a1 709 n.7.

BT 1d,

EAN 'R

B fd at 710-11.

310 lrfl'.

1 See id. at 709 n.7, Commentators have expressed serious reservations about this reliance on
the independent director. See, e.g., Brudney, The Independent Director — Heavenly Cily or Potemkin
Village?, 96 Harv. L. REv. 597, 638-39 (1982); Brudney & Chirelstein, Fair Shares in Corporate Mergers
and Takeovers, 88 Hanrv. L. Rev. 297, 298 (1974).

222 457 A.2d at 709 n.7.

423 See Weiss, The Law of Take Qut Mergers: Weinberger v. UOP, Ine. Ushers in Phase Six, 4 CARpOZO
L. Rev. 245, 255 (1983).

324 See Brudney, supra note 321, at 617.

325 See id. at 610-11.

326 457 A.2d at 711
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$£20-321 per share suggested by Signal and then insisted on a price of $21 per share?*?
Even it UOP's independent directors believed that 21 per share was a fair price, they
should have attempted to negotiate a higher price for the minority’s stock in order 10
fulfill their fiduciary obligattons to the minority shareholders 2*® The irony of this particu-
far case is that i the UOP dirvectors had pressed for a higher price, Signal in all likelihood
would have agreed because the report prepared as part of the acquisition mvestigation
indicated that it would have been a good iuvestinent for Signal o purchase UOPs
remaining publicly held shares at any price up 1o $24 per share 2 It scems unlikely that
an “independent negotiating committee” of UOP's independent directors would have
pressed Signal for a higher price when the group, as a whole, failed 1o take any action in
this direction. Consequently, although the Weinberger court sought 10 achieve fair dealing
in freezeout mergers by establishing a commiittee of the controlled subsidiary’s indepen-
dent directors, the court’s fatlure to recognize adequately the relationship of such direc-
tors to the parent corporation limits the ability of such measures to protect minority
sharcholder interests.

The Weinberger decision did, however, establish other devices in order to protect
minority shareholders from the inequitable reatment that may occur at the hands of
doale independent directors. The court, in effect, adopted a totality of the circumstances
approach for examining the dealings between a parent company and its subsidiary in a
freezeout merger. According to the court, while an independent negotiating structure
may be strong evidence of fairness, itis only one part of the tair dealing component of the
entire fairness test.** The court stated that once the plaintift challenging the merger
alleges speciiic instances of misconduct, thus invoking the entire fairness standard, the
defendam corporations must prove that the transaction, when considered as a whole, was
entively fair 10 the subsidiary’s minority shareholders 331 After Weinberger, it is clear that
i order to satisfy this burden, a parent corporation will have to establish, by a prepon-
derance of the evidence, that the timing, initiation, structure, negotiation and disclosure
of the transaction were fair to the minority shareholders.?** To make the arm’s-length
bargaining structure i suggested more meaningful and o improve the overall quality of
minority shareholder protection, the Weinberger court emphasized the quality of the
disclosure ot information from parent company to subsidiary 333

The Weinberger court articulated strict disclosure requirements to ensure informed
decision making by independent directors and minority shareholders in paremt-
subsidiary dealings.?3 The court stated that the lower courts are required (o measure
disclosure in terms of “what the defendants had and 1o measure it against what they gave
1o the minority.™## According to the court, nothing less than “complete candor” is

327 {4, The merger price also happened to be the same as the 1975 tender offer price. Id. a1 704.

324 See 457 A.2d at 711. The Weinberger court did not rule specifically that UOP's directors hada
duty to negotiate a higher merger price with Signal. See 7d. The court took note of the absence of
negotiations as one factor in its decision that the Signal-UQP merger did not satisfy any reasonable
concept of fair dealing. /4, at 712.

38 fd. at 705.

3O 1d.

8 Td. at 703

M2 See id. at 711,

393 fd. at 711-12.

31 id. at 710,

885 457 A.2d at 710 (citing Lynch v. Vickers Energy Corp., 383 A.2d 278, 281 (Del. 1977)).
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required of the parent company®® This complete disclosure requirement is of real
practical signilicance to the independent director and the minority sharcholder. A sub-
sidiary’s independent directors will have greater bargaining leverage if they are negotiat-
ing with knowledge of all the information relevani to the transaction. For example, il
UGP's independent directors had known that Signal was prepared to pay up to $24 per
share for UOP's minority interest, UOIMs directors would have been in a position to
bargain lor a price higher than the $21 per share to which they actuaily acquiesced.¥7

Complete disclosure is of practical importance to minority shareholders as well. The
complete disclosure requirement supplements the minority sharcholder protection
achieved by the entire fairness standard. [n theory, complete disclosure will, in some
instances, provide minority shareholders with the information necessary to make allega-
tions of misconduct in order to invoke the entive Fairness standard. In situations where no
misconduct is apparent, complete disclosure will enable minority shareholders 10 evaluate
the fairness of the merger price lor themselves in deciding whether o accept the oltered
consideration or seek an appraisal.

2. Fair Price

As discussed above, the Weinberger court nnproved the quality of minority share-
holder protection by explaining the fair dealing element of the entire fairness test and by
reaftirming strict disclosure requirements for parent companies in the context of freeze-
out mergers. In addition to these tmprovements, the court emphasized (hat the concept of
entire fairness also embraces notions of fair price.*™* The fair price prong of the entire
tairness test serves as additional protection for minerity shareholders in situations where
the fair dealing requirements have been largely satisfied. As a component of the entire
fairness test, tair price considerations are only relevant as part of the examination of the
total circumstances of a merger after plaintiff has first made the allegations of misconduct
necessary to invoke the entire fairness test.*® When the plainiff is disputing only the
merger price, the Wemberger court held that the plainiift’s sole remedy is statuory
appraisal.®** The court recognized that the merger price in a nonfraudulent transaction is
probably “the preponderant consideration outweighing other features of the merger."s"!
For the purposes of determining tair price under the entire fairness standard and in
order to insure that minority sharcholders receive tair value for their shares in an
appraisal proceeding, the Weinberger court held that modern valuation techniques could
now be used to establish the value of a minority sharcholder's stock %42

By allowing the use of modern valuation techniques, the court granted minority
shareholders greater latitude in proving the fair value of their stock. Prior (o Weinberger,
the *Delaware block” weighied average approach was the only valuation method allowecd
to be used by Delaware courts in stock valuation proceedings.*® The Delaware block

336 See 457 A.2d at 710.

337 See id. an 705, 711,

3 fd. ar 711

3% See id. 703. The court stated that to inveke the entire fairness obligation, a plaimiff would be
required to allege “specific acis of fraud, misrepresentation or other items of misconduct 10 demon-
strate the unfairness of the merger terms 10 the minority.” Id.

B0 tdat 715,

B 0d at 711,

MZofd, ar 712-13.

I See in re General Realty & Utilities Corp., 29 Del. Ch. 480, 496-500, 52 A.2d 6, 14-15 (Del.
Ch, 1947). See supra note 538 and accompanying text.
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valuation method was a weighed average of asset value, market price and earnings per
share ¥ In Weinberger, the Delaware Supreme Court abandoned the exclusive use of the
Delaware block method, authorizing the use of contemporary financial market techniques
in the resolution of furure valuation disputes.®* In support of this holding, the Weinberger
court relied heavily on the language of the Delaware appraisal statute, section 262.31¢

“

Section 262 instructs courts to “take into account all relevant factors” in valuing a
dissenting shareholder’s stock.*7 According to the court, the factors 1o be considered in
determining fair price include: “assets, market value, earning, future prospects and any
other elements that affect the intrinsic or inherent value of a company’s stock.”** Among
these factors, the Weinberger court emphasized that special consideration should be given
to a corporation’s “future prospects” in the stock valuation.®* Afler identifying the
factors to be considered by courts in determining whether the price given to minority
shareholders in a freezeout merger was fair, however, the Weinberger court did not
articulate any workable test for how these tactors could be combined into an overall
determination of the fairness of the merger price. Instead, the court merely held that
courts are required to take “all the relevant factors”™ into account in determining a
shareholder’s proportionate interest in a going concern. "

IV. STrUCTURING FREEZEOUT MERGERS AFTER Weinberger

After Weinberger, corporations will be able to structure pa:'enl~subsi(lial‘y mergers
that should, in most instances, be immune from challenges by minority shareholders.?!
The Weinberger court took decisive steps toward insulating freezeout mergers from
judicial attack by minority shareholders. Firsi, the court clearly articulated procedural
guidelines that, if lollowed will be considered sirong evidence of lair dealing.*** Second,

344 See In re General Realty & Utilities Corp,, 29 Del. Ch. 480, 496-500, 52 A.2d 6, 14-15 (Del.
Ch. 1947).

15 457 A.2d at 712. The court stated: “To the extent [the Delaware block approach] excludes
other generally accepted techniques used in the financial community and the courts, it is now clearly
outmoded. 1t is time we recognize this in appraisal and other stock valuation proceedings and bring
our law current on the subject.” Id. For an elaborate criticism of the "Delaware block™ approach see
generally Schaefer, The Fallacy of Weighting Asset Value and Earnings Value in the Appraisal of Corporate
Stack, 55 8. CaL. L. Rev. 1031 (1982) (the weighred average method systemartically 1ends 10 under-
value corporate shares).

36 457 A.2d at 713 (citing DeL. Cone ANw. tit. B, § 262 (1983)).

337 DeL, Cope ANN, Lit, B, § 262(h) (1983).

% 457 A2d ar 713-14.

3% Jd. at 713. The court was careful to note that section 262 did not mandate a different
conclusion. See id. The court gave a very narrow reading io the language of the section which
excludes from consideration elements of value that may arise from the “accomplishment or expecta-
tion” of the merger. {d. The court interpreted this language to mean that only the use of pro forma
and speculative projections must be excluded from the valuation determination. /d. The court
continued by stating that “[e]lements of fuwure value, including the nawre ol the enterprise, which
are known or susceptible of proof as of the date of the merger and not the product of speculation,
may be considered.” /d. The court believed that anything less would not be giving full effect to the
legislative directive that “all relevant factors” be considered. fd.

380 See id. at 713. The court did not express approval for any specific valuadon technique, see id.,
apparemtly preferring to rely on the adversary system 1o produce the best evidence of fair value,

Bt See id. ar 709 n.7.

332 See id. This type of negotiating structure was becoming more popular with management
even prior to the Weinberger decision. See Chazen, Fairness From a Financial Point of View in Acquisitions
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the opinion limited minority shareholders’ financial remedy to appraisal.®*® The Wein-
berger court also established the appropriate allocation of the burden of proof in freezout
merger chzllenges .33 Weinberger makes clear that in order for minority shareholders to
seek equitable relief under the entire fairness test, they must allege specific acts of fraud,
misrepresentation or other items of misconduct.**® Once the entire fairness standard has
been invoked, the burden of proof rests with the pareut company to establish the entire
fairness of the merger.3*® Liability is established if the parent company is unable to meet
this burden of proof; it is then left to the court’s discretion o order any lorm of equitable
or monetary relief required by the circumstances.?®” If minority shareholders are unable
to make specilic allegations of fraud or other misconduct, the entire fairness test is not
invoked and the minoriy shareholders’ only recourse is to seek an appraisal of their
shares as provided for by statute.®®

In discussing the allocation of the burden of proof, the Weinberger court provided
parent companies with a mechanism for shifting the burden of proof back to the minority
shareholders after the entire fairness test has been invoked.®** In order to shift the
burden of proof, the parent company could condition the consummation of the merger
on the approval of a majority of the subsidiary’s minority shareholders.**" The court
stressed, however, that the minority shareholder vote must be an “informed” one?$! In
order to prove that the vote was informed, the Weinberger court ruled that the parent
company had to prove that it had disclosed all the material facts relevant to the transac-
tion.?2 If the parent company is unable to demonstrate that it disclosed all the material
facts necessary for a court to consider the vote informed, the Weinberger court stated that
the burden of proot would then remain the parent company’s.*** If the plaintiffs alleged
specitic acts of misconduct and the parent company demonstrated that a majority of the
subsicliary’s minority shareholders had approved the merger in an informed vote, the
Weinberger court ruled that the burden of proof would then be on the plaintitfs challeng-
ing the merger to prove the unfairness of the merger terms to the minority sharehold-
ers.*® Consequently, if parent companies wished to place the burden of prooi on the
minority shareholders in subsequent litigation. they could condition the merger on the
informed approval of a majority of the subsidiary’s minority shareholders,

It a parent did not want to condition a freezeout merger on a minority shareholder
vote, it could take advantage of the independent negotiating structure suggested by the
Weinberger court.**® The court advocated the use of an independent negotiating commit-
tee composed of a subsidiary's outside directors to deal at arm's-length with the parent

of Public Companies: Is “Third-Party Sale Value” the Appropriate Standard?, 36 Bus. Law. 1439, 1440-41
(1981).

383 457 A.2d at 715.
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company in negotiating the terms of the merger. ¥ The court stated that the use of such a

bargaining structure would be "strong evidence” of lairness *7 In addition, the Weinberger
court stated that a showing that the subsidiary’s interested directors totally abstained
from any participaton m the transaction would also be highly probative of the fairness of
the deal ®* Accordingly, it scems unlikely that parent companies will be willing o
structure freezeout mergers in the future without conditioning the merger on minovity
sharcholder approval or employing one of the procedural saleguards suggesied by the
Weinberger court. Once the entire fairness test has been invoked, the parent company
must establish the entire fairness of the merger and thae i fulfilled its duty of good
minagement to both compinies in structuring the deal *™ Without making use of these
additional protections, parent companies will have a more difficult time meeting this
burden of proot, mcurring a greater visk that the merger will be set aside.

One potential drawback to the Delaware Supreme Court’s decision in Weinberger is
that the emphasis the opinion places on compliance with procedural guidelines may cause
lower courts to place form over substance in considering challenges to freezeout mergers.
Delaware courts should should be alert for situations where the parent company has
tormally complied with the procedural guidelines set out in Wernberger, but has, in fact,
subjecied the subsidiary’s minority sharcholders to substantial unfairness.®” By relying
on a seli-governed artificial anm’s-length bargaining structure, the Wemberger count en-
trusted the subsidiary's independent directors with the responsibility of fairly represenmi-
ing the interests of the minority shareholders.®™ Some judicial checks are necessary Lo
guaramee that the aciual subsiance of the parent-subsidiary negotiations truly approxi-
mate wrm's-length bargaining.

V. A RECOMMENDED NEGOTIATING STRUCTURE FOR PARENT-SUBSIDIARY FREEZEOUT
MERGERS

In Weinberger, the Delaware Supreme Court stated that in future merger iransactions
evidence of negoriations between representatives of the parent company and a commiltee
cof i1s subsidiary’s independent directors would be highly indicative of fairness in any
subsequent court challenge 7 While the court, by stating that such a transaction would be
presumptively fair, provided minagement with strong incentive to use such a negotiating
structure, it failed to explore the ramifications of this independent negotiating concepi.*™
For example, the Weinberger court did not provide any guidelines as to how the members
of 1he subsidiary’s independent negotiating committee should be selected. Instead, the
court merely stated in general terms that the commitiee should be composed of the
subsidiary’s independent directors.*™ As noted earlier, behind a facade of arm’s-length
bargaining, a parent company could dominate merger negotiations by appointing only
partisiun or indifterent independent directors to the subsidiary’s negotiating team.*™ The

358 Id.
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Weinberger court should have instructed the lower courts to examine the selection process
behind the subsidiary’s negotiating commiuee 10 make sure that it was free from the
parent company’s influence betore treating the use of such a bargaining structure as
strong evidence of fairness. A transaction, therefore, should only be considered presump-
tively fair in situations where the subsidiary’s negotiating committee is truly independent,

A second area in which the Delaware Supreme Court in Weinberger should have taken
further steps 1o protect the interests of minority shareholders is in the determination of a
fair price tor their stock. Although it is generally recognized that there is no one correct
stock valuation method,*™® the Weinberger court could have improved the substance of the
arm’s-length bargaining structure it suggesied by articulating specific negotiating guide-
lines to be used by the parties in negotialing the price for the minority’s stock. Specifically,
the independent bargaining structure could provide more effectively for fair treatment of
minority sharcholders in freezeout merger transactions if the negotiated merger price
were required to fall within a specified range. Such a price range is necessary for the
protection of minority shareholders because even if the subsidiary’s independent direc-
tors negotiale the merger price, the tinal hgure is likely to be as low as reasonable
pessimism will allow.?”” Commentators have found that a subsidiary’s independent direc-
tors often view themselves as serving at the pleasure of the parent company.®™ As a result
of this perception, 1otal reliance upon independent directors to represent the minority
shareholders’ interests in merger negotiations with the parent company is misplaced. The
Weinberger court, therefore, should have articulated general price guidelines to serve as
ceiling and Hoor benchmarks for future merger negotiations involving an independent
negotiating structure.

Specific ceiling and Hoor figures would provide courts, management and minority
shareholders alike with useful guidelines of fairness. Even though, as noted earlier, there
is no one generally accepted stock valuation method for determining the proper price
for the minority's shares,*” there has been some agreement among the commentators
concerning the valuation formulas of ceiling and floor values of corporate stock.®# In
parent-subsidiary mergers, two valuation methods in particular have been suggested to
determine the approximate ceiling and floor values of the subsidiary's stock. At the lower
end of the spectrum is the market value of the acquired company's stock.**! The merger
price in a parent-subsidiary merger should never fall below the prevailing market price
for the subsidiary's stock, because the minority shareholders should not be forced to
accept a price lower than what they could have received if they had sold their stock in the
market prior to the merger.*®? The ceiling figure of the recommended price range would
be the amount per share that could be realized if the entire company was sold to a third
party in an arm’s-length transaction,®3 This third party sale value ceiling figure could be

318 See Banks, Measuring the Value of Corporate Stock, 11 Car. W.L. Rev. 1, 1 {1974).

377 See Brudney & Chirelstein, supra note 321, at 298.

318 See Brudney, supra note 321, at 610-11; Brudney & Chirelstein, supra note 321, at 298,

378 See supra note 376 and accompanying text.

380 See Banks, supra note 376, at 1,

1 See Brudney & Chirelstein, supra note 9, at 1372-73,

32 Sep id.

33 See Chazen, supra note 352, at 1440; Weiss, supra note 2, at §78-80. Weiss argues that a
parent company should be required 1o pay at least as much for the minority interest in a subsidiary as
the minority shareholders could realize if the subsidiary was sold te a third party in an arm's-length
transaction. Id.
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approximated by analyzing other similar accquisitions or mergers.®®* The representatives
of the parent company and its subsidiary should be expected 1o negotiate the actual
merger price within this range of values. Representatives of the subsidiary should press
for a premium in excess of the current market price, because it has become customary for
the stockholders of a target company to receive a premium above the market price**?
The representatives of the parent company will be unwilling to pay a premium equal to
the cetling price, however, because the subsidiary's publicly held shares will be worth less
to the parent company than they would be to a third party 3% The subsidiary’s publicly
lield shares are worth less to the parent company hecause it already owns a controlling
interest in the sul)sirlizl;‘y. A third party seeking to purchase the entire company would
have to pay a higher premium per share because it would he purchasing both the control
block owned by the parent company and the minority interest. Because the parent
company will, theretore, be unwilling to pay third party sate value for the minority’s
shares, the subsidiary’s negotiating representives may properly accept a premium lower
than third party sale value®7

Imposing a lower hmit on the price given to minority shareholders in a parent-
subsidiary merger would, in effect, set a minimum fair price standard. The parent
company should be required to pay the subsidiary’s minority shareholders at least encugh
money, or other valuable consideration, o enable them o reacquire the same propor-
tionate interest i the parent company thar they would have possessed had the merger
been a straight stock for stock transaction.®* A direct effect of establishing a minimum
Hoor requirement would be that merger prices falling below this figure would be consid-
ered presumptively unfair. A court examining a parent-subsidiary merger under the
entire fairness test should consider such a merger price to be highly probative of the
unfairness of the entire. transaction.

The above suggested price guidelines could be used in courtrooms as well as at
bargaining tables. As the starting point in all merger negotiations, both parties would be

In Weinberger, the plaintiff attempted 10 introduce evidence to establish a third party sale value
price figure for UOP's stock by offering a comparative analysis of the premiums paid over market in
ten other comparable tender offer merger combinations. 457 A.2d at 712.

34 See Chavzen, supra note 352 at 1440.

385 See id. at 1445,

388 Id. at 1471,

39T See id. a1 1447. Chazen believes before an arm’s length standard of fairness should be
accepted, the parent company should be required to demonstrate that the merger price was within
“the range-that would have resulted from an arm’s length transaction.” fd. Chazen argues that there
is a range of [airness based on the range of prices a shareholder might obtain if proposals to buy the
company were sought from other potential purchasers. /d. at 1439

2 Brudney & Chirelstein, supra note 9, at 1372-73. Brudney & Chirelstein would go further
than this minimum requirement, however. They advocate that the minority shareholders should
receive a share of the synergistic gains generated by the merger. See Brudney & Chirelstein, supra
note 321, at 323. This approach was adopted by the Second Circuit Court of Appeals in Mills v.
Electric Auto-Lite Co., 552 F.2d 1239, 1248-49 (2d Cir. 1977). Brudney & Chirelstein distinguish
between cases where the parent company is closely held as a result of the merger and cases where the
parent company remains a public company. Brudney & Chirelstein, supre note 9, at 1374. Ii’ the
parent company is closely held after the merger, Brudney & Chirelstein contend that a merger may
be unfair per se, because there is no means for minority shareholders to reacquire an equity interest
in the parent corporation. Id. They pointed out that in situations where the parent company is closely

held as a result of the merger, there may be no way to determine whether the merger price was fair.
id.
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expected to develop their own ceiling and floor price figures. In a subsequent court
challenge to the price given to the minority shareholders under the entire lairness
standard, the court should require a showing that each party actually developed these
price figures and used them in the actual bargaining. In the absence of such a showing,
the court should not uccept evidence of an independent negotiating structure as strong
evidence of the fairness of the entire transaction. By requiring that these price guidelines
be followed in all mergers, courts would be able 1o check for possible abuses of the
Weinberger independent negotiating structure by parent companies.

Established ceiling and floor price guidelines would also be beneficial in situations
where independent negotiating structure were not used by the parties in accomplishing a
merger. In the future, parent companies could he required to disclose these price
guidelines to the subsidiary’s directors and minority shareholders. The disclosure of these
standards would be uselul (o the minority shareholders in assessing whether to approve
the merger terms or dissent and seek an appraisal®* If a shareholder decided 10
challenge such a merger, the court could atempt to simulate arm’s-length bargaining
within this range in the context of an adversarial proceeding.?

CoONCLUSION

The Weinberger decision clarifies and improves Delaware’s treatment of parent-
subsidiary freezeout mergers. Since 1977, Delaware courts had been examining freezeout
mergers under the business purpose requirement announced in Singer v. Magnavox Co..
By overruling the Singer business purposc test, the Weinberger court improved minority
shareholder treatment and facilitated the structuring of future freezeout mergers. Dela-
wire courts now can locus on the merger transaction itself 10 determine whether the
minority shareholders were ireated fairly. Although minority shareholders will he rele-
gated to the appraisal remedy when the only issue in dispute is the adequacy of the
merger price, the Weinberger court improved the appraisal remedy by authorizing the use
of modern valuation techniques in appraisal proceedings in order to ensure that minority
shareholders receive fair value tor their stock. Weinberger also recognized the need for
appropriate equitable relief in situations where appraisal was not adequate, but not in
circumstances as broad and ill-defined as those contemplated by the Singer court when it
announced the business purpose requirement. In circumsiances where the minority
shareholders make specitic allegations ot instances of misconduct such as fraud or over-
reaching, the Weinberger court ruled that the parent company would then be required to
prove the entire fairness of the transaction. Ln instances where the parent company could
not meet this burden, the Weinberger court stated that the Chancellor's powers were
complete 1o fashion any appropriate torm of equitable or monetary relief,

To assist parent corporations in meeting the burdens imposed by the entire fairness
standard, the Weinberger court articulated guidelines. The court recommended 1he use of
an independent negotiating structure, which when used would be considered by the
courts as strong evidence of fairness. One weakness with the court’s decision is the

#* Evenif the merger price was presumptively fair, approving the transaction would foreclose a
minority shareholder from seeking an appraisal of his shares. See DEL. CODE Axx. til. 8, § 262(a)
(1983). -

3¢ See Chazen, supra note 352, at 1445, Chazen believes that judicial review of f{reezeout
mergers could be viewed as a substitute for arnt's length bargaining on behalf of the public minority
shaveholders. fd.
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potential for manipulation of this negotiating structure. The Weinberger court could have
improved the negotiating structure it suggested by defining specific ceiling and floor price
guidelines to be used in the bargaining process. The use of such guidelines would help
ensure that the negotiations between parent and subsidiary result in a fair merger price.

GeorrFrey E. HoBarT



