
The Acquisition Process and the
Closely-Held

Corporation: Selected Legal
Aspects

by Joseph J. Norton*

I. INTRODUCTION

The world of corporate acquisitions and mergers is most often thought
of as the domain of large, publicly-held enterprises and the 'M & A'
(merger and acquisition) sections of the mammoth, big-city law firms.'
The reality of the situation, however, is that all business enterprises, large
and small, have an inherent tendency to seek economic growth.2 Such
growth may be generated internally or it may be achieved through a com-
bination via an acquisition or merger with one or more other enterprises.
In the daily practice of the corporate attorney, it is not at all uncommon
for an acquisition to occur between two or more closely-held entities and
it is common for an acquisition including a publicly-held entity also to
include a closely-held entity.3

* 'Professor of Law (Business Associations and Banking), Southern Methodist University.
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1. For a discussion of the overall historical significance of mergers and acquisitions to
our economy, see E. KINTNER, PRIMER ON THE LAW OF MERGERS, ch. 1 (1973); W. ALBERTs &
J. SEGALL, THE CORPORATE MERGER ch. 3 (1966).

2. On the economic impact of the acquisition process, see generally FEDERAL TRADE
COMMISSION, ECONOMIC REPORT ON CORPORATE MERGERS (1969); P. STEINER, MERG-
ERS: MOTIVES, EFFECTS, POLICIES (1975).

3. Statistics do not appear readily available on the involvement of closely-held entities.
To obtain a sampling, the author asked ten different corporate attorneys from six different
cities to consider the involvement of closely-held corporations in acquisitions they have been
involved in over the past two years. A substantial number of the acquisitions involved at
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As part of its efforts to grow economically, a closely-held entity may
seek to acquire another business for a variety of reasons, including: (1)
to attain cumulative growth through the acquisition of a like entity; (2) to
create a synergistic growth effect by the infusion of complementary re-
sources; (3) to assert its position in a given product market; (4) to expand
its geographic market; (5) to diversify its business operations; and (6) to
invest accumulated surplus cash." In turn, a closely-held entity may seek
to be acquired by another entity because the acquisition offers a suitable
means: (1) to liquidate the owner's investment (which may be a more
desirable alternative than going public);5 (2) to raise needed capital for

least one closely-held corporation. It also appeared that most of the closely-held entities
were inclined to retain their regular counsel to represent them. It should be noted that some
of the acquisitions included unincorporated businesses such as partnerships and sole propri-
etorships. This Article, however, will be concerned only with acquisitions involving two or
more incorporated entities.

4. On reasons for merging, see generally P. STEINER, supra note 2. See also Shad, Busi-
ness and Financial Fundamentals, in KRAMER & McCORD, MERGERS AND ACQUISITIONS 3-24
(1969).

5. The 'going public' process is often thought of as an ideal way for owners of closely-
held entities to make their investment liquid. The process, however, is extremely complex
and expensive, and on a long-term basis involves substantial adjustments in the way of do-
ing business. After thinking through the matter, owners may conclude that it is unfeasible
or undesirable to go public, and that an acquisition or merger is the better alternative. For
discussion of the 'going public process' and its consequences, see Schneider, Manko & Kant,
Going Public-Practice, Procedure and Consequences, 27 VILL. L. Rzv. 1 (1981); Schneider
& Shargel, "Now That You Are Publicly Owned ... " 36 Bus. LAW. 1631 (1981).

In this context of liquidating an owner's investment, there has arisen in recent years a
fairly prevalent use of the leveraged buy-out acquisition technique by publicly-held compa-
nies desirous of divesting themselves of closely-held subsidiaries and by owners of mature
privately-held companies. A leveraged buy-out is not a legal form of acquisition, but rather
a sophisticated financing technique used for acquisitions. It is based on a high degree of
'leverage' (in other words, a large degree of debt) and relies on the assets or cash flow of the
acquired company to service the debt. A common example of a leveraged buy-out of a
closely-held corporation involves a well-seasoned, profitable business with good manage-
ment, whose controlling owner desires to liquidate his or her ownership position and whose
key management desires to acquire and to continue the business. In conjunction with the
selling owner and/or outside financial institutions or investor groups, the acquiring manage-
ment will attempt to refinance the business in a manner that will permit them to meet the
economic objectives of the selling owner and to meet their primary objective of acquiring
the business largely through credit based on the business itself. In doing so, the purchasing
management will employ one of the traditional legal forms of acquisition which will be ef-
fected through a new corporate entity formed by the purchasers for the purpose of the ac-
quisition. In this legal sense, a leveraged buy-out presents many of the same considerations
as the various acquisition forms discussed in this Article. Because the buyout involves a
refinancing of the business, however, this acquisition technique presents numerous other
legal considerations. Also, because many buyouts involve affiliated parties (for example, sell-
ing shareholders, directors, and officers), special fiduciary concerns may arise respecting the
fairness of the transaction. For further consideration of the leveraged buy-out, see H. BEN-
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the continuance and growth of the enterprise; (3) to exchange their own-
ership interests for a more liquid position in a public corporation; and (4)
to facilitate estate planning.

This Article is designed to serve as a 'primer' for owners of closely-held
corporations and their attorneys concerning the myriad legal implications
of a corporate merger and acquisition. The legal forms of corporate com-
binations are:

(i) merger or consolidation, which requires a filing with, and approval of,
the relevant state(s) and which occurs by corporate action and by opera-
tion of law;
(ii) stock acquisition, which generally is effected on a consensual basis
between the acquiring corporation and the shareholders of the acquired
corporation and which (if successful) results in a parent-subsidiary rela-
tionship; and
(iii) acquisition of substantially all assets of the acquired enterprise,
which occurs largely through contract and, in part, through corporate ac-
tion under relevant state statute.

Each of these forms of combination involve significant business, account-
ing, and legal planning.

The general legal considerations entailed in an acquisition may include
the substantive and procedural requirements of state corporation codes,
special statutory and case law protections for shareholders, basic contract
and property law notions, fiduciary duties, labor and employment mat-
ters, and antitrust provisions. 7 In addition, when there is an offer to
purchase or to sell securities, or a publicly-held enterprise is one of the
parties to the transaction, special securities law considerations may be

JAMIN & M. GOLDBERG, LEVERAGED ACQUISITIONS: PRIVATE AND PUBLIC (Practicing L. Inst.
Corp. L. & Prac. Handbook No. 436, 1984).

6. See app. I to this Article, infra p. 612 for a series of charts depicting the results of
these various legal forms of corporate combinations. This Article considers the various legal
forms from the perspective of a single-stage, negotiated transaction, and does not consider
the additional and particularized legal implications that may arise from a multiple-stage
acquisition (for example, private purchases of stock, followed by a tender for stock, and
completed with a short-form or long-form merger) or from an unfriendly acquisitive
takeover.

7. There are a number of comprehensive treatises on acquisitions and mergers. Two of
the more frequently utilized texts are in B. Fox & E. Fox, BUSINESS ORGANIZA-
TIONS-CORPORATE ACQUISITIONS AND MERGERS, 4 vols. (rev. ed. 1984) and BUSINESS AcQUIsI-
TIONS (J. Herz & C. Bailer 2d ed. 1981 & Supp. 1983). For excellent shorter discussions of
the acquisition process see J. FREUND, ANATOMY OF A MERGER (1975); J. McGAFFEY, BUYING,
SELLING, AND MERGING BUSINESSES (1979); W. PAINTER, BUSINESS PLANNING chs. XII-XVI
(2d ed. 1984); L. RIBSTEIN, BUSINESS ASSOCIATIONS ch. 13 (1983); Seagall, Representing the
Seller of a Closely-Held Business, 19 PRAC. LAW. 59 (1973); Vaughn, How to Acquire a
Closely-Held Business, 22 PRAc. LAW. 11 (1976).
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involved.8 Complex federal income tax requirements and special account-
ing requirements will have to be considered in structuring the transac-
tion, especially if tax-free treatment is desired.'

The business lawyer plays an integral role in the acquisition planning
process. The lawyer is the person who, through legal planning and coun-
selling, the corporate review, proper documentation of the transaction,
orchestration of the closing of the transaction, and preparation and deliv-
ery of the legal opinion, facilitates the consummation of the transaction
and ensures the legal integrity of the transaction. The lawyer ensures that
the transaction is legally binding and enforceable. Throughout this Arti-
cle, the role of the attorney in the acquisition process will be stressed.

II. THE LEGAL FORMS OF CORPORATE COMBINATION

In economic terms and results, there is substantial similarity between
the various legal forms of corporate combinations. These combinations
include the statutory merger or consolidation, the stock acquisition, and
the acquisition of substantially all assets of the acquired enterprise. The
assets of two or more enterprises are effectively combined into a single
economic unit, generally under common management. 10 The various
forms, however, impart significant legal differences that give rise to nu-
merous legal and business considerations.

A. Statutory Merger or Consolidation

All state corporation codes contain specific provisions permitting the
combination and fusion of two or more corporations through merger or
consolidation.' If these statutory provisions are followed, the relevant
state corporate authority (normally the Secretary of State) will issue a

8. On securities aspects of acquisitions, see R. GOOLRICK, CORPORATE MERGERS, CONSOL-
IDATIONS, AND ASSETS-ACQUISITIONS: FEDERAL SECURITIES LAWS, Corp. Prac. Series (BNA)
No. 4 (1978).

9. On tax aspects of acquisitions ('corporate reorganizations' in tax lingo), see B. BIrr-
KER & J. EUSTICE, FEDERAL INCOME TAXATION OF CORPORATION AND SHAREHOLDERS ch. 14
(4th ed. 1979 & Supp. 1983); B. Fox & E. Fox, supra note 7, chs. 8-13.

10. On the legal effect of these combinations, see, e.g., MODEL BUSINESS CORP. ACT § 76
(1969 & Supp. 1977) on "Effect of Merger or Consolidation." On their economic effect, see
generally P. STEINER, supra note 2.

11. Most state corporate laws still maintain separate provisions respecting corporate
consolidations (when two or more corporations fuse into a newly-created corporation, with
such new entity being the surviving corporation). These provisions, however, are essentially
identical to those covering mergers (in other words, when one existing corporation fuses
with another existing corporation, with one such entity being the surviving corporation). For
purposes of this Article, the term 'merger,' unless the context otherwise indicates, will in-
clude both mergers and consolidations.

570 [Vol. 36
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'Certificate of Merger.' The legal significance of this Certificate of Merger
is that, by operation of law, the corporations (with all of their attendant
assets and liabilities) are fused, with one of the corporations being the
surviving corporation and the other entity automatically ceasing to
exist."

A statutory merger is effected on the corporation level; that is, the
transaction is initiated and negotiated by the managements of the in-
cluded corporations subject to approval at board of directors and share-
holder meetings. 3 Once the transaction is approved by the requisite per-
centage of directors and shareholders of each corporation and the
requisite filing with the state(s) has occurred, the state corporate authori-
ties issue a formal certificate declaring the merger to be effective."' The
shareholders of the surviving corporation retain their shares, and the
shareholders of the acquired corporation (irrespective of whether they
dissented from the transaction) become shareholders of the surviving cor-

12. See MODEL BUSINESS CORP. ACT §§ 71, 72 (1969 & Supp. 1977); DEL. CODE ANN. tit.

8, § 251 (1974); O.C.G.A. § 14-2-210, -211 (Michie 1982).
13. It is important to note that only the Board of Directors can initiate a merger. See,

e.g., O.C.G.A. § 14-2-211 (Michie 1982).
14. The following is a sample form of Certificate of Merger that is utilized by many state

authorities:
STATE OF ... ...........

OFFICE OF THE SECRETARY OF STATE

CERTIFICATE OF MERGER
OF DOMESTIC CORPORATIONS

INTO

The undersigned, as Secretary of State of the State of .........
....... hereby certifies that duplicate originals of Articles of

Merger of ................ .......................................
a domestic corporation, into ................. ........

a domestic corporation, duly signed
and verified pursuant to the provisions of the , ..........................
Business Corporation Act, have been received in this office and are found to conform
to law.

ACCORDINGLY the undersigned, as such Secretary of State, and by virtue of the
authority vested in him by law, hereby issues this Certificate of Merger of ........

............................... .into ........................
............. ..................... , and attaches hereto a duplicate

original of the Articles of Merger.
D ated ........................ 19.

Secretary of State

Source M.B.C.A. Official Form No. 22, Section 74.
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poration (if stock is the entire or partial consideration) or they are
'cashed-out' (if cash or property other than stock in the surviving corpo-
ration is the sole consideration). In a merger, the actual consideration
permitted is entirely flexible. Cash, stock, property, or combinations of
the foregoing are permitted."8

The typical sequence of events in a merger begins with negotiation be-
tween managements of the concerned companies. Next there will be for-
mal consideration and resolution by the boards of directors, submission
by the boards (who have the exclusive power of initiation of shareholder
action) to the shareholders for the requisite approval, and filing of the
requisite documents with the relevant state corporation authorities.1 6

Significantly, in the statutory merger, the corporate combination occurs
by operation of law. There is, therefore, no further need to convey assets
or liabilities or to liquidate the corporation that is going out of existence.
The result is that, through compliance with the statutory provisions and
the formal act of the relevant state, the assets and liabilities of both cor-
porations come together within the legal solution: the surviving
corporation.

17

In sum, the merger form presents the simplest, most complete, most
flexible, and most effective means of combining two or more corporate
enterprises. A primary disadvantage of this form, however, rests in the
completeness of the transaction, in that the surviving corporation takes
upon itself not only all the assets of its acquired corporation, but also all
of its liabilities, whether known or unknown, fixed or contingent. In addi-
tion, dissenting shareholders of both corporations usually have statutory
appraisal rights. Moreover, as with any other form of combination, if se-
curities constitute part of the consideration, or if a public enterprise is
involved, federal and state securities law constraints may apply.

As will be discussed below, for tax purposes, the statutory merger or
consolidation is also the most flexible form of acquisition, being com-
.monly referred to as the 'A' reorganization.18

B. Stock Acquisition

Although, as discussed below, the Model Business Corporation Act con-

15. See app. 1, infra p. 612, Diagrams 1 & 2.
16. See BUSINESS ASSOCIATIONS, supra note 7, chs. 1, 2, 4, and 6.
17. See MODEL BUSINESS CORP. AcT § 76(c), (d) & (e) (1969 & Supp. 1977). For a repre-

sentative case discussing the problems surrounding legal significance of 'operation of law' in
a merger situation, see PPG Industries, Inc. v. Guardian Industries Corp., 428 F. Supp. 789
(N.D. Ohio 1977), rev'd, 597 F.2d 1090 (6th Cir. 1979). For a narrative discuseion, see Bal-
lew, The Assignment of Rights, Franchises and Obligations of the Disappearing Corpora-
tion in a Merger, 38 Bus. LAW. 45 (1982).

18. See infra section IV(C).
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tains express provisions dealing with stock acquisitions,9 most state cor-
poration codes do not contain any provisions dealing with this mode of
corporate combination."0 Legally, the stock acquisition is largely a matter
of contract between the acquiring corporation and the shareholders of the
acquired corporation. Under this form, the acquiring corporation does not
deal directly with the management of the acquired corporation. Instead,
it deals directly with the individual shareholders of the acquired corpora-
tion respecting the purchase of their shares for cash, stock, or other prop-
erty. Yet, in reality, the position of the management of the acquired cor-
poration is most relevant to the transaction. For instance, in a friendly
stock acquisition, management of the acquiring corporation will discuss
the terms of the offer with the management of the acquired corporation
and will seek their recommendation to the shareholders of the acquired
corporation to proceed with the transaction. 21 In an unfriendly situation,
the stock acquisition form is often necessitated, because a merger or ac-
quisition of substantially all of a corporation's assets requires the ap-
proval and recommendation of the board of directors of the acquired
corporation.

22

Unlike a merger, in which the acquired corporation goes out of legal
existence, in a stock acquisition both the acquired and the acquiring cor-
porations maintain their separate legal existences. What happens legally
is that the acquiring corporation acquires the stock of, and becomes the
parent of, the acquired corporation. If the consideration is stock, the
tendering shareholders of the acquired corporation become shareholders
of the acquiring corporation. If the consideration is cash, the tendering
shareholders of the acquired corporation receive cash for their shares and
'go away,' with the non-tendering shareholders remaining as shareholders
(most often in a minority position) of the acquired corporation.2

3

The stock acquisition form offers numerous advantages, including sim-
plicity, since there is no actual transfer of assets and liabilities. In addi-
tion, no shareholder vote of either corporation and no directors' vote of

19. MODEL BusiNESS CORP. ACT. § 72 (1969 & Supp. 1977).
20. The Delaware General Corporation Law and the Georgia Code do not contain any

provisions similar to MODEL BUSINESS CORP. ACT § 72 (1969 & Supp. 1977).
21. On tender offers generally see E. ARANOW & H. EINHORN, TENDER OFFERS FOR CORPO-

RATE CONTROL (1973); E. ARANOW, H. EINHORN & G. BERLSTEIN, DEVELOPMENTS IN TENDER
OFFERS FOR CORPORATE CONTROL (1977).

22. The 'unfriendly' takeover may entail highly sophisticated legal strategy and tech-
niques, both with respect to the takeover company and the resisting target company. Dis-
cussion of these matters is not within the scope of this Article. See A. FLEISCHER, TENDER
OFFERS: DEFENSES, RESPONSES AND PLANNING (1978); M. LIPTON & E. STEINBERGER, TAKE-

OVERS & FREEZEOUTS (1978); SHARK REPELLENTS AND GOLDEN PARACHUTES: A HANDBOOK
FOR THE PRACTITIONER (R. Winter, M. Stumpf & G. Hawkins eds. 1983).

23. See app. 1, infra p. 612, Diagram 4.
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the acquired corporation is required. Dissenting shareholders usually
have no rights concerning their position in the transaction, and the corpo-
rate identity of each corporation is preserved. Furthermore, the stock ac-
quisition mode may be desirable because it may circumvent statutory or
contractual restrictions on mergers or sales of substantially all assets. For
example, some state corporation statutes restrict mergers between domes-
tic and foreign corporations, or otherwise provide that such corporations
may merge only if they are empowered to engage in the same or similar
businesses.2 4 In addition, many loan agreements, mortgages, indentures,
patent licensing agreements, and material leases may have contractual
provisions barring a statutory merger of a sale of substantially all assets,
but not barring a stock acquisition.2

It is often stated that the primary advantage of a stock acquisition is
that the assets of the acquiring corporation are not exposed to any known
or contingent liabilities of the acquired subsidiary, inasmuch as the posi-
tion of the acquiring corporation is that of a stockholder with limited lia-
bility. While this is true, it must be remembered that if there exists any
known or contingent liabilities of the acquired corporation, this will re-
duce the value of the acquiring corporation's investment. In other words,
an apparently good deal becomes a bad deal.

A primary disadvantage of a stock acquisition is that it is voluntary in
character, inasmuch as there is no assurance that all shareholders will
tender their shares. In fact, in a stock acquisition involving any signifi-
cant number of shareholders, it is virtually certain that minority share-
holders will remain. If, however, the acquiring corporation obtains a large
enough ownership interest in the acquired company through the stock ac-
quisition, then it might be possible (subject to fiduciary duty and possible
securities laws constraints) subsequently to cause a merger of the ac-
quired subsidiary into the acquiring corporation that would eliminate the
minority shareholders.2

The actual scenario in a normal stock acquisition begins with formal
negotiations concerning the price and other material terms of the offer
between the managements of the involved companies. A formal agree-
ment between the companies is then drafted, under which the manage-
ment of the acquired company will recommend and approve the transac-
tion; and a formal offer is made to the shareholders of the acquired
company. If cash is the consideration, this form of offer will generally be
termed a 'cash tender offer.' If securities are the consideration, the offer

24. See, e.g., Ky. REv. STAT. § 271A-0.385 (1980).
25. For discussion of these loan covenants, see TERM LOAN HANDBOOK § 11.4 (J. McCann

ed. 1983).
26. See Freund & Easton, The Three-Piece Suitor: An Alternative Approach to Nego-

tiated Corporate Acquisitions, 34 Bus. LAw. 1679 (1979).
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will be deemed an 'exchange offer.' These transaction are similar, except
that in a cash tender offer, the tendering shareholders of the acquired
corporation will be 'cashed out' of the enterprise, while in an exchange
offer, the shareholders of the acquired corporation will become additional
shareholders of the acquiring corporation. In addition, an exchange offer
may require formal shareholder action to amend the charter documents
of the acquiring corporation if the documents do not authorize the issu-
ance of a sufficient number of shares to consummate the transaction."

A stock acquisition may be subject to federal and state laws on take-
overs and to general federal and state securities laws if the consideration
is stock or a public corporation is involved. A stock-for-stock exchange
may qualify as a tax-free 'B' reorganization if stringent statutory and reg-
ulatory requirements are met.2"

C. Acquisition of Substantially All Assets

All state corporation statutes have specific provisions dealing with the
acquisition of substantially all the assets of a corporation, regardless of
whether the consideration is stock, cash, or other property.2' These proce-
dures require a formal shareholder vote of the selling corporation and
give rise to appraisal rights for the shareholders of such corporation. Sales
of assets effected in the 'usual course of business' are generally excepted
from such procedures even if the sale is for substantially all of the assets,
although formal board of director approval is required.30

A "sale of substantially all assets. . . not in the usual or regular course
of business"31 is not necessarily a quantitative determination, but may
entail qualitative assessments. For example, the sale of the key operating
asset of a corporation may not involve a dollar majority of its assets, but
may still be a 'sale of substantially all assets' for state code purposes.32

Like a merger, this transaction is directly between the corporations. In
this transaction, however, the acquiring corporation, by contract, acquires

27. See, e.g., MODEL BUSINESS CORP. AcT §§ 58-60 (1969 & Supp. 1977).
28. See infra section IV(D).
29. On statutory provisions respecting such sales outside the ordinary course of business

see MODEL BUSINESS CORP. AcT § 79 (1969); DEL. CODE ANN. tit. 8, § 271 (1974); and
O.C.G.A. § 14-2-231 (Michie 1982).

30. E.g., MODEL BUSINESS CORP. AcT § 78 (1969). The Delaware Corporation Law con-
tains no comparable provision. Cf. O.C.G.A. § 14-2-230(a)(3) (Michie 1982). For a represen-
tative case discussing what constitutes 'usual course of business' see Sailer v. Land-Live-
stock-Recreation, Inc., 522 P.2d 214 (Or. 1974).

31. Gimbel v. Signal Co., 316 A.2d 599 (Del. Ch. 1974), aff'd on other grounds, 316 A.2d
619 (Del. 1974); Katz v. Bregman, 431 A.2d 1274 (Del. Ch. 1981). These cases appear to
blend qualitative and quantitative standards. Cf. Story v. Kennecott Copper Corp., 90 Misc.
2d 333, 394 N.Y.S.2d 353 (Sup. Ct. 1977) (the New York quantitative approach).

32. See app. 1, infra p. 612, Diagram 5.
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specified assets and liabilities of the acquired corporation. The considera-
tion is paid directly from the acquiring corporation to the acquired corpo-
ration, and the latter corporation remains in legal existence. As a practi-
cal matter, the acquired corporation normally either dividends out the
consideration to its shareholders or is liquidated, and the assets are dis-
tributed to the shareholders. In this situation, the material assets of the
acquired corporation are transferred to the acquiring corporation and the
acquired corporation goes out of existence or remains a 'shell.' In those
transactions in which the consideration received by the acquired corpora-
tion is stock of the acquiring corporation, the shareholders of the ac-
quired corporation become shareholders of the acquiring corporation. Ac-
cordingly, the result of most asset acquisitions is substantially similar to
the result of a merger.33 Indeed, this form of transaction is often dubbed
a 'practical merger.'

Unlike a merger, however, which requires formal action from the corpo-
rate organs of both corporations, the state statutes regulating asset acqui-
sitions require only formal action of the shareholders of the acquired cor-
poration. Thus, unless it is necessary to amend the articles of
incorporation of the acquiring corporation as a result of the transaction,
the shareholders of the acquiring corporation do not vote upon the
transaction."

A primary advantage of the asset acquisition is that the acquiring cor-
poration does not take upon itself any assets or liabilities for which it
does not specifically contract.35 Moreover, no formal documentation is re-
quired to be filed with the state nor is any formal approval of the state
corporate authorities required. Yet, there is a completeness to the trans-
action: Once the requisite shareholder vote of the acquired corporation
is obtained, the transaction may be effected, regardless of the dissent of
minority shareholders of the acquired corporation (whose only remedy is
generally their statutory appraisal rights).

A major disadvantage of the asset acquisition is that the process is
complex and cumbersome. Unlike a merger, in which assets and liabilities
pass by operation of law, an asset acquisition requires the seller to trans-
fer to the purchaser specified assets and liabilities by contract. The con-
veyances, therefore, must be effected by deed, bill of sale, assignment,
certificate of title, or other applicable instrument. In a major asset acqui-
sition, this process can be extremely time-consuming and expensive. In

33. See H. HENN & J. ALEXANDER, LAWS OF CORPORATIONS 963 n.16 (3d ed. 1983).
34. It may be necessary to have shareholder authorization of the issuance of additional

stock to be used as consideration for the acquisition, if there is not sufficient capital stock
authorized by the articles of incorporation.

35. See, e.g., Domine v. Fulton Iron Works, 76 Ill. App. 3d 253, 395 N.E.2d 19 (1979);
but cf. Ray v. Read Corp., 19 Cal. 3d 22, 560 P.2d 3, 136 Cal. Rptr. 574 (1977).
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addition, the transaction may be subject to the state bulk sales provisions
of the Uniform Commercial Code.3

If various requirements are met, an asset acquisition for stock may
qualify as a tax-free 'C' reorganization.'7

D. 'Triangular' Mergers

In recent years, a new variant of the merger has arisen that has been
accommodated by most state corporation codes: the triangular merger .3
In a triangular merger, the acquiring corporation will create a new subsid-
iary solely for the purpose of effecting the acquisition. The acquiring cor-
poration will place in the subsidiary, in exchange for all of the stock of
the subsidiary, the consideration to be used in consummating the merger.
The acquired corporation may be merged into the new subsidiary (a 'for-
ward triangular merger') or the new subsidiary may be merged into the
acquired corporation (a 'reverse triangular merger'). In the forward trian-
gular merger, when stock of the acquiring corporation is the consideration
for the merger, the shareholders of the acquired corporation receive the
stock of the acquiring corporation rather than the stock of the surviving
subsidiary. The end result is that the former 'shell' subsidiary, which is a
wholly owned subsidiary of the acquiring corporation, will have the assets
and liabilities of the acquired corporation fused into it, and the former
shareholders of the acquired corporation will become shareholders of the
acquiring corporation. If the consideration used in the merger is cash, the
shareholders of the acquired corporation will receive cash for their shares
and then 'go away.' The same results will occur in a 'reverse triangular'
merger, except that the subsidiary will be merged into the acquired cor-
poration, with the acquired corporation becoming a wholly-owned subsid-
iary of the acquiring corporation. The reverse form is often chosen when
there is a contract, license, or material right that must remain in the ac-
quired corporation."

The practical result of the triangular merger is similar to that of an
exchange of stock: a parent-subsidiary relationship is created. The ad-

36. See U.C.C. art. 6 (1977), which prescribes a statutory notice procedure to make 'bulk
sales' effective against creditors. As such, compliance with the bulk sales laws will affect the
timing of the acquisition. If such compliance is waived, the acquiring corporation should
carefully assess its liability and should obtain appropriate indemnifications from the selling
corporation and/or its principal owners.

37. See infra section IV(E).
38. See MODEL BuSINESS CORP. AcT § 71(c) (1969). Cf. DEL. Cons ANN. tit. 8, § 251(b)(4)

(1974); O.C.G.A. § 14-2-210(b)(3) (Michie 1982).
39. For discussion of the historical background and rationale behind permitting triangu-

lar merger, see Ginnings & Jones, Triangular Mergers in Texas, 12 Hous. L. REv. 307
(1975).
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vantage of the triangular merger over the exchange offer is that, through
the merger statutes, there will be no minority shareholders in the surviv-
ing subsidiary. A disadvantage is the requisite corporate action and other
requirements of a state's merger laws.' 0 There are special tax considera-
tions for effecting a tax-free reorganization using a triangular merger."

E. The Choice

The actual choice of acquisition form is generally made only after a full
assessment of the following: Business motives and objectives of the com-
panies, tax and accounting considerations of both enterprises and their
respective shareholders, required timing of the transaction, shareholder
approvals that may be required, requisite governmental approvals, the ex-
istence of statutory or contractual impediments, the relative bargaining
positions of the parties, the position of management of the acquired cor-
poration favoring or disapproving the combination, and the impact of se-
curities laws involving issuance of shares, solicitations of proxies, or take-
overs. There is no standard solution. A separate decision must be based
upon the relevant circumstances of each transaction.42

II. GENERAL LEGAL CONSIDERATIONS

A. Contract and Property Notions

As in all other business and commercial transactions, the law of con-
tracts plays a significant role. Any form of corporate acquisition or combi-
nation will entail numerous contractual arrangements and documents to
consummate the transaction.' 3 The terms of pre-existing agreements,
such as shareholder agreements, loan agreements, indentures, major busi-
ness contracts, licensing agreements, and mortgages, may also contain
contractual provisions that restrict or otherwise require consent for the
consummation of the transaction. Failure to obtain such consents could
give rise to a material default under such pre-existing agreements."

The interpretation, enforcement, and remedies for breach of an acquisi-

40. See app. 1, infra p. 612, Diagram 3.
41. See infra section IV(F).
42. For a consideration of the complexities involved in weighing and balancing these

various matters in the overall planning process, see B. Fox & E. Fox, supra note 7, ch. 2. It
should be noted that the planning process may involve multiple stages that include the
employment of several legal forms of acquisitions. Private purchases of stock may be fol-
lowed by a tender offer and then by a final-stage merger.

43. See infra section VI(B).
44. See, e.g., Note, Effect of Merger and Consolidations on Property, Rights and

Franchises of the Constituent Corporations, 38 VA. L. REV. 496 (1952).
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tion agreement are essentially a matter of state contract law.46 It is un-
clear whether Article Two of the Uniform Commercial Code is applicable
to acquisition situations. Article Two applies to transactions in "goods," a
term which includes "all things . . .which are movable . ..other than
. . .investments and securities.""' As in a transaction involving a sale of
assets, it appears that Article Two (at least to the extent applicable to
"goods") would apply to the transaction. 7 Article Two of the U.C.C. con-
tains special rules and remedies unlike the common law of contracts."
Also, as previously mentioned, a sale of assets may come under the bulk
sales provisions of Article Six of the U.C.C.4

9

In addition to basic contract notions, acquisitions invariably involve the
transfer of some form of property. In a merger, the transfer occurs by
operation of law; in the stock acquisition, there is no transfer of assets
except the stock; and in the asset acquisition, the transfers are effected by
contract and by traditional property rules. With respect to the transfers
in an asset acquisition, real property needs to be conveyed by deed, per-
sonal property by bill of sale, contract rights by assignment, and special
property, such as motor vehicles or airplanes, by certificate of title or gov-
ernment authorization." In a stock acquisition, the transfer is subject to
state and federal securities laws and constitutes a sale of personalty,
which is now governed by the U.C.C. or its equivalent under the relevant
state law.51

B. Corporate Action

The effectuation of a corporate combination, depending upon its legal
form, may entail various corporate actions on the board of director or
shareholder level. The requirement of such corporate action may weigh
heavily in the final business decision concerning the legal form of the ac-
quisition. For example, if a shareholder vote is required for a public cor-
poration, this will mean the use of the federal proxy system, which in

45. On contract aspects, see Weinreich, Contract of Sale, in BusINEsS ACQUISITIONS,

supra note 7, ch. 5; Dillport, Breaches and Remedies in BUSINESS ACQUISITIONS, supra note
7, ch. 31. For a sample form of acquisition agreement (stock purchase), see Glickman, A
Stock Purchase Agreement, 3 ALI-ABA COURSE MAT. J. No. 2, 65 (1978). See also Borden,
Drafting a Purchase Agreement for the Acquisition of a Closely-Held Business, 12 PRAC.
LAW. 9 (1966).

46. U.C.C. § 2-105(1) (1977). Cf. Melms v. Mitchell, 266 Or. 208, 512 P.2d 1336 (1973).
47. See WHm & SUMMERS, UNIFORM COMMERCIAL CODE, Intro. and ch. 1-2 (2d ed. 1980).
48. See generally U.C.C. art. 2 (1977).
49. See supra note 36.
50. For a discussion of real property conveyances, see generally M. FRIEDMAN, CON-

TRACTS AND CONVEYANCES OF REAL PROPERTY (3d ed. 1975).
51. See U.C.C. art. 8 (1977).

19851 579



MERCER LAW REVIEW [Vol. 36

turn will entail considerable time, expense, and public disclosure.2 Also,
as a practical matter, it may not be possible to secure the requisite share-
holder vote in a given transaction.

Merger. A merger must be initiated by the boards of directors of the
various companies involved.53 Each board has the discretion to recom-
mend the transaction to the shareholders for a formal vote, with the
board's determination generally being subject to the 'business judgment
rule' (absent fraud or self-dealing)." The requisite shareholder vote will
vary according to the relevant state corporation codes. The state law may
require a simple majority of shares entitled to vote or up to a two-thirds
majority of each class of outstanding securities of the corporation
(whether or not such shares are otherwise entitled to vote).55 This share-
holder vote may be even higher, if expressly provided for in the com-
pany's articles of incorporation. 6

A significant aspect of a merger is that action by each corporation's
board of directors must be followed by shareholder approval in accor-
dance with statutory requirements. It should be noted, however, that
there may be several statutory exceptions to the requirement of a share-
holder vote.

(a) Short Form Merger-Many state corporation codes contain provi-
sions that are designed to accommodate the realities of a merger between
a parent and its "almost wholly-owned" subsidiary.5 7 For example, under
the Model Business Corporation Act, if a parent corporation holds at
least ninety percent of the subsidiary's stock, the merger may be effected
through appropriate resolutions of the board of directors of the parent,
with no action being required by the board or the shareholders of the

52. See infra section V(A).

53. MODEL BUSINESS CORP. ACT § 71 (1969); DEL. CODE ANN. tit. 8, § 251(b) (1974);
O.C.G.A. § 14-2-210(b) (Michie 1982).

54. For a discussion of "business judgment rule" (including key citations and cases) see
Ribstein, supra note 7, at § 7.03.

55. See, e.g., DEL. CODE ANN. tit. 8, § 251(c) (1974); MODEL BUSINESS CORP. ACT § 73
(1969 & Supp. 1977) requiring a majority vote; but, the Texas Business Corporation Act

(TEx. Bus. CORP. ACT) art. 5.03 requires a two-thirds vote (unless lowered in the articles of

incorporation to no less than a majority) of each class of stock whether or not entitled to

vote. O.C.G.A. § 14-2-212(c) (Michie 1982) requires a majority vote of all shares entitled to
vote.

56. E.g., MODEL BUSINESS CORP. ACT § 143 (1969 & Supp. 1977) permits a greater vote
than the statutory prescribed norm if contained in the corporation's articles of incorpora-
tion. Under TEX. Bus. CORP. ACT art. 9.08 a greater vote or a lower vote not less than a

majority is permitted because the statutory norm is two-thirds. Under O.C.G.A. § 14-2-118
(Michie 1982) a greater vote than the statutory prescribed norm is permitted if contained in
the corporation's articles of incorporation.

57. See, e.g., O.C.G.A. § 14-2-214 (Michie 1982).
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subsidiary.58 While no shareholder approval is required, certain states
may require prior notice to minority shareholders of the subsidiary corpo-
ration. Other states, however, including Delaware, do not require that any
prior notice be given to any minority shareholders, although notice is re-
quired within a short period of time after the event. 9

(b) Mergers Between Corporations of Disparate Size-The Model
Business Corporation Act provides that if the number of outstanding
shares of the larger corporation will increase by no more than twenty per-
cent, and if there is no significant change in its article of incorporation by
virtue of the merger, shareholder approval of the larger corporation is not
required.6 If such corporation has its shares traded on a national stock
exchange, however, then the rules of the exchange will generally require
such a vote, notwithstanding the absence of a requirement under state
law. In such case, if a vote is not taken, the new additional shares will not
be permitted to be listed on the stock exchange.61

(c) Triangular Mergers-As discussed above, in a triangular merger
the acquiring corporation will set up a wholly-owned subsidiary for the
purpose of effecting the transaction. Thus, in a strict legal sense, the ac-
quiring corporation is not a 'constituent' corporation to the transaction,
and therefore is not required to obtain the approval of its shareholders.
As the acquiring corporation is the sole shareholder of the subsidiary, its
consent as a shareholder is, of course, perfunctory."

Stock Acquisition. In most instances, no corporate action will be re-
quired in a stock acquisition, except possibly for a resolution of the board
of directors of the acquiring corporation.0 No formal shareholder ap-
proval of the acquired corporation is required, since the transaction is
effected on a consensual or contractual basis between the acquiring corpo-
ration and the individual shareholders of the acquired corporation.

Generally, the decisions by the shareholders of the acquired corpora-
tion whether to tender their shares are individual decisions. Recent
amendments to the Model Business Corporation Act s ' and the corpora-

58. MODEL BUSINESS CORP. AcT § 75 (1969).
59. DEL. CODE ANN. tit. 8, § 253 (1974).
60. MODEL BUSINESS CORP. AcT § 75 (1969). See also DEL. CODE ANN. § 251(f) (1974); cf.

O.C.G.A. § 14-2-212(a) (Michie 1982).
61. See, e.g., New York Stock Exchange, COMPANY MANUAL, A283-284.
62. See supra section H(D).
63. A formal board resolution may be required by a corporation's articles of incorpora-

tion, bylaws, prior resolution, or a shareholder agreement. Even absent this requirement, it
is often the most prudent course to have a resolution to avoid any subsequent disputes
concerning who has the authority to negotiate the transaction, who may execute the relevant
documents, and the scope of this authority.

64. See MODEL BUSINESS CORP. ACT § 72A (Supp. 1977).
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tion laws of a few states, 6 however, now provide a formal procedure by
which all of the shareholders of the acquired corporation (subject to an
exercise of statutory appraisal rights) are compelled to accept a plan for a
share exchange if it is approved by a majority of the acquired corpora-
tion's outstanding shares and approved by the directors of the acquiring
corporation. In effect, this new provision, which has been accepted on
only a very limited basis among the states to date, provides procedures
for a stock acquisition equivalent to those for a sale of substantially all
assets. It should be noted that under this alternative statutory treatment
of stock acquisitions, a formal vote of the shareholders of the acquired
corporation will be required and statutory appraisal rights that previously
had not existed are provided.6

Asset Acquisition. In a sale of substantially all assets, the board of
directors of the acquired corporation must make a recommendation to its
shareholders. The shareholders must then approve the transaction, al-
though some states permit a lesser percentage of shares to approve the
sale of assets than would be required to approve a merger.17 No similar
statutory requirement exists for the acquiring corporation. In most in-
stances, however, the board of directors will pass appropriate corporation
resolutions. Shareholder approval by the acquiring corporation will be re-
quired if subject to a stock exchange rule concerning the issuance of new
shares in an amount exceeding twenty percent of the number
outstanding.6s

Amendment to Charter Documents. In addition to the corporate

65. See, e.g., OR. REV. STAT. § 57.462 (1983).
66. As noted in L. SOLOMON, R. STEVENSON & D. SCHWARTZ, CORPORATIONS: LAW AND

POLICY 954 (1982):
This section [§ 72A] which was added to the Model Act in 1976, in effect compels
all of the shareholders of the acquired corporation (unless they choose to exercise
their appraisal rights) to accept a share exchange approved by a majority of the
acquired corporation's outstanding shares. The draftsmen of this provision, recog-
nizing that the differences between a merger or consolidation and a stock swap
were almost entirely formal, sought to make the two more equivalent in practice
by depriving would-be "hold-outs" among the acquired corporation's shareholders
of an option that they would have if the transaction was cast in the form of a
merger. Giving the planners of corporate combination this option also eliminates
the practical and legal difficulties that often lead to freeze-outs.

Id.
67. See, e.g., Iowa Business Corporation Act, IowA CODE ANN. § 496A.76 (West 1976)

requiring a majority for sales of substantially all assets, while IOWA CODE ANN. § 496A.70
(West 1976 & Supp. 1984) requires a two-thirds vote for mergers. See also MODEL BUsINEss
CORP. AcT § 79 (1969 & Supp. 1977); DEL. CODE ANN. tit. 8, § 271(a) (1974); O.C.G.A. § 14-2-
212(c) (Michie 1982) which require the affirmative vote of the holders of a majority of shares
entitled to vote of the selling corporation.

68. See supra note 61.
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actions described above, if a transaction involves the issuance of shares
that have not yet been authorized, or engagement in an activity that is
not authorized or contemplated by the articles of incorporation, then a
formal amendment to the articles of incorporation of the acquiring corpo-
ration will be necessary. Such an amendment will entail not only board
resolution, but approval by the shareholders." In a public corporation,
the shareholder vote will be subject to the federal proxy regulations. 0

C. Shareholder Protection

Under traditional common-law principles, a shareholder had a vested
right to retain his ownership interest in the corporate entity in which he
had invested. Any fundamental change such as merger, sale of assets, or
dissolution required the unanimous consent of shareholders." As general
enabling corporation codes came into existence, however, this vested
rights concept began to erode.7s Notwithstanding this erosion, the state
corporation code and especially state case law have remained sensitive to
the oppression of minority shareholders.7 3 This concern may be expressed
in a number of ways.

Formal Shareholder Vote. This matter has been discussed above.74

Appraisal Rights. With the statutory shift from common-law re-
quirements of unanimityto less than unanimous shareholder approval for
these fundamental changes entailing corporate acquisitions or combina-
tions, the need for some appropriate statutory vehicle for protecting the
minority's interest arose. This need is now addressed, in most states, by
statutory appraisal rights, a device that finds its origin in the courts of
equity."'

Appraisal rights permit dissenting shareholders to be paid in cash the
value of their shares as determined through a formal judicial appraisal. 7

'

The availability of this shareholder right or remedy may vary from state
to state. Virtually all states have such rights for the shareholders of both
the acquired and acquiring corporations in mergers,7 and most states

69. See MODEL BUSINESS CORP. ACT § 59 (1969 & Supp. 1977); DEL. CODE ANN. tit 8, §
242 (1974); O.C.G.A. § 14-2-191, -192 (Michie 1982).

70. See infra section V(A).
71. See H. HENN & J. ALEXANDER, supra note 33, at 952.
72. Id. at 955-59.
73. See generally H. O'NEAL, OPPRESSION OF MINORITY SHAREHOLDERS (1975 & Supp.

1984).
74. See supra section II(C).
75. For discussion of development of and policies behind appraisal rights, see M. EISEN-

BERG, THE STRUCTURE OF THE CORPORATION ch. 7 (1976); Buxbaum, Dissenter's Appraisal
Remedy, 23 U.C.L.A. L. REv. 1229 (1976).

76. See MODEL BUSINESS CORP. ACT §§ 80-81 (1969 & Supp. 1977).
77. See, e.g., DEL. CODE ANN. tit 8, § 262(b) (1974); O.C.G.A. § 14-2-250(a)(1) (Michie
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have this remedy for shareholders of the acquired corporation in a sale of
substantially all corporate assets.78 Some states also provide this remedy
in certain corporate recapitalizations and fundamental amendments to
corporate charters.79 In addition, as mentioned above, the recent amend-
ments to the Model Business Corporation Act and certain state corpora-
tion codes will now provide appraisal rights when a formal shareholder
vote in a stock acquisition is utilized.80 Appraisal rights are often not
available in the case of a short-form merger.8 ' Furthermore, states such as
Delaware preclude appraisal rights in mergers or sales of assets when the
shareholders of the acquired corporation receive stock that is listed on a
national stock exchange.8 2

The procedural requirements for instituting an appraisal proceeding
are complex 3 and must be followed strictly. " Ordinarily, to exercise such
right, a dissenting shareholder must give prior written notice of intent to
dissent and then, depending upon the particular provisions, demand pay-
ment, tender his share certificates, and refrain from voting in favor of the
corporate action. If the statutory time period and procedures are not
complied with strictly, the shareholder will generally lose these rights. In
addition, if the corporation contests the appraisal proceedings (which
must be brought on an individual basis rather than as a class-action),
these proceedings may become very lengthy and costly for the share-
holder. Subject to the outcome of the appraisal proceedings, a dissenting
shareholder effectively loses his status as a shareholder, including his
right to dividends. The shareholder, however, may have a right to receive
interest on the value of his shares."8

One of the most difficult aspects of a judicial appraisal proceeding is
the actual valuation of the corporate shares.88 A typical state appraisal
statute speaks in terms of the 'fair value' of the shares. This terminology,

1982 & Supp. 1984).
78. See, e.g., O.C.G.A. § 14-2-250(a)(2) (Michie 1982 & Supp. 1984). No such require-

ment, however, exists under the Delaware General Corporation Law.
79. See, e.g., O.C.G.A. § 14-2-250(a) (Michie 1982 & Supp. 1984); N.Y. Bus. CORP. L. §

806(b)(6) (McKinney 1963 & Supp. 1984).
80. See Conard, Amendments of Model Business Corporation Act Affecting Dissenter's

Rights (Sections 73, 74, 80 and 81), 33 Bus. LAw. 2587 (1978).
81. See, e.g., DEL. ConE ANN. tit. 8, §§ 251(f), 262(k) (1974); but see discussion of Wein-

berger, infra notes 88-89 and accompanying text.
82. DEL. CODE ANN. tit. 8, § 262(b)(1) (1974), which also excludes appraisal rights if the

shares are held by record by not less than 2,000 stockholders, and if, in the case of the
surviving corporation, shareholder approval is not required.

83. E.g., O.C.G.A. § 14-2-251 (Michie 1982).
84. See, e.g., Schneyer v. Shenandoah Oil Corp., 316 A.2d 570 (Del. Ch. 1974).
85. For a discussion of the mechanics involved in an appraisal rights statute, see Henn &

Alexander, Appraisal Remedy, 2 N.Y. Bus. CORP. L. 623-25 (19-.) (app. 4, checklist 8).
86. See, e.g., Tri-Continental Corp. v. Battye, 31 Del. Ch. 523, 74 A.2d 71 (1950).
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however, simply begs the question concerning the appropriate method of
valuation. A common way of evaluating shares is the so-called 'Delaware
block' or 'weighted average' method, whereby the elements of value-the
assets, market price, and earnings-were assigned a particular weight,
with the resulting amounts added to determine the value per share. 7 In
the recent case of Weinberger v. UOP, Inc.,88 however, the Delaware Su-
preme Court appeared to be proposing a more liberal approach to ap-
praisal, whereby any technique or method that is generally considered ac-
ceptable in the financial community, acceptable to the court, and
consistent with statutory requirements, may be considered and utilized
by the court. Serving as a persuasive but nonbinding precedent outside of
Delaware, the decision in Weinberger most likely will be limited to cer-
tain 'freeze-out' merger situations not formally covered by the appraisal
statute, and may not generally replace the old 'Delaware block' method.8 9

Certain courts have also equitably extended appraisal rights, and share-
holder voting rights analogous to those protections available in typical
merger transactions, to transactions that in substance (but not in form)
are recharacterized by the courts as mergers (in other words, a de facto
merger). 0

Another difficult question that arises in appraisal proceedings is
whether the statutory appraisal remedies are the exclusive remedies avail-
able to dissenting shareholders. Depending on the wording of a state's
corporation code and relevant judicial decisions, the question may arise
whether a shareholder may seek other remedies, such as enjoining the
transaction when, for example, fraud, overreaching, or substantial unfair-

87. See In re General Realty & Utilities Corp., 29 Del. Ch. 480, 52 A.2d 6, 14-15 (1947).
See also Comment, Valuation of Dissenters' Stock Under Appraisal Statutes, 79 HARV. L.
REV. 1453 (1960).

88. 457 A.2d 701 (Del. 1983). For further discussion of this case, see Herzel & Coiling,
Freeze-Out Mergers in Delaware-The Delaware Supreme Court Decision in "Weinberger
v. U.O.P., Inc.," 7 CORP. L. REV. 195 (1980); Coleman, The Appraisal Remedy in Corporate
Freeze-Outs: Questions of Valuation and Exclusivity, 38 Sw. L.J. 775 (1984).

89. Clearly the new Weinberger valuation approach will be generally applied under the
general Delaware appraisal statute. DEL. CODE ANN. tit. 8, § 262 (1974). See Rothschild, Int'l
Corp. v. Leggett Group, Inc., 474 A.2d 133 (Del. 1984); Susman v. Lincoln Am. Corp., 578 F.
Supp. 1041 (1984), applying Delaware law. But outside Delaware, cf. Blasingame v. Ameri-
can Materials, Inc., 654 S.W.2d 659, 665-77, 668 n.1 (Tenn. 1983), which expressly recog-
nized Weinberger on rehearing, but continued to adopt 'Delaware block' method.

90. For a discussion of the de facto merger doctrine, see Deutsch, The Form and Sub-
stance of a Merger: A Reading of Farris v. Glen Alden Corp., 20 VILL. L. REV. 80 (1974);
Folk, De Facto Mergers in Delaware: Hariton v. Arco Electronics, Inc., 49 VA. L. REv.

1261 (1963). See also Note, Successor Liability in Corporate Acquisitions, An Examination
of Attempts to Limit the De Facto Merger Doctrine, 46 J. AIR L. 483 (1981). But cf. Terry
v. Penn Central Corp., 668 F.2d 188 (3d Cir. 1981) (recent case denying de facto merger
doctrine).
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ness are included.91

Certain state corporation statutes expressly provide that the right to
dissent and to seek appraisal is the exclusive remedy for dissenting share-
holders. Absent such language, however, the case law on the subject is
divided. In all events, it appears reasonably clear that a dissenting share-
holder may attack a fundamental change if it is not authorized by an
applicable statute, if it has not been effected according to the proper pro-
cedures, or if it is the result of actual or constructive fraud in obtaining
shareholder approval. Generally, though, if the shareholder complains
simply that the transaction or price is 'unfair,' the appraisal remedy most
often will be the exclusive remedy.92

Fiduciary Standards. In acquisition transactions, fiduciary concerns
ordinarily are generally not of major import, since the transactions are
most often arm's length, negotiated events not creating any fiduciary
duty. Particularly in a two-step transaction, however, when minority
shareholders are included, consideration must be given to whether the
majority shareholder is breaching a fiduciary duty in situations such as a
freeze-out of the minority shareholders through a cash-out merger.92 Fi-
duciary concerns also arise in the sale by a majority shareholder of his
ownership interest for a premium over what the other shareholders re-
ceive. The primary argument in this 'sale of control' issue is that the pre-
mium being paid for control is viewed as a corporate asset and not a
shareholder asset and, therefore, all shareholders should have an opportu-
nity to receive the same deal that the majority shareholders have.", This
view, however, remains in the minority. The majority take the position
that in most instances there is a value to control that can be sold legiti-
mately by a controlling person95 In these situations, however, care must
be taken to ensure that the transaction is structured in such a manner as
not to give rise to a cause of action for a breach of fiduciary duty."s

91. See W. CARY & M. EISENBERG, CORPORATIONS 1513-16 (5th ed. 1980); Vorenberg, Ex-
clusiveness of the Dissenting Stockholder's Appraisal Right, 77 HARV. L. REv. 1189 (1964).

92. Cf. MODEL BUSINESS CORP. AcT § 80(b) (1969 & Supp. 1977) (provides that there be
no other remedy except as available under this section).

93. See Brockmeyer & Yerkes, Two-Step Acquisitions- "Freezing Out" Minority
Shareholders, in BUSINESS ACQUISITIONS, supra note 7, ch. 19.

94. See Andrews, The Stockholder's Right to Equal Opportunity in Sales of Shares, 78
HARV. L. REV. 505 (1965). Cf. Easterbrook & Fischel, Corporate Control Transactions, 91
YALE L.J. 698 (1982).

95. E.g., Delano v. Kitch, 663 F.2d 990 (10th Cir. 1981), cert. denied, 456 U.S. 946 (1982)
(applying Kansas law).

96. For further discussion see O'NEAL, supra note 73, ch. 4.
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D. Finder's Arrangements

Often in a corporate acquisition or combination, there will be a 'finder,'
that is, an intermediary who brings together the parties for the purpose of
effecting the transaction. The finder may be an individual, investment
banker, accounting firm, bank, law firm, or other organization. On a
purely technical level, a finder is often limited to introducing the prospec-
tive purchaser and seller, while a finder-broker will also participate in the
actual negotiations. In fact, various investment banking houses may actu-
ally play a significant role in the actual structuring of the transaction. 7

For the services performed, a finder or finder-broker will be entitled
lawfully to some form of compensation." Unless the nature and extent of
the compensation is determined at an early state of the transaction, de-
termining the amount of the finder's fee and who is responsible for pay-
ing it may become a serious obstacle to the consummation of the transac-
tion." Far too often, an unknown finder will 'come out of the woodwork'
at the 'eleventh hour' of an acquisition.

In a typical finder situation, the compensation will be paid if and when
the transaction closes. In a smaller acquisition, the fee may be a flat five
or six percent. If the finder-broker expends a considerable amount of time
in the negotiation of the transaction, it may be as high as ten percent. In
a larger deal, however, a finder's fee may be one percent or less. 00

For both the purchasing corporation and the selling corporation, it is
important that any finder be identified at the earliest stages and that a
written contract for his services be obtained. The acquisition contract be-
tween the purchaser and seller should identify who is responsible for pay-
ment of any finder's fees. Also, it is usual in the acquisition agreement to
have indemnification provisions concerning any unknown finders' or bro-
kers' fees.101

97. See generally Herz, Business Brokers' and Finders' Agreements, in BUSINEss Ac-
QUISITIONS, supra note 7, ch. 3.

98. See, e.g., Penzatti v. Broda Mach. Co., Inc., 37 A.D.2d 340, 325 N.Y.S.2d 228 (1971),
aff'd 33 N.Y.2d 815, 305 N.E.2d 917, 350 N.Y.S.2d 908 (1973) (fee due respecting sale of a
closely-held business).

99. For example, a finder could threaten litigation that might impair the acquisition or
at least the transfer of certain assets. At minimum, some form of holdback provision might
be insisted upon by the purchaser pending resolution of the problem.

100. In large transactions, a common formula is the so-called 'Lehman formula' or the
'five-four-three-two-one formula,' pursuant to which five percent is paid on the first one
million dollars, four percent on the next one million dollars, three percent on the next one
million dollars, two percent on the next one million dollars, and one percent on any amounts
in excess of four million dollars.

101. A typical acquisition agreement would have both parties representing and warrant-
ing concerning no finders, and these provisions would be tied into an indemnification provi-
sion. For a form of separate agreement with a finder, see Lewis, An Agreement With a
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IV. TAX AND ACCOUNTING ASPECTS

A. In General

Disposition or transfer of business property will generally result in a
'taxable event' whereby any 'gain' or 'loss' resulting from the transaction
will be recognized under the Internal Revenue Code (I.R.C.), Treasury
Department Regulations, and Internal Revenue Service rulings. This is
true unless there exist specific provisions under the I.R.C. providing oth-
erwise. One group of I.R.C. provisions provides a means to effect tax-free
"corporate reorganizations. ' 102

In common lawyer parlance, the term 'corporate reorganization' will
generally evince thoughts of a corporate bankruptcy. '0 The term used
under the I.R.C., however, is much broader and includes mergers, consoli-
dations, recapitalizations, stock acquisitions, asset acquisitions, and even
changes in form or place of organization.10' 4 If these transactions are ef-
fected in strict compliance with the other relevant I.R.C. provisions, then
they can be consummated 'tax-free.' Many corporate combinations are
structured around these tax-free reorganization provisions of the I.R.C.10r

The rationale behind the tax-free reorganization provisions is "that the
new property is substantially a continuation of the old investment still
unliquidated; and, in the case of reorganizations, that the new enterprise,
the new corporate structure and the new property are substantially con-
tinuations of the old, still unliquidated."' This approach is largely for-
malistic in many corporate combination situations, since there is often a
very substantial readjustment in the investment and not simply a
mechanical continuity of investment.107 Notwithstanding the economic re-
alities, the I.R.C. will permit tax-free treatment if its formal requirements
are met.

The three primary forms of tax-free corporate reorganizations bear the
colloquial designations 'A,' 'B,' or 'C' reorganizations, since these are the

Finder for the Sale of a Business, 3 ALI-ABA COURSE MAT. No. 6, 81 (1979).
102. See I.R.C. §§ 354-68 (1984).
103. See, e.g., ch. XI ("Reorganization") of the Federal Bankruptcy Act, 11 U.S.C. §

1101 (1982).
104. See I.R.C. § 368(a)(1) (1984).
105. For example, all of the tax-free provisions require extensive use of stock as the

consideration. In such situations, the acquiring corporation (particularly if it thinks its stock
is undervalued) may not wish to part with its stock; on the other hand, one or more of the
sellers may wish cash, which may preclude tax-free treatment. For further discussion, see W.
PAINTER, CORPORATE AND TAX ASPECTS OF CLOSELY-HELD CORPORATIONS § 8.5 (2d ed. 1981 &
Supp. 1984).

106. See Treas. Reg. § 1.1002-1(c) (1984).
107. For further discussion, see B. BiTTKER & J. EUSTICE, supra note 9, 1401.
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relevant subsections of the I.R.C. provisions.108 Under the I.R.C., these
basic forms of corporate reorganization are:

(A) A statutory merger or consolidation; 1"
(B) The acquisition by one corporation, in exchange solely for all or a

part of its voting stock (or in exchange solely for all or a part of the vot-
ing stock of a corporation which is in control of the acquiring corpora-
tion), of stock of another corporation if, immediately after the acquisi-
tion, the acquiring corporation has control of such other corporation
(whether or not such acquiring corporation had control immediately
before the acquisition); 0 and

(C) The acquisition by one corporation, in exchange solely for all or a
part of its voting stock (or in exchange solely for all or a part of the vot-
ing stock of a corporation which is in control of the acquiring corporation)
of substantially all of the property of another corporation, but in deter-
mining whether the exchange is solely for stock, the assumption by the
acquiring corporation of the liability of the other, or the fact that prop-
erty acquired is subject to a liability, shall be disregarded."'

In relating the tax status of these reorganizations to the different types
of corporate acquisition situations discussed above, one can see that the
'A' reorganization is a statutory merger or consolidation, the 'B' reorgani-
zation is the stock exchange, and the 'C' reorganization is the sale of sub-
stantially all of the assets. The major qualifications are that all of these
transactions must have a significant use of stock as consideration, and
they must also comply with 'judicial gloss' and highly complex Treasury
Regulations and Internal Revenue Service rulings.

B. The Judicial Gloss

The corporate reorganization provisions of the I.R.C. have been subject
to significant judicial interpretation, which has resulted in the formula-
tion of 'judicial gloss' that must be taken into consideration when inter-
preting the basic statutory provisions. The judicial gloss includes such
doctrines as "business purpose," "continuity of business enterprise,"
"continuity of proprietary interests," and "step transaction.""'

Business Purpose. This judicial doctrine is derived from the United

108. I.R.C. § 368(a)(1) (1984). Section 368(a)(1) also provides for other types of tax-free
reorganizations, such as the 'D' reorganization respecting transfer of assets to controlled
corporations, the 'E' reorganization concerning recapitalizations, and the 'F' reorganization
regarding changes in identity, form or place of organization.

109. I.R.C. § 368(a)(1)(A) (1984).
110. Id. § 368(a)(1)(B).
111. Id. § 368(a)(1)(C).
112. See generally B. Brrrit & J. EusTicE, supra note 9, I 14.51.
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States Supreme Court decision in Gregory v. Helvering,"13 which upheld
Judge Learned Hand's decision in Helvering v. Gregory."' In Gregory,
the taxpayer had carefully structured, in full compliance with the I.R.C.
reorganization and liquidation provisions, a complicated spinoff and liq-
uidation transaction. In noting that "[a]nyone may so arrange his affairs
that his taxes shall be as low as possible,""' Judge Hand stated:

Nevertheless, it does not follow that Congress meant to cover such a
transaction, not even though the facts answer the dictionary definitions
of each term used in the statutory definition. It is quite true, as the
[Board of Tax Appeal] has very well said, that as the articulation of a
statute increases, the room for interpretation must contract; but the
meaning of a sentence may be more than that of the separate words, as a
melody is more than the notes, and no degree of particularity can ever
obviate recourse to the setting in which all appear, and which all collec-
tively create. The purpose of the section is plain enough; men engaged in
enterprises-industrial, commercial, financial, or any others-might wish
to consolidate, or divide, or add to, or subtract from, their holdings. Such
transactions were not to be considered as "realizing" any profit, because
the collective interest still remained in solution. But the underlying pre-
supposition is plain that the readjustments shall be undertaken for rea-
sons germane to the conduct of the venture in hand, not as an ephemeral
incident, egregious to its prosecution. To dodge the shareholders' taxes
is not one of the transactions contemplated as corporate
",reorganizations." 6

In upholding Judge Hand's recharacterization of the transaction, the
United States Supreme Court emphasized that: "An operation having
no business or corporate purpose-a mere device which put on the form
of a corporate reorganization as a disguise for concealing its real charac-
ter, and the sole object and accomplishment of which was a consumma-
tion of a preconceived plan" will not qualify the transaction for treatment
as a tax-free reorganization, irrespective of its formal compliance with the
relevant I.R.C. provisions." 7 As noted by Bittker and Eustice:

Although Gregory may mean all things to all men, its essence is an in-
stinctive judicial attitude that a transaction should not be given effect for
tax purposes unless it serves a purpose other than tax avoidance. A
transaction heavily laden with tax avoidance motives may be disregarded
as a "sham", or its form may be recast so as to reflect its economic "sub-
stance", or interdependent steps in a "single transaction" may be col-

113. 293 U.S. 465 (1935).
114. 69 F.2d 809 (2d Cir. 1934).
115. Id. at 810.
116. Id. at 810-11.
117. 293 U.S. at 469-70.
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lapsed in order to prevent overreaching taxpayers from doing indirectly
what they cannot do directly. As elsewhere in the law of taxation, the
lawyer's passion for technical analysis of the statutory language should
always be diluted by distrust of a result that is too good to be true.18

Under Treasury Regulations,"' the focal point is on a reasonable corpo-

rate business purpose, as distinguished from a legitimate shareholder
purpose. This distinction becomes particularly troublesome in the situa-
tion of closely-held corporations. In Lewis v. Commissioner,'2 0 however,
the circuit court rejected such a distinction.12  To be a legitimate share-
holder purpose, however, that purpose probably must achieve more than
a particular tax result.

Continuity of Business Enterprise. In December 1980, the Trea-
sury adopted a new regulation concerning the judicially developed doc-
trine of "continuity of business enterprise. "122 Essentially, the new regula-
tion requires that the transferee corporation (i) continue the transferor's
"historic business" or (ii) continue to use a "significant portion" of the
transferor's "historic business assets" in a business.'2 3

The new regulation puts forth a number of examples.' 24 Example (1)
makes clear that the transferee need only continue one line of business,

although the transferor may have several lines of business. Examples in
which the doctrine would not be satisfied are: when the transferee sold
its operating assets and became an investment company three and one-
half years prior to the purported reorganization; when the transferee ac-
quired the transferor after the latter had sold its operating assets for cash
and notes; or when the transferee sold off the transferor's assets after the
acquisition and discontinued that line of business.

The new Treasury regulation, however, is only expressly applicable to
'asset transfers.' The question can be raised, therefore, whether the doc-

trine is any longer applicable to the 'B' (stock-for-stock) reorganization.
The prior court decisions would probably be looked to in such situations,
although most of these decisions also involve the transfer of assets.2 '

Continuity of Proprietary Interests. The courts and Treasury

118. B. BirrKa & J. EUSTICE, supra note 9, 1 14.99.
119. Treas. Reg. §§ 1.368-1(b), 1.368-1(c) & 1.368-2(g).
120. 176 F.2d 646 (1st Cir. 1949). See also Laure v. Commissioner, 653 F.2d 253 (6th Cir.

1981). For further discussion of the roots of the doctrine, see Bittker, What is "Business
Purpose" in Reorganizations?, 8 N.Y.U. INST. ON FED. TAX. 134 (1950).

121. 176 F.2d at 649.
122. Treas. Reg. § 1.368-1(d).
123. Id.
124. See id. § 1.368-1(d)(5).
125. For further discussion of this regulation, see Bloom, Resurrection of a Dormant

Doctrine: Continuity of Business Enterprise, 7 J. CoRP. TAX'N 315 (1981).
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regulations 2 6 both require that the original owners of the acquired corpo-
ration retain a continuing interest in the reorganized corporation. In
terms of continuity, therefore, the courts and the Internal Revenue Ser-
vice focus not only on the corporate but also on the shareholder level.
Such continuity appears to require some continuing equity interest,
rather than a mere creditor position.12 7

This doctrine involves a number of comp!ex considerations, including
the type of consideration that will satisfy the continuity requirement.
Voting stock is not necessarily required, but some form of equity stock
appears to be essential. The permissible proportion of equity and non-
equity consideration is also unclear. For purposes of granting rulings, the
Internal Revenue Service requires a fifty percent equity consideration,
even if not on a pro rata basis. '2 Another difficult area is the percentage
of former owners who must have a continuing proprietary interest in the
reorganized corporation. The fact that some shareholders in a merger or
consolidation are cashed out will not, in and of itself, taint the tax-free
status of the transaction for the other shareholders. 1 2

Step Transaction Doctrine. This judicial doctrine is basically an
extension of the judicial technique of looking at substance over form. For
example, in many acquisition situations, a number of steps appear to be
separate. Whether the court looks at each step separately or integrates all
the steps can affect the legal consequences of the transaction. The 'step
transaction' doctrine is always an overriding consideration in structuring
most sophisticated business transactions. 3 0

C. The 'A' Reorganization (Merger or Consolidation)

The reorganization provisions of the I.R.C. do not define what consti-
tutes a statutory 'merger or consolidation' for the purpose of qualifying as
a tax-free reorganization. A Treasury regulation requires that a corporate
combination be "effected pursuant to the corporation laws of the United
States or a state or territory or the District of Columbia."13 ' Thus, the

126. See Helvering v. Minnesota Tea Co., 296 U.S. 378 (1935); Treas. Reg. § 1.368-1(b),
(c).

127. See Bloom & Sweet, How IRS Uses Continuity of Interest to Raise New Problems
in Reorganizations, 45 J. TAx'N 130 (1976).

128. Rev. Proc. 82-22, 1982-1 C.B. 469.
129. See PAINTER, supra note 105, at 436.
130. See Mintz & Plumb, Step Transactions and Corporate Reorganizations, 12 N.Y.U.

INST. ON FED. TAX. 247 (1954); Chirelstein & Lopata, Recent Developments in the Step
Transaction Doctrine, 60 TAXES 970 (1982). See also Brown, Berkowitz & Lynch, McDon-
ald's of Zion: Application of the Step Transaction Doctrine to the Continuity of Interest
Test, 12 TAX ADVISER 580 (1981).

131. See Tress. Reg. § 1.368-2(b).
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I.R.C. and the regulation defer to compliance with state corporate law
requirements. The 'A' reorganization is, therefore, generally the easiest to
comply with for tax purposes since various forms of consideration may be
given in a merger or consolidation; it also provides one of the more flex-
ible forms of tax-free reorganization. 32

It must be remembered, however, that the various judicial doctrines of
continuity of proprietary interest, continuity of business enterprise, and
business purpose place some constraints upon the 'A' reorganization. If
these requirements are satisfied, however, nonvoting stock may be used as
consideration, and payment of various acquisition expenses will not taint
the transaction. It should be noted that if a shareholder does receive
'boot,' nonstock consideration for his interest, he will be taxable to the
extent of such 'boot.' Yet, the receipt of 'boot' by an individual in a
merger or consolidation does not affect the overall tax status of the trans-
action for the other shareholders who receive some form of stock, unless
there is no continuity of business and propriety interests. 33

D. The B' Reorganization (Stock-For-Stock Acquisition)

Although we have seen that, from a corporate point of view, the stock
exchange is a relatively simple transaction that generally requires no
shareholder approval and provides for no appraisal rights, this form of
transaction may become very complex in order to satisfy the tax-free re-
organization requirements of the I.R.C. In particular, the requirement
that the exchange be "solely" for all or a part of the "voting" stock of the
acquiring corporation, or the "voting" stock of the parent entity, often
poses considerable problems." 4

To qualify for tax-free treatment in a 'B' reorganization, it is essential
that all of the consideration be voting stock. Bonds, notes, warrants, op-
tions, or convertible debentures are, therefore, excluded.13 5 The only real
flexibility here is lack of any requirement that the acquiring company
must issue stock with precisely the same voting power as its other out-
standing shares. The acquiring corporation is free to create a new class of
common stock with voting rights, even though these voting rights are less
than those of its other outstanding common stock.'3

The prohibition against providing cash to any shareholder is often a
major obstacle in effecting this transaction. Sometimes this problem can

132. See I.R.C. § 368(a)(1)(A) (1984).
133. See B. BITTKER & J. EUSTICE, supra note 9, 1 14.12.
134. Id. 1 14.13.
135. See I.R.C. § 368(a)(1)(B) (1984). See Heverly v. Commissioner, 621 F.2d 1227 (3d

Cir. 1980), cert. dismissed, 451 U.S. 1012 (1981).
136. See I.R.S. Rev. Rul. 76-223, 1976-1 C.B. 103.
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be averted by having the acquired corporation redeem beforehand the
shares of shareholders who desire cash from legally available funds, or by
having a group of shareholders first purchase the stock of those share-
holders.1 37 Another problem arises when the acquiring corporation wishes
to enter into employment agreements with shareholders of the acquired
corporation. If such arrangements are deemed as additional compensation
for the shares and not justifiable compensation for services, then this
nonstock consideration could taint the entire transaction for all parties. 3 8

Another requirement of the 'B' reorganization is that, immediately af-
ter the acquisition, the acquiring corporation must have control of the
acquired corporation. For Internal Revenue Service purposes, control is
designated as ownership of at least eighty percent of the voting stock of
the acquired corporation.'"

The Internal Revenue Service seems to permit an acquiring corporation
to pay the expenses of registering its own shares with the Securities and
Exchange Commission. "1 0 Other expenses, however, including attorneys'
and accountants' fees, must be paid by the shareholders.""

The 'B' reorganization is susceptible to the step transaction doctrine.
Sometimes, the main stock-for-stock exchange transaction may be pre-
ceded by a series of open market or private purchases of stock including
cash as consideration and may be followed by a cash-out merger. An inte-
gration of these steps could eliminate the availability of tax-free treat-
ment for the transaction.1 42

E. The 'C' Reorganization (Stock-for-Assets Acquisition)

Under the 'C' reorganization, substantially all of the assets of the ac-
quired corporation must be transferred 'solely' in exchange for voting
stock of the acquiring corporation or its parent. The Code, however, ex-
pressly permits the acquiring corporation to assume the liabilities of the
acquired corporation and to acquire property subject to liabilities. 4 3

In determining what constitutes 'substantially all the properties,' for
ruling purposes, the Revenue Service uses seventy percent of gross assets
and ninety percent of net assets as threshold figures.144 It does not seem
that any particular percentages are entirely relevant, however. The

137. See Miller, Redemptions Prior to B Reorganizations May Permit Shareholders to
Pull Out Cash, 49 J. TAX'N 354 (1978).

138. See I.R.S. Rev. Rul. 77-271, 1977-2 C.B. 116.
139. See I.R.S. Rev. Rul. 59-259, 1959-2 C.B. 115.
140. See I.R.S. Rev. Rul. 67-275, 1967-2 C.B. 142.
141. See B. BriTKER & J. EUSTICE, supra note 9, 14.13.
142. See supra section IV(B).
143. I.R.C. § 368(a)(1)(C) (1984).
144. Rev. Proc. 79-14, 1979-1 C.B. 496.

594 [Vol. 36



ACQUISITION PROCESS

sounder view is that one looks to the nature of the properties retained by
the transferee, the purposes of the retention, and the amount thereof.46

The consideration that must be paid in a 'C' reorganization is usually
the voting stock of the acquiring corporation or its parent, but there are
certain limited exceptions to this rule. As mentioned above, the acquiring
company can assume the liabilities of the acquired entity by acquisition
of properties subject to liabilities. Pursuant to the I.R.C., a small amount
of cash or other nonstock consideration may also be given, if at least
eighty percent of the fair market value of all property of the transferor
corporation is acquired for voting stock.'4 Up to twenty percent of the
property, by fair market value estimates, can be acquired for cash. Appli-
cation of this exception can be very difficult, and a miscalculation can
prove fatal to the desired tax objectives. 4 Under recent statutory
changes the transferring corporation in a 'C' reorganization must be
liquidated. 48

F. The Triangular Mergers ('Forward' and 'Reverse')

The corporation codes of most states permit a controlled subsidiary to
effect a 'triangular' merger with another corporation through the use of
the subsidiary parent's stock. The parent will often establish the subsidi-
ary for the sole purpose of effecting the corporate combination. The par-
ent will drop down into the subsidiary sufficient shares of its stock to
serve as consideration for the merger. If the acquired corporation merges
into the subsidiary, this is considered a forward triangular merger. If the
subsidiary merges into the acquired corporation, this is considered a re-
verse triangular merger. Triangular mergers are sometimes effected in or-
der to achieve a subsidiary wholly owned by the parent. The subsidiary is
used to isolate liabilities or circumvent certain restrictions on the ac-
quired corporation.

14 9

The Internal Revenue Service did not recognize the parent in a triangu-
lar merger as a party to the reorganization prior to 1968. The stock of the
parent, therefore, constituted taxable 'boot' in most instances. In 1968,
however, Congress amended the definition of a reorganization under
I.R.C. section 368(a)(2)(D) to permit a forward triangular merger involv-
ing controlled subsidiaries."'

145. See B. BrrrKER & J. EUSTICE, supra note 9, 14.14.
146. I.R.C. § 368(a)(2)(B) (1984).
147. See, e.g., Bausch & Lomb Optical Co. v. Commissioner, 267 F.2d 75 (2d Cir.), cert.

denied, 361 U.S. 351 (1959).
148. See I.R.C. § 368(a)(2)(G) (added by Deficit Reduction Act of 1984).
149. See supra section II(D).
150. See Lowenstein, "A" Reorganizations: Technical Requirements for Compliance

Under the New Law, 30 J. TAx'N 169 (1969); Levin, The New Subsidiary-Merger Statute

19851



MERCER LAW REVIEW

Congress also enacted a new Code provision regarding forward triangu-
lar mergers. The provision permits the triangular merger to be treated as
an 'A' reorganization if: (i) "substantially all" the properties of the ac-
quired entity are acquired by the subsidiary; (ii) the acquired entity is
merged into the subsidiary; (iii) the merger would have qualified under
the I.R.C. as an 'A' reorganization had it been effected directly into the
parent; and (iv) no stock of the subsidiary is used in the transaction.'

Congress addressed the issue of reverse triangular mergers in 1971,1s
when the Revenue Service characterized such transactions as the func-
tional equivalents of 'B' reorganizations. This characterization required
that the transactions be effected exclusively with the voting stock of the
acquiring corporation's parent. A reverse triangular merger can now qual-
ify, however, as an 'A' reorganization if the surviving corporation holds
'substantially all' of the properties of both corporations after the transac-
tion, and the former shareholders in the surviving corporation exchange
stock constituting 'control,' eighty percent or more, for voting stock of the
parent. A small amount of consideration other than voting stock, there-
fore, will not destroy the tax-free status.5 3

G. Other Tax Concerns

The question of tax-free status is not the only concern in an acquisition
situation. Numerous concerns also exist in a taxable situation with re-
spect to whether there is any gain to be recognized from the transaction.
Some of these concerns are the characterization of any such gain as capi-
tal gain or a "dividend equivalent"'" and the timing of the reporting of
the gain as installment sales.1 55 Another major concern arises when an
acquisition is being effected in order to take advantage of the acquired
corporation's net operating loss." Extensive tax regulations and rulings

and Other Current Problems in Acquisitions, 47 TAXES 779 (1969).
151. I.R.C. § 368(a)(2)(D) (1984).
152. See id. § 368(a)(2)(E).
153. For further consideration of the triangular merger, see Testa, The "A", "B'", "C"

Matrix of Triangular Reorganizations, 38 N.Y.U. INST. ON FED. TAX. § 1 (1980); Cook &
Coalson, The "Substantially All of the Properties" Requirement in Triangular Reorganiza-
tions: A Current Review, 35 TAX L. REv. 303 (1982); Ferguson & Ginsburg, Triangular
Reorganizations, 28 TAX L. REv. 159 (1973); Freling, Three Party Reorganization, 22 TUL.
TAX INST. 179 (1973).

154. See I.R.C. § 361(b) (1984) respecting the corporation, and id. § 356(a) respecting
the shareholders. On problems of "dividend equivalency," see Golub, "Boot" in Reorganiza-
tions-The Dividend Equivalency Test of Section 356(a)(2), 58 TAXES 904 (1980).

155. See Kelly, Tax Aspects-Taxable Installment Sales and Deferred-Payment Sales,
in BUSINESS ACQUISITIONS, supra note 7, ch. 9 (considering substantial changes brought
about by The Installment Sales Revision Act of 1980).

156. See I.R.C. § 392 (1984). See also Eustice, The Tax Reform Act of 1976: Loss Car-
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govern whether a corporation's net operating loss is available to the sur-
viving corporation in an acquisition situation. Significant planning is nec-
essary in structuring this transaction to ensure the desired result.", So-
phisticated problems also arise in transferring the other 'tax attributes' of
the acquired corporation to the acquiring corporation, and in complying
with requirements for subsequently reporting the income of an acquired
subsidiary on a "consolidated" tax basis. 58

H. Accounting Aspects

The accounting treatment of corporate combinations weighs heavily in
structuring these transactions. The two basic techniques used in account-
ing for corporate combinations are pooling of interests and purchase with
a subsequent disposition of good will.159

Tax Methods. The pooling of interests method is derived from treat-
ing the transaction as a corporate combination rather than as a purchase
of one corporation by another. The assets and liabilities of the acquiring
and acquired corporation are pooled, and the assets of the acquired cor-
poration are carried on the books of the acquiring corporation at book
value rather than at market value. The earned surplus accounts of both
corporations are also aggregated.1s"

Under the purchase method, assets of the acquired corporation are car-
ried on the books of the acquiring corporation at cost, determined by the
fair market value of the consideration paid. If the assets are acquired for
a price -greater than the amount carried on the books of the acquired
company, the value of the acquired corporation's assets will usually be
written up to an amount approximating the fair market value at the time
of acquisition. Any amounts in excess of a defensible fair market value
will be carried on the books of the acquiring company as good will. Good
will is an intangible asset reflecting the excess of the parent's investment
in the acquired corporation over the fair market value of the acquired
corporation's assets, less any liability assumed.""

ryovers and Other Corporate Changes, 32 TAx L. REv. 113 (1977); Faber, Net Operating
Losses in Corporate Reorganizations Revisited in 1979, 38 N.Y.U. INST. ON FED. TAX'N § 4.1
(1980).

157. See Sinrich, Tax Consequences of Acquisitions Involving Net Operating Loss Car-
ryovers, in BusiNESS ACQUISITIONS, supra note 7, ch. 16.

158. See generally J. CRESTOL, K. HENNESSEY & A. RUA, THE CONSOLIDATED TAX RE-
TURN: PRINCIPLES, PRACTICE, PLANNING (3rd ed. 1980).

159. The primary guidelines for the use of these techniques are contained in Op. Acct.
Principles Bd. No. 16, 2 APB ACCOUNTING PRINCIPLES (CCH) 6637 (Aug. 1970).

160. Id. 53-56. See. also S. SIEGEL & D. SIEGEL, ACCOUNTING AND FINANCIAL DISCLOS-
URE ch. 13 (1984).

161. See Intangible Assets, Op. Acct. Principles Bd. No. 17 11 27-31 (Aug. 1970).
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Each of the accounting methods discussed above are acceptable means
of recording business combinations, although the pooling of interests
method is usually the desired method. The pooling of interests method is,
however, subject to very specific and distinct criteria, all of which must
be met for the transaction to be so recorded. If all of the conditions are
not met, then the transaction must be recorded as a purchase. Certain of
the more significant general requirements for a 'pooling' are:

(i) The transaction must involve totally independent entities (with no
more than ten percent inter-company investment in common stock prior
to initiation of plan of acquisition);

(ii) the transaction must be effected through an exchange of existing
voting common stock, with the acquiring corporation receiving at least
ninety percent of the voting common stock of the acquired entity; and

(iii) the acquisition must be effected in a single transaction or within
one year according to a plan." 2 In a merger solely for voting stock, these
'pooling' requirements are usually easy to satisfy. Tender offers, stock ac-
quisitions using nonvoting stock, and creeping acquisitions, however, will
usually be treated as purchases. 18

Impact of Choice of Method. The choice of accounting methods can
have a significant impact upon the financial condition of the surviving
entity as reflected on its books and on the future earnings of the newly
combined enterprise. The 'pooling method' is generally the more desira-
ble method providing its strict requirements can be met. The following
example illustrates the divergent results arising from these different ac-
counting methods.'"

Example (Merger by Voting Stock)

On December 31, 1984, "A" Corporation acquires all the assets and lia-
bilities of "B" Corporation through a statutory merger. The purchase
price is $10,000,000, effected through "A" 's issuance of 2,000,000 shares
of its voting common stock, $1 par value, having a trading market value
of $5 per share.

162. See Op. Acct. Principles Bd. No. 16, supra note 159 11 45-48.

163. For further discussion, see Fiflis, Accounting for Merger, Acquisitions and Invest-
ments in a Nutshell Thelnterelationships of, and Criteria for, Purchase or Pooling, The
Equity Method, and Parent-Company-Only and Consolidated Statements, 37 Bus. LAw. 89
(1981).

164. For further examples, see T. FinLxs & H. KRvsKE, ACCOUNTNG FOR BUSINEss LAW-
YEs 605-22 (2d ed. 1977).
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BEFORE ACQUISITION
"B" Corporation

Balance Sheet Items
(December 31, 1984)

Assets
Cash
Accounts Receivables
Inventory
Fixed Assets*

Liabilities
Shareholders' Equity (Net Worth)

Capital Stock
Retained Earnings

$2,000,000
3,000,000

4,000,000

1,000,000

1,000,000
4,000,000

*The fixed assets consist of real property and fixtures having a 15-year remaining life with a
book value of $1,000,000, but with a fair market value of $3,000,000.

"A" Corporation

Balance Sheet Items

(December 31, 1984)

Assets

Cash
Accounts Receivable
Inventory
Fixed Assets

Liabilities
Shareholders' Equity (Net Worth)

Capital Stock
Retained Earnings

$10,000,000
15,000,000
20,000,000

15,000,000

10,000,000

20,000,000

$60,000,000

$30,000,000
30,000,000

$60,000,000
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AFTER ACQUISITION (POOLING METHOD)*

"A" Corporation
Balance Sheet Items

Assets
Cash
Accounts Receivable
Inventory
Fixed Assets

Liabilities
Shareholders' Equity (Net Worth)

Capital Stock
Retained Earnings

12,000,000
18,000,000
24,000,000
16,000,000

11,000,000
24,000,000

$70,000,000

$35,000,000
35,000,000

$70,000,000

*Under the "pooling" method the results of the entities are combined as if there were no
purchase.
AFTER ACQUISITION (PURCHASE METHOD)*

"A" Corporation
Balance Sheet Items

Assets
Cash
Accounts Receivable
Inventory
Fixed Assets
Good Will

Liabilities
Shareholders' Equity (Net Worth)

Capital Stock
Capital in excess of par
Retained earnings

$12,000,000
18,000,000
24,000,000
18,000,000

3,000,000

12,000,000
8,000,000

20,000,000

$75,000,000

$35,000,000
40,000,000

$75,000,000

*Under the "Purchase" method, retained earnings are not aggregated. The purchase price is
allocated to the fair market value of assets. As such, the fixed assets of "B" Corporation will
be carried over at the increased fair market value, with the $3,000,000 excess of the
purchase price attributed to goodwill. Goodwill in turn will have to be amortized over a
period not in excess of 40 years (thus creating a non-tax deductible annual amortization of
$75,000). In addition, the write-up of "B" 's fixed assets will increase depreciation expenses.
Thus, while the purchase method may reflect an increase in net worth at the date of the
acquisition, the greater amortization and depreciation expenses will adversely impact "A" 's
income statement for the 1983 period and subsequent periods.
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V. SECURITIES AND ANTITRUST LAW CONSIDERATIONS

Corporate combinations can entail numerous federal law considerations
other than those of federal tax. Of particular note are the federal securi-
ties and antitrust laws. Other federal laws such as labor laws, environ-
mental laws, health and safety laws, and ERISA (particularly regarding
the transfer of any liabilities under employee benefit plans) may also bear
heavily upon an acquisition transaction."e State securities, takeover, anti-
trust, bulk sales under the U.C.C., and insurance laws involving transfer
of insurance policies or the attainment of new policies may also be in-
cluded. This section will touch upon the federal securities laws and will
briefly consider antitrust law considerations. Treatment of these two bod-
ies of federal law can only be summary in nature. 16

A. Federal Securities Law

Offer or Sale of a Security: Registration. A stock-for-stock ex-
change has traditionally been treated as a sale for the purpose of deter-
mining the applicability of the registration requirements under the Fed-
eral Securities Act of 1933.117 Until 1972, statutory mergers or
consolidations and sales of substantially all assets for stock were not con-
sidered as including a "sale" of a security under old SEC Rule 133.1 The
SEC rescinded Rule 133 and promulgated in its place Rule 145 effective
January 1, 1973."89 Under Rule 145 the SEC negated its prior position
and ruled that the issuance of a security in a merger or consolidation or
purchase of assets was to be treated as a sale of a security for purposes of
the 1933 Act. This sale will, therefore, come under the registration re-
quirements of the 1933 Act. 7'

An offer or sale under Rule 145, for purposes of the 1933 Act, is seen
has having taken place at the time that the acquisition plan is submitted
to the shareholders of the acquired corporation for their consideration
and approval. If a public corporation is included, then shareholder ap-
proval will include the solicitation of proxies pursuant to section 14 of the
Securities Exchange Act of 1934. In such situations, the solicitation

165. See, e.g., BUSINESS ACQUISITIONS, supra note 7, chs. 23 (benefit plans) and 24 (col-
lective bargaining agreements and employee rights).

166. For consideration of most of these laws as they may impact upon acquisitions, see
generally B. Fox & E. Fox, supra note 7; BUSINEzSS ACQUISITIONS, supra note 7.

167. Securities Act of 1933, 15 U.S.C. §§ 77a-77bbbb (1982).
168. See SEC Rel. No. 33-3844 (Oct. 8, 1957).
169. See id. No. 33-5316 (Oct. 6, 1972).
170. The registration requirements center around section 5 of the 1933 Act, 15 U.S.C. §

77e, which is discussed infra. For further discussion of the 1933 Act generally, see L. Loss,
FUNDAMENTALS OF SECURITIES REGULATION (1983).
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materials sent to the shareholders would constitute both a prospectus
under the 1933 Act and proxy materials under the 1934 Act. To simplify
and reduce the burdens that this dual disclosure would entail, the SEC
has established under Rule 145 a specific, integrated disclosure Registra-
tion Form S-14 which covers these situations. 7'

Exemption Requirements. SEC Rule 145 does not alter the availa-
bility of a statutory or regulatory exemption from registration that would
otherwise be available. The basic dictate of the 1933 Act is that every
offer or sale of a security must meet the registration requirements of the
1933 Act unless an exemption can be proven.172 The statutory transac-
tional exemptions from the registration requirements of the 1933 Act usu-
ally relied upon are: (i) the private placement exemption under Sec-
tion 4(2) of the 1933 Act; s (ii) the intrastate offering exemption under
Section 3(a)(11) of the 1933 Act;" 4 and (iii) the limited $5,000,000 offer-
ing exemption respecting accredited investors under Section 4(6) of the
1933 Act."' The SEC has also adopted a number of significant exemp-
tions rules: Rule 147 concerning the intrastate offering;" 6s Regulation A
under Section 3(b) concerning limited ($1,500,000) offerings; 17' and most
recently, Regulation D under Sections 3(b) and 4(2) of the 1933 Act con-
cerning limited and nonpublic offerings.178

It should be noted, however, that all exemptions under the 1933 Act are
merely exemptions from the registration requirements of the 1933 Act.
They are not exemptions from liability or certain reporting requirements
under the securities laws."Ts Moreover, the burden of proof in establishing

171. For further discussion of Rule 145 see Cohen, Some Practical and Impractical As-
pects of a "Rule 145" Transaction, 30 Bus. LAW. 51 (1974); Schneider & Manko, Rule 145
Updated, 6 REv. OF SEC. REG. 878 (1973); Halligan, Shareholders After Merger. What
They Can and Cannot Do Under SEC Rules 144 and 145, 15 B.C. IND. & CoM. L. REv. 70
(1973).

172. For a clear discussion of the rather convoluted workings of the registration provi-
sions see Ruder, Federal Restrictions on the Sale of Securities, 67 Nw. U. L. REv. I (Supp.
1972).

173. 15 U.S.C. § 77(d)(2) (1982). For leading cases on section 4(a) see SEC v. Ralston
Purina, 346 U.S. 119 (1953); Doran v. Petroleum Management Corp., 545 F.2d 893 (5th Cir.
1977).

174. 15 U.S.C. § 77(c)(a)(11) (1982). See also SEC Rel. No. 33-4434 (Dec. 6, 1961).
175. 15 U.S.C. § 77(d)(6) (1982) (added by the Small Business Investment Incentive Act

of 1980, Pub. L. No. 96-477, 94 Stat. 2275 (Oct. 21, 1980)).
176. 17 C.F.R. § 230.147 (1974). See also Hicks, Interstate Offerings Under Rule 147, 72

MICH. L. REV. 463 (1974).
177. 17 C.F.R. § 230.251 (1981).
178. See SEC Rel. No. 33-6389 (Mar. 8, 1982) (effective April 15, 1982).
179. On exemptions see J. HIcKs, ExEMrTED TRANSACTIONS UNDER THE SECURIIEs ACT

OF 1933 (4 vol. 1984).
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the existence of an exemption always rests on the claimant."" Due to the
dual system of federal and state securities laws, one must also look to the
specific requirements of the relevant 'blue sky' laws for exemption from
the registration requirements of relevant state securities laws.181

Proxy Regulations. If one or more parties to an acquisition is a
'public corporation,' its federal proxy regulations may be applicable. Re-
gardless of whether securities constitute part of the consideration to ef-
fect a corporate combination, public corporations, those subject to the
continuous reporting requirements of the 1934 Act,"2 must comply with
the SEC's proxy regulations.1 8 3 Soliciting proxies in an acquisition in
which one of the soliciting parties is a public corporation, without compli-
ance with the relevant SEC proxy regulations, is prohibited. 4

The primary SEC proxy regulation is Regulation 14A, which provides
in part: "No solicitation subject to this regulation shall be made unless
each person solicited is concurrently furnished or has previously been fur-
nished with a written proxy statement containing the information speci-
fied in Schedule 14A."' 8 , The proxy regulations are designed to provide
each shareholder with all material information necessary to make an in-
formed decision concerning the matters being presented for consideration
at the shareholders' meeting. In the case of mergers, consolidations, ac-
quisitions, or similar matters, Item 14 of Schedule 14A contains extensive
descriptive and financial information that must be disclosed concerning
the acquisition transaction itself. Other items of Schedule 14A also re-
quire significant information about the nature of the company, its opera-
tions, and management.18

The standard of materiality applied to the proxy disclosures is a gen-
eral one:

An admitted fact is material if there is a substantial likelihood that a

180. See, e.g., Hill York Corp. v. American Int'l Franchises, Inc., 448 F.2d 680, 691-92
(5th Cir. 1971).

181. See generally H. SOWARDS & W. HIRSCH, BUSINESS ORGANIZATIONS: BLUE SKY REG-
ULATION (1977); Blue Sky L. Rep. (CCH); Shapiro & Sacks, Blue Sky Law and Prac-
tice: An Overview, 4 U. BALT. L. REV. 1 (1974).

182. See 15 U.S.C. § 78a (1982), particularly sections 12 and 15(d) of the Securities Ex-
change Act of 1934 and SEC Rel. No. 34-18647 (April 15, 1982), which basically require 1934
Act registration of the following entities: (i) corporations with assets of over $3,000,000 and
having a class of equity securities held by 500 or more stockholders (a 'section 12(g) com-
pany'); (ii) securities traded on a national stock exchange (a 'section 12(b) company'); and
(iii) interim reporting for any issuer that has filed an effective registration statement under
the 1933 Act (a 'section 15(d) company').

183. See generally Securities Act of 1934, 15 U.S.C.A. § 78n (1982 & Supp. 1984).
184. See id. § 78n(d)(8).
185. Securities Exchange Act of 1934, 17 C.F.R. § 240.14a-3 (1983).
186. For discussion of federal proxy regulations see Loss, supra note 170, ch. 7(D).
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reasonable shareholder would consider it important in deciding how to
vote . . . It does not require proof of a substantial likelihood that dis-
closure of the admitted fact would have caused the reasonable investor to
change his vote. What the standard does contemplate is the showing of a
substantial likelihood that, under all the circumstances, the omitted fact
would have assumed actual significance in the deliberations of the rea-
sonable shareholder. Put another way, there must be a substantial likeli-
hood that the disclosure of the omitted fact would have been viewed by
the reasonable investor as having significantly altered the "total mix" of
information made available.18 7

Failure to comply with the materiality requirement could lead to a pri-
vate or administrative suit under SEC rule 14a-9.' If a purchase or sale
of securities is involved in the transaction, private or administrative ac-
tion could also be brought under the general anti-fraud provisions of sec-
tion 10(b) of the 1934 Act, and SEC Rule 10b-5.18' When securities are
not the consideration in a corporate acquisition, but both the acquiring
and the acquired corporations are 'public' corporations, then a 'joint'
proxy statement is usually filed if a shareholder vote of the acquiring cor-
poration is required.'"

Other Disclosure Requirements. In addition to any registration or
proxy disclosure requirements in an acquisition situation, if a public cor-
poration is included, it must comply with additional reporting require-
ments under SEC Rule 13a"9 ' and will be required to file a Current Re-
port on Form 8-K. s2 Furthermore, if the securities of an involved
corporation are listed on a stock exchange, then the corporation may also
be subject to timely disclosure requirements of that stock exchange."'

Another important area of disclosure comes under the tender offer re-
quirements of the 1934 Act.'" These statutory tender offer provisions are
referred to as the Williams Act amendments.9 These provisions embrace

187. TSC Industries, Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976).
188. See Securities Exchange Act of 1934, 17 C.F.R. § 240.14a-9 (1979); J.I. Case Co. v.

Borak, 377 U.S. 426 (1964).
189. See Securities Exchange Act of 1934, 17 C.F.R. § 240.lob-5(1951). On rule 10b-5,

see generally A. BROMBERG & L. LOWENFELS, SECURITIES FRAUD & COMMODnTIES FRAUD (4
vols. 1979 & Supp. _).

190. See SEC Registration Form on S-14.
191. See Securities Exchange Act of 1934, 17 C.F.R. § 240.13a-1 to -17 (1971).
192. The other reports under section 13 comprise annual (Form 10-K) and quarterly

(Form 10-Q) disclosures.
193. See Comment, Stock Exchange Listing Agreements As a Vehicle for Corporate

Governance, 129 U. PA. L. REv. 1427 (1981).
194. On background to the federal tender offer laws, see E. ARANOW & H. EINHORN,

TENDER OFFERS FOR CORPORATE CONTROL (1972); see also analysis by Bromberg, Tender
Offers: Safeguards and Restraints-An Interest Analysis, 23 CASE W. REs. 613 (1970).

195. See Pub. L. No. 90-439, 82 Stat. 454 (1968). This Act added Sections 13(d), (e) and
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both cash tender offers and stock-for-stock exchange offers.'"
Under the 1934 Act, 1 7 any person who, after acquiring beneficial own-

ership of an equity security registered under the 1934 Act, owns five per-
cent or more of that class must make formal disclosure of such ownership
on a Schedule 13D. This disclosure is made to the issuer of the security,
to any stock exchange on which the security is traded, and to the SEC
within ten days after the acquisition. The Schedule 13D must disclose not
only background information identifying the beneficial owners and all
other persons on whose behalf the person has made purchases, but also
the source and amount of funds expended, whether or not the purpose of
the acquisition is to acquire control. Any plans the person may have to
liquidate, merge, or effect any other major change in the issuer; the aggre-
gate number and percentage of the securities classes owned by the report-
ing person; and information concerning any arrangement for the transfer
of any securities of the issuer must also be disclosed by the Schedule 13D.
The beneficial owner is under a continuing duty to amend Schedule 13D
whenever a material change occurs in the facts reported."18 General part-
nerships, limited partnerships, syndicates, and other groups acting to-
gether for the purpose of acquiring, holding, or disposing of securities of
an issuer are deemed to be 'persons' for purposes of determining whether
they are the owners of five percent or more of the class of equity
security."'

The 1934 Act directly addresses the tender offer, whether for cash or
for securities, by making it unlawful for any person to make a tender offer
for a registered class of equity securities unless a Schedule 14D-1 is filed
with the SEC.200 The SEC has also adopted a series of rules concerning
conduct during a tender offer and the 1934 Act contains a broad anti-
fraud provision.20 1 This provision makes it unlawful for any person to
make any untrue statement of a material fact; to omit any material fact
necessary to make the statement not misleading in the circumstances
under which it is made; to engage in any fraudulent, deceptive, or manip-
ulative acts or practices in connection with any tender offer, request, or
invitation of tenders; or to solicit security holders in opposition to, or in

14(d), (e) and (f) to the Securities Exchange Act of 1934, 15 U.S.C. §§ 78m(d), (e), 78n(d),
(e) & (f) (1982 & Supp. 1984).

196. See Loss, supra note 170, ch. 7(E).
197. See 15 U.S.C. § 78m(d)(1) (1982); Securities Exchange Act of 1934, 17 C.F.R. §

240.13d-I (1978) (as amended).
198. See 15 U.S.C. § 78m(d)(2) (1982).
199. See Securities Exchange Act of 1934, 17 C.F.R. § 240.13d-5(b)(1) (1934).
200. See 15 U.S.C. § 78n(d)(1) (1982 & Supp. 1984).
201. See, e.g., Securities Exchange Act of 1934, § 17 C.F.R. §§ 240.14d-1 to 240.14d-101;

17 C.F.R. §§ 240.14e-1, 240.14e-2 (1979).
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favor of, any such offer, request, or invitation. 202 This provision is appli-
cable to any tender offer, regardless of whether it is an offer of a security,
or whether the securities are equity, or whether they are registered.

There are a number of other SEC rules and provisions of the 1934 Act
that may have impact upon the conduct of a tender offer. For example,
the 1934 Act requires a formal filing with the SEC and notice to all voting
security holders respecting material information in a proxy statement
whenever a majority of the directors is chosen outside of a formal stock-
holders' meeting pursuant to any agreement with the person acquiring
shares in a tender offer or a transaction which must be reported under
section 13d of the 1934 Act.0 '

The SEC, pursuant to its rule-making authority, also prohibits a person
from tendering shares, by borrowing or otherwise, that he does not
own."0" Additionally, the SEC prohibits purchases, directly or indirectly,
of any shares of the target company except pursuant to the tender offer
once a tender offer has been made, although this prohibition is subject to
certain limited exceptions210

Questions have arisen concerning whether the state tender offer stat-
utes are preempted by the federal statutes.0's In a recent decision, 20  the
Supreme Court invalidated the Illinois takeover statute. This decision,
which was based in part upon the burden on interstate commerce, makes
the continuing viability of state takeover statutes doubtful. It may be
possible, however, that a particular state takeover statute can be struc-
tured so that it does not constitute a direct restraint on interstate
commerce.

208

Other Provisions. Other provisions of the federal securities laws and
regulations that may have impact upon an acquisition situation include:
(i) Rule lOb-6-This rule prohibits issuers, underwriters, and others who

#make or participate in a 'distribution,' directly or indirectly, from bidding
for, purchasing, or inducing others to bid for or purchase, a security that
is subject to the distribution, or "any right' to purchase" that secur-
ity.2 09(ii) SEC Rule 10b-5-This rule is a general securities anti-fraud
provision that has been used to place restraints on insider trading before
the public announcement of material information which may be involved

202. See Securities Exchange Act of 1934, 15 U.S.C. § 78n(e) (1934).
203. See id., 15 U.S.C. § 78n(f) (1934).
204. See id., 17 C.F.R. § 240.10b-4(a)(1) (1968).
205. See id., 17 C.F.R. § 240.10b-13 (1969).
206. For further discussion of state tender offer statutes, see Langevoort, State Tender-

Offer Legislation: Interests, Effects and Political Competency, 62 CORNELL L. REV. 213
(1977).

207. Edgar v. Mite Corp., 457 U.S. 624 (1982).
208. See comment on the Mite case, in Loss, supra note 170, at 601-03.
209. See Securities Exchange Act of 1934, 17 C.F.R. § 240.10b-6 (1934).
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in a tender offer.2 10 (iii) Section 16(b) of the 1934 Act-This Code section
places restraints on 'short-swing' profits realized by an officer, director, or
ten percent shareholder of a public corporation from any purchase or sale
(not necessarily resulting from the same initial transaction) within any
six-month period. Any profits from such transactions must be disgorged
and returned to the corporation."1' The Supreme Court, however, has re-
cently ruled that an exchange of securities in an acquisition situation is
not automatically characterized as a purchase or sale subject to section
16(b).212 The Supreme Court has adopted a 'pragmatic approach' with re-
spect to 'short-swing' liability by recognizing 'borderline transactions'
that do not constitute an abuse contemplated by section 16(b). In effect,
certain extraordinary or 'unorthodox' transactions (which term should be
contrued narrowly) may not be within the ambit of section 16(b).2"(iv)

Rule 144 restrictions on resales-Securities received in an acquisition
transaction by officers, directors or other control people will be subject,
even if registered, to various restraints on resale under SEC Rule 144.24
(v) Margin requirements-If a stock acquisition is being financed, then
such financing may come under the 'margin' requirements under the 1934
Act.2

15

B. Note on Federal Antitrust Laws

All forms of corporate acquisitions and combinations may come within
the purview of federal antitrust statutes.21' These transactions are most
often challenged under section 7 of the Clayton Act. This Act addresses
any corporate action, whose effect "in any line of commerce in any section
of the country" may be "substantially to lessen competition, or to tend to

210. See supra note 189. See also SEC Rel. No. 33-509 (Oct. 15, 1970); SEC v. Shapiro,
494 F.2d 1301 (2nd Cir. 1974).

211. See 15 U.S.C. § 78p(b) (1982).
212. See Kern County Land Co. v. Occidental Petroleum Corp., 411 U.S. 582 (1973). In

Kern County, the 'unorthodox' transaction involved an involuntary stock exchange by one
party that found itself trapped in an unsuccessful takeover bid. In fact, this party found
itself in an 'insider's' position without having any real inside information; thus, the possibil-
ity of speculative abuse of information was not present in this situation.

213. For discussion of certain key issues raised by and related to Kern County see Rib-
stein, The Application of Section 16(b) of the Securities Exchange Act of 1934 to Tender
Offers, 31 Sw. L.J. 503 (1977). See also Hazen, The New Pragmatism Under Section 16(b)
of the Securities Exchange Act, 54 N.C. L. REV. 1 (1975).

214. See 17 C.F.R. § 230.144. For further discussion of Rule 144, see Loss, supra note
170, ch. 5F(4), at 417.

215. See Federal Reserve Board of Governors, Regulations G, T, U & X in 12 C.F.R. §§
207.220, .221, .224, respectively.

216. See generally E. KINTNER, AN ANTITRUST PRIMER ch. 22 (2d ed. 1973) for back-
ground information. For the current state of law, see J. VON KALINOWSKI, ANTITRUST LAWS
AND TRADE REGULATIONS, vols. 16A-M (1983).
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create a monopoly. 2 17 The Cellar-Kefauver Act of 1950 amended section
7 to make clear that the prohibitions of this section are equally applicable
to assets, stock acquisitions, vertical and conglomerate mergers, and to
horizontal mergers.2 Corporate combinations may also be challenged
under sections 1 and 2 of the Sherman Act as a restraint on trade or
monopoly2 19 or under section 5 of the Federal Trade Commission Act 20

as an unfair method of competition. Other provisions of the federal anti-
trust laws that may have effect upon a corporate acquisition are: Section
8 of the Clayton Act, which deals with interlocking directorates, 2 1 and
section 7A of the Clayton Act, which pertains to pre-merger notification
and clearance.2 2 2 Many states also have their own antitrust laws, some of
which are quite vigorous.2 3 These state antitrust laws are not preempted
by the federal antitrust laws but co-exist with their federal
counterparts.2 '

VI. LEGAL ORCHESTRATION

A. Legal Review

One of the primary roles of the business lawyer in an acquisition, espe-
cially when representing a purchaser, is to conduct a thorough review of
the other party to the acquisition. From the point of view of the pur-
chaser, this legal review should be conducted simultaneously with the
business and accounting reviews of the target enterprise and probably
will continue throughout the entire transaction. Often a thorough legal
review will not only uncover significant legal problems but will also raise
serious business considerations. For example, the identification of signifi-
cant litigation against the target company will entail not only a legal as-
sessment but also an ultimate business decision concerning the risks in
acquiring a corporation with such contingent liability.

A sample Acquisition Checklist is contained in Appendix 2 to this Arti-
cle. This checklist indicates the types of information that a business law-

217. 15 U.S.C. § 18 (1982).
218. 64 Stat. 1125 (1950).
219. See 15 U.S.C. §§ 1, 2 (1982). Also in particular, see new U.S. Department of Justice,

REVISED MERGER GUIDELINES (June 14, 1984); 49 TRADE REG. 26824 (June 29, 1984); (CCH)
§4490.

220. See 15 U.S.C. § 45 (1982).
221. See id. § 19 (1982).
222. Pub. L. No. 94-435, 90 Stat. 1383 (1976), codified at 15 U.S.C. §§ 12, 15c-15g, 16,

18a, 26, 66, 1311-1314; 18 U.S.C. § 1505; 28 U.S.C. § 1407 (1982).
223. See, e.g., the Texas antitrust laws, largely codified in Tax. Bus. CoRP. ACT § 15.01

(Vernon 19__).
224. See generally W. LIFLAND, STATE ANTITRUST LAW (1984).
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yer may wish to elicit in a thorough corporate review of a merger situa-
tion. The degree of risk for the acquiring corporation is greater in a
merger than in the other legal forms of acquisition because in a merger,
by operation of law, all assets and liabilities of the acquired corporation
are merged into and become a part of the acquiring corporation. A con-
servative approach, however, would be to treat all forms of corporate
combinations the same for purposes of legal review. For instance, in a
stock exchange, although the acquiring corporation becomes a subsidiary
of the parent and, therefore, its liabilities are legally isolated from the
parent, a serious contingent liability that materializes in the subsidiary
would affect the acquiring corporation's investment in its new subsidiary.
Similar concerns may arise with respect to an asset acquisition, even
though in an asset acquisition, the acquiring corporation specifies by con-
tract the assets and liabilities it wishes to acquire12 5

B. Documentation

As previously discussed, virtually all culminations of corporate acquisi-
tions will involve an extensive series of contractual documents. Often
these documents will include:
(i) A letter of intent, which will be a nonbinding statement of the basic
terms upon which the acquisition will be affected.2 2

(ii) Appropriate corporate resolutions from the board of directors or
shareholders of one or more of the corporations involved.sr

225. For further discussion of the practical role of the attorney in an acquisition, see B.
Fox & E. Fox, supra note 7, ch. 2.

226. Although the letter of intent is a preliminary, skeletal, and nonbinding document,
considerable care should be taken by both purchaser and seller (and their respective attor-
neys) in drafting this document, as the letter provides the basic framework for completing
any further negotiations, clarifying any basic points of dispute arising prior to closing, draft-
ing the basic acquisition documents to reflect the 'deal,' and consummating the acquisition
in an amicable, expedient, and cost-efficient manner. Failure to pay close business and legal
attention to the letter of intent invariably leads to substantial additional complexities in
closing the transaction and may lead to the 'cratering' of the deal (with the attendant litiga-
tion that may follow). For further consideration of the letter of intent see Bryan, Letters of
Intent, Public Announcements and Insider Trading, in BUSINEss AcquisrroNs, supra note
7, ch. 4.

227. The formal corporate action required of the board of directors and shareholders has
already been discussed in section III(B), supra. With respect to the due authorization of the
transaction, it is essential that the resolutions be drafted to provide the negotiating parties
sufficient authority to consummate the deal on its final terms. Failure to do so would impair
the delivery of the required legal opinions at closing and would require a further vote of
directors and/or shareholders. In addition to these concerns, appropriate resolutions (gener-
ally only from the directors, unless required by a charter document or other basic agree-
ment) respecting any other agreements or arrangements that may be related to and required
in connection with the acquisition must be considered. For further consideration of the care



MERCER LAW REVIEW

(iii) Some form of basic acquisition agreement which will contain the
specific terms of the transaction, including the price,2 manner of pay-
ment, 19 material representations, warranties of the parties, material cov-
enants of the parties to be undertaken prior to closing (which may be
either affirmative or negative covenants),2 0 conditions to closing, and va-
rious other material terms.2 "
(iv) Legal opinions-one of the key documents to the closing of any busi-
ness transaction. The quality of the legal opinion will often determine the
legal integrity of the transaction. In spite of how good the transaction
may appear initially from a business sense, if the parties cannot be as-
sured that the transaction will be legally valid, binding, and enforceable
according to the terms of the various agreements involved, then the deal,
from both a legal and business perspective, will be a bad deal. s Although
to the lay person the delivery of opinions may appear to involve only sev-
eral paragraphs or pages of standard legal jargon, the delivery of a good
legal opinion will require substantial legal and factual investigation and
often may require the making of some very difficult judgments;233 and
(v) A finders agreement, if any finder or broker is involved.

In addition, if the acquisition is a merger, various formal documents,
the Articles of Merger, will have to be filed with the Secretary of State.234

required in drafting corporate resolutions see generally SARDELL, ENCYCLOPEDIA OF CORPO-

RATE MEETINGS, MINUTES AND RESOLUTIONS (1978).
228. Obviously, price is of primary concern to seller and purchaser. Much time, expense,

and effort is saved in the negotiating process if each side has a good idea of what he thinks
is a fair price based on objective criteria. The difficulty with closely-held corporations is
often the absence of any of the key traditional objective criteria for valuing a business (for
example, industry comparison, market for stock, and extensive and reliable internal
financial data). For further discussion see Rappaport, Do You Know the Value of Your
Company?, 14 MERGERS & ACQUISITIONS No. 1 (Spr. 1979).

229. For consideration of such types of payments as a deferred-payment sale, install-
ment sale, and contingent payout ('earnouts') see BUSINESS ACQUIsITIoNs, supra note 7, chs.
1, 9 & 10.

230. For consideration of the various types of representative warranties and covenants
that may arise in an acquisition agreement and of their legal significance, see Weinreich,
Contract of Sale, in BUSINESS ACQUISrrIONS, supra note 7, ch. 5.

231. For further discussion of documentation see BUSINESS ACQUISITIONS, supra note 7,
chs. 3, 4, 5 & 7.

232. For a copy of a sample opinion and the legal backup needed for its delivery, see
app. 3, infra p. 625.

233. For a general discussion of business opinions see Fuld, Legal Opinions in Business
Transactions-An Attempt to Bring Some Order Out of Some Chaos, 28 Bus. LAW. 915
(1973); Fuld, Lawyers' Standards and Responsibilities in Rendering Opinions, 33 Bus.
LAW. 1295 (1978); Report, Legal Opinions to Third Parties: An Easier Path, 34 Bus. LAW.
1891 (1979).

234. If part of the purchaser's deal is the retention of key management of the acquired
company, then the negotiation and preparation of mutually satisfactory employment agree-
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If the consideration includes securities, or if the subject matter of the
acquisition is securities of the acquired corporation, then sundry docu-
ments under the federal securities laws may be required.2 3

6 If the acquisi-
tion is a major acquisition, certain additional filings will be required. If a
sale of assets is included, specific documents of conveyance, deed, bill of
sale, certificate of authority, or otherwise, may also be required. In many
acquisitions, various consents from governmental and private authorities
may be required. Stock assignments may also be entailed.2 3

6

VII. CONCLUDING OBSERVATIONS

The attorney who is representing a closely-held corporation in an ac-
quisition will inevitably find the process quite challenging. He or she will
be required to identify, solve, and assimilate a series of complex and di-
verse legal and business issues; to participate actively in an overall plan-
ning process for structuring the transaction; to draft complicated docu-
mentation; to deliver sensitive legal opinions, and to facilitate the
satisfactory closing of the transactions in all ways. Meeting these chal-
lenges will involve a great deal of time and will place arduous physical
and legal demands and pressures upon the attorney. The greatest and

ments may become critical aspects of consummating the transactions. On executive employ-
ment arrangements, see W. ELWOOD & W. GLEICHER, EMPLOYEE FRINGE BENEFITS (BNA Tax
Management Series No. 394 (1982)), and related laws, regulations, and literature referred to
therein; G. WASHINGTON & V. ROTHSCHILD, COMPENSATION & THE CORPORATE EXECUIvE (3d
ed. 1962).

In an acquisition in which there are disengaging key management and selling sharehold-
ers, the purchaser will often require some form of confidentiality and noncompetition agree-
ment. The requirement of such an agreement can be a serious stumbling block for the acqui-
sition negotiations: even if such an agreement is accepted in principle by both parties, the
scope of activities covered, the territorial restraint entailed, the duration, the available rem-
edies for a breach, the interrelation of the agreement to the main acquisition agreement, and
the consideration attributed to the noncompetition agreement as part of the purchase price
(in other words, resulting in ordinary income for the party executing such agreement) are all
substantial points in the overall negotiation of a satisfactory acquisition arrangement. For
an introduction to the basic legal concerns of noncompetition agreements see Blake, Em-
ployee Agreements Not To Compete, 73 HARv. L. REv. 625 (1960); Richards, Drafting and
Enforcing Restrictive Covenants Not to Compete, 55 MARQ. L. REv. 241 (1972).

235. For example, a Form S-14 registration statement, a Form 8-K periodic report, a
Schedule 13D on 5% or more beneficial ownership, or a Schedule 14-D-1 on a tender offer.

236. For example, there may be consents from environmental authorities or if aircraft or
ships are involved, from other authorities. Stock transfers are governed under state law by
the relevant state's counterpart of U.C.C. art. 8.
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most pervasive demand, however, perhaps will be the ethical requirement
to represent one's client competently. 237

237. See generally The Model Code of Professional Responsibility (1980), particularly
Canon 6: "A Lawyer Should Represent A Client Competently." Under this Canon, a law-
yer should not undertake representation in a complex acquisition situation unless he or she
is competent to handle the diverse legal aspects of the transaction or, if the lawyer is not so
competent, he or she is required to associate with a lawyer(s) competent to handle it (see
DR 6-101). Another area of ethical concern in a closely-held corporate acquisition is the
problem of multiple representation (in other words, representing multiple selling owners
and the corporation, or representing both corporations). In all events, the attorney must
determine who the client is, and if multiple clients are represented, that he or she has
weighed fully the possibility that his or her judgment may be impaired or loyalty divided
among clients, that he or she has made full disclosure to the clients and that he or she has
received the informed consent of both clients. See Canon 5: "A Lawyer Should Exercise
Independent Professional Judgment on Behalf of a Client" (and EC 5-14, 5-15, 5-16, 5-18, 5-
19).
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APPENDIX 1

The following charts attempt to depict graphically the legal results of
the various forms of corporate combination (assuming the consideration
used is the stock of the acquiring corporation):

A = acquiring corporation

B = acquired corporation

S = subsidiary corporation

N = new corporation for a consolidation

X = shareholder(s) of acquiring corporation

Y = shareholder(s) of acquired corporation

Z = resisting shareholder(s) of acquired corporation

a&l = assets and liabilities
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[Diagram 1]

Statutory Merger

Before (Assumes consideration is all stock)*

After

A Corp.
(A's a&l)
(B's a&l)

[B Corp. goes out of
existence by operation
of law)

*If cash were consideration (in whole or in part), to extent a shareholder of B Corp. would
receive cash for his stock, he would be "cashed-out".
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[Diagram 2]

Consolidation

Before (in this case there is technically no acquiring and acquired
corporation. Assumes consideration is all stock).

A Corp. a&l a&l B Corp.

x y -

N Stck N Corp. NStc

(automatically B Stock
cancelled) (automatically cancelled)

After:

x Y z
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[Diagram 3]

Triangular Merger (forward)

Before (assumes consideration is all stock).

Stock of A Corp. -

- Stock of B Corp.
Automatically
cancelled

After*

*In a reverse merger, S would go out of existence, B would become the subsidiary of A
Corp., and Y & Z would become shareholders of A Corp., along with X.
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[Diagram 4]

Sale of Substantially All Assets

Before (assumes consideration is all stock):

Transfer of substantially
all assets by contract

A Stock
B Corp.

Y z

After (assumes B Corp. is subsequently liquidated, with B
shareholders receiving A stock and B going out of existence.
Sometimes B will remain in existence as a "shell corporation" holding
a corporate name or as a corporation holding assets not sold):

X Y Z
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[Diagram 51

MERCER LAW REVIEW

Stock or for Stock Exchange
Before (assumes all stock is consideration and Z does not tender his
shares of B):

A Stock
A Corp. B Stock B Corp.

I I Ix lY z

After:*

Z = Minority Shareholder

*In a cash tender offer Y would be cashed out, and Z would remain as a minority share-
holder of B (with A being B's parent).
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APPENDIX 2

ACQUISITION CHECKLIST (MERGER)

A. General Information Concerning Company to be Acquired.
Company Structure

1. Articles of Incorporation and amendments.
2. By-laws.
3. Minute books.
4. Stock transfer books and books of original issuance.
5. Jurisdictions where authorized to transact business.
6. Jurisdictions in which property owned or leased and offices

maintained.
7. List of all subsidiaries.

Subsidiaries.
1. Above documents and information for each subsidiary to be

acquired as a result of merger.
Stock Issuance and Related Matters.
1. List of names, addresses, and number of shares owned by each

shareholder.
2. Outstanding options, warrants, or any other obligations to issue

or repurchase capital or debt securities.
B. Financial Information Concerning Company to be Acquired.

1. Name of accountants, including name of partner in charge of
the account.

2. Audited financial statements for past five years, if available.
3. Unaudited financial statements for all periods in which audited

statements are not available.
4. Forecasted profit and loss statements and balance sheets for

the current fiscal year and for the following fiscal year, if
available, footnoted to explain abnormal, nonrecurring, or
unusual items and the assumptions upon which the forecasts
are based.

5. Breakdown of revenues according to major product categories,
with comparable data for the previous year.

6. Accounts receivable aging schedule with comparable data for
the previous year.

7. Description of bad debt experience, basis upon which reserves
are established and adequacy thereof.
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8. Current tax status, indicating the respective years through
which the company has been cleared for federal, state, and
foreign (if applicable) income tax purposes; any deficiencies
proposed or assessed by any federal, state, or foreign income
tax authorities.

9. Description of banking and credit relationships, including the
names of each bank or other financial institution, the nature,
limit, and current status of any outstanding indebtedness, loan
or credit commitments and other financing arrangements that
will survive merger.

10. Basis upon which any assets on the balance sheet have been
revalued or recorded at amounts above or below cost.

11. Dividend history, if any.
12. Types and extent of dividend or similar restrictions; amount

available for dividends under the most restrictive limitations
that will survive merger.

C. Contingent Liabilities and Obligations of Company to be Acquired.
1. Schedule of all contingent liabilities and obligations not

appearing on the balance sheet with respect to:
(a) Leases;
(b) Guaranties;
(c) Deferred payment obligations under acquisition or other

purchase agreements;
(d) Product or service warranties;
(e) Material oral commitments or understandings;
(f) Stock repurchase obligations;
(g) Unfunded pension or retirement obligations;
(h) Circumstances under which the company may be required

to repurchase or repossess assets or properties previously
sold;

(i) Commitments to finders or brokers;
(j) Review of correspondence and other pertinent files

relating to possible antitrust violations;
(k) Product liability claims (if applicable);
(1) Any form of off-balance sheet financing.

D. Business of Company to be Acquired.
1. Summary of the number, types, and functions of employees,

and all documents describing the physical facilities utilized by
the company.

2. Summary of major customers, including the names and
addresses, products and the latest actual and estimated current
year's sales to each of the 20 largest customers.
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3. List of major suppliers, including name and address of each,
types of products supplied and approximate dollar amount of
purchases made from each in the last fiscal year and projected
for the current year.

E. Competition - List of Major Competitors.
F. Property and Facilities of Company to be Acquired.

1. Location, size, and use of major physical properties, including
condition, extent of utilization, date constructed, extent of
insurance coverage, and whether owned or leased.

2. For leased facilities, date of lease, form of lease, major
provisions thereof, annual rentals, rights of renewal, extension
or purchase, total lease rentals and purchase options, if any,
together with copies thereof.

3. Location of principal executive offices.
4. Location of sales offices and warehouses or similar facilities.
5. Description of personal property such as automobiles, boats,

airplanes, homes, recreational and other facilities, and
memberships owned or maintained by the company.

6. Summary list by category, age, and percentage depreciated of
machinery, equipment, and other business equipment.

7. Computer facilities owned or leased.
8. Type, amount, and extent of encumbrances on company's

physical properties.
G. Management of the Company to be Acquired.

1. Organization chart.
2. List of directors, officers, and key employees, including:

(a) Name;
(b) Age;
(c) Title;
(d) Total compensation;
(e) Explanation of non-salary compensation;
(f) Transactions with the company either directly or through

affiliates.
Renumeration

3. Aggregate direct renumeration paid to each director, officer,
and key employee during last fiscal year and the current rate of
compensation to each.

4. Amounts paid to all directors and officers as a group during the
last fiscal year and projected amounts thereof for the current
and succeeding fiscal years.
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5. Description of all bonus, profit-sharing, pension, stock option,
stock bonus, and other direct or deferred compensation plans,
contracts, or arrangements, including the formula or method
used and the total amount thereof for the past fiscal year and
projected for the current year, and copies of all such plans,
contracts, or arrangements.

6. Options granted and warrants issued to purchase stock within
the past five years, including date of grant, name of optionee or
warrant holder, exercise price, options, and warrants exercised.

Employees
7. Schedule of types (e.g., production, clerical, sales, etc.),

locations, and number of employees.
8. List of current collective bargaining agreements, if any.
9. Extent of company's contractual or statutory liabilities upon

severance, pay-off and for social benefits.
10. List of all employment or similar agreements, whether written

or oral.
H. Capitalization of the Company to be Acquired.

1. Current summary of the number of authorized, issued, and
outstanding shares of each class of stock.

2. List of all indebtedness of the company and subsidiaries.
3. Copies of all documents relating to long-term indebtedness of

the company and its subsidiaries.
4. Reservation of unissued or treasury shares for specific purposes.
5. List of the amount of any of the company's securities owned by

its subsidiaries.
I. Litigation Involving Company to be Acquired.

1. List of all pending or threatened litigation, arbitration, and
governmental proceedings to which the company, any
subsidiary or any of their directors, officers, or employees are a
party, indicating the name of the court, agency, or other body
before whom pending, date instituted, amount involved,
current status, copies of pleadings, briefs and decisions filed or
rendered in connection therewith, and opinions of counsel for
the company with respect thereto.

2. Information as to any federal or state antitrust investigation or
proceeding.

3. Copies of any Department of Justice merger clearances or
refusals thereof or Federal Trade Commission "no action"
letters or refusals thereof.

4. Nature and extent of any patent infringement or misuse
litigation.

5. Internal Revenue Service ("I.R.S.") or other state or foreign tax
proceedings, deficiencies assessed, or audits commenced.
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6. If applicable, Securities and Exchange Commission (SEC)
proceedings relating to the issuance or trading in the company's
securities.

J. Industrial Property Rights of the Company to be Acquired.
1. List of all significant patents and patent applications, domestic

and foreign, including date applied for or issued, number,
country of issue, brief description of coverage, and significance
to the company.

2. List of all principal trademarks, trade names, and copyrights.
3. List of all proprietary products not protected by patent and

steps taken by the company to ensure the secrecy thereof.
4. Copy of forms of secrecy or other employment agreements and

of numbers, locations, and types of employees covered thereby.
K. Transactions with Affiliates by Company to be Acquired.

With respect to company directors, officers, employees, or their
affiliates:
1. Schedule of existing loans from company and subsidiaries

setting forth date and amount of each advance, date, and
amount of each repayment, balance due at end of each quarter,
current balance, reasons for loans, terms thereof, together with
copies of instruments evidencing such loans, any security
therefor, and a statement of any plan for the repayment
thereof.

2. Schedule similar to (1) above with respect to loans to the
company or any of its subsidiaries.

3. Are any loans of the type described in (1) or (2) above
contemplated in the future; are there at present any
commitments or obligations to make such loans?

L. Information Disseminated Concerning the Company.
1. Copies of all annual and interim reports distributed by the

company to its shareholders during the last three years.
2. Copies of all press releases issued by the company in the last

year.
3. Proxy statements (if applicable).
4. Annual and other reports to regulatory commissions (including

but not limited to the SEC).
5. Speeches to security analysts (if applicable).
6. Copies of any engineering, management, or similar report or

memorandum relating to broad aspects of the company's
business operations or products prepared by or for the company
within the past year.

7. Copies of any market letters concerning the company known to
have been issued within the last three years.

M. Public Offerings of Company to be Acquired.
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1. Description, date, names of principal underwriters, and results
of each prior public offering of any securities by the company
or any of its stockholders.

2. Actual use of proceeds of each such prior public offering.
3. Copies of underwriting agreements for each prior public

offering and whether there is any right of first refusal on
subsequent financings.

N. Significant Contracts of Company to be Acquired.
1. List of all material contracts or understandings, indicating the

material terms thereof, parties thereto, whether any party
thereto is in default thereunder or claimed to be in default
thereunder.

2. List of all licenses, permits or similar agreements relating to
operations of the company's business.

3. Leases of real property, equipment, and computers.
4. Stock option agreements.
5. Consultancy agreements.
6. Copies of I.R.S. or other tax rulings relating to any merger or

other tax-free reorganization.
7. Voting trust agreements.
8. Indemnification contracts or arrangements insuring or

indemnifying any director or officer against any liability
incurred in such capacity.

9. License, know-how, and technical assistance agreements.
10. Realty deed and mortgages.
11. Extent and nature of insurance coverage, including type of

coverage, amount, and premium costs.
12. Indentures.
13. Loan agreements.
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APPENDIX 3

Preliminary Checklist for Rendering Opinion
on Stock Acquisition

Set forth below is a checklist of what is required to support the
opinion letter to ABC Corporation.

I. "[1] Seller is a corporation duly incorporated, [2] validly existing
and [3] in good standing under the laws of the State of Delaware. [4]
Seller is also authorized to transact business in and [5] is in good
standing under the laws of the State of New York. ..
[1] State law

Corporate Charter.
Certificate of Incorporation.
Initial minutes.
Appropriate certificate from Recorder of Deeds of proper
county in Delaware.
All minutes and related actions pertaining to amendments of
corporate charter.

[2] Certificate of Good Standing from Secretary of State
Appropriate certificates from Recorder of Deeds of proper
county in Delaware.
Check payment of franchise and other state taxes. Certificate of
Good Standing from any relevant state administrative agencies
(including statement that all necessary reports have files).
Certificate from secretary of corporation that no proceedings of
a liquidation, dissolution, merger, consolidation, or sale of
assets are pending.
Independent check of minute books to corroborate certificate
from secretary of corporation.

[3] Same as [2] above.
[4] State law

Certificate of Good Standing from Secretary of State of New
York and similar certificate from any relevant administrative
agencies.
Authorization documents originally issued to ABC Cor-
poration.
Corporate minutes related to above authorization documents.

[51 Certificates of Good Standing from Secretary of State and
Certificate of Good Standing from any relevant administrative
agencies.
Certificate from appropriate state official as to payment of
franchise and other taxes.
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II. "The Agreement has been duly executed and delivered by Seller and
constitutes a valid, legal, and binding obligation of Seller,
enforceable in accordance with its terms. .. ."

Check power to make sale and the required mechanics of sale
under New York, Delaware, and any other relevant states laws
and under Seller's charter.
Check authorizing resolutions of Saller's board.
Check validity of Agreement under New York law.
Check the subject of conflicts under New York law to make
sure that the law which is specified in the contract is the law
that will actually be applied by the courts of New York.

III. "[1] Each of the certificates representing shares of capital stock of
the Acquired Company, delivered to you on the date hereof, is in
proper form for transfer to you, and [21 upon such transfer you will
receive good and marketable title to such shares, free and clear of all
liens, charges, encumbrances, security interests, equities, options,
and claims whatsoever ... "
[11 Check whether there are transfer restrictions on the face of the

certificate.
Check whether any documents referred to on the face of these
certificates contain transfer restrictions.
Check the corporate charter and by-laws for any possible
transfer restrictions.

[2] Check Seller's corporate records to make sure the stock has not
been pledged, assigned, etc.
Make general inquiry among Seller's creditors to make sure the
stock has not been pledged, etc.
Check in Delaware for possible filing of a security interest in
the stock.
Obtain certificate from secretary of the Seller that the stock is
free and clear of all liens, charges, encumbrances, security
interest, equities, options, and claims whatsoever.

IV. "The shares of capital stock of the Acquired Company, delivered to
you by Seller pursuant to the terms of the Agreement, are exempt
from registration under the Securities Act of 1933, as amended."

Make sure that the sale of these shares does not constitute one
or more public offerings. Generally consider security law
implications with respect to entire transactions, past securities
problems concerning previous issuance of shares, insider
trading, possible integration problems, etc.

Finally, the lawyer must check everything that New York counsel said
in its opinion with respect to New York law.
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