Bass v. Evans (Macmillan I) (Del.Chan.1988)

552 A.2d 1227

ROBERT M. BASS GROUP, INC., a Texas Corporation, Plaintiff,

v.

Edward P. EVANS, et al., Defendants.

In re MACMILLAN, INC. SHAREHOLDERS LITIGATION.

Decided:  July 14, 1988.

JACOBS, Vice‑Chancellor.

Presently pending are motions by plaintiffs Robert M. Bass Group, Inc.  ("Bass Group") and a class of public shareholders of Macmillan, Inc. ("Macmillan") to enjoin preliminarily a restructuring of Macmillan. . . .

I. RELEVANT FACTS

. . . .

A. Origins of The Restructuring

1. Macmillan

Macmillan is a Delaware corporation having its principal place of business in New York City.  Macmillan has more than 6,000 public shareholders, and as of May 30, 1988, had 25,657,284 issued and outstanding shares of common stock that are listed and traded on the New York Stock Exchange.  Macmillan is engaged in the business of publishing textbooks and other instructional and reference materials.  It also conducts non‑publishing operations, including information services, instruction, retail merchandising, and a home learning and reference material division. [fn]

Macmillan has thirteen directors, eleven of whom are non‑management, independent directors.  The two "inside" directors are defendants Edward P. Evans ("Evans"), Chairman and Chief Executive Officer, and William F. Reilly ("Reilly"), President and Chief Operating Officer.  Since their arrival in 1980, Evans, Reilly, and their management team have made Macmillan highly profitable, increasing Macmillan's market capitalization, revenues, and net income.

. . .

Macmillan's management became concerned that Macmillan . . . was vulnerable to a takeover on terms that might disadvantage Macmillan's public shareholders. . . Further consideration led management and First Boston to conclude that it would be preferable to break up Macmillan into two separate parts:  its publishing business and its information business, which would be "spun‑off" in a separate entity . . .  On August 18, 1987, MAC Information Corp. ("Information") was incorporated as a New York corporation to serve as the entity that would own Macmillan's information business. . . 

B. The Emergence of The Bass Group

On October 21, 1987, the Bass Group, together with certain affiliates, filed a Schedule 13D with the SEC, disclosing their beneficial ownership of 1,986,180 shares (approximately 7.5%) of Macmillan common stock. [fn]  The Bass Group is a Texas corporation with its principal place of business in Fort Worth, Texas.  It is controlled by Robert M. Bass, who individually controls various partnerships and enterprises formed to invest in publicly held companies.  The Bass Group presently owns 9.2% of Macmillan common stock.

. . . .

On May 17, 1988, in a letter delivered to Mr. Evans, the Bass Group made, and sought to discuss, an offer to acquire all of Macmillan's common stock for $64 per share cash.  The letter, signed by Robert Bass, stated that the offer was intended to be consensual and was conditioned, inter alia, upon Board approval and obtaining appropriate financing.  The Bass letter invited Evans and his management team to participate in the acquisition.  Noting that the Bass Group had relied solely upon public documentation in making its offer, Mr. Bass indicated that after discussions with Evans, that offer might be increased. The Bass group letter was also made public in an amendment to the Bass group's Schedule 13D, which was simultaneously filed with the SEC.

. . . .

D. The Restructuring Developed As A Response To The Bass Group Offer

. . .

The Special Committee was next briefed on the proposed restructuring of Macmillan into two separate companies, the publishing and information segments. . .The Lazard advisor explained that the restructuring would result in management owning 39% of the equity of Information‑‑a reduction from the 55% level previously contemplated.  The percentage reduction was suggested by the Special Committee's advisors, so that the restructuring would not be regarded as a transfer of corporate control from the public shareholders to management. . .After the full Board considered these reports, the meeting was recessed to allow the Special Committee to meet separately with its advisors. Thereafter, the Special Committee recommended, and the full Board voted, to adopt the restructuring and to reject the Bass Group proposal.  In recommending the restructuring, the Special Committee relied upon the advice of Lazard.  It did not negotiate with management over any aspect of the transaction, including management's ownership levels in the restructured companies.

On the following day, May 31, Macmillan announced the restructuring in a press release, disclosing that the transaction would be consummated only ten days later, on June 9 and 10.  (Stock exchange rules require at least ten days to consumate the transaction).  The restructuring was not made subject to shareholder approval, and that May 31 press release was the first communication to the shareholders that their company would be radically altered.

To understand both the response to the May 31 announcement and the legal challenges to the restructuring, various elements of the restructuring must briefly be described. . . .The management group (and the ESOP) will be treated quite differently from the public stockholders.  The management group would forego the cash and debenture components of the dividend and will exchange most of their restricted stock and unexercised options in Macmillan for restricted Information shares [fn] representing 39.2% of the equity of Information.  The management group and the ESOP will also own 3.2% and 26%, respectively, of the shares of Publishing. The ESOP will purchase its shares for $5.10 per share, the trading price for Publishing determined by Lazard.

The mechanism whereby management's present 4.5% equity interest in Macmillan would be enlarged into a 39% interest in Information is complex. . . . The management group's combined 39% equity interest in Information is claimed by the defendants' investment bankers to be economically equivalent in value to management's present combined holdings in Macmillan (4.5%).  . . .

After the restructuring was announced, Bass Group representatives met with Evans, Reilly, and others on June 3 and 4, to discuss Bass Group proposals that would involve, inter alia, all shareholders being treated equally.  Other proposals were also discussed, but no accommodation was reached.

Late on June 4, the Bass Group made a second offer for Macmillan, with two alternative proposals:  (1) an offer to purchase any and all shares of Macmillan for $73 per share cash, and (2) a restructuring/recapitalization materially indistinguishable from the one approved by the Board on May 31, except that (a) Macmillan's management would not receive Information stock (they would receive the restructuring dividend, like all stockholders), (b) the Bass Group would pay cash for the Information stock that would otherwise go to management, and (c) Macmillan shareholders would receive a cash dividend of $58 per share‑‑$5.65 more than they would receive under the management‑proposed restructuring.

The revised Bass offer was forwarded to Lazard, which on June 6 concluded that it could furnish an "adequacy" opinion that would enable the Special Committee to reject the $73 per share cash portion of the Bass offer.  That same day, the Bass Group filed this action to enjoin the restructuring.

. . .

Ultimately, the Special Committee and the Board determined to reject both of the Bass Group June 4 proposals.  (That decision was reaffirmed by a telephone meeting of directors reconvened on June 8, 1988).  On the same day, Lazard, Wasserstein Perella, and First Boston each delivered formal written opinions that the Bass Group's $73 "any and all" cash offer was inadequate. These firms did not however, submit any formal opinion that the Bass Group alternative restructuring proposal is unfair. [fn]

. . .

III. PROBABLE SUCCESS ON THE MERITS

. . .  Where, as here, the transaction at issue develops in the context of a pending takeover bid, even a disinterested board of directors "may be acting primarily in its own interests."  (Unocal, 493 A.2d at 954).  Accordingly, where the challenged transaction is adopted as an antitakeover defensive measure, the directors must discharge a dual burden of proof to qualify for the protections of the business judgment rule.  First, the directors must establish that they had reasonable grounds for believing that there was a danger to corporate policy and effectiveness.  That burden may be satisfied by a showing of good faith and reasonable investigation.  Second, the directors must demonstrate that the measures they adopted in response to the threat were reasonable in relation to the threat posed.  Unocal, 493 A.2d at 955;  Revlon, 506 A.2d at 180.

. . . .

A. Whether The Bass Group Offers Constituted A Threat

Under Unocal the Court must first determine whether the Bass Group offers posed (and continue to pose) a reasonably perceived threat to corporate policy and effectiveness.

Takeover bids found to be a threat have typically involved a coercively structured proposal, such as a two tiered, hostile tender offer.  See e.g., Unocal and Newmont Mining.  The May 17 Bass offer, however, was to purchase any and all of Macmillan's stock for $64 per share cash‑‑a 26% ($13.38 per share) premium above the market price.  The offer was not hostile.  It was consensual, made subject to the approval of the Board of Directors, and the letter proposing the offer specifically invited negotiations over price.  After the restructuring was announced, the Bass Group increased its offer to $73 per share.  As noted earlier, the Bass Group also proposed an alternative transaction essentially identical to restructuring, except that the Bass Group would acquire the 39% stock interest in Information, and the public shareholders would receive an additional $5.65 per share in cash.  All Bass Group offers proposed the same price to all stockholders, were not "front‑end loaded," and their financing did not depend upon a "break‑up" of the Company.

. . . 

The Court thus concludes that if the Bass offers posed a cognizable,  [fn] reasonably perceived threat, it was only in the minimal sense that the Bass Group's current proposal of $73 per share, although fair, is less than the highest price that the defendants' financial advisors believed might be obtained if the entire company were put up for sale.

B. The Reasonableness Of The Restructuring As A Defensive Response

The second inquiry under Unocal is whether the Macmillan directors' response to the Bass offer‑‑the restructuring‑‑is reasonable in relation to the threat posed

The circumstances of each individual case determine the reasonableness of an anti‑takeover defense.  That determination, of course, will depend upon the nature of the threat posed.  Here, the threat was (to repeat) that the Bass $73 per share proposal, while fair, was not the highest price that might be available if the company were being sold.  A reasonable response, then, would be to develop a more valuable economic alternative.  That alternative might take several different forms.  For example, if the directors concluded that the company should be sold, it would be reasonable to solicit higher bids from other bidders, as well as the original offeror.  If the company was not be be sold, the directors might propose a noncoercive transaction that would offer shareholders higher value, whether immediate or long term, while also enabling them to retain their equity in the corporation. [fn]

Thus, given the nature of the threat, a reasonable response would, at a minimum, offer stockholders higher value than the Bass Group offer or, at the very least, offer stockholders a choice between equivalent values in different forms.  The management restructuring offers neither.  Not only does it offer inferior value to the shareholders, it also forces them to accept it.  No shareholder vote is afforded;  no choice is given.  The restructuring is crafted to take the form of a dividend, requiring only director approval.  On that basis alone, as more fully discussed below, I find preliminarily that the restructuring is a coercive, and economically inferior, response to the Bass Group "threat."  Anderson, Clayton, 519 A.2d at 113‑114.

As previously explained, the Bass Group's alternative restructuring proposal is financially superior to the restructuring from the standpoint of Macmillan's public stockholders. 

There is no evidence that any member of the Board or the Special Committee questioned how a sale of 39% of Information would constitute a sale of the company if sold to the Bass Group, yet would not be if that same 39% interest is sold to the management group.  The defendants have failed to explain that reasoning, and its logic continues to elude the Court.

The defendants claim that the Bass "any and all" offer for $73 per share is inferior, because it involves a transfer of control to Bass.  They claim that the restructuring does not, because it enables the shareholders to retain control and, thus, the ability to realize a control premium in the future. That argument fails on two counts.  First, even if the restructuring is assumed not to involve a transfer of control (thereby justifying a discounted value for Information because a control premium is absent), the defendants' own valuation of the restructuring is still less than $73.  The defendants' financial advisors valued the restructuring at $64.15, which includes the value of the stub equity that shareholders will retain, thus taking into account whatever control premium might be realized in the future.

Second, the present record indicates that the restructuring, although not a sale of an absolute majority interest, does constitute a sale of effective control of Information that would warrant a control premium. . . 

Finally, the conclusion that effective control will pass to management is consistent with the intent and historical evolution of the restructuring which, in every proposed permutation, had management owning over 50% of Information. That was the plan up until the last moment, when counsel advised the Special Committee that the issuance to management of an absolute majority of Information stock could be interpreted as a sale of the company.  (Reilly Dep. at 279;  Neff Dep. at 13‑14).  Such a sale would arguably trigger duties under Revlon, which requires that the directors selling the company realize the highest available value for shareholders. [fn]  . . . 

To summarize:  the Court finds (preliminarily) that the restructuring involves a transfer of effective control that under normal market conditions would command a control premium.  . . . 

In Anderson, Clayton, 519 A.2d at 113‑116, a hostile bidder made an any‑ and‑all offer at $56 per share, which was found to be a fair price.  In response, the company initiated a partial self‑tender at $60 per share, also a fair price.  Nonetheless the Court enjoined the company self‑tender, finding that it was economically coercive because its timing precluded shareholders from accepting the $56 offer.  This Court stated:

... A defensive step that includes a coercive self‑tender timed to effectively preclude a rational shareholder from accepting the any‑and‑all offer cannot, in my opinion, be deemed to be reasonable in relation to any minimal threat posed to stockholders by such offer.

519 A.2d at 114.

Here, the circumstances are even more compelling than in Anderson, Clayton.  There, the defensive recapitalization and the outside bid were economically equivalent.  Both were at a fair price, neither being inferior to the other.  Moreover, the shareholders had been afforded the opportunity to vote on (and had approved) the company transaction.  Nevertheless, the company recapitalization was found offensive under Unocal because it effectively deprived shareholders of the opportunity to choose between the competing alternatives.  Here, in contrast, the defensive transaction is economically inferior to the outside bid and the shareholders have no choice but to accept it.  On that basis alone, the restructuring is an unreasonable response under Unocal.

. . .

V. CONCLUSION

For the foregoing reasons, a preliminary injunction will issue.  Counsel shall promptly confer and present an appropriate form of order implementing the rulings made herein.
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