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INTERMEDIATE SCRUTINY FOR CORPORATE
POLITICAL CONTRIBUTIONS

JOSEPH K. LEAHY"

ABSTRACT

A corporation contributes to a Super PAC that supports a candidate for public office. A
shareholder sues, alleging that management breached its duty of loyalty by making the con-
tribution to promote its own political views rather than to serve the corporation’s best inter-
ests—i.e., by acting in bad faith. What standard will a Delaware court apply when review-
ing management’s decision to cause the corporation to make the contribution?

Myriad scholars have opined that the court will apply the standard of review for ordi-
nary business decisions: the management-friendly business judgment rule. Unfortunately
for our shareholder plaintiff, this rule presumes that management acts rationally, without a
conflict of interest, and in good faith. Further, management can easily concoct a justification
for supporting any major-party political candidate. Thus, absent a “smoking gun” that
points to bad faith, it will be extremely difficult for a shareholder to prove that management
has acted disloyally.

This Article departs from the scholarly consensus that courts should apply the business
judgment rule to review corporate political contributions. Instead, courts should apply the
intermediate level of scrutiny—the Unocal test—that is applied whenever management
adopts defensive measures in the face of a hostile takeover. Delaware courts apply Unocal to
defensive measures due to the “omnipresent specter” that management will promote its own
interests over the corporation’s best interests. Under Unocal, management must earn the
protection of the business judgment rule by establishing the reasonableness and proportion-
ality of its defensive actions.

Courts evaluating management’s decision to make a Super PAC contribution should
apply Unocal for two related reasons. First, like corporate charitable donations, corporate
political contributions give rise to serious agency cost concerns. These same concerns led
prior commentators to propose applying intermediate scrutiny to charitable contributions,
post-Citizens United, this proposal should be updated to include corporate political contri-
butions. Second, upon closer review, corporate Super PAC contributions give rise to greater
agency cost concerns than corporate charitable gifts, due to the increased potential of man-
agement pretext in the former context. Indeed, although corporate Super PAC contributions
do not pose an inherent conflict between management and the corporation, the possibility of
pretext is so great that there is an “omnipresent specter” that management will serve its own
purposes whenever it causes the corporation to make a political contribution.

Therefore, by analogy to Unocal, a court evaluating a corporate political contribution
should ask (1) whether management had reasonable grounds to believe that the contribution
would directly or indirectly advance specific corporate interests, rather than some general
political viewpoint, and (2) whether the contribution was reasonable, both as a method of
addressing the specific corporate interest and in its amount. Only if management can show
that the political contribution satisfies both prongs should it be protected by the business
judgment rule.
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[When applying the Unocal test,] [t]he court must . . . look at the
possibility that personal interests short of pure self-dealing have
influenced the board. . . . Through this examination, the court
seeks to assure itself that the board acted reasonably . . . for the
purpose of advancing a proper objective, and to thereby smoke out
mere pretextual justifications for improperly motivated decisions.!

I. INTRODUCTION

A public corporation contributes to a Super PAC that supports a
candidate for public office.? A shareholder learns of the contribution?

1. In re Dollar Thrifty S’holder Litig., 14 A.3d 573, 598 (Del. Ch. 2010) (Strine, V.C.).

2. Super PACs are political action committees that can spend unlimited money to
expressly advocate the election or defeat of candidates for federal political office, but cannot
contribute to or coordinate their spending with candidates or campaigns. See Joseph K.
Leahy, Are Corporate Super PAC Contributions Waste or Self-Dealing? A Closer Look, 79
Mo. L. REV. 283, 295-96 (2014) [hereinafter Leahy, A Closer Look] (describing Super PACs).
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and sues the board of directors (and/or executive officers),* alleging
that they breached their duty of loyalty by causing the corporation to
make the contribution. The shareholder plaintiff argues that man-
agement made the contribution in bad faith, to serve the personal or
political interests of certain members of senior management, rather
than the best interests of the corporation and its shareholders. Fur-
ther, the shareholder alleges that management’s stated rationale for
the contribution (if any)® is pretext. What standard will a court apply
when reviewing management’s decision to make the contribution?

The Super PAC arose due to recent Supreme Court and federal appellate decisions inter-
preting the First Amendment of the United States Constitution. See id. (attributing the
rise of the Super PAC to the combined effect of Citizens United v. FEC, 558 U.S. 310
(2010), which struck down part of the Federal Election Campaign Act, and SpeechNow.org
v. FEC, 599 F.3d 686 (D.C. Cir. 2010), which essentially blessed the Super PAC form of
organization). Therefore, Super PACs presumably can become involved in state elections,
as well. See Am. Tradition P’ship, Inc. v. Bullock, 567 U.S. 516, 516-17 (2012) (per curiam)
(holding that Citizens United applies to state law).

3. This is unlikely because neither federal securities law nor state corporation law
currently requires that corporations disclose their political expenditures. See Joseph K.
Leahy, Corporate Political Contributions as Bad Faith, 86 COLO. L. REV. 477, 482 n.6 (2015)
[hereinafter Leahy, Corporate Political Contributions as Bad Faith]. State campaign finance
laws that require corporations to disclose all political expenditures also are uncommon. See
Taren Kingser & Patrick Schmidt, Business in the Bulls—Eye? Target Corp. and the Limits of
Campaign Finance Disclosure, 11 ELECTION L.dJ. 21, 24-25 (2012). Although federal campaign
finance law requires that Super PACs disclose certain contributors, and although corpora-
tions that donate more than a certain amount to Super PACs must disclose their contribu-
tions, corporations can easily—and regularly do—circumvent these requirements by donating
to Super PACs via intermediaries that do not disclose their contributors. See Leahy, Corpo-
rate Political Contributions as Bad Faith, supra, at 482 n.6; Leahy, A Closer Look, supra note
2, at 295 n.73. For example, many major Super PACs are paired with a “social welfare” organ-
ization that exists solely for the purpose of funneling contributions to the Super PAC. See
James Kwak, Corporate Law Constraints on Political Spending, 18 N.C. BANKING INST. 251,
255-56 (2013); Kim Barker & Marian Wang, Super-PACs and Dark Money: ProPublica’s
Guide to the New World of Campaign Finance, PROPUBLICA (July 11, 2011, 11:38 AM),
https://www.propublica.org/blog/item/super-pacs-propublicas-guide-to-the-new-world-of-
campaign-finance [https://perma.cc/2UQM-AYVE].

Recently, however, some large corporations have started voluntarily disclosing their
political spending. See Jacquelyn E. Ryberg, Note, The Train Has Left the Station, Folks:
The Inevitability of Widespread Adoption of Voluntary Political Spending and Lobbying
Disclosure, 10 VA. L. & BUS. REV. 1, 35 (2015) (discussing the CPA-Zicklin Index, a joint
report of the Center for Political Accountability and the Zicklin Center, which details vol-
untary corporate disclosure of political spending, andconcluding, based on reviewing the
CPA-Zicklin Indexes for 2011 to 2014, that “voluntary disclosure of corporate political
spending information is . . . occurring . . . [and] progressively increasing year after year”).
It remains to be seen whether this will result in corporations regularly disclosing individu-
al contributions.

4. Hereinafter, this Article will use the term “director” (or “management”) to refer to
(1) “outside” directors (who are not employed by the corporation), (2) “inside” directors (who
are), and (3) senior executive officers who are not directors. This imprecise shorthand has
its theoretical limitations, however. See Leahy, Corporate Political Contributions as Bad
Faith, supra note 3, at 483 n.7.

5. It is unusual for management to explain why the corporation made a particular
political contribution. Recent examples of management doing so occurred only because the
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Myriad scholars have opined that the decision to make the politi-
cal contribution is like any other ordinary business decision made by
management.® Hence, it is widely assumed that a court reviewing a
corporate political contribution would apply the standard of review
for ordinary business decisions: the “notoriously management-
friendly”” business judgment rule.®

This rule essentially prohibits courts from reviewing the
substance of a management decision, so long as it was rational
and not wrongful;? the only issue for courts is whether the
board engaged in serious wrongdoing, such as bad faith, '
self-dealing,' or a waste of corporate assets.'> However, absent unu-

controversies surrounding the contribution. See Leahy, A Closer Look, supra note 2, at 326-
27 (describing how Target Corp.’s CEO explained the company’s rationale for its 2010 con-
tribution to Super PAC MN Forward after the company received negative publicity about
the contribution).

6. See Leahy, A Closer Look, supra note 2, at 299-302.

7. Adam Winkler, Other People’s Money: Corporations, Agency Costs, and Campaign
Finance Law, 92 GEO. L.J. 871, 908 (2004); see also Laurence Tribe, Laurence Tribe on
Citizens United v. Federal Election Commission, HARV. L. TODAY (Jan. 25, 2010),
http://today.law.harvard.edu/laurence-tribe-on-citizens-united-v-federal-election-commission/
[https://perma.cc/7TUR5-UYVG].

8. See Leahy, A Closer Look, supra note 2, at 299-302 (providing examples); see, e.g.,
Jay B. Kesten, Shareholder Political Primacy, 10 VA. L. & BUS. REV. 161, 184 (2016) (deem-
ing it likely that courts will review corporate political spending under the business judg-
ment standard, but noting the possibility of a heightened standard). This Author has
(somewhat reluctantly) made the same assumption in prior works. See Leahy, A Closer
Look, supra note 2, at 370; Leahy, Corporate Political Contributions as Bad Faith, supra
note 3, at 488 & n.35, 505-10.

9. See infra Part I1.A; see also Stephen M. Bainbridge, Unocal at 20: Director Prima-
¢y in Corporate Takeovers, 31 DEL. J CORP. L. 769, 787 (2006) (“The court begins with a
presumption against review. It then reviews the facts to determine whether the decision-
making process was tainted by self-dealing and the like. The questions asked are objective
and straightforward: Did the board commit fraud? Did the board commit an illegal act? Did
the board self-deal? Whether or not the board exercised reasonable care is irrelevant, as
well it should be.” (footnotes omitted)).

10. The business judgment rule presumption of non-review is overcome by manage-
ment’s bad faith. See Leahy, Corporate Political Contributions as Bad Faith, supra note 3,
at 495-97. Yet, although many corporate political contributions may constitute bad faith,
see id. at 510-14, 517-23 (describing when they do), a plaintiff will likely have difficulty
proving this, see id. at 514-23 (explaining why), unless a court would accept the novel ar-
gument that all political contributions made by public corporations constitute bad faith, see
id. at 524-56 (advancing novel theory that essentially all political contributions by public
corporations should be deemed bad faith). Despite this, bad faith usually will be a better
argument for a shareholder derivative plaintiff to advance than waste or (absent unusual
facts) self-dealing. See id. at 505-10.

11. Self-dealing occurs when a director obtains a material financial benefit from a
transaction that is not shared equally with all of the other shareholders. See Leahy, A
Closer Look, supra note 2, at 344-46. The business judgment rule presumption of non-
review is overcome by self-dealing; as a result, once a shareholder plaintiff proves that
management engaged in self-dealing, the transaction is subject to the onerous “entire fair-
ness” standard. See id. at 346-48.



1124 FLORIDA STATE UNIVERSITY LAW REVIEW [Vol. 44:1119

sual facts, corporate political contribution will rarely constitute man-
agement self-dealing'® or waste.!* Thus, the best theory upon which
to challenge management’s decision to make a corporate Super PAC
contribution is bad faith!®>—i.e., that management decided upon the
contribution primarily for a purpose other than serving the corpora-
tion’s best interests.'¢

Yet, the business judgment rule presumes that management acts
in good faith (and rationally, without any conflict of interest).!” Thus,
when a court applies this rule, a shareholder plaintiff cannot simply
assert that management acted to serve its own political or personal
goals; unless the shareholder can prove this claim, the court must
conclude that management acted properly. That is to say, if a share-
holder establishes that it is equally plausible that management acted
in bad faith, primarily to serve its own goals, or in good faith, intend-
ing to serve the corporation’s best interests, the shareholder-
plaintiff’s claim of bad faith will fail.'®* Therefore, absent “smoking
gun” evidence of bad faith—a board that obviously lacks independ-
ence (or perhaps an “Imperial CEO and [a] supine board”)—it will be
extremely difficult for a shareholder plaintiff to prove that manage-

12. The business judgment rule does not protect management when it engages in
waste—which is akin to burning the corporation’s money. See Leahy, A Closer Look, supra
note 2, at 303-09. Waste occurs only rarely, if at all; in theory, it occurs when the corpora-
tion engages in a transaction that either (1) is essentially irrational, see id. at 304-08 (ex-
plaining the objective theory of waste), or (2) clearly serves no plausible business purpose,
see id. at 308 (explaining the subjective theory of waste).

13. Although some political contributions might plausibly lead to a potential material
financial benefit for management that is not shared equally with all shareholders, such
benefits would be uncertain and therefore might not be material; accordingly, political
contributions that truly constitute self-dealing probably are not common. See Leahy, A
Closer Look, supra note 2, at 349-61 (so arguing); see also id. at 361-63 (describing exam-
ples of corporate political contributions, both real and hypothetical, that may constitute
self-dealing).

14. Since waste is exceedingly difficult to prove, corporate political contributions will
rarely if ever constitute waste. See id. at 338-40 (so arguing); see also id. at 340-41 (describ-
ing an extreme—and entirely hypothetical—example of a corporate political contribution
that would constitute waste).

15. See Leahy, Corporate Political Contributions as Bad Faith, supra note 3, at 505-10.

16. See Joseph K. Leahy, A Decade After Disney: A Primer on Good and Bad Faith, 83
U. CIN. L. REV. 859, 867 (2015) [hereinafter Leahy, A Decade After Disney]| (citing In re
Walt Disney Co. Derivative Litig. (Disney IV), 906 A.2d 27, 63, 64 (Del. 2006)).

17. See Leahy, A Closer Look, supra note 2, at 297 (citing, inter alia, Aronson v. Lewis,
473 A.2d 805, 811-12 (Del. 1984)); Eric A. Chiappinelli, The Life and Adventures of Unocal:
Part I: Moore the Marrier, 23 DEL. J. CORP. L. 85, 88 n.13 (1998).

18. See Leahy, Corporate Political Contributions as Bad Faith, supra note 3, at 515-
16; Leahy, A Decade After Disney, supra note 16, at 888.
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ment intended for a corporate political contribution to promote its
own political views rather than serve the corporation.!®

Unfortunately for shareholder plaintiffs, management can easily con-
coct a plausible justification for supporting any major-party political
candidate.?® Due to its ability to obfuscate the purpose for a corporate
political contribution, management therefore has a strong incentive
to cause the corporation to serve its own personal, political goals, re-
gardless of any benefit to the corporation. After all, if management
can use the corporate treasury to fund its favored political candidates,
and get away with it, why use its own money??' As a result, there is
every reason to believe that corporate managers act with (at best)
mixed motives or (at worst) principally self-serving motives when
causing the corporation to make a political contribution.??

Thirty years ago, Dean Robert Clark described situations where
management is likely to act both for personal reasons and to benefit
the corporation as involving “mixed motives.”? A common “mixed mo-
tives” situation, where there is a strong possibility that management
will make a decision that conflicts with the interest of shareholder
wealth maximization, arises when management decides whether to

19. See Leahy, A Decade After Disney, supra note 16, at 888-98 (concluding, after a
review of the bad faith caselaw, that plaintiffs can overcome the business judgment rule’s
presumption of good faith by (1) showing that management “utterly” ignored its fiduciary
duties, (2) pointing to “smoking gun” evidence of management’s bad faith, (3) establishing
that management lacked independence when making the decision in question, or perhaps,
(4) providing a “supine board” bent to the will of an “imperial CEQ”); see also id. at 889-90
(concluding that utter disregard has become a difficult avenue for bad faith challenges
because it seems to require a showing that the board did “absolutely nothing whatsoever”
(emphasis removed)).

20. See infra Part IV.B.1; see, e.g., Corporate Political Contributions as Bad Faith,
supra note 3, at 514-23 (exploring both real and hypothetical examples); accord Kesten,
supra note 8, at 184 (“Absent obvious self-interest . . . virtually any [political] expenditure
could be justified as putatively in the corporations’ long-run best interests.”).

21. See infra Part IV.B.1.

22. See infra Part IV.B.1.

23. See ROBERT CHARLES CLARK, CORPORATE LAW 146, 148-49 (1986) (explaining that
a “mixed motives” situation differs from traditional self-dealing because the former situa-
tion involves a director who has “some interest in a side effect” of the corporation’s transac-
tion with a third party whereas the latter situation involves a director with a direct finan-
cial interest in the third party or the transaction itself (emphasis removed)); MARK A. SAR-
GENT & DENNIS R. HONABACH, D&O LIABILITY HANDBOOK § 1:5 (2016) (“The third category
of duty of loyalty cases is . . . mixed motives. . . . The paradigmatic situation . . . is the hos-
tile takeover.”); Margaret M. Blair & Lynn A. Stout, A Team Production Theory of Corpo-
rate Law, 85 VA. L. REV. 247, 299 (1999) (explaining that “Clark has labeled ‘corporate
action with mixed motives’ ” as those actions where “directors make strategic business
decisions that provide nonmonetary benefits to themselves at shareholders’ expense” (em-
phasis removed)); Alan R. Palmiter, Reshaping the Corporate Fiduciary Model: A Director's
Duty of Independence, 67 TEX. L. REV. 1351, 1412 (1989) (describing “corporate responses in
takeover fights” as “the most prominent . . . mixed-motive context”).
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take defensive measures to avert a hostile takeover.?* In that context,
courts recognize that there is an “omnipresent specter that a board
may be acting primarily in its own interests, rather than those of the
corporation.”® A board facing a hostile takeover faces an inherent
conflict of interest because if the takeover succeeds they will probably
lose their jobs.?® Further, it typically is easy for management to pur-
port to oppose a hostile takeover based on the pretext that doing so
will benefit shareholders’ long-term interests (or the interests of oth-
er corporate constituencies like employees, communities, or
customers).?’

As a result of this inherent conflict in a mixed motives situation,
Delaware courts apply a (supposedly) heightened level of scrutiny—
“enhanced business judgment review,” also known as the Unocal
test—whenever management adopts defensive measures in the face
of a hostile takeover.?® Under Unocal, management is not immediate-
ly protected by the business judgment rule.?® Instead, management
must earn the protection of the business judgment rule.?® In order to
do so, management must first establish the reasonableness and pro-
portionality of its defensive actions.®® That is to say, management
must demonstrate (1) that it had reasonable grounds to believe that
there existed a credible threat to corporate policy and effectiveness;
and (2) that the defensive measures were reasonable in relation to
the threat posed—not draconian, but within a range of reasonable-
ness.?? Only if management makes both showings will it obtain the

24. See E. Norman Veasey & Michael P. Dooley, The Role of Corporate Litigation in
the Twenty-First Century, 25 DEL. J. CORP. L. 131, 146 (2000) (“The Unocal test . . . recog-
nizes the possibility of mixed motives . . ..”).

25. Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 954 (Del. 1985).

26. See infra Part I1.B.

27. See infra Part I1.B.

28. See infra Part II.C (internal quotation marks omitted) (discussing Unocal, 493
A.2d at 954).

29. See Unocal, 493 A.2d at 954. Many scholars have argued—persuasively—that the
standard set forth in Unocal, and modified by its progeny, has been so watered down that
it is now effectively no more onerous than the business judgment rule itself. See, e.g., Mary
Siegel, The Illusion of Enhanced Review of Board Actions, 15 U. PA. J. BUS. L. 599, 608
(2013) [hereinafter Siegel, Illusion of Enhanced Review]. However, the Unocal test could be
modified slightly to give it “teeth.” See, e.g., Mary Siegel, The Problems and Promise of
“Enhanced Business Judgment,” 17 U. PA. J. BUS. L. 47, 84-88 (2014) [hereinafter Siegel,
Problems and Promise] (proposing modifications). The version of intermediate review ad-
vanced by this Article would attempt to address the concerns of those who think Unocal is
too weak by being somewhat more rigorous than the Unocal test as currently applied. See
infra notes 461, 465 and accompanying text.

30. See infra Part I11.B (discussing Unocal, 493 A.2d at 954).

31. See infra Part I1.C (discussing Unocal, 493 A.2d at 954).

32. See infra Part 11.C (discussing Unocal, 493 A.2d at 954).
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protection of the business judgment rule.®® In short, Unocal requires
that the board provide a reasonable explanation for its defensive
measures—forcing them to make their case to the shareholders—in
order to earn deference.

This Article departs from the scholarly consensus that courts
should apply the business judgment rule to corporate political contri-
butions.?* Instead, Delaware courts should review corporate political
contributions with a standard of review that is more appropriate for
mixed motives situations—intermediate scrutiny.®® This Article pro-
vides the first sustained defense® of applying intermediate scrutiny
to corporate political contributions.?” That defense consists of two re-

33. See infra Part I1.C (discussing Unocal, 493 A.2d at 954).

34. For the reasons described in greater detail elsewhere, see Leahy, Corporate Politi-
cal Contributions as Bad Faith, supra note 3, at 481 n.5, this Article uses the term “politi-
cal contribution” to encompass four related but distinct types of corporate spending, all of
which probably are ultimately intended by corporate management to support candidates
for elective office. Those four types of spending are: (1) “in the context of an election for
federal, state or local office . . . any independent expenditure or any contribution to an in-
dependent expenditure-only organization, such as a Super PAC, whether the contribution
is made directly to the Super PAC or indirectly through an intermediary such as a 501(c)(4)
social welfare organization”; (2) “in the context of an election for state or local office in a
state that does not prohibit direct contributions to candidates and parties . . . direct contri-
butions to candidates, their committees, or parties”; (3) “direct expenditures in support of
or in opposition to, or contributions to organizations that support or oppose, any state or
local ballot initiative that relates to social or economic issues rather than narrow industry-
specific issues”; and (4) any contributions to section 501(c)(6) trade associations.

Corporate political spending that falls outside of this definition—lobbying elected
officials, for example—may raise the same agency cost concerns as corporate political con-
tributions. That is a question for another article, however.

35. See infra Part V.A. Thanks to my colleague, Gary Rosin, for suggesting this idea
several years ago.

36. Professor James Kwak recently made a similar proposal to the one advanced here.
See Kwak, supra note 3, at 282 (“[Clourts have the opportunity to create a new standard
for evaluating challenges to corporate political contributions—another area in which the
‘omnipresent specter’ of conflict warrants particular scrutiny. . . . The test for political do-
nations should be similar to that used in change-of-control situations. Courts should re-
quire defendant insiders to prove that they had ‘reasonable grounds for believing;’ that the
contribution in question would provide a net benefit to the corporation, ‘a burden satisfied
by a showing of good faith and reasonable investigation.’ . . . [B]y requiring reasonable
grounds for that belief based on a reasonable investigation, the standard does not allow
insiders to direct corporate funds to their preferred organizations on the basis of hopeful
guesses or conclusory assertions regarding corporate benefits.”). In his article, Professor
Kwak offered a compelling rebuttal of some potential policy arguments against his pro-
posal. See id. at 284-92. However, Professor Kwak did not provide a detailed argument in
favor of his proposal. This Article seeks to provide that justification.

37. Others have suggested that courts apply Unocal to corporate political contribu-
tions, but only in passing. See Kesten, supra note 8, at 185 (“[Clorporate political activity
[arguably] is, like managerial entrenchment, an inherently conflicted activity. . . . [M]anagers
could be acting to further the firm’s interests, but there are also significant personal inter-
ests at stake. Corporate law’s standard response to inherently conflicted activity is to set
aside the business judgment rule and impose a heightened standard of judicial review.”)
(citing Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 (Del. 1985)); Tribe, supra note 7
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lated arguments: (1) a direct analogy to charitable donations;*® and
(2) an argument that corporate political contributions are analogous
to, but more problematic than, corporate charity.*

First, the argument by analogy: Many scholars have recognized
that a close cousin to the corporate political contribution—corporate
philanthropy—differs starkly from most ordinary, non-self-dealing
business decisions.* Ordinary business transactions typically affect
management in the same limited way that such decisions affect
shareholders’ interests: by either directly or indirectly improving or
harming the corporation’s bottom line (depending on whether the
transaction succeeds or fails) in predictable ways.** Thus, ordinary
business decisions are (at least theoretically) subject to shareholder
oversight, and management cannot easily make such decisions solely,
or even mainly, due to their material psychological or emotional ben-
efits to management.*?

By contrast, when management causes a corporation to make a
charitable donation there is a substantial risk (even in the absence of
classic self-dealing—i.e., a material, financial conflict of interest)
that management will be guided by its own personal views rather
than the best interests of the corporation (i.e., maximizing share-
holder value).* In other words, charitable donations pose a “mixed
motives”* situation in which there is a greater risk of imposing
“agency costs’*® on the corporation than exists when management
makes an ordinary business decision.

(suggesting that the business judgment rule “could be replaced with a rule less deferential
to management and more focused on the existence of a convincing justification for using
general treasury funds as such rather than relying entirely on PAC funds contributed by
people with politics in mind”). Cf. Jonathan Romiti, Note, Playing Politics With Sharehold-
er Value: The Case for Applying Fiduciary Law to Corporate Political Donations Post-
Citizens United, 53 B.C.L. REV. 737, 739 & n.9 (2012) (citing Unocal, 493 A.2d 946) (“Alt-
hough modern corporate law rules are extremely deferential to the discretion of corporate
management, most courts still require that board decisions be made with the best interests
of shareholders in mind. When non-shareholder constituencies cloud a board’s judgment,
courts have been responsive to shareholders wielding fiduciary law . . . to protect . . . the
corporation.” (footnotes omitted)).

38. See infra Part I11.
39. Seeinfra Part IV.
40. See infra Part ITL.A.
41. See infra Part IILA.

42. Nor do they pose a material, financial conflict of interest; otherwise, they would be
self-dealing, subject to stringent judicial review for fairness. See supra note 11.

43. See infra Part II1.B.

44. Blair & Stout, supra note 23, at 299 (describing “donations to [directors’] favorite
charities” as “mixed motives” situations) (quoting CLARK, supra note 23, at 142 (emphasis
added)).

45. Agency costs are, essentially, the costs associated with having agents. Agents’
incentives usually are not aligned precisely with owners’ incentives because agents gener-
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For this reason, nearly two decades ago, two esteemed members of
the Delaware bar, R. Franklin Balotti and James J. Hanks, dJr., ar-
gued that management’s decision to cause the corporation to make
certain corporate charitable donations should (for some such dona-
tions) be subject to a more rigorous test than the business judgment
rule.* Instead of that rule, Balotti and Hanks urged courts should
apply a version of the Unocal test.*” Unfortunately, no court or schol-
ar has taken up this proposal.

Yet, there is much to be said for this proposal—and much that
others have already written, albeit not directly in support of this pro-
posal. This Article (1) summarizes the views of other scholars, who
tend to liken charitable donations to “soft” or quasi-self-dealing that
raises “mixed motives” or “agency cost” concerns;*® and (2) offers a
new argument that corporate philanthropy raises the same issues,
albeit inversely, as management stealing a corporate opportunity.*

Corporate political contributions raise the same concerns that led
Balotti and Hanks to urge that corporate charitable donations be
subject to intermediate review.?® Like charitable donations, political
contributions typically do not have a direct impact on a corporation’s
profitability. As a result, just as with charitable donations, it is diffi-
cult for the market to evaluate political contributions.? Further, like
charitable donations, no corporation would prohibit management
from contributing to the same political campaign as the corporation,
and vice versa. Thus, like charitable donations, corporate political
contributions should be subject to Unocal-esque strict scrutiny.??

Second, going beyond a simple analogy: Despite their facial simi-
larities (i.e., they both involve giving away money for no agreed-upon
return), political contributions actually differ in several subtle ways

ally do not share all the risks and rewards of a business. See RICHARD A. POSNER, ECONOM-
IC ANALYSIS OF LAW 368 (3d ed. 1986) (“[A]gency costs [are] the costs to the principal of
obtaining faithful and effective performance by his agents . . . .”). See generally Michael C.
Jensen & William H. Meckling, Theory of the Firm: Managerial Behavior, Agency Costs
and Ownership Structure, 3 J. FIN. ECON. 305 (1976). In the context of a corporation, offic-
ers are agents and shareholders are (at least nominally) owners. As a result, corporate
managers, who control the corporation’s purse strings, may have an incentive to “use cor-
porate funds to further their personal goals rather than the best interest of the corpora-
tion” (i.e., its shareholders). Leahy, A Closer Look, supra note 2, at 324 n.237.

46. See R. Franklin Balotti & James J. Hanks, Jr., Giving at the Office: A Reappraisal
of Charitable Contributions by Corporations, 54 BUS. LAW. 965, 992-96 (1999).

47. See infra Part I11.B.3 (describing Balotti and Hanks’s proposal).

48. See infra Part I11.B.1.

49. See infra Part I11.B.2.

50. See infra Part IIL.A.

51. See infra Part IILA.

52. See infra Part IIL.E.
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from charitable donations.?® The result of these differences is that it
is far easier for directors to resort to pretext to justify political con-
tributions that serve their own political views than it is for them to
justify charitable donations that serve their own personal, psycholog-
ical interests.?® Therefore, corporate political contributions pose a
greater risk of management promoting their own personal or political
agenda (i.e., raise a stronger “mixed motives” or agency cost problem)
than even charitable donations.?® Indeed, corporate political contribu-
tions arguably pose a conflict of interest similar to defensive
measures®*—the “paradigmatic” case for intermediate scrutiny?® —
with an even greater potential for managerial pretext.®®

Accordingly, even if courts and scholars continue to ignore Balotti
and Hanks’s exhortation to subject charitable donations to a less
management-friendly, intermediate level of scrutiny, like the Unocal
test,” the Delaware courts should nonetheless employ intermediate
scrutiny when reviewing corporate political contributions.®® By anal-
ogy to Unocal, a court evaluating a corporate political contribution
should ask whether (1) management had reasonable grounds to be-
lieve that the contribution would directly or indirectly advance specif-
ic corporate interests, rather than some general political viewpoint;
and (2) whether the contribution was reasonable, both as a method of
addressing the specific corporate interest and in its amount.®! Only if
management could show that the political contribution satisfied both
prongs would it be subject to business judgment review.

If courts were to employ such an intermediate standard to review
the decision to make a corporate political contribution, management
might make fewer political contributions that support managers’ own
political views under the guise of serving the corporation’s best inter-
ests. Further, management would have less discretion to donate to
Super PACs that support specific candidates for public office.®> How-
ever, management would retain wide discretion to donate to (1) ballot

53. See infra Part IV.A.

54. See infra Part IV.A.

55. See infra Part IV.B.

56. See infra Part IV.B.1.

57. SARGENT & HONABACH, supra note 23.

58. See infra Part IV.B.1.

59. The Unocal test is (purportedly) an intermediate standard because it is supposedly
more onerous on management than the business judgment rule and yet less exacting than
entire fairness review. Compare infra Parts I1.LA.1 & A.2 (describing business judgment rule
and entire fairness review), with infra Part I1.C (describing the Unocal test).

60. See infra Part IV.B.

61. See infra Part V.A.1.

62. See infra Part V.B.2.
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initiatives that directly relate to the corporation’s business; or (2) Su-
per PACs that focus on areas of particular interest to the corporation
and also support political candidates.®?

A review of two notorious corporate political contributions con-
firms that, at least in theory, applying intermediate scrutiny would
limit management’s discretion to make such contributions that likely
benefit management’s psyche rather than the corporation’s bottom
line. First, the 2010 contribution by retailer Target Corporation (Tar-
get Corp.) to a Super PAC that supported the Republican candidate
for governor of Minnesota, which hurt Target Corp.’s image greatly
due to the candidate’s opposition to marriage equality, would have
been allowed under this standard. Target Corp.’s management of-
fered a plausible explanation for the contribution and could have
shown that it was intended to advance a specific corporate interest
for a retail store, namely, job creation.®

But second, the 2012 contribution from media conglomerate News
Corporation (News Corp.) to the Republican Governor’s Association,
ostensibly to support the candidacy of a friend of the CEO, probably
would not have passed muster under the standard proposed by this
Article. Unfortunately for News Corp., the best plausible business
rationale that it could offer for the contribution was basically un-
provable fluff: that the candidate in question was “pro-business.”®

*hkEx

The remainder of this Article is organized into four parts and a
brief conclusion. Part Il provides important background: first, it
briefly introduces shareholder derivative lawsuits and the business
judgment rule that courts apply in such lawsuits to review ordinary
business decisions;® second, it delves into Unocal. After briefly sum-
marizing the factual and legal background to the case,®” Part II de-
scribes the so-called “intermediate” or “enhanced business judgment
rule” announced in Unocal (and modified in subsequent decisions).®®
Next, Part II explores the rationale for reviewing directors’ decisions
to undertake defensive measures under a more rigorous standard
than the business judgment rule.® In so doing, Part II explores a crit-
ical, but underappreciated, policy reason that Unocal and its progeny
apply intermediate scrutiny rather than the business judgment rule:

63. See infra Part V.B.2.
64. See infra Part V.C.1.
65. See infra Part V.C.2.
66. See infra Part I1.A.
67. See infra Part I1.B.
68. See infra Part I1.C.
69. See infra Part I1.D.
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the serious potential for management pretext posed by defensive
measures.”

Part III moves on to the analogous situation of corporate charita-
ble donations: first, it touches the similarities between corporate po-
litical contributions and charitable donations;™ second, it then de-
scribes some key differences between ordinary business decisions and
corporate charitable gifts that raise greater concerns about mixed
motives and increased agency costs.™

Next, Part III describes how courts review management decisions
to make such charitable donations,”® summarizes some of the argu-
ments for greater judicial scrutiny,™ and explicates Balotti and
Hanks’s framework for applying intermediate scrutiny to such con-
tributions.” Part III then concludes by underlining the clear implica-
tion of the similarities between political contributions and charitable
donations: If courts adopt Balotti and Hanks’s proposal for interme-
diate scrutiny of corporate gifts to charity, then the same rule ought
to apply to corporate political spending.”

Part IV moves beyond charitable donations. Part IV explores criti-
cal differences between charitable donations and political contribu-
tions that counsel for applying intermediate scrutiny to the latter,
even if it is not applied to the former.”” Further, Part IV compares
corporate political contributions to defensive measures, and con-
cludes that political contributions have the same potential for man-
agement conflicts with shareholder interests as,’® but greater poten-
tial for managerial pretext than, defensive measures.™

Finally, Part V proffers and analyzes a customized version of the
Unocal test for political contributions. Part V describes the test;* de-
scribes how the test would be applied, and its probable effects on cor-
porate political contributions, generally;®' and applies the test to two

70. See infra Part 11.D.4.
71. See infra Part IIL.A.
72. See infra Part 111.B.
73. See infra Part II1.C.1.
74. See infra Part 111.C.2.
75. See infra Part II1.D.
76. See infra Part IIL.E.
77. Seeinfra Part IV.A.
78. See infra Part IV.B.1.
79. See infra Part IV.B.2.
80. See infra Part V.A.
81. See infra Part V.B.
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famous corporate political contributions—one by Target Corp.%? and
one by News Corp.%

II. DERIVATIVE SUITS, THE BUSINESS JUDGMENT RULE, AND
THE UNOCAL TEST

A. The Two Traditional Standards of Review for
Shareholder Derivative Actions

1. The Business Judgment Rule—For Ordinary Business
Decisions

In a derivative lawsuit, a shareholder sues on behalf of the corpo-
ration to address an injury to or vindicate a right that belongs to the
corporation.®* A shareholder lawsuit challenging a corporate political
contribution as a breach of management’s duty of loyalty, on the the-
ory that the contribution used corporate funds for an improper pur-
pose, would be derivative in nature.®

In such a lawsuit, if the court concludes that the shareholder
plaintiff has standing to sue on the corporation’s behalf, the plaintiff
must still rebut the business judgment rule.® This rule presumes (or,
perhaps it would be more accurate to say, assumes®’) that, in making
a business decision, management “acted on an informed basis, in
good faith, and in honest belief that the action taken was in the best
interests” of the corporation.®® Unless this assumption is rebutted, a
“court will not substitute its judgment for that of the board if the
[board’s] decision can be ‘attributed to any rational business pur-
pose.” ”® That is to say, “unless the plaintiff overcomes the business
judgment presumption, management’s decision is simply not subject
to challenge.”®

82. See infra Part V.C.1.

83. Seeinfra Part V.C.2.

84. See WILLIAM T. ALLEN ET AL., COMMENTARIES AND CASES ON THE LAW OF BUSI-
NESS ORGANIZATION 367 (4th ed. 2012).

85. See Leahy, A Closer Look, supra note 2, at 299. But see id. at 299 n.96 (noting that
a shareholder could possibly bring an individual claim based on a corporate political con-
tribution, depending on the nature of the shareholders’ allegations).

86. Seeid. at 297.

87. See id. at 297 nn.87-88 (discussing various views of the business judgment rule as
a substantive rule of law, an abstention doctrine, or a hybrid of the two).

88. Id. at 297-98 (quoting Aronson v. Lewis, 473 A.2d 805, 812 (Del. 1984)).

89. Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 954 (Del. 1985) (quoting Sin-
clair Oil Corp. v. Levien, 380 A.2d 717, 720 (Del. 1971)); cf. Siegel, Problems and Promise,
supra note 29, at 50 (stating that, under some formulations of the business judgment rule,
management’s conduct is reviewable for irrationality or waste).

90. Leahy, Corporate Political Contributions as Bad Faith, supra note 3, at 492.
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The effect of the business judgment rule is to “refocus a court’s
inquiry into management’s conduct”—to shift the inquiry from a
question of “whether the applicable standard of care was breached” to
a “question of ‘whether the directors were truly disinterested and in-
dependent and whether their actions were not so extreme, unconsid-
ered, or inexplicable’ ” as to be essentially irrational.®! As a result,
the business judgment rule “effectively prohibit[s]” judges from
“evaluating the merits” of most “rational, good faith business deci-
sions” made by the corporation’s management.”” The bottom line: “a
large swath of director conduct” is rendered “unreviewable.”® There-
fore, when the business judgment rule is applied, “imposition of lia-
bility is rare.”®*

2. “Entire” Fairness—For Conflicted Transactions

The business judgment rule stands in stark contrast to the test
that Delaware courts apply to conflicted transactions. Transactions
in which a director or officer has a material conflict of interest are
reviewed for “entire” or “intrinsic”—i.e., objective—fairness.?” Under
this standard of review, the conflicted defendants must prove to the
court’s satisfaction that both the board’s process in reaching the deci-
sion and the substance of the decision itself were fair to the
corporation.®

Thus, while business judgment review is largely about deference,
intrinsic fairness review requires “careful judicial scrutiny of the

91. Id. (quoting ALLEN ET AL., supra note 84, at 231 (citing AMERICAN BAR ASSN.,
CORPORATE DIRECTOR’S GUIDEBOOK (2d ed. 1994))); id. (“In short, the business judgment
rule demands that courts ignore ‘the quality of the board’s decision (i.e., was the decision
negligent?)’ and instead focus on ‘the integrity of the board’s decision-making process (i.e.,
was the decision made in good faith, uninterested, independent, minimally informed, and
not made in a grossly negligent manner?”) (some emphasis removed) (citing, inter alia,
ALLEN ET AL., supra note 84, at 231)); see also Leahy, A Closer Look, supra note 2, at 297.

92. Leahy, A Closer Look, supra note 2, at 298-99; see also Siegel, Problems and Prom-
ise, supra note 29, at 51.

93. Leahy, Corporate Political Contributions as Bad Faith, supra note 3, at 493 (quot-
ing Andrew S. Gold, A Decision Theory Approach to the Business Judgment Rule: Reflec-
tions on Disney, Good Faith, and Judicial Uncertainty, 66 MD. L. REV. 398, 401 (2007));
Siegel, Problems and Promise, supra note 29, at 50 (explaining that even formulations of
the business judgment rule that include irrationality or waste still render board decisions
“virtually unreviewable”).

94. Siegel, Problems and Promise, supra note 29, at 49.

95. Leahy, A Closer Look, supra note 2, at 298-99; see also Siegel, Problems and Prom-
ise, supra note 29, at 50 (explaining that, under the business judgment rule, “[t]he board’s
decision . . . is not reviewable for its wisdom or reasonableness.”).

96. See Siegel, Problems and Promise, supra note 29, at 53. For further detail about
what it means for a court to review the “substance” and “process” of management’s deci-
sion, see A Closer Look, supra note 2, at 347-48.
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transaction in question.”” As a result, “the entire fairness standard
is often described as ‘onerous,” ‘exacting’ or ‘rigorous’ " and a court’s
decision to apply it is often “outcome determinative”—management
almost always loses.”

B. The Unocal Decision

This subpart: (1) provides the factual background of,'* and histor-
ical and legal backdrop to,'°' the famed Unocal case; (2) explains the
new standard of review that the Delaware Supreme Court announced
in its Unocal decision (as modified in subsequent cases);'? and (3)
describes the court’s widely reported rationale for imposing that
standard of review—the “omnipresent specter” of director self-
interest that arises whenever directors employ defensive measures to
thwart a hostile takeover.'”® (Readers familiar with the Unocal deci-
sion may wish to skip these first three subparts.)

In addition, this Part highlights a critical, but oft-ignored, ra-
tionale for the Unocal standard of review: the ease with which direc-
tors can lie about (1) their reasons for implementing defensive
measures; and (2) the benefits of such measures to the corporation.'*

1. Factual Background of the Unocal Case

Unocal v. Mesa Petroleum'® arose out of a tender offer for the
stock of Unocal Corporation (Unocal), a public corporation, by Mesa
Petroleum Co. (Mesa), which was controlled by renowned corporate
raider and “greenmailer,” T. Boone Pickens.'% Prior to its tender of-
fer, Mesa acquired approximately thirteen percent of Unocal’s com-
mon stock.'®” On April 8, 1985, Mesa commenced a cash tender offer
to acquire almost thirty-eight percent of Unocal’s outstanding

97. Leahy, A Closer Look, supra note 2, at 348.
98. Id.

99. Id.; see also Siegel, Problems and Promise, supra note 29, at 53 (“[Flew defendants
successfully satisfy th[e] exacting scrutiny [of entire fairness review].”).

100. See infra Part I1.B.1.
101. See infra Part 11.B.2.

102. See infra Part 11.B.3. (describing the test announced in Unocal and how it was
clarified/modified in Unitrin Inc. v. Am. Gen. Corp., 651 A.2d 1361 (Del. 1995)).

103. See infra Part 11.B.3.
104. See infra Part I11.B.4.
105. Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 949 (Del. 1985).

106. See id. at 949 n.1, 956 n.13. “Greenmail” is “the purchase by a corporation of a
potential acquirer’s stock, at a premium over the market price,” to avert a potential hostile
takeover. Bainbridge, supra note 9, at 792 n.98.

107. Unocal, 493 A.2d at 949.
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stock.!® The tender offer was a “two-tier” offer, an acquisition method
which involves a tender offer along with the “promise” of a merger
between the two companies if the tender offer is successful.'® The
offer also was “front-loaded”:''° Unocal stockholders who tendered
their stock to Mesa by the deadline would receive $54 per share in
exchange for their stock; shareholders who held onto their stock
would receive certain securities that Mesa claimed were worth $54
per share.''* However, in reality the securities offered in the “back-
end” were essentially worthless, as they were “junk bonds.”!!?

Front-ended, two-tier tender offers are inherently “coercive” on
shareholders, causing them to rush to tender their stock into the of-
fer regardless of whether or not the stockholders believe the offered
price is fair.'® A shareholder who fails to tender into such an offer
will be stuck with the lesser (possibly worthless) back-end value if
enough of the other shareholders tender; further, since shareholders
cannot predict or control what other shareholders will do, the safest
course of action for each shareholder is to take the front-end value (at

108. Id. A tender offer is a public offer to purchase a set percentage of shares—often a
controlling or substantial stake—at a premium to the market price, if such shares are
tendered to the offeror by a set date. See Tender Offer, INVESTOPEDIA,
http://www.investopedia.com/terms/t/tenderoffer.asp?lgl=no-infinite (last visited Dec. 13,
2016); see also Douglas M. Branson, An Essay for Professor Alan Bromberg: Removing the
Taint From Past Illegal Offers and Sales, 68 S.M.U. L. REV. 657, 672 (2015) (“A shorthand
definition many securities lawyers use is that a tender offer is an offer to buy that seeks
control or a measure of control over the takeover target.”).

109. A “two-tiered” offer involves two steps. First, the offeror typically proposes to ob-
tain at least 50 percent of the target’s voting stock. (Obtaining a majority of the voting
shares means that, in the absenence of any defensive measures that may be in place, the
offeror will be able to take over the target’s board of directors at the next annual meeting,
if not sooner.) Second, the offeror proposes that the new board of directors will propose a
“freeze-out” merger between the offeror and the target company, in which any remaining
minority shareholders of the target receive cash or securities of a company other than the
offeror in exchange for their stock, and no longer are shareholders of the target. (This mer-
ger would be subject to approval of the shareholders, but such approval would be guaran-
teed due to the offeror’s majority of voting shares.) See Dale A. Oesterle, Target Managers
as Negotiating Agents for Target Shareholders in Tender Offers: A Reply to the Passivity
Thesis, 71 CORNELL L. REV. 53, 56-64 (1985).

110. In a “front-loaded” offer, the remaining minority shareholders of the target corpo-
ration who are “frozen out” in the “back end” merger receive securities or bonds that are
valued below the first step cash tender offer. See David J. Schubert, Note, Unocal Corp. v.
Mesa Petroleum Co.: A New Era of Fiduciary Duty, 38 BAYLOR L. REV. 687, 703 (1986).

111. Unocal, 493 A.2d at 949.

112. See id. at 950.

113. Id. at 956 (“It is now well recognized that such offers are a classic coercive meas-
ure designed to stampede shareholders into tendering at the first tier, even if the price is
inadequate, out of fear of what they will receive at the back end of the transaction.”); see
also id. at 946 n.12 (citing, inter alia, Martin Lipton, Takeover Bids in the Target’s Board-
room, 35 BUS. LAW. 101, 113-14 (1979)).
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a premium over the market price), even if the shareholder thinks the
stock is worth more.!*

Five days after Mesa’s offer, the Unocal board met to consider its
options.'® The board was comprised of eight “independent” (i.e., out-
side, purportedly unaffiliated) directors and six inside directors.!'s At
the meeting, the board’s investment bankers opined that the compa-
ny’s stock was worth more than $60 per share, and therefore, Mesa’s
offer price was insufficient.''” In light of this valuation, the independ-
ent directors, representing a majority of the board, met separately to
consider the offer and any possible defensive measures that could be
undertaken. ' These directors unanimously agreed to advise the
board to reject Mesa’s tender offer as inadequate and implement the
defensive strategy—a “self-tender,” in which Mesa offered to repur-
chase its own stock!®—to give stockholders a fair alternative op-
tion.'?° The entire board then reconvened and voted unanimously to
reject Mesa’s proposal.'?!

114. See Unocal, 493 A.2d at 956; accord Schubert, supra note 110, at 701-02; Bain-
bridge, supra note 9, at 797 (“Two-tier offers like Mesa’s are generally regarded as struc-
turally coercive. If shareholders believe the offeror is likely to obtain a controlling interest
in the front-end transaction, they face the risk they will be squeezed out in the back-end for
less money or a less desirable form of consideration. Thus, they are coerced into tendering
into the front-end to avoid that risk, even if they believe the front-end transaction itself is
undesirable.” (footnote omitted)); Dale Arthur Oesterle, The Negotiation Model of Tender
Offer Defenses and the Delaware Supreme Court, 72 CORNELL L. REV. 117, 126-28 (1986)
(explaining that “front-end loaded tender offers are inherently coercive” because they “ex-
emplify] the classic prisoner’s dilemma”: “[T]he initial offer’s value is substantially greater
than that which nontendering shareholders can expect to receive if the offer succeeds. Even
a shareholder who is convinced that the initial premium is too low will tender for fear that
other, similarly fearful shareholders will tender leaving her, if the takeover succeeds, with
the inferior back-end position of a nontendering shareholder. . . . Thus, a tender offer could
succeed even if over fifty percent of target shareholders believe the price too low.”).

115. See Unocal, 493 A.2d at 950.

116. See id. “Inside” directors are employees of the corporation—typically officers, such
as the CEO—or their close relatives; “outside” directors are not employed by the corpora-
tion. While some sources deem all outside directors as “independent,” a better classification
divides all outside directors into two sub-categories. The first category, “affiliated direc-
tors,” includes “former company officers and persons with business relationships with the
company, such as suppliers, customers, investment bankers, and lawyers”; the second cat-
egory, “independent directors,” are directors with no such affiliations. Bernard S. Black,
The Value of Institutional Investor Monitoring: The Empirical Evidence, 39 UCLA L. REV.
895, 900 (1992) (emphasis omitted) (citing THE ISS PROXY VOTING MANUAL 96-100 (R.
Monks, H. Sherman & N. Minow eds., Inst. Shareholder Servs. 2d ed. 1991)).

117. See Unocal, 493 A.2d at 950.

118. See id.
119. Seeid.
120. See id.

121. Seeid.
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Two days later, the entire board met again to consider defensive
measures.'?? The board agreed to implement a self-tender of debt se-
curities valued at $72 per share, contingent upon the success of Me-
sa’s offer, for the remaining forty-nine percent of Mesa’s shares.!??
The board excluded Mesa from its contingent self-tender,'** meaning
that Unocal would not accept any shares tendered by Mesa. Unocal’s
contingent self-tender essentially rendered Mesa’s tender offer a dead
letter.1%

Mesa sued to challenge the discriminatory self-tender,'?® and the
Delaware Court of Chancery temporarily restrained Unocal’s board
from implementing the tender offer unless it included Mesa.?” Un-
ocal took an interlocutory appeal to the Delaware Supreme Court.!?®
On appeal, the Delaware Supreme Court vacated the lower court’s
injunction. '*® In a landmark decision, applying a new threshold
standard of review, the court held that the Unocal board’s self-tender
was a proportionate defensive reaction to a legitimate threat to the
corporation.'3°

122. See id. at 950-51.
123. Seeid. at 951.
124. Seeid.

125. See Schubert, supra note 110, at 704. The genius of Unocal’s contingent self-
tender offer was that simply making this offer was sufficient to thwart Mesa’s tender offer;
in all likelihood, Unocal would never need to make good on its own offer. See Bainbridge,
supra note 9, at 797-98 (“What made the tactic especially clever . . . was that Unocal likely
would never need to actually complete the self-tender offer. Its offer would only close if
Mesa acquired more than 50% of Unocal’s voting stock. Because Unocal was offering a
higher price than Mesa, however, Unocal’s shareholders were likely to tender to it rather
than to Mesa. If no shareholders tendered to Mesa, Mesa would not acquire 50%, and Un-
ocal would be able to terminate its offer without taking down any of the tendered shares.”).
Once Unocal’s shareholders realized that the Unocal board had saved its jobs without so
much as having to buy back a single share, they demanded—and received—a modification
of the self-tender. Unocal ultimately agreed to buy back some fifty million shares. See Un-
ocal, 493 A.2d at 951.

126. See Unocal, 493 A.2d at 951. Discriminatory self-tenders like the one proposed by
the Unocal board are now prohibited under federal law. See Bainbridge, supra note 9, at
798 n.128 (“After the Unocal decision, the SEC . . . amend[ed] its Williams Act rules to
prohibit tender offers other than those made to all shareholders.” (citing 17 C.F.R.
§§ 240.13e-4(H(8) & 240.14d-10(a)(1))).

127. See Unocal, 493 A.2d at 952.

128. See id. at 952-53.

129. See id. at 949.

130. See id. at 956-57 (“Here, the threat posed was viewed by the Unocal board as a
grossly inadequate two-tier coercive tender offer coupled with the threat of greenmail. . . . In
adopting the selective exchange offer, the board stated that its objective was either to de-
feat the inadequate Mesa offer or, should the offer still succeed, provide the 49% of its
stockholders, who would otherwise be forced to accept junk bonds’, with $72 worth of sen-
ior debt. We find that both purposes are valid. . . . [T]he board’s decision to offer what it
determined to be the fair value of the corporation to the 49% of its shareholders, who would
otherwise be forced to accept highly subordinated ‘junk bonds’, is reasonable and consistent
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2. The Factual Backdrop: Takeover Battles on the Rise

Unocal was decided against the backdrop of the hostile takeover
craze of the early- and mid-1980s.'*! Since hostile takeovers typically
lead to the removal of incumbent management,'®? the 1980s takeover
mania led directors of target boards to devise strategies that would
“frustrate unwelcome suitors”—and thereby, save their jobs.!%

Corporate lawyers and scholars were sharply divided on what, if
anything, courts should do to respond to the rise of the hostile takeo-
ver. Some writers—including, most notably, famed corporate lawyer
Martin Lipton, inventor!** of the “poison pill”***—advocated that a
board’s decision to implement defensive measures would be judged by
the standard that applies to everyday business decisions: the busi-
ness judgment rule.* Other commentators—mainly academics—
urged that courts should simply prohibit the use of defensive
measures.'®” Still others advocated that defensive measures should be
allowed, but reviewed (in light of management’s conflict of interest)

with the directors’ duty to ensure that the minority stockholders receive equal value for
their shares.”).

131. Ronald J. Gilson, Unocal Fifteen Years Later (And What We Can Do About It), 26
DEL. J. CORP. L. 491, 493 (2001) (starting in the 1970s and “accelerating through the
1980s,” there was an “unprecedented wave of hostile takeovers”); see also Bradley R. Ar-
onstam, The Interplay of Blasius and Unocal—A Compelling Problem Justifying the Call
for Substantial Change, 81 OR. L. REV. 429, 434 (2002) (“The 1980s witnessed an explosion
of acquisition practice, particularly with respect to hostile takeovers which dominated that
decade.”); Paul L. Regan, What’s Left of Unocal?, 26 DEL. J. CORP. L. 947, 951 (2001) (“In
the early 1980s, as hostile takeovers became more prevalent . . ..”).

132. See infra notes 208-11 and accompanying text.

133. Id. The hostile tender offer, in particular, first “emerged . . . as an important ac-
quirer tool” in the 1970s; soon thereafter, boards began developing defensive tactics to re-
spond to hostile tender offers. Bainbridge, supra note 9, at 771.

134. See Brian R. Cheffins, Delaware and the Transformation of Corporate Governance,
40 DEL. J. CORP. L. 1, 52 (2015); Patrick J. McKenna, Four Key Questions to Achieve Mean-
ingful Differentiation, 32 No. 5 OF COUNSEL 11, 12-13 (2013). See generally Martin Lipton,
Pills, Polls, and Professors Redux, 69 U. CHI. L. REV. 1037 (2002).

135. A poison pill is an ingenious anti-takeover device. Here is how it works: “Upon the
occurrence of certain ‘triggering’ events, such as a would-be acquiror’s purchase of a certain
percentage of the target corporation’s shares, or the announcement of a tender offer, all
existing shareholders, except for the would-be acquiror, get the right to purchase debt or
stock of the target at a discount. This action dilutes the would-be acquiror’s stake in the
company and increases the costs of acquisition.” Unitrin Inc. v. Am. Gen. Corp. 651 A.2d
1361, 1369 n.6 (Del. 1995) (quoting Robert J. Klein, The Case for Heightened Scrutiny in
Defense of the Shareholders’ Franchise Right, 44 STAN. L. REV. 129, 129 n.6 (1991)).

136. Siegel, Problems and Promise, supra note 29, at 54 (citing, inter alia, Martin Lip-
ton, Takeover Bids in the Target’s Boardroom, 35 BUS. LAW. 101, 131 (1979)).

137. See id. at 54 (citing, inter alia, Frank H. Easterbrook & Daniel R. Fischel, The
Proper Role of a Target’s Management in Responding to a Tender Offer, 94 HARV. L. REV.
1161, 1200 (1981)).
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under the more stringent standard that applies to self-dealing: “en-
tire” or “intrinsic” fairness.!®

3. The Legal Backdrop: Cheff and Bennett

Although hostile takeovers were a phenomenon of the 1970s and
1980s, the Delaware Supreme Court did not decide Unocal on a clean
slate. The court had twice before addressed the question of defensive
measures—and the use of repurchases to thwart hostile takeovers—
in Cheff v. Mathes'* and Bennett v. Propp.**°

In the first case, Bennett, Noma Lites, Inc. (Noma), acquired fifty-
one percent of the outstanding shares of American Screw Company
with the intent of acquiring that company.'*! When American Screw
proposed to sell its assets to another company, Textron, Inc., Noma
voted its stock against the sale, defeating it.'*? Soon thereafter, Tex-
tron’s president wrote Noma’s chairman of his plans to make a ten-
der offer (subject to board approval) for control of Noma.'? As a re-
sult, the Noma chairman “panicked,” ** and repurchased nearly
twenty percent of the company’s shares without informing, or obtain-
ing authorization from, the board.'*® Upon learning of the repurchas-
es, the board ratified them as fait accompli, and paid using borrowed
funds. ! The Delaware Court of Chancery held the entire Noma
board liable for entrenchment,’” but the Delaware Supreme Court
limited that liability to the Noma chairman, accepting the board’s
claim that it had ratified based on exigent circumstances.*®

In reaching its decision, the Bennett court reasoned that, in light
of the “inherent danger in the purchase of shares with corporate
funds to remove a threat to corporate policy when a threat to control
is involved,” in which the “directors are of necessity confronted with a
conflict of interest, and an objective decision is difficult. . . . [T]he
burden should be on the directors to justify such a purchase as one

138. See id. at 55.

139. 199 A.2d 548 (Del. 1964).
140. 187 A.2d 405 (Del. 1962).
141. See id. at 406.

142. See id.

143. See id.

144. Carlos L. Israels, Are Corporate Powers Still Held in Trust?, 64 COLUM. L. REV.
1446, 1454 (1964).

145. See Bennett, 187 A.2d at 407.
146. See id. at 407, 410.

147. See Propp v. Sadacca, 175 A.2d 33 (Del. Ch. 1961), affd in part, rev'd in part sub
nom., Bennett v. Propp, 187 A.2d 405 (Del. 1962).

148. See Bennett, 187 A.2d at 410-11.
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primarily in the corporate interest.”**® In so doing, the Bennett court
effectively reversed the business judgment presumption, under which
plaintiffs have the burden of showing that the directors acted with a
conflict of interest, and held that, in the context of a defensive share
repurchase, the directors must show that they had none.

In the second case, Cheff, a shareholder sued the directors of Hol-
land Furnace Corporation, alleging that they breached their duty of
loyalty by repurchasing—at a large premium over the market price—
the shares of another shareholder who had threatened to acquire and
liquidate the company.*® In light of the plaintiff’'s contention that the
board was motivated by the desire to entrench itself, rather than mo-
tivated by the best interest of the corporation, the Delaware Supreme
Court, citing Bennett, affirmed that the directors bore the burden of
proving “the presence or lack of good faith on the part of the board in
authorizing the purchase of shares.”'?!

The Cheff court did not require much of a showing from the direc-
tors, however. The court held that, “if the actions of the board were
motivated by a sincere belief that the buying out of the dissident
stockholder was necessary to maintain . . . proper business practices,”
the board would not be liable.'?? Further, only “if the board has acted
solely or primarily because of the desire to perpetuate themselves in
office,” the court held, would the repurchase be “improper.”**® Thus,
all the court required for the directors to sustain their burden “was
good faith and reasonable investigation of a ‘reasonable threat to the
continued existence of [the company] in its present form. ”'** The
court found “no evidence in the record sufficient to justify a contrary
conclusion.”'®

*hkEx

In sum, in Bennett and Cheff, the Delaware courts effectively
shifted the burden of proof to the defendant directors when imple-
menting repurchases as defensive measures. However, this burden
shift had little effect because the Delaware courts seemingly accepted

149. Id. at 409. However, it appeared to early commentators that the holding in Ben-
nett was premised more on the chairman’s being incorrect in his belief that a threat to cor-
porate control existed than the fact that such a belief caused him to act in conflict with his
fiduciary duties. See Israels, supra note 144, at 1455 (“Clearly in the [Bennett] court’s view
the chairman’s sin was acting precipitately—without adequate evidence of clear and
present danger.”).

150. Cheffv. Mathes, 199 A.2d 548, 552-53 (Del. 1964).

151. Id. at 554.

152. Id.

153. Id.

154. Israels, supra note 144, at 1456 (quoting Cheff, 199 A.2d at 555-56).

155. Id.
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any disagreement as a good faith “policy” reason to approve a takeo-
ver, instead of a nefarious intent to perpetuate control. Therefore,
despite the Bennett/Cheff burden shift, directors who believed that
their control was “threatened by an outside interest which arguably
would advocate some change classifiable with any verisimilitude as
‘policy,” [could] decide a priori that such change would not be in the
best interests of all the shareholders” and then, “with impunity pro-
ceed to make substantial expenditures of corporate funds to acquire
at premium prices sufficient shares” to defeat the takeover.'?

C. Unocal’s “Intermediate” Scrutiny: “Enhanced” Business
Judgment Review

1. The Unocal Decision: A New Standard of Review

In Unocal, in light of inefficacy of Cheff/Bennett, the Delaware Su-
preme Court appeared to face the choice posited by commentators of
reverting to the business judgment rule or applying entire fairness.
However, the Unocal court instead decided that neither standard ap-
plied—at least not at the outset.’®” Rather, building upon Cheff and
Bennett,'*® the court created a new threshold test to apply in such
situations.®®

Under the new standard set forth in Unocal—generally known as
“Intermediate or enhanced business judgment” review, but more ac-

156. Id.

157. Bainbridge, supra note 9, at 799. Ultimately, however, since Unocal is a threshold
test, one of the two traditional standards will apply; Unocal just helps the court decide
which one. If the board satisfies its burden, the court must apply the business judgment
rule; if the board fails to sustain its burden, the court must apply the entire fairness stand-
ard. See id.; see also Unitrin, Inc. v. Am. Gen. Corp., 651 A.2d 1361, 1389-90 (Del. 1995).

158. Siegel, Problems and Promise, supra note 29, at 57.

159. See Jack B. Jacobs, Fifty Years of Corporate Law Evolution: A Delaware Judge’s
Retrospective, Lecture to Professor Robert Clark and Chief Justice Leo Strine’s “Mergers,
Acquisitions, and Split-Ups” Class at Harvard Law School (Dec. 2, 2014), in 5 HARV. BUS.
L. REV. 141, at 163 (2015) (“Unocal . . . addressed the unique concern posed by board defen-
sive conduct that neither the business judgment nor the entire fairness standards could do
successfully. . . . [By] creat[ing] a new analytical framework that objectified the inquiry for
determining the validity of board-adopted defensive measures.”); see also Julian Velasco,
How Many Fiduciary Duties Are There in Corporate Law?, 83 S. CAL. L. REV. 1231, 1309
(2010) (“Under Unocal, enhanced scrutiny cannot be described as a filter between the busi-
ness judgment rule and the entire fairness test. Rather, it is characterized as a ‘threshold’
inquiry, ‘before the protections of the business judgment rule may be conferred.” ” (quoting
Unocal Corp. v. Mesa Petroleum Corp., 493 A.2d 946, 954 (Del. 1985))).

Creation of an intermediate standard of review was not without precedent; the Del-
aware Supreme Court had created one in Zapata Corp. v. Maldonado, 430 A.2d 779 (Del.
1981). For a detailed discussion of the Zapata decision and the two-part test that the Del-
aware Supreme Court announced in Zapata, see Daniel R. Fischel, The “Race to the Bot-
tom” Revisited: Reflections on Recent Developments in Delaware’s Corporation Law, 76 NW.
U. L. REV. 913, 935-41(1982).
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curately described as “conditional business judgment” review!'®—a
court must engage in both a procedural and substantive review of the
defensive action being challenged, and only if the decision passes
muster will it earn the protection of the business judgment rule.'¢!
The Unocal review includes both a reasonableness test and a propor-
tionality test, and as in Cheff and Bennett, the board bears the bur-
den on each test.!®?

Under the first prong—a direct outgrowth of Cheff and Benneti—
the board must show that it had reasonable grounds for believing
that a threat to corporate policy and effectiveness existed.’®® In par-
ticular, the board must show that, after a reasonable investigation, it
determined in good faith that the hostile takeover presented a threat
to the company that warranted a defensive response.'® In the second
prong—which was granted on top of Cheff and Bennett—Unocal held
that the board must establish that its defensive measures were rea-
sonable in relation to the threat posed to the corporation.!®® Thus,

160. Bainbridge, supra note 9, at 796 (quoting Michael P. Dooley, Two Models of Cor-
porate Governance, 47 BUS. LAW. 461, 515 (1992)). The Unocal test “is more properly seen
as a conditional version of the business judgment rule, rather than an intermediate stand-
ard of review” because the test is simply a “mechanism for determining . . . which of the
traditional doctrinal standards was appropriate for the particular case.” Id. at 800.

161. See Christopher M. Bruner, The Enduring Ambivalence of Corporate Law, 59 ALA.
L. REV. 1385, 1415 (2008) (“[T]The Delaware Supreme Court has, since its 1985 Unocal opin-
ion, applied ‘enhanced’ scrutiny: the board in effect must earn the protections of the busi-
ness judgment rule.”); Jacobs, supra note 159, at 163 (Under Unocal, “a board-adopted
defense could become entitled to business judgment review, but the target board must first
earn the right to that deferential review by carrying its burden to show that the board
reasonably perceived that the hostile offer constituted a threat to corporate business or
policy, and next, that the defense the board adopted was a reasonable, and not dispropor-
tionate, response.”).

If the board fails either the first or second prong of Unocal, it must in theory satisfy
the entire fairness test, although in practice the failure to satisfy Unocal virtually ensures
the inability to establish entire fairness. Siegel, Problems and Promise, supra note 29, at
59-60.

162. See Bainbridge, supra note 9, at 799 (“The initial burden of proof is on the
directors . . . .” (citing Unocal, 493 A.2d at 955)); accord Siegel, Problems and Promise, su-
pra note 29, at 58.

163. Bainbridge, supra note 9, at 799 (citing Unocal, 493 A.2d at 955) (“In the face of
this inherent conflict directors must show that they had reasonable grounds for believing
that a danger to corporate policy and effectiveness existed because of another person’s
stock ownership. . . . [T]hey satisfy that burden ‘by showing good faith and reasonable in-
vestigation.’ ”); see also Cheff v. Mathes, 199 A.2d 548, 554 (Del. 1964).

164. Unocal, 493 A.2d at 955. The good faith aspect of this test “requires a showing
that the directors acted in response to a perceived threat to the corporation and not for the
purpose of entrenching themselves in office.” Bainbridge, supra note 9, at 799. To satisfy
the reasonable investigation element, the board must show that it “was adequately in-
formed, with the relevant standard being one of gross negligence.” Id.

165. Bainbridge, supra note 9, at 799 (citing Unocal, 493 A.2d at 955).
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when faced with a particularly grave threat, a board is permitted to
employ more potent defensive tactics.6¢

2. Updating Unocal: Unitrin’s Modifications

The Unocal test was extensively modified in Unitrin Inc. v. American
General Corp.*®"

(a) Factual Background to Unitrin

Unitrin involved a proposal for a consensual merger by American
General Corporation (American General) to purchase all 51.8 million
outstanding shares of common of Unitrin, Inc. (Unitrin) for $50% per
share, “a 30% premium over the market price of Unitrin’s shares.”'%

Unitrin’s board met to discuss the offer. At the meeting, an inde-
pendent investment bank, Morgan Stanley, and the board’s legal
counsel, made a presentation on the potential effects of the merger
and also advised the board about possible defensive actions.'®® The
board unanimously decided that the merger proposal was not in the
best interests of Unitrin shareholders and rejected the offer.'™ How-
ever, apparently believing that American General did not intend to
go public with its offer, the Unitrin board did not implement any de-
fensive measures at that time.!™

After the rejection, American General issued a press release an-
nouncing its offer and that Unitrin had rejected the offer.!” The Uni-
trin board met again to discuss the public announcement and deter-
mined that it was a “hostile act designed to coerce the sale of Unitrin
at an inadequate price.”'” As a response, the board unanimously vot-
ed to put in place a “poison pill” and to authorize a repurchase pro-
gram.'™ The combined effect of the poison pill and the repurchase
program was to prevent American General from acquiring Unitrin,
while increasing the value of outstanding Unitrin shares.'™

166. Id. (citing Unocal, 493 A.2d at 955).
167. 651 A.2d 1361 (Del. 1995).

168. Id. at 1368. In its offer, American General also “stated that it ‘would consider of-
fering a higher price’ if ‘Unitrin could demonstrate additional value.”” Id.

169. Id. at 1368-69.
170. Id. at 1369.
171. Id.

172. Id. at 1370.
173. Id.

174. Id. The repurchase program authorized Unitrin to repurchase, “in the open mar-
ket or in private transactions, up to 10 million of Unitrin’s 51.8 million outstanding com-
mon shares.” Id.

175. Id. at 1371.
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(b) Unitrin’s Modifications to Unocal

In Unitrin, the Delaware Supreme Court provided more specificity
about Unocal’s proportionality test.!” The Unitrin court concluded
that, although the board must show that its actions were reasonably
related to the threat that was posed, the court’s analysis in this re-
gard should be somewhat superficial rather than close and careful.'”
First, a court must determine whether the board’s actions in re-
sponse to the hostile takeover threat were “draconian”'®—that is to
say, “preclusive” or “coercive.”’™ So long as the directors’ defensive
action was neither preclusive nor coercive, the court shall not look
closely at whether the response was precisely calibrated to meet the
threat posed; rather, the proper inquiry is whether the defensive
measures were within a “range of reasonableness.”'® If so, the court
must apply the business judgment rule to evaluate the board’s deci-
sion to engage in defensive measures.'s!

*hhEx

In sum, under Unocal (as modified by Unitrin), once a shareholder
plaintiff establishes that the board engaged in defensive measures in
order to head off a possible hostile takeover, the shareholder has “es-
tablishe[d] a presumption of breach of fiduciary duty.”'® This poten-
tial conflict of interest results in “an enhanced duty which calls for
judicial examination at the threshold”!®® before the business judg-
ment rule can be applied. The board can attempt to rebut the Unocal
presumption—essentially, earning the protection of the business
judgment rule—Dby:

176. Id. at 1388.

177. Id.

178. Id.

179. Id.

180. Id.

181. Id.; see also Gilson, supra note 131, at 500. In Unitrin, the Delaware Supreme
Court ultimately held that the Court of Chancery erred “by substituting its judgment . . . for
that of the Board” since the poison pill and repurchase program implemented by the Uni-
trin board “was not coercive” and further, when the repurchase program was potentially
“not . . . preclusive.” Unitrin, 651 A.2d at 1389-90. The court therefore remanded to the
Court of Chancery to make this determination, and further, to “determine whether they
were within the range of reasonable defensive measures available to the Board.” Id. at
1390. The Unitrin court’s view of preclusive appears to be quite narrow, since a poison pill
essentially precludes a tender offer but leaves open takeovers by other means (i.e., proxy
battle). See Gilson, supra note 131, at 500-01.

182. Ethan G. Stone, Business Strategists and Election Commissioners: How the Mean-
ing of Loyalty Varies with the Board’s Distinct Fiduciary Roles, 31 J. CORP. L. 893, 904
(2006).

183. Siegel, Illusion of Enhanced Review, supra note 29, at 609 (emphasis omitted).
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[D]lemonstrating that it (1) carefully and in good faith identified a
valid threat to corporate policy or effectiveness (including share-
holder interests) and (2) responded in a manner that (a) was with-
in a range of reasonable responses to the threat identified, and (b)
did not preclude the possibility of a successful proxy contest to un-
seat the board.®*

This initial judicial review of the board’s process and decision
“provid[es] both a subjective and an objective review of the defensive
tactic.”'® If the board’s decision to employ a takeover defense satis-
fies both tests, the court will apply the business judgment rule to re-
view the directors’ decision to implement defensive measures.'®

3. The Unocal Test vs. Entire Fairness and the Business
Judgment Rule

The Unocal test (as modified in Unitrin) is, at least on its face, a
significant departure from—and somewhat of a middle ground be-
tween—the two key standards of review in the corporate law arena,
business judgment review and “entire fairness.”'®” First, the board’s
burden under Unocal “is not nearly as heavy as in a traditional loyal-
ty case,” when entire fairness is applied.'®® Entire fairness is a
“searching and pervasive inquiry”'®® in which the court must deter-
mine whether the transaction is objectively fair to the corporation,
both with regard to price and procedure.'® Indeed, in light of the ex-
acting and expansive nature of the intrinsic fairness test, some con-

184. Stone, supra note 182, at 904.
185. Siegel, Illusion of Enhanced Review, supra note 29, at 610.
186. Unitrin, 651 A.2d at 1388.

187. But see Stone, supra note 182, at 933 (“Unocal does not impose an ‘intermediate’
standard of review somewhere between entire fairness and business judgment. Rather, it
imposes a test that parallels traditional entire fairness review. The difference is in the
object, not the degree, of court scrutiny.”).

188. Stone, supra note 182, at 904; see also Neil Fabricant, Hostile Tender Offers: Can
the States Shut Them Down?, 22 J. CORP. L. 27, 43 (1996) (explaining that Unocal “estab-
lished an ‘intermediate’ standard of judicial review of defensive tactics, a standard more
rigorous than the business judgment rule, but less strict than the ‘intrinsic fairness’ test.”);
Sean J. Griffith, The Costs and Benefits of Precommitment: An Appraisal of Omnicare v.
NCS Healthcare, 29 J. CORP. L. 569, 570 n.2 (2004) (explaining that Unocal “did not move
takeover jurisprudence to the more rigorous standard of entire fairness.”); Gregg H. Kan-
ter, Comment, Judicial Review of Antitakeover Devices Employed in the Noncoercive Tender
Offer Context: Making Sense of the Unocal Test, 138 U. PA. L. REV. 225, 245 n.100 (1989)
(“The Unocal standard has been referred to as an intermediate review because it is not as
demanding as the intrinsic fairness test, although it is stricter than the business judgment
rule.”).

189. Siegel, Illusion of Enhanced Review, supra note 29, at 613.
190. Id.
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sider it to be “almost outcome determinative” in that the defendant
will nearly always lose.!*!

However, the Unocal test is nonetheless “starkly different” from
the burden that shareholder plaintiffs face under the business judg-
ment rule.!®? Although the board’s burden under Unocal is not terri-
bly onerous—indeed, some commentators argue it is merely pro for-
ma ' —the burden of establishing reasonableness is nonetheless
squarely on the board, not the plaintiff; the plaintiff’s prima facie
case for liability is merely a “showing that the board’s action was de-
fensive in nature.”'** This is (at least in theory) plainly different from
the business judgment rule, where the plaintiff has the burden of
proof—and a heavy one at that:!% the plaintiff must show that the
board was conflicted, lacked independence, or made an utterly irra-
tional decision.'® Like the entire fairness rule, the business judgment
rule is essentially outcome determinative: directors who have not en-
gaged in misconduct like fraud or self-dealing almost never lose.

C. Why Intermediate Scrutiny? The Famed “Omnipresent Specter”

1. Unocal’s Unclear Exhortation to an “Inherent” Conflict

Why did the Unocal court hold as it did? Two now-famous words:
“omnipresent specter.” As the Unocal court explained:

Because of the omnipresent specter that a board may be acting
primarily in its own interests, rather than those of the corporation
and its shareholders, there is an enhanced duty which calls for ju-
dicial examination at the threshold before the protections of the
business judgment rule may be conferred.

191. Id. But see Nixon v. Blackwell, 626 A.2d 1366, 1376 (Del. 1993) (explaining that a
court’s decision to apply entire fairness frequently, but not always, results in holding de-
fendants liable).

192. Stone, supra note 182, at 904-05.

193. Bainbridge, supra note 9, at 772 & nn.12-17 (citing academics who described the
Unocal standard as ranging from “fairly forgiving” to “toothless” to “a dead letter”); Siegel,
Illusion of Enhanced Review, supra note 29, at 617-24 (providing statistics to show Un-
ocal’s ineffectiveness, and describing it as a “paper tiger.”); Siegel, Problems and Promise,
supra note 29, at 61-68 (same, and providing statistics to show that courts applying Unocal
rarely hold against the defendant board).

194. Stone, supra note 182, at 904-05.

195. Id.

196. See supra Part I1.A.
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In the face of this inherent conflict directors must show that they
had reasonable grounds for believing that a danger to corporate
policy and effectiveness existed . . . .17

Yet, beyond this famous phrasing, the Unocal court did little ex-
plaining—leaving lawyers and litigants to guess at the exact nature
of the supposed “inherent conflict” faced by target directors.'®® Alt-
hough the Delaware Supreme Court quoted its prior decision in Ben-
nett,' that decision also offered little guidance on the “the inherent
danger”® that boards face when implementing defensive measures.?’!
Rather, the Bennett court simply asserted that “when a threat to con-
trol is involved,” directors “are of necessity confronted with a conflict
of interest, and an objective decision is difficult.”?*? Thus, Bennett,
like Unocal, left the precise nature of that conflict unstated.?*®

2. The Crux of the Conflict: Shareholders’ Premium vs. Directors’
Seats

Despite this ambiguity, there is little doubt as to which “inherent
conflict” the Unocal court was alluding. Scholars widely agree that
the Unocal court “was referring to the incumbent directors’ interest
in the power, prestige, and perquisites that accompany board mem-
bership”—i.e., their own personal interest in maintaining their posi-
tions as directors.?** As such, “commentators universally agree[] that

197. Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 954-55 (Del. 1985) (emphasis
added).

198. See J. Travis Laster, Exorcizing The Omnipresent Specter: The Impact of Substan-
tial Equity Ownership by Outside Directors on Unocal Analysis, 55 BUS. Law. 109, 112
(1999) (the Unocal court offered little “to explain the nature of the inherent conflict of in-
terest faced by target directors.”); see also id. at 114 (“The Unocal opinion provided little
guidance on this issue, except to assert that the conflict of interest was ‘inherent’ and ‘long
recognized’ under Delaware law.”).

199. Bennett v. Propp, 187 A.2d 405, 409 (Del. 1962).
200. Id.

201. See Laster, supra note 198, at 114 (“The Bennett court did not explain why the di-
rectors faced an inherent conflict of interest . . . or why an objective decision was difficult.”).

202. Bennett, 187 A.2d at 409.

203. Bennett does cite a law review note which purported to explain this supposedly
“inherent conflict.” See id. (citing Note, Recent Developments: Board of Directors May Not
Ratify Chairman’s Purchase of Corporate Shares to Prevent Assumption of Control by An-
other Without Adequate Study of Threat to Corporation, 62 COLUM. L. REV. 1096, 1100
(1962) (“[I]t is questionable whether the directors’ decision to this effect can ever be a whol-
ly objective one. Certainly those in control have a personal interest in perpetuating their
control.”). However, the note did not explain why the board’s personal interest in perpetu-
ating control was in conflict with the decision to implement defensive measures to avert a
takeover. See Laster, supra note 198, at 114 (explaining that the “note cited by the Bennett
court similarly asserted, without analysis, that ‘[c]ertainly those in control have a personal
interest in perpetuating their control’ ” and therefore failed to “provide[] any explanation
that goes beyond the Unocal court’s assertion that an inherent conflict of interest exists”).

204. See Laster, supra note 198, at 114.
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the source and nature of the omnipresent specter [lies] in the direc-
tors’ concern with retaining their offices.”?”> The Delaware Supreme
Court confirmed this a dozen years after Unocal, in Kahn v. Rob-

205. Laster, supra note 198, at 115-16 (citing, inter alia, E. Norman Veasey, Duty of
Loyalty: The Criticality of the Counselor’s Role, 45 BUS. LAW. 2065, 2075 (1990); R. Frank-
lin Balotti & James J. Hanks, Jr., Rejudging the Business Judgment Rule, 48 BUS. LAW.
1337, 1351 (1993); Paul L. Regan, The Unimportance of Being Earnest: Paramount Re-
writes the Rules for Enhanced Scrutiny in Corporate Takeovers, 46 HASTINGS L.J. 125, 148
(1994)); see also, e.g., SARGENT & HONABACH, supra note 23, at 3 (“T'arget corporation direc-
tors are inevitably compromised. If they resist the hostile bid, they may be accused of pro-
tecting their own jobs at the expense of shareholders who would be denied a takeover pre-
mium. . . . Whatever the target board does, it will be accused of having at least mixed mo-
tives, if not a blatantly disloyal desire to entrench themselves (or avoid conflict) at the
shareholders’ expense.”); Lucian Arye Bebchuk, The Case Against Board Veto in Corporate
Takeovers, 69 U. CHI. L. REV. 973, 991 (2002) (“The takeover context is one in which man-
agers’ and shareholders’ interests often diverge. Managers might lose their control and the
private benefits associated with it.”); Gilson, supra note 131, at 495 (“[T]arget management
faces an inherent conflict of interest in confronting a transaction that directly threatens
both their positions and their egos.”); Oesterle, supra note 114, at 130, 135 n.71 (“[T]here
exists a very real danger that target managers may use the occasion of a tender offer to
further their own interests at shareholder expense. . . . One obvious reason why target
managers may seek to block a tender offer is the fear of losing their jobs and salaries. . . .
In fact, one study of ninety-five cash tender offers found that the greater the positive im-
pact of a tender offer on target managers’ personal wealth, the lesser the likelihood of tar-
get management resistance.” (citing Ralph A. Walkling & Michael S. Long, Agency Theory,
Managerial Welfare, and Takeover Bid Resistance, 15 RAND J. ECON. 54 (1984))); Palmiter,
supra note 23, at 1413 (“Any unsolicited . . . proposal to change corporate control . . . is
likely to be premised on the inadequacy of the performance of the incumbent board and
management. Management, which faces losing the significant emoluments of control, has a
rational and ineluctable motive to use the governance machinery to perpetuate control.
Only an irrational manager, or one facing significant countervailing incentives, would ac-
cede to the change without trying to avoid or soften the blow.” (footnote omitted)); Robert
A. Ragazzo, Unifying the Law of Hostile Takeovers: Bridging the Unocal/Revlon Gap, 35
ARI1Z. L. REV. 989, 1032 (1993) (“Self-interested director behavior is more of a concern in the
takeover context than in the day-to-day running of a business. . . . Directors, especially
management directors, have a substantial interest in safeguarding their jobs. If directors
are able to reject bids out of hand based on the interests of nonshareholder constituencies,
the board has a substantial ability to advance its selfish interests on the pretense of pro-
tecting nonshareholder groups.”); Schubert, supra note 110, at 690 (defensive techniques
“permit managers to entrench themselves and thus avoid accountability for their perfor-
mance, at the expense of shareholders who are denied the opportunity to maximize their
investments” (citing Norlin Corp. v. Rooney Pace, Inc., 744 F.2d 255, 258 (2d Cir. 1984)));
Mary Siegel, Tender Offer Defensive Tactics: A Proposal for Reform, 36 HASTINGS L.dJ. 377,
387 (1985) (“[Decisions from other jurisdictions prior to Unocal] sidestepped the inherent
conflict of interest confronting target management engaged in defensive tactics . . . [and
ignored] the likelihood that the directors’ desire to retain control, rather than the interests
of the corporation, may be the primary motive for defensive tactics . . . .”); Gregory V. Var-
allo & Srinivas M. Raju, A Fresh Look at Deal Protection Devices: Out From the Shadow of
the Omnipresent Specter, 26 DEL. J. CORP. L. 975, 979 (2001) (“The principle announced in
Cheff and later expanded in Unocal and its progeny is an acknowledgment of human frailty
and a reflection of judicial distrust of directorial decisions made in the context where a
director could be influenced by a desire to maintain his or her position and the emoluments
of directorial office, even absent direct, personal financial interest of a more easily quanti-
fied type.”).
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erts,? reasoning that Unocal reflects “the temptation for directors to
seek to remain at the corporate helm in order to protect their own
powers and perquisites.”?7

This conflict of interest arises from two simple, uncontroversial
facts: First, a hostile offer will, almost by definition, be higher than
the market price for the stock, thereby allowing shareholders to sell
their shares immediately at a premium to market or resulting in a
larger price per share due to an auction between bidders.2°® Second,
directors also undoubtedly know that, in the context of a hostile
takeover, the new controlling shareholder will almost always remove
the existing board after the takeover.?”® Hence, directors inherently
face a conflict between doing their jobs—i.e., maximizing shareholder
value—and keeping their jobs.?'° Academic agreement about this con-
flict is so widespread that “[nJo one disputes an unsolicited takeover
offer poses a serious conflict between the interests of target managers
and target shareholders.”?"!

206. 679 A.2d 460 (Del. 1996).

207. Id. at 495. These authorities leave no doubt that the basis for the omnipresent spec-
ter is the interest of incumbent directors, both insiders and outsiders, in retaining the “pow-
ers and perquisites” of board membership; see Laster, supra note 198, at 116 (“In Kahn . . . the
Delaware Supreme Court explained the rationale for Unocal review specifically in terms of
the motivation of incumbent directors to retain the benefits of board membership . .. .”).

208. See Siegel, supra note 205, at 382.

209. See Schubert, supra note 110, at 697 (“Acquisition of control by a hostile raider
inevitably results in replacement of the old board.”). Indeed, the whole theory of takeover
markets is that, “[i]f the value of the corporation’s stock drops substantially below the val-
ue of its assets, that invites a hostile takeover by some outside pirate who will fire man-
agement and acquire the company’s assets.” Calvin H. Johnson, The Disloyalty of Stock
and Stock Option Compensation, 11 CONN. INS. L.J. 133, 138 (2005) (citing Henry G.
Manne, Mergers and the Market for Corporate Control, 73 J. POL. ECON. 110, 113 (1965)).

210. See Siegel, supra note 205, at 382 (“On the one hand, a new management . . . a
higher price per share made possible by an auction among bidders, or even the simple abil-
ity to sell their stock at a premium above the market price may be in the best interests of
the target shareholders. On the other hand, target management’s desire to maintain con-
trol may spur its resistance to tender offers that are consistent with the financial interests
of the corporation, but jeopardize the directors’ status and salaries. Indeed, such self-
interest may result in the use of defensive tactics that could operate to the financial detri-
ment of both the corporation and its shareholders.”); see also Wayne O. Hanewicz, Director
Primacy, Omnicare, and the Function of Corporate Law, 71 TENN. L. REV. 511, 534 (2004)
(“The conflict of interest discussed in Unocal involved hostile takeovers and the inherently
conflicted position in which they place target managers and the board. On the one hand, a
hostile takeover often results in the target managers losing their jobs, but on the other, it
also often results in the target shareholders being paid a substantial premium for their
shares. The conflict is apparent—the target managers have an incentive to fend off a take-
over that the target shareholders may want to accept.” (footnote omitted)).

211. Bainbridge, supra note 9, at 818 (“If the deal goes forward, shareholders stand to
gain a substantial premium for their shares, while managers face a substantial risk of
losing their jobs. Any defensive actions by management are thus tainted by the specter of
self-interest.” (footnote omitted)).
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Yet, while many commentators have described this conflict as “in-
herent,” it is important to understand that—in the eyes of the Dela-
ware courts, which do not generally view a director’s interest in keep-
ing her own job as a material, financial interest?'>—not all directors
are affected equally by this supposedly “inherent” conflict. Clearly
the conflict is “inescapable” for the company’s top managers, such as
the CEO, who stand to lose their multi-million dollar salaries and
perks.?'® However, the conflict “is merely a potential problem” for any
of the company’s directors who are at least nominally independent.?!4
For independent directors, the conflicts posed by unsolicited tender
offers are, in theory, no different from other situations involving a
potential change in control of the corporation, including freeze-out
mergers and management buyouts.?!® This is particularly true since
the boards of large firms generally consist of a majority of outside
directors.

Therefore, the Unocal test’s justification cannot be correctly de-
scribed as an inherent conflict between the directors’ duties and their
personal interests. Rather, Unocal’s underlying reasoning is better

described as simply an “inherently . . . strong risk” of such a con-
flict.21

212. See J. Robert Brown, Jr., The Irrelevance of State Corporate Law in the Govern-
ance of Public Companies, 38 U. RICH. L. REV. 317, 373 n.376 (2004) (“Courts in Delaware
have indicated that payment of directors fees will not result in a loss of independence.”
(citing, inter alia, Grobow v. Perot, 539 A.2d 180, 188 (Del. 1988) (“The only averment per-
mitting such an inference is the allegation that all GM’s directors are paid for their ser-
vices as directors. However, such allegations, without more, do not establish any financial
interest.”)); In re The Ltd., Inc. S’holders Litig., 2002 Del. Ch. LEXIS 28, at *18 (Del. Ch.
2002) (“Allegations as to one’s position as a director and the receipt of director’s fees, with-
out more, however, are not enough for purposes of pleading demand futility.”))).

213. Bainbridge, supra note 9, at 819.
214. Id.; see supra notes 4 and 116 regarding different types of directors.

215. Id. To support this point, Bainbridge observes that “the somewhat analogous case
of management-sponsored leveraged buyouts” also “inherently involve[s] a strong risk of
management self-dealing” because “management is acting as the sellers’ agents and, in
that capacity, is obliged to get the best price it can for the shareholders,” while it is “also
acting as a purchaser and, in that capacity, has a strong self-interest to pay the lowest
possible price.” Id. Further, a MBO also faces an independent director with the potential
choice of going along and being fired or resisting and saving her director fees. See id. at
819-20. Yet, according to Bainbridge, while “judicial review of management buyouts tends
to be rather intensive,” courts have nonetheless “allowed such transactions” after careful
review. Id. at 820.

216. Id. at 819. Thus, “the conflict of interest present when the board responds to an
unsolicited tender offer differs only in degree, not kind, from any other corporate conflict.
Although skepticism about board motives is appropriate, their conflict of interest does not
necessarily equate to blameworthiness.” Id. at 820 (footnote omitted).
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3. Why Not Entire Fairness?

That said, if there is such a risk of conflict, why did the Unocal
court hold that defensive measures warranted a new, intermediate
form of scrutiny rather than the standard that traditionally applies
when the board engages in a self-dealing transaction? The answer
must be that the court recognized that defensive measures, while
posing the risk of conflict, are nonetheless just a potential conflict.
When a director places herself on the opposite side of a transaction
with the corporation, that director’s interests are in fact in conflict
with that of the corporation, so a court will presume that the duty of
loyalty has been breached absent the director’s proof that the trans-
action was objectively fair to the corporation (or that it was approved
by certain disinterested persons).2!”

By contrast, when management engages in defensive measures,
there is only the possibility that management must choose between
remaining in their jobs and what is in the best interest of the corpo-
ration; whether or not that is true depends on what is, in fact, best
for the corporation. Thus, by not employing entire fairness review,
the Unocal decision suggests that defensive measures reflect an ex-
traordinarily high-risk of a conflict of interest, but not an actual con-
flict of interest.?'®

4. The Important (but Oft-Ignored) Role of Potential Pretext

(a) Why Pretext is Important

The existence of an “inherent” conflict (which, as described above,
is better described as an “inherently strong risk of a” conflict) be-
tween the board’s best outcome and the shareholders’ best outcome is
well traveled ground. However, another aspect to the “omnipresent

217. Cf. Cheff v. Mathes, 199 A.2d 548, 554 (1964) (stating that the defendant directors
did not “have the same ‘self-dealing interest’ as is present . . . when a director sells proper-
ty to the corporation” and therefore, not applying entire fairness).

218. See Siegel, Problems and Promise, supra note 29, at 69 (explaining that the use of
defensive tactics “occupies the middle ground between an obvious conflict—as . . . when
directors transact business with their corporation—and a suspicion that a conflict could
exist by virtue of the directors concern about losing their jobs should a hostile offer suc-
ceed”); see also id. (citing City Capital Assocs. Ltd. P’ship v. Interco Inc., 551 A.2d 787, 796
(Del. Ch. 1988) (describing the use of defensive measures as “neither self-dealing nor whol-
ly disinterested”); Judd F. Sneirson, Merger Agreements, Termination Fees, and the Con-
tract-Corporate Tension, 2002 COLUM. BUS. L. REV. 573, 589 (“Where a board is faced with
a bid to take over the company, and acts to defend the company against it, circumstances
present a conflict of interest, although not the sort of conflict of interest implicated in tradi-
tional duty of loyalty settings. Although directors may not have a direct . . . pecuniary
stake in the decisions they make, they naturally have an interest in remaining in control of
the company . . . and enjoying the perquisites of office.”)).
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specter”—the potential for management pretext—has received far
less scholarly attention.

To understand why pretext is a factor, it is helpful to remember
that, at some level, when directors act, they always risk a conflict of
interest, regardless of what they are doing on behalf of the corpora-
tion. A board is faced with the possibility of a conflict of interest every
time it spends the corporation’s money. In every instance, manage-
ment faces some non-negligible temptation to spend that money on
its own personal interests rather than the corporation’s best inter-
ests. This is simply the nature of the beast (at least in large corpora-
tions): The board always plays with “other people’s money,”?' so it is
impossible to entirely eliminate agency costs.

Yet, most of the time, when the board plays with other people’s
money, the business judgment rule is deemed sufficient to protect
shareholder interests from corporate disloyalty; we presume the
board is acting in the corporation’s best interest unless a plaintiff can
establish a problem with the decisionmaking process that suggests a
conflict of interest or utter irrationality.

So why do we trust boards for normal, day-to-day decisions—i.e.,
decisions to buy or sell goods or services to or from unrelated third
parties? In large part??° because, for most regular day-to-day business
transactions, the directors’ absence of traditional (material, pecuni-
ary) disloyalty is obvious on the face of the transaction. Absent a high
likelihood that the third party is simply a straw buyer or seller for
management, there is simply no reasonable fear of disloyalty. Alt-
hough management could easily act in bad faith, there is no pressing
reason to fear that they will do so. That is to say, for most ordinary
transactions, there is simply no reason to fear that management’s
ostensible rationale for the transaction is a ruse to hide its disloyal-
ty.?2! There 1s simply no reason to believe that the board is acting to

219. See generally Louls D. BRANDEIS, OTHER PEOPLE’S MONEY: AND HOW THE BANK-
ERS USE IT (1914) (decrying the agency costs associated with by bankers’ use of account
holders’ money). To be fully accurate, in the corporate context, management is really using
the money of “another person”—the corporation itself—since (unlike account holders)
shareholders have no legal right to the corporation’s funds.

220. Another reason is that the parties are repeat players. Corporation law provides
shareholders a greater decisionmaking role in “final period” transactions, where the share-
holders will not be around to discipline the directors after the transaction is consummated.
See, e.g., DEL. CODE ANN. tit. 8, § 151(c) (2012) (shareholders vote on proposed mergers).
Indeed, many policy rationales have been offered for the business judgment rule. See
Franklin A. Gevurtz, The Business Judgment Rule: Meaningless Verbiage or Misguided
Notion?, 67 S. CAL. L. REV. 287, 305-17 (1994) (describing various rationales).

221. See In re Dollar Thrifty S’holder Litig., 14 A.3d 573, 598-600 (Del. Ch. 2010)
(Strine, V.C) (“In a business judgment rule case, the rule applies because the board is dis-
interested and thus has no apparent motive to do anything other than act in the best inter-
ests of the corporation and its stockholders.”).
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further its own goals at the shareholders’ expense—and every reason
to believe that board and shareholder interests are aligned.

Defensive measures are different. If the board is faced with a hos-
tile tender offer—at a premium over the market price for the compa-
ny’s stock—then, by definition, the offeror is asserting that the corpo-
ration is worth more (either in whole or in parts) than the market
price. Yet, regardless of whether the corporation is a massive, widely-
known public company or an obscure, private, family corporation,
management has inside information—and therefore, the upper hand
in determining the corporation’s actual valuation. Critically, man-
agement knows its short- and long-term plans for the corporation—
which, even if described to some extent in the corporation’s public
filings, to a large degree exists simply in their minds (and perhaps in
the corporation’s internal planning documents).

Hence, if a corporation’s shares are trading for $25 and the tender
offer is for $50, the board could easily take advantage of information
asymmetry by refusing to pull its poison pull with a brief statement
about how it believes the corporation’s long-term value is greater
than the offered. (And, more likely than not, the board could pur-
chase an investment banker’s “fairness opinion” to that effect.???) Or
the board could assert that it was the wrong time to sell, in that it
would interrupt the next phase of the corporation’s strategic devel-
opment.?? Or the board could claim that it was developing a new
product line that will boost the stock’s value. In each instance, no
outsider is in a position to prove otherwise, particularly if manage-
ment’s explanation is logical.?** Thus, as one commentator astutely
put it:

222. See Bernard Black & Reinier Kraakman, Delaware’s Takeover Law: The Uncertain
Search for Hidden Value, 96 NW. U. L. REV. 521, 556 (2002) (describing as “dubious” that
“courts . . . give substantial weight to an investment banker’s bought-and-paid-for fairness
opinion”); Steven M. Davidoff, Fairness Opinions, 55 AM. U. L. REV. 1557, 1562 (2006)
(“Fairness opinions . . . are prone to subjectivity and are frequently prepared utilizing
methodologies that simply do not jibe with best practices. These 